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1

1
Commercial Bank Instability

In early 2001, a colleague of mine expressed concern that the deregula-
tion of banking witnessed in the previous ten years would make the
U.S. vulnerable to another experience similar to the Great Depression.
Between 1929 and 1933, close to 10,000 commercial banks failed,
costing depositors millions of dollars. Though my colleague probably
did not fear another catastrophe of quite that magnitude, he was con-
cerned that instability would follow deregulation. Similarly, students
in my classes often conclude that banking systems outside the United
States must be more vulnerable to crises and instability because they
lack the regulation of U.S. banks. In both cases, my colleague and my
students simply assume that regulation preserves or creates stability
and prosperity. They are not alone. Many scholars of banking contend
that periods of stability and prosperity are rooted in public policy deci-
sions regarding the regulation and supervision of commercial banking.
Indeed, the most recent 2007–2009 financial crisis has been blamed on
the very deregulation that my colleague alluded to several years ago.
However, it is increasingly difficult to accept the assumption that bank
regulation begets bank stability because the U.S. experience clearly sug-
gests otherwise. 

Two historical themes

Reflecting on the historical evolution of banking in the U.S., two pre-
valent themes emerge. First, regulation has always played an important
role in the development and performance of banking. Indeed, the U.S.
commercial banking industry has been regulated since the first bank
was chartered in the eighteenth century and the industry continues to
be highly regulated today. This regulation has taken many forms. Some
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of it required that banks engage in certain activities while other forms
of regulation prohibited certain activities. For example, during antebel-
lum banking, the production of banknotes required the purchase of
state debt. The Glass–Steagall provisions of the Banking Act of 1933
prohibited commercial banks from any corporate securities dealings.
Additional provisions from the 1933 act prohibited the payment of
interest on demand deposits, placed a limit on interest paid on time
deposits, and prohibited interstate banking and branching. Public
policy towards banks also takes the form of a federal safety net. The
1933 creation of federal deposit insurance is one example and the
lender of last resort function of the Federal Reserve is another. More
contemporarily, the Community Reinvestment Act of 1977 requires
that commercial banks make loans to those from whom it accepts
deposits. 

A second theme that emerges from a historical inquiry is that despite
all the regulation, commercial banking has witnessed periods of stabil-
ity but also periods of great instability. Though not all scholars are in
agreement on precise dates and definitions of instability, it may be said
that each period of our banking history is scarred by episodes of crises
or extreme fragility.1 Antebellum banking saw numerous bank failures
while the postbellum era experienced at least five serious bank panics.
The early 1930s witnessed the failure of approximately 10,000 banks
and a complete collapse in depositor confidence. After the Second
World War, the banking sector enjoyed a period of stability, but by the
mid-1960s it once again was plagued by a series of crises and failures.
Bank performance, on the whole, did not recover until the early 1990s.
Unfortunately, recovery was short lived. Weakness in the financial
sector, including commercial banks, was exposed in 2007 with the
mortgage-led financial crisis that resulted in 140 commercial bank 
failures in 2009 alone.

How can these two themes be reconciled in light of the common
belief that a positive relationship exists between bank regulation and
bank stability? Either bank instability is not related to regulation, i.e.
public policy of regulating banks is not able to influence the stability of
the industry, or regulation actually contributes to the instability. In
either case, important implications for public policy exist. If regulation
is unable to influence the performance of banking, much of the exist-
ing regulation is not necessary. If, on the other hand, regulation con-
tributes to instability, it is time to re-think past policy decisions and
move towards further deregulation. Philosopher George Santayana is
famous for, among other things, his observation: “He who does not

2 Regulation and Instability in U.S. Commercial Banking
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know history is fated to repeat it”. Unless we understand the origins of
contemporary problems in banking, public policy remedies are apt to
be rather naïve.

Causes of bank instability

Many scholars have studied the consequences of bank crises and 
instability but fewer have researched the causes of these disturbances.
Explanations offered by those who have analyzed the causes of bank
crises and instability generally suggest one of three perspectives.2

First, scholars such as Calomiris and Gorton (1991), and Carlson and
Mitchner (2009) contend that the structure of U.S. commercial banking
has historically made it vulnerable to instability. The structure of U.S.
commercial banking has been determined, not by market forces, but 
by regulation and regulatory policy. Consequently, from this per-
spective, regulation may influence bank stability through regulation
and regulatory policy.

A second perspective finds that bank failures and instability are
caused by broader contractions in the real sector. For example, Temin
(1976) finds that many bank failures during the Great Depression were
the result of a contraction in consumer spending. Certainly it seems
that the health of banking will be a function, to some extent, of the
health of the real sector. More recently, a related set of literature con-
siders the impact of bank stability on the aggregate output of the
economy. The evidence in Ramirez (2009), for example, suggests bank
instability can reduce economic growth.

A third perspective, for example Kindleberger and Aliber (2005),
credits central bank policy with the necessary element to maintain
bank stability. This perspective indicates that in the early history of
U.S. commercial banking, a time in which a central bank did not exist,
instability was caused by the absence of a central bank. Further, in later
years, this perspective credits central banks for engendering stability.

While each of these three perspectives has merit, Grossman’s (1994)
analysis of all three finds evidence to support the first two but not the
third. That is, Grossman does not find evidence that central bank
policy contributed to bank stability.3 The analysis in this book most
closely aligns with the perspective that regulation alters the structure
of banking and, in the process, contributes to bank instability more
often than bank stability.4

Specifically, the perspective of this book is that regulation in com-
mercial banking has largely been destabilizing in the long run. For

Commercial Bank Instability 3
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example, many would argue that the creation of federal deposit insur-
ance and interest rate ceilings imposed by the Banking Act of 1933
went a long way to stabilizing an extremely fragile banking system
during the Great Depression. However, those very regulations later
became an important source of bank instability as market conditions
developed in such a manner that the regulation encouraged risk taking
and led to severe disintermediation. The history of the U.S. banking
system, from its inception, contains many illustrations of this relation-
ship between regulation, the market, and ultimately the stability or
instability of banking. An example from our early history is found 
in the regulation of state banknote production and distribution. State
banks typically could print banknotes but this production was tied 
to the debt of state governments. Under some market conditions this
regulation may not have been destabilizing. However, if states were not
issuing bonds and banks wanted to expand their banknotes, the result
was often a note shortage. This shortage made the banks unreliable in
the eyes of their credit-seeking customers. 

The author’s view that banking regulation is often destabilizing
stems, in part, from a particular perspective on markets and know-
ledge. The Austrian school of economic thought envisions the market
as a process; instead of being at equilibrium, the market is seen as a
dynamic course that forever changes and evolves as participants make
new discoveries.5 Being out of equilibrium creates proper incentives for
new competition in search of profitable opportunities. At the same
time, knowledge, in Austrian thought, is imperfect and dispersed.
Indeed, if perfect knowledge existed, no further hidden or unknown
profit opportunities would remain: the market would be in complete
and final equilibrium. Rather, the market process provides the oppor-
tunity to mobilize knowledge and to open doors of discovery to new
opportunities. That is, the market process creates knowledge.

If one looks at the world through the Austrian lens, regulation cannot
be a harmless, stabilizing force. On the contrary, regulation interrupts
the market process as well as the discovery, incentives, and competition
of that process. At the same time, the state does not possess the know-
ledge necessary to make stabilizing and efficient regulation because such
knowledge comes from the very process it is interrupting. However,
even though government regulation drastically alters the market path,
the entrepreneur still adjusts and continues to search for new and
profitable opportunities. It is this continuous motion of the market,
even while regulated, that makes regulation destabilizing because while
regulation is static the market is not. This study of the evolution and

4 Regulation and Instability in U.S. Commercial Banking

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



dynamic nature of banking markets and regulation is an application of
this vision.

Defining bank crises and financial stability

In order to analyze the role of regulation in promoting bank stability
or instability, it is important to clarify two key terms. First is “bank
crisis”.6 Scholars do not agree about how to define a bank crisis or
when this term is appropriate for characterizing a period or event.7

While there exists a rather extensive range of definitions, for purposes
of this book, it is useful to create a working definition that may be 
used across all experiences in U.S. bank history. That is, each crisis is
unique and contains elements not found in other crises. Yet, at the
same time, there are certain elements found across all bank panics or
crises. These shared elements form the definition of a bank crisis used
here.8

Four elements are present in all bank crises in the United States. These
four elements collectively form the definition of a crisis used through-
out this book. First, an exogenous shock, to borrow from Kindleberger
and Aliber (2005) terminology, sets the stage for profound optimism in
both the real and financial sectors of the economy. This shock may take
many different forms; the intense expansion of railways, fundamental
shifts in production methods, rising real estate prices, etc. The impor-
tant point of the shock is to form extremely favorable expectations for
future profit and entrepreneurial opportunity. 

The second element in all crises is the use and extension of credit as a
response to the exogenous shock. As firms and entrepreneurs capitalize
on expectations of future profits, they require credit to expand, create,
and innovate. Banks are willing to accommodate because they too have
high expectations for profits so loan extension is perceived as less risky.
Taken together, the behavior of the firms, entrepreneurs, and banks lead
to an extension of credit. As time passes, more and more debt is utilized
as no one wants to miss the opportunity to participate in the profitable
expansion. Minsky (1982) maintains that this increased reliance on
debt makes the entire financial system more fragile largely because of
the nature of the debt contracts are increasingly more risky. Debt taken
out initially may be to cover new projects or to expand production facil-
ities but as borrowers and lenders are swept away with optimism and
more debt is accumulated, debt in the later stages may be, for example,
to cover existing debt obligations. In this way, optimism gives way to a
financial sector that is increasing susceptible to instability.

Commercial Bank Instability 5
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Since all good things must come to an end, the favorable conditions
do not last. At some point, the optimism is replaced with caution and,
ultimately, as loss in confidence. This may be because of a large busi-
ness or bank failure, a sharp decline in the stock market, or a fall in real
estate prices, among many other possibilities. The precise reason for
the change in expectations is much less important than the changing
expectations themselves. The loss in confidence regarding the future is
the third element of all bank crises.

The fourth, and final, element of bank crises is that, as a response to
the development that precipitated the change in expectations (loss in
confidence), or that followed the change in expectations, banks fail in
considerable numbers. That is, there is a systemic and significant rise in
the number of bank failures. Borrowers realize that their indebtedness
is too large and lenders recognize that their loans carry too much risk.
The fragility of the credit expansion is made apparent and is exposed
through a systemic spread of bank failures. 

These four elements collectively form the definition of a bank crisis.
An exogenous shock creates an environment of profound optimism
about the economic future. Firms and entrepreneurs are increasingly
interested in using credit to take advantage of the favorable expectations
and banks are willing to lend because of shared expectations and also
because they do not want to lose market share to competitors. The result
is a considerable expansion of credit. Because the credit expansion neces-
sarily adds to the fragility of the financial sector, at some point, the opti-
mism is replaced with a loss in confidence and a re-evaluation of the
credit outstanding as well as short-term credit moving forward. As 
the fragility of the system is exposed, banks fail systemically. The large
number of bank failures marks the culminating affect of the other 
elements of a bank crisis. 

This book asks if bank regulation has historically promoted financial
stability. What is financial stability? Though this term is frequently
used in the literature, it is often not defined. Here the term means that
the primary financial institutions of an economy are functioning to
engender a high level of confidence with their users and that external
help to achieve the confidence is not required. Primary institutions in
the financial sector include commercial banks, savings banks, bond
markets, stock markets, mutual fund companies, and insurance com-
panies. Many different developments may trigger a sudden and unanti-
cipated loss in confidence. Political election outcomes, bankruptcies in
the real sector, war or other political conflict, corporate or financial
failures or fraud, are just a few conditions that may significantly hurt

6 Regulation and Instability in U.S. Commercial Banking
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confidence in the institutions of the financial sector. Regardless of 
the cause, the key element to financial instability is a significant and
unexpected loss in consumer confidence that prevents some or all
financial institutions from functioning normally. 

The relationship between a bank crisis and financial instability is as
follows. If there is a bank crisis, there is necessarily financial instability
since confidence has been eroded in at least one financial institution.
However, it is possible to witness financial instability without a bank
crisis. For example, large drops in equity prices could erode confidence
without leading to a bank crisis. Indeed, it is easy to imagine a scenario
in which individual investors sell stock and place the funds in a com-
mercial bank account. In this case, there is an unexpected deposit
inflow and so clearly not a bank crisis. Thus, a bank crisis necessarily
results in financial instability, but financial instability does not require
a bank crisis.

Book organization

The pages of this book contain numerous examples of bank crises and
the response of regulators and policymakers throughout U.S. history.
The details of each crisis are unique, but it is clear that these crises have
shared elements that transcend time; certain elements that were true
during the antebellum era remain true today. These shared elements
shed light on the role regulation plays in bank performance.

Chapter 2 contains a discussion and critique of theories of general
economic regulation and then narrows to a discussion of theories of
commercial bank regulation. It begins by reviewing the neoclassical
approach to regulation that essentially sees regulation as a means of
either correcting market failures or as a means of bestowing rents on
regulated parties, regulators and/or policymakers. A critique and intro-
duction to the Austrian approach to understanding markets follows
and sets the stage for analysis of regulation throughout the history of
U.S. commercial banking.

Following the theoretical introduction to regulation, there are five
interrelated chapters that serve as the foundation for understanding
the evolution of U.S. commercial banking and its regulation. Chapter 3
focuses on the evolution of both private and public institutions in the
early history of the U.S. commercial banking sector. This includes an
analysis of the following: incorporated state banking, private banking,
free banking, clearinghouses, and incorporated national banking. Most
students of U.S. commercial banking are insufficiently exposed to these

Commercial Bank Instability 7
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institutions and to the contributions these institutions have made 
on banking stability. This section carefully considers the regulation
these institutions operated under and the resulting impact on bank 
stability. 

The national banking era is investigated in Chapter 4. This period
begins with the end of the Civil War and concludes with the 1913 
creation of the Federal Reserve System. During this period, commer-
cial banking underwent rather extensive change with the creation of
nationally chartered banks and a central bank as well as the demise 
of free banks and Clearinghouse Associations. This was an important
time in our commercial banking history because the institutions created
during this era have had a tremendous impact on the structure and
performance of commercial banking. 

Chapter 5 covers perhaps the most famous historical period in com-
mercial banking; the Great Depression. In response to thousands of
commercial bank failures during this period, extensive regulation
limited the activity of banks and increased the presence of federal gov-
ernmental control. The regulatory response to the Great Depression
bank crises would have far reaching implications on bank performance
for many decades. 

The post war years may be characterized as relatively stable and pros-
perous both from a general macroeconomic perspective and from the
more narrow perspective of commercial banking. Chapter 6 provides an
analysis of how the relative stability gave way to episodes of crises and
instability in the mid to late 1960s. In the last half of this chapter, the
analysis turns to the regulators’ response to instability. Interestingly,
whereas the response during the Great Depression and the national
banking era was to increase regulation, beginning in early 1980, the
response was to decrease regulation. 

Chapter 7 highlights the first bank crisis of the twenty-first century
by analyzing the role of regulation in the 2007–2009 financial crisis.
This chapter begins with a discussion of how public policy, regulation
and monetary policy contributed to the significant and unsustainable
rise in house prices in the years prior to the crisis. It also analyzes the
role of specific regulation in altering the supply of mortgage credit
which, in the end, may help explain the cause of this most recent
crisis. As history clearly illustrates, the outcome of this crisis is certain
to include significant regulatory change to the financial sector and
commercial banking. As with the Great Depression, the implications
for such a response to the crisis will be critical for bank performance
moving forward.

8 Regulation and Instability in U.S. Commercial Banking

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



Finally, Chapter 8 reflects on the preceding chapters and asks what
conclusions may be drawn about the relationship between regulation
and stability throughout the history of U.S. commercial banking. It 
is here that the experiences and lessons learned from the evolution 
of banking and bank regulation come together to generate an over-
all understanding of regulation’s role in the history of commercial
banking in the United States.
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10

2
Theories of Bank Regulation

Bank regulation in the United States has evolved since the first com-
mercial bank was chartered in 1781. This evolution has largely been in
response to bank crises. In other words, there has been no master plan
for the regulation of commercial banks but, rather, a trial and error
approach. In response to a crisis or instability, regulation has been
established. If, down the road, the regulation is not working, it may be
revised, replaced, or removed. Our commercial bank history, as this
book demonstrates, is rife with examples of regulators responding to
crisis with new or revised regulation. Figure 2.1 offers a timeline of the
primary regulation and institutions in U.S. bank history and also high-
lights all of the bank crises throughout the history. From this illus-
tration, it is easy to see the historical pattern of crisis followed by
regulation. In order to properly evaluate the evolution of regulation, it
is important to first understand the economic theory of regulation in
general and then the theories of bank regulation more specifically. This
chapter is designed to introduce the theoretical underpinnings of bank
regulation so that we may critically analyze the evolution of commer-
cial banking and commercial bank regulation in the chapters to follow.

General theories of economic regulation

Two general schools of thought attempt to explain why regulation,
across all industries, is often utilized in a market system. These are the
public-interest approach and the self-interest approach. Prior to 1970,
prevalent economic thought followed the public-interest approach
and in 1971 Stigler introduced a different way to consider the motiva-
tions behind regulation when he outlined the self-interest theory of
regulation.1
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According to the public-interest approach, a market economy may
produce outcomes which are undesirable to the consumer.2 Examples 
of undesirable outcomes include monopoly rents, incomplete or asym-
metric information, or externalities. Regulation, it is argued, can protect
the consumer from these outcomes. From this perspective bank regu-
lation exists to safeguard the consumer, be it the depositor or borrower. 

According to the self-interest approach, regulation comes about because
it produces benefits for the regulated group.3 The group which stands
to benefit, as well as the group which stands to be harmed, each have
an incentive to influence the regulatory process so that the outcome 
is beneficial to them. As this theory of economic regulation evolved,
scholars also began to include the politician and the regulator as 
other parties with incentive to influence regulation motivated by self-
interest.4

Economic theories applied to banking

Banking scholars have applied both the public-interest and self-interest
approach of regulation to the banking sector. Indeed, many banking
scholars argue that bank regulation is motivated by both approaches
simultaneously. That is, bank regulation serves to both protect the con-
sumer and, at the same time, is influenced by subgroups, for example
the small banker, within banking who may benefit from regulation.
Perhaps the easiest way to see the two general theories of regulation
applied to banking is by asking the question: what are the objectives or
goals of bank regulation? A review of the bank regulation literature
answers this question.5

Historically, bank regulation was supported and created to protect
the public interest.6 For example, during the antebellum era many feared
the depositor was confused or misinformed because of the hundreds of
banknotes in circulation. Regulation was called upon to protect the
consumer. Similarly, banks were often limited in the type of loans they
could extend. This was to protect the depositor whose funds were
being used to make the loans. Perhaps the most obvious historic exam-
ple of bank regulation meant to protect the depositor is deposit insur-
ance. Discussions of deposit insurance began at the state level in the
1830s and at the national level in 1893 when William Jennings Bryan
proposed a national deposit insurance bill to Congress. Today, national
deposit insurance is still defended on the grounds that it protects the
depositor. Contemporarily, regulation meant to prevent discrimina-
tion, such as the Community Reinvestment Act and predatory lending
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laws, also fall under the rubric of the public-interest approach to bank 
regulation.

Yet while the record of bank regulation clearly has elements of pro-
tecting the public interest, there exists many examples of bank regu-
lation promoting the self-interest of bankers, subgroups within banking,
and the legislators or regulators themselves.7 American banking began
with the creation of many small banks. Indeed, the very reason the
banks were small was because of chartering restrictions that gave state
regulators incentive to limit the number of banks by extracting rents
from the banker. At the same time, the banker then had incentive to
limit entry (i.e. limit competition) and paid off state regulators to
minimize the number of charters granted. Another example of the self-
interest theory of regulation at work is the prohibition on branching.
From as early as the antebellum era banking experts recognized the
benefits of branching.8 Yet it was not until 1994 that interstate branching
was allowed in the United States. Why did it take more than 200 years
to eliminate branching restrictions? Because the politically powerful
small banker did not want to have to compete with larger banks.9 Ano-
ther example of self-interest regulation comes from the national bank
era. The passage of two important banks acts in 1863 and 1864 that
created national banks was motivated, in large part, as a means of gen-
erating revenue for the federal government and had little to do with
creating a healthy banking system.

Psychological attraction theory of financial regulation

Another theory, the psychological attraction theory of financial regu-
lation, is also relevant to this study and is helpful in understanding why
significant regulation follows bank crises. This theory argues that parti-
cipants in the political process (voters, regulators, politicians, and the
media) have psychological biases that are exploited by the regulatory
process.10 That is, psychological and social processes affect financial regu-
latory outcomes. While there are many such processes, here the focus is
on introducing how some of these may help explain bank regulation. 

One process, the response to vivid stimuli, is the tendency to respond
to experiences and stories that are personal or deeply tap into our emo-
tions. Extreme events, such as bank crises, influence the regulatory
debate because of the strong psychological response to such events.
Further, the media exploit these events with great zeal so that the
process is exacerbated. One outcome is an increased demand for a regu-
latory response to the stimuli. 
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Another process, what psychologists call “negativity bias”, sees 
people caring more about the financial loss of others than their finan-
cial gain. Of course, this is directly related to the vivid stimuli process
since a story of financial loss often invokes the negativity bias. Not sur-
prisingly, the media exacerbates this bias as well. In the most recent
financial crisis, it was common to read about stories of home foreclo-
sures and the hardship people were suffering as a result of not being
able to pay their mortgages. Feeding off of the negativity bias can
strengthen the desire voters have for regulation.

Scapegoating is another underlying process and refers to the desire to
find blame in others when things go wrong. Scapegoating creates
support for regulation generally with the promise that things will not
go wrong again. Banking crises provide an excellent opportunity for
scapegoating. Immediately following the 1929 stock market crash, the
President organized a congressional commission to determine the
cause of the crash. The results suggested that investors were to blame,
despite evidence to the contrary. In the 2007–2009 crises, congres-
sional hearings were harsh and accusatory towards the participants in
the financial sector, even though there was no evidence of wrong
doing. Indeed, lenders are often vilified in the scapegoating process
which leads to demands for regulation. It is not intuitive to most that
the intermediation process of banking is valuable so lenders are easy
targets to blame. 

Two additional processes influence banking regulation. First, is the
human desire for equality. When one group is doing poorly people 
are eager to disdain those who are faring well. Since bankers are often
characterized as doing well financially, this process reinforces the hos-
tility toward the lender. Second, overconfidence is the psychological
term for the belief that one’s capacity is greater than it actually is. Over-
confident regulators “know” that there is not a market solution to the
banking problem and “know” that regulation can fix it. Because of the
processes described above, voters demand the regulatory solution being
offered by overconfident regulators or legislators. 

The psychological attraction theory of financial regulation offers a way
to understand why voters are increasingly eager for regulation and, at the
same time, why regulators and politicians are eager to provide regulation,
particularly financial regulation. This perspective also offers a way to under-
stand why, throughout the history of commercial banking, the response to
a bank crisis has always been to increase the regulation of banks. 

The next five chapters of this book consider the evolution of banking
and bank regulation. Each of these chapters contains numerous exam-
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ples of bank regulation motivated by the public-interest, self-interest,
or psychological attraction approach to regulation. Before moving onto
a narration of that history and evolution, however, it is important to
address two more issues surrounding the theory of bank regulation.
First, as indicated at the beginning of this chapter, bank regulation has
largely been a response to bank crises. This very statement implies that
banking does not have a stable history. Since banking has always been
a highly regulated industry, it is natural to ask how regulation affects
bank stability. Second, this chapter outlines a perspective for under-
standing why regulation is often unable to successfully stabilize banks.

How regulation affects bank stability

Individual bank stability is impacted by regulation through five general
channels.11 First, regulation changes the risk-taking incentives of banks
to either encourage or discourage risk taking. Consider, for example, cap-
ital requirements placed on banks mandating a certain level of capital be
held. These restrictions should minimize the incentives for a bank to take
on risk since the capital may be lost in the event of nonperforming
investments or failure. At the same time, however, since capital acts as 
a cushion against problems, some bankers may actually take on more risk
knowing the capital is there as a backup. Deposit insurance also serves to
increase risk taking because the banker knows that, should the bank fail,
the depositors will be protected. Asset restrictions that historically forbid
banks from investing in certain equities or in making certain types of
loans minimized the banker’s ability to take on too much risk. These 
are just a few examples where bank regulation changes the risk incen-
tives facing the banker and, in the process, affect the likelihood of bank
problems or even failure.

Second, regulation constrains the opportunities a bank has to diver-
sify. Historically banks have faced both asset and liability constraints
that leave their balance sheets less diversified which, in turn, makes the
bank more vulnerable to instability. For example, most national banks
were prohibited from extending real estate loans for many years. At the
same time the banks were also prohibited from investing in corporate
equities. These restrictions narrow the opportunities to have a divers-
ified asset base. Consider, for example, a small banker in a small town
in the mountains of Tennessee during the 1890s. It is likely that the
town was supported by one or a few companies, perhaps among them a
coal mining firm. It is also likely that the bank extended loans to those
few companies and had little else, other than perhaps government
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securities, in terms of assets. This means the fortunes of the bank are
closely tied to the fortunes of the small community which, in many
cases, could be a single firm. This lack of diversification certainly makes
the bank position more fragile. Further, this entire scenario is exacer-
bated throughout our commercial bank history by the prohibition on
interstate and intrastate branching.

Third, bank regulation changes the profit opportunities facing bankers
by altering cost and revenue opportunities. After the Great Depression,
regulators placed a limit on the interest rate that banks could pay to
attract deposits. Certainly this minimized competition between bankers
and also limited the cost of obtaining deposits. However, regulators also
placed a ceiling on the interest rate the banker could charge on certain
types of loans thereby limiting revenue opportunities. During both the
antebellum and national banking eras some banks were required to pur-
chase federal bonds in order to issue banknotes. This requirement meant
that revenue was tied to the yield on government bonds and that these
funds could not be used elsewhere to earn more or less revenue. After
1933 banks were prohibited from investing or underwriting corporate
securities which also limited the revenues to other, permissible uses of
their funds. These are examples of bank regulation that have historically
changed the cost and revenue opportunities for the commercial banker. 
If the regulation increases costs or decreases revenue, or both, it com-
promises bank profitability and contributes to bank instability.

A fourth channel in which regulation impacts bank stability is by
influencing the structure of commercial banking. That is, regulation
influences the choices made by bankers which, in turn, determines the
size and number of banks. Regulation in the United States has created a
landscape of thousands of banks, most of whom are relatively small
when measured by the dollar value of assets. The large number of banks
is the product of chartering and asset restrictions as well as limits on
branch banking. The small size of many of these banks also reflects
limits on branching and regulation such as the tax on bank capital and
deposit insurance. A landscape of many small banks is very different
from a landscape of a few large banks. Canada is an example of a nation
who historically has had less regulated bank markets and so ended up
with a bank structure of a few large banks. Interestingly, the empirical
evidence indicates that the Canadian structure is much more stable
than the United States.12

Finally, regulation changes the nature of bank competition and, in
the process, influences bank stability. How does competition in banking
impact stability? It was long assumed that a trade-off existed between
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competition and stability: an increase in competition reduces the profits
and/or increases the risk taking of existing banks and therefore makes
banks more vulnerable to failure, particularly during crisis, and so increases
instability. Indeed, much of the regulation placed on commercial banks
stems from this belief as it has tended to reduce competition at the local
level. Examples include the chartering process, the restrictions on assets
and liabilities, the restrictions on the pricing of assets and liabilities, the
prohibition on branch banking, and the prohibition on underwriting
and distributing corporate securities. 

However, there are two reasons to reconsider the assumption that com-
petition in banking contributes to instability. First, it is possible that
incumbent bankers will respond differently to new competitors than the
scenario outlined above. For example, in a second possible scenario,
increased competition causes existing firms to become more efficient, 
to cut costs, to alter their business plan. If efficiency is improved, this 
may improve profits and make banking more stable. Second, more recent
scholarship has increasingly shown that there is a positive relationship
between bank competition and stability and not necessarily a trade-off
between the two.13 For example, Carlson and Mitchener (2009) find that,
during the Great Depression, banks that were exposed to new com-
petition, due to branch entry, improved their efficiency and profits to
remain viable. Further, their analysis indicates that banks that adjusted to
higher levels of competition were more likely to survive the banking crisis
of the early 1930s. The same authors, in earlier work, find empirical evid-
ence that the greater competition caused by branch banking forced weaker
banks to exit the market during the 1920s and 1930s.14 Once the weaker
banks were gone, the entire banking system was more stable. In this way,
competition improved the stability of banking. 

There is yet another possible scenario in the relationship between
competition and bank stability. The issue of whether banks increase
their risk taking in the face of competition is complicated by federal
deposit insurance. That is, prior to 1933, the evidence suggests that com-
petition forced all banks to be more efficient, to search for profits through
the efficiency gains and, in the end, increase profits and stability. How-
ever, it is possible that, post deposit insurance, in the face of increased
competition, the bankers would take on more risk and may be willing
to do so knowing that deposit losses would be covered by insurance.
Deposit insurance reduces the cost of risk taking and so may encourage
excessive risk taking when the competitive environment is strength-
ened. Despite the destabilizing influences of deposit insurance, recent
scholarship finds that when banking markets are opened to more free
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entry, portfolio risk declines, efficiency improves and loan losses decrease.15

These findings suggest competition in banking is stabilizing despite deposit
insurance.

In the end, there are five channels through which bank regulation
affects the stability of banking. Under some conditions the regulation
may contribute to stability and under other conditions it may con-
tribute to bank instability. Unfortunately, the U.S. banking experience
strongly suggests that the regulation tends to be more destabilizing
than stabilizing. Why is it that regulation tends to have a negative
impact on the performance of commercial banks? Is it something fun-
damentally wrong with the construction of bank regulation or is all
regulation subject to the same shortcomings and criticism? The next
section attempts to answer these questions and, in the process, sets the
stage for viewing the evolution of banking and bank regulation from a
particular perspective.

A critique of regulation: An Austrian perspective

Both the public-interest and self-interest theories of regulation outlined
earlier come from a particular perspective of markets, namely the neo-
classical perspective, that is pervasive in academia and with policy-
makers. From the neoclassical perspective, market equilibrium reflects
supply and demand conditions where suppliers and demanders operate
with complete information. A change in supply or demand, or both,
leads to a new, static equilibrium. If the market equilibrium is not
desirable, regulation is called upon to generate a more acceptable out-
come. That is, government intervention in the market is seen as a mech-
anism that improves upon market outcomes. The public-interest approach
to regulation is often defended on such grounds and the self-interest
theory simply shows how regulators and bureaucrats can alter the market
equilibrium for their own welfare. However in order for this framework 
to hold, many unrealistic assumptions about behavior, knowledge, and
institutions must be in place. Relaxing these rigorous assumptions causes
the neoclassical theories to crumble.

If, instead of viewing the world through the neoclassical lens, one
views the world through a lens that does not demand impractical assump-
tions but rather embraces a more realistic approach to markets, the use of
regulation as a panacea quickly becomes suspect at best. A perspective
that the author finds much more realistic and convincing is that of the
Austrian school.16 An introduction to the Austrian perspective follows.
From this introduction, it will become clear why regulation in general,
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and bank regulation more specifically, is not able to improve the 
performance of commercial banking.

Perhaps the most important departure the Austrian perspective makes
from the neoclassical, as well as other, perspectives is in their understand-
ing of markets as a process rather than a static equilibrium state. Mises
(1949), Hayek (1937), Kirzner (1992, 1984), High (1991) and other Austrian
scholars all stress the notion that markets are a dynamic, discovery process
that continues to change and adjust to reflect new opportunities. As a con-
tinuous process, markets are never in equilibrium. Opportunities for new
products, new production processes, new materials etc. keep the market
moving and it is the entrepreneur searching for profitable new opportun-
ities that provide the engine behind the dynamic market. The entrepreneur
seeks to provide something new and unknown to the market in order to
gain profits. Through this endeavor, markets are always in, and will always
remain in, flux since the future is not known so future profitable oppor-
tunities are, at this time, unknowable. However, the future profitable oppor-
tunities will, at some time, be revealed through entrepreneurial effort. 

A key to understanding the continuous nature of the market process
lies within the distribution of knowledge. According to the neoclassical
framework, knowledge is perfect so that all market participants know
about all opportunities. In contrast, the Austrian perspective stresses
the inescapable division of knowledge.17 Each individual possesses a
small amount of the total knowledge. We cannot know everything
today nor can we know what the future will bring. In a true market
economy, knowledge is revealed through the market process and the
prices which result. This is a critical departure from the perfect know-
ledge assumed in the neoclassical framework. If knowledge is not
perfect and if we accept the notion that the distribution of knowledge
is wide and asymmetric as Hayek (1937) did, there are serious implica-
tions for regulatory policy. Perhaps this notion is best stated by Kirzner
(1984: 631), a leading Austrian scholar:

A realization that the market yields knowledge – the sort of knowledge
that people do not at present even know they need – should engender
among would-be social engineers who seek to replace or to modify 
the results of the free market a very definite sense of humility. To
announce that one can improve on the performance of the market,
one must also claim to know in advance what the market will reveal.

This is precisely why regulation often fails both in banking and in other
industries. A regulated market interrupts the market process and changes
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the opportunities for entrepreneurial discovery and profit. It does not
eliminate opportunities but because the path of the market is disturbed
and must begin to move in another direction, the opportunities are not
the same as they were before. Is the new regulated path better than the
old market path? Probably not, because the regulated path was artificially
created outside of the market process with incomplete knowledge so that
discoveries and opportunities from the market process are stifled or lost.
Regulation undermines the discovery process already in place and, in all
likelihood, it is a process capable of self-correction. That is, if the market
outcome is not desirable there exists an opportunity for gain by correct-
ing the outcome. Alert entrepreneurs will take advantage of that oppor-
tunity and correct the market. It is certainly hard to envision a situation
in which the government possesses better or more information than the
entrepreneur to provide a market correction. 

At the heart of the Austrian approach to understanding human econ-
omic action is the notion of a market process, the discovery process of
entrepreneurship, and the asymmetric distribution of knowledge. Taken
together, these concepts create a lens into our economic world that
finds the entrepreneur a much more compelling solution to undesirable
market outcomes than government intervention and regulation.

The next five chapters of this book tell the story of the evolution of
commercial banking in the United States. It is largely a story of market
outcomes that are not desirable (e.g. bank crises) and the government
regulation called upon to correct the problem. As these chapters unfold
it becomes clear that the regulatory responses contributed to additional
bank problems and instability. This is not a surprising finding when
viewing the world from the Austrian perspective outlined above.
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21

3
Antebellum Banking: 1781–1863

The economy, as a whole, experienced healthy growth as well as sub-
stantial structural change between 1781 and the onset of the Civil War.
In general terms, real gross national product (RGNP) grew at rather
fecund levels throughout this period thereby continuing a trend started
in the earliest colonial times (Figure A.1).1 Foreign trade drove most of
the growth prior to the early nineteenth century though the Embargo
of 1807 ended, temporarily, most exporting. Between 1807 and 1837,
production shifted away from home and small shops filled with skilled
artisans in favor of the factory which certainly altered the nature of
work and life for many Americans (Figure A.2). After 1837 and prior to
the Civil War, the U.S. economy experienced even more robust RGNP
growth and further structural change. Indeed, RGNP growth averaged
approximately five percent during this period and per capital RGNP
grew, on average, at a rate of 1.8 percent.2 Industrial and commercial
growth comprised much of this expanded production. As evidence, con-
sider that in 1839, 37 percent of RGNP production was in industry,
trade, or transportation but 20 years later 46 percent of all production
fell under the industry classification.3 Much of this economic growth
may be traced to a time of intense entrepreneurial spirit. While most
people worked the land, there was an increasing need and interest in
improving the production process and its output. At the end of this era,
entrepreneurs such as McCormick, in agriculture, and Vanderbilt, in
transportation, seized existing opportunities and created new oppor-
tunities to advance the young economy. Faith in enterprise may be seen
in the stability of the stock market (Figure A.3). However, the stock
volatility in the latter half of this era corresponds with banking crises
that characterize this historical period. Business failure rates were also
low, in absolute numbers, during antebellum America (Figure A.4).
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Population expansion could not match production expansion in
antebellum America but was impressive nonetheless. For the 20 years
bookended by 1840 and 1860 the rate of population growth translated
to a doubling every 23 years (Figure A.5).4 While much of this growth
was among native-borns, it was also the period of highest immigration
growth in our nation’s history.5 At the same time, the growing popu-
lation was slowly shifting from the east to the open spaces of the West.
For example, 1790 found Kent County, Maryland the geographic center
of the nation but by 1860 the center lay just east of Chillicothe, Ohio.6

Thus, in addition to significant population growth, great labor mobility
characterized this period. 

With the growing and enterprising population came expanded pro-
duction and a real need for borrowed capital and financial intermedi-
ation. The stage had been set for banking not only to establish itself in
America but to thrive and facilitate real economic prosperity. Only one
obstacle, a rather formidable one, existed: many Americans distrusted
the idea of banking. Indeed, seven states – Arkansas, California, Florida,
Iowa, Oregon, Texas, and Wisconsin – actually prohibited banking
altogether at some point during antebellum America. Ultimately, how-
ever, most Americans recognized the value of the banker and actually
embraced several types of banking institutions before the antebellum
era came to a close. These included state chartered banks, free banks,
private banks, and two federal banks, thus making this perhaps the most
diverse era in commercial banking history. 

In considering this early episode in our banking history, several ques-
tions are posited. How did the different institutions develop? What was
their relation to one another? How were they regulated? Did the regula-
tion promote stability? What is the evidence? To answer these questions,
this chapter details the institutions, regulation, and episodes of failure 
in American banking between 1781 and 1863. Many accounts of ante-
bellum banking focus on the instability of this period. For example, much
attention has focused on wildcat banking and unstable currency through-
out the nation. This chapter re-examines this history and asks if the 
antebellum period was stable or unstable and, in turn, what exactly con-
tributed to the stable or unstable bank performance.

General banking themes

Four general themes emerge from banking during the antebellum era.
Throughout this chapter, all four of these themes are explored in detail.
First is that economic integration in the United States was far from
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Source: http://www.earlyamerica.com/earlyamerica/maps/1800/.

Figure 3.1 Map of the United States of America in 1800
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complete. As illustrated in Figure 3.1, much of the nation was undevel-
oped and large territories marked much of the middle and western part
of the nation. Within the East, the degree of progress was also highly
diverse; the northeast tended to be more financially and economically
developed than the southern states. This uneven integration impacted
bank performance.

A second theme from this era is that regulation of banking was
largely at the state level. Except for the chartering of two federal banks,
banking was regulated by the states that distributed bank charters. This
is in sharp contrast with the increasing degree of federal regulation
that characterizes U.S. banking in all the eras which follow.

The final two themes concern the stability of antebellum banking.
The fact that the earliest banking in U.S. history was the most stable is
the third general theme. Few banks failed during the antebellum era
and the panics were regional in nature. The regional nature of the
panics is certainly a reflection of the diversity in economic development
during this era. The fourth theme is that private, coordinated efforts
contributed significantly to the stability of antebellum banking. In the
North, these efforts took the form of Clearinghouse Associations and
the Suffolk System. In the South, branch banking created a network of
strong and stable banks.

Introduction to the antebellum banking era

The first incorporated bank in America was a state chartered bank in
Pennsylvania. Operating alongside the state chartered banks were
private banks. Though little attention has historically been paid to the
private banker, scholars have more recently re-evaluated the role of
private bankers finding them to be an important part of early financial
intermediation.7 Indeed, private bankers would never again play such
an important role in the financial sector both in terms of their num-
bers and as a percentage of total banking assets.

Prior to 1837 and the birth of free banking, state bank charters were
the product of legislative acts of incorporation. To obtain a bank
charter, one would petition members of the state legislature. It does not
take much imagination to anticipate the problems this process caused.
Accusations of charter “selling” brought scandal to the process and
those banks already in possession of a charter placed great pressure on
legislatures to vote against new applicants. In response to these entry
barriers arose the era of free banking. Essentially, free banking is a term
to capture the notion that anyone meeting certain requirements was
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free to enter the business of banking. Free banking laws were born in
1838 in New York and quickly spread to other states. Traditional inves-
tigations into free banking have judged it to be a failure based on the
number of such banks that failed and due to questionable note quality
from some of these banks. 

In addition to state chartered banks, private banks, and free banks,
the antebellum banking era also saw two federal banks come and go.
The U.S. constitution granted the federal government the right to coin
silver and gold money and to determine the dollar value of the coins.
Beyond this, the constitution did not grant any monetary authority to
the federal government. Despite this, the federal government was able
to charter two banks during antebellum America. The first bank had a
20-year charter from 1791 to 1811 and the second also survived 20 years
from 1816 to 1836. Thus, antebellum banking was comprised of four 
different types of banking institutions; the state chartered commercial
bank, the private bank, two federal banks, and free banks. At the close of
the Civil War, only the state chartered and private bank would remain.

State chartered banking

Commercial banking in the United States began with the 1781 charter-
ing of the Bank of North America in Philadelphia. It did not take long
for commercial banking to spread throughout the country. By 1791,
the four major cities, New York, Boston, Baltimore, and Philadelphia
each had a bank with combined capital of $2.5 million. At the turn of
the nineteenth century each state, except New Jersey, North Carolina,
Vermont, and Georgia had chartered banks. Figure 3.1 illustrates the
states and territories in America in 1800 and Figure 3.2 illustrates the
rate of growth in banking in the early years of this era. Figure 3.2 indi-
cates that after the first 15 years of commercial banking, the most robust
growth occurred in 1803, 1812, 1818, and 1836. Two of these growth
spurts coincide with the lapsed charters of the two federal banks during
the antebellum period.8 Growth in 1812 can be explained by the 1811
lapse of the charter of the First Bank of the United States which meant
that a bank with $10 million in capital and eight branches closed its
doors, thus paving the way for commercial bank expansion. Similarly,
the Second Bank of the United States lost its charter in 1836 which was
the catalyst for the explosion of banks during that period. The other
growth spurts may be explained more generally. Our nation was in its
infant stages of embracing paper currency, of expanding our economic
possibilities, and advancing entrepreneurial ambitions. Indeed, a report
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from Ohio in 1815 claimed that “a money mania like an epidemic
seized the people.”9 Further, some of this growth was, in part, spurred
by the War of 1812, which cost over $75 million; most of which was
borrowed from the state banks. Figure 3.2 illustrates the significant
growth in state banks near the end of this era. This may be explained,
in part, by the rising population (Figure A.5) and significant economic
growth (Figure A.1).

Banking operations in our early history were a far cry from the
sophisticated banks in operation today. In terms of their assets, many
banks were extending short-term credit to merchants and other com-
mercial ventures (see Figure 3.3). Indeed, prior to the advent of bank-
ing, merchants simply lent to one another on a short-term basis. One
merchant, for example, may have savings accumulated in anticipation
of an upcoming shipment that he would lend to another for the short
period prior to the shipment’s arrival. Bodenhorn’s (2000) analysis of
bank lending activity reveals that banks tended to make loans to dif-
ferent commercial sectors in proportion to the sector’s representation
in the community. Merchants usually comprised the largest sector and
so received the most loans. However, the manufacturing and services
sectors also received loans in proportion to their size in the business
community.10 These loans, regardless of the receiving sector, were typi-
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Figure 3.2 Number of State Chartered Banks in Antebellum and National
Banking Era: 1782–1896
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cally short-term loans as often banks were reluctant to lend long term
given the uncertainty and illiquidity of drawn out credit. However, lend-
ing policy quickly changed as borrowing needs progressed and banks
soon began extending long-term credit to farmers and manufacturers,
as well as merchants. 

Antebellum banks also discounted domestic bills of exchange. 
Bills of exchange were used to facilitate domestic trade, particularly
along the Mississippi and in southern states engaged in cotton and
tobacco trade. The issuing bank typically would earn an interest rate 
of six to eight percent on the bill of exchange and an additional one 
to two percent for the actual discounting.11 Another important bank
asset, monetary reserves, consisted of specie (e.g. gold and silver coins),
instruments which could quickly be converted to specie (e.g. ban-
knotes of the First Bank of the United States), notes issued by other
banks, and funds deposited at other banks. Finally, just as with con-
temporary banks, antebellum banks invested in accepted securities
which, at the time, were usually limited to stock in certain industries
(e.g. canal, turnpike, and railroad), bank stock, and state and federal
government obligations.12

In terms of the bank’s liabilities, these were largely banknotes in 
the early antebellum period and, increasingly, demand deposits as the
antebellum period progressed. State banks printed and issued small
denomination notes to borrowers and this currency was redeemable in
specie.13 The specie price of banknotes varied depending on location, as
well as bank reputation and condition. For example, if a merchant from
Chattanooga traveled to Nashville and wanted to spend his $5 note
from the Bank of Chattanooga, he may have to exchange it for local
notes or, more likely, for specie. To do so, he would find a private broker
who would exchange the note for specie for a fee. How did the broker
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Figure 3.3 Hypothetical Commercial Bank Balance Sheet
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know the exchange rate of a $5 Bank of Chattanooga note? Typically,
he would refer to the Bank Note Reporters which was a private public-
ation listing all banks, the discount value of the note, and a description
of any counterfeit notes. As is discussed below, more sophisticated banks
began relying on deposit business rather than note issuance and early 
in our banking history, deposits exceeded banknotes. Table 3.1 and 
Figure 3.4 both indicate that the gap between banknotes and deposits
began closing in early antebellum banking and by 1840, deposits exceeded
banknotes. Early bank deposits usually paid interest and were quickly 
an important medium of exchange in antebellum America. As evidence,
consider that the average bank’s deposits were $66,998 in 1819 but
exceeded $215,000 by 1836.14

The other important liability for the antebellum banker consisted 
of interbank deposits. Smaller, rural banks often found that their bank-
notes were being discounted at larger banks in commercial centers. 
As their notes moved from their rural origin to the urban centers for
exchange, the notes would trade at a discount owing to the distance 
and uncertainty of redemption. To preserve par exchanges and to avoid
redemption for specie, the rural banks began holding deposits at city

28 Regulation and Instability in U.S. Commercial Banking

Table 3.1 Number and Balance Sheet Data on All Banks: Selected Years,
1840–1905

Year Number of Banks Capital Banknotes* Deposits Loans

1840 901 358 107 120 463
1845 707 206 90 114 289
1850 824 217 131 146 364
1855 1307 332 187 236 576
1860 1562 422 207 310 692
1865 1643 452 180 689 518
1870 1937 648 336 775 864
1875 3336** 847 318 2009 1748
1880 3355 826 318 2222 1662
1885 4350 1040 269 3078 2272
1890 8201 1558 126 4576 3854
1895 9818 1780 179 5539 4269
1900 13,053 2075 265 8922 6093
1905 18,767 3066 445 13,772 9540

Source: Historical Statistics of the United States Colonial Times to 1970, Part 2 (1976: 1019).

Note: All banks include state banks, private banks, and national banks after 1863. Money
figures in millions of dollars.
* includes notes of state and national banks.
** estimated number of nonnational banks.
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banks for note and demand deposit redemption. Though the Second
Bank of the United States is often credited with creating currency uni-
formity, it also came, in large part, from the increased use of interbank
deposits. Interbank deposits increased faster than the other bank lia-
bilities increasing from $19,382 per average bank to $142,301 between
1819 and 1837.15

The final balance sheet item, capital, included paid-in capital, any
surplus, undivided profits, unpaid dividends, discounts, interest, pre-
miums, and exchange.16 The amount paid by owners into the capital
fund constituted the paid-in capital. Undivided profits were retained
profits not paid out, and unpaid dividends were declared, but not 
yet paid, dividends of the bank. Discounts and interest represented
interest earnings to the bank from bills of exchange, loans, and 
investments. Premiums were charges the bank made for some demand
deposits and exchange captures the earnings from dealing in discounted
banknotes. 

Though the general activities of antebellum commercial bankers tended
to be similar across the country, there were important differences in terms
of the types of loans, the level of sophistication, the nature of the local
economy, and the regulation the banks operated under. Because of this,
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Figure 3.4 Banknotes and Deposits in Early Antebellum America: 1819–1837
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the following section considers regional differences in antebellum state
banking.

A. Regional bank survey

Just as the nation developed to different degrees in antebellum America,
commercial banking also differed from region to region.17 Table 3.2
contains a description of the states in different regions as well as the
characteristics of banking in each region. The New England region con-
tained many small commercial banks with a strong reliance on inter-
bank deposits which, as mentioned above, contributed to the higher
note quality. Another contributing factor to maintaining note quality
was the presence of note redemption centers. In the early antebellum
period, a note redemption center was located in Boston and in 1824,

30 Regulation and Instability in U.S. Commercial Banking

Table 3.2 Regional Bank Characteristics in Antebellum America

Region States Characteristics

New England Maine, New Hampshire, • small banks
Vermont, Rhode Island, • interbank deposits
Massachusetts, • note redemption centers
Connecticut • high note quality

• unit banking
• Suffolk system

Middle Atlantic New York, Pennsylvania, • important presence of the 
Delaware, Maryland, Second Bank of the U.S.
New Jersey, DC • high note quality

• unit banking
• state intervention

Southeast Virginia, South Carolina, • important presence of the 
North Carolina, Georgia, Second Bank of the U.S.
Florida territory • varied note quality

• branch banking
• state intervention

Southwest Alabama, Tennessee, • important presence of the 
Louisiana, Mississippi, Second Bank of the U.S.
Arkansas • varied note quality

• branch banking
• state intervention

West Ohio, Michigan, • important presence of the 
Kentucky, Indiana, Second Bank of the U.S.
Illinois • varied note quality

• state intervention

Source: Compiled from Fenstermaker (1965) and Bodenhorn (2000: 31–44).
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the Suffolk Bank took over this function. The banks in this region tended
to be smaller than in other regions, in part, because of a tax placed on
paid in capital. Smaller banks may also have been the product of the
unit banking system prevalent in this region. Another explanation 
for the small nature of New England banks may rest in their lending
policy.18 Most of these banks tended to lend to those “inside” the bank
including shareholders, directors, family members of these insiders,
etc. Those who were outside then had trouble obtaining credit so they
would turn around and open their own bank. This behavior then per-
petuated the practice of lending to “insiders” and kept many of the
banks relatively small. In terms of bank failures, only Maine experi-
enced a significant number of failures during the early antebellum period,
which confirms claims that this region of banking tended to be rather
stable.19

Another important characteristic of New England banking, a character-
istic that contributed to the quality of banknotes and general stability,
was what became known as the Suffolk Banking System. The Suffolk Bank
began as a private, state chartered bank in 1818 in Boston. In 1824 it
joined six other state chartered banks to form a coalition and one year
later the Suffolk Banking System was formed. The System was a clearing-
house accessible to all member banks. In its capacity as a clearinghouse, 
it would accept member banknotes at par and clear all notes. To become
a member, a bank had to maintain a permanent, noninterest-bearing
deposit with the Suffolk Bank or another member bank located in Boston.
The dollar value of the permanent deposit was a function of the bank’s
capital; two percent of total capital must be kept on permanent deposit.
In addition, another noninterest-bearing deposit sufficient to cover its
notes received by the System was required for membership. Except for
Rhode Island, all of the state banks in the New England region had the
opportunity to join the System. In Vermont, all banks were actually
required to join the system or pay a one percent tax on capital.20 Finan-
cial historians have consistently given the Suffolk Banking System credit
for the high quality of banknotes in this region and for enhancing the
overall stability of New England banking during this period.21

Banknote quality in the Middle Atlantic region improved gradually
throughout the period. Perhaps some of this may be attributed to the
increased sophistication of bank operations and the reliance on inter-
bank deposits. Since many of the large cities in this region were impor-
tant port cities, it is not surprising that many of the bank loans in this
region went to build infrastructure in order to expand interior trade.
However, the banks in this region were vulnerable to the policies of the
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Second Bank of the U.S. because this federal bank conducted a great deal
of business in this region. When the Bank enacted contractionary policy,
the banks in the Middle Atlantic region were forced to contract as well.
While the New England states issued bank charters with no expectation
of any quid pro quo, in the Middle Atlantic region, states often issued
charters with the expectation of participating in and profiting from, the
state banks.22

Whereas the Middle Atlantic bankers financed infrastructure and
commercial improvements, the Southeastern banks were lending to
tobacco and cotton farmers and also extending longer-term real estate
loans.23 Another distinguishing feature of the Southeastern banker
during the early antebellum period was the network of branching that
had been established. All of the states in the region allowed state banks
to establish branch units within the state. In terms of note quality, this
varied from state to state. Virginia banknotes traded near par and were
hence of high quality but there were periods in North Carolina and
Georgia in which banknote exchange occurred at a large discount. Like
the Middle Atlantic region, the Second Bank’s presence was hard to
ignore. Indeed, the Bank’s branch office in Fayatteville, NC devoted
great time and energy to get the North Carolina and Georgia banks to
redeem their banknotes for specie.24 Again, the policies of the Second
Bank were vital in the performance of the state banks of this region. In
addition to the Second Bank, the states in this region also intervened
heavily in the business of banking. For example, the state of Virginia
required chartered banks to invest in state improvement programs
while the state of South Carolina chartered a state owned bank whose
purpose was to lend primarily to farmers. 

The Southwest and Western regions of the country shared similar
banking experiences during this era. The Southwest region also operated
as a branching system thereby affording these institutions greater port-
folio diversification. A similarity between these regions was the exten-
sive state government intervention, particularly in Louisiana where
government chartered several different types of banks intended to cater
to different credit needs of the population.25 In terms of note quality,
this varied by state with Tennessee and Alabama having the greatest 
discount early in the period while Louisiana had the greatest quality.
The Western region can by summed up in much the same way as the
Southwest, though in this region it was Kentucky that struggled with
note quality while the other states largely saw note exchange near 
par.
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B. Clearinghouses: 1857–1914

During the later years of the antebellum period, banks began forming
cooperative, voluntarily coordinated efforts to deal with unanticipated
runs on their deposits and demands for specie.26 Because banking is a
fractional reserve system, banks are always vulnerable to runs and, during
this period, when depositors and noteholders lost confidence in the
banks, they would attempt to convert deposits and banknotes into
specie.27 However, banks often did not have enough specie on hand to
meet demand during periods of crisis just as banks today could not con-
vert all their deposits into cash. The private market response to this prob-
lem was the establishment of regional bank Clearinghouse Associations. 

Clearinghouses provided liquidity to member banks during times of
financial crisis using several tools. During crisis, a loan committee was
formed which could authorize the creation and distribution of “clear-
inghouse loan certificates.”28 These certificates were large denomina-
tion, short-term maturity, backed by collateral, and were used between
banks and not by the public. Further, member banks committed to
assimilate any certificate losses as a group. Member banks could use
these certificates to settle balances with one another rather than rely
on cash which, then, freed up cash to be used to meet the demands of
depositors. In addition, the Clearinghouses also issued certificates that
circulated outside the banking system. These were also collateralized
but were small denomination and essentially guaranteed by the Clearing-
house. Clearinghouses also pooled reserves which, in essence, was a
redistribution of reserves among member banks to help those in need
during crises. Finally, Clearinghouses would, at times, restrict the con-
vertibility of deposits into currency (specie in the antebellum era). This
was a method of rationing currency (specie) during times of crisis. How-
ever, banks usually continued to clear checks and so depositors were able
to continue to make check payments, they simply could not exchange
the check for specie or currency at par. 

Thus, a Clearinghouse Association was a coordinated effort of inter-
ested banks to work together essentially providing lender of last resort
functions to member banks. In exchange for the access to liquidity and
coinsurance against failure, member banks voluntarily agreed to sub-
mit balance sheet information to the Clearinghouse. If the Clearing-
house was going to make sound decisions about which members to
lend to, which members where solvent, etc. it needed information to
assess the soundness and risk of the member bank. Further, since the
members were lending to one another in times of crisis, they all had an
incentive to know the financial condition of one another.
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However, since the member bank knew that assistance would be pro-
vided by the other members of the Clearinghouse, a moral hazard
problem surfaced. More specifically, a member bank would have incen-
tive to take on additional risk knowing that, if the risk taking failed, it
would be rescued through the membership. To avoid this moral hazard,
member banks were subject to reserve requirements, capital require-
ments, interest rate restrictions, and frequent audits. Any bank not
meeting these requirements could be dismissed from the Clearinghouse
Association. The member banker was willing to subject itself to the reg-
ulation because of the public confidence garnered through membership.

C. Regulation

Today most students of banking know that this sector is one of the
most heavily regulated industries in the United States. Indeed, the tra-
dition of regulating banks is as old as banking itself. Consider that to
even get into the business of banking, one had to obtain permission
from the legislature and then had to comply with rules and regulations
outlined by the state government. That is, the entry of banking has
been regulated since its inception as have many bank operations and
structures. Table 3.3 provides a brief description of state bank regula-
tion and the impact of the regulation on stability during this period.

The first layer of bank regulation came from the process of chartering
state banks. As was mentioned above, to obtain a banking charter the
state legislature had, through a special legislative act, to grant the
charter. In addition, most of the early bank charters required banks to
make substantial loans or pay subsidies to the state from which the
charter was obtained. This created a degree of monopoly privilege and,
perhaps more importantly, created a group of bankers with incentive
to maintain the unit bank system and a group of legislatures with an
incentive to limit entry thereby extracting monopoly rents from exist-
ing banks. 

In addition to the charter requirement, early antebellum banks faced
regulation on the structure and organization of their institutions.
Chapman and Westerfield (1942) and, more recently, Weber (2006)
provide a thorough consideration of branching during the antebellum
era and find that most states actually allowed for branching, either
intrastate or intracounty. Table 3.4 contains a summary of the state
branching laws during the antebellum period. The extent to which
states participated in branching is found in Table 3.5. A quick com-
parison of the Tables illustrates that there were many states that did
not establish branches, particularly those states north and east of the
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Mason Dixon line. This difference may be explained by two develop-
ments. First, the northeastern states tended to be more economically
developed and wealthier than the other regions and so individual
bankers were able to set up independent banks across the states, par-
ticularly in more rural areas. In the southern and western states, it was
often the case that smaller towns desired a bank but could not afford
its creation. Consequently, the city banks would expand through
branches to the smaller towns. A second reason that the northern and
eastern banks preferred the unit system reflects the role of town gov-
ernments and town attitude towards economic activity. These towns

Antebellum Banking: 1781–1863 37

Table 3.4 State Branch Banking Laws in Antebellum America

State Branch Laws State Branch Laws

Alabama B Montana
Alaska Nebraska
Arizona Nevada
Arkansas New Hampshire
California New Jersey
Colorado New Mexico
Connecticut B New York B
Delaware B North Carolina B
Florida North Dakota
Georgia B Ohio B
Hawaii Oklahoma
Idaho Oregon
Illinois B Pennsylvania B
Indiana B Rhode Island U
Iowa B South Carolina B
Kansas South Dakota
Kentucky B Tennessee B
Louisiana B Texas
Maine Utah
Maryland B Vermont B
Massachusetts B Virginia B
Michigan Washington
Minnesota West Virginia
Mississippi B Wisconsin
Missouri B Wyoming

Sources: Chapman (1934: 92–107) and Chapman and Westerfield (1942: 38–46).

Notes: No data give a complete picture of branch banking during the antebellum period.
However, Bankers Magazine would periodically list branching activities and the antebellum
data above is from that data as compiled in Chapman (1934). Chapman argues that the
data presented presents a fairly accurate picture of branching during this period. U = Unit
Branching, B = Branching. 
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possessed more control over the economic development of the town
than most Southern and Western states and did not want competition
between towns. Consequently, a unit system created independent
markets for unit banks and the local town leaders had more control or
influence over the activities of the banker. 

Regulation also took the form of limitations on bank activity includ-
ing note production and usury laws. In terms of note production, 
it was not uncommon for states to prohibit the production of small
denomination notes. For example, in 1799 Massachusetts passed a law

40 Regulation and Instability in U.S. Commercial Banking

Table 3.6 Usury Laws in Antebellum America: 1840, 1850, 1860

State Usury Rate 1840 Usury Rate 1850 Usury Rate 1860

Maine 6 6 6
New Hampshire 6 6 6
Vermont 6 6 6
Massachusetts 6 6 6
Rhode Island 6 6 6
Connecticut 6 6 6
New York 7 7 7
New Jersey 6 6 6
Pennsylvania 6 6 6
Delaware 6 6 6
Maryland 6 6 6
Virginia 6 6 6
North Carolina 6 6 6
South Carolina 7 7 7
Georgia 8 7 7
Alabama 8 8 8
Louisiana 10 8 8
Kentucky 6 8 8
Tennessee 6 6 6
Ohio 6 6 6
Indiana 10 6 6
Illinois 12 10 10
Michigan 10 10 10
Wisconsin NA* NA 10
Iowa NA NA 10
Missouri 10 6 10

Source: Annual Report of the Comptroller of the Currency (1876).

Notes: While most states had usury laws in antebellum America, often these laws were
somewhat flexible. For example, in several states if both the borrower and lender agreed,
the rate could exceed the interest rate limit by up to six percent (Bodenhorn (2000)).
*Not available.
All values are percentages.
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prohibiting the creation of banknotes in denominations less than $5.29

The belief at this time was that specie was superior, because of its
inherent value, to paper banknotes. This law then encouraged people
to use specie rather than banknotes since most transactions were 
for less than $5. Similarly, early legislative charters required banks to
restrict note production given their capital. Another restriction took
the form of usury laws. Most states placed a legal limit, a usury law, 
on the interest that banks could charge customers. Typically, the rate
ranged from six to ten percent (see Table 3.6). What remains unclear 
is whether or not these rate limits were adhered to. Because the law
required an injured party to file a written complaint, banks may have
gotten away with charging above the limit since the customer may
have been unwilling to complain for fear of injuring the banker-
consumer relationship. Further, it is possible that the bank customer
may have been unaware of the usury law and therefore unwittingly
charged illegally. However, some states allowed banks to charge above
the usury rate if both parties were in agreement. Indiana, Arkansas,
Iowa, and Wisconsin are examples of such states. 

While note production and usury laws placed limits on bank activity,
other regulation demanded certain action on the part of the banker.
Examples of this type of regulation include reserve requirements, capital
tax and required social lending. Virginia was the first state to enact
reserve requirements as we understand them today. In 1837, the state 
of Virginia required that banks maintain 20 percent of their notes in 

Antebellum Banking: 1781–1863 41

Table 3.7 Reserve Requirements by State

State Date Required Cash Base
Enacted Reserve

Virginia 1837 20% Notes
Georgia 1838 25% Notes
Ohio 1839 33.33% Notes
Mississippi 1840 33.33% Notes
Louisiana 1842 33.33% Notes and Deposits
Connecticut 1848 10% Notes
Indiana 1853 12.5% Notes
Missouri 1857 33.33% Notes
Maine 1858 5% Notes
Iowa 1858 25% Notes and Deposits
Massachusetts 1858 8% Notes and Deposits
Pennsylvania 1860 25% Notes

Source: Hammond (1963: 11).
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circulation as cash reserves. Table 3.7 shows the other states which fol-
lowed. Notice that for the vast majority of the states in the antebellum
period, the reserve requirement was only on notes and not on deposits.
This is clear evidence that regulators misunderstood the importance of
deposits as a source of funds to the banker. Finally, most state legis-
latures taxed either the capital or dividends of the state banks as a con-
dition of the charter. This became an important source of revenue 
for the states. For example, in Pennsylvania in 1835, a gradual tax 
was placed on dividends with those in excess of 12 percent taxed at 
50 percent.30

State governments took advantage of the demand for state bank
charters during the early antebellum period to compel those receiving
charters to finance programs aimed at long-term economic growth.
More specifically, it was not uncommon for the state authorities to
write provisions into the charters requiring banks to finance state
transportation and education efforts or to make favorable commercial
and agricultural loans.31 Education provisions typically took one of 
two forms. Either the bank paid fixed sums into the state education
fund or the bank paid a capital tax to generate funds for education 
(see Table 3.8). Similarly, compulsory contributions to a state’s trans-
portation development typically took one of two forms. State bank
charters frequently obligated banks to either purchase stock in a 
transportation firm or to contribute to state transportation funds.
Further, some states required, as a condition of the charter, banks 
to extend low interest loans to the states directly. Pennsylvania and

42 Regulation and Instability in U.S. Commercial Banking

Table 3.8 Education Overhead Requirements Placed on State Banks in
Selected States

State Education Requirements

New York Fixed Sum
Connecticut Fixed Sum
Georgia Fixed Sum
Louisiana Fixed Sum
New Jersey Fixed Sum
Maryland Fixed Sum and Tax on Capital
New Hampshire Tax on Capital
Maine Tax on Capital
Vermont Tax on Capital
Tennessee Tax on Capital
Florida Tax on Capital

Source: Compiled from Fenstermaker (1965).
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Massachusetts serve as two examples. Additionally, many states, required
banks to extend low interest agricultural, manufacturing, and indus-
trial loans in return for the charter.32

While virtually all students of banking today recognize federal
deposit insurance as a regulatory reality of the commercial banking
sector, few students know that there were state level insurance systems
in place during both the antebellum and national bank eras. Six states,
New York, Vermont, Michigan, Indiana, Ohio, and Iowa all experi-
mented with state level deposit insurance at some point in the nine-
teenth century. Though all of the insurance systems were aimed 
at protecting the depositor, they varied in terms of their funding 
mechanism, membership policy, and supervisory agency. New York, 
Vermont, and Michigan were all funded as safety funds while the
remaining three states were funded as mutual guarantees.33 The dif-
ference being that the safety fund required flat-rate insurance pre-
miums by member banks while the mutual guarantee allowed for
special assessments as necessary and uncovered liabilities at a failed
bank were covered by member surviving banks. Each experience is 
discussed below.

In terms of the safety funds, New York’s flat-rate premium of one-
half of one percent of capital left the fund undercapitalized and com-
promised its integrity. Both Vermont and Michigan were similarly
undercapitalized which meant the fund was not able to protect either
depositors or their payments system. Membership in the safety funds
also varied. In New York, for example, membership was required of all
state banks but not of free banks. Further, after 1842, the safety fund of
New York only insured notes and not deposits. This became a problem
since banks were relying increasingly on deposits as a source of funds.
The Vermont safety fund covered both notes and deposits but mem-
bership was voluntary. In Michigan, initial membership was man-
datory so that the fund coverage was comprehensive. However, the
Michigan fund was established in 1836, just prior to a bank crisis in
1837. During the crisis, healthy banks pressured the fund to drop the
mandatory requirement thereby placing the Michigan fund in the
same situation as both Vermont and New York. That is, in all three
cases, not requiring comprehensive membership put the fund at risk to
disintermediation, runs and failures.34

In these three instances, the safety fund structure of deposit 
insurance was flawed on several levels. Flat-rate premiums encour-
aged moral hazard problems of risk taking and reduced incentives for
deposit monitoring. Further, these funds were greatly undercapitalized

Antebellum Banking: 1781–1863 43
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as bank liabilities far exceeded the resources of the safety funds. In
addition, by failing to provide inclusive membership for both deposits
and notes these funds could not provide protection to depositors 
or the payments system. For example, in New York, chartered banks
that were in the insurance system had a failure rate of 11.1 percent.35

In contrast, no chartered banks failed that were outside of the insur-
ance system. Similarly, insured banks in Vermont failed at a greater
rate than noninsured banks.

The other three states to experiment with antebellum deposit 
insurance, Indiana, Iowa, and Ohio, established a mutual guarantee
system and were, on the whole, more successful than the safety 
funds. Through a mutual guarantee system, member banks could 
be subject to special assessments, as deemed necessary, and member
banks covered uninsured liabilities of failed member banks. Both of
these provisions served to reduce moral hazard problems on the part 
of the banker and, consequently, put less financial stress on the 
fund itself. Indeed, recent scholarship finds evidence that banks in 
the mutual guarantee systems were more likely to monitor one another
for fear of financial losses to all member banks.36

In addition to the mutual guarantee provisions, the Indiana 
fund carefully created a supervisory network that worked to also 
reduce moral hazard. A supervisory board, comprised of individual
member banks, had authority to examine member banks each 
six months, to set asset to capital requirements, and to close any
member banks deemed unhealthy. Since the board was comprised 
of member bankers, there was great incentive to ensure that prob-
lem banks were promptly dealt with and to ensure that all member
banks operated within an acceptable risk range. A Board of Control 
was given similar authority in Ohio though the Board also required 
a 30 percent reserve on notes and a deposit of an additional ten per-
cent of notes with the Board itself. Further, in Ohio, the Board could
mandate that member banks lend to one another during crisis. The
supervisory system in Iowa was similar to the first two, though it
required a 25 percent reserve of specie on notes and a 25 percent
reserve on deposits. 

It is worth noting that the mutual guarantee systems were successful
in maintaining a functioning payments system (avoiding specie sus-
pensions) and in avoiding failures. Both Indiana and Ohio avoided
specie suspensions during the crisis of 1857, as no insured bank failed
in either state. The Iowa fund, established in 1858, saw no failures
under its watch.
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D. Performance

As shown earlier, state chartered banking varied from region to region
in terms of the types of loans, the quality of banknotes, whether the
banks were unit or branch institutions, the extent of state involve-
ment, the availability of cooperative assistance from other banks, and
the nature of bank regulation. How did these banks fare during the
antebellum period? The number and nature of failures and suspensions
are considered, followed by discussions of the crises that plagued this
period.37

Failures and specie suspensions

The origins of U.S. banking were a stable time as not a single bank failed
during the first 27 years of commercial banking. The Farmers Exchange
Bank of Glocester, Rhode Island was the first to fail in this country in
1809. A glimpse into the performance of antebellum banking may be
gleaned from Table 3.9 which lists the number and date of each state
bank failure. Three observations may be made regarding this failure
data. First, many states and territories never witnessed a state chartered
bank failure during the antebellum era; these are the states and ter-
ritories not listed in Table 3.9. Second, in many of the states and ter-
ritories there were very few failures. For example, five states (Indiana,
Louisiana, Missouri, North Carolina, and Vermont) only had one failure
the entire period. Many other states had less than five failures. Third,
the vast majority of the failures were clustered in the few years follow-
ing the most significant bank crisis, that in 1837, of this era. Indeed,
outside of this crisis and the 13 failures in Kentucky in 1819, the ante-
bellum era had very few state bank failures.

Several developments explain the unusual instability in Kentucky in
1819. First, Kentucky chartered 40 new banks between 1817 and 1818.38

This is significant given that there were estimated to be only 500 banks
in the entire country in 1818. Second, in the years leading up to 1818,
speculation in real estate, using bank credit, was rising as were agricul-
ture prices. Consequently, banks, many of them new banks in Kentucky,
were lending on land speculation and to farmers in expectation of rising
farm revenue. However, at the end of 1817 and beginning of 1818, 
agriculture and land prices began to fall and loan defaults mounted. 
The Kentucky experience reflected poor timing for the new banks; they
entered when lending was profitable but were soon faced with drastically
changed conditions and many new banks failed. Despite th is unique
experience in Kentucky, these early banking years, when measured by
failures, were truly stable (see Table 3.9).
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Specie suspensions, a temporary moratorium on the conversion of
banknotes to specie, took place four times in the antebellum period.
The first suspension occurred in 1814 when the British occupied
Washington and it took several years for note convertibility to return
to the entire nation. The other suspensions coincided with the later
four bank crises discussed below.

1792 crisis

The first identified banking crisis in our history occurred in 1792,
11 years after the birth of commercial banking. Two factors con-
tributed to this episode of financial fragility. First, speculator William
Duer attempted to corner the U.S. debt securities market and the stock
of the First Bank of the U.S. and the Bank of New York.39 His attempt
failed. Second, the policy of the First Bank of the United States also
played a causal role. Specifically, the First Bank over injected notes 
and loans in January of 1792 only to severely restrict loans in February
and March which caused borrowers to sell securities to pay off loans and
caused the securities market crisis. Empirical evidence and more details
on this crisis are found later in this chapter.

1837 crisis and the Suffolk System

Perhaps the most devastating crisis of antebellum banking occurred in
1837. Financial historians have not reached agreement on the cause of
the crisis of 1837 though several explanations have been advanced.
Some argue that the refusal of President Jackson to renew the charter of
the Second Bank of the United States caused the financial instability.40

Specifically, the government’s loss of its regulatory control over the
state banks, it was argued, led to an inflationary boom followed by
crisis and citizens feared chaos would befall commercial banking. How-
ever, there is little empirical evidence to support this position.41 Other
historians point to tight monetary policy in England and falling cotton
prices as the cause of the crisis.42 Between December 1836 and May
1837, cotton prices fell 24.8 percent causing some to fear falling farm
incomes would lead to loan and mortgage defaults thereby jeopard-
izing bank solvency.43 Finally, some point out that the 1836 passage of
the Specie Circular, which required specie as payment for all federal
land, depleted the banks of specie and led to runs.44

The crisis manifested itself through bank suspensions and failures. By
the end of May 1837, almost all banks in the United States had sus-
pended payments on their banknotes. This suspension endured through
the late fall of 1838 when the last of the banks, the southern banks,
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resumed payment. The failure data in Table 3.9 illustrates the severity of
the crisis: for the five years following the crisis, the annual number of
bank failures account for just over 36 percent of all antebellum state
bank failures. The impact of the crisis spread outside the financial sector
as it was followed by a five year recession in the economy. 

Using balance sheet data from the Suffolk Bank, other large banks in
the New England region, and large banks outside the region, scholars
show that the Suffolk Bank operated much like a central bank during
the crisis of 1837.45 More specifically, the Suffolk Bank not only made
loans to member banks during the crisis, it also was able to maintain
its clearing function despite the nationwide suspension. Since specie
was scarce, the only way a bank could increase its specie to note ratio
was to reduce outstanding notes by calling in loans or not renewing
them. Only through the Suffolk System was the bank sure that its own
notes would make their way back to the bank.46 Consequently, New
England banks held fewer notes of other banks and reduced lending
less than other regions of the country. Finally, a second specie sus-
pension followed in 1839, and while not as widespread as the 1837
suspension, outside of Rhode Island, none of the New England states
suspended note redemption. Their ability to avoid this second suspen-
sion is also empirically linked to the operations of the Suffolk Banking
System.

Even in noncrisis times, the Suffolk System provided stability to
banking in the Northeast. While the Suffolk System was fully opera-
tional, banks in the New England region had a much lower failure rate
than banks in the East but outside of the system.47 Because the Suffolk
bank possessed the most information on the note issuing behavior of
member banks, when it knew a bank issued excessively it would then
redeem the notes for specie to discipline the bank. The Suffolk bank also
was able to quickly return banknotes to the issuing bank which reduced
the risk inherent in note exchange.48 Further, the system increased the
acceptability of rural bank banknotes outside of their immediate market
because the public knew the notes were acceptable at par by the Suffolk
Bank. Finally, some scholars argue that the system protected the public
against unsound banks through its discipline.49 The Suffolk Banking
System brought about stability without the coercion of government.
Rather, a voluntary cooperative agreement between bankers created a
successful payments system. 

Some argue that the demise of the Suffolk Banking System came at
the hands of the rural banks that came to resent the powers of the
system.50 Specifically, they resented the constraints placed on their
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note issue and suspected the system enjoyed monopoly profit and power.
Interestingly, contemporary evidence suggests that the New England
banks issued more notes than banks in other regions, however evid-
ence on profitability remains mixed.51 Finally, the demise of the Suf-
folk System ultimately became inevitable with the passage of the 1865
Revenue Act which essentially put an end to state banknotes.

1857 crisis

Another bank crisis occurred during the antebellum era; this one in the
final quarter of 1857. Financial historians have blamed the crisis on
several developments though contemporary scholars seem to find evid-
ence that the crisis began with falling land prices in the West (Kansas)
which spread to banks in the East ultimately causing specie suspension
in many states.52 A real estate boom hit Kansas and with it came a huge
influx of citizens and grand expectations for expanded infrastructure;
primarily railways. Speculative brokers purchased railroad stock, usually
with borrowed funds, in anticipation of large profits. Unfortunately,
during the late summer months, land prices plummeted, security prices
fell, and many speculators could not repay their loans. Many bankers
refused to roll over the debt of the broker who, in turn, responded by
selling their bond holdings at reduced prices. Through this process,
eastern bankers became vulnerable because many of their loans were
backed by these depressed bonds. In many states, runs ensued and
banks were forced to suspend specie. 

The extent to which the crisis manifested itself was a function of
whether or not the states had a cooperative system in place to aid
banks. States with cooperative systems such as Clearinghouses and
branches fared better than unit states and states without coordination
between banks.53 For example, New York, a Clearinghouse state, did not
witness any state bank failures during this crisis. Ohio had a network of
cooperating insured banks and performed equally well. Banks in the
South also fared well though their coordinating system was their branch
network and not a formal group of banks. Branching in the South pro-
duced fewer banks able to coordinate amongst themselves easier and
more cost effectively than in other regions. In Virginia, banks with
branches saw their deposits rise during the crisis while nonbranching
banks in the state saw a decline in deposits due to runs.54 In Georgia, 
all of their bank failures were at unit banks. The banks that failed 
in Tennessee were either free banks or unit banks. This evidence sug-
gests that banks that were members of some private coordination and
cooperation with other banks fared better than those on their own.
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1860 crisis

1860 began with great optimism and robust economic growth and
trade. However, by the last quarter, the mood had soured and fear and
pessimism replaced optimism. Ultimately, this reversal of expectations
led to the fourth banking crisis prior to the Civil War. Initial sanguin-
ity arose from an excellent farm harvest coupled with a poor European
harvest. Banks extended loans on the expectation that trade and agri-
culture growth would continue. This persisted until the end of August
when expectations about the outcome of the presidential election in
November changed the mood of the nation, particularly of those
farmers and entrepreneurs in the South. 

By August most voters felt a presidential victory by Lincoln was a
foregone conclusion. This greatly agitated many in the South as they
were certain a Lincoln victory would mean a slavery war on the hori-
zon. One scholar summarizes the cause of the 1860 crisis as follows:

The fear and, at last, the certainty, of a bloody war caused the financial
storm to break and spread ruin on every hand. Paper, which in normal
times undoubtedly would have been liquidated by the future goods on
which it was based, became worthless. Panic ensued.55

Banks across the nation severely cut back on loans, depositors demanded
specie, banks from the South would not accept notes from northern
banks, and all banks began demanding specie for notes. Interestingly,
banks in the West (Illinois, Wisconsin) had, during the prosperous
beginning of the year, issued loans to move the crops and also increased
their note circulation. These notes were backed by state debt of many
southern states including Virginia, Tennessee, and North Carolina. This
state debt lost tremendous value the last quarter of the year when it
became accepted that a war was inevitable. This, of course, made the
banks of the West more vulnerable to crisis than other regions though
no region was immune.

Indeed, specie suspensions occurred throughout the nation except in
New York which found relief in the actions of the New York Clearing-
house Association.56 During this crisis, the association allowed member
banks to deposit acceptable securities with a committee of five mem-
bers and, in return, receive clearinghouse certificates in denominations
of five and ten thousand dollars. The member banks could then use the
certificates to settle balances with one another. This meant that specie
were free for the bank to use with the public and depositors. Hence, a
suspension of specie never transpired in New York. During the crisis
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period, ten million in certificates were issued. Another aspect of the
Clearinghouse policy was to equalize reserves across member banks.
Member banks were required to submit a daily report of loans, deposits,
specie, and loan certificates to the association. These reports allowed
the association to determine which banks had extra specie reserves and
to redistribute these among member banks with specie deficiencies.
This policy also kept specie suspension at bay in New York. Thus, the
coordinated efforts of the New York Clearinghouse allowed the banks
in this region to successfully avoid an interruption in conversion and
to minimize the impact of the 1860 crisis.

Private banking

Much less is known about the private banker than the state banker,
particularly towards the end of the eighteenth century and the first 
few decades of the nineteenth century. Though financial scholars long
believed the private banker to be a small and insignificant player in
antebellum America, contemporary scholars have proven otherwise
(see Table 3.10).57 Today scholars largely agree on the importance and
value of the private banker in the development of the antebellum
economy and of their place within the financial sector.58

Private banks, also known as unincorporated banks, were comprised
of individuals or groups of individuals using their own money as capital
to conduct banking business. Private bankers were often family insti-
tutions with the Alexander Brown family, the Stephen Girard family,
and the Jay Cooke family as prominent and often cited examples. Alex
Brown & Sons was established in Baltimore in the early nineteenth
century and ultimately established branches in the east as well as in
London and Liverpool. Girard, a wealthy French immigrant, purchased
the building in Philadelphia that housed the First Bank of the United
States and began operation as a private bank in 1812. Jay Cooke & Co.,
established in Philadelphia in 1860, was instrumental in selling gov-
ernment loans to help finance the Civil War and later this private bank
became heavily involved in financing the Northern Pacific Railroad.
Though these three examples represent the most famous private bankers
of antebellum banking, they had plenty of company because, as is shown
next, private banking actually had at one point a larger presence than
state chartered banking.

In keeping with the belief that the private banker played a rather
insignificant role in antebellum financial markets, early research paints a
different picture of the number and contribution of these bankers than
does more recent work. For example, in his 1965 work, Fenstermaker
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argues that the private banker was important prior to 1820 but that they
essentially disappeared after that. More contemporary research, however,
indicates otherwise and so does a comment made by Jay Cooke who
observed the 1840s and 1850s as “a grand time for brokerage and private
banking.”59 The number of private banks outnumbered state commercial
banks between 1830 and 1844.60 By 1860, the total number of private
banks exceeded 1,000 or about 40 percent of the banks in America.61

These numbers are larger than those contained in Table 3.10 which indi-
cates the number of private banks, by state, for 1859 and 1860 from an
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Table 3.10 Number of Private Banks by State: 1859 and 1860

State 1859 1860

Alabama 14 19
Arkansas 1 2
Connecticut 1 1
Delaware 2 2
Florida 7 9
Georgia 13 10
Illinois 124 136
Indiana 46 36
Iowa 100 76
Kentucky 33 31
Louisiana 14 10
Maine 3 3
Maryland 18 11
Massachusetts 18 15
Michigan 58 50
Minnesota 33 25
Mississippi 15 12
Missouri 31 32
New Hampshire NA NA
New Jersey NA NA
New York 35 33
North Carolina 6 5
Ohio 143 148
Pennsylvania 86 82
Rhode Island 7 4
South Carolina 2 3
Tennessee 18 9
Vermont NA NA
Virginia 20 18
Wisconsin 27 17

TOTAL 875 799

Source: Rockoff (1974:  162).
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alternative source. Regardless of the inconsistencies, the essential point
remains; the private banker established a substantial presence in ante-
bellum America. The catalyst for the growth in private banking occurred
with the crisis of 1837 which destroyed many state chartered banks,
thereby opening the door for private bank entry.62 The rise in the num-
ber also corresponds to the repeal of some restraining acts and the
advent of free banking.63 Free banking laws certainly represented a more
open attitude towards banking generally and the private banker took
advantage of this opportunity.

Many private bankers performed similar functions as their state char-
tered counterparts. They accepted deposits, extended credit, discounted
bills of trade, and exchanged securities. However, most private bankers
were not able to issue notes as did the state banks. As explained below,
regulation often prohibited note issuance by unincorporated banks.
Thus, absent issuing notes, the private banks largely functioned much
like commercial banks. However, there is evidence to suggest that the
private banker may have catered to a segment of borrowers neglected
by commercial banks. Bodenhorn (1997) provides a detailed and data
rich account of a small private banker from Virginia; Thomas Branch &
Sons. He finds that Branch & Sons tended to lend to younger entrepre-
neurs who were just embarking on their commercial careers and gener-
ally these borrowers had fewer accumulated assets than commercial
bank borrowers. Thus, if the Branch & Sons operation is characteristic
of antebellum private banking in general, it is clear that private bankers
were crucial in the intermediation process, particularly for younger
entrepreneurs. 

Early private bankers relied on note issuance as a source of funds 
but also on deposits. As state governments began regulating against 
the private banker, he had to rely increasingly on deposits in order to
survive. Some argue that the private banker as well as the state char-
tered banker relied on deposits much earlier than they are given credit
for.64 Balance sheet data for state chartered banks indicates that banks
held much more in deposits than in specie so that many of the deposits
had to be created. As Table 3.1 illustrates, deposits exceeded banknotes
as early as 1840. 

Most of the state regulation of private banking came in the form of
restraining acts which, at one extreme, prohibited private banking and,
at the other, forbid the institutions from issuing notes.65 By 1820, 19 of
the 24 Union states passed restraining acts. It appears as though the
impetus behind these acts was, in part, state bankers lobbying to keep
competition at bay. The state banker was able to take advantage of the
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nation’s distrust of bankers in order to have regulatory barriers erected
that either kept the private banker out of the state or limited the ability
of the banker by prohibiting note issuance. 

The regulatory attempts to thwart the private banker were not met
passively. Rather, the enterprising banker simply found ways around
the restraints. For example, some private bankers continued to issue
notes, they simply called the notes something else. Between the late
1830s and early 1850s, George Smith of Chicago issued “engraved issues
of deposit” and “checks” rather than notes. Similarly, the E. W. Clark
banks issued “drafts”. In both instances, these instruments were printed
on banknote paper, issued in small denominations, and were redeem-
able for specie on demand. Since these instruments functioned as
notes, they were de facto notes and evidence suggests that these pri-
vate bankers were quite successful in this enterprise. Smith’s notes 
outstanding peaked at approximately $1.5 million in 1852 and, at the
same time, the Clark’s issuance reached approximately $2 million.66

Experiments in federal banking: 1791 and 1816

The First Bank of the United States received a 20-year charter in 1791
but the charter did not come without controversy. There were essentially
two camps in the debate with the Secretary of the Treasury Alexander
Hamilton advocating the creation of a federal bank and the Jeffer-
sonian party opposing it. Hamilton argued that the bank would be
useful to the government and to the banking industry as it would regu-
late coinage, collect and facilitate the payment of taxes, borrow money
and distribute funds. The Jeffersonian’s responded that a national bank
with the backing of the federal government would be more dangerous
to the needs of the small borrower, that it would charge usurious rates
and, most importantly, it was unconstitutional. Despite the criticism
and the concerns of constitutionality, Congress voted in favor of the
national bank by a margin just shy of two to one. 

The First Bank, and the Second Bank that followed, operated as both 
a public and a private institution. Headquartered in Philadelphia, 
the bank had eight branches extending its influence from Boston to
New Orleans. The Bank’s initial capital subscription totaled $10 million
which represented an enormous sum in the 1790s. Indeed, the five state
banks existing at the time of the charter only had $3 million in com-
bined capital.67 In its capacity as a public institution it attempted to
maintain the safety of banking by keeping banks from overissuing bank-
notes. Being the largest bank and the fiscal agent of the federal govern-
ment, it was in a position to accept state banknotes on a regular basis.
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The Bank would accumulate the banknotes and then redeem them for
specie to discipline the state banks. In its capacity as a private insti-
tution, the First Bank operated similarly to state chartered banks. It
accepted deposits, issued banknotes, made loans and other investments.

Given the size of the bank, it is hard to overestimate the influence it
had on the banking sector in general. However, not all of its functions
were deemed a success. On the contrary, the First Bank actually played
a causal role in the crisis of 1792. This crisis manifested itself as a dra-
matic drop, over 20 percent, in security prices between February and
May of 1792. Most historical accounts of this crisis blamed speculator
William Duer who attempted to corner the market for U.S. debt secur-
ities and the stock of large banking interests, including the First Bank.
His plan failed because as stock prices started falling Duer was unable to
fulfill contracts to purchase additional securities. While Duer’s failed
financial scheme may have contributed to the 1792 crisis, new evidence
suggests that the bulk of the blame belongs to the First Bank itself.68

Careful analysis of the Bank’s balance sheets indicate that during its
first two months of operation, December 1791 and January 1792, the
Bank issued notes in excess of $886,000 and made loans of $2,675,441.69

As it turns out, many of these were very short-term loans (30 days) often
made to market speculators, including Duer.70 This path of rapid money
expansion was abruptly abandoned in early February as Bank officials
worried about the quality of their notes and the extent of market specu-
lation. In February and early March close to $625,000 in loans were called
in or not renewed. Evidence suggests that to pay for these loans most 
borrowers were forced into selling their securities. This liquidation, in
turn, led to falling stock prices and the crisis of 1792. Thus, the First
Bank’s erratic policy of injecting liquidity followed by an abrupt reversal
of policy led to the stock market sell-off and ensuing crisis.

While the First Bank was in operation, those critical of the Bank’s
constitutionality fought hard to block the renewal of its charter. The
debate in the House of Representatives reveals that the anti-bank camp
protested the renewal, much like the creation of the Bank, on several
grounds. First, and most importantly, protesters fiercely objected that
the Bank was unconstitutional. The U.S. government was not granted
any authority to incorporate by the constitution and so the Jeffer-
sonians fought loudly against the Bank. Second, protesters argued the
Bank would favor the rich at the expense of the poor which really was
an extension of the anti-bank antagonism prevalent in antebellum
America. The third characterization of the debate was a question of
state’s rights and state sovereignty. Indeed, late in the debate, many
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state legislatures adopted resolutions against the renewal because it was
feared the Bank would compromise state sovereignty. Perhaps the most
passionate and characteristic summary of the anti-bank position is
found in the words of Representative Desha of Kentucky who asked:

Whether we will foster a viper in the bosom of our country that will
spread its deadly venom over the land, and finally affect the vitals 
of your republic institutions; or whether we will, as it is our duty,
apply the proper antidote by a refusal to renew the charter, thereby
checking the cankering poison, the importation and dissemination
of foreign influence, that has already brought our government to
the brink of ruins.71

Ultimately, the anti-bank constituency was successful in their cam-
paign and the Bank closed its doors in 1811 after its charter renewal
application was denied.

As was mentioned earlier, the state banks financed most of the War
of 1812. After the war, there was concern over the quantity and quality
of banknotes in circulation. Prominent politicians believed that the
only way to reduce the number of outstanding banknotes was by creat-
ing a central bank. As discussion of a federal bank started to spread, 
its opponents once again protested on the grounds that such a bank
was unconstitutional. Nonetheless, in April of 1816 a 20-year charter
was granted to the Second Bank of the United States which had initial
capital of $35 million.72 Opponents continued to press the constitution
issue and in 1819 it went before the Supreme Court. In a landmark
ruling that forever changed the nature of banking and also of consti-
tutional law, Chief Justice Marshall ruled that the bank was consti-
tutional under the “necessary and proper” clause. This clause essentially
provided Congress with the ability take a wider interpretation of the con-
stitution; rather than be limited by what the constitution specifically
allowed. Congress had the authority to extend its powers in ways not 
prohibited by the constitution. According to the ruling of Chief Justice
Marshall, since the constitution did not prohibit the creation of a federal
bank, the formation of such a bank was ruled constitutionally acceptable.

Functionally, the Second Bank was very similar to the First Bank as 
it served as the fiscal agent to the federal government. However, the
Second Bank took more seriously its central bank like opportunity to
control the money supply by redeeming state banknotes for specie.
Nearly all existing literature on the First and Second Banks of the United
States credit them with successfully restraining state banks from over
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issuing notes. By collecting, and then redeeming state banknotes for
specie, it is argued that both Banks effectively kept note issue in
check.73 If this is true, then certainly the number or growth in bank-
notes would be expected to decline under the watch of both Banks.
Financial historian empirically tested whether either bank caused a
reduction in the money supply or its rate of growth in New England
and find that neither bank had an impact in restraining the state banks.74

Admittedly, the empirical study is limited to the New England states 
so the Banks may have been more effective outside this region. None-
theless, these findings do give pause to the subjective assertion that the
Banks successfully controlled the money supply during their tenure.

Free banking: 1837–1863

In 1836 the charter of the Second Bank was allowed to lapse without
renewal. Opposition to the Second Bank was rooted in the belief that
government could not, and should not, be in the business of bank-
ing generally and, more importantly, monopoly banking specifically.
Opponents were also concerned that the existing method of obtaining
a charter, through state legislative acts, also created monopolies to
those with charters and created incentives for the legislature not 
to grant further charters thereby perpetuating monopoly banking. The
lapse of the Second Bank charter left a large hole in the business 
of banking as the Second Bank had opened 25 branches throughout
the country by the time of its closing. 

With the federal government out of the business of banking and
with the process of obtaining a state charter time consuming, mono-
polistic, and political, states began reexamining their chartering systems.
The states wanted a banking system that was stable and that would allow
for the quick expansion of banking. To achieve this, many states began
considering free banking laws.75 At the onset of the Civil War, more than
half of the states had adopted free banking laws (see Table 3.11). While
the crux of these laws was to provide less restrictive entry into the busi-
ness of banking, entry was still not free as states imposed minimum
capital requirements. Nonetheless, entry was easier in states with free
banking laws than obtaining a charter through state legislative acts. 

While precise laws varied from state to state, typical free banking
requirements shared several characteristics. First, anyone meeting the
capital requirements could set up a bank. Second, there was a bond col-
lateral requirement applied to the issue of banknotes. That is, all free
banknotes must be secured with the purchase of state or federal debt
or, in some states, private debt such as railroad bonds or mortgages.
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Table 3.11 Free Banking Laws by State: 1860

State Banking Law Year Passed

Alabama Free banking 1849
Arkansas No free banking NA
California No free banking NA
Connecticut Free banking 1852
Delaware No free banking NA
Florida Free banking 1853
Georgia Free banking 1838
Illinois Free banking 1851
Indiana Free banking 1852
Iowa Free banking 1858
Kentucky No free banking; 1850

bond collateral note issue
Louisiana Free banking 1853
Maine No free banking NA
Maryland No free banking NA
Massachusetts Free banking 1851
Michigan Free banking 1837*
Minnesota Free banking 1858
Mississippi No free banking NA
Missouri No free banking; 1858

bond collateral note issue
New Hampshire No free banking NA
New Jersey Free banking 1850
New York Free banking 1838
North Carolina No free banking NA
Ohio Free banking 1851**
Oregon No free banking NA
Pennsylvania Free banking 1860
Rhode Island No free banking NA
South Carolina No free banking NA
Tennessee Free banking 1852
Texas No free banking NA
Vermont Free banking 1851
Virginia No free banking; 1851

bond collateral note issue
Wisconsin Free banking 1852

Source: Rockoff (1975: 3).

Notes: *This law was revoked in 1840 in Michigan but another passed in 1875. **Six years
earlier Ohio also passed a law allowing “Independent Banks” with bond collateral note issue.
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The purpose of the bond collateral requirement was that the bonds
were to be sold off if the free bank failed and the proceeds of the sale
went to meet the claims of noteholders.76 Further, banks would receive
the interest on the bonds so long as they redeemed notes for specie 
on demand. Third, free banknotes were redeemable on demand and
noteholders had the first claim in the event that the bank failed. Like 
state banks, free banks were fractional-reserve institutions because they
held specie that were only a fraction of their total outstanding notes.
Fourth, bank shareholders were subject to limited liability. Fifth, in
many states there were restrictions against investments in real property
and restrictions against branch banking. Sixth, most states placed a
maximum on the ratio of notes issued to bank capital. Finally, many
free banks were subject to usury laws.

Though free banks did not emerge in the United States until after 
the first two experiments with federal government banking, they did
operate along side state chartered banks and private banks between
1837 and 1863. From a regulatory perspective, free banks and state
banks shared constraints such as usury laws, branching restrictions,
and capital requirements. However, the regulation of free banks and
state chartered banks differed on two fronts. On the one hand, free
banks had easier access to the banking markets because they did not
require legislative charters. On the other hand, free banks were con-
strained by the bond collateral requirement when issuing notes; a con-
straint that state chartered banks were not subjected to. As is shown
below, this regulatory contrast made all the difference in terms of the
survival of free banking in the United States. 

The free banking laws did achieve the objective of encouraging
growth in banking.77 For example, the number of banks more than
doubled during the first three years of free banking in New York.78

During the first year of free banking, 40 new banks were established in
Michigan, 30 new banks in Indiana, 18 new banks in Wisconsin, and 16
new banks in Minnesota. Despite this growth, free banking may not
have produced the stability that states were looking for when they
enacted the free banking laws during the middle nineteenth century.
Table 3.12 shows the number of free bank closings and failures in four
selected states. A closure is defined as a bank that has shut its doors to
business and a failure is a bank that closed and redeemed its notes at less
than par.79 Thus a failure means that the noteholders suffered a loss
while a closure does not. The data in Table 3.12 seems to validate the
notion that free banking was a period of great instability as 48 percent
of all free banks closed. However, notice that only 15 percent of free
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banks failed. Thus, the failure rate was not terribly high during the free
banking era.

Is the distinction between a closure and a failure purely academic or
are there important implications for the distinction? Free banking laws
allowed for less restrictive entry into the banking industry but this
freedom certainly did not guarantee success and profits to all who
entered. A closure rate of 48 percent may be interpreted to mean that
there was more entry than the market could sustain so that, after a
period of time, some banks closed their doors because it was not
profitable to remain in business. This happens across industries and
was a part of the learning process in a market economy both in the
nineteenth century, as well as the twenty-first century. Failures, how-
ever, are a different bird altogether. As defined above, a failure created
losses for the public, so failures, unlike closures, necessarily were un-
desirable. The important implication of the distinction then between
closures and failures is that a much less severe picture of instability
during the antebellum banking era emerges. Perhaps the free banking
era in America’s history was more successful than previous scholars
gave it credit for. 

How did free banking come to an end? Though a plethora of scholarly
work has analyzed the stability of the free banking era, little is said about
how or why free banking concluded. According to several scholars, free
banking ended in 1865 after the passage of the Revenue Act placed a ten
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Table 3.12 Free Bank Closings and Failures in Selected States

State Free Bank Closures Free Bank Failures
(% total free banks) (% free banks with

redemption information)

New York 160 34
(36) (8)

Wisconsin 79 37
(56) (26)

Indiana 89 24
(86) (31)

Minnesota 11 9
(69) (56)

Total 339 104
(48) (15)

Source: Rolnick and Weber (1983: 183).
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percent tax on all banknotes.80 Existing literature and data sources
make no mention or indication that free banks survived the two
banking acts implemented during the Civil War. Indeed, with the
passage of the ten percent note tax, the free banking laws became moot
because they were originally designed to regulate note-issuing institu-
tions. Recall that these laws allowed individuals, subject to a bond col-
lateral requirement, to establish a note-issuing bank without special
legislative action. Thus, the tax essentially killed those banks chartered
under the free banking laws.81 State banks, however, did survive the
Civil War, the creation of national banks, and the ten percent tax on
their notes. Thus, banks chartered under free banking laws fared differ-
ently than state banks in the transition to a national banking regime.

Assessment of regulation and stability

A reflection on regulation during the antebellum banking period reveals
that there was only one small window in which banking, throughout
its entire history, was not subject to federal regulation. This window is
the 27 years after the demise of the Second Bank of the United States
and before the 1864 National Bank Act. In this period, regulation was
left entirely to the states, many of whom responded by setting up free
banking laws and systems. During the remaining years, banks were 
regulated by both state and federal authorities.

Whether antebellum banking was an era of stability or instability
lacks consensus in existing literature. For example, some see this period
as one that was largely stable though certain regions of the country
were subject to more instability than others.82 Others make the case
that banks were more stable in the years prior to federal deposit insur-
ance.83 In contrast, some scholars characterize antebellum banking 
as chaotic and unstable.84 Finally, others argue that any instability in
antebellum banking was the product of excessive state regulation.85

The next section of this chapter attempts to establish a clearer picture
of banking during the antebellum period by considering all four types
of institutions during this period and the role that regulation played in
their stability. The findings are summarized in Table 3.3.

Assessment of state chartered banking

To assess the relationship between bank regulation and bank stability,
previous discussions of regulation and performance must be tied together.
Theoretically, it has been argued that the process of issuing charters
through special legislative acts has two important consequences.86 First, it
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creates incentives for legislatures to withhold charters thereby creating a
monopoly privilege that allows them to extract higher rents. It also dis-
courages the creation of a branch system since the branch units are not
“valuable” to the legislatures. Second, the antebellum chartering process
creates a powerful group of unit bankers with great incentive to limit
new entry and hence limit competition by maintaining a unit rather
than a branch system. 

Does the evidence from the antebellum era support this hypothesis?
Data in Weber (2006) indicate the number of banks in each state which,
in turn, indicates the extent to which legislatures were willing to extend
or withhold charters. In both the New England and Middle Atlantic
regions there were many small banks in part because of the tax placed 
on bank capital. While the large number of banks created small bank
monopolies in the towns throughout this region, it does not appear as
though the chartering process limited entry in a significant way. At the
same time, however, neither of these regions embraced branch banking
during this period. This supports the theoretical claim that chartering
through legislative acts created a group of unit banks with great incentive
to maintain the status quo and limit competition through branch-
ing. Both the Southeast and Southwest regions had far fewer chartered
banks. However, it is not clear if this was the result of limited entry or if 
there were fewer individuals with the requisite capital to establish a 
bank. Historical evidence indicates that the latter was more of a factor in
these regions. Unlike the northern part of the country, the South, parti-
cularly the southeast region established and maintained a rather exten-
sive branching system until the Civil War (see Table 3.5). Finally, in the
western region, there were even fewer charters than the two southern
regions but little in the way of branching. Thus the evidence does not
clearly support or refute the theoretical hypothesis of the impact of 
legislative chartering. 

In terms of the regulatory restrictions on branching, scholars often
argue that such restrictions harm banks by limiting their ability to
diversify. A unit bank is forced to extend loans and make investments
in its immediate community which is frequently not too diverse. This
means that an adverse development to the community could wipe out
most of the bank’s loans since its loan portfolio is the homogenous
reflection of the community. This same argument was leveled against
branching restrictions until their repeal in 1994 but the homogeneity
of community life was certainly no truer than in antebellum America.
Branching restrictions also make a bank vulnerable on the liability side
of its balance sheet. Like the assets, the liabilities of a unit bank cannot
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be too diversified which, in turn, magnifies the possibility of runs and
gives banks a more narrow base from which to draw deposits. 

Interestingly, the antebellum era was actually one in which most
states allowed for branching (see Table 3.4). However, as illustrated in
Table 3.5 many of the New England and Middle Atlantic regions did
not actually participate in branching, though it may have been legally
recognized. The Southeast and, to a lesser extent, Southwest, regions
embraced branching and the evidence from those branching experi-
ences is clear: there were fewer failures and specie suspensions in those
states with established branch systems. Consider that only four banks
failed in Virginia during the antebellum era and Virginia had one of
the most extensive branching systems in the country. Similarly, there
were no bank failures after the crisis of 1837 in South Carolina, ano-
ther extensive branch banking state.87 Comparing the data in Table 3.5
with that in Table 3.9 the heavy branching states of the Southeast also
had few failures and no or less trouble with specie suspensions even
during crises. North Carolina embraced branching and only one state
chartered bank failed during this era. Similarly, Tennessee was an active
branching state and outside of the 1857 crisis, witnessed only three
state bank failures. The data also indicate that states such as Kentucky
and Ohio established branch systems but also experienced failures in
the antebellum years. This apparent contradiction may be explained by
the fact that in Ohio a branch system was not established until 1845
and after that time not a single bank failed.88 Kentucky established a
branch system earlier than Ohio but it was not until 1841 that a full
network of branches was established and functioned “with great suc-
cess for the twenty years before the Civil War.”89 At the same time, pre-
dominately unit bank states, such as New York and Maine, experienced
many more failures. 

As discussed earlier, there were a number of reasons that the northern
states chose to establish a unit rather than branch system. It seems prob-
able that the northern states’ reluctance to embrace branch banking is
precisely why that part of the country was the most in need for Clearing-
houses and the Suffolk System. Indeed, many scholars have argued that
the branch system in the southern half of the country functioned to
perform the same note redemption and lender of last resort functions 
as the Suffolk System and Clearinghouses of the North. Existing evidence
on antebellum branching and performance strongly suggests that those
states that utilized a network of branches were highly successful and
stable in terms of limiting the number of failures and incidence of specie
suspension. Indeed, the instability of the unit system required private and
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coordinated initiatives such as the Clearinghouses to bring about the
stability garnered through branching.

Banks were also regulated in terms of their note production and 
on the interest rate they could charge borrowers. As discussed earlier,
the limits placed on small denomination note production was meant
to encourage the use of specie. There is no evidence that such res-
trictions improved the stability of banking or that it engendered any
instability. Usury laws, found in Table 3.6, were established to limit
competition between bankers and these rate ceilings tended to be
rather stable throughout the antebellum period. However, given the
nature of the enforcement and flexibility afforded to the banker, this
type of regulation was largely not binding during the antebellum era.
Consequently, the illusory nature of the usury laws limits their utility
in understanding how these laws impacted stability. 

The rationale for requiring reserves during this period was essentially
to keep banks from over issuing notes thereby creating inflationary con-
ditions. Reserve requirements were not put into place until 1837 when
Virginia imposed a 25 percent requirement on all banknotes issued.
Interestingly, there is no evidence that over issuing or inflation were a
problem prior to the Virginia development. Further, as Table 3.7 indi-
cates, most of the states that mandated reserve requirements did so on
notes only. This is clear evidence that the state regulators did not under-
stand the growing reliance the banks were developing on deposits as a
source of funds and, at the same time, calls into question the effective-
ness of the reserve requirement itself. Ultimately, there is no clear evid-
ence that this form of regulation promoted stability in antebellum
banking. 

Bank regulation also took the form of taxation on either bank divi-
dends or the more prevalent tax on bank capital. An important conse-
quence of the capital tax was to encourage the proliferation of smaller
banks with lower capital levels. At the same time, it discouraged the
creation of a branch system since these structures would require more
capital and hence greater capital taxation. Because the capital tax
worked to encourage small banks over large or branch systems, it may
be argued that the tax was destabilizing to the extent that unit systems
are more unstable than branch systems. 

Regulated social overhead lending also had a destabilizing impact on
antebellum banking. State governments used their monopoly chartering
position to force banks into lending situations that often were high risk
and which also drained bank profitability. Banks, today and since their
birth in antebellum America, are profit maximizing institutions. They
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extend loans which have a high probability of generating revenue 
to the bank. If regulation is required to mandate certain lending, it is
highly unlikely that the banks would make the loans without the regu-
lation. The destabilizing impact of required lending in the antebellum
era is summarized as:

Banks were forced to make large quantities of illiquid loans to states
which at times refused to honor their debts, to farmers who often
had difficulty in repaying loans in good times, and to invest in
transportation networks which were located in basically undevel-
oped areas. If we add to these risky assets the liabilities of bonuses
and taxes, the most surprising element of this period is not that so
many banks failed but that so many survived the financial stresses
or were able to liquidate in an orderly fashion.90

Finally, antebellum banking saw our nation’s first experiment with
deposit insurance. Today, scholars continue to discuss the costs and
benefits of deposit insurance and while today’s discussion focuses on
federal deposit insurance, the same arguments may be extended to
state level systems of insurance. On the one hand, deposit insurance
may stabilize a banking system by keeping crises and runs to a min-
imum. Further, it may contribute an element of confidence in banking
to depositors. However, it is well known that deposit insurance also
encourages risk taking on the part of the banker and it keeps depositors
from monitoring bank activity. The cost of deposit insurance, in addi-
tion to bank and depositor moral hazard, is the poor agency behavior
by regulators in granting excessive forbearance: with deposit insurance
there is no run or disintermediation so there is no incentive for the
regulators to act. Given these benefits and costs, it is difficult to know
which impact is greater. In antebellum America, the evidence suggests
that deposit insurance was destabilizing in some cases (for example,
New York) but stabilizing in others (for example, Indiana).

Assessment of private banking

Contemporary scholars no longer debate the value and economic
importance of the private banker in antebellum America. The evidence
is clear that these institutions were instrumental in the growth of the
economy and in supporting young entrepreneurs in the growth pro-
cess. It is equally clear that these institutions operated under arguably
the most oppressive regulation of all bank types in the nineteenth
century. Recall that most states passed restraining acts which, in some
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cases, prohibited note issuance and, in more extreme cases, prohibited
private banking all together. From this competitive disadvantage, it is
somewhat surprising to learn that these banks were successful and
many managed to survive the antebellum period. In those states in
which private banking was allowed but note issuance prohibited, the
private banker largely relied on deposits as a source of funds. Perhaps
because of this restriction, they realized earlier than their state bank
counterparts the value of the deposit over the note. At the same time,
however, the private banker was necessarily hurt by the inability to
issue notes because this was an important source of profit for early
American banks. Indeed, the state prohibition on private banking
clearly hurt their ability to compete with the state chartered, and even
free, banks. Given these regulatory constraints, it is not surprising that
the zenith of the private banker took place in antebellum America.
Regulatory constraints simply did not allow them to grow and evolve
with the state banker after the war.

Assessment of federal banking

Almost all accounts of the two experiments with federal banking
during antebellum America tend to credit these institutions with
restricting the state banks from over issuing their notes. In this func-
tion, the two Banks acted as central banks in controlling the money
supply. However, there is little, if any, empirical evidence to support
the claim that the Banks were successful in this function and the one
empirical study which tested this claim actually found that neither
Bank had an impact on note restraint in the New England states.91

Though it is inappropriate to extend the findings outside of New
England, the results do suggest that one must be careful to accept,
without evidence, the claim that the two federal banks of antebellum
America played an important role in restraining note issues. Even to
the extent that the Banks were able to restrain note issues, this may
have interfered with the market process of bank expansion. If the First
and Second Banks were able to redeem large amounts of banknotes for
specie, this action diminished state banks’ ability to expand.92 To
extend the analysis further, an inability to expand means that loan
demand may have gone unmet because of the constraints imposed by
the two Banks.

State and private bank growth may also have been hindered by the
interstate branching advantage permitted to both the First and Second
Banks of the United States. That is, while state and private banks were
prohibited from interstate branching, both federal banks established
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networks of branches across the states thereby affording them all the
advantages of branching; including perhaps most importantly, port-
folio diversification. At the same time, the sheer size of both federal
banks far exceeded their private sector counter parts, thus providing
them another advantage. 

As established above, it is also clear that these two institutions con-
tributed to financial market instability. The quick expansion followed
by a quick contraction of money from the First Bank led to the stock
market crisis of 1792. Deflationary policies of the Second Bank led to
the failure of hundreds of commercial banks during its early years of
operation. Following the War of 1812, the nation was flooded with
state banknotes issued to help finance the war effort. After the war, the
federal government felt that only through the creation of a central
bank could this inflation and heterogeneous money supply be brought
under control. Hence, the creation of the Second Bank. The Bank’s
policy in 1819 was to sharply curtail lending and to redeem the state
banknotes for specie. A famous financial writer at the time, William
Gouge, commented that through the deflationary policy, “the Bank
was saved and the people ruined.”93

Assessment of free banking

The discussion of free banking above indicates that this period in our
banking history achieved great growth in the number of banking insti-
tutions but that it was also a period of instability in the form of failures
and closures. What explains this instability? Was it excessive fraudu-
lent banking as told by many financial historians? Was it too much
freedom and not enough regulation over free banks? Or did regulation
compromise the banks’ ability to operate profitably? As with the his-
tory of commercial banking generally, there are two types of evidence
with which to analyze the free banking era. Historical analysis that 
is based on economic theory and observation, and statistical analysis
based on econometric modeling. Much of the existing literature on this
period in our history attempts to use statistical methods to determine the
cause of instability and failures. Most of this statistical evidence indicates
that the instability may be attributed to the bond collateral requirement
placed on free banks. In addition, there is some statistical evidence to
indicate that contagious bank runs were a part of the landscape of free
banking. These runs were typically caused by some shock exogenous to
the banking sector and noteholders were unable to determine whether or
not the shock would adversely impact their institution. However, the evid-
ence also indicates that these runs did not lead to the permanent closure
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of the free banks. Further, statistical evidence does not bear out the long
held belief that fraudulent, or wildcat, banking dominated the free
banking era. Thus, the statistical evidence indicates that regulation, in 
the form of bond collateral requirements, contributed to most free bank
failures.

The historical and theoretical evidence corroborates the statistical
evidence with a few additional observations. As expected, more econ-
omically and financially developed states witnessed greater stability
than frontier states. Further, states with more liberal branching laws
also had more success with free banking. And while the statistical evid-
ence indicates that fraudulent banking explained only a small fraction
of the bank failures it may be argued theoretically that the cases of
wildcat banking may actually have been made possible by the bond
collateral requirement. That is, individuals may have been willing to
accept unknown banknotes because of the bond collateral behind the
notes. Thus, historical evidence also indicates that it was regulation,
namely branching restrictions and the collateral requirements, which
largely explains the instability of the free banking era. In the discussion
that follows, both the statistical and historical evidence is presented.

Conventional wisdom blames the instability on the lack of regulatory
control over entry and the resulting wildcat banking that emerged. Wild-
cat banking is a term used to describe unscrupulous bankers whose intent
was to establish a free bank with the sole purpose of defrauding note
holders by never redeeming the notes for specie.94 The term wildcat
banking ostensibly comes from the notion that these individuals would
perpetrate their fraud by setting up redemption offices off in the woods
and forests where only wildcats roam. Wildcatting occurred when states
allowed free banks to secure bonds as collateral when the price of the
bond was less than par (face) value. Consider a scenario in which a
suspect individual with $100,000 in capital could use the capital to pur-
chase bonds that had depreciated by 50 percent. The $100,000 capital
will purchase $200,000 in bonds, and consequently, $200,000 in bank-
notes. Once the notes are in circulation, the wildcat banker could close 
its doors and walk away with a profit of $100,000: there would be note-
holders with $200,000 in claims but only $100,000 in collateralized
bonds (see Figure 3.5). This fraudulent behavior caused depositors to refer
to these banknotes as shinplasters, shingles, stump tails or red dogs.95

Early scholars of this period focused their criticism of the free banking 
era on the widespread outbreak of wildcat banking.96 However, a closer
examination of this period in our history indicates that wildcat banking
was not as widespread as originally believed.
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Using state auditor data for each free bank failure in Minnesota,
Indiana, Wisconsin, and New York, scholars tested the wildcat banking
hypothesis.97 They found that the Minnesota failures appear to be related
to wildcat banking because the bonds were selling at less than par and
seven of the nine failures were in business for less than one year. How-
ever, the data indicate that the free bank failures in the other three states
were not consistent with the wildcat hypotheses. Specifically, in Indiana,
the bonds were not selling substantially below par and all but one of 
the failed banks was in business for more than one year. The empirical
evidence for Wisconsin and New York strongly rejects the wildcat hypo-
thesis. In Wisconsin, 35 of the 37 failures were in business for more than
one year and the bonds, because of state law, were not purchased at less
than par. Finally, only five of the 34 failed banks in New York were in
business for less than one year and the bonds were selling at less than par.
Based on this empirical evidence, the authors are compelled to reject the
wildcat hypothesis as an explanation for the incidence of failures during
the free banking period.98 Thus, there must be some other explanation 
for the instability of free banking as the evidence suggests that wildcat
banking was a small part of the free banking era. 

The second line of thought on free bank failures argues that they
may be explained by the falling price of state debt. Since the free banks
were required to hold as assets at minimum, the value of bonds equiva-
lent to their note issue, the banks were vulnerable to falling bond
prices. The nominal value of the banks’ liabilities was fixed, thus a fall
in the price of the bonds would greatly compromise the net worth of
the bank and, consequently, lead to failure. There is both theoretical
and empirical evidence to suggest that this regulation played an impor-
tant role in explaining the incidence of bank failures during the free
banking era. 

Theoretically, L. White (1986) finds that the collateral requirement
promoted bank failures during the free banking period in three different
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ASSETS

Bonds  $100,000 Banknotes  $200,000 

Loans  $200,000 Capital  $100,000 

  

Total  $300,000 Total  $300,000 

LIABILITIES

Figure 3.5 Hypothetical Wildcat Bank Balance Sheet
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ways. First, the requirements may have contributed to fraudulent behav-
ior in those cases in which the collateralized bond value exceeded market
value (as in the example above). What made this possible was the public’s
willingness to accept unfamiliar notes and this willingness, in turn, may
have contributed, in part, to the bond collateral requirement behind 
the notes. Second, White theorizes that the bond collateral requirement
exposed banks to the risk of declining bond prices. If the value of the
state bonds fell, it wiped out the banks’ net worth. Third, the bond col-
lateral requirement may have contributed to the number of free bank 
failures by forcing banks to meet currency demands using reserve cur-
rency. Consider a scenario in which, for whatever reason, depositors want
to convert deposits to currency. The banks could not meet those deposit
withdraws by immediately issuing additional notes so, instead, they are
forced to use reserve currency. A decline in bank reserves may lead to
failure by requiring banks to quickly sell assets at reduced prices to replen-
ish reserves.99 From this theoretical perspective, it was not the lack of 
regulation that contributed to instability in the free banking era but,
rather, the bond collateral requirements placed on note issuance.

The empirical evidence supports the theory advanced by L. White
(1986). Rather than blame wildcat banking for the instability of the
free banking era, some contend that it was the drop in state debt prices
that reduced the banks’ net worth and led to the large number of fail-
ures.100 Looking at the correlation between periods of falling debt
prices and the incidence of failures, the scholars find a high correla-
tion. Indeed, they find that approximately 80 percent of all bank clos-
ings during the free banking era occurred during periods of substantial
declining bond prices. Further, the declining bond prices were linked
to the fiscal condition of the issuing state. For example, the fall in the
price of Indiana bonds in the early 1840s was tied to fears that the state
was going to default on the bond issue.101 Thus, it was the debt collat-
eral requirement that led to bank failures during the free banking era
and not the lack of entry restrictions or excessive wildcat banking.
These scholars use bank specific data to empirically determine that free
banking not only led to fewer failures than typically attributed to this
period but they also found that losses to noteholders were also much
less than previously thought. 

In addition to arguing that the bond collateral system may have made
free banks more susceptible to failure, scholars argue that the regulation
restricting branching also contributed to the failures of that period.102

By restricting branching, banks are severely limited in their ability to
diversify their portfolios both from the asset and liability perspective.
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Observation of limited empirical data supports the position that states
with more liberal branching rights tended to have more success with free
banking. Table 3.11 indicates those states that had free banking laws
while Tables 3.4 and 3.5 indicate the branching laws for states during
Antebellum America. Notice that the states with the most instability with
free banking, Michigan and Minnesota, did not allow branching while
states with the most free banking success, notably New York, did allow
branching. 

Finally, the experience with free entry tended, ceteris paribus, to be
more successful in those regions of the country that were more developed
economically and financially. The developed states such as New York
and Pennsylvania had much more success than frontier states such as
Michigan. If we are going try and extrapolate insight from the free
bank era, it is more relevant to consider the developed rather than the
frontier state experience.103

Concluding remarks

A defining characteristic of both the antebellum economy and of ante-
bellum banking was its diversity. The eastern region of the nation was
more advanced in terms of its institutions of production, financial sophis-
tication, population density, and technology and innovation. The West
was still somewhat wild as many states were large territories much of
which was unexplored, manufacturing and finance were likewise in 
the infant stages of development, and climate and crop production dif-
fered greatly from that in the East. One’s experiences economically were
extremely varied depending on physical location prior to the Civil War. 

Just as economic development was diverse, antebellum banking was
similarly diverse. Four bank institutions were born in antebellum America
beginning with state chartered and private banks followed by two experi-
ments with federal banking and ending with the free banking era. In the
end, only state chartered and private banks remained to operate in post-
bellum America.

While these different institutions shared many similar regulatory con-
straints, there was also a diversity of state law that cannot be ignored,
particularly in terms of state and free banks. For example, legislative
regimes ranged from unit banking states to free branching states and
from states which prohibited banking to free banking states. Ultimately,
the diversity of economic development, banking institutions, and state
banking laws and regulation combined to create diverse banking experi-
ences across the states. 
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Despite this heterogeneity in antebellum banking, there were, at the
same time, some consistent outcomes from this period. The empirical
evidence presented in this chapter make clear that old stereotypes of the
performance of antebellum banking are simply that; stereotypes without
basis in evidence. States with stable governments saw fewer bank failures
and states that were more liberal in their branching allowances also wit-
nessed fewer failures. Ultimately, branch banking, which had taken hold
in the South during the middle nineteenth century, largely ended with
the devastation of the southern region during the Civil War. It would 
not be until late in the twentieth century that branching once again 
characterized American banking. By many accounts, this development
explains much of the instability that characterizes the evolution and
further regulation of banking in the United States. 

Earlier it was mentioned that existing literature does not reach a con-
sensus on whether the antebellum era of banking was stable or unstable.
Most of this literature focuses on one particular aspect of the entire bank-
ing experience. In contrast, this chapter attempts to consider all insti-
tutions, experiences, regulation, and outcomes. From this perspective, it
appears that antebellum banking was actually rather stable despite the
clearly destabilizing affects of regulation. Indeed, it seems that the relative
stability stemmed from the private, coordinated efforts of the North com-
bined with branching in the South. These are two defining characteristics
of the antebellum era that would soon be rendered history because the
Civil War essentially wiped out the South and, with it, branch banking.
Further, the 1913 passage of the Federal Reserve Act effectively eliminated
private solutions to bank instability such as the Clearinghouses.
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4
National Banking Era: 1864–1912

Financial historians refer to the national banking era as the period
between the creation of nationally chartered banks and the creation of
the Federal Reserve. The opportunity to obtain national bank charters
came with the passage of the 1863 National Currency Act and its sub-
sequent revision as the National Bank Act of 1864. The Federal Reserve
Act was codified in December of 1913. Thus, the national bank era refers
to a period of approximately 51 years in American banking history. As
this chapter details, it was a period of much greater federal regulation
and instability than the antebellum era that preceded it. 

This chapter carefully considers the national bank era, focusing on
the regulation and performance of commercial banks during this
period. In the previous chapter, we found that the regulation of ante-
bellum bank institutions increased the fragility of banking. Yet, we also
concluded that it was, largely, a period of stability despite the destabi-
lizing influences of regulation. The postbellum period, like the ante-
bellum period, was one in which regulation, increasingly, added to bank
instability. However, unlike the antebellum era, this chapter shows 
that the national bank era was increasingly unstable. In other words, the
structural conditions of banking had changed after the Civil War to the
extent that bankers could not maintain stability in the face of increasing
regulation.

Introduction to the national banking era

Postbellum America is best described as a period of significant growth
and change throughout all aspects of life; from demographics, produc-
tion, and the role of banking and finance, to the role of government in
the economy. So significant was the change that by the end of the half
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decade following the Civil War, antebellum life was almost unrecog-
nizable. Life moved from the farm to the city for millions of Americans
(Figure A.5), special-purpose machinery was used in production to
improve efficiency, and automobiles became the preferred mode of
transportation (Figure A.6). Growth in real gross domestic product
(RGDP) reflects the significant economic changes and general pros-
perity of this era (Figure A.7). Despite a general trend of growth, it is
worth noting that there were three recessions between 1890 and 1898
and, at its peak in 1894, unemployment exceeded 18 percent.1

An important aspect of this era is the significant growth in the U.S.
population. Figure A.5 illustrates the population increase; between
1860 and 1910 the rate of increase was 193 percent. This growth was
fueled, in part, by the millions of immigrants who entered the country
to make America home. Like the antebellum era that preceded it, the
American populace during the national bank era may be characterized 
as one of intense entrepreneurial spirit. Consider that between 1870 
and 1900, over 4000 patents were granted by the U.S. Patent Office; 
this marked an increase of ten percent over the previous 80 years.2

Immigrants and nonimmigrants alike created opportunities for profitable
enterprise. Examples include Scottish born steelmaker Andrew Carnegie,
banker J. P. Morgan, and John D. Rockefeller, Standard Oil Company
founder. Some of these entrepreneurial gains are reflected in the gen-
eral growing trend in the industrial stock index during this period 
(Figure A.8). However, not all entrepreneurial activity was success-
ful. While the absolute number of business failures was low (Figure A.4), 
the number of failures per 10,000 businesses was historically high 
(Figure A.9). 

Despite the general economic growth illustrated in the RGDP data,
not all regions of the economy enjoyed prosperity. While overall RGDP
growth was impressive, the South was devastated by the Civil War. As
one historian summarized:

By 1865, the Union forces had … destroyed two-thirds of the assessed
value of Southern wealth, two-fifths of the South’s livestock, and one
quarter of her white men between the ages of 20 and 40. More than
half the farm machinery was ruined, and the damages to railroads
and industries were incalculable … Southern wealth decreased by
60 percent.3

Southern banking and the branch system established in the ante-
bellum era was also destroyed. Figure 3.2 illustrates a sharp decline in
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the number of state banks during and following the Civil War; many
of those lost banks were in the South. 

Outside the South, a growing population with robust entrepreneurial
talent created strong economic growth with an increasing need for
banking and financial services. The same figure that shows the decline
in state banking during and immediately following the war (Figure 3.2)
shows the astonishing growth in the number of state chartered banks
during the national bank era. In addition to state banks, by 1910, there
were over 7000 nationally chartered banks operating in the United
States.4 Thus, the national banking era witnessed an enormous expan-
sion in the commercial banking sector in the United States.

General banking themes

The experience of the national banking era may be captured by four
general themes. First, while the regulation of this era drew, to some
extent, from the free banking regulation established in the antebellum
era, the national banking era is clearly defined by an increased federal
presence in U.S. commercial banking. This is evidenced by the creation
of nationally chartered banks under the supervision of the Comptroller
of the Currency at the beginning of the national banking era and by
the creation of the Federal Reserve System at its close. Federal banking
legislation in 1864 was meant, in part, to improve the health of com-
mercial banking but was not particularly successful as this period was
marked by crises that became increasingly more frequent. In response,
policymakers extended the role of the federal government in banking
by creating a central bank in December of 1913.

Second, the increased federal presence manifested itself as increased
restrictions, primarily on the newly formed nationally chartered banks.
These restrictions included barriers to entry, limits on bank’s use of
funds, note collateral requirements and restrictions, and capital and
reserve requirements much more onerous than those contained under
state chartered law. 

A third theme that emerges is that the national bank era was one
marked by greater instability than the antebellum era in terms of the
fluctuations in the number of institutions and, perhaps more impor-
tantly, the number and severity of bank crises. While some of the crises
during this period were limited in scale and scope, others were sys-
temic and resulted in a significant number of suspensions and failures. 

Finally, until the end of the national bank era and the creation of
the Federal Reserve System, the instability and panics were largely
resolved through private, coordinated banking efforts. This chapter
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provides evidence of the success of the Clearinghouse Associations in
quelling the damage of banking crises during this period in U.S.
history. However, as the national banking era came to a close, the U.S.
commercial banking system had moved even further from private
market outcomes and more toward government determined outcomes.

Provisions of the National Bank Act of 18645

According to one of the sponsors of the acts, Senator John Sherman,
there were both short-term and long-term objectives to establishing a
national banking system.6 Short term, the federal government needed
help funding the war effort. Indeed, at the end of the Civil War, federal
debt stood at $3 billion while the Treasury had less than $100 million
in cash.7 Long term, the objectives were to replace the heterogeneous
collection of state banknotes with a unified, national banknote and to
eliminate the state bank. Thus, legislators wanted to replace the ante-
bellum system of state and private banks with a system of exclusively
national banks. 

To meet the short-term goal of war finance, all national banks were
required to purchase U.S. government bonds in order to issue notes.
Specifically, national banks were required to purchase $100 par value in
government bonds for every $90 in banknotes they wanted to circulate.
This provision, taken from the free banking provisions of the ante-
bellum period, created an instant demand for federal debt and, in the
process, allowed the federal government to rapidly reduce the $3 billion
war debt. As evidence, consider that by 1893, the federal debt was less
than $600 million.8

A second provision limited the total amount of national banknotes 
to be issued at $300 million, though this restriction was repealed in
1875. The distribution of these limited notes was on a first-come first-
serve basis which ultimately resulted in the vast majority of these notes
finding homes in banks in the New England, Middle Atlantic, and West
regions of the country. Table 4.1 illustrates this disparate distribution 
of banknotes as most notes were in the Northeast and what we today
consider the Midwest (the West during the national banking era).

Third, all national banks were required to hold minimum capital
reserves, depending on their location. More specifically, a minimum 
of $50,000 was required in cities with less than 6000 in population,
$100,000 in cities with populations between 6000 and 50,000 and a cap-
ital requirement of $200,000 for any city with more than 50,000 residents.
Thus, bankers wishing to establish a nationally chartered bank in a larger
city had to hold more capital than those in smaller communities. 
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78 Regulation and Instability in U.S. Commercial Banking

Table 4.1 National Banknotes Outstanding by State: 1870–1910

State (by region) 1870 1880 1890 1900 1910

Maine $7,901,056 $8,744,432 $5,241,584 $6,516,725 $6,343,682
New Hampshire $4,540,535 $5,248,325 $3,528,580 $4,501,169 $5,602,865
Vermont $6,269,900 $7,360,780 $2,954,939 $4,204,392 $4,916,479
Massachusetts $62,528,720 $71,248,677 $27,449,074 $31,675,073 $32,963,022
Rhode Island $13,442,430 $14,105,558 $5,292,242 $6,887,244 $4,996,619
Connecticut $18,849,100 $18,466,293 $7,883,323 $10,390,354 $14,114,560
New York $79,051,860 $54,257,746 $26,396,689 $56,777,725 $99,094,660
New Jersey $10,193,065 $11,214,926 $5,671,269 $8,107,217 $16,173,806
Pennsylvania $42,202,030 $45,618,325 $21,264,689 $44,586,052 $90,775,762
Delaware $1,298,025 $1,589,700 $1,132,808 $877,012 $1,367,762
Maryland $9,865,050 $8,373,007 $3,647,595 $7,487,228 $14,061,998
DC $1,379,000 $995,082 $743,914 $1,471,705 $6,479,738
Virginia $2,288,880 $2,596,282 $1,314,038 $3,895,540 $12,532,815
West Virginia $2,131,200 $1,636,434 $891,809 $2,448,507 $8,480,401
North Carolina $539,900 $1,964,490 $822,839 $1,650,889 $6,534,491
South Carolina $333,000 $1,362,701 $455,094 $1,505,149 $3,884,320
Georgia $1,249,600 $2,037,837 $1,102,826 $2,727,097 $9,340,060
Florida NA $70,800 $289,183 $642,467 $4,429,442
Alabama $369,200 $1,443,895 $1,274,967 $1,968,665 $7,885,052
Mississippi $66,000 $346 $281,997 $921,787 $3,017,706
Louisiana $1,272,020 $2,099,831 $1,642,549 $2,220,289 $6,434,139
Texas $492,245 $778,440 $4,138,233 $8,190,621 $29,560,159
Arkansas $183,500 $239,670 $349,991 $330,427 $2,169,023
Kentucky $2,573,560 $9,161,001 $4,214,248 $9,035,286 $16,470,228
Tennessee $1,589,270 $2,685,795 $1,492,426 $3,379,830 $9,775,191
Ohio $19,851,715 $22,214,858 $12,388,609 $25,150,526 $47,902,701
Indiana $11,816,855 $11,944,692 $5,405,924 $7,252,680 $23,159,736
Illinois $10,839,080 $10,189,649 $6,010,127 $16,664,766 $47,042,096
Michigan $4,230,755 $7,072,035 $3,438,603 $5,741,378 $11,169,626
Wisconsin $2,745,050 $2,641,060 $1,867,638 $4,708,717 $13,204,203
Minnesota $1,687,950 $2,744,274 $1,861,550 $4,151,961 $15,490,101
Iowa $3,831,135 $4,697,314 $3,232,048 $7,922,604 $17,723,057
Missouri $4,765,479 $2,367,037 $2,455,8’7 $12,821,374 $28,542,060
North Dakota NA NA $465,953 $573,153 $3,382,298
South Dakota NA NA $619,053 $661,235 $2,971,203
Nebraska $177,100 $721,960 $2,442,955 $4,220,784 $11,010,250
Kansas $428,800 $911,200 $3,204,797 $4,572,802 $10,579,186
Montana $36,000 $286,497 $685,758 $1,038,483 $2,799,428
Wyoming NA $57,600 $229,145 $379,215 $1,387,493
Colorado $264,300 $936,384 $1,308,391 $3,337,050 $8,355,286
New Mexico NA $355,670 $239,228 $493,191 $1,494,723
Oklahoma NA NA $44,990 $473,425 $7,955,882
Washington NA $164,600 $1,263,090 $1,340,250 $7,150,745
Oregon $88,500 $225,600 $722,344 $1,070,434 $4,746,607
California NA $700,500 $1,429,405 $4,619,975 $38,858,090
Idaho $65,200 $81,901 $110,892 $218,976 $1,783,109
Utah $171,500 $192,544 $446,354 $1,026,509 $2,499,749
Nevada $131,700 $38,643 $49,977 $16,782 $1,684,411
Arizona NA NA $42,130 $213,077 $684,235
Alaska NA NA NA $12,500 $53,180
Hawaii NA NA NA $50,000 $162,398

Source: Compiled from the Annual Report of the Comptroller of the Currency (1870: 16), (1880: LXXXV),
(1890: 116), (1900: 254), (1910: 83).

Note: * not available.
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Table 4.2 Number of National Banks in National Banking Era: 1870–1910

State (by region) 1870 1880 1890 1900 1910

Maine 61 69 78 82 72
New Hampshire 41 47 51 55 58
Vermont 42 47 51 48 51
Massachusetts 206 242 260 247 192
Rhode Island 62 61 59 45 22
Connecticut 81 84 84 84 79
New York 292 296 319 336 449
New Jersey 54 66 94 115 194
Pennsylvania 196 240 349 469 819
Delaware 11 14 18 19 28
Maryland 31 35 59 72 108
DC 3 6 12 12 12
Virginia 17 17 32 43 125
West Virginia 14 17 21 40 103
North Carolina 6 15 21 31 75
South Carolina 3 12 16 17 39
Georgia 8 13 30 27 113
Florida NA* 2 15 16 43
Alabama 2 9 30 28 79
Mississippi 0 0 12 12 32
Louisiana 2 7 15 21 31
Texas 4 13 189 223 519
Arkansas 2 2 9 7 45
Kentucky 17 49 76 81 148
Tennessee 13 23 51 50 102
Ohio 130 170 233 276 380
Indiana 69 92 100 123 262
Illinois 81 136 192 240 432
Michigan 41 79 110 83 101
Wisconsin 32 35 68 88 129
Minnesota 17 30 60 83 270
Iowa 43 75 139 196 326
Missouri 18 21 79 67 129
North Dakota NA NA 29 27 149
South Dakota NA NA 39 28 99
Nebraska 4 10 135 110 238
Kansas 5 12 159 110 208
Montana 1 3 25 21 54
Wyoming NA 2 11 14 29
Colorado 3 14 49 39 122
New Mexico NA 4 9 9 41
Oklahoma NA NA 3 24 225
Washington NA 1 51 31 79
Oregon 1 1 37 27 75
California NA 10 37 38 187
Idaho 1 1 7 9 47
Utah 1 1 10 10 21
Nevada 0 1 2 1 12
Arizona NA NA 2 5 13
Alaska NA NA NA 1 2
Hawaii NA NA NA NA 4

TOTAL 1615 2084 3537 3840 7172

Source: Compiled from the Annual Report of the Comptroller of the Currency (1910: 371–401).

Note: * not available.
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Fourth, many national banks could not extend mortgage loans.9 This
particular provision greatly discouraged bankers from opening nationally
chartered banks in agricultural and rural areas where most of the borrow-
ing needs were for real estate. As indicated in Table 4.2, most national
banks were located in populous and economically developed states such
as New York, Pennsylvania and Illinois. At the same time, more rural and
less developed states such as those in the South and those in the West
had few, if any, nationally chartered banks for the first 30 years following
the National Bank Act. Banning national banks from extending mortgage
loans stemmed from the theoretical beliefs about banking at the time.
Banking practices during the national banking era were established
according to the real-bills perspective, which theorized that bank loans
should only be made on a short-term basis to finance the production of
real goods. This way, once production was complete, the loan was imme-
diately paid in full. This minimized the riskiness of the loan and assured
the banker a match of short-term liabilities (demand deposits) with short-
term assets. A mortgage loan was long term and hence not compatible
with the real bills doctrine. 

A fifth provision of the National Bank Act required national banks to
maintain reserve requirements. The act created three classes of national
banks which, in turn, established the reserve system. Initially, New York
was established as the central reserve city, 18 other cities were named
reserve cities, and the remaining banks were designated as nonreserve
city banks. New York national banks were required to hold 25 percent
of their deposits and notes in reserve.10 Banks in a reserve city also faced
25 percent reserve requirements and the reserve city banks themselves
maintained 25 percent reserves, though half could be on deposit with
New York banks. All national banks outside of New York and the reserve
cities maintained 15 percent reserves, nine percent of which could be
deposited at a reserve bank. Thus, most nationally chartered banks could
meet reserve requirements through deposits at other banks. As is shown
later in this chapter, this caused problems because most of the reserves
were concentrated either in New York or the reserve city banks. Thus,
when depositing banks called for their reserves, immense pressure was
placed on the holding banks to produce the reserve money. 

Further, the National Bank Act was interpreted to prohibit the branch-
ing of national banks. That is, the act did not specifically prohibit branch-
ing, but the act required that all business take place at the location
designated on the certificate of operation. The second Comptroller of the
Currency, Freeman Clark, interpreted this to mean that national banks
could not open branches.11
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Thus there were essentially six important provisions to the National
Bank Act of 1864. These restrictions on national banks discouraged state
banks from converting their state charters as was the long-term goal 
of policymakers. For example, the minimum capital requirement on a
national bank was set at $50,000 in small communities while most state
banks had capital requirements of less than $10,000.12 Another example
can be found in the reserve requirements. Most states placed reserve
requirements only on notes (see Table 3.7) while the national banks were
required to hold reserves on both notes and deposits. 

Sensing that their long-term goals would not be met with the current
regulatory regime in place, legislatures and regulators needed to facil-
itate a conversion and attempted to do so through the 1865 Revenue
Act. This act placed a ten percent tax on all state and free banknotes
effective July 1, 1866. As shown in Table 4.3, the Revenue Act was suc-
cessful in so far as it vastly reduced the number of state chartered
banks in the years immediately following the act (see also Figure 3.2).
However, this was only a temporary set back for the state banks and,
ultimately, the National Bank Act of 1864 failed in its long-term objec-
tive to eliminate the state banker from the U.S. banking landscape. The
reality, as shown in Table 4.4, was quite the contrary. In 1880 there
were 841 state banks and by 1910 that number grew to 12,482 a 1384
percent rate of growth during the national banking era.

The evidence above indicates that the National Bank Act was not
successful in meeting its long-term objective of creating a more homo-
genous currency because state banks did not convert their charters.
Additional legislation, namely the 1865 Revenue Act, was required to
achieve a more homogenous currency. Indeed, consider that in 1864,
fully 85 percent of all banknotes in circulation were issued from state
chartered institutions and by the middle of 1866 these state notes had
essentially disappeared.13

Episodes of crises and the Clearinghouses

Most financial historians identify five banking crises or panics during
the national banking era.14 These occurred in 1873, 1884, 1890, 1893,
and 1907. Figure 4.1 illustrates the number of bank failures during this
period, including these crises episodes. It is difficult to find precise
bank data for these crises since the Comptroller of the Currency col-
lected data on a quarterly or, more commonly, annual basis. However,
Wicker (2000) examined the crises of the national bank era and using
data from a private source as well as from local newspapers and financial
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Table 4.3 Number of State and Free Banks Before and After the Revenue Act
of 1865

State Number of State Number of State Percent of 
(by region) and Free Banks and Free Banks Banks Closed 

before or on 1865 Closed or or Converted
(Year) Converted (Year)

Maine 69 68 98.5%
(1863) (1878)

New Hampshire 52 49 94.2%
(1863) (1870)

Vermont 38 33 86.8%
(1864) (1875)

Massachusetts 183 NAa NA
(1862)

Rhode Island 88 68 77.2%
(1863) (1868)

Connecticut 61 54 88.5%
(1864) (1869)

New York 308 256 83.1%
(1863) (1869)

New Jersey 12 10 83.3%
(1863) (1892)

Pennsylvania 94 82 87.2%
(1863) (1868)

Delaware 8b 3 37.5%
(1863) (1866)

Maryland 32 24 75.0%
(1863) (1868)

Virginia 66 64 96.9%
(1861) (1867)

North Carolina 31 28 90.3%
(1861) (1871)

South Carolina 20 12 60.0%
(1861) (1871)

Georgia 18 17 94.4%
(1861) (1869)

Florida 2 1 50.0%
(1861) (1885)

Alabama 8 6 75.0%
(1861) (1869)

Mississippi 2 0 0.0%
(1858) (1868)
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Table 4.3 Number of State and Free Banks Before and After the Revenue Act
of 1865 – continued

State Number of State Number of State Percent of 
(by region) and Free Banks and Free Banks Banks Closed 

before or on 1865 Closed or or Converted
(Year) Converted (Year)

Louisiana 13 3 23.0%
(1860) (1865)

Arkansas 10 1 10.0%
(1845) (1875)

Kentucky 45 7 15.5%
(1860) (1865)

Tennessee 39 34 87.2%
(1859) (1864)

Ohio 55 51 92.7%
(1863) (1868)

Indiana 37 19 51.3%
(1860) (1865)

Illinois 94 88 93.6%
(1861) (1867)

Michigan 4 3 75.0%
(1862) (1868)

Wisconsin 69 53 76.8%
(1863) (1873)

Minnesota NAc NA NA

Iowa NA NA NA

Missouri 42 34 80.9%
(1863) (1868)

Nebraska 1 NA NA
(1861)

Source: Knox (1903, various pages).

Notes: Column two, the number of state banks, indicates that number for the year closest
to 1865. Column three indicates the number of banks closed or converted to national
charters soon after the 1865 act as data is available. NA indicates the data is not available. a

In Massachusetts, there was one national bank in 1863 and 207 by 1868 as an indication
of the growth in national banks following the 1863 act. b Incomplete data. c In Minnesota,
the first state bank was not chartered until 1858.
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Table 4.4 Number of State Banks in National Banking Era: 1880–1910

State (by region) 1880a 1890 1900 1910

Maine 1 NA* NA NA
New Hampshire 1 1 13 9
Vermont 5 NA 2 NA
Massachusetts 3 NA 6 NA
Rhode Island 15 9 4 3
Connecticut 2 8 11 7
New York 49 164 244 202
New Jersey 11 21 25 18
Pennsylvania 85 82 198 164
Delaware 5 1 4 4
Maryland 4 8 29 88**
DC NA NA 6 NA
Virginia 54 76 110 216
West Virginia 17 17 81 166
North Carolina 9 NA 63 306
South Carolina 4 18 91 223
Georgia 27 42 171 441
Florida NA 6 31 111
Alabama 6 12 62 180
Mississippi 17 47 106 329
Louisiana 3 6 58 187
Texas 18 4 112 533
Arkansas 2 15 104 219
Kentucky 49 123 202 424
Tennessee 23 52 136 317
Ohio 31 49 424 422
Indiana 27 45 302 269
Illinois 25 26 514 445
Michigan 31 37 301 360
Wisconsin 28 80 256 477
Minnesota 22 76 410 632
Iowa 60 105 926 281
Missouri 95 301 564 1038
North Dakota NA 13 133 519
South Dakota NA 67 178 501***
Nebraska 12 336 432 648
Kansas 31 224 386 827
Montana NA 2 25 73
Wyoming NA NA 8 45
Colorado 7 24 81 112
New Mexico NA NA 10 28
Oklahoma NA NA 96 680
Washington NA 24 64 206
Oregon NA 8 41 126
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journals, he was able to estimate some critical data for analyzing these
events. While the data in Figure 4.1 and in Tables 4.5, 4.6, and 4.7
paint a broad picture of bank stability during this period, the data
found in Tables 4.8 and 4.9 are borrowed from Wicker and provide a
more focused glimpse into bank performance at the time of the crises.

The postbellum crises shared many features of those crises in the ante-
bellum era typically including an unexpected shock, a loss in depositor
confidence, bank runs, suspensions and failures, and potentially a sus-
pension in cash payments. Further, most of the national banking era
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Table 4.4 Number of State Banks in National Banking Era: 1880–1910 
– continued

State (by region) 1880a 1890 1900 1910

California 58 131 237 364
Idaho NA NA 22 139
Utah NA 2 20 68
Nevada 4 NA 9 17
Arizona NA 6 17 36
Alaska NA NA 2 12
Hawaii NA NA NA 10***

TOTAL 841 2268 7444 12,482

Source: Compiled from the Annual Report of the Comptroller of the Currency (1880: LXXXVII), (1890: 208),
(1900: 298), (1910: 733–5).

Notes: * not available. ** includes stock savings banks. *** includes private banks. a 1880 data includes
trust companies.
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Figure 4.1 State and National Bank Failures During the National Bank Era
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Table 4.5 Number of National Bank Failures by State: 1865–1910

State (by region) 1865–1870 1871–1880 1881–1890 1891–1900 1901–1910

New Hampshire 0 0 0 2 2
Vermont 0 0 2 2 3
Rhode Island 0 0 0 0 0
Massachusetts 0 0 0 5 11
Connecticut 0 0 2 0 2
New York 2 12 11 10 11
New Jersey 0 1 2 1 4
Pennsylvania 1 10 3 8 17
Maryland 0 0 0 1 0
DC 1 2 0 0 0
Virginia 0 3 1 1 0
West Virginia 0 0 0 0 1
North Carolina 0 0 1 3 1
South Carolina 0 0 1 5 1
Georgia 0 0 0 5 1
Florida 0 0 1 7 2
Alabama 1 0 1 4 3
Mississippi 1 0 0 1 0
Louisiana 1 2 0 2 0
Texas 0 1 1 21 10
Arkansas 0 1 2 1 0
Kentucky 0 0 0 3 3
Tennessee 1 0 1 5 0
Ohio 0 3 4 7 13
Indiana 0 5 2 5 4
Illinois 1 8 3 6 4
Michigan 0 0 1 12 3
Wisconsin 0 1 0 2 3
Minnesota 0 2 2 3 1
Iowa 1 2 1 7 5
Missouri 0 5 1 4 2
North Dakota 0 0 2 10 2
South Dakota 0 0 2 7 2
Nebraska 0 0 1 19 0
Kansas 0 3 8 24 2
Montana 0 2 1 11 1
Wyoming 0 0 0 2 0
Colorado 0 2 2 7 1
New Mexico 0 0 0 4 0
Oklahoma 0 0 0 1 7
Washington 0 0 0 23 2
Oregon 0 0 0 6 1
California 0 0 1 5 2
Idaho 0 0 0 1 0
Nevada 1 0 0 0 1
Utah 0 1 0 0 0
Arizona 0 0 0 0 1
TOTAL 11 66 60 253 129

Source: Compiled from the Annual Report of the Comptroller of the Currency (1910: 212–33).

Notes: The data of the failure represents the date the bank was placed in receivership. The Comptroller of
the Currency defines failure as those banks placed in the hands of a receiver. Following Grossman (1994:
300) this is perhaps the best measure of failure because banks had the option of suspension and those
that did end up in receivership were probably in a more dire financial position.
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Table 4.6 Number of State Bank Failures by State: 1892–1909

State (by region) 1892 1893 1894 1895 1896 1897 1898 1899 1900

Maine 0 0 0 0 0 1 0 0 0
New Hampshire 0 0 0 0 0 1 0 0 0
Vermont 0 0 1 0 0 0 0 0 0
Massachusetts 0 0 0 0 0 0 0 0 0
Rhode Island 0 1 0 0 0 0 0 0 0
Connecticut 0 0 0 0 0 0 0 0 0
New York 1 6 2 1 0 2 0 0 0
New Jersey 0 1 0 0 0 0 0 0 0
Pennsylvania 0 2 1 0 0 0 0 0 0
Delaware 0 0 0 0 0 0 0 0 0
Maryland 0 0 0 0 0 0 0 0 0
Virginia 0 5 0 0 0 0 0 0 0
West Virginia 0 1 0 0 0 0 0 0 0
North Carolina 0 2 0 0 0 0 0 0 0
South Carolina 0 1 0 0 0 0 0 0 1
Georgia 0 3 0 0 0 2 0 0 0
Florida 0 2 2 0 0 1 0 0 0
Alabama 0 1 0 0 0 1 0 1 0
Mississippi 1 0 0 0 0 0 0 0 1
Louisiana 1 1 0 0 2 1 0 0 1
Texas 1 0 0 0 0 1 1 0 0
Arkansas 0 2 0 0 2 1 0 0 0
Kentucky 1 2 3 1 0 0 0 0 1
Tennessee 3 5 2 1 0 0 0 0 0
Ohio 0 3 0 1 0 0 0 0 0
Indiana 0 12 0 0 1 0 0 0 0
Illinois 0 0 0 0 1 1 0 1 1
Michigan 1 1 0 0 0 2 0 0 0
Wisconsin 1 13 0 1 0 3 3 1 0
Minnesota 0 15 0 1 5 4 0 0 1
Iowa 0 4 0 0 4 0 1 0 0
Missouri 1 8 2 10 9 8 0 0 0
North Dakota 0 0 0 0 0 0 0 0 0
South Dakota 0 0 0 0 0 0 0 0 1
Nebraska 4 10 2 18 17 6 0 0 0
Kansas 6 25 6 2 7 4 6 0 1
Montana 0 3 0 0 0 0 0 0 0
Wyoming 0 1 0 1 0 0 0 0 0
Colorado 0 9 0 0 0 1 0 0 0
New Mexico 0 0 0 0 0 0 0 0 0
Oklahoma 0 0 2 0 0 3 1 0 0
Washington 0 4 2 4 5 1 2 0 0
Oregon 0 4 1 0 0 0 0 0 1
California 0 19 0 0 1 0 0 2 0
Idaho 0 3 0 2 0 0 0 0 0
Utah 0 1 1 0 0 0 0 0 0
Nevada 0 0 0 0 0 0 0 0 0
Arizona 0 1 0 0 0 0 0 0 0

TOTAL 21 171 27 44 54 44 14 5 9

Source: Barnett (1911: 186–90).

Notes: * not available.
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Table 4.6 Number of State Bank Failures by State: 1892–1909 – continued

State (by region) 1901 1902 1903 1904 1905 1906 1907 1908 1909

Maine 0 0 0 0 0 0 0 0 0
New Hampshire 0 0 0 0 0 0 0 0 0
Vermont 0 0 0 0 0 0 0 0 0
Massachusetts 0 0 0 0 0 0 0 0 0
Rhode Island 0 0 0 0 0 0 0 0 0
Connecticut 0 0 0 0 0 0 0 0 0
New York 0 1 0 2 2 0 0 7 0
New Jersey 0 0 0 0 0 0 0 0 0
Pennsylvania 0 0 0 2 0 0 0 2 2
Delaware 0 0 0 0 0 0 0 0 0
Maryland 1 1 0 1 0 0 0 0 0
Virginia 0 0 0 1 0 0 0 0 0
West Virginia 0 0 0 1 0 0 1 1 0
North Carolina 0 0 0 3 2 1 0 0 0
South Carolina 0 0 0 1 0 0 0 0 1
Georgia 0 2 1 0 1 0 0 2 0
Florida 0 0 1 0 0 0 0 0 0
Alabama 0 1 1 0 0 0 0 0 0
Mississippi 0 0 0 0 1 2 1 2 0
Louisiana 0 0 0 0 0 0 0 0 0
Texas 0 0 0 0 0 2 0 1 0
Arkansas 1 0 2 3 0 2 1 6 2
Kentucky 0 0 0 0 0 1 0 1 0
Tennessee 0 1 0 2 1 1 0 3 0
Ohio 0 1 0 4 2 1 0 2 2
Indiana 0 0 0 0 0 0 0 1 0
Illinois 0 0 0 1 0 0 1 0 1
Michigan 0 0 0 0 2 0 0 0 3
Wisconsin 0 0 0 2 1 0 0 0 0
Minnesota 0 0 0 1 0 0 0 0 1
Iowa 0 0 0 1 0 2 0 0 0
Missouri 0 0 0 0 1 1 0 1 0
North Dakota 0 1 0 0 0 1 0 0 1
South Dakota 1 0 0 3 0 0 1 0 0
Nebraska 1 2 1 0 0 0 1 0 0
Kansas 3 0 0 1 0 0 0 3 1
Montana 0 0 0 0 0 0 0 0 0
Wyoming 0 0 0 1 0 0 0 0 0
Colorado 0 1 0 1 0 0 0 0 0
New Mexico 0 0 0 0 0 0 0 0 0
Oklahoma 0 0 0 3 1 0 0 0 0
Washington 1 1 0 0 1 1 2 2 4
Oregon 0 0 0 0 0 0 0 1 1
California 0 1 0 0 0 0 0 3 0
Idaho 0 0 0 0 0 0 0 2 0
Utah 0 0 0 0 0 0 0 0 0
Nevada 0 0 0 0 0 0 0 2 0
Arizona 0 0 0 1 1 0 0 0 0

TOTAL 8 12 6 37 16 15 10 42 19

Source: Barnett (1911: 186–90).
Note: * not available.
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Table 4.7 Aggregate Number and Assets of National and State Bank Failures:
1865–1910

Year Number of National Assets of National Number of State Assets of State 
Bank Failures Bank Failures Bank Failures Bank Failures

1865 1 0.1 5 0.2
1866 2 1.8 5 1.2
1867 7 4.9 3 0.2
1868 3 0.5 7 0.2
1869 2 0.7 6 0.1
1870 0 0 1 0.0
1871 0 0 7 2.3
1872 6 5.2 10 2.1
1873 11 8.8 33 4.6
1874 3 0.6 40 4.1
1875 5 3.2 14 9.2
1876 9 2.2 37 7.3
1877 10 7.3 63 13.1
1878 14 6.9 70 26.0
1979 8 2.6 20 5.1
1880 3 1.0 10 1.6
1881 0 0 9 0.6
1882 3 6.0 19 2.8
1883 2 0.9 27 2.8
1884 11 7.9 54 12.9
1885 4 4.7 32 3.0
1886 8 1.6 13 1.3
1887 8 6.9 19 2.9
1888 8 6.9 17 2.8
1889 2 0.8 15 1.3
1890 9 2.0 30 10.7
1891 25 9.0 44 7.2
1892 17 15.1 27 2.7
1893 65 27.6 261 54.8
1894 21 7.4 71 8.0
1895 36 12.1 115 11.3
1896 27 12.0 78 10.2
1897 38 29.1 122 17.9
1898 7 4.6 53 4.5
1899 12 2.3 26 7.8
1900 6 11.6 32 7.7
1901 11 8.1 56 6.4
1902 2 0.5 43 7.3
1903 12 6.8 26 2.2
1904 20 7.7 102 24.3
1905 22 13.7 57 7.0
1906 8 2.2 37 6.6
1907 7 5.4 34 13.0
1908 24 30.8 132 177.1
1909 9 3.4 60 15.8
1910 6 2.6 28 14.5

Source: Annual Report of the Comptroller of the Currency (1931: 6–8).

Note: Assets are in millions of dollars.
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crises were associated with stock market declines.15 The national banking
era crises are chronicled next.

1873 crisis

After the Civil War, railroad expansion westward became a priority for
large railroad companies and entrepreneurs alike. This desire to expand
West was driven, in part, by the Pacific Railway Act which financed
some of the expansion and by technological change that standardized

90 Regulation and Instability in U.S. Commercial Banking

Table 4.8 Total Number of Bank Suspensions During National Banking Era
Crises According to Institution

Crises Date National State Savings Private Trust Unclassified Total
Bank Bank Bank Bank Company

1873 16 11 7 59 4 4 101
(September)

1884 (May) 5 7 4 26 0 0 42

1890 1 3 1 13 0 o 18
(November)

1893 142 149 41 157 14 0 503
(May–August)

1907
(October– 11 33 4 10 15 0 73
December)

Source: Wicker (2000: 4).

Table 4.9 Number of Bank Suspensions in New York City During National
Banking Era Crises According to Institution

Crises Date National State Savings Private Trust Total
Bank Bank Bank Bank Company

1873 0 1 0 34 2 37
(September)

1884 (May) 1 3 1 10 0 15

1890 0 1 0 9 0 10
(November)

1893 0 2 0 0 1 3
(May–August)

1907 0 6 1 2 4 13
(October–
December)

Source: Wicker (2000: 5).
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rail production and made it more efficient.16 Though some westward
expansion was financed with federal funds, most was financed privately
though financial intermediaries. Specifically, private banks financed the
majority of railway expansion though commercial banks and trust com-
panies also lent for railroad construction and expansion. The railroads
ultimately had trouble financing this debt resulting in the lenders experi-
encing losses.17 Since many of the lenders were private bankers, it is not
surprising that they suffered the most suspensions (see Table 4.8). Indeed,
as Table 4.8 indicates, only 27 national and state commercial banks had
serious trouble during this crisis. Nonetheless, as word of the railroad
financial problems spread, bank runs began in New York and quickly
spread across the nation. Investors became nervous and market selling
caused the stock market to close for ten days at the end of September.18

This marked the first closing of the exchange since its inception. 
In response to the crisis, the New York Clearinghouse used three

tools to try and put an end to the panic and uncertainty. First, it issued
Clearinghouse certificates. Second, it redistributed reserves to solvent
banks experiencing runs and cash shortages. Third, because reserves
were so low, on September 24, 1873 the Clearinghouse suspended con-
version in New York and by the 27th this suspension spread nation-
wide. By the beginning of November the panic had subsided and the
suspension of cash payments was lifted.

1884 crisis

The 1884 crisis was not as serious as the 1873 crisis from the perspec-
tive that far fewer suspensions took place (Tables 4.8 and 4.9). It also
appears that depositor confidence was not shaken in any general way.
Rather, deposit withdraws took place specifically at institutions with
financial troubles primarily in New York and Pennsylvania. Thus, the
1884 crisis was also more concentrated than the 1873 event. 

The surprise event, or shock, in May of 1884 was the announcement
of a rather large bank failure in New York and the subsequent fail-
ure of a large brokerage house in the same city. The source of these 
failures appears to have been speculative and illegal activities by top
management at these firms.19 Soon after, the market reacted to these
developments as nervous investors began selling. As additional private
and commercial banks closed due to speculative dealings, market parti-
cipants panicked with even more market selling. 

With the stock market in crisis and an important large bank involved
in these speculative dealings, the New York Clearinghouse took action
so as to avoid any contagion of the panic. Specifically, they authorized
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loan certificates to the troubled bank and to other member banks in need
of liquidity. Scholars have credited the swift and appropriate action of the
Clearinghouse as crucial to averting a wide spread banking panic.20

1890 crisis

The third crisis of the national banking era was also largely contained
to the New York area and, when measured by bank suspensions, was
much less disruptive than the first crisis (see Tables 4.8 and 4.9). Like
the 1884 event, the 1890 crisis was the result of speculative behavior
that led to a significant decline in the stock market as investors
responded to negative news. 

The surprise event in 1890 came in November when a large brokerage
house in New York failed without public warning. It became financially
vulnerable when a vast portion of its security holdings lost value. In addi-
tion to selling in the stock market, the brokerage firm’s banker then
became susceptible to problems triggered by the collapse of the brokerage
house. At this point, the New York Clearinghouse stepped in and issued
loan certificates to the troubled bank as well as other member banks. The
action of the Clearinghouse again averted a serious bank panic though
the stock market lost significant value from the failures and speculation.
Thus, the 1890 crisis was similar to the 1884 crisis in that both were really
more stock market crises rather than banking crises due, in part, to the
actions of the Clearinghouses. Further, in both instances, speculation
played an important role in establishing panic conditions. 

1893 crisis

Three years later, the U.S. banking sector experienced a much more
serious crisis.21 This time, over 500 bank suspensions developed (see 
Table 4.8) and more than 15,000 nonfinancial firms filed for bankruptcy
making it perhaps the most devastating crisis of the national banking
era.22 Railroads were particularly hard hit with over 70 failures.23 How-
ever, whereas the first three crises of this period originated in New York
City, this time the crisis was outside of New York, in the interior of 
the country, and spread throughout the nation (Tables 4.5 and 4.6). 
As Table 4.8 indicates, there were 503 suspensions between May and
August of 1893 and only three of these were in New York City (Table 4.9).
Wicker (2000) compiled interesting bank suspension data by region
during this particular crisis which is reproduced in Table 4.10. From this
data, it is clear that the Western and Northwestern (what we know today
as the Midwest) regions of the nation were hardest hit with bank suspen-
sions both in terms of the number and liabilities of the banks involved.
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Whereas the previous national banking era crises tended to include
many private bank suspensions, during this crisis national, state, and
private bank suspensions each comprised just under one third of the
total number of suspensions.24 From this perspective, this crisis affected
these different types of institutions more evenly, though the national
and state chartered banks suspended in 1893 were much larger than
were the private banks. 

A defining characteristic of the 1893 crisis is that there was no single
shock or surprise event that precipitated the nationwide run on both
solvent and insolvent banks. In May of that year the stock market
crashed in response to low gold reserves at the Treasury which made
investors nervous about the Treasury’s financial position.25 The federal
government was running a surplus so that government securities were
in short supply. This generated a liquidity problem for banks since they
could not issue additional banknotes. During these summer months,
bank runs ensued throughout the nation in cities such as Kansas City,
Omaha, Chicago, Spokane, Detroit, Louisville, Milwaukee, and Port-
land, Oregon to name a few. Banks cut back on loans as business con-
ditions deteriorated, and in the case of loans that were made, banks
typically required more collateral and usually lent to existing customers.
Between January 1, 1893 and October 31, 1893, there were 584 total sus-
pensions in the United States.26 Of those, 171 had resumed operation 
by the last day in October while 413 had still not resumed operation.

National Banking Era: 1864–1912 93

Table 4.10 Banking Crisis of 1893: Suspensions and Liabilities by Region

Region Number  Percent Liabilities of Percent 
of Bank of Total Suspended Banks of Total
Suspensions (in millions)

New England 12 2 $10 7
Middle 22 4 7 5
Western 188 37 45 30
Northwestern 137 27 42 28
Southern 67 13 17 11
Pacific 68 14 27 18
Territories 9 2 1 1
Totals 503 149

Source: Wicker (2000: 55).

Notes: The regional classification comes from Bradstreet’s in which the Western region
includes Ohio, Indiana, Illinois, Kentucky, Michigan, Missouri, Kansas, and West Virginia.
The Northwestern region includes Minnesota, Iowa, Wisconsin, Nebraska, and North and
South Dakota. The Pacific region was comprised of Washington, Idaho, Oregon, and
California.
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However, most of the suspended banks reopened within the next 
few months. Further, total liabilities of the 584 suspensions equaled
$169,185,791 while the assets amounted to $183,283,514.27 This data
indicates that many of the runs were at banks that were solvent. This, 
in turn, implies a loss in depositor confidence as another characteristic
of this crisis. 

In response, the New York Clearinghouse issued loan certificates in
June of 1893 to add liquidity to the system. At least 12 other Clearing-
houses followed with additional certificate issues. The Clearinghouses
were also shipping reserves to interior banks to help them meet with-
draws. In addition, there was a partial suspension of cash payments.

1907 crisis

Much like the first three national banking era crises, the 1907 crisis
began in New York City with the collapse of two prominent brokerage
houses followed quickly by runs on large trust companies in the city.
However, the bank suspensions spread to the interior and most of
these suspensions were state chartered banks (Table 4.8). Though in
total there were only 73 suspensions resulting from the 1907 crisis
versus over 500 during the 1893 episode, in the later crisis the total lia-
bilities at suspended institutions exceeded the liabilities in the earlier
crisis by over 20 percent.28 Thus, though there were fewer suspensions
in 1907, the size of the average suspension was much larger than in
1893. Another factor which distinguishes this crisis from others in this
era is that it is the only panic that began in an intermediary outside
the Clearinghouse system. In 1907 the bank crises began with the trust
companies of New York, none of whom were members of the Clearing-
house at the time of the crisis. As is shown below, this had important
implications for the nature of the crisis and for the reform debates that
began in 1908.

The first banking crisis of the twentieth century began when an
attempt to corner the stock of the United Copper Company failed, bring-
ing down two important brokerage houses connected with the stock
trades. When word spread that several bank officers were connected
with the scam, bank runs ensued on those particular institutions. The
New York Clearinghouse, fearing that the runs would spread, authorized
loan certificates to those banks involved but found to be solvent. None-
theless, a few days later additional runs took place on several large trust
companies in New York City.29 These runs followed investigations into
the financial condition of the trusts and when it was announced that
they were not solvent, depositors panicked. Trust companies were state
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institutions and so were regulated by state level authorities. Typically,
they operated under much less regulation than did state or national
commercial banks. For example, they were allowed to invest directly in
equities and to underwrite and distribute securities, they often did not
have required reserves, and could invest, to some extent in real estate.30

Thus, while the trust was competing against commercial bank business,
they also had opportunities not afforded commercial bankers.

Trust companies, at least in New York, were not members of the
Clearinghouse at this time. Because of this, trusts were perceived to have
taken on greater risk and because they were nonmembers, the Clearing-
house decided against lending to the trusts.31 Runs spread from trust com-
panies in New York City to commercial banks, private banks, and trust
companies in the interior during the final quarter of 1907. Clearing-
houses across the country responded by issuing loan certificates as well 
as small denomination loan certificates to the public. Payments were also
suspended for a time.

Crises summary

The five banking crises of the national banking era were different in terms
of the number and size of actual failures or suspensions. Certainly, the
1893 crisis had the greatest impact from a shear numbers perspective
though the suspensions of 1907 hit larger banking institutions more than
the earlier crisis. National and state commercial bank suspensions were
relatively insignificant in the first three crises. Despite these differences,
these crises all shared an important characteristic. Like the 1860 crisis
during the antebellum era, the Clearinghouses played an important role
in minimizing the damage of each national banking era crisis.32 Indeed,
though there was a suspension of cash payments, the regular transaction
functions of the payments system continued. This was due, in part, to 
the actions of the Clearinghouses as banks were able to provide cash
substitutes such as Clearinghouse certificates and checks.

National Banking Era: 1864–1912 95

Table 4.11 Total Assets at National Banks and Trust Companies in New York
City: 1896 and 1907

Date National Banks in Trust Companies in 
New York City New York City

1896 $577,924,838 $396,700,000*
1907 $1,364,729,602 $1,205,019,000

Source: Moen and Tallman (1999: 11).
Note: * indicates total assets for Trust Companies in the state of New York.
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Regulatory response to crises

The series of panics during the national banking era led, not surprisingly,
to many discussions of reform. How could the banking system be made
more stable? Rather than attempt to alter existing legislative defects 
in the banking system, reform preserved the small bank structure of 
U.S. banking.33 At the national level, reform took the form of creating 
a central bank. At the state level, the focus was on creating deposit
insurance rather than fixing the instability of the existing structure.34

State deposit insurance

Empirical evidence indicates that those states that implemented a deposit
insurance system were states predominately comprised of many small
country banks and states opposed to branching.35 The small, country
bankers felt deposit insurance would protect them from uncertain market
fluctuations and the associated danger of panics. Though branch banking
offered an alternative method of stability to the country banker, it was
opposed because small bankers feared the competition that would come
with branching and their belief that larger banks with little concern for
the local community would emerge.36 Consequently, during this period
in U.S. banking history, states embraced deposit insurance as a way to
bring about stability.

Following the panic of 1907, five states established state deposit
insurance and three more states established deposit insurance after the
creation of the Federal Reserve System.37 All five of the national banking
era insurance programs suffered from asymmetric information problems,
similar to those unsuccessful insurance programs of the antebellum era.
For example, all five programs were safety funds that did not allow for
special assessments, so the funds were undercapitalized and risk taking
did not match with assessment. Further, membership was not com-
pulsory for all banking institutions which resulted in serious adverse
selection problems.38 By 1931, all of the deposit insurance schemes had
failed or ceased operation due to mounting bank failures and insufficient
funds.

The Federal Reserve System

As mentioned earlier, the series of crises during the national banking
period generated interest in banking reform. After the 1907 crisis, at
the state level, deposit insurance was embraced as a means of creating
stability. At the national level, interest and support grew for creating 
a central bank. Numerous scholars have studied the creation of the
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Federal Reserve System. Many focus on the political economy of this
important legislative development while others have focused on the
performance and structure of banking and the Clearinghouses as a
blueprint for the central bank.39 This chapter considers whether the
existing regulatory regime contributed to the creation of the central
bank and, like the work of others, it also inquires as to the timing of
the central bank’s creation.

Contemporary legislators and economists alike agreed that the Clearing-
house system had been effective in quelling panics during the national
banking era. At the same time, however, it was recognized that the
Clearinghouse certificates issued during these crises were illegal. Con-
sequently, discussions of reform often embraced the Clearinghouse
structure coupled with a “legal” emergency currency. Emergency cur-
rency was made legal by placing its administration under the Secretary
of the Treasury.40 Thus, those involved in monetary reform recognized,
on the one hand, the effectiveness of the Clearinghouse structure 
but, on the other hand, insisted that the federal government control
currency to provide elasticity. As the Federal Reserve Act was debated
in Congress it was clear that legislators insisted that the federal govern-
ment control currency in the United States, despite the fact that the
private market effectively issued emergency currency throughout the
national banking era. As pointed out by Timberlake (1984: 292–3) this
marked a crucial turning point in U.S. commercial banking because it
substituted political influence for market discipline in the monetary
arena. 

During the antebellum era of banking, the federal government tried
to establish a leadership role in commercial banking but was ultimately
unsuccessful. Then the federal government attempted to reestablish
itself through the creation of national banks and the Comptroller of 
the Currency. In terms of the number of national banks created, this
was also an unsuccessful development as the number of state banks 
far exceeded national banks (see Tables 4.2 and 4.4). The end of the
national banking era is marked by the creation of the Federal Reserve
which, as shown above, was another attempt by the federal govern-
ment to establish control over money and banking issues in the United
States. Because the private Clearinghouses were used as a blueprint in
creating the Federal Reserve, existing structures influenced the creation
of the central bank. Further, existing regulation, such as the bond col-
lateral requirement, destabilized banking which, in turn, was a rational
for creating a central bank.41 Thus, existing regulation did contribute
to the creation of the Federal Reserve System.
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As this chapter has established, the 1907 crisis was not the largest 
of the national banking era nor did it have the greatest impact on the
macroeconomy.42 So, why was it that a central bank emerged after 
the 1907 crisis and not before? Was there something unique about the
1907 crisis that made reform possible that was not feasible or desirable
earlier? Recall that one unique feature of the 1907 crisis was that it
began with the trust companies. That is, it began outside of the com-
mercial banking sector with institutions that were not members of the
Clearinghouse Associations. Since the trusts were not members, the
Clearinghouses could not properly evaluate the riskiness of the trusts
and, hence, did not lend to them when the crisis was still contained
within the trusts companies themselves. The different experiences of
the member and nonmember institutions during the 1907 crisis were
striking.43 Specifically, institutions that were members of a Clearing-
house system suffered substantially fewer demand deposit withdrawals
than nonmember institutions.44 This experience provided political sup-
port for the creation of a central bank. That is, if one believed that
belonging to an organization with the authority to oversee the activities
of its members and to assist members in times of need meant fewer runs
and fewer failures, a central bank created in the image of the Clearing-
house made sense and garnered political support. Scholars have also
argued that meaningful bank reform could not have transpired without
the support of the New York banker.45 The New York banker, prior to
1907 was not interested in a central bank since with all national banking
era crises, their actions were able to stem runs and panic. However, with
the 1907 crisis bankers became vulnerable to instability and crisis through
nonmember institutions. Thus, because of the unique nature of the 1907
crisis, both political and banker support were in place for serious reform.

Assessment of regulation and stability

Both the creation of nationally chartered banks in 1864 and the cre-
ation of the Federal Reserve System in 1913 mark an increased presence
of the federal government in commercial banking in the United States.
Both of these developments were intended to increase the stability of
banking. At the state level, several attempts to bring about stability
resulted in the creation of deposit insurance schemes. At the same time,
Clearinghouses became increasingly prominent as they attempted to
bring about stability through their actions during times of crisis. In this
chapter, we evaluate how successful each of these institutions were
during the national banking era. Table 4.12 contains a summary of the
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regulation of this era, its impact on stability, and the evidence used to
substantiate the findings. The narrative that follows explains Table 4.12
in detail and adds an assessment of the performance of the Clearing-
houses as well.

Assessment of the National Bank Act

As discussed earlier in this chapter, there were essentially six provisions
in the 1864 National Bank Act that formed the regulatory structure of
nationally chartered banks. First, the bond collateral requirement was a
provision borrowed from free banking laws of the antebellum period.
Just as this provision was destabilizing for free banks, it was equally
destabilizing for national banks. The problem was that banks could not
extend currency unless the federal government was selling bonds
which leads to inelastic currency unable to respond to the needs of
borrowers. At the same time, banks were more vulnerable to the health
of the government since if the price of the bonds fell, the net worth of
the bank fell as well. Figure A.10 contains the average yield to maturity
on U.S. government debt and from this we can see that during most of
the early national bank era, yields were falling so bond prices were gen-
erally rising. Finally, requiring bankers to purchase government bonds
meant those funds were not available for profitable uses which may
also compromise the stability of the bank. Indeed, by 1910 approx-
imately $750 million was devoted to the purchase of U.S. bonds to
secure circulation.46 Interestingly, in 1893 the American Bankers’
Association (ABA) called for the deregulation of the bond collateral
requirement and the creation of interstate branching to engender bank
stability. However, the unit banker reacted powerfully against the
branch banking allowance fearing that they would be unable to
compete so the ABA resolution died.

The second provision of the 1864 act restricted national banknote
issue to $300 million. This provision, like the bond collateral require-
ment, contributed to the inelasticity of currency since there was a
ceiling on the amount of circulating notes. In addition, since the notes
were distributed on a first come first serve basis, this provision lead to
an increased concentration of national banks in the northeast region
of the country and created barriers to entry elsewhere. Table 4.2 indi-
cates that national banks were initially clustered in the Northeast from
Maine south to Maryland and Delaware. Growth of national banks was
slow in the South and West regions of the country, in part because of
this regulatory provision. Table 4.1 indicates the dollar value of out-
standing banknotes by state and again it is clear that most of the notes
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National Banking Era: 1864–1912 103

Table 4.13 Deposits at National Banks in National Banking Era: 1870–1910

State (by region) 1870 1880 1890 1900 1910

Maine $4,855 $8,184 $13,364 $21,834 $37,307
New Hampshire $2,318 $3,944 $7,779 $12,285 $18,469
Vermont $2,664 $5,038 $7,708 $10,857 $17,092
Massachusetts $64,133 $110,042 $167,167 $213,179 $282,423
Rhode Island $5,941 $8,909 $16,673 $17,405 $27,739
Connecticut $11,982 $21,147 $29,534 $42,912 $56,318
New York $214,715 $307,495 $357,020 $560,820 $1,024,953
New Jersey $14,727 $24,525 $46,978 $73,462 $162,996
Pennsylvania $68,553 $119,561 $211,716 $380,756 $675,173
Delaware $1,326 $3,057 $4,420 $6,253 $10,510
Maryland $12,878 $21,432 $30,956 $42,941 $77,191
DC $1,362 $2,155 $10,626 $18,211 $23,126
Virginia $3,593 $6,690 $14,309 $20,473 $69,821
West Virginia $2,069 $2,040 $5,262 $15,549 $42,731
North Carolina $1,562 $2,883 $4,673 $7,477 $23,081
South Carolina $961 $2,586 $3,511 $5,172 $15,492
Georgia $1,682 $2,012 $6,335 $10,865 $37,739
Florida NA* $157 $3,364 $6,435 $25,837
Alabama $536 $1,319 $7,025 $10,938 $28,129
Mississippi $0 $0 $1,806 $3,879 $10,535
Louisiana $1,446 $8,478 $14,784 $20,308 $30,138
Texas $1,006 $2,081 $30,450 $49,749 $145,249
Arkansas $104 $265 $2,235 $3,102 $12,526
Kentucky $1,859 $8,510 $17,189 $27,755 $52,631
Tennessee $2,831 $6,586 $15,121 $22,083 $49,948
Ohio $21,046 $46,773 $88,220 $158,018 $284,212
Indiana $7,965 $19,871 $30,906 $57,728 $131,113
Illinois $21,608 $49,392 $102,696 $181,866 $374,082
Michigan $6,282 $18,295 $38,659 $54,065 $107,399
Wisconsin $3,865 $9,759 $23,648 $62,733 $118,479
Minnesota $2,985 $8,918 $31,000 $45,805 $153,123
Iowa $5,248 $11,608 $26,800 $49,041 $107,462
Missouri $5,826 $8,391 $45,011 $64,449 $139,093
North Dakota NA NA $3,810 $5,016 $29,005
South Dakota NA NA $4,075 $6,081 $28,416
Nebraska $1,192 $3,724 $26,152 $32,917 $87,663
Kansas $748 $2,548 $20,685 $29,195 $67,846
Montana $118 $1,102 $12,807 $13,360 $31,563
Wyoming NA $535 $2,694 $3,948 $12,461
Colorado $1,553 $8,288 $26,326 $51,214 $85,323
New Mexico NA $591 $2,301 $3,558 $11,831
Oklahoma NA NA $169 $2,956 $38,817
Washington NA $292 $14,341 $20,934 $82,957
Oregon $266 $984 $9,843 $11,782 $46,680
California NA $3,873 $18,236 $35,195 $202,533
Idaho $69 $128 $1,398 $3,799 $16,700
Utah $148 $944 $4,442 $5,072 $14,966
Nevada $0 $65 $245 $433 $5,727
Arizona NA NA $293 $2,076 $6,225
Alaska NA NA NA $118 $1,094
Hawaii NA NA NA NA $1,305

Source: Compiled from the Annual Report of the Comptroller of the Currency (1910: 371–401).

Notes: * not available.
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Table 4.14 Deposits at State Banks in National Banking Era: 1880–1910

State (by region) 1880a 1890 1900 1910

Maine $2,340 NA* NA NA
New Hampshire $36,003 $24,717 $989,536 $5,871,262
Vermont $1,607,553 NA NA NA
Massachusetts $1,323,634 NA NA NA
Rhode Island $3,611,242 $1,229,596 $720,580 $2,188,926
Connecticut $3,767,165 $4,036,279 $7,145,744 $9,006,797
New York $19,581,388 $183,139,592 $251,059,315 $431,219,848
New Jersey $2,973,119 $5,667,583 $8,144,031 $13,694,751
Pennsylvania $10,072,689 $39,467,922 $73,345,813 $153,757,559
Delaware $917,742 $987,265 $1,685,302 $2,110,791
Maryland $441,056 $2,954,287 $7,106,607 $34,325,522
DC NA NA NA NA
Virginia $5,137,229 $13,767,424 $22,451,581 $40,128,783
West Virginia $3,189,199 $3,638,021 $18,999,142 $50,102,693
North Carolina $1,447,416 $2,552,817 $6,345,312 $27,013,823
South Carolina $611,067 $1,507,985 $3,263,144 $24,567,442
Georgia $4,341,983 $11,090,547 $22,009,164 $35,536,158
Florida NA $559,749 $3,489,436 $18,672,967
Alabama $1,012,426 $1,237,574 $4,588,607 $19,547,928
Mississippi $1,441,669 $4,321,263 $12,547,103 $30,273,472
Louisiana $4,632,122 $7,486,897 $12,683,333 $54,216,850
Texas $2,280,131 $760,292 NA $27,573,308
Arkansas $412,310 $1,107,743 $4,464,013 $18,939,951
Kentucky $5,902,969 $27,004,077 $32,295,874 $48,757,767
Tennessee $3,050,686 $7,437,181 $7,303,710 $30,879,863
Ohio $3,132,931 $15,988,908 $85,157,634 $149,651,510
Indiana $2,169,517 $4,913,915 $16,798,432 $57,416,064
Illinois $3,228,683 $10,076,217 $169,203,991 $151,761,388
Michigan $3,378,821 $3,905,718 $102,448,609 $197,045,246
Wisconsin $2,654,682 $30,648,161 $45,929,285 $115,898,260
Minnesota $1,911,978 $18,975,459 $28,130,738 $91,002,851
Iowa $6,100,367 $9,437,205 $32,938,940 $76,818,707
Missouri $10,360,654 $60,932,254 $80,563,205 $173,534,260
North Dakota NA $439,195 $5,741,792 $37,951,307
South Dakota NA $1,634,634 $5,322,384 $50,851,230
Nebraska $480,354 $13,494,436 $25,256,035 $72,472,623
Kansas $1,810,416 $10,807,780 $28,491,889 $86,473,514
Montana NA $300,244 $6,066,057 $12,541,753
Wyoming NA NA $627,381 $4,555,843
Colorado $545,512 $4,046,355 $8,136,722 $10,249,416
New Mexico NA NA $1,688,896 $4,036,995
Oklahoma NA NA $3,542,224 $44,963,206
Washington NA $4,149,483 $7,308,687 $51,142,835
Oregon NA $551,492 $3,301,580 $36,888,818
California $11,269,822 $50,714,988 $85,881,584 $127,142,589
Idaho NA NA $537,902 $17,414,104
Utah NA $354,824 $17,434,051 $23,274,088
Nevada $98,560 NA $1,474,337 $6,804,227
Arizona NA $322,167 $2,296,908 $10,643,075
Alaska NA NA NA $1,321,010
Hawaii NA NA $1,818,672 $12,789,742

Source: Compiled from the Annual Report of the Comptroller of the Currency (1880: LXXXVII), (1890: 211),
(1900: 545), (1910: 736–7).

Notes: * not available. a 1880 data includes trust companies.
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were in the Northeast banks. Further, the provision limited competition
outside of the Northwest. Lower competition means lower interest on
deposits so that we would expect to find fewer deposits outside the
Northeast. Table 4.13 shows that deposits at national banks were much
lower in the South and in the West. At the same time, however, deposits
at state banks (Table 4.14) in the South and Midwest were comparable or
greater than those at state banks in the Northeast with the exception of
New York and Pennsylvania. This data suggests that the note restriction
provision added to bank instability to the extent that competition in
banking is desirable. However, this provision and its impact on stability
was relatively short lived because of its 1875 repeal.47

The third provision of the 1864 Act, minimum capital requirements,
had an impact on stability similar to that of restricted banknotes. The
higher capital requirements of nationally chartered banks created reluc-
tance on the part of existing state chartered bankers to convert their char-
ters.48 Further, high capital requirements made national banking more
expensive thus erecting a barrier to entry that lead to less bank compet-
ition in rural areas as bankers were reluctant to open a more expensive
institution along side a state bank. There is data to indicate that the rural
banks charged higher interest rates than other banks because there was
less competition due to, in part, the high capital requirements.49

The National Bank Act of 1864 also prohibited or limited most national
banks from extending mortgage and other real estate loans. State banks
were not similarly regulated so, like the previous two provisions, this
restriction limited interest in national banks and limited competition in
rural regions of the country. The evidence is similar to the capital require-
ment and restriction on banknotes (see Table 4.12).

A primary consequence of the fourth provision of the National Bank
Act, required reserves, was reserve pyramiding. Many nationally chartered
banks would deposit their reserves at either a reserve city bank or in
central reserve cities because these deposits earned interest. Thus, it was
more profitable for the country bank to make an interbank deposit than
to hold vault reserves. Central reserve and reserve city banks would then
use these deposits to extend call loans which were short-term loans,
payable on demand, made to those buying securities on margin. Thus,
from the reserve banks’ perspective, they would pay one interest rate for
the reserve funds and turn around and lend it out at a higher interest rate
to those engaged in equity trading. The problem with this pyramid of
reserves came when country bankers demanded their reserves in cash and
the reserve city banks could not meet those demands unless they called in
their call loans which, in turn, hurt equity values. Indeed, according to
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one financial historian: “The inverted pyramid…and its intimate con-
nection to the call loan market are widely regarded as key elements in
financial crises that punctuated the era.”50 Evidence of the fragility caused
by the required reserve practices of this period can be seen in the declin-
ing stock values that preceded and followed all of the bank crises in the
national banking era.51

Finally, nationally chartered banks were not allowed to establish
branches either within a state or between states. At the same time, many
states prohibited branching for state banks and even in those states 
that afforded branching opportunities, few banks actually participated.
Table 4.15 indicates the state branching laws for selected dates and shows
that, in 1896, of the 48 states, 15 prohibited branching and 11 did not
legally specify which typically meant banks could not branch. Thus, approx-
imately 54 percent of the states did not allow for intrastate branching.
Figure 4.2 illustrates the extent to which banks participated in branching
during the national banking era. From this, it is seen that throughout the
entire national banking era, there were fewer than 500 branches in the
entire country. 

There is no agreement in the literature about why states that allowed
branching witnessed so little branching in the immediate postbellum era.
In the years preceding, and immediately following, the passage of the
National Bank Act, there was little serious discussion about branching in
the United States.52 However, with the series of crises that marked this
period, discussion of bank and monetary reform often surfaced. Interest-
ingly, it was not until 1894 that a proposal was put before Congress which
embraced branching as a solution to the failures and runs. Before the turn
of the century, several other proposals also surfaced but they were always
tied to other reform issues. This created confusion for the public and led
government officials who were in favor of branching to oppose the bills
because of the other provisions. Thus, for a brief period, policymakers and
bankers were interested in allowing national bank branching but nothing
came from the discussions. Then with the turn of the century came a
change in policy attitude. The new Comptroller of the Currency and the
Secretary of the Treasury both opposed branching and, at the same time,
the nation, fearing industrial concentration, was embracing antitrust laws.
Both of these developments hurt any further progress on the branching
front. Further, the small, unit banker possessed most of the political
banking power during this era and this banker, not surprisingly, opposed
branching fearing the competition that would inevitably result.53

This discussion has established that there was little in the way of
branching during the national banking era because of the political
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Table 4.15 State Law Regarding Branching for Selected Years

State 1896 1910 1924

Maine Branching Permitted* Branching Permitted* Branching Permitted*
New Hampshire Branching Prohibited No Law Specified No Law Specified
Vermont Branching Permitted No Law Specified No Law Specified
Massachusetts Branching Prohibited Branching Prohibited* Branching Permitted*
Rhode Island Branching Prohibited Branching Permitted NA
Connecticut Branching Prohibited Branching Prohibited NA
New York Branching Prohibited Branching Permitted* Branching Permitted*
New Jersey Branching Permitted* No Law Specified No Law Specified
Pennsylvania Branching Prohibited Branching Prohibited* Branching Prohibited*
Delaware Branching Permitted Branching Permitted* Branching Permitted
Maryland No Law Specified No Law Specified Branching Permitted
Virginia Branching Permitted No Law Specified Branching Permitted
West Virginia Branching Prohibited No Law Specified Branching Permitted
North Carolina Branching Permitted No Law Specified Branching Permitted
South Carolina Branching Permitted* No Law Specified Branching Permitted
Georgia NA** Branching Permitted NA
Florida Branching Permitted Branching Permitted Branching Prohibited
Alabama NA No Law Specified Branching Prohibited
Mississippi Branching Permitted Branching Prohibited Branching Permitted*
Louisiana Branching Permitted Branching Permitted* Branching Permitted*
Texas NA Branching Prohibited Branching Prohibited
Arkansas Branching Permitted* No Law Specified Branching Prohibited
Kentucky No Law Specified No Law Specified No Law Specified*
Tennessee Branching Permitted Branching Permitted* Branching Permitted
Ohio Branching Permitted No Law Specified Branching Permitted*
Indiana Branching Prohibited No Law Specified Branching Permitted*
Illinois Branching Prohibited No Law Specified Branching Prohibited
Michigan Branching Permitted* No Law Specified NA
Wisconsin Branching Permitted Branching Prohibited Branching Prohibited
Minnesota Branching Prohibited No Law Specified Branching Prohibited
Iowa Branching Prohibited No Law Specified No Law Specified
Missouri Branching Prohibited Branching Prohibited Branching Prohibited
North Dakota No Law Specified No Law Specified No Law Specified
South Dakota Branching Permitted* No Law Specified No Law Specified
Nebraska Branching Prohibited No Law Specified No Law Specified
Kansas No Law Specified No Law Specified No Law Specified
Montana No Law Specified No Law Specified No Law Specified
Wyoming Branching Prohibited No Law Specified Branching Permitted*
Colorado Branching Prohibited Branching Prohibited Branching Prohibited
New Mexico No Law Specified No Law Specified Branching Prohibited
Oklahoma No Law Specified No Law Specified No Law Specified
Washington No Law Specified Branching Permitted* Branching Prohibited
Oregon No Law Specified Branching Permitted* NA
California Branching Permitted Branching Permitted* Branching Permitted
Idaho No Law Specified No Law Specified Branching Prohibited
Nevada Branching Permitted Branching Prohibited Branching Prohibited
Arizona No Law Specified Branching Permitted* Branching Permitted
Utah Branching Permitted No Law Specified Branching Prohibited

Source: Dhawan (1996).

Notes: * restrictions apply. ** not available. Also note that according to Barnett (1911: 136) if the state did
not specify branching rules it was meant to mean that branching was unlawful. Also note that according
to Barnett (1911: 136) even if the state allowed for branching, in most states additional capital was
required for the branch and branch openings required permission of state authorities. This explains in
part, according to Barnett, why there was little branching in the immediate postbellum era.
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environment and because of the opposition from the unit banker. This
despite the fact that most contemporary economists and political leaders
recognized the stabilizing benefits of branching. Theoretically, the ban 
on branching creates more small banks with undiversified portfolios 
since their borrowers and lenders come from the immediate community.
This means the banks’ fortune is directly tied to the fortune of the local
economy in both good times and bad times. How can we know if branch-
ing is indeed destabilizing? Based on the argument above, states without
branching, ceteris paribus, should witness more failures than branch-
ing states. Data on branching laws and failures for state banks may pro-
vide important evidence (Table 4.6 and 4.15). If, for present purposes, we
define a state banking situation to be unstable if ten or more banks fail in
one year, Table 4.6 indicates that seven states were unstable during the
early years of the national banking era. Of these seven, five states pro-
hibited branching and another, Wisconsin, prohibited branching some-
time between 1897 and 1910. Only California may be characterized as
unstable and with branching. However, in California, prior to 1900, there
was only one bank with branches and by 1908, there were only eight
branches in San Francisco and 11 more outside the city.54 Further, state-
wide branching laws were not passed in California until 1909 so while
there was instability in the state, there was virtually no branching 
during the national bank era. Thus the evidence supports the theory that
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Figure 4.2 Number of Operating Branches Between 1895 and 1926
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prohibitions on branching may increase instability in banking by limiting
competition and forcing banks to hold undiversified assets.55

The above analysis focuses on state bank failures and branching. We
cannot do the same analysis for national banks since they were pro-
hibited from branching in all states. However, if one compares the per-
formance of national banks in the United States, who were prohibited
from branching, with the performance of similar banks in Canada who
were allowed to branch, again the conclusion must be that branching
stabilizes banking. As evidence, consider that between 1870 and 1909,
the failure rate for national banks in the U.S. was 0.36 percent while the
failure rate for Canadian banks was less than 0.1 percent.56

The evidence presented above suggests that the provisions of the
National Bank Act tended to destabilize commercial banking. Given
that this era saw more crises with more failures than the antebellum
era it seems clear that the 1864 legislation meant to engender stability
was not terribly successful. A general theme that transcends each indi-
vidual regulatory provision of the National Bank Act is that collectively
these provisions encouraged the growth of the small, unit banker which
added to general instability. With inadequate portfolio diversity, these
small banks could not take advantage of any scale economies and were
vulnerable to any local economic downturn which, because the economy
was still highly agrarian, was frequent.

Assessment of the 1865 Revenue Act

As was mentioned earlier, the 1865 Revenue Act placed a ten percent
tax on all state banknotes (notes issued by both free banks and by state
banks). Thus state chartered and free banks either had to pay the tax,
rely less on banknotes as a source of funds, convert from state charters to
national charters, or close their doors. As Table 4.3 indicates, the regula-
tion was successful in reducing the importance of the state banker as
most banks either closed or converted to national charters immediately
following the 1865 act. However, a different picture is painted if one con-
siders the period between the 1863 creation of national banks and the
1865 tax on state banknotes. During this small window, only 169 state
banks converted to a national charter versus the 731 that converted
between November of 1864 and December of 1865.57 In other words,
state banks were reluctant to convert to a national charter prior to the tax
on their banknotes. 

It is interesting to consider the number of state and free banks in opera-
tion prior to the 1865 tax and compare that with the years immediately
following the act. Table 4.3 indicates the number of state chartered and
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free banks in operation just prior to or in 1865, the number of closures
and conversions for the earliest date after the Revenue Act, and the per-
centage of banks that converted or closed. Several observations may be
made. First, it is clear that the act did go a long way, at least temporarily,
to reducing the number and influence of both the state and free banks.
Unfortunately, the data combines the state chartered and free banks 
so it is not possible to determine how many, if any, of the remaining
banks were free banks and how many were state banks.58 Nonetheless,
the reduction in number was substantial throughout the nation. Second,
four states did much better than the others in terms of maintaining state
banks after the tax. Mississippi, Louisiana, Arkansas, and Kentucky had
substantially fewer conversions or closures than did the other states. Thus,
this cluster of southern states managed to more successfully avoid closure
or conversion. 

At the same time, it is interesting to note that the number of state
banks increased sharply following the clear decline immediately fol-
lowing the passage of the Revenue Act (see Figure 3.2). Why did the
number of state banks decline rapidly after 1863 only to reappear in
great numbers in the years to follow? According to several scholars, it is
because the use of deposits and checks gained popularity and accep-
tance so that banks had a source of funds without issuing expensive
notes.59 Prior to 1865, the use of deposits was extremely limited, parti-
cularly in the countryside so that banks relied heavily on note issuance
as a source of funds.

State bankers were unwilling to convert their charters as legislators
had hoped. According to the Comptroller of the Currency at that time,
Hugh McCulloch, state banks were fearful that the national system
would be more unstable and more prone to wildcat banking than the
state system. Further, many state bankers had established reputations and
established clientele that they feared losing through a national charter.
Scholars have also argued that state banks were reluctant to convert to a
national charter because of the additional regulation associated with such
a change.

The conventional financial historical analysis of this tax argues that 
it was necessary to improve the quality of banknotes. Proponents of 
this view believed that the quality of state banknotes varied too exten-
sively causing confusion and loss amongst its users. It has also been
argued rather extensively that another reason for the tax was to boost
demand for federal debt because nationally chartered banks were
required to purchase federal government bonds. However, a more critical
consideration of the act and the circumstances of American banking 
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in 1865 calls into question the merits of conventional historical 
analysis.

The charge against the state banknotes system was that the quality of
notes was too variable. One measure of quality is the rate of discount on
state banknotes. Analysis of the discount status of state banknotes across
the country finds that discounts were rather small though regional differ-
ences were apparent.60 Though state notes were often discounted, parti-
cularly if the note was used in exchange a far distance from its issue, the
extent of the discount was small, particularly compared to discounting
early in the history of American banking. The discount represented a
known risk to the note holder: the loss in currency value in distance 
or interstate exchange. This is not unlike the currency risk facing inter-
national travelers today with fluctuations in foreign exchange rates. Thus,
the evidence indicates that quality was not an important issue in the taxa-
tion of the state banknote. Indeed, it has been pointed out that during the
congressional debates surrounding the tax, little was actually said about
quality issues.61

If the issue was not note quality, there must have been some other ratio-
nale for the tax. Selgin (2000) makes a compelling case that actually there
were too many applications for new national bank charters so that the
demand for federal debt was never lacking. Because there was a $300 mil-
lion quota on national banknotes, the Treasury knew it would have to
limit the number of national charters it granted. A large demand for new
national bank charters, rather than conversions, meant that there would
be the $300 million in national notes in addition to the circulating state
notes. The Treasury wanted the state banks to convert to national charters
thereby replacing state notes with national notes. When the state banks
showed little interest in the conversion, the Treasury knew immediately
that inflation posed a serious threat. It was this inflationary threat that
prompted legislatures into taxing the state banknote.62 Getting rid of the
state bank would eliminate the state banknote and, in turn, reduce the
danger of inflation. In this way, the state banks were used as scapegoats
because the Treasury needed someone to blame for inflationary pressures
and for the wartime financial policy of issuing greenbacks and selling
bonds to national banks.63

The 1865 Revenue Act was perhaps temporarily stabilizing since it
reduced the number of small and free banks. Indeed, 1571 state banks
converted to national banks between 1863 and 1910.64 One may argue
that eliminating these small institutions would add stability to banking
but the reduction in numbers was only temporary. Table 4.4 indicates that
between 1880 and 1910 the number of state banks grew 1384 percent.

National Banking Era: 1864–1912 111

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



Onerous regulation on national banks and an increased reliance on dep-
osits rather than banknotes kept the state banker a vital member of com-
mercial banking. The folly of the 1865 Revenue Act is that the federal
government, at that time, clearly misunderstood the functioning of com-
mercial banks. Because the banks were relying heavily on deposits rather
than banknotes as a source of funds, the Act was ultimately ineffective.

Assessment of state deposit insurance

As discussed in the previous chapter, deposit insurance may be both sta-
bilizing and destabilizing. Deposit insurance often engenders confidence
amongst depositors and in the process allays the concerns that lead to
runs on banks during times of uncertainty. At the same time, however,
there are well known information asymmetries associated with deposit
insurance that encourage bank risk taking and minimize depositor mon-
itoring. In the case of state deposit insurance during the national banking
era the five insurance schemes were all ultimately undercapitalized. This
means that the potential stabilizing impact of deposit insurance fails. 
At the same time, the structure of the insurance programs led to moral
hazard and adverse selection problems discussed earlier. As one scholar
remarked on deposit insurance during this era: “State deposit insur-
ance schemes all ended in dismal failure. They had contributed to the
rapid growth of many small and vulnerable unit banks in the least 
economically diversified areas of the country.”65

In the five states that created deposit insurance during this era, all
were no branching states except for South Dakota which initially had
limited insurance and then no insurance sometime between 1897 and
1910. Further, the data in Tables 4.5 and 4.6 indicate that three of the
five deposit insurance states, Texas, Kansas, and Nebraska had substan-
tially more failures than the average.66 It is not clear if these failures are
the result of branching prohibitions, other regulatory constraints, or
because of increased risk taking due to the insurance. Nonetheless, one
cannot discount the insurance as a contributor to the instability.

Assessment of Clearinghouse Associations

Clearinghouse Associations were able to effectively solve several impor-
tant problems in commercial banking during the national bank era. First,
they were able to minimize some asymmetric information problems.67

Since member banks were subject to periodic audits and restrictions to
limit moral hazard, the public was able to learn something about the
health of member banks. Second, by issuing certificates and pooling
reserves, the Clearinghouses were able to provide some relief to the inelas-
tic currency problems discussed earlier. By minimizing these two prob-
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lems, asymmetric information and inelastic currency, the Clearinghouse
promoted confidence amongst the public in member banks. 

As a consequence of this confidence, member banks performed much
better than nonmember banks. For example, member banks experienced
far fewer runs than nonmember banks during crisis.68 This is because
depositors knew more about the health of a member bank than a non-
member bank because of the Clearinghouse Association. Other research
uses balance sheet data for both member and nonmember institutions
from New York and Chicago to determine if membership explained
changes in demand deposits during the 1907 crisis.69 The empirical ana-
lysis reveals that the contraction of demand deposits was significantly
smaller at member institutions than nonmember institutions. This sug-
gests that the public was aware of the benefits of Clearinghouse member-
ship and knew that member banks were either more solvent or had the
potential to be more solvent given the support of the Association. 

In terms of the inelasticity of currency, during the 1893 and 1907 crises
Clearinghouses issued certificates not only to member banks but also
directly to the public.70 This smaller denomination paper essentially func-
tioned as regular currency even though the Clearinghouse had no legal
ground for issuing paper money.71 However, given the crises, the federal
government ignored the legality issue as these certificates played an
important role in maintaining liquidity and recapturing confidence in
the banking system. Finally, as discussed earlier in this chapter, the
Clearinghouses redistributed reserves during several of the bank crises
which also contributed to depositor confidence and added elasticity to
the currency problem.

Thus, while the behavior of the Clearinghouse Associations had 
a stabilizing impact on banks both during crisis and noncrisis times, they
could have been even more effective had certain legal restrictions not
been in place. Specifically, had their ability to issue emergency currency
been legal, they may have been able to provide more liquidity to the
system during crises.72 In addition, branch restrictions reduced the
Clearinghouses effectiveness by keeping them from branching and reach-
ing economies of scale.73 Further, the branch restrictions made member
banks inherently more fragile which, in turn, made it harder for the
Clearinghouses to provide stability.

Concluding remarks

Commercial banking in the United States during the postbellum era was,
in some ways, similar to the antebellum era. Both epochs witnessed sev-
eral crises in banking and both witnessed the federal government take
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action to become more involved in the business of banking. However, the
presence of the federal government was relatively fleeting in the ante-
bellum era whereas the postbellum era saw the federal government suc-
cessfully establish a permanent role for itself. Further, this role became
larger as the national banking era progressed because the number of
nationally chartered banks increased and because of the creation of the
Federal Reserve System at the end of the era. 

The increased federal presence manifested itself, in part, as an increase
in regulatory restrictions, particularly on national banks. However, it is
equally clear that the regulatory constraints on national banks could have
been greater had the state bank been phased out. That is, once the state
banks survived and flourished following the 1865 Revenue Act, the Comp-
troller recognized that to remain competitive with the state banks, regu-
lation may have to become more relaxed. Indeed, between the state
regulators and the Comptroller there developed a “competition in laxity”
in terms of regulation with each group interested in maintaining their
place in the market.74 National banks could not afford to be burdened
with too much regulation or they would be unable to compete with the
state banker. In this way, while the national bank era had more regula-
tion than the antebellum era, the growth in regulation remained relatively
contained.

Nonetheless, the state charter was often preferred to the national char-
ter and thus, the era witnessed a tremendous growth in the number of
small, state banks. At the same time, because of limits on branching,
many of these state banks were not properly diversified which made
them more fragile and vulnerable to economic downturns. Thus, as estab-
lished above, the regulatory restrictions tended to have a destabilizing
impact on commercial banks during the national banking era, despite the
intentions of legislation to improve stability.

Unfortunately, rather than try to create a more stable environment by
removing the regulatory restrictions that were causing the instability, pol-
icymakers and regulators moved toward more government in the form of
a central bank. Thus, the end of the national banking era was an impor-
tant turning point in commercial banking because public institutions
replaced private institutions as the Federal Reserve essentially supplanted
Clearinghouse Associations. As the next chapter demonstrates, the new
central bank would fail its first real test to stabilize commercial banking
when the largest banking crisis in U.S. history occurred in the early 1930s.
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5
Era of Instability and Change:
1913–1944

Introduction to the era of instability and change

As demonstrated in Chapters 3 and 4, the national banking era was an
extension of the antebellum banking era in terms of the increasing
instability in banking and the growth in federal regulation. This era
marks another extension of the historical trend in commercial banking
to become both more regulated and more unstable. As this chapter
demonstrates, between 1913 and 1944, commercial banking in the
United States witnessed an increase in the severity of bank crises, a
tremendous number of bank failures and, in response, a significant
increase in the federal regulation of commercial banks. 

The macroeconomic backdrop to the banking industry in the 1920s
and 1930s is a famous tale of two extremely different experiences. 
The 1920s enjoyed tremendous productive, entrepreneurial, and socio-
economic gains for the people of America. As the name implies, the
Roaring Twenties saw a surge in manufacturing and innovation; RGDP
expanded at an impressive rate (Figure A.11), while unemployment was
consistently under five percent with the exception of the sharp reces-
sion in 1920–1921 (Figure A.12). Americans were driving cars in record
numbers (Figure A.6), General Motors passed Ford in total auto produc-
tion, complementary enterprises such as glassworks, tire manufacturing,
etc. grew, and road construction paved the way for far more profes-
sional and personal freedom.1 Productivity gains came from many areas
but the increased reliance on electric power was striking. By the end of
the 1920s, electric power accounted for over 80 percent of installed
horsepower and estimates suggested that this could increase product-
ivity by two thirds.2 New technologies such as the radio and motion
pictures contributed not only to the economic prosperity but also to the
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quality of leisure time. Further, more people were able to enjoy these
activities as personal earnings rose significantly (Figure A.13). 

Much has been made about the stock market expansion during this
time frame. The impressive expansion, shown in Figure A.14, was the
result of the private market prosperity described above. As the real
sector grew, manufacturing turned to the financial sector to finance
expansion. Commercial banks, investment banks and brokerage firms
were consolidating and growing alongside the real sector in an effort to
keep pace. Some of the stock market gains were a reflection of the real
gains in the wider economy. At the same time, monetary policy at the
central bank also contributed to the stock market run up.3 There were
considerable gold outflows in the late 1920s. An appropriate response
would have been tighter monetary policy to increase the price of gold
domestically. However, the central bank, instead, injected more money
into the economy which led to real estate and stock speculation. Finan-
cial historians, including Friedman and Schwartz (1963), contend that
central bank policy caused the stock market crash as well as the bank
crises which followed.

While much of the economy enjoyed prosperity during the 1920s,
the agriculture sector never recovered from World War I. Through-
out the decade, farm prices declined (Figure A.15) as a result, in part, of
productivity gains from mechanical farm equipment invented by entre-
preneurs such as John Deere and Cyrus McCormick. The increased pro-
duction outpaced the increased demand so prices fell. Farm income fell
significantly during the beginning of this decade but rebounded and
stabilized at the end (Figure A.16). The latter performance reflects a
slight rebound in agricultural commodity prices (Figure A.15). Further,
as illustrated in Figure A.17, many farming operations failed in the final
two years of the decade.

October 1929 marked an end of both the stock market and real gross
domestic product expansion. Why did the economy collapse? To this
day, this question remains unresolved. What we do know is that the
agriculture sector was under significant stress. Further, the money sup-
ply leveled off towards the end of the decade and between August of
1929 and March 1933, the money stock fell by over one third.4 Some
have argued that the Federal Reserve was trying to keep banks from
using deposits to buy equities.5 With money hard to come by, the man-
ufacturing sector slowed as bank credit became scarce. Further, the 1930
Smoot-Hawley Tariffs have been blamed for some of the 40 percent
reduction in U.S. exports in the two years following the tariffs and a
significant decline in global trade as other nations retaliated.6 Clearly, a
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reduction in exports of this magnitude will contribute to a slowing
economy. Another avenue through which these tariffs may have con-
tributed to the economic decline is that business perceptions changed
immediately. Businesses knew that the price of all imported inputs
would rise substantially so they responded by reducing production and
laying off employees.7 Indeed, today scholars believe this response by
domestic producers had a larger impact than the reduced sale of U.S.
exports due to retaliation. In the end, the contraction was so significant
that economic life in America was altered forever.

The 1930s macroeconomy witnessed the most severe economic down-
turn in the history of the United States. 1932 and 1933 saw unemploy-
ment rates of 24 and 25 percent respectively (Figure A.12) and real total
output fell by close to 30 percent between 1929 and 1932 (Figure A.11).
As mentioned above, prices fell in the early 1930s and struggled to return
to pre 1930 levels and, in the case of most agricultural commodities,
prices remained extremely low throughout the 1930s. The cumulative
effect of the depressed economy put tremendous pressure on many 
small bankers who held the deposits of the local community and had
loan portfolios comprised primarily of agricultural loans to the local
farmer. However, before turning the focus to the banking sector, it is
important to first understand the earliest developments of this era.

Federal Reserve System

The era of instability and change opened in 1914 with a new central
bank. Codified on December 23, 1913 the Federal Reserve Act created a
network of reserve banks that were established to provide the elastic
currency previously provided through Clearinghouses. The 1913 act
empowered an organizational committee with the authority to set up
between eight and 12 regional districts and banks. Membership into 
the Federal Reserve was compulsory for all nationally chartered banks 
and optional for state chartered banks. Member banks were subject 
to reserve requirements and were required to purchase stock in the
regional Federal Reserve Bank to which it belonged. Stock dividends
were capped at six percent. The regional Federal Reserve banks were estab-
lished as the banker’s bank. This meant that the member banks could
borrow from, hold deposits with, and process their deposits through
their regional Federal Reserve Bank. 

Two additional provisions of the 1913 act note mentioning. First,
Federal Reserve notes replaced national banknotes and were backed by
gold at the U.S. Treasury. Second, a Federal Reserve Board was created
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and empowered largely to supervise and examine the regional Federal
Reserve Banks and member banks. 

Prior to the creation of the Federal Reserve, the U.S. commercial
banking industry had two types of institutions; state chartered and
nationally chartered banks. After 1914, the industry structure became 
a bit more complex. Nationally chartered banks all became member
banks, some state banks also became member banks, while most state
banks remained nonmember banks. By the middle of 1917, only 53 of
the some 8500 state banks, or approximately 0.06 percent, joined the
system.8 State bankers opted not to join for several reasons. From the
beginning most bankers (and the public) were skeptical of the Federal
Reserve and skeptical that membership would offer much in the way of
benefits. This was particularly true for state banks that were members
of a Clearinghouse as the Clearinghouse already had a proven track
record and reputation for offering similar services. Further, member-
ship was costly both in terms of higher reserve requirements and the
stock provision. These factors combined to keep state bankers outside
the Federal Reserve System.

Growth and consolidation in banking: 1920s

In the history of U.S. commercial banking, the 1920s are often over-
looked because it was a decade that produced no crises or panics. It
was, nonetheless, an important decade in shaping commercial banking
as it was a period of tremendous growth in the number of commercial
banks (Figures 5.1 and 5.2) and, paradoxically, a period of consolid-
ation as the number of mergers increased throughout the decade. 

In terms of the number of commercial banks, in 1920 there were over
22,000 state banks and over 8000 national banks (Tables 5.1 and 5.2). At
the end of the decade, there were 7530 nationally chartered and 17,440
state chartered banks. While the absolute number of commercial banks
fell by the end of the decade, as shown in Figures 5.1 and 5.2 the first 
few years witnessed growth in the absolute number of banks across 
the United States. Where, more specifically, were the banks located? 
State level data on the number of national and state banks are found in 
Tables 5.1 and 5.2. These data indicate that nationally chartered banks
were most popular in the Northeast and Midwest. New York, New Jersey,
Pennsylvania, Delaware, and Maryland collectively accounted for 1665
national banks or 20.78 percent of the total in 1920. Five years later that
same region contained 1767 national banks or 21.94 percent of the total.
Similarly, the eight Midwest states housed 27.36 percent of all nationally
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charted banks in 1920 and just slightly more than 27 percent in 1925.9

Outside of these two regions, the data in Table 5.1 indicates that both
Oklahoma and Texas were home to a significant number of nationally
chartered banks in the 1920s. The growth in state commercial banks
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Figure 5.1 Number of State Chartered Banks: 1896–1940
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Figure 5.2 Number of National Chartered Banks: 1896–1940
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Table 5.1 Number of National Commercial Banks: 1915–1935

State (by region) 1915 1920 1925 1930 1935

Maine 70 63 58 52 40
New Hampshire 56 55 54 56 52
Vermont 48 49 46 45 43
Massachusetts 170 159 156 152 129
Rhode Island 18 17 17 10 12
Connecticut 74 66 62 62 54
New York 478 491 533 556 459
New Jersey 201 212 265 297 237
Pennsylvania 833 851 867 845 709
Delaware 24 19 18 16 16
Maryland 100 92 84 77 63
Virginia 136 165 181 157 132
West Virginia 117 122 124 111 79
North Carolina 80 87 83 64 44
South Carolina 71 82 75 35 19
Georgia 113 93 89 75 58
Florida 56 53 57 55 50
Alabama 92 101 102 101 69
Mississippi 35 30 36 35 25
Louisiana 30 38 33 31 30
Texas 537 556 642 593 457
Arkansas 58 83 86 67 51
Kentucky 141 134 139 133 100
Tennessee 116 98 105 99 73
Ohio 378 370 356 308 252
Indiana 258 254 246 210 125
Illinois 468 480 501 462 295
Michigan 104 112 126 126 85
Wisconsin 136 151 157 155 106
Minnesota 277 331 320 263 206
Iowa 348 358 340 241 121
Missouri 131 136 131 125 87
North Dakota 153 181 160 112 67
South Dakota 111 136 111 95 58
Nebraska 212 188 172 171 137
Kansas 215 249 258 245 191
Montana 64 145 85 63 46
Wyoming 33 47 32 25 26
Colorado 122 141 137 120 81
New Mexico 38 47 31 26 23
Oklahoma 351 348 393 278 215
Washington 78 87 112 105 67
Oregon 86 90 99 93 52
California 265 303 268 205 125
Idaho 56 81 57 41 24
Utah 23 28 21 18 13
Nevada 10 10 10 10 6
Arizona 13 20 18 14 7

TOTAL 7584 8009 8053 7235 5416

Source: Compiled from All-Bank Statistics: U.S. 1896–1955 (1959).
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Table 5.2 Number of State Commercial Banks: 1915–1935

State (by region) 1915 1920 1925 1930 1935

Maine 46 56 55 48 32
New Hampshire 24 26 27 26 24
Vermont 37 39 40 39 34
Massachusetts 115 171 111 107 76
Rhode Island 16 16 14 14 12
Connecticut 68 91 107 116 71
New York 439 493 488 435 335
New Jersey 139 164 217 238 167
Pennsylvania 533 621 754 700 416
Delaware 17 20 27 30 31
Maryland 129 151 150 139 126
Virginia 275 331 341 307 196
West Virginia 193 217 221 177 101
North Carolina 396 491 466 372 202
South Carolina 313 379 298 138 121
Georgia 660 686 549 339 284
Florida 200 210 261 150 98
Alabama 261 251 252 220 148
Mississippi 257 302 301 258 184
Louisiana 209 229 214 191 120
Texas 997 1125 943 762 481
Arkansas 395 404 396 329 191
Kentucky 453 450 468 415 344
Tennessee 390 450 447 382 258
Ohio 738 772 740 678 459
Indiana 723 798 846 700 422
Illinois 1430 1489 1403 1226 594
Michigan 703 739 765 701 415
Wisconsin 686 819 826 775 514
Minnesota 927 1177 1043 746 477
Iowa 1444 1564 1371 1070 550
Missouri 1368 1516 1427 1110 627
North Dakota 630 718 499 255 137
South Dakota 490 543 415 279 148
Nebraska 803 1037 939 625 305
Kansas 944 1100 1019 806 537
Montana 231 286 150 122 72
Wyoming 76 113 64 59 33
Colorado 206 262 199 152 84
New Mexico 47 76 35 27 18
Oklahoma 558 612 381 322 193
Washington 279 306 249 224 134
Oregon 174 187 180 135 52
California 468 414 385 222 140
Idaho 125 141 104 96 37
Utah 90 105 94 84 46
Nevada 21 23 24 25 4
Arizona 46 67 40 33 10

TOTAL 19,769 22,237 20,345 16,404 10,060

Source: Compiled from All-Bank Statistics: U.S. 1896–1955 (1959).
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appears to be more widespread than the national banks during the 1920s.
The data in Table 5.2 indicate that state commercial banks were popular
in the South, Midwest, and Central Western regions of the country.10 At
the beginning of this decade, the South housed 24.85 percent of all state
banks, while the Midwest housed 39.9 percent and the Central West 
had 21.34 percent of all state banks. Five years later, the Midwest and
South regions had an even greater percentage of the total (41.39 percent 
and 25.34 percent respectively) while the Central West was down to
18.19 percent. Outside of these three regions, Pennsylvania and New York
both had large numbers of state banks in the 1920s.

When comparing the data in Table 5.1 and 5.2 it is clear that the
number of state bank institutions began to fall off prior to the decline
in national banks. That is, the number of national banks increases from
1915 to 1925 before declining between 1925 and 1930. In contrast, the
number of state banks fell between 1920 and 1925. The discussion that
follows regarding bank mergers and consolidation explains this differ-
ent experience for national and state banks.

Branch banking

Between 1929 and 1936, there was a significant shift in the landscape of
branch banking. In 1920, only nine states allowed for statewide branch-
ing and another 13 limited branching to specific areas, for example, cities
with a certain threshold population (see Table 5.3). By 1936, 17 states
embraced statewide branching and another 17 allowed for limited branch-
ing (see Table 5.4). Figures 5.3 and 5.4 illustrate the extent to which
national and state banks were establishing branches and also the location
of the branches. Both charter types had approximately 20 percent of their
aggregated branches within the headquartered city in 1900 which means
that the majority of branching, at the turn of the century, was outside the
home city of the bank. In contrast, both state and national banks increas-
ingly opened branches within the headquartered city so that quickly the
branching emphasis shifted away from rural areas. For example, by 1915,
57 percent of national bank branches were within the headquarter city
while 55 percent of state bank branches were within the city. However, as
pointed out in a 1932 report by a committee established to study branch-
ing at the Federal Reserve, in the East and the South, branching remained
primarily rural.11 Thus, the trend throughout the United States was
towards more branching within large cities and the West and Midwest
regions focused on branching in urban areas while the East and South
regions expanded branching rurally. 

What was the impetus behind such a major shift in bank management?
There is empirical evidence to suggest that the high rate of bank failures
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increased political pressure in many of these states to allow for branch-
ing.12 That is, small, unit bankers who opposed the expansion of branch
banking lost some of their political weight as small banks failed. Further,
the pro branching sentiment was bolstered by the stability of branching
states relative to nonbranching states. However, as the number of bank
failures declined, the incentive to move towards more branching was
significantly reduced.13 Similarly, with the creation of federal deposit
insurance in 1933, many believed that the stability derived from branch-
ing could be achieved through deposit insurance. Indeed, there is evid-
ence to suggest that one reason federal deposit insurance was a popular
idea with small bankers was because it was seen as a mechanism for
keeping the encroachment of branching at bay.14 Taken together, the
reduction in the number of bank failures and the adoption of federal
deposit insurance, the trend towards freer branching laws came to an
end.
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Table 5.3 Summary of State Branch Banking Laws: 1929

States Permitting States Permitting States Prohibiting States With No 
Statewide Branch Banking Branch Banking Legislation 
Branching Within Limited Regarding Branch 

Areas Banking

Arizona Georgia Alabama New Hampshire
California Kentucky Arkansas North Dakota
Delaware Louisiana Colorado Oklahoma
Maryland Maine Connecticut South Dakota
North Carolina Massachusetts Florida Wyoming
Rhode Island Michigan Idaho
South Carolina Mississippi Illinois
Vermont New Jersey Indiana

New York Iowa
Ohio Kansas
Pennsylvania Minnesota
Tennessee Missouri

Montana
Nebraska
Nevada
New Mexico
Oregon
Texas
Utah
Washington
West Virginia
Wisconsin

Source: Federal Reserve Bulletin, April 1930: 151.
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Merger movement

While the absolute number of banks grew, another trend was working
to reduce the number of banks. White (1985) has constructed the most
comprehensive data on bank mergers during the 1920s and early

124 Regulation and Instability in U.S. Commercial Banking

Table 5.4 Summary of State Branch Banking Laws: 1936

States Permitting States Permitting States Prohibiting States With No 
Statewide Branch Banking Branch Banking Legislation 
Branching Within Limited Regarding Branch 

Areas Banking

Arizona Alabama Colorado Kentucky
California Arkansas Florida New Hampshire
Connecticut Delaware Illinois North Dakota
Idaho Georgia Kansas Oklahoma
Maine Indiana Minnesota Wyoming
Maryland Iowa Missouri
Michigan Louisiana Nebraska
Nevada Massachusetts Texas
North Carolina Mississippi
Oregon Montana
Rhode Island New Jersey
South Carolina New Mexico
South Dakota New York
Utah Ohio
Vermont Pennsylvania
Virginia Tennessee
Washington Wisconsin

Source: Federal Reserve Bulletin, November 1936: 858.
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Figure 5.3 Number of State Banks Operating Branches and Number of State
Bank Failures: Selected Years, 1900–1941
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1930s. As shown in Figure 5.5, the number of merged banks, which
includes member and nonmember commercial banks, increased dramat-
ically during the 1920s before falling off during the bank crises of the early
1930s. There are several possible explanations for this merger movement
in banking.15 First, the Act of November 7, 1918 provided a mechanism
for national bank mergers. Prior to this act, national banks intending to
merge were compelled to have one of the merging institutions liquidate
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Figure 5.5 Annual Number of Bank Mergers: 1919–1933
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and the other purchase its assets and liabilities. However, the act did
not allow for the easy merging of national banks with other banking
institutions. Indeed, if a national bank wanted to merge with a state
bank it had to first convert to a state charter, merge, and then be a
merged state bank. Nonetheless, after the 1918 act, it was marginally
easier for the national banks to merge and often the national banks
would use the merging process to establish branch units. 

Consolidation in banking was also the result of restrictive regulation
placed on both national and state chartered banks and developments 
in the stock market. Banks were not allowed to extend loans in excess of 
ten percent of capital to any one borrower. This meant that many banks
were not able to accommodate the needs of their large business clients.
Scholars argue that one reason for consolidation in the 1920s was to
create bigger banks in order to service large corporate borrowers.16 This
banking consolidation wave may also be understood in terms of the
1920s growth of the stock market (Figure A.14). Many small bankers saw
merging with larger banks as a means to participate in the stock market
boom given that larger bank shares were more widely traded. 

During the 1920s banks were also looking for new revenue sources
due to rather weak commercial loan demand. Investment banking and
trust business offered an important revenue source to commercial
banks and also an avenue for remaining competitive with nonbanks.
Banks merged, or created affiliates, with investment and trust busi-
nesses in order to acquire the expertise and skills for these new ser-
vices. By 1929, large commercial banks were underwriting $11.6 billion
in new issues; more than twice the level of the early 1920s.17 As further
evidence of the growth of investment bank activity at commercial
banks, consider that in 1922, national banks had ten security affiliates
but, by 1931, there were 114 affiliates offering investment bank activity
through national bank affiliates.18

Finally, banks in the 1920s often merged as a means of avoiding
failure.19 Since many banks were prohibited from branching, they were
often small and had limited diversification. Merging would allow the
bankers to grow in size, enjoy economies of scale, and to diversify both
their assets and liabilities. Because of this, it has been argued that the
1920s process of consolidation probably went a long way toward
strengthening the banking sector prior to the economic downturn that
became the Great Depression.20 Quite likely, had it not been for the
wave of mergers and consolidations between 1919 and 1929, the bank-
ing crises of the early 1930s would have been much worse because we
would have entered the 1930s with more smaller and weaker banks.
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McFadden Act of 1927

In addition to the growth and consolidation during the 1920s, there was
an important regulatory development during this decade. In 1927 Con-
gress passed the McFadden Act, in part due to concern over the number
of conversions from national to state banks and the growing number of
bank branches. Increasingly, the Federal Reserve worried that it was
losing members because many state banks were allowed to branch which
prompted many national banks to convert their charters in order to
enjoy branching privileges. At the same time, the Comptroller of the
Currency was concerned that state chartered banks had an advantage
over national chartered banks in those states in which branching was
allowed. The McFadden Act of 1927 was a response to the market develop-
ments of increased branching and a decline in the number of national
bank charters. The act allowed national banks to branch within the cities
in which they were located, if state law permitted, and provided that the
city had a population of at least 25,000.21 However, the McFadden Act
effectively prohibited intrastate branching because a national bank or a
state member bank could not open branches throughout the state. State
charted nonmember banks did not face this constraint. In 1927, and for
many years thereafter, states prohibited interstate branching for state
chartered banks and the 1927 McFadden Act extended that prohibition
to nationally chartered banks. Thus, the bank regulation of the 1920s, 
on the one hand, allowed for consolidation while, on the other hand,
confined banks geographically by prohibiting intrastate and interstate
branching for national banks. 

Outside of the branching provisions, the McFadden Act addressed
several other banking issues. First, it allowed national banks to merge
with a state bank and also allowed the bank to retain any branches it
absorbed through the merger.22 Clearly, the intention of this provision
was to arrest the decline in the number of national bank charters. The
1927 Act also addressed the growing trend of commercial bankers to
engage in securities activity. The Act codified the practice of national
banks of buying and selling investment securities; national banks were
legally allowed to trade investment grade securities up to 25 percent of
their capital.23

Bank crises and the regulatory response

As indicated earlier in this chapter, the 1920s ended with a severe crash
in the stock market, a loss of confidence in the economy in general, and
the banking industry in particular, and set the stage for the Great
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Depression at the beginning of the 1930s. While the late 1920s wit-
nessed a fair number of bank failures (see Tables 5.5 through 5.7), these
tended to be isolated in rural areas, did not impact depositor con-
fidence, and did not have broader, national implications.24 Hence, there
was no banking crisis in the 1920s, despite the number of failures. 1930
began without alarm as the number of failures did not depart much from
the 1920s. However, by the end of 1930, a banking crisis was at hand
with two more to come by the middle of 1933. Figure 5.6 illustrates the
number of failures, by bank type for this period.

November 1930–January 1931 crisis

There is disagreement amongst scholars of U.S. banking history regard-
ing the situation in late 1930 and early 1931. The crisis was not a
national event but, rather, was a regional disruption. Because of this,
some scholars do not characterize this episode as a crisis. However, the
regional disturbances fit the definition of crisis outlined in Chapter 1
and the hangover from this regional crisis had serious implications for
the crisis later in 1931. 

The aggregate bank failure data in Tables 5.5 through 5.7 provide 
some indication of a crisis in 1930. Between 1929 and 1930, the number
of national banks failures increased by 149 percent (Table 5.5), the 
number of state member bank failures increased approximately 59 percent

134 Regulation and Instability in U.S. Commercial Banking
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Figure 5.6 Number of Commercial Bank Failures by Bank Type: 1925–1933
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(Table 5.6), and the number of state nonmember failures increased by
over 100 percent (Table 5.7). While absolute number of failures provide
some information about the severity of crisis, it may also be helpful to
consider the number of failures as a percentage of the total number of
banks. Table 5.8 contains the calculations for the percentage of bank
failures for each state during each crisis year. If we assume that a failure
rate in excess of ten percent is significant, three states, North Carolina,
South Carolina, and Arkansas, experienced significant national bank
failure rates and ten states, primarily in the South and including the
three aforementioned, experienced significant state bank failure rates in
1930.25 Thus, the crisis was regional in nature.

Currency in circulation, in addition to the number of failures, is
another important indicator of crisis because it signals the extent to
which depositor confidence is lost.26 When depositors become less
certain about the viability of their bank, the first response is to convert
deposits into currency. Hence, increases in the amount of currency in
circulation may indicate a bank crisis. Figure 5.7 shows the monthly
currency in circulation for the years 1929 through 1933. The data show
a sharp increase in the amount of currency being held in the final
months of 1930 and the beginning of 1931 which corresponds with
the first identified banking crisis in this era. 

What caused the failures and loss in depositor confidence? Several
large bank failures, one in November and several in December, set off a
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Figure 5.7 Currency in Circulation (in Millions of Dollars): December
1928–December 1933
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wave of panics and failures at affiliated institutions in the surrounding
regions.27 In addition, drought conditions in the middle of the country
led to agricultural loan defaults and, consequently, bank failures, par-
ticularly at small and nondiversified banks. Perhaps the most impor-
tant implication of this regional crisis was that depositor confidence,
measured by currency in circulation, rebounded slightly after January
of 1931 but never returned to pre-crisis levels. That is, the amount of
currency in circulation fell after January of 1931 but did not fall to
1930 levels. This suggests that while the number of bank failures
abated, depositors were still concerned about bank viability.

1931 crisis

The second banking crises of this era took place in 1931. However, like
the first crisis, there is scholarly debate about the appropriateness of
characterizing this event as a “crisis”. There is also debate about the
cause of the crisis, and some scholars argue that there were actually
two distinct crises in 1931. Using monthly data, Wicker (1996) iden-
tifies two crises in 1931: the first began in April and ended in August
and the second began in August and ended in October. Since the
majority of the analysis in the book is at the annual state level, the two
waves of failures in 1931 are treated as a single crisis. 

Tables 5.5 through 5.7 provide annual bank failure numbers accord-
ing to bank type. From this, it is clear that most failures were nonmem-
ber state banks, though, over 400 national banks also failed in 1931.
The data also suggest another regional bank crisis as most of the fail-
ures were in the Midwest and Southern regions of the country. If,
instead of considering absolute numbers, one considers the percent of
banks that failed, 25 states experienced an annual state bank failure
rate in excess of ten percent (Table 5.8). All of the Midwest states,
except Wisconsin, saw more than ten percent of their state banks fail
in 1931 and nine of the 13 Southern states also witnessed a greater
than ten percent failure rate. Ten states had a greater than ten percent
failure rate for national banks. From this perspective, the 1931 banking
crisis was more severe than the crisis at the end of 1930.

Scholars offer varying explanations as to the cause of this second crisis.
One perspective argues that the bank failures were set off by falling
security prices which compromised a significant portion of the bank’s
assets.28 Table 5.9 contains the performance of common stock during
these crises years and tends to support the notion that a bank with
significant security holdings may have been hurt by market perfor-
mance. As evidence, consider that in 1932 there was a 48.5 percent
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Table 5.9 Monthly Stock Prices: 1929–1934

Year and Month Common Stock Year and Month Common Stock 
Index Index 
(1935–1939 = 100) (1935–1939 = 100)

1929 1932

January 195.6 January 61.3
February 196.9 February 59.6
March 199.7 March 60.0
April 197.0 April 46.3
May 198.3 May 42.0
June 201.4 June 35.9
July 218.9 July 37.9
August 230.3 August 56.3
September 237.8 September 61.5
October 213.0 October 52.7
November 159.6 November 50.2
December 162.4 December 50.1

1930 1933

January 165.0 January 51.8
February 174.8 February 47.5
March 182.0 March 45.6
April 191.1 April 50.2
May 180.0 May 66.4
June 161.4 June 79.1
July 157.7 July 85.0
August 155.9 August 79.3
September 157.1 September 79.0
October 134.7 October 73.3
November 123.2 November 73.0
December 115.5 December 74.3

1931 1934

January 118.5 January 79.9
February 126.5 February 85.0
March 128.4 March 81.3
April 115.3 April 84.1
May 103.5 May 75.8
June 100.4 June 77.6
July 103.7 July 75.4
August 100.8 August 71.6
September 86.3 September 70.7
October 73.7 October 71.1
November 75.7 November 73.3
December 61.0 December 73.1

Source: Board of Governors, Banking and Monetary Statistics, 1914–1941 (1943: 481).
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decline in the common stock index throughout the year (Table 5.9).
Another perspective finds the increase in the number of bank failures
corresponds to the announcement that the British pound would no
longer be tied to gold. 

Regardless of the cause of the crisis, there seems to be some scholarly
agreement on why the crisis came to an end. In October of 1931, the
National Credit Corporation (NCC) was created under the guidance of
President Hoover. The President and other leaders at the time felt the
Federal Reserve was an inadequate liquidity source for both member
and nonmember banks and so they approached commercial bankers
hoping that a private solution could be found. The bankers were asked
to form a voluntary association that would lend to other association
banks in difficulty. Ultimately, the President promised the bankers
that, should their private association fail to stabilize the situation, 
he would ask Congress to intervene. The bankers agreed and pooled
$500 million under the National Credit Corporation. While the NCC
ultimately did not extend much of the $500 million, the mere creation 
of the pool of funds went a long way to restoring, temporarily, confidence
in the banking system. 

Evidence that depositor trust returned, at least temporarily, may be
found in Figure 5.7 as currency in circulation leveled off in the final
months of 1931. This may be interpreted to mean that some deposits
returned to the banking system and the level of currency hoarded was
constant or, at the very least, not growing. However, what is equally
clear from Figure 5.7 is that the restoration of confidence in the bank-
ing system at the end of 1931 was temporary at best. Early in 1932,
currency in circulation reached historical high levels suggesting that
depositor trust in the banking system was fragile and increasingly weak.
The fragility of depositor confidence combined with the large number of
failures in 1931 set the stage for the worst crisis in U.S. banking history
two years later.

1932 Reconstruction Finance Corporation

As mentioned above, the National Credit Corporation was a voluntary
group of bankers brought together to lend to other bankers in need.
However, the group was formed with little enthusiasm and the promise
of the President to create a government agency, if needed, created the
wrong incentives for the NCC to succeed. Indeed, the NCC leaders 
procrastinated and delayed lending knowing that the government
would step in and take over responsibility. Realizing that the private init-
iative had failed, President Hoover made good on his promise and the
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Reconstruction Finance Corporation (RFC) was signed into law in
January of 1932.

The RFC was created to make low-interest loans to commercial
banks, savings and loan associations, insurance and mortgage com-
panies, and railroads. The administration believed that this injection of
funds would end bank suspensions, prevent the collapse of the rail-
roads which were struggling to meet even fixed costs, relieve liquidity
fears, and restore credit.29 The central mission of loan extension stemmed
from Hoover’s belief that the economic problem of the day was too little
credit. For Hoover, the problem was a loanable funds problem because 
he assumed that businesses were demanding credit but were unable to
obtain it as banks were holding onto reserves in anticipation of bank
runs. Further, there is evidence that the Federal Reserve was reluctant to
take action so another mechanism was sought to help banks and some
nonfinancial firms.30

Created as a temporary agency with an initial charter of ten years, all
RFC loans were limited to a one year period though the President had
authority to extend loan maturity to three years. Initial capital of
$500 million was subscribed by the federal government and the RFC
was empowered to issue bonds and notes to obtain an additional
$1.5 billion. In addition, the RFC was required to publish quarterly
reports indicating the volume of loans provided in specific classes of
borrowers. Not surprisingly, this provision often made potential bor-
rowers hesitant to exercise their borrowing privileges as it was feared
that the use of RFC loans would ruin public confidence in the debtor. 

Though 1932 was without a bank crisis it was not without instabil-
ity. Indeed, 276 national banks, 55 state member banks, and 1085 state
nonmember banks failed that year. While these numbers were large,
they were less than the failure numbers in 1931. Further, there does
not seem to be any evidence of significant loss in depositor confidence.
Indeed, currency in circulation actually fell through the beginning of
1932 and tended to level off indicating that consumer confidence
improved throughout the year (Figure 5.7). While the RFC ultimately
was not successful in restoring confidence and prosperity to banking
and the economy, in the very short run it provided temporary relief to
bankers and railroads.

1933 crisis

The first month of 1933 began without much fanfare. Depositor con-
fidence held steady despite banks failing in greater numbers than histor-
ically acceptable. This tenuous situation of many failures coupled with
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steady, but not strong, consumer confidence changed in the middle of
February when the Governor of the state of Michigan declared a state-
wide banking holiday in which all banks were temporarily closed. As
word of this statewide holiday spread to nearby states, fragile depositor
confidence crumbled causing bank runs and panics. Unfortunately, panic
and loss of confidence proved contagious and spread to commercial
banks throughout the United States. It culminated in a national bank
holiday as declared by President Roosevelt two and a half weeks after
the Michigan declaration.

The initial problem in Michigan was that a large bank in Detroit with
over thirty affiliates throughout the state was in serious financial jeopardy
and headed towards failure.31 The RFC and bank leaders held extensive
negotiations in an attempt to get funds extended to the failing bank.
Given the network of affiliates throughout the state, officials were con-
cerned that the failure of the bank would compromise the stability of
banking in Michigan generally. Negotiations failed and the bank holiday
was declared. In the weeks following, a resolution for dealing with closed
and troubled Michigan banks could not be reached. As a consequence,
panic and bank runs spread to other Midwestern states and eventually
throughout the country. In the two and a half weeks following the
Michigan declaration, 18 states had declared bank holidays and 12 addi-
tional states had deposit restrictions in place. 

The contagious panics, consequent increase in bank failures and
runs, and large number of state holidays prompted drastic federal gov-
ernment intervention. On March 6, 1933, President Roosevelt invoked
the Trading with the Enemy Act thereby allowing him to proclaim a
nationwide bank holiday. All banks were officially closed through
March 9, 1933. The Emergency Bank Act of 1933 became law on March
9 which, among other things, gave the President complete power to
control banks by opening those which were determined to be sound,
requiring bank reorganization if deemed necessary, and controlling
foreign exchange transactions as well as all bank transactions. In addi-
tion, the Emergency Bank Act empowered the President to extend the
bank holiday indefinitely. The first reopening began on March 13 with
the Federal Reserve Banks and sound commercial banks within cities
which housed Federal Reserve Banks. By March 15, one half of the
commercial banks were reopened and by the middle of April, 817 com-
mercial banks were found to be sound and reopened. When the dust
settled at the end of 1933, 3887 commercial banks had failed.32

Unlike the earlier regional crises of this era, the 1933 crisis was nation-
wide. Using the ten percent rule as significant, Table 5.5 indicates the
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national scope of this crisis. Thirty-nine states witnessed a national
bank failures rate in excess of ten percent and 36 states had a state
bank failure rate in excess of ten percent throughout 1933. This means
that very few states escaped without serious bank instability. Consumer
confidence, as measured by currency holdings, plummeted particularly
during the crisis months of February, March, and April (Figure 5.7). 

Like the bank crises of earlier eras, the response to this crisis was addi-
tional regulation of the commercial banking industry. Indeed, the two
primary legislative developments, the Banking Act of 1933 and Banking
Act of 1935 worked to limit competition amongst and between commer-
cial bankers and, at the same time, created a federal safety net under the
commercial bank industry. These two landmark regulations significantly
changed the face of commercial banking.

Banking Act of 1933

Three months after President Roosevelt declared the nationwide bank-
ing holiday in March of 1933, the Banking Act of 1933 was codified.
While the act had a direct impact on the functioning of all the pre-
dominant financial intermediaries, its impact was overwhelmingly felt
within the commercial banking sector. In the broadest of terms, the
purpose of the act was to restore confidence, to protect depositors from
loss, and to stabilize commercial banking. In the end, four primary
provisions emerged which significantly altered the structure of com-
mercial banking.

Perhaps the most famous provision of the Banking Act of 1933 was the
creation of federal deposit insurance and the Federal Deposit Insurance
Corporation (FDIC). Not surprisingly, a proposal to create federal deposit
insurance generated intense debate, particularly in light of the failed state
deposit insurance schemes of both the antebellum and national banking
eras. Many doubted the wisdom of borrowing a failed state concept and
applying it to the nation. However, given the severity of conditions in 
the economy as a whole, and the banking sector in particular, conditions
were optimal for selling the concept of federal deposit insurance to 
skeptical bankers, regulators, and depositors. 

Federal deposit insurance was established under both a temporary plan,
to begin six months after the June 16, 1933 act was signed, and a per-
manent plan. The permanent deposit insurance fund was scheduled to
begin on July 1, 1935. Under the 1933 act, premiums for insurance cover-
age were proportional to total deposits though no limit was placed on 
the total amount each bank could be assessed. Uncertainty regarding
premium obligations was erased with the passage of the Banking Act 
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of 1935. The 1935 act established that banks would pay one-half of 
one percent of their deposits. The temporary plan afforded 100 percent
deposit coverage up to $2500 but the limit was adjusted to $5000 late in
1934 (see Table 5.10 for historical changes in coverage). Finally, according
to the Banking Act of 1933, to be eligible for deposit insurance, member-
ship into the Federal Reserve System was required. However, this pro-
vision was amended by the Banking Act of 1935 when the timeframe 
for banks to join the Federal Reserve System was extended from 1937 
to 1942. The time extension for membership was repeatedly extended in
the years following 1935 and ended with the provision’s legal elimination
in 1939. 

A second provision of the 1933 act placed further limits on branch
banking. The distressed financial situation of the 1930s brought branch
banking issues to the forefront of debate as the liberation of branch
banking, to some, was the answer to the instability in commercial bank-
ing. Branch banking was possible in many regions of the country during
the antebellum era. However, increasingly throughout the national
banking era states passed anti-branching legislation. As a consequence of
the limits placed on branching, the landscape of banking witnessed a pro-
liferation of more and smaller banks. Many experts and scholars argued
during the 1930s that the best way to stabilize banking was to allow 
for branch banking which would create fewer, larger banks with more
diversified portfolios.33 These scholars argued that many of the failures
during the 1930s were small and often rural banks that were not a part of
a branch network. The data in Tables 5.11 and 5.12 overwhelmingly
confirm this as most bank failures, regardless of bank classification, were
small banks in small towns.
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Table 5.10 Maximum Deposit Coverage per Depositor of the Federal Deposit
Insurance Corporation

Year Coverage Limit

1933 $ 2,500
1934 $ 5,000
1950 $ 10,000
1966 $ 15,000
1969 $ 20,000
1974 $ 40,000
1980 $100,000
2008 $250,000

Source: FDIC.gov.
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Despite interest in expanding branch banking as a solution to the
instability in commercial banking, reform ultimately took the form of
reinforcing prohibitions on branch banking. Indeed, the Banking Act
of 1933 liberalized the McFadden branch banking rights of the national
banks by extending to them the same intrastate branching rights enjoyed
by state banks. However, interstate branch banking rights were still
restricted as established by the 1927 McFadden Act. 

The regulation of deposit interest rates marked the third significant
provision of this Banking Act. This provision was the product of the
belief that excessive interest rate competition contributed to financial
instability. As early as 1918, officials voiced concern over rising deposit
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Table 5.11 Capital Stock of Failed Banks: 1930–1934

1930 1931 1932 1933 1934

National Banks
Small 137 316 205 869 1
Medium 15 75 57 177 0
Large 9 18 14 55 0

State Member Banks
Small 20 58 40 104 0
Medium 3 24 7 39 0
Large 4 25 8 34 0

State Nonmember Banks
Small 1023 1486 990 2393 36
Medium 71 173 77 181 5
Large 10 38 18 42 2

Source: Federal Reserve Bulletin (1937: 897–8).

Note: A small bank had capital stock of $100,000 or less, a medium bank had capital stock
of between $100,001 and $499,999 and a large bank had capital stock of $500,000 or
more.

Table 5.12 Number of Failed Banks by Population of Towns and Cities:
1930–1934

Population (number 1930 1931 1932 1933 1934 
of inhabitants)

0–2499 976 1492 980 2701 42
2500–24,999 244 487 324 888 7
25,000 and over 130 314 149 411 8

Source: Federal Reserve Bulletin (1937: 901).
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interest rates arguing that the higher the rate paid on deposits, the higher
the cost of doing business to the banker and, consequently, the lower
bank profitability. In the early 1930s, the argument shifted somewhat to
one that stressed the relationship between rising deposit interest rates 
and bank risk. The argument was that as banks were forced to pay higher
deposit interest rates, because of competition from other bankers, the
bank would feel compelled to make high risk loans and investments in 
an attempt to recoup the higher interest rate cost.34 Though empirical 
evidence suggests that interest rate competition in the 1920s and 1930s
did not contribute to financial instability, Congress was convinced other-
wise as evidenced by this regulation of interest rates.35

The regulation of deposit interest rates became known as Regulation Q.
Section 11(b) of the Banking Act of 1933 prohibited all member banks
from paying interest on demand deposits. The same section empowered
the Federal Reserve Board with the authority to set the interest rate which
could be paid by member banks on time and savings deposits. Regulation
Q went into effect on November 1, 1933 at which time the Federal
Reserve Board set a maximum rate of three percent on time and savings
deposits.

After its activation in January of 1934, the Federal Deposit Insurance
Corporation extended the interest rate ceiling to all insured commercial
banks that were not members of the Federal Reserve System. However,
early in 1935, when the Federal Reserve and the Federal Deposit Insur-
ance Corporation moved to reduce the interest rate ceiling to two and
one half percent, the statutory authority of the Federal Deposit Insurance
Corporation to regulate interest rates was called into question. The Fed-
eral Deposit Insurance Corporation’s regulation was consequently sus-
pended until the Banking Act of 1935. Hence, it was not until the passage
of the 1935 act that nonmember banks were subject to the rate controls
of Regulation Q.36

The fourth significant provision separated commercial from invest-
ment banking. The impetus for this development came from two dif-
ferent arenas. First was the belief that bankers and brokers, through
their dishonest and discreditable dealings, had contributed to the 1929
stock market crash and subsequent series of bank crises.37 Though
historians now believe that any unscrupulous behavior contributed
insignificantly to the instability, bankers and brokers shouldered much
of the blame at the time.38 A second reason for this provision was the
belief that there exists an inherent conflict of interest between com-
mercial bankers’ involvement in the securities market and their clients.
More specifically, because commercial banks have access to a large
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number of depositors, they may push upon the depositor securities that
may help the bank but not the depositor.39 Legislative changes reflected
both the concern that banks contributed to the stock market crash and
that they were defrauding the public through what has been termed 
the “Glass–Steagall Act”. This refers to those sections of the Banking Act 
of 1933 that deal specifically with the relationship between investment
and commercial banking.

Four sections of the 1933 act were designed to separate investment
from commercial bank activity. Sections 16 and 20 prohibited state mem-
ber and national banks from underwriting corporate securities. Further,
national banks, state member banks and their affiliates were banned 
from securities dealings. At the same time, however, the affiliates of state 
nonmember banks retained authority to engage in securities activity.40

Section 21 prohibited any financial institution that accepted deposits
from underwriting almost all types of securities. Several types of securities,
including the issues of the U.S. federal government and the states, were
exempt from section 21 prohibition. Finally, section 32 made it illegal for
member bank officers to engage in the purchase or sale of securities. 

The significance of the Banking Act of 1933 to the U.S. commercial
banking sector cannot be overstated. The four significant provisions of
the act changed the structure of banking as no other legislative develop-
ment before. The provisions collectively preserved the dual banking
system, limited competition between banks and between banks and
other financial intermediaries and, at the same time, created a federal
safety net under the commercial banking sector. Though in recent years
some of these provisions have been repealed either entirely or partially,
other provisions remain intact and continue to influence the perfor-
mance of commercial banking in the twenty-first century. 

In addition to restructuring commercial banking, the Banking Act of
1933 made substantial changes to the structure of the Federal Reserve
System. When the Federal Reserve System was created in December of
1913 great measures were taken to avoid creating a central banking
system. Instead, the system was structured to diffuse responsibility
throughout a regional banking system. For example, the regional banks
controlled open market operations. By the early 1930s, blame for the
stock market crash of 1929 and the prolonged depression was largely
placed on the financial community and often on the Federal Reserve. 

In response, the Federal Reserve was restructured initially by the
1933 act and then again two years later with the passage of the Bank-
ing Act of 1935. In 1933, the control over open market operations was
shifted away from the regional banks to the Board of Governors. After
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1933 no regional bank was allowed to engage in open market opera-
tions except in accordance with the regulations set by the Board. The
1933 act also created the Federal Open Market Committee (FOMC)
which was empowered to handle all purchases and sales on the open
market. However, the regional banks had the authority to refuse to parti-
cipate in the policies adopted by the FOMC. Thus while individual
regional banks could no longer initiate open market operations they
could abstain from participating in the process.

The 1933 act also empowered the Board of Governors with the author-
ity to suspend regional and member banks from the use of the credit
facilities of the system if the Board judged that prior credit policies were
unsafe or did not accommodate the needs of commerce and industry.
This control was a marked departure from the original Federal Reserve
structure in which the reserve banks were free to extend credit to their
members at their own discretion. 

Finally, the 1933 act restructured the Federal Reserve by providing
the Board the power to limit loans extended by the regional banks.
This provision was to prevent the excessive use of bank loans for spec-
ulative purposes, as it was believed that the Federal Reserve System was
too liberal in its loan extensions and thereby contributed to the stock
market growth of the 1920s. The provisions of the 1933 act centralized
the Board of Governor’s powers within the Federal Reserve. However,
less than two years later additional legislation was passed that would
further centralize power and authority in the Federal Reserve, thereby
leaving no doubt that it was truly a central bank.

Banking Act of 1935

The Governor of the Federal Reserve Board, Marriner Eccles, drafted 
the legislative proposal which became the Banking Act of 1935. In
essence, this act restructured the Federal Reserve by empowering the
Board with greater responsibilities and control over monetary policy.41

First, the Board was given authority to approve or disapprove the
appointment of president (previously governor) and vice president 
of each regional bank. Second, all Board members were placed on the
Federal Open Market Committee. Third, regional banks were no longer
allowed to engage in or decline to engage in open market operations.
These two provisions not only gave the Board the majority voice on
the Open Market Committee, it also eliminated what remained of the
regional banks’ discretion in open market decisions. At its core, this
restructuring gave the Board almost complete control over monetary
policy.
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Assessment of regulation and stability

Much like the earlier history of U.S. commercial banking the response
to the episodes of instability and crises in this era was increased regula-
tion. Indeed, in the eight year span between 1927 and 1935 there were
five significant bank legislative developments. However, this regulatory
response differs from earlier responses because it was largely national
in scope. In contrast, during the antebellum era regulation was largely
at the state level and during the national banking era much of the 
regulation was still at the state level. Thus, this era of regulation 
completes a gradual shift of bank regulation from the state level to 
the national level. 

Did this regulation contribute to bank stability? The short answer is
that some of it did, some of it did but only temporarily, and some of it
did not. Table 5.13 captures a summary of the impact this regulation
had on bank stability. Since the focus of this work is on the relationship
between commercial bank stability and regulation, the assessment pre-
sented here is only on the regulation that was primarily aimed at the
commercial bank sector. Consequently, the Federal Reserve Act and the
Banking Act of 1935 which both focused on the central bank and mon-
etary policy are not included in this assessment. The discussion which
follows elaborates on the assessment of the relationship between regula-
tion and bank stability for the remaining three significant regulatory
developments.

Assessment of 1927 McFadden Act

The 1927 McFadden Act made it easier for national and state banks to
merge. This development created conditions of greater stability because
the larger, merged bank enjoyed economies of scale and a more diver-
sified balance sheet.42 The data in Table 5.11 confirm this by showing,
for example, that of all the banks that failed in 1933, 86.4 percent of
them were small banks. Thus, the merger provision of the McFadden
Act enhanced bank stability to the point where one wonders how
much worse the crises of the 1930s would have been without it. 

One provision of the McFadden Act liberalized branching by allow-
ing national banks to branch in cities with a population over 25,000, if
state law allowed. Table 5.12 indicates that bank failures were relatively
less in cities with a population in excess of 25,000. These are the same
cities that national banks were allowed to branch in with the passage
of the McFadden Act. From this perspective, the extension of branch-
ing rights was stabilizing.
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However, the other key provisions of the 1927 Act, the prohibition on
intrastate and interstate branching, contributed to bank instability rather
than stability. Table 5.3 indicates that there were eight states that per-
mitted statewide branching during this period. In all of these states, 
there were very few banks failures during the 1925 through 1933 period
(Tables 5.5 through 5.7) with the exception of state nonmember failures
in North Carolina and South Carolina. During this period, North Caro-
lina averaged 30.2 failures per year and South Carolina averaged 23.6
state nonmember failures each year. In contrast, the states that performed
poorly in terms of the number of failures were Arkansas, Minnesota,
Iowa, Illinois, South Dakota, Nebraska, and Kansas which either prohib-
ited branch banking or, in the case of South Dakota, had no branch laws. 

Taken together, the McFadden Act enhanced stability through the
merger provision and the extension of intra-city branch rights to national
banks. However, the provisions to prohibit intrastate and interstate branch-
ing were destabilizing as it preserved a system of small, undiversified, unit
banks.

Assessment of 1932 Reconstruction Finance Corporation

The primary function of the RFC was to extend loans to banks in the
hopes that they would turn around and extend credit to nonfinancial
firms. Recall that President Hoover was convinced that the central prob-
lem in banking was too little credit. Bankers, at that time, insisted that
credit demand was weak.43 Regardless, it is clear that the RFC did not
reverse the trend as loans fell at commercial banks between 1929 and
1936.44 From this perspective, the RFC, was not successful in its imme-
diate goal of increasing credit. While banks did borrow from the RFC,
they did not use the funds to extend credit. As evidence, consider that
between March 1929 and the end of 1932, loans extended by commer-
cial banks fell 64 percent.45 Indeed, most bankers quickly repaid their
RFC loans and some of the incentive for repayment surely was the result
of the decision to make public quarterly reports on the RFC’s lending
activity. Bankers were quick to repay loans and hesitant to take out future
loans because they thought the public would interpret such borrowing as
a sign of weakness.46 Thus, while those bankers who did borrow failed 
to lend, other bankers were unwilling to even borrow from the RFC. Both
instances complicated the Corporation’s quest to alleviate the perceived
credit deficit.

In the end, the RFC had an ambiguous impact on bank stability. Credit
may be given to the RFC for the 1932 decline in currency holdings. This
may reflect an improvement in consumer confidence; depositors may
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have reacted positively to the creation of the RFC by holding less cur-
rency. This would certainly be a stabilizing element. However, because
the RFC did not improve credit availability nor did it keep bank failures 
at bay, this regulation did not contribute significantly to stabilizing the
banking sector. Further, the lower currency holdings were temporary; cur-
rency holdings increased substantially in 1933 so any stabilizing element
of the RFC was temporary and short lived.

Assessment of the Banking Act of 1933

The impact of the four primary provisions of the Banking Act of 1933
on the stability of banking is discussed below (see Table 5.13). This is
followed by a brief discussion of the four provisions collectively and
the general impact of this legislative act on bank stability.

A. Federal Deposit Insurance

As explained in Chapters 3 and 4, several states during the antebellum
and national banking era experimented with deposit insurance. These
were generally perceived to be failures because they increased risk taking
and failed to keep bank runs and failures at bay. Deposit insurance
comes with a price; depositors have no incentive to monitor and dis-
cipline banks and bankers have an incentive to take on excessive risk
because any loss to depositors will be covered by insurance. This is the
moral hazard of deposit insurance. In the nineteenth and early twen-
tieth century’s, the moral hazard cost of deposit insurance was well
known and understood. For example, in 1908 the Bankers’ Association
of Illinois studied the possibility of a federal deposit insurance scheme
and concluded that, because of moral hazard risks, the idea was not
desirable. In 1933, President Roosevelt, the Federal Reserve, the Treasury
Secretary, and the American Bankers’ Association were opposed to the
idea of federal deposit insurance because of moral hazard concerns.47

Indeed, in the 57 years prior to the 1933 establishment of federal
deposit insurance, there were at least 149 previous proposals that all
failed.48 Nonetheless, the extreme number of bank failures in the early
1930s created the conditions necessary for certain lawmakers to push
through federal deposit insurance.49

Just as in earlier eras, deposit insurance was both stabilizing and
destabilizing. To the extent that deposit insurance restored confidence
and eliminated bank runs, it was certainly stabilizing to the commer-
cial bank sector. In 1933, there were 4000 commercial bank failures
and only 57 failures the following year.50 This is strong evidence that,
in the immediate time frame, deposit insurance stabilized commercial
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banking. However, deposit insurance was also destabilizing from the 
perspective that it increased the moral hazard problems outlined above.
Further, deposit insurance reduces competition in the banking sector
more generally. Depositors no longer have an incentive to monitor their
bank or to be thoughtful in even choosing a bank. From the perspective
of the depositor, banks become homogeneous; deposits are insured to the
same extent at all insured commercial banks. Consequently, rather than
choose a bank because of its record of prudent management and risk
taking, depositors rationally ignore that information and make choices
based on location and convenience. The element of depositor discipline is
removed with deposit insurance and this may certainly contribute to
instability in banking.

B. Branch banking

The Banking Act of 1933 liberated branching rights through the pro-
vision that allowed national banks to branch statewide, if state law
allowed. The Federal Reserve Committee on Branch, Group, and Chain
Banking (1932) describe the position of the Federal Reserve and of the
Comptroller regarding branches. Both were highly in favor of creating
a branch system because they were sure it would prevent bank failures
and would place national banks on equal competitive ground as state
chartered banks. Indeed, the Comptroller of the Currency authorized
national banks to open additional offices in the early 1920s despite the
interpretation of the National Bank Act to the contrary. However, the
Comptroller stressed that these additional offices must be in com-
pliance with state law. Thus, the provision in the Banking Act of 1933
that afforded national banks interstate branching rights was, to a
certain extent, a legislative recognition of market developments during
the 1920s and early 1930s. That is, markets and regulators had moved
beyond the constraints set by Congress and the provision in the 1933
Act codified these developments. Nonetheless, this provision enhanced
bank stability through two channels: by increasing competition and by
expanding geographic diversity which reduces bank risk.

Existing literature on the relationship between increased compet-
ition through branching and bank stability overwhelmingly indicates
that competition enhances stability.51 This relationship holds both
historically and contemporarily but a significant amount of research
has investigated this relationship during the 1920s and 1930s. For exam-
ple, Carlson and Mitchener (2009) find evidence that incumbent banks,
when exposed to increased competition because of branch banking,
reacted by improving their efficiency, cutting costs, and increasing
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profits. Further, these scholars find that the banks that responded this
way were more likely to survive the crises of the early 1930s. This is
important evidence of the stabilizing influence of branch banking and
competition.

Further, during this era, urban banking environments tended to 
be extremely competitive, even in those states that did not allow for
branching. In contrast, in many of the smaller towns where one bank
was common, there was little to no competition. These were the banks
that failed in significant numbers (see Table 5.12). It is difficult not to
correlate the stability of more competitive markets and the instability
of less competitive markets. 

Branch banking is also said to increase stability through geographic
diversification. When banks are not allowed to branch, their finan-
cial health is determined by a narrow set of liabilities and assets. 
The banker accepts deposits from individuals near the bank and
extends loans to clients near the bank. Since these clients all share 
the same microeconomic environment, a downturn or adverse shock
to the community can quickly make the bank vulnerable to failure
because its balance sheet is not diversified. Branching, it is argued, can
allow the banker to diversify the balance sheet and make it stronger
when there is a local or industry specific economic downturn. 

During the 1920s and 1930s, banks with branch offices were recog-
nized typically to be larger and more diversified that the smaller unit
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banks.52 Table 5.11 indicates that, for all bank types, the larger banks
were less likely to fail than smaller banks. If larger banks were those
with branches, perhaps some of their stability in terms of survivorship
comes from their ability to diversify their portfolios. A comparison of
failure data in Tables 5.5 through 5.7 indicate that state nonmember
banks were the most likely to fail during this period. Further, Figure 5.8
indicates the average sized failure at state nonmember banks was much
smaller than failures at national and state member banks. Taken toge-
ther this data clearly indicates that smaller banks were more likely to
fail during the 1920s and 1930s. Further, as indicated in the earlier 
discussion regarding bank mergers, in those states with branching,
weaker banks could merge with stronger banks rather than fail.53

Merging was a mechanism for obtaining the diversification that was
prohibited through restrictions on branching.

While most scholars have tested the competition and stability relation-
ship through the two channels of competition and diversity separately,
Carlson and Mitchener (2005) test which channel is most profound. They
find that during the 1920s and 1930s, increased competition from branch-
ing caused weaker banks to exit the industry leaving behind a stronger
and more stable collection of banks. They find that both the compet-
ition and geographical diversification channels improve stability but
their results indicate that the competition effects were more important
in stabilizing banking.

While the provision that allowed for intrastate banking certainly
enhanced bank stability, the Banking Act of 1933 contained another
provision that banned interstate banking. Banning interstate banking
is tantamount to keeping all of the stabilizing benefits of intrastate
banking within the state. Consequently, to the extent that intrastate
banking improved stability through increased competition and geo-
graphic diversification, the prohibition on interstate branching makes
the banking system more fragile by decreasing competition and geo-
graphical diversification. 

The impact on stability of the two branching provisions is probably
not offsetting. The prohibition on interstate banking applied to all
banks in all states. The extension of intrastate branching applied only
to national banks only in those states that allowed for such branching.
In 1936, 17 states allowed for intrastate branching (see Table 5.4) so
the stabilizing benefits from the intrastate provision were less than the
destabilizing costs from the interstate branching ban. In the end, the
two provisions that concern branch banking had an opposite impact
on bank stability but, on the whole, were more destabilizing.
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C. Regulation Q

Like the other provisions of the Banking Act of 1933, Regulation Q
limited bank competition. Since banks could no longer pay interest on
demand deposits and the interest on time and savings deposits was
controlled, banks could no longer price compete for deposits. This, of
course, was the intention of the provision. In terms of its impact on
stability, the immediate impact of Regulation Q, on its own, was to
reduce the cost of demand deposits. In this way, it may have enhanced
stability by reducing bank costs. Yet, even this is not a forgone con-
clusion because whether profits increase depends on the elasticity of
demand and supply for demand deposits; with a zero interest rate regu-
lation in place, the number of demand deposits that bankers are able
to attract will fall.54 Indeed, scholars find that Regulation Q did not
improve bank profitability.55 Further, since the market interest rate on
time and savings deposits were below the ceiling set by the Federal
Reserve of three percent in 1933 and 2.5 percent in 1935, this pro-
vision had no impact on costs in the first 30 or so years of its imple-
mentation (see Figure 5.9).56 Consequently, the impact of Regulation Q
on bank stability, in the short run, appears to have been negligible.
Bank profitability did not improve and the cost of obtaining time and
savings deposits were determined by the market since the ceiling rate
was not binding. As will be shown in the next chapter, however, Regu-
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lation Q became a significant source of instability in the 1960s when
market interest rates rose above the regulated rates and banks faced
nonprice competition and disintermediation.

D. Glass–Steagall

The Glass–Steagall provision of the Banking Act of 1933 separated
commercial and investment banking because conventional wisdom
believed that bankers had recklessly speculated in the stock market
and, in doing so, caused the 1920 stock market crash and subsequent
bank crises. Despite this common belief, there is little or no evidence
that during the 1920s, bank behavior contributed to the stock market
crash of 1929. An empirical analysis finds that the securities operation
at national banks did not increase the probability of bank failure, that
bank earnings did not coincide with the earnings at the investment
affiliates, and that the presence of an investment affiliate did not nega-
tively impact bank capital.57 Rather, the banks that engaged in securities
activity had the opportunity to diversify and enjoy economies of scale
that made the institutions more stable, not less, which was the con-
tention during the crises of the 1930s.58 Further, scholars have found that
commercial banks that were engaged in securities activity were under-
writing securities of higher quality than investment bankers.59

If bank securities activity was not excessively risky and if it did not
compromise bank profits, what impact did the separation of commercial
and investment banking have on the stability of commercial banking? To
the extent that the security affiliates were profitable, the separation would
hurt bank profits and hence compromise stability. As evidence of the 
stability of banks operating security affiliates, consider that between 1930
and 1933, 26.3 percent of all national banks failed but only 6.5 percent of
those with security affiliates failed during that same time frame.60 Further,
investment affiliates allowed banks to circumvent geographical restric-
tions on their activities so that to prohibit this was to limit or reduce the
benefits of diversification and dispersed risk.61 That is, prior to this 1933
regulation, national banks were able to circumvent, to some extent, limits
on branching by opening these affiliates.

The separation also reduced competition between both bankers
themselves and between commercial bankers and investment bankers.
As indicated earlier, there is a plethora of evidence that indicates that
competition in banking is stabilizing.62 Consequently, to the degree
that competition improves stability, the separation of commercial and
investment banking reduces competition and contributes to bank
instability.
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E. Provisions collectively

All of the major provisions of the Banking Act of 1933 share one com-
mon element: they all reduced competition. Consequently, when evalu-
ating the Banking Act of 1933 as a single legislative development, 
to understand its impact on stability is to understand the relationship
between competition and stability. As introduced in Chapter 2, the rela-
tionship between competition and stability in banking is complex. It was
long assumed that, in banking, an increase in competition would increase
instability and fragility. The assumption was that bankers would respond
to competition by taking greater risks. As a result, legislation in the earlier
two eras, as well as this one, focused on reducing competition in bank-
ing. Unfortunately, as indicated in the analysis of the individual pro-
visions, the decrease in bank competition had the opposite affect; it made
banking more fragile and unstable in the long run.

In addition, the major provisions of the Banking Act of 1933 were 
not adopted independent of one another. When the provisions of the
Banking Act of 1933 were under debate, bankers were vehemently
opposed to deposit insurance for reasons mentioned earlier. One reason
for opposition was the cost that deposit insurance would impose on the
banks. Some members of Congress favored the Regulation Q provision
as a means of lowering bank cost to offset the cost of deposit insurance.
Indeed, Regulation Q was seen as a concession to the banker to get
deposit insurance passed.63 Similarly, the separation of commercial and
investment banking was seen as necessary once deposit insurance was
agreed upon. That is, regulators and lawmakers did not want banks to
be utilizing insured deposits to invest in securities or to be used in the
underwriting process.

Concluding remarks

The Banking Act of 1933 is often credited for saving the banking system
and for restoring bank stability. In the years following the bank crises of
the 1930s, it appeared as though the regulation to constrain bank com-
petition had worked; bank failures were significantly reduced, over time
confidence in banking was restored, and perhaps most importantly,
there were no bank crises. Certainly, deposit insurance was an impor-
tant measure in getting depositors to return to banks and to ending
bank runs. In the short run, it appears as though the deposit insurance
provision was stabilizing. Unfortunately, the long run impact of deposit
insurance and its application significantly increased moral hazard and
bank fragility. Further, there is no evidence to indicate that the other
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provisions stabilized commercial banking in either the short or long
run. Indeed, as will be shown in Chapter 6, some of the provisions from
the Banking Act of 1933 that were thought to have brought about 
stability were the source of bank instability in later years.

Regulation can be stabilizing at one point in time and destabilizing
later because of the dynamic nature of markets. Recall from Chapter 2
that markets are constantly in flux as entrepreneurs search for profit-
able opportunities revealed through the market itself. The process of
seeking profits reveals information about the market that cannot be
known in advance. Thus, the dynamic market process produces impor-
tant economic information that the market participants rely on. As mar-
kets are dynamic and regulation is static, and because regulatory decisions
are based on incomplete information, the regulation necessarily will affect
bank stability differently over time. In the case of deposit insurance, the
market conditions in 1933 were such that deposit insurance enhanced
stability. However, over time, the market process evolved revealing a 
different set of opportunities and conditions that resulted in risk taking 
and other moral hazard problems. The remaining chapters of this book
will explore more thoroughly the evolution of markets and how the 
provisions of the Banking Act of 1933 increasingly became a source of
fragility for the banking sector.

Reflecting on the previous two chapters, from the inception of com-
mercial banking in the United States through the Great Depression, the
regulatory framework in banking grew considerably. Regulation that
had largely been the domain of states became, with the Banking Act of
1864, the domain of the federal government. The regulation of the
1920s and 1930s continued the trend of increasing federal banking 
regulation. At the same time, the banking sector became increasingly
fragile as measured by the number and severity of both bank crises and
failures. The immediate postwar period is a stable time in U.S. com-
mercial banking but the stability does not last as the constraints of the
regulatory structure become destabilizing in the face of a dynamic
market.
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6
Postwar Banking Era and
Regulatory Response: 1945–1999

Introduction to the postwar banking experience

The immediate postwar years were rather quiet and stable for the
national economy generally and for commercial banking specifically.
However, that all changed by the middle of the 1960s and calm was
replaced with volatility and uncertainty. Consequently, it may be
helpful to think of this era as one in which the first 20 or so years were
stable and generally uneventful followed by a rather long period char-
acterized by volatility in real and financial markets and an unpre-
cedented series of banking legislation. Indeed, this era in commercial
banking is unlike the three previous. In the earlier banking eras, a
pattern developed in which either a series of bank crises was followed
with regulation or a few significant crises resulted in a regulatory
response. The period between the middle of the 1960s and the end of
the twentieth century did not have a defining bank crisis or singular
regulatory response. Rather, moving forward from the mid-1960s, this
era is one characterized by several developments: significant change in
the competitive environment in banking; considerable change in the
balance sheet and management of commercial banks in response to
the increased competition; a landscape dotted with both large and
small bank failures; a substantial crises in the savings and loan indus-
try; and the passage of eight important federal bank regulations.1

While this era may have lacked a single, defining bank crisis, under-
standing it is an important part of understanding the overall relation-
ship between bank regulation and stability in the United States. This is
because the era witnessed a protracted wave of bank failures inter-
spersed with a few large failures and a series of regulatory responses.
This period is also important because, as will be shown in Chapter 7,
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there are some who blame the first financial crisis of the twenty-first
century on regulatory developments during this era.

Macroeconomic backdrop

Despite relatively favorable growth in real gross domestic product, the
national macroeconomic conditions during the postwar banking era
may be characterized as relatively volatile after the mid-1960s. Inflation
was climbing by the end of the 1960s, and then was volatile and at
times extremely high at the end of the 1970s and beginning of the
1980s (Figure A.18). During the 1970s, major foreign currencies were
allowed to float and exchange rate volatility followed (Figure A.19). In
response to inflation, inflation expectations, and monetary policy, interest
rates were also rising and highly unstable (Figure A.20). Taken together,
this volatility, particularly in interest rates, interjected a destabilizing
element to commercial banking on the national level.

At the same time, there were regional recessions that hurt commer-
cial banking in some sections of the country more than others. Four
regional recessions have been identified during this period.2 First was
the rapid and significant decline in agricultural prices in the middle of
the 1980s. The decline in prices reduced farm income which led to
many farm loan defaults. The second regional recession was in Texas,
Oklahoma, and other energy-producing state in the Southwest. Both
in 1981 and 1985, oil prices unexpectedly dropped. Banks that had a
high concentration of energy loans failed when these loans went into
default. Further, in the Southwest, the post 1981 period was one of
boom and bust in the commercial real estate market which hurt banks
in the region. The third regional decline occurred in the Northeast 
in 1980 and 1981 when gross state product in many of these states
declined. The fourth and final recession was in California in 1991 and
1992 when gross state product turned negative. As discussed later in
this chapter, these regional recessions, particularly the first two, were
highly correlated with bank failures in the region.

Trends and challenges in commercial banking

The macroeconomic conditions of this era may be described as unsettled.
Concurrent with the variable macroeconomy, the banking sector was
undergoing significant changes of its own. Two trends describe com-
mercial banking between the middle of the 1960s and the end of the
twentieth century. First is an increasingly competitive environment.
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Commercial bankers faced increased competition for both their assets
and liabilities. Specifically, bankers had a difficult time retaining depos-
itors as mutual fund companies offered products that paid higher inter-
est rates. Further, bankers faced increased competition as nonfinancial
firms moved away from traditional bank loans to issue their own com-
mercial paper and securities.3 Banks were also under competitive pres-
sure from finance companies who increasingly offered business loans.
At the same time, foreign banks expanded significantly into the U.S.
commercial banking markets which also increased competitive pres-
sure on bankers. The second trend was the changing nature of bank
management in response to the increased competition. Banks, while
constrained by regulation, responded to the highly competitive envi-
ronment by finding new revenue sources, offering new products to
both depositors and borrowers, and by consolidating with other banks
and financial institutions. Both trends are discussed below.

Increased competition

Innovations in communications and computer technology combined
to make entry into the traditional banking market more readily access-
ible. By reducing the cost of obtaining information, carrying out finan-
cial transactions and monitoring credit risk, commercial bankers lost
their advantage in the traditional functions of gathering deposits and
extending credit. In addition, regulatory constraints limited banks
leaving them unable to respond to market changes which then opened
the door for new competition. Further, the new competitors operated
with a significant cost advantage since they were not subject to the regu-
lation that burdened commercial banks (e.g. capital and reserve require-
ments, loans limits, regulation Q, lending mandates in the Community
Reinvestment Act, etc.).4

A. Commercial paper and finance companies

Nonfinancial firms typically borrow from commercial banks or they
issue debt to investors. Historically, these firms relied on commercial
bank loans because they were often less expensive than debt. However,
as is explained later in this chapter, banks had trouble meeting non-
financial loan demands during the credit crunch of 1966 leaving non-
financial firms unable to obtain the credit that they desired.5 Part of the
reason banks could not meet loan demand was because market interest
rates rose above the regulation Q rate. In response, depositors pulled
their time deposits out of commercial banks leaving the banks with
fewer loanable funds. In 1969, like 1966, interest rates rose above the
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regulated rate and banks faced disintermediation.6 This time, however,
they tapped two new sources of funds in an attempt to continue lend-
ing. First, U.S. banks increasingly borrowed funds from their overseas
branches who were able to borrow in the Eurodollar market.7 Second,
many bank holding companies were able to sell commercial paper and
transfer the proceeds to their banks by purchasing loans originated at the
bank. At the same time, nonfinancial firms were increasingly issuing
commercial paper as an alternative to issuing debt or borrowing from
commercial banks. The nonfinancial sector did not want to be vulnerable
to a credit crunch like that in 1966 by over relying on bank loans. The
commercial paper market provided these firms with an alternative fund-
ing source. Figure A.21 illustrates the extent to which commercial paper
grew in importance at nonfinancial firms. Clearly, after 1966, non-
financial firms increasingly relied on commercial paper for some of their
short-term borrowing. 

Another source of competition for the banker came from finance
companies.8 Finance companies, like commercial bankers, make busi-
ness (and consumer) loans. However, while bank loans are typically
not backed by assets, finance company loans do require inventories,
accounts receivable, or equipment as collateral. Generally, finance com-
panies issue commercial paper to raise funds for lending and most of
the lending is short term. Like the commercial paper market, finance
companies increased their share of the business credit market (see
Figure A.22) as they increasingly devoted more of their assets to short-
term lending. The increased lending commitment by finance com-
panies was particularly strong during the 1970s and 1980s. Indeed,
some have argued that finance companies offer one of the greatest
sources of competition to the banker because they offer the same func-
tions but without the regulatory costs.9

B. Foreign banks

While the growth in foreign-owned banks operating in the United States
was most pronounced in the 1990s, the growth began in earnest in the
1970s. Consider that in 1973, foreign-owned banks had 7.6 percent of the
total market in business lending in the United States and their assets com-
prised 3.8 percent of the bank market.10 By 1980, foreign-owned banks
increased their share of the business lending market to 19.2 percent and
their assets comprised 11.9 percent of bank assets. In terms of their share
of bank deposits, over this same time frame, foreign-owned deposit shares
increased from 1.7 percent to 6.6 percent. By 1990, the assets of foreign-
owned banks were 21.4 percent of the total; they had 18 percent of the
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total lending market, and 14.5 percent of the bank deposits in the
United States. 

The growth in foreign-owned banks represented new competition for
U.S. commercial banks and often put the U.S. banks at a competitive
disadvantage. Until regulatory changes in the 1980s, foreign-owned
banks were not subject to domestic regulation, including the provisions
from the 1930s. Commercial bankers became increasingly concerned
that the Glass–Steagall provisions limited their ability to compete not
only with nonbanks but also with competition from foreign banks.11

Bankers were right to worry as the increased lending from foreign banks
has been found to be the largest source of competition for commercial
bankers since the middle of the 1980s.12

C. Mutual funds

Mutual funds have a long history, largely outside of the United States.13

Their appeal historically, and today, is that they provide the investor a
low cost means of diversification and liquidity. In the United States,
mutual funds have their origins in the Northeast region during the
1920s. At that time, most funds were closed-ended.14 Indeed, in 1929,
there were nearly 700 closed-ended funds and only 19 open-ended
funds.15 By the beginning of the 1950s, there were over 100 open-ended
funds and more than 100 additional funds were established during the
1960s. The 1970s gave rise to no-load funds which were extremely
popular and facilitated growth in the industry.16 Another measure 
of the growth in this industry is the number of shareholder accounts 
as this indicates participation by investors.17 In 1970, there were 
10,690 thousand accounts and by 1980 it increased to 12,088 thou-
sand accounts. By the end of this banking era, in 1999, there were
226,212 thousand mutual fund accounts which is an increase of 
2016 percent from 1970 (see also Figure A.23).

Mutual funds and money market mutual funds were an important
source of new competition for commercial bankers. Mutual funds were
not subject to regulation Q or any of the other banking regulation dis-
cussed thus far. Consequently, when interest rates rose above the regu-
lated price ceiling on time deposits, depositors left commercial banks
and placed many of those funds in money market mutual funds to
earn the market interest rate. Initially, banks were at an impasse; 
they could not offer the same interest rate and were thus faced with
disintermediation.

At the same time that mutual and money market mutual funds are
competition for banks’ liabilities, they also facilitate the competition
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from finance companies. Mutual funds purchase a significant portion of
the commercial paper that is sold by finance companies. These pur-
chases, in turn, are liabilities to finance companies so that they can
compete in lending markets with commercial bankers. Further, the sym-
biotic growth of finance companies and mutual funds has fueled the
commercial paper market. Thus, in the end, the growth in the non-
financial firm’s use of commercial paper and the growth in competition
from finance companies and mutual fund companies were reinforcing
the competitive disadvantage facing the commercial banker.

Bankers’ response to competition

Commercial bankers were feeling competitive pressure from all sides. As
described above, there were many new entrants in the traditional com-
mercial bank market and often the commercial bankers were unable to
counter because of regulatory constraints. In response, bankers began 
to innovate and find ways to circumvent the regulation enabling them
to regain their competitive position and respond, albeit slowly, to chan-
ging market conditions. Bankers were innovative in finding new sources
of income, of creating new ways to retain or attract deposits, and find-
ing ways to diversify and expand, despite ceilings on time deposits and
other regulatory constraints. The process by which bankers responded
to the increased competition is described below.

A. Bank off-balance sheet activity

Banks earn income from the loans and securities on their balance sheet
but they also earn income from off-balance sheet activities. These are
income generating activities that are not on the balance sheet because
they do not affect the assets or liabilities at the bank. Three of the most
important off-balance sheet activities are introduced.18 First, banks often
make loan commitments which provide an individual or a firm the
right to borrow a certain amount of money in the future. Banks charge
a fee for this commitment which means that it will generate income,
even if the potential borrower fails to actually use the commitment.
Second, banks issue letters of credit which are guarantees that the bank
will cover a payment if the firm does not. A firm pays a fee for the letter
of credit which often gives the firm more credibility when engaged in
business with foreign firms. Another variety is called a standby letter of
credit in which the bank promises payment on a security. When a
nonfinancial firm issues commercial paper, for example, it will also pur-
chase a standby letter of credit which informs the buyer that the bank is
standing ready to pay for the paper if the firm cannot. The standby
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letter of credit is also helpful to the firm issuing the paper because it will
improve the rating on the commercial paper and, as a result, lower the
interest rate the firm will pay to borrow. A third type of off-balance
sheet activity is derivatives, such as futures and options.19 Many large
banks trade derivatives in bonds, stocks, and foreign currency. Since
these are agreements about future transactions, they do not appear on
the bank balance sheet. 

While off-balance sheet activities are not new, during the late 1960s
and early 1970s, they grew in importance. The lack of capital require-
ments on off-balance sheet activity is a factor in explaining their
growth.20 Further, as indicated above, as firms increasingly issued com-
mercial paper, this certainly increased the demand for standby letters
of credit. By definition, off-balance sheet activities generate income for
the bank that is not interest earnings on loans and securities. Con-
sequently, one measure of the extent to which banks are engaged in
off-balance sheet activity is to consider noninterest income data.21

Figure 6.1 illustrates the extent to which banks rely on noninterest
income to improve profitability. Noticeably, the late 1970s and early
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1980s mark a significant increase in noninterest income at commercial
banks, a trend which has continued to this day.

B. State level branching regulation

In addition to the growth in off-balance sheet activities, bankers success-
fully pushed beyond geographical constraints to expand and diversify. As
shown in Chapters 3 through 5, intrastate branching was prohibited from
the earliest commercial bank experiences in the United States. Over time,
national banks were afforded equal branch opportunities with state char-
tered banks. At the same time, interstate branching and banking had
been legislatively banned. In terms of intrastate branching, state legis-
lators increasingly relaxed limits on branching within state boundaries.
Much of the movement towards freer intrastate branching came about 
in the 1980s and 1990s. As seen in Table 6.1, all but 14 states allowed 
for limited branching either before or during the 1960s and, by 1994, all 
but 13 states allowed for intrastate branching. At the same time, another
trend developed that allowed some banks to avoid the interstate banking
ban. States started forming regional pacts in which bank holding com-
panies (BHCs) were allowed to bank, either completely or with restric-
tions, in other states that agreed to the pact.22 Indeed, as Table 6.1
illustrates, all states, except Hawaii had regional interstate banking agree-
ments in place by 1994. Most of these agreements were made in the mid-
1980s and this certainly marked a departure from all of U.S. commercial
banking experience to date as it was the first movement into the inter-
state banking arena.23 Further, as will be shown below, in 1994, legis-
lative action allowed for interstate banking across the country and also
opened the possibility of interstate branching.

C. Consolidation

Entering this era in banking, all the provisions from the Banking Act of
1933 were in place; indeed between 1935 and 1977, there was only one
significant legislative development in commercial banking. In 1956, con-
gress passed the Bank Holding Company Act (BHCA). This regulation,
and subsequent amendments to it, prohibits the interstate ownership of
banks by bank holding companies owning more than one bank, unless
the state of the bank to be purchased allows. It also gives the Federal
Reserve the authority to determine all activities at bank holding com-
panies. Further, the Federal Reserve has authority to allow a bank hold-
ing company to own any company whose activities are closely related to
banking. The 1956 act was important because it opened the door for bank
holding companies to expand both across state lines and into other lines
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172 Regulation and Instability in U.S. Commercial Banking

Table 6.1 Evolution of Branch Banking Laws by State

State Limited Branching Intrastate Branching Interstate Regional
Pacts

Alabama Before 1960 June 1990 July 1987
Alaska Before 1960 Before 1960 July 1982
Arizona Before 1960 Before 1960 October 1986
Arkansas April 1973 Forbidden January 1989
California Before 1960 Before 1960 July 1987
Colorado August 1991 Forbidden July 1988
Connecticut Before 1960 October 1988 June 1983
Delaware Before 1960 Before 1960 January 1988
Florida January 1977 December 1988 July 1985
Georgia Before 1960 Forbidden July 1985
Hawaii Before 1960 January 1986 Forbidden
Idaho Before 1960 Before 1960 July 1985
Illinois September 1988 June 1993 July 1986
Indiana Before 1960 May 1991 January 1986
Iowa July 1972 Forbidden January 1991
Kansas May 1987 February 1990 July 1992
Kentucky Before 1960 Forbidden July 1984
Louisiana Before 1960 July 1988 July 1987
Maine Before 1960 October 1975 January 1978
Maryland Before 1960 Before 1960 July 1985
Massachusetts September 1961 October 1984 July 1983
Michigan September 1969 August 1988 January 1986
Minnesota April 1980 Forbidden July 1986
Mississippi Before 1960 Forbidden July 1988
Missouri December 1990 December 1990 August 1986
Montana January 1990 Forbidden October 1993
Nebraska September 1983 Forbidden January 1990
Nevada Before 1960 Before 1960 July 1985
New Hampshire October 1963 July 1987 September 1987
New Jersey Before 1960 February 1983 September 1986
New Mexico Before 1960 July 1991 June 1989
New York Before 1960 Forbidden July 1982
North Carolina Before 1960 Before 1960 January 1985
North Dakota July 1987 Forbidden June 1991
Ohio Before 1960 January 1989 October 1985
Oklahoma October 1983 Forbidden July 1987
Oregon Before 1960 March 1985 July 1986
Pennsylvania Before 1960 March 1990 September 1986
Rhode Island Before 1960 Before 1960 July 1984
South Carolina Before 1960 Before 1960 January 1986
South Dakota Before 1960 Before 1960 February 1988
Tennessee Before 1960 March 1990 July 1985
Texas January 1987 November 1988 January 1987
Utah Before 1960 July 1981 May 1984
Vermont Before 1960 January 1970 January 1988
Virginia January 1962 January 1987 July 1985
Washington Before 1960 July 1985 July 1987
West Virginia July 1982 January 1987 January 1988
Wisconsin January 1967 August 1989 January 1987
Wyoming Before 1960 Forbidden June 1987

Source: Berger et al. (1995: 188–9).

Note: These reflect existing laws through 1994.
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of financial services. In this way, the BHCA was a small step towards
the erosion of both the ban on interstate banking and the separation of
commercial and investment banking as established in the 1930s.

Conventional wisdom holds that, despite the commercial bankers’
response to competition described above, they continued to lose market
share. Indeed, the number of banks fell throughout this entire era as
illustrated in Figure 6.2. However, while the number of banks was declin-
ing, the number of branches and offices was increasing (Figure 6.2).
Thus, the industry experienced consolidation in terms of the total num-
ber of banking institutions while individual institutions expanded their
market presence. The conventional wisdom that commercial banking
was in a state of decline is based on data that shows that commercial
banks have lost market share since the middle of the 1960s when the
market is defined as total assets at financial firms (commercial banks,
insurance companies, savings and loans, finance companies, etc.). How-
ever, scholars have pointed out that to consider only balance sheet acti-
vity is to miss the changes in bank behavior described above. Most
importantly, a salient feature of banking during this era was the growth
in off-balance sheet activity. Consequently, failure to consider this acti-
vity when measuring bank market share is a significant oversight. Indeed,
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Figure 6.2 Changing Commercial Bank Structure: 1966–2008
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as shown in Figure 6.1, noninterest income at commercial banks has
risen dramatically. Since the middle of the 1970s through the early years
in the 1990s, noninterest income went from about 20 percent of total
bank income to over one third of total income.24 When the conven-
tional measure of market share is adjusted to include off-balance sheet
activity, it becomes clear that during this era commercial banking was
not in decline but was able, through its competitive efforts, to generally
maintain its position in the financial sector.

Episodes of instability and regulatory response

That commercial banks were able to maintain their market share is remark-
able given the increased competition as well as the extreme instability 
of this era. Scholars have characterized the 1980s and early 1990s as the
most turbulent period in commercial banking since the bank crises of the
1930s.25 This section of the chapter provides a chronological account of

174 Regulation and Instability in U.S. Commercial Banking

350

300

250

200

150

100

50

0

19
66

19
68

19
70

19
72

19
74

19
76

19
78

19
80

19
82

19
84

19
86

19
88

19
90

19
92

19
94

19
96

19
98

Source: www2.fdic.gov.

Figure 6.3 Number of Commercial Bank Failures: 1966–1999

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



the cycle of bank failures and regulatory responses that characterize
this era. This narrative includes an explanation of the larger bank fail-
ures against the backdrop of an ongoing wave of smaller failures. A
majority of the commercial bank failures during this era were related to
the regional recessions described earlier. The general pattern in banks
failures can be found in Figure 6.3 which illustrates the total number 
of commercial bank failures between 1966 and 1999. From this, it is
apparent that most of the failures occurred in the 1980s and the early
1990s. To get a clearer idea of where the failures were and how they
were related to the regional recessions, state level bank failure data is
found in Table 6.2 for the years 1980 through 1994, which captures 
the period of greatest failures. In absolute numbers, four states had over
100 bank failures each during this period; Texas, California, Oklahoma,
and Colorado. Further, these four states experienced much greater 
bank instability than any of the other states. A closer look at the regional
recessions may explain some of the concentrated failure rates.

Bank level failure data illustrates the concentration of failures a few
states or regions. Throughout the agricultural downturn in the mid-
1980s, 34.7 percent of all bank failures were in the top five agricultural
producing states.26 Clearly, as farm prices fell and farm loans became
nonperforming, banks in the region had difficulty staying in business.
During the collapse of energy and real estate prices in the Southwest,
banking was equally hard hit. Between 1981 and 1987, there were 
627 bank failures or banks requiring assistance from the FDIC and 
35.8 percent of these were in the Southwest region of the country. The
regional recession in the Northeast in the early 1980s account for just 
over five percent of all bank failures during that period and 14.45 percent
of all bank failures were in California during their recession of the early
1990s. From this data, it seems clear that the agriculture recession and the
energy and real estate collapse were regional events that had a significant
influence on bank stability. Further, this firm level data is consistent with
the state level data found in Table 6.2 as the vast majority of bank failures
were in states involved in these regional disturbances.

The response to the instability in the thrift and commercial banking
sectors was significant regulatory change.27 However, the regulation was
not guided by a single policy. Rather, the regulatory change may best 
be thought of as three waves of regulation. In the first, policymakers
and regulators recognized that market conditions were changing so sig-
nificantly that the regulation from the 1930s was contributing to bank
difficulties. Consequently, the initial regulatory response was actually
deregulation seeking to enable banks to respond to market conditions.
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However, this deregulation was too little too late as both banks and
thrifts continued to struggle to catch up with the rest of the financial
sector and meet the needs of the nonfinancial sector. As thrifts and
banks continued to fail, regulators and policymakers shifted their focus
away from deregulation and towards stabilizing the financial sector.
Thus, the second wave of regulation was meant to provide stability to
banking. By 1994, the crisis of failures was over and the emphasis once
again shifted towards deregulation as it was clear that both market and
nonmarket conditions had eroded much of the existing bank regulation
of the 1930s. Further the destabilizing influence of that regulation was
increasingly difficult to ignore, thus the final legislative developments

176 Regulation and Instability in U.S. Commercial Banking

Table 6.2 Commercial Bank Failures by State: 1980–1994

State Number of Bank State Number of 
FailuresBank Failures

Alabama 9 Montana 9
Alaska 8 Nebraska 34
Arizona 20 Nevada 1
Arkansas 12 New Hampshire 16
California 138 New Jersey 15
Colorado 121 New Mexico 11
Connecticut 23 New York 27
Delaware 7 North Carolina 7
Florida 66 North Dakota 9
Georgia 5 Ohio 12
Hawaii 3 Oklahoma 130
Idaho 2 Oregon 15
Illinois 28 Pennsylvania 10
Indiana 16 Rhode Island 7
Iowa 39 South Carolina 2
Kansas 66 South Dakota 8
Kentucky 7 Tennessee 37
Louisiana 69 Texas 627
Maine 2 Utah 24
Maryland 3 Vermont 2
Massachusetts 21 Virginia 8
Michigan 3 Washington 4
Minnesota 31 West Virginia 6
Mississippi 3 Wisconsin 3
Missouri 42 Wyoming 20

Source: http://www2.fdic.gov/hsob/hsobRpt.asp.

Note: The number of failed banks is the sum of the three categories (mergers, paid off,
other) that the FDIC refers to as failures.
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in this era were a return to deregulation. Table 6.3 offers a summary of
these three waves in regulation.

Credit crunch: 1966

The first signs of financial fragility in the postwar period surfaced in
1966.28 Investment spending was strong when the year began, but
inflation and interest rates were rising. With rising interest rates and
falling profits, the nonfinancial firms had trouble meeting debt obliga-
tions internally. Consequently, they turned to external funds including
issuing debt and borrowing from commercial banks. By the third quar-
ter of 1966, nonfinancial firms were cut off from the commercial loan
market. It was largely monetary policy that kept banks from extending
further credit to the corporate sector.29 Specifically, the Federal Reserve
tightened monetary policy at the end of 1965 and increased the dis-
count rate from four percent to 4.5 percent. In response, banks increas-
ingly relied on time deposits as a source of funds because they had a
lower reserve requirement than demand deposits. This allowed the
commercial banks to accommodate loan demand. However, in June,
the Federal Reserve increased the reserve requirement on time deposits
making it more expensive for banks to raise funds through the time
deposit market. Perhaps part of the motivation for the Federal Reserve
was that the President had indicated he was counting on the Federal
Reserve to keep credit in check to avoid inflation.30 At the same time,
the Federal Reserve refused to raise the regulation Q ceiling on large
time deposits and, in the summer, the market interest rate rose above
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Table 6.3 Three Waves of Regulation in the Postwar Banking Era: 1980–1999

Wave Nature of the Regulation Regulation Title and Date

1 Deregulation Depository Institutions Deregulation
and Monetary Control Act: 1980

1 Deregulation Depository Institutions Act: 1982

1 Deregulation Competitive Equality in Banking Act:
1987

2 Regulation Financial Institutions Reform and
Recovery Act: 1991

3 Deregulation Riegle–Neal Interstate Banking and
Branching Efficiency Act: 1994

3 Deregulation Gramm–Leach–Bliley Act: 1999
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the regulated rate for both long- and short-term certificates of deposit
(CDs). These policies of the Federal Reserve made it difficult for banks
to continue to lend which is why the corporate sector was shut out of
the credit market towards the end of 1966. 

While this certainly is not a bank crisis in line with the definition
from Chapter 2, it is an important development in the history of com-
mercial banking because it sets the stage for later developments. In
addition, it is an important illustration of the role of monetary policy
in bank instability. Further, the credit crunch of 1966 exposed weak-
nesses in the regulatory regime; specifically in the constraints caused
by binding price ceilings. Perhaps most importantly, the 1966 experi-
ence was the impetus behind a significant shift in the financial sector
generally. Nonfinancial firms started looking for alternative sources of
funding, depositors began seeking better returns that were not subject
to regulation Q, and bankers recognized that their business model was
going to have to change in important ways if they were to remain
viable.

Franklin National bank failure: 1974

In 1974, Franklin National, the twentieth largest bank in the U.S.
failed.31 This is an important failure in the history of commercial
banking not only because of its size but also because of the expansion
of lender of last resort function of the Federal Reserve that accom-
panied the bank’s resolution. Franklin National was expanding its loans
and did so by borrowing heavily in the Eurodollar interbank market.
Unfortunately, many of the loans that were made became nonperform-
ing and the bank responded by speculating in the foreign exchange
markets to recoup loan losses. The speculation failed and once word
spread of its difficulties, financial market participants lost confidence,
particularly in the Eurodollar and foreign exchange markets. Rather
than let Franklin National fail, the Federal Reserve extended 1.7 billion
in discount loans to the troubled bank. Much of this was used to
replace lost deposits in London. Further, the Federal Reserve arranged
for the New York Federal Reserve bank to acquire over $700 million of
foreign exchange liabilities at Franklin National. Both of these Federal
Reserve interventions allowed Franklin National to remain solvent
until the FDIC could find a purchaser a few months later. This use of
the Federal Reserve to assume foreign exchange liabilities and to
support foreign deposits was unprecedented at the time. It marked a
significant expansion of the lender of last resort function of the Federal
Reserve to stabilize foreign financial markets.

178 Regulation and Instability in U.S. Commercial Banking

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



Community Reinvestment Act: 1977

A few years after the Franklin National failure, significant commercial
bank legislation was passed that was not related to reducing regulatory
constraints nor was it an attempt to add stability to banking. Rather,
the Community Reinvestment Act (CRA) was a response to charges
that commercial banks were engaged in discriminatory lending prac-
tices. As such, the act was intended to encourage depository institu-
tions to help meet the credit needs of the communities in which they
operated, including low-income neighborhoods, consistent with safe
and sound banking operations. The CRA required that each insured
bank’s record in helping meet the credit needs of its entire community
be evaluated periodically. That record is taken into account in consid-
ering an institution’s application for mergers, branch openings, and
acquisitions. The act was not significant in terms of impacting bank
stability in the twentieth century largely because the act, as passed in
1977, did little to change bank behavior. That is, the CRA was not well
understood or enforced for the first 20 or so years of its existence.
However, as is shown in Chapter 7, the CRA was given more teeth
when it was revised in 1995 and many contend that the CRA was a
contributing factor in the 2007–2009 financial crisis.

Capital regulation

Capital requirements are used to minimize risk taking at commercial
banks. A bank holding more capital is less likely to engage in excessive
risk taking because it has more to lose in the case of failure. Until 1981,
capital regulation in commercial banking was rather ad hoc.32 At that
time, capital requirements were based on the leverage ratio (ratio of
total capital to total assets) at the bank. A well capitalized bank has a
leverage ratio over five percent. Lower leverage ratios trigger increases in
regulatory oversight. However, as off-balance sheet activity increased,
regulators realized that capital to asset ratios, which reflect on balance
sheet activity, were no longer an adequate measure of risk. Conse-
quently, a new type of capital requirement was established in 1988 that
attempted to closely tie requirements with risk-weighted assets by
placing assets into different risk-adjusted categories. For example, mort-
gage loans are considered less risky than commercial loans so they are
in a lower risk-weighted category. In addition, off-balance sheet activ-
ities were also assigned a risk-weighted category. This relatively newer
type of capital requirement is called Basel requirements after the Com-
mittee on Banking Supervision who developed the standards in Basel,
Switzerland.33
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Depository Institutions Deregulation and Monetary Control Act:
1980

Commercial banks continued to struggle with retaining liabilities and
problems of disintermediation. For most years subsequent to the 1933
implementation of regulation Q, commercial bankers did not worry
about liability management. However, when market interest rates 
rose above the regulated rate, banks started losing deposits to other
depository institutions as well as nonbanks, such as money market
mutual funds. Bankers responded, in part, by creating accounts that
could legally pay market interest rates. Two important develop-
ments were the negotiable order of withdraw (NOW) accounts and
automatic transfer system (ATS) accounts. The NOW account was
essentially a checking account that paid market interest rates and with
an ATS account, each evening the balances in the account were moved
into an interest-bearing overnight account and redeposited each
morning.

The Depository Institutions Deregulation and Monetary Control 
Act (DIDMCA) of 1980 made it legal for commercial banks to offer
both the NOW and ATS accounts across the country, so it represented
a legal recognition of market developments. At the same time, the act
phased out regulation Q over six years ending March 31, 1986 in an
attempt to limit the disintermediation problems banks were facing.
Further, the act increased deposit insurance from $40,000 to $100,000
per account.

Prior to the passage of the DIDMCA, state nonmember banks had a
different set of reserve requirements than did member banks. More
specifically, the member bank reserve requirement was set by the
Federal Reserve and interest was not paid on the reserves. In contrast,
for nonmember banks, the state regulators set reserve requirements
and often allowed banks to count interest bearing assets as reserves.
This difference made it more costly to be a member bank. The
DIDMCA corrected for this inequality by subjecting all banks to the
reserve requirement of the Federal Reserve. 

The DIDMCA may be characterized as the first in the deregulation
wave of bank legislation in this era (see Table 6.3). Certainly, the most
important provision was the phaseout of regulation Q. Commercial
banks faced significant disintermediation and needed to be free to pay
market interest rates on deposits in order to attract funds. However, as
is shown below, this deregulation of price ceilings was too little and
too late as disintermediation continued even after the 1980 legislative
act.
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Penn Square bank failure: 1982

In the middle of 1982, a small bank, Penn Square, failed with large
implications.34 Penn Square had rapidly expanded its energy loans,
largely in Oklahoma, as energy prices rose in the late 1970s and early
1980s. In addition to extending energy loans, the bank also sold loan
participations in those same loans. With a loan participation, Penn
Square would initiate the energy loan and then invite other banks to
enter the transaction. By 1982, 43 other banks, both large and small,
had loan participations with Penn Square. These loan participations are
important because they correlate the health of many banks to that of
Penn Square. Consequently, when energy prices declined in late 1981
and early 1982, many of the energy loans became nonperforming and
this severely impacted Penn Square as well as many other banks.

The Penn Square failure is also important because of how the bank
obtained many of the funds used to finance the energy loans. Seeking
to attract deposits, Penn Square offered higher interest rates on large
CDs than many other banks across the country. They were able to do
this in light of regulation Q because some categories of large time
deposits (denomination greater than $100,000) were exempt from the
ceiling rates as of June 24, 1970.35 Brokers would seek out banks paying
the highest rates for their customers and buy CDs at those banks. These
are known as brokered deposits and they were a quick way for Penn
Square to obtain the funds it required to extend the energy loans.
However, when it was learned that the energy loans were nonperform-
ing and Penn Square failed, many investors departed the CD market.
Combined with regulation Q, this failure made it increasingly difficult
for banks to maintain and attract deposits.

Depository Institutions Act: 1982

The gradual phaseout of regulation Q from the DIDMCA in 1980 was
ineffective in reducing disintermediation.36 Banks continued to lose
depositors. As shown in Figure 6.4, the sharpest declines in time 
and savings deposits were in the late 1970s and throughout the 1980s.
As a result, the Depository Institutions Act (DIA) of 1982 was passed.
This act, also known as the Garn-St Germain Act, addressed the dis-
intermediation problem by authorizing commercial banks to offer money
market deposit accounts (MMDA). The MMDAs were exempt from 
regulation Q price ceilings and also had no required reserves so they
were a close substitute to money market mutual funds. 

The DIA also addressed the ongoing instability both in commercial
banking and the thrift industries. In terms of addressing the commercial

Postwar Banking Era and Regulatory Response: 1945–1999 181

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



banking sector, the act expanded FDIC powers to assist troubled banks.
For the first time, the FDIC allowed a healthy bank to go across state
lines to acquire a failing bank with assets greater than $500 million.
This was important to the FDIC since it needed more resources for 
stabilizing banking. At the same time, it was an important step in
breaking down the interstate banking barriers that were erected at the
beginning of banking in the late eighteenth century. The asset size
restriction was included in the law to placate those who believed that
the provision was an erosion of the McFadden Act and limits on inter-
state banking.37

Another provision of the DIA in 1982 was an expansion of lending
and borrowing rights to national banks.38 The Comptroller was worried
that national banks were at a competitive disadvantage to state banks
in terms of the national banker’s ability to extend large loans. Prior to
1982, national banks were prohibited from extending a loan whose
value exceeded ten percent of the bank’s capital. State banks had more
liberal laws when it came to large loans. Consequently, the DIA
increased the limit at national banks to 15 percent of bank capital.

Continental Illinois failure: 1984

Continental Illinois, the eleventh largest bank holding company in the
country, failed in 1984, largely as a result of its loan participations with
Penn Square.39 Much like Penn Square, Continental Illinois was using
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brokered deposits to obtain funding for their rapid expansion into the
energy loan market. Continental Illinois also bought more energy loans
from Penn Square than any other bank; over $1.1 billion in 1982, and
suffered significantly when Penn Square failed. Continental Illinois was
able to stay open a few more years, in part, because it turned to the
Eurodollar market for additional funds. This new borrowing simply
delayed the inevitable and the bank was in extreme distress by 1984.
What sets the 1984 failure apart from the 1982 Penn Square failure was
its size. Regulators could not find another bank holding company
willing and able to purchase Continental Illinois. Consequently, the
regulators established an assistance program that, among other things,
covered all deposits at the bank and the FDIC purchased nonvoting
stock in the bank. It was a significant development that all depositors at
the bank were covered for this marked the beginning of what has been
termed the “too-big-to-fail” failure resolution policy at the FDIC. As will
be shown later in this and the following chapters, “too-big-to-fail” 
has serious ramifications in the relationship between regulation and
stability.

Competitive Equality in Banking Act: 1987

Large bank failures, like Continental Illinois, were not as common as
smaller bank failures. Indeed, Figure 6.3 indicates that even after the
1984 failure of Continental Illinois, the number of smaller bank fail-
ures continued to mount. This put great pressure on the insurance
fund and so Congress took further action. While the Competitive
Equality in Banking Act of 1987 (CEBA) was largely aimed at recapital-
izing the insurance fund for the thrift industry, there was an important
provision in this act that is germane to commercial bank stability.
Specifically, this act expanded the DIA provision that allowed banks to
purchase failing institutions across state lines. The CEBA provision
allowed for healthy banks to purchase not only failing institutions
across state lines but also banks that were in danger of failing. In the
era of significant instability, this increased greatly the population of
banks that could be purchased across state lines and provided some
relief to the insurance fund at the FDIC.

Federal Deposit Insurance Corporation Improvement Act: 1991

Despite the regulation of the 1980s, banks continued to fail. Some reg-
ulators and policymakers recognized that the ongoing bank problems
were, in part, a result of the regulatory constraints from the 1930s that
kept banks from adapting to and participating in, the realities of the
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market place. In the late 1980s and early 1990s there were several leg-
islative attempts to remove the Glass–Steagall provisions and allow
bankers broader powers in insurance, real estate, and securities.40 How-
ever, the legislation that ultimately passed did not remove any of the
restrictions from the 1930s. The Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA), which began as an attempt to
remove the separation between investment and commercial banking,
may be thought of as regulation in the second wave described earlier: it
was aimed at stabilizing the banking sector.

The FDICIA greatly increased the powers and authority of the FDIC.
Major provisions recapitalized the insurance fund and allowed the
FDIC to strengthen the fund by borrowing from the Treasury. Because
many policymakers believed that the number of bank failures could
have been reduced through stronger on-site examinations, the FDICIA
also mandated annual safety and soundness evaluations at each bank.
Further, the act mandated a least-cost resolution method and prompt
resolution approach to problem and failing banks. This was an attempt
to address the growing “too-big-to-fail” policy of the FDIC and the
moral hazard problems associated with it.41 The FDICIA also ordered
the creation of a risk-based deposit insurance assessment scheme. 

The law also required that bank regulators develop categories of
capital classification. At one end of the classification spectrum, a “well
capitalized” bank was operating safely while at the other, a “critically
undercapitalized” bank was most vulnerable and least likely to with-
stand any negative shock. These classifications were used to signal to
regulators when additional supervision and action was necessary and
also for establishing permissible activities, such as brokered deposits as
mentioned below.

The FDICIA also limited bank activity in two areas.42 First, brokered
deposits, a problem that surfaced with the Penn Square failure, and the
solicitation of deposits were restricted for banks that were not well-
capitalized. More specifically, undercapitalized banks could not accept
brokered deposits and deposits that the bank solicited were subject to
interest rate ceilings. Adequately capitalized banks could accept bro-
kered deposits, provided the FDIC approved, and they were also subject
to interest rate ceilings. Well capitalized banks, however, were not
subject to the interest rate ceiling and could accept brokered deposits.
The second way in which the FDICIA limited bank activity was to pro-
hibit state chartered banks from engaging in activities not permitted to
national banks unless the bank met capital requirements and had the
approval of the FDIC.
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Riegle–Neal Interstate Banking and Branching Efficiency Act: 1994

As shown in Figure 6.3, the bank failure problem was significantly
diminished by the early 1990s. Consequently, regulators shifted away
from crisis mode to focus on the wider sources of instability in bank-
ing. The final two legislative developments in the era are in the third
wave of regulation because both the 1994 and 1999 acts primarily
deregulated banking by removing major constraints on commercial
banking (see Table 6.3). The first, in 1994, addresses the ban on inter-
state banking and branching and the second, in 1999, essentially repeals
Glass–Steagall.

The Riegle–Neal Interstate Banking and Branching Efficiency Act
(IBBEA) of 1994 may be understood broadly in terms of two types of
provisions: those which pertained to interstate banking and those per-
taining to interstate branching. As described earlier in this chapter, by
1994 all but one state (Hawaii) participated, through regional pacts, in
some form of interstate banking. Consequently though the IBBEA, per-
mitted adequately capitalized and managed bank holding companies
to bank (via merger, acquisition, or establishing a new bank) in any
state one year after enactment, most banks were already participants.
States’ participation in interstate banking was made compulsory by the
IBBEA. 

In contrast, very few states, in 1994, were engaged in interstate
branching and states were given, in the IBBEA, an opportunity to cus-
tomize the extent to which they would participate in the interstate
branching provisions. In 1994, only eight states (Alaska, Massachusetts,
New York, Oregon, Rhode Island, Nevada, North Carolina, and Utah)
allowed for some form of interstate branching.43 Consequently, 
the real importance of the IBBEA was in terms of interstate 
branching rights. Between the passage of the IBBEA (September 
1994) and June 1997, states were granted a window in which they
could customize the extent to which they would allow for inter-
state branching. More specifically, there were four provisions that
related to interstate branching and each state could opt-in or opt-
out of the provisions to make interstate branching more or less 
free in their state. All states opted for some restrictions to interstate
branching.

The 1994 IBBEA marked an important legislative development in
commercial banking as it repealed the industry ban on interstate 
banking that existed from the inception of American commercial
banking. At the same time however, states were given the right to
determine the extent to which interstate branching would be viable.
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Gramm–Leach–Bliley Financial Services Modernization Act: 1999

The final significant legislative change during this era was also deregu-
latory in nature. The Gramm–Leach–Bliley Financial Services Modern-
ization Act (GLBA) of 1999 repeals the last vestiges of the Glass–Steagall
provisions from the Banking Act of 1933. The law created a new finan-
cial holding company authorized to engage in underwriting and selling
insurance and securities, investing in and developing real estate and
other complementary banking activities. Further, the GLBA amends the
CRA to require that financial holding companies not be formed before
their insured depository institutions receive and maintain a satisfactory
CRA rating. 

The 1999 repeal of Glass–Steagall, in the end, was the culmination of
many years of erosion in the separation of commercial and investment
banking. 44 Over the years, court and regulator decisions slowly chipped
away at the wall between these two financial institutions so that by
1999 the legislative development was more a formalization of what was
largely a market place reality. For example, in 1986, the Office of the
Comptroller of the Currency announced that nationally chartered
banks were eligible to sell insurance nationwide.45 The following year,
the Federal Reserve Board authorized subsidiaries of BHCs to earn up to
five percent of total revenue from underwriting certain securities. In
1988, the Supreme Court declined to hear a case from a lower court in
which the court ruled banks could underwrite securities through an
affiliate. In 1996, the revenue maximum established by the Federal
Reserve Board was increased to 25 percent from securities underwriting.
Developments in the market reflected these decisions as commercial
banks moved into these once prohibited areas and as large BHCs
merged and acquired nonbanks. 

In addition to changes made by courts and regulators, state banking
authorities were also permitting state chartered banks to engage in
securities activity. By the end of 1987, eight states allowed for securities
underwriting, 22 states permitted some degree of real estate develop-
ment by banks, and five states had extended insurance activities to
state banks.46 Thus, by the time the 1999 act was passed, many bankers
had already moved beyond the restrictions imposed by the 1933 Glass–
Steagall provisions either because of court or federal regulator decisions
or because of changes in state laws.

In the end, there were six important legislative changes to com-
mercial banking laws between 1980 and 1999. Table 6.3 provides a
summary of where each legislative development falls in terms of the
waves of regulation described earlier in this chapter. Specifically, the
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first wave of deregulation includes the legislation from 1980, 1982, and
1987. The second wave, more regulation in banking, contains the 1991
FDICIA and the third wave of deregulation includes the two legislative
developments that further repeal provisions from the Banking Act of
1933; these are the IBBEA in 1994 and the GLBA in 1999. The final task
of this chapter is to analyze the impact of these regulatory develop-
ments on the stability of commercial banking.

Assessment of regulation and stability

Entering the postwar banking era, all of the regulation from previous
eras was in place. As mentioned in Chapter 5, market conditions were
such that these provisions often had a negligible impact on bank stability.
For example, in an environment of low and stable interest rates, regu-
lation Q is not binding. However, once market conditions changed,
the destabilizing impact of the regulation was revealed. The analysis of
the impact of regulation on bank stability is summarized in Table 6.4
and explained in what follows.

Existing regulation

Regulation Q

Problems arose for commercial bankers once regulation Q became
binding in the mid-1960s. The primary problem was that of disinter-
mediation. Bankers could not keep deposits when they were legally con-
strained to pay less than market interest rates. Depositors took their
money elsewhere (see Figure 6.4).47 This, in turn, gave rise to the growth
of mutual funds and money market mutual funds which were able to pay
market rates and offer depositors more sophisticated savings tools that
were not available at commercial banks because of the Glass–Steagall pro-
visions. Regulation Q kept banks from responding to market conditions
and, in the process, forced banks to lose ground to competitors.

There is also evidence that regulation Q contributed to the instability
of banking by increasing costs. Scholars have found evidence that
banks were forced to rely on nonprice methods of competing for regu-
lation Q deposits and that this increased the noninterest expense at
banks.48 Higher noninterest expenses, in turn, offset any savings the
banks may have enjoyed from the regulation itself. Indeed, separate
empirical analysis finds that the disintermediation from regulation Q
and the resulting decline in profits resulted in the large number of
bank failures.49 Thus there is evidence connecting regulation Q with
the incidence of bank failures during this era.
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Glass–Steagall

The separation of commercial and investment banking is destabilizing
to the extent that it decreases competition between bankers and
between commercial and investment bankers. As indicated in previous
chapters, most existing scholarship on the relationship between bank
competition and stability indicates that there is a positive relationship;
increased competition enhances stability.50 Further, as indicated earlier
in this chapter, during this era, the competitive position of commercial
bankers was further compromised by Glass–Steagall as foreign banks
entered the U.S. market without these same regulatory constraints. 
At the same time, the Glass–Steagall provisions made it increasingly
difficult for bankers to compete with money market mutual funds 
who were offering depositors and savers access to securities that banks
could not match. Further, the separation of commercial and invest-
ment banking kept banks from meeting the changing needs of their
corporate clients who increasingly wanted to extend debt.51 Thus, this
regulation may have contributed to more instability as it further com-
promised banks’ ability to compete and respond to new competition in
the market.

The rationale behind the Glass–Steagall provisions was that it would
reduce risk at commercial banks because securities activity was
assumed to be of higher risk. In their empirical analysis of banking
between January 1980 and December, 1984, Macey et al. (1991) test if
the addition of investment services to commercial bank increases their
riskiness. They find that it does not add risk; rather, they find a reduc-
tion in risk from combining stock from two industries that are not per-
fectly correlated with each other.52 The corollary to this finding is that
the separation of commercial and investment banking may increase
bank risk particularly for those banks not afforded the new securities
opportunities through the courts, states, or regulatory decisions.

Deposit insurance

The relationship between deposit insurance and bank stability is
complex. As was shown in the previous banking eras, there are ele-
ments of deposit insurance that are stabilizing and other elements that
are destabilizing. That is, there is a trade-off between stability and
moral hazard with deposit insurance. Depending on the circumstances,
the balance of this trade-off may be tipped in favor of deposit insur-
ance or toward moral hazard. As was shown in Chapter 5, the balance
favored stability in the immediate aftermath of the banking crises 
in the early 1930s. Empirical work during the postwar banking era,
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however, finds that conditions changed sufficiently so that risk was
increased. More specifically, prior to the 1980s, the incentive for risk
taking created by deposit insurance was offset by bank’s desire to protect
and maintain their valuable bank charters. However, as the banking
sector became increasingly competitive with foreign banks and nonbank
financial firms, scholars find that the commercial bank charter value fell
making bankers more willing to engage in riskier behavior associated with
deposit insurance.53 Other scholars have also stressed that changing con-
ditions alter the incentive towards risk taking. Deposit insurance, as con-
structed in 1933, was a flat rate insurance so all banks paid the same for
the same insurance; it was not risk based.54 When banks are not allowed
to compete in the market place because of regulatory constraints the
deposit insurance system contributes to bank fragility.55

Another source of instability came from the closure methods
employed by the FDIC when banks fail. Between 1980 and 1990, 1010
banks failed and of these, 787 (77.9 percent) were closed using the pur-
chase and assumption resolution method at the FDIC.56 The purchase
and assumption method is one in which the FDIC finds another bank
to purchase the failed bank, after the FDIC has purchased the undesir-
able assets. In this way, the bank is not really allowed to fail; indeed
most customers never know that their bank failed in a technical sense.
The most famous example of the purchase and assumption use in this
era was the Continental Illinois failure in 1984. Regulators claimed
they had to find a purchaser for the bank because it was “too-big-to-
fail” (TBTF) even though only ten percent of the bank’s deposits were
FDIC protected.57 Scholars contend that this decision marked a clear
policy shift towards TBTF.58 The TBTF defense of not allowing the bank
to fail is grounded in the belief that if the bank failed there would be
systemic problems in the financial system; the payments system would
be interrupted, other banks would fail, etc. However, the extensive use
of the purchase and assumption method to resolve bank failures covers
more than large banks. Indeed, close to 78 percent of all failures were
resolved this way during the wave of failures in the 1980s and most
were small. Further, the increasing use of the purchase and assumption
method not only increased the willingness of bankers to assume much
greater risk, it eliminated the need for uninsured depositors to monitor
bank performance.59 This lack of monitoring, in turn, reinforced the
propensity for bankers to take on greater risk.

The moral hazard of increased risk taking brought about by the TBTF
policy is hard to conclusively discern. Indeed, existing scholarship,
while it tends to suggest a positive relationship between TBTF and
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increased risk, there is no consensus. Scholars find evidence that TBTF
contributed to bank risk during the turbulent 1980s and the 1990s.60

However, other scholars find that the relationship no longer holds in
the 1992 through 2003 period.61 In an environment where compet-
ition is increasing and the FDIC is not allowing troubled banks to truly
fail, it seems likely that bankers will feel pressure, and have the incen-
tive, to take on greater risk as a result of deposit insurance. Thus, while
deposit insurance is certainly stabilizing in that it keeps bank runs at
bay, it is more destabilizing during times of greater uncertainty, like
the postwar era.

Interstate banking ban

The postwar banking era saw erosion in the ban on interstate banking.
As shown in Table 6.1, particularly during the 1980s, an increasing
number of states allowed for intrastate branching as well as interstate
banking through regional agreements. Despite an opening for branching
and banking at the state level, the national ban on interstate banking and
branching remained in place during much of this era and certainly
through the prolonged period of bank failures. Further, the system of
interstate expansion provided by states is almost exclusively through
bank holding company subsidiaries which are a significantly more expen-
sive system than interstate banking and branching.62 A separate sub-
sidiary system requires duplicate costs in each state of operation. These
costs include, for example, a separate board of directors, production of
separate regulatory reports, and separate audit, budget, accounting and
support personnel. Higher costs, all things equal, lower profitability and
are consequently destabilizing. In addition, as in previous eras, parti-
cularly the 1930s, the ban on interstate banking was destabilizing as the
evidence is overwhelming that competition enhances stability.63

Postwar era regulation

Existing regulation clearly added to the instability in banking; the pro-
visions from the Banking Act of 1933 became increasingly destabilizing
in the postwar era as market conditions changed significantly. Bank
regulation also changed considerably in the postwar era so this new
regulation must be evaluated in terms of its impact on bank stability as
well.

Capital requirements

The rationale behind capital requirements is that they can reduce
moral hazard of risk taking since a bank with sufficient capital stands
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to lose more in the event of failure. The Basel, or risk-weighted, capital
requirements have been shown to not accurately reflect actual risk at
banks. For example, the capital requirements stipulate that 100 percent
capital be held on corporate loans (the highest risk weight). So, if a
bank made two corporate loans; one to a corporation with a high
credit rating and one to a corporation with a low credit rating, these
are not of equal risk but do require equal capital holdings. The bank
has the incentive to keep the high risk loan on the balance sheet and
sell the low risk loan. In this way, the risk-weighted capital require-
ment may, contrary to its intended purpose, actually increase risk
taking.64 The perverse outcome of these capital requirements is that
banks can assume greater risk without holding additional capital.

Community Reinvestment Act

The CRA requires that commercial banks extend loans to all of those 
in its community consistent with safe banking practices. During most
of the postwar banking era, the CRA was not well understood by bankers
nor well enforced by regulators. This changed when, in 1995, the act was
amended to make clear the intent of the regulation and consequences 
of noncompliance. Given that this regulation was not given real teeth
until 1995, which is subsequent to the instability of this era, its impact on
bank stability is appropriately reserved for Chapter 7.

Depository Institutions Deregulation and Monetary Control Act

The most important provision of the DIDMCA was to phaseout regula-
tion Q. By 1980, regulators realized the significant disintermediation
caused by the interest rate ceilings. As mentioned earlier, not only 
did the ceilings lead to severe disintermediation, it increased the non-
interest costs to bankers, and kept them from responding to market
conditions. Unfortunately, the DIDMCA was insufficient in stopping
the disintermediation because rather than eliminate the ceilings, the
legislation called for a gradual reduction. The deregulation was a step
in the right direction but the step was too small and too late. As shown
in Figure 6.4, the most significant decline in time deposits at banks was
throughout the late 1970s and 1980s. Further, as shown in Figure 6.3,
the number of bank failures increased significantly in 1981 and the
high failure rates continued until 1994. Empirical evidence indicates
that disintermediation during the 1980s from existing regulation Q
ceilings contributed to the high rate of bank failures. An empirical
analysis that explains bank failures during this time frame finds that
regulation Q was statistically significant in explaining bank failures.65 It
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is clear that regulation Q had a significantly destabilizing impact on
bank stability; it lead to disintermediation, kept banks from being able
to compete for deposits, and contributed to the rate of bank failures in
the postwar era.

Another provision of the DIDMCA that must be evaluated is the
extension of reserve requirements as established by the Federal Reserve
to nonmember banks. This provision made reserve requirements equal
at national and state chartered banks, including those state banks 
that are not members of the Federal Reserve. The reserve requirements
were essentially unchanged until the early 1990s when the Federal
Reserve lowered reserve requirements twice (in 1990 and 1992). Empirical
studies have indicated that these reductions saved bankers approximately
$1.15 billion in forgone interest.66 Another way of seeing this develop-
ment is that lower reserve requirements reduce costs to banks because the
requirements act as a tax on deposit accounts. This, in turn, will improve
bank profits and stability. Of course, any increase in required reserves will
have the opposite effect.

Finally, the DIDMCA also extended federal deposit insurance from
$40,000 to $100,000. This provision will impact bank stability to the
extent that deposit insurance is stabilizing or destabilizing.

Depository Institutions Act and the Competitive Equality in Banking Act

As disintermediation continued, legislators authorized commercial
banks to offer money market deposit accounts. Such accounts are sub-
stitutes to money market mutual fund accounts and are not subject to
regulation Q ceilings. Historical data that isolates money market
deposit accounts from other deposits is not available. However, the
FDIC categorizes money market deposit accounts as nontransaction
accounts and as a percentage of total domestic deposits, the nontrans-
action accounts rose in 1982 but decline from 1983 through 1987 (see
Figure 6.5). Despite the decline as a percent of total deposits, the dollar
value of nontransactions deposits increased throughout the entire era.
To the degree that these accounts were able to keep commercial
bankers competitive for deposits, this regulatory changed improved
bank stability.

A second important provision in terms of bank stability concerns the
authority the DIA gave banks to acquire a failing bank in a different
state, provided the failing bank had assets in excess of $500 million.
Between 1980 and 1994, there were only 36 bank failures with assets
that met the size criteria established in the DIA.67 Consequently, there
were few opportunities for this provision to actually be utilized during
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this banking crisis. However, the 1987 CEBA expanded on this DIA
provision by allowing a healthy bank to acquire not only failing but
weak banks across state lines. One may expect that the CEBA broad-
ened the population of banks that could be acquired. To the extent
that healthy banks went across state lines and were able to acquire
these weaker banks and turn them around, the CEBA provision
improved bank stability. Indeed, interstate acquisition could bring
about geographic diversity, and in the process, improve bank stability.

Federal Deposit Insurance Corporation Improvement Act

The 1991 legislation was largely focused on recapitalizing a weakened
deposit fund. Nonetheless, some of the provisions impact bank sta-
bility. For example, one provision required, subject to the regulator’s
discretion, that the FDIC use the least cost method of resolving bank
failures. This is an attempt to limit the moral hazard of the purchase and
assumption resolution described earlier in this chapter. Between 1992 and
March 15, 2010, 83.1 percent of all failures have been resolved using the
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purchase and assumption method. This means that regulators have
increasingly used the very policy the legislation sought to minimize. 

FDICIA also ordered the FDIC to create risk-based deposit insurance.
If deposit insurance increases risk taking, risk-based insurance may
minimize that outcome. To the extent that the risk-based insurance
formula reflects actual risk, this would reduce the moral hazard inher-
ent in deposit insurance and improve bank stability. Indeed, scholars
have argued that the FDICIA fails to make significant change to FDIC
policy so we should not expect much change in TBTF policy.68 At the
same time, however, other scholars find that the post 1992 experience
fails to produce evidence of moral hazard from TBTF policy.69 This may
suggest that the FDICIA was effective in removing the moral hazard
problems associated with TBTF. However, as shown in Chapter 7, the
problem resurfaced during the middle and late 2000s. This suggests that
the FDICIA, at best, temporarily reduced moral hazard.

Finally, FDICIA limited brokered deposits for banks without sufficient
capital and also limited state chartered bank activity for poorly capital-
ized banks. Tying activity to capital holdings may provide incentive 
to bankers to hold sufficient capital so as to earn the right to expand
activities. In turn, holding capital may keep risk taking in check as the
banker has more to lose with more capital holdings. In this way, these
final two provisions of the FDICIA improved bank stability.

Riegle–Neal Interstate Banking and Branching Efficiency Act

Chapter 5 provides a detailed analysis of the costs of banning interstate
banking. The IBBEA allows for interstate banking and consequently
eliminates the costs associated with the ban. This is most certainly sta-
bilizing. More specifically, allowing for interstate banking enhances
bank stability through three channels: by expanding geographic diver-
sity which reduces risk, by reducing costs associated with the sub-
sidiary system earlier in this era, and by increasing competition so that
banks improve their efficiency and improve profits.

The second primary provision of the IBBEA allows states to determine
the extent to which there will be interstate branching. States may open
their borders to free interstate branching or they may adopt up to 
four restrictions that make interstate branching more costly. Empirical
research finds that banks in states that adopt more branching restrictions
have more nonperforming loans and loan losses than banks in states with
fewer branching provisions.70 This suggests that greater freedoms to branch
are associated with better performing loans and, as a result, greater stability.
Thus, just as interstate banking is stabilizing, so is interstate branching.
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Gramm–Leach–Bliley Act

Removing the separation between commercial and investment banking
enhances stability just as Glass–Steagall reduced stability. Securities
affiliates were profitable, which is why bankers were actively engaged
in securities business prior to 1933. The separation of these two indus-
tries necessarily reduced the profitability to the commercial banker and,
in doing so, made failure a greater possibility. Consequently, allowing
commercial banks to engage in securities activity enhances profitability
and stability. At the same time, as was shown in Chapter 5, banks were
able to obtain some geographic diversity through their securities affiliates
which made them less vulnerable to local economic downturns and
shocks. This implies that the benefits of geographic expansion may be
recaptured with the passage of the GLBA.

Concluding remarks

Reflecting on the postwar banking era, the experience is a clear illus-
tration of the tension between static regulation and a dynamic market
process. Recall that the Austrian perspective of economics envisions
the market process as an evolving, dynamic interaction between mar-
ket participants who respond to information created by the process
itself. Regulation necessarily interrupts that process and, since it is not
evolving, it necessarily becomes a destabilizing factor. The postwar era
is replete with such examples.

Perhaps the most obvious is the disintermediation caused by regu-
lation Q. Market interest rates increased to the point where interest
rates became binding. Depositors responded by removing their funds
from banks and seeking higher returns elsewhere. Because of static regu-
lation, bankers were unable to respond until they found a way to partially
avoid the regulation. Similarly, bankers were at a severe competitive dis-
advantage because much of the regulation during this era (e.g. Glass–
Steagall, reserve requirements, limits in single loan amounts, etc.) made it
increasingly costly for banks relative to nonbanks such as MMMFs,
foreign banks, or finance companies who were not subject to the same
regulation. 

A second obvious example is that much of the regulation in this era
was a reaction to market realities and not a new set of rules. For
example: the DIDMCA made legal the use of NOW and ATS accounts
because banks were already offering such accounts; the IBBEA allowed
for interstate banking because 49 out of 50 states had already passed
laws to allow for interstate banking; and the GLB of 1999 allowed com-
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mercial banks to engage in securities and insurance activity which
many banks were already cleared to do through state law or decisions
by courts and regulators. The point is that the markets had moved
beyond the constraints of static regulation. 

Similarly, it is clear from the postwar experience that policymakers
recognized too late that the dynamic process had exposed the destabi-
lizing impact of static regulation. Once this was realized, the process of
deregulation began but it was too late; the damage had been done so
the response to deregulation was to quickly repair the damage, often
through high risk activity. More specifically, some have offered the per-
spective that the deregulation in wave 1 (Table 6.3) caused the bank
failures of the 1980s and 1990s. While it is true that deregulation coin-
cided with a period of increased bank failures, the deregulation did not
cause the failures. Rather, as is shown in this chapter, policymakers
waited until the fragility caused by regulation was exposed and then
they began the process of deregulation. However, at that point the
bankers were already far behind; profits were falling, disintermediation
was in full swing, they faced increased competition from nonbanks,
and many could not survive. 

The postwar era revealed a potentially risk enhancing element to
how bank failures are resolved by regulators. Deposit insurance, on its
own, contributes to moral hazard problems of increased risk and this
possibility is heightened under certain conditions. In addition, the
element of moral hazard is exacerbated by the FDIC resolution policy
(TBTF) to cover all, not just insured, deposits. Existing evidence indi-
cates that the application of TBTF during the 1980s contributed to
increase risk taking at banks. However, after 1991 and through 2003,
the evidence shifts showing no increase in risk. But, as seen by its reap-
pearance in the middle of the 2000s, it is clear that moral hazard has
not been eliminated. Rather, this suggests that certain market con-
ditions produce a greater likelihood of moral hazard related to deposit
insurance and TBTF policy. TBTF removes the discipline of market out-
comes, i.e. failures, and, in doing so, creates greater incentive to take
risks particularly when the perceived risk is less.

During the 1980s, commercial bankers were under tremendous com-
petitive pressure and were largely unable to respond in conventional
ways. Existing static regulation kept banks from adapting to dynamic
changes in the market. Consequently, the value of the bank charter
deteriorated which, in turn, contributed to bank’s willingness to assume
greater risk under a regime of TBTF. Deregulation in the 1980s restored
stability and charter values which explains why there is less evidence
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of moral hazard from TBTF in the 1990s and early 2000s. The postwar era
experience with deposit insurance and the FDIC’s resolution policy also
illustrates the fundamental conflict established in Chapter 2 between
static regulation and a dynamic market; the regulation may be stabilizing
at a point in time (as was deposit insurance in 1933), but destabilizing at
another. This is predicted by the Austrian vision of the market process in
which the market continues to evolve and change as new information is
revealed to participants. This appears to be a primary reason that bank
regulation is largely destabilizing rather than stabilizing.

In addition to illustrating the destabilizing nature of bank regulation,
the postwar era contains several illustrations of the extension of the
federal safety net in banking. As mentioned above, the TBTF policy and
its liberal application has serious implications for risk taking in com-
mercial banking. However, economists and policymakers understood well
before the 1980s the moral hazard dangers inherent in deposit insurance
(see, for example, the discussion in Chapter 3 on state deposit insurance
schemes). What is new to the postwar period is the extension of its use;
this chapter clearly demonstrates that TBTF policy became the rule for
resolving bank failures and not the exception. Another example of the
expansion of the federal safety net is the Federal Reserve’s assumption of
Franklin National’s foreign exchange liabilities; this was a clear extension
of the central bank’s lender of last resort function. In isolation perhaps
this extension is not worth mentioning. However, it, along with the
extensive use of TBTF, changes the appetite for government bailouts over
market outcomes. As will be shown in Chapter 7, by the middle of the
2000s, not only were citizens not shocked at the level of the federal
bailout, it was both expected and anticipated.
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7
Banking and Crisis in the 
Twenty-First Century: 2000–2010

Introduction to a new millennium of banking

Most economic indicators show that, at the turn of the new century,
the U.S. economy was flourishing. Despite significant challenges, such
as the September 2001 terror attack on America, the economy grew.
For the first eight and one half years, the unemployment rates were
low, generally staying below six percent. RGDP growth was positive
through 2007, and consumer prices held relatively steady during the
same period. Between the beginning of 2003 and late into 2007, the
Dow Jones Industrial Average generally increased, reaching a peak of
over 14,000 in October of 2007. Thus, the economy during the first seven
or so years of the twenty-first century may be described as healthy. 

However, while there were earlier economic signs of decay, it was in
the fall of 2008 that most Americans, and the world, learned that an
asset bubble had burst and the general economy would pay a price.1 The
macroeconomic response was predictable: RGDP growth rates turned
negative in 2008 and 2009. Expectedly, unemployment increased
steadily beginning in April of 2008, reached over ten percent in October
of 2009 and held close to ten percent for many months. The Dow Jones
Industrial Average fell from its October 2007 high of over 14,000 to just
under 6500 in March 2009: well over half of the index average had been
lost. Between October 2007 and October 2008, eight trillion dollars in
wealth was lost in the stock market.2 The U.S. plunged into a severe
recession.

In retrospect, we know that there was a housing bubble building
during the first six or seven years of the new century. House prices rose
far in excess of inflation. In some states, prices were rising, on average,
over 25 percent a year (Hawaii, Arizona). In other states, house price
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inflation was much more modest, rising at most seven percent on
average (Texas). The variability in house prices can be seen in panels A
through C in Figure A.24. Several trends are observable. First, the Central
regions (panel A) of the country saw home prices rise above the national
average in the early years but prices peaked at below the national
average. Panel B illustrates that the New England and Mid Atlantic
regions lagged behind the national average during the initial upswing in
prices but ended higher than average at the peak. The Pacific region
experienced significant volatility peaking at above the national average
and also plummeting much further than average (panel C). Interestingly,
the West Central region in panel C witnessed house inflation below the
national average but also enjoyed a smaller correction as prices fell.
Taken together, these panels illustrate both the inflation and deflation in
the housing market and also the high degree of variability in prices
across different regions of the country.

As home prices fell and mortgage borrowers had increasing difficulty
paying their loans, the vulnerability of banks was exposed. There were
267 bank failures between the turn of the century and June 1, 2010,
and 88 percent of these were after the beginning of 2008. As shown in
Table 7.1, some regions of the country were hit harder than others. The

206 Regulation and Instability in U.S. Commercial Banking

Table 7.1 Number and Percent of Bank Failures by Region: 2000–June 1, 2010

Region Number of Failures Percent of Total Failures

Pacific 37 16.5%
Mountain 24 10.7%
West South Central 12 5.3 %
West North Central 29 12.9%
East North Central 46 20.5%
East South Central 5 2.2%
New England 2 0.9%
Middle Atlantic 5 2.2%
South Atlantic 64 28.6%

Source: www2.fdic.gov

Note: Pacific includes Hawaii, Alaska, Washington, Oregon, California; Mountain includes
Montana, Idaho, Wyoming, Nevada, Utah, Colorado, Arizona, New Mexico; West South
Central includes Oklahoma, Arkansas, Texas, Louisiana; West North Central includes
North Dakota, South Dakota, Minnesota, Nebraska, Iowa, Kansas, Missouri; East North
Central includes Michigan, Wisconsin, Illinois, Indiana, Ohio; East South Central
includes Kentucky, Tennessee, Mississippi, Alabama; New England includes Maine, New
Hampshire, Vermont, Massachusetts, Rhode Island, Connecticut; Middle Atlantic
includes New York, New Jersey, Pennsylvania; South Atlantic includes Delaware,
Maryland, DC, Virginia, West Virginia, North Carolina, South Carolina, Georgia, Florida.
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South Atlantic region accounted for over 28 percent of all the bank
failures during this period and just over 20 percent were in the East
North Central region. Further, four states, Illinois, Florida, Georgia, and
California, represented over 60 percent of all the commercial bank
failures.

The housing bubble

The narrative which follows explains how the housing bubble was
created, how it popped, and how it led to a bank crisis in the U.S. The
unprecedented rise in home prices in the U.S. was the result of a mix of
public policy, monetary policy, and regulation (see Table 7.2).3 Blended
together, the policies and regulation led to higher home prices by:
significantly increasing the demand for homes and for mortgages to
finance the home purchases; increasing the supply of mortgages, par-
ticularly for low-income home buyers; and restricting land use which
created a scarcity of attractive new home sites. Once home prices
crested and then began plummeting, the high risk nature of the mort-
gages was exposed. Unfortunately, by that time, the poor quality mort-
gages had proliferated throughout financial markets both domestically
and internationally via new financial tools so that the impact of the
housing bubble was widespread.

Public policy of homeownership

Beginning in the early 1990s, the U.S. federal government, through a
series of regulatory, legislative, and policy directives, committed itself to
the expansion of homeownership. On its own, none of the policies
caused the run up in home prices but, collectively, they created a
powerful set of conditions for the asset bubble. The percent of the pop-
ulation that owned homes had been relatively stable at just about
64 percent for much of the postwar era. However, it rose to 65.1 percent
in 1995, reached 67.5 percent in 2000, and exceeded 69 percent in 2004.4

By the end of 2009, 67.2 percent of the U.S. population owned homes. 
To achieve this increase in ownership, public policy relied, in part, on

Government Sponsored Enterprises (GSEs). In particular, the Federal
National Mortgage Association (Fannie Mae) and the Federal Home Loan
Mortgage Corporation (Freddie Mac), both GSEs under the regulatory
supervision of the Office of the Federal Housing Enterprise Oversight
(OFHEO) which, in turn, was housed in the Housing and Urban
Development (HUD) agency, were required to undertake an affordable
housing mission established by Congress. As GSEs, both Fannie Mae and
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Freddie Mac have a unique business model. Both GSEs are owned pri-
vately by shareholders but operate with a public mission, under a con-
gressional charter, with a line of credit at the Treasury. Consequently,
the GSEs are privately owned but publically operated with the backing
of the U.S. Treasury.

Early on, Fannie Mae extended mortgage loans. However, in 1968, that
function was moved out of Fannie Mae into a separate institution.5 So,
if the GSEs do not originate mortgage loans, how can they support 
an affordable housing mission? Banks, thrifts, or mortgage companies
originate the mortgage loan and then turn around and sell the loans to
the GSEs. This allows banks to convert long-term assets that had once
been illiquid into cash so that they can make more loans. By purchas-
ing these loans from banks, the GSEs facilitated mortgage credit to
potential homebuyers. Further, since the GSEs stood willing and able
to purchase mortgages loans, bankers knew they could quickly extend
a loan and turn around and sell it; this substantially increased the
supply of home mortgages in the United States.

Once Fannie and Freddie had purchased the mortgages they typically
had two options. Either they would hold onto the mortgages and earn
the interest on them or they would package up the mortgages and sell
them off to investors. If they sold the mortgages off, this would free up
funds to purchase even more mortgages from banks. Further, the GSEs
guaranteed the investors that they would pay the interest and principal
on the mortgages, even if the borrower could not.6 Of course, this guar-
antee was attractive to the investors and was profitable for the GSEs
because they charged a fee for the guarantee. However, this practice
spreads the risk inherent in the mortgage loans to those investors pur-
chasing the package of mortgages from the GSEs. By the second quarter
of 2008, the GSEs were holding or guaranteeing over $5.5 trillion in
home mortgages.7 By comparison, commercial banks and savings
banks held, in total, $3 trillion at time.8 It is clear that the GSEs were
major institutional players in the mortgage market. 

The GSEs were purchasing many different types of mortgages but,
given the affordable housing mission, many of the mortgages were sub-
prime. There is no universal definition of a subprime loan, but generally
speaking, a subprime loan is of higher credit risk than prime loans
largely because of the risk characteristics of the borrower. Subprime bor-
rowers, for example, may have poor credit histories, high debt burdens
relative to their income, or little money for down payment. Since a sub-
prime loan carries greater risk, the interest rate on these loans is higher
than on prime mortgage loans. Another category of mortgage loans,

Banking and Crisis in the Twenty-First Century: 2000–2010 209

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



known as Alt-A loans, carry risk between prime and subprime loans. The
GSEs were committed to purchasing Alt-A and subprime loans as a part of
their support for the affordable housing policy of the federal government.
Consider that in 2006, 79.4 percent of all the private-label mortgage
related securities retained at Freddie Mac were subprime or Alt-A; Fannie
Mae retained 82.5 percent in the same year.9 The commitment by the
GSEs resulted in a significant expansion of this segment of the mortgage
market. As evidence, consider that subprime and Alt-A mortgages were
about eight percent of all mortgages in the U.S. in 2003 and approx-
imately 22 percent three years later.10 Further, the subprime mortgages
increasingly made their way into mortgage backed securities and other
securities. In 2002, 47 percent of subprime mortgages were securitized and
by 2007 67.8 percent of all subprime mortgage loans were securitized.11

Ultimately, by the middle of 2008, there were 27 million subprime and
Alt-A mortgages in the U.S. Twelve million of these were held or guar-
anteed by the GSEs and 2.2 million were held at commercial banks.12 By
all measures, the subprime mortgages permeated the financial sector.

Monetary policy

Concurrent with the GSEs purchasing and reselling mortgage loans,
the Federal Reserve was pursuing a policy of low interest rates. Figure
A.25 contains the federal funds rate from January 2000 through March
2010 and shows that between the end of 2000 and the middle of 2004,
interest rates fell to about one percent and held at this historically low
level until rising to about three percent in the middle of 2005, and
finally reaching just over five percent in the middle of 2006. Even at
the peak of home prices, the federal funds rate did not significantly
exceed this relatively low five percent rate. Low interest rates and the
resulting reduced cost of borrowing fueled the increasing demand for
mortgages. Indeed, the Federal Reserve has been criticized extensively
for keeping interest rates low and, in doing so, contributing to the
housing bubble.13

Laws and regulation

State laws and federal financial and tax regulation also played an
important role in driving up home prices in the 2000s. More speci-
fically, two state laws, one pertaining to land use and the other to the
nature of mortgage loans are important elements in the inflation of
home prices. State level laws and regulation differentiate one state
from another. In other words, to understand why the housing bubble
was more severe in some states (or regions) than others, we must look
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beyond federal policy since federal policy treats all states (or regions) the
same. In contrast, differences in state level policy may help explain the
regional variation of the housing bubble. At the federal level, financial
regulation and the income tax code both also contributed to the run up
in house prices. The amendment to the 1977 Community Reinvestment
Act (introduced in Chapter 6) encouraged banks to extend mortgage
loans to low-income borrowers while the deductibility of mortgage inter-
est rates encouraged homeowners to purchase homes over other invest-
ments (or renting) and even take second mortgages which furthered the
home inflation of the early 2000s.

A. Land use regulation

States and municipalities began, in the 1960s, passing land use restric-
tions. These may take several forms, from restricting how land may be
used (e.g. the farmer who no longer wants to farm cannot sell the land
for development), to mandated minimum lot-sizes (e.g. a home must be
built on at least one acre of land), to limiting the annual number of build-
ing permits. Historically, these restrictions were confined to urban areas
but growth-management and other laws gave cities control over rural
areas as well. These policies and laws make land more scarce, and conse-
quently, more expensive for home building. A study found that 23 of 
26 urban areas around the world with land use restrictions are also desig-
nated to be areas that are “severely unaffordable”.14 Indeed, studies of
home prices across the nation find that costs such as materials and labor
are relatively equal but that the distinguishing cost is the land on which
the home is built. One study found that in cities with land use restric-
tions in place for ten to 15 years, the price of the home is double what it
would be without the restrictions.15 By definition, these state and local
laws reduce the supply of land and increase its price. 

Statewide land use laws are not as common as local or municipal
laws.16 Nonetheless, the general trend has seen more states adopting
growth-management land use laws. Hawaii did so in 1961 and two
years later California law effectively gave cities control over all urban
areas. Oregon followed in the 1970s and in the 1980s and 1990s many
more states either passed statewide growth-management laws or fol-
lowed the California model by giving cities control over rural develop-
ment (see Table 7.3 for a list of those states).

B. Nonrecourse mortgage loans

In some states, when a borrower takes out a mortgage, the home is the
only collateral behind the loan because the loan is linked to the home
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and not the borrower. This means that, should the borrower stop
paying the loan, the only recourse for the bank, or other lender, is the
home. The borrower walks away unburdened by the debt from the
loan. These are called nonrecourse mortgage loans. Twelve states have
nonrecourse mortgage loan laws (see Table 7.3). Nonrecourse loans
contribute to higher home prices by changing the incentives facing 
the borrower. That is, if the borrower can walk away from a loan with-
out the debt of the loan, this increases the population of borrowers,
particularly higher risk borrowers.

Table 7.3 lists all states that have land use restrictions in place 
and/or allow for nonrecourse mortgages. Shaded states have both land
use restrictions and nonrecourse mortgages. This table also provides 
information on the average change in home prices from 2000–2006
and again from 2007–2009 as well as the number of bank failures from
2000 through June 1, 2010 and the percent of all bank failures that
occurred in that state during the 2000–2010 period. This data reveals
some interesting patterns. First, eight states had double digit house
price inflation during the bubble and three of these were in states with
both statewide land use restrictions and nonrecourse loans.17 Further,
two of the three states (California and Florida) with the largest increase
in average prices were states with both state level laws. Second, three
states have double digit average deflation; all three were states with
both state level laws (Arizona, California, Florida). This suggests that
such laws may contribute to the volatility of home prices and other
research finds similarly.18 Third, given the modest gains (16th highest
from the list in Table 7.3), Minnesota had a relatively large correction
(sixth largest). Minnesota is also a state with both growth-management
laws and nonrecourse mortgages which may explain some of this
volatility. 

The final column in Table 7.3 indicates the number of bank failures
in these selected states as well as the percent of all bank failures in each
state. California and Florida each account for just under eleven percent
of all banks failures in the country between 2000 and June 1, 2010.
Minnesota accounts for the fourth highest percentage of total bank
failures from this sample of states. All three of these states are shaded
in the table; all allowed for nonrecourse mortgages and restricted land
use throughout the state. At the same time, Georgia has more bank
failures than any other state in the nation but did not witness extreme
house price fluctuations. Consequently, there must be an alternative
explanation for the situation in Georgia; this is considered later in the
chapter.
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C. Mortgage interest rate deductibility

While the nonrecourse and land use laws are at the state level, federal
level tax law also influenced the financial crisis. The current federal tax
code provides that interest paid on mortgages and home equity loans
is deductible. This provision makes homeownership much more desir-
able than renting as the homeowner can deduct the interest payments
and, in the process, reduce their federal income tax burden. In theory,
this tax provision is desirable if it helps low-income families obtain
homeownership. However, most low-income families do not pay federal
income tax and so do not enjoy the benefits of the provision. 

The deductibility of interest on home equity loans creates the incentive
for borrowers to use the equity in their home to finance nonhome spend-
ing. That is, interest on other types of credit, from credit cards to auto
loans, is not deductible. Rather than pay interest on these loans with no
reduction in federal income tax burdens, borrowers take out a home
equity loan and can spend that money freely and still enjoy a reduced tax
burden. Increasing debt and reducing equity makes the housing market
increasingly fragile and vulnerable to falling home prices.

D. Community Reinvestment Act

Also at the federal level, the Community Reinvestment Act exacerbated
the financial crisis. As indicated in Chapter 6, the CRA was created in
1977 and requires that commercial banks extend loans to low-income
borrowers, consistent with safe and sound banking practices. In 1995,
the financial regulatory agencies collectively made amendments to the
CRA which provided greater incentives to banks to follow CRA man-
dates. More specifically, the 1995 revision divided institutions into two
classifications. Large institutions were those with $250 million or more
in assets and small institutions were those with less than assets of
$250 million. The size classification has been revised many times since
1995. As of December 2009, a small institution has assets of less than
$1.098 billion for either of the prior two years and a large institution is
defined as one with assets of at least $1.098 billion for both of the pre-
vious two years.19 Large and small banks have different reporting
requirements. While small banks are exempt from reporting informa-
tion on CRA loans, large banks must report annual data on CRA loans,
which includes small business, small farm, community development,
and mortgage loans. Further, this large bank lending record is public
information.

A CRA rating is assigned to each bank based on the results of a regu-
latory examination and analysis of their lending record.20 Banks earn
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ratings that are “outstanding,” “satisfactory,” “needs to improve,” or
“substantial noncompliance.” Between 1990 and 2007, 16.3 percent of
the ratings were outstanding, 79.5 percent were satisfactory, 3.8 percent
needed to improve and 0.4 percent fell into the substantial noncompli-
ance rating.21 The CRA ratings are public information for all sized
banks. Certainly, the public nature of the rating may compel banks to
extend low-income loans for fear of community backlash. However,
perhaps more important in this regard, is what regulators do with the
rating. The act compels regulators to consider the bank’s CRA record
and rating when the bank applies for a new branch, merger, or acquis-
ition. Recall from Chapter 6 that in 1994, the IBBEA gives banks more
freedom to branch, merge, and acquire other banks. Consequently,
tying a bank’s ability to pursue these activities to its CRA record and
rating provides significant incentive for banks to comply with the CRA
lending provisions. Further banks could meet their CRA obligations 
by extending loans to low-income borrowers and then turn around and
sell the high risk mortgage loans to the GSEs with no further risk to 
the bank. In this way, the GSEs allowed banks to meet CRA lending
standards but transferred some of the risk to the GSEs. 

Thus far, the narrative of the housing bubble indicates that public
policy impacted both the mortgage market and the housing market.
The GSEs increased the supply of mortgages by standing ready to pur-
chase mortgages from the banks and the CRA also increased the supply
of mortgages by requiring that banks extend mortgages to a wider pop-
ulation. The Federal Reserve’s low interest rate policy combined with
nonrecourse loan laws both increased the demand for mortgages. In
the housing market itself, land use laws decrease the supply of land
thereby driving up home prices. Further, demand for housing increases
with the mortgage deductibility provision in the federal income tax
code. Taken together, public policies and laws significantly expanded
the mortgage market by increasing both the supply and demand for
mortgages and, at the same time, restricted land supply in many states
and cities. The expansion of mortgages, of course, leads to an increase
in the demand for homes so that in the housing market, supply is
often restricted coupled with a growing demand and hence, higher
home prices.

Wall Street

While public policy, regulation, and laws altered the mortgage and home
markets, the private sector responded to the inflated home prices and
to existing regulation by further expanding nontraditional segments of
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the market. As explain in Chapter 6, the postwar era saw an explosion
in nonbank competition and witnessed banks increasingly rely on off-
balance sheet activity. In the era of inflated home prices, these postwar
era developments took on greater significance. Nonbank institutions
including mutual funds, money market mutual funds and finance com-
panies together with the off-balance sheet activity of commercial banks
were growing alongside the formal financial sector and became described
as the “shadow banking sector.” 

An important element of the shadow banking sector was the securit-
ization of home mortgages. Securitization refers to the process of trans-
forming illiquid assets into marketable, usually long-term, instruments.
A bank may, for example, package up many of the home mortgages that
it originated and sell them to another bank which is also packaging
several thousand mortgages. This collection of mortgages is then divided
into tranches which reflect varying degrees of risk. For example, the
safest or lowest risk, tranche has the highest credit rating while a more
risky collection of mortgages is in another tranche with a lower credit
rating. If the households stop paying their mortgages, the owners of the
securities in that tranche are not paid. This process creates a financial
product known as mortgage backed securities (MBS). 

Related to MBSs is another financial product known as collateralized-
debt obligations (CDOs) which are a more complicated form of secur-
itization than the MBSs. The original idea behind CDOs is to take
previously securitized assets and package them to create an asset with
even more diversified risk. As originally conceived, the CDOs were a
package of a wide variety of securitized assets. However, during the
housing bubble, Wall Street firms created CDOs from only mortgages.
Just like MBSs, CDOs are also divided into tranches according to risk
and pay interest rates that reflect the level of risk.

While the practice of securitization did not originate in the 2000s, 
it was made increasingly popular by inflated home prices and inflated
credit ratings.22 As described above, both MBSs and CDOs are financial
innovations that are designed to spread and diversify risk. As such the
innovations could be stabilizing to the financial sector. However, during
the early 2000s, an unexpected development made investing in MBSs,
CDOs and other derivatives extremely risky. That development was the
inaccurate rating of these financial instruments.

Credit rating agencies, such as Moody’s, Standard & Poor’s, and Fitch,
are private companies that analyze institutions including firms, banks,
and governments, to evaluate their health and ability to repay debt.
One output of the analysis is a rating on a financial product where the
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rating reflects the risk behind the product. Thus, if a firm wants to sell
bonds, it hires a credit rating agency to assign a rating to the bond. If
the firm hired Moody’s, for example, an Aaa rating is the highest and is
considered an exceptional security with very little risk while a Baa is
considered to be an adequate security, and Caa extremely poor quality
etc. The rating signals to potential buyers information about the health
of the issuing firm. Provided the rating accurately reflects the risk of the
bond, important information is disseminated in the market.

Problems arose, however, when the credit rating agencies were assign-
ing investment grade (i.e., the highest) ratings to even the most risky
tranches of MBSs, CDOs, and other financial derivatives. In other words,
a MBS created from Baa rated mortgages was assigned an Aaa rating. Not
surprisingly, this attracted investors from around the globe. An increase
in demand for these derivatives fueled the origination of even more 
mortgages and, in this way, exacerbated the housing bubble.

It is easy to imagine how pressure from rival credit rating agencies
could create incentives to inflate ratings. Indeed, it is well documented
that when one agency attempted to lower the ratings on these mort-
gage backed derivatives, banks left that agency in favor of the remain-
ing agencies that would provide the highest grade.23 Since the issuers
were paying for the ratings, they could shop around until they found
an agency that would provide them with the desired rating. Unfor-
tunately, these false grades created a substantial demand for the mort-
gage backed securities which fueled the housing bubble.

The bubble bursts

As is well understood in the financial crisis literature, and elsewhere, all
good things must come to an end.24 In most parts of the country,
home prices started falling sometime in 2007. As expected, however,
there were regional differences as to when house prices began declin-
ing (see Figure A.24). For example, in the West South Central region
home prices did not deflate until the fourth quarter of 2008 while in
the New England region, home prices starting falling in the third
quarter of 2006. The subsequent increase in loan delinquencies sud-
denly made investors realize that their MBS and CDOs came with
substantial risk. As evidence, consider that in August 2007 Moody’s
downgraded 691 MBSs in a single day because of poor performance.25

As investors moved away from these financial instruments, their values
declined. Declining values, in turn, eroded confidence. Investors ques-
tioned the reliability of the credit ratings and, by association, the value
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of the MBSs and CDOs. Investors not only ceased lending but they all
wanted their money back. The contraction of credit, of course, rein-
forced the deflation in housing. House prices cannot increase as mort-
gage credit becomes scarce.

As home prices fell, borrowers found themselves increasingly unable
to meet loan payments. When borrowers fail to make a payment, these
loans are considered nonperforming to the bank. Figure 7.1 illustrates
that by the middle of 2008, the percent of residential mortgages to
total assets that were nonperforming increased substantially. Note also
that the problem of nonperforming mortgage loans was much more
acute at the largest commercial banks. Banks were forced to write-down
their nonperforming loans and forced to increase capital holdings as
they could not sell off mortgages; there were no buyers. As residential
mortgage loan losses began to mount, many commercial banks became
insolvent and failed. Figure 7.2 illustrates the bank failure problem; the
number of bank failures has risen since 2007 with a significant spike in
2009 and as of the first of June, 2010 is on pace to exceed the failures 
of 2009. The number of failures is expected to continue to rise as the
number of banks on the FDIC problem list at the beginning of June 2010
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Note: These are loans past due 90 days or more for all commercial banks.

Figure 7.1 Nonperforming Loans Secured by 1–4 Family Residential Properties
as a Percent of Total Assets: 2000–2009
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was 829.26 Further, though the financial crisis initially manifested in the
residential mortgage market, the severe recession that followed has put
significant pressure on the commercial real estate market. Consider, 
for example, that noncurrent construction and development loans 
were 1.29 percent of all loans at the end of 2007 and had climbed to 
8.74 percent one year later.27 Astonishingly, that figure almost dou-
bled, to 16.15 percent by the end of 2009. Similar trends are also found 
in noncurrent commercial real estate loans.

Not surprisingly, as home prices fell and borrowers defaulted on
their mortgage loans, the high risk portfolio of mortgages at the GSEs
soured. In the middle of 2008, Fannie disclosed that at least 85 percent
of their losses were related to subprime and high risk mortgages.28

Certainly the declining value of their assets is destabilizing to the GSEs.
However, the problems at both of these institutions were exacerbated
by the fact that both Fannie and Freddie were severely undercapitalized.
Consider that, in 2007, the GSEs had $83 billion in capital to cover its
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Figure 7.2 Total Number of Commercial Bank Failures: 2000–2010*
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over $5 trillion in liabilities.29 Not only were the capital requirements
ineffective at the GSEs but, given the implicit backing of the govern-
ment, investors were willing to ignore the fact that the GSEs were
highly leveraged. In the end, the implicit backing became explicit as
both GSEs were effectively nationalized.

Regulator response

As with the historical crises discussed in previous chapters, the imme-
diate response to this crisis was an attempt to provide liquidity to the
financial sector and to restore confidence more generally. Beginning in
August 2007, the Federal Reserve initiated a fair number of new pro-
grams and actions.30 These were intended to provide liquidity to banks
and other financial firms. In addition to the programs, the Federal
Reserve continued to cut the discount rate and to lower the targeted
federal funds rate. Further, the Federal Reserve made direct loans to
failing investment banks and insurance companies and also purchased
hundreds of billions of dollars worth of MBSs from the GSEs.31

The Treasury also played a significant role in the immediate crisis
period.32 Like the Federal Reserve, the Treasury also purchased MBSs from
the GSEs and in September of 2008, both Fannie and Freddie were placed
under the control of the Federal Housing Finance Agency. Further, the
Emergency Economic Stabilization Act (EESA) authorized the Treasury to
use up to $700 billion to purchase troubled financial assets or to inject
capital into financial institutions. Shortly after the passage of the EESA,
the Treasury selected nine of the largest banks in the country and used
$125 billion to purchase preferred shares in those banks. The Treasury did
not disclose the criteria used to select the banks but some speculate that
the Treasury was attempting to get the nine banks to acquire failing
banks. Since so many banks were in financial trouble, if a stronger bank
were to acquire a weaker bank, it would relieve the FDIC of the potential
burden of the weak bank failing.

The Federal Reserve and the Treasury, together, created the largest
safety net in U.S. banking history. Assets at the Federal Reserve grew from
$880 billion in July of 2007 to $2.1 trillion at the end of November
2008.33 The Treasury purchased preferred stock initially at nine banks but
within a month purchased stock at almost fifty more banks.34 The safety
net was also extended with the aid of the FDIC who began finding strong
banks to buy failing banks through the purchase and assumption
method; virtually all bank failures during this crisis were resolved using
the purchase and assumption method.
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Assessment of regulation and stability

The first bank crisis of the twenty-first century is significant relative to
historical experiences. Indeed, many have compared it in magnitude to
the bank crises of the 1930s. In the late months of 2008 and early
months of 2009, the comparisons to the Great Depression were diffi-
cult to miss.35 As is evident from this chapter, blame for the crisis can
be widely appointed. As with all the earlier episodes of crisis, the role
of regulation as a contributing factor to the crisis is analyzed. Addi-
tionally, some have argued that this crisis was, in part, the result of
deregulation from the 1990s. More specifically, the 1994 IBBEA and the
1999 GLB, discussed in Chapter 6, have been identified as culpable in
the most recent financial crisis. Consequently, this analysis will assess
the merits of that position as well. Finally, this crisis is unique from
earlier crisis in that nonbank regulation contributed specifically to the
instability in banking so that regulation is also considered. Table 7.4
summarizes the findings of the relationship between regulation and
stability in commercial banking. The shaded areas of the table are 
distinguished as a reminder that this (shaded) regulation is outside of
commercial bank regulation.

HUD mandate for the GSEs

The homeownership mission of the federal government put pressure on
the GSEs to increasingly involve itself in the mortgage market, particu-
larly that segment of the market targeting low-income borrowers. As part
of that mission HUD increasingly required the GSEs to purchase mort-
gages made to low and moderate income families. In 1995, the mandate
was set at 42 percent; at least this many of the mortgages or mortgage
backed securities purchased by the GSEs were to come from the lower and
moderate income demographic. This was increased to 50 percent in 2000
and increased over the years, reaching 58 percent in 2008.36 This overpro-
motion of homeownership, in hindsight, proved costly as it legitimized
and substantially increased the growth in securitized subprime mortgages.
By purchasing trillions of dollars worth of subprime mortgages, the GSEs
changed the incentives for loan originators. The banker knew that the
GSEs would purchase the loan which removed the incentive for bankers
to worry about the risk behind the loan. More high risk mortgage loans
were extended because the banks knew that they could turn around and
sell the loan to the GSEs. Indeed, empirical evidence indicates that the
process of securitization adversely affects the lender’s incentive to carefully
screen applicants.37
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Another unintended consequence of the HUD policy was the spill-
over of relaxed lending standards into the prime mortgage market. 
In order to get the subprime borrower qualified for a mortgage, it was
often necessary to alter the terms of the loan or to lower the qualifying
standards. It is well documented that many of the subprime mortgages
made during this era were adjustable rate mortgages (ARMS) which are
appealing to the borrower as they often carry an initial interest rate
that is below a fixed rate loan. The percent of all mortgages that were
ARMS increased from about ten percent in 2002 to over 21 percent by
2006; over 50 percent of all subprime loans were ARMS at the peak of
the housing bubble.38 In addition to the increased use of ARMS, inter-
est-only loans, loans without documented income, hybrid loans (loans
with both fixed and adjustable interest rates), and extremely low to no
down payment loans, became the norm in order to get the low-income
borrower qualified for the mortgage loan. As many scholars have iden-
tified, once the lending standards are reduced in the subprime market,
the lower standards will spread to the prime market.39 The banker will
not hold the prime borrower to higher standards than the subprime
borrower. Figure 7.1 illustrates the significant spike in nonperforming
mortgage loans at commercial banks beginning in 2008. Nonperformance
is a result, in part, of lower lending standards when the loans were 
originated.

Thus, the push by HUD to get mortgage loans to the low-income
segment of the market contributed to commercial bank instability in
two ways. First, it increased substantially the number of high risk mort-
gages that were originated by commercial banks. Second, lower sub-
prime loans standards spread to the prime market so that even the
prime loans became more risky.

Rating agencies

As indicated earlier in this chapter, the credit rating agencies played an
important role in the expansion of securitized mortgage and, in the
process, in the housing bubble itself. At the same time, the model that
agencies use to sell their ratings also contributed to instability in com-
mercial banking. The regulation of rating agencies falls under the pur-
view of the Securities and Exchange Commission (SEC) and in the early
1970s the SEC determined that only Nationally Recognized Statistical
Ratings Organizations (NRSRO) would be recognized agencies.40 By exclud-
ing new entrants and recognizing only a small number of NRSROs, this
created an oligopoly in the ratings industry. The ratings firms responded
by moving away from selling their information to investors to a model in
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which their information was sold to the debt issuer. Many argue that
had the SEC not created the oligopoly, the agencies would not have
been able to change their model to sell to captive issuers. It is easy to
see how selling ratings information to the firm that wants to issue debt
is problematic; there exists an inherent conflict of interest as the issuer
is paying the agency for a rating that will determine the perceived
quality of the issue. From this perspective, the SEC’s regulation of the
ratings agencies created the conflict of interest that led to inflated ratings
throughout the first seven years of the twenty-first century.

The inflated credit ratings fueled investor demand for MBSs, CDOs,
and other securities backed by prime and subprime mortgage loans. As
evidence of the extent to which the ratings were inflated, consider that
90 percent of the CDOs that were issued between 2005 and 2007 were
downgraded by Standard and Poor’s; 80 percent of them were down-
graded below investment grade.41 The loans to be securitized had to
come from somewhere; they came from commercial banks and mort-
gage brokers. Had the ratings not been inflated, the demand for the
securitized products would have been lower and banks may not have
been as willing to continue extending mortgages, particularly those
that were higher risk. The inflated ratings fed into the HUD mandate
with the GSEs; both stimulated demand for more mortgages and often,
more risky mortgages.

Bank regulation

While the HUD mandate to increase homeownership and the inflated
credit ratings assigned by the primary credit rating agencies increased
bank instability in the new millennium, commercial bank regulation
also played an important role in destabilizing banking. Specifically,
many of the regulatory developments from the postwar era contributed
to bank instability as did deposit insurance and the too-big-to-fail pol-
icies of bank failure resolution.

A. Capital requirements

As described in Chapter 6, the Basel capital requirements are intended
to reduce risk at banks but have had the unintended outcome of 
actually increasing risk. The risk-weighted capital requirements place 
a price on risk taking. Banks respond by taking risks that have the
lowest price in terms of capital holdings. Many argue that the Basel
capital requirements pushed banks to off-balance sheet activity and, at
the same time, encouraged banks to make more mortgage loans as they
had a lower capital requirement than, for example, commercial loans.42
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Other scholars argue that the financial innovations of CDOs and other
derivatives are the result of banks attempting to minimize the effects 
of capital requirements.43 Without capital requirements that did not
accurately recognize bank risk, these financial products may not have
had widespread market penetration.

B. Community Reinvestment Act

Like capital requirements, the CRA changes the incentives at com-
mercial banks by requiring that they extend loans to low-income bor-
rowers. Noncompliance results in punishment. Many scholars have
argued that, absent the CRA, bankers would not have made as many
low-income and high risk mortgage loans.44 Furthermore, the CRA is in
direct conflict with capital requirements. The objective of the CRA is 
to cast a wider credit net while other regulation, capital requirements, for
example, is designed to constrain risk taking. The conflict in this regu-
lation may be illustrated by considering the CAMEL rating system with
the CRA. CAMEL, which was put into place in 1979, requires that banks
be evaluated in terms of their capital holdings, asset quality, man-
agement, earnings, and liquidity. The end result of the evaluation is
known as the CAMEL safety and soundness rating. A separate rating is
generated by the CRA regarding the lending record at the bank. Empirical
analysis of these two opposing regulations finds that bank behavior, such
as aggressive lending, improves the CRA rating but hurts the safety and
soundness (CAMEL) ratings:

… evidence suggests that increases in the proportion of home-
purchase mortgage volume extended to borrowers in low-income
neighborhoods raise the chances of a problem CAMEL rating. The
findings cast doubt on the typical claim made by CRA advocates
that lending in low-income neighborhoods is relatively innocuous
in terms of financial safety and soundness.45

Indeed, evidence prior to 2000 and the significant increase in home
prices indicate that CRA loans had higher losses and higher cost than
regular mortgage loans.46 Further, there is evidence that many banks, in
an attempt to meet CRA standards, purchased mortgage-backed secur-
ities that were largely backed by subprime mortgages which increased
the banks’ risk exposure.47 That is, by purchasing these high risk MBSs,
the banks were given credit towards their CRA rating. Unfortunately,
when the housing bubble burst and the MBSs were downgraded, many
banks began to fail and even more struggled to remain solvent. 
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Scholars at the Federal Reserve have argued that the CRA was not
destabilizing because so few of the mortgage loans extended during the
crisis were CRA loans.48 The argument is that commercial bankers were
not making enough of the high risk loans to have caused the crisis.49

However, more recent research indicates that between 1993 and 2007,
over $3.5 trillion in CRA loans were extended and, of these, ten percent
where sold as MBSs.50 Certainly the CRA did not cause the first bank
crisis of the twenty-first century, but it did reward banks for making
low-income bank loans and encouraged banks to invest in subprime
MBSs. In this way, the CRA contributed to bank instability.

C. Interstate branching provisions from 1994 IBBEA

Recall from Chapter 6 that the 1994 passage of the IBBEA gave states
the ability to customize the extent to which they would allow for
interstate branching. Interestingly, the four states with the most bank
failures during this crisis, California, Florida, Georgia, and Illinois all
adopted four (the maximum) restrictive provisions in order to erect bar-
riers to interstate branching. Illinois, in August 2004, reduced the number
of restrictive barriers from four to two, making it friendlier to interstate
branching than the other three high bank failure states. These results 
are not surprising as empirical research finds that banks perform better in
states with more freedom for interstate branching in the post IBBEA era.51

Two states had substantially more bank failures than any other;
Georgia and Illinois. Indeed, between 2000 and June 1, 2010, there were
41 failures in Georgia and 36 in Illinois. Consequently, a closer consider-
ation of the bank failures in Georgia and Illinois is warranted. An analysis
of characteristics of those banks that did fail reveals that the average size
of the bank failure in Georgia had assets of approximately $570 million
while the average size in Illinois was $783 million.52 However, the average
data may be misleading because of a few large failures. Indeed, 12 bank
failures in both states had assets under 200 million. The average ratio of
loan and lease losses to total assets was higher in Illinois (12.35 percent)
than Georgia (7.85 percent) indicating more distressed loans in Illinois.
Finally, 21 of the failed banks in Georgia were established since 1998 and
were thus relatively young banks. In contrast, only seven of the Illinois
bank failures were at banks established after 1998. Only one of the Illinois 
failures was established after the IBBEA change in 2004. This suggests 
that when Illinois opened its borders to more interstate branching, there
were fewer new banks established. In contrast, in Georgia, many more 
of the bank failures were established in the new millennium. Perhaps 
the fact that Georgia erected barriers to interstate branching meant that
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the easiest way to enter the market was to establish a new bank. Creating
a new bank is much more expensive than opening a branch across state
lines. Further, the new bank, because it probably did not have branches
across other state lines (many neighboring states require reciprocity for
interstate branching), its assets were less diversified and more closely tied
to the health of the city or county in which the bank was located.

D. Gramm–Leach–Bliley Act of 1999

In the fall of 2008, when most of America learned of the banking crisis,
the popular press was quick to blame the 1999 deregulation of Glass–
Steagall in the Gramm–Leach–Bliley Act. The argument was that the
deregulation allowed banks to get too big, take on too much risk, and
require bailouts. However, the evidence runs contrary. First, the big
banks that had the greatest exposure to subprime mortgages (Merrill
Lynch, Lehman Brothers, and Bear Stearns) were investment banks
that had no affiliation with a commercial bank.53 That is, these invest-
ment banks, and many others, did not respond to the 1999 deregulation;
they remained investment banks without deposit functions. Further, as
explained in this chapter, securitization is not new to banking; it did not
result from GLB. This is an important misconception about the repeal of
Glass–Steagall relative to this crisis. Banks were securitizing assets long
before the turn of the century so that even if financial firms mixing com-
mercial and investment banking were formed following deregulation the
practice of securitization did not originate with that formation. 

Further, rather than cause the crisis, the GLB has more recently been
credited with stabilizing the financial sector during the crisis by pro-
viding regulators a resolution to the large investment bank troubles.
Without GLB, J.P. Morgan Chase could not have purchased Bear Stearns
and Bank of America could not have purchased Goldman Sachs. Both of
these acquisitions added a stabilizing element to banking at the peak 
of the crisis.

E. Deposit insurance

As has been well established throughout this book, deposit insurance
can be at times stabilizing and, at other times, destabilizing. The moral
hazard of deposit insurance is that banks willingly take greater risks
because of the safety net provided by the insurance. During the height
of this crisis, one response was to increase deposit insurance from
$100,000 per depositor to $250,000. Shortly thereafter, the Treasury
Secretary admitted that this only encouraged banks to take on more
risk.54 The heightened risk taking also preceded the increase in deposit
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insurance because of the moral hazard inherent in the deposit insur-
ance system.55 Despite the propensity to increase risk at the bank, the
deposit insurance certainly went a long way toward keeping bank runs
at bay during this, and previous, bank crisis. Consequently, like all of
commercial banking history, deposit insurance is both stabilizing and
destabilizing.

Concluding remarks

At the heart of this crisis is the affordable housing directive of the
federal government. This directive set in motion the foundation for 
the housing bubble and the instability in banking that followed. HUD
created the policies at the GSEs which spread to the commercial
banking sector and created the necessary conditions for an expansion
of mortgage credit to both prime and subprime borrowers. Nonbank
policy, e.g. the SECs policy with credit rating agencies, along with bank
regulation, e.g. the CRA and capital requirements, fueled the expan-
sion of credit. As is clearly illustrated in Table 7.4, regulation promoted
risk taking through several channels. Indeed, this crisis is clear evid-
ence that attempts to use regulation to limit risk taking (e.g. risk-based
capital requirements and risk-based deposit insurance) have failed; 
risk taking increased as banks responded to the static regulation of the
postwar period. Further, the risk assigned by the regulation did not
accurately reflect the risk in the market. Regulators have incomplete
information and so cannot create static regulation to capture behavior
in the dynamic market.

At the same time, the resolution of the crisis marks a clear extension
of the federal safety net, just as crises resolutions in the past have done.
Two elements, in particular, stand out: the extension of lender of last
resort at the Federal Reserve and the too-big-to-fail resolution of com-
mercial banks and nonbanks. As clearly illustrated in this chapter, the
Federal Reserve extended their safety net during this bank crisis. For
example, it supported J. P. Morgan Chase’s purchase of Bear Stearns 
and also opened the discount window to selected investment banks.56

As in the 1980s, this was an extension of the lender of last resort func-
tions of the Federal Reserve. Many scholars contend that the bigger 
the safety net, the more risk is shifted from the financial firms to 
taxpayers. This creates the moral hazard of increased risk taking 
and limits the incentives for monitoring.57 This is the same moral
hazard that scholars feared in the earliest history of U.S. commercial
banking.
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The federal safety net also expands when banks are not allowed to
fail. During this crisis, the expansion of too-big-to-fail was extended 
to large nonbanks as well, including Fannie Mae and Freddie Mac,
large insurance firms such as AIG, and investment banks such as
Morgan Stanley and Goldman Sachs. All of these firms were rescued 
in one form or another. In commercial banking, there were 235 bank
failures between 2008 and June 1, 2010 and 223 (94.8 percent) of these
were resolved using the purchase and assumption method. Just as in
the postwar era, this resolution policy creates significant moral haz-
ard problems; bankers take on greater risk knowing that they will not 
fail and depositors no longer have an incentive to monitor or even
carefully chose their bank. Indeed, the Chair of the Federal Reserve,
Ben Bernanke, admitted in the aftermath of this crisis that the too-
big-to-fail policy is one of the largest problems facing the entire
country.58
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8
Lessons from the History of U.S.
Banking and Regulation

Since inception, commercial banking in the United States has been 
regulated. It began at the state level, progressively moved to the
national level and then to increasing amounts of regulation at both the
state and national level. Along with a steady growth in regulation has
been the steady growth in the federal safety net. Yet, as this book
clearly illustrates, banking has also become increasingly unstable over
time. Indeed, perhaps the most stable time in banking history was the
minimally regulated antebellum era; there were far fewer failures and
crises were not systemic but, rather, largely isolated. Certainly, the
world we live in today is much different from the antebellum era but
we still must reconcile how banking has become both more regulated
and more unstable. This chapter attempts to offer an explanation
through the lens of history. 

More specifically, this chapter first considers the evolution of increas-
ing regulation and the tendency to increasingly rely on regulation as
the response to each crisis. This is accomplished by comparing the
nature of regulation from the antebellum era to the present. Second, a
similar consideration is given to the increasing federal safety net 
in commercial banking. Third, this chapter attempts to shed some 
light on why, over time, there has been an increased appetite for regu-
latory responses to crises. Fourth, using the historical evidence from
earlier chapters, this chapter illustrates the trend of increasing fra-
gility in commercial banking and also offers a way to understand 
why the instability is increasing. Finally, this chapter offers a few
closing thoughts on the implications for the future of commercial
banking, given the tendency towards regulation induced instability in
banking markets.
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Increasing regulation throughout history

Since the antebellum era, there has been a significant growth in the
scope of banking regulation. What began as state regulated enterprises
are now regulated by multiple agencies that are at the state and/or
federal level depending on the nature of the bank charter. Figure 8.1
illustrates the real expenditures federal regulators devoted to finance
and banking regulation over the past 50 years. While expenditures do
not always correlate with influence, it is interesting to note that since
1990, expenditures increased 45.5 percent and since 2000 they have
risen over 18 percent.1 Though there is not similar data for earlier
periods, it is obvious that bank regulation has been expanding since
the origin of U.S. banking almost 230 years ago.

Analysis across all periods

A more precise picture of the expansion of bank regulation is captured by
comparing the summary regulation tables from Chapters 3 through 7
(Tables 3.3, 4.12, 5.13, 6.4, and 7.4). These tables provide a brief sum-
mary of the significant regulation for each banking era. As it was rare
for deregulation to take place, one may largely think of these tables 
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as the accumulation of regulation. It is interesting to note that two regu-
latory provisions are on all five tables; branching limits and deposit
insurance. It is equally interesting to note that almost all banking regu-
lation throughout U.S. history has influenced stability either by chang-
ing the risk taking at banks or by altering the competitive environment
of banking. Both of these observations are discussed separately.

Until 1994, significant bank regulation throughout history sought 
to limit a banker’s ability to branch. This despite the fact that scholars
and regulators have known since the antebellum era that branching
would stabilize banking. Recall from Chapter 2 that theories of regu-
lation may help understand why regulation is established despite 
evidence that it will contribute to instability. Both the self-interest
approach and the psychological attraction theory of financial regula-
tion explain the history of the ban on branching in the U.S. Small, unit
banks saw branching as a competitive threat so they worked hard and
used their political clout to keep the ban on branching and interstate
banking in place. They were self-interested. The psychological attraction
theory holds that scapegoating is often used to justify additional regula-
tion. In this case, the state banker argued that the national banker would
limit credit to small borrowers; the national banker was the source of the
problem so they must be kept from the market. Despite the fact that
there was no evidence of such behavior, it depicted the national
banker as a villain resulting in the preservation of the regulatory ban
on branching. Even today interstate branching is not free as states have
the ability to impose barriers to such branching and all have done so.
As was shown throughout this book, the costs of this regulation have
been extremely high. The limits on branching and interstate banking
have contributed enormously to the instability in banking.

The other provision that spans all eras in banking is deposit insur-
ance. State deposit insurance in the first two eras gave way to federal
deposit insurance since 1933. Deposit insurance, as has been shown
repeatedly in this book, can be at times stabilizing and at other times
both stabilizing and destabilizing. All of the state deposit insurance
schemes ultimately failed and there is little evidence to suggest that
they were stabilizing while in operation. The federal deposit insurance
program was perhaps most stabilizing at the point of its creation. More
specifically, it is clear that consumer confidence increased and the
number of bank failures decreased significantly following the passage
of the Banking Act of 1933. While not the only factor, deposit insur-
ance was surely instrumental in stopping bank runs and providing the
incentive to get depositors to bank again. Since then, however, deposit
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insurance has also injected a destabilizing element to banking by
changing the incentives for bank risk taking and the incentives for
depositor monitoring. Bank runs are a thing of the past because of
deposit insurance; is this necessarily stabilizing? There are no bank
runs because depositors no longer care if their bank can repay the
deposit since there is always the insurance to fall back on. Similarly, it
matters less to the banker if they take greater risks as depositors will
always be covered. In this way, deposit insurance removes an impor-
tant element of market discipline from the intermediation process.
Without the discipline, deposit insurance contributes to instability.

Further reflection on the summary regulation tables indicate that
often the regulation discussed in this book impacted bank stability
through two channels: 1) changes in risk taking; and 2) changes in the
nature of competition. Commercial banking is risky business. The
banker makes loans or investments based on the best available informa-
tion and, in the end, assumes the risk that the loan or investment may
or may not generate revenue. Attempts to regulate risk taking are, as
history has shown, generally unsuccessful. At the same time however,
bank regulation is frequently aimed at reducing risk (see, for example,
Tables 3.3, 4.12, 5.13, 6.4, and 7.4). Such regulation generally fails
because regulation changes the incentives for bank behavior in a way
that leads to more risk taking. Capital holdings at commercial banks
were higher before capital requirements were in place. For example, in
the late nineteenth century, capital as a percent of total assets was
25 percent. This is considerably higher than has been held in the last
one hundred years.2 In contrast, consider the Basel capital requirements
that have been in place since the late 1980s. As is shown in Chapters 6
and 7, this only served to encourage banks to keep more high risk assets
on their books and to sell lower risk loans. Further, the lower risk
weights placed on mortgage loans certainly contributed to the increased
willingness of banks to extend mortgage credit over commercial credit.
Attempts to control risk taking fail because banks are inherently risk-
taking institutions and because attempts to identify risk only changes
the behavior of the firm in ways that are unknowable to the regulators.
Markets are a dynamic process and market participants continuously 
act upon new information that is generated by the process. This is 
information that cannot be known in advance, not by participants 
and certainly not by policymakers outside of the process. Attempts to
control risk simply create new opportunities for future risk taking. 

Historically, bank regulation has also attempted to alter bank stability
by reducing competition. Perhaps this originates from the chartering
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process and the relationship formed between the state legislators and
incumbent banks. Recall that the earliest banking in the U.S. required
state charters from the legislator and that this resulted in rent seeking
by regulators and provided a significant motivation for existing bankers
to prevent further entrants in their market. It worked well for both groups
to limit competition. Since then, much of bank regulation has been
aimed at minimizing competition between banks as well as nonbanks.
Indeed, the cornerstone of the Banking Act of 1933 was to limit com-
petition because the belief was that competition for deposits was driving
up interest rates (hence regulation Q), that there were too many banks
(hence prohibition on branching), and that bankers should not be com-
peting with securities firms (hence Glass–Steagall). The consequence of 
all of these attempts to limit competition has been to increase instability
in banking. As has been shown throughout this book, the statistical and
theoretical evidence overwhelmingly indicates that competition enhances
stability not instability. Competition forces banks to reduce costs, improve
efficiency, hold adequate capital, diversify their portfolios, take prudent
risks, and perform profitably. 

Like attempts to limit risk taking, attempts to limit competition are
not successful. Market participants continue to seek out profitable
opportunities and will, given enough time, work around the limits of
regulation. The postwar era provides important evidence of the costs 
of being constrained by regulation and not being allowed to compete.
It took some time and some hard lessons (e.g. bank failures) but
bankers ultimately found ways around the regulation (see Chapter 6).
In the end, numerous scholars provide evidence that the limits on com-
petition throughout the years are the single most important reason
that banking has been so unstable and vulnerable to crises and failure.
The historical evolution of bank regulation in this book corroborates
existing evidence.

Why does significant regulation follow significant crisis?

There can be no doubt: bank regulation in the U.S. continues to grow
and, in the process, to cast a wider net. At the same time, significant
regulation follows all significant bank crises. How can we reconcile
this? Why, when regulation has shown to be destabilizing, is the res-
ponse to a crisis always more regulation? Perhaps much of this may be
explained in terms of the psychological attraction theory of financial
regulation outlined in Chapter 2. This perspective argues that social
and psychological processes underlie all financial regulation and so, to
understand the regulation is to understand the processes. 
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Several social and psychological processes increase the demand for
regulation and the willingness of regulators and legislators to offer
regulation. All things equal, these tend to be heightened during periods
of uncertainty or crisis. On the demand side, this theory argues that neg-
ative financial news that is attached to personal loss will provoke con-
tempt for lenders, among others, and heighten the demand for regulation
to punish those involved; bankers, securities traders, etc. As evidence, con-
sider a May 1985 poll which found that 47 percent interviewed blamed
the banker for the postwar bank failures while 14 percent blamed the
federal government.3

On the supply side, overconfident regulators and legislators imme-
diately seek to find blame in others. Indeed, scapegoating, as the finger
pointing is called by psychologists, is predictably playing out in the
aftermath of the most recent bank crisis. Regulators, particularly the
Federal Reserve and the FDIC, are unwilling to shoulder any blame and
the federal government is blaming greed on Wall Street. Indeed, just a
week or so before the Senate passed a significant financial reform bill,
Goldman Sachs was interrogated by Congress over their role in the
crisis.4 While no illegal activity was uncovered, it served the legislators
well in two ways; first, it increases the demand for financial regulation
and second, it provides a convenient scapegoat. As Chapter 7 indicates,
the list of contributing factors in the most recent crisis is long and the
role of public policy and regulation cannot be overstated. Yet, reform
proposals do not address these contributing factors; to do so would be
to forego scapegoating and would require a level of self-evaluation
infrequently witnessed in U.S. regulatory and policymaking. 

There is a historical precedent to investigating bankers in the wake of
a crisis and then using the investigation to assign blame. After the crisis
of 1907, the Comptroller of the Currency condemned bankers as law-
breakers and implied fraudulent banker behavior as banks attempted,
during the latter crises in the national bank era, to deal with liquidity
problems. As was demonstrated in Chapter 4, the primary source of
bank problems was illiquidity caused by reserve pyramiding and the
bond collateral requirements to banknotes. During crises, bankers would
let their reserve requirements run low to meet the demand for specie.
Further, they often used the Clearinghouse certificates and, in rare cases
actually printed their own notes, in order to meet depositor withdrawals.5

Regulation caused the problems but, in the face of crises, regulators
blamed bankers. In 1908, after blaming bankers, the Comptroller called
for increased regulation to solve the crises problem. A few years later, in
1912, a subcommittee to the House Committee on Banking and Currency
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investigated bankers for wrong doing and fraud as it related to the 1907
crisis. Just as in 2010, the bankers were not found to have done anything
to cause the crisis, but the investigation sparked intense animosity
towards bankers and created a scapegoat for regulators and policymakers. 

In the wake of the 1933 crisis, once again, regulators blamed bankers
for the crisis. A congressional committee alleged that bankers were
speculating in the stock market, were engaged in fraudulent behavior
and generally caused the crisis. These charges were never substantiated
and, as was shown in Chapter 5, many financial historians agree that
the role of the Federal Reserve in the crisis cannot be overlooked. None-
theless, the committee hearings profoundly changed the public’s per-
ception of bankers; they were viewed as the cause of the deepest crisis
in American history. This scapegoating paved the way for significant
regulatory reform in the Banking Acts of 1933 and 1935. 

The psychological attraction theory of financial regulation is a helpful
framework for understanding why bank regulation is the predictable
response to bank crisis. It may also explain the speed with which regu-
latory policy comes about. The two largest bank crises in this country
were perhaps that in 1933 and the most recent. In both cases, a regu-
latory response was virtually immediate. President Roosevelt took office
on March 4, 1933, he declared the national banking holiday on March 7,
and the Banking Act of 1933 passed into law in June. There was little
time for analysis or discussion regarding a landmark piece of banking
legislation. Similarly, in September of 2008 most Americans learned of
the fragility in the financial sector. That same month, three programs
were established to inject liquidity into specific firms or the banking
sector totaling up to over $846 billion and the GSEs were nationalized;
two more programs were established in October to provide more than
$2 trillion and the Emergency Economic Stabilization Act of 2008 
was passed to allow the Treasury to purchase up to $700 billion in non-
performing assets at banks and other financial institutions.6 As pre-
dicted by the psychological attraction theory of financial regulation,
demand for government regulation is particularly strong during crisis
which explains the timing of regulatory developments.

Increasing federal safety net throughout history

A second observation from the history of commercial banking is the
trend of an increasing federal safety net. The lender of last resort function
at the Federal Reserve and the FDIC failure resolution policy combine to
create the safety net in commercial banking. Each is discussed.
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Lender of last resort

In the classic definition, lender of last resort (LOLR) refers to the cen-
tral bank’s mission to keep the money supply from contracting during 
runs and crises.7 Maintaining the money supply allows banks to satisfy
liquidity demands during fragile periods. Scholars, including Humphrey
(2010), contend that the Federal Reserve’s LOLR has so deviated from 
the classical definition that it is almost inappropriate to continue to call
the central bank action LOLR. Despite Humphrey’s critique, this analysis
continues to refer to the Federal Reserve action as LOLR. 

An early example of the Federal Reserve extending its LOLR function
was in 1974 when it purchased foreign-exchange liabilities at Franklin
National. The most recent bank crisis is replete with examples of the
extension of classic LOLR functions. The classic doctrine requires that
central banks make loans to banks on good collateral. However, in 2008,
the Federal Reserve purchased nonperforming MBSs from Bear Stearns,
purchased debt from the GSEs and lent to American International Group
absent quality collateral. Classic LOLR doctrine also is strictly a monetary
function with commercial banks and not nonbanks. In the wake of the
most recent crisis the Federal Reserve established many new lending facil-
ities to extend credit to investment banks, insurance companies, and
securities dealers.8 This is a clear departure from traditional LOLR that
focuses on the money supply and towards the extension of credit and
unfreezing credit markets.

This extension of LOLR has important implications for the stability of
banking because of the systemic moral hazard created by LOLR policy.9

LOLR application, particularly in its expanded form, creates expectations
for bankers and other financial market participants that they too will be
rescued. This is clearly illustrated in the most recent crisis. Bear Stearns was
rescued in March of 2008 through a combination of LOLR and Treasury
action. As a result, other troubled financial firms (Lehman Brothers, Merrill
Lynch, Morgan-Stanley and Goldman Sachs) did little to raise capital or to
make themselves more stable. It was only after Lehman Brothers was not
rescued in September of 2008 that these investment banks either con-
verted to BHCs so that they would enjoy LOLR benefits or were acquired.10

One account of Lehman’s attempt to find a buyer for itself suggests that
potential buyers were waiting for government to bailout Lehman, the
“Bear Stearns precedent”, before making an offer to purchase.11

FDIC resolution policy

The policy at the FDIC for resolving failing banks is the second element
of the increasing federal safety net. The FDIC, when handling a trou-
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bled bank, can provide assistance to the bank or allow the bank to fail
and then resolve the failure. As defined in this book, the too-big-to-fail
(TBTF) policy is when the FDIC resolves the failure using the purchase
and assumption method or when it assists a large bank simply because
it is large. As explained in Chapters 6 and 7, the FDIC increasingly uses
the purchase and assumption method for resolving bank failures. In
doing so, the FDIC does not really let these banks fail; the failing bank
is purchased by a healthy bank after the FDIC purchases the bad assets.
All deposits, insured and uninsured, are covered. Between the beginning
of 2008 through June 1, 2010, 94.8 percent of all failures were resolved
using the purchase and assumption method.12

Another aspect of TBTF is when the FDIC steps in and assists banks
that are considered too big. The TBTF application has always been
motivated by the belief that the failure of a large bank will be conta-
gious; other banks and the financial system will suffer as a result.13 Of
all the bank failures and assistances during the past few years, the two
largest by a significant margin were both treated as TBTF because of
their size. At the same time, because most banks are getting larger,
every year more banks become eligible for TBTF. Scholars have invest-
igated whether there is value to large banks of reaching some threshold
size so that they could receive the regulatory subsidy of the TBTF treat-
ment. If so, large banks should be willing to pay a premium to achieve
that threshold size. Recent scholarship that empirically investigates
this issue during the 1990s finds that there is evidence that banks will
pay more during mergers and acquisitions to achieve TBTF status.14

Between 1984 and 2008, the average size of a commercial bank in the
U.S. has increased five-fold in real terms.15 This is a concern for the
application of TBTF. Changing regulation such as the 1994 IBBEA and
the 1999 GLBA, among others, coupled with technological advances
have changed the optimal bank size. More specifically, earlier work on
scale economies in banking found that scale economies were exhausted
at $100 to $200 million in total assets. However, more contemporary
scholarship finds that most U.S. banks experience increasing returns 
to scale.16 The implication is that, increasingly, more banks will qualify
for the TBTF rescue of the FDIC, particularly in, but not limited to, times
of crisis. The moral hazard of TBTF is much more acute during crisis.
Scholars have found empirical evidence of this during the 1980s.17 Fur-
ther, the aggressive application of TBTF has again been applied during
the most recent crisis demonstrating that it has not been contained by
postwar regulation.18 Of course, this simply exacerbates the moral hazard
problems of risk taking and monitoring. Scholars almost universally 
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recognize the moral hazard of TBTF as one of the most destabilizing
element in banking today.

Together, the LOLR at the Federal Reserve and the TBTF at the FDIC
create the federal safety net in U.S. commercial banking. Rather than
stabilize banking, the safety net has been destabilizing. As evidence,
consider that the severity of bank crises has been magnified as the
safety net has widened.

Increasing appetite for regulation

Bank regulation and the federal safety net have expanded historically,
in part, because America has gradually shifted away from a system of
limited government. Government played a relatively minor role in the
U.S. economy in eighteenth and nineteenth centuries.19 However, that
changed at the end of the 1800s. During the early years of the United
States, the prevailing view was that limited government, as established
in the Constitution, best served the nation. However, a complex set of
developments in the late nineteenth century created a shift away from
limited government. It began in 1887 with the federal regulation of rail-
roads and was compounded by two additional developments. First, fol-
lowing the passage of the Sixteenth Amendment to the Constitution,
the federal government successfully implemented a national income
tax. Scholars contend that the primary reason for bigger government 
(in terms of spending, regulation, and intervention in the market) 
may be traced back to the Sixteenth Amendment because it provided
the federal government with a revenue source unlike any they had
known previously.20 Second, a shift in political ideology towards greater 
government stemmed from a changing set of voter preferences. Part of 
the philosophical shift followed from the work of social commentators
who stressed the important role of government in eliminating repres-
sion of the working class inherent, in their view, in capitalism. Political
groups developed, such as the Progressive Movement, and called for an
increased role for government. Further, at the turn of the century, the
economy was developing such that some firms were able to capture an
increasing market share. Progressives, and others, called for government
to put an end to so-called monopolies and voters were increasingly
sympathetic to the ideology of government intervention and control in
the economy. In the end, the revenue from the national income tax,
coupled with a voter preference for bigger government manifested itself
in the form of more regulation, government spending, and intervention
in the private market.
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Polling data is often a useful way to gage voter preferences. Unfor-
tunately, reliable polling data in the U.S. is not available until after the
Great Depression. For earlier eras, it is sometimes useful to consider
voting data or sources of the day such as major newspapers or trade
journals. During the antebellum era, much of the news on the bank
crises was focused on alerting the public about the condition of banks.
There was little demand for government to take control of the prob-
lem. Rather, many of the articles provided detailed information on the
banks that were in trouble and those that were healthy and offered
suggestions for banking during the crisis. For example, a September 19,
1857 article in the Saturday Evening Post reminded readers of the 1837
crisis and drew parallels with the crisis 20 years later.21 Further, like
many articles during this time frame, it encouraged the public to hoard
specie in their homes until the banks were stronger. During the national
bank era, articles in primary papers offered similar analysis and advice.
For example, during the 1907 crisis, there were many articles that drew
parallels to the 1884 crisis. The theme seems to be one of admiration
and hope; in 1907 the writers were impressed with the composure in
which the 1884 crisis was handled and resolved privately and felt
confident that the same recovery would be forthcoming.22 Solutions
were sought from within banking during these earliest eras and not by
outside policymakers.

Polling data since the late 1930s certainly provides evidence to suggest
a preference towards government regulation in banking. For example, 
64 percent of those polled in 1938 thought banks were safe because gov-
ernment made them safe; 23 percent saw bank safety as a reflection of
bank management. During the height of postwar bank failures another
poll, in 1985, asked if subjecting banks to fewer government controls 
was good or bad for consumers; 42 percent replied that it would hurt con-
sumers while 41 percent thought it was beneficial to consumers. Toward
the end of the postwar period, in 1990, 80 percent of poll respondents
wanted more regulation on thrifts and commercial banks. The pattern
continues during the most recent crisis: a May 2010 poll asked if govern-
ment should implement more or less regulation in response to financial
crisis and 53 percent replied that government should regulate more while
only 37 percent replied to regulate less.

It is clear from the evidence that most Americans do want regulation
and government intervention in response to bank crises. This confirms
the perspective put forth in the psychological attraction theory of
financial regulation that both the demand for and supply of regulation
is particularly acute near crises.
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Increasing instability throughout history

The increasing scale and scope of banking regulation along with the
increasing federal safety net have produced a crisis prone banking
system. The four crises in the antebellum era were relatively small and
the limited failure data indicates that bank failures were few. Of the
five crises from the national bank era, the final two were the most sys-
temic and serious. Indeed, Table 4.7 contains the failure data for the
national bank era and it indicates that the 1893 crisis was most severe
with 326 failures or approximately five percent of all banks failing. 
By 1907, there were significantly more banks in the country (see 
Tables 4.2 and 4.4) so that the 156 failures were less than one percent
of all banks. Nonetheless, the national bank era, when measured in
crises and failures, was more unstable than the antebellum era.

Certainly, the 1933 crisis was more severe with thousands of bank
runs and failures and the temporary closing of all commercial banks in
the country. Tables 5.5 through 5.7 illustrate the significant number of
bank failures during the Great Depression. In 1933 alone, 3887 banks
failed which represented over 17 percent of all banks. When compared
to the national bank era, the 1930s were a much more unstable time in
commercial banking history. 

The postwar era exposed the destabilizing elements of the 1933 regu-
lation as hundreds of banks, a few of them very large, failed. Between
1983 and 1993, 2292 banks and thrifts failed and another 532 required
FDIC assistance. While the postwar era was not as significant as the
Great Depression bank crises, it was more significant than the initial
two banking eras.

The first crisis of the twenty-first century, when compared to histor-
ical crises, is certainly considerable. Two hundred and thirty-five com-
mercial banks have failed between 2008 and June 1, 2010 and trillions
of dollars have been spent attempting to contain the crisis. Further, as
explained in Chapter 7, the expectations are for many more failures 
as the amount of nonperforming commercial and other loans continue
to grow. Indeed, as of the first of June, 2010 is on pace to outnumber
2009 in terms of the total number of failures (see Figure 7.2). By most
accounts, the first crisis of the twenty-first century rivals that of the
Great Depression. Collectively, the bank crises in the United States
form a historic pattern of deeper and more systemic crises.

Historically, the problem was too many small undiversified banks
were failing. Indeed, throughout history, the propensity is for smaller
banks to fail more often than larger banks and that remains true today.
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This reflects, in part, the fact that there have always been more small
banks in the U.S. than large banks and part of this structural reality
reflect the many regulations discussed in this book. Nonetheless, in the
2000s, the failures have spanned the range of bank size, with greater
emphasis placed on the larger banks because of their too-big-to-fail
costs. As mentioned earlier, this may reflect the increasing returns to
scale in banking so that, as a general rule, banks are getting larger.
Given the instability caused by regulation and the propensity to use
the federal safety net, particularly in crisis, larger banks may face even
more instability moving forward.

Role of knowledge and markets

How can more regulation leading to more instability be reconciled?
Why is banking subject to more severe crises now than in the past?
These are the very questions laid out on page one of Chapter 1. The
answer lies in the knowledge discrepancy between those actually in the
market and those making regulatory and legislative decisions. As intro-
duced in Chapter 2, knowledge is highly dispersed and specialized.
Each individual has a specialized knowledge set that is both limited
and changing. Economic knowledge comes from the dynamic market
process. Engaging in the market process reveals new information to the
participants. Those outside of the process do not and cannot know that
information. On July 10, 2008, the Treasury Secretary indicated that
the GSEs regulator made clear that Fannie and Freddie were adequately
capitalized.23 Three days later, the Treasury Secretary announced that
the GSEs would require a massive bailout. The Treasury Secretary did
not know on the tenth about the state of capital adequacy at the GSEs.
He did learn a few days later when market conditions exposed this
information to him. This is true of all market participants, not just reg-
ulators and policymakers. Information is generated by the interaction
of market participants and the information to be revealed tomorrow,
or next month, or next year, is not known today. 

Because the future information (or knowledge) from the market
process is not known, to think that the future can be improved upon
through regulation requires the belief that the future is knowable
today. This is why attempts to regulate banking fail. Regulators and
policymakers have less information than those in the financial markets
to begin with. For example, during the national bank era, legislators
taxed all state banknotes in an attempt to make state banking unprofit-
able. Legislators and regulators underestimated the degree to which
banks were accepting deposits so the tax was easily avoided. Further,
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all participants and regulators lack the information that will develop
from the markets in the future. 

Regulation interrupts the market process and changes the opportunities
that are available to market participants and entrepreneurs. However, the
market is dynamic; it takes the regulation into account as it moves for-
ward. The history of commercial banking is full of examples. During the
national bank era, in response to the ten percent tax on banknotes, banks
increasingly relied on deposits. Banks also used security affiliates to avoid
the ban on branching and higher capital requirements at national banks
provided incentive for national bankers to convert to state charters. Ano-
ther example is found in the years prior to the Great Depression when
national banks used the merging process established in 1918 to create
branch units. The postwar period is replete with examples as banks res-
ponded to rapidly changing market conditions that made the 1933 regu-
lation more onerous. In response to a binding regulation Q, banks created
negotiable orders of withdraw accounts and automatic transfer system
accounts, and began aggressively using brokered deposits to fight disinter-
mediation. Banks responded to the Basel capital requirements by extend-
ing more mortgages and fewer commercial loans because mortgages were
given a lower risk weight. Finally, bankers increasingly developed off-
balance sheet activities in an effort to remain profitable in light of the
regulatory constraints that kept them from competing in the new envi-
ronment of the postwar period.

Austrian scholars such as Hayek (1937), Mises (1949), and Kirzner
(1984, 1992) have long recognized the market process and the asymmetry
of knowledge. More recently, scholars argue that knowledge is becoming
increasingly more specialized and asymmetric.24 As the world becomes
more complex and integrated, knowledge is increasingly specialized.
Kling (2010) offers an array of examples that illustrate different ways in
which knowledge is becoming increasingly dispersed: the vast specialties
in medicine, academia, the law, and job classifications represent a few.
Indeed, it is exceptionally rare to know someone today with a broad skill
set across several fields. In the aftermath of the most recent crisis, email
and other documents have surfaced which illustrate the dispersed nature
of knowledge. For example, an employee at Standard & Poor’s credit
rating agency wrote “Let’s hope we are all wealthy and retired by the time
this house of cards falters.”25 Knowledge is specialized; a small set of indi-
viduals knew the true risk of the securitized mortgages but most did not.
Defending their role in the crisis, the manager in the MBSs division at
Moody’s indicated “We aren’t loan officers. Our expertise is as statis-
ticians on an aggregate basis.”26
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While it may be argued that the pace at which specialized knowledge
is narrowing has hastened through technology, it is equally true that
knowledge has progressively become more specialized really since the
founding of the nation. For example, consider the incredible trans-
formation in skill sets during the antebellum era when life moved, for
many, from the farm to the factory. Machines created significant 
divisions of labor and knowledge became more specialized. The same
can be written about the national bank era; entrepreneurial ingenuity
changed the production process and final goods and services at an
amazing pace. During the postwar era Read (1958) wrote an essay enti-
tled “I, Pencil”. This classic essay describes the life of a simple, wooden
pencil and the many people, machines, and materials from across the
globe used in its production. The point of the essay is to let the reader
know that not a single person on earth knows how to make the pencil;
there are too many hands, too many machines, too many trucks, and
too many resources involved for one person to have all of the know-
ledge. As the nation has advanced economically, each individual has
been required to know more specific details and tasks and so know-
ledge has been increasingly specialized over time. If we cannot know
how to make a wooden pencil, how can we expect regulatory policy-
makers to know how banks are operating today and how they will
operate tomorrow?

The point is that the gap between knowledge in the market and know-
ledge of policymakers is widening. Consider the most recent crisis. No
one had all the information; if they did, perhaps we could have avoided 
the crisis. Certainly there were signs and experts who warned of pend-
ing problems, but no one saw all of the pieces put together. Indeed, it is
impossible to have that knowledge since it is revealed on a daily basis
through the interaction and exchange in the market. For this very reason,
many believe that the seeds for the next financial crisis are planted in
plans to further regulate the banking system in response to the most
recent crisis.27

Future implications

Can you imagine what the U.S. commercial banking system would look
like today had it not been so highly regulated? What would U.S. bank
history look like? What if, at the beginning, banks were free to enter
markets? What if banks had always been free to branch? Certainly, no
industry evolving with the market process would have turned out as it
did. Competition and the market process would have determined the
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historical path. As the history detailed in this book has shown, the inter-
vention of government in financial markets makes them less stable and
not more. Indeed, many believe that without government intervention,
banks would hold more capital, and invest more in money markets where
they can quickly turn their assets into liquidity.28 Indeed, the historical
evidence is that this is what banks did when less regulated.

In what may be described as an ironic development given what we
know about U.S. commercial bank history, many countries, including 
the U.S., are considering policy changes to limit the size of commercial
banks.29 Limiting bank size, as the U.S. experience clearly illustrates, is
destabilizing by limiting competition and reducing geographic divers-
ification. The evolution of commercial banking is largely one of bankers
attempting to circumvent regulation aimed at keeping them small. If 
policymakers have their way on this point, it is certain that history will
repeat itself.

An economist observed: “If there is anything more tragic than our
current banking crisis, it is that the crisis is being blamed on the wrong
group, on the bankers, instead of the primary culprit, government inter-
vention.”30 This was in reference to the postwar era bank failures and
instability but could accurately describe many of the U.S. episodes of
bank crisis. Unfortunately, the scapegoating has serious consequences as
it results in policy responses that do not, and cannot, make banking more
stable in the future. Congress is currently discussing bills to make sig-
nificant regulatory change in banking and these reforms will create more
instability moving forward for two reasons. First, all proposals fail to
account for the role of public policy in the crisis. That is, neither the
GSEs, the CRA, monetary policy, nor the federal affordable housing
mandate, is addressed. Rather, all blame is placed on the greed on Wall
Street. The second, and perhaps most important reason that regulatory
reform will fail to stabilize banking is because regulation itself, as this
history has shown, is destabilizing. Regulation is necessarily destabilizing
because it interrupts the market process and because it assumes know-
ledge about the future that cannot be known. Scholars predict that legis-
ative reform is likely to try and extend capital and other regulation to 
the shadow banking sector. History indicates this will not work because
the market will respond by finding ways to avoid or minimize the new
regulation. As one economist summarizes the problem of regulation:
“(t)his regulatory arbitraging is why regulation can never be proactive 
– the rule maker will never get ahead of the rule evaders.”31 Of course,
rule makers (regulators) are always behind the rule evaders (bankers, in
this case) because they have less information. 
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In the end, this means that the regulatory response to the most recent
banking crisis will create the conditions for the next bank crisis. This 
is true regardless of the specifics of the regulation. Indeed, the historic
pattern of crisis followed by regulation, and increasing amounts of regula-
tion at that, is a clear indication that regulation is not the answer. While
it is beyond the scope of this book to offer options outside of regulation,
it appears that market solutions may offer more relief from bank crises.
This is simply because the market process generates the information and
knowledge from the interaction of market participants to discipline and
guide decisions. History offers an insightful perspective on bank regula-
tion. Policymakers would be well served to learn from that history before
formulating more regulation for the future.
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Figure A.1 Real Gross National Product During the Antebellum Era: 1834–1859
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Note: In thousands.

Figure A.2 Selected U.S. Male Occupations: Selected Years, 1800–1960
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Note: This is the Schwert’s Index of Common Stock.

Figure A.3 Stock Index During the Antebellum Era: 1802–1870
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Figure A.4 Total Number of U.S. Business Failures: 1857–1997
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Figure A.5 U.S. Population for Selected Years: 1790–1990
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Figure A.6 Number of Passenger Cars Sold: 1900–1996
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Note: This data is from Gallman-Kuznets estimation and is in 1929 dollars.

Figure A.7 Real Gross National Product During the National Banking Era and
up to the Great Depression: 1869–1929
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Note: This is the Industrials Index.

Figure A.8 Stock Index During the National Banking Era: 1871–1914

10.1057/9780230295131 - Regulation and Instability in U.S. Commercial Banking, Jill M. Hendrickson

C
o

p
yr

ig
h

t 
m

at
er

ia
l f

ro
m

 w
w

w
.p

al
g

ra
ve

co
n

n
ec

t.
co

m
 -

 li
ce

n
se

d
 t

o
 E

T
H

 Z
u

er
ic

h
 -

 P
al

g
ra

ve
C

o
n

n
ec

t 
- 

20
11

-0
4-

01



Data Appendix 251

180

160

140

120
100

80

60

40

20

0

18
70

18
76

18
82

18
88

18
94

19
00

19
06

19
12

19
18

19
24

19
30

19
36

19
42

19
48

19
54

19
60

19
66

19
72

19
78

19
84

19
90

19
96

Source: Historical Statistics, Series Ch412.

Figure A.9 Total Number of Business Failures per 10,000 Businesses: 1870–1997
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Figure A.10 Average Annual Yield on U.S. Government Bonds: 1842–1899
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Figure A.11 Real Gross Domestic Product: 1929–1940
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Figure A.12 U.S. Unemployment Rate: 1890–2009
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Figure A.13 Private Sector Earnings: 1929–1940
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Figure A.14 Dow Jones Industrial Average Index: 1910–1940
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Figure A.15 Farm Prices for Selected Commodities: 1900–1940
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Figure A.16 Net Farm Income: 1910–1950
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Figure A.17 Number of Individuals Employed in Farming: 1910–1950

16

14

12

10

8

6

4

2

0

19
60

19
62

19
64

19
66

19
68

19
70

19
72

19
74

19
76

19
78

19
80

19
82

19
84

19
86

19
88

19
90

19
92

19
94 19

96
19

98

Source: Calculated from CPI(U) data at BLS.gov.

Figure A.18 Annual Average Rate of Inflation: 1960–1999
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Figure A.19 Major Currencies Dollar Index: Monthly 1973–1981
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Figure A.20 Three Month Treasury-Bill Rate: 1931–1997
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Note: This is the ratio of commercial paper issued to bank loans at nonfinancial, nonfarm
corporations.

Figure A.21 Nonfinancial Corporation’s Reliance on Commercial Paper: 1955–
2009
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Note: This is the ratio of short-term loans to total assets at finance companies.

Figure A.22 Role of Finance Companies in Providing Business Credit: 1955–2009
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Figure A.24 Regional Four-Quarter Change in FHFA House Price Indices: Panels A–C
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Figure A.23 Asset Growth at Mutual Funds and Money Market Mutual Funds:
1955–2009
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258 Data Appendix
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Note: Pacific includes Hawaii, Alaska, Washington, Oregon, California; Mountain includes
Montana, Idaho, Wyoming, Nevada, Utah, Colorado, Arizona, New Mexico; West South
Central includes Oklahoma, Arkansas, Texas, Louisiana; West North Central includes
North Dakota, South Dakota, Minnesota, Nebraska, Iowa, Kansas, Missouri; East North
Central includes Michigan, Wisconsin, Illinois, Indiana, Ohio; East South Central
includes Kentucky, Tennessee, Mississippi, Alabama; New England includes Maine, 
New Hampshire, Vermont, Massachusetts, Rhode Island, Connecticut; Middle Atlantic
includes New York, New Jersey, Pennsylvania; South Atlantic includes Delaware,
Maryland, DC, Virginia, West Virginia, North Carolina, South Carolina, Georgia, Florida.
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Figure A.25 Federal Funds Rate: January 2000–March 2010
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Notes

Chapter 1 Commercial Bank Instability

1 Definitions of bank crisis and financial stability are found later in this chapter.
2 Much of this discussion draws from Grossman (1994).
3 Grossman’s (1994) analysis is during the Great Depression and considers the

performance of many nations during this period.
4 These three perspectives are not necessarily mutually exclusive. For example,

Bordo and James (2009) find more than one perspective to be important in
understanding the cause of bank crises. 

5 See, for example, Hayek (1937), Kirzner (1992), Mises (1949).
6 The term “bank crisis” is synonymous with “bank panic” in this work. The

earliest episodes are often referred to as panics and later episodes are often
characterized as crises. However, the author does not find a discernible dif-
ference in the meaning of these word choices.

7 For an example of the many different scholarly perspectives and definitions,
see Wolfson (1994), Gorton (1985, 1988), Wicker (1996), Schwartz (1986),
Kindleberger and Aliber (2005), Mishkin (1991). 

8 It would be more feasible to form a more precise definition if the time frame
under consideration was smaller (e.g. if this book only considered a single
era in commercial banking). However, over time banking markets evolve and
regulation becomes more burdensome both of which change the elements of
the crisis. Consequently, a broader definition is constructed to capture only
the elements that prevail over the entire history of commercial banking.

Chapter 2 Theories of Bank Regulation

1 McChesney (1997).
2 See, for example, Litan and Nordhaus (1983).
3 See, for example, Stigler (1971) and Peltzman (1976).
4 See, for example, McChesney (1987).
5 This literature review does not claim to be exhaustive of all bank regulation

literature. Rather, it is meant to introduce the reader to different perspectives.
6 See, for example, Benston (2000, 1986) who argues that these very reasons

for historically supporting regulation are largely invalid today. Litan (1987)
discusses how bank regulation was consistent with the public-interest
approach. Spong (1992) and Dewatripont and Tirole (1993) also argue that
one of the primary objectives of bank regulation is to protect depositors. 

7 Edwards and Scott (1979) argue that bank regulation, first and foremost, is
designed to protect the solvency of bank institutions. Benston (2000, 1986)
enumerates several self-interested reasons for bank regulation in the United
States. Kane (1989) argues that bankers and regulators were primarily con-
cerned with maximizing their own revenue during the 1980s thrift crisis. 

8 See Chapter 3 for more details on antebellum branching.
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9 Hendrickson (2010).
10 This discussion is largely from Hirshleifer (2008).
11 Benston (1991) identified the first three channels and the author added the

final two.
12 See, for example, Nichols and Hendrickson (1997).
13 Allen and Gale (2004). See also Boyd et al. (2004) who use a theoretical

model to test whether a competitive or monopolistic banking system is
most likely associated with bank crises. The Boyd et al. (2004) model does
not control for regulatory intervention, but does find that the probability of
a banking crisis may be higher under monopoly or competitive systems; it
depends on the rate of inflation.

14 Carlson and Mitchener (2005).
15 Calomiris (1993), Jayaratne and Strahan (1998), Flannery (1984).
16 Note that throughout this book, the author views the world through this

Austrian lens or understanding of markets. However, this does not mean
that all Austrian scholars would embrace the analysis or findings of this
work. Rather, the author borrows critical concepts from the Austrian school
to create a vision of how markets work and then utilizes this vision to
understand the evolution of banks and bank regulation in the United
States.

17 See Hayek (1937).

Chapter 3 Antebellum Banking: 1781–1863

1 All figures that are not directly banking statistics are labeled with an “A”
and are found in the Data Appendix at the back of the book. 

2 Engerman and Gallman (1983: 10).
3 Engerman and Gallman (1983: 12).
4 Bodenhorn (2000: 2).
5 Ferrie (1997).
6 Ferrie (1997). 
7 For example, Hammond (1963) produced a manuscript entitled Banking

Before the Civil War and in it devotes one sentence to the private banker. In
contrast, Sylla (1976) makes a compelling case that the private banker was
a viable member of the financial sector during antebellum America.

8 See the section Experiments in Federal Banking later in this chapter for more
explanation on these federal banks.

9 Helderman (1931). 
10 Following Bodenhorn (2000: 101) merchants included shoe dealers, grocers,

jewelers, etc. Manufacturers included blacksmiths, distillers, cabinet makers,
etc. Services included attorneys, dentists, doctors, teachers, etc.

11 Fenstermaker (1965).
12 Fenstermaker (1965).
13 These banknotes were often referred to as horse blankets because of their

large size.
14 Fenstermaker (1965: 39).
15 Fenstermaker (1965: 43).
16 Fenstermaker (1965).
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17 Actually, commercial banking varied from state to state but such an ana-
lysis is beyond the scope this book.

18 Lamoreaux (1986, 1994).
19 See, for example, Bodenhorn (2000), Trivoli (1979).
20 Calomiris and Kahn (1996: 15).
21 See, for example, Rolnick, Smith, and Weber (2000), Weber (2010), Trivoli

(1979), Calomiris and Kahn (1996). For evidence of the System’s contribu-
tion to stability, see the subheading Performance later in this chapter. 

22 Bodenhorn (2000: 35–8) provides details of how the state of Pennsylvania
benefited from the charters they extended.

23 For an extensive look at southern banking during this period, see Schweikart
(1987).

24 Fenstermaker (1965: 84, 86).
25 See Bodenhorn (2000: 42–4) for a discussion of the Louisiana situation.
26 Gorton (1985: 278) argues that Clearinghouses emerged with the rise in demand

deposits as an important liability to the commercial banker. Since demand
deposits are not traded in a secondary market, important information asym-
metries form which, in part, Clearinghouses can overcome. In contrast, Dowd
(1994) argues that the emergence of clearinghouses in the United States 
was the result of restrictive bank regulation, significantly the prohibition on
branch banking, which made banks more susceptible to runs and problems.
Another perspective argues that Clearinghouses were formed first and fore-
most to help in the clearing of checks. Rather than send checks back to each
separate bank for redemption, a member bank would simply send all member
checks to the Clearinghouse for collection (see, for example, Dwyer and Gilbert
(1989)). 

27 During the national bank era, depositors were converting demand deposits
into currency.

28 Timberlake (1984), Moen and Tallman (2000), Kroszner (2000). 
29 Bodenhorn (1993).
30 Fenstermaker (1965: 20).
31 The extent to which some states relied on bank regulation is evidenced by the

fact that Massachusetts and Delaware, for example, received most of their
state revenue from the regulation of banks during the nineteenth century
(Sylla et al., 1987).

32 For example, Louisiana banks were required to extend loans for hotel con-
struction and operation, and Massachusetts and Pennsylvania banks made
compulsory loans to agriculture and manufacturing (Fenstermaker, 1965).

33 Much of this discussion draws from Calomiris (1989) and Weber (2010).
34 For a detailed consideration of failed insured banks in New York, see Root

(1895) who indicates that 17.2 percent of all insured antebellum banks
failed in this state.

35 Weber (2010).
36 Weber (2010).
37 Ideally, a discussion of the macroeconomic impact of these crises could also

accompany the description of the crises itself, as is done is later chapters.
However, reliable macroeconomic data does not exist, though Calomiris and
Gorton (1991: 114) do have data identifying business cycles peaks. From that
data, it is clear that the crises of 1837, 1857 and of 1860 coincided with the
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business cycle peaks but their data does not extend back far enough to
comment on the 1792 crisis. 

38 Rothbard (1962).
39 Sylla et al. (2009).
40 See, for example, Hammond (1957). 
41 Sylla (2001).
42 See, for example, Temin (1969).
43 Rolnick, Smith, and Weber (2000: 4). 
44 See, for example, Timberlake (1960). 
45 Rolnick, Smith, and Weber (2000).
46 Without the Suffolk System, if a bank was repaid a loan there was no way the

bank could be sure that the notes used to pay the loan were its own. The loan
could be paid off using “foreign” banknotes. In this scenario, the bank has
not been able to reduce its own notes outstanding. Under the Suffolk System,
the bank could deposit the “foreign” notes at the Suffolk Bank and receive
any of its own notes that had been deposited with the System.

47 Weber (2010).
48 Calomiris and Kahn (1996).
49 See, for example, Trivoli (1979: 17).
50 See, for example, Tivoli (1979: 25). Rolnick, Smith, and Weber (1998)

explain how another note clearing bank was formed in Boston in 1855 to
compete with Suffolk and this bank found support from other New
England banks as almost half were shareholders in the new bank when it
opened in 1858.

51 Calomiris and Kahn (1996) find that Boston banks were not more profit-
able than others in Massachusetts nor those in other regions. However,
Rolnick, Smith, and Weber (1998) argue that the Suffolk Bank was more
profitable, after 1833, than other Massachusetts banks.

52 This account of the crisis of 1857 draws heavily from Calomiris and
Schweikart (1991).

53 See Calomiris and Schweikart (1991) for evidence of this claim.
54 Calomiris and Schweikart (1991).
55 Swanson (1908: 218).
56 This analysis of the crisis of 1860 and the role of the clearinghouse draws

from Swanson (1908).
57 For example, Redlich (1947) thought the private banker to be insignificant. 
58 See Bodenhorn (2000a) for a discussion of the role of the private banking

in real sector development. Klebaner (1990: 14) comments that “… these
(private) banks were especially significant in the antebellum economy.”

59 From Jay Cooke’s Memoirs quoted in Bodenhorn (1997: 516).
60 Klebaner (1990).
61 Bodenhorn (1997).
62 Klebaner (1990) and Sylla (1976) both make this point. 
63 Bodenhorn (1997).
64 Sylla (1976).
65 For example, Massachusetts, New Hampshire, Maryland, and Ohio prohib-

ited unincorporated banks while Florida, Missouri, and North Carolina
prohibited private note issuance. 

66 Sylla (1976: 177).
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67 Cowen (2000). 
68 Cowen (2000).
69 Cowen (2000: 1046).
70 Sylla et al. (2009).
71 Quoted in Sumner (1896: 52). The concern over foreign influence came

from the fact that of the Bank’s 25,000 shares, 18,000 were owned abroad
though these shares had no voting rights associated with them (Sumner,
1896: 53).

72 The technical name of this bank was The President and Directors of the
Bank of the United States. However, historians typically refer to this as the
Second Bank of the United States. This book follows that convention.

73 See, for example, Hammond (1963), Fenstermaker (1965), Krooss and Blyn
(1971).

74 Fenstermaker and Filer (1986).
75 Though the discussion of free banking laws reached wider public arenas

near 1836 with the closure of the Second Bank, this was not the beginning
of the free banking discussion in America. Scholars and economists knew
of free banking theoretically from the work of Adam Smith and others.
Further, they knew of other nation’s experiences with free banking such as
that in Scotland and Great Britain. See Redlich (1947) for an interesting
discussion of the theoretical and practical history of free banking ideas. See
Dowd (1992) for discussions of worldwide free banking experiences.

76 Dowd (1993) also argues that this provision was an important source of
state revenue by creating a captive audience for the purchase of state debt.
Thus, this provision raised revenue for the state in a similar manner that
the earlier legislative system raised state revenue by selling charters. 

77 Ng (1988) argues that New York did experience growth from the free
banking era but finds that outside of New York, growth was not as robust.
From this, Ng argues that free banking did not significantly lower barriers
to entry.

78 Rolnick and Weber (1982).
79 Rolnick and Weber (1982).
80 See, for example, Dwyer (1996) and Hassan and Dwyer (1994). Note that

national banks came into existence in 1863 with the passage of the National
Currency Act so that by 1865 there were state banks, free banks, and
national banks operating side by side. A complete discussion of national
banking is found in Chapter 4. 

81 The author is grateful to George Selgin for a conversation he and I had on
how the free banks were ruined by the Revenue Act tax when the state
chartered banks were not.

82 Hammond (1963).
83 Benston (1986), Kaufman (1988).
84 Roussakis (1997) and Klebaner (1990).
85 Dowd (1993).
86 Dowd (1993) and others make this case. 
87 Schweikart (1987).
88 Chapman and Westerfield (1942).
89 Chapman and Westerfield (1942: 41).
90 Fenstermaker (1965: 2).
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91 Fenstermaker and Filer (1986).
92 A similar point is made by Krooss and Blyn (1971).
93 Quoted in Krooss and Blyn (1971: 45).
94 Rockoff (1974).
95 Rolnick and Weber (1982).
96 See, for example, Hammond (1963).
97 Rolnick and Weber (1984).
98 Rolnick and Weber (1984).
99 Rolnick and Weber (1986).

100 Rolnick and Weber (1986).
101 Rolnick and Weber (1986: 884).
102 Dowd (1993), L. White (1986). 
103 Rockoff (1985).

Chapter 4 National Banking Era: 1864–1912

1 The recession data comes from the National Bureau of Economic Research
and the unemployment number is from Garrett et al. (2010).

2 Schweikart and Allen (2004: 434).
3 McPherson (1982) in Schweikart and Allen (2004).
4 Annual Report of the Comptroller of the Currency (1910: 371–401).
5 Throughout this book, the date 1864 and title “National Bank Act” is used

to mean the 1863 and 1864 Acts which collectively created nationally char-
tered banks and their initial regulation. This is a common practice among
commercial bank historians.

6 Hammond (1957).
7 Sylla (1972: 254).
8 Sylla (1972: 255).
9 Banks in designated central reserve cities could not extend mortgage loans.

However, other national banks could extend mortgage loans that were no
greater than five years in maturity and no more than 50 percent of the
appraised value of the land. Further, these national banks could not have
mortgage loans exceed 25 percent of their capital holdings (White (1983: 23)).

10 In 1874, the law was changed so that reserve requirements were only on
deposits and no longer applied to banknotes.

11 White (1983: 14).
12 Klebaner (1990: 68).
13 Klebaner (1990: 75).
14 See, for example, Sprague (1910), Friedman and Schwartz (1963), Wicker

(2000), and Chari (1989).
15 Wilson, Sylla and Jones (1990) address the relationship between stock market

volatility and bank crises during the national banking era. 
16 In 1862, Congress passed the Pacific Railway Act which helped to finance the

building of the transcontinental railroad to connect California with the rest of
the nation. Due to the war effort and lack of additional financial backing, the
project did not get underway until 1866. Yet, the first of five transcontinental
railways was complete in May of 1869. The completion of the first rail was an
important spark behind the enthusiasm for further construction.
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17 See Wicker (2000: 19–26) for a discussion of specific bank experiences and
losses.

18 Wicker (2000: 21).
19 See Wicker (2000: 35–6) for more details on these failures.
20 Wicker (2000: 40).
21 For an interesting and contemporary analysis of the 1893 crisis, see Stevens

(1894).
22 The bankruptcy data comes from Mishkin (1991).
23 Markham (2002).
24 Wicker (2000: 56).
25 Carlson (2005).
26 Stevens (1894).
27 Stevens (1894).
28 Wicker (2000: 87).
29 For a detailed explanation of the development of the trust problems and runs

during the 1907 crisis see Moen and Tallman (1992, 2000) or Wicker (2000). 
30 Prior to 1906, the New York trust did not have reserve requirements but the

state implemented a 15 percent requirement in 1906 (Moen and Tallman
(1992)). Note that even this reserve requirement was substantially less that
the 25 percent placed on all national banks.

31 Trust companies of New York cancelled their Clearinghouse membership in
1903 when the Clearinghouse decided that trusts would be subject to the
same reserve requirements as member commercial banks.

32 A detailed analysis of the performance of Clearinghouses is found later in
the chapter.

33 White (1981: 537) makes a similar claim.
34 At the national level, William Jennings Bryan proposed the first bill for

deposit insurance in 1893 after the panic of that same year.
35 See White (1981) for the empirical model and results.
36 See Hendrickson (2010).
37 Oklahoma, Texas, Kansas, Nebraska, and South Dakota established state

deposit insurance during the national banking era and North Dakota,
Washington, and Mississippi established deposit insurance following the
creation of the Federal Reserve System.

38 See White (1981) or Calomiris (1989) for a detailed discussion of the provi-
sions and performance of those deposit insurance programs in Oklahoma,
Kansas, Nebraska, and Texas.

39 See, for example, Livingston (1986) for a political economy analysis. For a
banking and Clearinghouse performance perspective see, for example,
Timberlake (1984), Moen and Tallman (1999).

40 This essentially describes the proposed Aldrich-Vreeland Act of 1908.
41 This argument is elaborated on in the next section of this chapter.
42 It is worth noting that many accounts of the Federal Reserve’s creation per-

petuate the myth that the 1907 crisis was the most severe of those during
the national banking era. Perhaps one reason the 1907 crisis is often erro-
neously characterized as the largest crisis of this era is because the stock
market did have one of its largest declines in the fall of 1907. For interest-
ing data on stock market performance during this era, see Wilson et al.
(1990).
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43 The data in Table 4.11 indicate the growth of the trust company between
1896 and 1907 and is evidence that the rise in the trust company with its
riskier behavior could contribute significantly to the potential fragility of
the banking sector.

44 Moen and Tallman (2000).
45 Moen and Tallman (1999) make this argument. 
46 Annual Report of the Comptroller of the Currency (1914: 37).
47 Calomiris and Mason (2008).
48 For data comparing state and national bank capital requirements, see White

(1983: 18–21).
49 Davis (1965).
50 Bordo et al. (1992: 212–13).
51 Stock market data during this era may be found in Calomiris and Gorton

(1991) and Wilson et al. (1990). See also Figure A.8.
52 Chapman and Westerfield (1942).
53 Hendrickson (2010).
54 Goldenweiser (1931).
55 Stability in the wider economic community has also been linked to branch

banking. Specifically, Dehejia and Lleras-Muney (2007) find that between
1919 and 1940, states with branch banking enjoyed faster economic rates of
growth. Ramirez (2009) finds the same results for the 1900–1930 period.

56 Calomiris and Gorton (1991: 116).
57 See Selgin (2000: Table 1) for more data. 
58 It is believed the no free banks survived the Civil War. Discussions separately

with George Selgin and Arthur Rolnick support this belief. 
59 See, for example, Selgin (2000), Dowd (1993). 
60 Selgin (2000).
61 Selgin (2000).
62 Selgin (2000).
63 Greenback is the popular name given to paper currency issued by the federal

government during the Civil War to finance war expenses. A February 1862
law authorized the federal government to issue the currency up to $150 million
though this amount was revised upward in July of 1862 and again in March of
1863. 

64 Annual Report of the Comptroller of the Currency (1910: 63).
65 White (1981: 556).
66 Dehejia and Lleras-Muney (2007) find slower rates of growth in state income

in states with deposit insurance between 1919 and 1930.
67 Gorton (1985) makes a similar argument.
68 Krozsner (2000: 159).
69 Moen and Tallman (2000).
70 See, for example, Gorton (1985) and Chari (1989).
71 This currency issue changed with the passage of the Aldrich-Vreeland Act of

1908 which allowed Associations of national banks to legally issue temporary
currency (Dwyer and Gilbert (1989: 52)).

72 See, for example, Krozsner (2000).
73 See, for example, Krozsner (2000) and Calomiris and Gorton (1991: 119).
74 E. White (2008) also makes this point and the author borrowers the term

“competition in laxity” from White.
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Chapter 5 Era of Instability and Change: 1913–1944

1 Schweikart and Allen (2004: 539).
2 Schweikart and Allen (2004: 543).
3 The next section of this chapter explains more about the central bank in the

United States.
4 Friedman and Schwartz (1963).
5 Schweikart and Allen (2004).
6 See, for example, Schweikart and Allen (2004), Aldrich (1933), White (2009),

Shlaes (2007), who discuss the role of the Smoot-Hawley Tariff in the econ-
omic contraction.

7 Wanniski (1989).
8 Klebaner (1990: 115).
9 The eight states characterized as the Midwest include Ohio, Indiana, Illinois,

Michigan, Wisconsin, Minnesota, Iowa and Missouri. 
10 The central western region includes North Dakota, South Dakota, Nebraska,

Kansas, Montana, Wyoming, Colorado, New Mexico and Oklahoma. 
11 Federal Reserve Committee on Branch, Group, and Chain Banking (1932).
12 Abrams and Settle (1993).
13 The total number of bank failures peaked in 1933 with 4000 failures. The

next year, there were 57 failures and the number remained low for many years
thereafter (Board of Governors, 1943).

14 See, for example, Kennedy (1973: 219).
15 White (1985).
16 See, for example, Klebaner (1990: 132) and White (1985).
17 Klebaner (1990: 126).
18 E. White (1986).
19 White (1985).
20 White (1985).
21 In a city with a population between 25,000 and 50,000, one branch could 

be established; in a city with a population over 50,000 but less than 100,000, 
two branches could be established, and if the population exceeded 100,000,
the Comptroller of the Currency could determine the maximum number of
branches (Federal Reserve Committee on Branch, Group, and Chain Banking
(1932)).

22 Federal Reserve Committee on Branch, Group, and Chain Banking (1932).
23 Investment grade securities generally referred to bonds and notes (Markham

(2002)).
24 All data from the Federal Reserve Bulletin (1937: 866) is technically bank sus-

pensions (versus bank failures). A bank suspension is defined as “… all banks
closed to the public either temporarily or permanently by supervisory author-
ities or by the banks’ board of directors on account of financial difficulties… If
a bank closed under a special holiday declared by civil authorities and
remained closed only during such holiday or part thereof, it has not been
counted as a bank failure.”

25 The ten states with a state bank failure rate in excess of ten percent in 1930
are North Carolina, South Carolina, Florida, Alabama, Mississippi, Arkansas,
Indiana, North Dakota, South Dakota, and Arizona.

26 Wicker (1996) also makes this point.
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27 Wicker (1996).
28 Temin (1976).
29 Olson (1977).
30 Mason (2001).
31 See Kennedy (1973) for a history of the situation in Michigan. Wicker (1996)

also has an analysis of role of the Michigan holiday in the larger bank crisis.
32 Federal Reserve Bulletin (1937).
33 See, for example, Westerfield (1933). The leaders of the National Monetary

Commission that was assembled after the 1907 crisis were convinced that
the advantages of branching were so great that it would quickly drive unit
banks out of business (Federal Reserve Committee on Branch, Group, and Chain
Banking (1932)).

34 See, for example, Preston (1933) or Eccles (1982).
35 See, for example, Cox (1966) or Haywood and Linke (1968).
36 The Federal Reserve set the ceiling at 3 percent on November 1, 1933 and

on February 1, 1935, lowered it to 2.5 percent (Gilbert (1986)).
37 For more information on the investigation and allegation into the banker/

broker dealings during this time see Anderson (1949), Carosso (1970), Hen-
drickson (2001) or Barth et al. (2000).

38 See, for example, E. White (1986) or Schweikart and Allen (2004).
39 A bank, for example, may have the incentive to underwrite securities for a

firm that owes the bank money so that the proceeds from the securities can
repay the bank (Kroszner and Rajan (1994)). Empirical evidence finds that
banks with security affiliates actually were underwriting securities of higher
quality than independent investment banks so there is no evidence of a
conflict of interest (Kroszner and Rajan (1994)).

40 Symons and White (1984).
41 There were other provisions in the Banking Act of 1935 that may interest

the reader but that are not relevant to the arguments of this book. See, for
example, Krooss and Blyn (1971).

42 L. White (1986) also makes this point.
43 American Bankers’ Association (1935).
44 Board of Governors (1943).
45 Bradley (2000).
46 Olson (1977) and Ebersole (1933).
47 Kennedy (1973) and Preston (1933).
48 Kennedy (1973).
49 Even prominent members of Congress, including Senator Glass, opposed

deposit insurance because of the poor experience states had with it during
the first two banking eras and because of moral hazard concerns (O’Connor,
1933).

50 Board of Governors (1943).
51 See, for example, Carlson and Mitchener (2005, 2009), Westerfield (1933,

1939), Calomiris (1993, 2000), Calomiris and Gorton (1991) or Schweikart
(1991).

52 Preston (1924), Sprague (1903), Westerfield (1939).
53 Preston (1924), Westerfield (1939).
54 Gilbert (1986).
55 Kilcollin and Hanweck (1981).
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56 Gilbert (1986) indicates that the average interest rate paid by member banks
on time and savings deposits were below the effective ceiling rate until the
mid-1960s.

57 E. White (1986).
58 White (1982, 1986).
59 Kroszner and Rajan (1994).
60 E. White (1986).
61 E. White (1986).
62 See, for example, Allen and Gale (2004), Carlson and Mitchener (2005, 2009),

Calomiris (1993), Jayarathne and Strahan (1998), Flannery (1984).
63 Bradley (2000).

Chapter 6 Postwar Banking Era and Regulatory Response:
1945–1999

1 See Berger et al. (1995) for a detailed description of the U.S. banking industry
for much of this era.

2 Hanc (1995).
3 Commercial paper is a bond with a maturity of less than one year that is

issued by corporations, banks, finance companies, etc. (Ball (2009)).
4 See D’Arista and Schelsinger (1994) for a detailed explanation of the regula-

tory competitive disadvantage facing commercial bankers.
5 Much of this discussion of the expansion of the commercial paper market

following the 1966 credit crunch is from Wolfson (1994). 
6 According to Woelfel (1994) disintermediation is defined as “an excess of

withdrawals from a depository institution’s interest-bearing accounts.”
7 Eurodollars are deposits from accounts in the U.S. that are transferred to a

bank outside of the U.S. but kept in dollars (i.e. are not converted to
another currency) (Mishkin (2010)). Most are kept as time deposits.

8 See Becketti and Morris (1992) for more on finance companies.
9 D’Arista and Schlesinger (1994).

10 Unless noted otherwise, data on foreign banks is from http://www.allcoun-
tries.org/uscensus/804_u_s_banking_offices_of_foreign.html.

11 Macey et al. (1991).
12 Calomiris and Carey (1994).
13 Rouwenhorts (2004).
14 A closed-ended mutual fund raises funds once through an initial offering

and then the fund shares are sold to investors.
15 Unless otherwise noted, the mutual fund data comes from McWinney

(2010). An open-ended fund does not have restrictions on the number of
shares that will be issued. This is the most common fund type today.

16 A no-load fund is a mutual fund that does not charge commission or a sales
charge for the purchase of shares.

17 The data on the number of mutual fund shareholder accounts comes from
the Investment Company Institute Mutual Fund Factbook found at http://www.
icifactbook.org/fb_data.html.

18 See Buljevich and Park (1999: 79) for a detailed list of all type of off-balance
sheet activities.
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19 A derivative is a security whose value is determined by fluctuations in the
price of an underlying asset. Sinkey and Carter (1994) indicate that banks
are relatively newer users of derivatives and that, during this era in banking,
a small population of banks were participating in derivative markets.

20 Berger et al. (1995).
21 Boyd and Gertler (1994a) also make this point.
22 A bank holding company is a corporate structure that owns one or more

banks and may also own nonbanks such as security or insurance companies.
23 Table 6.1. indicates the year that each state allowed for some interstate

banking in these regional agreements.
24 Boyd and Gertler (1994a).
25 Berger et al. (1995).
26 Data on the location and number of bank failures is found at http://www2.

fdic.gov/hsob/hsobRpt.asp. According to the USDA, the top five agricultural
states are California, Iowa, Illinois, Texas, Nebraska.

27 The savings and loan (thrift) crisis was concurrent to the 1980s commercial
banking crisis. For details on the thrift crisis see, for example, Federal
Deposit Insurance Corporation (1997: Chapter 9) or Barth (1991).

28 Much of this discussion on the 1966 credit crunch draws from Wolfson
(1994).

29 Wolfson (1994).
30 Owens and Schreft (1995).
31 Much of this discussion about the Franklin National experience draws from

Wolfson (1994).
32 See Berger et al. (1995: 179–80) for a brief description of capital regulation

in the 1950s by the Federal Reserve.
33 Mishkin (2010).
34 Much of this discussion on the Penn Square failure is from Wolfson (1994).
35 Gilbert (1986: 29).
36 Berger et al. (1995).
37 Federal Deposit Insurance Corporation (1997: 95).
38 Federal Deposit Insurance Corporation (1997: 94).
39 Much of this discussion of the Continental Illinois failure is from Wolfson

(1994).
40 Federal Deposit Insurance Corporation (1997: 88).
41 Moral hazard is the risk that, after a transaction, one party will engage in

activities that are undesirable (i.e. immoral).
42 This discussion draws from the Federal Deposit Insurance Corporation

(1997: 104).
43 Johnson and Rice (2007).
44 See Hendrickson (2001) for a discussion of the history of attempts to repeal

the Glass–Steagall provisions.
45 See Hendrickson (2001) and Macey et al. (1991) for more on the court and

regulator decisions that eroded the Glass–Steagall provisions prior to the
1999 act.

46 Saulsbury (1987).
47 See Cook (1978) for further evidence of disintermediation.
48 Kilcollin and Hanweck (1981).
49 Cebula and Saltz (1994).
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50 See, for example, Allen and Gale (2004), Carlson and Mitchener (2005, 2009),
Calomiris (1993), Jayarathne and Strahan (1998), Flannery (1984).

51 Hetzel (1991).
52 Benston (1989) also finds that the evidence does not support the hypothesis

that banks would take on more risk if allowed to engage in securities activity.
53 Keeley (1990).
54 Risk-based deposit insurance became effective initially in 1994 as mandated

by the FDICIA in 1991.
55 Hanc (1995).
56 Failure and failure resolution data is calculated from the FDIC report on

bank and thrift failures (Table BF01 at www2.fdic.gov).
57 Hetzel (1991).
58 Boyd and Gertler (1994a).
59 Hanc (1995), among many others, also makes this point.
60 See Boyd and Gertler (1994) for an analysis of the 1980s and Kane (2000)

for an analysis of the 1990s.
61 Ennis and Malek (2005).
62 See Mengle (1990) for a detailed explanation of additional costs.
63 See, for example, Carlson and Mitchener (2005 and 2009), Calomiris (1993,

and 2000), Calomiris and Gorton (1991), Jayarathne and Strahan (1998),
Mengle (1990).

64 Michkin (2010: 261) also suggests that the Basel capital requirements may
increase risk taking. 

65 Ostrosky (1997).
66 Feinman (1993).
67 The data for this calculation is from the FDIC list of failed and assisted

banks (Table BF01 at www2.fdic.gov).
68 Stern and Feldman (2004). Prescott (2002) attempts to address whether risk-

based deposit insurance can control moral hazard. The fact that Prescott is
analyzing this issue in 2002 is clearly suggestive that moral hazard was not
brought under control with the 1991 regulation.

69 Ennis and Malek (2005).
70 Hendrickson and Nichols (2011).

Chapter 7 Banking and Crisis in the Twenty-First Century:
2000–2010

1 Demyanyk and Van Hemert (2008) find evidence that loan quality, parti-
cularly subprime loan quality, had been deteriorating since 2001. 

2 Brunnermeier (2009).
3 Many scholars offer a similar explanation including, for example, Calabria

(2009), Ely (2009), L. White (2008), Wallison (2008 and 2009), Wallison
and Calomiris (2008), Norberg (2009), Barth et al. (2009), among others.

4 U.S. Census Bureau, “Housing Vacancies and Homeownership.”
5 Norberg (2009).
6 Norberg (2009), Kling (2010).
7 Barth et al. (2009).
8 Barth et al. (2009).
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9 Barth et al. (2009).
10 Wallison and Calomiris (2008).
11 Barth et al. (2009).
12 Wallison (2010).
13 See, for example, L. White (2008), Taylor (2009a and 2009), Diamond and

Rajan (2009), and O’Driscoll (2009).
14 Sowell (2009).
15 Sowell (2009).
16 The state level data comes from O’Toole (2007).
17 Scholars argue that the inflation in Nevada reflects the fact that almost

90 percent of all the land is owned by the federal government and prior to
2000, much of this land was sold to developers but that federal land sales
fell off significantly in 2001 (O’Toole (2009)).

18 Glaeser (2006). 
19 This data and the history of changes to the CRA institutional size defin-

itions may be found at http://www.ffiec.gov/cra/examinations.htm.
20 Four regulatory bodies conduct CRA examinations: The Federal Reserve

Board, the Office of Thrift Supervision, The Federal Deposit Insurance
Corporation, and the Office of the Comptroller of the Currency. 

21 Taylor and Silver (2008).
22 Securitization of home mortgages began in 1970 when a GSE, the Govern-

ment National Mortgage Association, started bundling and selling off their
mortgages. Fannie Mae and Freddie Mac began securitizing mortgages in
1982 (Norberg (2009)).

23 See Norberg (2009) for several examples.
24 See, for example, Kindleberger and Aliber (2005) and Minsky (1982).
25 Barr (2007).
26 The number of banks on the problem list was retrieved September 2, 2010

from fdic.gov/new/new/press/2010/pr10201.html.
27 All noncurrent loan data are from www2.fdic.gov in their Statistics on

Depository Institutions tables.
28 Wallison and Calomiris (2008).
29 Norberg (2009). 
30 See Table 6.6 in Barth et al. (2009) which contains a detailed summary of all

of the regulatory responses to the crisis, including the new programs and
actions of the Federal Reserve.

31 For example, in March of 2008, the Federal Reserve provided funds to Bear
Stearns and in September of that year, loans were extended to American
International Group (AIG) and to Goldman Sachs and Morgan Stanley both
of whom had just converted from investment banks to bank holding com-
panies (Barth et al. (2009)).

32 The Treasury and Congress played a much larger role in the aftermath of the
crisis than is described here. However, to describe all of the bailouts goes
beyond the scope of this book. See Barth et al. (2009) or Wheelock (2010) for
more information.

33 Federal Reserve balance sheet data is from Table H.4.1 at www.federal reserve.gov.
34 Barth et al. (2009).
35 See, for example, Hilsenrath et al. (2008) or, more recently, Wheelock

(2010).
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36 Barth et al. (2009).
37 Keys et al. (2010).
38 Barth et al. (2009).
39 Wallison (2008).
40 This discussion draws from Calabria (2009).
41 White (2010).
42 Norberg (2009), Ely (2009).
43 Kling (2010).
44 See, for example, L. White (2008), Wallison and Calomiris (2008), Wallison

(2009), Norberg (2009), or Husock (2008).
45 Gunther (1999). 
46 Avery et al. (2000).
47 L. White (2008).
48 See, for example, Kroszner (2008) or Canner and Bhutta (2008).
49 Hendrickson and Nichols (2010) find evidence that banks closed branches

in low-income areas in order to avoid CRA lending. This may explain why,
as a percent of total loans, CRA lending was not as important in the crisis.

50 Pinto (2008).
51 Further, both Georgia and Illinois have anti-predatory lending laws in place.

Recent empirical studies show that banks in states with anti-predatory
lending laws perform worse than states operating in laws without the laws
(Hendrickson and Nichols (2011)).

52 Calculated from institutional level data at www2.fdic.org.
53 The same argument is made in Norberg (2009) and Barth et al. (2009). See

also Ely (2009).
54 Norberg (2009).
55 Ely (2009), Stern and Feldman (2004).
56 See Wheelock (2010) for more details on the extension of lender of last

resort.
57 Stern and Feldman (2008), Norberg (2009).
58 Bernanke (2010).

Chapter 8 Lessons from the History of U.S. Banking and
Regulation

1 De Rugy and Warren (2009). 
2 Salsman (1993).
3 All polling data in this chapter is from the Roper Center retrieved May 27,

2010 from http://www.ropercenter.uconn.edu.
4 McKinnon and Craig (2010).
5 Salsman (1993).
6 Barth et al. (2009).
7 For a thorough discussion of the classical definition of LOLR, see Humphrey

(2010).
8 See Barth et al. (2009) for details on these new lending facilities.
9 See also Wheelock (2010).

10 Calomiris (2009) makes this same case for the moral hazard of LOLR in the
most recent crisis.
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11 Norberg (2009: 82).
12 Failure data from Table BF02 at www2.fdic.gov.
13 Kaufman (1994) reviews the literature and fails to find evidence of bank

failure contagion.
14 Brewer and Jagtiani (2007).
15 Wheelock and Wilson (2009).
16 Wheelock and Wilson (2009).
17 Boyd and Gertler (1994a).
18 Stern and Feldman (2008).
19 The historical evolution of the role of government draws from Garrett et al.

(2010).
20 Holcombe and Lacombe (1998).
21 “The Money Panic” page 2 of the Saturday Evening Post on September 19,

1857.
22 See, for example, “New York Bank Panic,” on page 8 of The Manchester

Guardian, November 12, 1907.
23 Norberg (2009: 78).
24 See, for example, Kling (2010).
25 Norberg (2009: 62).
26 Norberg (2009: 65).
27 See, for example, Ely (2009).
28 See, for example, Wolf (2008).
29 Dermine and Schoenmaker (2009).
30 Salsman (1993: 81). Kaufman (1996) also argues that regulation is the primary

destabilizing influence on commercial banking.
31 Ely (2009: 102).
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