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The two great financial crises of the past century are the Great Depression of the 1930s and the
Great Recession, which began in 2008. Both occurred against the backdrop of sharp credit
booms, dubious banking practices, and a fragile and unstable global financial system. When
markets went into cardiac arrest in 2008, policymakers invoked the lessons of the Great
Depression in attempting to avert the worst. While their response prevented a financial collapse
and catastrophic depression like that of the 1930s, unemployment in the U.S. and Europe still
rose to excruciating high levels. Pain and suffering were widespread.The question, given this, is
why didn't policymakers do better? Hall of Mirrors, Barry Eichengreen's monumental twinned
history of the two crises, provides the farthest-reaching answer to this question to date.
Alternating back and forth between the two crises and between North America and Europe,
Eichengreen shows how fear of another Depression following the collapse of Lehman Brothers
shaped policy responses on both continents, with both positive and negative results. Since bank
failures were a prominent feature of the Great Depression, policymakers moved quickly to
strengthen troubled banks. But because derivatives markets were not important in the 1930s,
they missed problems in the so-called shadow banking system. Having done too little to support
spending in the 1930s, governments also ramped up public spending this time around. But the
response was indiscriminate and quickly came back to haunt overly indebted governments,
particularly in Southern Europe. Moreover, because politicians overpromised, and because their
measures failed to stave off a major recession, a backlash quickly developed against activist
governments and central banks. Policymakers then prematurely succumbed to the temptation to
return to normal policies before normal conditions had returned. The result has been a grindingly
slow recovery in the United States and endless recession in Europe.Hall of Mirrors is both a
major work of economic history and an essential exploration of how we avoided making only
some of the same mistakes twice. It shows not just how the "lessons" of Great Depression
history continue to shape society's response to contemporary economic problems, but also how
the experience of the Great Recession will permanently change how we think about the Great
Depression.

This provocative monograph begins by summarizing the evolving Internet from the mid-1990s
when it transitioned from an academic and research network to its modern mass-market form.
Yoo (Univ. of Pennsylvania School of Law) cites the four key changes that occurred during this
period as the diversity of users, applications, technologies, and business relationships. Next, he
suggests that these usage changes may require architectural restructuring and lists seven policy
elements for possible adoption. Two parts follow an introductory chapter. The first part contains
four chapters elaborating on the key user, usage, technological, and economic and business



changes. The second is divided into seven chapters, each respectively expanding on one of the
policy element implications. Among these are the level of standardization, governance, an
increase in network core functionality, and pricing issues. In the book's final chapter, Yoo
stresses the importance of basing policy on the future rather than the past, and recommends
how best to proceed with the Internet's ever-evolving future. He uses frequent citations to
support his analysis and includes an extensive reference list. The work is clearly written and
easily understandable to general readers, offering a very thoughtful, well-documented case for
the future of this important system. Summing Up: Highly recommended. Academic, general, and
professional audiences, all levels. ― ChoiceFrom the Back CoverSince the Internet burst into the
public’s consciousness during the mid-1990s, it has transformed almost every aspect of daily
life. At that time, the economic and technological environment surrounding the Internet remained
relatively simple:a small number of users ran a handful of applications over a narrow range of
technologies, interconnected by a simple set of business relationships.Time has undermined
each of these premises. The population of end users has grown exponentially and become
increasingly diverse. The applications that dominated the early Internet—e-mail and web
browsing—have been joined by new applications such as video and cloud computing, which
place much greater demands on the network. Wireless broadband and fiber optics have
emerged as important alternatives to transmission services provided via legacy telephone and
cable television systems, and mobile devices are replacing personal computers as the dominant
means for accessing the Internet. At the same time, the networks comprising the Internet are
interconnecting through a wider variety of locations and economic terms than ever before.These
changes are placing pressure on the Internet’s architecture to evolve in response. The Internet is
becoming less standardized, more subject to formal governance, and more reliant on
intelligence located in the core of the network. At the same time, Internet pricing is becoming
more complex, intermediaries are playing increasingly important roles, and the maturation of the
industry is causing the nature of competition to change. Moreover, the total convergence of all
forms of communications into a single network predicted by many observers may turn out to be
something of a myth.In short, policymakers and scholars must replace the static view that
focuses on the Internet’s past with a dynamic view flexible enough to permit the Internet to
evolve to meet the changing needs of the future.About the AuthorChristopher Yoo is a professor
of law, communication, and computer and information science and director of the Center for
Technology, Innovation, and Competition at the University of Pennsylvania School of Law.Read
more
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PersonaeAcknowledgmentsNotesReferencesIndexIntroductionTHIS IS A book about financial
crises. It is about the events that bring them about. It is about why governments and markets
respond as they do. And it is about the consequences.It is about the Great Recession of 2008–
09 and the Great Depression of 1929–1933, the two great financial crises of our age. That there
are parallels between these episodes is well known, not least in policy circles. Many
commentators have noted how conventional wisdom about the earlier episode, what is referred
to as “the lessons of the Great Depression,” shaped the response to the events of 2008–09.
Because those events so conspicuously resembled the 1930s, that earlier episode provided an
obvious lens through which to view them. The tendency to view the crisis from the perspective of



the 1930s was all the greater for the fact that key policy makers, from Ben Bernanke, chairman
of the Board of Governors of the Federal Reserve System, to Christina Romer, head of President
Barack Obama’s Council of Economic Advisors, had studied that history in their earlier
academic incarnations.As a result of the lessons policy makers drew, they prevented the worst.
After the failure of Lehman Brothers pushed the global financial system to the brink, they
asserted that no additional systemically significant financial institution would be allowed to fail
and then delivered on that promise. They resisted the beggar-thy-neighbor tariffs and controls
that caused the collapse of international transactions in the 1930s. Governments ramped up
public spending and cut taxes. Central banks flooded financial markets with liquidity and
extended credit to one another in an unprecedented display of solidarity.In doing so, their
decisions were powerfully informed by received wisdom about the mistakes of their
predecessors. Governments in the 1930s succumbed to the protectionist temptation. Guided by
outdated economic dogma, they cut public expenditure at the worst possible time and
perversely sought to balance budgets when stimulus spending was needed. It made no
difference whether the officials in question spoke English, like Herbert Hoover, or German, like
Heinrich Brüning. Not only did their measures worsen the slump, but they failed even to restore
confidence in the public finances.Central bankers, for their part, were in thrall to the real bills
doctrine, the idea that they should provide only as much credit as was required for the legitimate
needs of business. They supplied more credit when business was expanding and less when it
slumped, accentuating booms and busts. Neglecting their responsibility for financial stability,
they failed to intervene as lenders of last resort. The result was cascading bank failures, starving
business of credit. Prices were allowed to collapse, rendering debts unmanageable. In their
influential monetary history, Milton Friedman and Anna Schwartz laid the blame for this disaster
squarely on the doorstep of central banks. Inept central bank policy more than any other factor,
they concluded, was responsible for the economic catastrophe of the 1930s.In 2008, heeding
the lessons of this earlier episode, policy makers vowed to do better. If the failure of their
predecessors to cut interest rates and flood financial markets with liquidity had consigned the
world to deflation and depression, then they would respond this time with expansionary
monetary and financial policies. If the failure of their predecessors to stem banking panics had
precipitated a financial collapse, then they would deal decisively with the banks. If efforts to
balance budgets had worsened the earlier slump, then they would apply fiscal stimulus. If the
collapse of international cooperation had aggravated the world’s problems, then they would use
personal contacts and multilateral institutions to ensure that policy was adequately coordinated
this time.As a result of this very different response, unemployment in the United States peaked
at 10 percent in 2010. Though this was still disturbingly high, it was far below the catastrophic 25
percent scaled in the Great Depression. Failed banks numbered in the hundreds, not the
thousands. Financial dislocations were widespread, but the complete and utter collapse of
financial markets seen in the 1930s was successfully averted.And what was true of the United
States was true also of other countries. Every unhappy country is unhappy in its own way, and



there were varying degrees of economic unhappiness starting in 2008. But, a few ill-starred
European countries notwithstanding, that unhappiness did not rise to the level of the 1930s.
Because policy was better, the decline in output and employment, the social dislocations, and
the pain and suffering were less.Or so it is said.Unfortunately, this happy narrative is too easy. It
is hard to square with the failure to anticipate the risks. Queen Elizabeth II famously posed the
question on a visit to the London School of Economics in 2008: “Why did no one see it coming?”
she asked the assembled experts. Six months later a group of eminent economists sent the
queen a letter apologizing for their “failure of collective imagination.”It is not as if parallels were
lacking. The 1920s saw a real estate boom in Florida and in the commercial property markets of
the Northeast and North Central regions of the United States to which early-twenty-first-century
property booms in the United States, Ireland, and Spain bore a strong family resemblance.
There was the sharp increase in stock valuations, reflecting heady expectations of the future
profitability of trendy information-technology companies, Radio Company of America (RCA) in
the 1920s, Apple and Google eighty years later. There was the explosive growth of credit fueling
property and asset-market booms. There was the development of a growing range of what might
politely be called dubious practices in the banking and financial system. There was the role of
the gold standard after 1925 and the euro system after 1999 in amplifying and transmitting
disturbances.Above all, there was the naïve belief that policy had tamed the cycle. In the 1920s
it was said that the world had entered a “New Era” of economic stability with the establishment of
the Federal Reserve System and independent central banks in other countries. The period
leading up to the Great Recession was similarly thought to constitute a “Great Moderation” in
which business cycle volatility was diminished by advances in central banking. Encouraged by
the belief that sharp swings in economic activity were no more, commercial banks used more
leverage. Investors took more risk.One might think that anyone passingly familiar with the Great
Depression would have seen the parallels and their implications. Some warnings there indeed
were, but they were few and less than fully accurate. Robert Shiller of Yale, who had studied
1920s property markets, pointed now to the development of what looked to all appearances like
a full-blown housing bubble. But not even Shiller anticipated the catastrophic consequences of
its collapse. Nouriel Roubini, who had taken at least one course on the history of the Great
Depression in his graduate student days at Harvard, pointed to the risks posed by a gaping US
current account deficit and the accumulation of US dollar debts abroad. But the crisis of which
Roubini warned, namely a dollar crash, was not the crisis that followed.Specialists in the history
and economics of the Great Depression, it should be acknowledged, did no better. And the
economics profession as a whole issued only muted warnings that disaster lay ahead. It bought
into the gospel of the Great Moderation. Policy makers lulled into complacency by self-
satisfaction and positive reinforcement by the markets did nothing to prepare for the impending
calamity.It may be asking too much to expect analysts to forecast financial crises. Crises result
not just from credit booms, asset bubbles, and the wrongheaded belief that financial-market
participants have learned to safely manage risk, but also from contingencies no one can predict,



whether the failure of a consortium of German banks to rescue Danatbank, a German financial
institution, in 1931; or the refusal of the UK Financial Services Authority to allow Barclays to bid
for Lehman Brothers over a fateful weekend in 2008. Financial crises, like World War I, can arise
from the unanticipated repercussions of idiosyncratic decisions taken without full awareness of
their ramifications. They result not just from systemic factors but from human agency—from the
vaulting ambition and questionable scruples of a Rogers Caldwell, who in the 1920s fashioned
himself the J. P. Morgan of the South; or an Adam Applegarth, the sporty, hyperconfident young
banker who launched Northern Rock, a formerly obscure British building society, onto an
unsustainable expansion path. Their actions not only brought down the firms they headed but
undercut the very foundations of the financial system. Similarly, had Benjamin Strong, the über-
competent governor of the Federal Reserve Bank of New York, not passed away in 1928, or
Jean-Claude Trichet not become president of the European Central Bank as the result of a
Franco-German bargain in 1999, the conduct of monetary policy might have been different.
Specifically, it might have been better.It is similarly disturbing in light of the progressive narrative
that policy was not more successful at limiting financial distress, containing the rise in
unemployment, and supporting a vigorous recovery. The subprime mortgage market collapsed
in mid-2007, and the US recession commenced in December of that year. Yet few if any
observers anticipated how severely the financial system would be disrupted. They did not
foresee how badly output and employment would be affected. The Great Depression was first
and foremost a banking and financial crisis, but memories of that experience did not sufficiently
inform and invigorate policy for officials to prevent another banking and financial crisis.It may be
that the very belief that bank failures were the key event transforming a garden-variety recession
into the Great Depression caused policy makers to mistakenly focus on commercial banks at the
expense of the so-called shadow banking system of hedge funds, money market funds, and
commercial paper issuers. The Basel Accord setting capital standards for internationally active
financial institutions focused on commercial banks.1 Regulation generally focused on
commercial banks.Moreover, deposit insurance was limited to commercial banks. Because the
runs by retail depositors that destabilized banks in the 1930s led to creation of federal deposit
insurance, there was the belief that depositor flight was no longer a threat. Everyone had seen
It’s a Wonderful Life and assumed that a modern-day banker would never find himself in George
Bailey’s position. But $100,000 of deposit insurance was cold comfort for businesses whose
balances were many times that large. It did nothing to stabilize banks that did not rely on
deposits but instead borrowed large sums from other banks.Nor did deposit insurance create
confidence in hedge funds, money market funds, and special purpose investment vehicles. It did
nothing to prevent a 1930s-like panic in these new and novel parts of the financial system.
Insofar as the history of the Great Depression was the frame through which policy makers
viewed events, it caused them to overlook how profoundly the financial system had changed. At
the same time that it pointed them to real and present dangers, it allowed them to overlook
others.Specifically, it allowed them to miss the consequences of permitting Lehman Brothers to



fail. Lehman was not a commercial bank; it did not take deposits. It was thus possible to imagine
that its failure might not precipitate a run on other banks like the runs triggered by the failure of
Henry Ford’s Guardian Group of banks in 1933.But this misunderstood the nature of the shadow
banking system. Money market mutual funds held Lehman’s short-term notes. When Lehman
failed, those money funds suffered runs by frightened shareholders. This in turn precipitated
runs by large investors on the money funds’ investment-bank parents. And this then led to the
collapse of already teetering securitization markets.Officials from US Treasury Secretary Henry
Paulson on down would insist that they had lacked the authority to lend to an insolvent institution
like Lehman Brothers, as well as a mechanism to smoothly shut it down. Uncontrolled
bankruptcy was the only option. But it is not as if Lehman’s troubles were a surprise. Regulators
had been watching it ever since the rescue of Bear Stearns, another important member of the
investment-banking fraternity, six months earlier. The failure to endow Treasury and the Fed with
the authority to deal with the insolvency of a nonbank financial institution was the single most
important policy failure of the crisis. In 1932 the Reconstruction Finance Corporation, created to
resolve the country’s banking problems, similarly lacked the authority to inject capital into an
insolvent financial institution, a constraint that was relaxed only when the 1933 crisis hit and
Congress passed the Emergency Banking Act. Chairman Bernanke and others may have been
aware of this history, but any such awareness did not now change the course of events.In part,
this policy failure was informed by the belief, shaped and distorted equally by the lessons of
history, that the consequences of a Lehman Brothers failure could be contained. But it also
reflected officials’ concern with moral hazard—with the idea that more rescues would encourage
more risk taking.2 Owing to their rescue of Bear Stearns, policy makers were already being
raked over the coals for creating moral hazard. Allowing Lehman Brothers to fail was a way of
acknowledging that criticism. Liquidationism—the idea, in the words of President Hoover’s
Treasury Secretary Andrew Mellon, that failure was necessary to “purge the rottenness out of
the system”—may have fallen out of favor owing to its disastrous consequences in the 1930s,
but in this subtler incarnation it was not entirely absent.Finally, policy makers were aware that
any effort to endow Treasury and the Fed with additional powers would be resisted by a
Congress weary of bailouts. It would be opposed by a Republican Party hostile to government
intervention. Ultimately, a full-blown banking and financial crisis would be needed, as in 1933, for
the politicians to act.It was at this point, after Lehman Brothers, that policy makers realized they
were on the verge of another depression. The leaders of the advanced industrial countries
issued their joint statement that no systematically significant financial institution would be
allowed to fail. A reluctant US Congress passed the Troubled Asset Relief Program to aid the
banking and financial system. One after another, governments took steps to provide capital and
liquidity to distressed financial institutions. Massive programs of fiscal stimulus were unveiled.
Central banks flooded financial markets with liquidity.Yet the results of these policy initiatives
were decidedly less than triumphal. Postcrisis recovery in the United States was lethargic; it
disappointed by any measure. Europe did even worse, experiencing a double-dip recession and



renewed crisis starting in 2010. This was not the successful stabilization and vigorous recovery
promised by those who had learned the lessons of history.Some argued that recovery from a
downturn caused by a financial crisis is necessarily slower than recovery from a garden-variety
recession.3 Growth is slowed by the damage to the financial system. Banks, anxious to repair
their balance sheets, hesitate to lend. Households and firms, having accumulated unsustainably
heavy debts, restrain their spending as they attempt to reduce that debt to a manageable
level.But working in the other direction is the fact that government can step up. It can lend when
banks don’t. It can substitute its spending for that of households and firms. It can provide liquidity
without risking inflation given the slack in the economy. It can run budget deficits without creating
debt problems, given the low interest rates prevailing in subdued economic conditions.And it can
keep doing so until households, banks, and firms are ready to resume business as usual.
Between 1933 and 1937, real GDP in the United States grew at an annual rate of 8 percent,
even though government did only passably well at these tasks. Between 2010 and 2013, by
comparison, GDP growth averaged just 2 percent. This is not to suggest that growth after 2009
could have been four times as fast. How fast you can rise depends also on how far you fall in the
preceding period. Still, the US and world economies could have done better.Why they didn’t is
no mystery. Starting in 2010 the United States and Europe took a hard right turn toward austerity.
Spending under the American Recovery and Reinvestment Act, Obama’s stimulus program,
peaked in fiscal year 2010 before heading steadily downward. In the summer of 2011 the
Obama administration and Congress then agreed to $1.2 trillion of spending cuts.4 In 2013
came expiry of the Bush tax cuts for top incomes, the end of the reduction in employee
contributions to the Social Security Trust Fund, and the Sequester, the across-the-board 8½
percent cut in federal government spending. All this took a big bite out of aggregate demand and
economic growth.In Europe the turn toward austerity was even more dramatic. In Greece, where
spending was out of control, a major dose of austerity was clearly required. But the adjustment
program on which the country embarked starting in 2010 under the watchful eyes of the
European Commission, the European Central Bank, and the International Monetary Fund was
unprecedented in scope and severity. It required the Greek government to reduce spending and
raise taxes by an extraordinary 11 percent of GDP over three years—in effect, to eliminate more
than a tenth of all spending in the Greek economy. The euro area as a whole cut budget deficits
modestly in 2011 and then sharply in 2012, despite the fact that it was back in recession and
other forms of spending were stagnant. Even the United Kingdom, which had the flexibility
afforded by a national currency and a national central bank, embarked on an ambitious program
of fiscal consolidation, cutting government spending and raising taxes by a cumulative 5 percent
of GDP.Central banks, having taken a variety of exceptional steps in the crisis, were similarly
anxious to resume business as usual. The Fed undertook three rounds of quantitative easing—
multimonth purchases of treasury bonds and mortgage-backed securities—but hesitated to
ramp up those purchases further despite an inflation rate that repeatedly undershot its 2 percent
target and growth that continued to disappoint. Talk of tapering those purchases in the spring



and summer of 2013 led to sharply higher interest rates. This was not medicine one would
prescribe for an economy struggling to grow by 2 percent.And if the Fed was reluctant to do
more, the ECB was anxious to do less. In 2010 it prematurely concluded that recovery was at
hand and started phasing out its nonstandard measures. In the spring and summer of 2011 it
raised interest rates twice. Anyone seeking to understand why the European economy failed to
recover and instead dipped a second time need look no further.What lessons, historical or
otherwise, informed this extraordinary turn of events? For central banks there was, as always,
deeply ingrained fear of inflation. The fear was nowhere deeper than in Germany, given
memories of hyperinflation in 1923. German fear now translated into European policy, given the
Bundesbank-like structure of the ECB and the desire of its French president, Jean-Claude
Trichet, to demonstrate that he was as dedicated an inflation fighter as any German.The United
States did not experience hyperinflation in the 1920s, nor at any other time, but this did not
prevent overwrought commentators from warning that Weimar was right around the corner. The
lessons of the 1930s—that when the economy is in near-depression conditions with interest
rates at zero and ample excess capacity, the central bank can expand its balance sheet without
igniting inflation—were lost from view. Sophisticated central bankers, like Chairman Bernanke
and at least some of his colleagues on the Federal Open Market Committee, knew better. But
there is no doubt they were influenced by the criticism. The more hysterical the commentary, the
more loudly Congress accused the Fed of debasing the currency, and the more Fed governors
then feared for their independence. This rendered them anxious to start shrinking the Fed’s
balance sheet toward a normal level before there was anything resembling a normal
economy.This criticism was more intense to the extent that unconventional policies had gotten
central bankers into places they didn’t belong, such as the market for mortgage-backed
securities. The longer the Fed continued to purchase mortgage-backed securities—and it
continued into 2014—the more the institution’s critics complained that policy was setting the
stage for another housing bubble, and ultimately another crash. This fear became a totem for the
worry that low interest rates were encouraging excessive risk taking. This, of course, was
precisely the same concern over moral hazard that contributed to the disastrous decision not to
rescue Lehman Brothers.In the case of the ECB, the moral-hazard worry centered not on
markets but on politicians. For the central bank to do more to support growth would just relieve
the pressure on governments, allowing excesses to persist, reforms to lag, and risks to
accumulate. The ECB permitted itself to be backed into a corner where it was the enforcer of
fiscal consolidation and structural reform. In its role as enforcer, economic growth became the
enemy.In the case of fiscal policy, the argument for continued stimulus was weakened by its
failure to deliver everything promised, whether because politicians were prone to overpromising
or because the shock to the economy was even worse than was understood at the time. There
was the failure to distinguish how bad conditions were from how much worse they would have
been without the policy. There was the failure to distinguish the need for medium-term
consolidation from the need to support demand in the short run. There was the failure to



distinguish the case for fiscal consolidation in countries with gaping deficits and debts, like
Greece, from the situation of countries with the space to do more, like Germany and the United
States. Thus a range of factors came together. The one thing they had in common was
failure.Much may have been learned about the case for fiscal stimulus from John Maynard
Keynes and other scholars whose work was stimulated by the Great Depression, but equally
much was forgotten. Where Keynes relied mainly on narrative methods, his followers used
mathematics to verify their intuitions. Eventually those mathematics took on a life of their own.
Latter-day academics embraced models of representative, rational, forward-looking agents in
part for their tractability, in part for their elegance. In models of rational agents efficiently
maximizing everything, little can go wrong unless government makes it go wrong. This modeling
mind-set pointed to government meddling as the cause of the crisis and slow recovery alike.
Interference by the government-sponsored entities Freddie Mac and Fannie Mae had been
responsible for the excesses in the mortgage market that precipitated the crisis, just as
uncertainty about government policy was the explanation for the slow recovery.It must similarly
be, the intuition followed, that fiscal stimulus, as yet another form of government meddling, could
do no good. Economists advancing these ideas invoked models in which households, knowing
that additional deficit spending now would have to be paid for by higher taxes later, reduce their
spending accordingly.5 This logic suggested that the effects of temporary fiscal stimulus might
be less than promised by their Keynesian proponents. But not even these models implied that
temporary stimulus would have no effects.6 Still, freshwater economists (so called because of
their tendency to cluster around the Great Lakes) were quick to leap to this conclusion. George
Bernard Shaw’s aphorism that you can lay all the economists end to end and they still can’t
reach a conclusion was nowhere more apposite. This inability to agree on even the most basic
tenets of economic policy undermined the intellectual case for an effective response.In much of
Europe, in any case, Keynesian theorizing never took hold. The out-of-control budgets and
inflation of Weimar left German economists skeptical of deficit spending and led them to argue
instead that government should focus on strengthening contract enforcement and fostering
competition.7 This was a more sophisticated position than the “government bad, private sector
good” message that bubbled up from the Great Lakes. But it too sat uneasily with the case for
stimulus spending and encouraged an early shift to austerity.If theory of dubious relevance
played a role in this policy shift, then so did empirical analysis of dubious generality. Two
American economists presented evidence that growth tends to slow when public debt reaches
90 percent of GDP.8 No one disputed that heavy debts weigh on economic growth, but the idea
that 90 percent was a trip wire where performance deteriorates sharply was quickly challenged.
Yet the fact that US and British public debts were approaching this red line and that the
Eurozone’s debt/GDP ratio exceeded it made it expedient to cite the assertion in support of a
quick turn to austerity. What he mischaracterized as the “90 percent rule” was invoked by
European Commissioner for Economic and Monetary Affairs Olli Rehn, for example, when
justifying the policies of the European Union.Two Italian economists meanwhile presented



evidence that austerity, especially if resulting from public spending cuts rather than tax
increases, could have contra-Keynesian expansionary effects.9 Such results were plausible for
an economy like Italy in the 1980s and 1990s, with enormous debts, high interest rates, and
heavy taxes. In these circumstances, public spending cuts could bolster confidence, and those
confidence effects could boost investment. But however plausible such predictions for Italy, they
were not plausible for countries with lower debts. They were not plausible when interest rates
were near zero. They were not plausible when the country in question, as a member of the
Eurozone, lacked a national currency to devalue and could not readily substitute exports for
domestic demand. And they were not plausible when the entire collection of advanced
economies was depressed, leaving no one to export to.This did not, however, prevent the
doctrine of expansionary fiscal consolidation from being embraced in all its spurious generality
by Congressman Paul Ryan, the self-appointed deficit expert in the US House of
Representatives. It did not prevent it from being invoked by EU finance ministers in their
postsummit press conferences and communiqués. The idea that fiscal consolidation could be
expansionary allowed politicians to argue that austerity could be all gain and no pain. That the
reality turned out to be different was a rude shock except for those for whom the pain and gain
were not the issue but austerity in and of itself was the objective.The most powerful factor of all
in this turn to austerity was surely that policy makers prevented the worst. They avoided another
Great Depression. They could declare the emergency over. They could therefore heed the call
for an early return to normal policies. There is no little irony in how their very success in
preventing a 1930s-like economic collapse led to their failure to support a more vigorous
recovery.And what was true of macroeconomic policy was true equally of financial reform. In the
United States, the Great Depression led to the Glass-Steagall Act, separating commercial
banking from investment banking. It led to the creation of a Securities and Exchange
Commission to rein in financial excesses. There were calls now for a new Glass-Steagall, the
earlier act having been laid to rest in 1999, but there was nothing remotely resembling such far-
reaching regulatory reform. The Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 contained some modestly useful measures, from limits on speculative trading by financial
institutions to creation of a Consumer Financial Protection Bureau. But the big banks were not
broken up. Rhetoric to the contrary, little was done about the problem of too-big-to-fail. There
was nothing approaching the fundamental redrawing of the financial landscape that resulted
from Glass-Steagall’s sharp separation of commercial banking, securities underwriting, and
insurance services.The fundamental explanation for the difference is again the success of policy
makers in preventing the worst. In the 1930s, the depth of the Depression and the collapse of
banks and securities markets wholly discredited the prevailing financial regime. Now, in contrast,
depression and financial collapse were avoided, if barely. This fostered the belief that the flaws
of the prevailing system were less. It weakened the argument for radical action. It took the wind
out of the reformers’ sails. And it allowed petty disagreements among politicians to slow the
reform effort. Success thus became the mother of failure.But whatever challenges America



faced in getting its political parties to agree on regulatory reform paled in comparison with the
challenge in Europe. Where reform in the United States required a modicum of agreement
between the two parties, progress in the EU required agreement among twenty-seven
governments. To be sure, though all governments were equal, some, like Germany’s, were more
equal than others. But even in this Orwellian Europe, small countries could cause trouble if they
refused to go along, as Finland did when asked to aid Spain through EU’s rescue fund, the
European Stability Mechanism. Reform might require agreement by countries both inside and
outside the Eurozone, as in the case of measures to limit bankers’ bonuses, which were stymied
when the UK took the EU to the European Court of Justice over pay and bonus
regulation.Nothing more epitomized these difficulties than the fight over banking union. With the
creation of the euro, banks throughout Europe became even more tightly connected. But those
banks and their national regulators failed to take into account the impact of their actions on
neighboring banks and countries. The lesson of the crisis was that a single currency and single
financial market but twenty-seven separate national bank regulators was madness. The solution
was a single supervisor, a single deposit insurance scheme, and a single resolution mechanism
for bad banks. Banking union in its fullness was seen as critical for restoring confidence in EU
institutions.In the summer of 2012, at the height of the crisis, European leaders agreed to
establish this banking union. They agreed to create a single supervisor to monitor the banks. But
then the process bogged down. Countries with strong banking systems hesitated to delegate
supervision to a centralized authority. Others complained that their banks and depositors would
be paying into a common insurance fund to bail out countries with poorly run financial
institutions. Still others objected that their taxpayers would be on the hook when it came to
funding the common resolution authority. The one thing these three groups had in common was,
well, Germany, whose chancellor, Angela Merkel, demanded revisions of the EU’s treaties to
specify how these mechanisms would work, and how they would be financed. But treaty revision
was somewhere other governments hesitated to go, since it required the assent of parliaments,
and in some cases public referenda, in the course of which the EU’s most basic understandings
could be cast into doubt.European leaders therefore agreed to half a loaf. They would proceed
with the single supervisor but limit its oversight to Europe’s 130 biggest banks, while leaving the
single deposit insurance scheme and resolution mechanism to later.10This reflected the
difficulty of decision making in a European Union of twenty-seven countries. But it also reflected
that the EU did just enough to hold its monetary union together. Through emergency loans and
creation of an ECB facility to buy the bonds of troubled governments, it did just enough to
prevent the euro system from falling apart. This success in turn limited the urgency of
proceeding with banking union. This success too became the mother of failure.That Europe did
just enough to hold its monetary union together and that the euro did not go the way of the gold
standard in the 1930s were, for many, among the great surprises of the crisis. In the late 1920s,
the gold standard was seen as the guarantor of economic and financial stability, because the
decade when it was in abeyance, from 1914 through 1924, had been marked by anything but. It



turned out, however, that the gold standard as reconstructed after World War I was neither
durable nor stable. Rather than preventing the 1931 financial crisis, it contributed to its
development, first by creating a misapprehension of stability that encouraged large amounts of
credit to flow toward countries ill equipped to handle it, and then by hamstringing the ability of
governments to respond. The results were bank runs and balance-of-payments crises, as
investors came to doubt the capacity of the authorities to defend their banks and currencies.
Freeing themselves from the gold standard then enabled countries to regain control of their
economic destinies. It allowed them to print money where money was scarce. It allowed them to
support their banking systems. It allowed them to take other steps to end the Depression.The
architects of the euro were aware of this history. It resonated even more powerfully given that
they experienced something similar in 1992–93 with the collapse of the Exchange Rate
Mechanism through which European currencies were tied together like a string of mountain
climbers. They therefore set out to make their new monetary arrangement stronger. It would be
based on a single currency, not on pegged rates between separate national currencies.
Devaluation of national currencies would not be possible because countries would no longer
have national currencies to devalue. This euro system would be regulated not by national central
banks but by a supranational authority, the ECB.Importantly, the treaty establishing the monetary
union would make no provision for exit. It was possible in the 1930s for a country to abandon the
gold standard by a unilateral act of its national legislature or parliament. Abandoning the euro, in
contrast, would abrogate a treaty obligation and jeopardize a country’s good standing with its EU
partners.But while avoiding some of the problems of the gold standard, the euro’s architects
courted others. By creating the mirage of stability, the euro system set in motion large capital
flows toward Southern European countries ill equipped to handle them, like those of the 1920s.
When those flows reversed direction, the inability of national central banks to print money and
national governments to borrow it consigned economies to deep recession, as in the 1930s.
Pressure mounted to do something. Support for governments that failed to do so began to
dissolve. Increasingly it was predicted that the euro would go the way of the gold standard;
governments in distressed countries would abandon it. And if they hesitated, they would be
replaced by other governments and leaders prepared to act. In the worst case, democracy itself
might be placed at risk.This, it turned out, was a misreading of the lessons of history. In the
1930s, when governments abandoned the gold standard, international trade and lending had
already collapsed. This time European countries did just enough to avoid that fate. Hence the
euro had to be defended in order to preserve the Single Market and intra-European trade and
payments. In the 1930s, political solidarity was another early casualty of the Depression.
Notwithstanding the strains of the crisis, governments this time continued to consult and
collaborate, with help from international institutions stronger and better developed than those of
the 1930s. EU countries in a strong economic and financial position provided loans to their weak
European partners. Those loans could have been larger, but they were still large by the
standards of the 1930s.Finally, the crisis of democracy forecast by those anticipating the euro’s



collapse failed to materialize. There were demonstrations, including violent demonstrations.
Governments fell. But democracy survived, unlike the 1930s. Here the Cassandras of collapse
failed to reckon with the welfare states and social safety nets constructed in response to the
Depression. Even where unemployment exceeded 25 percent, as it did in the worst-affected
parts of Europe, overt distress was less. This weakened the political backlash. It limited the
pressure to abandon the prevailing system.That the experience of the Great Depression
importantly shaped perceptions and reactions to the Great Recession is a commonplace. But
understanding just how that history was used—and misused—requires one to look more closely
not just at the Depression but also at the developments leading up to it. This in turn means
starting at the start, namely, in 1920.PART I | The Best of TimesCHAPTER 1 | New Age
EconomicsAT FIVE FOOT four and with a round face, Charles Ponzi hardly cut an imposing
figure. Having arrived in the United States at the age of twenty-one from Parma, Italy, he did not
speak English with the authority of a patrician American financier. But if small in stature, Ponzi
would loom large in the literature on financial crises. In time, “Ponzi scheme” would become an
indelible part of the lexicon of financial instability, surpassing even the likes of “Greenspan put”
and “Lehman Brothers moment.”Ponzi made his name, as it were, with a scheme to arbitrage the
market in international postal reply coupons. These instruments were introduced in 1906 by
agreement at the Universal Postal Union Congress, held, auspiciously, in Italy. They were
intended as a vehicle for sending funds abroad, enabling the recipient to buy stamps and post a
reply.The 1906 congress was convened in the gold standard era, when exchange rates were
locked. Delegates thus had no way of anticipating the complications that suspension of the gold
standard could create for their agreement. But with the outbreak of the World War, governments
embargoed gold exports. Buying gold where it was cheap and selling it where it was dear had
been the mechanism through which exchange rates were held stable. With the embargoes,
which effectively suspended gold market transactions, currencies began fluctuating against one
another.Among the unanticipated consequences were those for the postal coupon agreement.
The United States was the only belligerent whose currency maintained its value against gold
during and after the war. European currencies depreciated against the dollar as governments
printed money to finance military outlays, a trend only partially reversed with the armistice. As a
result, postal reply coupons purchased abroad using European currencies could buy more than
their cost in stamps in the United States. In 1919, sensing an opportunity, Ponzi borrowed money
from business associates, which he sent to Italian contacts with instructions to purchase postal
reply coupons and forward them to him in Boston.Why Ponzi was uniquely able to detect this
opportunity is, to put it mildly, unclear. Not surprisingly, the appearance of substantial profits was
an illusion. Ponzi’s contacts could assemble only a limited number of coupons, and even then,
completing the transaction took time, during which funds devoted to the project were tied up.And
time was not something Ponzi possessed in abundance, since he had promised to double his
investors’ money in ninety days. To pay those dividends, he was forced to employ the capital
obtained from new subscriptions, leaving no funds for the postal coupon arbitrage motivating the



scheme. This in turn made it essential to attract additional investors, which Ponzi did by
incorporating as the impressive-sounding Securities Exchange Company and hiring a phalanx of
salesmen. The scheme collapsed in August 1920 with publication of a Boston Post exposé
penned by William McMasters—a journalist Ponzi had hired to generate publicity for his
operation.1That Ponzi’s promise to double his investors’ money in ninety days had not raised red
flags says something about the readiness of investors to suspend disbelief in the intoxicating
financial atmosphere of the 1920s. One can’t help but think of the inability of investors in the
equally heady 2000s to see through the ability of Bernie Madoff to generate supernormal profits
with barely a fluctuation year after year after year.Indicted for mail fraud, Ponzi pled guilty and
was sentenced to three and a half years in federal prison. The investing public of New England,
however, was not so easily assuaged. While still in prison, Ponzi was indicted by the State of
Massachusetts on twenty-two charges of larceny. The now impecunious defendant served as his
own attorney, more than capably at first. But as one trial followed another, he grew fatigued.
Where the first jury acquitted, the second deadlocked, and the third found the defendant guilty.
Freed on bail, Ponzi fled to the remote backwaters of Florida, where he began doing business
under an assumed name.In 1925, doing business in Florida meant transacting in real estate.
Ponzi transformed himself into the promoter of a subdivision near Jacksonville. “Near” in this
case meant sixty-five miles west of the city, where Ponzi set about developing (if one is
permitted elastic use of the word) an expanse of scrubland covered with palmetto, weeds, and
the occasional oak. Subdividing meant driving stakes into the ground to help owners identify
their homestead. Once lots were staked, at an ambitious twenty-three per acre, they were
offered at $10 apiece.The capital needed to purchase, survey, and subdivide the land was
provided by investors in Ponzi’s Charpon (Charles Ponzi) Land Corporation. Subscribers were
promised $30 for each $10 investment in sixty days, an even more impressive return than in the
earlier postal coupon operation. This of course was nothing but another pyramid scheme in
which early investors were paid with cash obtained from the proceeds of selling shares to new
investors. It didn’t take long for the fraud to be detected or for the perpetrator’s identity to be
revealed. Ponzi was indicted for violating Florida statutes regarding trusts, tried, and again found
guilty by a jury of his peers.2That Ponzi, on reaching Florida, found a home in the real estate
business was no coincidence, Florida being in the midst of a property boom the likes of which
the United States had never seen.The country had experienced real estate booms and busts
before, but these had centered on farmland. This was its first urban, or more precisely suburban,
real estate boom, driven by the automobile. As more Americans acquired cheap and reliable
cars, epitomized by Henry Ford’s Model T, suburban living became possible. And as Florida
grew accessible to motorized visitors, its temperate climate and cheap land proved a powerful
lure. The influx of Northerners who arrived in the winter of 1920–21 were known as “Tin Can
Tourists” for their less-than-elegant mode of transport, which sometimes also served as a
temporary abode.3Real estate promoters, not a few of whom were also automobile enthusiasts,
were quick to recognize the connection. Carl Fisher, who with his brothers founded the Prest-O-



Lite Corporation and then Fisher Body to provide acetylene headlamps and bodies to the
fledgling motor-vehicle industry, was a case in point. Fisher first encountered the peninsula that
came to be known as Miami Beach in 1910 on a honeymoon yacht trip with his fifteen-year-old
bride. In the final stages of negotiating the sale of Prest-O-Lite to Union Carbide, he was in a
position to buy an elegant vacation and retirement home across the peninsula on Biscayne
Bay.But retirement bored Fisher, who was still only in his thirties. By 1913 he was in the real
estate business; by 1915 he was the region’s leading property developer. And if there was not
enough property to develop, Fisher created more. He moved dredging equipment into Biscayne
Bay, pumping up sand to elongate the beach. Will Rogers, as usual, put it best: “Carl discovered
that sand could hold up a Real Estate sign, and that was all he wanted it for. Carl rowed the
customers out in the ocean and let them pick out some nice smooth water where they would like
to build, and then he would replace the water with an island, and you would be a little Robinson
Crusoe of your own.”4To strengthen the connections between the automobile and Florida real
estate, Fisher promoted construction of the Dixie Highway, linking the state with the Upper
Midwest. He founded the Dixie Highway Association. He seeded newspapers with articles
celebrating the project. He subdued conflicts between rival cities seeking to sit astride the route
by laying out both eastern and western branches. No sacrifice was too great in order to deliver
the desired flow of traffic.To be sure, other factors also nourished the Florida property boom,
including the strong recovery of the American economy from the postwar recession and
expectations that there would now be a permanent acceleration of growth. The 1920s saw a
revolution in factory design, as production was reorganized to capitalize on electric power.
Factories had traditionally used steam power distributed through a network of overhead drive
shafts and brackets. Electrification permitted removal of this steam-related apparatus, making it
possible to install overhead cranes to move subassemblies. Electricity also allowed workers to
use portable power tools and move freely along the line. This increased their productivity relative
to their predecessors, who were figuratively bolted to the shop floor, much like the steam-
powered machinery with which they worked. In this way electrification allowed employers to
adopt scientific management practices designed to optimize the efficiency of labor input, notably
through the time and motion studies of the management consultant Frederick Winslow
Taylor.The full potential of the assembly line, symbolized by Henry Ford’s massive River Rouge
Complex in Dearborn, Michigan, whose construction began in 1917, could now be realized. This
in turn held out the promise of productivity gains at a rate never experienced previously. The fact
that real GDP rose by nearly 5 percent per annum between 1922 and 1929, faster than anything
the United States had experienced over a comparable period, seemingly confirmed this
optimistic view.Faster productivity growth would mean not just higher incomes but also higher
prices for financial assets, or so investors were led to believe. What was true of real estate, in
other words, was true also of other investments. The leading corporations added to the Dow
Jones Industrial Average in the 1920s, the likes of American Telephone and Telegraph, Western
Union, International Harvester, and Allied Chemical, were exemplars of this technological



revolution. There is an obvious parallel with the run-up to the 2008–09 crisis, when it was argued
that productivity growth would accelerate as firms learned to commercialize new information
technologies. The transformative general-purpose technology in the 1920s may have been
electricity rather than the computer, but the impact on investor psychology was the
same.Monetary policy then poured fuel on the fire. Creation of the Federal Reserve System in
1913 encouraged the belief that the business cycle instability that traditionally plagued the
country had been tamed. The Fed was charged with preventing the swings in interest rates that
had perturbed financial markets and economic activity in earlier years (with providing an “elastic
currency,” in the words of the Federal Reserve Act). Insofar as it was likely to succeed,
investment would be safer, encouraging the plungers. The 1920s were known as the “New Era,”
capturing the idea that the country had entered a new age not only of faster productivity growth
but also of greater economic and financial stability. Shades of the “Great Moderation,” the
supposed diminution of the business cycle in the lead-up to the 2008–09 crisis.Although the Fed
was quick to make use of its new policy instruments, it did not deploy them in the anticipated
way. The expectation of the founders was that the new central bank would adjust credit
conditions to the needs of domestic business. Somewhat unexpectedly, now instead it adjusted
them with foreign circumstances in mind. In mid-1924, the Federal Reserve banks cut the
interest rates they charged when advancing credit to commercial banks (their “discount rates”)
from 4.5 to 3 percent, with an eye toward helping Great Britain back onto the gold standard.5
(The main way central banks injected credit into the economy in this era was by discounting
promissory notes held by banks and firms—that is to say, by purchasing them at a discount
relative to their face value in return for cash. Hence the term “discount rate.”) Britain had
experienced more inflation than the United States during the World War, damaging its
competitiveness. It consequently lacked the capacity to peg the sterling price of gold or to
restore the traditional exchange rate between sterling and the dollar once wartime controls were
lifted. The UK therefore abandoned convertibility in March 1919, allowing the sterling-dollar
exchange rate to fluctuate and, not incidentally, suggesting opportunities to the likes of
Ponzi.Very Serious People in Britain and America saw reconstruction of the prewar gold
standard as a priority. Prominent among them was Benjamin Strong, the influential governor of
the Federal Reserve Bank of New York. Strong was firmly of the view that exchange rate
instability and the uncertainty to which it gave rise had a withering effect on trade.6 And the state
of trade, foreign as well as domestic, mattered importantly for an America that had assumed
Britain’s mantle as the world’s leading exporter. “Well-balanced prosperity” required absorption
by foreign markets of America’s “surplus production,” in the words of the annual report of the
Federal Reserve Board for 1925, a document significantly shaped by Strong.7 And augmenting
that absorption capacity depended in turn on the financial normalization that only the gold
standard could provide. In his capacity as secretary, vice president, and then president of
Bankers Trust Company and confidant of John Pierpont Morgan, whose firm, J. P. Morgan & Co.,
possessed its own sister organization in London, Strong appreciated the importance of these



international connections. As founding governor of a public agency that saw its mandate as
transforming New York into a leading international financial center, he regarded reestablishment
of a stable international monetary system as central to that goal.Under the prewar gold standard,
the pound sterling was the sun around which other currencies orbited. Much of the world’s trade
was financed and settled in sterling, and London was the leading international financial center.
Even though the war years and 1920s saw a considerable expansion of international financial
business in New York and hence the dollar’s acquisition of an international role, Britain’s
resumption of gold convertibility—permitting sterling to once again be converted into gold at a
fixed domestic-currency price—was still seen as a precondition for resumption by other
countries. Hence the exchange rate at which sterling was stabilized would in turn determine the
rate, in both senses of the word, at which other countries restored gold convertibility.Britain thus
came under pressure from US officials to take this momentous step. Strong, in particular,
emphasized the importance of Britain restoring not just gold convertibility but also the prewar
exchange rate of $4.86 to the pound. The prewar exchange rate was important for sterling’s
prestige and, Strong believed, the Bank of England’s credibility. The adverse consequences for
the international system of failing to restore it, he warned, were “too serious really to
contemplate.”8Montagu Norman, governor of the Bank of England since 1920, shared his
American friend’s perspective. In letters to Strong, he emphasized the desirability of returning to
a gold standard of the pre–World War I variety. But unlike a modern central banker, Norman
made little effort to explain his reasoning. His public utterances were famously inarticulate,
something that lent an air of mystery, if not confusion, to his policy decisions. In The Shape of
Things to Come, the futurist fantasy published in 1933 at the depths of the Depression, H. G.
Wells found Norman an irresistible target. “Instead of the clear knowledge of economic
pressures and movements that we have today,” wrote Wells, looking back from an imaginary
future, “strange Mystery Men were dimly visible through a fog of battling evasions and
misstatements, manipulating prices and exchanges. Prominent among these Mystery Men was
a certain Mr. Montagu Norman, Governor of the Bank of England from 1920 to 1935. He is
among the least credible figures in all history, and a great incrustation of legends has
accumulated about him. In truth the only mystery about him was that he was mysterious.”Wells
got many things right, including the importance that modern central bankers attach to
transparency and communication.9 The one thing he got wrong was Norman’s retirement. In
fact, the strange Mystery Man did not step down from the governorship of the Bank of England
until 1944.Whether or not his incoherence was purposeful, Norman was the father of
constructive ambiguity, the central banker’s art, perfected by Alan Greenspan, of leaving things
hanging. But one issue about which he was unambiguous was the desirability of restoring gold
convertibility at the prewar rate against the dollar. A precondition for achieving this was for the
Bank of England to acquire adequate stocks of gold, or equally, assets convertible into gold. And
if acquiring adequate stocks required the assistance of the Federal Reserve System, then this
was something Strong was ready to provide.Thus, the low-interest-rate policy advocated by



Strong starting in 1924 was designed to help the Bank of England acquire the reserves needed
to return to gold. Low interest rates in New York encouraged funds to flow toward London, where
rates were higher. Much of this funding ended up in the big London banks. Some ended up in
the bankers’ bank; in other words, it ended up in the coffers of the Bank of England.And if market
forces did not convey an adequate flow of gold toward London, they could always be
supplemented. With this in mind, the New York Fed purchased US treasury bonds, pushing
down yields and encouraging additional finance to flow across the Atlantic.10But these financial
operations, by themselves, might not be enough to put Britain firmly back on the gold standard.
In addition there would have to be a rebalancing of competitive positions. Although British prices
had risen more than US prices since the outbreak of the World War, there had been no
corresponding rise in British labor productivity. Britain would lack export competitiveness if
sterling was stabilized at its former level against the dollar. It would run a chronic trade deficit,
and the gold the Bank of England had so laboriously acquired would just leak back out. Avoiding
this outcome required reducing prices in the UK or raising them in the United States. Since
before the war, British production costs had risen relative to those in the United States, Strong
estimated, by 10 percent. Other observers reached similar conclusions. John Maynard Keynes,
who had a reputation for expertise in such matters, put the differential at 9 percent.11Strong’s
hope was that keeping interest rates low would encourage spending, putting upward pressure
on US prices and helping to correct the competitiveness gap.12 In the event, manipulating price
levels turned out to be more difficult than anticipated. American prices rose between mid-1924
and mid-1925, but not by enough to erase the cost differential. When Britain returned to the gold
standard in April 1925, the problem of inadequate competitiveness remained. Norman would
battle it for the better part of six years.The effect of Strong’s low-interest-rate policy was
therefore less to rebalance the world economy than to unbalance the economy of the United
States. The effects manifested themselves in the housing bubble centered on Florida and,
before long, Chicago, Detroit, and New York. Neither was the Wall Street boom that dominated
the last part of the decade unrelated.Strong was vehemently criticized by Adolph Miller for
subordinating domestic financial-stability considerations to international objectives. A founding
governor of the Federal Reserve System, Miller had graduated from the University of California,
Berkeley, in 1887 before going on to study in Cambridge, Paris, and Munich. He then taught at
Cornell and Chicago (two universities that figure further in this story) before returning to Berkeley
to establish the College of Commerce, and finally moving to Washington, D.C., to serve as
assistant secretary of the interior, and then as a member of the Board of Governors upon being
appointed by his fellow academician Woodrow Wilson in 1914.Miller regaled in the didactic
manner and ample vocabulary of the professor. As described by George Norris, governor of the
Federal Reserve Bank of Philadelphia, Miller was intoxicated by his verbal skills, which he
displayed in all their glory in the meetings of the Federal Reserve Board and the Open Market
Investment Committee.13 Miller used his verbal powers specifically to propound the “real bills
doctrine,” which dictated that the central bank should provide just as much credit as was



required for the legitimate needs of business and no more.14 That doctrine, developed in the
early eighteenth century by, among others, the Scottish monetary theorist John Law, was
intended as a guide to credit creation by the Bank of England, established in 1694. Not satisfied
by his role in shaping the Bank of England, Law would go on to found a quasi-central bank for
France, the Banque Générale, and play a role in the Mississippi Bubble and crash before retiring
in disgrace, but no matter. His real bills doctrine informed the conduct of central bank policy for
two centuries and more thereafter.In particular, the doctrine informed the Federal Reserve Act of
1914, which spoke of the need for an “elastic currency,” a system in which supplies of currency
and credit expanded and contracted to meet the legitimate needs of business. The failure of
supplies of dollar currency and credit to respond in this way had led to sharp interest rate spikes
and chronic financial instability throughout US history. This was the problem that creation of the
Fed in 1914 was designed to correct.As an adherent to the real bills doctrine, Miller was quick to
conclude that directing Federal Reserve policy to the problems of the British economy, as Strong
had done, rather than being guided by the legitimate needs of business was the height of
irresponsibility. The professor was acerbic in his criticism of the governor of the Federal Reserve
Bank of New York. His unhappiness was deepened, no doubt, by the failure of other members of
the Board of Governors and directors of the Reserve banks, typically men of affairs unversed in
rigorous monetary analysis, to defer to academics like himself who had been properly schooled
in theory and were therefore better qualified to advise on technical matters.Miller’s voice was the
loudest, but he was not alone. His criticisms were echoed by, among others, Charles Hamlin, the
former assistant treasury secretary and unsuccessful candidate for governor of Massachusetts
who now served as chairman of the Federal Reserve Board, and by Herbert Hoover, Strong’s
onetime ally, President Calvin Coolidge’s commerce secretary, and Miller’s Georgetown
neighbor. Hoover, like Strong, was an internationalist by inclination, but even for him Strong’s
1924–25 initiative went too far. It paid too little attention to the domestic repercussions of the
policy. Strong, Hoover concluded, had been seduced by his friend Norman; the head of the New
York Fed was now a mere “mental annex to Europe.”15 Strong’s policy threatened to unleash
inflation and fan financial excesses. If it was desirable to help Britain back onto the gold
standard, then this should be done by other means, Hoover concluded, not by reducing US
interest rates, something which could have undesirable side effects.Miller and Hoover’s
instinctual embrace of the real bills doctrine was a manifestation of the power of historical
experience in shaping the outlook and actions of officials. Sharp spikes in interest rates resulting
in widespread business distress, and in the worst case financial crisis, had been a feature of the
US monetary and financial landscape since the country’s independence. Hence a doctrine that
counseled tailoring supplies of money and credit to the legitimate needs of business, and
looking to the level of interest rates to verify that those needs were being met, informed the
outlook of many of the founding governors of the Federal Reserve System. Insofar as that
doctrine warned against artificially reducing interest rates to help other countries, as Strong had
done, following it more strictly would have prevented dangerous imbalances in US property and



stock markets from building up. But that same doctrine would also suggest that there was no
need for the Federal Reserve to act when interest rates fell from their high levels after 1929—
lower interest rates indicating that US business had all the credit and the economy had all the
monetary support they required.The clear implication is that there is no single monetary doctrine
for all seasons. This was a lesson Federal Reserve officials and the country would eventually
learn at great expense.For the time being, the criticisms of these men had little effect. Strong
was the dominant personality in the Federal Reserve System. With his background as J. P.
Morgan’s right-hand man and his work on the front lines of the 1907 financial crisis, he spoke
with authority on matters of financial policy, notwithstanding his lack of formal academic training.
His was the voice of experience. If Strong attached more importance to events in London than
Miami, then so be it.And even though Fed policy contributed to the financial excesses of the
period, it was not the only factor at work. In addition, there was the enabling role of a financial
system that was only loosely regulated. There were governmental efforts to boost real estate
and construction activity. There was the fact that housing starts had been depressed in the war
years, making for pent-up demand now straining to be released.Ambitious Florida promoters,
liking nothing less than pent-up demand, did their best to liberate it. None was more ambitious
than George Merrick, scion of a Congregationalist minister and grapefruit plantation owner.
Merrick’s avocation was poetry. In 1920, celebrating his Florida environs, he published a volume
of verse entitled Song of the Wind on a Southern Shore.There’s a Shore I know—that draws
meAnd that warms me all the more!—Where the gumbo-limbo grows:—And the little lizards doze
—Where the trade-wind blowsThrough the palm-tufted curvingsOf the Biscayne shore16Clearly
Merrick’s principal talent lay in real estate development. Appointed Dade County commissioner
in 1915, his main achievement was a network of roads connecting Miami with its future suburbs,
and not least with his own planned community of Coral Gables, centered on what had been the
family plantation. Pushing his poetic license to the hilt, Merrick pitched Coral Gables as a
Spanish-style city where “your ‘Castles in Spain’ are made real.” The pit from which he mined the
limestone and coral rock that was used to construct the homes was transformed into a Venetian
lagoon complete with bridges, grottoes, and loggias. Merrick advertised in national magazines
and out-of-state newspapers, writing much of the copy himself. He lured clients to his still largely
undeveloped suburb with free performances of Mabel Cody’s Flying Circus, a popular air show.
Customers buying lots were rewarded with the opportunity of going aloft and seeing their
property from the air.17 He opened opulent sales offices in New York and Chicago. Purchasing
buses to transport potential buyers, he organized excursions from New York, Philadelphia, and
Washington, D.C.Not least, Merrick hired William Jennings Bryan, the former presidential
candidate, secretary of state, and famed orator, to deliver the pitch. Bryan had moved to Florida
to make life easier for his arthritic wife and immediately became Miami’s most famous resident.
Having run for president in 1896 on a platform fighting for the small man and against the gold
standard, Bryan was now paid by Merrick to stand on a platform of another kind, erected over
the water, and speak not of the gold standard but of the Gold Coast. He was paid $100,000 for



his year’s work, half in cash and half in land.Coral Gables was successful from the start. More
than five thousand customers attended the inaugural auction of home sites in 1921. After barely
a year, Merrick was buying additional land in order to expand his vision and his development.
Between November 1924 and March 1925, the height of the tourist season, Merrick recorded a
remarkable $4 million a month in land sales.State government officials responded
enthusiastically to the boom. This was no surprise, since a substantial number of property
developers, like Merrick, not to mention their bankers, graciously agreed to serve in public office.
They used soaring real estate taxes to finance local road building and expand public services,
creating the appearance of even greater prosperity. In 1923, with the boom in full swing, the
Florida legislature placed on the ballot an amendment to the state constitution abolishing
income and inheritance taxes with the goal of encouraging migration from the north.18 Grateful
voters overwhelmingly approved the measure. They chose John Wellborn Martin, previously the
mayor of Jacksonville, as governor at the conclusion of a campaign centering on his promise to
complete an ambitious statewide road-building project. This was one of the things Ponzi was
counting on, presumably, when marketing his fictitious development on the outer reaches of
Martin’s hometown.Increasingly, the Florida real estate market displayed all the signs of an
unsustainable boom in its late stages. Landowners hired binder boys to stand in the hot sun and
entice prospective buyers. These young men in white suits, not a few of whom moonlighted as
tennis and golf pros, encouraged potential purchasers to commit to a nonrefundable 10 percent
down payment known as a binder.19 At the height of the boom, binder receipts circulated like
currency, with hotels, nightclubs, and bordellos all accepting them in payment for
services.Binder boys received a fixed fee when the aspiring purchaser’s money arrived at the
developer’s bank. Like mortgage brokers in the run-up to the 2006–07 real estate crash, they
had little interest in whether a purchaser understood the contract to which he or she was
committing or, for that matter, was capable of completing the transaction. The typical financial
institution provided a mortgage loan only if the purchaser made a down payment of 50
percent.20 The 10 percent binder therefore implied a commitment to come up with another 40
percent, which for many aspiring property owners was easier said than done.Coming up with
more money would not be necessary, of course, if the binder, which represented first right of
refusal on a desirable plot of land, was first sold off to another investor. The faster prices rose,
the more prevalent this practice of flipping binders became. Successful binder boys graduated to
real estate speculation, trading binders themselves. They put down 10 percent to purchase what
was essentially an option on an undeveloped lot with the intention of immediately selling it at a
higher price. In the summer of 1925, at the height of the boom, binders were bought and sold as
often as eight times a day.21 Clearly, Floridians in the 1920s had nothing to learn from, and
could have taught a few tricks to, property speculators in the run-up to the subprime crisis of
2007–08.This frenzied activity would not have been possible, of course, without the enabling
role of the banks. “All the financial resources of existing banking and financial institutions were
utilized to the full in financing this speculative movement,” as Herbert Simpson, a contemporary



expert on the Florida housing boom, put it in an article tellingly entitled “Real Estate Speculation
and the Depression,” published in the American Economic Review in 1933.22Insurance
companies bought what were considered the choicer mortgages; conservative banks loaned
freely on real estate mortgages; and less conservative banks and financial houses loaned on
almost everything. Real estate interests dominated the policies of many banks, and thousands
of new banks were organized and chartered for the specific purpose of providing the credit
facilities for proposed real estate promotions. The greater proportion were state banks and trust
companies, many of them located in the outlying sections of the larger cities or in suburban
regions not fully occupied by older and more established banking institutions. In the extent to
which their deposits and resources were devoted to the exploitation of real estate promotions
being carried on by controlling or associated interests, these banks commonly stopped short of
nothing but the criminal law—and sometimes not short of that.Among the worst offenders were
the building and loan associations, or B&Ls. In principle, these institutions, like mutual savings
banks, were in the business of lending to their members.23 One can’t help but be reminded of
the role in the 2008–09 crisis of Northern Rock, which similarly originated as a building society,
the British equivalent of a B&L, though this is to get ahead of the story.Building and loan
associations were subject to a patchwork of variable and often lightly enforced state
regulation.24 Lack of more stringent regulation reflected, in part, the belief that their funding was
secure. Members held shares rather than deposits, which they were not able to liquidate at their
pleasure. This freed B&Ls of the bank-run problem. Loans were collateralized, it was supposed,
by rock-solid real estate. B&Ls used minimal leverage; they did not issue debt to supplement
their shareholders’ equity. Unfortunately, these reassuring observations ignored the fact that
those to whom they lent were themselves highly leveraged. They ignored the fact that not all real
estate investments were rock-solid.25The building and loan model had worked well in the
nineteenth century. Now, however, it was enlisted by property developers to feed their ambitions
and advance their narrow ends. B&Ls being easier to incorporate than depository institutions,
real estate professionals established them for the purpose of financing residential development
projects.26 A captive board of directors there might be, but it exercised little oversight. Out the
window went the notion that B&Ls should extend mortgage credit only to reliable borrowers so
as to return income to their members. B&Ls became leaders in extending low-down-payment
loans. They issued second mortgages for 30 percent of a property’s value after the borrower
secured a conventional first loan, typically for 50 percent, from a bank or insurance company,
reducing the down payment to 20 percent.27Another increasingly important source of finance
for property development was securitization. Developers issued some $10 billion of real estate
bonds in the course of the 1920s. A third were backed by residential mortgage interest
payments, the remainder by future lease income from commercial real estate projects. Most of
the latter were “single property bonds” issued to finance individual high-rise office buildings,
apartments, and theaters, although there were also more complex instruments known as
“guaranteed mortgage participation certificates”—what we would now call mortgage pass-



through securities. Issued by title and mortgage guarantee companies and backed by
commercial real estate projects, these more complex bonds were not easily traded. To entice
investors to buy them, the issuer guaranteed the holder a rate of interest on the bond of 5
percent. This of course meant that the title or insurance company was on the hook if returns on
the underlying investments fell short.28In practice, insurance companies not only guaranteed
the bonds but held them in their portfolios. Given the low interest rates on Treasury debt
produced by Governor Strong’s internationally minded policies, real estate bonds were an
attractive alternative. Between 1920 and 1930, the share of life insurance company assets
backed by real estate and urban mortgages rose from 35 to 45 percent. The securities in
question were also marketed to the public by the bond houses that originated and distributed
them. Investors relied on the good name, such as it was, of the originator. There is little evidence
that they discriminated among these bonds, demanding higher yields as a function of the
riskiness of the mortgage pool.29 In this way large amounts of finance were channeled from
individual investors into commercial and residential property development. In the event, the
bonds in question, particularly those issued at the height of the boom, did not fare well in the
1930s.This market in single-property bonds is a reminder that, along with the residential building
boom in Florida, there was a commercial real estate boom centering on Chicago, New York, and
Detroit.30 The 1920s were the decade of the skyscraper. More ground was broken for the
construction of tall buildings than in any other decade of the twentieth century. The skyscraper
boom reflected advances in construction, including more durable steel-frame structures,
improved elevator motors, and application of Tayloresque time-and-motion methods to
construction labor. But it also reflected a new financial model in which buildings were erected not
simply as company headquarters but as financial investments, in the expectation that space
could be leased to rent-paying tenants. New York City’s iconic Chrysler Building, for which
ground was broken in 1928, served as the headquarters for the Chrysler Corporation but also
had a variety of other tenants, from Pan American Airways to Adams Hats.The commercial real
estate market peaked later than the residential real estate market. But it too was inflated beyond
all reason. And it too caused major dislocations when it came crashing down.Still, nothing
matched the extremes of the Florida property market. Miami saw the most frenzied speculation.
The boom was more subdued in Orlando, and it did not reach Jacksonville until late, a fact that
may have contributed to Ponzi’s downfall. The population of Dade County tripled between 1920
and 1925. The assessed value of property in Miami rose even faster, from $63 million in 1922 to
$421 million in 1926. At this point, one in three residents of what was by now a city of eighty
thousand was employed in property development in one way or another. At the height of the
boom, “[r] ealtors passed slowly through large crowds along Flagler Street. . . barking out their
offerings to the accompaniment of music from bands hired by the major developers. . . . At times
the sidewalks. . . were impassable due to the great number of realtors transacting their
business.”31 Agents buttonholed prospects at the railway terminal as they stepped off the train.
Newspapers were weighed down by real estate advertisements. By late 1925, daily editions of



the Miami Herald, which previously ran to no more than twenty pages, had ballooned to eighty-
eight.Labor grew scarce despite the influx of construction workers, many of whom were reduced
to living in tents. George Merrick, displaying his gift for promotion, built an encampment of 375
tents on the outskirts of his development, which he dubbed the “Cool Canvas Cottages at Coral
Gables.” The labor shortage was compounded by a building-material shortage aggravated by
the decision of the Florida East Coast Railway to place a moratorium on shipments. Not only
was the Miami rail yard jammed with twenty-two hundred freight cars, but the movement of
freight was disrupted by the desperate efforts of the overtaxed railway to double-track its lines.
With rail shipments at a standstill, steamships and sailboats were enlisted to move building
material. Soon the Miami and Miami Beach docks were so jammed that unloading cargo
became impossible. In September the steamship companies followed the railroad by
embargoing shipments of furniture, construction machinery, and building materials.All this was
indicative of a bubble in its late stages. What caused it to burst is disputed, as is always the case
with bubbles. A stock market correction was one possible trigger: the S&P Composite fell by 11
percent between February and May 1926. An unusually cold winter followed by a hot summer
did not reassure homebuyers of Florida’s temperate climate. A tropical cyclone came ashore in
December 1925, eroding the state’s pristine northeast beaches and dealing the market literally
another blow. This was followed by a category 4 hurricane, described by the US Weather Bureau
as “probably the most destructive hurricane ever to strike the United States,” that hit Miami on
September 18, 1926. Three Miami Beach residents died in the flooding, a hundred more in
Miami proper.32 The roof was torn off Carl Fisher’s vacation home. The Congregational Church
in Coral Gables became a relief center—not exactly the purpose for which Merrick had intended
it.Meanwhile, concerns with what was happening in Florida did not stay in Florida. Twenty
thousand residents of Savannah, Georgia, up and moved to the Sunshine State, lured by the
attractions of the property boom, alarming the city fathers. Investors attracted to Florida real
estate withdrew some $20 million from savings banks in Massachusetts. Bankers throughout the
Northeast and Midwest grew anxious about the loss of deposits and earning assets.Concerned
as much with the loss of population and deposits as the welfare of residents, officials inveighed
against these excesses. Ohio bankers placed newspaper ads warning against doing business
with Florida real estate developers. State Commerce Director Cyrus Locher and the chief of the
Securities Division, Norman Beck, selflessly traveled to Florida to investigate the market
firsthand. In the interest of protecting the small investor, they recommended that companies
selling securities backed by Florida real estate should not be permitted to do business in their
state. The Ohio state legislature obediently passed a blue-sky law forbidding the practice.33
Anti-Florida propaganda included the assertion that good meat was unavailable in the state and
dangerous reptiles were a threat in the major population centers.34 The Better Business
Bureau, investigating practices in Florida, detected widespread fraud and moved to publish its
findings. Ponzi’s arrest and prosecution were yet another unwelcome source of publicity.As is
typical of property markets, the volume of transactions fell first, followed after a time by prices.



Local government revenues collapsed, and ambitious municipal development projects were
abandoned. Bank clearings in Miami fell by two-thirds.35 One hundred fifty banks failed in
Florida and neighboring Georgia, most of them members of the Manley-Anthony chain, so called
because the banks in question were all owned or controlled by a pair of bankers, James R.
Anthony and Wesley D. Manley, heavily implicated in property speculation, not least in the form
of investments in Merrick’s Coral Gables development.36 Depositors suffered some $30 million
in losses. Manley himself was arrested for engaging in fraudulent transactions to shelter his
remaining assets from bankruptcy proceedings. In his defense, attorneys invoked an insanity
plea.The financial repercussions did not extend beyond Florida and Georgia; still, the episode
soured bankers and homebuyers on the residential real estate market. Residential housing
starts nationally fell from 850,000 in 1926 to 810,000 in 1927, 750,000 in 1928, and 500,000 in
1929, despite the economy displaying no comparable weakness.With hindsight, some argued
that the Federal Reserve should have done more to restrain the property boom. Doing so would
have limited the excesses in the financial system and prevented disruptive bank failures in the
South. It would have moderated an important source of downward pressure on economic activity
that was starting to be felt at the worst possible time, toward the end of the 1920s.But targeting a
specific sector, housing, would have created many of the same dilemmas as targeting the
sterling-dollar exchange rate. Fed officials would have been diverting their attention from their
fundamental task of providing an elastic currency, with adverse consequences for economic
stability. Using monetary policy to damp down financial imbalances might have ended up only
bludgeoning the economy.In a couple of years, with the boom on Wall Street, the same dilemma
would reappear. The question then was whether the Fed should raise interest rates in response
to the rise in the stock market, in order to prevent development of even more serious financial
imbalances and risks. Alternatively, it could continue to direct monetary policy to the needs of
the real economy and address financial imbalances through other means. It could rely on what
today we would call “macroprudential policy,” and what contemporaries called “direct pressure,”
that is, attempting to limit bank lending to financial markets directly.37Ultimately, the Fed chose
the first alternative, raising rates. The consequences would be far-reaching.CHAPTER 2 |
Golden GlobeIT DID NOT take long for financial excesses to migrate from Flagler Street to Wall
Street. The same low interest rates and expectations of rapid growth that fueled speculation in
property encouraged investment in stocks and bonds. Enthusiasm for stocks was further stoked
by exaggerated expectations of the profitability of what might be referred to as, if an
anachronism is permitted, a new generation of information technology companies. Much as the
Internet was used in the 1990s to trumpet the wisdom of investing in Internet-related companies,
radio was used in the 1920s to encourage investing in radio. Radio Corporation of America was
one of the most widely traded stocks on Wall Street from the time of its initial listing in 1924.RCA
and the other highflyers were helped along by Wall Street insiders like Walter Chrysler and the
Fisher Brothers, of Fisher Auto Body fame. These individuals, auto industry veterans more often
than not, were led by the mercurial founder of General Motors turned financial speculator Billy



Durant. Under Durant’s direction they formed syndicates to purchase RCA stock. They made the
soaring price of RCA shares front-page news, attracting small investors and driving up prices
still further. At this point the syndicate sold out, taking its profits and in so doing erasing earlier
gains.1But even these manipulations did not interrupt the upward trend in the market’s favorite.
From 1925 to the peak in 1929, the price of RCA shares rose more than tenfold adjusted for
splits. The first true growth stock, RCA’s price-earnings multiple ultimately exceeded 70. In the
event, the company did not pay a dividend until 1937.What was true of RCA stock was true
generally. From early 1926 through mid-1929, the Dow Jones Industrial Average rose without
significant interruption. Whether and at what point this should be regarded as a bubble
continues to be disputed. It is suggestive that the Dow and corporate dividends rose in lockstep
through 1927, as if the run-up in stock prices was a reflection of improved corporate earnings.
But in 1928, share prices decoupled from dividends. From this point the Great Wall Street boom
—some would say the bubble—was on.2There were as many explanations for the rise in share
prices as there were pundits. Expert commentators pointed to expectations of accelerating
dividend growth, reflecting the installation of electric motors and adoption of assembly line
methods. General Motors was a leader in realizing the potential of these innovations under the
direction of the MIT-trained engineer Alfred P. Sloan, who had assumed control when the
overleveraged Durant was forced out in 1920.3 GM reported exceptionally strong profits in 1928,
encouraging the belief that the same would be true of other technologically progressive firms. If
so, investors overlooked the possibility that GM’s strong profitability reflected the fact that Henry
Ford had closed down his Highland Park factory in May 1927 in order to retool from the Model T
to the Model A, diverting purchases toward his competitor. If savvy investors didn’t understand
the point, it was because GM’s management under Sloan—who was a pioneer not just in
scientific management but also in investor relations—did its best to convince them that the surge
in profitability was GM’s doing.4The other obvious suspect was, as usual, the Fed. In 1927 the
Reserve banks once more cut their policy rates to relieve the pressure on the Bank of England.
Britain was still struggling to reduce the high labor costs with which it was saddled as a result of
the return to gold in 1925. It had been hit in 1926 by a strike by coal miners protesting demands
from their employers that they accept wage cuts of 25 percent. In addition, the Dawes Plan,
which rescheduled Germany’s post–World War I reparations in 1924, permitted the country to
make those payments by exporting coal.5 Germany’s reentry into the international coal market
now depressed prices, further ratcheting up the pressure for the British industry to cut costs by
any and all means.The coal strike lasted six weeks, during which production and exports were
disrupted. The result was a deteriorating British balance of payments and gold losses for the
Bank of England. Nor were the coal miners Montagu Norman’s only problem; he also had the
German and French central banks to contend with. First the Reichsbank and then the Bank of
France began withdrawing gold from London. The French and German central banks were not
reassured by Britain’s contentious industrial relations. Not without reason, they saw gold as a
better bet than sterling.The resulting gold losses forced Norman to keep interest rates high,



making for more stringent financial conditions. That in turn made things even more difficult for a
British economy struggling to regain its footing.Understanding how these tensions came about
requires us to step back and consider the problem confronting the monetary experts who sought
to reconstruct Europe’s trade and payments after World War I. Like Benjamin Strong, they were
convinced that the gold standard was the only durable foundation on which to build. They
worried, however, that there might not be enough gold to firmly sink the pilings. Wages and
prices had risen sharply during World War I, but gold supplies, reflecting the foibles of the mining
industry, failed to follow. The traditional way of squaring this circle was by pushing wages and
prices back down. But doing so was no longer palatable politically, in the wake of the war. The
electoral franchise was now broader; men who had so valiantly fought in the trenches could no
longer be denied the vote. Labor movements grew more militant, as underlined by the British
coal strike.For all these reasons, a policy of wage and price reductions was no longer easy to
implement. Nor could more gold for backing money supplies, commensurate with higher prices,
be conjured out of thin air, or from under the ground. The only solution was to find a substitute
that central banks could use to supplement their existing gold reserves—that they could use to
back their issuance of money and credit. Here the obvious supplements were the bonds issued
by the US and British treasuries, which in principle were as good as gold—that would, in other
words, be readily exchangeable into the yellow metal once the international gold standard was
restored.The idea that central banks should supplement their gold reserves by holding the
securities of governments like Britain’s was enthusiastically tabled by the British delegation to
the international conference convened in Genoa in 1922. It was received with mixed feelings by
other European countries anticipating that their securities would not enjoy the same privileged
status. Moreover, anything that smacked of a relaxation of gold-standard disciplines raised a red
flag in countries that suffered runaway inflation in the first half of the 1920s, Germany of course
being the classic case in point. The hyperinflation that reached its chaotic climax in Germany in
1923 came to be seared, seemingly forever, in the country’s collective consciousness. It took
place when the gold standard was in abeyance; indeed, it is inconceivable that such high
inflation could have occurred were the money stock tied to supplies of gold. In France, inflation
never quite reached hyperinflationary levels but nonetheless had the same socially corrosive
effects. The French inflation similarly took place when the gold standard was suspended. There,
too, inflation stabilization coincided with the gold standard’s restoration. French and German
officials, rendered highly inflation-averse, therefore subscribed to a particularly rigid form of gold
standard doctrine subsequently. The policies flowing from that doctrine ultimately created
intractable problems not just for Germany and France but ultimately for the United Kingdom, the
United States, and the world as a whole.Inflation may be always and everywhere a monetary
phenomenon, but in Germany and France it was more fundamentally a political phenomenon. At
its root were the tangle between the two countries over reparations and the division between
business and labor as to who would bear the cost not just of those transfers but also of basic
social services. Following the signing of the Treaty of Versailles in that other famous Hall of



Mirrors, the Inter-Allied Reparations Commission had set Germany’s reparations bill at 269
billion gold marks, nearly 200 percent of GDP.6 This immense sum was unrealistic and
unattainable, as John Maynard Keynes, the lead treasury representative to the Paris peace
conference, argued in The Economic Consequences of the Peace, the December 1919
broadsheet that made him a public figure. Economically, forcing the country to export a multiple
of what it imported in order to make large transfers to foreigners threatened to turn Germany’s
terms of trade (the price of what it exported relative to the price of what it imported) against it,
rendering those transfers still harder and, in the limit, impossible to achieve.7 Politically,
reparations fanned international tensions, to put an understated gloss on the point.Not only were
the Allies’ reparation demands enormous, but payments were scheduled to continue for forty-
two years. Imposing this heavy burden on future generations kept alive the question of who was
responsible for starting the war, and then for losing it. This in turn inflamed the debate over who
should now bear the cost of repairing the damage. Socialists insisted that business should pay
through a one-time levy on business assets, or “seizure of real values.” In the spring of 1921 the
German Social Democratic economics minister Robert Schmidt proposed that the wealthy
should be required to turn over 20 percent of their stocks and bonds and that a 5 percent tax
should be paid on the value of landed property. Business and property owners were aghast. As
an alternative they constructively suggested raising sales and excise taxes, which conveniently
fell on workers.Equally predictably, the fact that a substantial fraction of tax revenues would be
devoted to funding transfers to foreigners reinforced the opposition of both sides to any increase
in rates. In the end, the decision taken was to rely on sales and excise taxes, though not heavily
enough to close the fiscal gap.Notwithstanding these constraints, the German government
initially pursued a policy of fulfillment. This meant making an effort to meet the terms of the
reparations agreement, in the hope that good behavior would be rewarded. But rewards were
not much on the minds of the French, who had problems of their own, which they blamed on the
Germans. The French right wing, in particular, saw economic and financial concessions as a
sign of weakness that would only encourage nationalist tendencies in Germany. It followed that
the political strength of the center-right Bloc national, in power from 1919, made compromise
unlikely.In January 1923 the French communicated their response to German requests for
concessions in no uncertain terms. Under instructions from the prime minister and minister of
foreign affairs Raymond Poincaré, the French army reentered the Ruhr Valley, Germany’s
western industrial flank, with the goal of extracting reparations by force. Railway and mine
workers sat down on the job, and the Reichsbank, at government instruction, printed the paper
marks that businesses paid their workers.Poincaré’s role in these events, as in the subsequent
French inflation and stabilization, was controversial. The French leader was born in 1860 in Bar-
le-Duc, not far from France’s eastern border. As a child he was prudent and politic; one story has
him always carrying an umbrella to school, whatever the weather. He was just a week short of
his tenth birthday, in 1871, when, with the defeat of the French Imperial Army, Prussian troops
occupied his native Lorraine. Young Raymond’s bedroom was taken over by a Prussian officer,



and the family was forced to remain in the upper floor of its house for the better part of three
years.From this, one imagines, flowed the mature Poincaré’s unbending attitude toward
Germany, his refusal to offer concessions on the reparations issue, and his readiness to use
military means to extract them. In the words of the British prime minister, David Lloyd George,
“M. Poincaré was a Lorrainer born in a province repeatedly overrun and ravaged by Teutonic
hosts . . . he himself twice witnessed the occupation of his own cherished home by German
troops [the second time being in World War I]. . . . M. Poincaré is cold, reserved, rigid, with a
mind of unimaginative and ungovernable legalism. He has neither humor nor good humor.”8This
evaluation was harsh and condescending, as was not infrequently the case with Lloyd George’s
appraisals of his political rivals.9 Still, it conveys a sense of the broader context causing French
leaders to frame the reparations issue as they did.Among the casualties of the Ruhr occupation
were Weimar’s fragile finances. Although the cost of goods and services purchased by the
government rose in step with the price level, taxes were paid on earlier incomes and lagged
behind. The 10 percent tax on wages, deducted at the source, remained in the hands of
employers for two weeks, at the end of which it was paid to the government. With prices
doubling every fortnight, the consequences for the public finances were dire.On March 23 Berlin
imposed an additional penalty on anyone who delayed payment of taxes. But the new measure
did not begin to correct the problem. The government’s finances deteriorated further, forcing still
greater reliance on the printing press. Firms, banks, and individuals devoted more and more
time to minimizing the impact of the inflation on their personal and corporate finances and less
and less to productive activity.Something had to give. That something, in the end, was French
public opinion and German business. For German coal and steel magnates like Hugo Stinnes
with investments in the Ruhr, the passive resistance was a disaster. Much like the Scottish-
American industrialist Andrew Carnegie, Stinnes had worked his way up from modest means,
acquiring a constellation of businesses centering on the coal, steel, and shipbuilding industries
and enhancing their efficiency by placing them under one managerial roof. The scale of his
business empire meant that Stinnes stood to take large losses if coal mining was immobilized for
an extended period.In September 1923, Stinnes and other leading industrialists therefore
agreed to pay back taxes and make coal deliveries directly to France. Berlin agreed to call off the
passive resistance. Paris signaled a willingness to reconsider the reparations bill. This
renegotiation then followed with the formation of the Dawes Commission at the end of
November.Rudolph Havenstein, the lawyer and civil servant who had served as president of the
Reichsbank since 1908, long denied the existence of a connection between his policies of
providing cash in return for government and private paper on the one hand and inflation on the
other, preferring to blame the price increases on foreign speculators. Havenstein’s hand was
strong, in that his appointment was for life. But the evidence against his position was, by now,
overwhelming. The passive resistance having collapsed, his board turned against him. It
announced that the Reichsbank would no longer provide cash and credit in return for the
emergency notes issued by German business.10 And to ensure that the central bank would not



abandon its newfound firmness, the government established the office of the Currency
Commissioner and authorized its occupant to issue a parallel and hopefully stable currency, the
rentenmark. To this office it appointed a well-known banker with political connections, Hjalmar
Schacht. Schacht took up the position on November 13.This marked the death of the
hyperinflation and, as it turned out, of Havenstein himself, who suffered a fatal heart attack on
November 20, the same day Germany’s currency was stabilized against the dollar. The
government now moved to have Schacht head the Reichsbank as well. Never one reluctant to
engage in self-promotion, Schacht went on to claim that he had engineered the stabilization. The
fact of the matter was that he was fortunate enough to assume his position as central banker just
as the problem was solved.As the printing presses slowed, the government’s accounts
strengthened of their own accord. The hyperinflation was history. But it was not history that was
quickly forgotten. This background explains how the Reichsbank became wedded to an
unvarnished version of the gold standard. It explains why its successor, the Deutsche
Bundesbank, continued to view the world through the lens of the 1920s, not just after World War
II but, amazingly, into the twenty-first century—and even after it was absorbed into the European
System of Central Banks.France too suffered from chronic budget deficits. The coalition
government formed by the Bloc national of conservative parties, which held power from 1919
through 1924, succeeded periodically in balancing the “ordinary” budget of current expenditures
but couldn’t agree on how to finance the “recoverable” budget of postwar reconstruction costs,
so called because there was the expectation, or at least the hope, that these might be recovered
from the Germans. At some level, budget deficits were not entirely undesirable, since they
indicated that France was incapable of financing its reconstruction on its own. As the British
treasury expert Ralph Hawtrey put it, for a French government to balance the recoverable
budget “would have been an unpatriotic act, an expression of doubt as to the recovery of
reparations in full.”11Leaving aside reparations, the obvious solution to the fiscal problem would
have been for the Left to agree to an increase in consumption taxes and the Right to concede
modest levies on income and wealth. With a bit of shared sacrifice, the problem could have been
solved. But there was little inclination to share sacrifice under the circumstances. It was not
unlike the German situation except that the reparations shoe was on the other foot.Meanwhile,
the French treasury had to pay the bills. Borrowing long term was not an option. By 1923 the
public debt exceeded 170 percent of GDP, given obligations incurred during the war and a deficit
on the recoverable budget that now added 7 percent of GDP to the debt every year. Investors
were willing to take only short-dated securities that would mature before potential problems of
default and inflation materialized. Accordingly, the treasury issued short-term bills, known as
national defense bonds to accentuate their connection with World War I. And whenever
investors demonstrated a reluctance to purchase them, it asked the Bank of France to step in as
purchaser of last resort.Short-term debt poses risks to financial stability, as a long list of
twentieth- and twenty-first-century emerging markets have learned to their chagrin. Because
short-term bills mature continuously, the government has to be able to roll them over—to issue



new ones to replace those it pays off. If investors worry that inflation is poised to accelerate and
therefore hesitate to purchase the new bills issued to replace those that have recently matured,
the government will experience a funding crisis. It will be forced to turn to the central bank for
cash. That cash, which the central bank provides by purchasing the government’s newly issued
bills, will increase the money supply and in turn worsen inflation, validating investors’ fears.
Thus, in the same way that a run on a bank by panicked depositors can be self-fulfilling, so too
can be a run on a government’s short-term debt.The result of this dependence on short-term
borrowing and advances from the Bank of France was, predictably, repeated bursts of inflation,
each more serious than the last. Again, a bit of inflation was not entirely undesirable from the
standpoint of the diplomats, since it testified to the country’s inability to finance its reconstruction
costs. But this was not the view of the French public, which, like all publics, felt inflation in the
pocketbook. By the first quarter of 1924, at the height of the Ruhr occupation, retail price
inflation had reached an alarming 36 percent.12 Share prices reacted badly: the index of 300
French securities fell sharply in March. More than a year into the Ruhr occupation, it was
apparent that France would not be able to extract more blood from the German stone.Forced to
choose between compromise and hyperinflation, the French Parliament, still dominated by the
Poincaré-led Bloc national, opted for compromise, though just barely. After a contentious debate
lasting two months, legislators agreed to raise taxes by 20 percent across the board in a
measure known as the double decime. Since it would take time for the additional tax revenues to
materialize, J. P. Morgan, the French government’s banker, agreed to provide a $100 million
credit conditional on the Parliament first passing the tax increase. Another £4 million (roughly
$19 million at the prevailing exchange rate) was then extended by the investment bank Lazard
Frères.This was enough to stabilize the franc for the moment.13 But it was not enough to
prevent inflation from resuming, since the underlying conflict was not resolved. It was not clear
whether the double decime would be enough to balance the budget inclusive of reconstruction
costs; the answer would depend on, among other things, taxpayer compliance. And it was not
clear whether the middle classes, on whom the new taxes fell, would be prepared to accept
them. The dispute over who would bear the burden heated up again as soon as it became
evident, with the failure of the Ruhr invasion, that the answer was “not Germany.”In elections in
May 1924, the Bloc national lost its majority in the Chamber of Deputies, as the unhappy middle-
class voters who bore the brunt of Poincaré’s taxes turned out in large numbers. The Radicals
(essentially, reformist bourgeois liberals), with support from the Socialists, then formed a left-of-
center government, the Cartel des Gauches, headed by the longtime Radical politician Édouard
Herriot, and sought to reopen the fiscal question. With the 1924 compromise in the balance,
there was renewed uncertainty about whether the budget would be balanced. Herriot was
sympathetic to the Bolshevik experiment, having visited the Soviet Union in 1922.14 Though not
a Communist himself, his selection as prime minister alarmed the Right. Worried that his
government might seek to close the deficit by imposing a levy on wealth, investors rushed to sell
their government bonds. The franc plummeted on the foreign exchange market as bondholders



scrambled to get their money out of the country. Inflation accelerated again, and tax revenues
failed to keep pace with the rising cost of public-sector outlays, as in Germany in 1923. With the
government now unable to market even short-term bills and reluctant to raise the rate of interest
they offered for fear that this would validate expectations of inflation and worsen the budgetary
situation, this left only the Bank of France as bond purchaser of last resort.The central bank thus
faced a dilemma. Parliament had placed a ceiling in 1920 on how many currency notes the bank
could issue precisely in order to limit the recourse of governments to inflationary finance.
Purchasing government bonds in substantial amounts might now cause those limits to be
breached. In an extraordinary turn of events, the Bank of France chose to falsify its published
statements, disguising the fact that it had breached the legal ceiling on note issuance. The
deception was elegant in its simplicity: the excess was simply placed under the heading
“various” (divers) on the two sides of the Bank’s balance sheet.In fact, this violation had begun
already the previous March, under the earlier Poincaré-led Center-Right government. Secretary
General Albert Aupetit, Bank of France Governor Georges Robineau’s headstrong second in
command, took the initiative in an effort to avoid torpedoing the Poincaré government’s
stabilization program.15 To not finance the government’s transitional deficits would have
precipitated a funding crisis, putting an abrupt end to Poincaré’s stabilization effort. For Aupetit,
who saw Poincaré’s stabilization as the country’s best remaining hope and who was anxious to
give it time to work, breaking the law was a lesser evil.With the temporary success of Poincaré’s
stabilization, the note circulation fell safely below the legal maximum. But Aupetit continued to
falsify the bank’s weekly statement, understating the note issuance in an effort to convince
speculators that the stabilization was a success. In October, as the stabilization lost traction
following the change in government, the note issue then rose above the legal ceiling a second
time, a fact that the central bank, under Aupetit’s leadership, once again hid from wider view.At
this point, Bank of France officials informed Prime Minister Herriot and his finance minister,
Etienne Clémentel, of the troubling state of affairs. But they conveniently neglected to mention
that the problem had first arisen under the Bloc national government, so as to impress upon
Cartel leaders that their own budgetary policies were to blame. This may help to explain why
Herriot, though now aware of the deception, hesitated to go public.The longer the status quo
persisted, the larger the gap became between the central bank’s published balance sheet and
the actual monetary circulation. And the larger the discrepancy, the more difficult it was to hide.
By early 1925 its existence was common knowledge among members of the finance committees
of the Chamber and Senate.16 The situation created considerable tension within the Bank of
France, to the point where François de Wendel, a leading member of the central bank’s
governing board, threatened to resign over the matter.De Wendel’s threat tipped the balance
toward the faction that favored coming clean. When on April 9 the falsification of the bank’s
balance sheet was finally revealed, Herriot placed the blame on the bank. He insisted that the
actions of his government were no different from those of its predecessors, but no matter. He
was forced to resign, following a vote of no confidence in the Senate.Specialists will recognize



here what economists refer to as “fiscal dominance.”17 When fiscal policy makers decide, in
their wisdom, to run a budget deficit, and there is nothing the central bank can do about it, the
central bank will then have no choice but to buy the government’s bonds and tolerate a higher
rate of inflation than it would prefer, if it is otherwise impossible to finance the deficit and the
alternative is default and financial chaos. In the French case, the central bank went so far as to
disregard the law. There is a parallel with the provision in the statute of the European Central
Bank prohibiting it from buying the newly issued bonds of governments. That provision is
designed to protect the ECB from fiscal dominance and the European public from inflation.
There is also a parallel in how the ECB felt compelled to parse, if not exactly disregard, the
provision in 2012 when, in the face of a bond-market crisis, it announced its program of Outright
Monetary Transactions to buy government bonds on the secondary market.18 Sometimes, even
central bankers are forced to conclude, there are worse things than a bit of inflation.The problem
in France was that the resulting inflation was more than a bit. It persisted for the better part of two
years, as one prime minister after another—there were seven in all from June 1924 to July 1926
—grappled with the unwillingness of the Left and Right to compromise over the budget. The Left
would propose a special levy on capital, and the wealthy would shift their savings abroad. The
Right would then propose new taxes on consumption, and workers would take to the streets.The
resulting inflation was ruinous for small savers, rentiers, and military pensioners, the members of
society least able to protect themselves. July 1926 saw protests by more than twenty thousand
former servicemen and their sympathizers outside the Chamber of Deputies. Blaming foreigners
for manipulating the franc and fomenting the inflation, the mob vented its anger by attacking
Paris-by-night buses, the preferred vehicle of American tourists. Wealthy French families, fearing
social unrest, sent not just their savings but now also their families abroad.At this point the
inflation was seriously disruptive; in some circles it was seen as a threat to French democracy
itself. The Left-dominated Chamber of Deputies, in desperation, agreed on July 22 to allow
Poincaré to return at the head of a government of national union.Notwithstanding his harsh
policies toward Germany, Poincaré held a reputation for prudence and caution. He was “the man
of stability,” having made his name by helping to organize the nation’s finances during World War
I. He had engineered the temporarily successful 1924 stabilization, after all. By raising taxes
prior to a parliamentary election, he put the nation’s finances before political gain and paid the
price.Poincaré was also a man of stability in that he was not closely identified with either the
Right or the Left. In the Chamber of Deputies he was associated with the Moderates. The Bloc
national may have been center-right, but Poincaré also had friends and allies among the
Socialists, not least Léon Blum, the future premier. As the product of a middle-class family, he
identified with the small savers least well positioned to protect themselves from the effects of
inflation. Moderation was what the circumstances required. When it came to domestic policies,
as opposed to his dealings with Germany, it was what Poincaré offered.Poincaré was asked to
form a union government combining his Center-Right constituency with elements of the Left.
There was now a consensus that the politicization of fiscal policy had gone too far. Poincaré’s



appointment and his formation of a national unity government acknowledged this fact. The
politicians, evidently, had learned the hard way that budgetary solutions needed to be agreed by
consensus, not forced on the Right by the Left, or vice versa.Fostering that consensus was now
Poincaré’s task. Procedures for monitoring incomes and collecting taxes were upgraded with the
goal of raising revenues. There was some streamlining of the public administration, with the
closure of local law courts and other administrative offices. Funds from the state tobacco
monopoly were earmarked for servicing and retiring public debt. This confirmed that there would
be no expropriation of the rich, something that the formation of a union government had already,
in fact, made clear. Finally, Poincaré proposed to convert the short-term national defense bonds
that had been the immediate source of financial vulnerability into stabler long-term
obligations.The desire to shift the burden of stabilization, whether from capital to labor, from the
middle classes to the wealthy, or from France to Germany, had burned itself out in the fires of
inflation. As a result, Poincaré’s limited measures sufficed to cement the 1926 stabilization,
which took hold in August. Prices stopped rising; the exchange rate, having depreciated
previously, now began to appreciate, to the discomfort of French exporters, who enjoyed their
newfound competitive advantage, leading the Bank of France to buy foreign currencies in
exchange for francs to slow the currency’s rise. The franc was then pegged to sterling and the
dollar at the end of 1926, and gold convertibility was restored in 1928.France’s gold standard
statutes, like Germany’s, were rigid. They prohibited the central bank from purchasing
government securities on the market (engaging in “open market operations”) and otherwise
providing direct financing to the government. As in Germany, a long shadow was cast by the
inflation and the social divisions it laid bare.Halting inflation, first in Germany and then in France,
encouraged flight capital to return. Inflation having been subdued, there was more confidence
that investments would hold their value. The commitment to return to the gold standard, in order
to endure, required governments to balance their budgets. Investors thus had new reason to
hope that the long succession of deficits and conflict over the incidence of taxes had finally
come to an end. In time, this idea that stabilizing the currency somehow guaranteed responsible
fiscal behavior and relieved investors of the risk of sovereign default would be revealed as
mistaken. This was of course the same mistake committed by those who purchased the bonds
of Southern European nations following the advent of the euro in 1999. It had the same
consequences.The influx of foreign money was a mixed blessing for the French and German
economies, since it placed upward pressure on their currencies. To prevent the exchange rate
from shooting through the roof, to the detriment of exporters, the Reichsbank and Bank of
France bought up those foreign funds, in return for marks and francs. But the foreign securities,
and sterling securities in particular, acquired in this way were not obviously as good as the gold
for which they could be exchanged.Hence Norman’s problem. In the second half of 1926 the
Reichsbank began cashing in its sterling balances, taking gold from the Bank of England in
return. In the six months ending in February 1927, British gold exports to Germany approached
$60 million, a considerable sum. Schacht, now firmly installed as head of the German central



bank, was conscious of the constructive role Norman played in the negotiation of the Dawes
Plan, under which reparations were reduced and a stabilization loan was secured. But, any such
gratitude notwithstanding, Schacht’s first responsibility was for his portfolio. His belief in the
importance of following the gold standard rules was not tempered by emotion. Schacht therefore
presented the sterling he acquired through his sterilization operations to the Bank of England for
conversion into gold.Norman had not been as helpful to the Bank of France when it was
grappling ineffectually with debt and currency crises in 1923, 1925, and 1926. He saw France as
having been particularly obstructionist in negotiating a reparations settlement. There was also
the fact that the Bank of England and Bank of France were vying for influence in Central and
Eastern Europe, whose financial business they sought to attract to London and Paris. Although
Émile Moreau, successor to Robineau as governor of the Bank of France from 1926 to 1930,
characterized his English counterpart as “aimable et charmant,” Norman had rebuffed France’s
efforts to obtain concrete assistance for financial stabilization.19Now, as capital flowed from
Britain to France, the tables turned. The foreign assets acquired by the Bank of France were
denominated in sterling and issued in London. Responding to the same uncertainties as the
Reichsbank, Moreau took the first opportunity to cash them in. He was aware that his request, by
draining gold from the Bank of England, would force Norman to raise “Bank rate,” the rate the
Bank of England charged when discounting bills for other financial institutions. But this was not
an undesirable side effect. If the result was tighter conditions in London, the source of a
significant fraction of the short-term capital flooding into France, then the policy had corollary
benefits from the French point of view. If it created difficulties for the Bank of England, then so be
it.Britain’s one source of leverage was the World War I debt that France owed Britain. Norman
therefore suggested to Winston Churchill, the Chancellor of the Exchequer, that he ask for its
repayment to be accelerated. This threat, thinly veiled, led Moreau to negotiate a compromise in
June 1927 in which the Bank of France limited its further conversion of sterling into gold to £30
million. Norman’s aggressive diplomacy solved, or at least put off, the immediate problem. But it
did not enhance the prospects for friendly monetary relations going forward.Strong monitored
these Franco-British negotiations from his perch in New York. Excepting a hiatus in late 1926
spent in Biltmore, North Carolina, while recovering from pneumonia, he was in almost
continuous contact with his friend Norman by cable and letter. Knowing that the opinions of the
American central banker carried weight, Moreau forwarded Strong his own account of the Bank
of France–Bank of England negotiations in an effort to ensure that Strong formed a balanced
view.The net effect was to impress on Strong the tenuousness of the British position. The
continued stability of sterling hinged on the cooperation of the Reichsbank and the Bank of
France, but this was not something to be taken for granted. At the same time, these sensible
men understood that they were in it together. Strong had held friendly bilateral discussions with
Norman, Schacht, and various Bank of France officials. In the case of Norman and Strong, there
were more than just friendly bilateral discussions. The two men had met already during World
War I on the occasion of Strong’s inaugural trip to Europe as governor of the New York Fed and



formed a personal bond. They became pen pals and vacationed together twice a year for much
of the 1920s, health permitting. If Norman had been able to develop such a fruitful relationship
with Strong, why then couldn’t these other central bankers reach a similarly harmonious
understanding in face-to-face meetings?Norman therefore suggested that he and Strong meet
together with Schacht and Moreau. Strong issued the invitation—he was still recovering from his
bout of pneumonia, dictating that the meeting take place in the United States. Moreau,
possessing no English, even then the universal language of central banking, passed the
invitation to Charles Rist, his number two.Strong, Norman, Schacht, and Rist assembled in the
first week of July in Woodbury, on Long Island, at the home of US Treasury Undersecretary
Ogden Mills. This monumental county seat, designed by John Russell Pope, was one of the
most lavish on Long Island, with views in all directions and a central portion that “rises through
two stories, with its cornice and parapet of somewhat Italian feeling . . . flanked and carefully held
by the well-proportioned blocklike wings whose flat fretted cornices carry the line of the first
story order around the entire building.”20This was opulent architecture more than befitting a
meeting of the world’s leading central bankers. Whether the international financial architecture
was up to the task was another matter. For five days the central bankers conferred. It was like
herding cats; Strong failed even to get all three of his colleagues into a room at the same time.
Norman emphasized the delicacy of his position and his limited gold reserves. Schacht and Rist
reiterated the importance of adhering to the rules of the gold standard as strictly as
possible.Process of elimination left one central bank to take the initiative. The result was another
attempt by Strong to convince the Federal Reserve banks to agree to cut interest rates to
support sterling. There was no little irony in the outcome. Strong had agreed to convene the
meeting in an effort to encourage adjustments by the European bankers, but it was he who
ended up doing the adjusting.To make the case, Strong saw to it that Norman, Schacht, and Rist
continued on to Washington and New York to meet with the board of governors and with Daniel
Crissinger, chairman of the New York Fed. These officers of the Fed, evidently, were convinced.
By the end of August, eight Reserve banks had voted to cut interest rates by half a point. Adolph
Miller would have dissented, but he was summering in California. Later he criticized the decision
as giving “a further great and dangerous impetus to an already overexpanded credit situation,
notably to the volume of credit used on the stock exchanges.”21The majority decision was then
imposed on the dissenting Reserve banks, starting with the Federal Reserve Bank of Chicago.
This was the first time in the history of the Federal Reserve System that the board of governors
imposed its will on dissenting Reserve banks. Strong was pleased, no doubt, to see the board
force the other Reserve banks into line. Higher rates in the Midwest than the East had allowed
banks in the interior to borrow more cheaply in New York in order to lend to their own customers,
resulting in a drain of reserves and gold from the New York Fed. This assertion of authority by
the board was an important step toward an integrated Federal Reserve policy, in which
decisions were not made by individual Reserve banks following their parochial concerns but
instead coordinated across districts with the needs of the national economy in



mind.Unfortunately, it was only a step. When the crunch came, in 1929, coordination would be
lacking. And the consequences would not be pretty.CHAPTER 3 | Competing on a Violent
ScaleTHE MOTIVATION FOR the Fed’s 1927 interest rate cut may have been to encourage gold
to flow to London, but there were other effects. Another immediate consequence was to
encourage investors to search for yield abroad. In a period when US treasury bonds returned 3½
percent, bonds issued by foreign governments yielded two and three times as much. Restoration
of the gold standard created the impression that there would no longer be exchange rate
changes to disturb the returns. One is reminded of the response to the euro, when large
amounts of capital flowed from Northern Europe, where interest rates were low, to Southern
Europe, where they were two or three times as high. In neither case did the story end
happily.Foreign bonds were not an asset class traditionally favored by American investors. US
banks had been prohibited from branching abroad prior to the Federal Reserve Act. They
consequently lacked the connections to originate and underwrite foreign loans. There was only
limited issuance of foreign dollar bonds in New York before the turn of the century, mainly on
behalf of Canadian and Mexican borrowers. Montreal placed a $3 million bond issue in the
United States in 1899, and the Hamilton Electric Light and Cataract Power Company sold
$750,000 of bonds later the same year. In 1898–99 the Mexican state of Jalisco and the city of
Saltillo sold $1.7 million of dollar bonds in New York for construction of sewers and
waterworks.There were also scattered US holdings of European debt securities denominated in
the borrowers’ own currencies that had been issued in London or another European financial
center and resold to American investors. But investing in such securities required financial
acumen and knowledge of foreign exchange markets, attributes that were not widespread in the
United States. Consequently the amounts involved were small. By one estimate, foreign-
currency securities held by US investors came to just $15 million at the end of 1899.1 This can
be placed in perspective by noting that the U.S. Steel Corporation, on its establishment in 1901,
immediately issued $300 million of bonds.Between 1900 and 1913 foreign loan placements in
New York picked up. American investors purchased bonds issued by the London Underground.
They purchased securities floated by the Japanese government for financing its war with Russia.
But the balance of asset trade was in the other direction.With the outbreak of World War I, the
belligerents sought to access the New York market. This elicited mixed reactions from American
officials. The newly elected president, Woodrow Wilson, appointed fellow Democrat and
longtime party favorite William Jennings Bryan as his secretary of state. The position was largely
honorific, given that the State Department had just 150 employees in Washington, D.C. Still,
Bryan could use his bully pulpit and rhetorical skills to advance his views. Ever the moralist
(except perhaps in his incarnation as a shill for Florida real estate), Bryan was horrified by events
in Europe and convinced that America should remain neutral at all cost. Specifically, he opposed
bond sales on behalf of the belligerents as inconsistent with US neutrality. To circumvent his
opposition, investment houses like J. P. Morgan & Co. were forced to portray their loans as no
more than temporary credits, despite the fact that they were quickly securitized and sold on to



the public.With the sinking of the American liner Lusitania by a German U-boat in May 1915, an
incident in which 128 American lives were lost, Bryan’s position became untenable. He
speculated that the passenger liner may have been carrying munitions, arguing that this could
justify the German action. Nearly a century later, in 2008, divers were finally able to confirm that
Bryan was right.2 But this was not something that could be verified at the time. Seeing Wilson’s
cabinet turning against him, Bryan resigned his post.His resignation opened the floodgates.
Between mid-1915 and early 1917, dollar loans to foreign governments, mainly those of France
and Britain, exceeded $2 billion. This was a large amount of bond issuance even by the
standards of U.S. Steel. Among other things, it had the effect of accustoming American investors
to holding foreign bonds.Following the US declaration of war in April 1917, the country’s foreign
lending was channeled through governments, including loans by the American government to its
European allies. American investors bought the Liberty Bonds of the US Treasury, receipts from
which were used to fund war loans. In the late nineteenth and early twentieth centuries, there
had been a shortage of US government bonds for private purchase. Now, as a result of the war,
the opposite was true. Propaganda was enlisted to create a demand commensurate with the
new supply. The Liberty Loan campaign equated investment in government debt securities with
patriotism and support for American boys in the trenches. Charlie Chaplin directed a ten-minute
film entitled “The Bond” to advance the drive. It portrayed six kinds of bonds, including not just
the financial but also those of friendship and sexual attraction. Nine million posters were printed
and distributed in support of the campaign. Small savers were induced to invest in debt
securities for the first time and became accustomed to the practice. The repercussions would be
far-reaching.International capital flows were slow to recover following the armistice,
understandably given the still-chaotic state of affairs. But starting in 1923, reconstruction and
stabilization loans on behalf of foreign governments were offered to the American investing
public in growing numbers. Chief among these were loans to Europe’s cash-strapped
governments negotiated by the League of Nations. The first such loan was extended to the
Austrian government in 1923, followed by loans to Hungary and Greece in 1924.The US was not
a member of the League, an isolationist Congress refusing to grant authorization. But the semi-
official status of its loans, and their resemblance to Liberty Bonds, enhanced the appeal to
American investors. Much like the presumption today that a country will not default on its
obligations to the International Monetary Fund, there was a presumption that a country would
not default on its League loans. Admittedly, there was the uncomfortable fact that the League
itself committed no capital to the venture. But for investors less than reassured by the
association with the League, there was also the fact that the League loans offered an interest
rate more than twice that on US treasury bonds.The signal financial event of 1924 was the
Dawes Loan to Germany. This was negotiated not through the League, given US interest in the
outcome, but by an ad hoc committee of experts, two from each of the creditor countries. The
committee was chaired by the garrulous American banker Charles Dawes. Dawes came from a
well-connected Midwestern family; his father, who built the Dawes Lumber Company into a



thriving concern, served in Congress together with the young William McKinley. McKinley had
enlisted Charles and his verbal powers of persuasion as a fund-raiser in the 1896 presidential
campaign in which McKinley defeated Bryan. McKinley rewarded Dawes with appointment, at
the age of thirty-one, as Comptroller of the Currency. Dawes later founded the Central Trust
Company of Illinois, served as founding director of the Bureau of the Budget, returned to
banking, and later served as first head of the Reconstruction Finance Corporation, making full
use of the revolving door between public and private sectors. These connections would come in
handy when Dawes’ bank came to the brink of insolvency in 1932.3Second in command of the
US delegation was another, more junior, banker, the laconic Owen D. Young, whom Dawes
appreciated for his acuity but also for his brevity, which left the loquacious chairman more time to
talk. In 1911, as a young lawyer, Young had bested a General Electric subsidiary in a suit over
territorial rights. Recognizing talent, GE hired him as chief counsel, from where he quickly
ascended to company president. Young helped establish the National Broadcasting Company
(NBC), a leading player in the radio boom of the 1920s. With the experience of the Dawes Plan
under his belt, he led the second restructuring of German reparations in 1929 and was a director
of the Federal Reserve Bank of New York during the crises of 1930–31. In 1932 he was prime
mover in the adoption of the Veterans’ Bonus, which would provide useful stimulus to an
otherwise moribund economy. He would play a role in the rescue of Dawes’ Central Republic
Bank and Trust Company, also in 1932. He was cited as receiving special favors from J. P.
Morgan and was cross-examined in the Pecora Commission hearings on financial fraud and
misbehavior in 1933. If not quite the Forrest Gump of financial crises, Young was to figure in
virtually every key financial event of the 1920s and 1930s.Dawes, Young, and team formulated
their strategy while en route to France. The captain of the liner America designated the children’s
playroom for their conferences, Dawes later observing that “the significance of this choice was
not wholly lost on us.”4 The delegation worked smoothly. In addition to being a good listener,
Young had an ability to provide simple solutions to complex problems.The Americans, with
guidance from Young, agreed to press for back-loading Germany’s debt burden. Acknowledging
that any proposal for reducing the overall obligation was likely to be a no-go in France, they
sought instead to limit the short-term transfer while allowing payments to rise with the growth of
the German economy.5This was the proposal that Dawes, upon landing, presented to his
European interlocutors. The European delegates were unenthusiastic, but he overcame their
resistance by keeping them in continuous session until, exhausted, they gave in.6 This
presumably accounts for the fact that the final report of the committee was unanimous, which in
turn explains how its recommendations were then accepted by a conference of leaders in
London.Stabilizing the German currency required not merely adjusting the reparations burden,
however, but also arranging an emergency loan, since the Reichsbank was out of funds. The
conditions attached to this foreign assistance were daunting even by the standards of early-
twenty-first-century Greece. Not only was the government required to balance its budget,
inclusive of reparations, but a foreign agent general with far-reaching powers was appointed to



enforce the requirement. The Reichsbank was prohibited from extending advances to the state,
and investors in the Dawes Loan were given first lien on the revenues of the German state
railways.These measures were intended to reassure foreign investors, which in practice meant
American investors. The French and British governments funded their shares of the Dawes Loan
by allocating tax revenues for the purpose. The United States, market-oriented as always, relied
instead on J. P. Morgan to sell the bonds to the public. The bankers worried that skeptical retail
investors, who had not previously bought the bonds of foreign governments, would hesitate to
purchase the obligations of what was recently an enemy power now saddled with reparations
obligations extending decades into the future.Such fears were unfounded. By 10:15 on the
morning the bonds were issued, Morgan had received twice the number of purchase offers it
required. The American public was clearly developing a healthy appetite for foreign debt
securities.7For his efforts, Dawes was awarded the Nobel Peace Prize for 1925, along with Sir
Austin Chamberlain, the British foreign secretary who had engineered the Locarno Agreements
that contemporaries saw as making another European war inconceivable. By this time Dawes
had been elected vice president of the United States, a position in which he was singularly
ineffective even by the modest standards of that office. Dawes’ more enduring legacy was as a
musician. His compositions included “Melody in A Major,” which became his signature anthem
and was played in his honor at official functions. Lyrics were added by Carl Sigman in 1951, and
the resulting composition was renamed “It’s All in the Game.” Tommy Edwards’ recording
became a number-one hit in 1957, rendering Dawes the only US vice president and Nobel Prize
winner to also be credited with a chart-topping song.Like the peace prize awarded Barack
Obama, Dawes’ commendation was based more on hope than achievement. Even the hope was
disappointed. As economic recovery got underway, German politicians and their public grew
increasingly restive with the increase in payments required by the plan. The German debt load
mounted, raising questions of sustainability.8 By 1929, even prior to the onset of depression,
support for the Dawes Plan had collapsed. It was replaced by the Young Plan, devised by
Dawes’ sidekick from 1924, which further scaled back Germany’s obligation.But all this was for
the future. For the moment, the demand for German bonds was strong. The New York Fed’s
1924 interest-rate reduction, taken with the goal of helping Britain back onto the gold standard,
whetted the appetite of investors for the high-yielding bonds issued to fund the Dawes Loan. It
boosted the demand of American investors for foreign bonds generally. New dollar loans to
foreign countries, funded almost entirely by placing bonds in the United States, ran at an annual
average of $600 million between 1921 and 1923. In 1924 and again in 1925, with
encouragement from the Dawes Plan and then the Fed, they rose to twice that level. In the
second half of 1927 and the first half of 1928, following Strong’s second internationally
motivated interest-rate cut, they rose further still.9Initially, the US market in foreign bonds was
the preserve of the same handful of investment banks that dipped a toe in this water before
World War I, well-known names like J. P. Morgan & Co. and Kuhn, Loeb & Co. These august
institutions knew the market and had contacts with foreign customers. They expected aspiring



borrowers to come to them. But the atmosphere grew less cozy after 1924 with the entrance into
the underwriting business of additional investment banks. The new entrants included old-line
Boston and New York houses run now by an ambitious younger generation, as well as new
financial firms. Deposit-taking commercial banks joined the fray, creating securities affiliates to
underwrite bond issues on their behalf.A company like J. P. Morgan had a reputation to preserve.
Underwriting an issue with significant risk of default might jeopardize its ability, cultivated over
the years, to get other banks to join the syndicate underwriting the issue and to foster
confidence among investors. Newcomers to the underwriting business, in contrast, had little
reputation to preserve. Their concern was the commission, which could amount to as much as
4½ percent of the value of the bonds. The commission was earned on placing the issue. It could
not be clawed back if a bond lapsed into default.10Nor did aspiring underwriters wait for
borrowers to come to them. Instead they now ventured into the offices and homes of foreign
government officials, including not a few to whom it had not occurred previously that they
needed to borrow. Max Winkler, the self-appointed chronicler of this adventurous period,
describes the case of a Bavarian town that sought to raise $125,000 for improvements to its
power plant but was encouraged by its American underwriter to borrow $3 million to finance, in
addition, a swimming pool, a bath house, and a gymnasium.11 A witness before the Senate
Committee on Finance, investigating in 1932 why so many of these loans went bad, described
how “at one time . . . there were 29 representatives of American financial houses in Colombia
alone trying to negotiate loans for the national government, for the departments, and for other
possible borrowers.”12 Borrowers were plied with food, wine, and other less licit pleasures,
financed by the expense accounts of visiting bankers. The politically connected were offered
finder’s fees for their influence. The Senate was told how those same expense accounts were
used for “fixing” presidents and officials. Old-line bankers, like Thomas Lamont, a leading
Morgan partner, warned of “American bankers and firms competing on almost a violent scale for
the purposes of obtaining loans in various foreign money markets,” competition of a sort that
“tends to insecurity and unsound practice.”13 But old-line bankers were increasingly
outnumbered by their younger, less experienced, and more aggressive competitors.Having
secured the borrower’s business, the underwriter still had to interest the retail investor. Banks
that had built bond departments to place Liberty Bonds now repurposed them to market foreign
issues. Using their securities affiliates to circumvent laws prohibiting them from transacting
across state lines, they sold bonds nationally. They placed articles in Harper’s and The Atlantic
Monthly extolling the virtues of the new instruments. They opened store-front offices to
encourage walk-in business. They hired salesmen schooled in high-pressure sales
tactics.14Finally, the promoters formed investment trusts, early-twentieth-century forerunners of
mutual funds, to sell shares to small investors who would have otherwise found it difficult to
obtain the benefits of a diversified portfolio of foreign bonds and to offer the services, however
dubious, of professional management. A few investment trusts, a recent British import, had been
established prior to the 1920s, but they were now founded in large numbers. There was also a



tendency for investment trusts to be “closely intertwined,” as Eugene White politely puts it, with
the banks sponsoring them, which encouraged bank clients to invest in securities through the
affiliated trust.15 Whereas early investment trusts had tended to hold a fixed portfolio of
securities, their more recently established competitors were actively managed—that is, they
churned the portfolio. Investment trusts invested in other investment trusts, doubling the fees
paid by their customers.16The promotional push, together with the high interest rates on offer,
was effective. In the words of Paul Einzig, the prolific British financial journalist, writing in 1931,
“During the last seven years or so, bond-selling houses spared no effort to educate the
American investor to appreciate the advantages of investing in foreign bonds. Through applying
every device of their highly developed art of salesmanship they succeeded, between 1923 and
1928, in placing a formidable amount of foreign bonds of every description with the American
public.”17Formidable is the word. American investors provided fully 80 percent of the money
borrowed by German public credit institutions between 1925 and 1928. They furnished 75
percent of that borrowed by the country’s local governments and 50 percent of loans to its large
corporations.18 A loan to Austria financed the construction of a hydroelectric works. A loan to
Belgium underwrote investments in roads and ports in the Congo. In all, European governments
and corporations were the recipients of nearly half of all US foreign lending in the 1920s.An
additional one-quarter of foreign securities issued in the United States went to Latin America. In
Argentina alone, US investors supplied long-term funding to permit the government to repay a
short-term loan from the British government. Dollar bonds were floated to enable the Argentine
authorities to acquire gold to back the national currency. Dollar bonds funded the construction
and improvement of public works, including the railways, and extended the duration of their
existing short-term debts. Dollar loans were made to provincial governments to replace expiring
sterling credits and in anticipation of tax receipts. Local governments borrowed to build roads,
bridges, schools, waterworks, sewage systems, and, critically for a meat-exporting country, cold-
storage plants. Argentine municipalities borrowed to build and improve hospitals, power plants,
parks, and streets.This was risky business, although it could be argued that it was not without
logic. With the American economy growing rapidly, the US savings rate was high. As in early-
twenty-first-century China, which similarly saw a high savings rate, prime-age workers at the
saving stage of the life cycle had higher incomes than older individuals, now in retirement and
dissaving. In Europe, where incomes were depressed by the war and postwar disruptions,
savings rates were low. There was a shortage of capital to repair roads, bridges, and factories.
That interest rates were higher in Europe than in the United States, which is what worked to
attract US investors to foreign securities, flowed directly from this confluence of facts.Making the
case for investment in Latin America was harder. But Latin countries that had expanded their
production and exports of agricultural commodities and raw materials during the war could claim
that they were enhancing their capacity to earn foreign exchange and hence to service loans.
With so much money on offer, it was not hard to make the case.But even a process with an
underlying logic can be pushed too far—a tendency that is not unknown in finance. Foreign



loans to underwrite the reconstruction of war-damaged railways and ports or to build cold-
storage facilities for Argentine beef exports were one thing; borrowing to build municipal
swimming pools and bathhouses was another. With finance so easy, governments were tempted
to engage in additional spending. Already in 1926 Schacht worried that all the capital flowing
into Germany was encouraging excesses on the part of state and local governments.19 In May
1927 he instructed the banks to curtail their loans to the stock market in an effort to damp down
the boom. But even though this led to a sharp fall in the stock market, it did nothing to
discourage borrowing by German municipalities. And the higher interest rates induced by
Schacht’s policy only made it more attractive for foreign investors to lend.S. Parker Gilbert, the
former US treasury undersecretary appointed as agent generation for reparations to carry out
the Dawes Plan, warned of the risks posed by the torrent of foreign capital. German
governments, he warned, were “overspending and overborrowing.” The economy was at risk of
“overstimulation and overexpansion.” Sooner or later, doubts would develop about the
sustainability of the process. At that point, the inflow of foreign capital would come to a sudden
stop, resulting in “severe economic reaction and depression.”20The parallels with the recent
crisis are almost too obvious. Starting in 2004, a swelling chorus of voices cautioned about the
ongoing flow of capital to the United States from China, Germany, and the oil-exporting
countries. This was encouraging the profligacy of the US government, they warned, by enabling
it to borrow at artificially low rates. The flow of cheap foreign finance would not continue
indefinitely, and when it stopped the consequences would be challenging. As it happened, the
crisis of which they warned was superseded by another, the collapse of US real estate prices
and the market in subprime mortgages in 2006–07. Still, they had a point.There were also
differences. One is that global imbalances in the 1920s were tilted in the other direction: capital
flowed from the United States, not toward it. The other is that the Cassandras who warned the
process could not continue indefinitely and it was setting the stage for a crisis were right on both
counts. When in 1928 the outflow came to a sudden stop, it plunged first Germany, then Latin
America, and finally the world into precisely the “severe economic reaction and depression” of
which Parker Gilbert, two years earlier, had warned.However frothy the market in foreign bonds,
Wall Street was frothier still. On three of the first seven trading days of 1928, the number of
shares traded on the New York Stock Exchange exceeded three million, a level that had been
reached just eight times over the previous decade. From there, activity rose still higher.Evidently,
the large investors clubbed together in pools organized by the likes of Billy Durant were being
joined by a growing number of small savers. Individuals who had relied on professionals
employed by investment trusts to manage their portfolios took to buying and selling securities
directly. Brokerage firms opened branch offices featuring customers’ rooms fitted out with plush
carpets and overstuffed chairs designed to create an ambience of comfort and security. Six
hundred new customers’ offices were opened in 1928 and 1929.21 Additional rooms were
created for female investors, in another sign of the times.22The nature of the attraction is no
mystery. Stocks yielded 38 percent in 1927, an extraordinarily high rate by historical standards.



They yielded an even more impressive 44 percent in 1928. Credit was available for anyone
seeking to share in these heady returns.23 The process was perversely self-financing, as credit
booms are. The higher share prices rose, the more attractive it became for corporations seeking
to finance their operations to issue additional equity rather than borrow from banks. This forced
the banks to look for other lending opportunities, which they found in the stock market. As share
prices then rose further, the collateral on which securities lending occurred became more
valuable, justifying still more lending.24The Fed’s detractors, both internal and external,
criticized it for fanning the flames. By November 1927 James McDougal of the Chicago Fed
(whose bank, recall, had resisted Strong’s proposal for an interest rate cut earlier in the year but
was overruled), together with George Norris of Philadelphia, was advocating higher interest
rates to stem the flow of credit into the stock market. Brokers’ loans had increased by more than
$300 million in the previous five months. In December and January they then rose by an
additional $500 million.For the Open Market Investment Committee, this was finally too much. It
agreed, starting in January 1928, to sell securities for cash in order to drain liquidity from the
market. The next step was to make borrowing more expensive, with the goal of making it more
costly to use credit to buy stocks on margin. Starting on January 25 and extending through the
end of February, one Federal Reserve bank after another raised its discount rate. A second
round of increases followed in April. The Federal Reserve Bank of New York then raised its
discount rate for a third time in May.Although the rise in policy rates was designed to cool an
overheated stock market, its effects were most pronounced in Europe. By now, warnings of
unsustainable foreign borrowing were rife. With the Fed’s action boosting yields on short-term
investments at home, foreign bond issuance fell off a cliff. US capital exports dropped from $530
million in the second quarter of 1928 to $120 million in the third. US lending to Germany, after
running at more than $150 million in the second quarter, fell essentially to nil in the third. These
events anticipated those of the summer of 2013, when the Federal Reserve mooted the
possibility of “tapering” its purchases of US Treasury securities, leading investors to expect
higher US interest rates, and emerging markets on the receiving end of capital inflows from the
United States saw those flows stop and then reverse direction. The shock was uncomfortable,
but it didn’t begin to approach the severity of that experienced by Europe and Latin America in
1928.This now was the sudden stop of which Schacht, Gilbert, and others had warned. German
industry, by this point all but wholly dependent on foreign finance, was caught in the vise.
Producers were unable to borrow the funds needed to pay for materials and labor, while their
customers were unable to obtain the credit needed to finance their purchases. Industrial
production, hit from both sides, fell by nearly 10 percent in the second half of the year. Freight
carried by the German state railways fell even faster. The number of unemployed more than
doubled.A normal central bank would have cut interest rates and made credit available to a
weakening economy. But the Reichsbank was not a normal central bank. Maintenance of gold
convertibility, as a bulwark against inflation, was its priority. To limit the loss of reserves, it kept
the discount rate steady at 7 percent, much higher than the levels prevailing in other European



financial centers.In January 1929, Schacht finally acknowledged deteriorating economic
conditions and reduced the Reichsbank’s policy rate by half a percentage point, to 6.5 percent.
When, as a result, gold started flowing out, he then reversed course, raising the discount rate by
100 basis points (meaning one full percentage point), to 7.5 percent. Not only did this deal an
additional blow to an already weakening economy but, with confidence visibly deteriorating, the
interest-rate hike did not even succeed in stemming the outflow of capital from Germany or the
Reichsbank’s loss of gold.Other European countries dependent on US lending were affected
similarly. By the end of 1928 not just Germany but also much of Central Europe was in recession.
Only Britain was different; the British economy, having begun to recover the momentum lost in
the 1926 coal strike, was still in the expansion phase of the cycle. But starting in September
1928, the Bank of England, like its Central European counterparts, began losing gold to the
United States as a result of tighter credit conditions in New York. Sooner or later, it was clear,
Norman would be forced to raise interest rates.25 And it was increasingly questionable, in this
light, whether and if so for how much longer the British economy would continue to expand.This
money repatriated from Europe was now deposited in US banks, which lent it to brokers and
dealers, adding more fuel to the Wall Street fire. The Fed might have attempted to discourage
this use of credit with further increases in interest rates. But with the approach of the fall crop-
moving season and then the 1928 presidential election, doing so was problematic. The demand
for credit tended to spike during the crop-moving season that followed the harvest; with
agricultural prices already weak, any attempt to raise rates further was certain to provoke
protests in the South and Midwest. And like any central bank, the Fed hesitated to do anything
that might excite the public in the run-up to an election.The device to which the Fed instead
turned in 1929 was to directly rein in bank lending to brokers and dealers. This was the policy of
“direct pressure,” in which it arm-twisted member banks to limit lending for speculative purposes.
New York City banks making loans to stockbrokers were warned that they would be cut off from
the discount window. This was the board’s attempt to surgically deflate the bubble without also
damaging the economy. The brain behind it was the much-maligned Adolph Miller, who, as a
faithful believer in the real bills doctrine, emphasized the importance of keeping interest rates at
a level suitable for the needs of commercial activity. Thus, direct pressure was a way of dealing
with the threat posed by an overexcitable stock market—by “optimism gone wild and cupidity
gone drunk,” in Miller’s words—without raising interest rates to a level inconsistent with the
legitimate needs of business.26A number of the Federal Reserve banks, led by the Federal
Reserve Bank of New York, favored further increases in discount rates. The directors of the New
York bank, many of them Wall Street veterans, were especially concerned about what was going
on down the street. They understood better than their colleagues in Washington, D.C., that
money was fungible. Thus, they appreciated that any reduction in lending by member banks in
New York would be offset, at least to an extent, by lending on the part of nonmember banks,
member banks elsewhere in the country, and insurance companies, corporate treasuries,
investment trusts, and even foreign banks and individuals.27Just as they predicted, this shadow



banking system was quick to step into the breach. In the first quarter of 1928, nonbank sources
funded nearly half of all broker’s loans. In the first half of 1929, as the growth of lending by
money center banks was restrained by pressure from the Fed, nonbank sources accounted for
fully 72 percent of the total. All the while, the volume of broker’s loans moved up. That said, it
moved up less quickly than it would have if the New York City banks had not felt the Fed’s official
pressure, and it moved up less quickly than needed to satisfy demand. Indicative of this fact is
how interest rates on call loans continued to rise, pushing up other short-term interest rates in
sympathy.But those higher rates also made life more difficult for business. Reflecting tighter
money and credit, the economy showed signs of decelerating in mid-1929. Building activity
softened. State and local governments postponed construction projects owing to higher
borrowing costs. Weak conditions abroad, reflecting the stop in US lending, showed up in weak
American exports.There has been much debate about who was right and who was wrong in this
contest between the proponents of direct pressure and higher interest rates. In the light of recent
experience, the answer is clear. We now understand that the best response for a central bank
confronted with this kind of dilemma is to assign monetary policy, in this case its lending rate, to
the needs of the economy while using regulatory tools like ceilings on loan-to-value ratios for
home mortgages and limits on lending to particular sectors (what we would now call
macroprudential policy) to address financial risks. This was precisely the intuition of those who
advocated direct pressure in 1929: leave interest rates at a level appropriate for the economy
and use other tools to limit lending to the stock market.We now better appreciate the value of
that intuition, because this is precisely what the Fed and other US agencies neglected to do in
2005–06, when they failed to use macroprudential policy to clamp down on the flow of credit into
US housing markets. Here is a clear case where the events of 2007–08 change how we think
about 1929. Real bills may be a discredited doctrine, but the macroprudential policies espoused
by Adolph Miller look considerably more sage and sensible in this light.The problem in 1929 was
implementation. It was that the central bank’s macroprudential tools were weak. The Fed could
apply direct pressure only to member banks, leading to the substitution of nonmember and
nonbank credit for bank credit to the stock market. This is a problem for modern macroprudential
policy as well: when the authorities attempt to limit bank lending to a particular market, the
property market for example, they see some substitution of nonbank credit for bank credit.28
The solution is to give the macroprudential policy maker regulatory authority over nonbank
providers of credit—over insurance companies and the like—as well as over banks. It is to set
the “regulatory perimeter” as wide as possible.This was similarly the problem for the proponents
of direct pressure in 1929. But given the country’s ramshackle regulatory system—where
member banks were overseen by the Fed, state banks that were not members were overseen by
state regulators, foreign banks were overseen by foreign regulators, and insurance companies
were overseen by state insurance departments and agencies, if at all—it was a problem they
were unable to solve. With credit continuing to flow into the stock market in what officials saw as
dangerous amounts, the Fed felt compelled to supplement its policy of direct pressure by raising



rates in the summer of 1929, compromising the prospects for economic growth.Fed Governor
Ben Bernanke gave a speech in 2002 in which he warned against using monetary policy to prick
a bubble, pointing to the catastrophic implications of the Fed’s attempt to do so in 1929. But he
then went on, curiously, to also dismiss the 1920s policy of direct pressure as ineffectual.29 A
better approach, he implied, was for the central bank not to attempt to lean against a bubble but
rather to flood the markets with liquidity if it bursts. We now know that flooding the market with
liquidity, or at least flooding the part of the market the Fed is capable of flooding, may not be
enough to avert the worst. Better is to strengthen tools like direct pressure rather than to dismiss
them because their effects are weak. But this was a lesson that the Bernanke Fed would have to
learn the hard way.CHAPTER 4 | By Legislation or FiatCOUNTRYWIDE CREDIT was the lender
at the epicenter of the housing boom, and Angelo Mozilo was the public face of Countrywide.
The Bronx-born son of first-generation Italian Americans, Mozilo had gone to work in his father’s
butcher shop at the age of twelve and then as a messenger for a Manhattan mortgage lender. By
the time he was sixteen he had worked his way up from ferrying paperwork to processing loans,
progress testifying either to his exceptional ambition or to the straightforward nature of
underwriting in the era of plain-vanilla mortgages.Mozilo stayed with the same firm through his
high school and college years and until it merged with Lomax Realty Securities, headed by
industry veteran David Loeb. In the mid-1960s Loeb sent Mozilo to Central Florida, which was in
the grips of a real estate boom not unlike that of the 1920s. Observing that the boom was being
driven by the influx of space engineers to Cape Canaveral, Mozilo recommended taking a stake
in a Brevard County subdevelopment. When the bet paid off, Loeb made Mozilo his
sidekick.When Lomax Securities was bought out in 1968, Loeb and Mozilo set out to create their
own mortgage company, which they dubbed Countrywide Credit Industries. Initially the name
was indicative more of the partners’ ambition than the reality. The duo worked out of a single
office in Anaheim, California, the Inland Empire to the east beckoning as the final frontier. Loeb
served as the firm’s strategist, Mozilo as its sales force of one.1Although the business gained
traction, costs showed a troubling tendency to escalate. Recruiting and retaining salesmen
required paying generous commissions. Turnover was high, in part because Mozilo was a
demanding boss—“a son of a bitch,” as he proudly put it. Loeb therefore proposed eliminating
the sales force and using direct advertising to solicit applications, something that had not
previously been tried in the mortgage-banking industry. Mozilo, a salesman himself, resisted but
eventually agreed to take the plunge.Attracting business by advertising meant competing on
price, which in turn required keeping costs down. The company’s retail offices were
standardized, situated in strip malls, and permitted no more than two full-time employees.
Gradually the strategy began paying dividends. In the course of the 1970s Countrywide Credit
opened four additional offices in California. By 1980 it had forty offices in nine states, no mean
feat in a period when mortgage and housing markets were buffeted by interest rates of 20
percent. By the mid-1980s, the 40 offices had grown to 104 and the nine states to twenty-six. By
1992, with nearly 400 branches, Countrywide was the largest mortgage banker in the country



and, for that matter, the world.Reflecting its emphasis on low costs and standardization,
Countrywide came to be known as the McDonald’s of mortgage banking. The label reflected the
extent to which it successfully reduced the home mortgage to a commodity, the financial
equivalent of a hamburger, and the loan officer to the white-collar equivalent of a hamburger
flipper. Countrywide was an early adopter of information technology to process applications. By
the mid-1990s, fully 70 percent of loans passing through its automated underwriting system
required no human intervention. Standardization and the commitment to information technology,
together with reliance on temporary employees, allowed the company to ramp up when
opportunity beckoned and downsize when demand slackened. Countrywide started reselling the
mortgages it originated to Freddie Mac and Fannie Mae almost as soon as the two government-
sponsored housing agencies were authorized to purchase mortgages not guaranteed by the US
government.2 It diversified into loan servicing, buying the right to service mortgages from other
lenders to insulate itself from the ups and downs of loan origination. When interest rates were
low, loan origination was big business, but when they were high, prepayments were less
common, rendering servicing more profitable. Mozilo referred to this as Countrywide’s “macro
hedge.”Eventually some of these innovations came to be viewed in a less favorable light. That a
majority of loan applications were processed without human intervention meant no independent
verification of borrowers’ claims of income. Aware that their tenure with the firm was likely to be
limited, branch managers focused on originating as many mortgages as possible without due
attention to their quality. Loan servicing turned out to provide less insulation from the ups and
downs of interest rates and the housing market than Mozilo had posited. But these were
problems for the future.By the 1990s, organic expansion had become harder for what was now
the largest player in the mortgage banking industry. This led Mozilo to the fateful decision to
expand into low-income lending. In 1993 Countrywide launched a program that he ambitiously
christened “House America.” Mozilo marketed the initiative as bringing the American dream of
home ownership to low-income and minority borrowers. Videos promoting it were narrated by
the stentorian Hollywood actor James Earl Jones, who commanded the same vocal authority as
William Jennings Bryan.In practice, House America allowed low-income households to assume
a heavier burden of mortgage debt. Countrywide adopted “flexible underwriting practices,”
reprogramming its automated underwriting systems to approve mortgages for individuals and
households lacking the well-documented employment and credit histories needed to obtain
conventional loans. “Flexible underwriting practices” was code for down payments of as little as
3 percent, offered in return for a higher interest rate.This was not the birth of subprime lending.
Credit for that invention goes to Long Beach Savings & Loan, a small Orange County–based
thrift that eventually morphed into Ameriquest Mortgage. But now Countrywide, the leading
player in mortgage origination, jumped with both feet onto the bandwagon.Countrywide was
emblematic of what came to be known as the shadow banking system of nonbank financial
institutions engaged in mortgage underwriting, securitization, and other activities that had once
been the preserve of banks and savings and loan associations (S&Ls), the descendants of the



building and loans of the 1920s. The growth of shadow banking in turn reflected a process of
financial liberalization stretching back to the early 1970s, not incidentally the same point in time
when Loeb and Mozilo established their California-based underwriting operation.The Wall Street
crash of 1929 and the banking crises that battered the US economy prompted the adoption of a
panoply of new regulations affecting the banking and financial system.3 The Glass-Steagall Act
separated investment and commercial banking and prevented deposit-taking commercial banks
from engaging in security and insurance underwriting. Also in 1933, the Federal Reserve Board
adopted “Regulation Q,” prohibiting banks from paying interest on demand deposits (essentially,
checking accounts), while placing ceilings on permissible rates on time and savings accounts.4
The Securities and Exchange Act created a government commission to oversee stock and bond
markets. The Commodity Exchange Act extended regulatory authority to futures markets.The
result appears, from a distance, as a golden age of financial stability. Between the end of World
War II and the 1970s, bank failures were rare. Financial institutions specialized in different types
of lending. Banks extended corporate and consumer loans. S&Ls engaged in mortgage lending.
Each type of institution was overseen by its respective regulator. The stock market rose and fell,
as stock markets do. But when it fell, it did not bring down the financial system and the economy
with it.As time passed, the financial establishment grew restive. Memories of the unstable 1930s
faded. The thrift industry, enjoying tax and regulatory advantages, gained market share at the
expense of the banks. Deposit taking and lending in London—what came to be known as the
Eurodollar market—subjected the banks to additional competition.A further source of
competition, whose existence would have profound implications in 2008, came in the form of
money market mutual funds. The first of the breed, the Reserve Fund, was created in 1971 by a
pair of failed New York financial consultants, Harry Brown and Bruce Bent.5 Money market funds
invested in treasury bills and commercial paper, not corporate, consumer, and mortgage loans
in the manner of a bank. Free of Regulation Q ceilings, they were able to offer savers a more
attractive combination of liquidity and interest than on bank accounts, but without, it should be
noted, the protection of deposit insurance.The innovation was heralded as a significant step in
the direction of financial democracy, given the miserly returns available on bank accounts. The
MIT economist Paul Samuelson, himself a Nobel Laureate, proclaimed that Bent and Brown
similarly deserved a Nobel Prize for their innovation. The founders characterized their
achievement more modestly. “I wish I could say that our ‘invention’ resulted from any brilliance
on our part,” Brown later remarked, “but it was actually a combination of the threat of starvation
and pure greed that drove us to it.”6The absence of deposit insurance and of any requirement
for money market funds to hold reserves as a buffer against risk was justified on the grounds that
fund managers invested only in safe assets and managed their shareholders’ money
conservatively. One dollar invested in a money market fund would always be worth $1, or so the
argument ran. The presumption did not anticipate the tendency for fund managers to move into
riskier investments as Regulation Q was relaxed and competition created pressure to boost
yields, something that regulators first failed to notice and then were reluctant to address, given



an increasingly powerful mutual fund lobby. The presumption that shares in money market funds
would never fall below par did not anticipate the failure of Lehman Brothers, Lehman being a
consequential issuer of the kind of high-yielding short-term notes that the managers of money
funds found irresistible.Commercial banks, concerned about the erosion of their deposit base,
had been lobbying for the removal of Regulation Q for years. Their calls gained urgency with this
new competition and even more when inflation rose, undermining their ability to compete for
savings. Regulation Q ceilings were finally phased out by the ironically entitled Depository
Institutions Deregulatory and Monetary Control Act of 1980—ironic since its passage resulted
from the Fed’s loss of monetary control.The abolition of Regulation Q unleashed a cascade of
unintended consequences. A first consequence was to intensify the pressure on S&Ls, which
had previously been permitted to offer higher deposit rates than other financial institutions.7 To
limit the damage, the Garn–St. Germain Act of 1982 allowed S&Ls to engage in a range of
commercial banking activities, those related to consumer lending, for example, above and
beyond their traditional remit of taking deposits and extending mortgage loans. Among its other
provisions was one authorizing the extension of adjustable rate mortgage loans. President
Reagan, on signing the bill, called it the first step in a “comprehensive program of financial
deregulation.”8 Little did he know.Garn–St. Germain helped set the stage for the S&L crisis of
the 1980s by allowing thrifts to take on additional risk without at the same time doing anything to
restrain them. But equally important was how the provision of additional financial services by the
thrifts intensified the pressure on the banks.9 Commercial banks had long been frustrated by
their inability to underwrite corporate and municipal bonds. Securities markets now having
recovered from the 1930s and World War II, big corporate borrowers took to issuing commercial
paper and junk bonds. With these instruments offering corporate borrowers new ways of
financing themselves, reducing their dependence on bank credit, bank profits were squeezed.10
The big banks that were the big companies’ traditional interlocutors were hurt the most.At first,
money-center banks, with Citibank (the rebranded National City Bank of Chapter 3) in the
vanguard, found a new market in syndicated loans to governments in Latin America and Eastern
Europe, in an echo of the foreign lending boom of the 1920s. But by the early 1980s these loans
had gone bad. For the regulators to insist that the banks acknowledge their losses was not an
option, however; doing so would have bankrupted the Federal Deposit Insurance Corporation.
Instead the banks were allowed to earn their way back to health, and regulation was loosened to
facilitate their efforts.In December 1986, in response to a petition from J. P. Morgan, Bankers
Trust, and Citicorp (the holding company parent of Citibank), the Fed creatively reinterpreted the
Glass-Steagall Act to allow commercial banks to derive up to 5 percent of their income from
investment banking activities. The investment banking activities in question included
underwriting municipal bonds, commercial paper and, fatefully, mortgage-backed securities. In
1987, over the opposition of its deregulation-skeptical, soon-to-be-former chairman, Paul
Volcker, the Federal Reserve Board authorized several large banks to further expand their
underwriting businesses. If ever there was an illustration of how lame-duck status can weaken a



Fed chair, this was it. Under Volcker’s successor, the liberalization-minded Alan Greenspan, the
Fed then allowed bank holding companies to derive as much as 25 percent of their revenues
from investment banking operations.By the 1990s, then, Glass-Steagall was already weakened.
The fatal blow was struck by the merger wave that swept investment banking and brokerage
toward the end of the decade. Morgan Stanley, an investment bank, merged with Dean, Witter,
Discover & Co., a brokerage and credit card company, in 1997, while the trust company and
derivatives house Bankers Trust acquired Alex. Brown & Sons, an investment and brokerage
firm. This consolidation of investment houses, brokers, and insurance companies threatened to
further disadvantage the banks, which responded by lobbying even more intensely for the
removal of remaining restrictions on their operations.And if lobbying was not enough, there were
other ways of forcing the issue. Citicorp moved in 1998 to purchase Travelers Insurance Group,
notwithstanding Glass-Steagall provisions requiring it to sell off Travelers’ insurance business
within two years. The merger would allow Travelers to market to Citicorp’s retail customers not
just insurance but also its in-house money market funds while giving Citicorp access to an
expanded clientele of investors and insurance policyholders. Its main shortcoming was its
incompatibility with Glass-Steagall.The chairmen and co-CEOs of the merged company, John
Reed and Sanford Weill, mounted a furious campaign to remove Glass-Steagall’s nettlesome
restrictions before the two-year window closed. Weill formed an alliance with David Komansky of
Merrill Lynch and Phil Purcell of Morgan Stanley to lobby for change. Their arguments received a
sympathetic hearing from the Greenspan Fed and also from the White House, in the person of
President Clinton’s advisor for financial reform, Gene Sperling, and from the Treasury
Department, especially when Lawrence Summers succeeded Robert Rubin as secretary in
mid-1999.11 (Rubin left for an advisory position with none other than Citigroup; he started in
October.) They were warmly received in the halls of Congress, where bank lobbyists freely
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PersonaeAcknowledgmentsNotesReferencesIndexIntroductionTHIS IS A book about financial
crises. It is about the events that bring them about. It is about why governments and markets
respond as they do. And it is about the consequences.It is about the Great Recession of 2008–
09 and the Great Depression of 1929–1933, the two great financial crises of our age. That there
are parallels between these episodes is well known, not least in policy circles. Many
commentators have noted how conventional wisdom about the earlier episode, what is referred
to as “the lessons of the Great Depression,” shaped the response to the events of 2008–09.
Because those events so conspicuously resembled the 1930s, that earlier episode provided an
obvious lens through which to view them. The tendency to view the crisis from the perspective of
the 1930s was all the greater for the fact that key policy makers, from Ben Bernanke, chairman
of the Board of Governors of the Federal Reserve System, to Christina Romer, head of President
Barack Obama’s Council of Economic Advisors, had studied that history in their earlier
academic incarnations.As a result of the lessons policy makers drew, they prevented the worst.
After the failure of Lehman Brothers pushed the global financial system to the brink, they
asserted that no additional systemically significant financial institution would be allowed to fail
and then delivered on that promise. They resisted the beggar-thy-neighbor tariffs and controls
that caused the collapse of international transactions in the 1930s. Governments ramped up
public spending and cut taxes. Central banks flooded financial markets with liquidity and
extended credit to one another in an unprecedented display of solidarity.In doing so, their
decisions were powerfully informed by received wisdom about the mistakes of their
predecessors. Governments in the 1930s succumbed to the protectionist temptation. Guided by
outdated economic dogma, they cut public expenditure at the worst possible time and
perversely sought to balance budgets when stimulus spending was needed. It made no
difference whether the officials in question spoke English, like Herbert Hoover, or German, like
Heinrich Brüning. Not only did their measures worsen the slump, but they failed even to restore
confidence in the public finances.Central bankers, for their part, were in thrall to the real bills
doctrine, the idea that they should provide only as much credit as was required for the legitimate
needs of business. They supplied more credit when business was expanding and less when it
slumped, accentuating booms and busts. Neglecting their responsibility for financial stability,
they failed to intervene as lenders of last resort. The result was cascading bank failures, starving



business of credit. Prices were allowed to collapse, rendering debts unmanageable. In their
influential monetary history, Milton Friedman and Anna Schwartz laid the blame for this disaster
squarely on the doorstep of central banks. Inept central bank policy more than any other factor,
they concluded, was responsible for the economic catastrophe of the 1930s.In 2008, heeding
the lessons of this earlier episode, policy makers vowed to do better. If the failure of their
predecessors to cut interest rates and flood financial markets with liquidity had consigned the
world to deflation and depression, then they would respond this time with expansionary
monetary and financial policies. If the failure of their predecessors to stem banking panics had
precipitated a financial collapse, then they would deal decisively with the banks. If efforts to
balance budgets had worsened the earlier slump, then they would apply fiscal stimulus. If the
collapse of international cooperation had aggravated the world’s problems, then they would use
personal contacts and multilateral institutions to ensure that policy was adequately coordinated
this time.As a result of this very different response, unemployment in the United States peaked
at 10 percent in 2010. Though this was still disturbingly high, it was far below the catastrophic 25
percent scaled in the Great Depression. Failed banks numbered in the hundreds, not the
thousands. Financial dislocations were widespread, but the complete and utter collapse of
financial markets seen in the 1930s was successfully averted.And what was true of the United
States was true also of other countries. Every unhappy country is unhappy in its own way, and
there were varying degrees of economic unhappiness starting in 2008. But, a few ill-starred
European countries notwithstanding, that unhappiness did not rise to the level of the 1930s.
Because policy was better, the decline in output and employment, the social dislocations, and
the pain and suffering were less.Or so it is said.Unfortunately, this happy narrative is too easy. It
is hard to square with the failure to anticipate the risks. Queen Elizabeth II famously posed the
question on a visit to the London School of Economics in 2008: “Why did no one see it coming?”
she asked the assembled experts. Six months later a group of eminent economists sent the
queen a letter apologizing for their “failure of collective imagination.”It is not as if parallels were
lacking. The 1920s saw a real estate boom in Florida and in the commercial property markets of
the Northeast and North Central regions of the United States to which early-twenty-first-century
property booms in the United States, Ireland, and Spain bore a strong family resemblance.
There was the sharp increase in stock valuations, reflecting heady expectations of the future
profitability of trendy information-technology companies, Radio Company of America (RCA) in
the 1920s, Apple and Google eighty years later. There was the explosive growth of credit fueling
property and asset-market booms. There was the development of a growing range of what might
politely be called dubious practices in the banking and financial system. There was the role of
the gold standard after 1925 and the euro system after 1999 in amplifying and transmitting
disturbances.Above all, there was the naïve belief that policy had tamed the cycle. In the 1920s
it was said that the world had entered a “New Era” of economic stability with the establishment of
the Federal Reserve System and independent central banks in other countries. The period
leading up to the Great Recession was similarly thought to constitute a “Great Moderation” in



which business cycle volatility was diminished by advances in central banking. Encouraged by
the belief that sharp swings in economic activity were no more, commercial banks used more
leverage. Investors took more risk.One might think that anyone passingly familiar with the Great
Depression would have seen the parallels and their implications. Some warnings there indeed
were, but they were few and less than fully accurate. Robert Shiller of Yale, who had studied
1920s property markets, pointed now to the development of what looked to all appearances like
a full-blown housing bubble. But not even Shiller anticipated the catastrophic consequences of
its collapse. Nouriel Roubini, who had taken at least one course on the history of the Great
Depression in his graduate student days at Harvard, pointed to the risks posed by a gaping US
current account deficit and the accumulation of US dollar debts abroad. But the crisis of which
Roubini warned, namely a dollar crash, was not the crisis that followed.Specialists in the history
and economics of the Great Depression, it should be acknowledged, did no better. And the
economics profession as a whole issued only muted warnings that disaster lay ahead. It bought
into the gospel of the Great Moderation. Policy makers lulled into complacency by self-
satisfaction and positive reinforcement by the markets did nothing to prepare for the impending
calamity.It may be asking too much to expect analysts to forecast financial crises. Crises result
not just from credit booms, asset bubbles, and the wrongheaded belief that financial-market
participants have learned to safely manage risk, but also from contingencies no one can predict,
whether the failure of a consortium of German banks to rescue Danatbank, a German financial
institution, in 1931; or the refusal of the UK Financial Services Authority to allow Barclays to bid
for Lehman Brothers over a fateful weekend in 2008. Financial crises, like World War I, can arise
from the unanticipated repercussions of idiosyncratic decisions taken without full awareness of
their ramifications. They result not just from systemic factors but from human agency—from the
vaulting ambition and questionable scruples of a Rogers Caldwell, who in the 1920s fashioned
himself the J. P. Morgan of the South; or an Adam Applegarth, the sporty, hyperconfident young
banker who launched Northern Rock, a formerly obscure British building society, onto an
unsustainable expansion path. Their actions not only brought down the firms they headed but
undercut the very foundations of the financial system. Similarly, had Benjamin Strong, the über-
competent governor of the Federal Reserve Bank of New York, not passed away in 1928, or
Jean-Claude Trichet not become president of the European Central Bank as the result of a
Franco-German bargain in 1999, the conduct of monetary policy might have been different.
Specifically, it might have been better.It is similarly disturbing in light of the progressive narrative
that policy was not more successful at limiting financial distress, containing the rise in
unemployment, and supporting a vigorous recovery. The subprime mortgage market collapsed
in mid-2007, and the US recession commenced in December of that year. Yet few if any
observers anticipated how severely the financial system would be disrupted. They did not
foresee how badly output and employment would be affected. The Great Depression was first
and foremost a banking and financial crisis, but memories of that experience did not sufficiently
inform and invigorate policy for officials to prevent another banking and financial crisis.It may be



that the very belief that bank failures were the key event transforming a garden-variety recession
into the Great Depression caused policy makers to mistakenly focus on commercial banks at the
expense of the so-called shadow banking system of hedge funds, money market funds, and
commercial paper issuers. The Basel Accord setting capital standards for internationally active
financial institutions focused on commercial banks.1 Regulation generally focused on
commercial banks.Moreover, deposit insurance was limited to commercial banks. Because the
runs by retail depositors that destabilized banks in the 1930s led to creation of federal deposit
insurance, there was the belief that depositor flight was no longer a threat. Everyone had seen
It’s a Wonderful Life and assumed that a modern-day banker would never find himself in George
Bailey’s position. But $100,000 of deposit insurance was cold comfort for businesses whose
balances were many times that large. It did nothing to stabilize banks that did not rely on
deposits but instead borrowed large sums from other banks.Nor did deposit insurance create
confidence in hedge funds, money market funds, and special purpose investment vehicles. It did
nothing to prevent a 1930s-like panic in these new and novel parts of the financial system.
Insofar as the history of the Great Depression was the frame through which policy makers
viewed events, it caused them to overlook how profoundly the financial system had changed. At
the same time that it pointed them to real and present dangers, it allowed them to overlook
others.Specifically, it allowed them to miss the consequences of permitting Lehman Brothers to
fail. Lehman was not a commercial bank; it did not take deposits. It was thus possible to imagine
that its failure might not precipitate a run on other banks like the runs triggered by the failure of
Henry Ford’s Guardian Group of banks in 1933.But this misunderstood the nature of the shadow
banking system. Money market mutual funds held Lehman’s short-term notes. When Lehman
failed, those money funds suffered runs by frightened shareholders. This in turn precipitated
runs by large investors on the money funds’ investment-bank parents. And this then led to the
collapse of already teetering securitization markets.Officials from US Treasury Secretary Henry
Paulson on down would insist that they had lacked the authority to lend to an insolvent institution
like Lehman Brothers, as well as a mechanism to smoothly shut it down. Uncontrolled
bankruptcy was the only option. But it is not as if Lehman’s troubles were a surprise. Regulators
had been watching it ever since the rescue of Bear Stearns, another important member of the
investment-banking fraternity, six months earlier. The failure to endow Treasury and the Fed with
the authority to deal with the insolvency of a nonbank financial institution was the single most
important policy failure of the crisis. In 1932 the Reconstruction Finance Corporation, created to
resolve the country’s banking problems, similarly lacked the authority to inject capital into an
insolvent financial institution, a constraint that was relaxed only when the 1933 crisis hit and
Congress passed the Emergency Banking Act. Chairman Bernanke and others may have been
aware of this history, but any such awareness did not now change the course of events.In part,
this policy failure was informed by the belief, shaped and distorted equally by the lessons of
history, that the consequences of a Lehman Brothers failure could be contained. But it also
reflected officials’ concern with moral hazard—with the idea that more rescues would encourage



more risk taking.2 Owing to their rescue of Bear Stearns, policy makers were already being
raked over the coals for creating moral hazard. Allowing Lehman Brothers to fail was a way of
acknowledging that criticism. Liquidationism—the idea, in the words of President Hoover’s
Treasury Secretary Andrew Mellon, that failure was necessary to “purge the rottenness out of
the system”—may have fallen out of favor owing to its disastrous consequences in the 1930s,
but in this subtler incarnation it was not entirely absent.Finally, policy makers were aware that
any effort to endow Treasury and the Fed with additional powers would be resisted by a
Congress weary of bailouts. It would be opposed by a Republican Party hostile to government
intervention. Ultimately, a full-blown banking and financial crisis would be needed, as in 1933, for
the politicians to act.It was at this point, after Lehman Brothers, that policy makers realized they
were on the verge of another depression. The leaders of the advanced industrial countries
issued their joint statement that no systematically significant financial institution would be
allowed to fail. A reluctant US Congress passed the Troubled Asset Relief Program to aid the
banking and financial system. One after another, governments took steps to provide capital and
liquidity to distressed financial institutions. Massive programs of fiscal stimulus were unveiled.
Central banks flooded financial markets with liquidity.Yet the results of these policy initiatives
were decidedly less than triumphal. Postcrisis recovery in the United States was lethargic; it
disappointed by any measure. Europe did even worse, experiencing a double-dip recession and
renewed crisis starting in 2010. This was not the successful stabilization and vigorous recovery
promised by those who had learned the lessons of history.Some argued that recovery from a
downturn caused by a financial crisis is necessarily slower than recovery from a garden-variety
recession.3 Growth is slowed by the damage to the financial system. Banks, anxious to repair
their balance sheets, hesitate to lend. Households and firms, having accumulated unsustainably
heavy debts, restrain their spending as they attempt to reduce that debt to a manageable
level.But working in the other direction is the fact that government can step up. It can lend when
banks don’t. It can substitute its spending for that of households and firms. It can provide liquidity
without risking inflation given the slack in the economy. It can run budget deficits without creating
debt problems, given the low interest rates prevailing in subdued economic conditions.And it can
keep doing so until households, banks, and firms are ready to resume business as usual.
Between 1933 and 1937, real GDP in the United States grew at an annual rate of 8 percent,
even though government did only passably well at these tasks. Between 2010 and 2013, by
comparison, GDP growth averaged just 2 percent. This is not to suggest that growth after 2009
could have been four times as fast. How fast you can rise depends also on how far you fall in the
preceding period. Still, the US and world economies could have done better.Why they didn’t is
no mystery. Starting in 2010 the United States and Europe took a hard right turn toward austerity.
Spending under the American Recovery and Reinvestment Act, Obama’s stimulus program,
peaked in fiscal year 2010 before heading steadily downward. In the summer of 2011 the
Obama administration and Congress then agreed to $1.2 trillion of spending cuts.4 In 2013
came expiry of the Bush tax cuts for top incomes, the end of the reduction in employee



contributions to the Social Security Trust Fund, and the Sequester, the across-the-board 8½
percent cut in federal government spending. All this took a big bite out of aggregate demand and
economic growth.In Europe the turn toward austerity was even more dramatic. In Greece, where
spending was out of control, a major dose of austerity was clearly required. But the adjustment
program on which the country embarked starting in 2010 under the watchful eyes of the
European Commission, the European Central Bank, and the International Monetary Fund was
unprecedented in scope and severity. It required the Greek government to reduce spending and
raise taxes by an extraordinary 11 percent of GDP over three years—in effect, to eliminate more
than a tenth of all spending in the Greek economy. The euro area as a whole cut budget deficits
modestly in 2011 and then sharply in 2012, despite the fact that it was back in recession and
other forms of spending were stagnant. Even the United Kingdom, which had the flexibility
afforded by a national currency and a national central bank, embarked on an ambitious program
of fiscal consolidation, cutting government spending and raising taxes by a cumulative 5 percent
of GDP.Central banks, having taken a variety of exceptional steps in the crisis, were similarly
anxious to resume business as usual. The Fed undertook three rounds of quantitative easing—
multimonth purchases of treasury bonds and mortgage-backed securities—but hesitated to
ramp up those purchases further despite an inflation rate that repeatedly undershot its 2 percent
target and growth that continued to disappoint. Talk of tapering those purchases in the spring
and summer of 2013 led to sharply higher interest rates. This was not medicine one would
prescribe for an economy struggling to grow by 2 percent.And if the Fed was reluctant to do
more, the ECB was anxious to do less. In 2010 it prematurely concluded that recovery was at
hand and started phasing out its nonstandard measures. In the spring and summer of 2011 it
raised interest rates twice. Anyone seeking to understand why the European economy failed to
recover and instead dipped a second time need look no further.What lessons, historical or
otherwise, informed this extraordinary turn of events? For central banks there was, as always,
deeply ingrained fear of inflation. The fear was nowhere deeper than in Germany, given
memories of hyperinflation in 1923. German fear now translated into European policy, given the
Bundesbank-like structure of the ECB and the desire of its French president, Jean-Claude
Trichet, to demonstrate that he was as dedicated an inflation fighter as any German.The United
States did not experience hyperinflation in the 1920s, nor at any other time, but this did not
prevent overwrought commentators from warning that Weimar was right around the corner. The
lessons of the 1930s—that when the economy is in near-depression conditions with interest
rates at zero and ample excess capacity, the central bank can expand its balance sheet without
igniting inflation—were lost from view. Sophisticated central bankers, like Chairman Bernanke
and at least some of his colleagues on the Federal Open Market Committee, knew better. But
there is no doubt they were influenced by the criticism. The more hysterical the commentary, the
more loudly Congress accused the Fed of debasing the currency, and the more Fed governors
then feared for their independence. This rendered them anxious to start shrinking the Fed’s
balance sheet toward a normal level before there was anything resembling a normal



economy.This criticism was more intense to the extent that unconventional policies had gotten
central bankers into places they didn’t belong, such as the market for mortgage-backed
securities. The longer the Fed continued to purchase mortgage-backed securities—and it
continued into 2014—the more the institution’s critics complained that policy was setting the
stage for another housing bubble, and ultimately another crash. This fear became a totem for the
worry that low interest rates were encouraging excessive risk taking. This, of course, was
precisely the same concern over moral hazard that contributed to the disastrous decision not to
rescue Lehman Brothers.In the case of the ECB, the moral-hazard worry centered not on
markets but on politicians. For the central bank to do more to support growth would just relieve
the pressure on governments, allowing excesses to persist, reforms to lag, and risks to
accumulate. The ECB permitted itself to be backed into a corner where it was the enforcer of
fiscal consolidation and structural reform. In its role as enforcer, economic growth became the
enemy.In the case of fiscal policy, the argument for continued stimulus was weakened by its
failure to deliver everything promised, whether because politicians were prone to overpromising
or because the shock to the economy was even worse than was understood at the time. There
was the failure to distinguish how bad conditions were from how much worse they would have
been without the policy. There was the failure to distinguish the need for medium-term
consolidation from the need to support demand in the short run. There was the failure to
distinguish the case for fiscal consolidation in countries with gaping deficits and debts, like
Greece, from the situation of countries with the space to do more, like Germany and the United
States. Thus a range of factors came together. The one thing they had in common was
failure.Much may have been learned about the case for fiscal stimulus from John Maynard
Keynes and other scholars whose work was stimulated by the Great Depression, but equally
much was forgotten. Where Keynes relied mainly on narrative methods, his followers used
mathematics to verify their intuitions. Eventually those mathematics took on a life of their own.
Latter-day academics embraced models of representative, rational, forward-looking agents in
part for their tractability, in part for their elegance. In models of rational agents efficiently
maximizing everything, little can go wrong unless government makes it go wrong. This modeling
mind-set pointed to government meddling as the cause of the crisis and slow recovery alike.
Interference by the government-sponsored entities Freddie Mac and Fannie Mae had been
responsible for the excesses in the mortgage market that precipitated the crisis, just as
uncertainty about government policy was the explanation for the slow recovery.It must similarly
be, the intuition followed, that fiscal stimulus, as yet another form of government meddling, could
do no good. Economists advancing these ideas invoked models in which households, knowing
that additional deficit spending now would have to be paid for by higher taxes later, reduce their
spending accordingly.5 This logic suggested that the effects of temporary fiscal stimulus might
be less than promised by their Keynesian proponents. But not even these models implied that
temporary stimulus would have no effects.6 Still, freshwater economists (so called because of
their tendency to cluster around the Great Lakes) were quick to leap to this conclusion. George



Bernard Shaw’s aphorism that you can lay all the economists end to end and they still can’t
reach a conclusion was nowhere more apposite. This inability to agree on even the most basic
tenets of economic policy undermined the intellectual case for an effective response.In much of
Europe, in any case, Keynesian theorizing never took hold. The out-of-control budgets and
inflation of Weimar left German economists skeptical of deficit spending and led them to argue
instead that government should focus on strengthening contract enforcement and fostering
competition.7 This was a more sophisticated position than the “government bad, private sector
good” message that bubbled up from the Great Lakes. But it too sat uneasily with the case for
stimulus spending and encouraged an early shift to austerity.If theory of dubious relevance
played a role in this policy shift, then so did empirical analysis of dubious generality. Two
American economists presented evidence that growth tends to slow when public debt reaches
90 percent of GDP.8 No one disputed that heavy debts weigh on economic growth, but the idea
that 90 percent was a trip wire where performance deteriorates sharply was quickly challenged.
Yet the fact that US and British public debts were approaching this red line and that the
Eurozone’s debt/GDP ratio exceeded it made it expedient to cite the assertion in support of a
quick turn to austerity. What he mischaracterized as the “90 percent rule” was invoked by
European Commissioner for Economic and Monetary Affairs Olli Rehn, for example, when
justifying the policies of the European Union.Two Italian economists meanwhile presented
evidence that austerity, especially if resulting from public spending cuts rather than tax
increases, could have contra-Keynesian expansionary effects.9 Such results were plausible for
an economy like Italy in the 1980s and 1990s, with enormous debts, high interest rates, and
heavy taxes. In these circumstances, public spending cuts could bolster confidence, and those
confidence effects could boost investment. But however plausible such predictions for Italy, they
were not plausible for countries with lower debts. They were not plausible when interest rates
were near zero. They were not plausible when the country in question, as a member of the
Eurozone, lacked a national currency to devalue and could not readily substitute exports for
domestic demand. And they were not plausible when the entire collection of advanced
economies was depressed, leaving no one to export to.This did not, however, prevent the
doctrine of expansionary fiscal consolidation from being embraced in all its spurious generality
by Congressman Paul Ryan, the self-appointed deficit expert in the US House of
Representatives. It did not prevent it from being invoked by EU finance ministers in their
postsummit press conferences and communiqués. The idea that fiscal consolidation could be
expansionary allowed politicians to argue that austerity could be all gain and no pain. That the
reality turned out to be different was a rude shock except for those for whom the pain and gain
were not the issue but austerity in and of itself was the objective.The most powerful factor of all
in this turn to austerity was surely that policy makers prevented the worst. They avoided another
Great Depression. They could declare the emergency over. They could therefore heed the call
for an early return to normal policies. There is no little irony in how their very success in
preventing a 1930s-like economic collapse led to their failure to support a more vigorous



recovery.And what was true of macroeconomic policy was true equally of financial reform. In the
United States, the Great Depression led to the Glass-Steagall Act, separating commercial
banking from investment banking. It led to the creation of a Securities and Exchange
Commission to rein in financial excesses. There were calls now for a new Glass-Steagall, the
earlier act having been laid to rest in 1999, but there was nothing remotely resembling such far-
reaching regulatory reform. The Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 contained some modestly useful measures, from limits on speculative trading by financial
institutions to creation of a Consumer Financial Protection Bureau. But the big banks were not
broken up. Rhetoric to the contrary, little was done about the problem of too-big-to-fail. There
was nothing approaching the fundamental redrawing of the financial landscape that resulted
from Glass-Steagall’s sharp separation of commercial banking, securities underwriting, and
insurance services.The fundamental explanation for the difference is again the success of policy
makers in preventing the worst. In the 1930s, the depth of the Depression and the collapse of
banks and securities markets wholly discredited the prevailing financial regime. Now, in contrast,
depression and financial collapse were avoided, if barely. This fostered the belief that the flaws
of the prevailing system were less. It weakened the argument for radical action. It took the wind
out of the reformers’ sails. And it allowed petty disagreements among politicians to slow the
reform effort. Success thus became the mother of failure.But whatever challenges America
faced in getting its political parties to agree on regulatory reform paled in comparison with the
challenge in Europe. Where reform in the United States required a modicum of agreement
between the two parties, progress in the EU required agreement among twenty-seven
governments. To be sure, though all governments were equal, some, like Germany’s, were more
equal than others. But even in this Orwellian Europe, small countries could cause trouble if they
refused to go along, as Finland did when asked to aid Spain through EU’s rescue fund, the
European Stability Mechanism. Reform might require agreement by countries both inside and
outside the Eurozone, as in the case of measures to limit bankers’ bonuses, which were stymied
when the UK took the EU to the European Court of Justice over pay and bonus
regulation.Nothing more epitomized these difficulties than the fight over banking union. With the
creation of the euro, banks throughout Europe became even more tightly connected. But those
banks and their national regulators failed to take into account the impact of their actions on
neighboring banks and countries. The lesson of the crisis was that a single currency and single
financial market but twenty-seven separate national bank regulators was madness. The solution
was a single supervisor, a single deposit insurance scheme, and a single resolution mechanism
for bad banks. Banking union in its fullness was seen as critical for restoring confidence in EU
institutions.In the summer of 2012, at the height of the crisis, European leaders agreed to
establish this banking union. They agreed to create a single supervisor to monitor the banks. But
then the process bogged down. Countries with strong banking systems hesitated to delegate
supervision to a centralized authority. Others complained that their banks and depositors would
be paying into a common insurance fund to bail out countries with poorly run financial



institutions. Still others objected that their taxpayers would be on the hook when it came to
funding the common resolution authority. The one thing these three groups had in common was,
well, Germany, whose chancellor, Angela Merkel, demanded revisions of the EU’s treaties to
specify how these mechanisms would work, and how they would be financed. But treaty revision
was somewhere other governments hesitated to go, since it required the assent of parliaments,
and in some cases public referenda, in the course of which the EU’s most basic understandings
could be cast into doubt.European leaders therefore agreed to half a loaf. They would proceed
with the single supervisor but limit its oversight to Europe’s 130 biggest banks, while leaving the
single deposit insurance scheme and resolution mechanism to later.10This reflected the
difficulty of decision making in a European Union of twenty-seven countries. But it also reflected
that the EU did just enough to hold its monetary union together. Through emergency loans and
creation of an ECB facility to buy the bonds of troubled governments, it did just enough to
prevent the euro system from falling apart. This success in turn limited the urgency of
proceeding with banking union. This success too became the mother of failure.That Europe did
just enough to hold its monetary union together and that the euro did not go the way of the gold
standard in the 1930s were, for many, among the great surprises of the crisis. In the late 1920s,
the gold standard was seen as the guarantor of economic and financial stability, because the
decade when it was in abeyance, from 1914 through 1924, had been marked by anything but. It
turned out, however, that the gold standard as reconstructed after World War I was neither
durable nor stable. Rather than preventing the 1931 financial crisis, it contributed to its
development, first by creating a misapprehension of stability that encouraged large amounts of
credit to flow toward countries ill equipped to handle it, and then by hamstringing the ability of
governments to respond. The results were bank runs and balance-of-payments crises, as
investors came to doubt the capacity of the authorities to defend their banks and currencies.
Freeing themselves from the gold standard then enabled countries to regain control of their
economic destinies. It allowed them to print money where money was scarce. It allowed them to
support their banking systems. It allowed them to take other steps to end the Depression.The
architects of the euro were aware of this history. It resonated even more powerfully given that
they experienced something similar in 1992–93 with the collapse of the Exchange Rate
Mechanism through which European currencies were tied together like a string of mountain
climbers. They therefore set out to make their new monetary arrangement stronger. It would be
based on a single currency, not on pegged rates between separate national currencies.
Devaluation of national currencies would not be possible because countries would no longer
have national currencies to devalue. This euro system would be regulated not by national central
banks but by a supranational authority, the ECB.Importantly, the treaty establishing the monetary
union would make no provision for exit. It was possible in the 1930s for a country to abandon the
gold standard by a unilateral act of its national legislature or parliament. Abandoning the euro, in
contrast, would abrogate a treaty obligation and jeopardize a country’s good standing with its EU
partners.But while avoiding some of the problems of the gold standard, the euro’s architects



courted others. By creating the mirage of stability, the euro system set in motion large capital
flows toward Southern European countries ill equipped to handle them, like those of the 1920s.
When those flows reversed direction, the inability of national central banks to print money and
national governments to borrow it consigned economies to deep recession, as in the 1930s.
Pressure mounted to do something. Support for governments that failed to do so began to
dissolve. Increasingly it was predicted that the euro would go the way of the gold standard;
governments in distressed countries would abandon it. And if they hesitated, they would be
replaced by other governments and leaders prepared to act. In the worst case, democracy itself
might be placed at risk.This, it turned out, was a misreading of the lessons of history. In the
1930s, when governments abandoned the gold standard, international trade and lending had
already collapsed. This time European countries did just enough to avoid that fate. Hence the
euro had to be defended in order to preserve the Single Market and intra-European trade and
payments. In the 1930s, political solidarity was another early casualty of the Depression.
Notwithstanding the strains of the crisis, governments this time continued to consult and
collaborate, with help from international institutions stronger and better developed than those of
the 1930s. EU countries in a strong economic and financial position provided loans to their weak
European partners. Those loans could have been larger, but they were still large by the
standards of the 1930s.Finally, the crisis of democracy forecast by those anticipating the euro’s
collapse failed to materialize. There were demonstrations, including violent demonstrations.
Governments fell. But democracy survived, unlike the 1930s. Here the Cassandras of collapse
failed to reckon with the welfare states and social safety nets constructed in response to the
Depression. Even where unemployment exceeded 25 percent, as it did in the worst-affected
parts of Europe, overt distress was less. This weakened the political backlash. It limited the
pressure to abandon the prevailing system.That the experience of the Great Depression
importantly shaped perceptions and reactions to the Great Recession is a commonplace. But
understanding just how that history was used—and misused—requires one to look more closely
not just at the Depression but also at the developments leading up to it. This in turn means
starting at the start, namely, in 1920.IntroductionTHIS IS A book about financial crises. It is about
the events that bring them about. It is about why governments and markets respond as they do.
And it is about the consequences.It is about the Great Recession of 2008–09 and the Great
Depression of 1929–1933, the two great financial crises of our age. That there are parallels
between these episodes is well known, not least in policy circles. Many commentators have
noted how conventional wisdom about the earlier episode, what is referred to as “the lessons of
the Great Depression,” shaped the response to the events of 2008–09. Because those events so
conspicuously resembled the 1930s, that earlier episode provided an obvious lens through
which to view them. The tendency to view the crisis from the perspective of the 1930s was all the
greater for the fact that key policy makers, from Ben Bernanke, chairman of the Board of
Governors of the Federal Reserve System, to Christina Romer, head of President Barack
Obama’s Council of Economic Advisors, had studied that history in their earlier academic



incarnations.As a result of the lessons policy makers drew, they prevented the worst. After the
failure of Lehman Brothers pushed the global financial system to the brink, they asserted that no
additional systemically significant financial institution would be allowed to fail and then delivered
on that promise. They resisted the beggar-thy-neighbor tariffs and controls that caused the
collapse of international transactions in the 1930s. Governments ramped up public spending
and cut taxes. Central banks flooded financial markets with liquidity and extended credit to one
another in an unprecedented display of solidarity.In doing so, their decisions were powerfully
informed by received wisdom about the mistakes of their predecessors. Governments in the
1930s succumbed to the protectionist temptation. Guided by outdated economic dogma, they
cut public expenditure at the worst possible time and perversely sought to balance budgets
when stimulus spending was needed. It made no difference whether the officials in question
spoke English, like Herbert Hoover, or German, like Heinrich Brüning. Not only did their
measures worsen the slump, but they failed even to restore confidence in the public
finances.Central bankers, for their part, were in thrall to the real bills doctrine, the idea that they
should provide only as much credit as was required for the legitimate needs of business. They
supplied more credit when business was expanding and less when it slumped, accentuating
booms and busts. Neglecting their responsibility for financial stability, they failed to intervene as
lenders of last resort. The result was cascading bank failures, starving business of credit. Prices
were allowed to collapse, rendering debts unmanageable. In their influential monetary history,
Milton Friedman and Anna Schwartz laid the blame for this disaster squarely on the doorstep of
central banks. Inept central bank policy more than any other factor, they concluded, was
responsible for the economic catastrophe of the 1930s.In 2008, heeding the lessons of this
earlier episode, policy makers vowed to do better. If the failure of their predecessors to cut
interest rates and flood financial markets with liquidity had consigned the world to deflation and
depression, then they would respond this time with expansionary monetary and financial
policies. If the failure of their predecessors to stem banking panics had precipitated a financial
collapse, then they would deal decisively with the banks. If efforts to balance budgets had
worsened the earlier slump, then they would apply fiscal stimulus. If the collapse of international
cooperation had aggravated the world’s problems, then they would use personal contacts and
multilateral institutions to ensure that policy was adequately coordinated this time.As a result of
this very different response, unemployment in the United States peaked at 10 percent in 2010.
Though this was still disturbingly high, it was far below the catastrophic 25 percent scaled in the
Great Depression. Failed banks numbered in the hundreds, not the thousands. Financial
dislocations were widespread, but the complete and utter collapse of financial markets seen in
the 1930s was successfully averted.And what was true of the United States was true also of
other countries. Every unhappy country is unhappy in its own way, and there were varying
degrees of economic unhappiness starting in 2008. But, a few ill-starred European countries
notwithstanding, that unhappiness did not rise to the level of the 1930s. Because policy was
better, the decline in output and employment, the social dislocations, and the pain and suffering



were less.Or so it is said.Unfortunately, this happy narrative is too easy. It is hard to square with
the failure to anticipate the risks. Queen Elizabeth II famously posed the question on a visit to the
London School of Economics in 2008: “Why did no one see it coming?” she asked the
assembled experts. Six months later a group of eminent economists sent the queen a letter
apologizing for their “failure of collective imagination.”It is not as if parallels were lacking. The
1920s saw a real estate boom in Florida and in the commercial property markets of the
Northeast and North Central regions of the United States to which early-twenty-first-century
property booms in the United States, Ireland, and Spain bore a strong family resemblance.
There was the sharp increase in stock valuations, reflecting heady expectations of the future
profitability of trendy information-technology companies, Radio Company of America (RCA) in
the 1920s, Apple and Google eighty years later. There was the explosive growth of credit fueling
property and asset-market booms. There was the development of a growing range of what might
politely be called dubious practices in the banking and financial system. There was the role of
the gold standard after 1925 and the euro system after 1999 in amplifying and transmitting
disturbances.Above all, there was the naïve belief that policy had tamed the cycle. In the 1920s
it was said that the world had entered a “New Era” of economic stability with the establishment of
the Federal Reserve System and independent central banks in other countries. The period
leading up to the Great Recession was similarly thought to constitute a “Great Moderation” in
which business cycle volatility was diminished by advances in central banking. Encouraged by
the belief that sharp swings in economic activity were no more, commercial banks used more
leverage. Investors took more risk.One might think that anyone passingly familiar with the Great
Depression would have seen the parallels and their implications. Some warnings there indeed
were, but they were few and less than fully accurate. Robert Shiller of Yale, who had studied
1920s property markets, pointed now to the development of what looked to all appearances like
a full-blown housing bubble. But not even Shiller anticipated the catastrophic consequences of
its collapse. Nouriel Roubini, who had taken at least one course on the history of the Great
Depression in his graduate student days at Harvard, pointed to the risks posed by a gaping US
current account deficit and the accumulation of US dollar debts abroad. But the crisis of which
Roubini warned, namely a dollar crash, was not the crisis that followed.Specialists in the history
and economics of the Great Depression, it should be acknowledged, did no better. And the
economics profession as a whole issued only muted warnings that disaster lay ahead. It bought
into the gospel of the Great Moderation. Policy makers lulled into complacency by self-
satisfaction and positive reinforcement by the markets did nothing to prepare for the impending
calamity.It may be asking too much to expect analysts to forecast financial crises. Crises result
not just from credit booms, asset bubbles, and the wrongheaded belief that financial-market
participants have learned to safely manage risk, but also from contingencies no one can predict,
whether the failure of a consortium of German banks to rescue Danatbank, a German financial
institution, in 1931; or the refusal of the UK Financial Services Authority to allow Barclays to bid
for Lehman Brothers over a fateful weekend in 2008. Financial crises, like World War I, can arise



from the unanticipated repercussions of idiosyncratic decisions taken without full awareness of
their ramifications. They result not just from systemic factors but from human agency—from the
vaulting ambition and questionable scruples of a Rogers Caldwell, who in the 1920s fashioned
himself the J. P. Morgan of the South; or an Adam Applegarth, the sporty, hyperconfident young
banker who launched Northern Rock, a formerly obscure British building society, onto an
unsustainable expansion path. Their actions not only brought down the firms they headed but
undercut the very foundations of the financial system. Similarly, had Benjamin Strong, the über-
competent governor of the Federal Reserve Bank of New York, not passed away in 1928, or
Jean-Claude Trichet not become president of the European Central Bank as the result of a
Franco-German bargain in 1999, the conduct of monetary policy might have been different.
Specifically, it might have been better.It is similarly disturbing in light of the progressive narrative
that policy was not more successful at limiting financial distress, containing the rise in
unemployment, and supporting a vigorous recovery. The subprime mortgage market collapsed
in mid-2007, and the US recession commenced in December of that year. Yet few if any
observers anticipated how severely the financial system would be disrupted. They did not
foresee how badly output and employment would be affected. The Great Depression was first
and foremost a banking and financial crisis, but memories of that experience did not sufficiently
inform and invigorate policy for officials to prevent another banking and financial crisis.It may be
that the very belief that bank failures were the key event transforming a garden-variety recession
into the Great Depression caused policy makers to mistakenly focus on commercial banks at the
expense of the so-called shadow banking system of hedge funds, money market funds, and
commercial paper issuers. The Basel Accord setting capital standards for internationally active
financial institutions focused on commercial banks.1 Regulation generally focused on
commercial banks.Moreover, deposit insurance was limited to commercial banks. Because the
runs by retail depositors that destabilized banks in the 1930s led to creation of federal deposit
insurance, there was the belief that depositor flight was no longer a threat. Everyone had seen
It’s a Wonderful Life and assumed that a modern-day banker would never find himself in George
Bailey’s position. But $100,000 of deposit insurance was cold comfort for businesses whose
balances were many times that large. It did nothing to stabilize banks that did not rely on
deposits but instead borrowed large sums from other banks.Nor did deposit insurance create
confidence in hedge funds, money market funds, and special purpose investment vehicles. It did
nothing to prevent a 1930s-like panic in these new and novel parts of the financial system.
Insofar as the history of the Great Depression was the frame through which policy makers
viewed events, it caused them to overlook how profoundly the financial system had changed. At
the same time that it pointed them to real and present dangers, it allowed them to overlook
others.Specifically, it allowed them to miss the consequences of permitting Lehman Brothers to
fail. Lehman was not a commercial bank; it did not take deposits. It was thus possible to imagine
that its failure might not precipitate a run on other banks like the runs triggered by the failure of
Henry Ford’s Guardian Group of banks in 1933.But this misunderstood the nature of the shadow



banking system. Money market mutual funds held Lehman’s short-term notes. When Lehman
failed, those money funds suffered runs by frightened shareholders. This in turn precipitated
runs by large investors on the money funds’ investment-bank parents. And this then led to the
collapse of already teetering securitization markets.Officials from US Treasury Secretary Henry
Paulson on down would insist that they had lacked the authority to lend to an insolvent institution
like Lehman Brothers, as well as a mechanism to smoothly shut it down. Uncontrolled
bankruptcy was the only option. But it is not as if Lehman’s troubles were a surprise. Regulators
had been watching it ever since the rescue of Bear Stearns, another important member of the
investment-banking fraternity, six months earlier. The failure to endow Treasury and the Fed with
the authority to deal with the insolvency of a nonbank financial institution was the single most
important policy failure of the crisis. In 1932 the Reconstruction Finance Corporation, created to
resolve the country’s banking problems, similarly lacked the authority to inject capital into an
insolvent financial institution, a constraint that was relaxed only when the 1933 crisis hit and
Congress passed the Emergency Banking Act. Chairman Bernanke and others may have been
aware of this history, but any such awareness did not now change the course of events.In part,
this policy failure was informed by the belief, shaped and distorted equally by the lessons of
history, that the consequences of a Lehman Brothers failure could be contained. But it also
reflected officials’ concern with moral hazard—with the idea that more rescues would encourage
more risk taking.2 Owing to their rescue of Bear Stearns, policy makers were already being
raked over the coals for creating moral hazard. Allowing Lehman Brothers to fail was a way of
acknowledging that criticism. Liquidationism—the idea, in the words of President Hoover’s
Treasury Secretary Andrew Mellon, that failure was necessary to “purge the rottenness out of
the system”—may have fallen out of favor owing to its disastrous consequences in the 1930s,
but in this subtler incarnation it was not entirely absent.Finally, policy makers were aware that
any effort to endow Treasury and the Fed with additional powers would be resisted by a
Congress weary of bailouts. It would be opposed by a Republican Party hostile to government
intervention. Ultimately, a full-blown banking and financial crisis would be needed, as in 1933, for
the politicians to act.It was at this point, after Lehman Brothers, that policy makers realized they
were on the verge of another depression. The leaders of the advanced industrial countries
issued their joint statement that no systematically significant financial institution would be
allowed to fail. A reluctant US Congress passed the Troubled Asset Relief Program to aid the
banking and financial system. One after another, governments took steps to provide capital and
liquidity to distressed financial institutions. Massive programs of fiscal stimulus were unveiled.
Central banks flooded financial markets with liquidity.Yet the results of these policy initiatives
were decidedly less than triumphal. Postcrisis recovery in the United States was lethargic; it
disappointed by any measure. Europe did even worse, experiencing a double-dip recession and
renewed crisis starting in 2010. This was not the successful stabilization and vigorous recovery
promised by those who had learned the lessons of history.Some argued that recovery from a
downturn caused by a financial crisis is necessarily slower than recovery from a garden-variety



recession.3 Growth is slowed by the damage to the financial system. Banks, anxious to repair
their balance sheets, hesitate to lend. Households and firms, having accumulated unsustainably
heavy debts, restrain their spending as they attempt to reduce that debt to a manageable
level.But working in the other direction is the fact that government can step up. It can lend when
banks don’t. It can substitute its spending for that of households and firms. It can provide liquidity
without risking inflation given the slack in the economy. It can run budget deficits without creating
debt problems, given the low interest rates prevailing in subdued economic conditions.And it can
keep doing so until households, banks, and firms are ready to resume business as usual.
Between 1933 and 1937, real GDP in the United States grew at an annual rate of 8 percent,
even though government did only passably well at these tasks. Between 2010 and 2013, by
comparison, GDP growth averaged just 2 percent. This is not to suggest that growth after 2009
could have been four times as fast. How fast you can rise depends also on how far you fall in the
preceding period. Still, the US and world economies could have done better.Why they didn’t is
no mystery. Starting in 2010 the United States and Europe took a hard right turn toward austerity.
Spending under the American Recovery and Reinvestment Act, Obama’s stimulus program,
peaked in fiscal year 2010 before heading steadily downward. In the summer of 2011 the
Obama administration and Congress then agreed to $1.2 trillion of spending cuts.4 In 2013
came expiry of the Bush tax cuts for top incomes, the end of the reduction in employee
contributions to the Social Security Trust Fund, and the Sequester, the across-the-board 8½
percent cut in federal government spending. All this took a big bite out of aggregate demand and
economic growth.In Europe the turn toward austerity was even more dramatic. In Greece, where
spending was out of control, a major dose of austerity was clearly required. But the adjustment
program on which the country embarked starting in 2010 under the watchful eyes of the
European Commission, the European Central Bank, and the International Monetary Fund was
unprecedented in scope and severity. It required the Greek government to reduce spending and
raise taxes by an extraordinary 11 percent of GDP over three years—in effect, to eliminate more
than a tenth of all spending in the Greek economy. The euro area as a whole cut budget deficits
modestly in 2011 and then sharply in 2012, despite the fact that it was back in recession and
other forms of spending were stagnant. Even the United Kingdom, which had the flexibility
afforded by a national currency and a national central bank, embarked on an ambitious program
of fiscal consolidation, cutting government spending and raising taxes by a cumulative 5 percent
of GDP.Central banks, having taken a variety of exceptional steps in the crisis, were similarly
anxious to resume business as usual. The Fed undertook three rounds of quantitative easing—
multimonth purchases of treasury bonds and mortgage-backed securities—but hesitated to
ramp up those purchases further despite an inflation rate that repeatedly undershot its 2 percent
target and growth that continued to disappoint. Talk of tapering those purchases in the spring
and summer of 2013 led to sharply higher interest rates. This was not medicine one would
prescribe for an economy struggling to grow by 2 percent.And if the Fed was reluctant to do
more, the ECB was anxious to do less. In 2010 it prematurely concluded that recovery was at



hand and started phasing out its nonstandard measures. In the spring and summer of 2011 it
raised interest rates twice. Anyone seeking to understand why the European economy failed to
recover and instead dipped a second time need look no further.What lessons, historical or
otherwise, informed this extraordinary turn of events? For central banks there was, as always,
deeply ingrained fear of inflation. The fear was nowhere deeper than in Germany, given
memories of hyperinflation in 1923. German fear now translated into European policy, given the
Bundesbank-like structure of the ECB and the desire of its French president, Jean-Claude
Trichet, to demonstrate that he was as dedicated an inflation fighter as any German.The United
States did not experience hyperinflation in the 1920s, nor at any other time, but this did not
prevent overwrought commentators from warning that Weimar was right around the corner. The
lessons of the 1930s—that when the economy is in near-depression conditions with interest
rates at zero and ample excess capacity, the central bank can expand its balance sheet without
igniting inflation—were lost from view. Sophisticated central bankers, like Chairman Bernanke
and at least some of his colleagues on the Federal Open Market Committee, knew better. But
there is no doubt they were influenced by the criticism. The more hysterical the commentary, the
more loudly Congress accused the Fed of debasing the currency, and the more Fed governors
then feared for their independence. This rendered them anxious to start shrinking the Fed’s
balance sheet toward a normal level before there was anything resembling a normal
economy.This criticism was more intense to the extent that unconventional policies had gotten
central bankers into places they didn’t belong, such as the market for mortgage-backed
securities. The longer the Fed continued to purchase mortgage-backed securities—and it
continued into 2014—the more the institution’s critics complained that policy was setting the
stage for another housing bubble, and ultimately another crash. This fear became a totem for the
worry that low interest rates were encouraging excessive risk taking. This, of course, was
precisely the same concern over moral hazard that contributed to the disastrous decision not to
rescue Lehman Brothers.In the case of the ECB, the moral-hazard worry centered not on
markets but on politicians. For the central bank to do more to support growth would just relieve
the pressure on governments, allowing excesses to persist, reforms to lag, and risks to
accumulate. The ECB permitted itself to be backed into a corner where it was the enforcer of
fiscal consolidation and structural reform. In its role as enforcer, economic growth became the
enemy.In the case of fiscal policy, the argument for continued stimulus was weakened by its
failure to deliver everything promised, whether because politicians were prone to overpromising
or because the shock to the economy was even worse than was understood at the time. There
was the failure to distinguish how bad conditions were from how much worse they would have
been without the policy. There was the failure to distinguish the need for medium-term
consolidation from the need to support demand in the short run. There was the failure to
distinguish the case for fiscal consolidation in countries with gaping deficits and debts, like
Greece, from the situation of countries with the space to do more, like Germany and the United
States. Thus a range of factors came together. The one thing they had in common was



failure.Much may have been learned about the case for fiscal stimulus from John Maynard
Keynes and other scholars whose work was stimulated by the Great Depression, but equally
much was forgotten. Where Keynes relied mainly on narrative methods, his followers used
mathematics to verify their intuitions. Eventually those mathematics took on a life of their own.
Latter-day academics embraced models of representative, rational, forward-looking agents in
part for their tractability, in part for their elegance. In models of rational agents efficiently
maximizing everything, little can go wrong unless government makes it go wrong. This modeling
mind-set pointed to government meddling as the cause of the crisis and slow recovery alike.
Interference by the government-sponsored entities Freddie Mac and Fannie Mae had been
responsible for the excesses in the mortgage market that precipitated the crisis, just as
uncertainty about government policy was the explanation for the slow recovery.It must similarly
be, the intuition followed, that fiscal stimulus, as yet another form of government meddling, could
do no good. Economists advancing these ideas invoked models in which households, knowing
that additional deficit spending now would have to be paid for by higher taxes later, reduce their
spending accordingly.5 This logic suggested that the effects of temporary fiscal stimulus might
be less than promised by their Keynesian proponents. But not even these models implied that
temporary stimulus would have no effects.6 Still, freshwater economists (so called because of
their tendency to cluster around the Great Lakes) were quick to leap to this conclusion. George
Bernard Shaw’s aphorism that you can lay all the economists end to end and they still can’t
reach a conclusion was nowhere more apposite. This inability to agree on even the most basic
tenets of economic policy undermined the intellectual case for an effective response.In much of
Europe, in any case, Keynesian theorizing never took hold. The out-of-control budgets and
inflation of Weimar left German economists skeptical of deficit spending and led them to argue
instead that government should focus on strengthening contract enforcement and fostering
competition.7 This was a more sophisticated position than the “government bad, private sector
good” message that bubbled up from the Great Lakes. But it too sat uneasily with the case for
stimulus spending and encouraged an early shift to austerity.If theory of dubious relevance
played a role in this policy shift, then so did empirical analysis of dubious generality. Two
American economists presented evidence that growth tends to slow when public debt reaches
90 percent of GDP.8 No one disputed that heavy debts weigh on economic growth, but the idea
that 90 percent was a trip wire where performance deteriorates sharply was quickly challenged.
Yet the fact that US and British public debts were approaching this red line and that the
Eurozone’s debt/GDP ratio exceeded it made it expedient to cite the assertion in support of a
quick turn to austerity. What he mischaracterized as the “90 percent rule” was invoked by
European Commissioner for Economic and Monetary Affairs Olli Rehn, for example, when
justifying the policies of the European Union.Two Italian economists meanwhile presented
evidence that austerity, especially if resulting from public spending cuts rather than tax
increases, could have contra-Keynesian expansionary effects.9 Such results were plausible for
an economy like Italy in the 1980s and 1990s, with enormous debts, high interest rates, and



heavy taxes. In these circumstances, public spending cuts could bolster confidence, and those
confidence effects could boost investment. But however plausible such predictions for Italy, they
were not plausible for countries with lower debts. They were not plausible when interest rates
were near zero. They were not plausible when the country in question, as a member of the
Eurozone, lacked a national currency to devalue and could not readily substitute exports for
domestic demand. And they were not plausible when the entire collection of advanced
economies was depressed, leaving no one to export to.This did not, however, prevent the
doctrine of expansionary fiscal consolidation from being embraced in all its spurious generality
by Congressman Paul Ryan, the self-appointed deficit expert in the US House of
Representatives. It did not prevent it from being invoked by EU finance ministers in their
postsummit press conferences and communiqués. The idea that fiscal consolidation could be
expansionary allowed politicians to argue that austerity could be all gain and no pain. That the
reality turned out to be different was a rude shock except for those for whom the pain and gain
were not the issue but austerity in and of itself was the objective.The most powerful factor of all
in this turn to austerity was surely that policy makers prevented the worst. They avoided another
Great Depression. They could declare the emergency over. They could therefore heed the call
for an early return to normal policies. There is no little irony in how their very success in
preventing a 1930s-like economic collapse led to their failure to support a more vigorous
recovery.And what was true of macroeconomic policy was true equally of financial reform. In the
United States, the Great Depression led to the Glass-Steagall Act, separating commercial
banking from investment banking. It led to the creation of a Securities and Exchange
Commission to rein in financial excesses. There were calls now for a new Glass-Steagall, the
earlier act having been laid to rest in 1999, but there was nothing remotely resembling such far-
reaching regulatory reform. The Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 contained some modestly useful measures, from limits on speculative trading by financial
institutions to creation of a Consumer Financial Protection Bureau. But the big banks were not
broken up. Rhetoric to the contrary, little was done about the problem of too-big-to-fail. There
was nothing approaching the fundamental redrawing of the financial landscape that resulted
from Glass-Steagall’s sharp separation of commercial banking, securities underwriting, and
insurance services.The fundamental explanation for the difference is again the success of policy
makers in preventing the worst. In the 1930s, the depth of the Depression and the collapse of
banks and securities markets wholly discredited the prevailing financial regime. Now, in contrast,
depression and financial collapse were avoided, if barely. This fostered the belief that the flaws
of the prevailing system were less. It weakened the argument for radical action. It took the wind
out of the reformers’ sails. And it allowed petty disagreements among politicians to slow the
reform effort. Success thus became the mother of failure.But whatever challenges America
faced in getting its political parties to agree on regulatory reform paled in comparison with the
challenge in Europe. Where reform in the United States required a modicum of agreement
between the two parties, progress in the EU required agreement among twenty-seven



governments. To be sure, though all governments were equal, some, like Germany’s, were more
equal than others. But even in this Orwellian Europe, small countries could cause trouble if they
refused to go along, as Finland did when asked to aid Spain through EU’s rescue fund, the
European Stability Mechanism. Reform might require agreement by countries both inside and
outside the Eurozone, as in the case of measures to limit bankers’ bonuses, which were stymied
when the UK took the EU to the European Court of Justice over pay and bonus
regulation.Nothing more epitomized these difficulties than the fight over banking union. With the
creation of the euro, banks throughout Europe became even more tightly connected. But those
banks and their national regulators failed to take into account the impact of their actions on
neighboring banks and countries. The lesson of the crisis was that a single currency and single
financial market but twenty-seven separate national bank regulators was madness. The solution
was a single supervisor, a single deposit insurance scheme, and a single resolution mechanism
for bad banks. Banking union in its fullness was seen as critical for restoring confidence in EU
institutions.In the summer of 2012, at the height of the crisis, European leaders agreed to
establish this banking union. They agreed to create a single supervisor to monitor the banks. But
then the process bogged down. Countries with strong banking systems hesitated to delegate
supervision to a centralized authority. Others complained that their banks and depositors would
be paying into a common insurance fund to bail out countries with poorly run financial
institutions. Still others objected that their taxpayers would be on the hook when it came to
funding the common resolution authority. The one thing these three groups had in common was,
well, Germany, whose chancellor, Angela Merkel, demanded revisions of the EU’s treaties to
specify how these mechanisms would work, and how they would be financed. But treaty revision
was somewhere other governments hesitated to go, since it required the assent of parliaments,
and in some cases public referenda, in the course of which the EU’s most basic understandings
could be cast into doubt.European leaders therefore agreed to half a loaf. They would proceed
with the single supervisor but limit its oversight to Europe’s 130 biggest banks, while leaving the
single deposit insurance scheme and resolution mechanism to later.10This reflected the
difficulty of decision making in a European Union of twenty-seven countries. But it also reflected
that the EU did just enough to hold its monetary union together. Through emergency loans and
creation of an ECB facility to buy the bonds of troubled governments, it did just enough to
prevent the euro system from falling apart. This success in turn limited the urgency of
proceeding with banking union. This success too became the mother of failure.That Europe did
just enough to hold its monetary union together and that the euro did not go the way of the gold
standard in the 1930s were, for many, among the great surprises of the crisis. In the late 1920s,
the gold standard was seen as the guarantor of economic and financial stability, because the
decade when it was in abeyance, from 1914 through 1924, had been marked by anything but. It
turned out, however, that the gold standard as reconstructed after World War I was neither
durable nor stable. Rather than preventing the 1931 financial crisis, it contributed to its
development, first by creating a misapprehension of stability that encouraged large amounts of



credit to flow toward countries ill equipped to handle it, and then by hamstringing the ability of
governments to respond. The results were bank runs and balance-of-payments crises, as
investors came to doubt the capacity of the authorities to defend their banks and currencies.
Freeing themselves from the gold standard then enabled countries to regain control of their
economic destinies. It allowed them to print money where money was scarce. It allowed them to
support their banking systems. It allowed them to take other steps to end the Depression.The
architects of the euro were aware of this history. It resonated even more powerfully given that
they experienced something similar in 1992–93 with the collapse of the Exchange Rate
Mechanism through which European currencies were tied together like a string of mountain
climbers. They therefore set out to make their new monetary arrangement stronger. It would be
based on a single currency, not on pegged rates between separate national currencies.
Devaluation of national currencies would not be possible because countries would no longer
have national currencies to devalue. This euro system would be regulated not by national central
banks but by a supranational authority, the ECB.Importantly, the treaty establishing the monetary
union would make no provision for exit. It was possible in the 1930s for a country to abandon the
gold standard by a unilateral act of its national legislature or parliament. Abandoning the euro, in
contrast, would abrogate a treaty obligation and jeopardize a country’s good standing with its EU
partners.But while avoiding some of the problems of the gold standard, the euro’s architects
courted others. By creating the mirage of stability, the euro system set in motion large capital
flows toward Southern European countries ill equipped to handle them, like those of the 1920s.
When those flows reversed direction, the inability of national central banks to print money and
national governments to borrow it consigned economies to deep recession, as in the 1930s.
Pressure mounted to do something. Support for governments that failed to do so began to
dissolve. Increasingly it was predicted that the euro would go the way of the gold standard;
governments in distressed countries would abandon it. And if they hesitated, they would be
replaced by other governments and leaders prepared to act. In the worst case, democracy itself
might be placed at risk.This, it turned out, was a misreading of the lessons of history. In the
1930s, when governments abandoned the gold standard, international trade and lending had
already collapsed. This time European countries did just enough to avoid that fate. Hence the
euro had to be defended in order to preserve the Single Market and intra-European trade and
payments. In the 1930s, political solidarity was another early casualty of the Depression.
Notwithstanding the strains of the crisis, governments this time continued to consult and
collaborate, with help from international institutions stronger and better developed than those of
the 1930s. EU countries in a strong economic and financial position provided loans to their weak
European partners. Those loans could have been larger, but they were still large by the
standards of the 1930s.Finally, the crisis of democracy forecast by those anticipating the euro’s
collapse failed to materialize. There were demonstrations, including violent demonstrations.
Governments fell. But democracy survived, unlike the 1930s. Here the Cassandras of collapse
failed to reckon with the welfare states and social safety nets constructed in response to the



Depression. Even where unemployment exceeded 25 percent, as it did in the worst-affected
parts of Europe, overt distress was less. This weakened the political backlash. It limited the
pressure to abandon the prevailing system.That the experience of the Great Depression
importantly shaped perceptions and reactions to the Great Recession is a commonplace. But
understanding just how that history was used—and misused—requires one to look more closely
not just at the Depression but also at the developments leading up to it. This in turn means
starting at the start, namely, in 1920.PART I | The Best of TimesPART I | The Best of
TimesCHAPTER 1 | New Age EconomicsAT FIVE FOOT four and with a round face, Charles
Ponzi hardly cut an imposing figure. Having arrived in the United States at the age of twenty-one
from Parma, Italy, he did not speak English with the authority of a patrician American financier.
But if small in stature, Ponzi would loom large in the literature on financial crises. In time, “Ponzi
scheme” would become an indelible part of the lexicon of financial instability, surpassing even
the likes of “Greenspan put” and “Lehman Brothers moment.”Ponzi made his name, as it were,
with a scheme to arbitrage the market in international postal reply coupons. These instruments
were introduced in 1906 by agreement at the Universal Postal Union Congress, held,
auspiciously, in Italy. They were intended as a vehicle for sending funds abroad, enabling the
recipient to buy stamps and post a reply.The 1906 congress was convened in the gold standard
era, when exchange rates were locked. Delegates thus had no way of anticipating the
complications that suspension of the gold standard could create for their agreement. But with
the outbreak of the World War, governments embargoed gold exports. Buying gold where it was
cheap and selling it where it was dear had been the mechanism through which exchange rates
were held stable. With the embargoes, which effectively suspended gold market transactions,
currencies began fluctuating against one another.Among the unanticipated consequences were
those for the postal coupon agreement. The United States was the only belligerent whose
currency maintained its value against gold during and after the war. European currencies
depreciated against the dollar as governments printed money to finance military outlays, a trend
only partially reversed with the armistice. As a result, postal reply coupons purchased abroad
using European currencies could buy more than their cost in stamps in the United States. In
1919, sensing an opportunity, Ponzi borrowed money from business associates, which he sent
to Italian contacts with instructions to purchase postal reply coupons and forward them to him in
Boston.Why Ponzi was uniquely able to detect this opportunity is, to put it mildly, unclear. Not
surprisingly, the appearance of substantial profits was an illusion. Ponzi’s contacts could
assemble only a limited number of coupons, and even then, completing the transaction took
time, during which funds devoted to the project were tied up.And time was not something Ponzi
possessed in abundance, since he had promised to double his investors’ money in ninety days.
To pay those dividends, he was forced to employ the capital obtained from new subscriptions,
leaving no funds for the postal coupon arbitrage motivating the scheme. This in turn made it
essential to attract additional investors, which Ponzi did by incorporating as the impressive-
sounding Securities Exchange Company and hiring a phalanx of salesmen. The scheme



collapsed in August 1920 with publication of a Boston Post exposé penned by William
McMasters—a journalist Ponzi had hired to generate publicity for his operation.1That Ponzi’s
promise to double his investors’ money in ninety days had not raised red flags says something
about the readiness of investors to suspend disbelief in the intoxicating financial atmosphere of
the 1920s. One can’t help but think of the inability of investors in the equally heady 2000s to see
through the ability of Bernie Madoff to generate supernormal profits with barely a fluctuation year
after year after year.Indicted for mail fraud, Ponzi pled guilty and was sentenced to three and a
half years in federal prison. The investing public of New England, however, was not so easily
assuaged. While still in prison, Ponzi was indicted by the State of Massachusetts on twenty-two
charges of larceny. The now impecunious defendant served as his own attorney, more than
capably at first. But as one trial followed another, he grew fatigued. Where the first jury acquitted,
the second deadlocked, and the third found the defendant guilty. Freed on bail, Ponzi fled to the
remote backwaters of Florida, where he began doing business under an assumed name.In
1925, doing business in Florida meant transacting in real estate. Ponzi transformed himself into
the promoter of a subdivision near Jacksonville. “Near” in this case meant sixty-five miles west of
the city, where Ponzi set about developing (if one is permitted elastic use of the word) an
expanse of scrubland covered with palmetto, weeds, and the occasional oak. Subdividing meant
driving stakes into the ground to help owners identify their homestead. Once lots were staked, at
an ambitious twenty-three per acre, they were offered at $10 apiece.The capital needed to
purchase, survey, and subdivide the land was provided by investors in Ponzi’s Charpon (Charles
Ponzi) Land Corporation. Subscribers were promised $30 for each $10 investment in sixty days,
an even more impressive return than in the earlier postal coupon operation. This of course was
nothing but another pyramid scheme in which early investors were paid with cash obtained from
the proceeds of selling shares to new investors. It didn’t take long for the fraud to be detected or
for the perpetrator’s identity to be revealed. Ponzi was indicted for violating Florida statutes
regarding trusts, tried, and again found guilty by a jury of his peers.2That Ponzi, on reaching
Florida, found a home in the real estate business was no coincidence, Florida being in the midst
of a property boom the likes of which the United States had never seen.The country had
experienced real estate booms and busts before, but these had centered on farmland. This was
its first urban, or more precisely suburban, real estate boom, driven by the automobile. As more
Americans acquired cheap and reliable cars, epitomized by Henry Ford’s Model T, suburban
living became possible. And as Florida grew accessible to motorized visitors, its temperate
climate and cheap land proved a powerful lure. The influx of Northerners who arrived in the
winter of 1920–21 were known as “Tin Can Tourists” for their less-than-elegant mode of
transport, which sometimes also served as a temporary abode.3Real estate promoters, not a
few of whom were also automobile enthusiasts, were quick to recognize the connection. Carl
Fisher, who with his brothers founded the Prest-O-Lite Corporation and then Fisher Body to
provide acetylene headlamps and bodies to the fledgling motor-vehicle industry, was a case in
point. Fisher first encountered the peninsula that came to be known as Miami Beach in 1910 on



a honeymoon yacht trip with his fifteen-year-old bride. In the final stages of negotiating the sale
of Prest-O-Lite to Union Carbide, he was in a position to buy an elegant vacation and retirement
home across the peninsula on Biscayne Bay.But retirement bored Fisher, who was still only in
his thirties. By 1913 he was in the real estate business; by 1915 he was the region’s leading
property developer. And if there was not enough property to develop, Fisher created more. He
moved dredging equipment into Biscayne Bay, pumping up sand to elongate the beach. Will
Rogers, as usual, put it best: “Carl discovered that sand could hold up a Real Estate sign, and
that was all he wanted it for. Carl rowed the customers out in the ocean and let them pick out
some nice smooth water where they would like to build, and then he would replace the water
with an island, and you would be a little Robinson Crusoe of your own.”4To strengthen the
connections between the automobile and Florida real estate, Fisher promoted construction of
the Dixie Highway, linking the state with the Upper Midwest. He founded the Dixie Highway
Association. He seeded newspapers with articles celebrating the project. He subdued conflicts
between rival cities seeking to sit astride the route by laying out both eastern and western
branches. No sacrifice was too great in order to deliver the desired flow of traffic.To be sure,
other factors also nourished the Florida property boom, including the strong recovery of the
American economy from the postwar recession and expectations that there would now be a
permanent acceleration of growth. The 1920s saw a revolution in factory design, as production
was reorganized to capitalize on electric power. Factories had traditionally used steam power
distributed through a network of overhead drive shafts and brackets. Electrification permitted
removal of this steam-related apparatus, making it possible to install overhead cranes to move
subassemblies. Electricity also allowed workers to use portable power tools and move freely
along the line. This increased their productivity relative to their predecessors, who were
figuratively bolted to the shop floor, much like the steam-powered machinery with which they
worked. In this way electrification allowed employers to adopt scientific management practices
designed to optimize the efficiency of labor input, notably through the time and motion studies of
the management consultant Frederick Winslow Taylor.The full potential of the assembly line,
symbolized by Henry Ford’s massive River Rouge Complex in Dearborn, Michigan, whose
construction began in 1917, could now be realized. This in turn held out the promise of
productivity gains at a rate never experienced previously. The fact that real GDP rose by nearly 5
percent per annum between 1922 and 1929, faster than anything the United States had
experienced over a comparable period, seemingly confirmed this optimistic view.Faster
productivity growth would mean not just higher incomes but also higher prices for financial
assets, or so investors were led to believe. What was true of real estate, in other words, was true
also of other investments. The leading corporations added to the Dow Jones Industrial Average
in the 1920s, the likes of American Telephone and Telegraph, Western Union, International
Harvester, and Allied Chemical, were exemplars of this technological revolution. There is an
obvious parallel with the run-up to the 2008–09 crisis, when it was argued that productivity
growth would accelerate as firms learned to commercialize new information technologies. The



transformative general-purpose technology in the 1920s may have been electricity rather than
the computer, but the impact on investor psychology was the same.Monetary policy then poured
fuel on the fire. Creation of the Federal Reserve System in 1913 encouraged the belief that the
business cycle instability that traditionally plagued the country had been tamed. The Fed was
charged with preventing the swings in interest rates that had perturbed financial markets and
economic activity in earlier years (with providing an “elastic currency,” in the words of the Federal
Reserve Act). Insofar as it was likely to succeed, investment would be safer, encouraging the
plungers. The 1920s were known as the “New Era,” capturing the idea that the country had
entered a new age not only of faster productivity growth but also of greater economic and
financial stability. Shades of the “Great Moderation,” the supposed diminution of the business
cycle in the lead-up to the 2008–09 crisis.Although the Fed was quick to make use of its new
policy instruments, it did not deploy them in the anticipated way. The expectation of the founders
was that the new central bank would adjust credit conditions to the needs of domestic business.
Somewhat unexpectedly, now instead it adjusted them with foreign circumstances in mind. In
mid-1924, the Federal Reserve banks cut the interest rates they charged when advancing credit
to commercial banks (their “discount rates”) from 4.5 to 3 percent, with an eye toward helping
Great Britain back onto the gold standard.5 (The main way central banks injected credit into the
economy in this era was by discounting promissory notes held by banks and firms—that is to
say, by purchasing them at a discount relative to their face value in return for cash. Hence the
term “discount rate.”) Britain had experienced more inflation than the United States during the
World War, damaging its competitiveness. It consequently lacked the capacity to peg the sterling
price of gold or to restore the traditional exchange rate between sterling and the dollar once
wartime controls were lifted. The UK therefore abandoned convertibility in March 1919, allowing
the sterling-dollar exchange rate to fluctuate and, not incidentally, suggesting opportunities to
the likes of Ponzi.Very Serious People in Britain and America saw reconstruction of the prewar
gold standard as a priority. Prominent among them was Benjamin Strong, the influential governor
of the Federal Reserve Bank of New York. Strong was firmly of the view that exchange rate
instability and the uncertainty to which it gave rise had a withering effect on trade.6 And the state
of trade, foreign as well as domestic, mattered importantly for an America that had assumed
Britain’s mantle as the world’s leading exporter. “Well-balanced prosperity” required absorption
by foreign markets of America’s “surplus production,” in the words of the annual report of the
Federal Reserve Board for 1925, a document significantly shaped by Strong.7 And augmenting
that absorption capacity depended in turn on the financial normalization that only the gold
standard could provide. In his capacity as secretary, vice president, and then president of
Bankers Trust Company and confidant of John Pierpont Morgan, whose firm, J. P. Morgan & Co.,
possessed its own sister organization in London, Strong appreciated the importance of these
international connections. As founding governor of a public agency that saw its mandate as
transforming New York into a leading international financial center, he regarded reestablishment
of a stable international monetary system as central to that goal.Under the prewar gold standard,



the pound sterling was the sun around which other currencies orbited. Much of the world’s trade
was financed and settled in sterling, and London was the leading international financial center.
Even though the war years and 1920s saw a considerable expansion of international financial
business in New York and hence the dollar’s acquisition of an international role, Britain’s
resumption of gold convertibility—permitting sterling to once again be converted into gold at a
fixed domestic-currency price—was still seen as a precondition for resumption by other
countries. Hence the exchange rate at which sterling was stabilized would in turn determine the
rate, in both senses of the word, at which other countries restored gold convertibility.Britain thus
came under pressure from US officials to take this momentous step. Strong, in particular,
emphasized the importance of Britain restoring not just gold convertibility but also the prewar
exchange rate of $4.86 to the pound. The prewar exchange rate was important for sterling’s
prestige and, Strong believed, the Bank of England’s credibility. The adverse consequences for
the international system of failing to restore it, he warned, were “too serious really to
contemplate.”8Montagu Norman, governor of the Bank of England since 1920, shared his
American friend’s perspective. In letters to Strong, he emphasized the desirability of returning to
a gold standard of the pre–World War I variety. But unlike a modern central banker, Norman
made little effort to explain his reasoning. His public utterances were famously inarticulate,
something that lent an air of mystery, if not confusion, to his policy decisions. In The Shape of
Things to Come, the futurist fantasy published in 1933 at the depths of the Depression, H. G.
Wells found Norman an irresistible target. “Instead of the clear knowledge of economic
pressures and movements that we have today,” wrote Wells, looking back from an imaginary
future, “strange Mystery Men were dimly visible through a fog of battling evasions and
misstatements, manipulating prices and exchanges. Prominent among these Mystery Men was
a certain Mr. Montagu Norman, Governor of the Bank of England from 1920 to 1935. He is
among the least credible figures in all history, and a great incrustation of legends has
accumulated about him. In truth the only mystery about him was that he was mysterious.”Wells
got many things right, including the importance that modern central bankers attach to
transparency and communication.9 The one thing he got wrong was Norman’s retirement. In
fact, the strange Mystery Man did not step down from the governorship of the Bank of England
until 1944.Whether or not his incoherence was purposeful, Norman was the father of
constructive ambiguity, the central banker’s art, perfected by Alan Greenspan, of leaving things
hanging. But one issue about which he was unambiguous was the desirability of restoring gold
convertibility at the prewar rate against the dollar. A precondition for achieving this was for the
Bank of England to acquire adequate stocks of gold, or equally, assets convertible into gold. And
if acquiring adequate stocks required the assistance of the Federal Reserve System, then this
was something Strong was ready to provide.Thus, the low-interest-rate policy advocated by
Strong starting in 1924 was designed to help the Bank of England acquire the reserves needed
to return to gold. Low interest rates in New York encouraged funds to flow toward London, where
rates were higher. Much of this funding ended up in the big London banks. Some ended up in



the bankers’ bank; in other words, it ended up in the coffers of the Bank of England.And if market
forces did not convey an adequate flow of gold toward London, they could always be
supplemented. With this in mind, the New York Fed purchased US treasury bonds, pushing
down yields and encouraging additional finance to flow across the Atlantic.10But these financial
operations, by themselves, might not be enough to put Britain firmly back on the gold standard.
In addition there would have to be a rebalancing of competitive positions. Although British prices
had risen more than US prices since the outbreak of the World War, there had been no
corresponding rise in British labor productivity. Britain would lack export competitiveness if
sterling was stabilized at its former level against the dollar. It would run a chronic trade deficit,
and the gold the Bank of England had so laboriously acquired would just leak back out. Avoiding
this outcome required reducing prices in the UK or raising them in the United States. Since
before the war, British production costs had risen relative to those in the United States, Strong
estimated, by 10 percent. Other observers reached similar conclusions. John Maynard Keynes,
who had a reputation for expertise in such matters, put the differential at 9 percent.11Strong’s
hope was that keeping interest rates low would encourage spending, putting upward pressure
on US prices and helping to correct the competitiveness gap.12 In the event, manipulating price
levels turned out to be more difficult than anticipated. American prices rose between mid-1924
and mid-1925, but not by enough to erase the cost differential. When Britain returned to the gold
standard in April 1925, the problem of inadequate competitiveness remained. Norman would
battle it for the better part of six years.The effect of Strong’s low-interest-rate policy was
therefore less to rebalance the world economy than to unbalance the economy of the United
States. The effects manifested themselves in the housing bubble centered on Florida and,
before long, Chicago, Detroit, and New York. Neither was the Wall Street boom that dominated
the last part of the decade unrelated.Strong was vehemently criticized by Adolph Miller for
subordinating domestic financial-stability considerations to international objectives. A founding
governor of the Federal Reserve System, Miller had graduated from the University of California,
Berkeley, in 1887 before going on to study in Cambridge, Paris, and Munich. He then taught at
Cornell and Chicago (two universities that figure further in this story) before returning to Berkeley
to establish the College of Commerce, and finally moving to Washington, D.C., to serve as
assistant secretary of the interior, and then as a member of the Board of Governors upon being
appointed by his fellow academician Woodrow Wilson in 1914.Miller regaled in the didactic
manner and ample vocabulary of the professor. As described by George Norris, governor of the
Federal Reserve Bank of Philadelphia, Miller was intoxicated by his verbal skills, which he
displayed in all their glory in the meetings of the Federal Reserve Board and the Open Market
Investment Committee.13 Miller used his verbal powers specifically to propound the “real bills
doctrine,” which dictated that the central bank should provide just as much credit as was
required for the legitimate needs of business and no more.14 That doctrine, developed in the
early eighteenth century by, among others, the Scottish monetary theorist John Law, was
intended as a guide to credit creation by the Bank of England, established in 1694. Not satisfied



by his role in shaping the Bank of England, Law would go on to found a quasi-central bank for
France, the Banque Générale, and play a role in the Mississippi Bubble and crash before retiring
in disgrace, but no matter. His real bills doctrine informed the conduct of central bank policy for
two centuries and more thereafter.In particular, the doctrine informed the Federal Reserve Act of
1914, which spoke of the need for an “elastic currency,” a system in which supplies of currency
and credit expanded and contracted to meet the legitimate needs of business. The failure of
supplies of dollar currency and credit to respond in this way had led to sharp interest rate spikes
and chronic financial instability throughout US history. This was the problem that creation of the
Fed in 1914 was designed to correct.As an adherent to the real bills doctrine, Miller was quick to
conclude that directing Federal Reserve policy to the problems of the British economy, as Strong
had done, rather than being guided by the legitimate needs of business was the height of
irresponsibility. The professor was acerbic in his criticism of the governor of the Federal Reserve
Bank of New York. His unhappiness was deepened, no doubt, by the failure of other members of
the Board of Governors and directors of the Reserve banks, typically men of affairs unversed in
rigorous monetary analysis, to defer to academics like himself who had been properly schooled
in theory and were therefore better qualified to advise on technical matters.Miller’s voice was the
loudest, but he was not alone. His criticisms were echoed by, among others, Charles Hamlin, the
former assistant treasury secretary and unsuccessful candidate for governor of Massachusetts
who now served as chairman of the Federal Reserve Board, and by Herbert Hoover, Strong’s
onetime ally, President Calvin Coolidge’s commerce secretary, and Miller’s Georgetown
neighbor. Hoover, like Strong, was an internationalist by inclination, but even for him Strong’s
1924–25 initiative went too far. It paid too little attention to the domestic repercussions of the
policy. Strong, Hoover concluded, had been seduced by his friend Norman; the head of the New
York Fed was now a mere “mental annex to Europe.”15 Strong’s policy threatened to unleash
inflation and fan financial excesses. If it was desirable to help Britain back onto the gold
standard, then this should be done by other means, Hoover concluded, not by reducing US
interest rates, something which could have undesirable side effects.Miller and Hoover’s
instinctual embrace of the real bills doctrine was a manifestation of the power of historical
experience in shaping the outlook and actions of officials. Sharp spikes in interest rates resulting
in widespread business distress, and in the worst case financial crisis, had been a feature of the
US monetary and financial landscape since the country’s independence. Hence a doctrine that
counseled tailoring supplies of money and credit to the legitimate needs of business, and
looking to the level of interest rates to verify that those needs were being met, informed the
outlook of many of the founding governors of the Federal Reserve System. Insofar as that
doctrine warned against artificially reducing interest rates to help other countries, as Strong had
done, following it more strictly would have prevented dangerous imbalances in US property and
stock markets from building up. But that same doctrine would also suggest that there was no
need for the Federal Reserve to act when interest rates fell from their high levels after 1929—
lower interest rates indicating that US business had all the credit and the economy had all the



monetary support they required.The clear implication is that there is no single monetary doctrine
for all seasons. This was a lesson Federal Reserve officials and the country would eventually
learn at great expense.For the time being, the criticisms of these men had little effect. Strong
was the dominant personality in the Federal Reserve System. With his background as J. P.
Morgan’s right-hand man and his work on the front lines of the 1907 financial crisis, he spoke
with authority on matters of financial policy, notwithstanding his lack of formal academic training.
His was the voice of experience. If Strong attached more importance to events in London than
Miami, then so be it.And even though Fed policy contributed to the financial excesses of the
period, it was not the only factor at work. In addition, there was the enabling role of a financial
system that was only loosely regulated. There were governmental efforts to boost real estate
and construction activity. There was the fact that housing starts had been depressed in the war
years, making for pent-up demand now straining to be released.Ambitious Florida promoters,
liking nothing less than pent-up demand, did their best to liberate it. None was more ambitious
than George Merrick, scion of a Congregationalist minister and grapefruit plantation owner.
Merrick’s avocation was poetry. In 1920, celebrating his Florida environs, he published a volume
of verse entitled Song of the Wind on a Southern Shore.There’s a Shore I know—that draws
meAnd that warms me all the more!—Where the gumbo-limbo grows:—And the little lizards doze
—Where the trade-wind blowsThrough the palm-tufted curvingsOf the Biscayne shore16Clearly
Merrick’s principal talent lay in real estate development. Appointed Dade County commissioner
in 1915, his main achievement was a network of roads connecting Miami with its future suburbs,
and not least with his own planned community of Coral Gables, centered on what had been the
family plantation. Pushing his poetic license to the hilt, Merrick pitched Coral Gables as a
Spanish-style city where “your ‘Castles in Spain’ are made real.” The pit from which he mined the
limestone and coral rock that was used to construct the homes was transformed into a Venetian
lagoon complete with bridges, grottoes, and loggias. Merrick advertised in national magazines
and out-of-state newspapers, writing much of the copy himself. He lured clients to his still largely
undeveloped suburb with free performances of Mabel Cody’s Flying Circus, a popular air show.
Customers buying lots were rewarded with the opportunity of going aloft and seeing their
property from the air.17 He opened opulent sales offices in New York and Chicago. Purchasing
buses to transport potential buyers, he organized excursions from New York, Philadelphia, and
Washington, D.C.Not least, Merrick hired William Jennings Bryan, the former presidential
candidate, secretary of state, and famed orator, to deliver the pitch. Bryan had moved to Florida
to make life easier for his arthritic wife and immediately became Miami’s most famous resident.
Having run for president in 1896 on a platform fighting for the small man and against the gold
standard, Bryan was now paid by Merrick to stand on a platform of another kind, erected over
the water, and speak not of the gold standard but of the Gold Coast. He was paid $100,000 for
his year’s work, half in cash and half in land.Coral Gables was successful from the start. More
than five thousand customers attended the inaugural auction of home sites in 1921. After barely
a year, Merrick was buying additional land in order to expand his vision and his development.



Between November 1924 and March 1925, the height of the tourist season, Merrick recorded a
remarkable $4 million a month in land sales.State government officials responded
enthusiastically to the boom. This was no surprise, since a substantial number of property
developers, like Merrick, not to mention their bankers, graciously agreed to serve in public office.
They used soaring real estate taxes to finance local road building and expand public services,
creating the appearance of even greater prosperity. In 1923, with the boom in full swing, the
Florida legislature placed on the ballot an amendment to the state constitution abolishing
income and inheritance taxes with the goal of encouraging migration from the north.18 Grateful
voters overwhelmingly approved the measure. They chose John Wellborn Martin, previously the
mayor of Jacksonville, as governor at the conclusion of a campaign centering on his promise to
complete an ambitious statewide road-building project. This was one of the things Ponzi was
counting on, presumably, when marketing his fictitious development on the outer reaches of
Martin’s hometown.Increasingly, the Florida real estate market displayed all the signs of an
unsustainable boom in its late stages. Landowners hired binder boys to stand in the hot sun and
entice prospective buyers. These young men in white suits, not a few of whom moonlighted as
tennis and golf pros, encouraged potential purchasers to commit to a nonrefundable 10 percent
down payment known as a binder.19 At the height of the boom, binder receipts circulated like
currency, with hotels, nightclubs, and bordellos all accepting them in payment for
services.Binder boys received a fixed fee when the aspiring purchaser’s money arrived at the
developer’s bank. Like mortgage brokers in the run-up to the 2006–07 real estate crash, they
had little interest in whether a purchaser understood the contract to which he or she was
committing or, for that matter, was capable of completing the transaction. The typical financial
institution provided a mortgage loan only if the purchaser made a down payment of 50
percent.20 The 10 percent binder therefore implied a commitment to come up with another 40
percent, which for many aspiring property owners was easier said than done.Coming up with
more money would not be necessary, of course, if the binder, which represented first right of
refusal on a desirable plot of land, was first sold off to another investor. The faster prices rose,
the more prevalent this practice of flipping binders became. Successful binder boys graduated to
real estate speculation, trading binders themselves. They put down 10 percent to purchase what
was essentially an option on an undeveloped lot with the intention of immediately selling it at a
higher price. In the summer of 1925, at the height of the boom, binders were bought and sold as
often as eight times a day.21 Clearly, Floridians in the 1920s had nothing to learn from, and
could have taught a few tricks to, property speculators in the run-up to the subprime crisis of
2007–08.This frenzied activity would not have been possible, of course, without the enabling
role of the banks. “All the financial resources of existing banking and financial institutions were
utilized to the full in financing this speculative movement,” as Herbert Simpson, a contemporary
expert on the Florida housing boom, put it in an article tellingly entitled “Real Estate Speculation
and the Depression,” published in the American Economic Review in 1933.22Insurance
companies bought what were considered the choicer mortgages; conservative banks loaned



freely on real estate mortgages; and less conservative banks and financial houses loaned on
almost everything. Real estate interests dominated the policies of many banks, and thousands
of new banks were organized and chartered for the specific purpose of providing the credit
facilities for proposed real estate promotions. The greater proportion were state banks and trust
companies, many of them located in the outlying sections of the larger cities or in suburban
regions not fully occupied by older and more established banking institutions. In the extent to
which their deposits and resources were devoted to the exploitation of real estate promotions
being carried on by controlling or associated interests, these banks commonly stopped short of
nothing but the criminal law—and sometimes not short of that.Among the worst offenders were
the building and loan associations, or B&Ls. In principle, these institutions, like mutual savings
banks, were in the business of lending to their members.23 One can’t help but be reminded of
the role in the 2008–09 crisis of Northern Rock, which similarly originated as a building society,
the British equivalent of a B&L, though this is to get ahead of the story.Building and loan
associations were subject to a patchwork of variable and often lightly enforced state
regulation.24 Lack of more stringent regulation reflected, in part, the belief that their funding was
secure. Members held shares rather than deposits, which they were not able to liquidate at their
pleasure. This freed B&Ls of the bank-run problem. Loans were collateralized, it was supposed,
by rock-solid real estate. B&Ls used minimal leverage; they did not issue debt to supplement
their shareholders’ equity. Unfortunately, these reassuring observations ignored the fact that
those to whom they lent were themselves highly leveraged. They ignored the fact that not all real
estate investments were rock-solid.25The building and loan model had worked well in the
nineteenth century. Now, however, it was enlisted by property developers to feed their ambitions
and advance their narrow ends. B&Ls being easier to incorporate than depository institutions,
real estate professionals established them for the purpose of financing residential development
projects.26 A captive board of directors there might be, but it exercised little oversight. Out the
window went the notion that B&Ls should extend mortgage credit only to reliable borrowers so
as to return income to their members. B&Ls became leaders in extending low-down-payment
loans. They issued second mortgages for 30 percent of a property’s value after the borrower
secured a conventional first loan, typically for 50 percent, from a bank or insurance company,
reducing the down payment to 20 percent.27Another increasingly important source of finance
for property development was securitization. Developers issued some $10 billion of real estate
bonds in the course of the 1920s. A third were backed by residential mortgage interest
payments, the remainder by future lease income from commercial real estate projects. Most of
the latter were “single property bonds” issued to finance individual high-rise office buildings,
apartments, and theaters, although there were also more complex instruments known as
“guaranteed mortgage participation certificates”—what we would now call mortgage pass-
through securities. Issued by title and mortgage guarantee companies and backed by
commercial real estate projects, these more complex bonds were not easily traded. To entice
investors to buy them, the issuer guaranteed the holder a rate of interest on the bond of 5



percent. This of course meant that the title or insurance company was on the hook if returns on
the underlying investments fell short.28In practice, insurance companies not only guaranteed
the bonds but held them in their portfolios. Given the low interest rates on Treasury debt
produced by Governor Strong’s internationally minded policies, real estate bonds were an
attractive alternative. Between 1920 and 1930, the share of life insurance company assets
backed by real estate and urban mortgages rose from 35 to 45 percent. The securities in
question were also marketed to the public by the bond houses that originated and distributed
them. Investors relied on the good name, such as it was, of the originator. There is little evidence
that they discriminated among these bonds, demanding higher yields as a function of the
riskiness of the mortgage pool.29 In this way large amounts of finance were channeled from
individual investors into commercial and residential property development. In the event, the
bonds in question, particularly those issued at the height of the boom, did not fare well in the
1930s.This market in single-property bonds is a reminder that, along with the residential building
boom in Florida, there was a commercial real estate boom centering on Chicago, New York, and
Detroit.30 The 1920s were the decade of the skyscraper. More ground was broken for the
construction of tall buildings than in any other decade of the twentieth century. The skyscraper
boom reflected advances in construction, including more durable steel-frame structures,
improved elevator motors, and application of Tayloresque time-and-motion methods to
construction labor. But it also reflected a new financial model in which buildings were erected not
simply as company headquarters but as financial investments, in the expectation that space
could be leased to rent-paying tenants. New York City’s iconic Chrysler Building, for which
ground was broken in 1928, served as the headquarters for the Chrysler Corporation but also
had a variety of other tenants, from Pan American Airways to Adams Hats.The commercial real
estate market peaked later than the residential real estate market. But it too was inflated beyond
all reason. And it too caused major dislocations when it came crashing down.Still, nothing
matched the extremes of the Florida property market. Miami saw the most frenzied speculation.
The boom was more subdued in Orlando, and it did not reach Jacksonville until late, a fact that
may have contributed to Ponzi’s downfall. The population of Dade County tripled between 1920
and 1925. The assessed value of property in Miami rose even faster, from $63 million in 1922 to
$421 million in 1926. At this point, one in three residents of what was by now a city of eighty
thousand was employed in property development in one way or another. At the height of the
boom, “[r] ealtors passed slowly through large crowds along Flagler Street. . . barking out their
offerings to the accompaniment of music from bands hired by the major developers. . . . At times
the sidewalks. . . were impassable due to the great number of realtors transacting their
business.”31 Agents buttonholed prospects at the railway terminal as they stepped off the train.
Newspapers were weighed down by real estate advertisements. By late 1925, daily editions of
the Miami Herald, which previously ran to no more than twenty pages, had ballooned to eighty-
eight.Labor grew scarce despite the influx of construction workers, many of whom were reduced
to living in tents. George Merrick, displaying his gift for promotion, built an encampment of 375



tents on the outskirts of his development, which he dubbed the “Cool Canvas Cottages at Coral
Gables.” The labor shortage was compounded by a building-material shortage aggravated by
the decision of the Florida East Coast Railway to place a moratorium on shipments. Not only
was the Miami rail yard jammed with twenty-two hundred freight cars, but the movement of
freight was disrupted by the desperate efforts of the overtaxed railway to double-track its lines.
With rail shipments at a standstill, steamships and sailboats were enlisted to move building
material. Soon the Miami and Miami Beach docks were so jammed that unloading cargo
became impossible. In September the steamship companies followed the railroad by
embargoing shipments of furniture, construction machinery, and building materials.All this was
indicative of a bubble in its late stages. What caused it to burst is disputed, as is always the case
with bubbles. A stock market correction was one possible trigger: the S&P Composite fell by 11
percent between February and May 1926. An unusually cold winter followed by a hot summer
did not reassure homebuyers of Florida’s temperate climate. A tropical cyclone came ashore in
December 1925, eroding the state’s pristine northeast beaches and dealing the market literally
another blow. This was followed by a category 4 hurricane, described by the US Weather Bureau
as “probably the most destructive hurricane ever to strike the United States,” that hit Miami on
September 18, 1926. Three Miami Beach residents died in the flooding, a hundred more in
Miami proper.32 The roof was torn off Carl Fisher’s vacation home. The Congregational Church
in Coral Gables became a relief center—not exactly the purpose for which Merrick had intended
it.Meanwhile, concerns with what was happening in Florida did not stay in Florida. Twenty
thousand residents of Savannah, Georgia, up and moved to the Sunshine State, lured by the
attractions of the property boom, alarming the city fathers. Investors attracted to Florida real
estate withdrew some $20 million from savings banks in Massachusetts. Bankers throughout the
Northeast and Midwest grew anxious about the loss of deposits and earning assets.Concerned
as much with the loss of population and deposits as the welfare of residents, officials inveighed
against these excesses. Ohio bankers placed newspaper ads warning against doing business
with Florida real estate developers. State Commerce Director Cyrus Locher and the chief of the
Securities Division, Norman Beck, selflessly traveled to Florida to investigate the market
firsthand. In the interest of protecting the small investor, they recommended that companies
selling securities backed by Florida real estate should not be permitted to do business in their
state. The Ohio state legislature obediently passed a blue-sky law forbidding the practice.33
Anti-Florida propaganda included the assertion that good meat was unavailable in the state and
dangerous reptiles were a threat in the major population centers.34 The Better Business
Bureau, investigating practices in Florida, detected widespread fraud and moved to publish its
findings. Ponzi’s arrest and prosecution were yet another unwelcome source of publicity.As is
typical of property markets, the volume of transactions fell first, followed after a time by prices.
Local government revenues collapsed, and ambitious municipal development projects were
abandoned. Bank clearings in Miami fell by two-thirds.35 One hundred fifty banks failed in
Florida and neighboring Georgia, most of them members of the Manley-Anthony chain, so called



because the banks in question were all owned or controlled by a pair of bankers, James R.
Anthony and Wesley D. Manley, heavily implicated in property speculation, not least in the form
of investments in Merrick’s Coral Gables development.36 Depositors suffered some $30 million
in losses. Manley himself was arrested for engaging in fraudulent transactions to shelter his
remaining assets from bankruptcy proceedings. In his defense, attorneys invoked an insanity
plea.The financial repercussions did not extend beyond Florida and Georgia; still, the episode
soured bankers and homebuyers on the residential real estate market. Residential housing
starts nationally fell from 850,000 in 1926 to 810,000 in 1927, 750,000 in 1928, and 500,000 in
1929, despite the economy displaying no comparable weakness.With hindsight, some argued
that the Federal Reserve should have done more to restrain the property boom. Doing so would
have limited the excesses in the financial system and prevented disruptive bank failures in the
South. It would have moderated an important source of downward pressure on economic activity
that was starting to be felt at the worst possible time, toward the end of the 1920s.But targeting a
specific sector, housing, would have created many of the same dilemmas as targeting the
sterling-dollar exchange rate. Fed officials would have been diverting their attention from their
fundamental task of providing an elastic currency, with adverse consequences for economic
stability. Using monetary policy to damp down financial imbalances might have ended up only
bludgeoning the economy.In a couple of years, with the boom on Wall Street, the same dilemma
would reappear. The question then was whether the Fed should raise interest rates in response
to the rise in the stock market, in order to prevent development of even more serious financial
imbalances and risks. Alternatively, it could continue to direct monetary policy to the needs of
the real economy and address financial imbalances through other means. It could rely on what
today we would call “macroprudential policy,” and what contemporaries called “direct pressure,”
that is, attempting to limit bank lending to financial markets directly.37Ultimately, the Fed chose
the first alternative, raising rates. The consequences would be far-reaching.CHAPTER 1 | New
Age EconomicsAT FIVE FOOT four and with a round face, Charles Ponzi hardly cut an imposing
figure. Having arrived in the United States at the age of twenty-one from Parma, Italy, he did not
speak English with the authority of a patrician American financier. But if small in stature, Ponzi
would loom large in the literature on financial crises. In time, “Ponzi scheme” would become an
indelible part of the lexicon of financial instability, surpassing even the likes of “Greenspan put”
and “Lehman Brothers moment.”Ponzi made his name, as it were, with a scheme to arbitrage the
market in international postal reply coupons. These instruments were introduced in 1906 by
agreement at the Universal Postal Union Congress, held, auspiciously, in Italy. They were
intended as a vehicle for sending funds abroad, enabling the recipient to buy stamps and post a
reply.The 1906 congress was convened in the gold standard era, when exchange rates were
locked. Delegates thus had no way of anticipating the complications that suspension of the gold
standard could create for their agreement. But with the outbreak of the World War, governments
embargoed gold exports. Buying gold where it was cheap and selling it where it was dear had
been the mechanism through which exchange rates were held stable. With the embargoes,



which effectively suspended gold market transactions, currencies began fluctuating against one
another.Among the unanticipated consequences were those for the postal coupon agreement.
The United States was the only belligerent whose currency maintained its value against gold
during and after the war. European currencies depreciated against the dollar as governments
printed money to finance military outlays, a trend only partially reversed with the armistice. As a
result, postal reply coupons purchased abroad using European currencies could buy more than
their cost in stamps in the United States. In 1919, sensing an opportunity, Ponzi borrowed money
from business associates, which he sent to Italian contacts with instructions to purchase postal
reply coupons and forward them to him in Boston.Why Ponzi was uniquely able to detect this
opportunity is, to put it mildly, unclear. Not surprisingly, the appearance of substantial profits was
an illusion. Ponzi’s contacts could assemble only a limited number of coupons, and even then,
completing the transaction took time, during which funds devoted to the project were tied up.And
time was not something Ponzi possessed in abundance, since he had promised to double his
investors’ money in ninety days. To pay those dividends, he was forced to employ the capital
obtained from new subscriptions, leaving no funds for the postal coupon arbitrage motivating the
scheme. This in turn made it essential to attract additional investors, which Ponzi did by
incorporating as the impressive-sounding Securities Exchange Company and hiring a phalanx of
salesmen. The scheme collapsed in August 1920 with publication of a Boston Post exposé
penned by William McMasters—a journalist Ponzi had hired to generate publicity for his
operation.1That Ponzi’s promise to double his investors’ money in ninety days had not raised red
flags says something about the readiness of investors to suspend disbelief in the intoxicating
financial atmosphere of the 1920s. One can’t help but think of the inability of investors in the
equally heady 2000s to see through the ability of Bernie Madoff to generate supernormal profits
with barely a fluctuation year after year after year.Indicted for mail fraud, Ponzi pled guilty and
was sentenced to three and a half years in federal prison. The investing public of New England,
however, was not so easily assuaged. While still in prison, Ponzi was indicted by the State of
Massachusetts on twenty-two charges of larceny. The now impecunious defendant served as his
own attorney, more than capably at first. But as one trial followed another, he grew fatigued.
Where the first jury acquitted, the second deadlocked, and the third found the defendant guilty.
Freed on bail, Ponzi fled to the remote backwaters of Florida, where he began doing business
under an assumed name.In 1925, doing business in Florida meant transacting in real estate.
Ponzi transformed himself into the promoter of a subdivision near Jacksonville. “Near” in this
case meant sixty-five miles west of the city, where Ponzi set about developing (if one is
permitted elastic use of the word) an expanse of scrubland covered with palmetto, weeds, and
the occasional oak. Subdividing meant driving stakes into the ground to help owners identify
their homestead. Once lots were staked, at an ambitious twenty-three per acre, they were
offered at $10 apiece.The capital needed to purchase, survey, and subdivide the land was
provided by investors in Ponzi’s Charpon (Charles Ponzi) Land Corporation. Subscribers were
promised $30 for each $10 investment in sixty days, an even more impressive return than in the



earlier postal coupon operation. This of course was nothing but another pyramid scheme in
which early investors were paid with cash obtained from the proceeds of selling shares to new
investors. It didn’t take long for the fraud to be detected or for the perpetrator’s identity to be
revealed. Ponzi was indicted for violating Florida statutes regarding trusts, tried, and again found
guilty by a jury of his peers.2That Ponzi, on reaching Florida, found a home in the real estate
business was no coincidence, Florida being in the midst of a property boom the likes of which
the United States had never seen.The country had experienced real estate booms and busts
before, but these had centered on farmland. This was its first urban, or more precisely suburban,
real estate boom, driven by the automobile. As more Americans acquired cheap and reliable
cars, epitomized by Henry Ford’s Model T, suburban living became possible. And as Florida
grew accessible to motorized visitors, its temperate climate and cheap land proved a powerful
lure. The influx of Northerners who arrived in the winter of 1920–21 were known as “Tin Can
Tourists” for their less-than-elegant mode of transport, which sometimes also served as a
temporary abode.3Real estate promoters, not a few of whom were also automobile enthusiasts,
were quick to recognize the connection. Carl Fisher, who with his brothers founded the Prest-O-
Lite Corporation and then Fisher Body to provide acetylene headlamps and bodies to the
fledgling motor-vehicle industry, was a case in point. Fisher first encountered the peninsula that
came to be known as Miami Beach in 1910 on a honeymoon yacht trip with his fifteen-year-old
bride. In the final stages of negotiating the sale of Prest-O-Lite to Union Carbide, he was in a
position to buy an elegant vacation and retirement home across the peninsula on Biscayne
Bay.But retirement bored Fisher, who was still only in his thirties. By 1913 he was in the real
estate business; by 1915 he was the region’s leading property developer. And if there was not
enough property to develop, Fisher created more. He moved dredging equipment into Biscayne
Bay, pumping up sand to elongate the beach. Will Rogers, as usual, put it best: “Carl discovered
that sand could hold up a Real Estate sign, and that was all he wanted it for. Carl rowed the
customers out in the ocean and let them pick out some nice smooth water where they would like
to build, and then he would replace the water with an island, and you would be a little Robinson
Crusoe of your own.”4To strengthen the connections between the automobile and Florida real
estate, Fisher promoted construction of the Dixie Highway, linking the state with the Upper
Midwest. He founded the Dixie Highway Association. He seeded newspapers with articles
celebrating the project. He subdued conflicts between rival cities seeking to sit astride the route
by laying out both eastern and western branches. No sacrifice was too great in order to deliver
the desired flow of traffic.To be sure, other factors also nourished the Florida property boom,
including the strong recovery of the American economy from the postwar recession and
expectations that there would now be a permanent acceleration of growth. The 1920s saw a
revolution in factory design, as production was reorganized to capitalize on electric power.
Factories had traditionally used steam power distributed through a network of overhead drive
shafts and brackets. Electrification permitted removal of this steam-related apparatus, making it
possible to install overhead cranes to move subassemblies. Electricity also allowed workers to



use portable power tools and move freely along the line. This increased their productivity relative
to their predecessors, who were figuratively bolted to the shop floor, much like the steam-
powered machinery with which they worked. In this way electrification allowed employers to
adopt scientific management practices designed to optimize the efficiency of labor input, notably
through the time and motion studies of the management consultant Frederick Winslow
Taylor.The full potential of the assembly line, symbolized by Henry Ford’s massive River Rouge
Complex in Dearborn, Michigan, whose construction began in 1917, could now be realized. This
in turn held out the promise of productivity gains at a rate never experienced previously. The fact
that real GDP rose by nearly 5 percent per annum between 1922 and 1929, faster than anything
the United States had experienced over a comparable period, seemingly confirmed this
optimistic view.Faster productivity growth would mean not just higher incomes but also higher
prices for financial assets, or so investors were led to believe. What was true of real estate, in
other words, was true also of other investments. The leading corporations added to the Dow
Jones Industrial Average in the 1920s, the likes of American Telephone and Telegraph, Western
Union, International Harvester, and Allied Chemical, were exemplars of this technological
revolution. There is an obvious parallel with the run-up to the 2008–09 crisis, when it was argued
that productivity growth would accelerate as firms learned to commercialize new information
technologies. The transformative general-purpose technology in the 1920s may have been
electricity rather than the computer, but the impact on investor psychology was the
same.Monetary policy then poured fuel on the fire. Creation of the Federal Reserve System in
1913 encouraged the belief that the business cycle instability that traditionally plagued the
country had been tamed. The Fed was charged with preventing the swings in interest rates that
had perturbed financial markets and economic activity in earlier years (with providing an “elastic
currency,” in the words of the Federal Reserve Act). Insofar as it was likely to succeed,
investment would be safer, encouraging the plungers. The 1920s were known as the “New Era,”
capturing the idea that the country had entered a new age not only of faster productivity growth
but also of greater economic and financial stability. Shades of the “Great Moderation,” the
supposed diminution of the business cycle in the lead-up to the 2008–09 crisis.Although the Fed
was quick to make use of its new policy instruments, it did not deploy them in the anticipated
way. The expectation of the founders was that the new central bank would adjust credit
conditions to the needs of domestic business. Somewhat unexpectedly, now instead it adjusted
them with foreign circumstances in mind. In mid-1924, the Federal Reserve banks cut the
interest rates they charged when advancing credit to commercial banks (their “discount rates”)
from 4.5 to 3 percent, with an eye toward helping Great Britain back onto the gold standard.5
(The main way central banks injected credit into the economy in this era was by discounting
promissory notes held by banks and firms—that is to say, by purchasing them at a discount
relative to their face value in return for cash. Hence the term “discount rate.”) Britain had
experienced more inflation than the United States during the World War, damaging its
competitiveness. It consequently lacked the capacity to peg the sterling price of gold or to



restore the traditional exchange rate between sterling and the dollar once wartime controls were
lifted. The UK therefore abandoned convertibility in March 1919, allowing the sterling-dollar
exchange rate to fluctuate and, not incidentally, suggesting opportunities to the likes of
Ponzi.Very Serious People in Britain and America saw reconstruction of the prewar gold
standard as a priority. Prominent among them was Benjamin Strong, the influential governor of
the Federal Reserve Bank of New York. Strong was firmly of the view that exchange rate
instability and the uncertainty to which it gave rise had a withering effect on trade.6 And the state
of trade, foreign as well as domestic, mattered importantly for an America that had assumed
Britain’s mantle as the world’s leading exporter. “Well-balanced prosperity” required absorption
by foreign markets of America’s “surplus production,” in the words of the annual report of the
Federal Reserve Board for 1925, a document significantly shaped by Strong.7 And augmenting
that absorption capacity depended in turn on the financial normalization that only the gold
standard could provide. In his capacity as secretary, vice president, and then president of
Bankers Trust Company and confidant of John Pierpont Morgan, whose firm, J. P. Morgan & Co.,
possessed its own sister organization in London, Strong appreciated the importance of these
international connections. As founding governor of a public agency that saw its mandate as
transforming New York into a leading international financial center, he regarded reestablishment
of a stable international monetary system as central to that goal.Under the prewar gold standard,
the pound sterling was the sun around which other currencies orbited. Much of the world’s trade
was financed and settled in sterling, and London was the leading international financial center.
Even though the war years and 1920s saw a considerable expansion of international financial
business in New York and hence the dollar’s acquisition of an international role, Britain’s
resumption of gold convertibility—permitting sterling to once again be converted into gold at a
fixed domestic-currency price—was still seen as a precondition for resumption by other
countries. Hence the exchange rate at which sterling was stabilized would in turn determine the
rate, in both senses of the word, at which other countries restored gold convertibility.Britain thus
came under pressure from US officials to take this momentous step. Strong, in particular,
emphasized the importance of Britain restoring not just gold convertibility but also the prewar
exchange rate of $4.86 to the pound. The prewar exchange rate was important for sterling’s
prestige and, Strong believed, the Bank of England’s credibility. The adverse consequences for
the international system of failing to restore it, he warned, were “too serious really to
contemplate.”8Montagu Norman, governor of the Bank of England since 1920, shared his
American friend’s perspective. In letters to Strong, he emphasized the desirability of returning to
a gold standard of the pre–World War I variety. But unlike a modern central banker, Norman
made little effort to explain his reasoning. His public utterances were famously inarticulate,
something that lent an air of mystery, if not confusion, to his policy decisions. In The Shape of
Things to Come, the futurist fantasy published in 1933 at the depths of the Depression, H. G.
Wells found Norman an irresistible target. “Instead of the clear knowledge of economic
pressures and movements that we have today,” wrote Wells, looking back from an imaginary



future, “strange Mystery Men were dimly visible through a fog of battling evasions and
misstatements, manipulating prices and exchanges. Prominent among these Mystery Men was
a certain Mr. Montagu Norman, Governor of the Bank of England from 1920 to 1935. He is
among the least credible figures in all history, and a great incrustation of legends has
accumulated about him. In truth the only mystery about him was that he was mysterious.”Wells
got many things right, including the importance that modern central bankers attach to
transparency and communication.9 The one thing he got wrong was Norman’s retirement. In
fact, the strange Mystery Man did not step down from the governorship of the Bank of England
until 1944.Whether or not his incoherence was purposeful, Norman was the father of
constructive ambiguity, the central banker’s art, perfected by Alan Greenspan, of leaving things
hanging. But one issue about which he was unambiguous was the desirability of restoring gold
convertibility at the prewar rate against the dollar. A precondition for achieving this was for the
Bank of England to acquire adequate stocks of gold, or equally, assets convertible into gold. And
if acquiring adequate stocks required the assistance of the Federal Reserve System, then this
was something Strong was ready to provide.Thus, the low-interest-rate policy advocated by
Strong starting in 1924 was designed to help the Bank of England acquire the reserves needed
to return to gold. Low interest rates in New York encouraged funds to flow toward London, where
rates were higher. Much of this funding ended up in the big London banks. Some ended up in
the bankers’ bank; in other words, it ended up in the coffers of the Bank of England.And if market
forces did not convey an adequate flow of gold toward London, they could always be
supplemented. With this in mind, the New York Fed purchased US treasury bonds, pushing
down yields and encouraging additional finance to flow across the Atlantic.10But these financial
operations, by themselves, might not be enough to put Britain firmly back on the gold standard.
In addition there would have to be a rebalancing of competitive positions. Although British prices
had risen more than US prices since the outbreak of the World War, there had been no
corresponding rise in British labor productivity. Britain would lack export competitiveness if
sterling was stabilized at its former level against the dollar. It would run a chronic trade deficit,
and the gold the Bank of England had so laboriously acquired would just leak back out. Avoiding
this outcome required reducing prices in the UK or raising them in the United States. Since
before the war, British production costs had risen relative to those in the United States, Strong
estimated, by 10 percent. Other observers reached similar conclusions. John Maynard Keynes,
who had a reputation for expertise in such matters, put the differential at 9 percent.11Strong’s
hope was that keeping interest rates low would encourage spending, putting upward pressure
on US prices and helping to correct the competitiveness gap.12 In the event, manipulating price
levels turned out to be more difficult than anticipated. American prices rose between mid-1924
and mid-1925, but not by enough to erase the cost differential. When Britain returned to the gold
standard in April 1925, the problem of inadequate competitiveness remained. Norman would
battle it for the better part of six years.The effect of Strong’s low-interest-rate policy was
therefore less to rebalance the world economy than to unbalance the economy of the United



States. The effects manifested themselves in the housing bubble centered on Florida and,
before long, Chicago, Detroit, and New York. Neither was the Wall Street boom that dominated
the last part of the decade unrelated.Strong was vehemently criticized by Adolph Miller for
subordinating domestic financial-stability considerations to international objectives. A founding
governor of the Federal Reserve System, Miller had graduated from the University of California,
Berkeley, in 1887 before going on to study in Cambridge, Paris, and Munich. He then taught at
Cornell and Chicago (two universities that figure further in this story) before returning to Berkeley
to establish the College of Commerce, and finally moving to Washington, D.C., to serve as
assistant secretary of the interior, and then as a member of the Board of Governors upon being
appointed by his fellow academician Woodrow Wilson in 1914.Miller regaled in the didactic
manner and ample vocabulary of the professor. As described by George Norris, governor of the
Federal Reserve Bank of Philadelphia, Miller was intoxicated by his verbal skills, which he
displayed in all their glory in the meetings of the Federal Reserve Board and the Open Market
Investment Committee.13 Miller used his verbal powers specifically to propound the “real bills
doctrine,” which dictated that the central bank should provide just as much credit as was
required for the legitimate needs of business and no more.14 That doctrine, developed in the
early eighteenth century by, among others, the Scottish monetary theorist John Law, was
intended as a guide to credit creation by the Bank of England, established in 1694. Not satisfied
by his role in shaping the Bank of England, Law would go on to found a quasi-central bank for
France, the Banque Générale, and play a role in the Mississippi Bubble and crash before retiring
in disgrace, but no matter. His real bills doctrine informed the conduct of central bank policy for
two centuries and more thereafter.In particular, the doctrine informed the Federal Reserve Act of
1914, which spoke of the need for an “elastic currency,” a system in which supplies of currency
and credit expanded and contracted to meet the legitimate needs of business. The failure of
supplies of dollar currency and credit to respond in this way had led to sharp interest rate spikes
and chronic financial instability throughout US history. This was the problem that creation of the
Fed in 1914 was designed to correct.As an adherent to the real bills doctrine, Miller was quick to
conclude that directing Federal Reserve policy to the problems of the British economy, as Strong
had done, rather than being guided by the legitimate needs of business was the height of
irresponsibility. The professor was acerbic in his criticism of the governor of the Federal Reserve
Bank of New York. His unhappiness was deepened, no doubt, by the failure of other members of
the Board of Governors and directors of the Reserve banks, typically men of affairs unversed in
rigorous monetary analysis, to defer to academics like himself who had been properly schooled
in theory and were therefore better qualified to advise on technical matters.Miller’s voice was the
loudest, but he was not alone. His criticisms were echoed by, among others, Charles Hamlin, the
former assistant treasury secretary and unsuccessful candidate for governor of Massachusetts
who now served as chairman of the Federal Reserve Board, and by Herbert Hoover, Strong’s
onetime ally, President Calvin Coolidge’s commerce secretary, and Miller’s Georgetown
neighbor. Hoover, like Strong, was an internationalist by inclination, but even for him Strong’s



1924–25 initiative went too far. It paid too little attention to the domestic repercussions of the
policy. Strong, Hoover concluded, had been seduced by his friend Norman; the head of the New
York Fed was now a mere “mental annex to Europe.”15 Strong’s policy threatened to unleash
inflation and fan financial excesses. If it was desirable to help Britain back onto the gold
standard, then this should be done by other means, Hoover concluded, not by reducing US
interest rates, something which could have undesirable side effects.Miller and Hoover’s
instinctual embrace of the real bills doctrine was a manifestation of the power of historical
experience in shaping the outlook and actions of officials. Sharp spikes in interest rates resulting
in widespread business distress, and in the worst case financial crisis, had been a feature of the
US monetary and financial landscape since the country’s independence. Hence a doctrine that
counseled tailoring supplies of money and credit to the legitimate needs of business, and
looking to the level of interest rates to verify that those needs were being met, informed the
outlook of many of the founding governors of the Federal Reserve System. Insofar as that
doctrine warned against artificially reducing interest rates to help other countries, as Strong had
done, following it more strictly would have prevented dangerous imbalances in US property and
stock markets from building up. But that same doctrine would also suggest that there was no
need for the Federal Reserve to act when interest rates fell from their high levels after 1929—
lower interest rates indicating that US business had all the credit and the economy had all the
monetary support they required.The clear implication is that there is no single monetary doctrine
for all seasons. This was a lesson Federal Reserve officials and the country would eventually
learn at great expense.For the time being, the criticisms of these men had little effect. Strong
was the dominant personality in the Federal Reserve System. With his background as J. P.
Morgan’s right-hand man and his work on the front lines of the 1907 financial crisis, he spoke
with authority on matters of financial policy, notwithstanding his lack of formal academic training.
His was the voice of experience. If Strong attached more importance to events in London than
Miami, then so be it.And even though Fed policy contributed to the financial excesses of the
period, it was not the only factor at work. In addition, there was the enabling role of a financial
system that was only loosely regulated. There were governmental efforts to boost real estate
and construction activity. There was the fact that housing starts had been depressed in the war
years, making for pent-up demand now straining to be released.Ambitious Florida promoters,
liking nothing less than pent-up demand, did their best to liberate it. None was more ambitious
than George Merrick, scion of a Congregationalist minister and grapefruit plantation owner.
Merrick’s avocation was poetry. In 1920, celebrating his Florida environs, he published a volume
of verse entitled Song of the Wind on a Southern Shore.There’s a Shore I know—that draws
meAnd that warms me all the more!—Where the gumbo-limbo grows:—And the little lizards doze
—Where the trade-wind blowsThrough the palm-tufted curvingsOf the Biscayne shore16Clearly
Merrick’s principal talent lay in real estate development. Appointed Dade County commissioner
in 1915, his main achievement was a network of roads connecting Miami with its future suburbs,
and not least with his own planned community of Coral Gables, centered on what had been the



family plantation. Pushing his poetic license to the hilt, Merrick pitched Coral Gables as a
Spanish-style city where “your ‘Castles in Spain’ are made real.” The pit from which he mined the
limestone and coral rock that was used to construct the homes was transformed into a Venetian
lagoon complete with bridges, grottoes, and loggias. Merrick advertised in national magazines
and out-of-state newspapers, writing much of the copy himself. He lured clients to his still largely
undeveloped suburb with free performances of Mabel Cody’s Flying Circus, a popular air show.
Customers buying lots were rewarded with the opportunity of going aloft and seeing their
property from the air.17 He opened opulent sales offices in New York and Chicago. Purchasing
buses to transport potential buyers, he organized excursions from New York, Philadelphia, and
Washington, D.C.Not least, Merrick hired William Jennings Bryan, the former presidential
candidate, secretary of state, and famed orator, to deliver the pitch. Bryan had moved to Florida
to make life easier for his arthritic wife and immediately became Miami’s most famous resident.
Having run for president in 1896 on a platform fighting for the small man and against the gold
standard, Bryan was now paid by Merrick to stand on a platform of another kind, erected over
the water, and speak not of the gold standard but of the Gold Coast. He was paid $100,000 for
his year’s work, half in cash and half in land.Coral Gables was successful from the start. More
than five thousand customers attended the inaugural auction of home sites in 1921. After barely
a year, Merrick was buying additional land in order to expand his vision and his development.
Between November 1924 and March 1925, the height of the tourist season, Merrick recorded a
remarkable $4 million a month in land sales.State government officials responded
enthusiastically to the boom. This was no surprise, since a substantial number of property
developers, like Merrick, not to mention their bankers, graciously agreed to serve in public office.
They used soaring real estate taxes to finance local road building and expand public services,
creating the appearance of even greater prosperity. In 1923, with the boom in full swing, the
Florida legislature placed on the ballot an amendment to the state constitution abolishing
income and inheritance taxes with the goal of encouraging migration from the north.18 Grateful
voters overwhelmingly approved the measure. They chose John Wellborn Martin, previously the
mayor of Jacksonville, as governor at the conclusion of a campaign centering on his promise to
complete an ambitious statewide road-building project. This was one of the things Ponzi was
counting on, presumably, when marketing his fictitious development on the outer reaches of
Martin’s hometown.Increasingly, the Florida real estate market displayed all the signs of an
unsustainable boom in its late stages. Landowners hired binder boys to stand in the hot sun and
entice prospective buyers. These young men in white suits, not a few of whom moonlighted as
tennis and golf pros, encouraged potential purchasers to commit to a nonrefundable 10 percent
down payment known as a binder.19 At the height of the boom, binder receipts circulated like
currency, with hotels, nightclubs, and bordellos all accepting them in payment for
services.Binder boys received a fixed fee when the aspiring purchaser’s money arrived at the
developer’s bank. Like mortgage brokers in the run-up to the 2006–07 real estate crash, they
had little interest in whether a purchaser understood the contract to which he or she was



committing or, for that matter, was capable of completing the transaction. The typical financial
institution provided a mortgage loan only if the purchaser made a down payment of 50
percent.20 The 10 percent binder therefore implied a commitment to come up with another 40
percent, which for many aspiring property owners was easier said than done.Coming up with
more money would not be necessary, of course, if the binder, which represented first right of
refusal on a desirable plot of land, was first sold off to another investor. The faster prices rose,
the more prevalent this practice of flipping binders became. Successful binder boys graduated to
real estate speculation, trading binders themselves. They put down 10 percent to purchase what
was essentially an option on an undeveloped lot with the intention of immediately selling it at a
higher price. In the summer of 1925, at the height of the boom, binders were bought and sold as
often as eight times a day.21 Clearly, Floridians in the 1920s had nothing to learn from, and
could have taught a few tricks to, property speculators in the run-up to the subprime crisis of
2007–08.This frenzied activity would not have been possible, of course, without the enabling
role of the banks. “All the financial resources of existing banking and financial institutions were
utilized to the full in financing this speculative movement,” as Herbert Simpson, a contemporary
expert on the Florida housing boom, put it in an article tellingly entitled “Real Estate Speculation
and the Depression,” published in the American Economic Review in 1933.22Insurance
companies bought what were considered the choicer mortgages; conservative banks loaned
freely on real estate mortgages; and less conservative banks and financial houses loaned on
almost everything. Real estate interests dominated the policies of many banks, and thousands
of new banks were organized and chartered for the specific purpose of providing the credit
facilities for proposed real estate promotions. The greater proportion were state banks and trust
companies, many of them located in the outlying sections of the larger cities or in suburban
regions not fully occupied by older and more established banking institutions. In the extent to
which their deposits and resources were devoted to the exploitation of real estate promotions
being carried on by controlling or associated interests, these banks commonly stopped short of
nothing but the criminal law—and sometimes not short of that.Among the worst offenders were
the building and loan associations, or B&Ls. In principle, these institutions, like mutual savings
banks, were in the business of lending to their members.23 One can’t help but be reminded of
the role in the 2008–09 crisis of Northern Rock, which similarly originated as a building society,
the British equivalent of a B&L, though this is to get ahead of the story.Building and loan
associations were subject to a patchwork of variable and often lightly enforced state
regulation.24 Lack of more stringent regulation reflected, in part, the belief that their funding was
secure. Members held shares rather than deposits, which they were not able to liquidate at their
pleasure. This freed B&Ls of the bank-run problem. Loans were collateralized, it was supposed,
by rock-solid real estate. B&Ls used minimal leverage; they did not issue debt to supplement
their shareholders’ equity. Unfortunately, these reassuring observations ignored the fact that
those to whom they lent were themselves highly leveraged. They ignored the fact that not all real
estate investments were rock-solid.25The building and loan model had worked well in the



nineteenth century. Now, however, it was enlisted by property developers to feed their ambitions
and advance their narrow ends. B&Ls being easier to incorporate than depository institutions,
real estate professionals established them for the purpose of financing residential development
projects.26 A captive board of directors there might be, but it exercised little oversight. Out the
window went the notion that B&Ls should extend mortgage credit only to reliable borrowers so
as to return income to their members. B&Ls became leaders in extending low-down-payment
loans. They issued second mortgages for 30 percent of a property’s value after the borrower
secured a conventional first loan, typically for 50 percent, from a bank or insurance company,
reducing the down payment to 20 percent.27Another increasingly important source of finance
for property development was securitization. Developers issued some $10 billion of real estate
bonds in the course of the 1920s. A third were backed by residential mortgage interest
payments, the remainder by future lease income from commercial real estate projects. Most of
the latter were “single property bonds” issued to finance individual high-rise office buildings,
apartments, and theaters, although there were also more complex instruments known as
“guaranteed mortgage participation certificates”—what we would now call mortgage pass-
through securities. Issued by title and mortgage guarantee companies and backed by
commercial real estate projects, these more complex bonds were not easily traded. To entice
investors to buy them, the issuer guaranteed the holder a rate of interest on the bond of 5
percent. This of course meant that the title or insurance company was on the hook if returns on
the underlying investments fell short.28In practice, insurance companies not only guaranteed
the bonds but held them in their portfolios. Given the low interest rates on Treasury debt
produced by Governor Strong’s internationally minded policies, real estate bonds were an
attractive alternative. Between 1920 and 1930, the share of life insurance company assets
backed by real estate and urban mortgages rose from 35 to 45 percent. The securities in
question were also marketed to the public by the bond houses that originated and distributed
them. Investors relied on the good name, such as it was, of the originator. There is little evidence
that they discriminated among these bonds, demanding higher yields as a function of the
riskiness of the mortgage pool.29 In this way large amounts of finance were channeled from
individual investors into commercial and residential property development. In the event, the
bonds in question, particularly those issued at the height of the boom, did not fare well in the
1930s.This market in single-property bonds is a reminder that, along with the residential building
boom in Florida, there was a commercial real estate boom centering on Chicago, New York, and
Detroit.30 The 1920s were the decade of the skyscraper. More ground was broken for the
construction of tall buildings than in any other decade of the twentieth century. The skyscraper
boom reflected advances in construction, including more durable steel-frame structures,
improved elevator motors, and application of Tayloresque time-and-motion methods to
construction labor. But it also reflected a new financial model in which buildings were erected not
simply as company headquarters but as financial investments, in the expectation that space
could be leased to rent-paying tenants. New York City’s iconic Chrysler Building, for which



ground was broken in 1928, served as the headquarters for the Chrysler Corporation but also
had a variety of other tenants, from Pan American Airways to Adams Hats.The commercial real
estate market peaked later than the residential real estate market. But it too was inflated beyond
all reason. And it too caused major dislocations when it came crashing down.Still, nothing
matched the extremes of the Florida property market. Miami saw the most frenzied speculation.
The boom was more subdued in Orlando, and it did not reach Jacksonville until late, a fact that
may have contributed to Ponzi’s downfall. The population of Dade County tripled between 1920
and 1925. The assessed value of property in Miami rose even faster, from $63 million in 1922 to
$421 million in 1926. At this point, one in three residents of what was by now a city of eighty
thousand was employed in property development in one way or another. At the height of the
boom, “[r] ealtors passed slowly through large crowds along Flagler Street. . . barking out their
offerings to the accompaniment of music from bands hired by the major developers. . . . At times
the sidewalks. . . were impassable due to the great number of realtors transacting their
business.”31 Agents buttonholed prospects at the railway terminal as they stepped off the train.
Newspapers were weighed down by real estate advertisements. By late 1925, daily editions of
the Miami Herald, which previously ran to no more than twenty pages, had ballooned to eighty-
eight.Labor grew scarce despite the influx of construction workers, many of whom were reduced
to living in tents. George Merrick, displaying his gift for promotion, built an encampment of 375
tents on the outskirts of his development, which he dubbed the “Cool Canvas Cottages at Coral
Gables.” The labor shortage was compounded by a building-material shortage aggravated by
the decision of the Florida East Coast Railway to place a moratorium on shipments. Not only
was the Miami rail yard jammed with twenty-two hundred freight cars, but the movement of
freight was disrupted by the desperate efforts of the overtaxed railway to double-track its lines.
With rail shipments at a standstill, steamships and sailboats were enlisted to move building
material. Soon the Miami and Miami Beach docks were so jammed that unloading cargo
became impossible. In September the steamship companies followed the railroad by
embargoing shipments of furniture, construction machinery, and building materials.All this was
indicative of a bubble in its late stages. What caused it to burst is disputed, as is always the case
with bubbles. A stock market correction was one possible trigger: the S&P Composite fell by 11
percent between February and May 1926. An unusually cold winter followed by a hot summer
did not reassure homebuyers of Florida’s temperate climate. A tropical cyclone came ashore in
December 1925, eroding the state’s pristine northeast beaches and dealing the market literally
another blow. This was followed by a category 4 hurricane, described by the US Weather Bureau
as “probably the most destructive hurricane ever to strike the United States,” that hit Miami on
September 18, 1926. Three Miami Beach residents died in the flooding, a hundred more in
Miami proper.32 The roof was torn off Carl Fisher’s vacation home. The Congregational Church
in Coral Gables became a relief center—not exactly the purpose for which Merrick had intended
it.Meanwhile, concerns with what was happening in Florida did not stay in Florida. Twenty
thousand residents of Savannah, Georgia, up and moved to the Sunshine State, lured by the



attractions of the property boom, alarming the city fathers. Investors attracted to Florida real
estate withdrew some $20 million from savings banks in Massachusetts. Bankers throughout the
Northeast and Midwest grew anxious about the loss of deposits and earning assets.Concerned
as much with the loss of population and deposits as the welfare of residents, officials inveighed
against these excesses. Ohio bankers placed newspaper ads warning against doing business
with Florida real estate developers. State Commerce Director Cyrus Locher and the chief of the
Securities Division, Norman Beck, selflessly traveled to Florida to investigate the market
firsthand. In the interest of protecting the small investor, they recommended that companies
selling securities backed by Florida real estate should not be permitted to do business in their
state. The Ohio state legislature obediently passed a blue-sky law forbidding the practice.33
Anti-Florida propaganda included the assertion that good meat was unavailable in the state and
dangerous reptiles were a threat in the major population centers.34 The Better Business
Bureau, investigating practices in Florida, detected widespread fraud and moved to publish its
findings. Ponzi’s arrest and prosecution were yet another unwelcome source of publicity.As is
typical of property markets, the volume of transactions fell first, followed after a time by prices.
Local government revenues collapsed, and ambitious municipal development projects were
abandoned. Bank clearings in Miami fell by two-thirds.35 One hundred fifty banks failed in
Florida and neighboring Georgia, most of them members of the Manley-Anthony chain, so called
because the banks in question were all owned or controlled by a pair of bankers, James R.
Anthony and Wesley D. Manley, heavily implicated in property speculation, not least in the form
of investments in Merrick’s Coral Gables development.36 Depositors suffered some $30 million
in losses. Manley himself was arrested for engaging in fraudulent transactions to shelter his
remaining assets from bankruptcy proceedings. In his defense, attorneys invoked an insanity
plea.The financial repercussions did not extend beyond Florida and Georgia; still, the episode
soured bankers and homebuyers on the residential real estate market. Residential housing
starts nationally fell from 850,000 in 1926 to 810,000 in 1927, 750,000 in 1928, and 500,000 in
1929, despite the economy displaying no comparable weakness.With hindsight, some argued
that the Federal Reserve should have done more to restrain the property boom. Doing so would
have limited the excesses in the financial system and prevented disruptive bank failures in the
South. It would have moderated an important source of downward pressure on economic activity
that was starting to be felt at the worst possible time, toward the end of the 1920s.But targeting a
specific sector, housing, would have created many of the same dilemmas as targeting the
sterling-dollar exchange rate. Fed officials would have been diverting their attention from their
fundamental task of providing an elastic currency, with adverse consequences for economic
stability. Using monetary policy to damp down financial imbalances might have ended up only
bludgeoning the economy.In a couple of years, with the boom on Wall Street, the same dilemma
would reappear. The question then was whether the Fed should raise interest rates in response
to the rise in the stock market, in order to prevent development of even more serious financial
imbalances and risks. Alternatively, it could continue to direct monetary policy to the needs of



the real economy and address financial imbalances through other means. It could rely on what
today we would call “macroprudential policy,” and what contemporaries called “direct pressure,”
that is, attempting to limit bank lending to financial markets directly.37Ultimately, the Fed chose
the first alternative, raising rates. The consequences would be far-reaching.CHAPTER 2 |
Golden GlobeIT DID NOT take long for financial excesses to migrate from Flagler Street to Wall
Street. The same low interest rates and expectations of rapid growth that fueled speculation in
property encouraged investment in stocks and bonds. Enthusiasm for stocks was further stoked
by exaggerated expectations of the profitability of what might be referred to as, if an
anachronism is permitted, a new generation of information technology companies. Much as the
Internet was used in the 1990s to trumpet the wisdom of investing in Internet-related companies,
radio was used in the 1920s to encourage investing in radio. Radio Corporation of America was
one of the most widely traded stocks on Wall Street from the time of its initial listing in 1924.RCA
and the other highflyers were helped along by Wall Street insiders like Walter Chrysler and the
Fisher Brothers, of Fisher Auto Body fame. These individuals, auto industry veterans more often
than not, were led by the mercurial founder of General Motors turned financial speculator Billy
Durant. Under Durant’s direction they formed syndicates to purchase RCA stock. They made the
soaring price of RCA shares front-page news, attracting small investors and driving up prices
still further. At this point the syndicate sold out, taking its profits and in so doing erasing earlier
gains.1But even these manipulations did not interrupt the upward trend in the market’s favorite.
From 1925 to the peak in 1929, the price of RCA shares rose more than tenfold adjusted for
splits. The first true growth stock, RCA’s price-earnings multiple ultimately exceeded 70. In the
event, the company did not pay a dividend until 1937.What was true of RCA stock was true
generally. From early 1926 through mid-1929, the Dow Jones Industrial Average rose without
significant interruption. Whether and at what point this should be regarded as a bubble
continues to be disputed. It is suggestive that the Dow and corporate dividends rose in lockstep
through 1927, as if the run-up in stock prices was a reflection of improved corporate earnings.
But in 1928, share prices decoupled from dividends. From this point the Great Wall Street boom
—some would say the bubble—was on.2There were as many explanations for the rise in share
prices as there were pundits. Expert commentators pointed to expectations of accelerating
dividend growth, reflecting the installation of electric motors and adoption of assembly line
methods. General Motors was a leader in realizing the potential of these innovations under the
direction of the MIT-trained engineer Alfred P. Sloan, who had assumed control when the
overleveraged Durant was forced out in 1920.3 GM reported exceptionally strong profits in 1928,
encouraging the belief that the same would be true of other technologically progressive firms. If
so, investors overlooked the possibility that GM’s strong profitability reflected the fact that Henry
Ford had closed down his Highland Park factory in May 1927 in order to retool from the Model T
to the Model A, diverting purchases toward his competitor. If savvy investors didn’t understand
the point, it was because GM’s management under Sloan—who was a pioneer not just in
scientific management but also in investor relations—did its best to convince them that the surge



in profitability was GM’s doing.4The other obvious suspect was, as usual, the Fed. In 1927 the
Reserve banks once more cut their policy rates to relieve the pressure on the Bank of England.
Britain was still struggling to reduce the high labor costs with which it was saddled as a result of
the return to gold in 1925. It had been hit in 1926 by a strike by coal miners protesting demands
from their employers that they accept wage cuts of 25 percent. In addition, the Dawes Plan,
which rescheduled Germany’s post–World War I reparations in 1924, permitted the country to
make those payments by exporting coal.5 Germany’s reentry into the international coal market
now depressed prices, further ratcheting up the pressure for the British industry to cut costs by
any and all means.The coal strike lasted six weeks, during which production and exports were
disrupted. The result was a deteriorating British balance of payments and gold losses for the
Bank of England. Nor were the coal miners Montagu Norman’s only problem; he also had the
German and French central banks to contend with. First the Reichsbank and then the Bank of
France began withdrawing gold from London. The French and German central banks were not
reassured by Britain’s contentious industrial relations. Not without reason, they saw gold as a
better bet than sterling.The resulting gold losses forced Norman to keep interest rates high,
making for more stringent financial conditions. That in turn made things even more difficult for a
British economy struggling to regain its footing.Understanding how these tensions came about
requires us to step back and consider the problem confronting the monetary experts who sought
to reconstruct Europe’s trade and payments after World War I. Like Benjamin Strong, they were
convinced that the gold standard was the only durable foundation on which to build. They
worried, however, that there might not be enough gold to firmly sink the pilings. Wages and
prices had risen sharply during World War I, but gold supplies, reflecting the foibles of the mining
industry, failed to follow. The traditional way of squaring this circle was by pushing wages and
prices back down. But doing so was no longer palatable politically, in the wake of the war. The
electoral franchise was now broader; men who had so valiantly fought in the trenches could no
longer be denied the vote. Labor movements grew more militant, as underlined by the British
coal strike.For all these reasons, a policy of wage and price reductions was no longer easy to
implement. Nor could more gold for backing money supplies, commensurate with higher prices,
be conjured out of thin air, or from under the ground. The only solution was to find a substitute
that central banks could use to supplement their existing gold reserves—that they could use to
back their issuance of money and credit. Here the obvious supplements were the bonds issued
by the US and British treasuries, which in principle were as good as gold—that would, in other
words, be readily exchangeable into the yellow metal once the international gold standard was
restored.The idea that central banks should supplement their gold reserves by holding the
securities of governments like Britain’s was enthusiastically tabled by the British delegation to
the international conference convened in Genoa in 1922. It was received with mixed feelings by
other European countries anticipating that their securities would not enjoy the same privileged
status. Moreover, anything that smacked of a relaxation of gold-standard disciplines raised a red
flag in countries that suffered runaway inflation in the first half of the 1920s, Germany of course



being the classic case in point. The hyperinflation that reached its chaotic climax in Germany in
1923 came to be seared, seemingly forever, in the country’s collective consciousness. It took
place when the gold standard was in abeyance; indeed, it is inconceivable that such high
inflation could have occurred were the money stock tied to supplies of gold. In France, inflation
never quite reached hyperinflationary levels but nonetheless had the same socially corrosive
effects. The French inflation similarly took place when the gold standard was suspended. There,
too, inflation stabilization coincided with the gold standard’s restoration. French and German
officials, rendered highly inflation-averse, therefore subscribed to a particularly rigid form of gold
standard doctrine subsequently. The policies flowing from that doctrine ultimately created
intractable problems not just for Germany and France but ultimately for the United Kingdom, the
United States, and the world as a whole.Inflation may be always and everywhere a monetary
phenomenon, but in Germany and France it was more fundamentally a political phenomenon. At
its root were the tangle between the two countries over reparations and the division between
business and labor as to who would bear the cost not just of those transfers but also of basic
social services. Following the signing of the Treaty of Versailles in that other famous Hall of
Mirrors, the Inter-Allied Reparations Commission had set Germany’s reparations bill at 269
billion gold marks, nearly 200 percent of GDP.6 This immense sum was unrealistic and
unattainable, as John Maynard Keynes, the lead treasury representative to the Paris peace
conference, argued in The Economic Consequences of the Peace, the December 1919
broadsheet that made him a public figure. Economically, forcing the country to export a multiple
of what it imported in order to make large transfers to foreigners threatened to turn Germany’s
terms of trade (the price of what it exported relative to the price of what it imported) against it,
rendering those transfers still harder and, in the limit, impossible to achieve.7 Politically,
reparations fanned international tensions, to put an understated gloss on the point.Not only were
the Allies’ reparation demands enormous, but payments were scheduled to continue for forty-
two years. Imposing this heavy burden on future generations kept alive the question of who was
responsible for starting the war, and then for losing it. This in turn inflamed the debate over who
should now bear the cost of repairing the damage. Socialists insisted that business should pay
through a one-time levy on business assets, or “seizure of real values.” In the spring of 1921 the
German Social Democratic economics minister Robert Schmidt proposed that the wealthy
should be required to turn over 20 percent of their stocks and bonds and that a 5 percent tax
should be paid on the value of landed property. Business and property owners were aghast. As
an alternative they constructively suggested raising sales and excise taxes, which conveniently
fell on workers.Equally predictably, the fact that a substantial fraction of tax revenues would be
devoted to funding transfers to foreigners reinforced the opposition of both sides to any increase
in rates. In the end, the decision taken was to rely on sales and excise taxes, though not heavily
enough to close the fiscal gap.Notwithstanding these constraints, the German government
initially pursued a policy of fulfillment. This meant making an effort to meet the terms of the
reparations agreement, in the hope that good behavior would be rewarded. But rewards were



not much on the minds of the French, who had problems of their own, which they blamed on the
Germans. The French right wing, in particular, saw economic and financial concessions as a
sign of weakness that would only encourage nationalist tendencies in Germany. It followed that
the political strength of the center-right Bloc national, in power from 1919, made compromise
unlikely.In January 1923 the French communicated their response to German requests for
concessions in no uncertain terms. Under instructions from the prime minister and minister of
foreign affairs Raymond Poincaré, the French army reentered the Ruhr Valley, Germany’s
western industrial flank, with the goal of extracting reparations by force. Railway and mine
workers sat down on the job, and the Reichsbank, at government instruction, printed the paper
marks that businesses paid their workers.Poincaré’s role in these events, as in the subsequent
French inflation and stabilization, was controversial. The French leader was born in 1860 in Bar-
le-Duc, not far from France’s eastern border. As a child he was prudent and politic; one story has
him always carrying an umbrella to school, whatever the weather. He was just a week short of
his tenth birthday, in 1871, when, with the defeat of the French Imperial Army, Prussian troops
occupied his native Lorraine. Young Raymond’s bedroom was taken over by a Prussian officer,
and the family was forced to remain in the upper floor of its house for the better part of three
years.From this, one imagines, flowed the mature Poincaré’s unbending attitude toward
Germany, his refusal to offer concessions on the reparations issue, and his readiness to use
military means to extract them. In the words of the British prime minister, David Lloyd George,
“M. Poincaré was a Lorrainer born in a province repeatedly overrun and ravaged by Teutonic
hosts . . . he himself twice witnessed the occupation of his own cherished home by German
troops [the second time being in World War I]. . . . M. Poincaré is cold, reserved, rigid, with a
mind of unimaginative and ungovernable legalism. He has neither humor nor good humor.”8This
evaluation was harsh and condescending, as was not infrequently the case with Lloyd George’s
appraisals of his political rivals.9 Still, it conveys a sense of the broader context causing French
leaders to frame the reparations issue as they did.Among the casualties of the Ruhr occupation
were Weimar’s fragile finances. Although the cost of goods and services purchased by the
government rose in step with the price level, taxes were paid on earlier incomes and lagged
behind. The 10 percent tax on wages, deducted at the source, remained in the hands of
employers for two weeks, at the end of which it was paid to the government. With prices
doubling every fortnight, the consequences for the public finances were dire.On March 23 Berlin
imposed an additional penalty on anyone who delayed payment of taxes. But the new measure
did not begin to correct the problem. The government’s finances deteriorated further, forcing still
greater reliance on the printing press. Firms, banks, and individuals devoted more and more
time to minimizing the impact of the inflation on their personal and corporate finances and less
and less to productive activity.Something had to give. That something, in the end, was French
public opinion and German business. For German coal and steel magnates like Hugo Stinnes
with investments in the Ruhr, the passive resistance was a disaster. Much like the Scottish-
American industrialist Andrew Carnegie, Stinnes had worked his way up from modest means,



acquiring a constellation of businesses centering on the coal, steel, and shipbuilding industries
and enhancing their efficiency by placing them under one managerial roof. The scale of his
business empire meant that Stinnes stood to take large losses if coal mining was immobilized for
an extended period.In September 1923, Stinnes and other leading industrialists therefore
agreed to pay back taxes and make coal deliveries directly to France. Berlin agreed to call off the
passive resistance. Paris signaled a willingness to reconsider the reparations bill. This
renegotiation then followed with the formation of the Dawes Commission at the end of
November.Rudolph Havenstein, the lawyer and civil servant who had served as president of the
Reichsbank since 1908, long denied the existence of a connection between his policies of
providing cash in return for government and private paper on the one hand and inflation on the
other, preferring to blame the price increases on foreign speculators. Havenstein’s hand was
strong, in that his appointment was for life. But the evidence against his position was, by now,
overwhelming. The passive resistance having collapsed, his board turned against him. It
announced that the Reichsbank would no longer provide cash and credit in return for the
emergency notes issued by German business.10 And to ensure that the central bank would not
abandon its newfound firmness, the government established the office of the Currency
Commissioner and authorized its occupant to issue a parallel and hopefully stable currency, the
rentenmark. To this office it appointed a well-known banker with political connections, Hjalmar
Schacht. Schacht took up the position on November 13.This marked the death of the
hyperinflation and, as it turned out, of Havenstein himself, who suffered a fatal heart attack on
November 20, the same day Germany’s currency was stabilized against the dollar. The
government now moved to have Schacht head the Reichsbank as well. Never one reluctant to
engage in self-promotion, Schacht went on to claim that he had engineered the stabilization. The
fact of the matter was that he was fortunate enough to assume his position as central banker just
as the problem was solved.As the printing presses slowed, the government’s accounts
strengthened of their own accord. The hyperinflation was history. But it was not history that was
quickly forgotten. This background explains how the Reichsbank became wedded to an
unvarnished version of the gold standard. It explains why its successor, the Deutsche
Bundesbank, continued to view the world through the lens of the 1920s, not just after World War
II but, amazingly, into the twenty-first century—and even after it was absorbed into the European
System of Central Banks.France too suffered from chronic budget deficits. The coalition
government formed by the Bloc national of conservative parties, which held power from 1919
through 1924, succeeded periodically in balancing the “ordinary” budget of current expenditures
but couldn’t agree on how to finance the “recoverable” budget of postwar reconstruction costs,
so called because there was the expectation, or at least the hope, that these might be recovered
from the Germans. At some level, budget deficits were not entirely undesirable, since they
indicated that France was incapable of financing its reconstruction on its own. As the British
treasury expert Ralph Hawtrey put it, for a French government to balance the recoverable
budget “would have been an unpatriotic act, an expression of doubt as to the recovery of



reparations in full.”11Leaving aside reparations, the obvious solution to the fiscal problem would
have been for the Left to agree to an increase in consumption taxes and the Right to concede
modest levies on income and wealth. With a bit of shared sacrifice, the problem could have been
solved. But there was little inclination to share sacrifice under the circumstances. It was not
unlike the German situation except that the reparations shoe was on the other foot.Meanwhile,
the French treasury had to pay the bills. Borrowing long term was not an option. By 1923 the
public debt exceeded 170 percent of GDP, given obligations incurred during the war and a deficit
on the recoverable budget that now added 7 percent of GDP to the debt every year. Investors
were willing to take only short-dated securities that would mature before potential problems of
default and inflation materialized. Accordingly, the treasury issued short-term bills, known as
national defense bonds to accentuate their connection with World War I. And whenever
investors demonstrated a reluctance to purchase them, it asked the Bank of France to step in as
purchaser of last resort.Short-term debt poses risks to financial stability, as a long list of
twentieth- and twenty-first-century emerging markets have learned to their chagrin. Because
short-term bills mature continuously, the government has to be able to roll them over—to issue
new ones to replace those it pays off. If investors worry that inflation is poised to accelerate and
therefore hesitate to purchase the new bills issued to replace those that have recently matured,
the government will experience a funding crisis. It will be forced to turn to the central bank for
cash. That cash, which the central bank provides by purchasing the government’s newly issued
bills, will increase the money supply and in turn worsen inflation, validating investors’ fears.
Thus, in the same way that a run on a bank by panicked depositors can be self-fulfilling, so too
can be a run on a government’s short-term debt.The result of this dependence on short-term
borrowing and advances from the Bank of France was, predictably, repeated bursts of inflation,
each more serious than the last. Again, a bit of inflation was not entirely undesirable from the
standpoint of the diplomats, since it testified to the country’s inability to finance its reconstruction
costs. But this was not the view of the French public, which, like all publics, felt inflation in the
pocketbook. By the first quarter of 1924, at the height of the Ruhr occupation, retail price
inflation had reached an alarming 36 percent.12 Share prices reacted badly: the index of 300
French securities fell sharply in March. More than a year into the Ruhr occupation, it was
apparent that France would not be able to extract more blood from the German stone.Forced to
choose between compromise and hyperinflation, the French Parliament, still dominated by the
Poincaré-led Bloc national, opted for compromise, though just barely. After a contentious debate
lasting two months, legislators agreed to raise taxes by 20 percent across the board in a
measure known as the double decime. Since it would take time for the additional tax revenues to
materialize, J. P. Morgan, the French government’s banker, agreed to provide a $100 million
credit conditional on the Parliament first passing the tax increase. Another £4 million (roughly
$19 million at the prevailing exchange rate) was then extended by the investment bank Lazard
Frères.This was enough to stabilize the franc for the moment.13 But it was not enough to
prevent inflation from resuming, since the underlying conflict was not resolved. It was not clear



whether the double decime would be enough to balance the budget inclusive of reconstruction
costs; the answer would depend on, among other things, taxpayer compliance. And it was not
clear whether the middle classes, on whom the new taxes fell, would be prepared to accept
them. The dispute over who would bear the burden heated up again as soon as it became
evident, with the failure of the Ruhr invasion, that the answer was “not Germany.”In elections in
May 1924, the Bloc national lost its majority in the Chamber of Deputies, as the unhappy middle-
class voters who bore the brunt of Poincaré’s taxes turned out in large numbers. The Radicals
(essentially, reformist bourgeois liberals), with support from the Socialists, then formed a left-of-
center government, the Cartel des Gauches, headed by the longtime Radical politician Édouard
Herriot, and sought to reopen the fiscal question. With the 1924 compromise in the balance,
there was renewed uncertainty about whether the budget would be balanced. Herriot was
sympathetic to the Bolshevik experiment, having visited the Soviet Union in 1922.14 Though not
a Communist himself, his selection as prime minister alarmed the Right. Worried that his
government might seek to close the deficit by imposing a levy on wealth, investors rushed to sell
their government bonds. The franc plummeted on the foreign exchange market as bondholders
scrambled to get their money out of the country. Inflation accelerated again, and tax revenues
failed to keep pace with the rising cost of public-sector outlays, as in Germany in 1923. With the
government now unable to market even short-term bills and reluctant to raise the rate of interest
they offered for fear that this would validate expectations of inflation and worsen the budgetary
situation, this left only the Bank of France as bond purchaser of last resort.The central bank thus
faced a dilemma. Parliament had placed a ceiling in 1920 on how many currency notes the bank
could issue precisely in order to limit the recourse of governments to inflationary finance.
Purchasing government bonds in substantial amounts might now cause those limits to be
breached. In an extraordinary turn of events, the Bank of France chose to falsify its published
statements, disguising the fact that it had breached the legal ceiling on note issuance. The
deception was elegant in its simplicity: the excess was simply placed under the heading
“various” (divers) on the two sides of the Bank’s balance sheet.In fact, this violation had begun
already the previous March, under the earlier Poincaré-led Center-Right government. Secretary
General Albert Aupetit, Bank of France Governor Georges Robineau’s headstrong second in
command, took the initiative in an effort to avoid torpedoing the Poincaré government’s
stabilization program.15 To not finance the government’s transitional deficits would have
precipitated a funding crisis, putting an abrupt end to Poincaré’s stabilization effort. For Aupetit,
who saw Poincaré’s stabilization as the country’s best remaining hope and who was anxious to
give it time to work, breaking the law was a lesser evil.With the temporary success of Poincaré’s
stabilization, the note circulation fell safely below the legal maximum. But Aupetit continued to
falsify the bank’s weekly statement, understating the note issuance in an effort to convince
speculators that the stabilization was a success. In October, as the stabilization lost traction
following the change in government, the note issue then rose above the legal ceiling a second
time, a fact that the central bank, under Aupetit’s leadership, once again hid from wider view.At



this point, Bank of France officials informed Prime Minister Herriot and his finance minister,
Etienne Clémentel, of the troubling state of affairs. But they conveniently neglected to mention
that the problem had first arisen under the Bloc national government, so as to impress upon
Cartel leaders that their own budgetary policies were to blame. This may help to explain why
Herriot, though now aware of the deception, hesitated to go public.The longer the status quo
persisted, the larger the gap became between the central bank’s published balance sheet and
the actual monetary circulation. And the larger the discrepancy, the more difficult it was to hide.
By early 1925 its existence was common knowledge among members of the finance committees
of the Chamber and Senate.16 The situation created considerable tension within the Bank of
France, to the point where François de Wendel, a leading member of the central bank’s
governing board, threatened to resign over the matter.De Wendel’s threat tipped the balance
toward the faction that favored coming clean. When on April 9 the falsification of the bank’s
balance sheet was finally revealed, Herriot placed the blame on the bank. He insisted that the
actions of his government were no different from those of its predecessors, but no matter. He
was forced to resign, following a vote of no confidence in the Senate.Specialists will recognize
here what economists refer to as “fiscal dominance.”17 When fiscal policy makers decide, in
their wisdom, to run a budget deficit, and there is nothing the central bank can do about it, the
central bank will then have no choice but to buy the government’s bonds and tolerate a higher
rate of inflation than it would prefer, if it is otherwise impossible to finance the deficit and the
alternative is default and financial chaos. In the French case, the central bank went so far as to
disregard the law. There is a parallel with the provision in the statute of the European Central
Bank prohibiting it from buying the newly issued bonds of governments. That provision is
designed to protect the ECB from fiscal dominance and the European public from inflation.
There is also a parallel in how the ECB felt compelled to parse, if not exactly disregard, the
provision in 2012 when, in the face of a bond-market crisis, it announced its program of Outright
Monetary Transactions to buy government bonds on the secondary market.18 Sometimes, even
central bankers are forced to conclude, there are worse things than a bit of inflation.The problem
in France was that the resulting inflation was more than a bit. It persisted for the better part of two
years, as one prime minister after another—there were seven in all from June 1924 to July 1926
—grappled with the unwillingness of the Left and Right to compromise over the budget. The Left
would propose a special levy on capital, and the wealthy would shift their savings abroad. The
Right would then propose new taxes on consumption, and workers would take to the streets.The
resulting inflation was ruinous for small savers, rentiers, and military pensioners, the members of
society least able to protect themselves. July 1926 saw protests by more than twenty thousand
former servicemen and their sympathizers outside the Chamber of Deputies. Blaming foreigners
for manipulating the franc and fomenting the inflation, the mob vented its anger by attacking
Paris-by-night buses, the preferred vehicle of American tourists. Wealthy French families, fearing
social unrest, sent not just their savings but now also their families abroad.At this point the
inflation was seriously disruptive; in some circles it was seen as a threat to French democracy



itself. The Left-dominated Chamber of Deputies, in desperation, agreed on July 22 to allow
Poincaré to return at the head of a government of national union.Notwithstanding his harsh
policies toward Germany, Poincaré held a reputation for prudence and caution. He was “the man
of stability,” having made his name by helping to organize the nation’s finances during World War
I. He had engineered the temporarily successful 1924 stabilization, after all. By raising taxes
prior to a parliamentary election, he put the nation’s finances before political gain and paid the
price.Poincaré was also a man of stability in that he was not closely identified with either the
Right or the Left. In the Chamber of Deputies he was associated with the Moderates. The Bloc
national may have been center-right, but Poincaré also had friends and allies among the
Socialists, not least Léon Blum, the future premier. As the product of a middle-class family, he
identified with the small savers least well positioned to protect themselves from the effects of
inflation. Moderation was what the circumstances required. When it came to domestic policies,
as opposed to his dealings with Germany, it was what Poincaré offered.Poincaré was asked to
form a union government combining his Center-Right constituency with elements of the Left.
There was now a consensus that the politicization of fiscal policy had gone too far. Poincaré’s
appointment and his formation of a national unity government acknowledged this fact. The
politicians, evidently, had learned the hard way that budgetary solutions needed to be agreed by
consensus, not forced on the Right by the Left, or vice versa.Fostering that consensus was now
Poincaré’s task. Procedures for monitoring incomes and collecting taxes were upgraded with the
goal of raising revenues. There was some streamlining of the public administration, with the
closure of local law courts and other administrative offices. Funds from the state tobacco
monopoly were earmarked for servicing and retiring public debt. This confirmed that there would
be no expropriation of the rich, something that the formation of a union government had already,
in fact, made clear. Finally, Poincaré proposed to convert the short-term national defense bonds
that had been the immediate source of financial vulnerability into stabler long-term
obligations.The desire to shift the burden of stabilization, whether from capital to labor, from the
middle classes to the wealthy, or from France to Germany, had burned itself out in the fires of
inflation. As a result, Poincaré’s limited measures sufficed to cement the 1926 stabilization,
which took hold in August. Prices stopped rising; the exchange rate, having depreciated
previously, now began to appreciate, to the discomfort of French exporters, who enjoyed their
newfound competitive advantage, leading the Bank of France to buy foreign currencies in
exchange for francs to slow the currency’s rise. The franc was then pegged to sterling and the
dollar at the end of 1926, and gold convertibility was restored in 1928.France’s gold standard
statutes, like Germany’s, were rigid. They prohibited the central bank from purchasing
government securities on the market (engaging in “open market operations”) and otherwise
providing direct financing to the government. As in Germany, a long shadow was cast by the
inflation and the social divisions it laid bare.Halting inflation, first in Germany and then in France,
encouraged flight capital to return. Inflation having been subdued, there was more confidence
that investments would hold their value. The commitment to return to the gold standard, in order



to endure, required governments to balance their budgets. Investors thus had new reason to
hope that the long succession of deficits and conflict over the incidence of taxes had finally
come to an end. In time, this idea that stabilizing the currency somehow guaranteed responsible
fiscal behavior and relieved investors of the risk of sovereign default would be revealed as
mistaken. This was of course the same mistake committed by those who purchased the bonds
of Southern European nations following the advent of the euro in 1999. It had the same
consequences.The influx of foreign money was a mixed blessing for the French and German
economies, since it placed upward pressure on their currencies. To prevent the exchange rate
from shooting through the roof, to the detriment of exporters, the Reichsbank and Bank of
France bought up those foreign funds, in return for marks and francs. But the foreign securities,
and sterling securities in particular, acquired in this way were not obviously as good as the gold
for which they could be exchanged.Hence Norman’s problem. In the second half of 1926 the
Reichsbank began cashing in its sterling balances, taking gold from the Bank of England in
return. In the six months ending in February 1927, British gold exports to Germany approached
$60 million, a considerable sum. Schacht, now firmly installed as head of the German central
bank, was conscious of the constructive role Norman played in the negotiation of the Dawes
Plan, under which reparations were reduced and a stabilization loan was secured. But, any such
gratitude notwithstanding, Schacht’s first responsibility was for his portfolio. His belief in the
importance of following the gold standard rules was not tempered by emotion. Schacht therefore
presented the sterling he acquired through his sterilization operations to the Bank of England for
conversion into gold.Norman had not been as helpful to the Bank of France when it was
grappling ineffectually with debt and currency crises in 1923, 1925, and 1926. He saw France as
having been particularly obstructionist in negotiating a reparations settlement. There was also
the fact that the Bank of England and Bank of France were vying for influence in Central and
Eastern Europe, whose financial business they sought to attract to London and Paris. Although
Émile Moreau, successor to Robineau as governor of the Bank of France from 1926 to 1930,
characterized his English counterpart as “aimable et charmant,” Norman had rebuffed France’s
efforts to obtain concrete assistance for financial stabilization.19Now, as capital flowed from
Britain to France, the tables turned. The foreign assets acquired by the Bank of France were
denominated in sterling and issued in London. Responding to the same uncertainties as the
Reichsbank, Moreau took the first opportunity to cash them in. He was aware that his request, by
draining gold from the Bank of England, would force Norman to raise “Bank rate,” the rate the
Bank of England charged when discounting bills for other financial institutions. But this was not
an undesirable side effect. If the result was tighter conditions in London, the source of a
significant fraction of the short-term capital flooding into France, then the policy had corollary
benefits from the French point of view. If it created difficulties for the Bank of England, then so be
it.Britain’s one source of leverage was the World War I debt that France owed Britain. Norman
therefore suggested to Winston Churchill, the Chancellor of the Exchequer, that he ask for its
repayment to be accelerated. This threat, thinly veiled, led Moreau to negotiate a compromise in



June 1927 in which the Bank of France limited its further conversion of sterling into gold to £30
million. Norman’s aggressive diplomacy solved, or at least put off, the immediate problem. But it
did not enhance the prospects for friendly monetary relations going forward.Strong monitored
these Franco-British negotiations from his perch in New York. Excepting a hiatus in late 1926
spent in Biltmore, North Carolina, while recovering from pneumonia, he was in almost
continuous contact with his friend Norman by cable and letter. Knowing that the opinions of the
American central banker carried weight, Moreau forwarded Strong his own account of the Bank
of France–Bank of England negotiations in an effort to ensure that Strong formed a balanced
view.The net effect was to impress on Strong the tenuousness of the British position. The
continued stability of sterling hinged on the cooperation of the Reichsbank and the Bank of
France, but this was not something to be taken for granted. At the same time, these sensible
men understood that they were in it together. Strong had held friendly bilateral discussions with
Norman, Schacht, and various Bank of France officials. In the case of Norman and Strong, there
were more than just friendly bilateral discussions. The two men had met already during World
War I on the occasion of Strong’s inaugural trip to Europe as governor of the New York Fed and
formed a personal bond. They became pen pals and vacationed together twice a year for much
of the 1920s, health permitting. If Norman had been able to develop such a fruitful relationship
with Strong, why then couldn’t these other central bankers reach a similarly harmonious
understanding in face-to-face meetings?Norman therefore suggested that he and Strong meet
together with Schacht and Moreau. Strong issued the invitation—he was still recovering from his
bout of pneumonia, dictating that the meeting take place in the United States. Moreau,
possessing no English, even then the universal language of central banking, passed the
invitation to Charles Rist, his number two.Strong, Norman, Schacht, and Rist assembled in the
first week of July in Woodbury, on Long Island, at the home of US Treasury Undersecretary
Ogden Mills. This monumental county seat, designed by John Russell Pope, was one of the
most lavish on Long Island, with views in all directions and a central portion that “rises through
two stories, with its cornice and parapet of somewhat Italian feeling . . . flanked and carefully held
by the well-proportioned blocklike wings whose flat fretted cornices carry the line of the first
story order around the entire building.”20This was opulent architecture more than befitting a
meeting of the world’s leading central bankers. Whether the international financial architecture
was up to the task was another matter. For five days the central bankers conferred. It was like
herding cats; Strong failed even to get all three of his colleagues into a room at the same time.
Norman emphasized the delicacy of his position and his limited gold reserves. Schacht and Rist
reiterated the importance of adhering to the rules of the gold standard as strictly as
possible.Process of elimination left one central bank to take the initiative. The result was another
attempt by Strong to convince the Federal Reserve banks to agree to cut interest rates to
support sterling. There was no little irony in the outcome. Strong had agreed to convene the
meeting in an effort to encourage adjustments by the European bankers, but it was he who
ended up doing the adjusting.To make the case, Strong saw to it that Norman, Schacht, and Rist



continued on to Washington and New York to meet with the board of governors and with Daniel
Crissinger, chairman of the New York Fed. These officers of the Fed, evidently, were convinced.
By the end of August, eight Reserve banks had voted to cut interest rates by half a point. Adolph
Miller would have dissented, but he was summering in California. Later he criticized the decision
as giving “a further great and dangerous impetus to an already overexpanded credit situation,
notably to the volume of credit used on the stock exchanges.”21The majority decision was then
imposed on the dissenting Reserve banks, starting with the Federal Reserve Bank of Chicago.
This was the first time in the history of the Federal Reserve System that the board of governors
imposed its will on dissenting Reserve banks. Strong was pleased, no doubt, to see the board
force the other Reserve banks into line. Higher rates in the Midwest than the East had allowed
banks in the interior to borrow more cheaply in New York in order to lend to their own customers,
resulting in a drain of reserves and gold from the New York Fed. This assertion of authority by
the board was an important step toward an integrated Federal Reserve policy, in which
decisions were not made by individual Reserve banks following their parochial concerns but
instead coordinated across districts with the needs of the national economy in
mind.Unfortunately, it was only a step. When the crunch came, in 1929, coordination would be
lacking. And the consequences would not be pretty.CHAPTER 2 | Golden GlobeIT DID NOT
take long for financial excesses to migrate from Flagler Street to Wall Street. The same low
interest rates and expectations of rapid growth that fueled speculation in property encouraged
investment in stocks and bonds. Enthusiasm for stocks was further stoked by exaggerated
expectations of the profitability of what might be referred to as, if an anachronism is permitted, a
new generation of information technology companies. Much as the Internet was used in the
1990s to trumpet the wisdom of investing in Internet-related companies, radio was used in the
1920s to encourage investing in radio. Radio Corporation of America was one of the most widely
traded stocks on Wall Street from the time of its initial listing in 1924.RCA and the other
highflyers were helped along by Wall Street insiders like Walter Chrysler and the Fisher
Brothers, of Fisher Auto Body fame. These individuals, auto industry veterans more often than
not, were led by the mercurial founder of General Motors turned financial speculator Billy Durant.
Under Durant’s direction they formed syndicates to purchase RCA stock. They made the soaring
price of RCA shares front-page news, attracting small investors and driving up prices still further.
At this point the syndicate sold out, taking its profits and in so doing erasing earlier gains.1But
even these manipulations did not interrupt the upward trend in the market’s favorite. From 1925
to the peak in 1929, the price of RCA shares rose more than tenfold adjusted for splits. The first
true growth stock, RCA’s price-earnings multiple ultimately exceeded 70. In the event, the
company did not pay a dividend until 1937.What was true of RCA stock was true generally. From
early 1926 through mid-1929, the Dow Jones Industrial Average rose without significant
interruption. Whether and at what point this should be regarded as a bubble continues to be
disputed. It is suggestive that the Dow and corporate dividends rose in lockstep through 1927,
as if the run-up in stock prices was a reflection of improved corporate earnings. But in 1928,



share prices decoupled from dividends. From this point the Great Wall Street boom—some
would say the bubble—was on.2There were as many explanations for the rise in share prices as
there were pundits. Expert commentators pointed to expectations of accelerating dividend
growth, reflecting the installation of electric motors and adoption of assembly line methods.
General Motors was a leader in realizing the potential of these innovations under the direction of
the MIT-trained engineer Alfred P. Sloan, who had assumed control when the overleveraged
Durant was forced out in 1920.3 GM reported exceptionally strong profits in 1928, encouraging
the belief that the same would be true of other technologically progressive firms. If so, investors
overlooked the possibility that GM’s strong profitability reflected the fact that Henry Ford had
closed down his Highland Park factory in May 1927 in order to retool from the Model T to the
Model A, diverting purchases toward his competitor. If savvy investors didn’t understand the
point, it was because GM’s management under Sloan—who was a pioneer not just in scientific
management but also in investor relations—did its best to convince them that the surge in
profitability was GM’s doing.4The other obvious suspect was, as usual, the Fed. In 1927 the
Reserve banks once more cut their policy rates to relieve the pressure on the Bank of England.
Britain was still struggling to reduce the high labor costs with which it was saddled as a result of
the return to gold in 1925. It had been hit in 1926 by a strike by coal miners protesting demands
from their employers that they accept wage cuts of 25 percent. In addition, the Dawes Plan,
which rescheduled Germany’s post–World War I reparations in 1924, permitted the country to
make those payments by exporting coal.5 Germany’s reentry into the international coal market
now depressed prices, further ratcheting up the pressure for the British industry to cut costs by
any and all means.The coal strike lasted six weeks, during which production and exports were
disrupted. The result was a deteriorating British balance of payments and gold losses for the
Bank of England. Nor were the coal miners Montagu Norman’s only problem; he also had the
German and French central banks to contend with. First the Reichsbank and then the Bank of
France began withdrawing gold from London. The French and German central banks were not
reassured by Britain’s contentious industrial relations. Not without reason, they saw gold as a
better bet than sterling.The resulting gold losses forced Norman to keep interest rates high,
making for more stringent financial conditions. That in turn made things even more difficult for a
British economy struggling to regain its footing.Understanding how these tensions came about
requires us to step back and consider the problem confronting the monetary experts who sought
to reconstruct Europe’s trade and payments after World War I. Like Benjamin Strong, they were
convinced that the gold standard was the only durable foundation on which to build. They
worried, however, that there might not be enough gold to firmly sink the pilings. Wages and
prices had risen sharply during World War I, but gold supplies, reflecting the foibles of the mining
industry, failed to follow. The traditional way of squaring this circle was by pushing wages and
prices back down. But doing so was no longer palatable politically, in the wake of the war. The
electoral franchise was now broader; men who had so valiantly fought in the trenches could no
longer be denied the vote. Labor movements grew more militant, as underlined by the British



coal strike.For all these reasons, a policy of wage and price reductions was no longer easy to
implement. Nor could more gold for backing money supplies, commensurate with higher prices,
be conjured out of thin air, or from under the ground. The only solution was to find a substitute
that central banks could use to supplement their existing gold reserves—that they could use to
back their issuance of money and credit. Here the obvious supplements were the bonds issued
by the US and British treasuries, which in principle were as good as gold—that would, in other
words, be readily exchangeable into the yellow metal once the international gold standard was
restored.The idea that central banks should supplement their gold reserves by holding the
securities of governments like Britain’s was enthusiastically tabled by the British delegation to
the international conference convened in Genoa in 1922. It was received with mixed feelings by
other European countries anticipating that their securities would not enjoy the same privileged
status. Moreover, anything that smacked of a relaxation of gold-standard disciplines raised a red
flag in countries that suffered runaway inflation in the first half of the 1920s, Germany of course
being the classic case in point. The hyperinflation that reached its chaotic climax in Germany in
1923 came to be seared, seemingly forever, in the country’s collective consciousness. It took
place when the gold standard was in abeyance; indeed, it is inconceivable that such high
inflation could have occurred were the money stock tied to supplies of gold. In France, inflation
never quite reached hyperinflationary levels but nonetheless had the same socially corrosive
effects. The French inflation similarly took place when the gold standard was suspended. There,
too, inflation stabilization coincided with the gold standard’s restoration. French and German
officials, rendered highly inflation-averse, therefore subscribed to a particularly rigid form of gold
standard doctrine subsequently. The policies flowing from that doctrine ultimately created
intractable problems not just for Germany and France but ultimately for the United Kingdom, the
United States, and the world as a whole.Inflation may be always and everywhere a monetary
phenomenon, but in Germany and France it was more fundamentally a political phenomenon. At
its root were the tangle between the two countries over reparations and the division between
business and labor as to who would bear the cost not just of those transfers but also of basic
social services. Following the signing of the Treaty of Versailles in that other famous Hall of
Mirrors, the Inter-Allied Reparations Commission had set Germany’s reparations bill at 269
billion gold marks, nearly 200 percent of GDP.6 This immense sum was unrealistic and
unattainable, as John Maynard Keynes, the lead treasury representative to the Paris peace
conference, argued in The Economic Consequences of the Peace, the December 1919
broadsheet that made him a public figure. Economically, forcing the country to export a multiple
of what it imported in order to make large transfers to foreigners threatened to turn Germany’s
terms of trade (the price of what it exported relative to the price of what it imported) against it,
rendering those transfers still harder and, in the limit, impossible to achieve.7 Politically,
reparations fanned international tensions, to put an understated gloss on the point.Not only were
the Allies’ reparation demands enormous, but payments were scheduled to continue for forty-
two years. Imposing this heavy burden on future generations kept alive the question of who was



responsible for starting the war, and then for losing it. This in turn inflamed the debate over who
should now bear the cost of repairing the damage. Socialists insisted that business should pay
through a one-time levy on business assets, or “seizure of real values.” In the spring of 1921 the
German Social Democratic economics minister Robert Schmidt proposed that the wealthy
should be required to turn over 20 percent of their stocks and bonds and that a 5 percent tax
should be paid on the value of landed property. Business and property owners were aghast. As
an alternative they constructively suggested raising sales and excise taxes, which conveniently
fell on workers.Equally predictably, the fact that a substantial fraction of tax revenues would be
devoted to funding transfers to foreigners reinforced the opposition of both sides to any increase
in rates. In the end, the decision taken was to rely on sales and excise taxes, though not heavily
enough to close the fiscal gap.Notwithstanding these constraints, the German government
initially pursued a policy of fulfillment. This meant making an effort to meet the terms of the
reparations agreement, in the hope that good behavior would be rewarded. But rewards were
not much on the minds of the French, who had problems of their own, which they blamed on the
Germans. The French right wing, in particular, saw economic and financial concessions as a
sign of weakness that would only encourage nationalist tendencies in Germany. It followed that
the political strength of the center-right Bloc national, in power from 1919, made compromise
unlikely.In January 1923 the French communicated their response to German requests for
concessions in no uncertain terms. Under instructions from the prime minister and minister of
foreign affairs Raymond Poincaré, the French army reentered the Ruhr Valley, Germany’s
western industrial flank, with the goal of extracting reparations by force. Railway and mine
workers sat down on the job, and the Reichsbank, at government instruction, printed the paper
marks that businesses paid their workers.Poincaré’s role in these events, as in the subsequent
French inflation and stabilization, was controversial. The French leader was born in 1860 in Bar-
le-Duc, not far from France’s eastern border. As a child he was prudent and politic; one story has
him always carrying an umbrella to school, whatever the weather. He was just a week short of
his tenth birthday, in 1871, when, with the defeat of the French Imperial Army, Prussian troops
occupied his native Lorraine. Young Raymond’s bedroom was taken over by a Prussian officer,
and the family was forced to remain in the upper floor of its house for the better part of three
years.From this, one imagines, flowed the mature Poincaré’s unbending attitude toward
Germany, his refusal to offer concessions on the reparations issue, and his readiness to use
military means to extract them. In the words of the British prime minister, David Lloyd George,
“M. Poincaré was a Lorrainer born in a province repeatedly overrun and ravaged by Teutonic
hosts . . . he himself twice witnessed the occupation of his own cherished home by German
troops [the second time being in World War I]. . . . M. Poincaré is cold, reserved, rigid, with a
mind of unimaginative and ungovernable legalism. He has neither humor nor good humor.”8This
evaluation was harsh and condescending, as was not infrequently the case with Lloyd George’s
appraisals of his political rivals.9 Still, it conveys a sense of the broader context causing French
leaders to frame the reparations issue as they did.Among the casualties of the Ruhr occupation



were Weimar’s fragile finances. Although the cost of goods and services purchased by the
government rose in step with the price level, taxes were paid on earlier incomes and lagged
behind. The 10 percent tax on wages, deducted at the source, remained in the hands of
employers for two weeks, at the end of which it was paid to the government. With prices
doubling every fortnight, the consequences for the public finances were dire.On March 23 Berlin
imposed an additional penalty on anyone who delayed payment of taxes. But the new measure
did not begin to correct the problem. The government’s finances deteriorated further, forcing still
greater reliance on the printing press. Firms, banks, and individuals devoted more and more
time to minimizing the impact of the inflation on their personal and corporate finances and less
and less to productive activity.Something had to give. That something, in the end, was French
public opinion and German business. For German coal and steel magnates like Hugo Stinnes
with investments in the Ruhr, the passive resistance was a disaster. Much like the Scottish-
American industrialist Andrew Carnegie, Stinnes had worked his way up from modest means,
acquiring a constellation of businesses centering on the coal, steel, and shipbuilding industries
and enhancing their efficiency by placing them under one managerial roof. The scale of his
business empire meant that Stinnes stood to take large losses if coal mining was immobilized for
an extended period.In September 1923, Stinnes and other leading industrialists therefore
agreed to pay back taxes and make coal deliveries directly to France. Berlin agreed to call off the
passive resistance. Paris signaled a willingness to reconsider the reparations bill. This
renegotiation then followed with the formation of the Dawes Commission at the end of
November.Rudolph Havenstein, the lawyer and civil servant who had served as president of the
Reichsbank since 1908, long denied the existence of a connection between his policies of
providing cash in return for government and private paper on the one hand and inflation on the
other, preferring to blame the price increases on foreign speculators. Havenstein’s hand was
strong, in that his appointment was for life. But the evidence against his position was, by now,
overwhelming. The passive resistance having collapsed, his board turned against him. It
announced that the Reichsbank would no longer provide cash and credit in return for the
emergency notes issued by German business.10 And to ensure that the central bank would not
abandon its newfound firmness, the government established the office of the Currency
Commissioner and authorized its occupant to issue a parallel and hopefully stable currency, the
rentenmark. To this office it appointed a well-known banker with political connections, Hjalmar
Schacht. Schacht took up the position on November 13.This marked the death of the
hyperinflation and, as it turned out, of Havenstein himself, who suffered a fatal heart attack on
November 20, the same day Germany’s currency was stabilized against the dollar. The
government now moved to have Schacht head the Reichsbank as well. Never one reluctant to
engage in self-promotion, Schacht went on to claim that he had engineered the stabilization. The
fact of the matter was that he was fortunate enough to assume his position as central banker just
as the problem was solved.As the printing presses slowed, the government’s accounts
strengthened of their own accord. The hyperinflation was history. But it was not history that was



quickly forgotten. This background explains how the Reichsbank became wedded to an
unvarnished version of the gold standard. It explains why its successor, the Deutsche
Bundesbank, continued to view the world through the lens of the 1920s, not just after World War
II but, amazingly, into the twenty-first century—and even after it was absorbed into the European
System of Central Banks.France too suffered from chronic budget deficits. The coalition
government formed by the Bloc national of conservative parties, which held power from 1919
through 1924, succeeded periodically in balancing the “ordinary” budget of current expenditures
but couldn’t agree on how to finance the “recoverable” budget of postwar reconstruction costs,
so called because there was the expectation, or at least the hope, that these might be recovered
from the Germans. At some level, budget deficits were not entirely undesirable, since they
indicated that France was incapable of financing its reconstruction on its own. As the British
treasury expert Ralph Hawtrey put it, for a French government to balance the recoverable
budget “would have been an unpatriotic act, an expression of doubt as to the recovery of
reparations in full.”11Leaving aside reparations, the obvious solution to the fiscal problem would
have been for the Left to agree to an increase in consumption taxes and the Right to concede
modest levies on income and wealth. With a bit of shared sacrifice, the problem could have been
solved. But there was little inclination to share sacrifice under the circumstances. It was not
unlike the German situation except that the reparations shoe was on the other foot.Meanwhile,
the French treasury had to pay the bills. Borrowing long term was not an option. By 1923 the
public debt exceeded 170 percent of GDP, given obligations incurred during the war and a deficit
on the recoverable budget that now added 7 percent of GDP to the debt every year. Investors
were willing to take only short-dated securities that would mature before potential problems of
default and inflation materialized. Accordingly, the treasury issued short-term bills, known as
national defense bonds to accentuate their connection with World War I. And whenever
investors demonstrated a reluctance to purchase them, it asked the Bank of France to step in as
purchaser of last resort.Short-term debt poses risks to financial stability, as a long list of
twentieth- and twenty-first-century emerging markets have learned to their chagrin. Because
short-term bills mature continuously, the government has to be able to roll them over—to issue
new ones to replace those it pays off. If investors worry that inflation is poised to accelerate and
therefore hesitate to purchase the new bills issued to replace those that have recently matured,
the government will experience a funding crisis. It will be forced to turn to the central bank for
cash. That cash, which the central bank provides by purchasing the government’s newly issued
bills, will increase the money supply and in turn worsen inflation, validating investors’ fears.
Thus, in the same way that a run on a bank by panicked depositors can be self-fulfilling, so too
can be a run on a government’s short-term debt.The result of this dependence on short-term
borrowing and advances from the Bank of France was, predictably, repeated bursts of inflation,
each more serious than the last. Again, a bit of inflation was not entirely undesirable from the
standpoint of the diplomats, since it testified to the country’s inability to finance its reconstruction
costs. But this was not the view of the French public, which, like all publics, felt inflation in the



pocketbook. By the first quarter of 1924, at the height of the Ruhr occupation, retail price
inflation had reached an alarming 36 percent.12 Share prices reacted badly: the index of 300
French securities fell sharply in March. More than a year into the Ruhr occupation, it was
apparent that France would not be able to extract more blood from the German stone.Forced to
choose between compromise and hyperinflation, the French Parliament, still dominated by the
Poincaré-led Bloc national, opted for compromise, though just barely. After a contentious debate
lasting two months, legislators agreed to raise taxes by 20 percent across the board in a
measure known as the double decime. Since it would take time for the additional tax revenues to
materialize, J. P. Morgan, the French government’s banker, agreed to provide a $100 million
credit conditional on the Parliament first passing the tax increase. Another £4 million (roughly
$19 million at the prevailing exchange rate) was then extended by the investment bank Lazard
Frères.This was enough to stabilize the franc for the moment.13 But it was not enough to
prevent inflation from resuming, since the underlying conflict was not resolved. It was not clear
whether the double decime would be enough to balance the budget inclusive of reconstruction
costs; the answer would depend on, among other things, taxpayer compliance. And it was not
clear whether the middle classes, on whom the new taxes fell, would be prepared to accept
them. The dispute over who would bear the burden heated up again as soon as it became
evident, with the failure of the Ruhr invasion, that the answer was “not Germany.”In elections in
May 1924, the Bloc national lost its majority in the Chamber of Deputies, as the unhappy middle-
class voters who bore the brunt of Poincaré’s taxes turned out in large numbers. The Radicals
(essentially, reformist bourgeois liberals), with support from the Socialists, then formed a left-of-
center government, the Cartel des Gauches, headed by the longtime Radical politician Édouard
Herriot, and sought to reopen the fiscal question. With the 1924 compromise in the balance,
there was renewed uncertainty about whether the budget would be balanced. Herriot was
sympathetic to the Bolshevik experiment, having visited the Soviet Union in 1922.14 Though not
a Communist himself, his selection as prime minister alarmed the Right. Worried that his
government might seek to close the deficit by imposing a levy on wealth, investors rushed to sell
their government bonds. The franc plummeted on the foreign exchange market as bondholders
scrambled to get their money out of the country. Inflation accelerated again, and tax revenues
failed to keep pace with the rising cost of public-sector outlays, as in Germany in 1923. With the
government now unable to market even short-term bills and reluctant to raise the rate of interest
they offered for fear that this would validate expectations of inflation and worsen the budgetary
situation, this left only the Bank of France as bond purchaser of last resort.The central bank thus
faced a dilemma. Parliament had placed a ceiling in 1920 on how many currency notes the bank
could issue precisely in order to limit the recourse of governments to inflationary finance.
Purchasing government bonds in substantial amounts might now cause those limits to be
breached. In an extraordinary turn of events, the Bank of France chose to falsify its published
statements, disguising the fact that it had breached the legal ceiling on note issuance. The
deception was elegant in its simplicity: the excess was simply placed under the heading



“various” (divers) on the two sides of the Bank’s balance sheet.In fact, this violation had begun
already the previous March, under the earlier Poincaré-led Center-Right government. Secretary
General Albert Aupetit, Bank of France Governor Georges Robineau’s headstrong second in
command, took the initiative in an effort to avoid torpedoing the Poincaré government’s
stabilization program.15 To not finance the government’s transitional deficits would have
precipitated a funding crisis, putting an abrupt end to Poincaré’s stabilization effort. For Aupetit,
who saw Poincaré’s stabilization as the country’s best remaining hope and who was anxious to
give it time to work, breaking the law was a lesser evil.With the temporary success of Poincaré’s
stabilization, the note circulation fell safely below the legal maximum. But Aupetit continued to
falsify the bank’s weekly statement, understating the note issuance in an effort to convince
speculators that the stabilization was a success. In October, as the stabilization lost traction
following the change in government, the note issue then rose above the legal ceiling a second
time, a fact that the central bank, under Aupetit’s leadership, once again hid from wider view.At
this point, Bank of France officials informed Prime Minister Herriot and his finance minister,
Etienne Clémentel, of the troubling state of affairs. But they conveniently neglected to mention
that the problem had first arisen under the Bloc national government, so as to impress upon
Cartel leaders that their own budgetary policies were to blame. This may help to explain why
Herriot, though now aware of the deception, hesitated to go public.The longer the status quo
persisted, the larger the gap became between the central bank’s published balance sheet and
the actual monetary circulation. And the larger the discrepancy, the more difficult it was to hide.
By early 1925 its existence was common knowledge among members of the finance committees
of the Chamber and Senate.16 The situation created considerable tension within the Bank of
France, to the point where François de Wendel, a leading member of the central bank’s
governing board, threatened to resign over the matter.De Wendel’s threat tipped the balance
toward the faction that favored coming clean. When on April 9 the falsification of the bank’s
balance sheet was finally revealed, Herriot placed the blame on the bank. He insisted that the
actions of his government were no different from those of its predecessors, but no matter. He
was forced to resign, following a vote of no confidence in the Senate.Specialists will recognize
here what economists refer to as “fiscal dominance.”17 When fiscal policy makers decide, in
their wisdom, to run a budget deficit, and there is nothing the central bank can do about it, the
central bank will then have no choice but to buy the government’s bonds and tolerate a higher
rate of inflation than it would prefer, if it is otherwise impossible to finance the deficit and the
alternative is default and financial chaos. In the French case, the central bank went so far as to
disregard the law. There is a parallel with the provision in the statute of the European Central
Bank prohibiting it from buying the newly issued bonds of governments. That provision is
designed to protect the ECB from fiscal dominance and the European public from inflation.
There is also a parallel in how the ECB felt compelled to parse, if not exactly disregard, the
provision in 2012 when, in the face of a bond-market crisis, it announced its program of Outright
Monetary Transactions to buy government bonds on the secondary market.18 Sometimes, even



central bankers are forced to conclude, there are worse things than a bit of inflation.The problem
in France was that the resulting inflation was more than a bit. It persisted for the better part of two
years, as one prime minister after another—there were seven in all from June 1924 to July 1926
—grappled with the unwillingness of the Left and Right to compromise over the budget. The Left
would propose a special levy on capital, and the wealthy would shift their savings abroad. The
Right would then propose new taxes on consumption, and workers would take to the streets.The
resulting inflation was ruinous for small savers, rentiers, and military pensioners, the members of
society least able to protect themselves. July 1926 saw protests by more than twenty thousand
former servicemen and their sympathizers outside the Chamber of Deputies. Blaming foreigners
for manipulating the franc and fomenting the inflation, the mob vented its anger by attacking
Paris-by-night buses, the preferred vehicle of American tourists. Wealthy French families, fearing
social unrest, sent not just their savings but now also their families abroad.At this point the
inflation was seriously disruptive; in some circles it was seen as a threat to French democracy
itself. The Left-dominated Chamber of Deputies, in desperation, agreed on July 22 to allow
Poincaré to return at the head of a government of national union.Notwithstanding his harsh
policies toward Germany, Poincaré held a reputation for prudence and caution. He was “the man
of stability,” having made his name by helping to organize the nation’s finances during World War
I. He had engineered the temporarily successful 1924 stabilization, after all. By raising taxes
prior to a parliamentary election, he put the nation’s finances before political gain and paid the
price.Poincaré was also a man of stability in that he was not closely identified with either the
Right or the Left. In the Chamber of Deputies he was associated with the Moderates. The Bloc
national may have been center-right, but Poincaré also had friends and allies among the
Socialists, not least Léon Blum, the future premier. As the product of a middle-class family, he
identified with the small savers least well positioned to protect themselves from the effects of
inflation. Moderation was what the circumstances required. When it came to domestic policies,
as opposed to his dealings with Germany, it was what Poincaré offered.Poincaré was asked to
form a union government combining his Center-Right constituency with elements of the Left.
There was now a consensus that the politicization of fiscal policy had gone too far. Poincaré’s
appointment and his formation of a national unity government acknowledged this fact. The
politicians, evidently, had learned the hard way that budgetary solutions needed to be agreed by
consensus, not forced on the Right by the Left, or vice versa.Fostering that consensus was now
Poincaré’s task. Procedures for monitoring incomes and collecting taxes were upgraded with the
goal of raising revenues. There was some streamlining of the public administration, with the
closure of local law courts and other administrative offices. Funds from the state tobacco
monopoly were earmarked for servicing and retiring public debt. This confirmed that there would
be no expropriation of the rich, something that the formation of a union government had already,
in fact, made clear. Finally, Poincaré proposed to convert the short-term national defense bonds
that had been the immediate source of financial vulnerability into stabler long-term
obligations.The desire to shift the burden of stabilization, whether from capital to labor, from the



middle classes to the wealthy, or from France to Germany, had burned itself out in the fires of
inflation. As a result, Poincaré’s limited measures sufficed to cement the 1926 stabilization,
which took hold in August. Prices stopped rising; the exchange rate, having depreciated
previously, now began to appreciate, to the discomfort of French exporters, who enjoyed their
newfound competitive advantage, leading the Bank of France to buy foreign currencies in
exchange for francs to slow the currency’s rise. The franc was then pegged to sterling and the
dollar at the end of 1926, and gold convertibility was restored in 1928.France’s gold standard
statutes, like Germany’s, were rigid. They prohibited the central bank from purchasing
government securities on the market (engaging in “open market operations”) and otherwise
providing direct financing to the government. As in Germany, a long shadow was cast by the
inflation and the social divisions it laid bare.Halting inflation, first in Germany and then in France,
encouraged flight capital to return. Inflation having been subdued, there was more confidence
that investments would hold their value. The commitment to return to the gold standard, in order
to endure, required governments to balance their budgets. Investors thus had new reason to
hope that the long succession of deficits and conflict over the incidence of taxes had finally
come to an end. In time, this idea that stabilizing the currency somehow guaranteed responsible
fiscal behavior and relieved investors of the risk of sovereign default would be revealed as
mistaken. This was of course the same mistake committed by those who purchased the bonds
of Southern European nations following the advent of the euro in 1999. It had the same
consequences.The influx of foreign money was a mixed blessing for the French and German
economies, since it placed upward pressure on their currencies. To prevent the exchange rate
from shooting through the roof, to the detriment of exporters, the Reichsbank and Bank of
France bought up those foreign funds, in return for marks and francs. But the foreign securities,
and sterling securities in particular, acquired in this way were not obviously as good as the gold
for which they could be exchanged.Hence Norman’s problem. In the second half of 1926 the
Reichsbank began cashing in its sterling balances, taking gold from the Bank of England in
return. In the six months ending in February 1927, British gold exports to Germany approached
$60 million, a considerable sum. Schacht, now firmly installed as head of the German central
bank, was conscious of the constructive role Norman played in the negotiation of the Dawes
Plan, under which reparations were reduced and a stabilization loan was secured. But, any such
gratitude notwithstanding, Schacht’s first responsibility was for his portfolio. His belief in the
importance of following the gold standard rules was not tempered by emotion. Schacht therefore
presented the sterling he acquired through his sterilization operations to the Bank of England for
conversion into gold.Norman had not been as helpful to the Bank of France when it was
grappling ineffectually with debt and currency crises in 1923, 1925, and 1926. He saw France as
having been particularly obstructionist in negotiating a reparations settlement. There was also
the fact that the Bank of England and Bank of France were vying for influence in Central and
Eastern Europe, whose financial business they sought to attract to London and Paris. Although
Émile Moreau, successor to Robineau as governor of the Bank of France from 1926 to 1930,



characterized his English counterpart as “aimable et charmant,” Norman had rebuffed France’s
efforts to obtain concrete assistance for financial stabilization.19Now, as capital flowed from
Britain to France, the tables turned. The foreign assets acquired by the Bank of France were
denominated in sterling and issued in London. Responding to the same uncertainties as the
Reichsbank, Moreau took the first opportunity to cash them in. He was aware that his request, by
draining gold from the Bank of England, would force Norman to raise “Bank rate,” the rate the
Bank of England charged when discounting bills for other financial institutions. But this was not
an undesirable side effect. If the result was tighter conditions in London, the source of a
significant fraction of the short-term capital flooding into France, then the policy had corollary
benefits from the French point of view. If it created difficulties for the Bank of England, then so be
it.Britain’s one source of leverage was the World War I debt that France owed Britain. Norman
therefore suggested to Winston Churchill, the Chancellor of the Exchequer, that he ask for its
repayment to be accelerated. This threat, thinly veiled, led Moreau to negotiate a compromise in
June 1927 in which the Bank of France limited its further conversion of sterling into gold to £30
million. Norman’s aggressive diplomacy solved, or at least put off, the immediate problem. But it
did not enhance the prospects for friendly monetary relations going forward.Strong monitored
these Franco-British negotiations from his perch in New York. Excepting a hiatus in late 1926
spent in Biltmore, North Carolina, while recovering from pneumonia, he was in almost
continuous contact with his friend Norman by cable and letter. Knowing that the opinions of the
American central banker carried weight, Moreau forwarded Strong his own account of the Bank
of France–Bank of England negotiations in an effort to ensure that Strong formed a balanced
view.The net effect was to impress on Strong the tenuousness of the British position. The
continued stability of sterling hinged on the cooperation of the Reichsbank and the Bank of
France, but this was not something to be taken for granted. At the same time, these sensible
men understood that they were in it together. Strong had held friendly bilateral discussions with
Norman, Schacht, and various Bank of France officials. In the case of Norman and Strong, there
were more than just friendly bilateral discussions. The two men had met already during World
War I on the occasion of Strong’s inaugural trip to Europe as governor of the New York Fed and
formed a personal bond. They became pen pals and vacationed together twice a year for much
of the 1920s, health permitting. If Norman had been able to develop such a fruitful relationship
with Strong, why then couldn’t these other central bankers reach a similarly harmonious
understanding in face-to-face meetings?Norman therefore suggested that he and Strong meet
together with Schacht and Moreau. Strong issued the invitation—he was still recovering from his
bout of pneumonia, dictating that the meeting take place in the United States. Moreau,
possessing no English, even then the universal language of central banking, passed the
invitation to Charles Rist, his number two.Strong, Norman, Schacht, and Rist assembled in the
first week of July in Woodbury, on Long Island, at the home of US Treasury Undersecretary
Ogden Mills. This monumental county seat, designed by John Russell Pope, was one of the
most lavish on Long Island, with views in all directions and a central portion that “rises through



two stories, with its cornice and parapet of somewhat Italian feeling . . . flanked and carefully held
by the well-proportioned blocklike wings whose flat fretted cornices carry the line of the first
story order around the entire building.”20This was opulent architecture more than befitting a
meeting of the world’s leading central bankers. Whether the international financial architecture
was up to the task was another matter. For five days the central bankers conferred. It was like
herding cats; Strong failed even to get all three of his colleagues into a room at the same time.
Norman emphasized the delicacy of his position and his limited gold reserves. Schacht and Rist
reiterated the importance of adhering to the rules of the gold standard as strictly as
possible.Process of elimination left one central bank to take the initiative. The result was another
attempt by Strong to convince the Federal Reserve banks to agree to cut interest rates to
support sterling. There was no little irony in the outcome. Strong had agreed to convene the
meeting in an effort to encourage adjustments by the European bankers, but it was he who
ended up doing the adjusting.To make the case, Strong saw to it that Norman, Schacht, and Rist
continued on to Washington and New York to meet with the board of governors and with Daniel
Crissinger, chairman of the New York Fed. These officers of the Fed, evidently, were convinced.
By the end of August, eight Reserve banks had voted to cut interest rates by half a point. Adolph
Miller would have dissented, but he was summering in California. Later he criticized the decision
as giving “a further great and dangerous impetus to an already overexpanded credit situation,
notably to the volume of credit used on the stock exchanges.”21The majority decision was then
imposed on the dissenting Reserve banks, starting with the Federal Reserve Bank of Chicago.
This was the first time in the history of the Federal Reserve System that the board of governors
imposed its will on dissenting Reserve banks. Strong was pleased, no doubt, to see the board
force the other Reserve banks into line. Higher rates in the Midwest than the East had allowed
banks in the interior to borrow more cheaply in New York in order to lend to their own customers,
resulting in a drain of reserves and gold from the New York Fed. This assertion of authority by
the board was an important step toward an integrated Federal Reserve policy, in which
decisions were not made by individual Reserve banks following their parochial concerns but
instead coordinated across districts with the needs of the national economy in
mind.Unfortunately, it was only a step. When the crunch came, in 1929, coordination would be
lacking. And the consequences would not be pretty.CHAPTER 3 | Competing on a Violent
ScaleTHE MOTIVATION FOR the Fed’s 1927 interest rate cut may have been to encourage gold
to flow to London, but there were other effects. Another immediate consequence was to
encourage investors to search for yield abroad. In a period when US treasury bonds returned 3½
percent, bonds issued by foreign governments yielded two and three times as much. Restoration
of the gold standard created the impression that there would no longer be exchange rate
changes to disturb the returns. One is reminded of the response to the euro, when large
amounts of capital flowed from Northern Europe, where interest rates were low, to Southern
Europe, where they were two or three times as high. In neither case did the story end
happily.Foreign bonds were not an asset class traditionally favored by American investors. US



banks had been prohibited from branching abroad prior to the Federal Reserve Act. They
consequently lacked the connections to originate and underwrite foreign loans. There was only
limited issuance of foreign dollar bonds in New York before the turn of the century, mainly on
behalf of Canadian and Mexican borrowers. Montreal placed a $3 million bond issue in the
United States in 1899, and the Hamilton Electric Light and Cataract Power Company sold
$750,000 of bonds later the same year. In 1898–99 the Mexican state of Jalisco and the city of
Saltillo sold $1.7 million of dollar bonds in New York for construction of sewers and
waterworks.There were also scattered US holdings of European debt securities denominated in
the borrowers’ own currencies that had been issued in London or another European financial
center and resold to American investors. But investing in such securities required financial
acumen and knowledge of foreign exchange markets, attributes that were not widespread in the
United States. Consequently the amounts involved were small. By one estimate, foreign-
currency securities held by US investors came to just $15 million at the end of 1899.1 This can
be placed in perspective by noting that the U.S. Steel Corporation, on its establishment in 1901,
immediately issued $300 million of bonds.Between 1900 and 1913 foreign loan placements in
New York picked up. American investors purchased bonds issued by the London Underground.
They purchased securities floated by the Japanese government for financing its war with Russia.
But the balance of asset trade was in the other direction.With the outbreak of World War I, the
belligerents sought to access the New York market. This elicited mixed reactions from American
officials. The newly elected president, Woodrow Wilson, appointed fellow Democrat and
longtime party favorite William Jennings Bryan as his secretary of state. The position was largely
honorific, given that the State Department had just 150 employees in Washington, D.C. Still,
Bryan could use his bully pulpit and rhetorical skills to advance his views. Ever the moralist
(except perhaps in his incarnation as a shill for Florida real estate), Bryan was horrified by events
in Europe and convinced that America should remain neutral at all cost. Specifically, he opposed
bond sales on behalf of the belligerents as inconsistent with US neutrality. To circumvent his
opposition, investment houses like J. P. Morgan & Co. were forced to portray their loans as no
more than temporary credits, despite the fact that they were quickly securitized and sold on to
the public.With the sinking of the American liner Lusitania by a German U-boat in May 1915, an
incident in which 128 American lives were lost, Bryan’s position became untenable. He
speculated that the passenger liner may have been carrying munitions, arguing that this could
justify the German action. Nearly a century later, in 2008, divers were finally able to confirm that
Bryan was right.2 But this was not something that could be verified at the time. Seeing Wilson’s
cabinet turning against him, Bryan resigned his post.His resignation opened the floodgates.
Between mid-1915 and early 1917, dollar loans to foreign governments, mainly those of France
and Britain, exceeded $2 billion. This was a large amount of bond issuance even by the
standards of U.S. Steel. Among other things, it had the effect of accustoming American investors
to holding foreign bonds.Following the US declaration of war in April 1917, the country’s foreign
lending was channeled through governments, including loans by the American government to its



European allies. American investors bought the Liberty Bonds of the US Treasury, receipts from
which were used to fund war loans. In the late nineteenth and early twentieth centuries, there
had been a shortage of US government bonds for private purchase. Now, as a result of the war,
the opposite was true. Propaganda was enlisted to create a demand commensurate with the
new supply. The Liberty Loan campaign equated investment in government debt securities with
patriotism and support for American boys in the trenches. Charlie Chaplin directed a ten-minute
film entitled “The Bond” to advance the drive. It portrayed six kinds of bonds, including not just
the financial but also those of friendship and sexual attraction. Nine million posters were printed
and distributed in support of the campaign. Small savers were induced to invest in debt
securities for the first time and became accustomed to the practice. The repercussions would be
far-reaching.International capital flows were slow to recover following the armistice,
understandably given the still-chaotic state of affairs. But starting in 1923, reconstruction and
stabilization loans on behalf of foreign governments were offered to the American investing
public in growing numbers. Chief among these were loans to Europe’s cash-strapped
governments negotiated by the League of Nations. The first such loan was extended to the
Austrian government in 1923, followed by loans to Hungary and Greece in 1924.The US was not
a member of the League, an isolationist Congress refusing to grant authorization. But the semi-
official status of its loans, and their resemblance to Liberty Bonds, enhanced the appeal to
American investors. Much like the presumption today that a country will not default on its
obligations to the International Monetary Fund, there was a presumption that a country would
not default on its League loans. Admittedly, there was the uncomfortable fact that the League
itself committed no capital to the venture. But for investors less than reassured by the
association with the League, there was also the fact that the League loans offered an interest
rate more than twice that on US treasury bonds.The signal financial event of 1924 was the
Dawes Loan to Germany. This was negotiated not through the League, given US interest in the
outcome, but by an ad hoc committee of experts, two from each of the creditor countries. The
committee was chaired by the garrulous American banker Charles Dawes. Dawes came from a
well-connected Midwestern family; his father, who built the Dawes Lumber Company into a
thriving concern, served in Congress together with the young William McKinley. McKinley had
enlisted Charles and his verbal powers of persuasion as a fund-raiser in the 1896 presidential
campaign in which McKinley defeated Bryan. McKinley rewarded Dawes with appointment, at
the age of thirty-one, as Comptroller of the Currency. Dawes later founded the Central Trust
Company of Illinois, served as founding director of the Bureau of the Budget, returned to
banking, and later served as first head of the Reconstruction Finance Corporation, making full
use of the revolving door between public and private sectors. These connections would come in
handy when Dawes’ bank came to the brink of insolvency in 1932.3Second in command of the
US delegation was another, more junior, banker, the laconic Owen D. Young, whom Dawes
appreciated for his acuity but also for his brevity, which left the loquacious chairman more time to
talk. In 1911, as a young lawyer, Young had bested a General Electric subsidiary in a suit over



territorial rights. Recognizing talent, GE hired him as chief counsel, from where he quickly
ascended to company president. Young helped establish the National Broadcasting Company
(NBC), a leading player in the radio boom of the 1920s. With the experience of the Dawes Plan
under his belt, he led the second restructuring of German reparations in 1929 and was a director
of the Federal Reserve Bank of New York during the crises of 1930–31. In 1932 he was prime
mover in the adoption of the Veterans’ Bonus, which would provide useful stimulus to an
otherwise moribund economy. He would play a role in the rescue of Dawes’ Central Republic
Bank and Trust Company, also in 1932. He was cited as receiving special favors from J. P.
Morgan and was cross-examined in the Pecora Commission hearings on financial fraud and
misbehavior in 1933. If not quite the Forrest Gump of financial crises, Young was to figure in
virtually every key financial event of the 1920s and 1930s.Dawes, Young, and team formulated
their strategy while en route to France. The captain of the liner America designated the children’s
playroom for their conferences, Dawes later observing that “the significance of this choice was
not wholly lost on us.”4 The delegation worked smoothly. In addition to being a good listener,
Young had an ability to provide simple solutions to complex problems.The Americans, with
guidance from Young, agreed to press for back-loading Germany’s debt burden. Acknowledging
that any proposal for reducing the overall obligation was likely to be a no-go in France, they
sought instead to limit the short-term transfer while allowing payments to rise with the growth of
the German economy.5This was the proposal that Dawes, upon landing, presented to his
European interlocutors. The European delegates were unenthusiastic, but he overcame their
resistance by keeping them in continuous session until, exhausted, they gave in.6 This
presumably accounts for the fact that the final report of the committee was unanimous, which in
turn explains how its recommendations were then accepted by a conference of leaders in
London.Stabilizing the German currency required not merely adjusting the reparations burden,
however, but also arranging an emergency loan, since the Reichsbank was out of funds. The
conditions attached to this foreign assistance were daunting even by the standards of early-
twenty-first-century Greece. Not only was the government required to balance its budget,
inclusive of reparations, but a foreign agent general with far-reaching powers was appointed to
enforce the requirement. The Reichsbank was prohibited from extending advances to the state,
and investors in the Dawes Loan were given first lien on the revenues of the German state
railways.These measures were intended to reassure foreign investors, which in practice meant
American investors. The French and British governments funded their shares of the Dawes Loan
by allocating tax revenues for the purpose. The United States, market-oriented as always, relied
instead on J. P. Morgan to sell the bonds to the public. The bankers worried that skeptical retail
investors, who had not previously bought the bonds of foreign governments, would hesitate to
purchase the obligations of what was recently an enemy power now saddled with reparations
obligations extending decades into the future.Such fears were unfounded. By 10:15 on the
morning the bonds were issued, Morgan had received twice the number of purchase offers it
required. The American public was clearly developing a healthy appetite for foreign debt



securities.7For his efforts, Dawes was awarded the Nobel Peace Prize for 1925, along with Sir
Austin Chamberlain, the British foreign secretary who had engineered the Locarno Agreements
that contemporaries saw as making another European war inconceivable. By this time Dawes
had been elected vice president of the United States, a position in which he was singularly
ineffective even by the modest standards of that office. Dawes’ more enduring legacy was as a
musician. His compositions included “Melody in A Major,” which became his signature anthem
and was played in his honor at official functions. Lyrics were added by Carl Sigman in 1951, and
the resulting composition was renamed “It’s All in the Game.” Tommy Edwards’ recording
became a number-one hit in 1957, rendering Dawes the only US vice president and Nobel Prize
winner to also be credited with a chart-topping song.Like the peace prize awarded Barack
Obama, Dawes’ commendation was based more on hope than achievement. Even the hope was
disappointed. As economic recovery got underway, German politicians and their public grew
increasingly restive with the increase in payments required by the plan. The German debt load
mounted, raising questions of sustainability.8 By 1929, even prior to the onset of depression,
support for the Dawes Plan had collapsed. It was replaced by the Young Plan, devised by
Dawes’ sidekick from 1924, which further scaled back Germany’s obligation.But all this was for
the future. For the moment, the demand for German bonds was strong. The New York Fed’s
1924 interest-rate reduction, taken with the goal of helping Britain back onto the gold standard,
whetted the appetite of investors for the high-yielding bonds issued to fund the Dawes Loan. It
boosted the demand of American investors for foreign bonds generally. New dollar loans to
foreign countries, funded almost entirely by placing bonds in the United States, ran at an annual
average of $600 million between 1921 and 1923. In 1924 and again in 1925, with
encouragement from the Dawes Plan and then the Fed, they rose to twice that level. In the
second half of 1927 and the first half of 1928, following Strong’s second internationally
motivated interest-rate cut, they rose further still.9Initially, the US market in foreign bonds was
the preserve of the same handful of investment banks that dipped a toe in this water before
World War I, well-known names like J. P. Morgan & Co. and Kuhn, Loeb & Co. These august
institutions knew the market and had contacts with foreign customers. They expected aspiring
borrowers to come to them. But the atmosphere grew less cozy after 1924 with the entrance into
the underwriting business of additional investment banks. The new entrants included old-line
Boston and New York houses run now by an ambitious younger generation, as well as new
financial firms. Deposit-taking commercial banks joined the fray, creating securities affiliates to
underwrite bond issues on their behalf.A company like J. P. Morgan had a reputation to preserve.
Underwriting an issue with significant risk of default might jeopardize its ability, cultivated over
the years, to get other banks to join the syndicate underwriting the issue and to foster
confidence among investors. Newcomers to the underwriting business, in contrast, had little
reputation to preserve. Their concern was the commission, which could amount to as much as
4½ percent of the value of the bonds. The commission was earned on placing the issue. It could
not be clawed back if a bond lapsed into default.10Nor did aspiring underwriters wait for



borrowers to come to them. Instead they now ventured into the offices and homes of foreign
government officials, including not a few to whom it had not occurred previously that they
needed to borrow. Max Winkler, the self-appointed chronicler of this adventurous period,
describes the case of a Bavarian town that sought to raise $125,000 for improvements to its
power plant but was encouraged by its American underwriter to borrow $3 million to finance, in
addition, a swimming pool, a bath house, and a gymnasium.11 A witness before the Senate
Committee on Finance, investigating in 1932 why so many of these loans went bad, described
how “at one time . . . there were 29 representatives of American financial houses in Colombia
alone trying to negotiate loans for the national government, for the departments, and for other
possible borrowers.”12 Borrowers were plied with food, wine, and other less licit pleasures,
financed by the expense accounts of visiting bankers. The politically connected were offered
finder’s fees for their influence. The Senate was told how those same expense accounts were
used for “fixing” presidents and officials. Old-line bankers, like Thomas Lamont, a leading
Morgan partner, warned of “American bankers and firms competing on almost a violent scale for
the purposes of obtaining loans in various foreign money markets,” competition of a sort that
“tends to insecurity and unsound practice.”13 But old-line bankers were increasingly
outnumbered by their younger, less experienced, and more aggressive competitors.Having
secured the borrower’s business, the underwriter still had to interest the retail investor. Banks
that had built bond departments to place Liberty Bonds now repurposed them to market foreign
issues. Using their securities affiliates to circumvent laws prohibiting them from transacting
across state lines, they sold bonds nationally. They placed articles in Harper’s and The Atlantic
Monthly extolling the virtues of the new instruments. They opened store-front offices to
encourage walk-in business. They hired salesmen schooled in high-pressure sales
tactics.14Finally, the promoters formed investment trusts, early-twentieth-century forerunners of
mutual funds, to sell shares to small investors who would have otherwise found it difficult to
obtain the benefits of a diversified portfolio of foreign bonds and to offer the services, however
dubious, of professional management. A few investment trusts, a recent British import, had been
established prior to the 1920s, but they were now founded in large numbers. There was also a
tendency for investment trusts to be “closely intertwined,” as Eugene White politely puts it, with
the banks sponsoring them, which encouraged bank clients to invest in securities through the
affiliated trust.15 Whereas early investment trusts had tended to hold a fixed portfolio of
securities, their more recently established competitors were actively managed—that is, they
churned the portfolio. Investment trusts invested in other investment trusts, doubling the fees
paid by their customers.16The promotional push, together with the high interest rates on offer,
was effective. In the words of Paul Einzig, the prolific British financial journalist, writing in 1931,
“During the last seven years or so, bond-selling houses spared no effort to educate the
American investor to appreciate the advantages of investing in foreign bonds. Through applying
every device of their highly developed art of salesmanship they succeeded, between 1923 and
1928, in placing a formidable amount of foreign bonds of every description with the American



public.”17Formidable is the word. American investors provided fully 80 percent of the money
borrowed by German public credit institutions between 1925 and 1928. They furnished 75
percent of that borrowed by the country’s local governments and 50 percent of loans to its large
corporations.18 A loan to Austria financed the construction of a hydroelectric works. A loan to
Belgium underwrote investments in roads and ports in the Congo. In all, European governments
and corporations were the recipients of nearly half of all US foreign lending in the 1920s.An
additional one-quarter of foreign securities issued in the United States went to Latin America. In
Argentina alone, US investors supplied long-term funding to permit the government to repay a
short-term loan from the British government. Dollar bonds were floated to enable the Argentine
authorities to acquire gold to back the national currency. Dollar bonds funded the construction
and improvement of public works, including the railways, and extended the duration of their
existing short-term debts. Dollar loans were made to provincial governments to replace expiring
sterling credits and in anticipation of tax receipts. Local governments borrowed to build roads,
bridges, schools, waterworks, sewage systems, and, critically for a meat-exporting country, cold-
storage plants. Argentine municipalities borrowed to build and improve hospitals, power plants,
parks, and streets.This was risky business, although it could be argued that it was not without
logic. With the American economy growing rapidly, the US savings rate was high. As in early-
twenty-first-century China, which similarly saw a high savings rate, prime-age workers at the
saving stage of the life cycle had higher incomes than older individuals, now in retirement and
dissaving. In Europe, where incomes were depressed by the war and postwar disruptions,
savings rates were low. There was a shortage of capital to repair roads, bridges, and factories.
That interest rates were higher in Europe than in the United States, which is what worked to
attract US investors to foreign securities, flowed directly from this confluence of facts.Making the
case for investment in Latin America was harder. But Latin countries that had expanded their
production and exports of agricultural commodities and raw materials during the war could claim
that they were enhancing their capacity to earn foreign exchange and hence to service loans.
With so much money on offer, it was not hard to make the case.But even a process with an
underlying logic can be pushed too far—a tendency that is not unknown in finance. Foreign
loans to underwrite the reconstruction of war-damaged railways and ports or to build cold-
storage facilities for Argentine beef exports were one thing; borrowing to build municipal
swimming pools and bathhouses was another. With finance so easy, governments were tempted
to engage in additional spending. Already in 1926 Schacht worried that all the capital flowing
into Germany was encouraging excesses on the part of state and local governments.19 In May
1927 he instructed the banks to curtail their loans to the stock market in an effort to damp down
the boom. But even though this led to a sharp fall in the stock market, it did nothing to
discourage borrowing by German municipalities. And the higher interest rates induced by
Schacht’s policy only made it more attractive for foreign investors to lend.S. Parker Gilbert, the
former US treasury undersecretary appointed as agent generation for reparations to carry out
the Dawes Plan, warned of the risks posed by the torrent of foreign capital. German



governments, he warned, were “overspending and overborrowing.” The economy was at risk of
“overstimulation and overexpansion.” Sooner or later, doubts would develop about the
sustainability of the process. At that point, the inflow of foreign capital would come to a sudden
stop, resulting in “severe economic reaction and depression.”20The parallels with the recent
crisis are almost too obvious. Starting in 2004, a swelling chorus of voices cautioned about the
ongoing flow of capital to the United States from China, Germany, and the oil-exporting
countries. This was encouraging the profligacy of the US government, they warned, by enabling
it to borrow at artificially low rates. The flow of cheap foreign finance would not continue
indefinitely, and when it stopped the consequences would be challenging. As it happened, the
crisis of which they warned was superseded by another, the collapse of US real estate prices
and the market in subprime mortgages in 2006–07. Still, they had a point.There were also
differences. One is that global imbalances in the 1920s were tilted in the other direction: capital
flowed from the United States, not toward it. The other is that the Cassandras who warned the
process could not continue indefinitely and it was setting the stage for a crisis were right on both
counts. When in 1928 the outflow came to a sudden stop, it plunged first Germany, then Latin
America, and finally the world into precisely the “severe economic reaction and depression” of
which Parker Gilbert, two years earlier, had warned.However frothy the market in foreign bonds,
Wall Street was frothier still. On three of the first seven trading days of 1928, the number of
shares traded on the New York Stock Exchange exceeded three million, a level that had been
reached just eight times over the previous decade. From there, activity rose still higher.Evidently,
the large investors clubbed together in pools organized by the likes of Billy Durant were being
joined by a growing number of small savers. Individuals who had relied on professionals
employed by investment trusts to manage their portfolios took to buying and selling securities
directly. Brokerage firms opened branch offices featuring customers’ rooms fitted out with plush
carpets and overstuffed chairs designed to create an ambience of comfort and security. Six
hundred new customers’ offices were opened in 1928 and 1929.21 Additional rooms were
created for female investors, in another sign of the times.22The nature of the attraction is no
mystery. Stocks yielded 38 percent in 1927, an extraordinarily high rate by historical standards.
They yielded an even more impressive 44 percent in 1928. Credit was available for anyone
seeking to share in these heady returns.23 The process was perversely self-financing, as credit
booms are. The higher share prices rose, the more attractive it became for corporations seeking
to finance their operations to issue additional equity rather than borrow from banks. This forced
the banks to look for other lending opportunities, which they found in the stock market. As share
prices then rose further, the collateral on which securities lending occurred became more
valuable, justifying still more lending.24The Fed’s detractors, both internal and external,
criticized it for fanning the flames. By November 1927 James McDougal of the Chicago Fed
(whose bank, recall, had resisted Strong’s proposal for an interest rate cut earlier in the year but
was overruled), together with George Norris of Philadelphia, was advocating higher interest
rates to stem the flow of credit into the stock market. Brokers’ loans had increased by more than



$300 million in the previous five months. In December and January they then rose by an
additional $500 million.For the Open Market Investment Committee, this was finally too much. It
agreed, starting in January 1928, to sell securities for cash in order to drain liquidity from the
market. The next step was to make borrowing more expensive, with the goal of making it more
costly to use credit to buy stocks on margin. Starting on January 25 and extending through the
end of February, one Federal Reserve bank after another raised its discount rate. A second
round of increases followed in April. The Federal Reserve Bank of New York then raised its
discount rate for a third time in May.Although the rise in policy rates was designed to cool an
overheated stock market, its effects were most pronounced in Europe. By now, warnings of
unsustainable foreign borrowing were rife. With the Fed’s action boosting yields on short-term
investments at home, foreign bond issuance fell off a cliff. US capital exports dropped from $530
million in the second quarter of 1928 to $120 million in the third. US lending to Germany, after
running at more than $150 million in the second quarter, fell essentially to nil in the third. These
events anticipated those of the summer of 2013, when the Federal Reserve mooted the
possibility of “tapering” its purchases of US Treasury securities, leading investors to expect
higher US interest rates, and emerging markets on the receiving end of capital inflows from the
United States saw those flows stop and then reverse direction. The shock was uncomfortable,
but it didn’t begin to approach the severity of that experienced by Europe and Latin America in
1928.This now was the sudden stop of which Schacht, Gilbert, and others had warned. German
industry, by this point all but wholly dependent on foreign finance, was caught in the vise.
Producers were unable to borrow the funds needed to pay for materials and labor, while their
customers were unable to obtain the credit needed to finance their purchases. Industrial
production, hit from both sides, fell by nearly 10 percent in the second half of the year. Freight
carried by the German state railways fell even faster. The number of unemployed more than
doubled.A normal central bank would have cut interest rates and made credit available to a
weakening economy. But the Reichsbank was not a normal central bank. Maintenance of gold
convertibility, as a bulwark against inflation, was its priority. To limit the loss of reserves, it kept
the discount rate steady at 7 percent, much higher than the levels prevailing in other European
financial centers.In January 1929, Schacht finally acknowledged deteriorating economic
conditions and reduced the Reichsbank’s policy rate by half a percentage point, to 6.5 percent.
When, as a result, gold started flowing out, he then reversed course, raising the discount rate by
100 basis points (meaning one full percentage point), to 7.5 percent. Not only did this deal an
additional blow to an already weakening economy but, with confidence visibly deteriorating, the
interest-rate hike did not even succeed in stemming the outflow of capital from Germany or the
Reichsbank’s loss of gold.Other European countries dependent on US lending were affected
similarly. By the end of 1928 not just Germany but also much of Central Europe was in recession.
Only Britain was different; the British economy, having begun to recover the momentum lost in
the 1926 coal strike, was still in the expansion phase of the cycle. But starting in September
1928, the Bank of England, like its Central European counterparts, began losing gold to the



United States as a result of tighter credit conditions in New York. Sooner or later, it was clear,
Norman would be forced to raise interest rates.25 And it was increasingly questionable, in this
light, whether and if so for how much longer the British economy would continue to expand.This
money repatriated from Europe was now deposited in US banks, which lent it to brokers and
dealers, adding more fuel to the Wall Street fire. The Fed might have attempted to discourage
this use of credit with further increases in interest rates. But with the approach of the fall crop-
moving season and then the 1928 presidential election, doing so was problematic. The demand
for credit tended to spike during the crop-moving season that followed the harvest; with
agricultural prices already weak, any attempt to raise rates further was certain to provoke
protests in the South and Midwest. And like any central bank, the Fed hesitated to do anything
that might excite the public in the run-up to an election.The device to which the Fed instead
turned in 1929 was to directly rein in bank lending to brokers and dealers. This was the policy of
“direct pressure,” in which it arm-twisted member banks to limit lending for speculative purposes.
New York City banks making loans to stockbrokers were warned that they would be cut off from
the discount window. This was the board’s attempt to surgically deflate the bubble without also
damaging the economy. The brain behind it was the much-maligned Adolph Miller, who, as a
faithful believer in the real bills doctrine, emphasized the importance of keeping interest rates at
a level suitable for the needs of commercial activity. Thus, direct pressure was a way of dealing
with the threat posed by an overexcitable stock market—by “optimism gone wild and cupidity
gone drunk,” in Miller’s words—without raising interest rates to a level inconsistent with the
legitimate needs of business.26A number of the Federal Reserve banks, led by the Federal
Reserve Bank of New York, favored further increases in discount rates. The directors of the New
York bank, many of them Wall Street veterans, were especially concerned about what was going
on down the street. They understood better than their colleagues in Washington, D.C., that
money was fungible. Thus, they appreciated that any reduction in lending by member banks in
New York would be offset, at least to an extent, by lending on the part of nonmember banks,
member banks elsewhere in the country, and insurance companies, corporate treasuries,
investment trusts, and even foreign banks and individuals.27Just as they predicted, this shadow
banking system was quick to step into the breach. In the first quarter of 1928, nonbank sources
funded nearly half of all broker’s loans. In the first half of 1929, as the growth of lending by
money center banks was restrained by pressure from the Fed, nonbank sources accounted for
fully 72 percent of the total. All the while, the volume of broker’s loans moved up. That said, it
moved up less quickly than it would have if the New York City banks had not felt the Fed’s official
pressure, and it moved up less quickly than needed to satisfy demand. Indicative of this fact is
how interest rates on call loans continued to rise, pushing up other short-term interest rates in
sympathy.But those higher rates also made life more difficult for business. Reflecting tighter
money and credit, the economy showed signs of decelerating in mid-1929. Building activity
softened. State and local governments postponed construction projects owing to higher
borrowing costs. Weak conditions abroad, reflecting the stop in US lending, showed up in weak



American exports.There has been much debate about who was right and who was wrong in this
contest between the proponents of direct pressure and higher interest rates. In the light of recent
experience, the answer is clear. We now understand that the best response for a central bank
confronted with this kind of dilemma is to assign monetary policy, in this case its lending rate, to
the needs of the economy while using regulatory tools like ceilings on loan-to-value ratios for
home mortgages and limits on lending to particular sectors (what we would now call
macroprudential policy) to address financial risks. This was precisely the intuition of those who
advocated direct pressure in 1929: leave interest rates at a level appropriate for the economy
and use other tools to limit lending to the stock market.We now better appreciate the value of
that intuition, because this is precisely what the Fed and other US agencies neglected to do in
2005–06, when they failed to use macroprudential policy to clamp down on the flow of credit into
US housing markets. Here is a clear case where the events of 2007–08 change how we think
about 1929. Real bills may be a discredited doctrine, but the macroprudential policies espoused
by Adolph Miller look considerably more sage and sensible in this light.The problem in 1929 was
implementation. It was that the central bank’s macroprudential tools were weak. The Fed could
apply direct pressure only to member banks, leading to the substitution of nonmember and
nonbank credit for bank credit to the stock market. This is a problem for modern macroprudential
policy as well: when the authorities attempt to limit bank lending to a particular market, the
property market for example, they see some substitution of nonbank credit for bank credit.28
The solution is to give the macroprudential policy maker regulatory authority over nonbank
providers of credit—over insurance companies and the like—as well as over banks. It is to set
the “regulatory perimeter” as wide as possible.This was similarly the problem for the proponents
of direct pressure in 1929. But given the country’s ramshackle regulatory system—where
member banks were overseen by the Fed, state banks that were not members were overseen by
state regulators, foreign banks were overseen by foreign regulators, and insurance companies
were overseen by state insurance departments and agencies, if at all—it was a problem they
were unable to solve. With credit continuing to flow into the stock market in what officials saw as
dangerous amounts, the Fed felt compelled to supplement its policy of direct pressure by raising
rates in the summer of 1929, compromising the prospects for economic growth.Fed Governor
Ben Bernanke gave a speech in 2002 in which he warned against using monetary policy to prick
a bubble, pointing to the catastrophic implications of the Fed’s attempt to do so in 1929. But he
then went on, curiously, to also dismiss the 1920s policy of direct pressure as ineffectual.29 A
better approach, he implied, was for the central bank not to attempt to lean against a bubble but
rather to flood the markets with liquidity if it bursts. We now know that flooding the market with
liquidity, or at least flooding the part of the market the Fed is capable of flooding, may not be
enough to avert the worst. Better is to strengthen tools like direct pressure rather than to dismiss
them because their effects are weak. But this was a lesson that the Bernanke Fed would have to
learn the hard way.CHAPTER 3 | Competing on a Violent ScaleTHE MOTIVATION FOR the
Fed’s 1927 interest rate cut may have been to encourage gold to flow to London, but there were



other effects. Another immediate consequence was to encourage investors to search for yield
abroad. In a period when US treasury bonds returned 3½ percent, bonds issued by foreign
governments yielded two and three times as much. Restoration of the gold standard created the
impression that there would no longer be exchange rate changes to disturb the returns. One is
reminded of the response to the euro, when large amounts of capital flowed from Northern
Europe, where interest rates were low, to Southern Europe, where they were two or three times
as high. In neither case did the story end happily.Foreign bonds were not an asset class
traditionally favored by American investors. US banks had been prohibited from branching
abroad prior to the Federal Reserve Act. They consequently lacked the connections to originate
and underwrite foreign loans. There was only limited issuance of foreign dollar bonds in New
York before the turn of the century, mainly on behalf of Canadian and Mexican borrowers.
Montreal placed a $3 million bond issue in the United States in 1899, and the Hamilton Electric
Light and Cataract Power Company sold $750,000 of bonds later the same year. In 1898–99 the
Mexican state of Jalisco and the city of Saltillo sold $1.7 million of dollar bonds in New York for
construction of sewers and waterworks.There were also scattered US holdings of European
debt securities denominated in the borrowers’ own currencies that had been issued in London or
another European financial center and resold to American investors. But investing in such
securities required financial acumen and knowledge of foreign exchange markets, attributes that
were not widespread in the United States. Consequently the amounts involved were small. By
one estimate, foreign-currency securities held by US investors came to just $15 million at the
end of 1899.1 This can be placed in perspective by noting that the U.S. Steel Corporation, on its
establishment in 1901, immediately issued $300 million of bonds.Between 1900 and 1913
foreign loan placements in New York picked up. American investors purchased bonds issued by
the London Underground. They purchased securities floated by the Japanese government for
financing its war with Russia. But the balance of asset trade was in the other direction.With the
outbreak of World War I, the belligerents sought to access the New York market. This elicited
mixed reactions from American officials. The newly elected president, Woodrow Wilson,
appointed fellow Democrat and longtime party favorite William Jennings Bryan as his secretary
of state. The position was largely honorific, given that the State Department had just 150
employees in Washington, D.C. Still, Bryan could use his bully pulpit and rhetorical skills to
advance his views. Ever the moralist (except perhaps in his incarnation as a shill for Florida real
estate), Bryan was horrified by events in Europe and convinced that America should remain
neutral at all cost. Specifically, he opposed bond sales on behalf of the belligerents as
inconsistent with US neutrality. To circumvent his opposition, investment houses like J. P. Morgan
& Co. were forced to portray their loans as no more than temporary credits, despite the fact that
they were quickly securitized and sold on to the public.With the sinking of the American liner
Lusitania by a German U-boat in May 1915, an incident in which 128 American lives were lost,
Bryan’s position became untenable. He speculated that the passenger liner may have been
carrying munitions, arguing that this could justify the German action. Nearly a century later, in



2008, divers were finally able to confirm that Bryan was right.2 But this was not something that
could be verified at the time. Seeing Wilson’s cabinet turning against him, Bryan resigned his
post.His resignation opened the floodgates. Between mid-1915 and early 1917, dollar loans to
foreign governments, mainly those of France and Britain, exceeded $2 billion. This was a large
amount of bond issuance even by the standards of U.S. Steel. Among other things, it had the
effect of accustoming American investors to holding foreign bonds.Following the US declaration
of war in April 1917, the country’s foreign lending was channeled through governments,
including loans by the American government to its European allies. American investors bought
the Liberty Bonds of the US Treasury, receipts from which were used to fund war loans. In the
late nineteenth and early twentieth centuries, there had been a shortage of US government
bonds for private purchase. Now, as a result of the war, the opposite was true. Propaganda was
enlisted to create a demand commensurate with the new supply. The Liberty Loan campaign
equated investment in government debt securities with patriotism and support for American
boys in the trenches. Charlie Chaplin directed a ten-minute film entitled “The Bond” to advance
the drive. It portrayed six kinds of bonds, including not just the financial but also those of
friendship and sexual attraction. Nine million posters were printed and distributed in support of
the campaign. Small savers were induced to invest in debt securities for the first time and
became accustomed to the practice. The repercussions would be far-reaching.International
capital flows were slow to recover following the armistice, understandably given the still-chaotic
state of affairs. But starting in 1923, reconstruction and stabilization loans on behalf of foreign
governments were offered to the American investing public in growing numbers. Chief among
these were loans to Europe’s cash-strapped governments negotiated by the League of Nations.
The first such loan was extended to the Austrian government in 1923, followed by loans to
Hungary and Greece in 1924.The US was not a member of the League, an isolationist Congress
refusing to grant authorization. But the semi-official status of its loans, and their resemblance to
Liberty Bonds, enhanced the appeal to American investors. Much like the presumption today
that a country will not default on its obligations to the International Monetary Fund, there was a
presumption that a country would not default on its League loans. Admittedly, there was the
uncomfortable fact that the League itself committed no capital to the venture. But for investors
less than reassured by the association with the League, there was also the fact that the League
loans offered an interest rate more than twice that on US treasury bonds.The signal financial
event of 1924 was the Dawes Loan to Germany. This was negotiated not through the League,
given US interest in the outcome, but by an ad hoc committee of experts, two from each of the
creditor countries. The committee was chaired by the garrulous American banker Charles
Dawes. Dawes came from a well-connected Midwestern family; his father, who built the Dawes
Lumber Company into a thriving concern, served in Congress together with the young William
McKinley. McKinley had enlisted Charles and his verbal powers of persuasion as a fund-raiser in
the 1896 presidential campaign in which McKinley defeated Bryan. McKinley rewarded Dawes
with appointment, at the age of thirty-one, as Comptroller of the Currency. Dawes later founded



the Central Trust Company of Illinois, served as founding director of the Bureau of the Budget,
returned to banking, and later served as first head of the Reconstruction Finance Corporation,
making full use of the revolving door between public and private sectors. These connections
would come in handy when Dawes’ bank came to the brink of insolvency in 1932.3Second in
command of the US delegation was another, more junior, banker, the laconic Owen D. Young,
whom Dawes appreciated for his acuity but also for his brevity, which left the loquacious
chairman more time to talk. In 1911, as a young lawyer, Young had bested a General Electric
subsidiary in a suit over territorial rights. Recognizing talent, GE hired him as chief counsel, from
where he quickly ascended to company president. Young helped establish the National
Broadcasting Company (NBC), a leading player in the radio boom of the 1920s. With the
experience of the Dawes Plan under his belt, he led the second restructuring of German
reparations in 1929 and was a director of the Federal Reserve Bank of New York during the
crises of 1930–31. In 1932 he was prime mover in the adoption of the Veterans’ Bonus, which
would provide useful stimulus to an otherwise moribund economy. He would play a role in the
rescue of Dawes’ Central Republic Bank and Trust Company, also in 1932. He was cited as
receiving special favors from J. P. Morgan and was cross-examined in the Pecora Commission
hearings on financial fraud and misbehavior in 1933. If not quite the Forrest Gump of financial
crises, Young was to figure in virtually every key financial event of the 1920s and 1930s.Dawes,
Young, and team formulated their strategy while en route to France. The captain of the liner
America designated the children’s playroom for their conferences, Dawes later observing that
“the significance of this choice was not wholly lost on us.”4 The delegation worked smoothly. In
addition to being a good listener, Young had an ability to provide simple solutions to complex
problems.The Americans, with guidance from Young, agreed to press for back-loading
Germany’s debt burden. Acknowledging that any proposal for reducing the overall obligation was
likely to be a no-go in France, they sought instead to limit the short-term transfer while allowing
payments to rise with the growth of the German economy.5This was the proposal that Dawes,
upon landing, presented to his European interlocutors. The European delegates were
unenthusiastic, but he overcame their resistance by keeping them in continuous session until,
exhausted, they gave in.6 This presumably accounts for the fact that the final report of the
committee was unanimous, which in turn explains how its recommendations were then accepted
by a conference of leaders in London.Stabilizing the German currency required not merely
adjusting the reparations burden, however, but also arranging an emergency loan, since the
Reichsbank was out of funds. The conditions attached to this foreign assistance were daunting
even by the standards of early-twenty-first-century Greece. Not only was the government
required to balance its budget, inclusive of reparations, but a foreign agent general with far-
reaching powers was appointed to enforce the requirement. The Reichsbank was prohibited
from extending advances to the state, and investors in the Dawes Loan were given first lien on
the revenues of the German state railways.These measures were intended to reassure foreign
investors, which in practice meant American investors. The French and British governments



funded their shares of the Dawes Loan by allocating tax revenues for the purpose. The United
States, market-oriented as always, relied instead on J. P. Morgan to sell the bonds to the public.
The bankers worried that skeptical retail investors, who had not previously bought the bonds of
foreign governments, would hesitate to purchase the obligations of what was recently an enemy
power now saddled with reparations obligations extending decades into the future.Such fears
were unfounded. By 10:15 on the morning the bonds were issued, Morgan had received twice
the number of purchase offers it required. The American public was clearly developing a healthy
appetite for foreign debt securities.7For his efforts, Dawes was awarded the Nobel Peace Prize
for 1925, along with Sir Austin Chamberlain, the British foreign secretary who had engineered
the Locarno Agreements that contemporaries saw as making another European war
inconceivable. By this time Dawes had been elected vice president of the United States, a
position in which he was singularly ineffective even by the modest standards of that office.
Dawes’ more enduring legacy was as a musician. His compositions included “Melody in A
Major,” which became his signature anthem and was played in his honor at official functions.
Lyrics were added by Carl Sigman in 1951, and the resulting composition was renamed “It’s All
in the Game.” Tommy Edwards’ recording became a number-one hit in 1957, rendering Dawes
the only US vice president and Nobel Prize winner to also be credited with a chart-topping
song.Like the peace prize awarded Barack Obama, Dawes’ commendation was based more on
hope than achievement. Even the hope was disappointed. As economic recovery got underway,
German politicians and their public grew increasingly restive with the increase in payments
required by the plan. The German debt load mounted, raising questions of sustainability.8 By
1929, even prior to the onset of depression, support for the Dawes Plan had collapsed. It was
replaced by the Young Plan, devised by Dawes’ sidekick from 1924, which further scaled back
Germany’s obligation.But all this was for the future. For the moment, the demand for German
bonds was strong. The New York Fed’s 1924 interest-rate reduction, taken with the goal of
helping Britain back onto the gold standard, whetted the appetite of investors for the high-
yielding bonds issued to fund the Dawes Loan. It boosted the demand of American investors for
foreign bonds generally. New dollar loans to foreign countries, funded almost entirely by placing
bonds in the United States, ran at an annual average of $600 million between 1921 and 1923. In
1924 and again in 1925, with encouragement from the Dawes Plan and then the Fed, they rose
to twice that level. In the second half of 1927 and the first half of 1928, following Strong’s second
internationally motivated interest-rate cut, they rose further still.9Initially, the US market in foreign
bonds was the preserve of the same handful of investment banks that dipped a toe in this water
before World War I, well-known names like J. P. Morgan & Co. and Kuhn, Loeb & Co. These
august institutions knew the market and had contacts with foreign customers. They expected
aspiring borrowers to come to them. But the atmosphere grew less cozy after 1924 with the
entrance into the underwriting business of additional investment banks. The new entrants
included old-line Boston and New York houses run now by an ambitious younger generation, as
well as new financial firms. Deposit-taking commercial banks joined the fray, creating securities



affiliates to underwrite bond issues on their behalf.A company like J. P. Morgan had a reputation
to preserve. Underwriting an issue with significant risk of default might jeopardize its ability,
cultivated over the years, to get other banks to join the syndicate underwriting the issue and to
foster confidence among investors. Newcomers to the underwriting business, in contrast, had
little reputation to preserve. Their concern was the commission, which could amount to as much
as 4½ percent of the value of the bonds. The commission was earned on placing the issue. It
could not be clawed back if a bond lapsed into default.10Nor did aspiring underwriters wait for
borrowers to come to them. Instead they now ventured into the offices and homes of foreign
government officials, including not a few to whom it had not occurred previously that they
needed to borrow. Max Winkler, the self-appointed chronicler of this adventurous period,
describes the case of a Bavarian town that sought to raise $125,000 for improvements to its
power plant but was encouraged by its American underwriter to borrow $3 million to finance, in
addition, a swimming pool, a bath house, and a gymnasium.11 A witness before the Senate
Committee on Finance, investigating in 1932 why so many of these loans went bad, described
how “at one time . . . there were 29 representatives of American financial houses in Colombia
alone trying to negotiate loans for the national government, for the departments, and for other
possible borrowers.”12 Borrowers were plied with food, wine, and other less licit pleasures,
financed by the expense accounts of visiting bankers. The politically connected were offered
finder’s fees for their influence. The Senate was told how those same expense accounts were
used for “fixing” presidents and officials. Old-line bankers, like Thomas Lamont, a leading
Morgan partner, warned of “American bankers and firms competing on almost a violent scale for
the purposes of obtaining loans in various foreign money markets,” competition of a sort that
“tends to insecurity and unsound practice.”13 But old-line bankers were increasingly
outnumbered by their younger, less experienced, and more aggressive competitors.Having
secured the borrower’s business, the underwriter still had to interest the retail investor. Banks
that had built bond departments to place Liberty Bonds now repurposed them to market foreign
issues. Using their securities affiliates to circumvent laws prohibiting them from transacting
across state lines, they sold bonds nationally. They placed articles in Harper’s and The Atlantic
Monthly extolling the virtues of the new instruments. They opened store-front offices to
encourage walk-in business. They hired salesmen schooled in high-pressure sales
tactics.14Finally, the promoters formed investment trusts, early-twentieth-century forerunners of
mutual funds, to sell shares to small investors who would have otherwise found it difficult to
obtain the benefits of a diversified portfolio of foreign bonds and to offer the services, however
dubious, of professional management. A few investment trusts, a recent British import, had been
established prior to the 1920s, but they were now founded in large numbers. There was also a
tendency for investment trusts to be “closely intertwined,” as Eugene White politely puts it, with
the banks sponsoring them, which encouraged bank clients to invest in securities through the
affiliated trust.15 Whereas early investment trusts had tended to hold a fixed portfolio of
securities, their more recently established competitors were actively managed—that is, they



churned the portfolio. Investment trusts invested in other investment trusts, doubling the fees
paid by their customers.16The promotional push, together with the high interest rates on offer,
was effective. In the words of Paul Einzig, the prolific British financial journalist, writing in 1931,
“During the last seven years or so, bond-selling houses spared no effort to educate the
American investor to appreciate the advantages of investing in foreign bonds. Through applying
every device of their highly developed art of salesmanship they succeeded, between 1923 and
1928, in placing a formidable amount of foreign bonds of every description with the American
public.”17Formidable is the word. American investors provided fully 80 percent of the money
borrowed by German public credit institutions between 1925 and 1928. They furnished 75
percent of that borrowed by the country’s local governments and 50 percent of loans to its large
corporations.18 A loan to Austria financed the construction of a hydroelectric works. A loan to
Belgium underwrote investments in roads and ports in the Congo. In all, European governments
and corporations were the recipients of nearly half of all US foreign lending in the 1920s.An
additional one-quarter of foreign securities issued in the United States went to Latin America. In
Argentina alone, US investors supplied long-term funding to permit the government to repay a
short-term loan from the British government. Dollar bonds were floated to enable the Argentine
authorities to acquire gold to back the national currency. Dollar bonds funded the construction
and improvement of public works, including the railways, and extended the duration of their
existing short-term debts. Dollar loans were made to provincial governments to replace expiring
sterling credits and in anticipation of tax receipts. Local governments borrowed to build roads,
bridges, schools, waterworks, sewage systems, and, critically for a meat-exporting country, cold-
storage plants. Argentine municipalities borrowed to build and improve hospitals, power plants,
parks, and streets.This was risky business, although it could be argued that it was not without
logic. With the American economy growing rapidly, the US savings rate was high. As in early-
twenty-first-century China, which similarly saw a high savings rate, prime-age workers at the
saving stage of the life cycle had higher incomes than older individuals, now in retirement and
dissaving. In Europe, where incomes were depressed by the war and postwar disruptions,
savings rates were low. There was a shortage of capital to repair roads, bridges, and factories.
That interest rates were higher in Europe than in the United States, which is what worked to
attract US investors to foreign securities, flowed directly from this confluence of facts.Making the
case for investment in Latin America was harder. But Latin countries that had expanded their
production and exports of agricultural commodities and raw materials during the war could claim
that they were enhancing their capacity to earn foreign exchange and hence to service loans.
With so much money on offer, it was not hard to make the case.But even a process with an
underlying logic can be pushed too far—a tendency that is not unknown in finance. Foreign
loans to underwrite the reconstruction of war-damaged railways and ports or to build cold-
storage facilities for Argentine beef exports were one thing; borrowing to build municipal
swimming pools and bathhouses was another. With finance so easy, governments were tempted
to engage in additional spending. Already in 1926 Schacht worried that all the capital flowing



into Germany was encouraging excesses on the part of state and local governments.19 In May
1927 he instructed the banks to curtail their loans to the stock market in an effort to damp down
the boom. But even though this led to a sharp fall in the stock market, it did nothing to
discourage borrowing by German municipalities. And the higher interest rates induced by
Schacht’s policy only made it more attractive for foreign investors to lend.S. Parker Gilbert, the
former US treasury undersecretary appointed as agent generation for reparations to carry out
the Dawes Plan, warned of the risks posed by the torrent of foreign capital. German
governments, he warned, were “overspending and overborrowing.” The economy was at risk of
“overstimulation and overexpansion.” Sooner or later, doubts would develop about the
sustainability of the process. At that point, the inflow of foreign capital would come to a sudden
stop, resulting in “severe economic reaction and depression.”20The parallels with the recent
crisis are almost too obvious. Starting in 2004, a swelling chorus of voices cautioned about the
ongoing flow of capital to the United States from China, Germany, and the oil-exporting
countries. This was encouraging the profligacy of the US government, they warned, by enabling
it to borrow at artificially low rates. The flow of cheap foreign finance would not continue
indefinitely, and when it stopped the consequences would be challenging. As it happened, the
crisis of which they warned was superseded by another, the collapse of US real estate prices
and the market in subprime mortgages in 2006–07. Still, they had a point.There were also
differences. One is that global imbalances in the 1920s were tilted in the other direction: capital
flowed from the United States, not toward it. The other is that the Cassandras who warned the
process could not continue indefinitely and it was setting the stage for a crisis were right on both
counts. When in 1928 the outflow came to a sudden stop, it plunged first Germany, then Latin
America, and finally the world into precisely the “severe economic reaction and depression” of
which Parker Gilbert, two years earlier, had warned.However frothy the market in foreign bonds,
Wall Street was frothier still. On three of the first seven trading days of 1928, the number of
shares traded on the New York Stock Exchange exceeded three million, a level that had been
reached just eight times over the previous decade. From there, activity rose still higher.Evidently,
the large investors clubbed together in pools organized by the likes of Billy Durant were being
joined by a growing number of small savers. Individuals who had relied on professionals
employed by investment trusts to manage their portfolios took to buying and selling securities
directly. Brokerage firms opened branch offices featuring customers’ rooms fitted out with plush
carpets and overstuffed chairs designed to create an ambience of comfort and security. Six
hundred new customers’ offices were opened in 1928 and 1929.21 Additional rooms were
created for female investors, in another sign of the times.22The nature of the attraction is no
mystery. Stocks yielded 38 percent in 1927, an extraordinarily high rate by historical standards.
They yielded an even more impressive 44 percent in 1928. Credit was available for anyone
seeking to share in these heady returns.23 The process was perversely self-financing, as credit
booms are. The higher share prices rose, the more attractive it became for corporations seeking
to finance their operations to issue additional equity rather than borrow from banks. This forced



the banks to look for other lending opportunities, which they found in the stock market. As share
prices then rose further, the collateral on which securities lending occurred became more
valuable, justifying still more lending.24The Fed’s detractors, both internal and external,
criticized it for fanning the flames. By November 1927 James McDougal of the Chicago Fed
(whose bank, recall, had resisted Strong’s proposal for an interest rate cut earlier in the year but
was overruled), together with George Norris of Philadelphia, was advocating higher interest
rates to stem the flow of credit into the stock market. Brokers’ loans had increased by more than
$300 million in the previous five months. In December and January they then rose by an
additional $500 million.For the Open Market Investment Committee, this was finally too much. It
agreed, starting in January 1928, to sell securities for cash in order to drain liquidity from the
market. The next step was to make borrowing more expensive, with the goal of making it more
costly to use credit to buy stocks on margin. Starting on January 25 and extending through the
end of February, one Federal Reserve bank after another raised its discount rate. A second
round of increases followed in April. The Federal Reserve Bank of New York then raised its
discount rate for a third time in May.Although the rise in policy rates was designed to cool an
overheated stock market, its effects were most pronounced in Europe. By now, warnings of
unsustainable foreign borrowing were rife. With the Fed’s action boosting yields on short-term
investments at home, foreign bond issuance fell off a cliff. US capital exports dropped from $530
million in the second quarter of 1928 to $120 million in the third. US lending to Germany, after
running at more than $150 million in the second quarter, fell essentially to nil in the third. These
events anticipated those of the summer of 2013, when the Federal Reserve mooted the
possibility of “tapering” its purchases of US Treasury securities, leading investors to expect
higher US interest rates, and emerging markets on the receiving end of capital inflows from the
United States saw those flows stop and then reverse direction. The shock was uncomfortable,
but it didn’t begin to approach the severity of that experienced by Europe and Latin America in
1928.This now was the sudden stop of which Schacht, Gilbert, and others had warned. German
industry, by this point all but wholly dependent on foreign finance, was caught in the vise.
Producers were unable to borrow the funds needed to pay for materials and labor, while their
customers were unable to obtain the credit needed to finance their purchases. Industrial
production, hit from both sides, fell by nearly 10 percent in the second half of the year. Freight
carried by the German state railways fell even faster. The number of unemployed more than
doubled.A normal central bank would have cut interest rates and made credit available to a
weakening economy. But the Reichsbank was not a normal central bank. Maintenance of gold
convertibility, as a bulwark against inflation, was its priority. To limit the loss of reserves, it kept
the discount rate steady at 7 percent, much higher than the levels prevailing in other European
financial centers.In January 1929, Schacht finally acknowledged deteriorating economic
conditions and reduced the Reichsbank’s policy rate by half a percentage point, to 6.5 percent.
When, as a result, gold started flowing out, he then reversed course, raising the discount rate by
100 basis points (meaning one full percentage point), to 7.5 percent. Not only did this deal an



additional blow to an already weakening economy but, with confidence visibly deteriorating, the
interest-rate hike did not even succeed in stemming the outflow of capital from Germany or the
Reichsbank’s loss of gold.Other European countries dependent on US lending were affected
similarly. By the end of 1928 not just Germany but also much of Central Europe was in recession.
Only Britain was different; the British economy, having begun to recover the momentum lost in
the 1926 coal strike, was still in the expansion phase of the cycle. But starting in September
1928, the Bank of England, like its Central European counterparts, began losing gold to the
United States as a result of tighter credit conditions in New York. Sooner or later, it was clear,
Norman would be forced to raise interest rates.25 And it was increasingly questionable, in this
light, whether and if so for how much longer the British economy would continue to expand.This
money repatriated from Europe was now deposited in US banks, which lent it to brokers and
dealers, adding more fuel to the Wall Street fire. The Fed might have attempted to discourage
this use of credit with further increases in interest rates. But with the approach of the fall crop-
moving season and then the 1928 presidential election, doing so was problematic. The demand
for credit tended to spike during the crop-moving season that followed the harvest; with
agricultural prices already weak, any attempt to raise rates further was certain to provoke
protests in the South and Midwest. And like any central bank, the Fed hesitated to do anything
that might excite the public in the run-up to an election.The device to which the Fed instead
turned in 1929 was to directly rein in bank lending to brokers and dealers. This was the policy of
“direct pressure,” in which it arm-twisted member banks to limit lending for speculative purposes.
New York City banks making loans to stockbrokers were warned that they would be cut off from
the discount window. This was the board’s attempt to surgically deflate the bubble without also
damaging the economy. The brain behind it was the much-maligned Adolph Miller, who, as a
faithful believer in the real bills doctrine, emphasized the importance of keeping interest rates at
a level suitable for the needs of commercial activity. Thus, direct pressure was a way of dealing
with the threat posed by an overexcitable stock market—by “optimism gone wild and cupidity
gone drunk,” in Miller’s words—without raising interest rates to a level inconsistent with the
legitimate needs of business.26A number of the Federal Reserve banks, led by the Federal
Reserve Bank of New York, favored further increases in discount rates. The directors of the New
York bank, many of them Wall Street veterans, were especially concerned about what was going
on down the street. They understood better than their colleagues in Washington, D.C., that
money was fungible. Thus, they appreciated that any reduction in lending by member banks in
New York would be offset, at least to an extent, by lending on the part of nonmember banks,
member banks elsewhere in the country, and insurance companies, corporate treasuries,
investment trusts, and even foreign banks and individuals.27Just as they predicted, this shadow
banking system was quick to step into the breach. In the first quarter of 1928, nonbank sources
funded nearly half of all broker’s loans. In the first half of 1929, as the growth of lending by
money center banks was restrained by pressure from the Fed, nonbank sources accounted for
fully 72 percent of the total. All the while, the volume of broker’s loans moved up. That said, it



moved up less quickly than it would have if the New York City banks had not felt the Fed’s official
pressure, and it moved up less quickly than needed to satisfy demand. Indicative of this fact is
how interest rates on call loans continued to rise, pushing up other short-term interest rates in
sympathy.But those higher rates also made life more difficult for business. Reflecting tighter
money and credit, the economy showed signs of decelerating in mid-1929. Building activity
softened. State and local governments postponed construction projects owing to higher
borrowing costs. Weak conditions abroad, reflecting the stop in US lending, showed up in weak
American exports.There has been much debate about who was right and who was wrong in this
contest between the proponents of direct pressure and higher interest rates. In the light of recent
experience, the answer is clear. We now understand that the best response for a central bank
confronted with this kind of dilemma is to assign monetary policy, in this case its lending rate, to
the needs of the economy while using regulatory tools like ceilings on loan-to-value ratios for
home mortgages and limits on lending to particular sectors (what we would now call
macroprudential policy) to address financial risks. This was precisely the intuition of those who
advocated direct pressure in 1929: leave interest rates at a level appropriate for the economy
and use other tools to limit lending to the stock market.We now better appreciate the value of
that intuition, because this is precisely what the Fed and other US agencies neglected to do in
2005–06, when they failed to use macroprudential policy to clamp down on the flow of credit into
US housing markets. Here is a clear case where the events of 2007–08 change how we think
about 1929. Real bills may be a discredited doctrine, but the macroprudential policies espoused
by Adolph Miller look considerably more sage and sensible in this light.The problem in 1929 was
implementation. It was that the central bank’s macroprudential tools were weak. The Fed could
apply direct pressure only to member banks, leading to the substitution of nonmember and
nonbank credit for bank credit to the stock market. This is a problem for modern macroprudential
policy as well: when the authorities attempt to limit bank lending to a particular market, the
property market for example, they see some substitution of nonbank credit for bank credit.28
The solution is to give the macroprudential policy maker regulatory authority over nonbank
providers of credit—over insurance companies and the like—as well as over banks. It is to set
the “regulatory perimeter” as wide as possible.This was similarly the problem for the proponents
of direct pressure in 1929. But given the country’s ramshackle regulatory system—where
member banks were overseen by the Fed, state banks that were not members were overseen by
state regulators, foreign banks were overseen by foreign regulators, and insurance companies
were overseen by state insurance departments and agencies, if at all—it was a problem they
were unable to solve. With credit continuing to flow into the stock market in what officials saw as
dangerous amounts, the Fed felt compelled to supplement its policy of direct pressure by raising
rates in the summer of 1929, compromising the prospects for economic growth.Fed Governor
Ben Bernanke gave a speech in 2002 in which he warned against using monetary policy to prick
a bubble, pointing to the catastrophic implications of the Fed’s attempt to do so in 1929. But he
then went on, curiously, to also dismiss the 1920s policy of direct pressure as ineffectual.29 A



better approach, he implied, was for the central bank not to attempt to lean against a bubble but
rather to flood the markets with liquidity if it bursts. We now know that flooding the market with
liquidity, or at least flooding the part of the market the Fed is capable of flooding, may not be
enough to avert the worst. Better is to strengthen tools like direct pressure rather than to dismiss
them because their effects are weak. But this was a lesson that the Bernanke Fed would have to
learn the hard way.CHAPTER 4 | By Legislation or FiatCOUNTRYWIDE CREDIT was the lender
at the epicenter of the housing boom, and Angelo Mozilo was the public face of Countrywide.
The Bronx-born son of first-generation Italian Americans, Mozilo had gone to work in his father’s
butcher shop at the age of twelve and then as a messenger for a Manhattan mortgage lender. By
the time he was sixteen he had worked his way up from ferrying paperwork to processing loans,
progress testifying either to his exceptional ambition or to the straightforward nature of
underwriting in the era of plain-vanilla mortgages.Mozilo stayed with the same firm through his
high school and college years and until it merged with Lomax Realty Securities, headed by
industry veteran David Loeb. In the mid-1960s Loeb sent Mozilo to Central Florida, which was in
the grips of a real estate boom not unlike that of the 1920s. Observing that the boom was being
driven by the influx of space engineers to Cape Canaveral, Mozilo recommended taking a stake
in a Brevard County subdevelopment. When the bet paid off, Loeb made Mozilo his
sidekick.When Lomax Securities was bought out in 1968, Loeb and Mozilo set out to create their
own mortgage company, which they dubbed Countrywide Credit Industries. Initially the name
was indicative more of the partners’ ambition than the reality. The duo worked out of a single
office in Anaheim, California, the Inland Empire to the east beckoning as the final frontier. Loeb
served as the firm’s strategist, Mozilo as its sales force of one.1Although the business gained
traction, costs showed a troubling tendency to escalate. Recruiting and retaining salesmen
required paying generous commissions. Turnover was high, in part because Mozilo was a
demanding boss—“a son of a bitch,” as he proudly put it. Loeb therefore proposed eliminating
the sales force and using direct advertising to solicit applications, something that had not
previously been tried in the mortgage-banking industry. Mozilo, a salesman himself, resisted but
eventually agreed to take the plunge.Attracting business by advertising meant competing on
price, which in turn required keeping costs down. The company’s retail offices were
standardized, situated in strip malls, and permitted no more than two full-time employees.
Gradually the strategy began paying dividends. In the course of the 1970s Countrywide Credit
opened four additional offices in California. By 1980 it had forty offices in nine states, no mean
feat in a period when mortgage and housing markets were buffeted by interest rates of 20
percent. By the mid-1980s, the 40 offices had grown to 104 and the nine states to twenty-six. By
1992, with nearly 400 branches, Countrywide was the largest mortgage banker in the country
and, for that matter, the world.Reflecting its emphasis on low costs and standardization,
Countrywide came to be known as the McDonald’s of mortgage banking. The label reflected the
extent to which it successfully reduced the home mortgage to a commodity, the financial
equivalent of a hamburger, and the loan officer to the white-collar equivalent of a hamburger



flipper. Countrywide was an early adopter of information technology to process applications. By
the mid-1990s, fully 70 percent of loans passing through its automated underwriting system
required no human intervention. Standardization and the commitment to information technology,
together with reliance on temporary employees, allowed the company to ramp up when
opportunity beckoned and downsize when demand slackened. Countrywide started reselling the
mortgages it originated to Freddie Mac and Fannie Mae almost as soon as the two government-
sponsored housing agencies were authorized to purchase mortgages not guaranteed by the US
government.2 It diversified into loan servicing, buying the right to service mortgages from other
lenders to insulate itself from the ups and downs of loan origination. When interest rates were
low, loan origination was big business, but when they were high, prepayments were less
common, rendering servicing more profitable. Mozilo referred to this as Countrywide’s “macro
hedge.”Eventually some of these innovations came to be viewed in a less favorable light. That a
majority of loan applications were processed without human intervention meant no independent
verification of borrowers’ claims of income. Aware that their tenure with the firm was likely to be
limited, branch managers focused on originating as many mortgages as possible without due
attention to their quality. Loan servicing turned out to provide less insulation from the ups and
downs of interest rates and the housing market than Mozilo had posited. But these were
problems for the future.By the 1990s, organic expansion had become harder for what was now
the largest player in the mortgage banking industry. This led Mozilo to the fateful decision to
expand into low-income lending. In 1993 Countrywide launched a program that he ambitiously
christened “House America.” Mozilo marketed the initiative as bringing the American dream of
home ownership to low-income and minority borrowers. Videos promoting it were narrated by
the stentorian Hollywood actor James Earl Jones, who commanded the same vocal authority as
William Jennings Bryan.In practice, House America allowed low-income households to assume
a heavier burden of mortgage debt. Countrywide adopted “flexible underwriting practices,”
reprogramming its automated underwriting systems to approve mortgages for individuals and
households lacking the well-documented employment and credit histories needed to obtain
conventional loans. “Flexible underwriting practices” was code for down payments of as little as
3 percent, offered in return for a higher interest rate.This was not the birth of subprime lending.
Credit for that invention goes to Long Beach Savings & Loan, a small Orange County–based
thrift that eventually morphed into Ameriquest Mortgage. But now Countrywide, the leading
player in mortgage origination, jumped with both feet onto the bandwagon.Countrywide was
emblematic of what came to be known as the shadow banking system of nonbank financial
institutions engaged in mortgage underwriting, securitization, and other activities that had once
been the preserve of banks and savings and loan associations (S&Ls), the descendants of the
building and loans of the 1920s. The growth of shadow banking in turn reflected a process of
financial liberalization stretching back to the early 1970s, not incidentally the same point in time
when Loeb and Mozilo established their California-based underwriting operation.The Wall Street
crash of 1929 and the banking crises that battered the US economy prompted the adoption of a



panoply of new regulations affecting the banking and financial system.3 The Glass-Steagall Act
separated investment and commercial banking and prevented deposit-taking commercial banks
from engaging in security and insurance underwriting. Also in 1933, the Federal Reserve Board
adopted “Regulation Q,” prohibiting banks from paying interest on demand deposits (essentially,
checking accounts), while placing ceilings on permissible rates on time and savings accounts.4
The Securities and Exchange Act created a government commission to oversee stock and bond
markets. The Commodity Exchange Act extended regulatory authority to futures markets.The
result appears, from a distance, as a golden age of financial stability. Between the end of World
War II and the 1970s, bank failures were rare. Financial institutions specialized in different types
of lending. Banks extended corporate and consumer loans. S&Ls engaged in mortgage lending.
Each type of institution was overseen by its respective regulator. The stock market rose and fell,
as stock markets do. But when it fell, it did not bring down the financial system and the economy
with it.As time passed, the financial establishment grew restive. Memories of the unstable 1930s
faded. The thrift industry, enjoying tax and regulatory advantages, gained market share at the
expense of the banks. Deposit taking and lending in London—what came to be known as the
Eurodollar market—subjected the banks to additional competition.A further source of
competition, whose existence would have profound implications in 2008, came in the form of
money market mutual funds. The first of the breed, the Reserve Fund, was created in 1971 by a
pair of failed New York financial consultants, Harry Brown and Bruce Bent.5 Money market funds
invested in treasury bills and commercial paper, not corporate, consumer, and mortgage loans
in the manner of a bank. Free of Regulation Q ceilings, they were able to offer savers a more
attractive combination of liquidity and interest than on bank accounts, but without, it should be
noted, the protection of deposit insurance.The innovation was heralded as a significant step in
the direction of financial democracy, given the miserly returns available on bank accounts. The
MIT economist Paul Samuelson, himself a Nobel Laureate, proclaimed that Bent and Brown
similarly deserved a Nobel Prize for their innovation. The founders characterized their
achievement more modestly. “I wish I could say that our ‘invention’ resulted from any brilliance
on our part,” Brown later remarked, “but it was actually a combination of the threat of starvation
and pure greed that drove us to it.”6The absence of deposit insurance and of any requirement
for money market funds to hold reserves as a buffer against risk was justified on the grounds that
fund managers invested only in safe assets and managed their shareholders’ money
conservatively. One dollar invested in a money market fund would always be worth $1, or so the
argument ran. The presumption did not anticipate the tendency for fund managers to move into
riskier investments as Regulation Q was relaxed and competition created pressure to boost
yields, something that regulators first failed to notice and then were reluctant to address, given
an increasingly powerful mutual fund lobby. The presumption that shares in money market funds
would never fall below par did not anticipate the failure of Lehman Brothers, Lehman being a
consequential issuer of the kind of high-yielding short-term notes that the managers of money
funds found irresistible.Commercial banks, concerned about the erosion of their deposit base,



had been lobbying for the removal of Regulation Q for years. Their calls gained urgency with this
new competition and even more when inflation rose, undermining their ability to compete for
savings. Regulation Q ceilings were finally phased out by the ironically entitled Depository
Institutions Deregulatory and Monetary Control Act of 1980—ironic since its passage resulted
from the Fed’s loss of monetary control.The abolition of Regulation Q unleashed a cascade of
unintended consequences. A first consequence was to intensify the pressure on S&Ls, which
had previously been permitted to offer higher deposit rates than other financial institutions.7 To
limit the damage, the Garn–St. Germain Act of 1982 allowed S&Ls to engage in a range of
commercial banking activities, those related to consumer lending, for example, above and
beyond their traditional remit of taking deposits and extending mortgage loans. Among its other
provisions was one authorizing the extension of adjustable rate mortgage loans. President
Reagan, on signing the bill, called it the first step in a “comprehensive program of financial
deregulation.”8 Little did he know.Garn–St. Germain helped set the stage for the S&L crisis of
the 1980s by allowing thrifts to take on additional risk without at the same time doing anything to
restrain them. But equally important was how the provision of additional financial services by the
thrifts intensified the pressure on the banks.9 Commercial banks had long been frustrated by
their inability to underwrite corporate and municipal bonds. Securities markets now having
recovered from the 1930s and World War II, big corporate borrowers took to issuing commercial
paper and junk bonds. With these instruments offering corporate borrowers new ways of
financing themselves, reducing their dependence on bank credit, bank profits were squeezed.10
The big banks that were the big companies’ traditional interlocutors were hurt the most.At first,
money-center banks, with Citibank (the rebranded National City Bank of Chapter 3) in the
vanguard, found a new market in syndicated loans to governments in Latin America and Eastern
Europe, in an echo of the foreign lending boom of the 1920s. But by the early 1980s these loans
had gone bad. For the regulators to insist that the banks acknowledge their losses was not an
option, however; doing so would have bankrupted the Federal Deposit Insurance Corporation.
Instead the banks were allowed to earn their way back to health, and regulation was loosened to
facilitate their efforts.In December 1986, in response to a petition from J. P. Morgan, Bankers
Trust, and Citicorp (the holding company parent of Citibank), the Fed creatively reinterpreted the
Glass-Steagall Act to allow commercial banks to derive up to 5 percent of their income from
investment banking activities. The investment banking activities in question included
underwriting municipal bonds, commercial paper and, fatefully, mortgage-backed securities. In
1987, over the opposition of its deregulation-skeptical, soon-to-be-former chairman, Paul
Volcker, the Federal Reserve Board authorized several large banks to further expand their
underwriting businesses. If ever there was an illustration of how lame-duck status can weaken a
Fed chair, this was it. Under Volcker’s successor, the liberalization-minded Alan Greenspan, the
Fed then allowed bank holding companies to derive as much as 25 percent of their revenues
from investment banking operations.By the 1990s, then, Glass-Steagall was already weakened.
The fatal blow was struck by the merger wave that swept investment banking and brokerage



toward the end of the decade. Morgan Stanley, an investment bank, merged with Dean, Witter,
Discover & Co., a brokerage and credit card company, in 1997, while the trust company and
derivatives house Bankers Trust acquired Alex. Brown & Sons, an investment and brokerage
firm. This consolidation of investment houses, brokers, and insurance companies threatened to
further disadvantage the banks, which responded by lobbying even more intensely for the
removal of remaining restrictions on their operations.And if lobbying was not enough, there were
other ways of forcing the issue. Citicorp moved in 1998 to purchase Travelers Insurance Group,
notwithstanding Glass-Steagall provisions requiring it to sell off Travelers’ insurance business
within two years. The merger would allow Travelers to market to Citicorp’s retail customers not
just insurance but also its in-house money market funds while giving Citicorp access to an
expanded clientele of investors and insurance policyholders. Its main shortcoming was its
incompatibility with Glass-Steagall.The chairmen and co-CEOs of the merged company, John
Reed and Sanford Weill, mounted a furious campaign to remove Glass-Steagall’s nettlesome
restrictions before the two-year window closed. Weill formed an alliance with David Komansky of
Merrill Lynch and Phil Purcell of Morgan Stanley to lobby for change. Their arguments received a
sympathetic hearing from the Greenspan Fed and also from the White House, in the person of
President Clinton’s advisor for financial reform, Gene Sperling, and from the Treasury
Department, especially when Lawrence Summers succeeded Robert Rubin as secretary in
mid-1999.11 (Rubin left for an advisory position with none other than Citigroup; he started in
October.) They were warmly received in the halls of Congress, where bank lobbyists freely
roamed.CHAPTER 4 | By Legislation or FiatCOUNTRYWIDE CREDIT was the lender at the
epicenter of the housing boom, and Angelo Mozilo was the public face of Countrywide. The
Bronx-born son of first-generation Italian Americans, Mozilo had gone to work in his father’s
butcher shop at the age of twelve and then as a messenger for a Manhattan mortgage lender. By
the time he was sixteen he had worked his way up from ferrying paperwork to processing loans,
progress testifying either to his exceptional ambition or to the straightforward nature of
underwriting in the era of plain-vanilla mortgages.Mozilo stayed with the same firm through his
high school and college years and until it merged with Lomax Realty Securities, headed by
industry veteran David Loeb. In the mid-1960s Loeb sent Mozilo to Central Florida, which was in
the grips of a real estate boom not unlike that of the 1920s. Observing that the boom was being
driven by the influx of space engineers to Cape Canaveral, Mozilo recommended taking a stake
in a Brevard County subdevelopment. When the bet paid off, Loeb made Mozilo his
sidekick.When Lomax Securities was bought out in 1968, Loeb and Mozilo set out to create their
own mortgage company, which they dubbed Countrywide Credit Industries. Initially the name
was indicative more of the partners’ ambition than the reality. The duo worked out of a single
office in Anaheim, California, the Inland Empire to the east beckoning as the final frontier. Loeb
served as the firm’s strategist, Mozilo as its sales force of one.1Although the business gained
traction, costs showed a troubling tendency to escalate. Recruiting and retaining salesmen
required paying generous commissions. Turnover was high, in part because Mozilo was a



demanding boss—“a son of a bitch,” as he proudly put it. Loeb therefore proposed eliminating
the sales force and using direct advertising to solicit applications, something that had not
previously been tried in the mortgage-banking industry. Mozilo, a salesman himself, resisted but
eventually agreed to take the plunge.Attracting business by advertising meant competing on
price, which in turn required keeping costs down. The company’s retail offices were
standardized, situated in strip malls, and permitted no more than two full-time employees.
Gradually the strategy began paying dividends. In the course of the 1970s Countrywide Credit
opened four additional offices in California. By 1980 it had forty offices in nine states, no mean
feat in a period when mortgage and housing markets were buffeted by interest rates of 20
percent. By the mid-1980s, the 40 offices had grown to 104 and the nine states to twenty-six. By
1992, with nearly 400 branches, Countrywide was the largest mortgage banker in the country
and, for that matter, the world.Reflecting its emphasis on low costs and standardization,
Countrywide came to be known as the McDonald’s of mortgage banking. The label reflected the
extent to which it successfully reduced the home mortgage to a commodity, the financial
equivalent of a hamburger, and the loan officer to the white-collar equivalent of a hamburger
flipper. Countrywide was an early adopter of information technology to process applications. By
the mid-1990s, fully 70 percent of loans passing through its automated underwriting system
required no human intervention. Standardization and the commitment to information technology,
together with reliance on temporary employees, allowed the company to ramp up when
opportunity beckoned and downsize when demand slackened. Countrywide started reselling the
mortgages it originated to Freddie Mac and Fannie Mae almost as soon as the two government-
sponsored housing agencies were authorized to purchase mortgages not guaranteed by the US
government.2 It diversified into loan servicing, buying the right to service mortgages from other
lenders to insulate itself from the ups and downs of loan origination. When interest rates were
low, loan origination was big business, but when they were high, prepayments were less
common, rendering servicing more profitable. Mozilo referred to this as Countrywide’s “macro
hedge.”Eventually some of these innovations came to be viewed in a less favorable light. That a
majority of loan applications were processed without human intervention meant no independent
verification of borrowers’ claims of income. Aware that their tenure with the firm was likely to be
limited, branch managers focused on originating as many mortgages as possible without due
attention to their quality. Loan servicing turned out to provide less insulation from the ups and
downs of interest rates and the housing market than Mozilo had posited. But these were
problems for the future.By the 1990s, organic expansion had become harder for what was now
the largest player in the mortgage banking industry. This led Mozilo to the fateful decision to
expand into low-income lending. In 1993 Countrywide launched a program that he ambitiously
christened “House America.” Mozilo marketed the initiative as bringing the American dream of
home ownership to low-income and minority borrowers. Videos promoting it were narrated by
the stentorian Hollywood actor James Earl Jones, who commanded the same vocal authority as
William Jennings Bryan.In practice, House America allowed low-income households to assume



a heavier burden of mortgage debt. Countrywide adopted “flexible underwriting practices,”
reprogramming its automated underwriting systems to approve mortgages for individuals and
households lacking the well-documented employment and credit histories needed to obtain
conventional loans. “Flexible underwriting practices” was code for down payments of as little as
3 percent, offered in return for a higher interest rate.This was not the birth of subprime lending.
Credit for that invention goes to Long Beach Savings & Loan, a small Orange County–based
thrift that eventually morphed into Ameriquest Mortgage. But now Countrywide, the leading
player in mortgage origination, jumped with both feet onto the bandwagon.Countrywide was
emblematic of what came to be known as the shadow banking system of nonbank financial
institutions engaged in mortgage underwriting, securitization, and other activities that had once
been the preserve of banks and savings and loan associations (S&Ls), the descendants of the
building and loans of the 1920s. The growth of shadow banking in turn reflected a process of
financial liberalization stretching back to the early 1970s, not incidentally the same point in time
when Loeb and Mozilo established their California-based underwriting operation.The Wall Street
crash of 1929 and the banking crises that battered the US economy prompted the adoption of a
panoply of new regulations affecting the banking and financial system.3 The Glass-Steagall Act
separated investment and commercial banking and prevented deposit-taking commercial banks
from engaging in security and insurance underwriting. Also in 1933, the Federal Reserve Board
adopted “Regulation Q,” prohibiting banks from paying interest on demand deposits (essentially,
checking accounts), while placing ceilings on permissible rates on time and savings accounts.4
The Securities and Exchange Act created a government commission to oversee stock and bond
markets. The Commodity Exchange Act extended regulatory authority to futures markets.The
result appears, from a distance, as a golden age of financial stability. Between the end of World
War II and the 1970s, bank failures were rare. Financial institutions specialized in different types
of lending. Banks extended corporate and consumer loans. S&Ls engaged in mortgage lending.
Each type of institution was overseen by its respective regulator. The stock market rose and fell,
as stock markets do. But when it fell, it did not bring down the financial system and the economy
with it.As time passed, the financial establishment grew restive. Memories of the unstable 1930s
faded. The thrift industry, enjoying tax and regulatory advantages, gained market share at the
expense of the banks. Deposit taking and lending in London—what came to be known as the
Eurodollar market—subjected the banks to additional competition.A further source of
competition, whose existence would have profound implications in 2008, came in the form of
money market mutual funds. The first of the breed, the Reserve Fund, was created in 1971 by a
pair of failed New York financial consultants, Harry Brown and Bruce Bent.5 Money market funds
invested in treasury bills and commercial paper, not corporate, consumer, and mortgage loans
in the manner of a bank. Free of Regulation Q ceilings, they were able to offer savers a more
attractive combination of liquidity and interest than on bank accounts, but without, it should be
noted, the protection of deposit insurance.The innovation was heralded as a significant step in
the direction of financial democracy, given the miserly returns available on bank accounts. The



MIT economist Paul Samuelson, himself a Nobel Laureate, proclaimed that Bent and Brown
similarly deserved a Nobel Prize for their innovation. The founders characterized their
achievement more modestly. “I wish I could say that our ‘invention’ resulted from any brilliance
on our part,” Brown later remarked, “but it was actually a combination of the threat of starvation
and pure greed that drove us to it.”6The absence of deposit insurance and of any requirement
for money market funds to hold reserves as a buffer against risk was justified on the grounds that
fund managers invested only in safe assets and managed their shareholders’ money
conservatively. One dollar invested in a money market fund would always be worth $1, or so the
argument ran. The presumption did not anticipate the tendency for fund managers to move into
riskier investments as Regulation Q was relaxed and competition created pressure to boost
yields, something that regulators first failed to notice and then were reluctant to address, given
an increasingly powerful mutual fund lobby. The presumption that shares in money market funds
would never fall below par did not anticipate the failure of Lehman Brothers, Lehman being a
consequential issuer of the kind of high-yielding short-term notes that the managers of money
funds found irresistible.Commercial banks, concerned about the erosion of their deposit base,
had been lobbying for the removal of Regulation Q for years. Their calls gained urgency with this
new competition and even more when inflation rose, undermining their ability to compete for
savings. Regulation Q ceilings were finally phased out by the ironically entitled Depository
Institutions Deregulatory and Monetary Control Act of 1980—ironic since its passage resulted
from the Fed’s loss of monetary control.The abolition of Regulation Q unleashed a cascade of
unintended consequences. A first consequence was to intensify the pressure on S&Ls, which
had previously been permitted to offer higher deposit rates than other financial institutions.7 To
limit the damage, the Garn–St. Germain Act of 1982 allowed S&Ls to engage in a range of
commercial banking activities, those related to consumer lending, for example, above and
beyond their traditional remit of taking deposits and extending mortgage loans. Among its other
provisions was one authorizing the extension of adjustable rate mortgage loans. President
Reagan, on signing the bill, called it the first step in a “comprehensive program of financial
deregulation.”8 Little did he know.Garn–St. Germain helped set the stage for the S&L crisis of
the 1980s by allowing thrifts to take on additional risk without at the same time doing anything to
restrain them. But equally important was how the provision of additional financial services by the
thrifts intensified the pressure on the banks.9 Commercial banks had long been frustrated by
their inability to underwrite corporate and municipal bonds. Securities markets now having
recovered from the 1930s and World War II, big corporate borrowers took to issuing commercial
paper and junk bonds. With these instruments offering corporate borrowers new ways of
financing themselves, reducing their dependence on bank credit, bank profits were squeezed.10
The big banks that were the big companies’ traditional interlocutors were hurt the most.At first,
money-center banks, with Citibank (the rebranded National City Bank of Chapter 3) in the
vanguard, found a new market in syndicated loans to governments in Latin America and Eastern
Europe, in an echo of the foreign lending boom of the 1920s. But by the early 1980s these loans



had gone bad. For the regulators to insist that the banks acknowledge their losses was not an
option, however; doing so would have bankrupted the Federal Deposit Insurance Corporation.
Instead the banks were allowed to earn their way back to health, and regulation was loosened to
facilitate their efforts.In December 1986, in response to a petition from J. P. Morgan, Bankers
Trust, and Citicorp (the holding company parent of Citibank), the Fed creatively reinterpreted the
Glass-Steagall Act to allow commercial banks to derive up to 5 percent of their income from
investment banking activities. The investment banking activities in question included
underwriting municipal bonds, commercial paper and, fatefully, mortgage-backed securities. In
1987, over the opposition of its deregulation-skeptical, soon-to-be-former chairman, Paul
Volcker, the Federal Reserve Board authorized several large banks to further expand their
underwriting businesses. If ever there was an illustration of how lame-duck status can weaken a
Fed chair, this was it. Under Volcker’s successor, the liberalization-minded Alan Greenspan, the
Fed then allowed bank holding companies to derive as much as 25 percent of their revenues
from investment banking operations.By the 1990s, then, Glass-Steagall was already weakened.
The fatal blow was struck by the merger wave that swept investment banking and brokerage
toward the end of the decade. Morgan Stanley, an investment bank, merged with Dean, Witter,
Discover & Co., a brokerage and credit card company, in 1997, while the trust company and
derivatives house Bankers Trust acquired Alex. Brown & Sons, an investment and brokerage
firm. This consolidation of investment houses, brokers, and insurance companies threatened to
further disadvantage the banks, which responded by lobbying even more intensely for the
removal of remaining restrictions on their operations.And if lobbying was not enough, there were
other ways of forcing the issue. Citicorp moved in 1998 to purchase Travelers Insurance Group,
notwithstanding Glass-Steagall provisions requiring it to sell off Travelers’ insurance business
within two years. The merger would allow Travelers to market to Citicorp’s retail customers not
just insurance but also its in-house money market funds while giving Citicorp access to an
expanded clientele of investors and insurance policyholders. Its main shortcoming was its
incompatibility with Glass-Steagall.The chairmen and co-CEOs of the merged company, John
Reed and Sanford Weill, mounted a furious campaign to remove Glass-Steagall’s nettlesome
restrictions before the two-year window closed. Weill formed an alliance with David Komansky of
Merrill Lynch and Phil Purcell of Morgan Stanley to lobby for change. Their arguments received a
sympathetic hearing from the Greenspan Fed and also from the White House, in the person of
President Clinton’s advisor for financial reform, Gene Sperling, and from the Treasury
Department, especially when Lawrence Summers succeeded Robert Rubin as secretary in
mid-1999.11 (Rubin left for an advisory position with none other than Citigroup; he started in
October.) They were warmly received in the halls of Congress, where bank lobbyists freely
roamed.
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A. Menon, “Good history lesson but disappointing policy depth. Hall of Mirrors by Barry
Eichengreen is an overview of both the Great Depression as well as of the financial crisis that we
continue to work through. It is an interesting addition to the accumulating literature on the
subject of the most recent financial crisis of the US as Europe as it weaves in similarities
between recent policy and the policies of the 20s and 30s. The author focuses on what went
wrong during both periods, what policies were employed and what effects they had as well as
the political economy questions associated with both episodes.Hall of Mirrors is separated into 4
sections which the first three are effectively chronological with the final being the thoughts on
what policies should be employed today. The author starts by looking at how the bubbles prior
to the Great Depression and the GFC formed. The author discusses the deregulation of
financial services the internet era, the roaring 20s and the mortgage finance market. The author
gives details on companies like countrywide in the US, northern rock, RCA in the 20s. The
author discusses how the housing bubble arose from a by using examples of the practices of
companies involved as well as rating agencies but also discusses some of the policy issues that
are often focused on, like policies focused on low income housing. The author also discusses
the housing markets of Spain and the growth in intra European capital flows as a consequence
of the adoption of the Euro.The author then moves into the periods in time when the crisis took
over. For the Depression era the author starts with the market crashes in 1929 and gives the
reader an account of events through the fall of 1929. The response of the various agencies
involved as well as the bankers is discussed and it is clear that though the institutions of the 20s
were very different from today there are eerie similarities. The gold standard views of the day
were clearly catastrophic with the benefit of hindsight but in laying down the actions taken by
central banks one better understands the responses of central bankers today for the modern day
GFC. The author discusses the fall of Bear Stearns, Lehman and the mergers of BofA and ML
and the transition to bank holding companies for GS and MS. He discusses many of the iconic
episodes of the crisis like how entities like AIG almost took down the financial system and what
happened in Iceland that allowed a tiny island nation to get so intertwined in the global financial
system.The author then focuses on the period in which policy responses started to have real
effects and how the economy started to right itself. During the Depression the author focuses on
situations like Japan where the break with the gold standard and the deficit spending helped
normalize the economy. The author also discusses New Deal economics and views on
balancing the budget as well as European policies associated with the Depression Era. How the
US government focused on aiding lenders to a strained housing market is discussed and the
author notes that the equity proportion was much greater then so the problem was easier to deal
with. For the GFC the author discusses the various lending the Fed focused on when trying to
support the flow of credit for example financing the money market. The deficit spending
programs of 2009 as well are discussed as well as policy coordination in late 2008.Hall of



Mirrors is a reasonable overview of the financial crisis and how it occurred and where the
fragilities were. It gives a good perspective to the reader of how the Great Depression unfolded
and how the policy responses by the government were often counterproductive and ineffective
but also how the mistakes made by the financial sector was often similar. The author debunks
some theories that are commonly held beliefs like the idea that Smoot-Hawley was a core
reason for declining trade and exacerbated the depression and focuses on other less focused
on areas like how bank holidays regained confidence in deposit taking institutions as well as
how resolution housing finance vehicles helped rehabilitate the banks home loan portfolios. For
the literature on the recent crisis I have to say it is not particularly memorable and its policy
advice is basically we didn't do enough deficit spending and we should continue easy money
policies as well as do as much shovel ready infrastructure investment as possible. This is also
not particularly deep and thought it might be correct, is not particularly convincing. The author
notes that financial regulation has not reformed itself sufficiently despite the GFC and perhaps
had we endured more economic hardship we would have made more drastic adjustments to our
financial infrastructure. All in all it has good information and the compare and contrast exercises
with the past are instructive but the policy is weak and unbalanced. An excellent new paper on
the associated problems of simultaneous financial reform as well as monetary and fiscal easing
is noted in a recent BIS paper by Tano Santos and makes clearer why the authors advice has
historically been contradictory.”

Harry Eagar, “Knowing the past but misunderstanding it anyway. Santayana said those who do
not remember history are fated to repeat it. Marx said history repeats anyhow, first as tragedy,
then as farce. Barry Eichengreen says even those who study history are in danger of drawing the
wrong conclusions.And draw them they did in the Great Recession that began in 2007.It had its
farcical aspects, which Eichengreen is not slow to note. Among writers on economics, he is
among the most stylish and witty, though without the meanspiritedness of, say, Galbraith.He
draws many valuable lessons, but the big one is that the policymakers of 2008 and since did well
to avoid the disasters of the policymakers of 1928-33, but that their success included its own
punishment: Because they avoided catastrophe -- settling instead for mere disaster -- they
lacked the incentive to move to genuine reform.He leaves us with this warning: “Thus, the very
success with which policy makers limited the damage from the worst financial crisis in eighty
years means we are likely to see another such crisis in less than eighty years.”“Hall of Mirrors” is
structured in a way that can be somewhat confusing or intimidating for readers who are not well-
versed in the economic history of the ‘20s and ‘30s. He races over some of the incidents that led
to the Crash, from time to time relating them to incidents in the 21st century financial collapse.
The book is dense with facts, opinions and analysis, and it sometimes takes a second reading to
determine whether a statement applies to then, now or both then and now.And though he tries to
keep the thread of the American failures separate from the European failures -- they had their
own histories and trajectories -- inevitably they become tangled up at times.This is financial



history, dealing in aggregates, so it pays little attention to industrial or agricultural history. Only
rarely does Eichengreen pause to disaggregate an aggregate to point out that not all sectors (or
subsectors) experienced the main trends the same way.This is my biggest disappointment in the
book, although doing it differently would have resulted in a volume so big nobody would read it.
But ignoring agriculture misses the fact that the Great Depression began for farmers after the
harvest of 1921. Industrial production was exploding, so farm output was becoming less and
less significant if you look at aggregates (as Eichengreen does). But two in five Americans were
dependent on renewable resources (farming, forestry and fishing) before the Great Crash, and
so many people are important even if -- as Mitt Romney would say -- they don’t make enough
money to bother about.The New Deal worked. Eichengreen is clear about this. It is a rightwing
talking point that it failed, but the numbers show it worked.Eichengreen, fixated for both crashes
on restoring normal output, is critical of those parts of the New Deal that worked against
reflation; but there were other things that needed doing. Yes, Social Security was deflationary
and tended to delay full recovery, but as Harry Hopkins used to say, “People don’t eat in the long
run, they eat every day.”When it comes to the 21st century crash, Eichengreen firmly lists failure
to regulate first: “The crisis taught the United States some hard lessons about the inadequacies
of financial regulation, although acting on those lessons was more easily said than done.”This is
inordinately cheerful. No one in the Republican Party learned those lessons, and the Teadiots
learned a sort of upside down version. Certainly neither group would endorse the kind of fiscal
stimulus that Eichengreen rightly considers bedrock policy in a deflationary crisis.But, as he
notes, even midstream economic thinkers were -- and still are -- mesmerized by the problems of
inflation, although these do not exist. (“The dangers to which they pointed were largely illusory,”
he writes.)Only a few residual New Dealers understand that deflation is the problem and that,
unlike inflation, it is not easily dealt with by the limited repertoire of remedies that governments
and central banks can use. (It is worth mentioning that in ferreting out the causes of the Great
Recession, Eichengreen does not assign any weight to the villain that the rightwing is certain
caused it: the Community Reinvestment Act. Never even mentions it.)Instead he fingers the
“shadow banking system” that had grown up, especially since the nostrums of Reaganomics
began to take hold. These are the insurance companies, hedge funds, special purpose vehicles
(off book operations of commercial banks) and the like, which made up nearly two-thirds of
nonfinancial credit in the United States at the time of the Crash of ’08.For Europe, where banks
have always been more important, he does finger banks.He also scolds the moralists, who in
each crash and on each side of the Atlantic allowed indignation to trump effective recovery
policies.That, he says, was behind the “single most important” policy mistake in the late crash,
the failure to rescue Lehman Brothers.I would say the single most important policy mistake was
Reaganomics, the failure to understand that unsupervised markets fail. Lehman was just an
episode.”

Jose Diniz, “Five Stars. Perfect, as usual!”



Francisco, “Great Economic History Book from Eichengreen as always. Great Economic History
Book from Eichengreen as always.”

CF, “Five Stars. Penetrating analysis”

PIERPIER, “Very intresting book. It is a very detailed book in which the two major crises are
explained in parallel: the Great Depression of the 1930s and the Great Recession of the
beginning of the 21st century.The book describes, with great wealth of details, facts and
characters from the history of crises, highlighting parallels and differences between the two
crises both in birth and in management. Obviously, I cannot describe in detail the story that I
reccomend you to read, even if it is not an easy book as the questions analyzed are very
complex and intricate. What are the author's conclusions? Surely the lesson of the 1930s has
benn useful in the US and less in Europe. In fact, the knowledge of the errors of the Great
Depression has made it possible to save from a financial disaster and have avoided too reach
high levels of unemployment. Rescue interventions have avoided the worst even though the
failure of Lehman-Brothers has been underestimated in its impacts, and expansionary fiscal
policies have stopped too soon, slowing down the recovery. In Europe, on the other hand, in
addition we had a monetary union without fiscal and banking union, the reaction soon led to
fiscal tightening and control of public spending, forcing a very slow recovery , in some case it
led to situations of grave recession like in Greece (but also in Italy) following the interventions of
the Troika. Furthermore, as regards the reforms, while after the Great Depression the reforms
(Steagall-Grass) were very deep and effective also because the crisis was heavier, conversely
the avoidance of the worst produced reforms (Dodd-Frank) very much reduced, even in Europe
the reforms that have taken place are partial and even late. In short, what comes out of it is a
picture in light and dark colors in which history teaches but not enough.”

therealus, “We need to learn more from Economic History; this is a good place to start. Another
day, another book about the Great Recession. I’ve already reviewed Martin Wolf’s The Shifts
And The Shocks, and reading that and Barry Eichengreen’s Hall Of Mirrors back-to-back feels
like the economics version of self-flagellation. Not because they’re no good. Quite the opposite.
They both give a detailed breakdown of what went wrong, and what went wrong after the initial
success in launching a recovery operation (upon which they largely agree), and do so in an
accessible, economically literate way.The difference between the two is largely that where Wolf
spends a lot of time discussing possible ways of avoiding a repeat, Eichengreen looks at the
similarities (hence the title) between the Great Recession and the Great Depression in far more
detail than does Wolf. His rationale is his contention that economic history is an overlooked
discipline, and although my own bookshelves may be an exception to that, it is an avenue worth
exploring.In simple terms, in the early part of the 21st century as in the early part of the 20th, the
banks and other financial institutions of the world had been allowed too much of a free rein,



growing in size, complexity and power to the point where outsiders had lost supervisory control,
partly because they lacked teeth, partly because they did not fully understand the financial
instruments in which the institutions were dealing, and partly because the system was so
opaque. Once it was clear there was a problem the authorities were fairly quick in intervening,
rescuing (or not, in the case of Lehman) the “too-big-to-fail” institutions, reassuring retail
customers and pouring billions of taxpayers’ dollars, euros, pounds and so on into the effort.
Eichengreen singles out the much-reviled Gordon Brown for his efforts with the G20 in 2009 as
at least trying to inject some leadership into the situation, and like Wolf singles out 2010 as the
turning point in the subsequent recovery. In the UK, by 2009 growth had been reinstated into the
economy, but then in 2010 the then new Tory chancellor George Osborne raised VAT and
slashed numerous government departments (claiming the private sector would step in – we’re
still waiting) whereupon growth stalled again. (The Tories will tell you that the economy has now
recovered, but the jobs that have been created are largely low-paid, productivity is lower due to
the use of cheap labour rather than investment in more productive equipment, and the prospects
for youth are dire, with increasing numbers of millennials being obliged to continue to live with
their parents, with little or no prospect of a home of their own in the near future.)Meanwhile
Greece continues to struggle with its historic problems. Readers of Reinhart and Rogoff’s This
Time It’s Different will know quite how historic those problems are. Yet despite the record,
Greece was allowed to join the eurozone, and was lent billions of euros. Finding itself once more
in trouble, it struggles to find help, but those who not long ago were only too willing to fuel its
habit are now closing the door. As Eichengreen says, for every reckless borrower there is a
reckless lender. But Germany, the biggest offender in that respect, now blames only Greece for
the profligacy, a little like a john upbraiding a hooker for her immorality. He draws parallels in this
with the role France played in the twenties and thirties in refusing to cut Germany any slack over
war reparations. Now the boot is on the other foot, with Germany refusing to cut Greece any
slack. The potential consequences will be disastrous: Greece falling out of the euro, thereby
setting a precedent for others to follow and a collapse of the experiment; civil unrest, with
possibly a polarisation akin to that in Spain in the thirties, with the neo-fascist Golden Dawn
biding its time, waiting for its opportunity to pounce, and the added element of ISIS just across
the Mediterranean to exploit the political vacuum; and maybe even the collapse of the EU itself,
destroying over half a century of European harmony. (This latter of course is not helped by the
prospect of the UK leaving.)In its own review of the book, written by Ferdinando Giugliano, the
Financial Times chose to highlight the sentence, “Eichengreen dismisses the view advanced by
many latter-day Keynesians that FDR saved the US thanks to his commitment to large-scale
financial stimulus.” Leaving aside the fact that many other “latter-day Keynesians” make no such
claim, what Eichengreen actually does (page 297), as Giugliano, in the smaller print that the
hard-of-thinking may not read, acknowledges, is dismiss the role of spending under the New
Deal as too small to make inroads into double-digit unemployment, despite the ambitions and
scale of projects such as the Grand Coulee Dam and the Triborough Bridge. Nevertheless, the



New Deal did relieve a lot of hardship, and left a grand legacy.In a similar way, the Obama
administration had grand ambitions for recession-busting schemes, but was constrained -
indirectly by lobbyists from the Tea Party, who scared the Republican party into an abandonment
of bipartisan action - being able ultimately to spend only $800bn where their original estimate
was for a minimum of $1.2trn. There is, therefore less of a legacy to be seen of the Obama “New
Deal”. However, the IMF has estimated that the $400bn spent in 2010 raised GDP by $520bn.
As Eichengreen wryly observes, since the Great Depression, 80 years of scholarship indicate
that fiscal policy works where it is tried, and doesn’t where it isn’t. In other words, what some
“latter-day Keynesians” are saying is that small-government fundamentalism deforms Keynesian
attempts at a solution. In another example of the meddling of this bunch of grotesques, many of
the problems of Obamacare have been created because of the compromises forced upon the
Democrats by their Republican opponents, again under pressure from the Tea Party, despite
which it is widely acknowledged (by the Economist, amongst others) that the Affordable Care
Act, to give it its proper name, is already benefitting millions of previously uninsured Americans
and, wait for it, saving money, in part by eliminating the perverse incentives previously involved
in doctors’ ordering millions of expensive, unnecessary medical tests.Ultimately, however,
Eichengreen’s most sinister conclusion is to do with an unintended consequence of the success
the authorities had in preventing the Great Recession from becoming a second Great
Depression. That is, that in dodging the bullet this time, they have sat back, exhausted, admired
their work, and possibly due to that exhaustion and the knowledge that further work would be
even more arduous, possibly due to complacency or misplaced hope, or possibly due to the
pack of Tea Partiers and their ilk baying at the gate, stopped short of a more fundamental reform
of the system. It is therefore possible that the real crisis was not prevented, just delayed.The
book is thus an indictment of half-baked solutions, of doctrinaire politicking and of those with
more influence than sense. The way in which economics is taught has come under close
scrutiny since the events of 2007-8. Its privileging of market economics, of efficient markets,
rational actors and self-correction have been criticised, as have its lack of cross-fertilisation
between macroeconomics and financial economics, and a failure to learn from the past.
Eichengreen, one of those who levels this final criticism, is a good place to start.”

The book by Matthew J. Rettick has a rating of  5 out of 4.0. 3 people have provided feedback.
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