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PREFACE

From the adoption of the Constitution to the twentieth century, few issues stirred greater political passions than those surrounding money and banking. More than any other domestic issue, the debate over the establishment of the First Bank of the United States engaged the George Washington Administration and brought about the formation of the nation's first political parties. Andrew Jackson's destruction of the Second Bank of the United States was the most far-reaching political and economic event of his administration and crystalized the alignment of the first recognizably modern, mass political parties. Eclipsed by the slavery debate of the 1850s and the Civil War, controversies over the related issues of the war debt, national banks, greenbacks and the resumption of specie payments emerged during the 1870s and nudged aside Reconstruction issues. The century ended with the cathartic silver debate of the 1890s that brought to a close decades of political stalemate and propelled the Republicans to majority party status. When differences over financial issues contributed to the split of the Republican party in 1912, Democrats captured Congress and the White House and enacted the Federal Reserve Act of 1913, the most significant and enduring economic legislation of the Progressive Era.

Despite the political potency of money and banking issues, historians have largely dismissed the Progressive Era political debate over banking as irrelevant and have been preoccupied with explaining the shortcomings, limitations and inadequacies of the Federal Reserve Act. The unflattering picture that has emerged is one of bankers controlling the course of financial reform with the assistance of political leaders who were either subservient, hopelessly naive or insincere in their public opposition to bankers. While scrutinizing the role of bankers, this book places their exertions in a larger, unfolding political context and traces in an analytical narrative the interplay of sectional and economic interests, political ideologies and partisan clashes that shaped the course of banking reform.

Three political and ideological traditions grounded in the agricultural, commercial and financial sectors of the economy took distinctive shape in the early twentieth century. The Main Street tradition expressed rural, small town Americans’ adherence to a Jeffersonian distrust of banks and fear of concentrated financial power. This agrarian tradition championed government control of the money supply, believed the quantity of money directly affected prices and looked to the federal government as a counterweight to the power of urban bankers. Dominant in the Democratic party, the Main Street tradition was also powerful in the Republican party. La Salle Street bankers of Chicago and their urban, midwestern allies championed the laissez-faire tradition. During the Jacksonian Era laissez-faire burst onto the national scene and became the reigning “sound money” orthodoxy following the Civil War. Economists, academicians, the financial press, protestant clergy and the educated middle class swelled its ranks. The laissez-faire tradition harkened back to a pre-Civil War era when the federal government severed its relations with the financial sector and banks issued paper money. This tradition was a significant but not dominant force in both major political parties. After the demise of the Second Bank of the United States, the Hamiltonian tradition of economic nationalism lay dormant, but it found expression during the Civil War when Republicans passed the National Banking Act and reasserted a federal role in money and banking. The Hamiltonian tradition was based upon a nationally focused, centralized banking system and an alliance between government and finance that decisively tilted power toward private banking interests. More cohesive and disciplined than the Main Street or La Salle Street forces, Wall Street exponents of the Hamiltonian tradition occupied a strategic place in the nation's financial system. Wall Street was the dominant financial voice of eastern Republicans.

The interplay between these three traditions revealed the shifting political foundations of twentieth century American banking. While the relations of these traditions were predominantly conflictual, throughout the nineteenth century they overlapped, combined and reinforced each other to yield unanticipated and perverse outcomes. While the Progressive Era advocates of government control of banking and the money supply won a decisive victory on the political issues at stake, Democrats nonetheless left an ambiguous financial legacy because the Federal Reserve System could be bent to serve the interest of either one of these traditions under varying political circumstances.

I am extremely pleased to publish this revision of my doctoral dissertation as part of this series on the financial sector. This book makes no significant departures from my original analysis, interpretation or conclusion, but amplifies developments that I touched too lightly in the dissertation. I am especially indebted to Lewis L. Gould who lent the support and encouragement necessary to tackle a topic that I would have otherwise considered too intimidating. His valuable insights into Progressive Era politics and his careful reading of the dissertation improved it immeasurably. Walt W. Rostow stimulated my interest in economic history and was supportive in many ways. Forest G. Hill and Clarence G. Lasby read the manuscript and made valuable suggestions for improvement. Thomas K. McCraw read parts of the manuscript and contributed his deep insights into regulatory issues. Charles Franckle placed his expertise in banking at my disposal and made important suggestions for improvement. All students of American banking are indebted to the late Fritz Redlich. He generously shared his understanding of the role of ideas and ideology in the shaping of nineteenth century banking. I would also like to express my appreciation for the assistance of highly professional and courteous library staffs, especially those at the Manuscript Division of the Library of Congress, the Manuscript Collection of Columbia University, the Manuscript Collection of the University of Virginia and the George F. Baker Library at the Harvard School of Business.
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CHAPTER I

Money, Banks and Politics During the Nineteenth Century

Political traditions and ideologies rooted in eighteenth and nineteenth century financial conflicts provided the broad context and boundaries for Progressive Era banking reform. The debate between Thomas Jefferson and Alexander Hamilton over the establishment of a central bank revealed fundamental and enduring differences over the power of the federal government and its relation to the economy and society. Jackson's destruction of the Second Bank of the United States sent the Hamiltonian tradition into eclipse and marked the resurgence of the Jeffersonian tradition and the rise of the laissez-faire tradition. During the decades preceding the Civil War the politically dominant Democrats minimized federal involvement in money and banking and shifted power to the states. The Hamiltonian and Whig traditions of economic nationalism found expression when the Republicans established the National Banking System and enacted other legislation that grew out of the Civil War and its financial aftermath. The depression of the 1890s and the silver debate exposed the conflicts between Jeffersonian and laissez-faire Democrats and left the party divided and enfeebled at the end of the nineteenth century. Republicans emerged from the political and economic upheaval of the 1890s as the majority party and confronted the challenge of adjusting the National Banking System and post-Civil War financial policies to the needs of the twentieth century.

The Hamiltonian and Jeffersonian Traditions

From the earliest days of the Republic the need to finance wars and the debt growing out of wars has had a powerful impact on banking. When George Washington became the first president, he faced many problems and challenges, but none more formidable than the enormous debt that remained outstanding from the American Revolution. The debt, expressed as a percentage of national economic output, was at a level that the nation would not exceed until the emergence of the massive debt associated with World War II. On January 14, 1790, Washington's secretary of the treasury, Alexander Hamilton, issued his Report on the Public Credit to meet this financial challenge. Hamilton's plan called on all holders of depreciated certificates of indebtedness to exchange them at full face value for government bonds bearing a moderate rate of interest. The federal government would assume responsibility for all Revolutionary War debt, including the remaining debt of the states. The debt would be refunded through a complex sinking fund provision that provided creditors inducements and options for accepting obligations bearing a lower rate of interest. The debt that hung over the new country as a burden and source of doubt and weakness would be transformed into an instrument of strength and stability. “A national debt, if it is not excessive, will be to us a national blessing,” Hamilton predicted.1

On December 14 of the same year Hamilton presented to Congress the Report on a National Bank that outlined the means by which a debt regarded as a curse would become a blessing. Hamilton proposed federal incorporation of a privately owned bank that he patterned on the Bank of England. The federally chartered bank would have exclusive privileges that included holding the government's deposits, assisting the government in collecting taxes, acting on behalf of the government in financial markets, making low interest loans to the national government and issuing bank notes acceptable as payment for taxes. Subscriptions to the privately owned bank's capital were made one-fourth in gold or silver coin and three-fourths in obligations of the federal government. The organization of the bank's capital would support an extensive bank note circulation, enhance the price of government obligations and sustain the government's credit. Hamilton regarded the national bank as “a political machine of the greatest importance to the state” since it was the institution linking the economic interests of the wealthy to the central government. Bending the allegiance of the wealthy class to a strong and stable federal government could avert the “subversion of the republican system of the Country” that Hamilton believed would come about through “flattering the prejudices of the people, and exciting their jealousies and apprehensions.” Aside from the impressive economic insights of Hamilton's design, the secretary's proposals were tactically brilliant in achieving his larger political purposes. He proposed a bank that premised a coincidence of interest among the nation and the wealthy, shifted the financial center of gravity from the states to the nation and broadened the executive role by establishing institutions and precedents that limited Congress's role in financial affairs. Hamilton supplemented his proposals for funding the national debt and establishing a national bank with a 1791 Report on Manufactures that called for the federal government to levy a tariff and other internal taxes in order to subsidize and promote domestic industry. The three proposals made up the “Hamiltonian System,” an elaborate blueprint for the nation's financial and industrial development.2

In an overwhelmingly agrarian country, Hamilton's vision of a strong central government eclipsing the state governments in order to subsidize, fund and promote the nation's financial and industrial development evoked a powerful opposition. In the House of Representatives James Madison of Virginia, principal architect of the Constitution and Hamilton's collaborator in writing the Federalist Papers, led the opposition against the debt refunding plan, but was unable to defeat Hamilton and his allies when Congress approved a bill in February of 1790. Within the administration, Secretary of State Thomas Jefferson worked with fellow Virginian Madison and others in Congress to resist the Hamiltonian System. Jefferson quickly emerged as Hamilton's chief political rival. Around these two cabinet officer's “factions” developed and grew into the nation's first political parties. Federalists, concentrated in the more economically developed Northeast and representing banking and commercial interests, rallied around Hamilton's call for a central bank. Republicans, composed largely of southern agrarians who resisted the rise of commerce, manufacturing and banking, supported Jefferson. Although Washington had his doubts about the constitutionality of the bank, he sided with Hamilton and signed the bank bill. The First Bank of the United States (BUS) began operation in 1791 with an exclusive 20 year federal charter.3

The debates over the establishment of a central bank revealed sharply divergent visions of the new nation's destiny. While Hamilton envisioned a powerful, industrial nation that was based upon the leadership of the wealthy, monied class, the Jeffersonian vision rested upon an optimism and faith in the common folk who labored on the land to produce the only “real” wealth. Where Hamilton looked to England, the world's greatest commercial and financial power, as a model, Jefferson drew inspiration from the ideas of the Enlightenment, the French Revolution and those he expounded eloquently in the Declaration of Independence. America's strength, greatness and future lay in its democratic values, broadly diffused political power and a people vigilant and protective of their liberties from the encroachments of the central government. A Hamiltonian central government tilted toward banking, manufacturing and commercial interests destroyed equality and threatened the liberties of “Those who labour in the earth,” who Jefferson believed to be “the chosen people of God ... whose breasts he has made his peculiar deposit for substantial and genuine virtue.”4 Jefferson and the agrarians believed that banks were the work of “speculators and projectors” and that the United States Constitution did not empower the government to establish a bank. By issuing paper money banks usurped the constitutional power of the sovereign “To coin Money” and to “regulate the Value thereof.” According to Jefferson's reading of the constitution, “Bank paper must be suppressed and the circulating medium must be restored to the nation to whom it belongs.”5 The Hamiltonian and Jeffersonian conflict over the First BUS expressed the familiar tensions in American society between centralization and decentralization, federal power and state power, special privilege of the few and equal opportunity for all, the materialistic values of a capitalist economy and the spiritual values of a democratic political and cultural order.6

In 1811, with Madison as president and with Republicans in control of Congress, the original opponents of the First BUS allowed the bank's charter to lapse. When the War of 1812 left the Republicans with a large national debt and fiscal chaos, the party that was born in opposition to a central bank chartered the Second BUS on April 10, 1816. The Federalist party collapsed and an “Era of Good Feelings” after the War of 1812 emerged. The Second BUS appeared to enjoy broad and secure political support. Its 20 year charter was practically identical to the one that Hamilton had written for the First BUS. The bank was a fully operating commercial enterprise that competed with other banks and that issued notes that the government recognized as acceptable payment for taxes. The charter made the bank the exclusive depository of government funds and empowered it to establish interstate branches. Although neither the First BUS nor the Second BUS completely controlled the money supply, both exerted a powerful impact on national economic conditions.7

The Bank War, the Independent Treasury and Free Banking

With the rise of Jacksonian Democracy during the 1820s and an expanding economy, the political and ideological climate turned hostile to the Second BUS. When Andrew Jackson was elected in 1828, he brought to the presidency a Jeffersonian antipathy toward banks and concentrated financial power that destroyed the bank. Two diverse forces hostile to the Second BUS coalesced behind Jackson and gave the Democratic party ideological definition. One was the traditional Jeffersonian distrust of banks and a “hard money” opposition to bank issuance of paper money that the agrarians regarded as inflationary and injurious to the public. The other strain of Jacksonian opposition to the Second BUS was not agrarian, but was entrepreneurial. A “soft money” constituency of small bankers and businesses was impatient with the restraints on credit and limited bank note expansion that the Second BUS imposed and wanted to abolish any “special privilege” that stood in the way of their economic rise. The Jeffersonian espousal of states rights over federal power and the entrepreneurial ideology of laissez-faire united in Jackson's Democratic party and posed a powerful threat to the bank.8

In 1832, Nicholas Biddle, the president of the Second BUS, allied with Jackson's political opponents in Congress led by Senator Henry Clay of Kentucky. They won congressional approval of a bill renewing the charter of the bank four years early. Biddle and Clay gambled that the support of the bank was sufficient to force Jackson to sign the bill or risk losing votes and possibly the presidential election if he vetoed the bill. Jackson regarded the bill as an intolerable political challenge to him and the Democratic party and delivered a ringing veto message. The president denounced the Second BUS as an unconstitutional “invasion of the rights and powers of the several states,” despite the 1819 Supreme Court decision of McCulloch v. Maryland upholding the power of the federal government to establish a central bank. Further, Jackson blasted the bank as a “monopoly,” meaning that the federal government granted the bank exclusive interstate branch banking privileges, gave special recognition to its bank notes and designated the bank as the depository of federal funds. The bank violated the Jacksonian belief that government should confine itself to “equal protection, and as Heaven does its rains, shower its favor alike on high and low, the rich and the poor.” “It was to be regretted,” Jackson added, “that the rich and the powerful too often bend the acts of government to their selfish purposes” in order to create “artificial distinctions.”9

After defeating Clay in the presidential election of 1832, Jackson resolved to destroy the “hydra-headed monster” and began to withdraw government deposits from the Second BUS and to deposit them in 23 state banks, or “pet” banks believed to be loyal to the president and the Democrats. Jackson's veto message, reelection and subsequent destruction of the Second BUS ultimately expanded the power of the executive branch vis-a-vis Congress and the states. Jackson's politically and economically convulsive “Bank War” taught the proponents of centralized banking a lesson that they would never quite forget: In a political showdown between a strong willed president adept at rallying public opinion and a central bank, there was no doubt about who would emerge as the victor. Jackson's destruction of the bank sent political shock waves that shaped the course of banking during the nineteenth century and that reverberated well into the twentieth.10

After destroying the bank, Jacksonian Democrats established the Independent Treasury during the presidency of Martin Van Buren, Jackson's hand-picked successor from New York. The Independent Treasury was to achieve a complete separation of the federal government from banking and to implement the agrarian idea that the government should avoid bank paper money entirely and receive payments only in gold or silver. Van Buren's proposal was an extension of Jackson's Specie Circular, an executive order issued in July 1836 that required all purchases of federal land to be exclusively in specie. The Independent Treasury reflected both hard money agrarian views and laissez-faire notions about the role of government in banking and finance. While state banks protested the loss of government deposits, Van Buren insisted that the Independent Treasury was actually in their interest. The president believed that severing all government relations with banks would further “A [banking] system founded on private interests, enterprise and competition, without the aid of legislative grants or regulation by law.” The new arrangement, the president explained, was based upon the premise that “The less government interference with private pursuits the better.”11 Congress passed a law establishing the Independent Treasury in 1840, but the following year Whigs won control of Congress and repealed the law. When Democrats elected James K. Polk president in 1846, a Democratic Congress reestablished the Independent Treasury. Vestiges of the system remained in operation until 1921.12

The repudiation of federal responsibility for money and banking underlying the Independent Treasury affirmed the Jacksonian states rights and laissez-faire propositions that banking was the rightful sphere of the states. Between the 1830s and the Civil War, an astonishing variety of banking arrangements emerged at the state level. In the South and West where agrarian Democrats solidly controlled state legislatures, laissez-faire did not prevail. Arkansas, Alabama, Mississippi and Indiana established state owned monopoly banks. Florida and Mississippi used the credit of the state, which was frequently of no high standing, to back banks with bond issues. At one time or another, Wisconsin, Minnesota, Illinois, Texas, Arkansas, Iowa and Nebraska established complete prohibitions on banking. These diverse approaches to banking at the state level expressed the agrarian view that banks were creatures of the state, not in the limited Hamiltonian sense, but in the broader democratic sense prevailing in Jacksonian America. Banks, if they were to exist at all, were subservient to the will of the electorate and existed to further broader public policies and purposes.13

While state ownership, prohibition or strict regulation of banks reflected the agrarian, Jeffersonian distrust of banking, free banking sprang from the laissez-faire tradition. Free banking was a reaction against granting special legislative charters or “monopolies” that marked the establishment of the nation's two central banks and that prevailed early in the nineteenth century at the state level. Free banking laws did away with “special privilege” and opened the “business of banking” to all on equal terms. Any group able to raise a specific amount of capital would automatically receive a bank charter. While free banking eliminated political barriers to banking, the note issuing provisions of free banking laws did not adhere strictly to laissez-faire to the extent that the state recognized an interest in maintaining the safety of the bank notes. State free banking laws typically required banks’ notes to be backed by specific state government bonds. These requirements, however, were by no means uniform from state to state. While some states operated well run banking systems, other states poorly supervised their banks whose excessive note issuance degenerated into “wildcat banking.”14

In 1837, Michigan passed the nation's first free banking law and New York established free banking the following year. The movement stagnated during the 1840s but in the 1850s an entrepreneurial thirst for credit led to the rapid spread of the movement. Popular notions of limited government, the hope that free banking would yield abundant credit and the idea that banking should be open to all gave the movement an irresistible appeal. Bankings’ “certain and liberal profits,” according to Jackson's secretary of the treasury, Roger B. Taney, should be open “to the most free competition and its advantages shared by all classes of society.”15 As free banking spread, the number of state banks multiplied. The uniform value of state bank notes that the nation's two central banks helped to maintain gave way to notes of widely varying quality that over fifteen hundred state institutions issued. A heterogeneous bank currency that deteriorated in value was the primary circulating medium preceding the Civil War. During the 1840s and 1850s, the nation drifted into a localized, disjointed financial system composed of many small, weak state banks and a federal government that made futile attempts to isolate itself from the economy.16

Republicans and the National Banking System (1862-1869)

The twin triumphs of the Jacksonian era, the Independent Treasury and the system of state chartered banks of issue, were among the casualties of the Civil War. During 1861, Lincoln's secretary of the treasury, Salmon P. Chase, confronted the critical need for funds to finance the war. Although Congress hurriedly granted Chase the authority to sell bonds, Chase could not await the slow, cumbersome and uncertain process of a large bond sale. Unable to accept or disburse the unreliable state bank notes, Chase faced a chronic lack of cash throughout 1861. To provide the needed funds, in February 1862, Congress passed the Legal Tender Act authorizing Chase to issue $150 million of non-interest bearing notes not redeemable in specie. Congress made these notes legal tender for all public and private debts, except payment for custom duties and interest on United States bonds. The United States notes, nicknamed greenbacks, became a permanent part of the American money supply. By the end of the Civil War, Congress had authorized $450 million greenbacks, an enormous amount for the time, constituting almost half of the total money in circulation.17

Although wartime financial demands forced the treasury to issue money, Chase, Congress and the public regarded the greenbacks as a temporary expedient to be withdrawn after the passage of the emergency. Yet, treasury issuance of greenbacks established a de facto national currency, uniform in value, but circulating at a premium with gold. By 1862, the issuance of government money was certainly not without precedence. The colonial governments and the Continental Congress had issued paper money. The Supreme Court had upheld the constitutionality of a central bank and the court in the 1872 Legal Tender Cases adopted an expansive view of federal power that sustained the constitutionality of the greenbacks. State owned and operated banks had issued money.18

Despite this fund of legal authority and experience, Republicans assumed that the greenbacks would not become the permanent national currency and rejected a government banks of issue. Adjusting government issues to commercial requirements would involve either the treasury or a central bank continuously in the economy. The alleged propensity of government to make issues in excess of need far outweighed the admitted advantages of a direct issue--a uniform currency representing a permanent loan without interest. Chase rejected an exclusive government currency because he believed governments subject to “the temptation, especially great in times of pressure and danger, to issue notes without adequate provision for redemption.19 Congress concurred with Chase's judgement. Senator John Sherman of Ohio stated that “the faith of a nation alone is not sufficient to maintain a paper currency.”20 Despite the power that the Civil War brought to Washington, a fear of concentrated financial power, distrust of federal authority and an aversion to government intrusion into commercial and banking affairs precluded serious consideration of converting the treasury into a bank of issue or establishing a government operated central bank.

Although both Chase and Sherman rejected a government banking monopoly as dangerous and oppressive, they equally deplored federal neglect under the Independent Treasury system that dispersed power among a multitude of loosely regulated state institutions. Sherman entered Congress convinced that “the whole system of state banks, however carefully guarded, was both unconstitutional and inexpedient and that it ought to be overthrown.”21 The state bank notes were “unconstitutional” because the Constitution granted the national government exclusive power to regulate interstate commerce and to regulate the value of coin. Since the Constitution specifically prohibited the states from issuing bills of credit, Sherman reasoned that the states could hardly authorize corporations to issue notes that were actually circulating bills of credit.22 The state system of bank notes was “inexpedient” in Sherman's opinion because the value of notes issued on the general assets of each bank depended upon the strength of the issuing bank and the distance of the notes from the place of issue. As long as banks issued money under separate state regulation, “it was impossible to have a uniform national currency.”23 Thus Sherman concluded that laissez-faire in banking was inadequate and sought a restoration of federal control over the nation's finances. Chase stated the proposition of statesmen advocating a national currency and greater federal financial control by asserting “that the power to regulate coin is, in substance and effect, the power to regulate currency and that the framers of the Constitution so intended.”24

Sherman's solution was frankly Hamiltonian in its reach for national control of banking and in its call for a unity of public and private financial interests. He insisted that Congress must forge “a combination between the interests of private individuals and the government.”25 In his report of 1861, Chase outlined the essentials of a proposal consistent with Sherman's formula: “first, a circulation of notes bearing a common impression, and authenticated by common authority; second, the redemption by pledge of the United States stocks and an adequate provision of specie.”26 By establishing a system of nationally chartered banks, Chase hoped that the federal government could exercise its undoubted authority “to control the credit circulation which enters so largely into the transactions of commerce and affects in so many ways the value of coin.”27 Building upon Chase's proposal, on February 25, 1863, Congress passed the National Banking Act. Subsequent legislation in 1864, the National Currency Act, completed the Civil War drive to secure national coordination and control of banking. Both laws were wartime measures. The immediate purpose was to create a banking system that would provide a market for government securities in order to finance the war. The freshly ascendant Republicans controlled Congress and consumed little time listening to objections from bankers who almost unanimously opposed the change. When bankers resisted joining the system, in 1865, Congress enacted a punitive 10 percent tax on state bank notes to eliminate state chartered banks and to force banks into the national system. Congressional passage of a measure so sweeping in scope, “so radical in its character and so destructive to the existing system of banks” astonished Senator Sherman even though he had entered Congress believing that Congress should “overthrow” the state system.28

While complex and contradictory ideological and political forces underlay the National Banking System, the Republicans’ wartime economic policies harkened back to Henry Clay's Whig party and to the nationalism and government activism of Hamilton. During the 1830s, the Whig party coalesced in opposition to Jackson's war on the Second BUS. Clay and the Whigs sought to resurrect a “national bank” or “public bank” until sectional divisions engulfed the party in the 1850s. When the Republican party suddenly emerged, many former Whigs, including Abraham Lincoln and Sherman, formed the core of the new party.29 While the Hamiltonian-Whig tradition set the dominant tone for Republican financial policies, the party was a diverse coalition that included many former Jacksonian Democrats who distrusted banks and advocated hard money. Chase had travelled the well-trodden path from Jackson's Democracy to the Free Soil party before wandering into the Republican camp. Former Democrats such as Chase, as well as the antibank, hard money, locofoco faction, constituted a second ideological and political element that influenced Civil War financial legislation. These northern Democrats favored a national currency but shunned central banking and monopoly. Therefore, many leading promoters of the National Banking System wished to avoid the type of institution that had been called a “national bank” prior to the Civil War and stressed that the new banking system was not comparable with the two banks of the United States.30 On the contrary, exponents of the National Banking System promised all the benefits of a uniform currency without the concentration of financial power that made the two banks of the United States objectionable. When advocating his banking plan in 1861, Chase noted that Congress could adopt his scheme “without risking the perils of a great money monopoly.”31 Massachusetts Republican, Samuel Hooper, who led the fight for the adoption of the National Banking Act in the House of Representatives, said that under the Hamiltonian system, “the government enabled the bank [the Second Bank of the United States] to monopolize the business of the Country. Here no such system of favoritism exists.”32

The antimonopolistic, free banking premises of the National Banking System were apparent in both the provisions and the wording of the National Currency Act. The Act reflected a widespread distrust of “corporations” that the public equated with monopolies in its provision that five or more people form an “association” to conduct the “business of banking.” The law required a capital stock of $50,000 in cities with populations of 10,000 or less and $100,000 in cities with populations in excess of 10,000 people. The National Currency Act therefor marked the adoption of free banking on a national scale--the national chartering of an unlimited and indefinite number of banks, provided that applicants met the minimal requirements that the law specified.33

Criticism from various sources following the adoption of the National Banking System obscured its free banking underpinnings. Bankers protested that national chartering placed the banking business of the country at the mercy of Congress and the United States Treasury Department that administered the system through the newly established comptroller of the currency. In 1868, the Commercial and Financial Chronicle, representing eastern financial interests, complained of the treasury's “despotic control” over the national banks.34 After the disappearance of a limitless supply of state bank notes, westerners denounced the National Banking System as a resurrection of the banking “monopoly” from which Jackson had freed the nation.35 As unreconstructed southerners returned to Congress during the 1870s, they united with state bankers to denounce the note issuing and other “privileges” that Congress had granted the national banking “monopoly.” Democratic opponents of the National Banking System advocated repeal of the 10 percent tax on state bank notes and called for a restoration of the Jacksonian system of state banks.36 These diverse critics denounced Republicans for placing the banking system under a centralized government “monopoly.”

The incorporation of free banking principles into national law had profound economic and political consequences for the post-Civil War era. Before the Civil War, branches of state banks had conducted much of the nation's banking business. Highly developed branch banking systems existed throughout the South and Middle West. This situation changed considerably when free banking, synonymous with unit banking, spread from state to state. With the adoption of the National Banking System, unit banking became a distinguishing feature of the United States economy. Although Congressmen possibly assumed that branch banking would disappear as free banking developed, no evidence exists that the framers of the 1863 and 1864 legislation meant to preclude branch banking. Nevertheless, Hugh McCulloch, the first comptroller of the currency, and succeeding comptrollers interpreted two clauses in the National Banking Act to prohibit branch banking. The act required persons forming an association to specify “the place” where they would conduct banking and required that the transaction of usual business be at “an office or banking house” located in the city specified in the charter. Thus, the administration of the National Banking Act further directed American banking toward a unit structure and prevented the development of large banks with branches, a system more typical of modern economies.37

The national policy of fostering unit banking profoundly affected American attitudes toward banks following the Civil War and vastly complicated the problem of achieving integration and coordination of the National Banking System. A subtle interplay among the administration of the National Banking Act, the institutional development of banking and American attitudes characterized the post-war era. Agrarians and small-town Americans strongly believed that banks should be strictly local enterprises--banks should have local financial backing and management, should draw funds only from local depositors and should use their financial resources for the development of local enterprises. After the 1890s, when many Americans concluded that the banking system needed more integration and coordination, they would discover that the unrestricted growth of scattered, autonomous banks had erected a formidable economic and political obstacles to reform.38

Although important sections of the National Banking Act reflected Jacksonian, antimonopoly ideals and the desire to preserve a maximum amount of freedom in banking, other provisions had a Hamiltonian ring. Statesmen convinced that free competition in banking was unworkable agreed with Sherman that the premise of the new system must be “a combination between the interests of the private individuals and the government.” The note issuing provisions of the National Currency Act illustrated the “combination” of public and private interests of which Sherman spoke. The provision for a national uniform currency extended treasury responsibilities and defined a new sphere of governmental relations with banks.39 The note issuing provision was a compromise by which the federal government and the national banks shared the circulation privilege. The framers’ hesitancy to grant the government complete control of the currency and their reluctance to leave the circulation entirely to the banks accounted for this hybrid. To issue national bank notes, the National Currency Act required each national bank to buy bonds of the United States government equal to one-third of its paid-in capital stock, with the provision that no bank should have to buy more than $50,000 worth of bonds. Each bank deposited bonds with the United States treasurer and received notes equal to 90 percent of the par or market value of the bonds deposited. After completion of this procedure, the comptroller of the currency issued national bank notes with a standard design engraved on one side and the name of the issuing bank on the obverse. Nominally the liability of the issuing bank, the national bank notes were actually indirect liabilities of the federal government because of the bond secured provision. Legislation passed in 1874 required banks to deposit in a treasury redemption fund lawful money equal to 5 percent of the value of their notes. This law provided a second government guaranty for the national bank notes. Thus, the national bank notes did not depend upon the financial condition of the issuing bank. If the bank failed, the treasury would immediately redeem all the notes of the failed bank and prevent the note holder from sustaining a loss.40

While the treasury supervised issuance and redemption of national bank notes, the federal government determined the maximum amount outstanding. As evidence of government debt, the national bank notes constituted a permanent core of the total circulating medium, with provision for cash redemption upon a variable margin. By basing the national bank notes on United States government debt, framers of the legislation hoped to avoid the unlimited bank note expansion typical of the pre-Civil War era. On this point Senator Sherman spoke with great clarity and advised that the new banking system operate “with severe restrictions as to the amount of notes issued.”41 Congress set the maximum amount of national bank notes at $300 million and apportioned them among the states according to population and “existing banking capital, resources, and business.” William G. Sumner stated the significance of the new principle for the issuance of the national bank notes: ‘This system of currency has put an end at once and forever to the old bankers’ trick of expansion and contraction. ... [Before the Civil War] the banker was forever operating on its elasticity by his arbitrary will, and imparting fluctuations to the market. In order to stop him from doing that, a stringent system has been made, which has taken away the elasticity altogether.”42

Throughout the Civil War, Congress broadened treasury responsibility for the maintenance of the national currency and modified the restraints on the Independent Treasury. To finance the war in 1861, Congress granted the secretary of the treasury the power to buy and sell United States bonds. The National Currency Act provided that the secretary of the treasury deposit government funds, except for custom duties, in national banks. The act empowered the secretary of the treasury to designate selected national banks as depositories for federal funds, exclusive of receipts from customs duties. The National Currency Act further provided that the secretary of the treasury employ national banks as financial agents of the federal government if the banks presented satisfactory security by the “deposit of United States bonds and otherwise.” Finally, Congress authorized the secretary of the treasury to buy and sell gold on the open market. The treasury emerged from the Civil War with the power to affect the financial condition of national banks and to influence financial markets. “The Treasury, so far from being severed from the banks, may now at certain critical periods possess great influence over them” observed the Commercial and Financial Chronicle in 1868. The treasury “could at any time take away their legal-tender reserves by sales of gold, by sales of bonds, or by drawing down the balances in the national bank depositories.”43

Although these provisions establishing new relations between the national banks and the United States treasury greatly modified the Independent Treasury system, they did not entirely supplant it. Besides the retention of subtreasuries across the country, the Civil War financial legislation embodied vestiges of the old system. In the sphere of government fiscal operations, Congress retained certain features of the Independent Treasury system requiring payment and receipt of federal transactions exclusively in specie. For example, the federal government continued to receive only gold in payment for customs duties and to pay interest in gold on the national debt acquired during the war. In the monetary sphere, congressional attitudes toward the national bank notes and the United States notes continued to reflect the practices of the Independent Treasury. Despite Congress’ intention to make the national bank notes the nation's currency, Congress refused to make the national bank notes full legal tender because technically they remained the obligation of the issuing bank. Instead, Congress provided that national bank notes were redeemable in “lawful money” of the United States, meaning gold, silver, and United States Notes or greenbacks. Congress’ failure to recognize the national bank notes as a full legal tender did not impair their ability to preform as a national, uniform currency since they were as widely accepted as greenbacks. An important exception, however, involved the National Currency Act's requirement that banks keep reserves in “lawful money.”44

The government's ability to redeem outstanding obligations and to discharge its new monetary responsibilities depended upon the fiscal condition of the treasury. In a country that had historically suffered from a chronic shortage of specie, this condition complicated the nation's external monetary relations. In addition, the circulation of a large volume of greenbacks and national bank notes that were not legal tender introduced uncertainty in the foreign exchange. Prior to the Civil War, specie paying banks continued to keep large gold reserves to meet merchants’ demands for foreign exchange. Under the National Banking System, when merchants demanded gold, banks could discharge their legal obligations by a tender of greenbacks. Thus, the treasury's ability to redeem greenbacks in gold ultimately determined whether or not commercial interests could obtain gold for foreign trade. The treasury's power to sell and buy gold and the introduction of greenbacks and national bank notes meant that the treasury became a major dealer in gold and assumed ultimate responsibility for the nation's external monetary relations. These new treasury powers became the focal point of financial debate for the remainder of the century.45

In addition to these impressive treasury powers, the National Banking Act specified reserve requirements applicable to all national banks. The act of 1864 permitted national banks to keep their reserves in two forms--cash in vault on deposits with a national bank in one of seventeen “redemption” cities. Banks in New York City, later designated a “central reserve” city, were exceptions in that they had to keep all their reserves as cash in their vaults. Banks in the smaller redemption cities, later designated “reserve” cities, had to keep half their reserves as cash in their vaults, but might keep the other half as deposits with national banks in New York. Banks in all other cities and towns, called “country” banks, had to keep two-fifths of reserves as cash in vault but might deposit the remaining three-fifths in a national bank in a redemption city. The act set reserves, in whatever form, at 25 percent for banks in redemption cities, and at 15 percent for country banks. The National Banking Act required that reserves be calculated as percentages of notes outstanding plus deposits. In 1874, an amendment to the act excluded national bank notes from reserve requirements by providing for treasury redemption of them. Thus, after 1874, national banks had to keep reserves only against deposits. Another important amendment, in 1887, changed the classifications for central reserve, reserve, and country banks and brought Chicago and St. Louis into the ranks of central reserve cities.46

The reserve requirements were of great significance because they facilitated the creation of an intricate network of interbank balances that counterpoised the fragmentation of the unit banking structure. Following the Civil War, banks in the major urban centers built complex relations with country bank correspondents who sent their eligible reserves and their excess cash to city banks in exchange for interest, usually 2 percent, and valuable investment information. Although these balances served as the primary source of secondary reserves, they could not provide extra liquidity for the banking system as a whole. During an economic downturn, country bankers called in balances with correspondents in reserve cities that in turn called in their balances in central reserve cities. Since interbank balances concentrated in New York City, Wall Street bankers acquired great power over the reserves of the banking system. On the other hand, the reserve system subjected the New York bankers to massive interior demands for cash during seasonal fluctuations related to agricultural demands and during economic downturns. While the reserve requirements of the National Banking Act mitigated the diffusion of banking, the National Banking System lodged the nation's banking reserves in a relatively small number of New York banks.47

National chartering of an unlimited multitude of small banks, shared responsibility between the federal government and the banks for the currency and the concentration of reserves in New York banks--these were the major characteristics of a financial system of divided power and responsibility. The delicate and uneasy balance of power between the government and the banks reflected the framers’ desire to construct a banking system with the advantages of national coordination and control that characterized the Hamiltonian system without a monopoly. If the authors of the National Banking System wished to restore the federal financial authority, they equally wished to retain the freedom from monopoly that characterized banking during the Jacksonian Era. Thus, they confronted the dilemma of reconciling freedom and authority, unrestrained private pursuits and limitations imposed for the public welfare, centrifugal forces of disintegration and the centripetal forces of oppression.

The Ascendancy of the Treasury (1870-1892)

The years between the Civil War and the resumption of specie payments in 1879 were a critical period in American financial history and a decisive interval for the National Banking System. During these years, Americans struggled with two interrelated questions: Would the National Banking System provide the uniform national currency that its founders envisioned? And, would the treasury monetary role recede in the postwar era to one consistent with the National Banking Act? At the end of the war, sponsors of the new banking system looked upon their creation with satisfaction and anticipated a new era of monetary stability. They expected the federal government to set standards of safety and the national banks to provide a stable and reliable money supply. Their lofty hopes vanished in the turbulent economic and political environment of the 1870s. Initial optimism among national bank supporters might have been tempered had they realized that the Civil War created a formidable rival for the National Banking System that was difficult to dislodge. The Legal Tender Acts converted the United States Treasury into a bank of issue with a circulation in 1867 of $372 million compared to the bank note circulation of $292 million. Proponents of the National Banking System would have to eliminate the greenbacks if the national bank note was to become the nation's currency and the government's monetary role was to recede. As the panic of 1873 deepened into a depression that lasted the remainder of the decade, political support for the elimination of the greenbacks waned. During the 1870s, Congress passed far-reaching legislation that provided additional government money and that granted the treasury permanent monetary responsibilities.

Advocates of the National Banking System confronted growing political resistance in the South and West that made the elimination of greenbacks difficult. The traditional Jacksonian distrust of banks remained a powerful force in post-Civil War politics. Secondly, many Americans regarded the federally chartered and regulated national banks as alien institutions that threatened local financial control. Among southerners, the National Banking System offended states rights sensibilities. The third and by far the most serious political burden national bankers confronted was the erosion of support for the new system in the West. The higher standards of safety that national chartering required proved an insurmountable barrier to the establishment of national banks in thousands of rural communities. To prevent the large number of bank failures that characterized the prewar years, Congress prohibited national banks from accepting real estate as collateral for loans. This provision greatly reduced the usefulness of national banks as sources of loanable funds in agricultural areas. In addition, the required initial investment of $20,000 in United States bonds was a substantial fund for small communities and constituted a permanent diversion of capital from local enterprise.48

While westerners objected to these provisions, they leveled their most severe criticism of the National Banking System at the allocation of national bank notes. An 1865 amendment to the National Banking Act distributed national bank notes according to population and existing bank capital. Although this provision seemed reasonable and fair to Congress, it actually allocated the national bank notes in reverse proportion to the needs of the different states. The Northeast received the largest share of the national bank notes although this economically diversified region needed relatively little circulating currency because of its reliance upon checks and various credit instruments. Western and southern states received small shares of the total bank notes although these less-developed regions needed a much larger bank note circulation per capita because deposit-banking was less well established. For example, the bank note circulation of Connecticut was greater than the combined circulation of Iowa, Minnesota, Kansas, Missouri, Kentucky, and Tennessee. This inequitable and economically unwise distribution of national bank notes was the opening wedge of mounting western and southern discontent with the National Banking System.49 Western Republicans worked in Congress to redress the system's sectional bias, to expand the national bank note circulation and to diffuse rising greenback sentiment. In 1870, Republicans passed the Funding Act that provided for an increase of $54 million in national bank notes that Congress ordered the comptroller of the currency to assign to states with deficiencies. In addition, the Funding Act provided for a withdrawal of $25 million of national bank notes from the Northeast and their reassignment to western states.50 The moderate increase in national bank notes that the Funding Act provided fell short of meeting western demands; nor did the reform of 1870 eliminate the ceiling on aggregate bank note circulation that became the focal point of western criticism.

With the economy sliding into depression, a Republican lame-duck Congress passed the Resumption Act of 1875. Sponsored in the Senate by John Sherman, the Resumption Act contained three important provisions that the authors hoped would assure the success of the National Banking System and would place the greenbacks on the road to extinction. First, the Resumption Act abolished the $300 million limit on aggregate national bank note circulation as westerners demanded and allowed national banks to issue any volume of notes that they might desire. This provision signaled a retreat from the original idea underlying the National Banking Act of 1864--that the federal government should limit the quantity of bank currency. The Resumption Act indicated that Republican congressional leaders preferred national bank notes over greenbacks as a means of satisfying inflationary demands during the depression.51 While the Resumption Act provided for an expanded bank note circulation, it also established machinery for the retirement of greenbacks. Sponsors of the act linked the increased bank note circulation with a prorated reduction of greenbacks. For each $100 of new national bank notes that the comptroller of the currency issued, the law required the secretary of the treasury to retire $80 of greenbacks. While some sound money advocates demanded that the process of greenback retirement continue until all government obligations were eliminated, the Republican leaders avoided this extreme. As the depression worsened, businessmen across the nation grew increasingly nervous and feared that an immediate retirement of all greenbacks would lead to a new wave of bankruptcies. This pressure from the business community reinforced western support for the greenbacks to prevent their elimination. Congress provided that treasury retirement of greenbacks cease when $300 million remained in circulation.52

To assure the safety and acceptability of greenbacks, the third section of the Resumption Act authorized the secretary of the treasury to “redeem in coin the United States legal tender notes.”53 Beginning January 1, 1879 the law empowered the secretary “to use any surplus revenues, from time to time, in the Treasury not otherwise appropriated” and permitted the secretary to acquire gold by selling bonds that the Funding Act of 1870 authorized.54 After guiding the Resumption Act through Congress, Sherman had final responsibility for the administration of the important redemption provision when President Rutherford B. Hayes appointed him secretary of the treasury in 1877. Upon the rather slender legal basis of the Resumption Act's redemption clause, Sherman initiated a policy of accumulating a permanent gold reserve in the treasury for the redemption of greenbacks. Although the act did not specifically provide for a gold reserve, between 1877 and 1879, Sherman sold bonds, negotiated with New York bankers and relied upon a favorable balance of trade to amass a treasury gold reserve adequate to resume specie payment on January 1, 1879. By establishing a gold Sherman significantly increased the monetary responsibilities of the federal government He converted the treasury into the holder of the nation's central specie reserves and assured the acceptability of greenbacks for both national and international transactions.55 By establishing machinery for the redemption and retirement of greenbacks and providing for the extension of the National Banking System Congress granted additional powers to the secretary of the treasury. In fact, the long term significance of the Resumption Act lies in the extraordinary grant of discretionary power that Congress delegated to the executive As Sherman correctly observed the Resumption Act placed in the secretary's hands “the whole credit and money of the United States.”.56

While Sherman interpreted the Resumption Act liberally with respect to treasury powers to achieve resumption, the most controversial issue concerned the extent and duration of the treasury's power to retire greenbacks. The act clearly authorized the secretary of the treasury to retire $82 million above the $300 million minimum. But, did the treasury have the power to expand and contract the money supply by reissuing greenbacks once the treasury reached the $300 million minimum? Precedents existed for treasury's reissuance of greenbacks previously retired. Without specific congressional authorization during the panic of 1873, President Ulysses S. Grant's secretary of treasury, Benjamin Bristow, reissued greenbacks that former Secretary McCulloch had retired. Congress passed the Resumption Act over the objection of sound money advocates who protested that the act did not preclude similar expansionary action in the future.57

Although Wall Street feared that the Resumption Act gave the treasury dangerous, unsupervised control of the currency, centralized monetary power remained equally suspect among advocates of the additional government money. The Resumption Act placed advocates of the greenbacks on the defensive. The $300 million minimum that the act provided seemed an empty concession since the central provision of the act enabled the national banks to meet future demands for currency. Furthermore, after the treasury contracted the greenbacks to the specified minimum, Congress could abolish them entirely by a simple amendment removing all restriction on the treasury. Indeed, some of the more enthusiastic contractionists claimed that the treasury had always had the power to retire the greenbacks and that the Resumption Act imposed a $300 million minimum only while the act was in effect. According to their interpretation on January 1, 1879, these restrictions on the treasury ended, and this expiration freed the secretary from all obligations to maintain the minimum of $300 million greenbacks in circulation.58

While the nature and extent of treasury powers remained in dispute, the administration of the Resumption Act proceeded under William Richardson, President Grant's last secretary of the treasury, and Sherman. Although Richardson and Sherman retired greenbacks cautiously, they were unable to avoid a contraction of the money supply because bank note circulation unexpectedly declined during the 1870s. In 1873, the first year of the depression, the bank note circulation was $340 million, but by 1877, the circulation had fallen to $291 million. This decline in national bank notes began a long trend that continued for the remainder of the nineteenth century and that profoundly affected public attitudes toward the National Banking System. By 1889, the national bank note circulation was $211 million, and during the depression of the 1890s, the circulation fell to a low of $126 million.59

Why did bank note circulation decline despite Congress’ repeated attempts to increase their quantity? Ironically, Sherman's successful implementation of the redemption provision of the Resumption Act largely cancelled the provision calling for the expansion of the national bank notes. As Sherman accumulated a gold reserve in the treasury, government credit improved and the return on United States bonds that secured national bank notes correspondingly fell. In addition, Sherman progressively refunded the national debt at lower rates of interest under the provisions of the Funding Act of 1870. As Sherman prepared for the resumption of specie payments and reduced the size of the Civil War debt, it became increasingly unprofitable for national banks to increase their circulation. Richardson's and Sherman's inability to expand the circulation of national bank notes meant that between the passage of the Resumption Act in 1875 and October 1877, when Congress reconvened following President Rutherford B. Hayes’ inauguration, the total circulation of greenbacks and national bank notes declined by approximately $80 million.60

To reverse the deflationary impact of the Resumption Act, Congress passed the Bland-Allison Act in May 1878. The Bland-Allison Act brought to a close the series of post-Civil War financial legislation that had far-reaching consequences on the nation's financial development. First, the Bland-Allison Act opened the silver controversy by establishing new government currencies--the silver dollar and the silver certificate. The act made silver dollars full legal tender, but the silver certificates were not legal tender for private transactions, although the government accepted them in payment for taxes including customs duties. While overwhelming support for silver came from the currency-deficient South and West, silver had a genuinely national appeal during the 1870s. As a “hard” currency, silver coinage offered a more orthodox means of enlarging the money supply than increasing greenbacks. Republicans were quick to seize upon silver's widespread popularity and began a monetary policy of moderate currency inflation through measured coinage of silver that they pursued for the remainder of the nineteenth century.61

The second important provision of the Bland-Allison Act settled the disputed issue of the secretary of treasury's discretionary power under the Resumption Act. Although the Resumption Act dealt greenbackism a blow from which it never fully recovered, greenback supporters won a qualified victory in the Bland-Allison Act. The act made the greenbacks a permanent feature of the money supply by instructing the secretary of the treasury to cease cancellation of greenbacks immediately. The amount outstanding was $346,681,000 rather than the $300 million minimum that the Resumption Act specified. This provision abolished the retirement machinery that the Resumption Act established. More importantly, the Bland-Allison Act provided that upon treasury receipt of greenbacks, “they shall not be retired, cancelled, or destroyed, but they shall be reissued and paid out again and kept in circulation.”62 This provision unequivocally eliminated all discretionary power with respect to treasury retirement of greenbacks and precluded even a temporary contraction of the money supply that any secretary of the treasury might attempt under a liberal interpretation of the Resumption Act.

In 1878, the failure of the national banks to meet the economic needs of the South and West convinced Congress that the federal government should not retreat from the extensive role in monetary affairs that it had assumed. The Bland-Allison Act signaled not only the nation's permanent acceptance of the Civil War greenbacks, but also its distinct preference for governmentally issued currency rather than currency that national banks issued. Therefore, the Bland-Allison Act was a crucial turning point that marked the failure of one of the original aims of the Civil War financial reforms--the establishment of a national, uniform bank currency. The nation acquired assorted currencies of varying origin, value, and acceptability. Republican enactment of the Sherman Silver Purchase Act of 1890 further heightened the remarkably chaotic currency situation that the nation developed during the last three decades of the nineteenth century. A bewildering array of seven different currencies circulated. By 1897 the currency consisted of United States Notes ($306,915,000), national bank notes ($226,318,000), silver dollars ($51,940,000), silver certificates ($357,849,000), treasury notes of 1890 ($83,470,000), gold coin ($517,590,000), and gold certificates ($37,285,000).

During the 1870s, Congress enlarged the federal government's monetary powers and by the resumption of specie payments in 1879, the relation between the federal government and the banks differed greatly from the one that founders of the National Banking System contemplated. Post-Civil War secretaries of the treasury were unable to reduce the government's war-time role in monetary affairs to one consistent with the limited role that the National Banking Act provided. Beginning with Sherman, secretaries of the treasury claimed that the Resumption Act implied the power of the treasury to serve as the nation's central specie reserve. The Bland-Allison Act instructed the secretary of the treasury to maintain the greenback circulation and to expand the currency by coining silver as a full legal tender. Through the Resumption Act, the treasury exercised some powers similar to those of European central banks and acquired permanent and direct monetary responsibilities that steadily increased for the remainder of the nineteenth century.

The Republican party emerged from the Civil War and the financial debates of the depression decade of the 1870s with a distinctive approach to money and banking issues. The ideological descendants of Hamilton and the Whigs did not attempt to reestablish a central bank, but adopted free banking on a national scale with the establishment of the National Banking System. The new banking system was an instrument of war finance that achieved a Hamiltonian linkage of the national banks to the federal government through the national debt. Republicans adopted a policy of treasury gold redemption to assure the value of all government obligations, especially United States bonds that secured the national bank notes and greenbacks. To provide monetary expansion the party sought liberalization of the National Banking System, tried to widen the national bank note circulation and relied increasingly on additions of silver to the money supply by passing the Bland-Allison Act of 1878 and the Sherman Silver Purchase Act of 1890. The National Banking System, treasury gold redemption of all government obligations and moderate silver expansion became the essence of Republican “sound money.”

Democrats and the Depression of the 1890s

Democrats’ condemnation of Republicans for saddling the country with a huge war debt and for fastening a system of national banks on the economy concealed the party's serious internal divisions on money and banking issues. The party's agrarian, Jeffersonian tradition was fundamentally in conflict with its laissez-faire tradition. While the two traditions shared an animus toward concentrated financial power that threatened the independent farmer or that stood in the way of rising businessmen, they were at odds on practically everything else. The agrarians distrusted banks, suppressed bank paper money and looked to government to protect the rural majority. Laissez-faire businessmen thrived on banks, credit and bank notes and only wanted government to get out of the way. The Independent Treasury and the withdrawal of the federal government from finance enabled the two traditions to coexist in the party, or to at least fight out their differences at the local level. The Civil War and Republican banking legislation had elevated financial issues to the national arena and made it increasingly difficult for Democrats to avoid their differences. The war debt, national bank notes, greenbacks, gold redemption and silver all brought to the fore fundamental questions concerning the nature of money, the role of banks and the relation of government to the financial sector.

In the post-war setting, the Jeffersonian distrust of banks found its purest expression in opposition to the National Banking System, national bank notes and gold redemption of United States bonds and greenbacks. The agrarian, hard money foes of banks had little difficulty making the transition to support for government issued greenbacks and the free coinage of silver in order to raise falling prices of agricultural products. The agrarian complaint with Republican financial policy was not that they had involved government too much in banking. The greenbackers, populists, free silverites and agrarian Democrats denounced the Republicans for not going far enough in regulating banks and asserting government control of the money supply. Eastern, conservative Democrats, legatees of the Jacksonian laissez-faire tradition, looked with horror at the role government had assumed in banking and finance and complained that Republicans were too tolerant of greenbacks and too eager to appease western supporters of silver. Exponents of laissez-faire looked forward to a rollback of Republican financial activism, a disentangling of bank notes from government securities and a return to the antebellum order of government separation from banks.63

Despite these divisions, in 1892 the political outlook for the party looked bright. Democrats controlled the White House and both branches of Congress for the first time since the 1850s. As Grover Cleveland, a conservative New York Democrat, settled into the White House, the nation was drifting into its most serious industrial depression of the nineteenth century. The first signs of trouble appeared as early as November 1890, with the spectacular collapse in Great Britain of the House of Baring, an international investment firm heavily involved in the development of United States railroads. The Baring collapse jolted American financial institutions and money markets, but a bumper crop of wheat and its export at high prices to European consumers short on grain during 1892 and 1893 delayed the full impact of the gathering storm. With the end of the harvest in late 1892, came a swift and ominous change in economic conditions. Early in 1893, the Philadelphia & Reading led the procession of railroad corporations into bankruptcy. By the end of the year, one of every six railroad corporations had joined the ranks of the insolvent. Industries closely associated with the railroads were soon caught in the downward spiral, and by 1894, 32 iron and steel companies had closed. Eventually, no sector of the economy remained untouched as production descended to lower and lower levels. Permanent recovery did not begin until late 1897, and not until 1901 did the economy again reach capacity output. The depression ranked as one of the most severe and prolonged in United States history.64

The depression not only wrecked thousands of businesses but resulted in hundreds of bank failures and a harrowing test of government solvency that forced the divisive money issue to the center of political concern throughout the decade. President Cleveland and his financial advisors were confident that a single cause lay at the bottom of the depression--uncertainty surrounding the nation's commitment to the gold standard. By June 1893, the Cleveland recovery policy was established: save the gold standard at all costs, make no compromises with congressional silver forces and assure a return of the indispensable ingredient for recovery, business confidence. The president's request for an unconditional cessation of treasury silver purchases underscored his belief that the Republican-sponsored Sherman Silver Purchase Act of 1890 was responsible for the drain of the treasury's gold reserve. During a stormy congressional session from August into October 1893, Cleveland withheld appointments, wielded patronage and appealed to enough eastern Republicans to secured repeal of the Sherman Silver Purchase Act. The stubborn president got his way, but at the price of an acrimonious debate over silver that badly split the Democratic party along sectional and ideological lines. Although repeal eased pressure on the treasury by freeing it from monthly silver purchases, it did nothing to reinforce the treasury gold stock nor did it improve the economy. Gold continued to drain from the treasury as the depression worsened. By January 1894, treasury gold reserves sank to $66 million prompting the administration to embark upon a series of private bond sales in order to maintain the gold standard. Reduced to governing by administrative maneuvers and private gold contracts with New York bankers, Cleveland enjoyed only the symbols and trappings of power during the last two years of his term.65

Divided by the silver debate, Democrats suffered further when they enacted the Wilson-Gorman Tariff of 1894, a minor reduction of duties that failed to provide the significant downward revision Democrats had long promised. As a result of Cleveland's growing unpopularity and the Democrats’ disarray, during the congressional election of 1894 voters massively shifted toward the Republicans. Democrats lost 113 seats in the House while the Republicans gained 117. In the Senate, Republicans gained a five seat advantage over the Democrats. The Republicans solidified their hold on the Northeast and Midwest and even scored a few victories in the Democratic stronghold of the “Solid South.” At the 1896 Republican convention the party prepared for victory over the foundering Democrat by nominating William McKinley, former congressman and two term governor of Ohio, for president. The platform was more an endorsement of past Republican monetary policies than an unambiguous declaration for the gold standard and provided plenty of room for the party to appeal to western sentiment for silver. Republicans were “unreservedly for sound money” and declared that “every dollar has been as good as gold” since the party implemented treasury redemption in 1879. Republican opposition to silver coinage was conditional. The party was “opposed to the free coinage of silver, except by international agreement ... which agreement we pledge ourselves to promote.” The equivocation on money did not prevent a convention bolt by 23 western delegates led by silver advocate Senator Henry Teller of Colorado. McKinley, the “Advance Agent of Prosperity,” planned a campaign that emphasized prosperity and the tariff and that soft-peddled the divisive money issue.66

Republican expectations that Democrats would self-destruct over monetary differences were soon fulfilled. Angry western and southern Democrats gained control of the party at the 1896 Chicago convention and repudiated Cleveland and his financial policies. The worsening depression, the growing popularity of silver and the political threat of the Populist Party in the West and South pushed the Democrats toward embracing the free and unlimited coinage of silver as the overriding issue of the 1896 election. William Jennings Bryan of Nebraska electrified the convention with his “Cross of Gold” speech and won the party presidential nomination. No one could have represented the party's agrarian Jeffersonian tradition more faithfully and passionately than Bryan. He was elected to Congress in 1890 when the Populist Party was sweeping Nebraska and other western states. When he won reelection in 1892, he led the unsuccessful House fight against repeal of the Sherman Silver Purchase Act and had been instrumental in laying the groundwork for the convention's repudiation of Cleveland and the gold standard. By 1896, silver symbolized redress of western and southern economic grievances and a blow to the power of eastern banking and corporate interests. Free silver meant that the people would reclaim control of the money supply from the banks that had usurped it. “The right to coin and issue money is a function of government,” exclaimed Bryan to the approval of the Democrats. “Those who are opposed to this proposition tell us that the issue of paper money is a function of the banks, and that the Government ought to go out of the banking business. I stand with Jefferson ... and tell them, as he did, that the issue of money is a function of government, and that the banks ought to go out of the governing business.”67 The Democratic platform declared the money question “paramount to all others” and condemned the gold standard as “a British policy” that would place the United States in “financial servitude to London.” Democrats endorsed free silver “without waiting for the aid or consent of any other nation,” and denounced Cleveland's “trafficking with banking syndicates.” The party vowed to abolish national bank notes that were a “derogation of the Constitution” and replace them with paper money that “shall be issued by the Government of the United States and shall be redeemable in coin.”68 When the Populist party met at their national convention, they “fused” in an uneasy alliance with the Democrats by nominating Bryan. The forces of free silver combined in a crusade to take the nation off of the gold standard and to reclaim control of the nation's money and banking system in the name of the people.

After western and southern Democrats read the custodians of the laissez-faire tradition out of the party, the Cleveland sound money Democrats met at Indianapolis at a separate National Democratic party convention. The small band of Democratic national committeemen who organized the Indianapolis convention believed that they were the true heirs of the party's founders and that Bryan and his followers had capitulated to the alien doctrines of populism and socialism. The conservatives blasted the Chicago convention for its “attack” on “individual freedom” and “the right of private contract” and for its embrace of “financial heresy.” The National Democrats adopted a plank endorsing the gold standard and condemned both free silver and “the present costly patchwork system of national paper currency.” The gold Democrats called for a nostalgic return to the Independent Treasury and praised the “long-established Democratic policy” because it “entirely divorced the government from banking and currency issues.” The National Democrats asserted the “necessity” of “intelligent currency reform” that would end Republican sponsored government interference with the financial sector and that would “confine the government to its legitimate functions, completely separated from the banking business.” Where the silver Democrats condemned bank paper money, the gold supporters looked forward to freeing banks from the shackles of the Republican tax on state bank notes and the bond-security that limited national bank notes. The convention envisioned a “uniform, safe and elastic bank currency under governmental supervision, measured in volume by the needs of business.”69 The convention selected Senator John M. Palmer of Illinois as the party's presidential candidate. Palmer, who made the nominating speech for Cleveland at the 1892 Democratic convention, was in the race to defeat Bryan by depriving him of Democratic votes and to position the laissez-faire forces for a resurgence after the election70

Bryan criss-crossed the nation in a campaign for silver that drew heavily on the Jeffersonian and Jacksonian traditions of rural virtue, distrust of concentrated wealth and unbound faith in the wisdom of the common folk. His evangelical, crusading zeal could not overcome the divisions within Democratic ranks, the Republicans’ enormous financial and organizational advantages and the failure of the free silver issue to catch fire beyond its agrarian base. McKinley's 7,035,638 popular votes to Bryan's 6,467,945 confirmed the shift toward the Republicans that was evident in the 1894 election. The stigma of the depression and hard times had been too great for the Democrats to escape and would continue to haunt the party for a generation. The party of Jefferson and Jackson had emerged from the monetary politics of the 1890s with its conservative, laissez-faire wing discredited and with the agrarians solidly in control of a party with limited appeal in an increasingly urban and industrial nation. With the eclipse of the Democrats, Republicans began a long political ascendancy. Electoral trends favored the Republicans who constructed a coalition of growing northern and midwestem cities, prosperous farmers, industrial workers and ethnic groups. The party, however, had successfully negotiated the treacherous monetary politics of the 1890s on the basis of banking and financial policies that were largely established during the 1860s and 1870s. The necessity of adjusting the Republicans’ traditional approach to money and banking issues to meet the economic and political requirements of the new century challenged party leaders and posed a threat to its newly won majority party status.71
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Chapter II

The Republicans and the Gold Standard Act of 1900

Following the election of 1896, the gold forces--bankers, business leaders, academicians and politicians--gathered at the Indianapolis Monetary Convention to capitalize on the defeat of free silver and to continue the sound money crusade. The convention was a festival of laissez-faire that called on McKinley and the Republicans to establish an exclusive gold standard and to “get the government out of the banking business” by retiring all government-backed currency and empowering banks to issue money. Without disputing the need for currency and banking reform, William McKinley diffused the polarizing money issue by focusing on the protective tariff as the means for restoring prosperity and by pursuing international bimetallism as a moderate alternative to free silver and gold monometalism. A rebounding economy, the collapse of international silver negotiations and the financial strength that the government exhibited during the Spanish-American War convinced McKinley and the Republicans to strengthen, rather than dismantle, the government's financial responsibilities. The Gold Standard Act of 1900 reinforced the treasury's responsibility to redeem all money in gold, enlarged the supply of bond-secured national bank notes and made it easier to establish national banks in rural areas. With the enactment of the Gold Standard Act, the Republicans emerged from the political turmoil of the 1890s strengthened by a party consensus that affirmed the National Banking System and that contrasted with the financial divisions that afflicted the Democrats.

Persistence of Depression

Although Grover Cleveland spent four years in fruitless pursuit of an elusive business confidence, throughout 1896 most bankers and financial commentators insisted that the return of prosperity was contingent upon an electoral victory for gold that would quell demands for silver coinage. Businessmen interpreted rising stock market prices that accompanied increasing prospects of a McKinley election victory over Bryan as an indication of returning prosperity. The boomlet collapsed less than 48 hours after the polls closed in a flurry of heavy selling that left stocks depressed for the remainder of the year. Thus, the return of confidence and economic recovery were hardly sequels to the election of 1896.1 Instead of the immediate and continuous revival that businessmen expected, the first half of 1897 was a period of financial uncertainty and depression. In fact, economic statistics for the first half of the year of 1897 compared unfavorably with those of 1896. The year opened with a series of jolts to the financial community. On January 6, 1897, the Illinois National Bank failed. With assets of over $14.5 million, the bank was the largest to fail since the organization of the National Banking System.2 By the end of the second quarter of 1897, total liabilities of commercial bank failures were $3 million greater than those of 1896. A barometer of industrial activity, iron production, in 1897 compared poorly with production of previous years. In July 1896, 191 operating iron foundries reported 815,000 tons of iron piled in stockyards. By July 1897, operating furnaces decreased to 145 and accumulated idle stocks of over a million tons.3 Toward the end of summer the Commercial and Financial Chronicle summarized the economic situation by reporting that “trade is dull, exchanges light and industry inactive.”4 The London Economist noted more tersely that at mid-year confidence “has not yet been fully restored.”5

This depressed condition of trade, finance and industry exacerbated the fiscal distress of the treasury. Throughout the Cleveland administration expenditures remained relatively constant but declining foreign trade caused a disastrous fall in revenues. The excess of expenditures over receipts for the last three years of the Cleveland administration exceeded $177 million. Outgoing Secretary of the Treasury John C. Carlisle gave the new administration little cause for optimism. In his Annual Report for 1896, Carlisle recorded a deficit of over $25 million , but “upon the basis of existing laws” he projected a deficit of $64 million for the next fiscal year.6 No administration had encountered such heavy and persistent deficits since the Civil War.7

These federal deficits and a continuing foreign demand for gold made the treasury gold balance precarious when McKinley assumed the presidency. Despite three bond sales to banking syndicates the gold reserve sank to a low of $50 million in January 1896. Carlisle offered $100 million of 4 percent bonds for public subscription during the spring of 1896. An unexpected turn in the nation's trade balance in the fall prevented further drains on the gold reserve and enabled Cleveland to leave office with a treasury reserve of $140 million.8 Yet, the McKinley administration's ability to maintain the reserve was uncertain. Although the 1896 trade reversal was a portent of more favorable economic trends that lasted until the outbreak of World War I, after four long years of depression, Americans remained apprehensive about the future of the economy.9 Secretary Carlisle sounded a strong warning to the incoming administration in his last report. “We must not be deluded into a feeling of security by the fact that there has been a suspension of gold withdrawals during the last few months and a large accession to our stock of gold from abroad during the same time.” The secretary concluded that “there is no sufficient reason to believe that this condition of affairs will be permanent, if our existing system is maintained.”10

The persistence of depression after the climatic election of 1896 heightened the anxieties among bankers and business groups. The most vocal proponents of the gold standard also feared that McKinley and the Republicans would not move promptly to somehow place the gold standard beyond the political reach of its opponents. The sound money press trumpeted its own version of what the election of 1896 symbolized. “It would be a great mistake to assume that the sound money victory is a mere party triumph,” the Bankers’ Magazine editorialized. “The great majority which the people piled up was for a principle, not a party.”11 To the champions of the gold standard the momentous struggle of 1896 was one between the forces of financial honesty, morality and national honor and the forces of anarchy, deceit and national bankruptcy. The electoral victory for sound money presented the opportunity for a concrete, irrevocable commitment to the gold standard lest the fruits of the victory somehow slip from view. The financial press, various businessmen and gold Democrats united to remind the Republicans of their “duty” to act upon the party pledge of 1896, to secure the gold standard and to end the decade-long period of doubt and anxiety over the monetary standard.12

The Indianapolis Monetary Convention of 1897

To maintain the momentum of the recent sound money campaign and to turn up the political heat on McKinley and the Republicans, the most vocal proponents of the gold standard convened at Indianapolis on January 12, 1897. Over 400 delegates representing boards of trade and chambers of commerce from 26 states answered the call for “a Monetary Convention of Businessmen.” Midwestern merchants and small businessmen were most numerous at the two-day session but influential midwestern and eastern bankers helped organize and bankroll the convention.13 The convention represented the shock troops that had battled the Populist, free silver Democrats, assorted “socialists” and Bryan during the depression of the 1890s and who wished to continue their crusade.

Hugh H. Hanna, President of the Indianapolis Board of Trade, apparently conceived the convention and tended to the organizational details. Elected president of the convention's executive committee, Hanna became one of the most prominent figures in the financial reform movement. President of the Atlas Engine Works, Hanna built his company into one of the most important industries in Indiana. Hanna was representative of the convention's delegates. He reflected the concerns and anxieties of the small businessmen seeking relief from the lingering depression and desiring monetary action that would spur the economy toward recovery. Hanna and the delegates demanded legislation that would “quicken the revolutions of the wheels of industry,” and they agreed upon the need for fundamental monetary reforms that would provide an “elastic currency responsive to business needs.”14 Hanna and the other financially pressed business delegates stressed the necessity of a monetary solution to the depression Upon leaving for the convention one New York delegate declared that “There is no reason why we should not have prosperity if there is a wise adjustment of the financial question It is the unrest and uncertainty financially that prevents things from taking good shape.”15

Prominent academicians attended the convention and joined the business call for money and banking reform. James Laurence Laughlin, a University of Chicago authority on money and banking, was one of the nation's most conspicuous defenders of the gold standard. The convention named the economist a member of the executive committee. Born in 1850, Laughlin grew up in a small Ohio town and attended Harvard where he studied political economy under the dean of American money and banking, Charles F. Dunbar. Dunbar directed Laughlin's attention toward the silver question and in 1885 Laughlin published his History of Bimetallism in the United States. He became Professor of Political Economy at the University of Chicago when the school opened in 1892.16 Laughlin made the University of Chicago into a bastion of sound money orthodoxy. Although he was not an original thinker, Laughlin exerted a significant impact on American economic thought largely through his students who included H. Parker Willis, Wesley C. Mitchell, Thorstein Veblen and Harold G. Moulton. Charles A. Beard ranked Laughlin, a rigid adherent to classical economic doctrine, with sociologist William Graham Sumner as the most influential propagator of laissez-faire in the United States. Yet, the silver controversy led Laughlin to abandon strict classical doctrine and attack the quantity theory of money that linked prices and the supply of money. Laughlin maintained that supply and demand factors could affect the value of money only through their effect on gold, the standard metal. To Laughlin, changes in the cost of producing goods were the determining factor in prices rather than the quantity of money as silver advocates asserted. Although Laughlin clearly considered himself among the nation's foremost authorities on money and banking, the normally aloof, aristocratic Laughlin felt compelled to debate silver pamphleteer William H. “Coin” Harvey during the heat of the 1896 presidential campaign in order to expose the “fallacies” of the quantity theorists. Laughlin battled monetary heresies by publishing his students’ articles in the University of Chicago's Journal of Political Economy and by regularly writing for H. H. Kohlsaat's Chicago Times-Herald. Immensely popular among Chicago bankers, Laughlin became the leading theoretician of the financial reform movement.17

Prominent politicians of both major political parties bolstered the delegation of business leaders, bankers and conservative economists. Joseph N. Walker, a Massachusetts Republican who was chairman of the House Banking and Currency Committee, and committee member Charles N. Fowler, a New Jersey Republican, addressed the convention. Fowler became the most persistent and articulate champion of financial reform in the House of Representatives. Although he was from the northeast, Fowler had western antecedents and remained in touch with western business sentiment on money and banking issues. Fowler was born in 1852 in a small Illinois town, grew up in Wisconsin and went to Yale. After graduating in 1876, he attended Chicago Law School and became a successful lawyer in Kansas before moving to New Jersey. “Intense in his nature and persistent in his purpose,” Fowler agreed with the judgement of most bankers and financial editors that he was by far the most expert member of the House Banking and Currency Committee. Fowler maintained extensive contacts with western bankers, and he regularly introduced bills that the American Bankers Association and numerous chambers of commerce proposed.18

Sound money editors declared that the Indianapolis Monetary Convention had “no conceivable object except the public weal,” and the delegates repeatedly stressed the nonpolitical character of the convention.19 The prominence of Cleveland Democrats at the convention suggested that the conservative Democrats, no longer in power and relegated to a minority in their own party, had unfinished business that they hoped the Republicans would continue. Charles Fairchild, a member of the convention's executive committee, clearly indicated the gathering's political anxieties by his remarks that “It is dangerous for the men who are opposed to free silver to stand still; they must remedy existing defects; otherwise,” he declared in an unmistakable reference to Bryan and free silver advocates, “the dissatisfied will try to cure the evils.”20 In Fairchild's opinion the task of the convention was to “furnish something upon which the sound money men who think that there should be affirmative legislation can unite.21 Throughout the depression advocates of free silver demonstrated unity, cohesion and singleness of purpose that eluded those claiming allegiance to “sound money.” Fairchild deplored the lack of “serious attempt ... to secure an agreement in favor of affirmative legislation” and hoped that the convention might eliminate this “disadvantage” of the sound money forces.22

Despite the plea for specifics, the delegates quickly decided against submitting a concrete bill to Congress and settled on a statement of the general direction that financial reform should take. The uncertainty and ambiguity surrounding the standard of value became the all-consuming issue during the recent election and was clearly the primary concern of the delegates. The convention asserted the necessity of a “consistent, straight-forward, and deliberately planned monetary system” based upon the preservation of the gold standard.23 Yet, securing the gold standard beyond any possibility of dislodgement required more than simply specifying that the government pay obligations in “gold” rather than in “coin.” It required fundamentally altering the relation between the federal government and the banks.24 The convention's second resolution advocated the “ultimate retirement of all classes of United States notes by a gradual and steady process, so as to avoid injurious contraction of the currency.” Thus, the convention proposed reducing and eventually eliminating the treasury's monetary role by withdrawing all circulating government obligations. Thirdly, the delegates supported “a banking system which should furnish credit facilities to every portion of the country” and an “elastic circulation” that provided a more equal distribution of the nation's “loanable capital.”25

These resolutions defined the agenda of financial reform that dominated public debate from the beginning of the McKinley administration to the panic of 1907. To the convention delegates gold symbolized stability and a perfectly operating, self-adjusting monetary system free from unwarranted government regulations or “political” control. Clearly, the convention challenged the established role of government in monetary affairs that had existed since the Civil War and that was the core of the Republican approach to financial issues. The delegates’ often repeated demand to “take the government out of the banking business” became the central theme of the financial reform movement. Before dispersing, the convention passed a final resolution urging Congress to appoint a monetary commission during the approaching special session. If Congress failed to appoint the commission, the resolution directed the executive committee of the convention to appoint its own commission of eleven members “to make a thorough investigation of the monetary affairs and the needs of the country.”26

While the Bankers’ Magazine concluded that the Indianapolis Monetary Convention “accomplished little,” the convention expressed financial discontent among a sizeable and important element of the business community.27 Although the convention was short on solutions to the country's monetary muddle, its resolutions identified important financial problems that neither Congress nor the McKinley administration could ignore. The political significance of the convention escaped neither branch of government. The Indianapolis Monetary Convention expressed financial grievances of small businessmen and commercial interests of the politically critical Midwest. The Nation observed that the convention's unanimity indicated that “men of affairs in the United States have made up their minds” and that “they are now prepared to battle for the policy which they believe to be necessary to prosperity in business.28

Although organizers of the Indianapolis Monetary Convention stressed the nonpolitical and nonpartisan character of the gathering, the convention's resolutions immediately took on a partisan coloration. While the contention that the federal government was too much involved in money and banking affairs clearly had its Republican supporters, the call to “get the government out of the banking business” was more in line with the eastern Democratic party of Cleveland than the mainstream of Republican financial opinion. The delegates held fantastic, utopian notions concerning the benefits of laissez-faire and the gold standard that rivaled their opponent's emotional embrace of free silver. Fairchild believed that “The gold standard ... is not the creation of government, but it is the result of the concurring habits of business men throughout the civilized world.” The monetary standard was the result of the “habits of each individual concurring with those of his neighbors. Government cannot by law try to change a standard that has evolved without doing harm thereby; this is the unfailing teaching of monetary history.”29 Carlisle annually made appeals to an unreceptive Congress to retire the greenbacks, to reduce treasury monetary powers and to abolish restrictions on bank note circulation. After submitting his report to Congress in 1895 calling for retirement of greenbacks, Carlisle built support for his proposal by propounding the evils of government currency before cheering members of the New York Chamber of Commerce. Carlisle declared that “In providing a circulating medium the Government of the United States is engaged in a business for which it is wholly unfitted and which was never for a moment contemplated by the founders ... it was never contemplated that it should convert itself into a bank of issue and furnish a legal tender paper for the use of the people.”30 Carlisle ended his address with a ringing call for the retirement of the greenbacks and predicted that anything short of their retirement and the abolition of treasury monetary powers “will be simply a palliative, and not a cure” for the nation's financial ills.31

James H. Eckels, Cleveland's comptroller of the currency, was also an organizer of the Indianapolis convention who had fought a laissez-faire crusade against government involvement in finance. Eckels made reform proposals similar to those Carlisle advanced and declared that the treasury should neither be burdened with monetary responsibilities nor maintain the nation's central gold reserve. Eckels advocated a complete separation of the government from the nation's banks by calling for the treasury to “return to its legitimate function of collecting the revenues of the Government needed to meet governmental expenses and disbursing the same.”32 While governmentally issued money was “a source of danger to such governments and loss to their people's interests ... the experience of this and other countries conclusively demonstrates that the best and most rational notes issued are those put forth by banks.”33 Most financial reformers agreed with Eckels that “the payment, gradual retirement, and cancellation of the legal tenders and the authorizing of the banks, under government supervision, to issue the country's credit currency and redeem the same in gold, would be the crystallizing into a fact of the phrase ‘sound money.’ ”34

The striking resemblance between the Cleveland administrations reform proposals and the monetary commission's resolutions prompted one delegate to the Indianapolis convention to observe that Democratic officials’ conspicuous advocacy of financial reform “gave a partisan tone to the discussion ... for the moment, which does not belong to it.”35 Indeed, Republicans at the monetary convention understood that their endorsement of the resolutions placed them well outside their party's mainstream. The dissonance of reform demands and political loyalties converged on A. Barton Hepburn whose remarkable business and political career illuminated the intricate web of party politics and banking during the post-Civil War years. Hepburn possessed impeccable party credentials. Born in 1846, Hepburn became a master of legislation while serving five successive terms as a New York Republican legislator. As chairman of the legislative committee that inquired into railroad rate discrimination, he issued the famous “Hepburn Report” in 1879 that influenced Congress’ enactment of the Interstate Commerce Act of 1887. In 1880 Hepburn established stringent and regular bank examination as the superintendent of the New York State Banking Department. After amassing a fortune in the real estate and lumber business during the 1880s, he became United States bank examiner in New York City. He briefly served as President Benjamin Harrison's comptroller of the currency before traveling the familiar path from the federal government's chief bank regulator to executive of one of the nation's most prestigious banks. Between 1893 and 1911, Hepburn was either vice-president or president of three of New York's most powerful banks—the Third National Bank, National City Bank and Chase National Bank.36

Hepburn's reaction to the Indianapolis convention illustrated a critical problem of the reform movement. While he agreed in principle with the Indianapolis resolutions, he divided with most delegates over tactical considerations. Hepburn believed that the far-reaching reforms that the convention demanded would suffer the same fate as Carlisle's and Eckels’ proposals. Rather than push for a revolution in the relation between the government and the banks, Hepburn returned to New York and concentrated his reform efforts on the National Sound Money League that narrowly limited reform demands to maintaining the gold standard.37 As a representative of one of the nation's largest banks, Hepburn was less strident in his call for dismantling the machinery of federal monetary regulation than the westerners who dominated the Indianapolis convention. As a recipient of large treasury deposits and as an investor in United States bonds that secured national bank notes, the Third National Bank of which Hepburn was president in 1897 was a major beneficiary of the complex pattern of relations between the government and the nation's largest banks. As a former comptroller of the currency, Hepburn was familiar with federal regulatory procedure and dealt with treasury administrators on a personal basis. Moreover, Hepburn was well acquainted with the party hierarchy and realized that the Indianapolis convention was not a political force sufficient to secure action from the Republicans. While Congress might establish machinery making treasury gold redemption more certain, politically astute observers like Hepburn knew that the party would not move toward a major curtailment of federal monetary powers. McKinley was the key to the politics of financial reform and Hepburn understood that the new president would not risk his political career or embroil his administration in a futile crusade for sound money.

McKinley and Financial Reform

In the volatile monetary politics of Ohio, William McKinley developed an approach to monetary issues that avoided precise definitions and that remained safely within the middle range of Republican opinion. Except for a single vote for free silver in 1877 when he first entered the House, McKinley conformed to the mainstream of the Republican monetary policy of establishing congressional guidelines that mandated limited treasury coinage of silver. McKinley's “sound” monetary policy of balancing moderate silver expansion with a strong treasury gold redemption policy enabled him to survive the highly charged monetary battles of the 1870s and 1890s. McKinley's expediency on the money issue excited the wrath of the two extremes. He incurred the enmity of free silverites because he never agreed that the United States should open its mint to the unlimited coinage of silver, a policy that would have brought about a significant devaluation of the dollar. At the same time, he enraged gold monometallists because he was always willing to “do something” for silver, a policy that posed no threat of devaluation only if the government was prepared to redeem all money in gold.38

Because of McKinley's equivocations, the election was much less a victory for the gold standard than the sound money press or the Indianapolis delegates cared to concede. The Bankers’ Magazine editorialized that the Republican platform was the “first out-and-out declaration in favor of the gold monometallic standard ever adopted in a national convention in the United States.39 More accurately, the platform reflected bimetallic sentiment that dominated western state Republican conventions throughout the depression. By pledging the party to maintain the “existing gold standard,” the 1896 financial platform implicitly endorsed the continuing circulation of silver and greenbacks. Further, the assertion that “Every dollar has been as good as gold” since 1879 was an endorsement of treasury preparedness to redeem all government currency. The declaration that the party oppose the free coinage of silver “except by international agreement with the leading commercial nations of the earth, which agreement we pledge ourselves to promote” was even more distressing to gold monometallists.40

As if McKinley's identification with silver and the party's support of international bimetallism were not enough to alarm financial reformers, leading Republican spokesmen publicly disapproved of the Indianapolis Monetary Convention's resolutions. No less a figure than the venerable John Sherman, the party's financial spokesman and the new administration's secretary of state, defended the party's financial policies and announced his opposition to “the movement proposed to retire United States notes from circulation. I believe it is easy to maintain a limited amount of these in circulation, without danger or difficulty. The maintenance in circulation of $346,000,000 United States notes, supported by a reserve of $100,000,000 gold, not only saves the interest on $246,000,000 of debt, but is a vast convenience to the people at large. The best form of paper money is that which is backed by the Government, and maintained at the specie standard.”41 Shortly after Sherman's announcement, Senator Orville H. Platt of Connecticut dealt the reformers another setback. Platt indicated that congressional leaders had no intention of pushing the financial issue during the approaching session and contended that “no legislation is now necessary for the maintenance of the gold standard. When we have replenished the treasury, restored public credit, and set the country's industries again on their feet, there will be enough time to look after the legal tenders, and to revise our, no doubt, disordered currency system.”42

While Sherman defended the greenbacks and McKinley represented the party's tradition of bimetallism, Charles G. Dawes became the administration's primary defender of the national bank notes. Dawes was a self-made businessman who practiced law in Nebraska for six years before moving to Chicago and building an impressive gas business. Mark Hanna recruited the energetic and efficient Dawes to head the Chicago fund-raising drive for the McKinley campaign. The politically sagacious Dawes rose rapidly in the party hierarchy and became a member of the executive committee of the Republican National Committee. McKinley appointed Dawes comptroller of the currency despite his lack of experience in banking. As comptroller, Dawes continuously frustrated reformers by opposing the expansion of note-issuing powers of banks. Dawes saw no danger in the greenbacks as long as the government redeemed them, and he thought that the bond security of the national bank note was a necessary check on overexpansion.43 To the financial press and the bankers, Dawes was hopelessly wedded to the idea that government was ultimately responsible for the money supply. The youthful Dawes belonged to “the generation of financiers who have grown up since the resumption of specie payments in 1879, who have always been accustomed to Government notes, have seen their better side, and cannot get over the prejudice against bank notes which the long protracted discussion of the greenback era seared into the minds of so many, especially in the West”44

While the new administration's support of bimetallism, the greenbacks and the national bank notes represented the party's traditional stand on financial issues, McKinley's new secretary of the treasury, Lyman J. Gage, typified “the best thought of the country with respect to currency reform” according to one financial editor.45 Gage appeared to be the only solid ally that the Indianapolis reformers had in the administration. Before the Civil War Gage began his career as a bookkeeper for the Merchants’ Savings, Loan & Trust Company of Chicago. He was president of the First National Bank of Chicago from 1891 until he entered the McKinley administration. As an organizer of The Honest Money League of the North West during the 1870s and a three-time president of the American Bankers Association, Gage was a dedicated supporter of sound money orthodoxy. Although nominally a Republican, Gage's view on the two leading issues of the day—the tariff and the currency--were closer to Cleveland's Democracy than the Grand Old Party of McKinley. Gage supported Cleveland for the presidency in 1884, but when Cleveland offered him the premier financial post in 1892, he declined. A staunch opponent of free silver, Gage consistently endorsed Cleveland's monetary policies during the 1890s. Since Gage firmly believed “that government must be taken out of the note-issuing business,” in 1893 he proposed that the government issue $200 million of bonds for subscription in treasury notes that the government would permanently withdraw from circulation.46

The sound money forces were jubilant over Gage's surprise appointment. McKinley's decision to select a respected Chicago banker without political aspirations rather than an established party figure won praise from the Commercial and Financial Chronicle. “Mr. Gage stands as the representative of plain dealing and a radical cure. Makeshifts and subterfuges, the tools of small politicians, are unknown in his practice and foreign to his character.”47 As if to draw attention to the lack of unanimity within the administration on financial issues, the Nation noted that “Mr. Gage is a believer in the gold standard without any ifs or buts. He is not for bimetallism, national or international.”48 Moreover, reformers assumed that Gage agreed with the Indianapolis platform since he was associated with Chicago commercial and banking interests that played an active part at that convention. Reformers took Gage's appointment as the administration's tacit acknowledgement that something was wrong with the nation's finances. Despite misgivings about the financial policy that the administration would pursue, Gage's presence meant that “the business interests of the country will be united in support of the new Administration at the beginning of its term: Whether this support will last depends on what is to happen later but with Mr. Gage at the head of the Treasury there can be no doubt that the Administration will start under the best auspices.”49

Despite the hopes that Gage's appointment aroused among the financial reformers, the realists saw that the secretary represented only one of many shades of financial opinion in the party. Within the upper reaches of McKinley's administration, Gage alone spoke for thoroughgoing reform while the president, Sherman and Dawes preferred to strengthen the existing system. The political conditions in Congress further discouraged reformers. The recent election brought a majority for the gold standard to the House, but bickering among members of the House Banking and Currency Committee greatly diminished the possibility of action. In the Senate western silver senators made up a block that held the balance of power and that was able to prevent any legislation that “discriminated” against silver50 The reformers further weakened their cause by premising the call for less government on the withdrawal of greenbacks. Congress wanted no repetition of the political upheaval over the greenbacks that marked the 1870s. Even in the House where there was a sound money majority a Republican representative maintained that the majority was “unalterably opposed” to the retirement of greenbacks.51 Finally, McKinley clearly saw that the politically wise strategy was to diffuse the emotional money issue and to encourage the popular desire for conciliation that followed the climatic election of 1896. Party harmony dictated caution, not an acceleration of the Cleveland administration's campaign against government involvement in finances.

McKinley and his top financial advisers were thinking less about reform than how they could extricate the nation from its financial difficulties without igniting a monetary debate that would split the party. When Republicans took office doubts remained about the ability of the treasury to maintain gold redemption. The favorable trade balance of the previous autumn strengthened the treasury gold reserve, but no one was certain that this auspicious development pointed to a long-term trend. The treasury continued to meet gold payments only because of Carlisle's last bond sale; yet, the outgoing administration demonstrated that successive bond sales were no solution to maintaining the nation's central gold reserve. The persistence of large federal deficits posed the most immediate threat to the continuance of gold payments. Three days before McKinley's inauguration the treasury issued a statement disclosing a deficit for February 1897 was over $57 million. As long as cash flowed out of the treasury to meet current expenses treasury redemption remained precarious. McKinley believed that strengthening the dollar ultimately depended upon stimulating industry, maintaining a favorable trade balance and eliminating the federal deficit.52

Although the new administration pledged to redeem all government obligations in gold, Republicans differed over the best way to maintain the gold standard. The depression of the 1890s convinced reformers that the party's traditional policy of maintaining a treasury Banks & Politics During the Progressive Era reserve was untenable. Gage expressed the reformers’ view that the business community could not trust the government to maintain the currency's value. He recommended that Congress transfer the redemption function to the banks and thereby eliminate political threats to gold redemption that unsettled monetary values. Gage clearly stated the administration's options in his Annual Report of 1897: “The condition of the Treasury in its relation to demand obligations requires that one of two steps promptly be taken. The one may be a larger reinforcement of the permanent gold reserve; the other may be an important reduction in the objectionable form of liabilities.” Gage strongly insisted that the latter alternative “is the more desirable.”53

Before McKinley's inauguration the financial press reported that the administration would dispel uncertainty surrounding gold payments by reinforcing the treasury gold reserve rather than reducing the government's “objectionable” liabilities. An unidentified banker close to the administration informed the Wall Street Journal that the administration planned to raise the tariff rather than pursue monetary reform. “No theories are to be tried... The financial question is regarded as important, yet it is believed that a tariff yielding adequate revenue will remove a great part of the difficulties which have been charged against the financial system.”54 While the economic benefits of financial reform seemed remote and obscure to the administration, the spokesman reported that the administration was certain “results can be obtained quickly” through higher duties.55

McKinley's inaugural address reflected the central importance of the tariff in the president's economic thought. He considered the restoration of higher duties the key to economic recovery and indispensable for eliminating the federal deficit. Higher duties would provide adequate revenue, reinforce the treasury gold stock and restore business confidence. In response to the president's call for a special session, Congress struggled with revising the tariff throughout the spring of 1897. After devoting particular attention to the need for additional government revenue, Congress passed the Dingley Tariff, and McKinley signed it on July 24, 1897.56

More disturbing to reformers than McKinley's policy of enlarging the treasury gold reserve was the president's announcement that an international silver agreement would “have early and earnest attention.”57 McKinley vigorously pursued an international silver agreement rather than adopt the Indianapolis call for gold monometallism. “Everything I can do in that direction will be done,” the president assured international bimetallists.58 The administration adopted this policy for sound economic and political reasons. The nation experienced a severe monetary contraction during the depression from which it had not fully recovered in 1897. Gold did not flow into the country in sizable quantities between 1892 and 1896. Although Cleveland's repeal of the Sherman Silver Purchase Act probably enabled him to maintain the gold standard, repeal prevented any expansion in the currency. With greenbacks frozen and the issuance of national bank notes unprofitable, the money supply stagnated during the 1890s.59 After more than four years without growth in the nation's currency, no important political or economic interest advocated contraction. Although the electorate rejected unlimited silver inflation in 1896, McKinley recognized that sentiment for monetary expansion remained widespread.

Throughout 1897 Gage consistently endorsed the policy of bank note expansion that financial reformers demanded. In order to “fill the vacuum” that treasury withdrawal of greenbacks involved, Gage recommended that Congress grant national banks additional “freedom of issue,” by amending the National Banking Act's restrictions on bank note circulation.60 Clearly, McKinley's inaugural pledge to work for international bimetallism was a severe setback for reformers advocating bank note expansion.

McKinley sought monetary expansion through international bimetallism because reformers’ demands to retire government money while expanding the bank note circulation were too hazardous politically. Following Gage's advice would sap the administration's political energies for uncertain economic benefits. All reformers premised their proposals for bank note expansion upon a concomitant withdrawal of greenbacks. Yet, since the 1870s the public equated greenback retirement with contraction of the money supply, and the fear of contraction that prevented the retirement of greenbacks during the 1870s remained potent during the depressed 1890s. Any move to retire greenbacks would certainly provoke a tidal wave of opposition in the predominantly agricultural South and West where the demand for hand-to-hand currency was great.

Support for greenback retirement was greatest among bankers and merchants in the metropolitan centers who believed that the benefits of retirement justified the risk of contraction. But the overwhelming majority of businessmen who vainly searched for signs of recovery in 1897 opposed any policy that threatened contraction. Henry Clews, a prominent Wall Street stockbroker, strongly opposed the reformers’ demands. Clews charged that Gage's demand to retire greenbacks would cause another depression--“the very thing that reduced securities and commodities to panic prices.”61 While Clews conceded that retiring greenbacks “would of course save the United States Treasury from being exposed to the suspension of gold payments,” retirement would restrict credit by depleting the major source of bank reserves. Clews predicted that “A severe depression in business, such as Mr. Gage proposed, would surely elect some such man as William Jennings Bryan as President of the United States in 1900.”62

McKinley probably never seriously considered reverting to the party's traditional policy of limited silver coinage. That policy risked a repetition of the unhappy events that followed the Sherman Silver Purchase Act--increased silver circulation that drove gold into hiding and that increased the burden of treasury gold redemption. Only through an international agreement could the administration resolve the dilemma of expanding the currency without lowering its value. An international silver agreement would enable the leading industrial nations to expand their money supplies simultaneously without threatening the underlying fabric of the international gold standard. Thus, for a variety of reasons McKinley was especially interested in international bimetallism. The widened monetary use of silver promised a “safe” method of expanding the currency, relieving the world-wide demand for gold and eventually reducing the pressure of gold redemption on the United States Treasury.

The Republican platform of 1896 and congressional action following the election paved the way for the administration's adoption of international bimetallism. In December 1896, a caucus of Republican senators appointed a committee to recommend plans for “an international conference of the leading commercial nations for the promotion of bimetallism.”63 On March 3, 1897, a Republican bimetallist, Senator William E. Chandler of New Hampshire, pushed through Congress an appropriation of $100,000 to finance the United States participation in an international conference. In April, the president appointed a special commission to work for an international silver conference in Europe. The commission consisted of three nationally recognized bimetallists--Senator Edward O. Wolcott of Colorado, the chairman of the commission, former vice-president Adlai Stevenson of Illinois and Charles J. Paine of Massachusetts.64

Although McKinley was careful never to exclude the possibility of reform in the future, during the early months of his administration he neither acted upon nor endorsed any of the Indianapolis resolutions. The administration's financial policy moved consistently against the thrust of the reformers’ demands. Instead of accepting the reformers’ premise that monetary changes would restore health to the economy, McKinley sought economic recovery through a higher tariff. Instead of reducing the financial power of the government by reinforcing the treasury gold reserve, McKinley fortified and entrenched government involvement in the financial system. Finally, sound money advocates unanimously opposed the administration's initiatives for an international silver conference as a dangerous departure from the gold standard.

Congress delivered the reformers a final rebuke by refusing to establish a monetary commission. Although McKinley recommended a commission in his inaugural address, he soft-pedaled the request because it might complicate action on the tariff. After months of procrastination McKinley sent the oft-heralded message to Congress requesting a commission during the closing hours of the special session.65 The House passed a bill providing for a commission practically without debate, but the Senate displayed no interest. Following the enactment of the Dingley Tariff the Senate adjourned as quickly as possible and allowed the commission proposal to die quietly in the Senate Finance Committee.66

Despite the agitation of politicians, economists, commercial bankers and merchants, the advocates of laissez-faire in banking made little headway. President Cleveland's rigid adherence to the doctrine did not solve the depression and provoked a revolt within the party that left the agrarians ascendant. Although Bryan's campaign against financial orthodoxy failed, the election of McKinley gave laissez-faire advocates little cause for optimism. The Hamiltonian tradition, a legacy of the Civil War Era, remained strong among Republicans, and, as the reformers soon discovered, the influences of rural Americans on the party's financial policies was considerable.

War, Expansion and Money

After a year of futile lobbying, reformers failed to secure the gold standard, reduce treasury monetary powers or expand the bank note circulation. McKinley politely demurred to the reformers’ request for reduced federal financial powers while he vigorously pursued bimetallism and won congressional passage of the Dingley Tariff of 1897. An even less receptive Congress brusquely dismissed their appeal for a monetary commission to study banking and currency conditions. Yet after 1897, the drift of economic and political events slowly pushed the nation toward financial reform. By 1898, three developments of significance for the Progressive Era were evident. An insatiable European demand for agricultural products and raw materials shifted the terms of trade in America's favor and brought a unprecedented inflow of gold. The Spanish-American War expanded the national debt and marked a resurgence of the treasury's power to regulate the nation's money market. Finally, a vigorous commercial and industrial expansion contributed to new pressure for expanding the currency and the volume of bank notes.

A combination of good harvests in the United States and poor harvests abroad initiated a new era of gold inflation that continued throughout the Progressive Era. Modest gold importations that occurred during the fall of 1896 and 1897 reached huge proportions in 1898. While the United States net export of gold was $79 million for the fiscal year ending June 1897, in the succeeding fiscal years, the net importations registered $45, $15 and $51 million. In addition to this increase in the gold stock stemming from favorable trade balances, new domestic production from the mines of Colorado and Alaska pushed the nation's total gold holdings to record levels in 1898. By April 1898, New York banks held over $136 million in specie and possessed large surplus reserves. The size of the treasury gold reserve impressively indicated the reversal in the country's specie position. The gold reserve climbed from $170 million in April 1898 to over $250 million by the end of the year. This abundance of gold signaled the growing financial strength of the United States and contrasted with the frantic demand for the precious metal during the depression. While the United States held 14 percent of the world's gold in 1897, by the outbreak of World War I it held nearly one-fourth. As these figures suggested, the trend that emerged in 1898 not only affected financial reform in the United States but had important international percussions.67 Although less spectacular than the gold inflow, the growing power of the treasury during the McKinley administration was equally significant for the future course of financial reform. The Spanish-American War completed the transformation of the treasury from an embattled institution tottering on the edge of insolvency during the depression to the powerful balance wheel of the financial system during the Progressive Era.68

Few would have predicted this outcome at the beginning of hostilities with Spain. Although the treasury gold reserve grew during the first year of the administration, the government was hardly in a strong position for war expenditures since it continued to experience budget deficits. War would certainly increase the demands on the treasury, possibly compelling the government to draw upon the gold reserve and prompting anxious holders of greenbacks to present them for redemption. As financial tremors sent the price of stocks and bonds plunging during March 1898, investors wondered if the government credit might once again become a fluctuating commodity. The Nation warned that “if war comes we shall be on a paper basis, which means that the Government will be bankrupt, within thirty days, unless a large loan is authorized and negotiated promptly.”69

Congress and the administration averted the dire predictions of the sound money press. After quickly appropriating $50 million for emergency defense funds, on June 13, 1898 Congress enacted the War Revenue Act that levied extensive internal taxes and that authorized the secretary of the treasury to issue $200 million of 3 percent bonds. The doubts of the financial press and bankers that the treasury could successively issue bonds not specifically payable in gold and bearing so low an interest rate vanished as the public rushed to subscribe to the “popular loan.”70 The administration avoided a confrontation with Congress over whether the government had the obligation to pay the bonds in silver or gold. Confronting the issue certainly would have involved an acrimonious debate over the standard and would have delayed indefinitely financial provisions for the war. Gage concluded that “While some savings of interest would doubtless be made by making bonds payable in gold ... it is better not to complicate the question by such a proposition at this time, but rather to let the proposed bonds stand upon the same basis as other public obligations. We must not divide in this hour,” the secretary concluded, “or distract the people from their patriotic purpose.”71 In addition to dropping gold redemption, Secretary Gage wisely issued bonds in denominations as low as $20 and gave priority in the allotment to subscribers for the lowest amount. The public response to the loan exceeded Gage's most optimistic forecasts and eliminated all doubts about the financial strength of the government. The treasury received over 230,000 subscriptions for $500 or less and over 88,000 bids for larger amounts. Gage speculated that this exhibition of the financial resources that the treasury mobilized “must have been scarcely less disheartening to our impoverished antagonists than was the destruction of their fleets. The success of the national loan thus became a factor--not quite so thrilling, perhaps, as the victories won by the army and navy, but hardly less potent in bringing the war to a speedy termination.”72

While the exigencies of war finance and nationalistic appeals muted the controversy over silver and gold, the Spanish-American War inaugurated an important and decisive period in the relation between the government and the banks. Frequent and regular treasury intervention in the money market characterized the postwar years. The treasury acquired potent means of influencing financial conditions--surplus cash, a huge gold reserve and enlarged national debt. The Dingley Tariff and the War Revenue Act filled treasury coffers and generated budget surpluses that prevailed until the United States entered World War I. As the primary beneficiary of the nation's increasing gold stock, the treasury amassed a gold reserve that dwarfed the specie holdings of European central banks. After the war, confidence in the government's redemption of its circulating obligations was so great that banks began settling public dues in gold. The successful bond sale not only advertised the public's confidence in government securities but also provided the government the means of affecting the financial condition of banks holding United States bonds. In short, the Spanish-American War played a large part in reversing the dependency of the treasury on the banks that characterized most of the 1890s.73

The trade reversal that brought gold into the country and the Spanish-American War that restored financial health to the government engendered a commercial and industrial boom that intensified the demand for currency expansion. As business increased and prices rose steadily, farmers, merchants and manufacturers absorbed unprecedented quantities of paper money. Westerners and southerners who relied little on banks soaked up paper money like a sponge. The farmers demanded ever greater amounts of currency to plant, plough and pay farmhands. Merchants required increased bank credit and currency on which to conduct a burgeoning domestic and foreign trade. Manufacturers demanded unparalleled volumes of credit for both fixed and working capital purposes. To bankers the Progressive Era was no time for restraint or retrenchment. Record profits beckoned--but only if the underlying monetary base increased enough to support an ever-expanding volume of credit.

The demand for additional money following the Spanish-American War was anomalous. The loudest cry for more money emanated from the very groups that were the custodians of The sound money tradition--the commercial and banking interests of the metropolitan centers. Throughout the 1890s they railed against “fiatism” and “inflation,” but as the postwar economic boom gathered steam, sound money advocates extolled the virtues of larger bank circulation and easy credit. The sound money advocates declared that businessmen and bankers could not find enough currency when the nation experienced the largest increase in the money supply since the Civil War. After remaining at a constant level between 1892 and 1897, the money supply increased 15 percent from 1897 to 1898, 17 percent from 1898 to 1899, 6 percent from 1899 to 1900 and 15 percent from 1900 to 1901.74

These unusually large increases in the money supply were apparently not great enough to satisfy the financial community. “The remarkable inflation of the circulating medium” that the Bankers’ Magazine commented upon in January 1899 seemed only to inspire calls for more of the same.75 Across the nation, chambers of commerce, boards of trade and bankers’ associations endorsed resolutions urging an increased bank note circulation. The Chicago Banker noted that an “unquenchable demand for money” persisted throughout 1899 and contributed to “stringencies” at the commercial centers when banks increased loans as fast as possible and whittled down their reserves to the legal minimum.76 The Chicago Banker declared that “a larger bank circulation is imperative,” adding that an increase offered the only means of “permanent relief. From every quarter,” it continued, “there is a cry for more paper circulation” and warned that “the country will have to face a greenback mania if some measure of currency expansion is not provided.”77 The Commercial and Financial Chronicle concluded that “the present cycle of industrial progress will have narrow limits” without currency legislation to satisfy the demand for a larger circulation.78

Reformers regarded the trends as auspicious. Abundant gold, they reasoned, would only smooth the way for its final acceptance as the only legally recognized standard. Mounting calls for currency would exert pressure on Congress to abolish limitations on bank note circulation. They especially wished to “emancipate” the bank note circulation from the bond-security requirements that the National Banking Act imposed. Finally, reformers were optimistic that recently enhanced treasury power would aid reform. With respect to the latter their aim was two-fold. First, they wished to neutralize the financial impact of government fiscal operation on the money market. Reformers charged that the gold and cash that poured into the treasury coffer after the war contributed to contraction and deprived enterprise of needed funds. Here was a popular rallying cry indeed. “The spectacle of the Government taking millions of dollars out of the circulation and locking them up in the Treasury vaults has called attention to the fact that not alone a gold standard, or the retirement of legal tender notes, is a solution of our financial ills,” the Bankers’ Magazine editorialized. “But besides this, there should be an abandonment of the hoarding of the Treasury surpluses.”79 Secondly, reformers wished to retire the government's paper money. They reasoned that the existence of a large treasury gold reserve and a fresh supply of bonds that grew out of the war made feasible a refunding scheme that would at least reduce, if not eliminate, all of the treasury's circulating obligations Specifically, reformers proposed that banks exchange the government's noninterest bearing debt, primarily greenbacks, in return for interest-bearing debt payable in gold. Thus, reformers hoped to turn treasury financial power against itself. They intended to use the financial good fortune of the government following the Spanish-American War as a means of permanently eliminating government paper money. “A full Treasury and an unprecedented stock of gold held by the Government,” declared the Bankers’ Magazine made the time for reform “most opportune.”80

After 1897, the growing popularity of gold and the waning appeal of silver simplified the reformers’ task. By the end of 1898, no hope for the widened monetary use of silver remained. In January 1898, Senator Wolcott reported to the Senate on the commission's inability to secure a European silver agreement.81 A disastrous plunge in the price of silver during 1897 and the refusal of England to reopen India's mints to silver were the primary reasons for the commission's failure. In addition, Wolcott blamed New York bankers in England, former Comptroller of the Currency Eckels and Secretary Gage for the lack of an agreement. Wolcott alleged that they “continuously assured English officials that bimetallist sentiment was dead,” and successfully undermined the negotiations.82 By the beginning of 1898, few agreed with Wolcott that bimetallism was “a living vital and growing force” in Europe.83 The collapse of the bimetallist policy meant that if the administration intended to pursue monetary expansion, it would have too find other means.

That the administration could rely less on silver inflation became obvious by 1898. The pressure for silver that was strong among western Republicans just two years earlier diminished greatly. Silver rapidly lost its appeal as European demand pushed up agricultural prices. Indicative of the trend was the price of wheat. By the spring of 1898, it sold for more than a dollar a bushel for the first time in 15 years. Gold advocates who had been defensive in 1896 rebutted the silverites’ contention that a rise in farm prices required additional silver coinage. The important congressional election of 1898 registered the change of public sentiment on the standard issue as free silver Democrats and Populists lost to Republicans who ran on gold platforms. The election results meant that gold standard Republicans in the House strengthened their majority. More significantly, the election weakened silver forces in the Senate.84 After the congressional election of 1898, the Nation observed that the standard issue was “no longer open to dispute inside the party.”85

The time had arrived for McKinley to cultivated the party's emerging consensus on gold and to prepare for another Democratic silver challenge in 1900. The president continuously linked gold to returning prosperity and spoke less ambiguously about the desirability of “good money” or the necessity of maintaining the “present Standard.” Following the Wolcott Commission's rebuff in Europe, he avoided references to the white metal entirely.86 In his annual message of 1897, the president spoke of his desire for legislation authorizing a larger treasury gold reserve and requiring the secretary of the treasury to recirculate redeemed greenbacks only in exchange for gold.87 In later messages he amplified his earlier request and more forcefully urged congressional action. In his message of 1899, McKinley observed that while the restoration of government revenues removed one source of financial embarrassment, it remained for Congress to “remove the only remaining cause for conferring the full and necessary power in the Secretary of the Treasury and impose upon him the duty to uphold the present gold standard.”88 In order to satisfy the demands for more currency, the president recommended that Congress expand the national bank note making them “more responsive to the peoples’ needs.”89

Although McKinley and his party were jumping on the gold bandwagon, the president remained cautious. He restricted reform to essentials--gold redemption--and rejected the more extensive and politically controversial demands. He favored retaining the existing system of government paper money, treasury gold redemption and national bank notes. His recommendation made relatively minor adjustments that eliminated public uncertainty over the treasury's ability to redeem all its obligations in gold. Despite the growing vulnerability of Democrats on the silver issue, reformers could expect no sound money crusade from the administration.

The McCleary Bill

Reformers struggled to unite behind a single proposal that might channel the public's new enthusiasm for gold toward more far-reaching changes than McKinley endorsed. The House Banking and Currency Committee considered several bills that differed widely in detail, but that shared the common objective of reducing treasury monetary power and transferring redemption and note-issuing exclusively to banks. The committee studied Secretary Gage's recommendation for financial reform that he submitted to Congress in his Annual Report of 1897.90 Representative Jesse Overstreet, an Indiana Republican on the committee, sponsored a bill that closely paralleled the Gage plan and that enjoyed more visible support than any bill in the committee. Overstreet based his bill on the Indianapolis Monetary Convention's report which was largely written by executive committee member James Laurence Laughlin. In addition to the Gage and Overstreet bills, Chairman Walker and Representative Fowler submitted their own bills.91 After failing to reach agreement within the Banking and Currency Committee to report any of these bills in March 1898, Walker appointed a subcommittee consisting of James T. McCleary, George W. Prince and John M. Mitchell to report a bill for the consideration of the whole committee. Within a month McCleary, chairman of the subcommittee, reported a bill that incorporated the mam features of the Gage, Overstreet, Walker and Fowler bills.92

When the House Banking and Currency Committee agreed to report the McCleary bill to the House, reformers finally had a concrete bill before Congress, and could cease scattering their forces on various plans. Yet, the committee reported the McCleary bill under less than favorable circumstances. Disagreement among the members on various sections of the bill was so great that the committee was able to report the bill only with the understanding that each committee member was free to offer amendments on the floor. Division among the reform-minded members of the House Banking and Currency Committee, where reform sentiment was far stronger than in the House generally, forced them to report a bill to which the majority of its members were not firmly committed.93

The McCleary bill departed significantly from banking practice that prevailed since the Civil War. The bill eliminated the treasury gold reserve and transferred responsibility for redeeming greenbacks from the treasury to banks that kept specie reserves for redemption. In exchange for this new responsibility the bill granted banks additional note-issuing freedom. The McCleary bill gave national banks the freedom to expand notes on the basis of their commercial assets rather than on the securities of United States bonds. This “assets currency” provision restricted notes to short-term commercial paper of less than 90-day maturity. Reformers believed that by restricting notes to short-term commercial paper banks held quick assets of certain liquidation. In order to protect the note-holder in extraordinary cases when banks issuing notes failed, the bill provided a guaranty fund that a small tax on banks financed. Proponents of the measure believed that the assets currency provision of the McCleary bill offered the country a currency that was the obligation of the issuing bank rather than the government and that automatically expanded or contracted exactly in response to the “needs of the trade94

The controversial note-issuing provision of the McCleary bill encountered opposition from the administration, from bankers and within Congress. The two leading financial officers of the administration-- Comptoller of the Currency Dawes and Secretary Gage--took opposing sides on the bank note controversy. Reformers first learned of Dawes’ public assault on assets currency when a Philadelphia newspaper published parts of the comptroller's Annual Report of 1898, that someone in the Treasury Department leaked to the press. The report was not only an attack on assets currency, but also a defense of the existing system of bond-secured bank notes and a warning to limit reform to the president's recommendations. The comptroller objected to the note issuing discretion that the McCleary bill gave bankers and defended the advantages of the relatively stable volume of bank notes that the existing system provided. “Under normal business conditions and in normal times,” Dawes asserted, “the inelasticity of the present note issue of banks causes but little inconvenience.”95 Moreover Dawes protested that the reform was unfair because it gave a preferential position to noteholders who held a liability that a first lien on all assets of the bank secured, over the bank's more numerous depositors.96

In addition to these rather technical objections to an assets currency, there was one more profound. Dawes believed that the government was responsible for guaranteeing the soundness of bank notes, and, like most Americans, he was skeptical of granting note-issuing powers to banks. The federal government and the general public had a stake in the system of bank notes that United States bonds secured. “The Government of the United States” declared the comptroller, “is not in such straits in connection with its present currency system as to compel it to enter into a plan of currency changes by which it in effect sells valuable and extended currency privileges to the National banks of the country in exchange for assistance from them in meeting its present Government currency obligations payable in gold.”97 Dawes reminded the reformers that in 1896 the nation voted to assure the value and safety of existing government currency, not to abolish it. The issue was “not the reformation of our present bank note currency, but the reformation of government currency. ... They are not now, nor have they been in favor of complicated or radical changes.”98 The comptroller was particularly concerned that a debate over assets currency threatened the financial program that McKinley outlined. “To press consideration of other proposed remedies at this time will prove a hindrance and obstruction to the adoption of this [the administration's] recommendation, which is plainly a step in advance.”99 After alluding to the lack of unanimity in the House Banking and Currency Committee on the McCleary bill Dawes suggested that Congress avoid the “vexed and complicated” assets currency provision. “Evidently time must elapse,” he added, “before even the friends of this particular kind of currency can be united in a measure.”100

Dawes’ attack stunned reformers. The sound money press refused to believe that the publication accurately represented the official report. “If Mr. Dawes has put any such nonsense as this in his report,” opined the Nation, “it is fortunate for him that there is still time to take it out.”101 Dawes astonished the Chicago Banker “by his positive declarations and his open antipathy to the views of the Honorable Secretary of the Treasury.”102 That Dawes “appears to have been the spokesman for the President on monetary matters” was even more distressing since the thrust of the Dawes report was opposition “to any change from the present mixed system of government issue and bond-secured notes.”103 The Commercial and Financial Chronicle branded the report a “thoroughly unsound” document replete with “fallacies and misconceptions.”104 “We may be sure,” it predicted, “that those who from the first opposed currency reform will be quick to seize upon these complications and cite them as attesting the correctness of the attitude against almost any new plan.105

If the comptroller intended to arouse the opposition of the diverse banking interests of the country to assets currency, he certainly succeeded. In the South numerically dominant state bankers in small communities regarded national banks as arms of a vast banking monopoly that threatened local enterprise. Since Congress drove state bank notes out of existence by a 10 percent tax in 1865, these institutions strongly opposed extending any new circulation privileges to national banks. Unlike the small, rural state bankers, the larger state bankers and trust companies of the urban centers felt no deprivation because they could not issue notes. After the Civil War these institutions grew spectacularly by building a large deposit and loan business. On the other hand, they had no particular reason for supporting the McCleary bill. Existing banking laws gave these state banks and trust companies a competitive advantage over rival national banks that the state institutions did not wish to disturb.106 The freer bank note circulation of the McCleary bill might have won the support of national banks, but most national bankers concluded that other considerations outweighed the apparent advantages of the assets currency provision. Assets currency was attractive to interior metropolitan bankers faced with heavy demands from the less developed regions that relied on hand-to-hand currency rather than deposits. A midwestern banker who was a participant at the Indianapolis convention forcefully stated their case for assets currency. “It is important for banks to have liberal note issue privileges, both because these banks need to use their credit in this way as a source of profit, and because their constituencies want just this kind of accommodation.”107 While urban bankers anticipated increased profits, small-town bankers dreaded the competition assets currency brought. Small national bankers situated near large urban centers were certain that the notes of the larger institutions would invade their communities. These less favorably situated banks faced another source of competition if Congress passed the McCleary bill. The bill included a branch banking provision that excited the vehement opposition of country bankers. For these reasons the country national bankers united in opposition to the bill.108

While many of the larger national banks supported the principle that banks rather than the government should issue the nation's currency, the assets currency provisions of the McCleary bill did not enlist their support. After the Civil War note issuing fell into disuse among the largest eastern banks of the commercial centers and these banks were skeptical that the uncertain profits of issuing notes on commercial assets outweighed the additional costs and risk of assuming the treasury's burden of redeeming greenbacks in gold. Secondly, these eastern banks held large quantities of United States bonds. For example, following the Spanish-American War the ten largest New York banks held over $390 million of government bonds. This was a sizeable portion of the total national debt that slightly exceeded $1 billion. By shifting the security for bank notes from the United States bonds to commercial assets, the McCleary bill adversely affected the market for government bonds and diminished the value of the largest banks’ assets. Finally, many large bankers feared that the McCleary bill weakened their hold on the nation's small, scattered institutions. The Bankers’ Magazine reported “a feeling of great uncertainty on the part of the great financial institutions as to the wisdom of taking so radical a step as that proposed in the McCleary bill. ... Probably most experienced bankers in the country would prefer to go without the privilege of issuing their own notes upon the security of assets rather than to have it extended without distinction to all the banks of the country.”109

As the McCleary bill experienced opposition from the administration and indifference or hostility from bankers, chances of favorable congressional action grew remote. Speaker of the House David B. Henderson of Iowa and the party floorleader, Charles H. Grosvenor of Ohio, were reliable McKinley lieutenants who were thoroughly committed to the president's recommendations. Joseph G. Cannon, chairman of the Appropriation Committee, was one of the most vocal opponents of assets currency in the House. Ebenezer J. Hill, chairman of the critically important Committee on Coinage, sponsored his own bill that provided for an enlargement of bond-secured bank notes.110 Conditions in the Senate were even more discouraging to reformers. The powerful “Senate four”--John C. Spooner of Wisconsin, Nelson W. Aldrich of Rhode Island, Orville H. Platt of Connecticut and William B. Allison of Iowa--remained wedded to bond-security. Chairman of the Senate Finance Committee, Senator Aldrich was in a powerful position to defend bond security and squelch assets currency reform. While these leaders were among the most conspicuous opponents of reform, they were by no means out of touch with the mainstream of the party. Doubtful of assets currency's economic merits and certain of its political liabilities, Republicans remained hesitant to grant additional note-issuing power to banks.111

Harassment from the administration, hostility from bankers and overwhelming opposition in Congress frustrated the reform drive. The financial program of the administration was much less ambitious than the far reaching changes of the McCleary bill. Most bankers opposed the bill because their competitors might gain advantages. Congressional leaders were strongly committed to bond security, and most congressmen feared a public reaction against legislation that appeared favorable to bankers. The McCleary bill was the most promising legislation that reformers could advance. It retained their basic demands while eliminating the most politically objectionable features of the other bills in the House Banking and Currency Committee. But by 1899, they clearly failed to translate the growing demand for currency into political support for the McCleary bill. In an awkward series of parliamentary moves on January 17, 1899, McCleary withdrew the bill from the House calendar.112

The Administration Bill in the House

During the McKinley administration, American financial resources grew enormously. Underlying the financial expansion was the increase in the nation's gold stock. Gold flowed into the United States at record rates throughout McKinley's first term. By 1899, almost all doubts about the soundness of the dollar faded as the treasury gold reserves reached $400 million and gold redemption of paper money became as certain in the United States as in any country in the world.113 Of far greater monetary significance than the treasury gold hoard was the increase in bank reserves. The reserves of the New York banks reflected the nationwide trend. The reserves of the country's largest and most powerful banking combination, the New York Clearing House banks, rose from $142 million in 1896 to $228 million in 1899. As reserves grew the public slowly regained confidence in the banks. The deposits of national banks increased from just over $5 billion in 1896 to nearly $7 billion in 1899. The 139 bank suspensions of 1896 dwindled to only 32 by 1899. The growing health and expansion of the banking system would have been impossible without the increased production of gold and the large imports that financiers enthusiastically greeted. With greenbacks frozen at $346 million and coinage provisions of the Sherman Silver Purchase Act repealed, gold remained the only means of significant monetary expansion. Not since the California discoveries of the 1840s and 1850s had Americans enjoyed the economic boom fueled by gold inflation.114

This abundance of gold was of overriding political and economic importance for the Progressive Era. Banks had plenty of money to lend, and the buoyant economic optimism of that era meant that there would be no shortage of takers. Banks were under an irresistible pressure to remain “loaded up” from various sources. Merchants of the interior and the eastern seaboard sought “accommodations” in order to move the growing volume of domestic and foreign commerce. Industrial leaders, with the cooperation of the nation's largest and most powerful banks, laid schemes for building up American industry. Their efforts to reorganize America's key industries and build up the nation's productive capacity required funds on a scale never before contemplated. As agricultural prices rose, farmers put more land into production and required additional seed, fertilizer and farm workers. If they were to meet these expenses and get their crops to market, they needed more cash. Finally, the federal government made new demands on the banks as it embarked upon a new imperial foreign policy. While the relatively modest loan of 1898 caused little tightness on money markets, the ultimate cost of the nation's new role in world affairs remained uncertain. The far-sighted believed that the government would make similar demands in the future. One New York banker tersely stated the central fact of Progressive Era finance: “The decade from 1896 to 1906 was the period of the most gigantic expansion of business in all American history. ... The cry everywhere was for money--more money--and yet more money.”115

Bankers did not hesitate to meet the demand. After years of depression and retrenchment bankers yearned for prosperity as much as anyone. In the United States bankers had always been attuned to meeting demand, rather than putting on the financial brakes. Like other Americans most of them had been impatient with a slow, steady economic expansion. Gage echoed more than a century of American banking experience in his Annual Report of 1899. “It is his [the banker's] interest to promote, as best he can, the conditions favorable to the prosperity of the community.” Bankers’ solvency, he added, “depends to a large degree upon continued activity and industry in trade.”116 As quickly as the banker acquired gold or legal tenders that bolstered reserves, he increased loans. During the McKinley years bankers whittled their reserves to the legal minimum. By 1900, they operated on a dangerously narrow base. Treasury officials watched the trend closely, fearful that severe financial stringency, if not a panic, was on the horizon. In his report of 1899, Gage observed that “The diminishing ratio of cash reserves puts a strain on the expanding movement and impedes further development in that direction.” For good reason the secretary reminded financiers of the “delicate nature of their duties” and the “many hazard” that they confronted.117

The administration did everything within its power to keep the economic boom going. When Secretary Gage took office, he indicated that the McKinley administration would not merely hope for financial stability. The secretary indicated that he would use all the devices that the treasury evolved since the Civil War to stabilize the nation's financial system. Gage followed a long-established treasury practice of prepaying interest on the public debt at tactical periods in the year. He purchased government securities in the open market to relieve money market tension that developed during 1899. He increased the number of depository banks to 444 and increased government receipts in national bank depositories by over $40 million. To meet the increasing demand for paper money, Gage issued gold certificates in 1898 and replaced large notes with smaller issue. No secretary of the treasury had devoted as much energy to stabilize financial conditions as Gage. While the secretary strongly advocated that the government “get out of the banking business,” he apparently believed that the time to implement such a policy had not arrived.118

The importance of maintaining economic good times was equally obvious to congressional leaders. Like the administration, they were contemplating the uncertainties of the approaching election year of 1900. A sudden financial disturbance that sent interest rates skyrocketing and money into hiding would surely reignite the money issue. Silver advocates would blame the panic on the party's repudiation of silver. Goldbugs, eastern Democrats and the sound money press would blame the panic on the party's unwillingness to squarely face the need for a thorough financial house cleaning. The political consequences in the Midwest could be disastrous. Since many freshmen congressmen from that region campaigned strongly for gold in 1896 and 1898, a shift in public sentiment toward the cheaper metal would damage the party badly. If the money issue dominated in 1900, party leaders were not confident that they could submerge their differences as successfully as they had done four years earlier.

As the election year approached, Republican congressional leaders grew receptive to financial legislation. Following the withdrawal of the McCleary bill, on February 2, 1898, a Republican House caucus authorized Grosvenor, the caucus chairman, to appoint a committee of 11 to consider financial legislation and to report to the Republican caucus at the first session of the 56th Congress the following December. The caucus committee reflected regional balance and the spectrum of financial opinion of the party in the House. It was made up of key House members rather than the leading reform advocates and included Speaker Henderson, Sereno E. Payne of New York, chairman of the Ways and Means Committee; and John Dalzell of Pennsylvania, a member of the crucial Committee on Rules. Any financial measure that had the support of these leaders, Grosvenor reasoned, stood a good chance of receiving the support of the Republican representatives after proper consideration by the party caucus.119 Other committee members included William C. Lovering of Massachusetts, Charles Curtis of Kansas, Page Morris of Minnesota, Eugene Loud of California, R. B. Hawley of Texas, J. W. Babcock of Wisconsin, Winfield Kerr of Ohio and Jesse Overstreet of Indiana. Conspicuously absent from the caucus committee were congressmen on the House Banking and Currency Committee or the Coinage Committee. The strategy of the party leaders was clearly the elimination of representatives Fowler, McCleary and Hill who were committed to specific bills.120

The caucus committee faced challenging political and economic tasks. According to the Chicago Banker, the House leaders appointed the committee “for the purpose of unifying the party on the financial issue.”121 The leading midwestern sound money publication added that the committee must “reach agreement as to the scope of a bill that the party will undertake to put through Congress and which leaders believe will strengthen rather than weaken the party in the approaching presidential campaign. The problem is one of political expediency.”122 With respect to the standard of value the committee had little difficulty reaching agreement. After the congressional elections of 1896 and 1898, a strong Republican consensus emerged on the need for gold legislation. Never in the history of the party had such unanimity on the standard existed. With gold flowing into the country in unprecedented quantities, rarely had financial “duty” coincided so happily with political advantage. The committee quickly agreed upon a gold provision based upon “the President's recommendations” establishing a separate gold reserve and prohibiting treasury issuance of greenbacks except for gold.123” A knottier problem confronting the committee was of equal significance. “Meeting the necessity for the growing volume of business in the country,” predicted the New York Times, “is likely to prove the most troublesome problem for the committee.”124 During the 55th Congress, the House Banking and Currency Committee illustrated the difficulty of reaching agreement on currency expansion. How much more difficult would it be for the caucus committee to decide on a plan to inflate the currency that would be acceptable to all Republican House members? Their options were few. By 1899, the party emphatically rejected greenbackism and free silver. During the 1890s, Republicans unsuccessfully pursued both limited silver coinage and international bimetallism. Expanding bank notes remained the only alternative acceptable to the caucus committee.

As the committee deliberated, they met with no shortage of advice. Treasury officials looked to the committee to take steps that would “afford relief in the future for the monetary stringency.”125 Secretary Gage repeated his case for an assets currency before the committee. Other treasury officials favorable to the reform, including Treasurer Ellis H. Roberts and Director of the Mint George E. Roberts, either met with the committee or presented their views in writing. Hugh H. Hanna also appeared before the committee on behalf of the Indianapolis Monetary Convention.126 Shortly after the selection of the caucus committee, the executive committee held a strategy meeting in New York City and decided that Hanna should continue to lobby for the adoption of the Indianapolis scheme. The sound money lobby lowered its sights and the executive committee authorized Hanna to endorse modifications that adhered to “the principles of the gold standard and a flexible currency adequate in volume to the needs of trade.”127 The executive committee's retreat was a concession to congressional political realities. Overstreet, a representative from Hanna's home district of Indianapolis, was the only member of the caucus committee solidly in their camp. Moreover, early in the committee's deliberations, Chairman Henderson announced that his committee would recommend no measure that all committee members could not endorse. To a majority of the members, departing from bond-secured bank notes was not only a risky financial policy, but a hazardous political move. If the Republicans enacted an assets currency measure, the opposition would certainly charge in the approaching election that they had granted banks new note-issuing powers.128 Word soon leaked to the press that the caucus committee would not propose “radical” change and that they “unanimously turned down the assets banking scheme of Mr. Gage.129

As the 56th Congress assembled, Speaker Henderson revealed the details of the caucus measure. He conceded that the caucus committee bill did not authorize “a scientific system of currency,” but it would “establish in law the gold standard, the greatest and most essential point in a sound and practical monetary standard.”130 The first part of the caucus bill defined the dollar in gold and made the government debt, “now existing and hereafter to be entered into,” payable in gold. Similarly it made non-interest bearing obligations--greenbacks and treasury notes of 1890-- payable exclusively in gold. Secondly, the bill established machinery to maintain gold payments and prevent the “endless chain” that drained the treasury of gold during the 1890s. A new Division of Issue and Redemption in the treasury held a gold reserve that the measure gave full legal status and separated from the treasury's general revenue fund. The bill “authorized and required” that the secretary of the treasury use the gold reserve to maintain “at all times the parity and equal value of every dollar issued or coined by the Government.” Should the gold reserve dwindle, the bill provided that the secretary sell United States bonds payable in gold at a rate not exceeding 3 percent. Finally the caucus bill provided for modest currency inflation. Having rejected the more expansionary assets currency proposals, the caucus committee tried to enlarge the existing bond-secured currency. They amended the National Banking Act so that national banks could issue bank notes equal to the par value of United States bonds, rather than 90 percent of their value. Secondly, to encourage circulation the bill shifted the tax on national bank notes to 1/10 of 1 percent of national banks’ capital, surplus and undivided profits. To foster national banks in rural areas, the bill reduced from $50,000 to $25,000 the minimum capital required to establish national banks in towns with populations below 2,000.131

On December 6, 1899, the Republican caucus met to consider the committee's bill. After two hours of debate and the addition of a couple of minor amendments, the caucus unanimously approved the measure. Jubilant House leaders felt that they had broken a crucial impasse since Republican representatives had not exhibited such unity on financial legislation in years. To Henderson and Grosvenor the agreement at the caucus seemed the reward for almost a year of quiet work.132 Grosvenor proudly proclaimed that “There never was a caucus in this House which came together with such unanimity of purpose as that which endorsed this bill.”133 In order to push the bill through the House as quickly as possible, party leaders decided to bring up the bill for immediate consideration under a special House rule and to force a vote after no more than a week's debate.134 Sponsors of the caucus measure, House Bill 1, emphasized its gold provisions. Overstreet, who introduced the bill, stated that “To dispel all lingering doubt from the mind of the public and to give a clear expression to the nation's purpose relative to its monetary standard is the object of the legislation.”135 House members added nothing to the debate over the standard issue that congressmen had not repeatedly stated during the previous two decades. On December 18, House leaders brought an end to the languid debate and ordered a vote on the bill With the support of every Republican representative and 11 eastern Democrats, the bill passed by a vote of 190 to 150.136

The Bill in the Senate

Although the House declared for gold with almost unseemly haste, Senate leaders approached financial legislation gingerly. Aldrich, Platt and Allison--the three most powerful Republican members of the Senate Finance Committee--feared a debate on the standard. Silver forces remained stronger in the Senate than in the House and, under the rules of the Senate, they might prolong the debate all through the session, disturb party harmony and endanger the success of the national ticket in 1900. Throughout the year the Senate leadership indicated little disposition to act on financial legislation. During the summer members of the caucus committee tried to arrange a joint meeting with the Finance Committee, but nothing came of the overture. More fundamentally, they did not wish to identify the Senate with the strong gold measures acceptable to the House. Finance Committee members did meet informally during the summer, but, apparently wishing to keep their options open, they agreed upon no concrete measure. During the fall the Finance Committee was dormant and its members tight-lipped. As a result, when Congress convened in December, the nation had no idea whether the Senate leaders would propose legislation compatible with the House caucus bill.137

The Finance Committee met a few days before the opening of the new session, agreed upon a bill and authorized Aldrich to report the committee's bill as a substitute for the House bill as soon as the Senate received it.138 In accordance with this plan on January 4, 1900. Aldrich asked for consideration of the Senate substitute bill. On January 17, debate began on Senate Bill 1, “a bill to affirm the existing standard of value, to maintain the parity in value of all forms of money, to refund the public debt, and for other purposes.”139 In explaining the Finance Committee substitute to the Senate, Aldrich stressed that “no departure is intended by this bill from the public policy which was adopted years ago and has been consistently adhered to through successive administrations.” The standard provisions merely embodied in “new and more positive terms the law and the practice ... as interpreted and carried out in the administration of the Treasury Department since the resumption of specie payments.” The first part of the committee's bill contained “a new and more emphatic pledge on the part of the United States that all forms of money shall be at all times maintained at an equality of value with the gold adopted as the standard.” Like the House bill, the Senate substitute defined the dollar in gold and provided that the treasury redeem greenbacks and treasury notes of 1890 exclusively in gold. The Finance Committee dropped the House's ambiguous promise to pay all interest-bearing obligation in gold; instead, the substitute specified gold payment on the principal and interest of future debt only. The outstanding debt remained payable in either metal. To secure gold redemption, the Senate bill established a gold reserve of $150 million, but it did not divorce the gold reserve from the government's general fund as did the House bill. Instead, it provided a set of elaborate regulations that interlaced the gold reserve with other treasury operations and left at the secretary's discretion the interchange of gold and redeemed notes between the reserve and the general fund. As a last resort, if the gold reserve fell below $100 million, the Senate measure directed the secretary to sell 3 percent government bonds payable in gold.140

The most important difference between the House and Senate bills was the latter's inclusion of a plan to refund the national debt. The refunding provision called for the treasury to exchange the outstanding United States bonds for new 2 percent, 30 year bonds payable in gold. The substitute bill authorized the payment of cash bonuses to holders of outstanding debt as an incentive for them to exchange their bonds bearing between 3 percent and 4 percent for the lower 2 percent bonds.141 Refunding served the double purpose of strengthening the government's credit and expanding the national bank note circulation. The credit of the government must be second to none, Aldrich argued. He frankly declared that the country's new foreign policy meant “large disbursements for some time to come” and a consequent enlargement of the public debt should current receipts prove inadequate. Refunding would “place the credit of the United States on a higher plane than is occupied by ... any other country,” resulting in advantages “impossible to overestimate.”142 Refunding would not only benefit the government, but would increase the nation's currency supply. Since the bulk of the national debt was payable within the next eight years, extending the debt would give the national bank note a new lease on life. The Finance Committee hoped that the availability of long-term United States bonds payable in gold would make the issuance of national bank notes more profitable and would reverse the long decline in bank note circulation. To increase both the incentive to refund the national debt and to expand bank notes, the Senate bill reduced the tax on circulation secured by new bonds. “If the provisions of this bill were enacted into law,” Aldrich predicted, “we may reasonably expect a considerable increase in the national bank note circulation in the near future.”143

The exact origin of the refunding scheme--“the controlling idea of the [Senate] measure” according to the Commercial and Financial Chronicle--was obscure.144 The New York Times described the refunding provision as the pet of Mr. Aldrich and the Treasury Department.”145 The Times reported that Gage, “has never openly assumed the responsibility for it,” although the department “has had a quiet desire to see it included in the law.”146 Throughout 1899, Gage considered the feasibility of a refunding scheme, but as late as the middle of November, he believed that it was “too early...to push the refunding proposition forward for consideration.” As monetary stringency progressed during the fall, Gage became increasingly convinced of the merits of refunding. The policy would shift the government debt from individuals and institutions holding bonds as investments or as security for government deposits to national banks that would use the new bonds as security for national bank notes. “One of the troubles of the situation,” Gage wrote A. Barton Hepburn, vice president of Chase National Bank of New York, “is that it pays better to put up bonds to become a depository than it does to put up bonds against circulation. This induces many banks to hold back from issuing notes, and to cry aloud for depository privileges.”147 The administration certainly had no objections to enhancing the government's credit and expanding the money supply. In fact, before Congress assembled in December, Secretary Gage strenuously urged that the Finance Committee include a refunding provision in the Senate financial bill. As the government's premier financial officer, Gage saw the need and the opportunity to bring order to the national debt after nearly a decade of financial turmoil. Exchanging the 3 percent, 4 percent and 5 percent bonds for 2 percent gold bonds would simultaneously reduce the government's interest payments and raise the value of its securities. More immediately, refunding and the consequent expansion of national bank notes would relieve the growing pressure on the money market.148

On the increasingly important question of bank note expansion, Secretary Gage was at least pragmatic, if not consistent. Reformer Gage was philosophically disposed toward an assets currency. Economically, he was certain that reform offered the only means of meeting the growing monetary needs of the country. But the refusal of the caucus committee to adopt the reform left the secretary the choice of working for the largest possible expansion of the existing bond-secured currency or risking a financial crisis during an election year. Between these two alternatives there was little doubt which Secretary Gage would choose. The fact of crucial importance for the Senate leadership was that the administration strongly endorsed refunding and all the expansionary possibilities it opened.

The Finance Committee took every precaution not to alienate silver senators. The Senate substitute took much of the bite out of the House's strong gold provisions. The greater monetary expansion of the Senate bill, they calculated, surely appealed to the West. Finally, pressure for silver senators prompted Senate leaders to accept two amendments. One amendment declared that “the provisions of this Act are not intended to preclude the accomplishment of international bimetallism.”149 The second amendment was similar to the House bill's amendment to the National Banking Act that made it easier to establish national banks in rural areas. This amendment authorized the establishment of national banks with a capital of $25,000 in towns with less than 4,000 inhabitants. After the incorporations of these amendments almost all Republican senators stood solidly behind the Finance Committee bill. The Senate vote, like that of the House, was strongly partisan. With only three exceptions Republicans supported the substitute that passed 46 to 29 on February 15, 1900.150

Henderson appointed Overstreet and Brosius, Chairman of the Banking and Currency Committee, as the Republican members of the conference committee. Both promised a strong fight to retain the House's unequivocal gold provisions and to eliminate the Senate refunding scheme if possible. But when the conference committee reported on February 23, it was apparent that the Republican Senate conferees, Aldrich and Allison, prevailed. The conference committee not only retained the Senate refunding scheme without any important modifications, but recommended the weaker gold standard provisions of the Senate substitute. To make the bill more palatable to silverites, Aldrich and Allison inserted an amendment declaring that “nothing contained in this Act shall be construed to affect the legal-tender quality as now provided by law of the silver dollar, or of any other money coined or issued by the United States.”151 “The House conferees,” complained the sound money press, “have accepted pretty nearly all that the Senate insisted on, and have not succeeded in retaining in exchange all the features of their own bill which were of greatest value.”152 Despite the Senate's rout of the House in the conference committee, party leaders in the lower chamber were not going to break ranks with the Senate or the administration. The vote on the conference committee bill in both houses was largely along party lines. On March 6, the conference report passed the Senate by a vote of 44 to 26. A week later the measure sailed through the House 166 to 120. On the following day Overstreet presented President McKinley a gold pen that he used to sign the bill into law.153

An expanding economy, an enlarged federal debt and an abundance of gold provided the framework for Republican financial legislation. The Gold Standard Act reflected the party leaders’ basic satisfaction with the financial status quo and their desire for a moderate expansion of credit within the existing structure of the National Banking System. The legislation united Republicans on financial issues for the election of 1900, and enabled them to crush Bryan who made an ineffective attempt to revive the silver issue. Following the election Republicans confronted the formidable task of maintaining financial peace in the party while meeting competing financial demands in a growing economy.
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CHAPTER III

Republican Financial Deadlock, 1901-1904

Rising prices, profits and incomes enabled President William McKinley and the Republicans to pass the Gold Standard Act and deliver a decisive defeat to William Jennings Bryan and the Democrats in 1900. Ironically, the prosperity that helped Republicans build a national electoral majority made party harmony on financial issues difficult to sustain. The country was in the midst of a fundamental economic shift. An era of low interest rates, deflation, falling farm prices and extensive investment in land and equipment was coming to an end and was giving way to a 20 year period of high interest rates, rising farm prices, inflation, intensive investment and corporate consolidations. As the economy expanded and “tight money” replaced low interest rates, the nation's industrial, commercial and agricultural interests bid for limited financial resources. By the time that an assassin's bullet catapulted Theodore Roosevelt to the presidency in 1901, the National Banking System was under increasing pressure to meet the growing demands of competing interests.

The reversal of economic trends that was evident by 1900 altered the relation of America's industrial, commercial and agricultural sectors and unsettled the politics of the Progressive Era. The wave of corporate mergers at the end of the 1890s and the rise of investment banking as a dominant force gave Wall Street distinctive features. A phenomenal resurgence of domestic commercial activity strained the capacity of the National Banking System and heightened the demands of interior commercial bankers to relax restrictions on banking. The nation's prospering and rapidly multiplying country banks were suddenly in a position of financial strength vis-a-vis their metropolitan counterparts. Adjusting the competing financial needs of these economic interests became one of the most difficult and intractable political problems confronting Republicans during the Roosevelt administration.

Wall Street

For most of the nineteenth century, New York was the commercial center of the country and its largest and most powerful banks were commercial banks that grounded their business in the extension of loans to merchants and shippers engaged in domestic and international trade. By 1900, the nature of New York banking had markedly changed. While New York continued to be the commercial hub of the nation, it became the country's corporate headquarters. The specialization that had separated private investment banking from the more publicly regulated commercial banking was breaking down under the weight of meeting the financial needs of America's giant corporations. Banks made fewer loans for commercial purposes and developed a corporate clientele that the banks helped to finance by creating and selling securities. The trend toward investment banking received a powerful impetus from the financial needs of the Civil War and the establishment of the National Banking System. The nation's leading private investment bankers, most notably Jay Cooke and J. P. Morgan, took the lead in the sale of United States government bonds and drew into their efforts important New York national banks. The successful rise of George F. Baker's First National Bank of New York was intimately linked to government bond sales and refinancing. From the financing of large-scale government needs, the bankers made a natural transition to the financing of railroad and other industrial enterprises. The dramatic rise of James Stillman's National City Bank of New York during the 1890s was primarily attributable to Stillman's establishment of relations with leading industrial and transportation enterprises, with commercial banks across the country, with the brokers of Wall Street and with the federal government. By 1900, investment banking had become the major force on Wall Street and New York's largest banks’ role in the economy and relation to the business community had changed dramatically1 Thomas F. Woodlock the editor of the Wall Street Journal, noted that “our banks are very largely directed by men who are themselves prominent in the management of railroad and industrial companies. ... New York bankers are, with few exceptions, steeped in the atmosphere of the stock-market business, and the ticker takes a good deal of their attention.” Woodlock clearly recognized that the alliance between banks and the largest corporations could become a major source of financial instability. “If ever we have serious banking trouble, it will come from this fact.”2

The development of a complex network for formal and informal relations between the nation's largest banks and the treasury was another trend intimately associated with the rise of investment banking. The giant National City Bank provided a striking illustration of how the rise in investment banking was linked to government fiscal policy. The Standard Oil Company gained a hold on the bank in 1893 and began to use the National City Bank as a financial agent. Stillman became president at the time of the Standard Oil acquisition and led the bank out of the depression of the 1890s to a position of leadership on Wall Street.3 National City Bank prospered not only because of its relation to Standard Oil, but because Stillman aggressively cultivated relations with the Treasury Department by participation in the sale of government securities. Stillman persuaded Frank A. Vanderlip, Secretary of the Treasury Lyman J. Gage's young assistant, to join the bank. A former financial editor for the Chicago Economist, Vanderlip played a key role in financing government loans during the Spanish-American War. “As Assistant Secretary of the Treasury I had charge of all the relationships between the treasury and the National Banks.” Vanderlip moved from the treasury to a top Wall Street position without any experience in banking and “began to write letters to some of these acquaintances soliciting the accounts of their banks for the National City Bank.”4 Vanderlip made the National City Bank the nation's largest holder of interior bank deposits that the bank used to support its lending operations.

While the interchange of personnel between the treasury and the National City Bank helped build the bank's resources, the cooperative relation between the bank and the government continued after the Spanish-American War. When interior depository banks withdrew cash from New York and threatened a contraction of loans to New York-based corporations, Secretary Gage rewarded the banks for good behavior during the war by depositing government funds, prepaying interest on the public debt or buying government securities in the open market.5 Although many New York bankers resented the growing link between government and finance, others regarded the government intervention in the money market as essential and praised the treasury. Vanderlip referred to the treasury as “a wonderfully well organized commercial machine.”6

Not all New York bankers were enthusiastic about the trend toward investment banking and Wall Street's growing dependence upon the treasury. A. Barton Hepburn of the Chase National Bank deplored both developments and worked to reverse them by joining with La Salle Street bankers to advocate reforms that placed the banks on a more commercial basis. “The purely commercial function as formulated in textbooks and laid down by the course as a business of the bank, fails fully to describe the banking of today,” Hepburn noted. “Banks of discount and deposit have become large owners of securities.”7 Perpetually “loaned-up” to their corporate clients, Wall Street banks experienced difficulty meeting the country banks demands for cash payment because they depended upon an uncertain stock market as a source of funds. The situation was a standing invitation to government intervention in the money market that Hepburn found repugnant. “To magnify and extend the functions of government is surely the tendency of the age,” Hepburn said with resignation. “The relations between the management of our great industries and the government are necessarily close. ... The continual extension of the sphere of governmental control and subsequent narrowing of the sphere of individual influence cannot be regarded, I think, except with some feelings of apprehension. It is this tendency that makes it so difficult to take our government out of the banking business.”8

The political implications of the rise of investment banking were as great as the development's economic significance. The intimate relation between industry, banking and government that had evolved under the National Banking System suggested a Hamiltonian union of wealth and political power that posed a potentially serious threat to the dominant Republicans. Party leaders recognized that the National Banking System had provided the governmental underpinning for funding America's economic rise after the Civil War and they had affirmed the soundness of the system when they passed the Gold Standard Act. The rise of investment banking, however, contributed to the growing public perception that the banking system unduly served the needs of Wall Street and would expose Republicans to new pressures for financial adjustments less favorable to the party's eastern economic and political constituents.

La Salle Street

With the rise of investment banking on Wall Street, the home of orthodox banking shifted to the West. The Chicago bankers who were situated in the La Salle Street financial district spoke for the metropolitan bankers of the interior who primarily served the retailer, wholesaler and jobber. The rise of these interior banks was associated with the rapidly growing volume of domestic commerce. Chicago bankers dominated the committees and policy-making boards of the American Bankers Association. Their recognized spokesman was James B. Forgan, the “dean of American banking” and president of the powerful First National Bank of Chicago. In conformity with nineteenth century banking orthodoxy, Forgan and other interior bankers believed that the legitimate role of the banker was the largely passive one of facilitating the exchange of goods rather than making long-term loans for developmental purposes. Banking served commerce rather than industry or agriculture, and their business primarily consisted of purchasing short-term commercial paper arising from current transactions. Forgan believed it would be both “unwise” and “fatal” to permit bankers to invest their deposits that were payable on demand in long-term real estate or corporate securities. “The quality of a commercial bank is determined by the immediate availability of its loans and the liquid nature of its assets,” Forgan maintained. “The more a commercial bank has of loans of a more or less permanent nature, the weaker is its position toward its depositors.”9 No “prudent bankers” with a large quantity of liabilities payable on demand would make extensive long-term loans to agriculture or industry.

While Professor James Laurence Laughlin of the University of Chicago was the acknowledged theoretician of the banking reform movement and the nation's leading exponent of financial orthodoxy and laissez-faire, eastern economists also supported La Salle Street's commercial principles of banking. Economists believed that a banker should make only temporary advances rather than become a “promoter” who entered into partnership with business and furnished permanent capital. Charles F. Dunbar's bible of sound money doctrine, The Theory and History of Banking, asserted that “bankers created no new wealth by their lending a deposit holding, but... they directed the existing capital to enterprises.... A given amount of capital was thus made more effective, so that the result of the introduction of banking in any community was the equivalent of a considerable increase in capital, although not implying any real increase in the first instance.”10 Professor Frank Taussig of Harvard University watched Wall Street's “tendency to combine general financing and investment operations with commercial banking” with “uneasy interest.” The granting of long-term loans for developmental purposes violated the classical doctrine that investment derived strictly from savings and enabled the banks’ clients to secure a “command of capital... without cost or sacrifice on the part of the saver.”11

Since La Salle Street bankers advocated a decentralized banking system with minimal government involvement, they condemned the expanding role of the treasury for reasons of both ideology and selfinterest. The commercial bankers believed that treasury “relief to the money market primarily benefited Wall Street and enabled New York bankers to employ the nation's funds on the stock exchange. James H. Eckels, president of the powerful Commercial National Bank of Chicago, was among the treasury's most severe critics. Asserting that government was no different from any private economic organization, Eckels advocated placing the “Government in its banking relations upon exactly the same basis as that of any other corporation's relations to the banks of the country.”12 The treasury should “treat the banks as aids to business, organized for profit, and not as institutions under its control to be hampered by hard and fast rules which repress their usefulness and make them not responsive to the varying needs of the business world.”13 The growing tendency of westerners like Vanderlip to accept “nominal but lucrative banking positions” on Wall Street after serving in the treasury was particularly irksome to La Salle Street.14 Western bankers were “too powerful to follow much longer in the lead of eastern bankers who have kept themselves in power by employing and exploiting influential young bankers from the West,” the Chicago Banker declared. “This sort of migration is likely to be stopped before long,” the midwestern banking journal predicted.15

In 1902, Republican Congressman Charles N. Fowler of New Jersey, chaired the House Banking and Currency Committee and introduced a bill that La Salle Street considered a model reform. It abolished the national bank note and granted national banks the power to issue notes that their commercial assets secured. Since the measure provided for the retirement of greenbacks, the new bank notes or assets currency would be the only hand-to-hand currency other than coins. Finally, the proposal established branch banking and prohibited treasury intervention in the money market.16 Republicans never considered the far-reaching measure because it significantly shifted the financial balance of power from eastern to western big city bankers. It was vehemently opposed by rural Republicans and was at odds with the party consensus that affirmed the soundness and adequacy of the National Banking System. Yet, the bill reflected a persistent demand for a major adjustment of the nation's banking system from an important western Republican economic interest.

Main Street

Small-town bankers and the local businessmen they served shared important ideas about money and banking that set them apart from Wall Street and La Salle Street. Rural America attached enormous significance to money as a factor in the nation's economic health and explicitly or implicitly accepted the quantity theory of money. The hard-money Jacksonian belief that bank expansion and contraction of the money supply was the cause of economic instability reigned supreme on Main Street. During the 1870s and 1890s, most small town businessmen demanded “inflation” either through government issuance of greenbacks or government coinage of silver to offset the drastic collapse of bank credit that characterized those decades. When agricultural prosperity returned after 1896 and the money supply grew rapidly, it became Main Street's turn to place the inflationary stigma on urban bankers who demanded an “elastic” bank currency. “An inflationist with Mr. Bryan in 1896,” declared country banker Charles T. Libby, “I found myself changing to a contractionist. The exalted duty of guarding the community against abnormal credit inflation is par excellence a governmental function and the power cannot be otherwise than rashly delegated to private individuals whose profits, in a period of inflation, participate in those of other lines of business swollen to speculative excess.”17 Main Street business interests advocated that the government prevent a drastic expansion or contraction of the money supply that they assumed was inherent in delegating monetary responsibilities to bankers. “If no more be maintained of the quantity theory than that an increase in cash tends to increase commodity prices, a decrease to decrease, human government has there a remedy for what is evil in rising and falling price-levels,” Libby asserted.18

While Libby expressed the views of money and banking entrenched in the Bryan wing of the Democratic party, many Republican country bankers spoke the same language. Most country national bankers found merit in the National Banking System because the quantity of national bank notes was relatively stable and because bankers had almost no control over currency expansion or contraction. Andrew Frame, “Republican, Baptist, Mason,” believed that the “enforced conservatism” of the National Banking Act made it “the safest bank act ever devised by man.19 Frame, the president of the Waukesha National Bank of Waukesha, Wisconsin noted that “The quality of our money is fixed and the quantity is ample for all legitimate requirements.”20

Main Street believed that the agricultural areas were the source of the nation's wealth and stability and that instability originated in the cities where bankers engaged in “speculation” and devised schemes for inflating credit. La Salle Street's assets currency scheme would “undermine our present foundation by the injection of an additional quantity of inferior currency,” Frame predicted.21 The commercial bankers’ rule that banks should limit themselves to short-term commercial paper was meaningless to country bankers interested in promoting the local economy by supporting agricultural, real estate and other long-term ventures. Frame and other country bankers ridiculed the rules of orthodox sound banking and the commercial loan theory. “It would take a powerful glass,” said Frame, “to spy out a gallery of bankers that would stand such ridiculous rulings as those.”22 While Main Street bankers looked upon the Chicago bankers and their allies as a threats, they believed that Wall Street bankers’ subservience to corporate interests meant that New York refused to hold adequate reserves to meet annual cash demands of the country banks. “National calamities are not born in country towns. Panics are bred in great cities, where colossal promotions flourish; where most... banks fail to reduce interest-paying rates when money is easy; where the cashier is discharged ... when the board of directors finds him with $50,000 surplus reserves; where the reserves are loaned to stock jobbers that ought to be held to meet the call of the country banks for their own deposits to move the crops.” Frame challenged “any man to prove that since 1893 there had been more than two fall seasons when the money market was above normal or reasonable levels, and when speculation, and not crop movements, was the primary cause of trouble.”23 Frame and other country bankers regularly reminded important congressmen not to blame Main Street for the nation's financial problems since “New York is the principle sinner in our troubles.”24

Although country bankers feared Wall Street, the assets currency and branch banking reforms that interior bankers championed posed the most immediate threat at the turn of the century. The country bankers rapidly mobilized against these proposals. For example, in 1902, the Wisconsin Bankers Association unanimously voted a “declaration of principles” that attributed the prosperity of the nation largely to the “excellence of the financial system” and went on record as “opposed to the Fowler bill and all legislation tending to the substitution of branch banks for our present independent system of banking.”25 With Frame and the Wisconsin bankers in the lead, the country national bankers appeared at the American Bankers Association meeting in unusually large numbers and defeated urban bankers’ plans to secure the association's endorsement of the Fowler bill.26 The adoption of branch banking, one country banker warned, “would ruin any political party that championed it.”27

The country bankers’ political threat was real. While Main Street bankers were not as well organized as the commercial bankers who dominated the American Bankers Association and did not occupy Wall Street's strategic point in the economy, their political influence was enormous. The local congressional delegate from rural America had likely built a small fortune through real estate ventures and land deals that local bankers financed, while a substantial number of representatives were country bank directors or board members. As agricultural and raw material prices rose after 1897, prosperity returned to rural America and country banks proliferated at an astonishing rate. The total number of banks in the United States rose from 13,053 to 25, 151 between 1900 and 1910 with the number of smaller state banks rising from 9,322 to 18,013 during the same period. The number of national banks jumped from 3,731 to 7, 138 with a disproportionate increase in rural banks with the minimum $25,000 capital requirement.28 These numbers suggest the breadth and extent of rural bankers influence at the state houses and in Washington.29

Despite their broad strength, with many of the powerful city bankers and the nation's economists aligned solidly against them, the small-town bankers developed a siege mentality. “Branch banking means monopoly. Monopoly means revolution in banking. Are you ready to surrender?” 30 Frame asked a group of Main Street bankers. “Professor Laughlin welcomes the monopoly and believes in it,”31 fumed another country banker. Main Street was certain that urban economists and bankers wished to crush local enterprise through assets currency and branch banking. Small businessmen “owed their success to the timely assistance of some friendly banker, who, instead of demanding security or scrutinizing closely the security offered for loan, has shut his eyes to what he knew did not exist and has accepted for his sole security the trust and confidence he reposed in the man.”32 Main Street agricultural and business interests doubted that they would receive similar treatment from the branch of a remote urban bank. Charles G. Dawes, who effectively defended small bankers while serving as McKinley's comptroller of the currency, believed that assets currency and branch banking “would certainly not aid in building up our undeveloped country.” He urged bankers and economists to consider the issues “from the standpoint of people building up a great and undeveloped country ... you curtail the opportunity for credit of the small borrower; and it is the small borrower of the United States who has built up the country.”33

The emergence of a tripartite division was significant because it defined the groupings of economic, sectional, political and ideological interests that took shape in the unique environment of early twentieth century America and that persisted as the source of financial conflicts. Wall Street assumed its modern form and looked to Hamiltonian arrangements with the government to maintain financial stability. La Salle Street spoke the language of laissez-faire but sought government sanction for banking that met the special needs of interior commercial interests. These proponents of laissez-faire also anticipated modern qualitative theories of credit control by claiming that the quantity of money was unimportant and that banks could not cause inflation if they issued currency and extended loans on short-term commercial assets and avoided long-term loans to corporate or agricultural interests. Main Street wished to restrict the power of urban bankers by championing the quantity theory of money and stressing the necessity of government regulation of money and banking.

Because the most powerful Wall Street interests and the “sound money” element in the West were solidly Republican, Congress and the Roosevelt administration confronted strong political pressure for monetary expansion. Certainly there was unanimity that the government prevent contraction. “It matters not how people may disagree over other features of the money question,” wrote George E. Roberts, the director of the mint, “there is one point upon which they are of one mind, viz, that, given a certain volume of money, with business undertakings and calculations adjusted to that supply, a rapid and arbitrary contraction of the currency is to be avoided.”34 Wall Street expected treasury intervention at the slightest sign of a stock market decline. La Salle Street reform schemes invariably were “long on expansion and short on contraction,” one congressman observed.35 Content with the status quo, Main Street exercised a restraining influence, but agrarians insisted that the government provide currency each autumn to move crops selling at high prices. Because of these conflicting demands, how much the currency should expand, when it should increase, and by what means became contentious issues during the Roosevelt years.

A Main Street Banker at the Treasury

Uncertainly hung over financial markets as Roosevelt considered a replacement for the retiring Secretary of the Treasury Lyman J. Gage. Rumors abounded that he intended to appoint an easterner. Indeed, the president unsuccessfully appealed to Governor Winthrop Murray Crane of Massachusetts to take the post. Upon reading Crane's refusal, Roosevelt reflected for a moment, and then suddenly exclaimed, “By Jove, I'll offer it to Leslie Shaw.” That incident marked the beginning of one of the most remarkable chapters in the financial history of the nation.36

Leslie M. Shaw, governor of Iowa, was as surprised as anyone when he received notice of the president's interest from the state's ranking senator, William B. Allison. The governor's credentials hardly warranted his appointment to the exalted post. A country lawyer and banker, Shaw's limited experience with banks consisted of serving as president of small banks in Denison and Manilla, Iowa, towns with populations of 27,000 and 700, respectively. Others looked askance at Shaw's mixing of politics and banking. The Iowan parlayed his national reputation as a leading western defender of the gold standard into gubernatorial victories in 1897 and 1899. That Roosevelt wished to signal a departure from Gage's treasury policies is doubtful since he made the selection on the basis of a brief conversation with the Iowa governor during the 1900 election and held no discussion of treasury policy prior to Shaw's acceptance. The governor's well-known presidential ambitions strongly suggest that Roosevelt wished to eliminate a potential rival in 1904 by drawing Shaw into the cabinet. Additionally, the selection of a Main Street banker to head the treasury might strengthen the Republicans in the West and compensate for the party's identification with eastern finance.37

While Wall Street assumed a wait and see attitude toward the new secretary, Main Street applauded Shaw's selection. Since Shaw was not a big city banker and was governor of a western state, he was “particularly popular with the agricultural element.”38 That the prize did not go to Wall Street consoled Chicago despite the loss of La Salle Street influence at the treasury. The new secretary “is and always has been far removed from the influence of Wall Street,” opined the Chicago Tribune, and “is as free from trust alliances and entanglements as he is from association with great financial institutions.”39 For the first time in the nation's history the top government financial post would be occupied by a country banker from an agricultural state west of the Mississippi River.

Although Shaw accepted the post “with many misgivings,” he soon established a reputation as a bold, activist secretary ready and even eager to extend the treasury's power over the national banks.40 His activism exhibited Main Street notions of government's monetary responsibility and the agrarian preoccupation with obtaining adequate currency. Practically all of the innovations that Shaw made at the treasury involved meeting Main Street's demands for hand-to-hand currency. With silver and greenbacks frozen, country bankers depended upon urban correspondent bankers to convert their bank deposits into cash. As depositors of metropolitan banks, Main Street was a creditor on current accounts, and metropolitan bankers were under legal obligations to pay cash whenever the country bankers wished to strengthen their own reserve position, extend loans to local enterprises or meet the heavy cash requirements to “move the crops” during the harvest season. New York bore the brunt of interior bank demands for cash since more than 43 percent of country bankers’ deposits converged there.41

When Shaw assumed office on January 16, 1902, he faced the growing probability of an all-out scramble for currency during the fall. The previous year New York had experienced the greatest difficulty meeting the autumnal call from the interior and had been able to do so only because of Secretary Gage's large deposits of government funds. Main Street bankers’ confidence in the ability and willingness of New York banks to meet interior demands had suffered a blow. With New York banks “loaned up” to underwriting syndicates, the stock market unstable and the call loan market unreliable, Secretary Shaw quickly decided to employ all available treasury expedients. The secretary anticipated the payment of interest upon outstanding bonds and purchased bonds for the credit of the sinking fund. He also greatly expanded the number of national bank depositories in the South and West and deposited an unprecedented amount of government funds in the banks of the agricultural states.42 Additionally, Shaw instituted two controversial measures after New York banks reported a deficit of reserves to the comptroller of the currency on September 15, 1902. On September 29, Shaw announced that the treasury would accept securities other than United States bonds as collateral for deposits of government funds. The secretary apparently hoped to obviate a problem that plagued Secretary Gage's administration of the treasury. Simply increasing government deposits on the basis of United States bonds raised the price of the bonds, made them less profitable as a basis for issuing national bank notes and actually decreased the volume of notes in circulation. Since the bulk of the government bonds concentrated in New York, Gage's policy meant that bank credit at the financial center expanded at the expense of bank notes that the interior demanded. Extending depository privileges to securities other than United States bonds meant that the treasury's usual fall deposits in New York banks would free United States bonds to serve as the basis for national bank note expansion. Shaw limited the newly eligible collateral to state and municipal bonds that New York state banking authorities had designated as permissible investments for savings banks. To assure that the eastern banks made the government bonds available for the issuance of national bank notes, the secretary stipulated that the deposit of government funds was conditional upon the recipient bank either issuing additional national bank notes or lending government securities to interior banks in need of cash.43

On the same day that Shaw issued his offer to accept collateral other than United States bonds, he made another startling announcement concerning government deposits. The Treasury Department would no longer enforce reserve requirements against national banks holding government deposits. This announcement immediately strengthened national bank reserves, brought New York bank reserves above the legal minimum and allowed them to meet the cash demands of the country bankers more easily. The new ruling enabled the interior banks to make an extension of loans equal to $490 million. Shaw's announcement not only resulted in large increases in national bank reserves, but also made the banks more eager recipients of additional government deposits.44

Shaw's innovative policies rested upon slender legal grounds. The National Banking Act required national banks to pledge United States bonds as collateral against the issuance of national bank notes and to hold “United States bonds and otherwise” against deposits of government funds. By interpreting “and otherwise” to mean “or otherwise,” Shaw extended the public deposit privilege to a wider range of securities. Although Shaw was “perfectly satisfied” that his ruling was legal, he justified his action primarily on pragmatic arguments that the securities he designated as acceptable were safe. Under the new ruling, he “will not take a bond that has not stood the test of a panic, and that is not as good in London as it is here.”45

Shaw's authority for eliminating reserve requirements against government deposits was even more questionable than his ruling enlarging the collateral for government deposits. The framers of the National Banking Act apparently contemplated that the comptroller of the currency would occasionally postpone reserve requirements to give a bank a grace period “to make good such reserve.” The law made no provision for granting the secretary of the treasury the power to exempt permanently national banks from holding reserves against government deposits. “It is legal,” asserted the secretary to inquiring reporters. “There is a statute granting such authority. The idea was my own. I have taken the step. In other words it is my own act, and I am willing to take the consequences.’ ”46

As Shaw enlarged his arsenal for regulating financial markets, Wall Street experience the type of upheaval that critics of the trend toward investment banking feared. The administration barely averted a contraction during 1902, but by the beginning of 1903, treasury officials realized that the bankers were in far more difficulty than they originally supposed. The value of industrial stocks that investment bankers issued during the merger movement after 1898 began to decline by 1902, and by early 1903, investors began a selling stampede that sent stock prices into a decline that was 65 percent below the “highs” of 1898. An overabundance of new, overly inflated securities, the loss of confidence in the judgement of Wall Street leaders and, according to the venerable Henry Clews, “revelations of fraud, chicanery, and excessive capitalization” caused the “Trust Panic” or “Ricn Man's panic” of 1903.47 This rapid decline in stock and bond prices meant a corresponding deterioration of the portfolios of New York banks that participated in underwriting syndicates or made large loans to corporations on the basis of stock collateral. More important, the stock market slump impaired the ability of New York banks to meet Main Street demands for cash. New York banks had employed funds that country banks deposited in the call loan market or in loans to stock brokers that the banks normally could liquidate on very short notice. If stock prices rose, all was well, but during a serious downturn banks would have difficulty recovering the cash due the interior banks.48

As major stock prices sagged during the spring and summer of 1903, Secretary Shaw made two innovations. On August 27, 1903, he announced that he would transfer government funds already in the treasury to the depository banks. The policy was especially controversial because of the constitutional constraint that “no money shall be drawn from the Treasury but in consequence of appropriations made by law.”49 Shaw reasoned that since national banks were governmental depositories, they were necessarily part of the treasury. The secretary explained that he merely transferred funds from one “apartment” of the treasury to “such other apartments as are provided as places of deposit of public money.50 Under previous departmental practices, secretaries made deposits only out of daily receipts, but Shaw's ruling enabled the treasury to draw upon accumulated funds and to make deposits of much larger volume. On the same day that Shaw proclaimed the new depository practices, he informed bankers that during the previous months he had accumulated approximately $40 million of internal revenue that he would make available to the money market in case of an emergency. Shortly after the announcements of August 27, the secretary designated 80 new depository banks, primarily country banks located in agricultural states. To prevent a contraction of bank notes, he stated that the department would prepare a “blacklist” of banks that did not employ United States bonds for circulation purposes and that the department would deposit none of the $40 million with the blacklisted banks.51

Although Shaw attempted to redirect treasury aid to interior banks and to by-pass New York as much as possible, a widespread impression emerged that the secretary made the innovations of 1902 and 1903 “in order to help the hard-pressed speculators and financiers of Wall Street out of a nasty hole.52 Important Wall Street bankers’ endorsement of Shaw's policies contributed to this belief. With interior calls for cash mounting and stock prices falling, any treasury action that helped meet interior cash demands and that eased the pressure on New York satisfied Wall Street. James Stillman believed that the “brilliant and able manner” in which Shaw conducted the treasury during the fall of 1902 was the only thing that prevented a credit collapse.53 “Secretary Shaw saved the situation,” Thomas Woodlock added, “but saved it only by a hair's breadth.”.54

Democrats were quick to exploit the political possibilities that Shaw's controversial policies offered by vigorously denouncing treasury “favoritism” as “unwise” and “criminal.” ‘The banks should be taken out of the government affairs,” Congressman Champ Clark of Missouri declared. “There is no reason why the Secretary of the Treasury should rush to the aid of Wall Street gamblers every time their own greed brings them into sore straits.”55 Chicago reformers hoped that the trend toward financial stringency would turn the political tide in their direction. “The stringency during the last three months most aptly illustrates the urgent need of a true credit currency,” Fowler wrote to the editor of the Chicago Banker in January 1903.56 Others believed the financial scare of 1902 shook Wall Street's complacency and forced them to recognize the Gold Standard Act's endorsement of the financial status quo offered them inadequate protection. Hugh H. Hanna, organizer of the Indianapolis Monetary Commission, was confident that “the experience of the last six months had brought many of the great financial leaders of the country to the realization of the necessity of a more efficient bank currency than they have been willing to admit.”57

The Fowler and Aldrich Bills of 1903

On December, 1902, Congressman Fowler introduced another reform measure that the Republicans on the House Banking and Currency Committee unanimously approved and reported to the House on January 13, 1903.58 On February 16, the House debated the bill that Fowler described as “purely and simply a credit currency” measure. The sponsor based his reform on the “self-evident truth” that “no currency can be truly elastic that does not spring into being at the bidding of business and as certainly disappear when that business is finished.”59 The Fowler bill of 1903 empowered national banks to issue notes equal to 25 percent of their capital and required that banks maintain reserves against both notes and deposits. Each issuing bank deposited either United States bonds or gold equal to 5 percent of their notes in a guaranty fund that secured the notes in case of the failure of the issuing bank. The new bank currency, a first lien on the issuing bank, was payable in gold on demand and subject to a uniform tax of 1/2 percent per annum. A notable feature of the bill was the division of the country into regional redemption districts with collection centers in each district responsible for the return of notes to the issuing banks.60

Fowler warned the House that the establishment of an “automatic” and “perfect relationship between the demands of trade and the tools to carry it on” was the only means of avoiding “an overwhelming commercial disaster.”61 Bond secured currency, either governmental or corporate, could not respond to the fluctuating needs of trade, and even worse, implied treasury intervention in banking. He made an oblique criticism of the administration's treasury policy by asserting that “the per capita circulation of any country cannot be a fixed quantity, and no man can determine how much any particular country requires.... I assert that no man can say what any given country at any given time should have, so far as the per capita circulation goes.” The “larger supply of both reserves and currency” that the nation required “should come from the operation of natural laws, rather than from government.62

Reminiscent of pre-Civil War regional banking systems, the Fowler bill of 1903 was squarely in the laissez-faire tradition. Supporters believed that the measure was a first step toward decentralizing the banking system, minimizing government involvement in finance and reestablishing the nineteenth-century practice of each bank issuing its own notes. The Fowler bill enjoyed the support of the bankers of the interior metropolitan commercial centers who were eager to declare their independence of both the Treasury Department and Wall Street and to assert their dominance over nearby Main Street bankers. Forgan and Eckels strongly endorsed the bill and used their considerable influence within the American Bankers Association to build banking support for the measure.63 Hugh Hanna reactivated the Indianapolis movement and promised that the executive committee would make “every effort” to secure enactment of the Fowler bill.64

Reformers encountered more than the “unyielding, determined opposition” that they expected when the Senate began consideration of the Aldrich bill of 1903.65 This proposal was an unanticipated counteroffensive that threatened to fulfill Hanna's fears that “nothing will come out of this session” because of a legislative deadlock that pitted Wall Street against La Salle street.66 Partly in response to a New York Chamber of Commerce resolution of December 1902, Aldrich framed a financial bill that gave legal sanction to Secretary Shaw's administrative rulings regarding government deposits in national banks. The most important provision of the bill expanded the power of the secretary of the treasury to make government deposits in national banks on the basis of the bonds of certain states and municipalities. Significantly, Aldrich extended the list of acceptable securities to include the bonds of the most financially secure railroads, security that Shaw did not consider acceptable collateral for government deposits in his announcement of September 29, 1902. Nor did the Aldrich bill follow the Shaw policy of making the deposit of government funds contingent upon the recipient bank either issuing national bank notes or lending United States bonds to interior banks. Additionally, the bill empowered the secretary to deposit funds in national banks “received from all sources,” including customs receipts that the National Banking Act specifically excluded. Finally, the bill required banks to pay 1/2 to 1 percent interest on the government funds and authorized Panama Canal bonds as security for national bank notes.67

The Aldrich bill accomplished a multitude of objectives that the Republican Senate leadership desired. It preserved and even strengthened the Hamiltonian alliance between the nation's largest banks and the national government by preserving United States bonds as a basis of currency and by utilizing tax revenue as a price support for railroad securities at a time when investor interest waned. By making government deposit of funds the primary means of fighting financial contraction, Aldrich's bill focused the secretary of the treasury's attention on aiding the financial center rather than on increasing bank notes in the interior. Finally, the bill did not disturb the larger structure of government finance that revolved around the tariff revenues. It enable Republican defenders of a protective tariff to answer critics who charged that high rates penalized business by generating a government surplus that remained locked in treasury vaults. By channeling the surplus into the economy, Republicans could now argue that the bill removed the only legitimate objection to high rates. Finally, Aldrich asserted that the measure eliminated the “apprehension of financial disaster in the near future” by giving “to the Secretary of the Treasury a chance to stop the process of contraction of the currency and to provide what is equivalent to a means of expansion.”68 “So necessary and important are it provisions,” Aldrich predicted, that “the bill will pass without opposition.”69

In response to the Aldrich bill, Chicago bankers held a three-hour conference on February 28 to mobilize opposition. They were convinced that the bill's only purpose was to further concentrate government deposits in Wall Street. During 1902, Secretary Shaw did not make deposits greater than 75 percent of the face value of the securities other than government bonds. If the secretary followed the same procedure under the Aldrich bill, there could be no profit in government deposits for western bankers that had to go into the Wall Street market to buy eligible securities. La Salle Street bankers noted that New York bankers, if they did not already hold state, municipal or railroad bonds, had little difficulty in borrowing them from affiliated trust companies. At the end of the conference every national banker in the city signed a telegram addressed to the two Illinois senators and the Cook County representatives declaring their “unalterable opposition to the Aldrich Bill.” “National banks cannot afford to carry as an investment governmental or such other bonds as the bill calls for,” the telegram read. ‘There would be actual loss for them to do so under the terms of the bill on government deposits at 1 percent. Few, if any, Western banks could or would, in our opinion, avail themselves of the supposed provisions of the bill, which would hamper instead of help present financial conditions.”70

In the Senate, southern and western Democrats aligned solidly against the Aldrich bill. Senate Democrats expressed rural sentiments that “The great objection to the banks today ... is on account of their power to expand and contract the currency.”71 Aldrich wished to enlarge “to a still greater extent the power of the moneyed element... to contract or expand ... the amount of money in circulation at any one time.”72 The low-tariff Democrats believed that the Aldrich bill was part of a larger strategy to maintain protective tariffs that benefited eastern corporations. They charged that the provision that made customs duties available for bank deposits attempted to “array every national bank in this land and every friend of every national bank throughout the country against any reduction of taxation.” An Arkansas senator predicted that the bill “will prevent the repeal of oppressive tax laws” and enabled the Republicans to “stand pat on high taxes.”73 Since the government had a surplus, why not reduce the national debt, asked a Kentucky senator. “The argument that applies to the individual applies with equal if not greater force to the nation,” he reasoned. “It is just as easy to frame a bill applying these surplus moneys to the national debt as to frame this bill which loans it out to the bankers of this country.”74

The Hamiltonian alliance of government and business implicit in the Aldrich bill was most objectionable to the agrarian Democrats. Aldrich's ultimate purpose was to lend “the strength of this government to the bolstering up of a certain class of securities with which we have nothing to do, which ought to stand on their own merits.” Democrats considered debatable the use of state or municipal bonds as security, “but when the Congress of the United States goes into the business of bolstering up the bonds of the railroad companies of this country, then it has taken an extraordinary step,” a Washington senator declared. The Aldrich bill was only additional evidence “that the Republican party of this country is wedded to the trusts and the corporation and the money power.”75

Democratic senators filibustered the Aldrich bill during the expiring days of the session and prevented a vote. While Republican senators charged that the bill failed “because the entire Democratic party made up their minds that it should not pass,” it is doubtful that the supporters of the bill could have prevailed in the House.76 Their strategy was to win approval of the bill in the Senate and to secure quick House passage of an identical measure before the end of the session. By introducing the Aldrich bill as a revenue measure, Sereno E. Payne, chairman of the House Ways and Means Committee, hoped to give the bill a privileged status that enabled him to report the “Payne bill” to the House under a special rule. This plan to circumvent the hostile House Banking and Currency Committee failed when Congressman Fowler vigorously protested Speaker of the House David B. Henderson's referral of the bill to the Ways and Means Committee. Fowler objected that the primary purpose of the measure was to widen the securities for government deposits rather than to increase government revenues. When the speaker unexpectedly sustained Fowler and referred the bill to the Banking and Currency Committee, any chance that the House would pass financial legislation compatible with the Aldrich bill vanished.77

The Aldrich bill was the victim of both unusually united Democratic opposition in the Senate and growing support among Republicans in the House for an expansionary assets currency. Outside Congress, La Salle Street led the resistance. Some western bankers warned Senators that the Aldrich bill “will be very much against the interest and welfare of the Western National Banks” and that “passage of this bill will result in the concentration of all the government deposits in the New York Banks.”78 Main Street Republicans were either hostile or indifferent to the Aldrich scheme. Westerners were content with high agricultural prices and disinclined to tamper with the financial status quo. Senator Allison of Iowa, a member of Aldrich's Finance Committee, reflected the mood of the agricultural West and revealed his lukewarm attitude toward the bill after the close of the session. “I suppose that there is a demand for relief of financial stringency in New York but conditions are not bad. There has never been a time when there was so much money in the country; when the per capita circulation was so large.” Money rates climbed, Allison conceded, but this was a “healthy sign” that it was not “being squandered or put to worthless use.” “The farmer ... isn't disturbed by the financial flurries in the money market. He is going right ahead. Today there is hardly any available land in the country that is not used either for grazing or agricultural pursuits, and that is the substructure of the whole fabric of the nation.” Despite “growing pains...I believe that all will be right in the end.”79

During the summer of 1903, surmounting Main Street inertia became the central problem for eastern Republican leaders seeking more government relief to the money market. On the Senate Finance Committee, Aldrich and Orville H. Platt of Connecticut concluded that passage of the Aldrich bill at a special session early in the fall was necessary to prevent a further decline of stock and bond prices. Allison and John C. Spooner of Wisconsin, the two other members of the committee, were the keys to securing the necessary unity among Republican leaders. At a series of informal conferences, Aldrich tried to convince the committee of the merits of his bill and of the necessity of urging President Roosevelt to call a special session early in the fall. The Rhode Island senator experienced little success in persuading Allison that financial conditions were as serious as easterners believed. Spooner further complicated an agreement among the leaders since he believed that demands for an assets currency had merit. During the summer, Aldrich made scant progress toward building a consensus among the Senate leaders.80

A formidable obstacle to any financial legislation developed when the new speaker of the House, Joseph G. Cannon, announced his opposition to either assets currency or to schemes that delivered the treasury surplus to Wall Street.81 Founder of the Second National Bank of Danville, Illinois, Cannon was solidly in the Main Street camp.82 During the summer the new speaker repeatedly asserted that demands for inflation came primarily from Wall Street. Twitting New York financiers caught in the stock market decline with bearish remarks became one of Speaker Cannon's favorite pastimes. “It is true,” he declared, “that a lot of Eastern fellows think they are in a bad way and need currency legislation to help them out. But I notice that stock prices are down to a good investment basis even now. I see they have got everything way up too high and things are now just getting back to normal.” No new legislation was necessary, Cannon concluded, since “There seemed to be plenty of money in the country for business needs.83 Cannon placed the senate leaders on notice that they should not assume that the House would follow their lead on financial issues. “It would require more than a conference of three or four senators to determine the character of financial legislation that shall be considered by the coming Congress,” the new speaker announced.84

Cannon's outspoken opposition to any financial legislation threatened Aldrich and alarmed the administration. Because of disagreement among congressional leaders, Roosevelt believed that “it would be mere folly to call the [Congress] together in September.”85 Nevertheless, the president wished to keep his options open, to encourage agreement among party leaders and to be in a position to enact legislation should Secretary Shaw's policies fail to halt the drift toward contraction. “If, as I believe, the Wall Street crisis subsides,” the president wrote Cannon, “without involving the general business situation, there may be no very violent hurry. If, on the other hand, things should get bad,” the president feared the emergence of “an unreasoning clamor for action ... based on good and sufficient grounds which we can hardly ignore.”86 Should the interior demands for cash force a severe contraction on New York, Roosevelt predicted that the party “will be threatened with grave trouble politically in the Eastern states if nothing is done on the currency matter.”87

Roosevelt obviously feared the political consequences of a financial contraction. Yet, he did little to bridge differences among congressional leaders and generated confusion by keeping all factions guessing about which plan the administration might ultimately back. Publicly, the president spoke the language of banking orthodoxy and privately he encouraged the assets currency reformers. “Banks are the natural servants of commerce, and upon them should be placed, as far as practicable, the burden of furnishing and maintaining a circulation adequate to supply the needs of our diversified industries and of our domestic and foreign commerce.” Roosevelt indicated that he too favored plenty of money. The circulation, he added, “should be so regulated that a sufficient supply should be always available for the business interests of the country.”88 The president publicly endorsed legislation to secure “such expansion and contraction as will promptly and automatically respond to the varying demands of commerce.” Additionally, Roosevelt publicly and privately encouraged midwestern bankers to pursue an assets currency.89 At the same time, the president seemed to cooperate with Aldrich and supported Shaw's policies that excited the anger of assets currency proponents.

Whatever his preference, the political balance of power within the party during the summer of 1903 led the administration to seek an agreement between its Main Street and Wall Street factions. During July, Secretary Shaw and treasury officials drafted an emergency currency plan that they hoped would provide a basis for compromise among the congressmen. Shaw's plan allowed national banks that issued the maximum number of national bank notes to issue additional highly taxed notes limited to 25 percent of their United States bonds should the secretary of the treasury declare an emergency. During the summer, country bankers at several state banking conventions endorsed similar plans, and Shaw hoped that the Congress would accept his scheme.90 Allison found the plan palatable, but Cannon remained inflexible. Cannon protested that the party's endorsement of an emergency currency exposed western politicians to “Bryanistic harangues against legislation in the interests of banks.”91 Aldrich and Platt were definitely hostile toward the administration's overtures. Aldrich feared that Fowler and his supporters in the House might easily convert the emergency currency measure into an assets currency bill that might plunge the party into an interminable debate. Platt joined Aldrich in his skepticism of the secretary's proposal. “It is possible that it [Shaw's plan] would be the first step toward what, in old times, was called wild cat banking.” The Connecticut senator sarcastically labeled Shaw's “cure all” a “dead failure.”92

With Republican leaders in complete disarray on banking issues, plans for a special session to enact legislation collapsed late in the summer. Republicans feared a financial downturn but regarded a legislative session that laid bare party divisions even more politically damaging. Senator Mark Hanna of Ohio warned that congressional consideration of financial legislation “might arouse a discussion which would create speculation as to the result and very seriously interfere with business.”93 Similar reports came from the neighboring state of Indiana. “When I got out here,” Senator Albert Beveridge wrote Platt, “I found that this Fowler talk and the assets currency talk had excited our businessmen and bankers almost to the point of alarm.”94 Since the middle of the summer Allison and Cannon agreed that a special session devoted to financial legislation was dangerous. A congressional debate would “be the occasion for the exploitation of all the plans that ingenuity can invent, wise or otherwise,” Allison informed the president.95 The Iowa senator urged that the party not concede to the assets currency advocates and embark upon “experimental legislation” that would “so revolutionize our system as to deprive the government itself of the substantial control that it now has and exercises over bank circulation ... as well as over other forms of paper money.”96

The Republicans were able to sweep their differences under the rug partly because of the administration's vigilance over the money market. Secretary Shaw's timely announcement of August 27 that he held a relief fund of $40 million especially calmed bankers. Roosevelt's prediction that the money market would ease proved accurate. By the first week of September, the president concluded that “The Wall Street situation is greatly improved. The chance of a panic seems to be pretty well over.”97

The administration rejoiced that the threat of a banking panic subsided but recognized that serious differences over financial issues plagued the party. The attempt at a rapprochement between the Main Street and Wall Street wings of the party ended miserably. New York had an “indistinct idea of what it wanted and the country bankers of the Mississippi Valley do not eye favorably what they have seen of the New York proposition,” wrote the president.98 The party relied increasingly upon treasury intervention in the money market and an enforced moratorium on the issue to maintain party harmony. In his message to Congress, Roosevelt sounded the Republican theme of the approaching election year. “The integrity of our currency is beyond question, and under present conditions it would be unwise and unnecessary to attempt a reconstruction of our entire monetary system.”99
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CHAPTER IV

Prelude to Panic, 1905-1907

As the National Banking System and financial markets encountered increasing stress during 1905 and 1906, the Theodore Roosevelt administration and Republican leaders confronted growing pressure for financial reform. An international trend toward financial stringency heightened Wall Street's anxieties and prompted New York financial leaders to abandon the financial status quo and to propose a central bank. La Salle Street bankers and the American Bankers Association (ABA) stepped up their campaign for an expanded money supply through decentralized issuance of bank notes. In his Report of 1906, Secretary of the Treasury Leslie M. Shaw called on Congress to convert the treasury into a central bank by granting additional power to control bank reserves, to expand and contract the money supply and to establish a treasury central reserve fund. With Wall Street, La Salle Street and Main Street hoplessly at odds, Roosevelt and Congress were unable to choose among alternatives, focus on a single proposal and move banking reform in a clear direction. As financial conditions deteriorated, Congress passed the Aldrich Act of 1907 that provided legal sanction for treasury regulation and a requirement for more equitable sectional distributions of government funds

Threadneedle Street and Wall Street

Although the congressional battles of 1903 over money and banking issues were inconclusive, they demonstrated one important point: Wall Street and La Salle Street demanded an increase in the money supply whenever Main Street made a sizeable call for cash. Without an increase in cash to meet the demands of their interior creditors, Wall Street and La Salle Street had no alternative to contracting the volume of outstanding loans to their industrial and commercial clients. While Main Street demands were a standing threat to metropolitan bankers, the possibility of an external drain posed even greater hazards. During 1902 and 1903, Wall Street escaped a serious contraction of loans only because of Secretary Shaw's timely intervention. In what condition would the New York bankers find themselves should they simultaneously confront the usual drain and foreign demands for payment?

By 1905, warning signs abounded that an international credit squeeze was in progress and that a slowdown, if not a reversal, of the large gold flows to the United States was likely. International trade reached record volumes and strained the world's money markets. The rapid pace of industrial expansion, especially in the United States and Germany, pressed against the limited supply of capital. A developing arms race that accompanied the breakdown of international security preceding World War I placed heavy demands on national treasuries and provoked a quest for gold by the world's central banks.1

By 1905, the international trend toward financial stringency enveloped Wall Street. After a brief spell of sluggishness following the Rich Man's Panic of 1903, a sharp expansion of credit and an upward climb of prices developed. While bank clearings in 1905 rose 26 percent over 1904 and greatly exceeded all previous records, those of 1906 were 11 percent larger. During 1906, the loans of national banks increased more rapidly than at any time in the history of the National Banking System. Suddenly, indications of an exhaustion of credit appeared. New York bank reserves slipped below the legal minimum in the fall of 1905 and in the spring of the following year. Money commanded a minimum of 5 to 6 percent, a peacetime condition unprecedented in the memory of living bankers. The nation's largest corporations experienced great difficulty in raising funds.2 By 1906, “there were unmistakable signs of impending contraction.3

As the position of New York banks weakened, financiers launched a drive to raise corporate stock prices during the spring of 1906. With the financial backing of the powerful National City Bank, E. H. Harriman, director of the Union Pacific Railroad, initiated the boom by advancing Union Pacific dividends from 6 to 10 percent. Other railroad corporations with ambitious plans for expansion followed Harriman's lead. United States Steel and other giant corporations resumed dividend payments after having suspended them in 1903. Although market observers believed higher earnings of railroads and industrial corporations justified some increase of dividend payments, the timing was unfortunate.4 According to O. M. W. Sprague, one of the nation's most respected economists, “It gave encouragement to the unbridled optimism which was already too much in evidence.”5

Although the usual summer inflow of interior funds provided part of the funds for the stock speculation, New York banks also relied extensively upon European credits. The precarious financial condition unnerved orthodox financial analysts. According to Alexander Noyes, the financial editor of the New York Tribune, Wall Street raised money in London “on the collateral of speculative holdings and great blocks of American stock.”6 What was the true value and worth of these financial instruments? No one knew for certain, least of all London creditors. The European bankers placed their confidence in the judgment of J. P. Morgan, other investment bankers and the cooperating New York national banks. Credit flowed to the United States in the form of “finance bills” that were not backed by any specific transaction, but were ultimately grounded on the words, estimates and hopes of Wall Street's financial movers and shakers.

How heavily Wall Street drew upon Threadneedle Street was uncertain, but by the summer of 1906 the amount of finance bills outstanding was enormous with estimates as high as $500 million.7 “The attitude of the [Wall Street] community is optimistic in the extreme,” reported the bewildered editor of the Commercial and Financial Chronicle.8 Despite the upward movement of the world's money markets, Wall Street gambled that the economy would continue its uninterrupted expansion and stock security prices their steep climb. “Demands on the world's capital, which a year ago were far below available supplies, are now pressing so closely as to leave a fairly narrow margin,” warned the financial press. These admonitions did nothing to dampen the “spirit of speculation” that was “permeating the whole American community in a degree ... that has not been witnessed since the early days of 1901.”9

With business expanding, the stock market booming and interest rates rising, New York bankers began to doubt their ability to meet the harvest demands. One Wall Street operator predicted that “if the Secretary of the Treasury doesn't come to the relief” of the banks, “serious difficulties may confront the money market before the close of the year.”10 Wall Street was rife with rumors of imminent treasury aid to the market. Attention also centered on the National City Bank because of its close relations with the Treasury Department and its central role in facilitating the boom. Many concluded that only “insider knowledge” explained “the remarkable indifference shown by speculators and some of the banks to a situation which might easily become one of extreme menace to values.”11

Shaw remained out of the money market during 1904 and 1905, but as bank reserves fell, he reversed his policy and resumed distribution of the treasury surplus in an effort to counter impending contraction. In September 1906, he announced that he would dispense $26 million, mostly to interior banks. This policy sought to pre-empt Main Street calls for cash and to prevent a threatening demand on New York. While most of the treasury money derived from customs that the government collected at New York, the secretary allotted a paltry $3 million of the total to Wall Street. According to Shaw, “if the whole $26 million were placed in New York it would be gone in a week or two, swallowed up in the maelstrom of speculation.”12 When he announced the deposit, he issued a “warning” to country bankers who might be tempted to send the funds to New York to profit from the stock market boom. In his circular, Shaw informed the bankers that he was well aware that:

many banks ... are loaning their surplus funds through brokers and others in New York on call at high rates of interest. Money loaned on call is well-nigh universally for speculative purposes .... I am not willing ... that Government money shall be enticed away from the locality where it has been deposited, for the purpose of being used in this way. Public deposits are made in aid of legitimate business as distinguished from speculation. If you have more money than your community can appropriately absorb please return it to the Treasury, for it can be promptly placed where it will do much good.13

Wall Street was not pleased that the skillful secretary bestowed the bulk of the treasury's funds on country banks and limited New York's share. At the same time, the ingenious Shaw soon provided the means for New York bankers to gamer a quantity of gold that exceeded the value of funds that he had provided the country bankers. In addition to the usual expedients to relieve the market, Shaw also instituted a controversial innovation during 1906. On April 14, he announced that the treasury would allow any depository national bank that imported gold to anticipate its arrival by withdrawing an equivalent amount of cash from the treasury. Shaw regarded the government deposit as a “temporary loan” to the recipient bank that would return the government “loan” upon the arrival of gold. The government deposit offset the loss of interest to the banks on the gold while in transit, raised the gold “import points” and made it profitable for banks to engage in foreign exchange transactions. The government facilitated gold imports until May 29, when the unpredictable Shaw suddenly discontinued the policy. “In this way,” the secretary boasted, “approximately $50,000,000 in gold was brought from abroad.”14 The secretary reinstituted the policy between September 10 and October 23, when he facilitated an additional gold importation of approximately $50 million.15

Despite the arrival of large gold shipments to New York, not all bankers on Wall Street were satisfied. Although national banks were the only banks eligible to receive government deposits, they were not the principle gold importers. Shaw's intervention offended private bankers who specialized in foreign exchange because the government action temporarily enabled the participating national banks to monopolize the foreign exchange market. With the exception of the National Shawmut Bank of Boston, all of the participants were the largest New York national banks.

At the same time that the National City Bank was engrossed in the Harriman scheme and promoting other corporate securities, the bank played an especially prominent role by importing $31 million of gold while the combined imports of the Hanover National Bank, the Chase National Bank, the National Bank of Commerce, the First National Bank and the Fourth National Bank were just under $19 million. Shaw covertly made a “temporary loan” of $10 million to the National City Bank and $2 million to the Hanover National Bank two days prior to the public announcement of the policy. Criticism over Shaw's methods mounted when the press disclosed that for several weeks, possibly months, the secretary secretly allowed the National City Bank to count as part of its reserve its importations of gold during the period of transit to New York. Thus, the National City Bank could altogether eliminate the item of time cost involved in gold imports and make loans simply on the basis of gold purchased abroad.16

Shaw's policies again provoked cries of “insider knowledge,” “favoritism” and “manipulation.” Chicago bankers deplored the “close relations between the department and one or two favored institutions.” “The belief in this Treasury favoritism is deep-seated,” the Chicago Banker noted, “and has become diffused among the managers of many national and state banks, as well as among the people at large.” Shaw's critics declared that his policy tarnished the presidential ambitions that he was presumed to hold. Because of Shaw's partiality toward the “Standard Oil Bank” the public “had begun to smell kerosene on his wardrobe. Oil is not a popular political perfume in Iowa,” the Chicago Banker reminded the secretary.17 The Commercial and Financial Chronicle also strongly condemned the secretary, stating that “Mr. Shaw's money-making device could not be called anything but a loan. In no sense did it have the essence or form of a ‘deposit of public funds.’” For the importing banks, the Chronicle added, “the Secretary's act proved a good stroke of business.”18 Some of the harshest criticism naturally came from Threadneedle Street The bastion of financial orthodoxy abroad joined their American counterparts in a chorus of denunciation. The London Economist could not help noticing that the “bull manipulators” cited the gold imports as evidence that the speculative winds would continue to blow in their direction for the remainder of the year. Threadneedle Street decried Shaw's policies and found Shaw's “warning” to interior banks to keep their funds out of Wall Street “amusing.” The secretary's pious admonitions amounted to “diplomatic fencing” in order to respond to criticism that he was acting “in behalf of the speculative crowds who are moving heaven and earth to hold up the stock market and keep money easy.”19

Criticisms that the purpose of the administration's treasury policy was to promote Wall Street infuriated Roosevelt. He had lost patience with those who directed “howls” toward Shaw and issued demands to keep treasury money “out of the hands of stock gamblers, plungers, and speculators.” The critics were simplistic and naive since one Wall Street faction or another would benefit whether or not the treasury intervened. “There are bear speculators as well as bull speculators,” the exasperated president noted, “and there is not the slightest moral difference between them. Of course, one crowd howls against the Treasury for acting, and the other for not acting. The business of the Secretary is to disregard both crowds.” Treasury policy was not the plaything of any economic interest, Roosevelt asserted, but had been directed toward preserving the larger public interest in financial stability. “He [Shaw] will let a good deal of suffering take place before he will act; but if it becomes necessary he cannot afford to allow a panic to take place merely because the panic was originally started by certain people of whose antics he thoroughly disapproves.”20

Shaw tried to refute his domestic and foreign critics. He argued that early extension of the gold import policy to the National City Bank and the Hanover National Bank was the only means of forestalling a competitive scramble for gold in the London market that an open preliminary announcement of the policy might have evoked:

When interest rates were running high and gold failed to be imported, though rates of exchange indicated it should come, I selected the only national bank in the United States that had imported any gold in the last five years .... National banks are made by law fiscal agents of the government, and when the Secretary of the Treasury desires a thing done, it is but natural that he ask it in the first instance of some bank familiar with that particular line.21

To mollify foreign critics, Shaw assured Europeans that:

the United States can ill afford to disturb financial conditions in Europe, and if necessary to prevent it, the present head of the Treasury would not hesitate to make deposits in national banks on condition that the banks in turn promptly deposit an equal amount abroad.22

Shaw's assurance that American bankers might some day help Europeans out of a financial squeeze did not impress them. The American demand for gold was not welcomed since money at European financial centers was almost as tight as in the United States. Further, the American gold imports were not “legitimate” in the eyes of many European bankers. For months Threadneedle Street looked upon the American gold imports as “not a commercial requirement” but “nothing more than a fictitious, feverish demand ... to feed an overdone speculation.”23 By the fall of 1906, Bank of England officials took energetic steps to protect themselves from further drains. On September 13, the Bank of England raised its discount rate from 3 1/2 percent to 4 percent, on October 11, to 5 percent, and on October 19, to 6 percent. Bank of England officials advised London private bankers to discriminate against American finance bills by requiring that they be paid at maturity unless the finance bill explicitly stipulated a renewal.24

When the Bank of England acted to reverse the flow of gold to the United States, the Wall Street boom punctured as easily as a soap bubble. The New York stock market was the first to feel the pinch. Wall Street bankers and stock brokers angrily denounced the Bank of England's “attack” on American interests. By the end of 1906, the liquidation of finance bills was the most potent factor on Wall Street, and New York bankers were in no position to make loans to compensate for Threadneedle Street's withdrawals.

Resistance to Contraction

Threadneedle Street's action during the fall of 1906 shook Wall Street's complacency with the financial status quo. Many New York bankers realized that treasury aid sufficed to meet interior calls for cash but was ineffective against a sizeable external drain. Secretary Shaw had only a limited amount of cash in the treasury to deposit in the banks and had neither the disposition nor legislative authority to expand the money supply greatly. Further, treasury “relief" would not be possible should a government deficit reoccur. Finally, the presence of a Main Street banker at the treasury unnerved many at the financial center. While some agrarians accused Shaw of favoritism toward New York, that sentiment was not universal. New York bankers believed that the needs of Main Street, not Wall Street, guided Shaw's policies. The secretary's policy of scattering deposits in country banks and his preoccupation with increasing national bank notes not only discriminated against New York, but were also ineffective in combatting contraction. As international financial conditions deteriorated, New York bankers concluded that they must find other means of protection.25

Wall Street's high anxiety was evident in an extraordinary outburst of one of the nation's most powerful and respected financiers. On January 4, 1906, Jacob Schiff delivered an extemporaneous speech before the New York Chamber of Commerce that indicated a profound disenchantment with the nation's finances. Schiff's speech was remarkable considering the context of financial conditions in 1906 and because Wall Street leaders seldom publicly voiced fears of a downturn that might unsettle financial markets. Schiff denounced the nation's banking system as “nothing less than a disgrace to any civilized country” and blamed its “insufficient circulating medium” for high interest rates at New York. “If the currency conditions of this country are not changed materially, I predict that you will have such a panic in this country as to make all previous panics look like child's play.” Additionally, Schiff attacked Secretary Shaw, and by implication President Roosevelt and Republican congressmen, for supporting a highly taxed emergency currency. The New York banker regarded this approach as too restrictive and branded Shaw's measure “a very poor recommendation.”26

The chamber took Schiff's warning seriously and appointed a currency committee that reported the following November. The committee's report was primarily the work of the ubiquitous Frank Vanderlip whose National City Bank was the subject of a barrage of criticism. The committee's report in the winter of 1906 was as remarkable as Schiff's speech that inspired it. Wall Street was not the source of the nation's financial trouble, but was its victim. The committee blamed “our present system of independent banks” for the “evils inflicted on New York.” The report recommended “centralization of financial responsibility” as the solution. The committee considered the “creation of a central bank of issue under control of the government” the “best method of providing an elastic credit currency.” The bank “might be privately owned or distributed among the banking institutions of the country,” but should be “under the direct control of a board of governors appointed, at least in part, by the President of the United States.” Government oversight was essential, the report maintained, because the central bank “should perform some of the functions now imposed upon the United States Treasury.”27

Vanderlip and other New York bankers were eager to push the central bank scheme. “I believe the country is ready to accept the leadership of New York if New York will accept the responsibilities of her position. Their place is at the front of a currency discussion,” Vanderlip declared.28 Others were less certain. At the November committee meeting, Schiff argued that the chamber's sponsorship of a central bank would only arouse the opposition of southern and western business, banking, and agricultural interests and discredit all reform plans originating in New York. After lengthy debate, the chamber reached a compromise that endorsed the central bank plan but added a proviso. Should the country “shrink from the creation of such an institution ... the wisest alternative is a simple measure enlarging the present note issue privilege of the national banks.”29

The New York Chamber of Commerce action was significant for a number of reasons. Although Wall Street was by no means united behind the idea of a central bank, the chamber report was the first twentieth century call for a central bank with impressive political muscle behind it. Although the report was prepared by New York bankers who had long been involved with treasury financial policy, its appearance indicated these bankers doubted the ability or desirability of continued treasury protection of the nation's financial center from gold drains from abroad. The report's ambiguous and cavalier declaration for a central bank “under control of the government” was not universally supported at the nation's financial center. The proposal was clearly born in an anxious financial climate and its authors were heavily involved with various Wall Street reorganizations, consolidations and promotions. The report significantly called for “enlarging” bank notes. This portion of the report could mean further reliance on bond secured notes with new categories of bonds as the basis for circulation, or it could mean bank notes based upon “assets” of the sort that reformers long at odds with Wall Street had advocated.

Portions of the New York Chamber of Commerce proposal clearly opened the door to a possible compromise with La Salle Street bankers. At the October annual meeting of the ABA, the convention authorized another currency commission to meet in Washington and recommend legislation. The aging A. Barton Hepburn, the only New York banker on the committee, shared the chair with James Forgan. Midwestern urban bankers held a large majority, and Forgan and another Chicago banker, Joseph T. Talbert, planned the commission's meetings and dominated the proceedings.30

A rapprochement between Wall Street and La Salle Street was premature. “My ideas on currency reform are definite and are not likely to be altered to any great extent,” Forgan wrote New York banker James Stillman before leaving for the conference.31 Vanderlip and other New Yorkers attended several of the commission sessions but apparently had little impact on the members. The Wall Street contingent vainly sought concessions on coordination and central control of any new banking institution in return for more latitude on bank note issuance. The ABA currency commission's final recommendations were almost identical to the Fowler bill of 1903 and closely resembled a plan that Forgan and Talbert drew up in April of 1903.32

Before leaving Washington, Forgan, Talbert, and John L. Hamilton, chair of the ABA Legislative Committee, held several meetings with Congressman Charles N. Fowler who drafted a bill based upon the commission's report. In December, Fowler's House Banking and Currency Committee considered the bill and favorably reported the measure by a straight party vote of 10 to 4. Since the reformers believed that the approaching session was the last chance to secure legislation before the presidential election of 1908, they mounted a determined drive.33 The ABA waged an extensive propaganda campaign on behalf of the most recent Fowler bill, and the First National Bank of Chicago mailed every national bank in the country a copy of Forgan's address on the work of the Currency Commission. Fowler realized that dislodging the opposition of Speaker Joe Cannon and overcoming the hold of the Main Street lobby on the House would not be easy. The congressman ordered Forgan to “have the Chicago banks and all Illinois banks, storm Cannon and the Illinois delegation with letters and telegrams. The same policy should be pursued in other states.”34

While the commissioners believed that securing the acquiescence, if not the enthusiasm, of the New York Chamber of Commerce delegation greatly enhanced the chance of successful congressional action, Forgan, Talbert, and Hamilton soon discovered that their collaboration with New York was costly. The work of the commission suffered both in Congress and with the public “from the pestiferous activity of a small New York clique, which has fastened itself upon the commission like a parasite.”35 Vanderlip's presence was especially annoying and even damaging to the commissioners who contemptuously referred to him as “the leak” because he disclosed the confidential proceedings of the commission to the press. The La Salle Street financial press accused “a glib-tongued New York banker” of “stigmatizing the movement.”36 The commissioners spent most of their time in Washington explaining that their plan was “not the work of either Wall Street or the Standard Oil interest.”37

Division within the Roosevelt administration presented special problems for the reformers. Comptroller of the Currency William B. Ridgely favored the ABA plan; Secretary Shaw predictably opposed it. After several personal interviews, Hepburn convinced Shaw not to criticize the commission's work publicly. More important were President Roosevelt's views and his remarks in the annual message to Congress. Sensitive to accusations of treasury favoritism to Wall Street, and to the National City Bank in particular, Roosevelt wished to avoid the taint of endorsing a proposal that appeared to have Wall Street support. Schiff's January speech further complicated the commissioner's ability to steer the president toward their proposal. Roosevelt interpreted Schiff's and Vanderlip's remarks before the New York Chamber of Commerce as attacks upon the administration. Roosevelt wrote that by “talking hysterically as regards the panic,” and opposing Shaw's emergency currency proposals that the president regarded as “a pretty good plan,” Schiff and other New York bankers “distinctly hurt the situation.”38 After a two hour conference Forgan and Hamilton convinced the president that their commission was not taking orders from Wall Street. Although the two Illinois bankers could not persuade Roosevelt to support the Fowler bill, they did receive his promise that the administration would offer no active opposition. Additionally, they secured a pledge that he would endorse the general principles of the ABA plan in his annual message. He would avoid specifics, however, because he believed the plan granted too much leeway to banks to issue additional notes.39 Roosevelt opposed any measure that permanently granted banks power to issue additional notes and expand the money supply. He supported a restricted provision for additional notes during “emergencies” that enabled banks to temporarily convert demand deposits into cash. “The tax [on circulation] should be very much higher,” the president argued, “so as to make it evident that the circulation was an emergency or stringency circulation.”40

Secretary Shaw's Report of 1906

While La Salle Street and Wall Street bankers lobbied in Washington, Main Street spokesmen announced their determined opposition. Henry W. Yates, the spokesman of the Nebraska country bankers, proclaimed that they were “opposed not only to this [the ABA plan] but to all plans for currency revision.” In November 1906, the Nebraska Bankers Association passed a resolution squarely aimed at the La Salle Street reformers. “We are opposed to the issue in time of financial peace, like the present, of any bank note currency except that now authorized, secured by a deposit of United States bonds.” The convention endorsed “the issue of an emergency circulation which will be taxed so heavily that it would not be issued except in time of great commercial stringency and impending panic.”41

Shaw provided Main Street forces a rallying point when he issued his famous Report to Congress on December 5, 1906. The Report was not only a review and defense of Shaw's policies of the previous five years, but also a justification for centralized government regulation of banking. Congress should recognize explicitly the importance of the treasury and grant additional powers to the secretary of the treasury to make the government financial responsibilities clear and unambiguous. The nation had already advanced too far down the road of government regulation of the money market to turn back. By 1906, Shaw believed, the alternatives were few. He regarded La Salle Street's calls for a decentralized note issuance by bankers as dangerous and undesirable. Shaw had seen nothing from the recent action of New York bankers to inspire confidence that “cooperation” at the financial center was workable. “I do not criticize the bankers for failing to cooperate,” he wrote, “for I have been repeatedly assured that cooperation is impossible.”42 He especially resented the Wall Street call for a central bank. Shaw found all central banking schemes objectionable because “the Government's supervision of and interference with the monetary operations and the financial condition of the country would be effectually eliminated.”43 Although “at first blush this [a central bank] seems desirable ... in practice I fear it would soon be found to work less satisfactorily than the present system.” A board would necessarily govern a central bank and its members “would doubtless have outside interests.” “They would be responsible to no administration, to no political party, and each could shift the responsibility from himself to the board as an aggregation.” Shaw doubted whether such an institution could be managed less selfishly and more in the public interest than the Treasury Department.44

Shaw saw no advantages from a central bank that de facto treasury regulation of the money market did not already provide. The treasury possessed powers comparable to European central banks through its debt management policies, depository practices and bank note regulations. “No central or Government bank in the world can so readily influence financial conditions throughout the world as can the Secretary of the Treasury under the authority with which he is now clothed.”45

Shaw grasped the critical importance of reserves in the banking system. Centralized control over bank reserves, he believed, could prevent banks from depleting their reserves and having none to spare to meet interior demands for cash. To control reserves more effectively, his Report recommended that Congress “clothe the Secretary of the Treasury with authority to require all banks... to slightly and gradually increase their reserves... with corresponding authority to release same.”46 Additionally, Congress should free the treasury from having to resort to round-about ways of regulating the national bank note circulation. Congress should empower the secretary of the treasury “to contract the national bank circulation at pleasure,” or alternately, Congress might authorize an emergency issue of notes on which the secretary imposed a variable tax to assure retirement.47 Since a budget deficit could impair the treasury's ability to regulate banking conditions, he recommended the establishment of a permanent cash reserve in the treasury:

If the Secretary of the Treasury were given $100,000,000 to be deposited with the banks or withdrawn as he might deem expedient ... in my judgement no panic as distinguished from industrial stagnation could threaten either the United States or Europe that he could not avert.48

Certainly, the ideas of Main Street, not those of La Salle Street or Wall Street, concerning the appropriate role of government in money and banking pervaded the Report of 1906. Government responsibility for financial conditions was as natural as the government's “guaranteeing against yellow fever” in the event of a threat to the public health.49 That concentrated financial power was dangerous and subject to abuse was beside the point:

the American people hold the Secretary of the Treasury quite largely responsible for financial conditions. This being true, he should have that measure of discretion and authority requisite to enable him to fulfill this expectation.50

If centralized financial control were necessary, it should rest squarely with the government:

The best financial advice on earth is at his command, and the selfishness or the unselfishness of the advice tendered... can be readily weighed. The advice which he can thus obtain is... far better and would prove far safer than would be the direction which might be given by a board of governors of a large centralized bank. In all administrative matters large authority and therefore great responsibility, with strict accountability, is the better policy.51

Shaw's proposal was the logical culmination of the growth of treasury monetary powers since the Civil War. Treasury secretaries had used every device at their disposal, including some of questionable legality, to expand or contract the money supply. The treasury had issued currency, shifted funds from region to region and from bank to bank, issued and refunded its own debt, hoarded funds in subtreasury vaults before shifting them to national banks and intervened in the international gold market to provide more latitude for domestic financial expansion. While Shaw appealed to his Main Street constituency, his energetic policies complemented an increasingly complex financial and industrial economy and paralleled the growing federal regulatory role in other sectors during the Progressive Era. Roosevelt believed that Shaw stood above the narrow interests of contending Wall Street factions and acted to protect the larger public interest in preventing a panic. This characterization of treasury policy was consistent with the president's “Square Deal” formulation of federal responsibilities that he articulated in the 1904 presidential campaign. It was also consistent with the Roosevelt push toward more orderly and efficient administrative management of the economy in the executive branch of the federal government. While the treasury regulatory role seemed secure and the Report of 1906 bristled with bureaucratic self-confidence, Shaw's call for wider treasury powers strongly implied that the expedients that enabled the government to moderate financial markets had been exhausted and would not be sufficient in the future.

The Aldrich Act of 1907

The tripartite division over banking that emerged in the form of three definite proposals by 1907 increasingly posed serious political dilemmas for Roosevelt and the Republicans. Important Wall Street bankers used the New York Chamber of Commerce to make their case for concentration and a Hamiltonian centralization at the nation's financial center. La Salle Street continued to champion laissez-faire, decentralization, bank issued currency and minimal government involvement with the financial sector. Shaw spoke for the Republican Main Street agrarian contingent that was content with the status quo and determined to resist a Wall Street move to supersede the treasury and the La Salle Street campaign to reduce government financial responsibilities. Resolving financial differences and conflicts within the Republican party was the key to breaking the deadlock, moving beyond institutional arrangements that had prevailed since the Civil War and steering the country in a clear direction.

That the White House was not interested in assuming leadership on the banking issue became apparent when Roosevelt delivered his annual message to Congress on December 4, 1906. The president provided a clear statement of the political obstacles to reform rather than a definite program that he and his party intended to pursue. Roosevelt asserted that “Any plan must ... guard the interest of Western and Southern bankers as carefully as it guards the interests of New York or Chicago bankers.”52 He did not say what specific legislation would keep funds in the interior and out of the “speculative field,” provide abundant credit for “commercial borrowers” and continue to aid “the enormous business development of the country.”53 While the president maintained that “there must soon be a revision” of banking laws to prevent “business disaster,” he “ruled from consideration” any plan that disturbed “existing rights and interests.” Roosevelt praised Secretary Shaw's “wise action” that “put a stop to the violent period of oscillation” of interest rates and declared that currency expansion should occur only along the lines that Main Street bankers endorsed--an emergency currency “taxed at so high a rate as to drive the notes back when not wanted in legitimate trade.”54 He concluded his remarks on financial reform by making three recommendations: that Congress empower the secretary of the treasury to deposit custom revenues in national banks, increase the quantity of bills of small denomination and allow national banks to retire more than $3 million of national bank notes per month.55

Roosevelt's remarks were a blow to the Chicago reformers who were preparing to testify before the House Banking and Currency Committee. His opposition to any “complicated” reform that “would materially impair the value of the United States 2 percent bonds” placed the administration squarely at odds with the assets currency advocates and their proposals for flexible bank note issuance.56 Hearings that Congressman Fowler hoped would advertise the ABA scheme only exposed the weakness, disarray and demoralization of the La Salle Street-led ABA lobby. In an awkward attempt to conform to Roosevelt's recommendations, Hepburn and Forgan appeared at the hearings with a hasty revision of the ABA plan that included a highly taxed emergency currency provision.57 When delegates from the New York Chamber of Commerce and Secretary Shaw attended the hearings to criticize the ABA plan, it became apparent that the House Banking and Currency Committee could not report a reform bill that the Congress would pass.58

The inability of the House to solidify behind banking legislation left the initiative with the Senate. As the new session began, Nelson Aldrich's Finance Committee considered a currency bill that Representative Fowler introduced and that the House passed the previous session. Fowler's modest bill provided that national banks issue gold certificates upon the deposit of gold coins at the treasury. On February 2, 1907 the Senate Finance Committee reported the House bill with amendments that conformed with the president's recommendations regarding treasury deposit of custom revenues in national banks, the increase in small bills and the monthly retirement of national bank notes.59 The key provision was the treasury deposit of customs revenues in national banks that Aldrich declared “simply legalizes what the Secretary of the Treasury has been doing for the last two or three years.”60 Aldrich's bill implicitly placed a congressional stamp of approval on the wide discretion Secretary Shaw exercised regarding the type of security that the government accepted for deposits. That was a “controverted question” that the Senate Finance Committee tried to side-step. Aldrich reported that the committee decided to leave the law regarding the security for treasury deposits ambiguous “rather than try to fix upon the classes of securities which might be received.”61

While the Senate Republican leaders regarded the Aldrich bill as “plain, simple and needed,” some western senators were dubious of the large discretion that the bill left with the secretary of the treasury and skeptical that it was overly generous to the national banks. Republican Knute Nelson of Minnesota regarded the Aldrich bill as benefitting eastern banks exclusively. “The great bulk ... of our customs receipts are paid at the port of New York,” he observed and predicted that government deposits “would pile up ... in the big city banks.”62 With wide discretion lodged with the secretary, the treasury would continue to receive “new style securities, railroad bonds and state bonds” that concentrated in the East as security for government deposits.63 Western senators wondered why the party leaders gave scant attention to country bankers’ demands that “first-class mortgages upon improved farms” receive similar recognition.64 “The men of the Northwest ... have not had fair recognition from the Committee on Finance,” Nelson alleged. That committee “is swift to grant certain relief to the money interests of the East” while westerners “do not find the same responsive sympathy.”65

Although the Senate defeated amendments to limit the secretary of the treasury's discretion regarding the type of securities acceptable for government deposits and to require the banks to pay a minimum of 2 percent interest on the deposits, the western Republicans forced Aldrich to make concessions.66 The Finance Committee agreed to require the secretary to make a public announcement at the beginning of the year specifying eligible securities. Another amendment required that the secretary of the treasury “shall distribute the deposits ... equitably between the different states and sections.”67 These amendments were sufficient to win the support of western Republicans but they did not impress Senate Democrats who regarded the bill as another Republican attempt to promote Wall Street by expanding the money supply. “The flotation of large quantities of securities which the existing volume of money was not able to sustain” caused “a panic among the rich,” Nevada Senator Francis Newlands declared. “The hunger for money has drifted from the West ... to the great financial centers of the East.”68 Democrats solidly opposed the Aldrich bill, but the Republicans united to pass it on February 26, 1907 by a vote of 43 to 14.69

Few obstacles existed to quick House approval. Roosevelt's annual message and the inability of Fowler's committee hearings to make an impression on the House demoralized reformers in the lower chamber. Roosevelt continued to discourage reform efforts that might interfere with congressional action on his recommendations by informing Fowler that he regarded an attempt to pass assets currency legislation “useless” and “a waste of time.”70 When the Senate returned Fowler's considerably amended bill to the House, he was apparently content that the major provision concerning national bank issuance of gold certificates remained intact. After a brief debate the Aldrich bill passed the House on March 2, 1907 by a vote of 160 to 143.71

Roosevelt and congressional leaders hoped that the Aldrich Act would calm financial markets and prevent a banking panic that could have serious political implications for the 1908 election year. They were soon disappointed. During the same month that Congress passed the legislation, the New York stock exchange experienced one of the sharpest drops in its history. The Harriman and National City Bank scheme to promote Union Pacific stock collapsed and other rail stocks that finance bills sustained suffered spectacular declines of over 50 points. Shaw's intervention during 1906 eased the blow, but bankers across the country, the administration and Congress recognized that more stormy financial weather likely lay ahead.72

The Aldrich Act neither gave the bankers much to cheer about, nor did it satisfy the major factions in the Republican party. The leadership had again opted for the financial status quo and political caution that avoided a move toward either of the options that emerged the previous year. The party rejected the financial reforms that Wall Street and La Salle Street believed necessary to prevent a financial collapse. No politician championed the New York Chamber of Commerce plan for a central bank. Similarly, Republicans rejected another La Salle Street push toward laissez-faire and bank expansion of the money supply. The party remained paralyzed when Wall Street and La Salle Street confidence in the treasury's ability to prevent a credit contraction was at its lowest ebb. Although rejection of these reforms seemed to tilt the party toward Main Street opposition to the New York and Chicago schemes, western Republicans were suspicious that the Aldrich Act legalized a policy of treasury favoritism toward eastern banks. Both western Republicans and Democrats resolved to scrutinize the treasury policy that the law sanctioned to determine whether the government distributed financial aid to banks “equitably” in the event of a banking collapse.
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CHAPTER V

Panic and Reaction, 1907-1910

During October and November of 1907, a banking panic centered in New York demonstrated the weaknesses and shortcomings of the National Banking System more forcefully than years of agitation on the part of banking reformers. The panic focused attention on the concentration of banking resources on Wall Street and on the failure of the largest New York bankers and the government to prevent a suspension of banking payments that rippled across the nation. The severe but brief financial downturn had an enormous political impact. Banking reform, long confined to a small number of bankers, economists and politicians, now captured the attention of the entire nation. In the 1908 election year, Democrats were quick to blame the panic on the Republicans and Wall Street and supported a movement to guaranty bank deposits that emerged in the West and South. Republicans scrambled to disassociate themselves with the financial status quo by passing an election “make-shift,” the Aldrich-Vreeland Act, that created the National Monetary Commission with a mandate to investigate the nation's banking ills and recommend solutions. The congressional debate over the Aldrich-Vreeland Act revealed increasingly sharp divisions among Republican Wall Street, La Salle Street and Main Street factions that would pose serious obstacles to reform for the newly-elected president, William Howard Taft. While the monetary commission conducted its investigation, Taft and the Republicans tried to counter the popularity of deposit guaranty and to appeal to the their party's western Main Street constituency by passing the Postal Savings Bank Act of 1910.

Wall Street Collapse

On March 3, 1907, the same day that President Theodore Roosevelt signed the Aldrich Act into law, he appointed a new secretary of the treasury, George B. Cortelyou, to replace Leslie M. Shaw. The change was part of a larger cabinet shuffle that the president made in anticipation of the presidential election. The appointment of Cortelyou, a trusted political adviser, suggested Roosevelt's belated recognition of the importance of the banking issue, his awareness of the precarious state of financial affairs and his concern for the potentially serious political repercussion for the 1908 election year. As a New Yorker and former secretary of the Department of Commerce and Labor, Cortelyou could bolster the support for the administration among normally Republican eastern business interests who were disenchanted with Roosevelt because of the president's vigorous regulatory policies. While Wall Street might rejoice that a New Yorker occupied the post for the first time in decades, others concerned about “politics” at the treasury were unlikely to be assured by Roosevelt's choice. Cortelyou had become the center of controversy during the presidential election of 1904 when Democrats charged that Cortelyou, who was both the Secretary of Commerce and Labor and Roosevelt's campaign manager, had used his positions to extract corporate contributions in exchange for policies favorable to business. A figure so identified with Roosevelt's political fortunes and linked in the public mind with eastern business was certain to generated further controversy over treasury policy.1

That Secretary Cortelyou's tenure would be stormy quickly became obvious. On March 13 the Union Pacific venture that Edward H. Harriman and the National City Bank had promoted the previous year collapsed and caused the stock market to plunge. The new secretary continued Shaw's policy of involvement in the market. After conferring with Roosevelt, Cortelyou announced that he had cancelled plans to withdraw from the banks over $30 million of government deposits that Secretary Shaw made the previous fall. Additionally, he exercised the discretion under the Aldrich Act to deposit customs receipts in national banks.2 The Cortelyou policy was initially successful. Although the stock market decline marked the beginning of a mild recession, the market debacle that many predicted did not develop. Despite mercantile failures and the steady gold outflow, order prevailed on financial markets, and by June, the banking system weathered the crisis associated with the business downturn.3 George W. Perkins, one of Wall Street's most powerful financiers, wrote J. P. Morgan in London that “we are likely to have a pretty serious time next fall,” but that “all might go well ... if people would take it a little easy and use the intervening four or five months in getting ready.”4 By the end of the summer, New York banks seemed to realize Perkins’ hopes. Their ratios of reserves to deposits were higher than in the previous two years. Moreover, Wall Street financiers expected an unusually large gold flow during the fall because of Threadneedle Street's restrictions of finance bills the previous year.5

Cortelyou's continuation of a policy indistinguishable from Shaw's appeared to grow out of the immediate necessity of the spring stock decline. On August 23, he announced a policy that signaled a shift away from Shaw's boldly interventionist approach. Rather than follow Shaw's practice of withholding money from the market and building a treasury reserve that could be deployed in anticipation of a crisis, the Treasury would make weekly deposits in national banks. Regular deposits would presumably reduce the “uncertainly in the market” that bankers claimed Shaw had caused by withholding funds from the banks. Cortelyou predicted that the new policy would prevent the government from becoming “a disturbing factor in the business world.”6

Despite the surface calm, a series of events threatened disruption of financial currents. As the market for copper weakened during the first half of 1907, the directors of the Amalgamated Copper Company withheld the metal from the market from April through September of 1907 to maintain the price. An appendage of the Rockefeller empire, Amalgamated Copper controlled over 50 percent of the United States copper market. The company sustained the price by stockpiling the metal with a subsidiary, the United Metals Selling Company. A business competitor of Amalgamated Copper, F. Augustus Heinze, gained control of eight New York banks with the cooperation of Charles W. Morse and O. F. Thomas. Heinze drew upon the funds of the eight banks in an attempt to bull the copper market. While Heinze was deeply involved in the speculation, the United Metals Selling Company dumped millions of pounds of copper on the market. The price of copper and copper stock that Heinze and his associates held took a disastrous plunge on October 16. When alarmed depositors began to withdraw funds from the banks that Heinze, Morse and Thomas controlled, the bankers applied to the New York Clearing House for aid. The clearing house granted the aid but only on the condition that Amalgamated's troublesome competitors resign.7

The copper difficulties ignited a smoldering conflict between the New York trust companies and the largest national banks. While New York's national banks held “excess” reserves above the legally required 25 percent of their deposit liabilities, the trust companies, operating under more lax state law, held much lower reserves and were dangerously exposed to any sudden demand for cash. The trust companies were also ill-prepared to meet a crisis because they had refused to submit to the regulatory requirements of the New York Clearing House Association and could not call upon direct clearing house assistance in an emergency. The trust companies did, however, have a link to the clearing house through member banks that cleared the trust companies’ checks through their clearing house operations. When trust companies were under pressure from depositors, the failure of a clearing house bank to clear checks for a state bank or trust company was tantamount to a sentence of death. The precarious condition of New York's trust companies became threatening when rumors linked the president of the Knickerbocker Trust Company with Morse. On October 21, the National Bank of Commerce officials announced that they would no longer clear checks through the clearing house for the Knickerbocker Trust Company. The sudden and unexpected action of the National Bank of Commerce immediately produced a run on New York's third largest trust company that forced it to close. Although the Knickerbocker Trust Company suffered a succession of unfavorable balances, the trust company's officials neither asked for help nor required it. When the panic subsided, the Knickerbocker Trust Company officials later paid all debts, managed to retain a large surplus and reorganized for business. Although Wall Street observers speculated about the motives of the National Bank of Commerce officials, the result of their action was an immediate stampede of depositors on all the leading trust companies of New York City.8

While the run on the Knickerbocker Trust Company was in progress, New York's most powerful bankers meet under the auspices of J. P. Morgan's leadership on October 20. Working in concert with the New York Clearing House, Morgan and his closest allies, George F. Baker, president of the First National Bank, and James Stillman, president of the National City Bank, sought to “pool” their resources and to serve as the nation's lender of last resort. The Wall Street giants assembled a “rescue party” that consisted of their younger associates to determine which banks were “sound” and worthy of saving and which would be excluded from assistance and cut adrift. The Morgan team decided that the Knickerbocker Trust Company could not be saved, but tried to build a wall against the advancing wave of trust company failures by assisting the Trust Company of America. It soon became apparent that the crisis was so widespread that no amount of pooling by these bankers, whose own institutions were under siege, could possibly reverse the run on the banks. The “whole city was in the throes of a financial and banking disaster such as none of us had experienced,” remembered Morgan assistant, Benjamin Strong, secretary of the Bankers Trust Company.9

Only an injection of fresh funds from the treasury might reverse the trend, but Cortelyou's ability to deliver the necessary aid was doubtful. At the end of August, the secretary had already deposited $157 million of government funds in national banks, and held just under $80 million in the treasury. Cortelyou's weekly deposits in national banks during September and October depleted an additional $28 million. When the secretary rushed to New York to confer with Morgan concerning support for the banks, the treasury coffer was hardly well stocked. Moreover, the secretary confronted the unpleasant choice of depositing the bulk of the treasury money in New York banks in an effort to keep the panic limited to the financial center or distributing the government funds “equitably” as the Aldrich Act required. Cortelyou opted for the former. On October 23, Cortelyou ordered $25 million of government funds deposited in the largest New York national banks. The bulk of the government funds went to the bankers associated with Morgan's rescue operation. Stillman's National City Bank got $8 million, Baker's First National Bank received $4 million and the National Bank of Commerce was the recipient of $2.5 million. The remaining $9 million was distributed among eleven other New York national banks.10

The insufficiency of the treasury support became evident when small depositors in New York quickly withdrew more cash than the secretary supplied. New pressures developed when the country bankers began to fear for the safety of their deposits and ordered withdrawals from New York. The New York bankers soon confronted the unpalatable choice of continuing to meet the country bankers’ demand by drawing down their reserves below legal requirements, failing to renew loans of the major corporate clients or refusing to discharge their legal obligation to make cash payments to interior country bankers. With the treasury balance reduced to approximately $5 million, the bankers realized that Cortelyou could provide no more deposits. With all expedients exhausted, on October 28, Morgan and his associates agreed with the New York Clearing House Committee that the clearing house should issue clearing house loan certificates. This decision constituted a declaration of the New York banks that they were suspending their legal obligations and issuing their own bank notes that had no legal standing or recognition. The New York Clearing House issued over $100 million clearing house loan certificates with the largest amount outstanding at any time totaling approximately $84 million.11 “What would have been the effect upon the country if the New York banking reserve had been entirely depleted?” the clearing house president argued in justification of the decision. “It would have so intensified the panicky feeling that widespread commercial disaster would have resulted.”12

Whether the New York bankers could have contained the crisis by disregarding legal requirements and dipping into their reserves is uncertain, but their decision to suspend payments and to issue clearing house loan certificates resulted in “the most extensive and prolonged breakdown of the country's credit mechanism which has occurred since the establishment of the national banking system.”13 La Salle Street bankers quickly followed the New York Clearing House Association in the suspension of cash payments. Chicago bank officers ordered an end to currency shipments to country bankers in the South and West and issued instructions to tellers to dissuade bank customers from withdrawals of cash. Clearing house associations in cities across the country condemned the Wall Street suspension, but took similar action themselves when they voted to cease payments and to issue clearing house loan certificates in self-defense.14 Main Street bankers turned to their state officials for protection. Attorneys general in several western and midwestem states announced that they would not consider state bankers in violation of the law if they were unable to make payments to depositors.15 On October 28, Charles N. Haskell, the acting governor of Oklahoma shut down the state banks and declared a bank holiday. The declaration was purely defensive and in response to the urban bankers who wished to push the burden of contraction onto the rural areas. The Oklahoma official announced that “All of the leading cities of the United States, through their clearinghouse association, have entered into an agreement to protect themselves against conditions which they are apparently unable to control, and by such concerted actions are refusing to ship currency to country banks which have deposits.”16 The governors of Nevada, California, Oregon and Washington followed Oklahoma's lead and proclaimed moratoriums on all financial obligations.

Within two months of New York banks’ suspension, Europeans sent $100 million of gold to the United States. The arrival was too late to prevent the rapid spread of the panic, but it did shorten the period of suspension and enable the banks to resume converting deposits into cash.17 As the economy recovered, Wall Street bankers launched a publicity campaign to escape blame for the financial debacle. The financiers congratulated themselves for mitigating the panic, praised Cortelyou for depositing the government's money in New York banks, and blamed the crisis on Main Street bankers who “hoarded” cash. Frank Vanderlip acclaimed “heroic measures for relief’ that Cortelyou and the New York bankers took but had harsh words for the country bankers.18 “Many banks are carrying reserves far in excess of their needs. They will neither increase loans and thus build up their deposit credits to a normal ratio to the reserves they hold, nor will they remit their surplus reserve to their reserve agents in the financial centers.” Apparently, the Wall Street banker had little regard for interior bankers’ “fear that they might be unable to get the money back again promptly if they should need it.”19 The January 1908 monthly circular of Vanderlip's National City Bank demonstrated “how great the drain was upon central reserve and reserve cities and how unnecessarily, in many cases, country banks strengthened themselves in cash holdings.”20 The Commercial and Financial Chronicle reflected the dominant view of Wall Street. “Our bankers have confronted a highly serious and demoralizing financial condition. ... They have struggled with it, and by venturing their millions they have saved the city from a most disastrous panic.”21 Wall Street's premier financial journal acknowledged that miscalculations and speculation contributed to the debacle but identified Roosevelt's policy of railroad regulation as the primary culprit. Wall Street solidified around the contention that Roosevelt's “attempt to expel capital and to ostracize capitalists” brought on the panic. “Men of wealth” whom the president “pursued as if they were criminals” selflessly “tended and cared for” the nation during the crisis. “We thank them for their generous and beneficial work.”22

The Aldrich-Vreeland Act of 1908

Wall Street's version of the financial crisis did not go unchallenged. That the panic and Cortelyou's reaction to it would figure prominently in presidential politics became apparent when William Jennings Bryan delivered a speech before Chicago's Jefferson Club on January 9, 1908. “The Republican leaders at once rushed to the rescue of the banks after those banks had brought the stringency upon the country by their unbusinesslike methods.”23 Bryan charged that “the banks of the rest of the country were discriminated against in favor of the banks of New York City.” The Nebraskan was especially irked that “the high financiers count it patriotism to loan out at emergency rates the Treasury money furnished them without interest. ... If the Republican leaders had spent half as much time in trying to make depositors secure as they have spent in trying to increase the profits of the bankers, we would not have had any panic at all.”24

As Congress assembled in December 1907, western and southern congressmen of both parties clamored for a thorough investigation into the panic. On December 4, Senator Alexander S. Clay of Georgia introduced a resolution directing Cortelyou to report the names and location of each depository bank and the amount of deposits each received during 1907.25 Senator Charles A. Culberson of Texas argued that the widespread belief that “the country is now in the throes of a panic organized by the money power” necessitated “a far-reaching investigation” into “the causes of the present financial stringency.”26 Senator Nelson Aldrich branded the inquest that the Texas senator demanded “not practical.” “The causes of the financial stringency,” the Republican leader explained, “must ... be more or less speculative.”27 To deflect calls for an extensive investigation of the panic, Aldrich agreed that his Senate Finance Committee would conduct a limited inquiry. On December 12, the committee unanimously reported a resolution requiring the secretary of the treasury to provide the “names and location ... and the amount of public money on deposit daily in each [depository bank] from October 1, 1907 to December 2, 1907.” The resolution also directed the secretary to provide a statement concerning the condition of national banks on December 3, 1907 and to supply information regarding the New York Clearing House Association's issuance of clearing house loan certificates.28 The Republican leader assured the Senate that he did not have “the slightest desire to shirk the fullest investigation into everything connected with the financial crisis,” but that the Senate Finance Committee should “just report the facts.” If the Senate decided later that a full inquiry was necessary, Aldrich promised that his committee would “cheerfully enter upon the task.”29

Secretary Cortelyou's response to the Senate resolution demonstrated that Aldrich successfully turned the western and southern demand for an investigation of the panic to the administration's advantage. Cortelyou seized Aldrich's invitation to defend his action during the panic. “The national banks of New York were not favored with any large proportion of public money,” the secretary insisted in his report to the Senate Finance Committee. “Obviously when the pressure was focused ... on the financial center of the country, it seemed advisable to focus relief there also.”30 The secretary reminded his critics that ample precedent existed for his action and that “our existing fiscal and monetary system” required treasury officials “to have regard not simply to the operations of the Treasury, but to their effect upon the financial condition of the country.” Unlike his predecessor, Cortelyou evidenced little enthusiasm for treasury regulation of the money market. “The present head of the Department has not assumed this obligation willingly and would be glad to be relieved of it. Intelligent legislation ... would be a source of gratification to the Secretary and would greatly diminish the sense of responsibility which must weigh heavily upon any occupant of the office.”31

Cortelyou's report infuriated Democrats and western Republicans. Senator Culberson drew far different conclusions concerning Cortelyou's action during the panic and declared that the secretary “violated the law and abused his official discretion in distributing public money under the act of March 4, 1907.”32 The secretary's “unjust and inequitable” distribution enabled New York banks that held only a sixth of the capital and surplus of all national banks to gamer almost one-third of the government deposits. Culberson disputed the secretary's contention that the attempt to “focus relief" in the New York banks was justified because of “the energy with which the banks of New York extended aid to those of other parts of the country.”33 The senator countered that Wall Street used most of the funds “for speculative purposes” rather than “to meet the demands of the outside national banks for their reserves.”34 Despite dissatisfaction with “Cortelyou's Confessionals,” as the financial press dubbed the secretary's report, southern and western senators did not have the votes to secure the thorough inquiry into the panic that they sought. As a palliative, the Republican leaders agreed to a resolution directing the secretary of the treasury to send the Senate all country bankers’ complaints “of the refusal of national banks of New York City to pay in cash ... or to respond to calls for reserves.”35

The panic and demands for a banking investigation underscored Republican vulnerability on the financial issue in a presidential election year. The crisis provided the Democrats a rare opportunity to seize the offensive and submerge their differences. Conservative Democrats blamed the “Roosevelt Panic” on the administration's regulation of business while western and southern Democrats blasted Cortelyou's “favoritism” toward Wall Street during the panic. Despite divisions over banking within the party, Republicans at least agreed that a legislative response to the panic was essential.

On January 7, 1908, Aldrich introduced a bill that he prepared in consultation with the administration, Senate leaders and Wall Street financiers.36 When the Senate Finance Committee reported the bill, Aldrich identified options before the committee and the areas of consensus and division on the committee. A small group of “thoughtful students” and bankers advocated a “central bank of issue ... under government control.” Aldrich believed that eventually “this country is likely to adopt such a system,” but that the committee concurred that “its adoption at this time, or in the near future, is out of the question.”37 The committee was “unanimous” in its opposition to lodging “the sole power of issuing notes” in the banks. The Democratic members of the committee agreed with the Republicans that “there was a demand which could not be ignored for an issue of emergency notes,” but the minority insisted that “the authorized issue should be in United States notes instead of bank notes.” Differences over whether the government or banks should issue money precluded agreement on “a comprehensive plan of legislation.” A bill was possible only if the committee reported “some simple method of remedy and prevention that was merely an extension or supplement to the existing system and that could be provided through the use of existing machinery.”38

The Aldrich bill provided for an emergency currency that national banks could issue after they applied to the comptroller of the currency. Eligible securities for issuing the emergency currency included United States, state, and municipal bonds and first mortgage railroad bonds. The senator limited the emergency currency to $250 million and emphasized that the notes were “for temporary use only.” “The notes to be issued are nominally national bank notes, but they are in substance national currency of the United States, issued through the agency of national banks.”39 The bill contained no surprises and it was a logical outgrowth of the Aldrich bill of 1903, treasury regulation of the money market and the Aldrich Act of 1907. To prepare for the opposition, Aldrich compiled information from the Interstate Commerce Commission concerning the feasibility of the scheme. He planned to base his ingenious argument in defense of railroad bonds as security for bank notes on the fact that their investment value was no longer subject to misrepresentation because of the availability of government statistics. Thus, Aldrich hoped to turn the arguments in favor of railroad regulation against its progressive sponsors and his political opponents. To Aldrich, eastern business interests and bankers who either held or marketed the bonds, the provision was entirely justified as a device to restore the sagging values of these securities which they attributed to Roosevelt's regulatory policies and the passage of the Hepburn Act of 1906.40

As Aldrich expected, his bill evoked a tidal wave of opposition in both houses of Congress and from businessmen across the country. Wisconsin Senator Robert M. La Follette led the western Republicans’ attack that centered on the use of railroad bonds as security for the emergency notes. The purpose of the Aldrich bill, La Follette charged, was to “provide an emergency fund to meet the speculative needs of Wall Street in a panic.”41 The heart of the financial issue was the consolidation of banking in New York and the concentration of interior bank balances on Wall Street “where it may be absorbed in speculation.”42 Wall Street bankers’ “wanton disregard of legal and moral responsibility ... presents a situation demanding immediate investigation.”43 To westerners who were deeply suspicious of Wall Street, “no bill ever introduced in Congress was more significant of the control of legislation by great financial interests.”44

Shortly after Aldrich introduced the bill in the Senate, Congressman Charles N. Fowler's House Banking and Currency Committee opened hearings that provided a public forum demonstrating widespread banker and business opposition to the Senate bill, and that placed Aldrich on notice that passing the bill in the House would be difficult. James Forgan appeared before the committee to reiterate his 1903 argument that western banks held few of the eligible securities that the bill specified. Forgan sarcastically referred to the Aldrich bill as “an act to provide an artificial market for municipal and railroad bonds.”45 Leading Republicans who opposed the measure sought privately to discourage Aldrich. Former Secretary of the Treasury Lyman Gage wrote Aldrich that the bill was a “fatal mistake.” “An over-production of longtime bonds and stocks, not in their nature redeemable at all, is what has weighted us down and caused the present impasse.” Gage believed that the bill encouraged an unfortunate “discrimination in favor of fixed investment securities as the basis of bank loans.” Politically, the bill had little support beyond “the great bond houses and the representative dealers on the Stock Exchange.”46 Similarly, Henry L. Higginson, a leading Boston banker, wrote the senator to warn that the bill was politically foolish. “One can see that your bill will help the bond dealers, as giving them a market for their bonds at the very moment they do not care to keep them.”47

Just before La Follette addressed the Senate in a showdown over the inclusion of railroad bonds, Aldrich retreated and announced that the Senate Finance Committee unanimously voted to eliminate them 48 Additionally, Aldrich revealed that the amended bill provided for a commission to conduct a thorough investigation of the banking system. An enraged La Follette predicted, “We are not through with the railroad bond proposition. It will appear again and again, until finally it is overwhelmingly beaten with those who propose it or until it is worked in and engrafted upon the currency system of this country.”49After ten days of debate, the Senate passed the amended Aldrich bill by a vote of 42 to 16.50

When the Aldrich bill reached the House, a financial stalemate prevailed. On February 22, Fowler reported a bill from the House Banking and Currency Committee that split the supporters of an assets currency. In an attempt to respond to critics’ contentions that an assets currency was not as safe as bond-secured currency, Fowler added to the assets currency scheme a provision requiring national banks to contribute to a joint guaranty fund that insured the notes of banks that failed.51 The members of the American Bankers Association (ABA) vigorously denounced the bill, and James Forgan drafted a measure for the association that Representative James McKinney, an Illinois Republican, introduced on January 27, 1908.52 While advocates of bank note expansion worked at cross purposes, Fowler began hearings that advertised the unpopularity of the Aldrich bill among bankers and merchants.53 By April, Republican House leaders feared that “Fowler's policy of delay” would prevent the enactment of financial legislation and weaken the party in the approaching campaign. Representative Edward B. Vreeland of New York wrote Aldrich that Fowler “makes no secret of saying that it [assets currency] will be taken up and made an issue in the Presidential campaign.”54 Vreeland promised not “to let the matter go by default” and introduced a bill that won the support of party regulars. Like the Aldrich bill, Vreeland's was strictly an emergency measure that placed responsibility for issuing the emergency bank notes in the Treasury Department. Vreeland provided a sweetener for the assets currency forces by designating short-term commercial paper as eligible securities for the issuance of the notes. With the House chamber filled with denunciations of Wall Street and speculation, no exclusively bond-secured scheme could pass.55

When Fowler refused to report the bill from the House Banking and Currency Committee, the Republican leaders called a party caucus that voted to bring the Vreeland bill before the House. On May 13, the House adopted a resolution that Vreeland offered suspending the rules and discharging the bill from Fowler's committee.56 Democrats protested both the bill and the Republican's tactics. Representative John S. Williams of Mississippi charged that the Republicans wished to terminate the debate so that they could “hatch plutocratic mischief ... in a secret conference committee.”57 Williams suggested that the majority subtitle the Vreeland scheme a “bill of indemnity for Secretaries of the Treasury who have suspended the operation of the law in behalf of the national banks and clearing-house associations.”58 Neither Democratic resistance nor 14 Republican defectors prevented the House from passing the Vreeland bill on May 14.59

A conference committee struggled to resolve differences between the House and Senate bills. Disagreement over the type of security eligible for the issuance of additional bank notes was responsible for the impasse. The committee's acceptance of the Vreeland bill meant that during the next financial crunch, banks of the interior that held abundant short-term commercial paper and interior merchants would escape the brunt of the contraction. The Aldrich bill sustained the bond market and Wall Street banks. After nearly two weeks of deadlock, Aldrich and Vreeland agreed to a compromise. Aldrich consented to the inclusion of commercial paper “representing actual commercial transactions” as eligible security, but he severely restricted their use.60 The senator insisted that the bill establish “currency associations” to issue the emergency currency and that they be “under the direction and control of the Secretary of the Treasury.”61 In addition to United States and municipal bonds, the conference bill empowered the currency associations to accept “as a basis for additional circulation any securities ... held by a national banking association.”62 Finally, the bill constituted a National Monetary Commission of 18 congressmen and directed the commission “to inquire into and report to Congress at the earliest date practicable what changes are necessary or desirable in the monetary system.”63

The House quickly passed the conference bill, but western Republicans and Democrats united in opposition in the Senate.64 On May 30, when Senate leaders broke La Follette's three-day filibuster, the Aldrich-Vreeland bill passed by a vote of 43 to 22.65 When Roosevelt signed the bill into law he ended one of the most memorable episodes in United States financial history. Despite widespread resentment toward Wall Street bankers and a firestorm of criticism over the treasury's role in the panic, Congress held no serious inquiry into the events of the banking crisis and enacted legislation that was markedly favorable to a few New York banks. Moreover, the party armed for the campaign by adopting a bill that enjoyed little visible public support and encountered the sustained opposition of interior bankers, commercial organizations, and agrarians. Most remarkable was the bill's establishment of the monetary commission with Senator Aldrich as chairman. The senator that the nation regarded as intimately connected with Wall Street and closely identified with a discredited financial status quo had emerged from the crisis in a position to control the future of financial reform.

Guaranty of Bank Deposits

While Congress debated how to expand the money supply, a movement with a much different purpose emerged. During the decade following the panic of 1907, eight states enacted legislation that guarantied bank deposits. Sentiment for the guaranty of bank deposits was strongest in the West and South where bankers were unable to collect cash from metropolitan bank depositories during the panic and where opposition to increasing bank notes was strong. Both the logic and justice of the advocates of deposits guaranty were compelling. Proponents conceded that guarantying deposits did not enable a bank to meet a sustained run since the scheme contemplated no addition to the money supply. Yet, reformers were certain that the public would never rush to withdraw deposits if the government provided them the safety and assurance that it extended to holders of national bank notes.

Neither state not national banking laws reflected the phenomenal growth of bank deposits since the Civil War. By the twentieth century, deposits were a far greater and more volatile portion of the money supply than hand-to-hand currency. Despite this development, bankers and politicians continued their preoccupation with adequately securing government currency and national bank notes. The bank suspensions and failures of 1907 exposed essentially caveat emptor policies toward depositors of both state and national banking laws. The widespread popularity of the deposits guaranty movement indicated that ordinary bank customers realized their dependence on bank deposits for everyday transactions and demanded security.

The idea of protecting banks’ depositors was not new. The New York Safety Fund Banking Act of 1829 was the first application of the insurance principle to banking in the United States. The law required New York banks to contribute annually to a fund that was a source of payment to noteholders and depositors of banks that failed. After the system collapsed during the depressions of the 1830s, New York did not renew the experiment. For the remainder of the nineteenth century, bankers made only scattered attempts to mutually insure their deposits. During the 1890s, the Populist Party revived the call to protect bank depositors. Nebraska Populists unsuccessfully sought the adoption of a deposits guaranty scheme. In Kansas, a Populist bank commissioner urged the adoption of a deposit guaranty law and the governor of the state called the legislature into special session to act on the commissioner's recommendation. Although the deposits guaranty measure passed the Senate, the House defeated it by four votes.66

Despite the advent of high agricultural prices and the decline of the Populist party during the late 1890s, the idea did not lose its appeal in the West. When the Oklahoma constitutional convention met in the fall of 1906, advocates almost secured a deposits guaranty provision in the state constitution, but opponents successfully argued that the proposition was of a legislative character and that the convention should exclude it from consideration. The outbreak of the Wall Street panic the following year rekindled interest in the scheme. While currency was at a premium and clearing house loan certificates circulated, the new Democratic governor, Charles N. Haskell, sponsored the passage of a guaranty law. The state legislature passed the bill without serious debate and on December 17, 1907, Governor Haskell signed the bill that took effect 60 days later 67

The Oklahoma law provided that all state banks and trust companies enter the guaranty system and that depositors of failed banks receive immediate payment To create a payment fund, the state levied an assessment against the capital stock of each state bank and trust company equal to one percent of its average daily deposits. Should a bank's average increase, the law required an additional assessment. The law placed the state banking board that consisted of the governor, the lieutenant-governor, the president of the board of agriculture, the state treasurer and the state auditor, in custody of the fund but did not specify how the board should invest it. An amendment in June 1909 provided that the board invest 75 percent of the guaranty funds in state warrants or other securities and hold the remaining amount in cash.68

Following Oklahoma's action, enthusiasm for guaranty of deposits swept the West and thrust the issue into the presidential election of 1908. Deposits guaranty had an irresistible appeal to Democratic leaders. It had a positive and progressive ring but did not disturb the existing banking structure, alter the competitive relation among banks or threaten local enterprise. Finally, it offered a solution to panics without adopting a central bank or granting national banks additional note-issuing privileges. Bryan, who advocated a guaranty of deposits scheme during the 1890s, was in complete control of the party machinery and his nomination at the 1908 convention was a certainty. That he intended to make guaranty of deposits a major issue in the campaign became apparent when he appointed Governor Haskell chairman of the national convention's resolutions committee. With the man who claimed responsibility for the Oklahoma law as head of the committee that approved the party platform, the adoption of a strong deposits guaranty plank at the convention was assured.69

Prior to the Democratic convention, the Oklahoma state banking board attracted national attention. On May 21, 1908, the board closed the International State Bank of Coalgate, a small bank with deposits of only $36,744.93. The board took $24,843.73 from the state guaranty fund, added it to the cash in the bank's vault and paid the depositors immediately as the law required. The board liquidated the International State Bank's assets and reimbursed the state guaranty fund. The closing of a small Oklahoma bank would have been insignificant except for the bank president's allegation that the Haskell administration closed his bank for political purposes. “My bank was closed,” the president asserted, “on telephone orders from Governor Haskell for no other purpose than to make a demonstration of the depositor's guaranty law for the National Democratic Convention at Denver.”70

Less than three weeks after the first successful test of the Oklahoma law, the Democrats met at Denver to nominate Bryan for president and to excoriate the Republicans who “linked the country to Wall Street,” “deposited Treasury funds ... in favorite banks,” and passed legislation that changed the “basis of bank currency.” The platform stated that the panic “furnished additional proof” that the Republicans were “either unwilling or incompetent to protect the interests of the general public” and promised legislation requiring national banks to “establish a guarantee fund for the prompt payment of the depositors of any insolvent national bank.” Democrats pledged an “equitable system” of deposits guaranty “available to all state banking institutions wishing to use it.”71

Republican opposition to the movement to guaranty bank deposits began before the Oklahoma law took effect. Republicans fired their first shot at the movement when the Roosevelt administration tried to discourage Oklahoma national bankers from joining the system. On January 20, 1908, Comptroller of the Currency William B. Ridgely announced that federal courts had established the “well settled” principle that a national bank violated the National Banking Act if it agreed to guaranty the obligations of a third party. Since the comptroller's announcement had neither official standing nor binding effect, he persuaded Secretary Cortelyou to request an opinion from the attorney general concerning national banks’ participation in the Oklahoma system.72

The comptroller's declaration had little effect on the Oklahoma national bankers. When their customers began to withdraw deposits and to transfer them to the state banks, they applied to the state banking board for admission to the system. “The guarantee is a deposit getter,” declared a national banker who was eager to join the state program.73 “Theoretically, it is wrong. Fundamentally, it is wrong. Economically, it is unsound, and therefore wrong,” opined another, but “the farmers, and many others ... do believe in the idea, and they deposit their funds where the guarantee will protect them.”74 By August, many national bankers surrendered their charters and incorporated under state law so that there was no question regarding the legality of their participation in the guaranty program. Of the state's 307 national banks, 57 joined the system despite Comptroller Ridgely's remarks.75

On August 1, 1908, Attorney General Charles J. Boneparte issued an opinion that sustained the comptroller and warned national bankers not to participate in the Oklahoma program. “It is generally recognized,” Boneparte announced, “that a national bank has no power to guarantee the obligations of a third party unless in connection with a sale or transfer of its own property.”76 The attorney general dismissed the ingenious argument of the Oklahoma national bankers that they were not guarantying the obligations of other banks, but only entering into an agreement with the state of Oklahoma that made the guaranty effective. “I think this is a distinction without a difference,” he declared. The attorney general warned that “it is illegal for the officers of any national bank to enter into such an agreement as is contemplated by ... the Oklahoma statute and that persistent and willful action to this effect on the part of any such bank would be just cause of the forfeiture of its charter.”77 The comptroller officially notified the Oklahoma banks of the ruling and requested formal statements from them upon their withdrawal from the state program.78 Ridgely received few responses. Some Oklahoma national banks withdrew while others organized subsidiary banks under state laws so that they would not lose customers who insisted on the guaranty. Many national banks liquidated and reorganized under state charters so that they could participate in the program.79

Democrats believed that the attorney general's opinion strengthened the party in the presidential campaign against the Republican candidate, William Howard Taft. Bryan was elated by Boneparte's announcement that “accentuates the issue and emphasizes the necessity of legislation framed from the standpoint of the depositor rather than from the standpoint of the banker.”80 While Bryan hammered on the issue in the West, he effectively capitalized on its broad appeal. “I submit that in this effort to make the banks secure, the Democratic Party is the champion of the fanner, the laboring man, the business man, the professional man, and the champion of the bankers as well. No class is outside the benefits of this law, for it bestows its blessing upon all.”81

Despite the rapidly growing popularity of deposits insurance, Taft asserted that the Oklahoma law “put a premium on reckless banking. Relieved of responsibility to and fear of the depositor,” the Republican presidential candidate predicted that “the tendency would be toward exploitation, manipulation and the use of assets of banks in a speculative way.” Taft condemned the Democratic platform that called for a “system of enforced insurance which compels all National banks to contribute to an insurance fund to meet the defaults of the speculator.”82 When western Republicans began to endorse deposit insurance legislation, the candidate qualified his opposition. In September, Taft sent a public letter to Walter Stubbs, the party's gubernatorial candidate in Kansas and a forceful advocate of deposits guaranty, stating that Taft supported “an enabling act by which banks in Kansas may voluntarily guarantee each others deposits.” He did not explain how such legislation posed any less dilemma to national banks than Oklahoma's “compulsory” system nor how his position squared with the attorney general's ruling. Taft merely asserted that such a scheme was “very different from the proposition in the Democrats platform, enforcing a tax against all banks, by which they are in effect to guarantee the recklessness and the dishonesty of every other banker.”83

While candidate Taft soft-pedaled the issue, the Roosevelt administration stepped up the attack on Bryan and the Democrats. Postmaster General George von Lengerke Meyer cautioned voters to beware of Bryan's “short cut and plausible panacea against panics” that only moved the nation “one step further toward socialism.”84 The campaign heated up when Secretary of Commerce Oscar S. Straus responded to Bryan's reference to the International State Bank of Coalgate as an example of the successful application of the deposit guaranty principle. “It is well for the public to know,” Straus responded, “what the facts are concerning this bank.” The International State Bank was “entirely solvent when it was closed,” the secretary asserted. “Why the closing of it was brought about to make a campaign exhibit I leave for the public to judge.”85

Advocates of the reform encountered stiff opposition when the American Bankers Association mobilized their troops against the movement. Bankers feared that the Oklahoma scheme would spread rapidly because once a state adopted the system, bankers in adjoining states would force their own state legislators to act. “A drain of deposits from Kansas to Oklahoma has already commenced,” an Oklahoma national banker observed in January 1908. He predicted that “Kansas will be compelled to pass a deposit guarantee law to protect her own banking business, and so on until every state between the Atlantic and the Pacific will have a state depositors guarantee law.”86 Less than a month before the presidential election, the bankers’ association held its annual meeting in Denver and passed a resolution condemning deposit guaranty as “impractical, unsound and misleading, revolutionary in character and subversive to sound economics.”87

Economists considered the drive to involve the government in protecting depositors “a dangerous tendency.”88 One economist warned Republican leaders that deposit guaranty “is becoming so popular that there is danger of its being incorporated in our National Bank Act unless a substitute which satisfied public opinion ... is forthcoming.”89 Professor James Laurence Laughlin of the University of Chicago led the academicians’ assault. He concluded that “the origin of the guaranty idea is traceable either to the general prejudice against banks or to the attempt to make men good by law. It is purely populistic or socialistic, in its parentage.”90 Depositors should rely upon the “skill, integrity” and “good management” of the banks for protection rather than further involve the government with banking. The laissez-faire economist insisted that “Confidence in banks can be due, not to external forces, but to internal forces directed upon the methods of business management.”91

While metropolitan bankers and economists united behind the Republican campaign against the deposit guaranty, Bryan was quick to see that not all bankers opposed the scheme. “Mr. Taft's argument against deposit guarantee is that presented by the big bankers which put their selfish interest above the welfare of the depositors and the safety of the community.”92 To Main Street bankers in the West and South who deposited millions of dollars in metropolitan banks, the recent panic demonstrated that they were vulnerable to urban bankers’ suspensions of cash payments and failures. Bryan elaborated on the primary “advantage which the guarantee of deposits brings to the banks--it protects the reserves deposited in other banks. During the panic last Fall the reserves caused most of the trouble. The small banks wanted to withdraw their reserves from the city banks, and the big banks in the cities were not prepared to meet the strain. With deposits guarantee,” the Democratic candidate argued, “there would be no runs on local banks and no sudden withdrawal of reserves.”93 Many small-town interior bankers joined the movement because they believed that “a bank would be secure against loss of deposits in its reserves or in any other bank.”94 To many Main Street bankers deposit guaranty was an attractive alternative to La Salle Street's assets currency legislation or Wall Street's central bank proposals. A small-town Wisconsin banker predicted that if Congress adopted deposit guaranty, “the much discussed flexible currency would not require our attention any more.”95

The election results disappointed those who wanted to establish guaranty of deposits as a viable alternative to La Salle Street or Wall Street reforms. Bryan and the Democrats were unable to capitalize on the Republican's vulnerability on the financial issue. Despite the growing support for the deposit guaranty idea, the unpopularity of the Aldrich-Vreeland Act and the stigma of a banking panic under a Republican president, Taft defeated Bryan by over a million votes. The election did not dampen western enthusiasm for the reform. During the spring of 1909, Kansas, Nebraska, and Texas adopted deposit guaranty systems. In each state, the initial impetus came from the state Democratic party although Kansas Republicans were responsible for that state's legislation.96

Republican leaders, metropolitan bankers and economists hoped that a constitutional challenge to the Oklahoma law would prevent the spread of the movement. Shortly after the Oklahoma legislature passed the guaranty law, the Noble State Bank asked an Oklahoma district court for an injunction restraining the state banking board from levying the first assessment. The attorney for the Noble State Bank argued that the state legislature had no power to modify its charter and that the law requiring it to guaranty the debt of a third party deprived it of property without due process of law. When the local court denied the injunction, the bank appealed to the Oklahoma Supreme Court. After the chief justice handed down a unanimous opinion upholding the lower court, the bank's attorney appealed to the United States Supreme Court.97

The principal point at issue was whether the Oklahoma deposit guaranty law took the private property of one bank for the use of another without due process of law. The concept of state power over banking that found wide acceptance throughout the West, the legal basis of banking legislation in four states and the financial plank of a major political party were at stake. In January 1911, Justice Oliver Wendell Holmes returned a unanimous Supreme Court opinion that devastated the opposition to the movement. In upholding the constitutionality of the Oklahoma law, Holmes denied the plaintiff's contention “that the assessment takes private property for private use without compensation.”98 The justice articulated a theory of state regulatory power over banks that conformed precisely with the views of small-town Americans. “We cannot say that the public interests to which we have adverted, and others, are not sufficient to warrant the state in taking the whole business of banking under its control. On the contrary, we are of the opinion that it may go on from regulation to prohibition except upon such conditions as it may prescribe.”99

By the time the Supreme Court settled the Noble State Bank case, the more dramatic issue of banking concentration diverted public attention from the movement to guaranty bank deposits. When Democrats captured the White House and Congress in 1912, they momentarily considered a national deposit program before deciding to leave the initiative for the reform with the states. Yet, American's fascination with the idea of a government guaranty of bank deposits persisted. Before World War I the movement spread and Mississippi, South Dakota, North Dakota, and Washington enacted guaranty legislation. The state programs encountered serious reversals during the early 1920s. The sharp post World War I drop in agricultural prices and the failure of hundreds of farm state banks rapidly depleted the deposit guaranty funds. Oklahoma, Kansas, Texas, and Washington repealed their guaranty laws and the systems in Nebraska, Mississippi, South Dakota and North Dakota became inoperative.100 When the entire banking structure collapsed during the depression of the 1930s, the guaranty idea acquired a new luster, and Democrats drew upon the states’ experience in making guaranty of bank deposits a national policy.

The Postal Savings Bank Act of 1910

While Democrats embraced guaranty of deposits during the presidential campaign, Republicans firmly committed the party to enactment of a postal savings bank system. Party leaders hoped that their advocacy of the reform would offset the appeal of the guaranty of deposits in the West and attract ethnic voters who regarded United States banks as unsafe. Roosevelt's postmaster general, George von Lengerke Meyer, was a tireless champion of postal savings and rallied the nation's more than 1, 800 postmasters behind the scheme.101 The panic of 1907 demonstrated to many the advantages of an unquestionably safe place to keep deposits and prompted the president to favorably comment on the scheme. “Viewed ... from the experience of the past few weeks,” Roosevelt wrote to Congress in December 1907, “it is evident that the advantages of such an institution are ... far-reaching.”102 The president believed that “through the agency of the postal savings banks,” money that depositors hoarded “would be restored to the channels of trade, to the mutual benefit of capital and labor.”103

Roosevelt, Taft, Meyer, Senator Henry C. Lodge, and others worked to place the Republicans squarely behind the reform at the 1908 national party convention. Postmaster Meyer and Republicans believed that the postal savings bank proposal “will assist during the campaign in controverting Mr. Bryan's proposition that Government guarantee all deposits in national banks, which is unsound.”104Lodge agreed and promised the postmaster and Taft that he would “do everything I can to see that there is a clause in the platform favoring postal savings banks.”105 The platform declared that “We favor the establishment of a postal savings bank for the convenience of the people and the encouragement of their thrift.”106 Since Taft presided over a postal savings bank system as colonial governor of the Philippines, the party's presidential candidate took a personal interest in the reform.107 Taft indicated his support for postal savings banks and denied the Democratic platform's contention that Republicans would use the scheme to “aggregate the deposits of the rural communities and redeposit the same ...in the banks of Wall Street.”108 In his acceptance speech, Taft answered the Democrats’ criticism by noting that the “Republican Convention had in mind” a bill that Senator Thomas H. Carter of Montana sponsored.109 Taft asserted that the Carter bill “provides for the investment of the money deposited in National banks in the very places in which it is gathered, or as near thereto as may be practicable.”110 Taft's enthusiasm for postal savings banks did not end after the election, and in his inaugural address, the newly elected president called upon Congress to “promptly fulfill the promise of the Republican platform and pass a proper postal savings bank bill.”111

Shortly following the election of 1908, Taft urged Senator Aldrich to redeem the party's pledge and give the Senate “a chance to vote” on the proposition “before the close of the session.”112 Taft regarded the postal savings bank plan as “the great antidote for the movement in favor of the guaranty of bank deposits which continue to form a very large part of Bryanism and of radicalism in the western states.” The president was concerned that the guaranty movement “embraces among its supporters a great many Republicans” and hoped that congressional action on the reform would provide Republicans a satisfactory alternative.113

The senator was unresponsive to Taft's appeal. Aldrich did not oppose a postal savings system, but desired to incorporate all financial reforms into the National Monetary Commission's report that he expected to issue in late 1909 or early 1910.114 The postal savings bank, he believed, interlaced politically and economically with the banking reforms that his commission might propose. Should the commission endorse a central bank, Aldrich could place a financial reform package before Congress that included a postal savings bank system. The tactic would strengthen the bargaining position of the commission and perhaps win the support of westerners who opposed centralized finance but desired the postal savings banks. Moreover, a postal savings bank system could smooth the transition to a new banking system by providing a vehicle for the absorption of over $700 million of 2 percent United States bonds that national banks held. Funds that the postal savings banks collected could support the government bond market and help prevent national banks from sustaining the losses that an abandonment of United States bonds as security for bank notes might involve. When Aldrich announced a moratorium of all financial legislation until the commission issued its report, prospects for congressional action on postal savings vanished.115 “In view of the well known difficulty in the way of any general reorganization of the banking system of the country,” Senator Carter complained to Taft, “the proposal of Mr. Aldrich would seem to involve an indefinite postponement of the postal savings bank measure.”116

The persistent Taft refused to allow the issue to die. In his 1909 message to Congress, the president announced that he saw no reason why the work of the National Monetary Commission should delay action on the postal savings bank. “I do not see why the one should be tied up with the other.” Taft noted that the monetary commission was studying the central banking systems of Europe and declared that “a system of postal savings would not interfere with a change to such a system here. Certainly in most of the countries of Europe where control is thus exercised by a central authority, postal savings banks exist and are not thought to be inconsistent with a proper financial and banking system.”117 Taft repeatedly advocated the reform and by the end of the year, he persuaded Aldrich to abandon his opposition and cooperate with the administration.118 The president prevailed over determined advocates of a central bank who urged the Senator to delay action on postal savings banks. Paul M. Warburg, of Kuhn, Loeb & Co., wrote Aldrich that “I think it would materially increase the necessity of [thorough] financial reform if the attitude were taken that the Postal Savings Bank question cannot be resolved unless the whole problem is solved at the same time. ... Strengthening your own hand” by delaying postal savings would be necessary for success in the Congress, “no matter if the administration feels that it wants this legislation pushed through.”119 When Aldrich rejected the advice of the banker and adhered to his commitment to Taft, the passage of banking legislation popular among western Republicans seemed certain.

Despite widespread agreement within the party on the desirability of a postal savings system, the Republican attempt to enact banking legislation during the spring of 1910 generated additional discord. While the Senate debate centered on the disposition of funds that the postal savings banks collected, the larger issue was whether the party would enact legislation that smoothed the way for the fundamental overhaul of banking Aldrich had promised but had not yet proposed.120 Debate began when Senator Carter sponsored an administration-supported bill that provided that the funds of the postal savings banks remain in the local community “as nearly as practicable.”121 Western Republicans, however, demanded an ironclad provision that postal savings banks redeposit funds in the local country banks and that government officials have no authority to use the funds to support the pice of government bonds. The westerners engaged in an extraordinarily bitter attack on Taft for what they claimed was a “change of front.”122 “It was in the mind of the American people when the platform of the Republican party was adopted” that the funds remain “in the neighborhood banks for the service of the people,” Senator Jonathan P. Doliver of Iowa declared.123 The administration was more interested in “paving the way for the abolition of the national banking system” than in “encouraging thrift among the poor,” the Iowan added sarcastically.124 Senator Moses E. Clapp of Minnesota warned the Republican leaders that “the time is coming when excuses for broken pledges and faith violated will no longer be accepted by the country.”125 Clapp denounced the administration bill as “the most subtle scheme ever devised for taking money from remote places and carrying it to the East.”126 Western Republicans supported an amendment that Senator William E. Borah of Idaho submitted specifying a minimum 2 1/4 percent return on the investment of postal savings funds.127 Since the amendment precluded investment of the funds in the outstanding 2 percent government bonds, it precluded the use of the postal savings bank funds for Aldrich's bank reform.

Taft was furious when the Senate passed the Carter bill with the Borah amendment. The president announced his opposition to the Senate bill and declared that the Borah provision “takes away a feature which ought to be present in the law to assure its constitutionality. We now have about $700,000,000 of 2 percent bonds with respect to which we owe a duty to the owners to see that those bonds may be taken care of without reduction below the par value.”128 He denounced the supporters of the Borah amendment as “utterly oblivious to the importance of maintaining the credit of the government, or of doing any thing except filling the coffers of the country banks with these collections.”129 The administration led a successful campaign in the House to eliminate the Borah measure and to provide a board of trustees with wide discretionary powers over the disposition of the funds.130 When the bill returned to the Senate, Taft strongly supported the House formulation and persuaded enough westerners to abandon their support of the Borah amendment and to win Senate approval for the administration. When Taft signed the act on June 25, 1910, the widespread demand for postal savings banks became law.131

Although the Postal Savings Act was an administration victory, the political strategy that underlay the legislation was less successful. The reform did not undercut the appeal of the guaranty of deposits in the West. Further, the administration's attempt to enact banking legislation popular on Main Street nonetheless embittered its western critics. The reform was of limited value as a device for sustaining the value of the 2 percent government bonds and for smoothing the transition to a central bank. Although western senators did not openly attack Aldrich or the National Monetary Commission, they voiced dissatisfaction over their exclusion from the formulation of the party's financial policy and indicated an unwillingness to support banking reform that the commission considered. The postal savings debate underscored the distrust between western and eastern Republicans on banking issues and was a portent for Aldrich and the National Monetary Commission.
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CHAPTER VI

Wall Street Consolidation, 1911

In the wake of the panic of 1907, deposits guaranty laws’ spread through the West, the Taft administration got Congress to pass the Postal Savings Bank Act and Senator Nelson Aldrich's National Monetary Commission appeared to be bogged down in an endless series of inconclusive sessions prompting little public comment and even less excitement. While Aldrich released trial balloons that prepared the public for a more centralized banking arrangement, Wall Street bankers did not have time to wait for reform. To them, the lessons of the panic of 1907 were clear: more concentration and cooperation at the nation's financial center could prevent another round of banking failures.

During 1911, Wall Street bankers pursued greater financial order and stability in an atmosphere of mounting public anxiety over banking concentration. The absorption of the National Bank of Commerce into the J. P. Morgan-National City Bank orbit was the first of several steps bankers took toward greater concentration. The second was the National City Bank's establishment of a bank holding company, the National City Company. Finally, the failure of the Carnegie Trust Company highlighted the growing problems of lax state banking regulation that threatened all banks and of competition between the national banks and state institutions.

The National Bank of Commerce

Between the end of the depression of the 1890s and 1907 a series of banking consolidations occurred at the nation's financial center. The financial merger movement gained momentum with the recovery of 1897, faltered temporarily in 1903, but accelerated before the collapse of 1907. While the pace of consolidation slowed after the panic, the most powerful bankers on Wall Street continued to strive for cooperative relations, to absorb potential competitors and to interlock directorates.

Frank Vanderlip of the National City Bank and Henry P. Davison, vice-president of the First National Bank of New York, spent the end of 1910 helping Aldrich thrash out the details of a banking bill. At the beginning of the new year, they plunged into a project that they hoped would assure “the existing balance in Wall Street.” A major obstacle frustrated the establishment of an alliance between the two largest financial aggregates on Wall Street--J. P. Morgan and Company and affiliated banks that Davison represented, and the Rockefeller-aligned National City Bank forces. According to Vanderlip, the “troublesome factor” was the National Bank of Commerce, one of the oldest, largest and most prestigious banks in the country.1

Size alone made the Bank of Commerce a force to contend with among New York banks. The bank absorbed the National Union Bank in 1900 and doubled its capital from $5 million to $10 million. In 1903, the Bank of Commerce merged with the Western National Bank that had previously incorporated the National Bank of the United States.2 By 1911, only the National City Bank's capitalization surpassed the National Bank of Commerce's. The large amount of deposits the bank held from interior banks made it an important element in the smooth working of the national money market and the mechanism of interbank exchanges.

Despite the impressive size and national scope of the Bank of Commerce, the bank had a more glorious past than a promising future. Although it was the third largest lender on the call loan market, the Bank of Commerce was the largest commercial bank in New York that did not engage heavily in investment banking. The Bank of Commerce specialized in short-term commercial paper and conformed to the canons of orthodox commercial banking. Unlike Morgan, James Stillman of the First National Bank or Jacob Schiff of Kuhn, Loeb and Company, the aging directors of the bank took no steps to assure an orderly transfer of power to a forward-looking, aggressive cadre of young executives. The Bank of Commerce had not been an initiator of the changes sweeping Wall Street. The New York Times aptly described the bank as one that “has not taken an aggressive part in banking affairs.”3

While the National Bank of Commerce never challenged or interfered with J. P. Morgan and Company, it became the center of a struggle between the Edward H. Harriman and Morgan interests during 1908 and 1909. Immediately following the panic of 1907, Harriman's largest railroads faced imminent bankruptcy. The magnate narrowly escaped insolvency after a vain appeal to Wall Street leaders, including Morgan, to cooperate in a refunding plan. After this humiliating incident, Harriman resolved to reconstruct his financial power by capturing the Bank of Commerce. For two years, the aging Harriman schemed to gain control of the bank, but his sudden death in August 1909 ended the challenge to Morgan. With Harriman gone, the door was open for Morgan to remove the possibility of a similar threat in the future and to prevent some “unresponsible or reckless manipulator” from seizing control of the National Bank of Commerce.4

Those within the Morgan circle worried about the National Bank of Commerce for other reasons. Davison feared that during a banking crisis the bank might become “a derelict in the financial sea.”5 He and other bankers remembered the Bank of Commerce's clumsy and ill-timed decision to cease clearing checks for the Knickerbocker Trust Company during the panic of 1907. He regarded the directors’ decision to strengthen their bank, when all New York institutions faced pressure, a deplorable lack of cooperation. There was no guaranty that the Bank of Commerce would act any more responsibly should the financial center encounter similar difficulties. To prevent a repetition of the unhappy events of 1907 and to promote cooperation during a banking crisis, Davison was eager to draw the bank into the Morgan camp.

To Vanderlip, the Bank of Commerce posed a more immediate threat. As the second largest commercial bank in New York, it was “directly competitive with the National City Bank.” If Morgan were to “get behind” the bank, he could easily “put the Bank of Commerce ahead of the National City Bank on deposits any time he chose” by directing the trust companies and railroads he controlled to transfer their deposits to the Bank of Commerce.6

To eliminate the uncertainty, to promote cooperation and to remove a troublesome competitor, Vanderlip and Davison formulated a plan that called for the Equitable Life and the Mutual Life insurance companies to sell to J. P. Morgan, the First National Bank and the National City Bank the controlling shares of the Bank of Commerce. Additionally, they brought into the scheme Kuhn, Loeb and Company, the second most powerful investment banking house in New York. By the first week of April, 1911, Vanderlip and Davison completed the takeover. Vanderlip became the president of a new board of directors that included Schiff and the other participating bankers. When Schiff resigned in September, Paul M. Warburg became the Kuhn, Loeb and Company representative on the board.7

Vanderlip and Davison believed that the take-over brought benefits to everyone. They eliminated an unsettling and uncertain element in the nation's financial center. The National City Bank lost a rival, and the Bank of Commerce gained new leadership. Most importantly, the absorption of the Bank of Commerce assured closer harmony and cooperation among New York's largest banks in the event of a financial disturbance. Vanderlip wrote James Stillman concerning the latest triumph of consolidation and cooperation among New York's largest banks that “Conditions were never more harmonious than they are at this moment between this institution, Morgan's and the First National.”8

Many agreed with Vanderlip's assessment that the absorption of the National Bank of Commerce marked the high tide of cooperation among New York's largest banks, but few shared his glee. The wave of Wall Street mergers convinced most Americans that the waning of competition and the advent of combination and cooperation brought a menacing concentration of financial power. The muckraking literature of the Progressive Era uncovered greed, immorality and illegality on an unprecedented scale among businessmen and politicians. “Wall Street” topped the list of offenders.

The Bank of Commerce reorganization prompted McClure's Magazine to publish a two-part article by John Moody and George K. Turner entitled “Wall Street: How Morgan Built the Money Power.” The same magazine that published Lincoln Steffen's exposés of corruption in city government and Ida Tarbell's scathing denunciation of Standard Oil, enthralled the nation when it described the absorption of the National Bank of Commerce as the “completion of the Money Power.” The Bank of Commerce represented “a bond of common ownership” among Wall Street leaders. The two major banking aggregates “formed a central banking interest for the great corporate financing of Wall Street and the country .... There will no longer be active competition in their most important function, the financing of the corporations of the country .... For all practical purposes, they are one financing machine-the central ‘money power’ of New York.”9

During the spring of 1911 talk of a “money trust” was in the air as Wall Street rumors predicted that “the most recent and significant combination of banks” would prompt President William H. Taft's attorney general, George W. Wickersham, to turn the administration's vigorous antitrust campaign toward New York bankers. In an interview with the Wall Street Journal, Wickersham maintained that newspaper stories connecting his name with an attack on the “money trust” had “no practical foundation.” Although the attorney general deplored the wave of bank mergers and consolidations, he had “no means of preventing it,” and because of the precarious financial condition of the country, he was not certain that an antitrust assault on the nation's largest institutions was desirable. While these remarks eased Wall Street jitters, he issued a warning to New York bankers by expressing his belief that the “concentration of banking capital in New York was something to which public attention might well be directed.”10

The National City Company

While the muckraking journals proclaimed the arrival of the “money power” and Taft's attorney general spoke publicly of a “money trust,” National City Bank officials announced that they had established a subsidiary investment corporation, the National City Company, under New York state corporation laws. In June 1911, officers of the National City Bank sent its stockholders a letter declaring a “special dividend” that provided the capital for the new corporation. Stockholders had an option of accepting the dividend or receiving a “beneficial interest” in the National City Company so that the ownership of National City Bank stock automatically carried with it a part ownership in the National City Company. The National City Company would take over the bank stock that the directors and officers of the National City Bank held, including $2 million dollars of newly acquired National Bank of Commerce stock. Additionally, National City Bank interests, largely James Stillman, Frank Vanderlip, Stephen S. Palmer and William Rockefeller, planned to sell to the National City Company $3 million worth of stock in other “National City Bank controlled” institutions. This arrangement made the new National City Company partly a bank holding company since it held the stock of other banks and partly a security affiliate that was primarily an investment vehicle for the parent bank.

The formation of the National City Company was the logical culmination of over ten years of National City Bank's acquisition of other banks’ stock. The National City Company was the holder of stock of seven New York national banks, state banks, and trust companies, including nearly 10,000 shares of the National Bank of Commerce. Since it held 1,667 shares of the Banco de la Habana, the National City Company's reach was international. The National City Company owned stock in Boston and Philadelphia banks, and its ownership of the stock of Kansas City, Indianapolis and New Orleans banks meant that it penetrated such Main Street strongholds as Missouri, Indiana and Louisiana.

Many questions about the National City Company arose immediately. As a child of the National City Bank, was the National City Company responsible to federal officials, or as a state chartered corporation, was it responsible only to the state authorities? Comptroller of the Currency Lawrence O. Murray quickly sided with the National City Bank by claiming that there were no legal provisions for federal regulation of the National City Company. The only legal hurdle confronting the National City Bank, the comptroller claimed, was the relatively inconsequential prohibition on the use of the word “National” in the title of any banking, brokerage or savings bank business not fully chartered under the National Banking Act. To this trivial objection, National City Bank officers countered that the National City Company was not a bank but an institution doing business under the general corporation laws of New York. While New York law required corporations to file annual statements with the secretary of state, businesses routinely ignored the requirement without penalty. “So far ... as any control by banking authority is concerned,” the New York Times observed, the National City Company “appears to be free from all supervision.”11

More significant questions about the ultimate purposes of the National City Company overshadowed the nation's chief banking regulator's petty objections. Some speculated that National City Bank officials, who had invested heavily in bank stocks, wished to convert these assets into funds for other investments and that the National City Company was merely a device for achieving this end. Others feared that the National City Company was a spring-board for involving the National City Bank even more deeply in the stock market and for extending its control over banks throughout the country. Indeed, a National City Bank circular of June 28 all but announced that the National City Company was a legal dodge that enabled the National City Bank to enter highly lucrative financial fields that the law designated as too risky for national banks. “The Officers and Directors,” the circular informed the National City Bank stockholders, “are of the opinion that it will be of material advantage to the shareholders of the bank to unite in establishing a corporation so organized that it may make investments and transact other business which, though often very profitable, may not be within the express corporate power of a national bank.” The “other business” to which the circular referred was the purchase and holding of corporate stock that private investment houses regularly received as bonuses in large underwriting transactions. National banks could become corporate creditors by purchasing and selling corporate bonds, but federal law prohibited national banks from purchasing corporate stock. The National City Company appeared to be a device that enabled its parent bank to circumvent this prohibition.12

Public concern centered on the National City Company's ability to extend its control over other banks through the holding company device. After the National City Company purchased $5 million of bank stock that National City Bank officials held, the holding company retained $5 million of resources that it could use to purchase additional bank stocks. The financial press speculated that National City Bank officials planned to acquire additional bank stock, “thus extending the National City Bank's influence in banking in this city and elsewhere.”13

National City Bank officials could not have placed a more tangled web of politically sensitive financial and legal issues before the public. Did the National City Company reside in a twilight zone not clearly within the regulatory reach of either federal or state authorities? Could national banks indirectly engage in activities that federal courts repeatedly ruled to be outside the scope of “banking” under the National Banking Act? Affirmative answers to these questions involved nothing less than a complete redefinition of “banking” under federal auspices. Finally, would relatively small, independent banks remain the fundamental organizational unit of the banking system or could banks link themselves in powerful aggregates through holding companies? These questions acquired a special potency because the National City Bank was the largest national bank, was identified with the “Rockefeller Standard Oil Trust,” and symbolized the “money power.” Its directors’ ownership of over 50,000 shares of other banks’ stocks did not endear the National City Bank to a nation committed to local, independent banking. The Treasury Department's reliance on the National City Bank irked other bankers and generated cries of “favoritism” and “politics in banking.” The bank had long ago fallen into disfavor among orthodox financial publicists and academicians for spearheading the drive to mingle commercial and “financial” banking. Those who believed in a strict separation of commercial and investment banking accused it of “banking heresy” and of “departing widely from the pursuits of commerce and lending itself to the uses of the promoter, the financier and even the stock gambler.” The bank's most recent venture into the field of investment banking further demonstrated the National City Bank's stubborn determination to persist in its dangerous, heedless ways.14

The Taft Administration and Banking Concentration

Although Comptroller Murray gave the National City Company a clean bill of health, that did not end the matter. On July 15, Attorney General Wickersham announced that the Justice Department was investigating the National City Company to determine whether or not the National City Bank was in violation of federal banking laws. Following the absorption of the National Bank of Commerce, Wickersham expressed his concern over the growing concentration of financial power, but he remained on the sidelines. No federal laws prohibited individual stockholders or officers of a national bank from acquiring the stock of other banks, nor did that arrangement constitute a primae facie violation of the Sherman Antitrust Act of 1890. Nonetheless, news of the National City Company immediately activated Justice Department officials who believed that the National City Bank was legally vulnerable. Since one had to own stock in the National City Bank to hold stock in the National City Company and since the sale of bank stock automatically transferred the stock of the security company, Justice Department investigators concluded that the two were legally a single entity. Besides the linking of stocks, the National City Bank's circumvention of the prohibition on national bank's ownership of corporate stock also concerned the investigators. During July, Justice Department investigators quietly analyzed these and other legally questionable National City Bank practices.15

The key figure in the Justice Department investigation of the National City Company was the solicitor general, Frederick W. Lehmann. The Prussian-born solicitor was an “independent Democrat” from Missouri and a former president of the American Bar Association. Lehmann exhibited “a sturdy, pugnacious combination of the conservative and radical.” Noted for his “dogged determination,” he matched his reputation when he turned his attention to the National City Company investigation. On August 1, Lehmann forwarded to the attorney general a report on the National City Company that was both a devastating legal critique of the National City Bank and a brief on behalf of decentralized banking and local control of economic affairs.16

The solicitor general's report logically divided into two parts: one dealing with the narrow legal issues specific to the National City Company case and another raising broad questions of banking policy. The linking of the institutions’ stocks and the identity of management indicated to Lehmann that “the bank and the company are as completely unified ... as two corporations can possibly be.” Liberally citing federal court decisions, he argued that it was “clearly against the policy and terms of the national bank act to make the holding of shares in another corporation dependent upon the holding of shares in the bank, and vice versa.” With respect to the type of business that the National Banking Act authorized, Lehmann noted that the courts interpreted strictly the scope of national banks’ activities and limited their activities “to those expressly granted.” The solicitor general further held that a national bank may not “become an organizer and take stock in a new or speculative venture.” He drew heavily on the case of Concord First National Bank v. Hawkins to conclude that a national bank “shall be a financial institution” limited to the powers that the National Banking Act explicitly provided, “and nothing more.”17

After dispensing with these legal issues, Lehmann discussed the implications of the failure of the Justice Department to resist the National City Bank. The National Banking Act and subsequent judicial rulings constituted an “express recognition and assertion of the local and independent character of our national banks and the denial of any power which would tend to what is in effect a central bank.” Ironically, Lehmann cited a recently published volume of Aldrich's National Monetary Commission, O. B. Potter's The Origins of the National Banking System, to demonstrate that the “paramount purpose” of the framers of the National Banking Act was to establish a uniform currency without “a great central institution” to which opposition was “deep-seated and widespread .... Nationalization without centralization” was the essence of the law. The linking of banks through stock ownership stood in opposition to the “general policy of the banking act” that every bank shall be an independent institution. Under the National City Company scheme, “any number of banks may be bound together and brought under one central control and domination.” One “evil” of this arrangement “certain to result” was that the “banking capital of a community might be concentrated in one concern, and business deprived of the advantages that attend competition between banks. Small banks” would become “in fact, though not in form, branches of the larger one.”18

Lehmann counseled the attorney general to adhere to a strict construction of the National Banking Act and to concede nothing with respect to the powers that the National City Bank claimed. The “practical effect” of upholding the National City Bank's action would be disastrous, Lehmann argued. “If the power [to hold the stock of other banks] exists, it exists without limit,” and Lehmann feared that a decision favorable to the bank would open the floodgates to a new era of unlimited banking combination. The National City Bank could “extend its power to the full extent of all the banks into which it has made entrance. Nor need it stop with these. As it grows by what it feeds upon, it may expand into a great central bank, with branches in every section of the country.”19

Lehmann attacked the premises of “cooperation” that the most powerful bankers espoused. “The mission of the bank and the mission of the company are alike and linked,” an arrangement that “offends the fundamental law that ‘no servant can serve two masters.’” The National City Company was hardly a step in the direction of sound finance because the “temptation to the speculative use of funds” would be “irresistible.” He warned of the “peril to a bank, incident to the dual and diverse interests of the officers and directors” and took issue with bankers who argued that there was strength and stability through combination. “If many enterprises and many banks are brought and bound together in the nexus of a great holding corporation, the failure of one may involve all in a common disaster.” On the other hand, if the combination were to “prosper,” the consequences would be worse. Banking combination meant “the union of power in the same hands over industry, commerce and finance, with a resulting power over public affairs, which was the gravamen of objection to the United States Bank.” The National City Company, he concluded, was not only in “violation of federal law,” but “in usurpation of Federal authority.”20

Wickersham sent Lehmann's “very careful examination of the questions involved” in the National City Company case to Secretary of the Treasury Franklin MacVeagh. He informed MacVeagh that Lehmann's “opinion was prepared in conference with me and I entirely concur in it.” It was “perfectly obvious” to the attorney general that the National City Bank was in “violation of the national banking act.” He suggested that MacVeagh transmit the opinion to the comptroller of the currency along with “instructions to advise the National City Bank of the conclusions reached, and to see that the relations between the bank and the company are disentangled and entirely discontinued.”21

The Lehmann report threw the Treasury Department into confusion. The document “virtually charges the National City Company with being an embryo ‘money trust,”’ the New York Times declared.22 MacVeagh explained to Taft that the report “had not been requested by the Treasury Department” and came “as a complete surprise.” A few days before the Justice Department sent MacVeagh the opinion, the secretary told Wickersham that he would be glad to “talk over the matter,” but he had “no idea at the time that any opinion was in contemplation.”23 The Justice Department's opinion was as much of an embarrassment as a surprise to the Treasury Department. While Taft's Justice Department issued rulings that cast doubt on the legality of Wall Street consolidations, the Treasury Department had quietly approved similar arrangements for about ten years. Treasury officials allowed national banks to have affiliates in the form of trust companies to enable national banks to broaden their business and to meet the growing competition of the state institutions. As a strong advocate of placing national and state banks on an equal competitive basis, MacVeagh naturally continued the policy. Treasury officials were not quite sure how extensive the practice had become, but the Justice Department report prompted an investigation. The comptroller's staff discovered to their surprise that over 300 national banks maintained securities affiliates in the form of trust companies. The secretary informed the president that “there has been no apparent doubt--either administrative or legal--in the Department during all that time.” He warned Taft that a reversal of the policy would have “very serious business objections; and that the Treasury Department is bound to take that fact into consideration” in dealing with the National City Company.24

That the Treasury Department would consider “business objections” in formulating a policy toward the National City Company became apparent when the comptroller's investigation revealed that Chicago's largest banks maintained security affiliates. Among Republican administrations, a sizeable La Salle Street contingent usually staffed the Treasury Department, and the Taft administration was no exception to this rule. Before becoming director of the mint, George E. Roberts was the president of the Commercial National Bank of Chicago, and Secretary MacVeagh was chairman of the Continental and Commercial National Bank of Chicago before he entered the cabinet. The Continental and Commercial and the First National Bank of Chicago, the two largest Chicago banks, controlled trust companies that were adjuncts of the parent banks.25

When the decision of the attorney general became public knowledge, Chicago bankers and their lawyers besieged the Treasury Department to argue that the National City Bank ownership of the National City Company differed fundamentally from the Chicago bank's relationship with the trust companies. George M. Reynolds, the president of the Continental and Commercial rushed to Washington with a brief contending that the Continental and Commercial's ownership of the American Trust Company did not fall within the scope of the attorney general's decision because the bank did not form the trust company for the purpose of holding the stock of other banks.26 Similarly, James B. Forgan, president of the First National Bank of Chicago, argued that his bank's ownership of the First Trust and Savings Bank was legitimate since “neither bank ever owned any bank or other stock nor have we ever had in either any assets other than banking assets under a strict interpretation of the law.”27 Chicago bankers tried to place as much distance as possible between themselves and the National City Bank and minimized the significance of the National City Company case. Reynolds told newspaper reporters that the controversy only involved a “New York situation” and “does not affect Chicago banks.”28

The Lehmann report hit the National City Bank like a bombshell. Earlier in the summer Vanderlip was confident that Milton Ailes, president of the National City Bank-controlled Riggs National Bank of Washington, D.C., was “handling the situation in Washington with extreme delicacy and great judgement” and that Ailes not only had “all the Treasury officials... completely in hand,” but had “relations with the Solicitor General which ... will absolutely protect us from any difficulty.”29 Vanderlip and other National City Bank officials were angry, not only with the surprise decision from the Justice Department, but also at the inclination of the Treasury Department to interpret the Lehmann opinion so that it narrowly pointed toward the National City Bank while excluding the Continental and Commercial and the First National Bank of Chicago. Vanderlip believed that the National City Bank's relation to the National City Company was “just the same relationship Mr. Forgan evolved for the trust company [First Trust and Savings Bank].”30 The National City Bank was merely “following the precedent of the other large banks in this country.” If the government ruled against the National City Company, Vanderlip hoped that “various Chicago banks, and other institutions that have done the same thing” would “have to face the music” with National City Bank.31 Vanderlip ordered the bank's counsel, James M. Beck, of the Shearman and Sterling law firm, to prepare a brief for submission to the Treasury Department arguing that the National City Bank violated no provision of the National Banking Act and that the bank and the security company were separate entities.32

The National City Bank controversy involved complex issues of banking policy, millions of dollars in national banks’ investments and, not least of all, departmental pride. MacVeagh also cautioned the president concerning the political hazards. While the Republican's banking policies drifted aimlessly, Democrats captured control of the House of Representatives in the congressional election of 1910. Worried bankers wrote the secretary urging the administration not to make a decision on the National City Company controversy until Congress adjourned. With the House under Democratic control, MacVeagh reported to Taft that bankers “were afraid that somebody in Congress might get up and organize another committee.” “If we publish the whole matter and somebody got up in Congress and caused some new investigation of ‘the money trust’ to be instituted,” the administration would experience some “awkward moments.” Additionally, the issues surrounding the National City Company, as the attorney general's decision indicated, opened the quagmire surrounding the competitive relation of national and state financial institutions. Aldrich and his supporters on the National Monetary Commission hoped to resolve this delicate issue so that it would not threaten their proposal. “The entire question of banking and currency reform,” MacVeagh wrote the president, “will be before Congress within three or four months; and the certainty that the rights and powers of national banks to engage in other banking than the present Federal law contemplates will be considered as part of the new proposed legislation.” If the administration further directed the public's attention to the issue of financial concentration, MacVeagh feared that it would raise political hurdles for Aldrich.33

Division over the National City Company issue rapidly grew into one of the Taft administration's most bitter interdepartmental feuds. The Justice Department strongly argued that the National City Bank violated the banking laws, and Wickersham charged the Treasury Department with negligence in its administration of banking laws. Wickersham wrote Taft that the National City Company incident and the spread of security affiliates were consequences of “the negligence of the Comptroller of the Currency to take the proper advice and to enforce the law.” “Combinations” such as the National City Company “are ... as much contrary to the public policy as those which are condemned by the Sherman Anti-Trust Act, for they result in the same concentration of power which ... has been recognized as inimical to the public welfare.”34 On the other side, MacVeagh, Comptroller Murray, and Secretary of State Philander C. Knox fought the Justice Department decision and warned Taft that Wickersham's action threatened banking reform and the work of the monetary commission. As the debate intensified, the press circulated rumors that a resignation of either Wickersham or MacVeagh was imminent.35

To defuse the issue, on August 23, 1911 the White House announced that the president would make the final decision regarding national bank ownership of other bank stock at some indefinite future date. Although Taft assured cabinet members that he considered the National City Company controversy an “important question,” he did “not feel like deciding” the issue “until I shall have heard more elaborate arguments.”36 The administration might well delay this decision as long as possible. The National City Company controversy underscored the division within the administration over financial issues and thrust a nowin political choice upon Taft that the New York Times accurately summarized. “If he decides that the holding companies are unlawful and proceeds to put them out of business he will strike a heavy blow at a great number of important business concerns closely connected with the financial stability of the country. If he decides they are lawful he will at once be accused of giving consent to the establishment of a money trust.”37 The president sought to avoid both accusations.

The Carnegie Trust Company Failure

As Morgan and National City Bank officials labored to bring order and stability to New York banking during 1911, one of the “weak spots” in the financial center snapped. The failure of the Carnegie Trust Company in January vividly illustrated the ability of a weak link in the financial chain to endanger all New York banks. The collapse of the trust company prompted the quick intervention of Morgan in a successful effort to contain the crisis, exhausted the patience of New York's largest bankers with lax state supervision, and convinced many of the city's bankers of the necessity of “cooperation” to prevent future disasters.

The failure of the Carnegie Trust Company and the downfall of the bizarre cabal that surrounded the bank were among the most gaudy financial tales of the Progressive Era. From its inception, the artificial and fictitious marked the Carnegie Trust Company. In 1906, Charles C. Dickinson, formerly a bank examiner, decided to become a banker and convinced some important New York bankers to support him. Dickinson chose the name “Carnegie,” synonymous with wealth and power, for the company name and conspicuously displayed a life-sized oil painting of Andrew Carnegie at the bank's entrance. The retired ironmaster disclaimed responsibility for the organization of the bank and futilely protested the bank's use of the name “Carnegie” on its nationally circulating literature.38

The bank quickly became a pariah among conservative bankers as Dickinson plunged it into the financing of doubtful enterprises. The Morgan bankers contemptuously regarded the Carnegie Trust Company as a financial machine “conceived in sin and bom in iniquity.” According to one of Morgan's young lieutenants, Thomas W. Lamont, “from the start,” the Carnegie Trust Company had “little excuse for existence.”39 It attracted a large number of small depositors by paying outrageously high interest rates and invested its funds in highly speculative stocks. Despite many bankers’ low opinion of the Carnegie Trust Company, Dickinson successfully gave the bank an air of respectability by convincing some notable financiers to become connected with it. He persuaded Charles M. Schwab, a protegé of Carnegie, to become a director. Dickinson induced Leslie M. Shaw, upon his retirement as secretary of the treasury, to become the bank's president in 1907. His strategy of erecting a facade of imposing names backfired when the former secretary sent letters to country bankers requesting that they make the Carnegie Trust Company their New York depository. Shaw caused a stir on Wall Street by reminding the bankers that as secretary of the treasury, he always looked out for the interest of interior bankers when depositing government funds.40

The names that Dickinson attached to the bank were enough to temporarily keep it out of trouble. Before the panic of 1907, state banking officials looked skeptically on the Carnegie Trust Company. When the Charles W. Morse, Charles T. Barney and F. August Heinze banks collapsed during the autumn of 1907, bankers predicted that the Carnegie Trust Company would soon follow. Andrew Carnegie responded to a personal appeal from Schwab and came to the rescue with $2 million worth of steel corporation gold bonds that prevented the trust company's failure.41

The reprieve of 1907 had no sobering effect on Dickinson, who drew into the bank's management and directorship a group of men who recklessly used the trust company to promote their own risky enterprises and to speculate in real estate. The inevitable occurred on June 7, 1911 when state banking officials at the opening of the business day posted a sign on the doors of the Carnegie Trust Company notifying the public that it had taken possession. The bank came under pressure when its director, Joseph G. Robin, was linked to a failed state bank, the Northern Bank. The New York superintendent of banks, Orin H. Cheney, issued the Carnegie Trust Company managers an order to take out $500,000 of “slow” securities. The bank officers had intimated to banking officials that help from Andrew Carnegie--or “my friend, Andy,” as one of the directors called him--was forth coming.42 But after giving the managers a couple of days “to clear up its house,” Cheney became convinced that the bank could not withstand further withdrawals and ordered it closed on January 7, 1911.43

Less than an hour after Cheney's announcement, the Carnegie Trust Company's president Joseph T. Howell issued a public statement on the “unexpected” nature of the “deplorable crisis.” The closing was “a great and totally unexpected shock to me,” the result of “sudden and heavy withdrawals occasioned by the unsettled conditions brought about by the recent bank failure” to which the public “unwarrantedly connected the Carnegie.” He implied that state officials acted too hastily in closing the trust company. “In twenty-four hours a sufficient amount of money would have been provided to meet the requirements. Negotiations were virtually concluded which would have met all the exigencies of the situation.” The bank was essentially “sound,” he declared. He predicted that “there is no reasonable doubt that depositors will be paid in full.”44

The trouble would not end with the closing of the Carnegie Trust Company since it had close connections with other state banks in the city. Two of these, the Nineteenth Ward Bank and the Twelfth Ward Bank, experienced pressure from depositors as soon as word of the Carnegie Trust Company failure became widespread. These were small banks whose depositors were “working people, small tradesmen, dressmakers, persons whose little all is deposited in our bank,” the president of the Nineteenth Ward bank said.45 When the presidents of the two state banks approached Davison to inquire about emergency assistance, the latter informed them that J. P. Morgan and Company was “not purely an eleemosynary institution” and that because the banks’ assets formed “no adequate basis for a loan ... there was nothing we could do to help the situation.“46 On more careful consideration, however, Davison and other Morgan officials reversed their initial impulse to let all of those associated with the soiled Carnegie Trust Company go crashing to the ground. Superintendent Cheney informed Davison that unless the banks connected with the Carnegie Trust Company received assistance, he could not allow them to open their doors on Monday morning, January 9.

Over the weekend Cheney, Davison, A. B. Hepburn, chairman of the New York Clearing House Committee, and other interested bankers worked on a plan to keep the Carnegie Trust Company failure from developing into a full-scale panic that might engulf them all. The bankers, Davison remembered, “could not readily forget, with the 1907 panic still a fresh memory, the inflammable nature of a bank run and the quickness with which flames could leap from institution to institution.”47 After an all-day and all-night conference over the weekend, the bankers conclude that the only way to keep the capital stock of the two banks intact was for J. P. Morgan and Company to furnish $700,000 in cash to compensate for the “doubtful assets” that the banks held. When the conferees decided on this course, Davison immediately informed waiting reporters and anxious state banking officials. On Monday, when officers of the Nineteenth Ward Bank and Twelfth Ward Bank opened their doors to long lines of depositors they prominently displayed the following notice:48

TO OUR DEPOSITORS

WE HAVE RECEIVED THE FINANCIAL SUPPORT OF J. PIERPONT MORGAN AND CAN ASSURE YOU THAT YOUR MONEY IS NOW SAFE IN THIS BANK.

The sweeping language went beyond anything that Morgan promised, but it did save the two banks and, more importantly, prevented the Carnegie Trust Company failure from developing into another run on New York banks.

As Wall Street recovered from the financial scare, revelations about the Carnegie Trust Company's directors and managers blossomed into one of New York's most publicized and sensational banking scandals of the Progressive Era. Joseph G. Robin, president of the Northern Bank and a director of the Carnegie Trust Company, had first drawn attention to the banks trouble when he checked into a sanitarium and sought to have himself declared insane two days before the failure of the Northern Bank. Robin remained under the surveillance of authorities while a state banking investigation disclosed his involvement in the kiting of checks between his numerous business ventures and his banks. As the time for trial approached, Robin made a dramatic automobile flight from the sanitarium with the assistance of his sister, but was apprehended. On the first day of his trial he suddenly collapsed after taking large quantities of hyoscyamine. Physicians saved his life, the trial resumed and Robin pleaded guilty to stealing $27,000 from the Northern Bank. While faced with indictments charging the theft of an additional $180,000, the resourceful Robin offered to turn state's witness in exchange for lighter sentences and to tell authorities all he knew of the shady inner dealings of the Carnegie Trust Company.49

Robin exposed an extensive pattern of corruption between New York City officials and Carnegie Trust Company directors that managed to shock a public reeling from over a decade of muckrakers’ revelations. He disclosed that the city chamberlain, Charles H. Hyde, deposited city funds in banks that Carnegie Trust Company director, William J. Cummins, recommended. The favored banks in return extended Cummins large loans for which his many questionable business ventures provided collateral. A jury eventually found Cummins guilty of converting to his personal use $335,000 that he was presumably holding in trust for the Carnegie Trust Company.50 The Carnegie Trust Company's president during 1910, Joseph B. Reichmann, met a similar fate when a jury found him guilty of having “knowingly concurred in making and publishing” a false report of the company's condition to the New York State Banking Department.51 Charles Dickinson, the Carnegie Trust Company founder, never lived to see the banks ignoble end. The year prior to the bank's failure, he heard of a man who claimed to convert lead into silver. Desperately in need of funds to shore his tottering enterprises, he visited the alchemist and inhaled fumes that caused a fatal lung inflammation.52

How typical of New York banking were the exploits of Dickinson, Robin, Cummins, and Reichmann? Did many of New York's trust companies stand on no firmer foundation than the Carnegie Trust Company? No one could be certain, but “sensible men,” the Commercial and Financial Chronicle volunteered, “know that they are sporadic, not symptomatic.”53 The Independent was less sanguine. “There has been far too much crooked banking of this kind in New York,” the journal bluntly declared, “and scarcely any punishment.” The “association and training” of Robin “should have excited suspicion long ago in the Banking Department. Enforcement of [state banking laws] ... should make it impossible for a rascally speculator like Robin ... to use unchecked the methods which landed Charles W. Morse in the penitentiary.” Both journals called upon bankers to get their own houses in order. “The influence of the honest bankers of the city should be exerted,” concluded the Independent, “to keep such men as Robin out of the banks,” and “to procure their exemplary punishment if they get into the banks and rob depositors.”54 The Chronicle endorsed this formula. “Let the banks and trust companies both throw a veil over such performances. Co-operation between the two classes of institutions” could prevent a repetition of the Carnegie Trust Company debacle. “The time is particularly opportune” for cooperative action since “three of the largest banks in the city have just entered into a ‘community-of-interest’ arrangement with the fourth largest bank. If now the Clearing House and the trust companies should still continue at loggerheads, there would be reason to reproach the active spirits in both.”55
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CHAPTER VII

Toward Self-Regulation, 1911

While concentration and consolidation proceeded on Wall Street, New York Clearing House officers led a movement to reduce competition and to bring more cooperation and stability to the financial center. During 1911, the movement gathered national momentum when the William Howard Taft administration appeared to endorse similar clearing house innovations in other cities and to exclude the regulatory rulings of the quasi-public clearing houses from the Sherman Antitrust Act of 1890. The movement for banker self-regulation acquired another political dimension when Senator Nelson W. Aldrich proposed a more centralized banking system that he patterned explicitly on clearing houses. Powerful opposition to clearing house reforms from state bankers, trust company directors, country bankers, state banking officials and local and state politicians revealed the serious political limitations of banker self-regulation and suggested the breadth of resistance to a more centralized banker-controlled system.

Cooperation and Competition in New York

In response to the Carnegie Trust Company failure, the same Wall Street bankers who formed financial alliances, holding companies and security affiliates proposed New York Clearing House reforms that strengthened and extended its regulatory reach. Unlike the private arrangements of these bankers, the New York Clearing House had a long evolution and provided an established institutional setting for cooperation among otherwise competing banks.

A complex history underlay the New York Clearing House. Although bankers established it in 1853, when laissez-faire ruled supreme in national financial and banking policy, the clearing house was organized on the principle of cooperation, not competition, among member banks. After public hostility to central banking destroyed the Second Bank of the United States, Wall Street emerged as the nation's financial capital and the New York Clearing House performed many of the functions associated with modern central banks. New York banks became “members” of the clearing house, paid fees, followed clearing house rules and were subject to clearing house examination. The New York Clearing House was organized primarily to facilitate the efficient settlement of member-bank balances, but quickly evolved more significant functions. The clearing house issued high-denomination currency known as clearing house certificates. Member banks received these certificates upon the deposit of lawful money and used them as reserves. During the banking panics of 1857, 1873, 1884, 1893 and 1907 the New York Clearing House became a lender of last resort to member banks that pledged securities acceptable to the clearing house committee. The clearing house certificates expanded the reserves of the member banks and the clearing house loan certificates served as an “emergency currency” that the clearing house could issue to member banks during financial crises.1

The New York Clearing House was a voluntary association of the largest New York national banks, and it engaged in quasi-official, regulatory functions of national importance. The members of the powerful clearing house committee were in a position to set requirements for membership and to establish policies that could make or break particular banks at the financial center during a crisis. While no clearing house in the nation was as significant as the New York Clearing House, the New York model had spread to all of the major United States cities by the beginning of the twentieth century. After the panic of 1907, the clearing house appeared to provide a proven organizational basis for reform of the banking system. When Aldrich presented his long-delayed plan for banking reform in January 1911, he explicitly based it upon the clearing house concept of a voluntary, self-regulating association of banks. Thus, the clearing house reforms of 1911 emerged in an overtly political context and involved far more than the efforts of New York bankers to make minor alterations of only local significance. Further, New York banking reformers endeavored to give their movement a national thrust, to enlist the support of the Taft administration and to create momentum for banking cooperation and self-regulation that fortified Senator Aldrich.

The exponents of cooperation encountered a powerful political opposition. The large national banks that dominated the New York Clearing House aimed their reforms at the rapidly growing number of New York state banks and trust companies that clearing house bankers regarded as one of the major sources of instability at the nation's financial center. The state banks, trust companies and local and state officeholders aggressively guarded the interests, prerogatives and ample competitive advantages that these state chartered institutions enjoyed over their national bank competitors. Because of lower capitalization requirements, fewer portfolio restrictions and less stringent reporting and examination requirements, state banks in New York and across the nation enjoyed competitive advantages over national banks. In New York and elsewhere, national banks also confronted competition from trust companies that had evolved from institutions that primarily managed the property and estates of the wealthy to ones that accepted deposits, made loans and became indistinguishable from banks. The nation's financial center mirrored the national proliferation and growing diversity that made “harmony” and “cooperation” among banks difficult, if not impossible, in the prosperous and expanding economy of the Progressive Era.2

Cleavages among New York banks went beyond the competitive advantage permissive state charters conferred. Conflicting economic, ethnic and political characteristics marked the strata of New York banking. While the big national banks served established merchants, country bank depositors, and large corporations and invested in highly rated railroad bonds and United States bonds, the smaller state institutions invested in more modest, struggling marginal enterprises. While Wall Street's largest banks increasingly concentrated on large corporate accounts and correspondent bank depositors from across the country, the state banks and trust companies threw open their doors to small depositors. These state institutions grew rapidly as millions of Irish, Italian and Jewish immigrants flooded into New York in the decades after the Civil War. This powerful demographic trend coincided with a revolution in technology that brought new steel and glass construction possibilities. By 1900, a New York real estate boom opened up lucrative investment opportunities to state banks and trust companies that prohibitions on real estate loans denied national banks. At the nation's financial center and across the nation, money making opportunities multiplied with an expanding and increasingly diverse population. The pattern of more diffuse and democratized banking that was evident during the nineteenth century continued in the Progressive Era. As in earlier periods, new opportunities came at the price of increased instability and, as the revelations surrounding the Carnegie Trust Company failure illustrated, with a good deal of dishonesty and illegality in banking.3

New York Clearing House Reforms

The Carnegie Trust Company's failure deeply impressed William A. Nash, the new chairman of the New York Clearing House Committee who wrote clearing house committee member Frank Vanderlip that the “chronic state of disagreement” between the trust companies and the banks must end. “In view of the prevailing criticism of banking methods is it not an opportunity for the New York Clearing House to raise the tone” of banking in the financial center? Clearing house reform “will appreciably aid the reorganization of our National finances by showing that New York is determined to take the first step towards consolidating and harmonizing its own banking institutions and to authorize methods to safeguard their solvency.”4

Vanderlip, president of the National City Bank, and other bankers agreed that the time had arrived for a complete alteration in the relation between the city's large national banks and the trust companies. “To go on as things are at present” --with the nation's financial center exposed to the indiscretions of trust companies-- “is obviously absurd.” That New York banks “all run risks of loss of principal whenever a trust company fails ... was brought freshly to mind in the failure of the Carnegie Trust Company.” Because of the Carnegie Trust Company failure, sound New York banks sustained losses as nervous depositors withdrew funds. “Happily,” Vanderlip reported to James Stillman, “the National City was not one.” Vanderlip believed that the clearing house must find a way to get the trust companies under their supervision, and to show “backbone” in dealing with the “improperly managed” banks. Because of the “great scandal stirred up here by the recent bank failures ... sentiment” among the city's largest banks “is very strong in favor” of forcing trust companies to act in unison with the largest banks.5

“Consolidating and harmonizing” the banking interests of New York would not be easy. State institutions were not eager to submit to more stringent clearing house standards and to forego lucrative investment opportunities for more safety. Although trust companies acquired an increasing percentage of New York City's total bank deposits, they refused to prepare for a sudden demand by enlarging their reserves. Without success the clearing house banks repeatedly sought to force the trust companies to shoulder their share of the reserve burden. In April 1902, the clearing house association adopted a regulation requiring that trust companies clearing through the clearing house maintain “such cash reserves on deposit as the Clearing House Committee may determine.” When the clearing house committee called for a cash reserve of 10 percent of the trust companies’ deposits, the trust companies angrily withdrew from the clearing house rather than increase their reserves by twice the amount that state law required. For nearly a decade relations between the clearing house banks and trust companies were antagonistic as New York banks divided between two jealous factions with discordant interests and standards.6

While trust companies remained dangerously vulnerable to runs of their demand deposits, in some respects the national banks suffered more from the trust companies’ withdrawal from the clearing house. By remaining outside the association, trust companies compelled the clearing house bankers to send “runners” to each trust company to cash checks. Usually the runners simply received payment in the form of a check on a bank that the collecting banks had to cash through the clearing house. This circuitous and cumbersome arrangement was ordinarily an annoyance and inconvenience, but during a panic, it was a menace to all the financial institutions of the city. Clearing house bankers held vivid memories of conditions during late 1907 when the trust companies encountered runs and bank messengers pushed and shoved their way through masses of frightened and clamorous depositors.7

Clearing house bankers and trust company officers increasingly concluded that the lack of a common meeting ground was a disadvantage to both groups of banks. Trust company membership in the clearing house would mean automatic clearing of checks through the clearing house machinery and would end the awkward practice of collecting checks at the front counters of the trust companies. Moreover, during a financial stringency, trust company membership would reduce cash settlements and ease the strain by enabling the clearing house to handle a much larger proportion of banking transactions by off-setting debits and credits.

Within the clearing house committee, a debate developed over how to persuade trust companies to join the association. Vanderlip took a hard line and pushed for the organization of a “special bureau” within the association that promptly collected and cashed the checks of any trust company that did not join the clearing house. He believed that such a reform “would force all good trust companies into the Clearing House and would compel those that the Clearing House would not admit to pay their daily balances in cash, as the rest of us have to.”8 While sentiment within the clearing house committee favored such a strong-armed approach, Nash's insistence upon a softer sell prevailed. Persuading the trust companies to maintain higher reserves would be difficult enough without advancing propositions that might renew hostilities. Nash affirmed that “no action will be taken without a full and preliminary understanding with the trust company.”9

For a number of reasons, clearing house officials hoped that the trust companies would respond positively to their overtures. The failure of the Carnegie Trust Company was a reminder of the trust companies’ precarious condition and a forceful demonstration that they could not count on outside help unless they joined the clearing house or associated with a member bank. Although the trust companies experienced no difficulties comparable to those of 1907, conditions since the panic had not been favorable to their growth. Money was cheaper compared to the pre-panic years, and the trust companies were finding it increasingly difficult to maintain high profits. Moreover, the easier money rates of the post-panic era meant that their ability to offer high rates of interest on deposits largely disappeared. The most conservatively managed institutions were less eager to increase the volume of their deposits at least until opportunities for profit became greater. Finally, the general shrinkage in security values since the panic hit the trust companies especially hard, cutting into their surpluses and accumulated profits. In a sluggish and uncertain economic environment that exposed them to many hazards, trust company officials grew more receptive to an alliance with the clearing house banks that might provide an extra margin of security.10

Clearing house officials indicated that they would demand a high price for use of the association's facilities and additional security in the event of a run. They insisted that the trust companies keep continuously on deposit with the clearing house banks a reserve of 10 percent of their deposits in addition to the 15 percent cash that New York state law required them to keep in their vaults. With respect to the deposit-reserve ratio, the clearing house proposal placed the trust companies on a par with the national banks. Obviously, the requirement would be less burdensome on the largest trust companies, but even these calculated the price for clearing house aid was steep. For example, the new regulations required the Farmers’ Loan and Trust Company, one of New York City's largest trust companies with deposits of approximately $125 million, to keep on deposit with clearing house banks $12 million that yielded only a 2 percent interest. The company could safely invest the money at twice that rate. Farmers’ Loan and Trust officials calculated that the resulting loss of interest would be approximately $250,000 annually, a very expensive price to pay for the enjoyment of clearing house facilities.11

In addition to these reserve requirements, the new regulations specified that only trust companies with a capital above $ 1 million were eligible for membership and that all trust companies must submit to clearing house examinations. The examination system called for the trust companies to furnish the manager of the clearing house a weekly report of their average daily condition and a report of their actual condition at the close of the business day each Friday. The clearing house fully intended that the trust companies take the new examination procedures seriously. Upon announcing these reforms, the clearing house committee disclosed the recruitment of a tough national bank examiner, Charles A. Hanna, as the new examiner for the New York Clearing House. Hanna, a national bank examiner since 1899, attracted wide attention following the failure of the National Bank of North American after the panic of 1907. Hanna conducted the highly publicized liquidation of the Bank of North America and was one of the principal witnesses for the government's case against Charles W. Morse, the bank's director.12

The trust companies with whom Chairman Nash conducted quiet negotiations agreed to the terms immediately. The nation's most powerful banks--the First National Bank, the National City Bank, J. P. Morgan and Company, and Kuhn Loeb and Company--owned controlling shares of a majority of the city's 17 largest trust companies that responded positively to the clearing house offer. These trust companies’ affiliations with banks whose officers were conspicuous in the movement for banking cooperation partially accounted for the favorable response. Additionally, the clearing house set requirements that discriminated markedly in favor of the larger trust companies. While these trust companies’ competitive position with New York's national banks might suffer, clearing house membership enhanced their position vis-a-vis the medium and small institutions. The higher reserve requirements and quick check collection bore more heavily on the latter. The small state institutions could not afford to keep higher reserves that entailed additional idle resources, lower security yields and lower interest on deposits. On the other hand, the small institutions’ failure to join the clearing house advertised their inability to meet the more demanding reserve requirements, unwillingness to submit to clearing house examinations and exclusion from the exclusive cooperative club during financial stringencies.13

Although the Commercial and Financial Chronicle regarded the terms for the trust company entry as “rather severe,” the price was not too great for the largest trust companies.14 When these state banks joined the association, clearing house bankers rejoiced that a decade of intense competition and rivalry at the financial center ended. “We are doing more than admitting trust companies to our clearings,” Nash exclaimed. “We are consolidating and controlling the banking power of New York. We are performing a national service and duty. We are assisting the reform of our national finances ... which I believe is speedily to have life and vigor.”15

The Reaction at Tammany Hall and Albany

Opposition to the clearing house reforms developed rapidly. The admission of the largest trust companies encountered resistance from state institutions unwilling or unable to increase their reserves by 10 percent. Although New York City's largest banks were members of the clearing house, the majority of the banks were either “non-members” who cleared through member institutions or had no affiliation with either the clearing house or its members. These smaller but more numerous banks were not enthusiastic about the Wall Street giants becoming the final arbiters of local banking affairs. By the spring of 1911, this contingent of state banks looked to local New York City politicians and to Albany legislators for protection. Their appeals fell on sympathetic ears. The clearing house's more stringent reserve requirements met the determined opposition of state and local officials who were large and regular borrowers on the New York money market. If state institutions kept the considerably higher cash reserves that clearing house membership required, the market for state and municipal bonds in which these institutions heavily invested would decline. Finally, Wall Street's formulation of its own special set of rules and regulations for state chartered institutions encroached upon the authority of state banking officials.

The state institutions resisting the New York Clearing House got some powerful political backing from New York City's notorious Tammany Hall. A political force since the eighteen century, the urban machine's political power rested on the same base as the deposits of local state banks and trust companies: New York City's poor and expanding immigrant population. With Tammany in control of millions of dollars of local revenues, an alliance between the machine and local banks was inevitable. Local banks aligned with Tammany were the recipients of public funds. In return, the banks provided the urban, Democratic political machine a market for its numerous public projects. The web of relations between Tammany and local state banks transcended the visible and legal public deposits and purchases of municipal securities. Earlier in the year, the Carnegie Trust Company failure revealed the hidden underside of corruption between favored local banks and Tammany officeholders who used bank funds to promote their own questionable business ventures. When New York's overwhelmingly old-stock Republican, protestant owned and operated national banks took concerted action against the state banks and trust companies, Tammany defended its own interest and those of its local bank allies.16

On May 31, the governor of New York signed a bill that a Tammany state legislator, Thomas F. Grady, chairman of the Senate Banking Committee, sponsored. The new banking law made important changes affecting the reserve requirements of New York state banks and trust companies. In figuring their reserves, those institutions could exclude time deposits not payable within 30 days and deposits that New York state bonds secured. The Grady Act made other exemptions that included deposits that “other obligations” of New York state secured and deposits that New York City bonds secured. Additionally, the law provided for the deduction of deposits equal to the market value of state and New York City bonds that state institutions held or that any department or officer of a state held in trust for them. Since the sums that fell under the Grady Act's provisions were enormous, it had a large impact on the nation's financial markets. State bonds outstanding that banks could deduct against deposits in figuring reserves were less than $70 million, but the extension of the exemption to New York City bonds added an additional $800 million. At the very least, the new law substantially diminished the cash reserve requirements of many state banks and trust companies. Under the terms of the Grady Act, a state bank or trust company that held enough state or New York City bonds could legally maintain no cash reserves.17

The sound money press unanimously condemned the Grady Act. The Commercial and Financial Chronicle conceded that it was “legitimate and laudable” for the New York legislature, “within proper bounds,” to widen the market for securities of local governments, but lamented the result of the measure which was “to cripple the New York Clearing House in its efforts to ... insist on a standard of reserves such as experience has shown to be demanded.” The Chronicle denounced the principle of bond security as “thoroughly unsound; its advocacy can hardly be described as timely when ... the national banks and the United States Government are endeavoring to do away with the use of national bonds even as security for circulation.” It feared that the law opened “certain logical possibilities of using bank resources for speculation in city bonds” and urged “political New York” not to be the a “backslider” in the movement “to prevent any possibility of a return to the unfortunate conditions which developed in 1907.”18

Similarly, the New York Times declared that the measure “reflected political rather than commercial considerations.” The purpose of the act was “to aid those who had more of those [state and New York City] bonds than they could easily dispose of otherwise,” and the ultimate result was to make bank reserves less liquid,”19 The Independent called Senator Grady the least worthy of all the legislature's members,”20 and the Nation protested that the “Tammany Banking Bill” provided “a wholly untrustworthy safeguard against over-expansion of credit.21

When the New York Clearing House Committee ruled that the Grady Act's reserve exemptions did not apply to banks and trust companies that joined the association, it sparked a heated dispute between the clearing house and state politicians. At the time that the provisions for trust company entry into the clearing house went into effect, the governor had not signed the Grady bill. The old law was the basis for the recent trust company admissions, and, at any rate, the New York Clearing House would not alter its regulations to conform to the new state law. On June 12, clearing house officials announced that “The reserves of state banks and trust companies shall be based on the legal net deposits as provided by the law at the date of the adoption of the amendments to the Clearing-House constitutions, May 9, 1911.”22

Following the announcement of the clearing house's policy, the New York Senate passed a resolution that Senator Grady sponsored calling for the state superintendent of banks to investigate the recent clearing house reforms and to report to the Senate by the end of the month. The resolution directed the superintendent to investigate “the circumstances and conditions under which state banks and trust companies in the City of New York have joined or placed themselves under the rules and regulations of the New York Clearing-House Association.” Additionally, the resolution directed the superintendent to determine “whether such rules and regulations affect” New York state banking laws.23

On June 26, the newly appointed superintendent of banks, George C. Van Tuyl, submitted the result of his investigation to the Senate. It was a blistering assault on the New York Clearing House reforms and the premises of cooperation and self-regulation. The superintendent could not find “that there has been any opposition on the part of applicants for membership in the Clearing House Association” to the new rules and conceded that “the action of the trust companies which joined the Association was purely voluntary on their part.”24 Although trust companies “were at no time in doubt as to the requirements to be demanded of them by the Clearing House Association,” the unchecked power of the New York Clearing House disturbed Van Tuyl. The superintendent reviewed the numerous points where the New York Clearing House regulations conflicted with state banking law. He commented upon the lack of any procedures for appealing a decision of the clearing house committee and upon the extensive power “to penalize, suspend and expel ... members which fail to comply with their regulations, and to refuse admission arbitrarily. A state institution completely solvent by every test of the Banking Department, complying fully with every statutory requirement, might be expelled or suspended from a clearing house or refused admission to it for failure to conform to some extra restrictions imposed upon it by the constitution of a clearing house.” Because of the “nature of its business,” a state institution might find “extra restrictions” of the clearing house “detrimental or unfair.” A state bank “might not only be injured in its business but a run might be started by timid depositors” because of the clearing house's power to suspend or expel a member. The clearing house had the power to force the failure of a solvent state bank unable “quickly to realize on perfectly good assets.” “So uncontrolled is its power, so commanding its prestige and so dangerous the withdrawal of its support, that a solvent bank, not a member, might be ruined by incurring its enmity.” To the New York banking superintendent, “It would seem clear that we owe some protection to the institutions of our own creation which comply with all the state laws and requirements, even the unintended injury of uncontrolled power.”25

The legislators agreed with the Van Tuyl report that there was not room for two banking authorities in the state and wasted little time in expressing their preferences for state regulation of banking by Albany rather than clearing house regulation in New York. Two days after Van Tuyl filed his report, Senator Grady introduced another bill that the sound money press regarded as “a more pernicious proposition” than the first bill.26 Clearing house supporters feared that the second Grady bill would force the complete withdrawal of all state banks and trust companies from the clearing house. The bill prohibited any institution subject to New York state banking laws from joining any “like combination or association” if the state institution promised “to conform its management and business to any requirement not provided in the banking law.” “The Clearing House has undertaken to nullify the law of this state,” Grady declared. “It demands of the state bank the same cash reserve as is required of the National Bank, although the conditions are not the same. The Clearing House has assumed a character much the same as that of the highwayman. Uncontrolled by the Banking Department, it has a law higher than that of the State.” He predicted that “The State will have much more difficulty in disposing of an issue of bonds unless you throttle the Clearing House rule by legislation now.”27

On June 30, stunned members of the New York Clearing House Association met at the Guaranty Trust Company to protest the Grady bill and to organize opposition. Bankers believed that the reduction of reserves that the Grady bill made possible could only benefit “banks given to wild cat finance.” They predicted that the law already in effect “would greatly weaken New York City as the financial center” while the pending bill might deal it a serious blow. Since the legal net deposits of the 17 trust companies that joined was over $420 million and those of the 16 state banks that were members totaled $240 million, the second Grady bill threatened to decrease the resources of the New York Clearing House by over $660 million. An officer of one of the recently joined trust companies believed that “If Mr. Grady had any idea of the attitude of the West toward New York banks, and the effort of other reserve cities to get deposits away from New York, I do not believe he would deliberately attempt to weaken the strong position in which New York finds herself.”28

The clearing house members appointed a committee of some of New York's most influential bankers to go to Albany and lobby against the banking legislation. Before adjourning, the bankers passed a resolution declaring that the clearing house implemented the reforms for the “exclusive purpose of securing safety to depositors, conservative banking, and to supplement the efforts of the Comptroller of the Currency and the State Banking Department.” The bills that the legislature passed and the one they were considering would “Discourage and destroy the earnest efforts of conservative bankers in this city more effectively to produce safe and conservative banking conditions in the City of New York and the country at large .... Only through cooperation through the National banking and State banking institutions of the City of New York, in the supervision of banking conditions and the maintenance of proper reserves, can these [banking] conditions be most effectively improved.”29

The Wall Street bankers were unable to block passage of the Grady Act and doubted their ability to defeat the second Grady bill. The opposition to the movement for banking cooperation was strong and well entrenched at Albany. The interests of the large New York City clearing house banks and local governments conflicted since higher cash holdings inevitably meant higher interest rates for state and municipal governments that relied heavily on the New York money market. Similarly, New York City state banks and trust companies won the sympathy of sister banks throughout the state in their opposition to the extension of the clearing house regulations. Superintendent Van Tuyl, a former trust company president from upstate New York, spoke forcefully on behalf of the state bankers and the regulatory prerogatives of the state banking department. Since few doubted the outcome of a political showdown at Albany between Wall Street and state banking interests, the passage of the second Grady bill was no surprise.

Outgunned in the legislature, New York bankers concentrated their lobbying campaign on the governor. They narrowly escaped a state law that vitally threatened the clearing house when Governor John Dix vetoed the second Grady Act. In rejecting the measure, the governor commented upon its far-reaching national and international consequences and the strenuous objection “by the sound financial and business interests of the state.”30 New York bankers retained the benefits of the clearing house reforms, but they had to plunge into a serious political fight in their own home state to do so. The reaction at Albany vividly demonstrated powerful opposition to an extension of the clearing house powers and suggested the formidable political obstacles that awaited a national campaign for banking cooperation and self-regulation.

Clearing House Developments Elsewhere

While New York's largest bankers fought local opposition to the clearing house reforms, they pondered the implication of the most recent effort to bring uniformity and cooperation to the country's financial center. If bankers managed to enlist the support of the Taft administration, they could give the movement for banking self-regulation new impetus and a national thrust. The New York advocates of cooperation pressed the government's highest banking officials to sanction the New York Clearing House reforms. A June circular of the National City Bank predicted that the comptroller of the currency would endorse clearing house reform and would urge other associations throughout the country to emulate the New York Clearing House. “Extension of the Clearing House examination system will first engage his attention,” the National City Bank circular indicated. The National City Bank officials stated that the comptroller believed that “centralized control under the plan of self-inspection ... has been proven superior to the unit plan of examination, which must necessarily be followed by National or State bank Examiners. Since the New York Clearing House Association has just made provision for the clearing house examiner,” the comptroller would “make a strong effort to get the Clearing House Associations of all reserve cities to consider seriously the advisability of adopting the same plan.”31

The following month Comptroller of the Currency Lawrence O. Murray called upon the 32 reserve cities without clearing house examinations to adopt the New York plan. The comptroller advised that “No stone ought to be left unturned” in safeguarding the rapidly growing wealth of the nation. The premier banking officer of the Taft administration left little doubt about where he believed ultimate responsibility for banking conditions rested. “If we are to have supervision of banks at all, let us have the best that can be had .... That supervision is not by National examination and control; it is not by state examination and control. It is the control of an efficient clearing house association under the authority, and with the advice of a Clearing House committee composed of the ablest and most experienced bankers.”32 The comptroller called upon the nation's clearing houses to adopt one of two plans. He preferred the New York system of a permanent examiner that the clearing house banks selected. The second plan called for the national bank examiner to send the clearing house committee carbon copies of the reports on national banks that he forwarded to the comptroller. The clearing house would examine state institutions through the state examiner who would make an “independent examination” of state banks, report directly to the clearing house committee and receive a “reasonable compensation” for his services.33

While many doubted Murray's contention that “experienced bankers” provided the “best” supervision of banks, metropolitan bankers in the reserve cities responded enthusiastically to the comptroller's call for banking self-regulation. By August, the New York Times reported that “Clearing House Associations all over the country are showing a disposition to follow the Comptroller of the Currency's suggestion that they establish departments of examination.” After the New York Clearing House reforms went into effect and its officers appointed a new examiner, clearing house officials in Washington, D.C., Baltimore, Cincinnati, Louisville, and Spokane took similar action. The press reported that scores of other cities were considering various clearing house reforms and predicted that many would soon adopt the New York examination system.34

With the support of the Taft administration, the movement for cooperation in banking and the extension of clearing house powers gathered momentum. Yet, a tangled web of conflicting economic interests lay beneath the surface of harmony and unity that clearing house officials liked to project. During 1911, clearing house officials came under fire from businessmen and bankers who not only resisted any extension of clearing house power, but also disputed established clearing house practices.

An important challenge to clearing houses centered upon a complex, contentious issue with rural-urban overtones--the regulation of charges for the collection of out-of-town checks. Although the clearing house had nothing to do with the actual collection of out-of-town checks, associations in most large cities required members to charge a specific rate for the collection of these checks and imposed severe penalties on members for violating the rule. Metropolitan bankers defended the practice on the grounds that they had to act together to prevent “losses” that they would otherwise sustain in performing the service. Their critics were country bankers and urban merchants conducting a large business in the out-lying rural areas. They complained that the charges were excessive and that the clearing house banks used the regulation to eliminate competition and to earn large profits at their expense. The adversaries questioned whether the charges were necessary since in a number of cities, including Philadelphia, Providence, Newark and Albany, banks imposed no charge for the collection of out-of-town checks. Furthermore, the practice involved inequities because the rates varied widely among clearing houses imposing the charge.35

A threat to the regulation developed in New Orleans when a local businessman received a check on a San Antonio bank. He deposited the check at one of the New Orleans banks for collection, but objected to paying the collection charge. The bank sent him a letter stating that it was merely complying with the rules of the New Orleans Clearing House. The businessman complained to the United States District Attorney Charlton R. Beattie. The attorney soon had a federal grand jury investigating whether the New Orleans Clearing House rule violated the Sherman Antitrust Act.36

When Beattie convinced the grand jury to vote indictments against the officers and members of the New Orleans Clearing House, officials of the New York Clearing House became alarmed. Millions of dollars, a long-established practice of the metropolitan banks and a fundamental power of the clearing houses were at stake. Members of the New York Clearing House committee pressured Attorney General Wickersham to intervene in the New Orleans proceedings. James M. Beck, counsel for the National City Bank in the National City Company dispute, prepared a brief for the New York Clearing House arguing that regulation of charges for the collection of out-of-town checks did not violate the Sherman Antitrust Act. Beck claimed that the clearing house regulation “is not such a direct, material, substantial and intentional restraint in interstate commerce as to be within the fair interpretation of the Sherman Anti-Trust law.” It was “inconceivable” that members of the clearing house “contemplated or intended to restrain inter-State commerce.” In fact, clearing house members in New Orleans and New York were “amazed ... that banks, as well as railroads and steamships and telegraph lines, were within the Sherman law.” Clearing house regulation provided “stability in the collection of charges of banks,” Beck concluded, and worked “to the advantage of the legitimate business and the free flow of commerce.”37

Appeals from New York Clearing House bankers and Beck's brief exposing the “fallaciousness of the charge” against the New Orleans Clearing House moved the Taft administration to intervene in the legal proceedings. Wickersham called Beattie to Washington, D.C., for a conference at which he told the attorney that even if he succeeded at the New Orleans district court, he could not possibly sustain his case upon appeal to a higher federal court. The attorney general advised that the federal grand jury at New Orleans rescind its indictments. Upon his return to New Orleans, Beattie complied with Wickersham's order but granted a local newspaper an interview in which he reaffirmed his belief that the New Orleans Clearing House regulation violated federal antitrust law. Comptroller Murray and others construed Beattie's comments, following the conference with Wickersham, as an attack on the administration's policy of exempting clearing houses from the Sherman Antitrust Act. The same divisions over banking concentration and cooperation that marked the National City Company controversy appeared within the administration over the extent of clearing house authority and compatibility with Taft's antitrust policy. Rumors that Taft would demand a resignation of either Murray or Wickersham briefly surfaced in banking circles. The internal dispute subsided when Wickersham again met with Beattie and reached an agreement that restored friendly relation within the Justice Department and that enabled Beattie to retain his position 38

While the Taft administration extinguished the New Orleans brush fire, resistance to clearing house initiates developed elsewhere. In Pittsburgh, three of the most prominent banks--the Mellon National Bank, the Farmers’ Deposit National Bank and the Lincoln National Bank--filed a bill in equity to prevent the Pittsburgh Clearing House from implementing a September 1911 resolution fixing rates on a wide variety of banking services. The three banks charged that the 17 other national banks that were members of the clearing house “combined and conspired together for the purpose of depriving banks, both members and non-members of the Clearing-House, of their right of individual action in respect to the conduct and management of the affairs of the several banks.” The plaintiffs asserted that the 17 national banks violated the Sherman Antitrust Act “under the cloak of the Clearing-House” and “propose and intend by coercion to compel all of the banks doing business in the community to conform to the regulations, instructions and directions” of the clearing house.39

During the same year a similar conflict arose in Salt Lake City when the Copper National Bank refused to conform to clearing house regulations setting rates for interest on deposits. Since the clearing house banks doubted the legality of expelling the recalcitrant bank, the members withdrew from the clearing house and organized a new association. They invested the new clearing house with a broad range of powers, including the power to regulate the rates of exchange, rates for collecting out-of-town checks, rates for interest on deposits, the hours of opening and closing and even the amount member banks charged for check books. As a matter of form, the clearing house members invited the Copper National Bank to join the new association, confident that the bank's officials would refuse because of the character of the new clearing house constitution. Thus, the majority succeeded in excluding the intransigent bank from the valuable facilities of the clearing house.40

During 1911, a variety of conflicts emerged between the advocates of banking consolidation, cooperation and self-regulation and their opponents. Americans became increasingly aware of financial concentration when muckraking journals publicized the Morgan-National City Bank alliance's absorption of large New York banks. The formation of the National City Bank's giant holding company, the National City Company, signaled the arrival of a banking organization with both a national and international reach. The National City Company's dual service as a security affiliate stirred controversy among bankers, led to one of the most bitter interdepartmental disputes of the Taft administration, and further excited the forces of financial orthodoxy over the trend toward “financial banking.”

New York bankers pursued clearing house reforms to put their own house in order, to spearhead a national drive for banking cooperation and self-regulation and to reinforce Senator Aldrich's larger banking reform. The opposition to the clearing house reforms in Wall Street's own home state was so strong that New York bankers considered themselves fortunate to emerge with a costly political draw that barely left their modest gains intact. The national drive to bring about cooperation through clearing house reforms stalled. When clearing houses across the nation tried to extend their reach, local opposition similar to the one that emerged in New York quickly appeared. Internal divisions within the Taft administration further blunted the national drive toward banking cooperation and self-regulation. By 1911, the administration's lack of direction on banking policy had become predictable. The president procrastinated on major banking decisions and allowed officials in his administration to squabble over the application of the Sherman Antitrust Act to banking affairs. Advocates of a more centralized banking system pondered these and other obstacles in the path of banking cooperation and self-regulation as Senator Aldrich prepared to lead the drive for banking reform.
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CHAPTER VIII

The Aldrich Plan, 1911

The movement toward banking concentration, cooperation and self-regulation had its political counterpart in a bill that Senator Nelson W. Aldrich's National Monetary Commission reported to Congress on January 8, 1912. The Aldrich Plan proposed the most sweeping and comprehensive reformation of the banking system since the Civil War. It was a compromise between La Salle Street's laissez-faire call to remove the government from banking and Wall Street's Hamiltonian vision of a more organized and centralized banking system. Aldrich fused two financial traditions into a plan for a centralized system that bankers controlled. Despite this impressive achievement, the movement for banking self-regulation and the Aldrich Plan rested upon no secure political foundation. During the life of the National Monetary Commission, Republican party unity evaporated over regulatory issues as western insurgents and progressives mounted a campaign directed toward President William Howard Taft, Aldrich and the eastern wing of the party. The rapprochement between La Salle Street and Wall Street was not complete because of lingering suspicions and distrust among the bankers. More importantly, the Aldrich Plan for a centralized banking system with minimal government control defied the Progressive Era's central thrust toward greater public accountability of business practices and an enlarged federal regulatory role in the economy.

Jekyll Island

Frank Vanderlip felt ill at ease as he walked into the brightly lighted Jersey City rail station one November evening in 1910 loaded with baggage and brandishing duck hunting paraphernalia. He quickened his pace slightly as he thought of inquiring newspaper reporters that might recognize the young president of the country's largest and most prestigious bank. He breathed a sigh of relief as he turned into the dim pavilion and walked by long rows of passenger trains backed into the depot. “Orville!” cried a muffled voice from a nearby rail car. With blinds down and only the slender threads of amber light outlining the shapes of the windows, Aldrich's private car was almost invisible. Upon hearing the voice a checklist of the senator's instructions flashed through his mind. No, he had not talked or dined earlier that evening with any of the other bankers that waited in the lawmaker's car. He came to the terminal alone and as unobtrusively as possible. For the duration of this trip he assumed another name.

Hadn't Aldrich taken this too far, he wondered as he climbed into the car. Perhaps not. Certainly, the country would denounce any financial reform that came from the group of bankers that Aldrich assembled “as a piece of Wall Street chicanery.” Did he trust the electorate to consider financial legislation “on its merits”? He questioned “their ability to do so. Who was there in Congress who might draft a sound piece of legislation?” he wondered. Despite a decade of intensive public debate, he believed surprisingly few bankers, “besides those of us who had been called together” that evening, understood the complexities of the financial issue well enough to frame a bill.1

He entered the car where familiar colleagues assembled. Aldrich pulled together an informal brain-trust that consisted of the most dynamic and intelligent figures on Wall Street. Waiting for Vanderlip were Henry P. Davison of J. P. Morgan and Company, Paul M. Warburg of Kuhn, Loeb and Company and Benjamin Strong of the Bankers’ Trust Company, along with A. Piatt Andrew, Harvard economist and the National Monetary Commission's chief economic advisor, and Senator Nelson Aldrich. Surely, these were the men to lead the country out of the financial wilderness. Yes, Aldrich was wise to take such precautions, he concluded, as the train began its long southward journey toward a remote Georgia seacoast resort, the Jekyll Island Club. How strange the journey began, he thought. Despite his frequent public declarations of “the value to society of the greater publicity for the affairs of corporations,” that evening he was “as secretive, indeed, as furtive as any conspirator.”2

Over a week of self-imposed seclusion followed. “We worked morning, noon and night” discussing, analyzing and arguing the exact shape Aldrich's proposed legislation should take. “I lived during those days on Jekyll Island,” Vanderlip remembered, “at the highest pitch of intellectual awareness that I have ever experienced. It was entirely thrilling.”3 The five quietly returned from the South unnoticed with the draft of a banking bill that Warburg considered “encouraging beyond all expectation.” Indeed, he believed that “the highest hopes seemed warranted that a most satisfactory piece of legislation could eventually be developed from it.”4

The Jekyll Island participants’ elaborate precautions to conceal their meeting from the press succeeded completely. Not until Aldrich's authorized biography appeared in 1930 did the public learn of the Jekyll Island meeting. While Aldrich's association with and reliance upon Wall Street bankers was no secret, when he placed a comprehensive banking reform plan before the National Monetary Commission on January 16, 1911, none but the drafters of the plan knew of its specific origins. The “Suggested Plan for Monetary Legislation,” known as the Aldrich Plan, became the focal point of banking debate for the next two years.

Shortly after the revelation of the Aldrich biography, publications by Warburg and Vanderlip enhanced the mystique and conspiratorial aura surrounding Jekyll Island. Warburg and Vanderlip claimed for the Aldrich Plan a significance beyond merely giving a definite shape to the drive for financial reform. In 1930, Warburg unleashed all of his analytical power and literary eloquence in a two volume magnum opus that persuasively argued that the differences between the Aldrich Plan and the Federal Reserve Act of 1913 were minimal and that the Democrats merely copied large portions of the Aldrich Plan verbatim.5 In 1935, Vanderlip articulated the primary contention of the Jekyll Island participants and of the supporters of the Aldrich Plan when he wrote that he did “not feel it an exaggeration to speak of our secret expedition to Jekyll Island as the occasion of the actual conception of what eventually became the Federal Reserve System.”6

If Vanderlip's and Warburg's assertions are accurate, the Federal Reserve System that Democrats established three years later and that has dominated American banking throughout the twentieth century owed its “conception,” parentage and inspiration to the Wall Street bankers who conspired at Jekyll Island. Which of the numerous American financial conspiracies, real or imagined, were shrouded in more mystery or were of greater consequence than the secret Jekyll Island meeting? Alexander Hamilton's successful maneuvers to establish the First Bank of the United States over Thomas Jefferson's and James Madison's objections? Nicholas Biddle's scheming with Senator Henry Clay to outflank President Andrew Jackson and to prematurely renew the charter of the Second Bank of the United States? Jay Gould's and James Fisk's infamous attempt to corner the gold market in 1869? The notorious “Crime of 1873” that demonetized silver? Jekyll Island entered the realm of American financial mythology because of the significance that the participants and subsequent historians have assigned to it. Assessing the importance of this “conspiracy,” however, requires not only an analysis of the motives, outlooks and purposes of Aldrich's Wall Street advisors, but also a more careful examination of the political context of the Aldrich Plan than historians have provided.

Aldrich, Banking Reform and the Fall of the Republican Old Guard

Theodore Roosevelt's failure to give financial issues priority left responsibility for the formulation of a Republican consensus to Aldrich and Roosevelt's less politically adept successor, William Howard Taft. Aldrich could play a pivotal role because of his chairmanship of the National Monetary Commission that was to report to Congress “necessary and desirable” changes in the financial system “at the earliest date practicable.’7 Aldrich was at the same time the most logical and the least promising figure to lead the reform of American banking. As the chairman of the Senate Finance Committee since 1899, he possessed a sharp, analytical mind and a grasp of government financial policy unmatched in Congress. After the panic of 1907, no one recognized more clearly than Aldrich that time had expired for expedients and makeshifts within the institutional framework of Republican financial orthodox. As the recognized political spokesman for northeastern business and the voice of eastern finance in the Republican party, Aldrich enjoyed the confidence of these important economic interests. His chairmanship of the National Monetary Commission would give the reform movement credibility and inspire the vanguard of Wall Street bankers who comprehended the need for far-reaching reform.

The very traits that inspired the confidence of the banking and business elite posed grave obstacles to Aldrich's leadership on banking issues. Aldrich was the embodiment of the Republican congressional “Old Guard.” The aging Aldrich, his colleagues in the Senate, and Speaker of the House Joseph G. Cannon were the vestiges of an entrenched leadership that became the object of attack by the party's western “insurgents.” As western Republicans rallied behind Roosevelt's progressive policy of enlarged federal regulation of corporations, they found themselves increasingly at odds with congressional party leadership. Senator Robert M. La Follette's violent attacks on Aldrich and Wall Street during the 1908 congressional banking debate were mere foretastes of things to come. Aldrich and the “Old Guard” symbolized, not only an aging and conservative leadership in an era of reform, but the political bulwark for shielding eastern banking and corporate interest from greater public accountability and government control. The very presence of Aldrich as chairman of the National Monetary Commission was an affront to western progressives who regarded him as a diabolical agent of Wall Street.

Aldrich began his difficult journey from defender of the status quo to reformer under inauspicious political circumstances that he immediately aggravated. Rather than placing some distance between himself and Wall Street, the first investigation of the National Monetary Commission consisted of an August 1908 tour of European central banks with some commission members and Davison. Observers naturally concluded that Aldrich determined that the country needed a central bank only two months after the commission was established to investigation United States banking problems. By focusing on European central banking, Aldrich had aligned himself and the commission with the calls for a central bank that came from a handful of Wall Street bankers and with the hastily assembled New York Chamber of Commerce 1906 report.

Indeed, the leading defender of the financial status quo in Congress appeared to reach the conclusion that a central bank was the solution to the United States banking problem with unseemly haste. Bank of England officials impressed him with the international possibilities that a central bank offered. George M. Reynolds, the Chicago banker who was the president of the American Banking Association (ABA) in 1908, accompanied Aldrich on the tour and later reported on Aldrich's “conversion.” According to Reynolds, Aldrich's acceptance of the need for a central bank solidified when he met with German central bank officials. During his discussion in Germany, Aldrich also performed a startling about-face by repudiating bond-secured currency and unreservedly embracing commercial assets as the proper basis for an elastic currency.8

Aldrich blundered by dominating the monetary commission so completely that other member could not meaningfully participate and provide a base of support for congressional action. Aldrich had A. Piatt Andrew, the commission's economist, supervise the publication of a series of 23 scholarly studies that provided tangible evidence of the commission's “investigation.” These studies, however, made no explicit policy recommendations and appeared irrelevant to the legislative purposes of the commission. The National Monetary Commission did not really function as an investigative body that yielded a comprehensive report that could serve as a reference point of discussion or focus the attention of Congress. Instead of leading the commission in directions that would facilitate congressional consensus, Aldrich conferred secretly with a very narrow circle of Wall Street bankers. When he publicly presented his “Suggested Plan” without explanation of its origins, he issued it as the chairman's recommendation for consideration by the other commission members. Aldrich's need to dominate the banking reform discussion identified the movement with him personally, excluded serious public interchange and the diverse opinions of key congressional leaders.9

As Aldrich launched his reform drive, a prolonged and divisive tariff debate erupted during the first half of 1909. The long-deferred attempt to lower tariff duties split the Republican party, accelerated western insurgents’ attacks on Aldrich's leadership and probably precluded the possibility of a party consensus on banking. The Payne-Aldrich Tariff of 1909 produced only a modest reduction of rates, partly because Aldrich, with Taft's backing, raised rates in the Senate bill above those that the House approved. Senators Jonathan P. Dolliver and Albert B. Cummins, both from Iowa, joined La Follette in unleashing blame on Aldrich for raising rates to benefit eastern business. The tariff debate distracted attention from banking and clouded the prospects for action on any reform Aldrich might recommend. Aldrich recovered from the ordeal and, at Reynold's urging, traveled to the Midwest on a tour aimed at repairing the damage his western critics inflicted. During the fall, he traveled to Detroit, Chicago, Milwaukee, St. Louis, Indianapolis and Omaha and spoke in general terms on the need for banking reform.

The tariff debate of 1909 largely consumed the first full year of the life of the monetary commission, and the second year proved to be equally tumultuous and barren for Aldrich. As 1910 began, Aldrich's biographer wrote, “All his enemies were gathering for his undoing.” The Democrats watched the widening schism within Republican ranks with interest and did all they could from the sidelines to further it. Their party leader, William Jennings Bryan, “awaited the downfall of Aldrich.” From Africa, Roosevelt read reports of Taft's capitulation to Aldrich and of the president's abandonment of progressivism. Although he was out of the White House Theodore Roosevelt continued to be a source of political uncertainty and apprehension to Taft, Aldrich and conservative Republicans. In Congress, the westerner's insurgents unleashed “a furious political storm,” mounted an “astonishing campaigning of vituperation,” and “embraced with fury whatever cause could be rendered dangerous to the President or Aldrich.” In March, the insurgents united with Democrats to strip Speaker Cannon of some of his power. The month after Cannon's fall, Aldrich announced that he would not seek another term as Senator. “His day in the Senate was done. The old friends were gone. ... Of those remote days when the Elder Statesman dominated both houses, people hardly spoke.”10

The quarreling among the Republicans had taken its toll, and not only on Aldrich. The month before he and his Wall Street advisors gathered at Jekyll Island, Democrats shocked Republicans when they took control of the House of Representatives for the first time since 1894. In Aldrich's Senate, Democratic gains were sufficient to deprive Republicans of a working majority when wayward insurgents joined Democrats. The 1910 surge toward the political opposition postponed the possibility for Republican action on banking until 1913 at the earliest, as Aldrich, Taft and Wall Street bankers belatedly realized.

After the implication of the 1910 election sank in, those who had pinned their hopes on Aldrich and the commission became alarmed. New York bankers publicly chastised Aldrich for procrastination that endangered the movement for a central bank. Never one to remain silent on issues of pressing concern to Wall Street, Jacob Schiff expressed the frustration of financiers unhappy with the commission's lack of visible progress. At a November 12, 1910 meeting of the Academy of Political Science with Aldrich in the audience, Schiff stated that “until the solution of this momentous question shall be attained, lasting prosperity cannot be counted upon.” The financier warned that “the enemy lurks at the door, and when least expected, he is likely to gain admittance ... The remedy is comparatively so simple that it is almost inconceivable why we tarry so long before we learn to apply it. 11 Similarly, in his Report of 1910, Secretary of the Treasury Franklin MacVeagh hinted that Aldrich had delayed reform unnecessarily. The December Report indicated that the administration was unaware of Aldrich's intention to submit a comprehensive reform to the public the following month. Certainly, no one in the administration was privy to the Jekyll Island conference. Secretary MacVeagh observed that the monetary commission had been “greatly occupied” with reform for nearly three years and that it would be “quite wrong to feel there is need for further hesitation in taking action.” Whether or not the country was to have “a real and permanent” system that would end panics was “a mere matter of choice.” The secretary declared that the nation was “impatient to see it accomplished.”12

The time for Republican action during Taft's presidency vanished before Aldrich and the monetary commission had even produced a plan for congressional or public consideration. The president acknowledged as much when he wrote Aldrich in January 1911 that the “coming two years furnished the much needed time to educate the bankers of the country to the wisdom of your proposed Plan.” Taft promised Aldrich that “if you formulate your scheme into a definite bill backed by the Commission, I can recommended it and present it ... to a Democratic Congress and in this way perhaps prepare the way for its being adopted as a plank of the next Republican platform.” The president continued his speculation concerning future political outcomes by adding that “If we are successful in the next election we can put it on its passage in a Republican Congress as the performance of a platform pledge and promise.”13

When the central bank advocates met at Jekyll Island more than two and a half years after Congress authorized the National Monetary Commission to issue a report “at the earliest date practicable,” they were struck by how “oblivious” Aldrich was to the “wide-spread personal animosity that had been kindled against him throughout the land.” To the central bank advocates Aldrich appeared “wedded to a belief in the irresistible power of the Conservative leaders inside the Republican party.”14 When Aldrich and his carefully selected Wall Street advisors finally met to shape a specific plan, they found that their agreement did not extend beyond the need for a “new central institution” that was “empowered to issue an elastic currency.”15 “None of us knew certainly what Mr. Aldrich wanted in the way of a new banking bill”, Vanderlip later recalled. “As a matter of fact, Mr. Aldrich knew almost as little of what he wanted as we did.” Despite the years required for Aldrich to acquire “a vast deal of accumulated information,” when the bankers met at Jekyll Island the Senator held a “firm grip on a good many principles,” but had not crystalized his opinions concerning specifics.16

Aldrich grew increasingly detached from the political realities of the Progressive Era. The behavior of the aggressive and defiant insurgents was unfathomable to a party “regular” whose political career spanned an earlier era when party competition was intense and party loyalty was among the highest virtues. To Aldrich the Progressive's determination to use the federal government to restrain business and to achieve an equitable balance among society's competing interests seemed a dangerous departure from more traditional Republican policies of actively encouraging economic expansion by promoting business. He did not understand, and badly underestimated, the force of the reform impulses that Roosevelt helped to release or the era's democratic currents that swept away the older party practices and policies.

American's have been fascinated and intrigued by the notion of financial conspirators who succeed in realizing their schemes through servile politicians and an easily manipulated public. It was a fascination that the bankers were well aware of when they later characterize their Jekyll Island meeting as the “conception” of the Federal Reserve System. A careful examination of the political context of the Jekyll Island meeting, however, indicates that the opportunities for political action on the reform plan they generated had already vanished and that the relation between the Aldrich Plan and the Federal Reserve Act of 1913 was far more tenuous than they asserted. Neither Aldrich nor the bankers around him were orchestrating a campaign to further government control of business. Their purpose was precisely the opposite. They feared the government role that Bryan, the Democrats and western Republicans--the heart of the Main Street tradition--would thrust upon them. If Aldrich's purpose was a greater government role in banking, his Senatorial record of resistance to regulatory initiatives needs serious reexamination. His antipathy toward Progressive Era federal regulation of business was shared by those who surrounded him at Jekyll Island. They were not laissez-faire ideologues, but Hamiltonians who wished to minimize, not expand, the government role in a more centralized banking reform that left bankers autonomous and free from the “political” control of their economic and political opponents. Most importantly, the Jekyll Island “conspirators” were not leading a political wave that would enable Wall Street to fasten its grip on the country. They were resisting a growing political current that they believed to be hostile to their interests and that had wounded irreparably the politician who they relied upon by the time they formulated the Aldrich Plan.

Aldrich's Inner Circle

While the political leader that the central bank advocates depended upon was living in a political world that had ceased to exist, the bankers at Jekyll Island were the wave of the future in the world of finance. They lived at the center of a nation with increasingly integrated and functionally concentrated financial markets. They worked in a world remote from the small-town bankers and substantially different from the relatively sophisticated La Salle Street bankers. The government had been a partner, albeit a troublesome one from time to time. If their banks had been the recipients of generous treasury deposits, it was equally true that their banks had helped the government market its securities and maintain specie payments. These were not men on the make, but men who had arrived at the pinnacle of American finance at a rather early age and who were aware of the responsibilities required of the largest banks at the nation's financial hub. They had no use for the “individualism,” “competition,” “independence” and other shibboleths that American bankers claimed to love so much. “Cooperation,” “interdependence” and “mutual benefit” among bankers were their guidelines--informal alliances, mutual collaboration that centered around the clearing house, partnership with the treasury and any other expedients that they could devise to keep an unrestrained market from laying the industrial economy to waste. Their “radical” call for more centralized banking had by no means been universally applauded on Wall Street and met with the skepticism, resistance or hostility of La Salle Street and Main Street bankers.

The bankers who gathered at Jekyll Island represented the “new generation” that transformed Wall Street during the first decade of the new century. By the time that they formulated the Aldrich Plan, they exerted a strong influence at the nation's financial center. The fresh infusion of blood introduced new ideas, different methods, and according to the Independent, “a larger consciousness of what might be called wealth responsibility.”17 Notable for their youth, innovation and organizational abilities, the group of bankers that Aldrich assembled were 30 years his junior and far less attached to the existing financial system than most Wall Street bankers. Aldrich sought their counsel because of their willingness to innovate, and James Stillman, J. P. Morgan and Jacob Schiff made them heirs to their financial empires largely for the same reason.18

Their ability to adjust Wall Street banking practices to the industrial needs of the new century accounted for their rapid rise. Vanderlip's extraordinary eagerness to depart from established banking practices at the National City Bank shocked more tradition-bound financiers but won Stillman's admiration. Stillman clearly recognized that Vanderlip's experience outside of Wall Street--as a financial reporter for the Chicago Tribune and as the organizer of the treasury's Spanish War bond sales--gave him the flexibility to keep the National City Bank responsive to a rapidly changing economy.19 Vanderlip had been a leading force in shaping the 1906 New York Chamber of Commerce banking report that favored a central bank. Davison began his banking career in upstate New York, but when he moved to the financial center his unusual “organizational abilities” immediately caught Morgan's eye. While orthodox academicians, financial editors and bankers scorned the rise of “financial banking,” Davison organized the young vice-presidents of New York City's most powerful banks behind the Bankers’ Trust Company, an institution that Davison established to encourage a “spirit of cooperation among young bankers.”20

Paul Warburg's early training in the German central banking system gave him deep insights into the peculiarities of American finance and accounted for his critical facility that none of his contemporaries matched. Warburg came to the United States in 1902 and became a partner in the investment banking firm of Kuhn, Loeb and Company. His insights into European central banking opened the eyes of key Wall Street bankers and helped to pave the way for acceptance of European banking methods in the United States. The European found American banking practices “bewildering and strange.”21 At the height of the panic of 1907, Warburg became a conspicuous advocate of a central bank when he published “A Plan for a Modified Central Bank.” His 1910 “A United Reserve Bank of the United States” identified central banking principles and practices that served as the starting point for the Jekyll Island discussion.22

Their experience outside of the financial center and their affiliation with the nation's largest banks gave them an uncommon breadth of vision and an international perspective. Acutely aware of the low esteem in which their peers abroad held American banking, they believed that far-reaching reformation was necessary before American business expanded abroad and New York replaced London as the world financial center. These iconoclasts made no secret of their disdain for prevailing American banking and business practices. Vanderlip denounced “individualism” in banking, blamed Wall Street instability on the proliferation of small-town banks and believed “economic illiterates” too numerous in the ranks of American business.”23 warburg deplored the fact that “Individualism in banking was the gospel of the county,” and had difficulty understanding the American “state of mind ... conceming the broad problems of money and banking.24 Warburg”s critics responded by branding him “un-American.”25

While their common experience disposed the bankers at Jekyll Island to innovation, the viability of the banks that they represented was contingent upon reforms that brought greater order and stability to the financial system. As New York bankers obligated their resources to the financing of large-scale industry, they interjected a new source of instability into financial markets. While their interior correspondents continued to subject them to sudden calls for cash, the New York bankers increasingly committed their assets to corporate stocks and bonds. By the beginning of the century the age-old conflict between the safety of a bank's resources and its profitability fell with unprecedented force on the largest banks. No banker in the country more poignantly felt the dilemma than Vanderlip. While National City Bank officials increasingly bound their assets to a declining securities market, the bank's interior balances doubled between 1900 and 1910. Sudden demands from the interior taxed the New York banker's abilities, and even the normal seasonal demands of the prospering heartland placed an almost unbearable strain on the financial center. Heightened financial instability at New York rendered problematic Vanderlip's numerous projects for expanding the National City Bank's activities both domestically and internationally and severely impaired his bank's ability to smoothly channel financial resources to its corporate clients.26

The central bank advocates differed fundamentally with La Salle Street reformers who attributed banking instability to government intervention in the economy. Their familiarity with the counter-cyclical nature of treasury intervention, clearing house action and the “rescue” operation that J. Pierpont Morgan headed during the panic of 1907, convinced them that laissez-faire in banking was a mirage. The degree of financial instability inherent in a decentralized, competitive banking system had become inappropriate and destructive in an age of highly capitalized industrial corporations. They forcefully rejected the laissez-faire prescription for stability through thousands of banks issuing their own “assets currency.” According to Warburg, La Salle Street and laissez-faire exponents “were preaching unsound doctrines.” He found it “amazing” that commercial organizations and the ABA had endorsed assets currency for nearly twenty years.27 While they supported commercial paper as the best basis for bank notes and as a rough guide for bank liquidity, they insisted that a central administrative mechanism was required to maintain safety in the banking system as a whole. The nation had advanced too far beyond the needs of the commercial sector alone to serve as the monetary and credit base. In an advanced, economically integrated industrial nation, monetary and credit needs coincided less and less with seasonal, regional and strictly commercial requirements.

The bankers at Jekyll Island regarded laissez-faire and competition in banking as the problem and believed that a central banking arrangement based upon cooperation and banker self-regulation was the solution. Warburg blamed bankers’ “parochial” views and their “extreme individualism” for the nation's financial difficulties. The “natural instincts of self-preservation ... unavoidably led to panics and wholesale destruction of values.28 similarly, Vanderlip deplored “hasty thinkers who find magic in the word ‘competition.’ ... Competition carried to its logical conclusion often causes both competitors to lose money.” A competitive regime only led to “insolvency” and subsequent attempts “to recoup losses at public expense.”29 The Aldrich Plan grew logically from the institutional needs of the nation's largest banks and those bankers’ definition of financial problems. Banks free to pursue their narrow interest in an atomistic system produced intolerable market fluctuations and instability. To Warburg, the “inevitable conclusion” was that the “road to reform lay in the direction of concentration of reserves, and in the co-operation of banks under the leadership of one central organization.” Only a “radical change from decentralization to centralized bank” could bring economic stability.30

Central bank advocates naturally looked to European central banks as models. The appeal, however, was not purely, or even primarily, a matter of banking technique, organization or practice. The political dimension of European banking impressed the bankers. European central banks were models of concentrated, autonomous banking removed from the swirl of political and governmental currents. Their order, administrative efficiency and management independent of government won over Aldrich suddenly and completely. His acceptance of the central bank model was in a broader sense consistent with the assumption that guided his Senatorial career banking and monetary issues were fundamentally political problems, not narrowly defined financial and economic matters. Aldrich's biographer wrote that he entered the Jekyll Island meeting “an ardent convert to the idea of a central bank. His desire was to transplant the system of one of the great European banks ... bodily to America.”31 Warburg had once despaired that Aldrich would ever accept a central bank, but soon discovered that Aldrich's passion and single-mindedness was such that he “now found it my part to dissuade him from going too far in that direction.” At Jekyll Island Aldrich pursued “a full-fledged central bank on the European order--a model he seemed loath to abandon.32 The irresistible appeal of the central bank involved the insolation of banking from government control and management. Aldrich sought a “parliament of finance.” Warburg's disagreement with Aldrich was over the political acceptability of a central bank and not over the desirability of the principle. Warburg envisioned a “supreme court of finance.” The essence of the Jekyll Island Plan was a centralized banking system that was independent of the government, beyond political reach and that bankers administered in the interests of the financial community as a whole.

The role of the government in the reorganization of American banking had become the issue following the banking failure of 1907. The endlessly debated discounting mechanisms, membership requirements, the organization of reserves and other features were necessary elements of any banking reform. These features and the issue of centralization versus decentralization of the banking system would be significant in Aldrich's campaign to win the approval of bankers. After the collapse of 1907, the discontent with financial conditions was so widespread that banking reform was a virtual certainly and the overarching question involved the degree of government or banker control over any new system. Robert West, in his careful economic analysis of the era's reform plans concluded that the panic “convinced most people that control outside and above the banks was necessary. From control versus no control, the discussion shifted to the nature of the control to be instituted.”33 Public and congressional acceptance of any plan ultimately hinged on this issue.

The National Reserve Association

When Aldrich submitted his “Suggested Plan” to the monetary commission on January 16, 1911, he was confident that he formulated a proposal that resolved the basic dilemma on the minds of the bankers: how to centralize banking without endangering their “independence or individuality.” Bankers distrusted centralization because it subjected them to either “political control” or “Wall Street control.” Political control of the banking system implied that every election would be a referendum on the value of the dollar while the exclusion of government invited the capture of the system by a private interest. In either case, bankers reasoned that their interests suffered, and Aldrich was keenly aware that they jealously guarded their independence. In formulating the organizational features of the new centralized banking system, Aldrich resolved to meet these objections.

The striking feature of Aldrich's Plan was the minimal role for government and the unambiguous provisions for banker control. To insure banker participation and control, Aldrich organized the National Reserve Association along the federal representative and decentralized principles that characterized American government. “The National Reserve Association was based in its organization and control on our theory of representative government,” Aldrich declared.34 A minimum of ten national banks with an aggregate capital of not less than $5 million dollars formed “local associations” similar in function to clearing house associations. Member banks elected boards of directors of the local associations which in turn elected a district board of directors that was the supervisory body of one of 15 financial districts in the country. The district board was actually a branch office of the central policy-making agency, the National Reserve Association. From Washington, D.C., a 45-member board administered the reserve association with an authorized capital of $300 million that the member banks supplied and a 50-year charter. Aldrich proposed that six of the reserve association directors be representatives of the federal government: the governor of the reserve association along with two deputy governors that the president appointed from a list that bankers submitted, the secretary of the treasury, the secretary of commerce and labor, the secretary of agriculture and the comptroller of the currency. The 15 local reserve associations indirectly elected 12 other members to the central board through “voting representatives” of the district's member banks. Finally, the board selected the remaining members on the basis of a fair representation of “the industrial, commercial, agricultural, and other interests of the country.”35

When Aldrich organized the National Reserve Association, he responded to one of the most persistent battle cries of the bankers-- “get the government out of the banking business.” To guard against the intrusion of “politics” in the nation's finances the Aldrich Plan provided that only member banks, rather than the public or the government, contribute to the capital and hold the stock of the reserve association. Aldrich described the National Reserve Association as an “agency and tool” of the banks, not a competitor and especially not an arm of the federal government.36

With respect to the composition of the central board of directors, Aldrich was willing to allow government “supervision” by providing that the president appoint six members, but he precluded government “management” by composing the board so that presidential appointees remained a decided minority and the directors that bankers elected constituted a solid majority. Additionally, the plan provided that no member of a national or state legislative body could be a director of the reserve association, its banks or the local associations. Through these and other provisions Aldrich presumed that political domination of the reserve association was impossible.37

While Aldrich precluded government management, he sought to meet objections that the reserve association could be captured by “any individual or combination of individuals in Wall Street or elsewhere, for selfish or sinister purposes.” Aldrich emphatically declared that he had taken “every precaution” and employed “every safeguard” to prevent such a development. “No provision of a plan to reconstruct our monetary system is of more vital importance than this,” he frequently stated.38 In selecting the board of the local reserve associations, the basic organizational unit of the system, the small banks were numerically in the majority since each bank cast one vote for the majority of directors regardless of stock ownership. A bank could invest no more than one-fifth of its total capital stock in the reserve association and the member banks maintained the same proportionate interest in the reserve association. The shares of the reserve association were not transferable, and no corporation other than a subscribing bank could own them. Moreover, the stockholders received a maximum 5 percent dividend with the remainder equally divided between the reserve association's surplus fund and the United States Treasury. Aldrich believed that placing an absolute limit on profits removed any incentive to convert the reserve association into a money-making vehicle. When speaking on behalf of the plan, Aldrich repeatedly stated that it was his intention to “place beyond dispute” the question of Wall Street or eastern domination of the new system.39

Since any reform of the banking system altered the competitive position of national banks, state banks and trust companies, the section of the plan designating which banks were eligible for membership was critically important. The real issue was whether the competitive advantages state banks enjoyed under loose state regulation would continue to the disadvantage of national banks. Aldrich strongly believed the state institutions enjoyed an unfair advantage. He feared that reform would ultimately fail unless he succeeded in bringing the more numerous state banks into the National Reserve Association upon an equal footing with the national banks. Permitting state banks to join without requiring higher standards would simply enable state banks to take advantage of the benefits that the National Reserve Association offered without improving banking practices among a majority of the country's banks.

Aldrich called for a liberalization of the National Banking Act that he hoped would improve the competitive position of national banks, reverse the decline of banking resources under federal regulation and encourage state banks to convert to national institutions so that they could enjoy the “special advantages” of reserve association membership. Aldrich defined membership requirements so that all national banks were automatically eligible. He designated a “new class” of national banks that could enter the savings bank business. He further authorized “another class” of national banks that were “in effect national trust companies” that were to “exercise all the functions and have all the privileges” that the various state laws gave trust companies.40 These were among the most significant and controversial provisions of the Aldrich Plan. He hoped to accomplish what Congress attempted nearly fifty years earlier when it passed the National Banking Act: the transfer of all the nation's banking business from state to national supervision. No provision of the plan more strikingly illustrated Aldrich's intention to establish financial uniformity, efficiency and centralization and to bring about the “unification of our present banking institutions into one comprehensive system.41

Aldrich believed that this cumbersome and complex structure was necessary to meet the bankers’ demands that no single political or economic interest would control the central banking system. He had not presented a plan on the European central bank model but had based his reform on the more familiar clearing house associations to achieve his purpose of insulating the banks from political control. The Hamiltonian presumption that the organized interests of the banks of the country coincided with the broader public interest pervaded Aldrich's plan. He also made it clear that he would not repeat the Hamiltonian political mistake of arousing the banks competitive jealousies, but would place the reserve association at the disposal of the banks. “The organization proposed,” he argued before bankers, “is not a bank, but a cooperative union of all the banks of the country for definite purposes and with very limited and clearly defined functions. It is, in effect, an extension, an evolution of the clearing-house plan modified to meet the needs and requirements of an entire people.”42

Banking Centralization and the Aldrich Plan

Aldrich had to satisfy the banks’ insistence for a voice in the new system to obtain their acquiescence to its centralized features. The National Reserve Association absorbed the treasury's monetary powers, controlled bank reserves and held the exclusive power to issue money. Aldrich believed that such centralization was necessary because “our present banking system ... not only fails completely under stress ... but has been found inadequate and unresponsive even under the ordinary conditions of business.”43 To make the banks “responsive” to business demands for credit, the Aldrich Plan provided a complex system of discounting and rediscounting that many considered the centerpiece of the reform package. Through its branches, the reserve association rediscounted short-term “notes and bills of exchange arising out of commercial transactions” of member banks having a deposit with it. The reserve association discounted commercial paper of longer maturity if the local association of the bank guarantied the notes. Although these provisions enabled credit to expand “automatically” in conformity with the ebb and flow of commercial transactions, the Aldrich Plan empowered the reserve association to discount the “direct obligation” of a depositing bank that was “endorsed by its local association, provided that the endorsement of the local association shall be fully secured by the pledge and deposit with it of satisfactory security.” The governor of the reserve association could activate this “emergency” machinery when the “public interest so required,” but he had to have the approval of the reserve association's executive committee and the secretary of the treasury.44

Although the initiative for discounting remained with the member banks, the Aldrich Plan provided that the rate of discount “shall be fixed from time to time by the executive committee” of the reserve association and that these rates “shall be uniform throughout the United States.” Bankers considered the ability to set the discount rate the single most effective tool of European central banks, and Aldrich resolved that the reserve association should have this power in order to intervene in the money market and to influence interest rates. The reserve association's discount policy would pervade the economy since the power to influence the short-term money market was the power to influence interest rates, rates of foreign exchange, and the price of securities. This provision signaled a significant upward shift in the level of the nation's financial decision-making.45

Since the discount rate had to be uniform nationally, the reserve association “will insure steadiness and reasonableness of rates everywhere.” At Jekyll Island, Aldrich insisted that any reform include a uniform discount rate to allay fears that the reserve association would discriminate against a particular section. Aldrich claimed that this provision meant that “every bank and every section shall be treated precisely alike by the National Reserve Association. The tendency of this [provision] must be toward an equalization of rates for the same class and paper everywhere throughout the United States.” He noted the long-term evolution toward a reduction of rates among the sections and predicted that this “process of equalization already commenced would be greatly accelerated by the provisions for uniform rates. We are fast becoming a homogeneous people in our financial operations.” Aldrich believed the adoption of his plan would hasten the day when businessmen “will be able with the same class of credit or securities to obtain the money requisite for his purpose at as low a rate as that current in other sections for similar loans.”46

The plan also stipulated an abrupt shift in the pattern of reserves that characterized American banking. To eliminate the inclination of banks to jealously guard bank reserves, the Aldrich Plan provided incentives for banks to make the reserve association the nation's primary holder of reserves. To get assistance from the reserve association, banks had to maintain deposits that they could count as part of their legal reserves. The plan made no change in the percentage of reserves that banks had to maintain and prohibited the reserve association from paying interest on deposits. The latter provision, Aldrich realized, was necessary in order not to alarm bankers that the reserve association would become a competitor by taking away deposits of banks in reserve and central reserve cities. He left unchanged the provision of the National Banking Act permitting banks to count deposits with reserve and central reserve city banks as part of their required reserves. Within this limit, the Aldrich Plan made the National Reserve Association by far the largest holder of the nation's reserves and greatly centralized and made efficient the use of bank reserves.47

A further centralizing aspect of the plan was the note-issuing stipulation that concluded the evolutionary development of the nation's currency. The plan authorized the reserve association to buy and retire $700 million of 2 percent United States bonds that national banks held as security for circulation “as rapidly as possible, consistent with public interest.” Concurrently, the reserve association issued “National Reserve Association notes” that were legal tender except for “obligations of the Government which are by their terms specifically payable in gold.” The reserve association had to maintain a reserve of one-third “gold or other lawful money” while United States bonds or “bankable commercial papers” covered the remainder. Additionally, the plan authorized the reserve association to issue an emergency circulation to an indefinite amount but subject to a progressive tax. Aldrich called for a centrally issued and centrally controlled currency that could expand and contract to replace the relatively stable volume of bond-secured currency. The plan brought to a conclusion a long development in American banking that began with banks issuing their own currency, that progressed to a circulation limited to federally chartered banks, and that would culminate in a central organization issuing currency exclusively.48

Aldrich had always dismissed the laissez-faire call for a selfregulating, atomistic banking system and sought stability by stabilizing the bond market and strengthening treasury regulatory powers. He explicitly rejected the free banking premises of the National Banking Act. “The result of our laws has been to create a banking system made up of a great many number of isolated units, each working within a limited circle and each of necessity governed by its own immediate interest, without reference to what would be for the greatest good of all.”49 He blamed individualism in banking and the lack of centralized regulation for a “profligate waste of vital forces” and attributed America's unparalleled economic expansion to “our unrivaled natural resources .... Our great natural advantages have enabled us to go on suffering losses that would have ruined any other country.”50

These centralizing features of the plan completely altered the relation of the United States treasury to the nation's banks. The treasury would no longer deal directly with any bank, but only with the reserve association that received government deposits and bought government securities. As the fiscal agent of the government, the National Reserve Association received and dispersed government funds, thus preventing a “lock up” of funds that reformers claimed contributed to financial instability. The proposal also eliminated the treasury system of depository banks that involved “favoritism” and “politics in banking.” Finally, the retirement of bond-secured currency severed the treasury's connection with bank note circulation.

On no other provision of the “Suggested Plan” did Aldrich make such a complete about face. The strongest congressional advocate and supporter of treasury regulation of the money market now proposed to terminate any direct government involvement in the financial system. Despite this reversal, Aldrich retained a commitment to oversight of the money market. The absorption of treasury monetary powers, the exclusive power to issue money and the control of bank reserves completed the consolidation of financial power in the National Reserve Association.51

The Aldrich Plan and the Bankers

Political developments had hardly gone as Aldrich expected. With the Republicans badly split and Democrats in control of the House, Aldrich concluded that his only choice was to build support for his plan outside the party structure. A united front of bankers and businessmen, he reasoned, would put an irresistible pressure on Congress. The panic of 1907 had shaken the confidence of both Wall Street and La Salle Street and moved them toward more compromising positions. The deteriorating political conditions threatened both groups and made an alliance imperative. Aldrich believed that he had presented a plan that could unite them. It combined Wall Street's call for centralization, cooperation and self-regulation of banking on a national scale with La Salle Street's demand to eliminate government control of banking, abolish bond-secured currency and adopt a flexible currency.

Before he unveiled his “Suggested Plan,” he outlined his strategy for building political support. “What we now propose to do,” he proclaimed to the New York Academy of Political Science in November 1910, “is to seek counsel and to invoke the calm judgement of economists, of students, of men of affairs, of bankers, and business men .... We shall appeal to the thoughtful men of this country.”52 Aldrich and his inner circle evolved a double-pronged campaign to win over bankers and businessmen. Warburg used his connections with three important commercial organizations--the New York Produce Exchange, the New York Merchants Association, and the New York Chamber of Commerce-- to secure a timely endorsement of the Aldrich Plan. During December 1910, Warburg arranged for the three organizations to submit joint resolutions at the forthcoming annual convention of the National Board of Trade. On January 18, the National Board of Trade passed a resolution that Warburg drafted advocating a “central banking organization” based upon principles consistent with the plan that Aldrich submitted the previous day. Another resolution proposed the establishment of a national organization “for the purpose of promoting reform upon the principles ... embodied in the Aldrich Plan.”53 This resolution inspired the formation of the National Citizen's League for the Promotion of Sound Banking on April 17, 1911. New York supporters of the Aldrich Plan established and initially financed the National Citizens’ League, but to avoid the stigma of Wall Street domination, they arranged for the national headquarters to be located in Chicago. Midwestern businessmen staffed the national offices of the National Citizens’ League and in May, James Laurence Laughlin resigned as professor of banking and finance at the University of Chicago to become the full-time executive officer of the organization.54

While Warburg took the lead in organizing businessmen behind the Aldrich Plan, Davison believed that the proper “psychological time” for organizing the leading bankers had arrived.55 Aldrich made it his personal task to win the endorsement of the ABA They hoped to capitalize on the “definite drift of sentiment toward more centralization” in banking and the growing support for “cooperation” that bankers in the central reserve and reserve cities exhibited. The central bank advocates had noticed a distinct erosion of orthodoxy since the panic. James B. Forgan, the leading voice of midwestern reform, publicly retreated from his position that unrestricted assets currency was the only solution to the nation's financial problem.56 Similarly, Laughlin no longer claimed that assets currency was the key to sound banking but conceded that genuine reform involved a complete reorganization of our credit system.”57

Despite these propitious developments, a significant gap remained between the central banking advocates and the majority of bankers who continued to cling to ideas of a self-adjusting, atomistic banking system. Fear of “political control” or “Wall Street control” remained their major concern. When Aldrich proposed his reform, the ABA remained officially in support of an assets currency proposal that Fowler sponsored, and the federal legislative committee was on record against a central bank. In late 1909, the committee announced that it was following closely the work of the monetary commission and warned bankers that “some form of central bank with exclusive note issuing power may come up.” The committee opposed “any form of central bank yet suggested by legislators .... We believe the individuality of our banks should be preserved and that it is essential and fundamental that any plan ... to prevent and dispel trouble should ... enable individual banks to meet such conditions largely within themselves.”58

The push to win the support of the ABA began when Aldrich invited Forgan and Laughlin to Washington for a review of the plan in early January. While Forgan's influence among interior bankers and his power within the ABA made it essential that Aldrich win his support, the “dean of American bankers” was aghast at the cumbersome machinery and centralizing provisions of the Aldrich Plan. After leaving the conference with the plan's sponsors, Forgan exclaimed to Laughlin, “Did you ever see such a mess of a banking bill?”59 Both “criticized the bill severely.” The sponsors’ casual references to the National Reserve Association as a “central bank” shocked Forgan and Laughlin. “That it was a central bank was openly admitted and approved,” Laughlin recalled, “but the dangers of centralization were minimal.”60

Although Forgan's only public comments on the Aldrich Plan were favorable, privately he informed its supporters that they would have to make numerous concessions before bankers would endorse the plan. The provisions that sought to bring all state banks and trust companies under the central regulation of the National Reserve Association posed the greatest obstacle to bankers’ uniting behind the scheme. As a national banker Forgan sympathized with Aldrich's goal of eliminating the competitive advantages that state banks enjoyed, but he realized that unanimity within the ABA was impossible as long as the controversial provision remained. Although the national banks in the metropolitan centers might secure the association's endorsement, they could accomplish this only at the price of reintroducing discord and disunity among bankers that could threaten the reform drive. While an “ideal” system would consist of all the nation's banks under a single regulator, “so long as we have forty-six states with the right to enfranchise their own banks, to regulate them under their own jurisdiction, and to make their own banking laws it will not, I fear, be practical to bring the state institutions, or any considerable number of them, into a national system.”61

Forgan's prediction proved accurate. State bankers and trust company representatives and state banking officials across the nation took the offensive against the Aldrich Plan. Trust company officials protested that they could not take advantage of many of the important benefits of the National Reserve Association that accrued to national banks because the Aldrich Plan did not designate the bulk of their assets as eligible for discounting. Opponents declared that the plan was “an insidious encroachment on the sovereignty of the states. The states,” a Mississippi state banker averred, “would soon be but states in name, and the substantial form of our Government would be materially changed” if Congress adopted the centralizing features of the plan.62 Similarly, state banking officials mobilized against the scheme to supplant state jurisdiction over banks. Aldrich “completely ignored the state chartered institutions,” declared a Kansas banking official. The Aldrich Plan, he concluded, had “nothing to offer state banks.”63

During the early months of 1911, the opposition from state banks and trust companies was so intense that many bankers began to doubt Aldrich's commitment to reform until he eliminated the objectionable provision. This criticism soon forced him to make the first of a series of concessions. In May, Aldrich announced at a speech under the auspices of the Trust Company Section of the ABA that he was “satisfied that it was wholly impracticable to attempt any radical modification of the function of national banks or the creation of any new classes of national banks for the purpose of supplanting or taking the place of institutions now operating under state charters.” He pledged to devise “some means ... by which all classes should be permitted to participate upon some reasonable terms in the advantages” of the National Reserve Association. The Commercial and Financial Chronicle asserted that the concession to the state institutions “measurably advanced the prospect of reform,” and made it possible to believe that Aldrich was “seriously desirous of promoting the cause of banking and currency reform.”64

At an Atlantic City meeting with 26 interior metropolitan bankers and a Washington meeting with the Currency Committee of the ABA, Aldrich made additional concessions to the bankers. The interior bankers agreed that the plan contained the “proper and correct principles” of reform, but they demanded modifications that gave more freedom to the local associations and that further insulated the banks from “political control.” They desired an enlargement of the National Reserve Association's rediscount function that allowed the member banks to present a wider range of business paper to the local association for rediscount. Such a reform made the reserve association more adaptable to local conditions and further shifted the initiative to the member banks and away from the central organization. Secondly, the bankers insisted that member banks have greater control over their reserves by allowing them to count the notes of the reserve association as part of their legal reserves rather than relying on “cash accounts” under the exclusive control of the central organization. Finally, the bankers demanded that the president select only the governor of the association, rather than the governor and the two deputy governors, and that the power to remove the officers rest with the Board of Directors rather than with the president. To the bankers who saw the financial problem as primarily an outgrowth of government interferences in the economy, Aldrich's attempt to provide government “supervision” and “oversight” of the reserve association dangerously exposed the nation's banks to political dictation. Despite the protest of Vanderlip, Andrew and Vreeland, the newly appointed vice-president of the monetary commission, the bankers were adamant and pressed for air-tight protection from government regulation.65

Aldrich was convinced that the support of the ABA was necessary if the plan was to prevail in Congress and that banker unity was the key to successful reform. Sensing that the bankers had issued an ultimatum on the question of removal of officers, Aldrich capitulated. Moreover, the support of the midwestern-dominated ABA was essential to protect the Aldrich Plan from charges of Wall Street control. After winning the support of the executive committee at the Washington meeting and subsequently the endorsement of the currency committee at a caucus in Nashville, Aldrich believed that he had laid secure groundwork for ratification at the association's annual fall convention.

Although the campaign to enlist the backing of major bankers was successful, the drive to broaden support among businessmen faltered. Sectional differences, partisan divisions and conflicts over the National Citizens’ League's strategy plagued the league from the outset and by the summer of 1911, divided the organization into hostile eastern and western factions. Although prominent eastern bankers and businessmen embraced the Aldrich Plan enthusiastically, Laughlin, the league's executive officer, was an “opponent of central banking,” whom the Wall Street Journal accused of “laboring industriously to find arguments against a central bank.”66 Laughlin and most western members of the league continued to think in terms of a self-regulating, decentralized financial system and rapidly lost patience with Aldrich who clung “tenaciously to his purpose” and refused to abandon “his wish for a central bank.”67 Moreover differences over the proper strategy that the organization should pursue generated discord. Aldrich and his New York supporters desired a clearly focused, high-pressure campaign directed at key congressmen whose votes were essential to the passage of the Aldrich Plan.68 On the other hand, Laughlin worked for a broader based “campaign of education” comparable to “the sound money campaign of 1896.” Additionally, Laughlin maintained that the “non-partisan” nature of the league necessarily limited the organization to advocacy of “general principles” and precluded an endorsement of the Aldrich Plan. The Aldrich faction believed Laughlin's strategy was hopelessly unfocused, would distract attention from the Aldrich Plan and risked dividing the reform movement The executive director persisted in advising that the league “disseminate reliable and useful information on financial questions to the whole people so that they can take part in the discussion and the decision of this question.” Laughlin confidently predicted before the New York League that a broad public discussion would advance reform. “When the weaknesses of the present system are understood and the principles of sound finance are made clear to all the people of the country, I have confidence that the legislators will devise the right kind of laws.”69 Laughlin's naivety shocked the easterners. By the summer of 1911, the “Aldrich crowd's” hostility toward the westerners and toward Laughlin in particular was so great that the Chicago professor believed that “the situation pointed directly to the creation of some other bill which would be as good as the Aldrich plan in its banking principles but shorn of the parts which made it a central bank.”70

While the citizen's league leaders struggled to reconcile their differences, Vanderlip jolted the league with his announcement that his bank had established a holding company, the National City Company. Laughlin angrily wrote Warburg, who headed the New York League, that the National City Company dispute “could not have come out at a more unfortunate time, for my success” in organizing businessmen throughout the country. In the West, he stated, “These things are very difficult to handle, and little appreciated at their value on the country in New York.”71 Warburg sought to assure western members that their fears were “unreasonable” by writing James Farwell, a Chicago businessman and the national president of the organization. There was no reason for the National City Company to cause “so much of a stir in Chicago” since acquiring bank stock to control the National Reserve Association “is as remote to the managers of the National City Bank as the Northpole.”72Farwell was not convinced. He wrote President Taft, who had the entire National City Company case under consideration, to complain that the National City Bank's scheme had an adverse “bearing on the work in which we are engaged.” He urged that the president issue a decision unfavorable to the bank and predicted that the league would “recommend that bank stock owned by holding companies, corporations, or voting trusts, shall not vote in the election of directors to any of the branches or the central organization of the National Reserve Association.”73

The financial press reported “considerable anxiety” in the West “and in Chicago specifically” over the National City Company.74 No one had proven to the satisfaction of the Chicago Record Herald that Wall Street would control the National Reserve Association, but the paper concluded that “the National City Company seems to be a manifestation of a willingness to do it.”75 Westerners equated a central bank with Wall Street control, and “the National City Bank's desire to legalize the holding of banks’ stock appeared to have just that sort of a slant,” the Wall Street Journal declared.76 More to the point, the New York Times observed that “It is a waste of breath to urge upon the people of the country the acceptance of the Aldrich Plan of currency reform so long as one National bank, through a holding company, may control twenty, fifty, or a hundred of the National banks.”77

The National City Company controversy brought fresh calls for protection against Wall Street control and renewed apprehension over “the possibility of financial control” of the National Reserve Association. As the monetary commission held hearings in the West during the fall, the members heard westerners express fears that the East would dominate the reserve association and gain control of national financial policy. The growing alliance between the “Morgan and Rockefeller interest” was of particular concern to westerners. “With a combination of the moneyed interests, and with the aid of other interests what I have doubt about,” exclaimed a Denver banker before the commission, “is whether these financiers would not be able to gain control of the situation, through dummies or through its agents gaining control of banks, or strings of banks.” To meet the holding company threat, western bankers began to call for federal legislation prohibiting corporations from owning stock in any banks in the country. Additionally, they expressed anxiety about the remoteness of the western bankers from the center of policy making in Washington. Eastern bankers might have “prior information” of an “approaching storm,” enabling them to rapidly deplete the resources of the reserve association and to deprive the western banks of protection. Westerners demanded additional safeguards against Wall Street domination and guaranties that their banks would get “their pro rata share of the reserve fund.”78

Aldrich never took these objections of the western bankers seriously and argued that the safeguards of the original plan made it impossible for a single banking interest to buy control of the reserve association. He estimated that effective control of the association required an investment of over $6 billion, an amount far beyond the resources of any institution. While he strenuously objected to any prohibition of bank holding companies or security affiliates, he tried to mollify westerner anxiety by another modification of the plan that prohibited any one district from selecting more than four of the 45 members of the Board of Directors.79

The month before the November convention of the ABA, Aldrich announced his “Revised Plan” that included most of the concessions that bankers demanded throughout the year. While central bank advocates resisted changes that diffused power, Aldrich knew when and how much to bend to the bankers’ demands without jeopardizing the essentials of his scheme. He especially regretted the bankers’ insistence that they, rather than the president, have removal power of the governor and considered his concession a largely symbolic move that might further expose the plan to congressional critics. The failure to force state institutions into the system greatly disturbed Vanderlip. “I fear that the tendency for State Banks and Trust Companies to grow faster than national banks will only be increased under the plan to give them all the facilities with the reserve association which national banks may have,” he reported to Stillman.80 Yet, they were remarkably successful in preserving the plan that they formulated almost a year earlier. When the ABA endorsed the Aldrich Plan at their national convention, the organization went far toward abandoning their insistence that any reform “enable individual banks to meet” panics “largely within themselves.”81

By the end of 1911, Aldrich succeeded in uniting important business organizations and the ABA behind his plan that gave national expression and shape to the broader movement for banking cooperation and self-regulation. A rapprochement between Wall Street and La Salle Street, shaky as it was, had been achieved around a more centralized banker-controlled system with minimal government supervision. The alternative of a centralized banking institution, independent, autonomous and safely beyond the reach of elected officials was clearly and forcefully set before the nation. It had an enormous appeal to eastern banking and business interests who fought a loosing battle against the Progressive Era's thrust toward greater federal regulatory powers and to the La Salle Street-led laissez-faire tradition that had waged a long and unsuccessful campaign for a roll-back of government financial power. Further, Aldrich had performed the arduous and thankless task of reaching a consensus among bankers concerning the technical details and mechanics that would have to underlay any comprehensive banking reform These were no longer in dispute. It appeared that central banking in the Hamiltonian tradition dormant since Andrew Jackson's destruction of the Second Bank of the United States, would reemerge. Never had appearances been more deceiving. A powerful opposition was gathering, not to tear down Aldrich's work, but to do exactly what he and his supporters most feared-- to take over their reform and drive it in another direction to achieve different purposes.
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CHAPTER IX

The Counter-Offensive, 1912-1913

In the end, the Aldrich Plan had few friends. Its political support rested on a fragile coalition between La Salle Street and Wall Street that collapsed in 1912. The public identified Aldrich so closely with Wall Street that the Jekyll Island “conspiracy” fooled no one concerning the plan's origin. In August 1911, Woodrow Wilson stated what everyone assumed when he speculated that the Aldrich Plan “must have been drawn in the offices of the few men who ... control the banking and industrial activities of the country.”1 Main Street Republicans led an attack on the Aldrich Plan that heightened the party's sectional and ideological divisions and that contributed to the rupture at the national Republican convention in 1912.

Republican disarray enabled the Democrats to seize the banking issue and launch an investigation of Wall Street. The Money Trust Investigation culminated with the interrogation of J. P. Morgan, the high practitioner of banking cooperation, concentration and self-regulation, and also placed Henry P. Davison, Frank A. Vanderlip and other supporters of the Aldrich Plan under the public spotlight. While Congress investigated Wall Street, Woodrow Wilson appealed to “the small banker, the small merchant and the small manufacturer” by speaking about the threat of the “money trust.” His deft handling of the banking issue helped him secure the Democratic nomination and win the presidential election of 1912. Wilson emerged in command of his party and prepared “to eliminate evils too long tolerated” and to establish “public instead of private control” of the banking system.2

Republicans and the Aldrich Plan

Main Street Republicans understood that Aldrich would exclude them from banking reform when the senator repeatedly announced his intention to ignore “sensationalist agitators” who appealed “to class and sectional prejudice.”3 Aldrich's leadership of a “non-partisan” National Monetary Commission did not win the allegiance of westerners who had frequently seen Aldrich use the party lash to win congressional approval of legislation they regarded as favorable to Wall Street. The senator's withdrawal from party affairs and his refusal to consult either congressional or administration leaders generated confusion and ill-will within Republican ranks. The coalition of Wall Street and La Salle Street interests that supported the plan further convinced westerners that Aldrich had again reached a financial accommodation at Main Street's expense.

Western Republicans quickly took advantage of the politically vulnerable Aldrich Plan. On April 13, 1911, Senator Albert B. Cummins of Iowa introduced a bill that required the National Monetary Commission to make a final report before December 4, 1911 and called for the termination of the commission at the end of the year.4 Cummins noted that the majority of the commission members either had retired or were lame duck congressmen who continued to draw government salaries. Moreover, the commissioners made no contributions toward banking legislation and perpetuated the fiction that Congress directed the course of banking reform. “It is perfectly well known that the majority of the commission at this time is not devoting its labor nor its energies to the work of the commission,” and it “is not expected in the future that they will do so.” Cummins regarded the commission as “a convenient place for those who have lost the favor of their constituents.”5 The Iowan was not impressed with the commission's “interesting” but “curious” publications “not a tithe of which are necessary in determining the problem which the American people have now to solve.”6

Western Republicans not only enthusiastically voted for abolition of the monetary commission but also sponsored a resolution that ordered Secretary of the Treasury Franklin MacVeagh to submit “a detailed statement showing the money paid out in account of the Monetary Commission and the dates and purposes of the several payments.”7 Opponents of the commission hoped that an audit would reveal financial irregularities that they could use to discredit the commission and its work. The Senate and House responded favorably to the demand to “relieve the Treasury of the United States from these enormous burdens” and to put an end to the commission and require the results of its deliberations. On August 21, 1911, Congress passed legislation that eliminated commissioners’ salaries, required a report to Congress by January 8, 1912, and abolished the commission on March 31, 1912.8

Aldrich's Republican opponents were not content to strangle the commission indirectly. They violently attacked his plan. While congressmen worked to uncover improprieties, Representative Charles A. Lindbergh, Sr., a Minnesota Republican, spearheaded the assault on the Aldrich Plan and Wall Street. Father of the famous American aviator, Charles A. Lindbergh, Jr., the older Lindbergh exemplified the Main Street tradition during the Progressive Era and his background revealed much about the political and economic forces that the Aldrich Plan provoked. Lindbergh exhibited the aggressive assertion of local and regional economic interests that animated Republican insurgency. He was a small-town lawyer who specialized in real estate and banking. An organizer and director of the First National Bank of Little Falls, Lindburgh owned $10,000 of the banks minimum $50,000 capital requirements. He later joined the board of directors of the German-American National Bank. Lindbergh teamed up with a wealthy eastern capitalist, Howard P. Bell to establish the Industrial Adjustment Company, a venture that ultimately failed, but that provided supported for Lindbergh's publication of a quarterly reformist journal. The short-lived journal helped boost his successful campaign to win a seat in Congress in 1906. His first speech in Congress was one opposing the guaranty of bank deposits that was sweeping western states and that Bryan and the Democrats supported in the 1908 presidential election year. His opposition to the Aldrich-Vreeland Act of 1908 and its provision establishing the National Monetary Commission foreshadowed his later prominence as an outspoken critic of the “money trust.”9

Lindbergh believed that the Aldrich Plan culminated Wall Street's concerted drive to consolidate control of the financial system and labeled the proposal “the greatest monstrosity ever placed before the American people.”10 Between 1896 and 1907, New York bankers manufactured billions of dollars of watered stock “through gambling, speculation, and other devious methods and devises.” Wall Street deliberately brought on the panic of 1907 to “squeeze out of business ... those not favorable to the Money Trust,” and to force congressional enactment of the Aldrich-Vreeland Act that gave Wall Street “the privilege of securing from the Government currency on their watered bonds and securities.”11 Lindbergh regarded the Aldrich Plan as a “wonderfully clever” scheme that invited “capture by Wall Street as soon as it should get into operation.”12 While Lindbergh excoriated Aldrich for representing the narrow interests of Wall Street bankers, he centered his opposition on his belief that “the country banks,” presumably including those he owned and directed, “would all be compelled to come under the control of Wall Street.”13 Lindbergh urged Congress to reject the “fictitious money” that the Aldrich Plan provided and to adopt a “people's money plan” that protected the nation from the concentration of financial power in private hands.14

Demands for an investigation of banking conditions arose after the panic of 1907 and during the debate over the Aldrich-Vreeland Act. Nothing about the composition, work or report of the National Monetary Commission met those demands. Similarly, southern and western congressmen's questions surrounding the New York Clearing House and Secretary of the Treasury George Cortelyou's deposit of government funds in New York banks had gone unanswered. The calls for a broad ranging investigation of Wall Street banking did not die as Representative Lindbergh punctuated his attacks on the Aldrich Plan with demands for further inquiry. On December 4, 1911, Lindbergh introduced a resolution calling for a congressional investigation of the “combinations of financiers and financial institutions ... who control the money and credit and, through that control, operate in restraint of trade and in violation of law.”15 The Democratic majority on the House Rules Committee blocked Lindbergh's resolution, but the Republican's tireless assaults on the Aldrich Plan and his insistence on an investigation of the “money trust” helped build support for a congressional banking inquiry that centered on Wall Street.

While the Aldrich Plan's enemies mounted their offensive, President William Howard Taft promised the senator support that he never provided. Rather than assume responsibility for the direction that his party would take on the banking issue, President Taft continued his predecessor's pattern of avoidance and neglect. Taft was extraordinarily slow to recognize the dangers to his party and to his own re-election that continued deference to Aldrich involved. The president never devoted attention to the issue commensurate with its economic and political importance. Theodore Roosevelt had done the same thing, but managed to escape the political consequences. That option was no longer available to Taft. After the panic of 1907, enactment of the Aldrich-Vreeland Act and the 1908 Republican party platform pledge to reform the banking system, Taft could not afford to surrender his role as mediator of the party's contending Main Street, La Salle Street and Wall Street factions without serious political consequences.

Taft refused to assume a leadership role in charting the party's financial policy. Ambiguity and inconsistency became the hallmarks of the administration as it confronted important issues of banking concentration. Attorney General George W. Wickersham never extended his vigorous antitrust policies to banks and financial institutions. The National City Company issue divided and paralyzed the administration. Rather than choose between the conflicting recommendations of his attorney general and secretary of the treasury, Taft allowed the controversy to linger. Although an investigation found that the comptroller of the currency had permitted banks to acquire the stock of other banks, Taft neither approved nor disavowed the comptroller's policy. The comptroller of the currency informally encouraged the movement toward banking self-regulation and cooperation, but the administration did nothing to confer legal status on clearing house policies.

Before Aldrich submitted his plan, Taft made public remarks that implied the administration's endorsement of a central bank, but after adverse reaction, Secretary MacVeagh announced that reporters “misquoted” the president.16 On June 22, 1911, Taft sanctioned the Aldrich Plan before the New York State Bankers Association, but by October, the president began to waver.17 The following month Secretary MacVeagh made a speech in Chicago that shocked the supporters of the Aldrich Plan. The administration had become jittery over growing criticism that the National Reserve Association was subject to Wall Street control. After siding with the National City Bank on the holding company issue earlier in the year, the secretary reversed his position. He made his support of the Aldrich Plan contingent upon its prohibiting the “holding of shares in another bank by a bank that is a member of the National Reserve Association.”18 During December, 1911, Aldrich, MacVeagh and representatives of the Justice Department met in a series of heated and tense sessions to try to hammer out an air-tight provision that would meet the public skepticism regarding Wall Street control. MacVeagh was not sure that the last minute addition to the bill would withstand legal scrutiny, but hoped that “it would serve a useful purpose whether it was good law or not.”19

The National Monetary Commission submitted a bill on January 8, 1912 in an atmosphere of congressional hostility and faltering administration support. As the election year progressed, the Aldrich bill became the subject of “a slow, creeping, deadly hostility,” the editor of the Chicago Economist reported. “Neither of the political parties would have anything of it, nor does any politician seeking votes dare to speak a good word of it.”20 Convinced that the Aldrich bill was a political liability, the administration forces at the Republican National Convention resolved to omit any reference to the scheme in the party platform. They did so, however, over the determined opposition of a contingent of Aldrich supporters who tried to put the party on record in support of the National Monetary Commission bill. A. Piatt Andrew, the monetary commission's economist and assistant secretary of the treasury, led a failed campaign to get the convention endorsement. The Republican platform blandly declared that “our banking arrangements to-day need further revision to meet the requirements of current conditions.”21 The clash between Taft and Roosevelt overshadowed the subterranean maneuvers over the financial platform. Shortly after the convention, however, the tensions within the administration over the Aldrich Plan became evident when Andrew submitted a public letter of resignation citing Secretary MacVeagh's “idiosyncrasies” and “temperamental unfitness for his duties.22 MacVeagh countered that he had requested Andrew's resignation because the assistant secretary attended the Chicago convention “in direct disobedience of my instructions.”23

When Theodore Roosevelt bolted the Republican convention and formed the Progressive Party, he carried with him many of the Aldrich Plan's most severe critics. The “New Nationalism” he espoused called for a strong regulatory and welfare role for the federal government that left no room for the minimal government role in finance that the Aldrich Plan contemplated. The Progressive Party was Roosevelt's creation and its platform reflected his personal views. The section on “Improvement of the Currency” espoused bold and unambiguous principles that were not reflected in Roosevelt's private writing or public statements during his presidential years. The platform declared that “The issue of currency is fundamentally a Government function.” Roosevelt's Progressive Party was “opposed to the so-called Aldrich Currency Bill because its provisions would place our currency and credit system in private hands, not subject to effective public control.” Control of the banking system “should be lodged with the government and should be protected from domination or manipulation by Wall Street or any special interests.”24

Democrats and the Money Trust

The Aldrich Plan was a political windfall for the Democrats. Its provisions for banker control supported the Democratic conviction that the Republican party was the agent of Wall Street. At the same time, Democrats fostered the financial split in the opposition party by encouraging western Republicans’ assaults on Aldrich. Democrats pointed to the banker-inspired National Citizens’ League “campaign of education” as evidence that “organized wealth” was not content with the “special privileges” Republican financial policy already bestowed but was reaching for complete control of the banking system. The Aldrich Plan raised the specter of concentrated financial power in private hands just as the Progressive Era revolt against big business and “monopoly” was at its height. More significantly, opposition to concentrated financial power was a shared tenet of both western and southern agrarians and eastern, sound money Democrats. If Democrats could demonstrate that the banking system was dangerously concentrated, banking reform would take a new direction and the Main Street and laissez-faire elements of the party could solidify against a common foe.

A reconciliation between warring financial factions within the Democratic party appeared within reach during the climatic presidential election year of 1912. While Republicans retained their national political majority, Democrats had made quiet but steady gains since Roosevelt's second administration and had good reason for optimism in 1912. Roosevelt's dramatization of the trust issue and his policy of increased regulation of big business widened Republican differences while confirming the Democratic belief that concentrated corporate power was dangerous. The long-time Democratic assertion that the tariff was the “mother of trusts” acquired a modern, progressive ring and left the Republicans struggling for a convincing political response. Under William Jennings Bryan's leadership the party adopted a solidly progressive platform in the 1908 presidential election year that called for labor legislation, tariff reduction, an income tax and direct election of senators. In 1910, Democratic victories at the state level and the party's capture of the House provided an infusion of fresh blood and furthered the progressive forces within the party. Skillful House leadership was eager to plow the ground for further Democratic gains by using congressional investigative power to highlight corporate abuse and to exploit Republican divisions.25

In 1912, Democrats took up Lindbergh's call for an investigation into the money trust in order to shift the debate over banking reform in directions advantageous to their party. The investigation into the money trust was also embedded in intraparty jostling over who would become the pivotal congressional leader of banking reform if Democrats prevailed in the election of 1912. A vocal agrarian contingent, bolstered by recently elected progressive House Democrats, made a powerful bid to gain control of any banking reform legislation that the party might sponsor and to commit the Democrats to “strong” legislation aimed at Wall Street before the national party convention. With Bryan's backing, Robert L. Henry of Texas, chair of the House Committee on Rules, introduced a resolution providing for a wide-ranging investigation of banking concentration. A special committee with an anti-Wall Street, agrarian majority, and presumably with Henry as chair, would conduct the inquiry. For all the attention Wall Street and La Salle Street reformers had devoted to the issue, Henry believed that Congress was “entirely in the dark as to one side of the currency question.” The National Monetary Commission's presentation of its bill in January made an investigation all the more necessary, according to Henry. An investigation into the money trust would “throw a flood of light on that unknown and at present hidden side. It will reveal true conditions that must be known before the Aldrich Plan comes before Congress.”26

Despite the obvious need for Democrats to respond to the Aldrich Plan and to begin positioning themselves on the issue prior to the election, not all House members were eager to line up behind Henry's call for an investigation of Wall Street banking. House majority leader Oscar W. Underwood of Alabama sensed trouble, not only to his own bid to capture the Democratic presidential nomination, but also from a financial investigation that could renew Republican charges of “radicalism,” “Bryanism,” and financial recklessness that had haunted Democrats since 1896. Underwood, a leader of the southern Bourbon Democrats, was enlisting New York financial backing that would add to his southern base and position him as the conservative alternative to any Bryan-backed candidate at the convention. Further, Democratic members of the National Citizens’ League, league executive director James Laurence Laughlin and eastern Democrats had directed considerable effort toward winning Democratic support for banking reform and they had not overlooked the House majority leader. As a southerner reluctant to lodge too much power in the federal government, Underwood was supportive of the league's campaign, but wanted a more decentralized version of the Aldrich Plan that would dilute Wall Street control, narrow the federal government's regulation of banking and leave banks autonomous and under local control.27

Carter Glass, second ranking member of the House Banking and Currency Committee, joined Underwood in his opposition to Henry. The committee's ranking member, Arsene P. Pujo, announced plans to retire at the end of the congressional session, leaving Glass in charge of the committee and in a pivotal position to shape a Democratic banking bill. If Henry's resolution passed, the Texan would wrest control of banking reform from Glass's House Banking and Currency Committee. Despite a self-effacing manner, Glass had no doubt that he should be the Democratic leader in the House on banking and financial issues. The Virginian's ownership of the rabidly southern and Democratic Lynchburg News paved the way for his entry into politics during the 1890s. He was a delegate to the 1896 Democratic National Convention and had been swept away by Bryan's impassioned “Cross of Gold” speech. After Glass was elected to the House of Representatives in 1902, he won a seat on the House Banking and Currency Committee. Although Glass professed to know little about banking, he had followed the course of banking reform and financial events closely. He was a scrappy, highly partisan fighter who did not hesitate to voice his stout opinions. Glass regarded the Aldrich-Vreeland Act of 1908 as a Republican design to benefit big banks and dismissed the Aldrich Plan as too susceptible to Wall Street control. Like Underwood, Glass disliked the centralized features of the Aldrich Plan and believed that a decentralized version of the plan would protect banks from both Wall Street and from government control. Glass's banking reform was grounded in laissez-faire premises of a self-regulating banking system based upon short-term commercial paper that banks issued with guidance from either bankers or government officials. The feisty southerner's criticism of Wall Street “speculation” and his staunch opposition to the mingling of commercial and investment banking would guide his legislative work during the Progressive Era and would have an enduring impact on twentieth century American banking.28

A showdown between the agrarians and the Underwood-Glass forces occurred at a Democratic caucus in which the latter defeated the Henry resolution 115 to 66, despite intense pressure from Bryan. As a gesture toward compromise, the House passed a resolution calling for the House Banking and Currency Committee “either as a whole or by subcommittee ... to obtain full and complete information of the banking and currency condition of the United States for the purpose of determining what legislation is needed.”29 Chairman Pujo agreed to chair a subcommittee that would conduct a “fair” and “sane” investigation. The compromise also stipulated that Carter Glass would chair another subcommittee that would draft any proposed banking legislation that the investigation indicated was necessary. Through this awkward division of authority, the Democratic leaders hoped to avoid a party feud over the banking issue in an election year. Underwood and Glass succeeded in limiting the investigation and in retaining ultimate responsibility for drafting legislation in Glass's subcommittee. Bankers and the financial press breathed a sight of relief. Frank A. Vanderlip believed that “wise counsel has prevailed over radical sensationalism.”30 He and other Wall Street bankers thought that a “decent” investigation could work to their benefit and persisted in their delusion that a Democratic banking investigation would “plow the ground well for the proper consideration of the Aldrich Plan ”31 The Commercial and Financial Chronicle agreed that “a calm and reasonable inquiry need not cause uneasiness.”32

The Underwood-Glass forces soon discovered that they had won only the opening skirmish in the battle over which faction of the party would control banking legislation. Despite the agrarians’ initial defeats, they partially reversed the unfavorable caucus decision through an extraordinary parliamentary maneuver. After nearly two months of inactivity by the Pujo subcommittee, Representative Henry and Samuel Untermyer, a New York lawyer, convinced Pujo of the need for a more extensive probe. Henry and Untermyer drew up a new resolution granting the Pujo subcommittee powers to compel testimony from bankers, to investigate a broad range of financial abuses and to widen the scope of the investigation to include a determination of the “concentration of money and credit.”33 During Underwood's absence from Congress, Pujo introduced the resolution that Henry and Untermyer had drafted, and the House Committee on Rules, under Henry's chairmanship, promptly reported it to the floor.34 Republican floor leader James R. Mann denounced Pujo's resolution as a “sweeping dragnet ... a contemptible attempt to rob and hold up every corporation ... and to coerce everybody in the country to support the Democratic candidate for the Presidency.”35 The partisan charge in an election year solidified the House Democrats behind the Pujo resolution. The House passed the resolution on April 26, 1912, and on the same day, Pujo announced the appointment of Untermyer as counsel for the subcommittee.36 Although the conflict between the agrarians and the Underwood-Glass faction would continue throughout 1912, the resolution giving new powers to the Pujo subcommittee allowed the agrarians and other Wall Street critics to seize the initiative in the banking reform movement and to challenge the authority of the Glass subcommittee.

Few realized what a new and dramatic turn the banking issue had taken during the election year. The Pujo subcommittee's revelation of concentrated banking in New York dominated newspaper headlines for the next several months and enabled Democrats to redefine the banking issue in ways that unified the party and generated broad public support for financial reform. The investigation provided a public platform for a massive outpouring of grievances by economic interests who had been destroyed, damaged or threatened by New York's largest banks. By 1912 the list of those lodging complaints against Wall Street was sizeable. New York state banks and trust companies had been a thorn in the side of the big banks and were the object of the clearing house reforms. Thousands of country bankers felt threatened by the Aldrich Plan and the formation of holding companies. They harbored a list of grievances that included high charges for clearances and New York banks’ suspension of payments to the interior banks during the panic of 1907. The numerous corporate “reorganizations” that investment bankers conducted eliminated competitors of the corporations aligned with those banks. The exponents of banking consolidation, cooperation and self-regulation had little time to lobby for the Aldrich Plan and would spend much of the year preparing explanations of their alleged misdeeds to their critics on the Pujo subcommittee.

Pujo's ten year tenure in the House passed without much notice until his final year in Congress, but the retiring chairman's background says much about the experiences and outlook of those who questioned the nation's most powerful bankers. Like Lindbergh and other Wall Street critics, Pujo was no stranger to banking. He was the first president of the First National Bank of Welsh, Louisiana and became a director of the First National Bank of Lake Charles. His career illustrates the linkages between the agrarian movements of the nineteenth century and progressivism. He was active in the Louisiana Farmers’ Union that later merged with the Texas Farmers’ Alliance in 1888 to form the Southern Farmers’ Alliance. Although he remained a Democrat and never joined the Populist Party, he supported populist financial policies and was a fervent supporter of Bryan's presidential campaigns in 1896, 1900 and 1908.37

When Pujo selected Samuel Untermyer as counsel for the subcommittee, the New York bankers confronted a formidable adversary. Untermyer, a controversial fifty-four year old New York trial lawyer, knew his way around Wall Street well and was hardly a disinterested investigator of New York banking practices. Untermyer became a multimillionaire at an early age by organizing industrial combinations and investment syndicates, and as a corporation lawyer he had repeatedly been at odds with the Morgan and Rockefeller interests. After 1900, he became a fervent convert to the antitrust cause, a critic of big business and an opponent of banking concentration.38 Numerous legal battles involving charges of fraud and stock watering plagued his own career, weakened his credibility as a reformer and exposed him to attacks throughout his public life.39 Before he was appointed the investigator of the Pujo subcommittee, Untermyer held strong opinions about the degree and nature of financial concentration. During 1911, Untermyer encouraged Lindbergh's attacks on the money trust and lobbied on behalf of the congressman's resolutions for a banking investigation. On December 21, 1911, Untermyer issued a public letter on behalf of Lindbergh warning that, “We shall never be able to solve the trust or tariff or currency question” until the nation recognized that the concentration of banking was “the greatest and most difficult problem ... and the one that underlies the others.” The money trust was no “figment of the imagination” but was “the greatest peril that confronts the country.” Before the investigation of Wall Street began Untermyer was already convinced that because of the “potency” of the “great interests” on Wall Street, “no new enterprise is possible which competes with any existing enterprise which is under the protection” of the largest banks. “Until this question is understood,” he predicted, “nothing substantial will ever be accomplished toward solving our vexatious economic problems.40

Wall Street bankers regarded Untermyer as prejudicial, animated by a desire to get even with former economic adversaries and obsessed with obtaining political power. Vanderlip concluded that the Pujo resolution that Untermyer had helped draft was “aimed straight at the private bankers and particularly at Morgan.” The banker believed that Untermyer was motivated by personal pique because Francis L. Stetson, a Morgan lawyer, had rebuffed Untermyer's appeal for financial backing for a contemplated senatorial candidacy. Vanderlip was convinced that “the whole thing runs back to Untermyer's ambition to go to the Senate and his failure to get Stetson to help him.41 The bankers realized that Untermyer's knowledge of business practices, mastery of detail and zeal would transform the meandering Pujo subcommittee into a forum that would subject Wall Street to relentless and unprecedented public scrutiny. Milton E. Ailes, president of the National City Bank-controlled Riggs National Bank of Washington had lobbied unsuccessfully to deflect the investigation and wrote Vanderlip to warn that Untermyer “will dominate the Committee completely and will determine who shall be called and what subjects shall be investigated.”42

The Money Trust Investigation began mid-May, recessed before the Democratic convention in June to avoid “sensationalism” during the presidential election and resumed in early December. The first subject that Untermyer chose to examine was the New York Clearing House of which Vanderlip was president. Untermyer's decision to probe the New York Clearing House was significant because he reopened the controversial issue of the New York Clearing House's activities during the Panic of 1907. The investigator enthusiastically solicited testimony from bankers and businessmen with grievances against the clearing house before grilling clearing house officials concerning their failure to provide aid to trust companies and state banks during the panic.43 untermyer deplored the power of the New York Clearing House to “pronounce sentence of death upon every financial institution in [New York City],” and correctly observed that the“ramitications extend all over the country.”44 The Wall Street press denounced the investigation and Untermyer's “grotesque” implication that the New York Clearing House “was engaged in a sort of wrecking process” aimed at bankrupting trust companies and state banks.”45 Untermyer's additional allegation that New York banks had managed to extract approximately $50 million a year in excess charges from the nation's country bankers for the clearing of checks provoked Vanderlip to write a public letter disputing the charges and protesting the unfairness of the inquiry. Despite Vanderlip's denials, Untermyer's charges that the New York Clearing House had unnecessarily forced the closing of smaller banks across the country during the panic of 1907 and that the New York banks had charged exorbitant rates excited the hostility of the Main Street bankers toward Wall Street.46

The Money Trust Investigation shattered the consensus among bankers that supporters of the Aldrich Plan had constructed the previous year by driving a wedge between the New York and interior banks. At the close of the first session of the investigation, the New York Journal of Commerce observed that the hearings had brought the banking reform drive to a “complete standstill,” and that the restoration of “a much greater degree of unanimity would be necessary” to regain the former momentum.47 The facade of unity bankers managed to erect during 1911 disintegrated as hostile political currents emerged the following year. Indicative of the growing division among bankers was the American Bankers Association convention held in September 1912. The dissention at the convention contrasted strikingly with the delegates’ show of unity in support of the Aldrich Plan in 1911. The Nation noted that “much of the convention was devoted to harmonizing the differences of opinion which had developed during the year.”48 The resolution of the Currency Commission, the lobbying agent of the association, reflected the uncertainties of the election year and the confusion over which party, or which faction within the parties, might eventually gain control of banking legislation. Their resolution endorsed no concrete legislative proposal and revealed the mood of demoralization, desperation and willingness of the bankers to “cooperate with any and all people in devising a financial system for this country.”49

The investigation further weakened the consensus supporting the Aldrich Plan by heightening the friction between the western and New York branches of the National Citizens’ League. The league's leaders had suppressed their differences through the spring of 1912, but following the first session of the inquiry, an open break occurred. The New Yorkers blamed Laughlin for the non-endorsement policy toward the Aldrich Plan while Laughlin countered that the New Yorkers’ “blind adherence” to the Aldrich Plan damaged the nonpartisan position of the league. The distrust between Laughlin and the New Yorkers grew when Laughlin continued to work closely with Democratic politicians, despite his professions of nonpartisanship. The appointment of H. Parker Willis, a former student and close friend of Laughlin and an extreme critic of investment bankers, as counsel for the Glass subcommittee, alarmed the New York bankers. Never sympathetic toward the league, Willis actively encouraged the growing schism and urged Laughlin to “smoke” the New York “Aldrich crowd” out of the league.50 The dissatisfied New York branch withdrew financial support from the league, forcing a curtailment of the organization's activities. The national chairman of the league soon wrote the state chairmen to inform them that “drastic and unexpected” withdrawals of financial support had required a reassessment of “the general policy of the League for the future.”51 By early November of 1912, Willis approvingly wrote to Glass that “a permanent difference of opinion within the league had greatly weakened it” and that “from now on it will not be nearly as powerful as it has been in the past.”52

At the close of the first session, the Pujo subcommittee and Untermyer seemed to be in a commanding position to determine the course of banking reform because serious internal divisions plagued the American Bankers Association and the National Citizens’ League. Additionally, the Glass subcommittee was quiescent because of the necessity of awaiting the results of the investigation before framing legislation, the impossibility of proposing major banking reform during a presidential campaign and the absorption of Glass in his own reelection efforts. Because of Willis's hostility and Glass's fear of collaborating with anyone associated with the Aldrich Plan, they rebuffed Paul Warburg and other New York bankers who volunteered to draft legislation. While Glass and Willis remained inactive, Untermyer was industriously planning a major challenge to the legislative authority of the Glass subcommittee Untermyer not only asserted the right of the Pujo subcommittee to draft legislation under the board powers of the Pujo resolution but also, with the aid of Henry and the encouragement of Bryan, actively mounted a campaign to place unequivocal authority to shape banking legislation in the Pujo subcommittee53 Rumors that the Pujo subcommittee would soon propose legislation filled the financial press. The Chicago Banker nervously predicted that “it will be impossible to meet the hostility of the radical element which is well organized and aggressive as well as determined to force through some scheme of its own during the coming winter.”54

Woodrow Wilson, Banking and the Election of 1912

While the Democrats’ investigation of Wall Street further divided banker and business support for the Aldrich Plan, the issue of banking concentration presented Democrats with an opportunity to resolve financial divisions within their party that had not been healed since the 1896 election. Financial fault lines within the party remained significant. Bryan's western and southern agrarian supporters drew upon the Jeffersonian and Jacksonian traditions that regarded government as the people's defender against concentrated financial power and the populist belief in government control of the money supply. Eastern sound money Democrats who venerated Grover Cleveland drew upon the laissez-faire strain of the Jacksonian tradition that held federal financial power to a minimum. Despite these differences, powerful incentives for Democrats to mute their differences existed. Rising Democratic electoral fortunes and the split within the Republican party presented the first realistic chance in twenty years for Democrats to capture Congress and the White House. By 1912 the travails of four consecutive presidential loses had strengthened rather than weakened the party. While Bryan had suffered three defeats and appeared out of contention in 1912, an emphatic electoral rebuff of Cleveland Democrat Alton B. Parker in the presidential election of 1904 suggested that no conservative Democratic candidate could prevail over the Republicans. With the nation expecting action on banking, the Democrats needed a candidate who could bring financial peace to the party and who could dispel lingering public distrust over the Democrats’ ability to exercise responsible leadership on money and banking policy.

No Democrat or Republican in pursuit of the presidency in 1912 grasped the political potential of the banking issue or more effectively exploited it for personal and partisan advantage than Woodrow Wilson. His sudden and remarkable political rise suggested political changes that helped to bring financial harmony to the party during the Progressive Era. Wilson had benefited from the 1910 political surge toward the Democrats when his election as governor of New Jersey thrust him into contention for the presidential nomination of 1912. While he gained a reputation as a progressive governor, nothing that Wilson had written as a government professor and nothing he had done or said as a party activist would have endeared him to Bryan and agrarian Democrats. Wilson was a perfectly orthodox Cleveland Democrat who regarded Bryan's “Cross of Gold” speech as ridiculous and cast his vote for the splinter “Gold Democrat” ticket in 1896. By 1904, Wilson still distrusted Bryan's leadership, but had become more convinced that much of Bryan's critique of economic concentration was correct. As late as 1908, Wilson believed Bryan “foolish and dangerous in his theoretical beliefs” but claimed to have voted for him out of considerations of party loyalty.55

Despite Wilson's conservative background, his striking political skills enabled him to ride a wave of progressive sentiment and to become a major Democratic presidential contender by 1911. He seized upon the unpopularity of the Aldrich Plan to raise the larger issue of financial concentration to the delight of agrarians and urban progressives without alienating the party's conservative elements. In March 1911, Wilson first raised the issue by declaring that “The most serious thing facing us today is the concentration of money power in the hands of a few.” In June he told a group of Pennsylvania Democrats that “The great monopoly of this country is the money monopoly. ... It must be destroyed.” Wilson believed that the political and economic freedom of the nation was at stake:

A great industrial nation is controlled by its system of credit. Our system of credit is concentrated. The growth of the nation, therefore, and all our activities are in the hands of a few men who, even if their action be honest and intended for the public interest, are necessarily, by very reason of their own limitations, chill and check and destroy genuine economic freedom. This is the greatest question of all, and to this statesmen must address themselves with an earnest determination to serve the long future and the true liberties of men.56

In August, 1911, Wilson again attacked the “money power.” The following month he elaborated on the national economic repercussions of increasing financial power by predicting that “If the present trend of events by which the money power of the country is rapidly falling into the hands of a few is not changed, the economic health of the Nation is doomed.” He linked the threat toward concentration to the Aldrich Plan and believed that both imperilled America's small bankers and businesses. It would become “next to impossible” for the “small banker, the small merchant and the small manufacturer ... to get a share in the big deals necessarily controlled by the big banks” unless the trend toward concentration were reversed. The Aldrich Plan, the candidate declared, “seems to be a move to further concentrate the money power, as it will stifle the small banks which have no wealthy parent institution to carry them through hard times. If this bill is only what it appears to be, I will certainly oppose it in my public utterances.”57

Where Aldrich and the bankers largely approached the banking issue as a technical business problem, Wilson viewed banking as a fundamentally political issue. Wilson skilfully addressed the political principles and emotional concerns of a reform-minded public and avoided distracting technical issues or details. When reporters challenged him to be more specific, he turned them away by admitting that he had “not given sufficient study to the question.”58 He made his approach on the issue explicit to an editorial writer who wrote that his “dangerous” and “unfair” criticism of the Aldrich Plan hurt the Democratic party and set back the prospects for banking reform.59 Wilson's reply indicated that he regarded his task as fostering a Democratic consensus by challenging the political premises of the Aldrich Plan. “My own feeling as a ‘politician’ is that it is wisest not to frame definite proposals upon this matter while the power of the Democratic party is inchoate. If it should become real” he continued, “and be based upon majorities in Congress, then the opportunity will rise for a fearless stand. ... To inject a definite scheme now into political discussion would seem to me to divert the country from principle to details.” Wilson invited his critic to explain “what your own view is with regard to the strategy of the matter.”60

When Congress began discussing the possibility of a money trust investigation, Wilson was in a position to back the inquiry and to reap the political benefits in the South and West where support for an investigation of Wall Street was strong. In February 1912, a Nashville audience roared its approval when Wilson insisted that Congress begin “getting details” and “be pushed forward in connection with the so-called money trust” investigation.61 From Texas, Thomas B. Love, commissioner of the newly established Texas Department of Insurance and Banking, wrote Wilson to inform him that his criticism of the money trust struck a responsive chord in the state and that the Texas delegation had moved in Wilson's direction. The state banking official encouraged the candidate to “forcefully illustrate your excellent and undeniably sound idea of the benefit of pitiless publicity” that the investigation would bring. Love reported that the sentiment was “practically unanimous outside of Wall Street and Big Business, in favor of a thoroughgoing investigation” and that New York bankers’ protests that an investigation “will hurt business unnecessarily implied the confession that there is something radically wrong in the premises.” The Texan had recently returned from New York and was convinced that “Wall Street and Big Business are determined to leave nothing undone to prevent your nomination.” Wilson's chief rivals, Speaker of the House Champ Clark and Majority Leader Underwood badly underestimated the popularity of the investigation and hurt their presidential drives in Texas by “soft-pedaling the money trust investigation. They are both clinging to the delusion that no man can antagonize Big Business and win the presidency.”62

While Wilson's opposition to the money trust won support in the South and the West, on April 1, 1912, Bryan wrote the candidate to extract a more “straight forward declaration against the Aldrich scheme or any other measure looking to a central bank.” “The money trust which you have been denouncing,” Bryan wrote, “is back of the Aldrich scheme.63 As the national party convention approached, the Nebraskan sought a more explicit statement from Wilson that he would not accept a centralized banking reform that the bankers might control. On April 18, at an Albany, Georgia speech, Wilson tried to assure Bryan by setting forth his ideas about the actual conditions the nation confronted while avoiding specifics about his solutions. “I am myself opposed, to the idea of a central bank,” Wilson declared. The nation's banking system was already dangerously centralized since Wall Street bankers represented a financial aggregate “more powerful than a central bank.” “A little group of banks in New York ... practically dominate the banking capital of this country. This same central control ... has spread its unhappy influence until it has become the control of politics. ... We are in the control of a great system which governs America's affairs from one end of the country to the other.64 Later in the month, Wilson elaborated on the theme that economic control had developed into political control when he asked a Massachusetts audience, “Who is to govern the United States, a small coterie of men who control the wealth of the nation, or the people themselves?” The “few corrupt men” who made up the money trust “control the officers we elect.”65

When the Democrats met at Baltimore for their national convention in June 1912, the banking issue was not decisive in Wilson's winning the nomination. Wilson's ability to win the support of the convention's progressive majority was significant and his bold articulation of progressive principles on the banking issue was vital in establishing his credibility among those favoring a stronger government regulatory role. By identifying himself as the opponent of a money trust that threatened small producers and free enterprise, Wilson successfully appealed to a unifying theme that won the support of the party's Main Street, agrarian tradition and its laissez-faire, anti-monopolistic tradition. After winning the nomination on the convention's forty-sixth ballot, Wilson was in a position to support the Bryanesque financial platform while remaining consistent with his remarks on the banking issue prior to the convention. The platform declared that Democrats “oppose the so-called Aldrich bill or the establishment of a central bank.” It reflected the traditional Democratic emphasis on protecting local economic constituencies from concentrated financial power by promising “a systematic revision of our banking laws” that would “render temporary relief in localities where such relief is needed, with protection from control or domination by what is known as the money trust.” Democrats affirmed their traditional belief that banks should be subordinate to more numerous economic interests by declaring that “Banks exist for the accommodation of the public, and not for the control of business,” and asserted that the “purpose” of reform was to secure “these accommodations on terms of absolute security to the public and of complete protection from the misuse of the power that wealth gives to those who possess it.” The Democrats closed their financial plank with a swipe at the Republicans by condemning the deposit of government funds “in a few favored banks, largely situated in or controlled by Wall Street, in return for political favors.”66

In the three-way presidential race, Wilson repeated the strategy that had proven effective in his quest for the nomination. He continued to articulate a progressive approach to banking reform and to speak more frequently and clearly on the issue than his opponents. During the presidential campaign, Wilson developed three interrelated themes. The first involved the premise on which the Aldrich Plan was founded: Who would control the new banking system? Wilson believed the Aldrich Plan's “method of control confirms the present power of small groups of American bankers to dominate the new system” and that “no mere bankers’ plan” was adequate since bankers “do not necessarily comprehend the business of the country.” The time had not arrived to unequivocally declare that the government should control the new banking system, but in his acceptance speech of August 7, 1912, Wilson articulated the principles that would lead inevitably in that direction. The control of the new system should be “a control emanating not from a single special class, but from the general body and authority of the nation itself.67 His second theme complemented the first. Democrats would curtail the “vast confederacies” that “control, if they please and when they will, both credit and enterprise” and that were “infinitely dangerous to free enterprise.”68

While Wilson's assertions that the interest of the public and the interest of bankers were at odds drew heavily on the party's agrarian, Jeffersonian tradition, the third theme relied on the laissez-faire tradition of expanding business opportunities, unshackling enterprise and diffusing economic power among a nation of small, competitive producers. The radical, anti-monopolistic strain of the laissez-faire tradition had combined and overlapped with the agrarian tradition during Andrew Jackson's assault on the Second Bank of the United States, and Wilson merged them in the Democrats’ attack on the money trust and reformation of the banking system. Wilson's critique of the banking system spoke to concerns that “the independent man can't remain independent ... It is very difficult, indeed, for the new adventurer in the economic world to get the necessary credit as against the men who don't want his competition to interfere with their enterprises.69 He told a group of Columbus, Ohio businessmen that “The men that I am listening to ... in politics are the men of the next generation, the men knocking at the door of opportunity, thundering at these closed gates and crying to us: ‘Yes, you have built up a great structure of wealth, but what of us? Where is our hope?’” Wilson promised banking reform that would broaden and expand opportunity and that would be “elastic in the hands of those who use it as an indispensable part of their daily business.” “America is now straining at the leash,” the candidate told a business group, “and I could name some of the gentlemen who hold the leather thong that is attached to the leash.”70 Democratic banking reform would place an “elastic” banking system free of Wall Street control at the disposal of aspiring capitalists.

On November 5, 1912, Wilson received under 42 percent of the popular vote, but won the presidency by winning the electoral vote over Roosevelt and Taft. The Democrats emerged united behind a strong party leader in the White House who had clearly articulated the principles that would govern banking reform. The nation rejected resoundingly the Aldrich Plan for banker control and moved toward a system that vested control in the “authority of the nation.” The Democrats would structure their proposal to dilute the concentration of banking and would make the new system “elastic” and responsive to the nation's small bankers and businesses.

While the election of 1912 dramatically altered the landscape of banking reform, it did not resolve the intraparty maneuvering over who would lead the Democratic reform drive in Congress. Before Wilson took office he made an important decision that resolved the dispute between Untermyer and Congressman Glass and that established clearer lines of congressional responsibility for dealing with the numerous and perplexing dimension of financial reform. During the presidential campaign Untermyer, who was a financial supporter of Wilson, sought to cultivate the candidate's favor. Untermyer wrote Wilson of his “anxiety to assist in every possible way in your election” and wished “to call your attention to certain valuable information available as campaign material” that the Money Trust Investigation had revealed. Untermyer claimed that the Pujo hearings proved that during the panic of 1907, Secretary of the Treasury George B. Cortelyou's deposits of government money “were manifestly made under the direction of Morgan, and mainly in Banks controlled by them.” The hearings also revealed a “scandalous condition” surrounding New York Clearing House action that “deliberately wrecked three entirely solvent Banks, of which for some reason they wanted to rid themselves.”71

Although Wilson made no direct use of Untermyer's information during the campaign, the Pujo subcommittee investigator worked during the recess to draft wide-ranging financial legislation. The lack of expertise of the Pujo subcommittee members and Untermyer's eagerness to formulate a concrete banking proposal led Untermyer to seek a reconciliation with several New York bankers who had been the target of the inquiry. With the hope of moderating any legislation that the Pujo subcommittee might propose, Vanderlip agreed to help Untermyer draft legislation to regulate the New York Clearing House. In addition, Paul Warburg began advising Untermyer. Despite a continuing distrust of Untermyer, the likelihood that he would exert an important, if not controlling, hand in shaping Democratic banking legislation led Vanderlip, Warburg and other New York bankers to cooperate with the committee's counsel.72 The day after Wilson's election, Untermyer wrote the president-elect that “there are important questions of policy in connection with the pending money trust inquiry requiring immediate decision before the hearings ... are resumed.” Untermyer's proposed legislation involved regulation of “Clearing House Associations, Stock Exchanges, National Banks and the currency.” The investigator wrote Wilson that he was “in negotiation” with Wall Street bankers concerning legislation regulating the New York Clearing House and the stock exchange “so that those two institutions, which are now being conducted as unincorporated, irresponsible private clubs, shall be required to incorporate and be subjected to legislative and judicial control.” Untermyer believed that it was not “wise or proper” for the subcommittee to “shape its further line of inquiry and policy without the knowledge and approval of the head of the party that is to be held responsible for its action.” He requested that Wilson grant “the better part of an entire day” for legislative consultation.73

Throughout the Money Trust Investigation, Glass and Willis had been vigilant observers of the Pujo subcommittee's activities, but uneasiness turned to alarm when they heard of Untermyer's collaboration with the New York bankers. Willis excitedly wrote Laughlin that Untermyer “has been exerting himself to get into harmony with bankers here [New York]. Or perhaps they have got hold of him--I do not know which.” Willis suspected the worst concerning Untermyer's motives. “He is undoubtedly working up to the Aldrich proposition in another form and this is merely a beginning.” Willis predicted a “sharp battle between Untermyer and Glass. If Untermyer should win, the result would be shifty and dangerous legislation pretending to be radical but really working in the interest of the worst element among the banks.”74 News of the “Untermyer scheme” galvanized the Glass subcommittee into activity. On November 7, 1912, Glass wrote President-elect Wilson to assure him that his subcommittee “has not been idle” and had “formulated, tentatively, a substitute for what is known as the Aldrich bill.” Glass urged Wilson to confer with Willis and him “as early as possible.”75 Glass hurriedly wrote the members of his subcommittee to call a meeting in advance of the approaching congressional session. At the meeting, Glass announced that the subcommittee would hold public hearings on proposed legislation simultaneously with those of the Money Trust Investigation.76 Glass demanded that Pujo prevent Untermyer's “interference with the functions of my subcommittee.” Otherwise, Glass threatened to force Untermyer's resignation by appealing to the full Banking and Currency Committee to determine if the committee “proposes to tolerate such unusual conduct.”77 Faced with Glass's challenge, Untermyer suggested a compromise that would merge the two subcommittees, but Glass rejected this proposal. Glass's firm control of his subcommittee and Untermyer's inability to command the full support of the Pujo subcommittee thwarted the investigator's plan to usurp the prerogatives of the Glass subcommittee. Wilson resolved the issue of which direction banking reform would take and who would spearhead the legislative effort when he wrote Untermyer on November 12, 1912, that sufficient time to review legislative proposals was “out of the question” until his return from a post-election vacation. After Wilson granted a conference to Glass and Willis on December 26, 1912, it was clear that banking reform proposals originating with Glass's subcommittee would have the new president's sanction.78

The Money Trust Investigation Report

While Untermyer and Glass engaged in jurisdictional warfare, the work of the Money Trust Investigation proceeded in an atmosphere of banker and Republican hostility. Banker opposition to the investigation began before the subcommittee's first hearings and continued unabated until the subcommittee issued its report on February 29, 1913. In preparation for the hearings the subcommittee mailed over 30,000 questionnaires to banks and trust companies. The subcommittee sought detailed information on each institution that included the number and amount of deposit accounts, the amount of corporate securities held and the number of directorships. Many bankers protested that the subcommittee pried too deeply into their internal affairs and refused to fill out and return the questionnaire. The subcommittee received only 12,000 responses, although the New York banks that were the target of the investigation largely complied with the subcommittee's request. Additionally, national bankers countered that the National Banking Act conferred the power to examine bank records exclusively upon the comptroller of the currency. The Pujo subcommittee considered a court battle to force compliance but rejected that alternative as “disastrous in view of the early expiration of the congressional term” on March 4, 1913.79 The “wiser course” of introducing legislation that clearly granted the subcommittee the necessary authority ultimately proved unsuccessful. On May 4, 1912, Pujo introduced a bill that explicitly established the right of Congress to investigate national banks. The Democratic House passed the bill two weeks later, but Republicans remained in control of the Senate where the Finance Committee refused to report the bill by a vote of 7 to 6.80

The subcommittee encountered additional Republican resistance when they decided to request the data on banks in the custody of the comptroller of the currency. Pujo expected no difficulty since the resolution authorizing the inquiry directed the secretary of the treasury, the comptroller of the currency and the bureau of corporations “to comply with all directions of the committee for assistance in its labors,” and “to place at the service of the committee all the data and records of their departments.”81 In early September, Untermyer requested documents from Comptroller of the Currency Lawrence Murray who referred the request to Taft. Aware of the time constraints that the Pujo subcommittee confronted, the president followed an evasive and obstructive course that kept the comptroller's records out of the subcommittee's hands until December 7, 1912, two days prior to the resumption of the hearings.82

Despite the roadblocks of the bankers, Taft and congressional Republicans, Untermyer single-handedly made the investigation one of the most famous and far-reaching in United States history. When the investigation resumed, Untermyer launched a brutal assault on the exponents and practitioners of banking cooperation and self-regulation. Wall Street was ill equipped to meet the challenge of the energetic and resourceful examiner whose flare for drama and polemical style generated news coverage of the hearings that was damaging to the New York bankers. Untermyer's public remarks concerning banking concentration prior to the trial and his prosecutorial courtroom style precluded an impartial investigation. The purpose of the proceedings was to establish the case that the Democrats, Wilson, Untermyer and other critics of Wall Street had already made concerning the existence of a money trust. Prior to the appearance of the star witness, J. P. Morgan, Untermyer made a lengthy presentation on financial concentration based upon the information that the subcommittee's questionnaire provided. He dramatically unveiled elaborate charts that depicted octopus-like tentacles radiating from an “inner group” of New York's biggest banks and that linked these banks to dozens of the nation's largest railroads, utilities, insurance companies and other industries that the “inner group” presumably dominated.83

The aging Morgan was no match for the expert cross-examiner. The Wall Street titan's testimony was inconsistent, contradictory and contorted. Morgan astounded the nation by flatly denying that he had any financial power. When Untermyer asked whether he was an advocate of competition or combination and cooperation, he responded, “Cooperation I should favor,” although he did not mind “a little competition.”84 Later, Morgan contradicted himself. “I would welcome competition ... I would rather have competition.”85 The witness realized belatedly that he fell into the ingenious examiner's trap. If Morgan defended combination and cooperation, Untermyer believed the banker confirmed that bankers colluded to suppress financial competition and that such behavior supported the suspicion that a money trust existed. If Morgan spoke in favor of traditional ideas of laissez-faire and competition, he exposed himself to the charge that his commitment to competition was rhetorical since he preferred and practiced combination and cooperation. Under the rapid fire of Untermyer's questioning, the banker's testimony on critical questions seemed incoherent. “What I say is this,” the septuagenarian continued, “that control is a thing, particularly in money--now--there is nothing in the world that you can make a trust on money [sic].”86

The remarkable exchange between Morgan and Untermyer revealed a complete divergence of views concerning the proper role of banking in a modern industrial economy. Untermyer disputed Morgan's contention that neither buyer nor seller of corporate securities benefited from publicly competitive bids, that bankers had a duty to serve as directors on the boards of their clients and that publicly owned corporation should keep funds in private banks whose accounts were not available for public scrutiny. The examiner could never shake Morgan in his defense of nineteenth century banking methods and practices that had persisted in an age of giant, publicly owned and regulated corporations. Morgan repeatedly insisted that his practices depended entirely on the “character” of the non-competing bankers and their clients. The entrepreneur seeking credit, “gets it on his character,” asserted Morgan. Untermyer was unable to get the Wall Street titan to understand that from the perspective of the broader public his subjective standards had little meaning or legitimacy. “Yes; but do you not see ... the subject in a general aspect, rather than with respect to your particular banking house,” the frustrated investigator vainly inquired.87

Other witnesses contradicted Morgan. Chicago banker George Reynolds testified that the growing concentration of credit constituted a “menace to the country.”88 Untermyer regarded Morgan banker Henry P. Davison's explanation of cooperation and “banking ethics” as a self-serving justification to engage in a variety of anticompetitive practices. Davison detailed New York bankers’ collusion to support the prices of certain securities and agreements not to compete for any security issues. George F. Baker, president of the First National Bank of New York, and other witnesses agreed that bankers were free to compete if they desired, but they were not able to furnish recent examples if competition among New York's largest banks.89 Baker agreed that concentration “has gone far enough.90 During Baker's testimony, Untermyer carefully aimed at the most vulnerable underpinning of the Hamiltonian tradition. Baker saw no reason for concern over concentrated wealth. “In good hands, I do not see that it would do any harm.” “So the safety, if you think there is safety in the situation, really lies in the personnel of the men?” Untermyer queried. “Very much,” the banker responded emphatically. When Untermyer asked whether “that is a comfortable situation for a great country to be in?” the banker hesitated, then responded slowly, “Not entirely.”91

At the close of the first session of the investigation Untermyer believed that he had “barely begun,” and predicted the “main phase ... is likely to occupy months.”92 Instead, the Pujo subcommittee expired at the end of the 62nd Congress, concluded its investigation in February and issued its final report on February 28, 1913. The subcommittee's long recess during the presidential campaign imposed a severe limitation on the investigation and, as Untermyer wrote in the final report, the hostility of bankers, the opposition of the Senate and the procrastination of the administration “seriously embarrassed” the subcommittee in their effort to provide a “complete disclosure” of the degree of financial concentration. Since the subcommittee was “unable to complete its investigation,” Untermyer termed the report “intermediate” and urged the incoming Congress to continue the work that the Pujo subcommittee began.93 Pujo's retirement, Glass's assumption of the chairmanship of the House Banking and Currency Committee and a new Congress focused on the tariff issue precluded the sustained investigation Untermyer believed necessary. Despite the limitation of the investigation, the political impact of the Money Trust Investigation was enormous during the presidential election year of 1912 and during 1913 when Democrats passed the Federal Reserve Act.

Wall Street was never quite the same after the issuance of the Money Trust Investigation Report that detailed the complex interrelation of banks to a stunned nation. It identified J. P. Morgan and Company, the First National Bank of New York and the National City Bank of New York as “the most active agents in forwarding and bringing about the concentration of control of money and credit in the United States.” These largest New York banks, along with their allied trust companies, constituted a dominating “inner group” that spread its influence nationally by working with allied banks in Boston and Chicago. The “inner group” along with other “qualifiedly allied” institutions such as Kuhn, Loeb and Company held “many interests in common” and adhered to “what virtually amounts to an understanding not to compete, which is defined as a principle of‘banking ethics.’”94 The investigation concluded that New York bankers were in a position to exercise a dangerous and unchecked power in the national economy. “The powerful grip of these men is upon the throttle that controls the wheels of credit and upon their signal those wheels will turn or stop.”95 The report asserted that the “inner group” had exerted an influence “destructive of competition” and that “they strike at the very vitals of potential competition in every industry that is under their protection.” If this condition were “permitted to continue” the money trust would “render impossible all attempts to restore normal competitive conditions in the industrial world.”96

While the Pujo subcommittee completed its work and reported early in 1913, the issue of financial concentration occupied the public throughout the year. Louis D. Brandeis, Wilson's most important adviser on issues of regulatory concern, relied on the treasure trove of data that Untermyer assembled to write a series on financial concentration in Harper's Weekly. The muckraking series began with the article “Breaking the Money Trust” that appeared concurrently with congressional debate over banking reform legislation. When the series was completed, Brandeis republished the articles as Other People's Money and How the Bankers Use It. The Money Trust Report and Brandeis's publications culminated a national revulsion against the power and practices of Wall Street. Brandeis regarded all big business as a “curse,” condemned monopoly as inefficient and villified the investment bankers as “the dominant element in our financial oligarchy.” Although radical in tone and in its anti-monopolist implications, the Brandeis economic critique, like the Money Trust Report, was thoroughly grounded in laissez-faire presumptions and envisioned a nation of small bankers and producers who operated in competitive markets. “Though properly but middlemen,” Brandeis wrote, the bankers had strayed from the nineteenth century ideal of the merchant banker and had become the “masters” and “directing power” of “America's business world.” That these bankers had built their power by tapping “the reservoir of other people's money” provoked a strong sense of public outrage. Further, the Money Trust Report and Other People's Money appeared to demonstrate what Wall Street critics had always believed: the big bankers were in a position to deprive small business of their “legitimate” needs for credit. “Bank deposits” that the money trust controlled “represent the really quick capital of the nation. They are the lifeblood of business ... Control of these institutions means the ability to lend a large part of these funds ... to themselves; and what is often even more important, the power to prevent the funds being lent to any rival interests.” Brandeis charged the big bankers with “departure from the legitimate sphere of the banking business--which is the making of temporary loans to other business concerns.”97

The strength of the Democrat's and Brandeis's attack on the money trust did not derive from economic theory but from the conviction that concentrated wealth threatened the economic independence of the individual and posed a threat to democracy. Criticisms that the Money Trust Investigation failed to demonstrate actual abuse or specific examples of injury due to suppression of competition were beside the point to the Pujo subcommittee and its supporters. Untermyer, Wilson, Brandeis and most Democrats believed that if concentrated financial power existed it would be abused.98 For Wilson the potential for abuse was reason for concern. Even if control of credit “does not actually exist, it is evident that it can easily be set up and used at will.”99 Similarly, Untermyer explained that the goal of his investigation was “to ascertain whether ... there was a concentration of the control of credit in a few hands, and not to go into the question of whether this power had been abused.100 That the mere existence of concentrated financial power threatened democracy was a theme running throughout Other People's Money. Brandeis saw a dangerous parallel between the “development of our financial oligarchy” and the “lines with which the history of political despotism has familiarized us.”101

Brandeis's Other People's Money exemplified Progressive Era attitudes toward Wall Street. Brandeis magnified the findings of the Pujo subcommittee and his book was responsible for the remarkable impact that the congressional investigation would have on future decades. According to Vincent P. Carosso, “Every major banking and securities regulation bill debated in Congress from 1913 through the end of the Second World War ... reflected the influence of Brandeis's view on the money trust.102 That a new era in the nation's financial and poutical history had begun was made all the more evident with the death of J. P. Morgan less than four months after he had testified at the congressional hearing. No single banker would again exercise the power that Morgan had exerted. The coincidence of Morgan's death with congressional consideration of a more publicly controlled banking system prompted Walter Hines Page, Wilson's ambassador to Great Britain, to refer to the “era that we are now passing out of.” “A revision of the currency and banking laws,” Page added, “if a wise revision be made, will prevent any other such career ... The possession of such great power--or the possibility of its possession--does not fit into the American scheme of life or business.”103
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CHAPTER X

Conclusion: The Democrats’ Ambiguous Financial Legacy

The Federal Reserve Act that Woodrow Wilson signed into law on December 23, 1913 was the most significant and enduring legislative legacy of his presidency. It also represented a remarkable reconciliation on financial issues within the Democratic party that would have been unimaginable a few years earlier. United on the principle of a low tariff, differences over money and banking issues kept the party divided and weak for decades. After the silver debate of the 1890s, the nomination of Bryan in 1896 and the bolt of eastern gold advocates, Democrats could unite only in their opposition to Republican financial policies. Under Wilson's leadership, the party moved beyond criticism of the Aldrich Plan and offered a progressive alternative. Bryan Democrats’ abandonment of silver and their adoption of a more compromising posture was a necessary, but not sufficient condition for a new party financial consensus. Eastern Democrats’ startling transformation enabled them to meet the agrarians more than half-way. Eastern Democrats’ rigid adherence to laissez-faire and their desire to restore competitive conditions on Wall Street took a radical, anti-monopolistic turn that was evident in Untermyer's confrontation with financiers during the Money Trust Investigation, Brandeis's Other People's Money and Wilson's New Freedom vision of a nation of small producers. By 1913, when the Democrats had to choose between private or public control of the banking system, “sound money” Democrats’ views had become compatible with those of the party's Main Street majority. The economic, ideological and political forces that fueled the anti-Wall Street movement promoted Democratic financial unity and enabled Wilson to steer the party in constructive directions.

After the Democrats swept the 1912 election, advocates of financial orthodoxy faced an uphill but not altogether hopeless struggle against the proponents of government control. Organized banking opinion, economists and the financial press continued the drumbeat against government involvement in banking. More importantly, for the first part of the year they would have an ally in Congressman Carter Glass who became chair of the House Banking and Currency Committee when the newly elected Congress convened in 1913. Glass was no laissez-faire ideologue but a southern, states rights Democrat who was equally suspicious of the power of the federal government and Wall Street. The chair's retention of H. Parker Willis as the committee's banking expert gave proponents of the laissez-faire tradition some hope that Democratic banking reform in the House would proceed within the boundaries of orthodoxy. To Willis, the core of reform was an “elastic currency” based upon commercial assets that banks could provide of their own initiative, that would automatically expand and contract to “meet the needs of trade” and that protected “legitimate” business from “speculation.” Since the economist's work on the Indianapolis Monetary Commission Report of 1898, he had promoted commercial banking principles with a religious zeal that heartened the La Salle Street bankers. During the campaign, Wilson's repeated references to the expansive possibilities of a new banking system, his calls for an “elastic currency,” and his complaints that “there isn't cash enough under our inelastic currency” gave laissez-faire proponents reason to believe that the new administration might take up their cause.1

The Virginia congressman believed that a decentralized version of the Aldrich Plan could win the support of bankers and strengthen his hand against the forces that would insist on government control. Before meeting with president-elect Wilson on December 26, 1912 to chart the direction of reform, Glass and Wilson agreed on the outlines of a system of autonomous regional reserve banks that banks in each region would own and control. The comptroller of the currency would exercise very limited supervision and coordination over the regional reserve banks. Glass believed that he had conformed with the party platform by rejecting the Aldrich Plan and a central bank and presented a reform plan that avoided the more volatile issue of government control. Glass and Willis won Wilson's tentative approval for the plan when they agreed to the addition of a “capstone to be placed upon the structure” in the form of a governing board.2

On the basis of Wilson's approval, Glass spent the first four months of 1913 developing a bill that would “commend itself for soundness to the bankers of the country” and “secure the support of the business community for its fairness and sufficiency.3 From January 7 to February 17, he held hearings to detach the bankers from their support of the Aldrich Plan and to win them to the regional reserve concept. “Assuming that you think the Aldrich bill, so called, is the best thing to be had,” Glass conceded, “what is the next best thing?” he asked of the bankers.4 Glass presented no bill for the bankers to support or criticize but tried to solidify bankers behind his regional reserve bank concept. Toward the end of the hearing Glass wrote Wilson that A. Barton Hepburn, James Forgan and George Reynolds agreed to get behind “any sound measure that our committee may construct.”5 After a January 30 meeting with Wilson, Glass and Willis concluded the hearings and began work secretly on a bill that they completed by May 1 and that they expected to enlist administration and banker support. Although Glass and Willis realized that their bill was too decentralized to win the approval of the strongest Aldrich bill enthusiasts, both believed that it would command the support of La Salle Street bankers. It awarded commercial paper special recognition as the basis of an “elastic” currency and established a supervisory board composed of six public members and three that the regional reserve bank directors selected. Willis later wrote that the Glass bill “was based upon the idea of local banking and currency organization,” and bank rather than government issuance of notes “provided for upon the so-called ‘asset currency basis.’”6

The Glass bill stood no chance of gaining the support of the party. The Main Street tradition held sway within the administration and among key congressmen. Wilson appointed William G. McAdoo as secretary of the treasury, relied upon him heavily in his presidential campaign and increasingly respected his judgment on financial issues. McAdoo's rural, southern antecedents and experience in New York's business world shaped his financial views. McAdoo grew up in Marietta, Georgia and practiced law in Chattanooga, Tennessee before moving to Knoxville where he purchased and electrified the city streetcar line. When the overextended enterprise went into receivership, McAdoo moved to New York in 1892 to make more money and pay off his debts. With the financial backing of the Guaranty Trust Company and Harvey Fisk & Sons of New York, he purchased the New York & New Jersey Railroad Company in 1902 and began construction of a railroad tunnel under the Hudson River. By 1910 his companies had completed nineteen miles of subways and occupied two city blocks of office buildings, all valued at approximately $72 million. McAdoo's spectacular rise came to an abrupt halt when his rail lines ran into competition with the J. P. Morgan-backed Interborough “traction trust.”7 The clash with Morgan left McAdoo's business on the edge of bankruptcy and from the experience he developed a strong antipathy to the financial power of the largest New York investment bankers. He regarded the Wall Street community as “strikingly deficient in social vision and as having “an instinctive opposition to all genuinely progressive ideas.” The “Wall Street mind” was “obsessed with idea of getting something for nothing, with all the allurements of over-capitalization, with the image of vast financial deals which bring fortune to those who neither toil nor spin, but also flourish through the sustaining force of cleverness.” More disturbing, “it dreams of empire, and is constantly attempting to develop a plutocratic control of the government.”8

Opponents of Wall Street were elated over the McAdoo appointment, while his New York opponents were alarmed over Wilson's other Treasury Department appointments. A progressive wrote McAdoo that “it seemed almost too good to be true to have a man in the post free from the kind of entangling alliances that have ruled the Treasury portfolio ever since the Civil War. The umbilical cord which connects the Treasury Department with Wall Street has been the cause of many of the evils and much of the exploitation from which we have suffered.”9 While Wall Street was absorbing news of the McAdoo appointment, rumors that John Skelton Williams was under consideration as comptroller of the currency agitated New York bankers. Williams was a former Richmond, Virginia banker and railroad operator who lost his railroad and a large portion of his family fortune to a Morgan-led railroad reorganization. The Virginian possessed a “pathological distaste for Wall Street.”10 “We just escaped a national calamity,” a relieved Frank Vanderlip wrote James Stillman. A “plan almost carried through” of appointing Williams as comptroller was abandoned, “but he has turned up as Assistant Secretary of the Treasury.” The New York bankers regarded Williams as “pretty nearly a crazy man.”11

While Wilson's Treasury Department held a greater antipathy toward concentrated financial power than any since the Andrew Jackson presidency, Wall Street found few friends among key congressmen. Robert L. Owen, an Oklahoma country banker, occupied the critically important chair of the Senate Banking Committee. At the Democratic convention of 1896, Owen unsuccessfully pushed for the resolutions committee to adopt a plank making greenbacks and United States bonds convertible a scheme that the Greenback party proposed as a solution to the depression of the 1870s. The senator championed postal savings banks and was a leading figure in the deposits guaranty movement. Owen's enthusiastic support was necessary if any administration banking bill were to succeed in the Senate where the Democratic majority was far less substantial than in the House.12

Finally, there was William Jennings Bryan. As early as September 1912, while Wilson campaigned, his closest advisers concluded that a cabinet appointment for Bryan was essential. Colonel Edward M. House, one of Wilson's key advisers, wrote Wilson that it would be to the administration's advantage “to have him in Washington and in harmony with the administration rather than outside and possibly in a critical attitude.”13 With Bryan safely installed in the administration as Secretary of State, the time had arrived to put the political wisdom of the previous year to good use. No one was more alarmed than Bryan when he heard rumors that the Glass bill tilted toward banker rather than government control and that it called for federal reserve notes as liabilities of the reserve banks rather than the government. When Samuel Untermyer got word of the bill's contents, probably from Colonel House, he made a “hurry-call” from New York to Washington to urge Bryan to confront Wilson.14

At a May 19 meeting with the president, Bryan announced his unqualified opposition to the Glass bill. Bryan reminded the president that the Democratic party “had been committed by Jefferson and Jackson and by recent platforms to the doctrine that the issue of money is a function of government and should not be surrendered to banks.” After devoting years of his life to denouncing the evils of banker control of the money supply, he “could not consistently endorse the authorization of more bank notes” without forfeiting the confidence of his ardent supporters. Bryan further demanded that the proposed Federal Reserve Board consist exclusively of government appointees and exclude bankers.15 Two days later, Senator Owen joined Bryan in opposition to the Glass bill when he let the administration know that he was preparing a bill that conformed with Bryan's demands for government control.16

While Bryan issued his ultimatum, McAdoo, Williams, Owen, Bryan and Untermyer collaborated in what Glass regarded as “an intrigue wreck” his bill.17 By the middle of May, Secretary MCAdoo circulated a plan that was squarely within the Main Street financial tradition. Reminiscent of the proposal that Secretary Leslie M. Shaw outlined in his Report of 1906, the McAdoo plan made the Treasury Department the supreme regulator of the banking system and the money supply. The secretary called for presidential appointment of a banking board within the department. The secretary headed the panel that excluded anyone affiliated with banking. The plan provided that the board retire all outstanding government notes and national bank notes and issue uniform treasury notes. McAdoo concluded that the administration needed to “cut away entirely from all the mazes and hazes of previous discussions and bring out something new and simple and direct. ... If they [the bankers] want a central bank ... we'll give them one--or make them think so, at any rate, but it will be a government bank.”18 During May and the first week in June, the McAdoo plan underwent continuous revisions and never assumed the definite shape of a bill.19 The central thrust of the scheme was clear. As McAdoo later wrote, the proposal placed “the entire banking business of the United States under the supervision and regulation of one sovereignty only--that sovereignty to be the federal government.”20

Glass quickly acted to meet the “threatening movement” of the Main Street contingent. The congressman orchestrated an intensive telegram and letter-writing campaign by leaders of the American Bankers Association against the McAdoo plan. Glass wrote A. Barton Hepburn that McAdoo was circulating a plan that was “an utter perversion of the true function of government.”21 In response to the congressman's warnings, from “bankers, business men, and trained economists” came “a flood of protests and alarming predictions,” concerning the “central-bank-greenback scheme.” At a June 7 conference with Glass, Wilson expressed surprise at Glass's and the bankers’ “vehemence” against the McAdoo plan. At the meeting Wilson decided not to jettison the Glass bill and assured Glass that he “had given his decision against the [McAdoo] scheme.”22

Retention of the Glass bill as the basis for Democratic reform did not resolve the larger question that had thrown the president's inner circle of financial advisers into disarray. Before making his decision on government control of the banking system, on June 11, the president conferred with Louis D. Brandeis, formulator of the New Freedom and Wilson's most trusted adviser on regulatory issues. On June 14, Brandeis's written response asserted that the power to issue currency should be “vested exclusively in government officials, even when the currency is issued against commercial paper.” The transactions between banks and their clients were not purely private contracts but took on a larger public significance when they encroached upon the monetary prerogatives of the government. The problem was not one of getting the government out of banking, as the bankers had claimed, but was precisely the opposite. By insisting that banks issue notes on the basis of private transactions, the bankers were encroaching on the exclusive domain of the government. Brandeis believed that bankers were too “biased by private interests or affiliation” to assume the public responsibilities that service on the Federal Reserve Board required. “The American people will not be content to have the discretion necessarily involved vested in a Board composed wholly or in part of bankers,” he wrote the president. No compromise between the principles of private and public control was possible. “The conflict between the policies of the administration and the desires of the financiers and of big business is an irreconcilable one,” Brandeis wrote the president. Concessions and compromises on the principles in dispute “must in the end prove futile.” Bankers’ judgments and “expert knowledge” should be given “careful consideration,” but, he warned Wilson, “it is extremely dangerous to follow their advice even in a field technically their own.”23

At a series of White House conferences between June 11 and June 18, Democratic leaders modified the original Glass bill so that it conformed to the Main Street demands, and on June 23 Wilson publicly disclosed the major features of the administration measure. The “Glass-Owen bill,” Wilson asserted, “will correct the evil we are most bent upon correcting--that of the present concentration of reserve and control at the discretion of a single group of bankers or by a locality of banking interests.” The system of federal reserve banks that a presidentially selected board administered “provides ... for public instead of private control, thus making the banks what they should be--the servants and not the masters of business.” By designating the secretary of the treasury, the secretary of agriculture and the comptroller of the currency to serve on the Federal Reserve Board, the bill provided the means to direct and coordinate the nation's banking system with other federal policies. Wilson was quite explicit that the Federal Reserve System was not an independent central bank, but was a government agency with control and regulatory authority over the banks. The bill “established the principle of some other control of credit than arbitrary control by the banks, in exactly the same way that the interstate commerce law established the principle of control by the railroads which would enforce respect of public rights by the railroads themselves. This is a great principle,” the president emphasized and added that “so long as it is observed, the details themselves are matters of relatively minor importance.” The governing board possessed the “sole authority in the issuance of new currency and is also empowered to fix the discount rates for the vanous reserve banks.24

In a major departure from the Aldrich Plan, the bill compelled banks to keep their reserves in the regional reserve banks rather than in urban banks of the reserve and central reserve cities. This provision and others, according to Wilson, would “bring about the mobilization of reserves and prevent the concentration of the money resources of the country in a few hands or for use for speculative purposes.” Wilson also made clear that the new Federal Reserve System was to benefit “legitimate” economic and business interest by placing an “elastic currency” at their disposal. The new banking system would “make more and more difficult such arbitrary control of great amounts of money by a few banks upon which other weaker banks of necessity have to depend for any needed accommodation. The smaller banks will now be able to go to the reserve banks. Just as they are made more independent, so they are made more useful to the communities they serve, and banking benefits thereby will be given their widest distribution.”25 The measure conformed to Bryan's specific request that power over the dispensation of public funds remain with the secretary of the treasury. Its emphasis on discounting short-term commercial paper pleased commercial bankers, although Willis believed the designation of federal reserve notes as government obligations marred this provision. The economist accurately described the transformation of the Glass bill that their opponents in the administration had brought about. “It may quite frankly be conceded,” Willis wrote, “that the effect of Mr. Bryan's interposition was to make the change from a business to a political control of the federal reserve system.”26

The reactions of La Salle Street and Wall Street to the administration's bill were predictable. Chicago bankers’ response was particularly venomous. Uncomfortable with the Aldrich Plan's modest provisions for government oversight, the La Salle Street bankers regarded as intolerable the Democratic call for government control of the banking system. Moreover, Forgan and Reynolds felt betrayed when Glass capitulated to the agrarians. After Democrats announced the provisions of the Glass-Owen bill, Forgan hastily organized a group of five members of the Currency Committee of the American Bankers Association for a meeting with Wilson. Although the delegation argued for several changes in the bill, their principle demand was for banker representation on the Federal Reserve Board. They received a stringing rebuke from the president. “Will one of you gentlemen,” the annoyed president snapped, “tell me in what civilized country of the earth there are important government boards of control on which private interests are represented? Which of you gentlemen thinks the railroads should select members of the Interstate Commerce Commission?”27 The president would not budge on the principle at stake but did agree to the establishment of an Advisory Committee of bankers that had no policy-making power. Following the unsatisfactory White House conference, Forgan wrote an elaborate pamphlet condemning the Glass-Owen bill and organized a “Conference of Bankers” who met in Chicago on August 22 and 23 to denounce the Democratic reform.28 Forgan burned his bridges with the Democrats when he publicly denounced them as “utterly incompetent” to frame banking legislation, and, in a revealing critique, characterized the Glass-Owen bill as “a measure of the most damnable contraction.”29

While La Salle Street organized the American Bankers Association against the Glass-Owen bill, the administration became convinced that Wall Street used its hold on financial markets to impede the progress of the administration's measure in Congress. In July, while the House considered the bill, a large volume of short selling on Wall Street suddenly sent the price of the United States 2 percent bonds plunging. Uncertainty over how financial reform would affect the value of government securities accounted for some depreciation, but Secretary McAdoo and other Democrats believed that the decline resulted from “a campaign waged with every indication of concerted action on the part of a number of influential New York City banks.”30 McAdoo was certain that Wall Street hoped to generate “apprehension and uneasiness about these bonds, in order to help them in their efforts to defeat the Currency bill.”31 The secretary publicly accused New York bankers of conspiracy and ordered the comptroller of the currency to investigate the incident.32 During the fall when the bill encountered a roadblock in the Senate that slowed its progress, Wilson became convinced that Wall Street bankers manipulated the financial markets “to make the members of the two houses uneasy in the presence of the bankers’ power “ “It is possible,” the president speculated, “that with expanding business and contracting credits a panic may be brought on while we wait.”33

While Wall Street bankers used their power over the bond market, the supporters and authors of the Aldrich Plan hurled taunts at the Democrats and their bill. A. Piatt Andrew dubbed the Glass-Owen bill “The Bryanized Banking Bill,”34 while Nelson W. Aldrich denounced it as “socialistic,” “revolutionary” and “unconstitutional.” In an October 15, 1913, address to the Academy of Political Science, the normally restrained Aldrich declared that the Democratic bill was an “attempt to give to a political oligarchy the power to control the banks and currency of the country.” Those supporting the Glass-Owen bill, he noted, were the “same men who are proclaiming their purpose to destroy monopolies and to repeal all grants of special privilege. No monopoly or grant of special privilege could be so great, so far-reaching in its consequences, as that proposed by the bill under consideration.”35 Paul M. Warburg wrote Colonel House that “after all your and my trouble” he was “mortified” to learn that the Glass-Owen bill called for the issuance of notes by the government and “management by the government.” The banker believed Wilson had been “a complete failure” and that Bryan had “ruined” the Democratic party's chance to reform the banking system.36 Shortly after the announcement of the Glass-Owen bill, Warburg wrote a lengthy pamphlet condemning the Democrats for excluding bankers from the Federal Reserve Board, despaired of influencing the course of financial reform and sailed for Europe.37

The irrepressible Vanderlip and Morgan-banker, Henry P. Davison, were less discouraged than the other Jekyll Island conspirators. According to Glass, Vanderlip led the “culminating attack ... of the eastern banking community” when he appeared before the Senate Banking Committee on October 23, 1913.38 Vanderlip used the Senate hearings on the Glass-Owen bill to unveil a plan for a highly centralized government bank. Democratic leaders were furious over the bankers’ maneuver that they regarded as a crude attempt to distract attention from the administration's bill. After refusing Vanderlip's and Davison's request for a conference to discuss the scheme, Wilson summoned Senate leaders to the White House to has ten action on the administration's bill and to warn against the bankers’ ploy.39 Shortly after the president's intervention, the Democratic Senators solidified behind the administration's proposal.40 After enduring Vanderlip's criticism that the Glass-Owen bill placed the banks under “political control,” Glass was flabbergasted that Vanderlip “rushed to Washington with a carefully prepared central bank plan which contained all the ‘compulsion’ and the ‘confiscation’ and ‘political control’ that he and others had charged against the federal reserve bill, and a good deal more besides. It was in contradiction to everything Mr. Vanderlip had said on the subject and in direct contradiction of everything the central bank advocates had urged against ‘putting the government in the banking business.’”41 McAdoo regarded the Vanderlip scheme as “the last expiring effort of our adversaries. It revealed a confusion of strategical purposes, a condition of disorganization behind their lines. It was their forlorn hope; their attempt to save the central bank idea by throwing everything else overboard; or, if that could not be done, to defeat the Glass-Owen Bill by creating a division among Democrats.”42

The bankers’ protesting and delaying tactics did not prevent the march of the administration's bill through Congress. More momentously, the bill that Glass and Owen introduced simultaneously in the House and Senate on June 26, 1913 ran the congressional gauntlet with the Main Street demands for government control of banks and government issuance of federal reserve notes in tact. On September 9, the House approved the bill with only three Democrats dissenting. Following a late November party caucus, the Senate began debate and passed a revised bill on December 19. After a conference committee report, the House passed the Federal Reserve Act on December 22, and the Senate took similar action the following day. Democrats were both elated and some what bewildered at their success. “The impossible has happened,” Wilson's incredulous secretary of agriculture wrote in his diary. “To-day, Tuesday, December 23d, the currency measure became law. The President approved it a few minutes after six o-clock in the afternoon.”43

While progressive supporters of government control of banks believed that they had achieved an unqualified victory, events soon demonstrated that the Federal Reserve Act of 1913 did not solve all of the problems of concentrated financial power. First, Democrats simply assumed that presidential appointment of the Federal Reserve Board assured that money and banking policy conformed with the public good rather than banker interest. Some of Wilson's appointments to the board, not to mention those of his less progressive successors, shattered any notion that this procedure necessarily yielded a board not unduly sympathetic to the financial community. Second, the Democrats declared federal reserve notes obligations of the government, yet provided inadequate criteria for establishing the money supply or determining credit policy. The commercial banking principles that Willis and other laissez-faire proponents believed to be the centerpiece of the reform were too simplistic to serve as a guide to policy and generated confusion among the system's policy-makers. Third, the attempt to decentralize the system by creating twelve autonomous reserve banks failed to dilute Wall Street power, but enabled the New York Reserve Bank to overshadow the others and to exercise disproportionate influence in the system. Finally, the divisions of authority and overlapping of responsibility among the treasury, the Federal Reserve Board, and the regional banks contributed to dissension and discord that reduced the system's effectiveness.44

Coping with these and other unexpected problems became the task of later generations. During the Progressive Era, Americans confronted the basic issues that they had not resolved during the nineteenth century: whether government control of banks should extend beyond the narrow confines of the National Banking Act and whether the government or banks should control the money supply and the banking system. Because of the strength and persistence of the agrarian, Main Street tradition in both major parties, Americans recognized how these questions related to the central concern of the era--the problem of unrestrained private economic power. Americans rejected both Hamiltonian and laissez-faire alternatives and embraced inexorably government control of banking and the money supply, the “great principle” that Wilson identified as the primary goal of the Federal Reserve Act. That decision did not eliminate all of the problems that the existence of concentrated private economic power posed. It was, however, a beginning.
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