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Chapter One

Finance As Servant?: New Deal 
Banking Reforms and Keynesian 
Welfare State Capitalism

AN INTRODUCTION TO THE “FINANCE-AS-SERVANT” 
PROPOSITION

Scholars of diverse theoretical proclivities contrast the increasingly hege-
monic influence of contemporary finance with the relatively subservant role 
of finance during the era of Keynesian welfare state capitalism. Vigorous 
debates examine how this “financialization” (a term coined—although not 
defined—to suggest the pervasive influence of finance) creates objectionable 
economic consequences while inhibiting—and even foreclosing—the pursuit 
of economic alternatives.1 Much research is emerging to document the many 
ways in which the finance’s ascendancy creates objectionable economic con-
sequences while inhibiting—and even foreclosing—economic alternatives.1 In 
contrast to the ubiquity of finance’s influence in contemporary neoliberal glo-
balization, Keynesian welfare state capitalism has been characterized as an era 
in which finance was comparatively subdued. In this earlier epoch, finance is 
depicted as the “‘servant’ rather than the ‘master’ in economic and political 
matters” (Helleiner 1994, 5). While the pursuit of economic alternatives is 
not synonymous with the embrace of Keynesian welfare state capitalism, het-
erodox political economy has generally looked favorably on the “golden age” 
of welfare state capitalism for its vigorous economic growth, relative stability 
and reduced domestic inequality relative to contemporary norms (see Baker, 
Epstein and Pollin 1998, 18–19).2 To the extent that the supportive role played 
by finance created space for the Keynesian economic reform agenda, the for-
mulation of responses to financialization can benefit from a backward glance 
at the role of finance in Keynesian welfare state capitalism.

This book contributes to the reexamination of the role of financial 
regulation in the Keynesian welfare state. We consider the proposition that 
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welfare state capitalism in the United States was predicated on finance act-
ing as “servant” to the project of Keynesian economic reform, and analyze 
how domestic financial regulation created conditions conducive to this ser-
vitude of finance. This inquiry does not seek some way to replicate condi-
tions of the past, nor to endorse Keynesian welfare state capitalism as the 
necessary goal of future alternative economic agendas. Rather, the goal is 
to perceive insights from this historical experience with financial regulation 
and economic reform that may prove useful to current debates concerning 
the possibilities—and limitations—of financial regulation as one aspect of a 
strategy to promote economic alternatives.

The story of financial regulation and the relative subservience of 
finance during the welfare state era has been frequently told in terms of the 
international financial architecture created by the Bretton Woods Agree-
ment. In the words of the US Treasury Department’s Henry Morgenthau, 
Bretton Woods is described as a “‘New Deal in international economics’ 
designed to curtail the power of the bankers at home and abroad” (in 
Helleiner 1994, 31). Thanks in large part to the influence of the Mundell -
Fleming analysis of the “irreconcilable trinity,”3 Bretton Woods has been 
viewed as supportive of Keynesian welfare state capitalism in that it 
enabled national governments to impose capital controls and thereby navi-
gate this trilemma. “Insofar as [the Bretton Woods’] institutional structure 
reflected Keynesian theoretical concerns of the time, Bretton Woods may 
be interpreted as a set of rules under which national authorities might, if 
they wished, pursue full employment policies, free of some of the anxieties 
that accompany open capital markets” (Eatwell and Taylor 2000, 35). This 
extensive scholarship on the international dimensions of financial regula-
tion during the welfare state has stimulated a vigorous debate over propos-
als for a new international financial framework.4

Relative to this extensive consideration of the international dimensions 
of financial regulation during the welfare state, scholarship on ways in which 
national (or subnational) financial regulatory structures supported the eco-
nomic agenda of the welfare state is less developed. Certainly scholarship 
exists that speaks to various aspects of these issues,5 but the interconnections 
between domestic financial architecture and the creation and sustainability 
of welfare state capitalism are perhaps more often asserted than systemati-
cally demonstrated. One legacy of this relative neglect of domestic financial 
issues in the analysis of the Keynesian welfare state is that contemporary 
debate concerning changes to domestic financial architecture that might 
support alternative economic agendas is relatively subdued in comparison 
to the vigorous discussion of international financial architecture. Hence, this 
re-examination of the domestic financial regulatory framework in the US 
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hopes to stimulate the consideration of domestic financial reforms as one of 
the components of contemporary responses to neoliberal globalization.

DOMESTIC FINANCIAL ARCHITECTURE OF 
THE AMERICAN KEYNESIAN WELFARE STATE: 
THE LEGACY OF THE NEW DEAL

The American financial reforms that represent a paradigmatic shift com-
parable to the Bretton Woods Agreement took place during the New Deal. 
The New Deal is widely viewed as the precursor of many of the economic 
reforms that subsequently characterized welfare state capitalism. The vari-
ous economic reforms of the New Deal will not be addressed, except to 
generally characterize these economic reforms as motivated to defend capi-
talism.6 In the turbulent times of the Great Depression, there was significant 
concern among the advocates of capitalism that reforms were required to 
preempt the outright rejection of capitalism: “‘We shall either adopt a plan 
that will meet the problem of unemployment under capitalism, or a plan 
will be adopted for us which will operate without capitalism’” warned Mar-
riner Eccles, depression-era head of the Federal Reserve Board, in February 
of 1933 (in Hyman 1976, 106). Thus the analysis presented throughout 
this book is predicated on the assumption that the economic reform agenda 
of the New Deal did not dispute the continuation of capitalism per se, but 
was orientated towards economic reforms intended to ameliorate capital-
ism and/or enhance its viability. As is suggested in the words of Roosevelt:

No one in the United States believes more firmly than I in the system of 
private business, private property and private profit. . . . If the Admin-
istration had had the slightest inclination to change that system, all 
that it would have had to do was to fold its hands and wait—let the 
system continue to default to itself and to the public. Instead . . . we 
acted quickly and drastically to save it. It was because of our belief in 
private enterprise that we acted quickly and drastically to save it (in 
Humphries 1970, 10–11).

Our focus is the financial reforms related to banking that were 
enacted early in the first Roosevelt presidency. We primarily examine the 
Banking Act of 1933 (although one provision of the Banking Act of 1935 
is also discussed). While other financial reforms were later included in the 
New Deal,7 the Banking Act of 1933 is arguably the most dramatic finan-
cial reform in US history, both because it created federal deposit insurance 
and because it restructured the financial sector via several of its subsections 
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known as the Glass-Steagall Act.8 Glass-Steagall prohibited the blending of 
commercial and investment banking, and this regulatory template for the 
“compartmentalization” of American finance persisted throughout the wel-
fare state era. Thus despite the fact that these New Deal banking reforms 
predate the full articulation of Keynesianism (see below), the book exam-
ines the Glass-Steagall regulatory framework in terms of the ways in which 
this American domestic financial architecture was supportive of American 
Keynesian welfare state capitalism. Other countries had other domestic 
financial regulatory frameworks that responded to their particular contexts, 
thus the Glass-Steagall separation of commercial and investment banking is 
not presented here as the universal requirement for Keynesian welfare state 
capitalism. But if Bretton Woods is emblematic as the international financial 
regulatory framework that supported the Keynesian welfare state, I regard 
the Glass-Steagall Act as its domestic analogy in the American context.

Glass-Steagall, together with other regulations enacted in the Banking 
Act, presided over the so-called “pax financus” (Hayes 1978, 2), a long 
post-war period of relative stability in domestic finance that coincided with 
the golden age of welfare state capitalism. The financial sector is often char-
acterized as having facilitated the welfare state, frequently via invocation of 
the metaphor of “finance-as-servant”:

The possibility of a capital-labor accord [during the welfare state] rested 
on the construction of a financial sector that would not be disruptive 
and would promote growth by financing industrial production. The 
labor peace achieved by the capital-labor accord required that financial 
capital act in a manner that was subservient to industrial capital. The 
New Deal constructed a regulated financial sector that was the hand-
maiden to industry (Isenberg 2000, 248).

The pax financus began to show signs of strain as finance increasingly 
rejected this servitude during the dénouement of American welfare state 
capitalism. Important aspects of this regulatory structure were eroded or 
dismantled in the 1970s and 1980s. In particular, the principle of financial 
compartmentalization came under increasing attack, until Glass-Steagall 
itself was repealed in 1999.

This book examines the banking regulatory structure that prevailed 
in the US during the heyday of Keynesian welfare state capitalism to enter-
tain the question of how this domestic financial architecture created condi-
tions that compelled finance to act as “servant” to the Keynesian economic 
reform agenda. Using this “finance-as-servant” perspective, we investigate 
the Glass-Steagall Act (as well as some of the accompanying regulations 
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imposed in the Banking Act of 1933 and one aspect of the Banking Act of 
1935) in order to consider the ways in which this regulatory framework 
was consistent with the subsequent creation and sustainability of Keynes-
ian welfare state capitalism in the United States. We will build a case to 
argue that the attempt to compel finance to serve this project of economic 
reform embodies contradictions, and that these contradictions imply poten-
tially divergent imperatives for the regulatory structure. By discerning these 
contradictions we generate a new perspective on the regulation that was 
obliged to navigate them. This facilitates a reinterpretation of both the ways 
in which this regulatory framework for banking supported Keynesian wel-
fare state capitalism as well as the ways in which this financial reform set in 
motion tensions that ultimately undermined this regulatory framework and 
prepared the way for the contemporary ascendancy of finance.

This reexamination of the Glass-Steagall Act is timely in light of the 
intriguing similarities between the conditions that provoked the passage of 
New Deal banking reforms in the 1920s/1930s and a variety of controver-
sies that have emerged in the 1990s/2000s. In the 1920s, as in the 1990s, 
exuberance about a “new era” of economic prosperity culminated in a 
stock market bubble. In both periods, stock market euphoria was accom-
panied by demands to dispense with the previous regulatory constraints on 
finance. In particular, there was intense and ultimately successful pressure 
on regulators to remove impediments to the combination of commercial 
and investment banking. Following the stock market decline in both the 
early 1930s and the early 2000s, the ensuing financial scandals were (in 
part) attributed to the various conflicts of interest that plague the com-
bination of commercial and investment banking. This provoked debates 
about the desirability of financial reform, including a reconsideration of 
whether the combination of commercial and investment banking within 
financial conglomerates promotes destabilizing speculation and the misal-
location of capital. Thus despite the profound differences in these histori-
cal periods, the similarities in these controversies that have emanated from 
the blending of commercial and investment banking invites a thorough 
consideration of the merits—and drawbacks—of the New Deal experience 
of financial reform.

KEYNESIAN ANALYTICS AND THE CONTRADICTORY 
IMPERATIVES OF NEW DEAL BANKING REFORM

This analysis is conducted with the assistance of Keynesian analytics, but 
the insights gleaned from this analysis are applied to a historical period—
the New Deal—that predated the full development of Keynesian theory. 
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The General Theory of Employment, Interest, and Money was published 
in 1936, three years after the passage of the New Deal banking reforms 
that are the focus of this book. Our argument proceeds on the bases that 
the architects of the New Deal faced challenges discernable via Keynesian 
analytic tools, whether or not they were aware of these tools and self-con-
sciously employed them to craft a regulatory framework intended to impose 
servitude on finance.

However, some ideas that will be identified here as “Keynesian” and 
employed in our subsequent analysis of the “finance-as-servant” question 
were in intellectual circulation prior to the publication of the General The-
ory. In addition to Keynes’ earlier works, which anticipate some of the issues 
addressed in the General Theory, other theoretical traditions also offered 
analyses with affinities to Keynesianism. Critiques of free market capital-
ism were available via both Marxism (whose under-consumptionist theory 
shares some similarities to Keynesian concerns about insufficient aggregate 
demand)9 and Institutionalism.10 Economists of the time (such as Jacob 
Viner) and more contemporary commentators have argued that academic 
circles in the early 1930s were exhibiting the influence of ideas that in ret-
rospect are associated with Keynesianism, despite the unfamiliarity of these 
economists with Keynes’s work.11 Some of the concrete Keynesian tools that 
are of service to the forthcoming argument were also known prior to Gen-
eral Theory. Keynes acknowledged that Federal Reserve officials were cogni-
zant of the principles of counter-cyclical monetary policy in the 1920s,12 and 
Keynes himself credited Kahn for a discussion of the multiplier in 1931.

Thus via theoretical cross-fertilization, empirical observation and 
practical experimentation, it is possible that New Dealers were aware of 
some the insights that are now associated with Keynesianism. Indeed, the 
claim was made that architects of the New Deal arrived at Keynesian ideas 
independently of Keynes. Mariner Eccles, chairman of the Federal Reserve 
in the 1930s, wrote of Roosevelt’s Brains Trust:

I doubt whether any of the men in my room had ever heard of John May-
nard Keynes, the English economist who has frequently been referred to 
as the economic philosopher of the New Deal . . . The concepts I formu-
lated, which have been called ‘Keynesianism,’ were not abstracted from 
his books, which I had never read.’” (in Mayer 2001, 158).

Whether or not the architects of New Deal banking reform were conscious 
of Keynesian analytics, we employ insights from Keynesian analysis because 
they illuminate many of the challenges faced by the architects of New Deal 
banking reform. (Indeed, Keynes wrote the General Theory as his theoretical 
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response to the challenges evident in this historical period). While this explicit 
engagement with Keynesianism in the analysis of the early New Deal era risks 
some undertone of anachronism, it rewards us with greater clarity on the 
dilemmas of financial regulation in the context both Keynesian welfare state 
capitalism and in other potential economic reform projects.

Keynesianism suggests the possibility of economic reforms that may 
stabilize and ameliorate capitalism by enhancing aggregate demand condi-
tions. While such a project of economic reform would have many desid-
erata, our focus is on those pertaining to finance. The Keynesian analysis 
of aggregate demand emphasizes the role of investment spending. While a 
firm that is deliberating over an investment project may finance that proj-
ect via retained earnings, we examine the firm’s access to externally pro-
vided sources of investment capital. Since financial intermediaries allocate 
the savings of an economy to its various uses, including the funding of 
investment projects, they have a critical role to play in promoting propi-
tious investment conditions.

To the extent that the financial sector is compelled to support conditions 
consistent with vigorous investment, we may say that finance is the “servant” 
of a pro-investment agenda. The lower the price of investment capital,13 the 
more opportune the aggregate demand conditions. The price of investment 
capital is determined by many factors, including market conditions generally 
and monetary policy. Since our focus is the financial regulatory framework 
as one among the many influences on the price of investment capital, we will 
pay particular attention to the impacts of financial regulation on the rela-
tionship between financial intermediaries supplying investment capital and 
firms seeking investment capital. A firm considering an investment project 
financed via external sources enters into a negotiation to determine the terms 
on which financial intermediaries will provide access to investment capital. 
The relative bargaining positions of the firm seeking investment capital and 
the financial intermediaries will exert an important influence on the price 
at which funds can be obtained. This book entertains the proposition that 
the banking reforms of the New Deal created competitive conditions among 
financial intermediaries that were supportive of the bargaining position of 
firms seeking an infusion of investment capital. To the extent that the New 
Deal financial regulatory framework thereby obliged finance to conduct itself 
in a manner consistent with making investment capital available on terms 
that were favorable to firms seeking investment capital,14 we say that finance 
“served” the agenda of Keynesian welfare state capitalism. 

The pro-investment agenda of Keynesian welfare state capitalism may 
have beneficial consequences for financial intermediaries. An environment 
that encourages the demand for investment capital is supportive of the 
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profitability of financial intermediaries. As we shall argue below, the pro-
investment agenda also requires stability in the financial sector, particularly 
among commercial banks. Since the profitability of commercial banks is the 
sine qua non of financial sector stability, the welfare state may be obliged 
to engage in regulatory or other actions that are supportive of commercial 
bank profitability directly or indirectly.

However, this pro-investment agenda is also potentially injurious to 
finance. Ceterius paribus, the profitability of financial intermediaries is 
squeezed if downward pressure is applied on the price they receive for provid-
ing access to investment capital. If financial intermediation is conducted for 
profit by capitalist firms,15 and if finance is deleteriously affected by its status 
as “servant” a variety of consequences may ensue. For example, if constraints 
on the bargaining power of financial intermediaries produces downward pres-
sure on their profitability, this may provoke instability within the financial 
system and undermine the broader conditions necessary for vigorous invest-
ment spending. Even if conditions are such that the profitability of financial 
intermediaries is sufficient to support stability in the financial system, finan-
cial intermediaries may still seek ways of incrementally subverting a regula-
tory framework which disadvantages them, thereby potentially eroding or 
even reversing the intended preferential bargaining position of firms seeking 
investment capital. Thus the pursuit of this “finance-as-servant” agenda must 
proceed with the awareness that to impose servitude on finance is potentially 
to set events in motion which may sabotage pro-investment desiderata.

While all types of financial intermediaries may be deleteriously 
affected by “serving’ the Keynesian agenda for providing investment capi-
tal in terms that are favorable to investing firms, this book focuses on one 
particular actor in the financial sector: commercial banks. Because of the 
particular institutional characteristics of the commercial banking system, 
bank insolvency or instability may have consequences that undermine the 
stability of the banking system and create havoc throughout the economy. 
If a banking regulatory framework intended to support the pro-investment 
agenda of the Keynesian welfare state were to exert downward pressure 
on bank profitability, this situation might compromise the stability of the 
banking system. In this event, a destabilized commercial banking system 
could threaten the pursuit of vigorous aggregate demand growth. Commer-
cial banks cannot “serve” the pro-investment agenda for economic growth 
and stability if their own instability provokes economic crisis. Hence any 
banking regulatory framework must safeguard bank profitability lest the 
pro-investment agenda be undermined by instability in the banking system. 
This consideration was very acute during the early 1930s, since banks prof-
its were abysmal and the stability of the entire commercial banking system 
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was in great peril. But the design of any financial regulation intended to 
support alternative economic agendas must consider the potential that any 
measures that constrain the profitability of banks and other financial inter-
mediaries may provoke consequences that ultimately impair systemic finan-
cial stability and threaten the larger project of economic change.

The potentially antithetical tensions between the provision of invest-
ment capital on favorable terms and bank profitability oblige a banking 
regulatory framework seeking to promote investment to simultaneously 
pursue two contradictory imperatives. To enhance investment, the regula-
tory framework must promote conditions that support downward pressure 
on the costs of accessing investment capital while at the same time it must 
safeguard the profitability of banking. I present the case that the coherence 
of the New Deal’s banking reforms is visible in light of the contradictory 
imperatives animating this financial reform. This regulatory framework 
configured the financial sector in a manner that was consistent with 
enhancing the bargaining power of firms seeking investment capital and 
constraining the bargaining power of financial intermediaries. But insofar 
as this regulatory framework potentially constrained the profitability of 
commercial banks it was problematic. Thus the New Deal banking reform 
was obliged to support the profitabilty of commercial banks in several 
respects, while attempting to do so in a manner that would avoid exerting 
any upward pressure on the costs of accessing investment capital.

The separation of commercial and investment banking was consistent 
with the creation of conditions conducive to the acquisition of investment 
capital on favorable terms. The compartmentalization of the financial sec-
tor, in which commercial banking, investment banking, insurance and so 
on were conducted within separate firms (nor was banking to be blended 
with industrial activities) stimulated competition among the providers of 
investment capital, thereby enhancing the bargaining power of firms seek-
ing investment capital and exerting downward pressure on the cost of 
accessing investment capital. Yet Glass-Steagall was accompanied by other 
measures in the Banking Act of 1933. Deposit insurance and interest rate 
controls (as well as subsequent legislation that limited entry into bank-
ing) both stabilized the banking sector and supplemented its profitability. 
Taken together, these reforms sought to secure the potentially divergent 
objectives of promoting access to investment capital on terms that were 
favorable to firms considering investment projects, while also supporting 
the profitability of banking.

The emergence of pax financus during the golden age of Keynes-
ian welfare state capitalism was enabled, in part, because of the dexterity 
with which New Deal banking reforms navigated these contradictory and 
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sometimes entropic imperatives. This regulatory framework presided over 
a period of stable commercial bank profitability16 in which bank failures 
became rather uncommon.15 At the same time, the pro-investment orien-
tation of the American version of Keynesian welfare state capitalism was 
supported by the low real interest rates (relative to current norms) that pre-
vailed in the United States prior to the Volker shock in the early 1980s.17 

However, the apparent success of the bank regulatory framework in 
balancing these potentially contradictory imperatives also contributed to 
the subversion of these reforms as welfare state capitalism proceeded. The 
compartmentalization of financial intermediaries necessarily bestows an 
uneven assortment of both special prerogatives and special disadvantages 
to financial firms of different regulatory categories. This creates incentives 
to subvert these categories. Firms of a given category seek to avoid the 
restrictions placed on their category while attaining the advantages enjoyed 
by firms in other regulatory categories. At the same time, firms in each 
category seek to maximize the advantages they enjoy under this framework 
while preventing any extension of their distinctive privileges to firms of 
other categories. These tensions may be latent under some circumstances, 
but the potential for internecine struggle inheres in a regulatory framework 
that necessarily creates an uneven patchwork of strictures and perquisites. 
Ultimately, the New Deal banking regulatory framework was undermined 
as conditions at the height of the welfare state set the stage for financial 
innovations designed to manipulate the mosaic of competitive advantages 
or disadvantages created by financial compartmentalization.

From this perspective, both the success and the ultimate dissolution of 
this regulatory framework is understood via the contradictory imperatives 
which animated it. In this sense, this financial history is at odds with many 
prominent narratives of the banking regulatory framework bequeathed by 
the New Deal to the post-war American economy. In the years in which the 
Glass-Steagall Act framework functioned reasonably well, and the traumas 
of the Great Depression were still keenly remembered, the compartmental-
ization of finance seemed an uncontroversial arrangement. As conditions 
evolved and the subversion of this framework gathered momentum, a new 
literature emerged which condemned Glass-Steagall as a gratuitous and 
perverse impediment to the efficiency of financial markets. This condemna-
tion became so pervasive that one could be forgiven for wondering how a 
regulatory framework purported to lack virtually any defensible rationale 
could have persisted for so long.18 The intention of this economic history 
is not to praise or condemn Glass-Steagall, but to discern the contradictory 
imperatives that animated Glass-Steagall and thereby to inform future proj-
ects of financial reform.
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Progressives confront a US financial sector which has been substan-
tially transformed since the days of the implementation of Glass-Steagall, 
but some themes recur. What are the economic implications of large finan-
cial conglomerates that engage in virtually all financial activities? What 
might the repercussions be if firms go beyond the combination of commer-
cial banking, investment banking and other financial activities? For exam-
ple, what might be the implications if firms such as Wal-Mart are allowed 
to acquire activities within banking (a possibility unfolding at the time of 
writing) or if online payment systems evolve to have attributes similar to 
depository banking? What sorts of difficulties might any of these finan-
cial activities pose for the state (particularly if these activities exacerbate 
the moral hazard dilemmas discussed in Chapter 3?). Alongside an inter-
national context which poses considerable obstacles to the implementation 
of progressive economic projects, these shifting domestic issues must also 
be considered as we contemplate the difficulties—as well as the opportuni-
ties—facing advocates of progressive economic change.

RECONSIDERING THE MASTER/SERVANT DICHOTOMY

This book invokes the “finance-as-servant” depiction advisedly. The use 
of the word “servant” is not intended to convey the impression of a static 
powerlessness. On the contrary, the intention is to understand financial 
dynamics from a more fluid and interdependent perspective. This analy-
sis aspires to move away from a rather linear understanding of causality 
in which one force is the unambiguous master, one the powerless servant 
(or, mathematically, one variable is independent, the other is dependent) in 
favor of an understanding of mutually constitutivity in which all parts of a 
totality both shape and are shaped by each other. Borrowing from the work 
of Resnick and Wolff (1987) and others, the interaction among finance, 
production, the state, and other actors is understood as a ceaseless and con-
tradictory process of interactive (and often unintended) effects.

Given this sensitivity to interactive and contradictory dynamics, we 
employ the phrase “finance-as-servant” with the intention to convey the 
dialectical sense in which master and servant (slave) are interdependent. 
As Hegel’s master/slave dialectic reminds us, there is no possibility of mas-
tery or servitude that is not subject to the negative moment of the dialec-
tic (1977, 111–119). This dialectical awareness implies that the attempt to 
compel the submission of the servant also sets in motion its own negation. 
Context is, of course, important: the ways in which the master/slave dialec-
tic unfolds will be shaped by (and in turn will shape) the context in which 
the master/servant relationship exists.
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Any economic reform agenda hoping to compel finance to act as ser-
vant should anticipate the possibility that the servant may rebel. If finance 
is excessively disadvantaged by being obliged to serve the Keynesian pro-
investment agenda, it might rebel in ways that would subvert the New 
Deal financial architecture, and thereby compromise the pro-investment 
agenda that finance was intended to serve. And given that the “finance-
as-servant” agenda implies the subordination of a whole category of capi-
talist firms—financial intermediaries—in ways that may be detrimental to 
their profitability, these firms—qua capitalist firms—may have ample rea-
son to rebel. Thus New Deal financial reformers were compelled to design 
banking regulations that navigated the contradictory imperatives of both 
constraining finance as “servant” while at the same time providing finance 
with sufficient benefits that it would acquiesce to this servitude. Ironically, 
if finance served the Keynesian welfare state agenda in some respects, it was 
also served by this same agenda in some respects.

Throughout this analysis, the description of New Deal reforms as “con-
tradictory” intends the term “contradiction” to be understood in a manner 
that differs from that of common parlance. Frequently the description of 
an intervention as “contradictory” is intended as a rebuke, comparable to 
depicting that action as flawed or logically inconsistent. This suggests that 
some preferable course of action could be adopted that would be devoid 
of contradiction. My usage of the term “contradiction” intends no pejora-
tive connotation. From the perspective of a mutually constitutive theory of 
causation, any policy intervention (or other economic event) is necessarily 
contradictory, in that any course of action will unleash multiple interactive 
effects that both promote and detract from its stated objective. No policy 
unambiguously succeeds—in other than a temporary and conditional way—
in achieving its desired effect. A policy intervention may achieve some of 
its objectives within a specified time frame, but it also simultaneously sets 
dynamics in motion which reconfigure the status quo in uncertain ways that 
may ultimately undermine the initial policy intervention.

This emphasis on the contradictory imperatives that animate a dia-
lectical perspective facilitates a retelling of US domestic financial history of 
this era. The pastiche of banking regulations that presided over the golden 
age of Keynesian welfare state capitalism have often been dismissed as an 
incoherent hodgepodge by their detractors. However, this emphasis on con-
tradiction makes this regulatory framework intelligible as an attempt to 
manage divergent imperatives of simultaneously supporting and undermin-
ing finance. An awareness of the divergent impulses that animated New 
Deal banking reforms suggests that these reforms exhibit a coherent and 
even rather dexterous management of these potentially entropic tensions. 
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But at the same time that this analysis acknowledges the perils of navigat-
ing these contradictory impulses, we are alert to the persistence of the nega-
tive moment of the dialectic. Despite their considerable success, these New 
Deal banking reforms set in motion tensions that ultimately undermined 
this regulatory framework. By re-examining the inter-play of both the privi-
leges and restrictions placed on finance, we can retell US domestic financial 
history of this era as the story of both the servitude of finance as well as its 
ultimate rebellion.

A NOTE TO READERS

The adherence to mutual constitutivity employed in this analysis compels 
me to acknowledge some caveats to the reader. Any analysis is necessar-
ily partial, since only a subset of all possible influences can be considered. 
Thus this analysis foregrounds some factors, while leaving many others fac-
tors only tangentially mentioned or entirely unexamined. In the course of an 
analysis that spans from the latter part of the 1800s to 1999, the catalogue of 
important events, academic literature, and other germane information that 
has been neglected is vast. In earlier drafts of this book I included lengthy 
paragraphs to acknowledge important factors that I had set aside; I have 
elected to minimize these repetitive disclaimers. Suffice it to say that much is 
missing that might have added further interesting and important dimensions 
to the analysis presented below. My hope is that the value of the analysis 
that has been crafted with reference to a small number of factors will repay 
the readers’ forbearance for the many factors that have been omitted.

This dilemma of what to include and what to exclude was partic-
ularly onerous as I contemplated the immense complexity the financial 
sector. The labyrinthine intricacies of various regulatory provisions and 
financial instruments often resists concise summary, as does the overview 
of the many salient events in the history of American finance. In an effort 
to generate a coherent, manageable and topical analysis of my “finance-as-
servant” thematic, I have elected to impose certain simplifying assumptions 
concerning the activities of financial intermediaries. I opted for the clarity 
that these assumptions make possible despite the sacrifices required by their 
imposition. Where serviceable, I later return to these initial assumptions in 
order to relax them to some degree and entertain the new implications of 
these further nuances. But even if I had had the stamina to provide a book-
length catalogue of endnotes to assess and qualify the omissions inherent 
in the imposition of these assumptions and the other simplifications that 
brevity required (and I do not have such stamina), the reader would still 
be required to tolerate the many instances in which simplicity and clarity 
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prevailed over more profusive attempts to indicate the full complexity of 
the topics at hand.

My commitment to mutual constitutivity has caused me to experience 
some reluctance in including a number of graphs to illustrate several of the 
developments analyzed. My hesitation stems from the possibility that such 
graphs encourage anti-dialectical interpretation. Tidy graphs must neces-
sarily exclude much more than they include, and can be constructed to 
confirm the author’s argument while eclipsing the possiblity that any num-
ber of mitigating or exacerbating factors may have combined to produce 
the relationship illustrated in any given graph. Graphs have been included 
despite these reservations, and I ask the reader to view these graphs as pro-
vocative illustrations rather than conclusive summations.

The book is arranged in a manner that I hope will be helpful to both 
readers who seek generic lessons that are applicable to future financial 
regulatory reforms and readers who wish to delve into New Deal financial 
reforms per se. Chapter 2 begins with an exploration of the dilemmas of 
the “finance-as-servant” proposition via an analysis that largely abstracts 
from any historical and institutional context. It employs Keynesian analyt-
ics used to consider the contradictory imperatives faced by a pro-investment 
agenda, as well as Marxian insights concerning the nature of the negotia-
tion between users of investment capital and financial intermediaries over 
the costs of accessing investment capital. Chapter 3 supplements this with 
some institutional considerations which prevailed at the time of the New 
Deal, many of which persist today. Beginning in Chapter 3 and continuing 
throughout the remainder of the book, the analysis is focused analysis on 
a financial intermediary with very particular institutional characteristics: 
the commercial bank. Chapter 4 provides some historical background to 
the banking system in the United States prior to the Great Depression, and 
considers the prevailing critiques offered in the early 1930s of the blend-
ing of commercial and investment banking that accelerated immediately 
prior to the stock market crash. Chapter 5 presents the New Deal bank-
ing regulations in light of the “finance-as-servant” analysis developed in 
the earlier chapters. Chapter 6 discusses of the decline of Glass-Steagall 
between the 1970s and 1999, with an emphasis on how the contradictory 
imperatives implicit in New Deal banking reform created incentives to 
subvert this regulatory framework as the Keynesian welfare state began its 
decline. The conclusion considers ways in which this analysis of New Deal 
banking reforms might inform contemporary debates about the pursuit of 
economic alternatives.
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Chapter Two

The Contradictory Imperatives of the 
“Finance-As-Servant” Agenda

Architects of a financial regulatory framework seeking to compel finance to 
act as “servant” within a pro-investment agenda for economic reform face 
a number of challenging considerations. The regulatory framework cannot 
unambiguously disadvantage finance, as an undialectical usage of the term 
“servant” might suggest. If a financial regulatory framework attempts to 
promote investment via policies that disadvantage finance, the regulatory 
framework must also be accompanied by measures that are sufficiently ben-
eficial to finance that the financial sector will acquiesce to these arrange-
ments. If finance does not consider itself to be satisfactorily compensated 
for its role as “servant,” finance may “rebel” from its servitude, in the 
sense of taking actions to support its interests that undermine the financial 
regulatory framework. Such actions on the part of finance could provoke 
consequences that are antithetical to the pro-investment agenda. Thus the 
“finance-as-servant” proposition implies contradictory tensions: the design 
of financial regulation must consider the possiblity that the promotion of 
a propitious climate for investment (via downward pressure on the price 
of investment capital) may also provoke conditions that are deleterious to 
investment (in the event that finance “rebels” from this arrangement in a 
manner that undermines the pro-investment agenda).

This chapter explores these dimensions of the “finance-as-servant” 
proposition via some of the basic tenets of Keynesian economic theory con-
cerning the analysis of aggregate demand and the investment decision. We 
also draw upon Marxian theory to investigate one particular aspect of the 
relation between production and finance, namely the bargaining process that 
takes place between users and suppliers of investment capital. By employ-
ing insights from both theoretical traditions, we seek to outline the various 
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imperatives facing the architects of pro-investment financial reform, and to 
discern ways in which these imperatives may conflict to some degree. This 
analysis foreshadows the ways in which the state may seek to manage these 
contradictory imperatives in its capacities as financial regulator. Finally we 
will also consider the ways in which the management of these contradic-
tory imperatives constrains competition within the financial sector in some 
respects, while promotes it in other respects.

In the initial analysis of the contradictory imperatives inherent in the 
“finance-as-servant” proposition presented in this chapter, we proceed largely 
without reference to either the particular institutional complexion of the vari-
ous actors within the financial sector or the particular historical context of 
the Great Depression and the New Deal. This lack of institutional and his-
torical specificity is intentional: both this chapter and Chapter 3 are intended 
to provide an analytical framework that is relevant both to the retrospective 
analysis of New Deal banking reforms as well as the prospective analysis of 
future projects of financial reform. Thus the analysis presented in this chapter 
is conducted on sufficiently general terms that the insights garnered will be 
relevant in a variety of institutional and historical circumstances (although 
in a few instances I have been unable to resist mentioning a particularly illus-
trative historical or institutional detail). Chapter 3 will introduce the institu-
tional specificities of commercial banks (although other financial sector firms 
will also be mentioned), and Chapter 4 will provide historical background 
relevant to the New Deal banking reforms. Historically and institutionally 
specific context will feature prominently in the remainder of the book.

KEYNESIAN ANALYTICS AND THE INVESTMENT DECISION

The analysis of aggregate demand put forward in Keynesian economic the-
ory emphasizes the potential capriciousness of investment spending. Keynes 
rejected neoclassical economics’ rather mechanistic view that underlying 
“fundamentals” govern investment behavior. While both neoclassical and 
Keynesian theory concur that investors consider the future rate of return 
on a proposed investment project, Keynesians believe that investors have 
no possibility of even calculating probabilistic information about it.1 Con-
fronted by an unknowable future, a firm considering the decision to invest 
must form expectations about the future profitability of alternative invest-
ment projects. The expectations formation process is informed by many 
diverse factors, including psychological and emotional proclivities, and 
socially determined conventions.

Via its analysis of the formation of expectations about the future prof-
itability of investment projects in the context of fundamental uncertainty, 
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Keynesianism concurred with Marxism in the rejection of Say’s Law. Both 
Keynesianism and Marxism contend that firms are reluctant to invest if they 
anticipate detrimental demand conditions. A negative self-reinforcing process 
can ensue in which weak or volatile aggregate demand contributes to insta-
bility in investment spending, while unstable or low investment exacerbates 
aggregate demand problems. The Keynesian ideal is to create a virtuous cir-
cle in which brisk and stable investment spending contributes to stabilizing 
aggregate demand at a level consistent with full-employment, while strong 
aggregate demand attenuates the volatility of investment. (Marxists diverge 
from Keynesians at this point, in the sense that Marxism understands aggre-
gate demand issues as only one of many sources of instability within capital-
ism. Thus the pursuit of auspicious aggregate demand conditions may serve 
only to set other crisis tendencies in motion. For these and other reasons2, 
Marxism repudiates the quest for stability within capitalism and seeks agen-
das for economic change that problematize capitalism per se.)

One of the necessary conditions of this virtuous circle described 
above is vigorous and stable investment spending. If a project of eco-
nomic reform retains its commitment to capitalism—as did the New 
Deal and the subsequent Keynesian welfare state—it must contend with 
the implications of the fact that the investment decision remains in the 
hands of capitalist firms. An economic reform agenda attempting to 
enhance investment spending within a capitalist economy must consider 
the various ways to promote an environment which private capitalist 
firms deem favorable for the pursuit of new investment projects.3 Our 
focus will be on one of the factors that shapes the investment decision of 
the firm: the accessibility and price of external sources of financing for 
investment projects.

What determines the price of investment capital? Both Keynesian and 
Marxian analyses suggest that the cost of accessing investment capital is 
influenced by a large variety of factors. These complexities are dismissed 
in any caricature of aggregate demand management that depicts the costs 
of investment capital as unproblematically governed by the manipulation 
of monetary policy. Certainly monetary policy plays a role in determining 
the price of investment capital, as do a large number of market forces that 
influence both the supply and demand sides of the market for investment 
capital. While our analysis of the price of investment capital acknowl-
edges the importance of these factors, we do not analyze explicitly the 
influence of monetary policy as well as the entirety of the market condi-
tions that shape the price of investment capital. Instead, we foreground 
the financial sector itself as it engages in the provision of investment capi-
tal, and ask: what financial sector characteristics might be consistent with 
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the provision of investment capital on terms that are conducive to stimu-
lating investment? Our ultimate aim is to consider what sort of domestic 
financial regulatory structure might enhance characteristics within the 
financial sector that are congruent with the provision of investment capi-
tal on terms that are conducive to the promotion of investment spending. 
Or, in other words, how might financial regulation compel the financial 
sector to act as “servant” to a pro-investment agenda?

BARGAINING OVER THE PRICE OF INVESTMENT CAPITAL 
AND THE MASTER/SERVANT CONTRADICTION

In any given context (with its prevailing monetary policy as well as other 
factors that shape expectations), a firm seeking an infusion of investment 
capital must negotiate with the supplier of those funds over the price of 
investment capital. This negotiation over the price of investment capital 
can be explored in Marxian terms, employing insights adopted from the 
class-analytic framework developed by Resnick and Wolff (1987). Based on 
a reading of Capital that emphasizes volumes 2 and 3, attention is focused 
on Marx’s distinction between different types of capitalist firms: “produc-
tive capitalist firms” (those engaged in the production of goods and ser-
vices) versus “financial capitalist firms” (firms that advance funds).4 Our 
analysis focuses on the role of financial capitalist firms in advancing the 
investment capital that enables productive capitalist firms to enlarge their 
productive capacity.5

To facilitate our examination of the relationship between the produc-
tive capitalist firms in need of investment capital and financial intermedi-
aries, certain simplifying assumptions are required. While firms may have 
internal sources of funds6, our focus is on the provision of external sources 
of financing for investment projects.7 In the following analysis, we will disal-
low the possibility that the funds provided to productive capitalist firms are 
used for purposes other than investment in productive captivity. Since our 
focus is on financial capitalist firms as providers of investment capital to 
productive capitalist firms, we will temporarily overlook the possibility that 
financial capitalist firms are providing funds to other entities (consumers, 
governments, foreign entities, etc.). It is assumed that all financial intermedi-
aries are organized as capitalist firms motivated to enhance their profitability. 
We also assume that a financial capitalist firm is a financial intermediary8, 
in that it collects the savings of the economy and allocates these savings 
among many potential users, including firms seeking investment capital. 

While our analysis emphasizes financial capitalists’ access to funds via the 
intermediation process, it is possible that the financial capitalist firm may 
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have access to funds through channels other than their role in financial inter-
mediation.9 In the case of commercial banks, the pool of funds that may be 
advanced as investment capital is not dependent solely on deposits, but is 
also affected by monetary policy and the possibility that it might have access 
to funds through sources other than deposits.10

These assumptions allow us to focus on the relationship between 
productive capitalist firms and financial capitalist firms in order to exam-
ine the size of the payment made in return for the provision of investment 
capital. In the third volume of Capital, Marx argues that the size of the 
payment made by the productive capitalist firm to the financial capitalist 
to secure access to investment capital is indeterminate.11 As Resnick and 
Wolff (1987) point out, this interaction between productive and financial 
capitalist firms to determine the terms on which investment capital may 
be secured is the terrain of specific forms of inter-capitalist struggle.12 A 
negotiation takes place between productive capitalists and financial capi-
talist firms over the terms on which investment capital may be accessed. 
This negotiation has an antagonistic dimension: productive capitalist 
firms wish to diminish the payment required to secure investment capi-
tal, while financial capitalist firms wish to increase it. However, the rela-
tionship between productive and financial capital also has a cooperative 
dimension.13 Since borrowers need lenders, and lenders need borrowers14, 
neither party wishes to make demands on the other which jeopardize the 
other’s continued existence.

Based on this preliminary analysis of the negotiation over the terms 
on which investment capital may be accessed, we are in a position to clar-
ify the characterization “finance-as-servant” used throughout this book. 
Finance—or more specifically financial capitalist firms—“serves” a pro-
investment economic agenda if the situation is such that productive capi-
talist firms have more bargaining power than financial capitalist firms. If 
productive capitalist firms are advantaged in their bargaining position vis-
à-vis financial capitalist firms, this is conducive to putting downward pres-
sure on the price paid for access to investment capital.

This “finance-as-servant” situation is potentially injurious to finan-
cial capitalist firms qua capitalist firms, since downward pressure on the 
price of investment capital could undermine the profitability of financial 
capitalist firms. Because it potentially jeopardizes the well-being of the 
servant, the “finance-as-servant” agenda could be undermined by its own 
success. Finance will not be able to persist in this servitude if its profit-
ability is so impaired that the servant’s survival is threatened, or if it is 
sufficiently disadvantaged that it is provoked to take actions to resist this 
servitude. Since this contradiction between the agenda to lower the costs 
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of accessing investment capital and financial capitalist profitability will be 
the focus of much attention, it merits a way of referring to it succinctly. We 
will refer to this as the “master/servant contradiction”—thereby acknowl-
edging the debt to Hegel’s master/slave dialectic. Prominent among our 
considerations is the possibility that, as Hegel reminds us, the act of com-
pelling the servitude of one entity entails setting in motion the negation of 
that servitude.

There is no necessity that downward pressure on the price of invest-
ment capital must undermine the overall profitability of a financial capital-
ist firm. It may be the case that the payment for access to a given amount 
of investment capital decreases, but simultaneously the total demand for 
investment capital increases. In this event, it may be possible that the total 
revenue earned by the financial capitalist firms increases. Scenarios can be 
imagined in which a Keynesian pro-investment agenda may stimulate the 
demand for investment capital and create this result. Or, as we shall argue 
in subsequent chapters, it may be the case that the profitability of finan-
cial capitalist firms can be supplemented in ways that do not put upward 
pressure on the costs of accessing investment capital. But whether or not 
particular circumstances are such that this “finance-as-servant” agenda 
contributes to downward pressure on the profitability of financial capitalist 
firms, this potential is always latent.

Whether it is latent or overt, advocates of a pro-investment economic 
reform agenda must contend with the implications of this master/servant 
contradiction. Financial capitalists will not blithely acquiesce to a project 
of pro-investment economic reform if they anticipate the possibility that 
it will be detrimental their profitability. Any financial regulation designed 
to compel finance to “serve” this economic reform agenda will produce 
incentives for financial capitalist firms to undermine this regulatory frame-
work to the extent that these regulatory constraints detract from their 
profitability. Thus financial reform intended to support aggregate demand 
by promoting the availability of investment capital on favorable terms 
confronts the possibility that by attempting to compel finance to act as 
“servant” of an economic reform project, it may also create conditions in 
which the servant may “rebel.”

The possibility of downward pressure on the profitability of financial 
capitalist firms is not the sole consideration weighed by financial capital-
ists as they consider their support or opposition to a “finance-as-servant” 
agenda. It may be that a regulatory regime in which financial capitalist prof-
itability is constrained is preferable to other alternatives. If a rival option is 
the nationalization of financial capitalist firms by the state, financial reforms 
that constrain financial capitalist profitability may be regarded as the lesser 
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of two evils. Financial capitalist firms may even prefer a regulatory frame-
work that promises lower but stable profitability to a situation in which 
financial capitalist firms realize higher profits on average but must contend 
with profitability that is more volatile. Arguably conditions at the height of 
the Great Depression may have been such that acquiescence to “servant” 
status on the part of financial capitalists was more attractive than some 
other potential alternatives. And perhaps financial capital was so chastened 
by the traumas of the 1930s that it continued to regard its “servant” status 
as an acceptable situation long after the events of the 1930s had passed.

But even if conditions are such that financial capitalist firms sub-
mit to the “finance-as-servant” agenda, this submission is always sub-
ject to reconsideration. Even a financial regulatory framework that has 
exhibited considerable success in navigating the master/servant contra-
diction may face growing opposition from financial capitalist firms as 
time passes and conditions are transformed. The passage of time and 
the evolution of circumstances make the previous crisis an increasingly 
distant memory. The regulations designed in response to that previous 
crisis may be viewed as increasingly and unnecessarily burdensome as the 
disciplinary impact of the previous crisis recedes, while the activities that 
had previously fallen into disfavor begin to be reevaluated. As Minsky 
(1982, 1986) reminds us, even stability may be destabilizing. Thus the 
possibility always exists that constraints on financial capitalist firms may 
become sufficiently disagreeable that financial capitalist firms begin to 
subvert them.

THE STATE AS REGULATOR AND THE 
“FINANCE-AS-SERVANT” AGENDA

Thus far the state has not been explicitly introduced into our analysis. 
Without attempting to provide any rigorous consideration of theories of 
the state, we note that the state is influenced by the interplay of a great 
number of forces15, some of which compel the state to assume regulatory, 
supervisory and other roles that pertain to the financial sector. Our analysis 
will focus on the many ways that the state’s regulatory roles shape inter-
capitalist struggles. Capitalist firms, individually or in alliance with others, 
join many other actors that attempt to prevail upon the state for favorable 
treatment (or to seek the imposition of unfavorable regulatory treatment 
on their rivals). Thus regulation implies a ceaseless process of action and 
response that continuously reconfigures competitive conditions. In part, 
this is acknowledged in the mainstream financial regulatory literature via 
Kane’s description of the “regulatory dialectic”:
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This concept embodies an interpretive vision of cyclical interac-
tion between political and economic pressures in regulated markets. 
It treats political processes of regulation and economic processes of 
regulatee avoidance as opposing forces that, like riders on a seesaw, 
adapt continually to each other. This alternating adaptation evolves as 
a series of lagged responses, with regulators and regulatees seeking to 
maximize their own objectives, conditional on how they perceive the 
opposing party to behave (1981, 355).

However, our consideration of the mutual constitutivity among more 
actors than merely the regulated and the regulator implies that Kane’s see-
saw metaphor is replaced by a much more multi-faceted interactive process. 
And given our perspective on contradiction, it further introduces the pos-
siblity that regulation both constrains and enables (indeed a regulation that 
is a competitive benefit in some conjunctural circumstances may be trans-
formed into a competitive liability as these circumstances evolve). Of par-
ticular importance to our analysis is the recognition that both productive 
and financial capitalist firms are cognizant of the possibility that financial 
regulation may shape their relative bargaining positions in the negotiation 
over access to investment capital.

Our analysis departs from the point at which the state has become 
persuaded—for whatever reasons—to embark on a program of economic 
reforms intended to promote the viability of capitalism in general, and that 
these reforms embrace the promotion of investment as one of their neces-
sary conditions.16 Let us say that the state is persuaded that finance must 
act as “servant” to this agenda, and the state endeavors to create conditions 
that are conducive to the provision of investment capital on terms that are 
favorable to productive capitalist firms. The state pursues this desideratum 
by enacting financial regulation that reconfigures the bargaining power 
between productive and financial capital, such that downward pressure is 
exerted on the price of investment capital. In this respect, the state enhances 
the position of productive capital to the potential detriment of the profit-
ability of financial capital.

The “finance-as-servant” proposition could be understood undia-
lectically as equivalent to a situation in which the state is “captured” by 
productive capital to the unambiguous detriment of financial capital. This 
“capture” metaphor suggests an unambiguous subordination of financial 
capital by an alliance between productive capital and the state that is inimi-
cal to our previous discussion of the master/servant dialectic in Chapter 1. 
While in certain circumstances the state may favor the interests of produc-
tive capital over financial capital, circumstances are perpetually shifting. 
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Any favoritism of productive capital over financial capital sets in motion 
the possibility that financial capital will rebel against these arrangements. 
Thus finance cannot be unequivocally disadvantaged. To the extent that the 
state enacts financial regulations that disadvantage financial capitalist firms, 
financial capital must be compensated for their role as servant to the state’s 
broader economic agenda.

As Chapter 3 will discuss, the dilemmas of the “finance-as-servant” 
proposition are further complicated by the institutional context. For insti-
tutional reasons, the state has a distinctive relationship with a particular 
type of financial capitalist firm, the commercial bank. Any financial reg-
ulatory framework that impairs bank profitability could provoke a crisis 
among commercial banks that might jeopardize the orderly conduct of 
financial intermediation and overall economic stability. Thus the state has 
multiple reasons to concern itself with the profitability of this particular 
type of financial capitalist firm while it contemplates financial reforms that 
are intended to support a “finance-as-servant” agenda.

The “finance-as-servant” agenda implies that a financial regula-
tory framework must be designed that is supportive of productive cap-
italist firms (by exerting downward pressure on the costs of accessing 
investment capital) while at the same time supporting the profitability of 
financial capitalist firms in general and commercial banks in particular 
(in order to make this regulatory regime viable for the “servant”). In its 
regulatory interventions, the state is obliged to manage these contradic-
tory imperatives. This is neither an unambiguous “capture” of the state 
nor does the state engage in an optimization problem of the type that is 
ubiquitous in mainstream economic analysis. This optimization approach 
would acknowledge that the “finance-as-servant” agenda must pursue 
two conflicting objectives (lowering the cost of investment capital along-
side the necessity of securing sufficient financial capitalist profitability to 
avert the rebellion of finance). Faced with the two objectives, the econo-
mist might seek to select the right point in the trade-off between these 
objectives and designate this point as an “optimal” regulatory frame-
work. Such a search for optimality overlooks the dialectical insistence 
that whatever accommodation is made will also set in motion the nega-
tion of this accommodation as productive capitalist firms, financial capi-
talist firms, and others react to and thus transform the “optimum.” Our 
attempt is to preserve the precarious fluidity of dialectical interaction 
conveyed by the invocation of the phrase “finance-as-servant.” In doing 
so, the state is understood as continuously managing objectives that may 
not be simply distinct and contrasting, but also potentially entropic and 
ceaselessly changing.
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FINANCIAL REGULATION AND THE FINANCE-AS-
SERVANT AGENDA: POTENTIAL RESPONSES BY 
FINANCIAL CAPITALIST FIRMS

Our focus on the price of investment capital emphasizes the relationship 
between productive capitalist and financial capitalist firms in the negotia-
tion over the terms on which investment capital may be accessed. From the 
many potential factors that shape this negotiation, we will focus on the 
degree of competition among financial capitalist firms as suppliers of invest-
ment capital. The more vigorous the competition among financial capitalist 
firms, the more leverage productive capitalist firms have to bid down the 
price of investment capital. These competitive conditions amongst financial 
capitalist firms as suppliers of investment capital are also shaped by a large 
variety of factors, such as the number and relative size of productive and 
financial capitalist firms, the existence (or not) of barriers to the mobility 
of capital that impede competition among financial capitalist firms across 
jurisdictional boundaries, and so on.17

In the consideration of competitive conditions among financial capi-
talist firms, we draw attention to the fact that the infusion of investment 
capital from external sources may be secured in two forms: as debt capital 
(which requires repayment of the principal and interest) or equity capital 
(which requires no repayment but confers ownership in the issuing firm 
and includes the possibility—but not the necessity—that the shareholders 
will earn dividends and/or capital gains). Since the investment decision is 
made by comparing the costs and benefits of accessing investment capital 
in all of its forms, a project of economic reform seeking to promote invest-
ment will be concerned with the price of investment capital in its various 
forms. Thus this book will refer to the terms on which investment capital 
is accessed—and not merely the interest rate—as the relevant prices that 
inform the investment decision.

In the absence of any institutional considerations, such as differences 
in the tax treatment18, we assume that debt and equity capital are gener-
ally close substitutes from the point of view of a firm requiring an external 
infusion of investment capital.19 The productive capitalist firm in need of 
an external source of investment capital considers the costs and benefits 
of accessing both forms of investment capital. If the productive capitalist 
firm can alter its mix of debt and equity capital, it can enhance its abil-
ity to bargain over the cost of accessing both forms of investment capi-
tal. The simplest case of this possibility would obtain if the financial sector 
were organized in such a way that certain financial capitalist firms provide 
access to debt capital while other financial capitalist firms provided access 
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to equity capital. In this situation, a productive capitalist firm could hope to 
provoke competition between providers of debt and equity capital, thereby 
exerting downward pressure on the costs of investment capital in both of 
its forms.

Let us consider the possible implications of a decision by advocates of 
a pro-investment economic reform agenda to regulate the financial sector 
in a manner that encourages competition amongst financial capitalist firms. 
Given the possibility that the stimulation of competition among financial 
capitalist firms as providers of investment capital translates into down-
ward pressure on the profitability of financial capitalist firms, the design 
of this regulatory framework also needs to consider the master/servant 
contradiction discussed above. If this regulatory framework has adverse 
consequences for financial capitalist firms, it will provoke a response from 
financial capital. Authors of financial regulation need to tread carefully lest 
the response of financial capitalist firms subvert the intended purpose of 
the financial reform.

Basic tools of supply and demand would predict that the obvious 
response to a situation of depressed profitability among financial capitalist 
firms resulting from vigorous competition is exit from this line of business. 
The reduction in the number of firms supplying investment capital—nota-
bly mergers and acquisitions to produce larger surviving financial capi-
talist firms—can create conditions that are precisely the antithesis of the 
intention of a pro-investment economic reform. For if financial capitalist 
firms become larger and fewer in number, this enhances their bargaining 
power relative to the productive capitalist firms. This not only mitigates 
the downward pressure on the price of investment capital intended by the 
financial regulations, it conceivably could culminate in a reconfiguration of 
the financial sector that leaves productive capitalist firms in a bargaining 
position that is less advantageous than was the case prior to the implemen-
tation of the financial reform.

As Chapter 3 will argue, there are additional institutional consid-
erations that financial regulators must consider in the event that their 
regulatory interventions provoke the exit of financial capitalist firms. The 
closure of firms that are engaged in financial intermediation—particularly 
commercial banks—has consequences that are potentially destabilizing 
to aggregate demand conditions. In this respect, financial capitalist firms 
are unlike productive capitalist firms because financial capitalist firms are 
financial intermediaries. The closure of the widget manufacturer made 
famous in the microeconomic analyses of perfect competition does not 
provoke the same destabilizing consequences as the closure of a bank. 
Thus the architects of financial regulation confront the dilemma that the 
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exit of financial capitalist firms provoked by the stimulation of competi-
tion among financial capitalist firms may have consequences that are det-
rimental to general economic stability and are therefore injurious to the 
pro-investment project.

Financial capitalist firms have other options to enhance their prof-
itability if the business of providing investment capital to productive 
capitalist firms becomes less lucrative.20 As financial intermediaries, they 
may choose to allocate savings for purposes other than supporting invest-
ment (a possibility to which we return when the question of speculation 
is addressed more fully). Financial capitalist firms may allocate savings to 
other domestic entities (consumers, the state) or similar entities abroad. 
The provision of funds to these various entities may play a supportive role 
in stimulating domestic aggregate demand (as when loans are made to 
domestic consumers) or not (as when loans are made abroad for purchases 
other than exports from the home country). The possibility that a finan-
cial capitalist firm has other uses to which it can put its funds enhances 
its bargaining position vis-à-vis productive capitalist firms. Therefore, 
financial regulators may have multiple reasons to wish to deter financial 
capitalist firms from pursuing these other options to such an extent that 
it detracts excessively from the funds directed towards the provision of 
investment capital to domestic productive capitalist firms.

Financial capitalist firms that face declining profitability in the pro-
vision of investment capital can also consider earning income via capital 
gains. A financial capitalist firm may use funds at its disposal to acquire 
securities on secondary markets in the hope that their price will appreciate. 
The possibility of realizing capital gains has complex effects on the story 
told thus far concerning the price of investment capital. The possibility of 
capital gains is supportive of a pro-investment agenda in that shareholders 
and bondholders may be more sanguine about receiving low interest income 
or dividends if they are confident about the possibility of realizing capital 
gains. However, capital gains are a double-edged sword. It is possible that 
financial capitalist firms could relegate the provision of investment capital 
to a relatively minor role, necessary only to generate the securities which 
are required for trading on secondary markets. Moreover, the increased ori-
entation of financial capitalists to the pursuit of capital gains may have 
destabilizing consequences in light of the Keynesian analysis of the role of 
uncertainty in the investment decision. One of the factors that shape expec-
tations is movements in financial asset prices. An environment character-
ized by the aggressive pursuit of capital gains can exacerbate the volatility 
of financial asset prices.21 This may provoke instability in expectations and 
further intensify the perils of embarking on investment projects.
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This implies a contradictory attitude towards the pursuit of capital 
gains. The possibility of realizing capital gains can counteract the negative 
impact on financial capitalist firms of a downward pressure on the price of 
investment capital. However, Keynesians do not wish the pursuit of capi-
tal gains to dominate the conduct of financial intermediation to the extent 
that productive capitalist firms are made hostage to the vagaries of specula-
tion in financial assets. Although Keynesians do not commit themselves on 
the precise point at which the pursuit of capital gains begins to undermine 
conditions conducive to the pro-investment agenda, the laudable situa-
tion (financial intermediation oriented primarily towards the promotion of 
investment) is usually distinguished from the undesirable situation (finan-
cial intermediation oriented toward capital gains in financial assets) by ref-
erence to Keynes’ distinction between “speculation” and “enterprise.” In 
the General Theory, Keynes contrasts “enterprise” or the “activity of long 
term investment concerned with the yield of assets over their whole life,” 
with “speculation,” or the attempt to garner profits by anticipating market 
psychology to take advantage of short-term fluctuations in prices (1973, 
158–159).22 It is interesting that the famous passage condemning specula-
tion in the General Theory is followed by a less frequently quoted condem-
nation of the speculative proclivities of Wall Street:

Speculators may do no harm as bubbles on a steady stream of enter-
prise. But the position is serious when enterprise becomes the bubble on 
a whirlpool of speculation. When the capital development of a country 
becomes a by-product of the activities of a casino, the job is likely to 
be ill-done. The measure of success attained by Wall Street, regarded 
as an institution of which the proper social purpose is to direct new 
investment into the most profitable channels in terms of future yield, 
cannot be claimed as one of the outstanding triumphs of laissez-faire 
capitalism—which is not surprising, if I am right in thinking that the 
best brains of Wall Street have been in fact directed towards a different 
object (1973, 159).

Keynes also acknowledged that speculation may provoke other devel-
opments that have damaging consequences for economic growth. Keynes’ 
Treatise on Money, published in 1930, referred to the possibility that 
a central bank may seek to deter excessive speculation on financial mar-
kets by increasing interest rates in the attempt to reduce the flow of funds 
into speculative activities. Such a policy also increases the costs of invest-
ment capital. Keynes was persuaded that the Federal Reserve had taken 
this course of action during the late 1920s, and that this had put sufficient 
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upward pressure on the costs of investment that it provoked the subsequent 
economic downturn:

Nevertheless, the high market-rate of interest which, prior to the col-
lapse, the Federal Reserve System in their effort to control the enthu-
siasm of the speculative crowd, caused to be enforced in the United 
States—and as a result of sympathetic self-protective action, in the rest 
of the world—played an essential part in bringing about the rapid col-
lapse. For this punitive rate of interest could not be prevented from 
having its repercussion on the rate of new investment both in the United 
States and throughout the world, and was bound, therefore, to prelude 
an era of falling prices and business losses everywhere.

Thus I attribute the slump of 1930 primarily to the deterrent effects 
on investment of the long period of dear money which preceded the 
stock-market collapse, and only secondarily to the collapse itself 
(Keynes 1930, 196).

These (and other) unintended consequences may be set in motion by 
making finance the “servant” of a pro-investment agenda. Financial capi-
talists may respond in ways that counteract the downward pressure on the 
costs of securing investment capital, or they may take actions that produce 
various types of instability that are detrimental to the aggregate demand 
conditions. Hence architects of financial reform are beset by paradoxes. 
Regulatory intervention seeking to lower the cost of investment capital 
may produce its own negation. Regulatory intervention seeking to stabi-
lize aggregate demand may produce the contrary. The potential for these 
and other unintended consequences to thwart the project of pro-investment 
economic reform compels the architects of financial reforms to address the 
master/servant contradiction in hopes of mitigating the possibility that these 
financial reforms might subvert their intended purpose.

FORESHADOWING THE NAVIGATION OF THE MASTER/
SERVANT CONTRADICTION IN NEW DEAL FINANCIAL 
REGULATION

How might a state seeking to implement a pro-investment agenda enact 
financial regulations that navigate the master/servant contradiction? If the 
state’s intention is to enact a financial regulatory framework that intensifies 
competition among financial capitalist firms in order to exert downward 
pressure on the cost of investment capital, it must also provide sufficient 
support to financial capitalist profitabilty, such that financial capitalists 
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comply with their status as “servant” to this economic reform agenda. 
Thus so long as investment capital is provided by financial intermediaries 
that are capitalist firms,23 the architects of financial reform must consider 
what might be done to support the profitability of financial capital in ways 
which do not impede the pro-investment agenda.

Financial capitalist firms are financial intermediaries, meaning that they 
access savings and channel these savings into investment and other uses. For 
convenience, in subsequent chapters we will refer to the collection of savings 
by financial intermediaries as the “first phase” of financial intermediation, and 
the provision of funds to their potential users as the “second phase” of finan-
cial intermediation.24 The profit of a financial intermediary providing invest-
ment capital to a productive capitalist firm is a function of 1) the “spread” 
between the price paid to access funds and the price paid by the productive 
capitalist firm to access capital and 2) the volume of funds being intermediated. 
One consideration affecting the spread is risk. For example, a premium will be 
added to the interest rate paid on bank loans to reflect the banks’ assessment 
of the likelihood that the loan will default. However, the volatility of profits 
increases as risk increases. Thus as financial intermediaries increase the risk 
associated with their activities in the second moment of financial intermedia-
tion, they may earn higher profits but they are more vulnerable to losses.25 
During particularly adverse circumstances, firms that have engaged in highly 
risky activities are more prone to insolvency than are more cautious firms.

The pro-investment agenda implies that the spread will be squeezed to 
the extent that downward pressure is exerted on the price the financial capi-
talist firm receives for providing investment capital. How might financial capi-
talist firms be compensated for this downward pressure on their profitability? 
While some appetite for risk on the part of financial capitalist firms is helpful 
to a pro-investment agenda,26 the architects of pro-investment financial regu-
lation will be loath to create a situation in which financial capitalist firms are 
induced to supplement their profitability by allocating funds to excessively 
risky uses, particularly insofar as these uses are conducive to speculation and 
financial instability. From the point of view of the pro-investment agenda, it 
may be preferable to mitigate any profitability squeeze that a pro-investment 
agenda implies for financial capitalist firms by supporting conditions which 
are favorable to financial capitalist profitability in the first phase of financial 
intermediation. If financial capitalist firms pay less to access the savings they 
intermediate, and/or they intermediate a larger volume of funds, their profit is 
supported. Thus financial regulation devised in support of the pro-investment 
agenda could attempt to counteract the downward pressure on profitability at 
the top end of the spread with other measures to enhance the profitability of 
financial capital at the bottom end of the spread.
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How might financial regulation create conditions that lower the costs 
incurred by financial capitalist firms to attract funds? This can be accom-
plished overtly, as when rules are imposed that limit the rate of return that 
can be earned by savers who supply their funds to financial intermediaries. 
Another possibility is that financial capitalist firms could be subsidized in 
some manner to defray some of the costs of attracting funds. Still another 
consideration is the state of competition among financial intermediaries over 
access to savings. Vigorous competition among financial intermediaries tends 
to bid up the cost of acquiring the funds intermediated by the financial capi-
talist, thus exacerbating the “finance-as-servant” contradiction by further 
squeezing the profit of financial capitalists. We will argue in Chapter Five 
that New Deal banking reform was informed by all of these approaches.

CONCLUSION

Advocates of a pro-investment agenda face the prospect of designing a 
financial regulatory framework that navigates complex and potentially 
divergent imperatives. The desideratum of supporting the availability of 
investment capital at an advantageous price implies some favoritism of pro-
ductive capital over financial capital. But the possibility of backlash implied 
by the master/servant contradiction obliges the state to consider measures 
that promote the profitability of financial capital. For this reason, the char-
acterization of financial reforms as compelling finance to act as “servant” 
is somewhat incomplete and misleading, unless a dialectical understanding 
of the term “servant” is implied. If this is considered servitude, it is a servi-
tude gilded by overt consideration of the welfare of the “servant.”

This master/servant contradiction, and its entailments vis-à-vis 
the profitability of financial capital, implies that the financial regulatory 
framework will confront contradictory imperatives concerning compe-
tition among financial capitalists. The financial regulatory framework 
looks favorably upon competition among financial capitalist firms in their 
capacity as suppliers of investment capital. Yet out of concern for finan-
cial capitalist profitability, the regulatory framework has reason to dissuade 
competition among financial capitalist firms in the market to access the 
savings which financial capitalist firms intermediate. Thus pro-investment 
financial reform wrestles with the desire to promote competition among 
financial capitalists in one respect, while deterring it in another respect. As 
we shall argue in later chapters, this divergent agenda with respect to com-
petition among financial capitalist firms compelled the architects of New 
Deal banking reform to create regulatory interventions in a way that navi-
gated this contradiction.
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Chapter Three

“Finance-As-Servant” and the 
Blending of Commercial and 
Investment Banking

THE DISTINCTIVE CHARACTERISTICS OF COMMERCIAL 
BANKS AND THE “FINANCE-AS-SERVANT” AGENDA

The analysis of financial reforms designed to promote a pro-investment 
agenda has thus far been conducted with reference to a generic financial 
capitalist firm. This chapter provides some institutional context to this dis-
cussion. We explore some of the ways in which the institutional specifici-
ties of different types of financial capitalist firms have implications for the 
design of a financial regulatory framework, particularly a regulatory frame-
work that wrestles with the “finance-as-servant” proposition. As we shall 
see in subsequent chapters, the New Deal financial regulatory framework 
addressed these implications by separating commercial and investment 
banking via the Glass-Steagall Act. This “compartmentalization” of differ-
ent types of financial capitalist firms became a prominent characteristic of 
the financial regulatory framework that prevailed throughout the “golden 
age” of Keynesian welfare state capitalism.

This chapter introduces the terminology of “types” or “categories” of 
financial capitalist activity to refer to the characteristic way in which financial 
capitalist firms access the savings of an economy. Each type of financial capi-
talist firm has a distinct manner of engaging in the first phase of financial inter-
mediation: commercial banks secure funds by accepting savings and checking 
deposits (the US also has other depository institutions, such as “Savings and 
Loan Associations” which originally could only accept savings deposits and 
primarily engaged in residential mortgage lending); pension fund companies 
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collect funds via pension fund contributions; insurance companies receive 
funds via insurance premiums1; and so on. (Investment banks have a unique 
way of intermediating funds, which will be described separately towards the 
end of the chapter.) Regardless of the manner in which they access savings, all 
financial capitalist firms earn a profit by intermediating funds, either for use as 
investment capital by productive capitalist firms or for other purposes. To sim-
plify our analysis at present, we assume that financial capitalist firms conduct 
only one type of financial capitalist activity. Thus a firm called a “commercial 
bank” engages only in gathering savings via deposits and refrains from engag-
ing in other types of financial capitalist activities connected with investment 
banking, the provision of insurance, and so on. At a later point in the chapter, 
we will discuss a “diversified financial capitalist firm,” or a financial capitalist 
firm that engages in multiple types of financial capitalist activities.

Throughout the remainder of the book, our principal focus will be on 
commercial banks. At the time of the New Deal, and for several decades 
thereafter, commercial banks intermediated the majority of the nation’s 
savings. Monetary policy is conveyed via banks; consequently, attempts to 
promote domestic investment can be frustrated if expansionary monetary 
policy is not adequately transmitted by the banking system. Moreover, 
because a commercial bank accepts deposits and clears checks, it has cer-
tain distinctive institutional characteristics that make it vulnerable to insta-
bility and create the possibility that this instability may spread throughout 
the commercial banking system. When the commercial banking system 
becomes unstable, devastating macroeconomic impacts can ensue, includ-
ing the subversion of any intended stimulus in monetary policy. For these 
and other reasons, commercial banks are regarded as “special,” and it has 
evolved that the relationship between the state and commercial banks has 
some unique attributes that have not typically characterized the relation-
ships between other types of financial capitalist firms and the state.

This special relationship between commercial banks and the state 
informs the design of banking regulations intended to be supportive 
of a pro-investment economic reform. Chapter 2 made the case that the 
profitability of financial capitalist firms is potentially constrained by the 
“finance-as-servant” agenda. But there are specific difficulties that may 
ensue if commercial bank profitability is detrimentally affected by this 
agenda. Banks with weak profitability are more prone to failure, and bank 
failures have potential contagion effects that can endanger the stability of 
the commercial banking system. The destabilization of the banking system 
can provoke a vicious cycle in which adverse conditions for both aggre-
gate demand in general and investment spending in particular are mutually 
reinforcing. Since a dysfunctional commercial banking system threatens to 



subvert the larger aspirations of the pro-investment economic reform, the 
architects of pro-investment financial reforms are obliged to pay particular 
attention to the profitabilty of commercial banks.

COMMERCIAL BANK FAILURES AND 
THE PRO-INVESTMENT AGENDA

At this juncture of the analysis, we make several simplifying assumptions in 
order to explore the problems that commercial bank failures pose for a pro-
investment agenda. We shall assume that commercial banks intermediate funds 
exclusively by accepting deposits.2 Deposits are often (although not necessarily) 
attracted because commercial banks pay interest to depositors.3 We shall also 
assume that commercial bank revenue is derived exclusively by making loans 
to various entities.4 The assumption that commercial banks make only bank 
loans disallows the possibility that dividends or capital gains may be earned 
in commercial banking.5 Thus at this stage in the analysis, commercial banks 
earn profit exclusively via the “spread”: the difference between the interest 
received on loans and the interest paid on deposits (also known as “net interest 
income” in banking parlance). For the time being, we shall assume that there is 
no deposit insurance to reimburse depositors in the event of a bank failure.

Commercial banks are leveraged, in the sense that the total amount of 
loans extended is far in excess of the total amount of funds on deposit. The 
fact that a single dollar deposited in a bank supports multiple dollars in loans 
enhances bank profits: the higher the leverage, the more interest income can be 
earned from a given amount of deposits. While this leverage enhances banks’ 
profits, it also makes banks vulnerable to instability. Banks suffer from a mis-
match between the potentially short-term maturity of bank liabilities (depos-
its) and the longer-term maturity of bank assets (loans). Many deposits are 
payable on demand (see below), while loans are not liquidated so easily. This 
exposes banks to “liquidity risk,” the possibility that a bank will have inade-
quate funds if depositors simultaneously withdraw their deposits in a “run on 
the bank.” In the even that depositors lose confidence in the security of their 
deposits and a bank run ensues, a bank may fail regardless of its soundness 
prior to the panic of its depositors. 

The vulnerability of commercial banks to bank runs is exacerbated 
because of speed with which depositors can withdraw funds held in deposits. 
This ready access has evolved in large part to facilitate transactions, since 
checks written on “demand deposits” can be used as a form of payment. 
Commercial banks have access to the payments system, a network which 
clears checks by ensuring that funds are withdrawn from and deposited to 
the appropriate bank accounts. However, the functioning of the payments 
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system implies that delays in the ability of depositors to access these check-
able deposits can not be tolerated. While other types of financial capitalist 
firms may also be leveraged, and thus potentially vulnerable to failure if sav-
ers retrieve their savings, commercial banks are uniquely vulnerable because 
demand deposits must be honored immediately at par. (For example, a highly 
leveraged pension fund is insulated from this kind of liquidity crisis if the sav-
ings placed in the pension fund may be accessed only when savers retire—a 
future event that can be predicted with considerable actuarial precision. A 
mutual fund may redeem its shares quickly, but there is no guarantee of how 
much the saver will receive as the mutual fund liquidates its positions.) Thus 
the characteristics that enable commercial banks to play their particular role 
in the payments system also make them more vulnerable to instability, and 
these same characteristics imply that instability within the commercial bank-
ing system may curtail transactions and thereby wreak havoc with aggregate 
demand conditions.

Banks are vulnerable to “bank runs,” both because they have the capa-
bility of meeting only a small percentage of their depositors’ withdrawals at 
any given time and because their role in the payments system requires them to 
honor withdrawals of demand deposits without delay. This gives depositors an 
incentive to withdraw their funds at the first suspicion that a bank’s stability 
may be in question. Depositor panic thereby provokes the bank failure that 
depositors fear. Thus depositor confidence is the conditio sine qua non of bank 
stability.6 Even a bank of questionable stability can survive so long as it retains 
the public’s confidence and thereby avoids a bank run, while an otherwise sol-
vent bank that loses the public’s confidence could succumb to a bank run.

While retaining public confidence is of a paramount importance to every 
bank, individual banks cannot preserve this confidence unilaterally, regardless 
of the rectitude with which they conduct their affairs. Commercial banks are 
interconnected, in that the loans made by one bank become the deposits held 
by other banks, which funds further lending and deposits in still more banks. 
Because of these linkages among banks, failures may spread if the contraction 
in the deposits of a failed bank puts pressure on other banks to contract their 
deposits. This contagion effect can jeopardize banks that were not implicated 
in the difficulties that provoked the initial failure. Each bank has reason to fear 
any behavior on the part of its competitors that may provoke systemic insta-
bility, since a failure in an imprudent bank may punish prudent ones as well.7 
In this sense, the relationship among commercial banks contrasts sharply with 
competitive relationships among other capitalist firms. The bankruptcy of a 
competitor is regarded favorably by a productive capitalist firm, while the 
bankruptcy of a competing commercial bank is regarded somewhat ambigu-
ously by remaining commercial banks, as it may lead to a bank run.8
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Bank failures may provoke the antithesis of a Keynesian “virtuous” 
circle (see Chapter 2). Banks facing liquidity risk will refrain from extend-
ing new loans and will attempt to call in existing loans. This jeopardizes 
the ability of productive capitalist firms to secure new funds, and may even 
require borrowers to repay loans that under less turbulent circumstances 
would be renewed without hesitation. Bank failures also further diminish 
aggregate demand in that consumer spending declines as depositors lose 
their savings and the clearing of transactions is disrupted (in the absence 
of deposit insurance). As an economic downturn gathers momentum, loans 
fall into default, creating further pressure on banks. In a general economic 
downturn, the liquidation of all of the forms of collateral backing loans 
in default can create a general asset deflation.9 In addition, any attempt to 
conduct Keynesian-style counter-cyclical monetary policy will be thwarted 
if instability in the banking system jeopardizes the reliable transmission of 
monetary policy.

In light of the potentially damaging consequences of instability in the 
commercial banking system, various regulatory mechanisms are designed to 
address the problem of bank failures (see below). Alongside these mecha-
nisms, the profitability of commercial banking in general is an important 
requisite of a stable commercial banking system. Bank runs are discouraged 
to the extent that profitable banks inspire depositor confidence, and profit-
able banks are otherwise better-equipped to weather spikes in withdrawals. 
Moreover, as we shall see below, the state is anxious to avoid the possibility 
that an unprofitable bank may engage in desperate measures to enhance its 
profitability, thereby provoking instability within the whole system. In terms 
of its guardianship of the commercial banking system, the state would much 
prefer that commercial banks be sufficiently profitable so that they are both 
resilient during challenging circumstances and reluctant to act in a manner 
that provokes destabilizing ramifications in the system.

The institutional specificities of commercial banking add further con-
siderations to the proposition that finance should act as a “servant” to a 
pro-investment agenda. If the pro-investment agenda succeeds in putting 
downward pressure on the costs of securing investment capital, this situation 
could be so injurious to bank profitability that it provokes a crisis in the com-
mercial banking system. This crisis would not only jeopardize the viability of 
the “servant,” but could create such destabilizing systemic repercussions that 
the economy would generally suffer. In that event, the pro-investment agenda 
would have subverted its intended purpose, since a stable banking system 
is important both as a source of investment capital for productive capital-
ist firms and as a bulwark of aggregate demand conditions more generally. 
Yet any attempt to enhance the profitability of commercial banks potentially 
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runs afoul of the pro-investment agenda if the profitability of commercial 
banking is increased in a manner that puts upward pressure on the price of 
investment capital. Thus the specific institutional characteristics of commer-
cial banks imply that the master/servant contradiction discussed in Chapter 
2 has particularly complex ramifications that must be accounted for in the 
design of pro-investment banking reforms.

THE STATE AND COMMERCIAL BANKS

In words frequently used but perhaps most famously associated with former 
New York Federal Reserve President Gerald Corrigan, banks are “special” 
(1982, 2000).10 The failure of other types of financial capitalist firms may 
produce severe economic disruptions, but other non-depository financial 
capitalist activities lack the particular institutional characteristics that com-
pel the state to regard bank failures as a severe systemic threat. Thus it has 
evolved that the state is engaged in both proactive and reactive oversight 
of the banking system in order to buttress public confidence and systemic 
stability. Given that confidence in the banking system is secured not only 
by the actions of individual banks, but as a consequence of the perceived 
resiliency of the entire banking system, the state typically creates banking 
regulations (and conducts bank supervision) in an attempt to preempt bank 
behavior that might jeopardize systemic stability. For example, commercial 
banks are often prevented from extending a large percentage of their lending 
to a single borrower (or even a single industry), so that a crisis that emanates 
from a particular firm (or industry) does not compromise bank solvency.

But while banks are “special” in many ways, they are also capitalist 
firms. Like other capitalist firms, they are loath to accept constraints on 
their profitability. Moreover, they are engaged in competitive struggles with 
other financial capitalist firms both to attract funds in the first phase of 
financial intermediation and to provide funds in the second phase. However, 
the competitive strategies of commercial banks are shaped by the unique 
relationship they have with the state. As a consequence of the safeguards 
enacted by the state to enhance the stability of the commercial banking sys-
tem, banks have both privileges and constraints that are not applicable to 
other types of financial capitalist firms. This assortment of both privileges 
and constraints has important consequences for the competitive strategies 
formulated by commercial banks.

One such safeguard of the stability of the commercial banking sys-
tem that was important at the time of New Deal is reserve requirements.11 
In effect, the state legally obliges commercial banks to withhold a por-
tion of their deposits as required reserves.12 Required reserves reduce the 
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degree to which commercial banks are leveraged, and can act as a source of 
funds to protect commercial banks from liquidity risk. In the United States, 
most required reserves are held in non-interest bearing accounts at the Fed-
eral Reserve.13 Paradoxically, the existence of sizable required reserves may 
render them unnecessary. The perceived sufficiency of required reserves 
dissuades depositors from instigating a run on the bank (thus leaving the 
banks’ reserves intact), while suspicions that required reserves are inade-
quate may trigger a bank run which forces the bank to deplete its reserves. 
While required reserves safeguard the stability of the commercial banking 
system in this respect, they represent funds that the bank cannot use to gen-
erate interest income. Because required reserves diminish commercial bank 
profitability, they are regarded as an implicit tax by commercial banks. 
Commercial banks are bitterly aware that other financial capitalist firms 
are not subjected to this constraint on their profitability.

In the event of a serious threat to the stability of the commercial bank-
ing system, the state is legally empowered to take certain actions designed to 
prevent bank panics. The central bank may act as a “lender of last resort” 
to commercial banks. Since the central bank stands ready to supply funds 
to commercial banks in distress, depositors are dissuaded from instigating 
bank runs. Access to this safety net further distinguishes commercial banks, 
since no other type of financial capitalist firm enjoys a legally enshrined 
mechanism of potential state support in the event of a crisis.14 Thus lender 
of last resort support implies a competitive advantage of commercial banks 
over their non-bank financial capitalist competitors. Depositors15 are will-
ing to provide funds more cheaply to banks than to other types of financial 
capitalist firms to the extent that they perceive that the state is likely to 
prevent bank failure in the event of a crisis.16 As we shall see in subsequent 
chapters, the possibility of access to lender of last resort support is taken 
into consideration by banks as they formulate their competitive strategies.

Ironically, the possibility of state support in the event of crisis may 
induce commercial banks to engage in activities that increase the risks of cri-
ses in the banking sector. Comforted by the possibility of lender of last resort 
support, commercial banks may migrate towards more risk than would be 
considered acceptable in the absence of a state-supported safety net. This 
“moral hazard” that animates the relationship between commercial banks 
and the state has the perverse result of creating incentives that encourage 
behavior on the part of commercial banks that the state seeks to avoid.

However, this moral hazard dilemma implicit in the lender of last 
resort support creates the possibility, but not the necessity, that banks will 
expose themselves to greater risks. Discretion is exercised over the decision 
to intervene with lender of last resort support, so banks cannot be certain 
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that they will be assisted if their risky activities imperil their solvency.17 State 
officials would prefer to maintain a posture of “constructive ambiguity”, for 
uncertainty about the likelihood of access to lender of last resort support 
deters banks from the cavalier pursuit of destabilizing activities. When offi-
cials judge that a particular bank failure will not have unduly damaging ram-
ifications for the commercial banking system as a whole, they may welcome 
bank failures as a deterrent to excessive risk-taking among other banks. Yet 
state officials are also fearful of tolerating such a failure lest it have unantici-
pated systemic repercussions. Consider the ambivalence evident in the com-
ments of Paul Volker, former chairman of the Federal Reserve Board:

The 1980s exposed various excesses which I think, to some degree, 
were becoming apparent in the 1970s. I can remember very clearly sit-
ting in my office then, as President of the Federal Reserve Bank of New 
York, thinking that what this country needs is a first-class bank failure 
to teach us all a lesson—but please God, not in my District. When I 
went to Washington, I had the same feeling—we need a clear lesson 
from market discipline, but please dear God, not in my country. (in 
Mayer 2001, 101)

Since commercial banks cannot be assured that the state will inter-
vene in any given commercial bank crisis, each bank must weigh the pos-
sible benefits of increasing the risk they assume against their assessment of 
the likelihood that state support will be forthcoming if the risky activity 
fails. Although the context of each particular commercial banking crisis is 
important, in general the larger the potential crisis, the more likely it is 
that state assistance will be forthcoming. Ironically, prominent commercial 
banks that provoke very large crises may be more assured of state pro-
tection, for the very magnitude of the crisis that their failure might gener-
ate makes them “too-big-to-fail.” The term “too-big-to-fail” is frequently 
applied to banks of a large size relative to the commercial banking market, 
but it also may apply to smaller banks that have conducted their affairs in 
such a way that their failure puts the entire banking system in jeopardy.18 
Thus one of the perverse implications of the moral hazard dilemma is that 
it can encourage banks to increase risk in ways that are most disruptive for 
the commercial banking system, since any bank in crisis is more likely to 
receive support if its failure will provoke widespread crisis. For example, 
a bank facing immanent demise has an incentive to increase risks precipi-
tously. If these risky strategies succeed, the bank may be able to earn its 
way out of difficulties; if the strategies fail, it is more likely to qualify as 
“too-big-to-fail.”
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Given this moral hazard problem, the state has a particularly com-
plex relationship with commercial banks. As a consequence of the unique 
institutional attributes of depository banking, the state is compelled to pro-
vide stabilizing mechanisms (via the provision of lender of last resort sup-
port and, as Chapter 5 discusses, via the provision of deposit insurance). 
Yet these stabilizing mechanisms may induce behavior on the part of banks 
that increases their risk exposure and potentially destabilizes the commer-
cial banking system. Ironically, the state’s attempts to promote stability in 
the commercial banking system may, under a certain confluence of circum-
stances, provoke instability instead. If banks are sufficiently pleased with 
the status quo, they will not wantonly increase their risk exposure given 
the many downsides that such actions may have for them. However, if their 
profitability comes under pressure, banks’ privileged access to a govern-
ment-supported safety net might incline them to ameliorate their earnings 
by heightening their risk exposure.

This presents the state with further challenges as it considers the 
design of banking regulation congruent with the “finance-as-servant” prop-
osition. In Chapter 2 it was argued that the proposition that finance must 
“serve” a pro-investment economic reform agenda must be considered in 
light of the possibility that such an arrangement may undermine the prof-
itability of financial capitalist firms. But given the particular relationship 
between commercial banks and the state, the master/servant contradiction 
implies additional complexity. The particular institutional complexion of 
commercial banks is such that instability of the commercial banking sys-
tem is particularly catastrophic for the economy. The potential responses 
of commercial banks to pressures on their profitability is additionally prob-
lematic given their particular characteristics and the institutional mecha-
nisms the state creates to stabilize the commercial banking system. Thus 
the authors of a financial regulatory framework will be specially concerned 
to safeguard the profitability of commercial banks, lest any regulatory con-
straints that are judged to be overly burdensome on their profitability may 
provoke banks to act on the moral hazard implicit in the state provision of 
a safety net for commercial banking.

THE DIVERSIFIED FINANCIAL CAPITALIST FIRM AND 
“FINANCE-AS-SERVANT”

Thus far we have assumed that financial capitalist firms engage in only one 
type of financial capitalist activity: commercial banks only take deposits, 
pension funds only gather pension contributions, insurance companies only 
receive insurance premiums, and so on. We now consider the possibility that 
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two or more financial capitalist activities may occur within a single firm. 
Henceforth, firms engaging in two or more financial capitalist activities 
will be referred to as “diversified financial capitalist firms.” Our particular 
concern is a diversified financial capitalist firm that blends commercial and 
investment banking—sometimes known as a “universal bank.” Since such 
firms were prohibited by the Glass-Steagall Act, it is important to under-
stand how this type of diversified financial capitalist firm may interact with 
the “finance-as-servant” proposition in the context of pro-investment eco-
nomic reforms. While any mixture of financial capitalist activities might 
occur within a diversified financial capitalist firm, Glass-Steagall specifically 
prohibited the blending of commercial and investment banking. Hence our 
analysis pays specific attention to diversified financial capitalist firms that 
engages in both commercial and investment banking.

Thus far we have not discussed the unique institutional characteristics 
of investment banking. Investment banks differ from other financial capitalist 
firms in terms of how they channel investment capital to productive capitalist 
firms. While banks provide loans, other financial capitalist firms may provide 
debt or equity capital by purchasing securities directly from a productive cap-
italist firm in a so-called “direct placement.” However, the firm issuing secu-
rities may prefer to obtain the assistance of an investment bank to underwrite 
securities in order to reduce the risks and delays associated with selling its 
stocks or bonds. An investment bank can underwrite securities by purchasing 
the securities from the productive capitalist firm at a price below what the 
securities are expected to fetch when sold to the public. The productive capi-
talist firm receives its funds initially from the securities underwriter, and the 
underwriter hopes to recover this amount, plus some additional revenue in 
order to generate a profit, by reselling the securities.19 In the interval between 
the purchase of securities and their retail sale, the underwriter is exposed to 
any change in market conditions that may reduce the market price of the 
securities. Thus in its capacities as an underwriter, the investment bank inter-
mediates savings by matching firms issuing securities with the initial purchas-
ers of those securities. In addition to its role in the provision of investment 
capital, an investment bank typically earns revenues dealing in securities on 
secondary markets, as well as through other activities.

These characteristics of an investment bank imply that investment 
banking is often directly and indirectly concerned with the pursuit of capi-
tal gains. In an environment in which capital gains are easily forthcoming, 
an underwriter faces a reduced risk that it will be unable to resell securi-
ties to the public at the required mark-up. Optimism about the likelihood 
of realizing capital gains will stimulate the demand for securities, thus 
encouraging productive capitalist firms to select this means of accessing 
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investment capital. Moreover, many of the other forms of income that an 
investment bank typically generates are indirectly connected to the likeli-
hood of earning capital gains.20 The many impacts of capital gains on 
investment bank profitability exposes investment banks to the perilous 
downturns (as well as lucrative upturns) associated with volatility in secu-
rities markets.

The separation of depository banks from investment banks was a 
recurrent theme in the history of English banking theory and its subsequent 
development in the United States:21 “Recognized banking authorities [in 
England] consider[ed] investment banking an inherently risky and specu-
lative venture and, for that reason, considered any dealings in stocks and 
bonds an improper business pursuit for financial institutions entrusted with 
the savings of the general public” (Perkins 1971, 485). Commercial banks22 
were originally envisioned as providers of short-term loans for operating 
capital (since this creates an appropriate match between the longevity of 
banks’ assets and liabilities).23 However, throughout this book, we allow 
the possiblity that commercial banks may provide investment capital to 
productive capitalist firms, particularly since some productive capitalist 
firms are too small or are otherwise unable to access investment capital by 
selling securities.24 Investment banks were intended to refrain from accept-
ing deposits, and instead focused on providing longer-term investment capi-
tal via securities markets.

One of the major criticisms of the coexistence of investment banking 
and commercial banking within a single firm is the charge that investment 
banking priorities will influence the commercial bank’s lending activities in 
ways that are deleterious to stability. Many such concerns were expressed in 
the hearings prior to the passage of the Glass-Steagall Act, but a sampling 
of these critiques will suffice.25 Linkages between commercial and invest-
ment banking operations may encourage commercial banks to advance 
loans to finance the purchase securities (possibly with the securities them-
selves acting as collateral).26 Investment banks may be better situated to 
attract underwriting business if they can lend funds to firms in the period 
prior to the issuance of securities. It is also possible (although often illegal) 
for a diversified financial capitalist firm to engage in “loan-tying” (making 
the availability of credit conditional on other business interactions). Loans 
might be made to the investment banking arm itself (or, if this is prohib-
ited, less overt means of accomplishing the same thing may be devised) to 
finance the carrying of inventories of securities or to enable the investment 
bank to trade “on its own account” (to trade securities in pursuit of capi-
tal gains). There is also the temptation that the commercial banks’ lend-
ing capacities may be used to advance questionable loans connected with 
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investment banking business (for example, unattractive securities that an 
investment bank wants to remove from its inventory might be purchased by 
third parties with the assistance of a bank loan). A commercial bank may 
be less vigilant about the quality of its loans if it believes that it can use the 
investment bank’s underwriting capabilities to enable its problem borrow-
ers to issue securities and thereby repay their loans.

All of these ways in which commercial bank lending may be influenced 
by investment banking considerations are potentially problematic for bank 
solvency. If a bank’s loan portfolio is heavily influenced by investment bank-
ing priorities, a crisis in securities markets could create a sudden upswing in 
non-performing loans. Moreover, the moral hazard dilemma implied by the 
government safety net for banks may interact with the conflicts of interest 
that animate the blending of commercial and investment banking to create 
further incentives for commercial banks to expose themselves to the vagaries 
of securities markets. In the event that problems in securities markets are 
transmitted to commercial banks, state officials may be obliged to broaden 
the so-called “narrow”27 linkage between commercial banks and access to 
the safety net. During the tumultuous unfolding of a financial crisis, a diver-
sified financial capitalist firm may succeed in misrepresenting a non-com-
mercial banking crisis as one emanating from commercial banking activities. 
It is also possible that state officials may understand that the problems of 
a firm in distress are rooted in its investment banking activities, but they 
fear that the crisis within the firm as a whole may provoke contagion effects 
within the commercial banking system. To the extent that investment bank-
ing considerations expose commercial banks to the instabilities emanating 
from securities markets, the state may be compelled to regard entire secu-
rities markets as “too-big-to-fail.” 28 Of course, internal firewalls and/or 
restrictions on the types of permissible corporate forms may be constructed 
to alleviate these conflicts of interest and insulate the banking system from 
these pressures. But such mechanisms are always in jeopardy if their breach 
opens lucrative opportunities for both synergies between the commercial and 
investment banking and new opportunities to impose upon the safety net.

In addition to concerns about the stability of the banking system, 
there are other reasons why a pro-investment agenda might frown upon 
diversified financial capitalist firms. To some extent, bank loans that sup-
port liquidity in securities markets serve the pro-investment imperative in 
the sense that conditions that facilitate the possibility of capital gains can 
compensate securities holders for lower dividends or interest payments (see 
Chapter 2). However, if a large part of the deposit base of the economy 
is channeled into financing activities within secondary markets for securi-
ties, this may promote a situation in which the whirlpool of speculation 
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dominates “enterprise” (Keynes 1973, 159). Apart from the possibility that 
speculative activities by banks potentially compromise their stability, chap-
ter 2 argued that speculative conditions in general can have repercussions 
that undermine investment conditions. Thus advocates of a pro-investment 
agenda who frown upon speculation may wish to constrain or abolish 
diversified financial capitalist firms as a way of both insulating the com-
mercial banking system and deterring speculative excess.

Notwithstanding these considerations related to the stability of the 
banking system and speculation in general, our focus in subsequent chap-
ters is on another way in which diversified financial capitalist firms relate 
to the “finance-as-servant” agenda. If a diversified financial capitalist firm 
is sufficiently large, it may enjoy a degree of monopsonistic power over the 
access to savings and/or a degree of monopolistic power over the provision 
of funds to productive capitalist firms. It is possible that a situation charac-
terized by a small number of large diversified financial capitalist firms that 
enjoy considerable market power will give these firms some leverage over 
productive capitalist firms and may enable financial capitalist firms to put 
upward pressure on the cost of investment capital. This outcome is precisely 
the opposite of the one desired by pro-investment reformers. Of course, such 
a situation also carries with it its own negation. To the degree that a group 
of financial capitalist firms may hold market power in these respects, the 
incentive exists for new financial capitalist firms to enter the market in order 
to compete away this advantage, providing that market entry is feasible.

Diversified financial capitalist firms also affect the bargaining power of 
productive capitalist firms in another manner. Chapter 2 discussed the fact 
that investment capital may be forthcoming in either debt or equity form, 
thus a productive capitalist firm can gain leverage if it can substitute debt or 
equity capital gained via securities issuance for bank loans. To some extent, 
diversified financial capitalist firms can restrain competition among provid-
ers of investment capital, in that two arms of the same diversified financial 
capitalist firm are not likely to undercut each other to the advantage of the 
productive capitalist firm. There may be other considerations (such as a pre-
vious relationship between the productive capitalist firm and the financial 
capitalist firm that mitigates information problems) which also make it diffi-
cult for a productive capitalist firm to switch its business dealings once it has 
already established a reputation with a particular financial capitalist firm. If 
so, the productive capitalist firm could be compelled to issue securities via 
the investment banking arm of the diversified financial capitalist firm with 
which it conducts its commercial banking relationship, and thus lose any 
leverage that might be gained by having investment banks and commercial 
banks competing over the rate at which it can access investment capital.29
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In an analysis of the relations between financial and productive cap-
italist firms, Hilferding considered the possibility that financial capitalist 
firms might dominate productive capitalist firms. His Finance Capital, first 
published in 1910, described a particular historical confluence of factors in 
pre World War 1 Germany in which large and diversified financial capitalist 
firms grew to dominate productive capitalist firms that were facing an acute 
need for large inflows of investment capital.30 It is interesting to note that 
the financial capitalist firms of Hilferding’s day were able to both provide 
loans and purchase shares.31 Thus Hilferding argued that large financial 
capitalist firms were able to use their position as the gatekeepers to invest-
ment capital to maneuver into a position of dominance vis-à-vis productive 
capital in this historical and institutional context. This enabled financial 
capitalists to demand higher payment for access to investment capital and/
or other prerogatives such as seats on the board of directors of productive 
capitalist firms.

In the United States, Hilferding’s concept of finance capital found 
its expression in the “money trust.” These diversified financial capitalist 
firms, epitomized by J.P. Morgan and Company, blended debt and equity 
capital provision. The House of Morgan was one of the leading investment 
banks that had supported the development of the railroads32, and the Mor-
gan empire grew to have significant influence in commercial banking.33 
Morgans parlayed its extensive stock ownership and loan portfolio into 
72 directorships in 47 of the largest US corporations, and thereby exerted 
considerable influence over both the path of development of productive 
capitalist activity34 and on the payments reverting to Morgan and Com-
pany. Money trusts were increasingly objects of public hostility, as was evi-
denced in the analysis of the 1912 Pujo commission. The Pujo Commission 
described money trusts as

( . . . ) a community of interests between a few leaders of finance, cre-
ated and held together through stock ownership, interlocking director-
ates, partnerships and joint account transactions, and other forms of 
domination over banks, trust companies, railroads and public searches 
and industrial corporations, which has resulted in great and rapidly 
growing concentration of the control of money and credit in the hands 
of these few men. (Meerschwam 1987, 68)

The size and diversity of their financial capitalist activities may enable 
diversified financial capitalist firms to enhance their bargaining power vis-
à-vis productive capitalist firms, and thereby exert upward pressure on the 
costs of investment capital. Context is immensely important, for scenarios 



“Finance-As-Servant” and Commercial and Investment Banking 45

can be imagined in which the blending of various financial capitalist activities 
within diversified financial capitalist firms might facilitate investment. Many 
studies discuss the “bank-based” systems—in contrast to the Anglo-Ameri-
can “market-based” system—in contexts in which they have been supportive 
of investment.35 For example, a highly interventionist state may eschew the 
allocation of investment capital via market forces and force financial inter-
mediaries to support a state-orchestrated development strategy. In this event, 
diversified financial capitalist firms might act as a powerful conduit for 
pro-investment public policy.36 Other characteristics of diversified financial 
capitalist firms, such as their size and number relative to productive capital-
ist firms, will also shape their bargaining power with respect to the latter. 
Many aspects of financial regulation, such as any jurisdictional barriers to 
the operations of financial capitalist firms, will also influence their relative 
bargaining power.

Up to this point, we have assumed that diversified financial capitalist 
firms engage only in the full spectrum of financial capitalist activities and are 
excluded from participating in other types of capitalist activities. If we were 
to relax this assumption to consider the possiblity that diversified financial 
capitalist firms are permitted to expand into productive capitalist activities 
(or vice versa), our previous characterization of the relationships between 
productive and financial capital would have to be substantially revised. Once 
a firm acts as both a productive capitalist firm that uses investment capital 
to finance production and a financial capitalist firm that supplies investment 
capital to productive capitalist firms, the “arm’s length” relationship we have 
assumed among participants in the market for investment capital no longer 
holds. Thus the character of the negotiation over access to investment capital 
will be transformed. We will return to this possiblity in the latter part of the 
book, where we will call a firm that mixes productive and financial capital-
ist activities a “diversified capitalist firm.” However, for the majority of the 
book, we will preserve a clear separation between productive capitalist firms 
and financial capitalist firms.

Our prevailing concern is that contextual circumstances will be such 
that diversified financial capitalist firms may be an anathema to a pro-
investment agenda of economic reform. If conditions are such that diversi-
fied financial capitalist firms are better situated to shift bargaining power 
away from productive capitalist firms, then diversified financial capitalist 
firms are antithetical to the “finance-as-servant” proposition. Moreover, 
since multiple financial capitalist activities are open to diversified financial 
capitalist firms, this may provide them with increased latitude to resist or 
subvert any “servitude” imposed upon them. Thus architects of a financial 
regulatory structure intended to support a pro-investment economic reform 



46 New Deal Banking Reforms and Keynesian Welfare State Capitalism

agenda may have ample reason to disapprove of diversified financial capital-
ist firms. Fears that they could contribute to speculation and bank stability, 
as well as the desire to promote the “finance-as-servant” agenda, may coin-
cide in the denunciation of diversified financial capitalist firms. 
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Chapter Four

Prelude to the 1930s: The Rise and 
Repudiation of Commercial Bank 
Participation in Investment Banking

Thus far we have discussed the “finance-as-servant” proposition and its 
relationship to the blending of commercial and investment banking with 
minimal reference to the historical and institutional context of the US 
financial sector prior to the passage of the New Deal banking reforms.  
From the many years of financial history that preceded the 1930s and the 
many complex institutional considerations that the distinguish American 
financial sector, this chapter highlights a few factors that informed New 
Dealers decision to make the separation of commercial and investment 
banking the centerpiece of their financial reform project.

After a somewhat tumultuous history,1 commercial banking sys-
tem entered the 1920s exhibiting signs of strain. As the stock market 
flourished, commercial banks chafed at the regulatory restrictions that 
prevented them from full participation in activities related to the stock 
market. Remaining restrictions to commercial bank entry into investment 
banking were removed by the passage of the McFadden Act in 1927, and 
a heady period of mergers and acquisitions followed which enabled com-
mercial banks to establish a substantial presence in investment banking. 

Following the stock market crash and the onset of the Great 
Depression, the debilitating of the banking crises of the early 1930s pro-
voked renewed scrutiny of the decision to permit commercial bank par-
ticipation in investment banking.  By 1933, it was widely argued that 
the blending of commercial and investment banking during the stock 
market boom contributed to the speculative excesses of the 1920s and 
planted the seeds of bank instability that would come to fruition dur-
ing the early 1930s. The increasing influence of this critique led to the 
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passage of the Glass-Steagall Act’s prohibition on the blending of com-
mercial and investment banking as a prominent part of the New Deal 
banking reforms of 1933. 

US COMMERCIAL BANKING PRIOR TO THE 1930S

One of the distinctive aspects of commercial banking in the United States 
has been the relatively large number of commercial banks in operation. 
This profusion of commercial banks was in part a reaction against the bank 
chartering process of the late 1700s and early 1800s. At that time a special 
legislative act was required to permit entry into commercial banking. This 
element of discretion afforded officials the opportunity to demand finan-
cial or political favors in return for permission to open a bank. In response, 
critics embraced “free banking,” meaning the ability of any firm to enter 
commercial banking so long as it satisfied certain rather minimal general 
conditions that were uniformly applied to all market entrants. In 1838 the 
state of New York passed the Free Banking Act, and ultimately the principle 
of free banking was enshrined by many states and in the National Banking 
Act of 1863. Until free banking was abandoned by the New Deal bank-
ing reforms, this policy of relative ease of entry into commercial banking 

Figure 1. Number of Incorporated Commercial Banks, 1863–1932.

Source: Banking Studies.
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helped to create the large number of firms in the US commercial banking 
system (see Figure 1).2

By the 1930s, the principle of free banking had fallen into disfavor. 
Free banking had often been accompanied by lenient capital requirements 
in order to encourage market entry. Thus from the perspective of the 1930s, 
free banking was viewed as contributing to dubious bank solvency and 
sometimes notorious banking practices.3 Given the institutional character-
istics that make possible the contagion effects of bank failures, the ease 
with which under-capitalized banks could enter banking and subsequently 
imperil the stability of the banking system was troubling to New Deal 
reformers. Parker Willis, who was prominent in the 1930s as an advisor to 
Carter Glass and vocal proponent of the Glass-Steagall Act, co-edited an 
extensive study of the “banking problem” with John Chapman and offered 
this summation:

Charters were granted frequently with little or no regard to the quali-
fications of the applicants. In many cases the men running these banks 
knew little about the principles and practices of banking. Many of the 
new banks were not only foredoomed to failure but were also likely 
to imperil the existence of other banking institutions. The establish-
ment of such large number of small banks has in itself presented 
many problems, the principal of which are the difficulties of making 
adequate earnings, of providing reasonably competent management, 
and the inherent difficulties of exercising proper supervision over a 
large number of small institutions (Willis, 1934b, 198).4

In addition to free banking, other regulatory peculiarities also encour-
aged the large number of rather leniently regulated commercial banks. The 
United States has a dual banking system, in that commercial banks may 
be organized at the state or national level. This creates multiple regula-
tory structures, with the Office of the Comptroller of the Currency (OCC) 
regulating national commercial banks and various state authorities (and 
the Federal Reserve to various extents over time) regulating state banks. 
This fragmented regulatory environment contributed to the proliferation of 
commercial banks. Regulatory agencies compete with each other to char-
ter and regulate commercial banks. Competitive chartering provides banks 
with the opportunity to threaten to change the jurisdiction in which they 
are chartered in order to compel regulators to match or exceed the permis-
siveness of rival jurisdictions. Regulators may be compelled to engage in 
this competition for a variety of reasons, including the possiblity that their 
jurisdictions may earn great revenues as a consequence of chartering more 
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banks.5 Competition to charter banks produced what F. G. Awalt, acting 
Comptroller of the Currency, described in 1932 as a “competition in lax-
ity” (in Wheelock 1992, 6).6

Jurisdictional tensions among the multiple regulatory authorities 
are also infused with a variety of other competitive struggles. For exam-
ple, a local bank may fear competition from a state-wide bank, while a 
state-wide bank may fear competition from out-of-state banks. Local and 
regional banks’ advocates have often found common cause with regional 
manufacturing and farming interests in stimulating hostility to out-of-state 
banks or even “big-city” banks. These interests contributed to a venera-
tion of local banking7 that made restrictions disadvantaging banks from 
other jurisdictions politically popular. Hence, during much of US bank-
ing history there have been limitations on the geographic scope of bank 
activities, such as limits on interstate banking, constraints on branching, 
and even “unit” banking (the prohibition on branching). These regula-
tory impediments to the geographic location of banks contributed to the 
large number of commercial banks in operation, and implicitly restrained 
the overall size of banks. The resistance to nation-wide banking has had 
both stabilizing and destabilizing consequences. Smaller banks, with geo-
graphically concentrated depositors and lending portfolios, are more easily 
destabilized by local economic difficulties.8 However, barriers to nation-
wide banking do provide some impediments to the transmission of bank 
instability across jurisdictional boundaries.

Between the turn of the century and 1920, the number of incorpo-
rated banks grew from 8,320 to 28,695 (see Figure 1). Thereafter, the num-
ber of banks began to decline, due in part to the upward trend of bank 
failure rates in the 1920s.9 In this context, the term “over-banking” was 
coined to refer to the intense competition in a crowded commercial bank-
ing market.10 For example, Wheelock states that North Dakota had 1.4 
banks per 1000 inhabitants in 1920 (1992, 3). In their retrospective exami-
nations of events that contributed to the crisis in commercial banking dur-
ing the Great Depression, many regulatory authorities became convinced 
that over-banking had contributed to the instability within the US commer-
cial banking system. New Deal era commentators argued that the competi-
tive pressures generated by over-banking had squeezed the profitability of 
commercial banks and enticed them to migrate towards heightened risks to 
enhance their profitability. J.F.T. O’Connor, a prominent financial regula-
tor privy to the high level policy debates of the New Deal era,11 produced 
an analysis of the banking crisis of the 1930s in which he claimed that the 
ease of entry into commercial banking had created a situation in which 
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“[b]anks became too numerous; competition too great; necessity for profit 
too urgent” (1938, 7). These highly competitive conditions eroded profits 
in both phases of financial intermediation, as a report of a survey of bank-
ing conditions in Indiana illustrates:

Competition for deposits drove interest rates up to fantastic figures 
and resulted in all types of free services being offered. Competition 
for loans was so great that conservative credit principles were aban-
doned in an effort to secure business. ( . . . ) Exhaustive studies that 
have been made on this subject all agree that the over-banked con-
dition of the state was, in a considerable measure, responsible, both 
directly and indirectly, for the large number of failures which occurred 
among banks in Indiana in the decade of the ’20’s and in the early 
’30’s (O’Connor 1938, 85).

BANKS AND THE STOCK MARKET BOOM OF THE 1920s

The increasingly prominent role of the stock market during the 1920s had 
important consequences for commercial banks. Prior to the 1920s, access-
ing investment capital provided in securities markets was not a viable option 
for many productive capitalist firms. As securities markets flourished in 
the 1920s, more productive capitalist firms were able to access investment 
capital by issuing securities. And with the conclusion of the First World 
War and the arrival of economic prosperity in the 1920s, the American 
public became increasingly enthusiastic purchasers of securities.12 Invest-
ment banks were well situated to benefit both from the appetite of firms 
seeking to raise funds via securities offerings and the desire of the public 
to purchase securities. During the 1920s, there ensued a “mad scramble” 
(Edwards 1938, 230) to enter investment banking activities. With new 
investment banks willing to do business with a greater variety of productive 
capitalist firms and ready demand for corporate securities, the offerings of 
these instruments mushroomed (see Figure 2). A “new era” had arrived in 
the 1920s in which:

corporations came more and more to avoid borrowing at banks, and to 
substitute therefore the practice of providing themselves with working 
capital in the stock market. ( . . . ) This new era was to be one in which 
the business enterprise would no longer be dependent upon the bank 
and would resort to the public in order to satisfy its needs for capital 
(Willis, 1934a, 35).



52 New Deal Banking Reforms and Keynesian Welfare State Capitalism

As Chapter 3 argued, the ability of productive capitalist firms to 
access funds by means other than bank loans increases their bargaining 
power relative to financial capitalist firms. To the extent that securities issu-
ance became more accessible, the bargaining power of productive capitalist 
firms was enhanced. Thus the capacity to rely on securities issuance (and 
retained earnings) gave productive capitalist firms the wherewithal to turn 
away from their commercial bankers:13

After 1919, corporations of all types, not just railroads and heavy 
industries, discovered an American public, now committed to the 
investing habit, very receptive to new securities issues of unprecedented 
frequency and dollar volume. As a consequence of this new access to 
the supply of long-term capital, many companies found they were far 
less reliant on banks to provide short-term, seasonal financing. In addi-
tion, high profits gave many corporations such a large cash flow that 
outside borrowing was unnecessary (Perkins 1971, 493).

Under these circumstances, the “decline of the commercial loan” was 
heralded in the pages of the Quarterly Journal of Economics by Lauchlin 
Currie in 1931. Currie reported that commercial loans expressed as a per-
centage of the total earning assets of national banks declined from 57.5 

Figure 2. Corporate Securities Offerings, 1919–1941.

Source: Banking and Monetary Statistics.
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percent in 1920 to 37 percent in 1929.14 It would be instructive to compare 
the total value of bank loans to productive capitalist firms with the secu-
rities issued by productive capitalist firms during this period, but (to my 
knowledge) only a partial indication of this is possible given the limitations 
of the data available. Securities issued by productive capitalist firms are 
approximated in Figure 3.15 Ascertaining the total amount of commercial 
bank loans to productive capitalist firms over this period is highly prob-
lematic, given the multiple jurisdictions of banks and the limited statistics 
produced by these various regulatory authorities. Figure 3 refers only to 
loans advanced by Federal Reserve member banks for purposes uncon-
nected with dealings in securities,16 and compares these loans to the dollar 
value of securities issued.

As the 1920s progressed, commercial banks were plagued both by 
over-banking and competition from investment banks (and trust compa-
nies17). In addition, bankers complained about other banking regulations 
that were increasingly disadvantageous in these particular circumstances.18

In contrast to the challenging conditions that prevailed in commercial 
banking, profitable opportunities associated with the booming stock mar-
ket were enticing. As Melvin Traylor of First National Bank of Chicago 
testified: “In the purely banking business, where you accept deposits and 

Figure 3. Corporate Securities Offerings, 1919–1941.

Source: Banking and Monetary Statistics.
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make loans, the pickings, in the language of the street, got short and that 
led to the development of the trust business and security business ( . . . )” (in 
Peach 1941, 25 fn). Commercial banks responded to these circumstances by 
seeking entry into investment banking:

This decline in loan demand threatened the earning power of commer-
cial banks and encouraged them to seek other opportunities for profit. 
An expansion of investment banking functions to offset the reduction 
in loan revenues was a course chosen by more and more large urban 
institutions (Perkins 1971, 493).

Commercial banks had previously attempted to expand into securities 
underwriting via their bond departments, but these attempts were curtailed 
by the regulator of the nationally-chartered commercial banks, the Comptrol-
ler of the Currency (Carosso 1970, 97).19 Commercial banks attempted to 
circumvent these restrictions via securities affiliates, but the growth of these 
securities affiliates was constrained because of legal disputes, regulatory uncer-
tainties, and potential anti-trust concerns. By the mid-1920s, many state juris-
dictions were becoming increasingly permissive in allowing state-chartered 
commercial banks to migrate into investment banking activities. In 1927, the 
remaining obstacles were surmounted by the passage of the McFadden Act, 
which enabled nationally-chartered banks to fully engage in securities under-
writing via the creation of securities affiliates. (The McFadden Act is perhaps 
more often remembered for its prevention of bank expansion across state 
lines, thereby contributing to the perpetuation of the over-banking dilemma.)

The passage of the McFadden Act marked the full-scale regulatory 
embrace of diversified financial capitalist firms that blended commercial 
and investment banking. A surge of mergers among commercial banks and 
free-standing investment banks followed the passage of the McFadden Act, 
and by 1929 nearly every large urban commercial bank had one or more 
securities affiliates (Carosso 1970, 278). These new securities affiliates 
quickly grew to be a formidable presence in the investment banking field. 
Among nationally-chartered commercial banks, Peach reports that com-
mercial bank-related underwriters20 issued 22 percent of all new bonds in 
1927, while by 1929 they had 45.5 percent of the share of total bond issues 
(1941, 109).

THE BANKING CRISIS OF THE EARLY 1930S

The Great Depression proved disastrous for commercial banks. In an 
environment of falling incomes and widespread unemployment, defaults 
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Figure 4. Failure of Federal Reserve Member Commercial Banks as a Percentage of 
Total Federal Reserve Member Commercial Banks, 1919–1941.

Source: Banking Studies.

Figure 5. Return on Assets of Federal Reserve Member Banks, 1919–1941.

Source: Banking and Monetary Statistics.

on loans, together with the devaluation of the collateral backing those 
loans, contributed to an acute crisis in commercial banking. A down-
ward spiral was generated as the loss of depositor confidence in bank 
solvency provoked bank runs, which in turn produced bank failures and 
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further undermined depositor confidence (see Figure 4). State and nation-
ally-chartered commercial banks in operation dropped from 24,258 in 
1929 to 15,021 by 1934. These disastrous circumstances culminated in 
an acute profitability crisis for commercial banks. While the return on 
assets hovered between 0.99 percent and 1.19 percent throughout the 
1920s, it had dipped to -1.07 percent by 1933 (see Figure 5).21

The crisis in commercial banking ramified throughout the economy. 
As bank failures destroyed deposits,22 this put downward pressure on the 
money supply, thereby intensifying the economic downturn. In addition, the 
instability of the commercial banking sector compromised transactions in 
the economy, which further undermined confidence in the banking system. 
This process reduced the decline of the deposit base of commercial banks 
until the passage of the New Deal banking reforms in 1933 (Figure 6). In 
the midst of this cascading crisis, surviving commercial banks increasingly 
began to hold excess reserves as protection against bank runs.23 Friedman 
and Schwartz indicate that even though the Federal Reserve increased the 
high-powered money available in the banking system, the increased hold-
ings of excess reserves, in combination with withdrawals, devastated the 
money supply.24

As this situation spiraled downward, the use of expansionary mon-
etary policy was thwarted in part because of the perverse implications 
of this crisis in commercial bank profitability. Before the Banking Act 

Figure 6. Bank Deposits, Federal Reserve Member Banks, 1920–1941.

Source: Banking and Monetary Statistics.
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of 1933, commercial banks paid interest on demand deposits. This rep-
resented a serious burden to commercial banks, which were facing both 
substantial loan losses and dismal prospects for earnings on their loan 
portfolios. In response to this dilemma, and to enhance their liquidity 
in the event of banking panics, banks had increasingly shifted into hold-
ing short-term government securities. By 1932, “investments” (mostly in 
government securities) comprised 50 percent of bank earning portfolios 
among members of the Federal Reserve System (Epstein and Ferguson 
1984, 969). This situation created an important obstacle to expansion-
ary monetary policy. Epstein and Ferguson argue that the Federal Reserve 
briefly experimented with open market operations to increase the money 
supply, but the unintended result of this policy was to further squeeze 
bank profits by diminishing banks’ earnings on their government securi-
ties.25 Alarmed by this additional drag on their profitability, commercial 
banks succeeded in pressuring the Federal Reserve to abandon expan-
sionary monetary policy. Epstein and Ferguson contend that Keynes 
was aware of the desperate reliance of commercial banks on their earn-
ings from government securities and its perverse implications for mon-
etary policy. They claim that it is for this reason that Keynes declared 
that “( . . . ) in the United States the fear of the [Federal Reserve Sys-
tem] Member Banks lest they should be unable to cover their expenses 
is an obstacle to the adoption of a wholehearted cheap money policy”(in 
Epstein and Ferguson 1984, 957).26

As the downward spiral of bank failures and contraction of the money 
supply gained momentum, this further drained the economy of bank credit. 
Under such disastrous banking conditions, even otherwise creditworthy 
borrowers found refinancing increasingly unavailable. As Adolph Berle, 
member of the New Deal Brains Trust later recounted:

The greatest single need [in 1933], it seemed to me, was to undergird 
the credit of the perfectly legitimate operations which were the basis 
of the ( . . . ) economy, when practically every one of them was facing 
default, sometimes because they couldn’t pay their charges but more 
often because their debts were falling due and there was no place they 
could refinance them. And that was as true of the little farmer in Iowa 
as it was of the big railroad systems. So essentially the idea was to under 
gird the credit and simultaneously to get some spending power into the 
population ( . . . ) in Olson 1988, 87–88).

By early 1933, the commercial banking system was undeniably in 
profound disarray. Runs on commercial banks reached such disasterous 
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proportions that it has been estimated that close to 10 percent of the 
nation’s deposits were being withdrawn per week (Klebaner 1974, 133). 
The situation threatened to implode when the states of New York and 
Illinois suspended banking operations on the eve of Roosevelt’s inau-
guration on Saturday March 4, 1933. In anticipation of the effect that 
this announcement would have on commercial banking nationwide, 
Roosevelt declared a national bank holiday on March 5, set to last until 
March 9 (it was later extended through March 13). Faced with this vir-
tual cessation of financial intermediation, banking reform loomed as an 
urgent priority for the incoming Roosevelt administration.

THE EMERGING CRITIQUE OF DIVERSIFIED FINANCIAL 
CAPITALIST FIRMS IN THE EARLY 1930s

In the midst of the widespread suffering of the Great Depression and the 
seemingly bottomless crisis of the commercial banking system, public antip-
athy toward finance accelerated. Perhaps the most often cited indication of 
the extent to which finance had fallen into disrepute is Roosevelt’s public 
condemnation of finance. His inaugural address stated that the unscrupu-
lous money changers” now stood “indicted in the court of public opinion, 
rejected by the hearts and minds of men”:

Stripped of the lure of profit by which to induce our people to follow 
their false leadership, they have resorted to exhortations, pleading tear-
fully for restored confidence. They know only the rules of a generation 
of self-seekers. They have no vision, and when there is no vision the 
people perish.

The money changers have fled from their high seats in the temple of 
our civilization. We may now restore that temple to the ancient truths. 
The measure of the restoration lies in the extent to which we apply 
social values more noble than mere monetary profit.27

Roosevelt explicitly linked the banking crisis to excessive speculation by 
bankers in his “fireside chat” of March 12, 1933:

We had a bad banking situation. Some of our bankers had shown them-
selves either incompetent or dishonest in their handling of the people’s 
funds. They had used the money entrusted to them in speculations and 
unwise loans. This was, of course, not true in the vast majority of our 
banks, but it was true in enough of them to shock the people for a 
time into a sense of insecurity and to put them into a frame of mind 



Prelude to the 1930s 59

where they did not differentiate, but seemed to assume that the acts of 
a comparative few had tainted them all. It was the government’s job to 
straighten out this situation and do it as quickly as possible (in Krooss 
1969, 2711).

As the Great Depression persisted and successive waves of bank fail-
ures continued, public debate flourished about the reasons for the turmoil 
and the appropriate remedies to prevent the recurrence of such calamities 
in the future. The Pecora-Gray hearings (1932–1934) publicized many 
notorious activities alleged to have occurred in diversified financial capi-
talist firms, and thereby played an influential role in promoting the public 
perception that diversified financial capitalist firms were inclined to specu-
lative excess (as well as conflicts of interest). One of the most sensational 
early banking failures, the Bank of the United States in December 1930, 
was attributed to nefarious activities which were largely carried on through 
the bank’s securities affiliates (Perkins 1971, 496–7).28 Even the largest and 
most prestigious financial enterprises were subject to public condemna-
tion. For example, National City Bank (the world’s second largest bank at 
the time and predecessor of today’s Citigroup) and its securities affiliate, 
National City Company (the US largest investment bank in the late 1920s), 
stood publicly accused of all sorts of dubious and possibly illegal practices 
stemming from their diversified financial capitalist activities.29 At the con-
clusion of the hearings, one famous columnist of the period declared that 
“[t]he only thing that some of our great financial institutions overlooked 
during the years of boom was the installation of a roulette-wheel for the 
convenience of depositors” (in Carosso 1970, 330).

One important aspect of the case against diversified financial capitalist 
firms was the argument that the linkages between commercial and invest-
ment banking encouraged commercial banks to extend credit for specula-
tive purposes. The growing tendency of Federal Reserve member banks to 
make loans on securities at the same time that they were becoming more 
involved with investment banking may be regarded as evidence of this pro-
pensity (see Figure 7). When the stock market crashed, many of these loans 
were highly compromised, particularly in situations in which corporate 
securities themselves had been presented as collateral for the initial loans.30 
To the degree that commercial bank loan portfolios were dependant on the 
performance of stock markets, instability in securities markets was trans-
mitted to the commercial banking system.

While many factors arguably contributed to commercial banks’ allo-
cation of credit towards activities associated with securities markets (par-
ticularly in the context of a booming stock market), public policy responses 
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focused on the organizational form of the diversified financial capitalist firm. 
Senator Carter Glass, a recognized authority in banking matters owing to 
his role in the creation of the Federal Reserve System, played a particularly 
prominent role in championing the abolition of diversified financial capital-
ist firms as a central component of the reform of American finance. For some 
time, Glass had argued that the relationship between commercial banks and 
their investment banking affiliates had contaminated the banking system 
with “stock gamblers,” and he saw the separation of commercial and invest-
ment banking as necessary to preserve the integrity of the banking system 
(Glass 1929). Indeed, Glass succeeded in having the divorce of commercial 
and investment banking incorporated in the 1932 democratic platform.

The case built against the blending of commercial and investment bank-
ing parallels many of the critiques of diversified financial capitalist firms pre-
sented in Chapter 3. The extensive study co-authored by Glass’ confidante 
Parker Willis depicts a slippery slope in which the investment banking arms of 
commercial banks created increasing pressure to intertwine commercial bank 
loan portfolios with the fortunes of securities markets during the 1920s:

From such activities [underwriting stocks and bonds] [investment bank-
ing affiliates] had then passed to stock market operations, including 
the purchase or “accumulation” of stocks in the market which seemed 

Figure 7. Commercial Bank Loans Made on Securities as a Percentage of Total 
Commercial Bank Loans, 1919–1941.

Source: Banking and Monetary Statistics.
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to be low in price, or were susceptible of being advanced in price by 
manipulation. Thus, working with the funds of the parent organiza-
tions, they had become intermediaries through which the savings of the 
public ( . . . ) were siphoned off into the stock market, there to furnish 
the basis of operations intended for the speculative profit of those who 
had engineered them (Willis 1934a, 67).

Ultimately, Willis concludes that the blending of commercial and invest-
ment banking was an ill-advised experiment in American finance:

Accordingly, the tendency of investment banking to develop as a para-
sitic growth, drawing its support from commercial banking and consti-
tuting a diversion of the funds of the latter, notwithstanding that they 
were normally called-for as a means of liquidating demand obligations, 
presented numerous elements of danger, which did not, however, secure 
recognition at an early date. As often happens in financial development, 
it was an incidental phase of investment banking which originally oper-
ated to bring to the front the hazards that were involved in the mainte-
nance of commercial and investment banking as phases of the activity 
of the same institution (Willis 1934b, 178).31

One particular critique of diversified financial capitalist firms merits 
additional consideration. Glass was also concerned that the provision of 
credit for speculative purposes had become detrimental to the provision of 
credit for use as investment capital. As an advocate of the “real bills” doc-
trine, Glass also wanted to ensure that banks were intermediating savings 
to provide investment capital to fulfill the “legitimate needs of business” 
(Perkins 1971, 499).32 Instead, conditions had been created that promoted 
the “misapplication of credit” (Willis 1934a, 53). To the extent that banks 
with investment banking affiliates were inclined to allocate credit towards 
speculative activities rather than financing investment by productive capi-
talist firms, this “misapplication of credit” funneled the economy’s savings 
away from the provision of investment capital.

Diversified financial capitalist firms, tainted by their association with 
the reviled money-trusts, became emblematic of the abuses of financiers. 
Under these circumstances, it was politically feasible to act on this growing 
critique of finance to implement an ambitious program of banking reforms. 
The New Deal could bring together a heterogeneous group to support their 
banking reforms in part because of their common desire to reap political 
advantage by championing the growing public animosity towards finan-
ciers. The anti-finance sentiment of the early 1930s created opportunities 
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for the Roosevelt administration to intervene in the re-organization of the 
financial sector in ways that might have been considered far too radical in 
the absence of public animosity towards finance. And finance largely acqui-
esced to these reforms, possibly because they feared other alternatives that 
it found even less appealing. Rumors of nationalization circulated prior to 
the Banking Act of 1933, and such rumors were occasionally inflamed by 
comments such as those of Albert Agnew, General Counsel for the Federal 
Reserve Bank of San Francisco, who warned ominously from the pages of 
a banking periodical: “Either the bankers of this country will realize that 
they are guardians of the moneys committed to their charge, and will con-
duct themselves accordingly, or banking will cease to be a private enterprise 
and will become a purely government function” (in Burns 1974, 73).

“FINANCE-AS-SERVANT” AND THE CRITIQUE OF THE 
DIVERSIFIED FINANCIAL CAPITALIST FIRM

For many decades following the New Deal banking reforms, it was widely 
accepted that blending commercial and investment banking had deleterious 
effects on bank stability and promoted speculation during the 1920s.33 As 
late as 1986, former chairman of the Federal Reserve Board of Governors 
Paul Volcker reinforced the widely shared consensus that:

Congressional hearings on the securities practices of banks disclosed 
that bank affiliates had underwritten and sold unsound and speculative 
securities, published deliberately misleading prospectuses, manipulated 
the price of particular securities, misappropriated corporate opportuni-
ties to bank officers, engaged in insider lending practices and unsound 
transactions with affiliates. Evidence also pointed to cases where banks 
had made unsound loans to assist their affiliates and to protect the 
securities underwritten by the affiliates. Confusion by the public as to 
whether they were dealing with a bank or its securities affiliate and loss 
of confidence in the banking system were also cited as adverse conse-
quences of the securities affiliate system (in Benston 1990, 12).34

However, as the Glass-Steagall Act came under attack in the late 1980s and 
1990s, the prevailing interpretation of the justification for Glass-Steagall 
was subjected to renewed critique. Benston (1990) provides a valuable cata-
logue of the scholarship refuting the case for Glass-Steagall.35 In general, this 
literature is concerned with evaluating whether the blending of commercial 
and investment banking can be demonstrated to have contributed to abuses 
in securities markets, bank instability, and other problems cited at the time 
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as the justifications for Glass-Steagall.36 As this literature gained prominence 
and the rejection of Glass-Steagall gathered momentum, the conventional 
wisdom was inverted. Where previously it had been acceptable to assert the 
unquestionable necessity of Glass-Steagall, by the 1990s it became accept-
able to assert its unmitigated folly. Glass-Steagall was increasingly char-
acterized as a regulatory framework based on little more than misplaced 
vengeance37 supported by no factual basis whatsoever: “three different sets 
of congressional hearings held over four years during the 1930s, none of the 
accusations of conflicts of interest, improper banking activities, or excessive 
risk attached to banks’ securities activities was proved” (England, undated).

While we have presented above some of the prominent arguments 
concerning the blending of commercial and investment banking that circu-
lated in the early 1930s, no effort is made here to evaluate these critiques 
empirically. Our ultimate purpose is to evaluate the extent to which New 
Deal banking reforms were congruent with the subsequent development of 
Keynesian welfare state capitalism, and our primary focus is the explora-
tion of the “finance-as-servant” proposition and the question of how New 
Deal financial reforms may have affected the relative bargaining power of 
financial and productive capitalist firms. Hence we leave aside the assess-
ment of whether or not New Deal reforms were an appropriate response 
to the evidence available at the time (or evidence subsequently available) 
concerning bank stability, speculation or other matters. It is conceivable 
that New Deal reforms may be deemed an unjustifiable response to the 
conditions of the early 1930s, yet this financial regulatory structure might 
still be of great benefit to Keynesian welfare state capitalism. Conversely, 
New Deal reforms might have been entirely appropriate in the context of 
the early 1930s, yet they could arguably have been inimical to the era of 
Keynesian welfare state following World War II. 

A variety of charges were levelled against the blending of commercial 
and investment banking are related to the “finance-as-servant” thematic 
developed in previous chapters. If the commercial banking arm of this type 
of diversified financial capitalist firm is oriented to allocating credit to sup-
port transactions in securities markets rather than providing investment 
capital to productive capitalist firms, this may be deleterious to a pro-invest-
ment agenda. And since the stability of the banking system is a necessary 
condition of pro-investment economic reforms, the separation of commer-
cial and investment banking is supportive of Keynesian welfare state capi-
talism insofar as it deters the speculative activities that may jeopardize bank 
stability.  However we refrain from evaluating whether the Glass-Steagall 
Act was justified to prevent a recurrence of either the speculation of the 
1920s and/or bank instability in the 1930s. Instead our focus concerns the 
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question of the bargaining power of diversified financial capitalist firms vis-
à-vis productive capitalist firms seeking infusions of investment capital. 

In terms of our analysis of bargaining power, diversified financial 
capitalist firms—or “department store” banks as the business press of 
the day called them (Carosso 1970, 276)38—have the potential to reshape 
competitive conditions among suppliers of investment capital. Diversified 
financial capitalist firms do not wish productive capitalist firms to benefit 
from competition between commercial and investment banks as provid-
ers of investment capital, as this puts downward pressure on the profits 
of both their commercial bank and investment banking arms. If diversified 
financial capitalist firms have sufficient market power in both commercial 
and investment banking, they may be able to bid up the costs of accessing 
investment capital in its various forms. Thus diversified financial capitalist 
firms enhance the possibility that financial capital may gain the bargaining 
power relative to productive capital.39

No claim is made that the analyses of the day explicitly engaged with 
the question of the relative bargaining power of productive capitalist firms 
and financial capitalist firms as they negotiate access to investment capi-
tal. Given the prevailing conditions in the Great Depression, those seek-
ing to promote economic recovery via investment realized that little bank 
credit would be forthcoming—on any terms—if the commercial banking 
system was left in such disarray. Under such circumstances, it was not likely 
that the architects of New Deal banking reforms were looking forward to 
anticipate the financial regulatory landscape amenable to Keynesian wel-
fare state capitalism—particularly given that the theoretical underpinnings 
for the Keynesian welfare state were still in the process of being elaborated 
by Keynes. But whether by accident or by design, the abolishing of diversi-
fied financial capitalist firms reconfigured competitive conditions among 
financial capitalist firms, such that productive capitalist firms seeking funds 
could benefit from competition between providers of investment capital. 
And whether this outcome was intentional or unintentional, this regulatory 
framework prevailed throughout the golden age of Keynesian welfare state 
capitalism.
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Chapter Five

The Contradictory Imperatives of 
New Deal Banking Reforms

“FINANCE-AS-SERVANT” AND THE CONTRADICTORY 
IMPERATIVES OF NEW DEAL BANKING REFORMS

Having narrowly averted the collapse of US banking in March of 1933, 
New Dealers recognized that further economic reforms would be thwarted 
by continued crisis in the banking system. In response to this crisis, the 
Roosevelt administration quickly passed the Banking Act of June 16, 1933.1 

We focus on the Banking Act of 1933 (and one subsequent provision in the 
Banking Act of 1935) as the regulatory framework intended to both stabi-
lize the commercial banking system and enable it to play a supportive role 
for the greater project of economic recovery. This chapter will survey some 
highlights of this New Deal banking reform, namely interest rate controls 
and the introduction of deposit insurance implemented by the Banking Act 
of 1933, as well as the limitations on entry into commercial banking con-
tained in the Banking Act of 1935. However our major focus is the separa-
tion of commercial and investment banking, known in common parlance as 
the Glass-Steagall Act, despite the fact that Glass-Steagall is not an Act per 
se but several subsections of the Banking Act of 1933.2

The preamble of the Banking Act of 1933 indicates that it is “[a]n 
act to provide for the safer and more effective use of the assets of banks, 
to regulate interbank control, to prevent the undue diversion of funds 
into speculative operations, and for other purposes” (in Kross, 1969, 
2758). Given that stability in the banking system was a prerequisite to 
the success of any further pro-investment economic reforms, many of 
its provisions, such as deposit insurance, sought to stabilize the com-
mercial banking system. The Glass-Steagall separation of commercial 
and investment banking can also be understood as a measure intended 
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to promote stability in the banking system. In response to the critique of 
the pro-speculative propensities of diversified financial capitalist firms 
discussed in Chapter 4, the Act sought to diminish the conflicts of inter-
est—and other incentives that encourage speculation—that may emerge 
when commercial and investment banking become organizationally 
entwined. By shielding commercial banks from these speculative pres-
sures, Glass-Steagall sought to prevent the deposit base of the economy 
from being excessively channeled towards speculative purposes. This 
deterrence of commercial bank involvement in speculative activity was 
understood as enhancing the stability of the commercial banking system, 
and it responded to Senator Glass’ concerns that the “misapplication” of 
credit for speculative purposes deprives “legitimate business” of funds 
(see Chapter 4).

While questions of speculative pressures within banking and their 
influence on the uses of credit and bank stability were foremost in the 
explicit rationale for the Banking Act, this chapter argues that there was 
a further dimension of the Glass-Steagall Act that had important ramifi-
cations for subsequent pro-investment economic reforms. We argue that 
Glass-Steagall constituted a financial regulatory framework that enhanced 
the bargaining power of productive capitalist firms relative to financial 
capitalist firms. This constraint on the bargaining power of financial capi-
talist firms was supportive of a longer-term pro-investment agenda insofar 
as it created conditions conducive to downward pressure on the price of 
investment capital. Thus alongside the creation of a regulatory framework 
that sought to stabilize the commercial banking system, New Deal bank-
ing reforms were also conducive to the provision of investment capital on 
terms that were supportive of investment spending.

However, the New Deal financial regulatory framework (consciously 
or unconsciously) confronted a complex regulatory puzzle that is discern-
ible via the “finance-as-servant” analysis developed in previous chapters. 
If finance is to “serve” a pro-investment agenda by extending investment 
capital on favorable terms, this might be deleterious to the profitability of 
financial intermediaries, including commercial banks.3 This is a perilous sit-
uation, given that unprofitable banks can potentially threaten the stability 
of the commercial banking system. Thus any financial reform that supports 
downward pressure on the price of investment capital by diminishing the 
bargaining power of financial capitalist firms implies a possible (although 
not necessary) downward pressure on commercial bank profitability. To the 
extent that this downward pressure on bank profitability occurs, this con-
flicts with the necessity of supporting profitability in the commercial banking 
system. At the same time, efforts to support the profitability of commercial 
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banks must avoid any measure that might exert upward pressure on the costs 
of accessing funds, for this is inimical to a pro-investment agenda.

This chapter re-considers the New Deal banking reforms in the 
light of the multiple and potentially conflicting imperatives visible in this 
“finance-as-servant” dilemma. The Banking Acts were obliged to enhance 
commercial bank profitability (to safeguard the stability of the commercial 
banking system) and constrain it (insofar as promoting the availability of 
cheap investment capital may undermine bank profitability). This chapter 
presents the case that the Glass-Steagall Act, in combination with several 
other provisions included in the Banking Acts of 1933 and 1935, can be 
viewed as an attempt to manage these potentially divergent imperatives 
emanating from the “finance-as-servant” agenda.

Glass-Steagall set the stage for a domestic financial framework that 
prevailed throughout the epoch of Keynesian welfare state capitalism. Amer-
ican finance became characterized by “financial compartmentalization,” in 
which all financial capitalist firms—commercial banks, investment banks, 
savings and loans, pension funds, insurance companies, and so forth—were 
placed in separate regulatory categories and prevented from crossing these 
regulatory boundaries. This domestic financial regulatory framework pre-
sided over the post-war “pax financus,” a period of relative financial stabil-
ity combined with low real interest rates that prevailed during the golden 
age of Keynesian welfare state capitalism in the United States. But while in 
some respects this New Deal financial regulatory framework did an admi-
rable job of managing the potentially divergent imperatives implied by the 
“finance-as-servant” agenda, Chapter 6 will ague that it nonetheless set 
in motion tensions that ultimately undermined this organization of finan-
cial intermediation. Financial compartmentalization began to fray as the 
Keynesian welfare state began its decline, and ultimately Glass-Steagall was 
repealed in 1999.

The argument presented in this chapter begins with an examination 
of the aspects of the New Deal banking reforms that supported the profit-
ability of commercial banks. Secondly, we present the case that the Glass-
Steagall provisions separating commercial and investment banking were 
supportive of the bargaining power of productive capitalist firms relative to 
financial capitalist firms, and that this situation was conducive to the acces-
sibility of investment capital on advantageous terms. The chapter concludes 
by considering the ramifications of these regulatory provisions on competi-
tive conditions in the financial sector. Via its navigation of the contradic-
tory imperatives of this “finance-as-servant” agenda, the New Deal banking 
reforms reshaped competitive conditions both between commercial banks 
and among all other financial intermediaries. While it is frequently asserted 
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that New Deal banking regulations were unambiguously anti-competitive4, 
the analysis that emanates from the “finance-as-servant” perspective implies 
that competition was reshaped in contradictory ways. In some respects, 
these reforms intensified competition among financial intermediaries, while 
in other respects they constrained it. Chapter 6 will argue that the contra-
dictory implications for competition set in motion forces that ultimately 
undermined this New Deal regulatory structure.

New Deal Banking Reforms and Commercial Bank Profitability

Chapter 4 discussed bank profitability as a necessary condition for the 
stability of the commercial banking system. Since the profitability of the 
commercial banks that survived the waves of bank failures was still unsus-
tainably dismal (see Figure 5, Chapter 4), bank profitability was an impor-
tant consideration in framing the New Deal banking reforms. Ironically, the 
importance of supporting bank profitability was made more acute given 
that the Glass-Steagall Act was to put further constraints on the avenues 
through which commercial banks might attempt to enhance their profitabil-
ity. The separation of commercial and investment banking largely foreclosed 
the possiblity that banks might supplement their profitability by non-bank-
ing financial capitalist activities. Thus Glass-Steagall forced banks to rely on 
taking deposits and making loans at a time when this line of business was in 
crisis. Bankers warned of the ominous burden this imposed upon them dur-
ing the 1932 Senate debates concerning the separation of commercial and 
investment banking:

Fifteen years ago 90 per cent of the business of the bank of which I am 
president was commercial business and 90 per cent of our income came 
from those accounts. We have always been a commercial bank. We are 
not a Wall Street bank and never have been a Wall Street bank. The trend 
of business in the last 12 or 15 years has been commercial business, down, 
down, down, and last year [1931] only 22 per cent of our income came 
from the commercial business; 28 per cent of our income came from loans 
on securities, bond and stocks—I do not mean speculative loans; 21 per 
cent came from investments, municipal, State bonds, and things like that; 
49 per cent of our revenue came from a class of income that is going to be 
largely prohibited under this act” (in Peach 1941, 25).5

Because of both the dismal profitability of banks in the early 1930s 
and the further constraints put on commercial banking,6 New Deal bank-
ing regulations were obliged to incorporate some supports to bank prof-
itability. But while restoring the profitability of commercial banking was 
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urgent, the authors of New Deal banking regulations could not enhance 
the profitability of the banking system with measures that would jeopardize 
the larger agenda for economic recovery by putting upward pressure on the 
costs of accessing investment capital. To consider how this dilemma might 
be navigated, we return to our earlier analysis of commercial bank profit-
ability. Chapter 3 discussed commercial bank profitability in terms of the 
“spread” between the interest rate paid to secure deposits versus the inter-
est rate received on loans. Since New Dealers would be loath to increase the 
latter, their efforts to support the profitability of commercial banks focused 
on lowering the former. If banks are able to access funds more cheaply in 
the first phase of financial intermediation, and/or if they have access to 
more funds, this enhances their potential profitability. This chapter con-
tends that New Deal banking reforms supported commercial bank profit-
ability by putting downward pressure on banks’ costs of accessing funds, 
while increasing the volume of funds intermediated by banks. In particular, 
we examine the proposition that deposit insurance, interest rate controls on 
deposits, and the end of free banking functioned synergistically to support 
bank profitability in this manner.

To end the paralyzing waves of bank failures in the commercial banking 
system, Congressman Henry Steagall lead the campaign to include a national 
system of deposit insurance in the Banking Act of 1933. The Federal Deposit 
Insurance Corporation (FDIC) was established to insure deposits (up to some 
maximum amount) in the event of bank failure. While the initial funds for 
the FDIC were provided by the United States Treasury and the twelve Federal 
Reserve Banks, ongoing funding of the Deposit Insurance Fund was intended 
to be financed by the premiums paid by commercial banks. Despite their ini-
tial opposition,7 commercial bankers were quickly convinced of the merits of 
deposit insurance. A traumatized public evidently placed considerable value 
on a government supported guarantee of the security of their savings held in 
deposits. Thus the introduction of deposit insurance reversed the precipitous 
decline in deposits that had devastated the banking system prior to the pas-
sage of the Banking Act of 1933. Deposits recovered from their low point 
of $27 billion in 1933 to surpass $49 billion by 1939 in nominal terms (see 
Figure 6, Chapter 4)—an impressive feat in light of the deflationary context 
of the 1930s. Moreover, the introduction of deposit insurance stemmed the 
flood of bank failures. Despite a modest spike in the late 1930s, the relatively 
modest rates of bank failures in the decades following the creation of deposit 
insurance contrast sharply with the high rates of bank failures that had char-
acterized American banking prior to the advent of the FDIC (see Figure 8). 
Not until the 1980s, when the New Deal regulatory framework for banking 
was rapidly dissolving, did bank failures surge above this relatively low level.
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Alongside deposit insurance, the Banking Act of 1933 placed interest 
rate controls on both savings and checking deposits. Regulation Q set maxi-
mum interest rates that could be paid on savings deposits.8 The Banking Act 
of 1933 also forbade the previously common practice of paying interest on 
checking accounts. In public debate at the time of the Banking Act’s passage, 
these interest rate controls were described as a measure that would protect 
banks from having to resort to more speculative activities. It was claimed 
that excessive competition over access to deposits had been responsible for 
bidding up the costs of attracting funds for commercial banks, and that the 
high costs of securing loanable funds in turn encouraged banks to migrate 
towards riskier lending practices connected with securities markets in order 
to earn sufficient returns to cover the costs of securing funds (see Friedman 
and Schwartz 1963, 443).9 By controlling the cost of securing deposits, Sena-
tor Glass argued that interest rate controls on deposits would “put a stop 
to the competition between banks in payment of interest, which frequently 
induce[s] banks to pay excessive interest on time deposits and has many times 
over again brought banks into serious trouble”(in Hayes 1987, 20).

Whatever the merits of the argument linking interest rate controls on 
deposits and the deterrence of speculation, interest rate controls are support-
ive of commercial bank profitability in the sense that they reduce expenses.10 

Depositors—such as firms that require checking privileges in order to manage 

Figure 8. Numbers of FDIC-Member Commercial Bank Failures, 1934–2002.

Source: Historical Statistics on Banking.
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payrolls and accounts receivable and payable—were compelled to provide 
funds to banks interest-free. (Ironically, this represents a situation in which 
capitalist firms who required checking accounts “served” commercial banks.) 
Regulation Q also moderated the expense of attracting savings deposits in 
those periods in which the prevailing interest rates on savings deposits were 
above below the Regulation Q cap. Interest rate controls appear to have 
had a salutary impact on commercial bank profitability in the context of the 
1930s. Commercial banks paid as much as 2 cents of interest for every dollar 
in deposits prior to 1929, while by the late 1930s they paid under one half of 
one cent of interest per dollar of deposits (see Figure 9).11

Deposit insurance and interest rate controls worked together to sup-
port commercial bank profitability. The interest income forgone by deposi-
tors under the regime of New Deal interest rate controls represents an 
implicit subsidy to commercial banks. Government-orchestrated deposit 
insurance made possible a situation in which depositors were willing to pro-
vide this subsidy to commercial banks in exchange for the security conferred 
by deposit insurance. The synergistic effects of both deposit insurance and 
interest rate controls supported commercial bank profitability both because 
of the greater availability of funds and because of diminished cost of secur-
ing each dollar of deposits. Remarkably, while deposits grew 81 percent by 
the end of the 1930s from their low point in 1933, the total interest paid by 
commercial banks on deposits declined dramatically (see Figure 10).

Figure 9. Interest Paid on Deposits per Dollar of Deposits. Attracted at Feeral 
Reserve Member Banks, 1920–1940.

Source: Banking and Monetary Statistics.



72 New Deal Banking Reforms and Keynesian Welfare State Capitalism

However, the introduction of deposit insurance further complicates 
the state’s relationship with commercial banks. The moral hazard issues 
discussed previously in the context of the lender of last resort function of 
the central bank are now compounded by the fact that deposit insurance 
extends the government-backed safety net to depositors. Since depositors 
are reassured that their deposits are protected in the event of a bank fail-
ure, they are less likely to instigate a bank run if they perceive that their 
bank is engaging in activities that may provoke the banks’ failure. Since the 
disciplinary vigilance of depositors is relaxed, banks may be emboldened 
to engage in riskier activities that would be viewed as imprudent in the 
absence of deposit insurance. Meanwhile, the state faces new difficulties. 
If a bank crisis of sufficiently large magnitude overwhelms the resources 
of the Deposit Insurance Fund, it is plausible to expect the government to 
come to the aid of the Deposit Insurance Fund. This large potential liability 
provides the state with an additional incentive to safeguard the profitability 
of commercial banks. Insofar as profitable banks are more resilient during 
turbulent banking conditions, profitability within the commercial banking 
sector is protective of the Deposit Insurance Fund. Thus with the introduc-
tion of deposit insurance, the FDIC emerged as a governmental body with a 
deep concern for the general profitability of commercial banking. This con-
cern for commercial bank profitability was particularly acute in the days 
following the banking crises of the early 1930s, as a recent FDIC review of 
the history of deposit insurance has summarized:

Figure 10. Total Interest Paid on Deposits at Federal Reserve Member Banks, 
1920–1940.

Source: Banking and Monetary Statistics.



The Contradictory Imperatives of New Deal Banking Reforms 73

For its part, the FDIC was faced with a dilemma [during 1934]. 
Although the bank failure rate had dropped precipitously, and the capi-
tal rehabilitation program of the RFC [Reconstruction Finance Corpo-
ration] and the FDIC had been modestly successful, the banking system 
was not strong and the prospects for bank earnings were not bright. 
Additionally, the fears and uncertainties regarding bank failures had 
not been dispelled by 1934 and indeed would not recede for more than 
two decades. The FDIC was thus faced with the problems of protecting 
the earnings of insured banks until capital and reserve positions could 
be rebuilt, while conserving what was by historical standards a modest 
deposit insurance fund (FDIC 1998, 36).

As the Great Depression continued, the problem of over-banking per-
sisted as a subject of debate among banking regulators. The ban on interstate 
banking continued to contribute to the large number of commercial banks in 
the US banking system, as did the failure of Senator Glass’ efforts to allow 
state-wide branching by national banks. Hostility to branching was cham-
pioned by small banks, who argued that the “money trusts” would destroy 
competition and drain savings into the large financial centers.12 As Brain Trust 
member Adolph Berle indicated in his speech to the New York State Bankers 
Association following the passage of the Act, political sensitivities and par-
ticularly the prevailing antipathy towards large banks was sufficient to make 
the widespread adoption of national branch banking politically unattainable:

You could probably get some of the desired security by a chain banking 
system. But rightly or wrongly, the outlying parts of the country are firm 
in their distrust of the methods of finance of the great centers, notably 
New York, Philadelphia, Boston, [and] Chicago. Whether this is justifi-
able, only the outcome can tell, but to date, the results of eastern domi-
nation have not been too good. It does not answer to say to such districts 
that the great units in New York, let us say, have been safe and liquid, if 
the West is able to demonstrate that the result of that liquidity has been 
to crucify the rest of the country. You have, therefore, a very real situa-
tion, and the fact that it manifested istelf (sic) politically in a direction 
which we may believe and do believe was probably unsound, does not 
remove the problem. Opposition to chain banking is still so great that we 
shall not have it ( . . . ). We have, therefore, the great refuge that has been 
supplied in England, Canada, and Australia left on one side (1933, 10).

Under these circumstances, the principle of “free banking” came 
under attack. Banking authorities did not wish to encourage the entry of 
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dubious banks that would be prone to failure, thus imposing upon the 
Deposit Insurance Fund and potentially igniting destabilizing contagion 
effects within the banking system. But an increase in the numbers of banks 
in general could pose problems for the New Deal banking reforms intended 
to support commercial bank profitability. As commercial banks returned to 
profitabilty under the New Deal regulatory framework, this could trigger 
new entry into commercial banking, thereby potentially re-igniting compe-
tition for deposits and creating pressure to subvert interest rates controls. 
If banks did find such ways to compete for deposits, this could put upward 
pressure on their costs and thus diminish their profitability. Thus New 
Dealers feared a return to “overbanking” that was a continual possiblity so 
long as free banking persisted. Berle illustrated this dilemma as follows:

Is there any sense in having the First Trust Company on one side of 
the street competing with the Second State Bank on the other to draw 
deposits from one unit to make its own unit larger?

There can be only one result. The net pool is not enlarged. That can 
be done only by credit or by the slow growth of population and the 
growth of production, in the particular community which you serve. 
Competition between the two banks can only end in weakening one at 
the expense of the other, to the advantage of neither (1933, 8).

The FDIC became an important source of pressure to eliminate 
“unfettered” competition among banks, and instead sought to create con-
ditions of “rightful competition” in commercial banking (FDIC, 1998, 33). 
This culminated in the elimination of free banking in the Banking Act of 
1935. The Act gave chartering bodies a degree of discretion over entry into 
commercial banking, and one of the criteria that had to be met before a 
new commercial bank could be chartered included regulatory consideration 
of the “future earnings prospects” of the bank.13 This obligation stood as 
an explicit official acknowledgement that the profitability of commercial 
banks was a consideration that should guide banking regulators. Pleased 
with the restraints to competition implied by the Act, the FDIC hailed the 
1935 Act as an aid to “prevent the recurrence of the evil which is to be 
greatly feared ( . . . ) the return of the over-banked condition of the twen-
ties” (in Klebaner 1990, 162).

As a result of the bank failures of the 1920s and the crisis afflicting 
commercial banking in the 1930s, the numbers of commercial banks in 
operation in the United States was dramatically reduced. At its highpoint 
in 1921, there had been 29,417 state and nationally chartered commercial 
banks in the United States, and by 1929, this figure stood at 24,258 
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(Members of the Staff of the Board of Governors of the Federal Reserve 
System, 1941, 419). The bank failures of the 1930s, together with the new 
restrictiveness in permitting entry into commercial banking following the 
passage of the Banking Act of 1935, reduced the number of FDIC-insured 
commercial banks in operation to 13,538 by 1939. Klebaner claims that 
by 1940, the average population per commercial bank had risen to 7,400 
nearly double the ratio of 1920 (Klebaner 1974, 158). Moreover, the more 
restrictive regulatory posture on commercial bank entry ensured that any 
improvement in banking conditions did not provoke a wave of new entrants. 
Klebaner cites an unnamed report of the Controller of the Currency claiming 
that 1936 marked a quarter-century swing to “the extreme of unduly 
restricted approval” of new bank charters (1974, 158). Until the late 1980s, 
the number of commercial banks remained stable (see Figure 11).

Following the passage of the Banking Act of 1933, commercial bank 
profitability recovered from the disastrous levels of the previous years (see 
Figure 12). This is not to say that this regulatory framework was a panacea 
for commercial banking, for the difficult conditions of the Great Depres-
sion created challenges in banking throughout the 1930s. Just as we do 
not claim that the New Deal banking reforms solved the problems of com-
mercial banking in the 1930s, we do not credit this regulatory framework 
with unilaterally causing the relative stability in banking throughout the 

Figure 11. Number of FDIC-Insured Commercial Banks, 1934–2004.

Source: Historical Statistics on Banking.
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golden age of Keynesian welfare state capitalism. Both bank profitability 
and stability are shaped by many factors beyond those regulatory consid-
erations discussed here. However, this regulatory framework did preside 
over a long period of relatively stable, profitable banking that coincided 
with Keynesian welfare state capitalism, and the regulatory framework 
succumbed to various pressures as the welfare state began its decline. 
While some elements of New Deal banking reforms (such as federal deposit 
insurance) continue until the present, Chapter 6 will describe how several 
of these reforms were dismantled as the Keynesian welfare state began to 
exhibit severe strain in the 1970s.

THE GLASS-STEAGALL AND FINANCE-AS-SERVANT

We have argued thus far that a project of economic reform seeking to ame-
liorate aggregate demand conditions will favor the provision investment 
capital on advantageous terms. But the New Deal banking reforms dis-
cussed thus far are not directly supportive of this goal. Deposit insurance, 
interest rate controls on deposits, and the end of free banking enhanced 
commercial bank profitability and thereby promoted the stability of the 
commercial banking system. While the stability of the commercial banking 
system was a necessary step towards the amelioration of aggregate demand 

Figure 12. Return on Assets, FDIC-Member Commercial Banks, 1933–2002.

Sources: Federal Deposit Insurance Corporation Historical Statistics on Banking.
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conditions generally, it would have sabotaged aggregate demand conditions 
if banks were able to use their new advantages to exert upward pressure 
on the cost of accessing investment capital. To make the case that New 
Deal banking reforms were congruent with a pro-investment economic 
agenda, we return to our previous exploration of the concept of “finance-
as-servant”to understand why these various measures were implemented 
alongside the Glass-Steagall Act.

The Banking Act of 1933 also included the Glass-Steagall subsections 
that prohibited the blending of commercial and investment banking. Section 
20 of the Act required commercial banks belonging to the Federal Reserve 
System to divest themselves of their securities affiliates within one year.14 In 
combination with a few other subsections of the Act,15 this ended the com-
bination of commercial and investment banking within a financial capital-
ist firm in the United States. (An exception was made to enable commercial 
banks to engage in the underwriting and dealing of certain government 
securities).16 Following the passage of the Banking Act of 1933, American 
financial conglomerates were promptly dismantled.17 The Glass-Steagall Act 
effectively ended the existence of the diversified financial capitalist firm that 
blended banking with other financial capitalist activities, and set the stage 
for the compartmentalization of finance that prevailed during the golden age 
of Keynesian welfare state capitalism. (In addition, Glass-Steagall, together 
with amendments to the Federal Reserve Act, also impeded the creation of 
diversified capitalist firms that blended financial capitalist activities, includ-
ing banking, with productive capitalist or merchant capitalist activities.18)

Our contention is that, under the particular historical and institutional 
circumstances of the American banking sector in the Great Depression, the 
Glass-Steagall prohibition on diversified financial capitalist firms was congru-
ent with a pro-investment economic reform agenda. Given the various New 
Deal banking reforms that enhanced commercial bank profitability, Glass-
Steagall created conditions that decreased the possibility that the supportive 
aspects of this regualtory framework would be exploited in order to exert 
upward pressure on the costs of securing investment capital. Instead, we argue 
that Glass-Steagall supported the bargaining power of productive capitalist 
firms relative to financial capitalist firms, and thus encouraged downward 
pressure on the costs of accessing investment capital. To illustrate this conten-
tion, we return briefly to the consideration of the “spread” between the costs 
of accessing funds and the income received by supplying funds. Our discus-
sion now turns to the second phase of the intermediation process, namely the 
provision of funds by the financial intermediary to the end-user of the funds, 
and the relative bargaining positions of the productive capitalist firm seeking 
investment capital and the financial capitalist firms competing to provide it.
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One factor that enhances the negotiating position of productive 
capitalist firms is vigorous competition among financial intermediaries as 
suppliers of investment capital. These competitive conditions among finan-
cial intermediaries are themselves shaped by a host of factors (including 
interstate or international limitations on the activities of financial capital-
ist firms, the demand for funds by entities other than productive capital-
ist firms, and so on). However, we will focus on the possible impacts of 
diversified financial capitalist firms on the competition among providers of 
investment capital.

Because it is able to engage in both commercial banking and invest-
ment banking, a diversified financial capitalist firm may be in an advan-
tageous position to impede competition among providers of investment 
capital. It will certainly endeavor to prevent its own investment bank-
ing and commercial banking branches from engaging in such competition 
with each other. It can also cross-subsidize its activities or create other 
disincentives to deter productive capitalist firms from fulfilling their com-
mercial banking needs and their investment banking needs with different 
financial capitalist firms. Moreover, productive capitalist firms may be 
reluctant to switch diversified financial capitalist firms if the existence 
of a previously established relationship mitigates informational difficul-
ties. If diversified financial capitalist firms succeed in impeding the com-
petition between commercial banks and investment banks, the range of 
options open to productive capitalist firms is narrowed and their bargain-
ing power is reduced. The extent to which diversified financial capitalist 
firms may thwart competition among providers of investment capital at 
large is indeterminate (various factors must be taken into consideration 
including the number and size of diversified financial capitalist firms 
in the market). But even if conditions are not auspicious for diversified 
financial capitalist firms to effect such restraint on competition, advocates 
of pro-investment economic reform need to be mindful of the persistent 
threat that large diversified financial firms have the potential to disadvan-
tage productive capitalist firms in their bargaining positions vis-à-vis the 
suppliers of investment capital, and thereby put upward pressure on the 
price of investment capital.

By prohibiting the blending of banking and non-banking financial 
capitalist activity within a single firm, Glass-Steagall limited the oppor-
tunity for financial capitalist firms to attenuate competition via the cre-
ation of diversified financial capitalist firms. Investment banks could 
continue to offer access to both debt and equity capital via securities 
markets. However, investment banks did not intermediate the bulk of 
domestic savings (thanks in large part to the distinctive privileges, such 
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as deposit insurance, that were accorded solely to commercial banks). 
Commercial banks intermediated a large amount of domestic savings, 
yet they were excluded from offering access to investment capital via 
securities markets. Commercial banks could not supply equity capital, 
and their provision of debt capital was restricted to the vehicle of bank 
loans. Glass-Steagall, in combination with the other measures in the 
Banking Act discussed above, created a situation in which no financial 
capitalist firm could simultaneously dominate the supply of both debt 
and equity capital while accessing the bulk of the savings that resided in 
the deposit base.

Thus Glass-Steagall, together with the other New Deal banking 
reforms, can be understood as an attempt to navigate the contradictory 
imperatives confronting the architects of a financial regulatory framework 
intended to be supportive of a pro-investment economic reform agenda. 
New Deal banking reforms supported the profitability of commercial 
banks, but the Glass-Steagall provisions impeded commercial banks from 
using their distinctive privileges to dominate all financial capitalist activi-
ties and thereby potentially drive up the price of investment capital. Thus 
this regulatory framework enhanced the possibility that finance would 
“serve” the pro-investment agenda, while safeguarding the stability of 
that important servant, commercial banks. And to the extent that com-
mercial banks were cushioned by the supports conveyed by this regulatory 
framework, they would be amenable to fulfil their intended role in the 
pro-investment agenda. 

The New Deal financial regulatory framework served as the tem-
plate for the financial compartmentalization that persisted throughout 
the golden age of Keynesian welfare state capitalism. Financial capitalist 
firms were classified according to the particular method through which 
they gather funds in the first moment of financial intermediation. Com-
mercial banks had the exclusive ability to offer insured deposits while 
investment banks had the exclusive ability to underwrite securities. As 
this regulatory principle evolved further, insurance companies, pension 
funds, and other financial intermediaries were all separately regulated 
and confined to the gathering of savings in the manner characteristic of 
their particular regulatory classification. This regulatory framework had 
diverse impacts on competition in the first phase of financial interme-
diation. While all financial capitalist firms compete to attract savings, 
financial compartmentalization inhibited financial capitalist firms of dif-
ferent regulatory categories from competing with each other, in the sense 
that a financial capitalist firm of a given regulatory category could not 
access savings in the manner characteristic of other regulatory categories 
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(commercial banks could not offer insurance or sell corporate securities, 
for example). However, competition for access to funds among financial 
capitalist firms within a given category could continue. This competi-
tion within a regulatory category varied according to a host of factors, 
including other regulatory provisions, such as the prohibition on inter-
state banking.

Meanwhile, in the market to provide investment capital to produc-
tive capitalist firms, competition could be vigorous insofar as investment 
banks and commercial banks could vie with each other (and increasingly 
over time, with other financial intermediaries such as pension funds and 
mutual funds). This competition in the second phase of financial inter-
mediation helped to exert downward pressure on the cost of accessing 
investment capital. Thus deterrents to competition in the first phase of 
financial intermediation implied by financial compartmentalization did 
not necessarily moderate competition among financial capitalist firms as 
providers of investment capital. So long as competition was vigorous in 
the second phase of financial intermediation, New Deal banking reforms 
might enhance the profitability of commercial banks in the first phase 
of financial intermediation without necessarily subverting the agenda 
for the accessibility of investment capital on favorable terms in the sec-
ond phase of financial intermediation. Thus New Deal banking reforms 
had ambiguous impacts on competition: they simultaneously encouraged 
competition among financial intermediaries in one respect while restrain-
ing it another respect.

The possibility that Glass-Steagall and its accompanying New Deal 
banking reforms responded to the imperatives animating the larger proj-
ect of a pro-investment economic reform has been absent from the analyses 
of Glass-Steagall that flourished prior to its repeal in 1999. An important 
precursor to this literature was Friedman and Schwartz’s influential A Mon-
etary History of the United States (1963), which attributed banking fail-
ures during the depression to faulty government intervention rather than 
reproachable conduct on the part of financial capitalists. From this point 
of departure, numerous scholars sought to reinterpret New Deal financial 
regulation as a gratuitous and arbitrary impediment to the efficiency of 
financial markets. Thereafter, the justifications for Glass-Steagall that were 
advanced in the 1930s—particularly the question of whether the mixing of 
commercial and investment banking in the 1920s contributed to speculation 
and bank instability (see Chapter 4) have been laboriously refuted, leav-
ing the impression that Glass-Steagall remained only as an artifact of an 
era in which public policy was contorted to indulge the politically expedi-
ent public condemnation of financiers. This condemnation of Glass-Steagall 
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grew to be so vociferous that one might have wondered how a regulatory 
structure purported to lack virtually any redeeming merits (save perhaps the 
introduction of deposit insurance) could have persisted for over 60 years. 
Indeed, the name chosen for its successor legislation, the Financial Services 
Modernization Act (also known as the Gramm-Leach-Bliley Act) conveys 
the sense that the previous regulatory structure lacked the (apparently com-
mendable) characteristics of modernity.

This analysis seeks neither to condemn nor celebrate the Glass-Stea-
gall Act, and makes no effort to engage with the literature that refutes or 
supports its various explicit justifications. Our purpose is to explore a pos-
sible logic animating the integration of Glass-Steagall with the other New 
Deal banking reforms contained in the Banking Act of 1933, in light of the 
“finance-as-servant” perspective developed throughout this book. The pre-
ceeding analysis considers the potentially conflicting imperatives faced by 
the architects of New Deal banking reform, and makes the case that the 
Banking Act of 1933, the Glass-Steagall Act in particular, attempted to man-
age the simultaneous necessity of both stabilizing and enhancing commercial 
bank profitability while creating conditions that mitigated upward pressure 
on the cost of securing investment capital. In this sense, we argue that New 
Deal banking reforms are consistent with the subsequent creation of Keynes-
ian welfare state capitalism. The intent here is not to serve as a partisan 
for the virtues of Glass-Steagall (nor to defend the justifications for Glass-
Steagall that were publicly offered in the early 1930s), but to make a case 
that inter-capitalist bargaining power issues play a role in understanding the 
regulatory framework devised at the dawn of the New Deal.

Perhaps the longevity of the Glass-Steagall framework, and the New 
Deal banking reforms in general, are a testament to the relative dexterity 
with which these reforms navigated this perilous terrain of potentially inim-
ical imperatives. Following World War II and its aftermath, the US economy 
enjoyed a prolonged period of economic growth and stability that is often 
referred to as the golden age of Keynesian welfare state capitalism. During 
that golden age, New Deal banking reforms presided over a period of rela-
tive tranquility in the financial sector, noteworthy in that bank profitability 
was relatively high and stable, bank failures became uncommon, and credit 
was forthcoming from the commercial banking system at relatively low real 
interest rates. Thus despite the constraints imposed by New Deal banking 
reforms, financial capital acquiesced to that regulatory framework:

Although the reform legislation of the 1930s had divided up the financ-
ing terrain in what some thought was an arbitrary manner, the major 
financial intermediaries largely acceded to the legislation; it appeared 
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to offer both an umbrella of protection against the well-remembered 
wrath of the public after the profligate 1920s and an effective barrier 
to unwelcome competition. With each group’s designated business ter-
ritory in the financing landscape growing comfortably, there was little 
incentive to encroach on the territory of the other financial intermedi-
aries and thereby disturb the unspoken “pax financus” that appeared 
to be serving everybody reasonably well (Hayes 1987, 3).

However, strains in the New Deal financial regulatory framework 
surfaced as American Keynesian welfare state capitalism began its decline. 
Chapter 6 presents the case that the contradictory imperatives that ani-
mated this framework ultimately unleashed forces that undermined it. The 
Glass-Steagall Act, in combination with other provisions of the Banking 
Acts, necessarily contained provisions which conferred differential advan-
tages and disadvantages to financial capitalist firms in different regulatory 
classifications. Thus this financial regulatory structure contained within it 
the possibility that internecine struggles among financial capitalist firms 
might be ignited if conditions shifted in such a way that they gained incen-
tives to undermine this pastiche of advantages and disadvantages.

In this sense, the complex impacts on competition among financial 
intermediaries were both the great strength and great weakness of the New 
Deal financial regulatory structure. To their credit, New Dealers did a com-
mendable job of navigating the perils of potentially divergent agendas in a 
context in which the overall project of economic recovery demanded that 
none of them could be overlooked. But in keeping with our emphasis on 
contradiction, the strengths of the regulatory framework were also its weak-
nesses. The multiple effects of the Glass-Steagall framework on competi-
tion among financial intermediaries set the stage for competitive struggles 
that would eventually undermine it, along with other New Deal banking 
reforms. As time passed and competitive incentives changed with the evolv-
ing context of Keynesian welfare state capitalism, financial capitalist firms 
found ample reason and opportunity to attack the regulatory framework.
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Chapter Six

From Pax Financus to Bellum 
Financus: The Contradictions of 
New Deal Banking Reform and 
the Transformation of US Finance

After a long “golden age” of relative economic growth and stability, Keynes-
ian welfare state capitalism faced intensifying crises. While the viability of wel-
fare state capitalism was being challenged, the American financial landscape 
was being transformed. This chapter reconsiders this financial transforma-
tion during the dénouement of welfare state capitalism via the contradictory 
imperatives implied in the “finance as servant” proposition. Preceding chap-
ters argued that the New Deal financial regulatory framework confronted 
contradictory imperatives in order to both promote commercial bank prof-
itability and create conditions conducive to the availability of investment 
capital on attractive terms. This chapter will make the case that, despite their 
adroit handling of these contractions, New Deal banking reforms also set in 
motion pressures in the form of competitive struggles among financial capi-
talist firms (and others). As these pressures intensified, pax financus devolved 
into bellum financus, and Glass-Steagall’s financial compartmentalization 
became increasingly unsustainable and was ultimately repealed in 1999.

Chapter 5 argued that New Deal banking reforms responded to the 
“finance-as-servant” dilemma via financial compartmentalization. But 
while this compartmentalization contributed to the pax financus that pre-
vailed in the golden age of Keynesian welfare state capitalism, it also sowed 
the seeds of its own destruction. Regulatory compartmentalization neces-
sarily bestows an uneven assortment of advantages and disadvantages on 
the various categories of financial capitalist firms. If financial capitalist 
firms in one compartment discern competitive advantages enjoyed by firms of 
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a different regulatory category, the incentive exists for the relatively under-
privileged firms to have these privileges extended to themselves or to under-
mine those regulatory advantages enjoyed by others. By the same token, any 
regulatory requirement that burdens a given category of financial capitalist 
firms vis-à-vis other firms produces incentives for the disadvantaged firms 
to attempt to evade or eliminate these restrictions. This uneven assortment 
of both regulatory strictures and perquisites creates the possibility of inter-
necine struggle among financial capitalist firms as they attempt to manip-
ulate these competitive advantages or disadvantages created by financial 
compartmentalization.

Commercial banks were, in many ways, a privileged beneficiary of 
financial compartmentalization. Barriers to entry into commercial bank-
ing and interest rate controls reduced the costs associated with attracting 
deposits. Deposit insurance and lender of last resort support insulated com-
mercial banks from crisis and conferred unparalleled security on savings 
held as bank deposits. Thanks to these advantages, as well as their access 
to the payments system that enabled commercial banks to execute transac-
tions, bank deposits were attractive to the public. Reliable access to plen-
tiful and inexpensive funds in the first phase of financial intermediation 
provided propitious conditions for bank profitability. Indeed, the persis-
tence of these rather halcyon conditions in banking created a growing per-
ception that commercial banking was excessively coddled1:

Most banks were [stodgy]. They didn’t make risky loans, and the 
“spread” between their cost of funds and the interest rates they could 
charge their borrowers was relatively stable at three to four percentage 
points, leaving a satisfactory profit margin for the bank after the deduc-
tion of “G&A” (general and administrative) expenses and loan losses. 
That was, after all, the purpose of restricting entry by making charters 
hard to get, and limiting the interest rates bank could pay their deposi-
tors: the government wanted the bank to be stable and profitable. . . . 
on balance banking was a steady, routine business from the Roosevelt 
rescue in the depression to . . . 1968 (Mayer 1997, 16).

Although non-bank financial capitalist firms (referred to here as “non-
banks”) largely acquiesced to New Deal banking reforms during the tumul-
tuous conditions of the Great Depression and the Second World War, the 
regulatory advantages that enhanced the profitability of commercial banks 
created incentives for non-banks to find ways to compete with commercial 
banks. As the crisis of Keynesian welfare state capitalism was becoming evi-
dent in the 1970s, a confluence of many factors led non-banks to act on these 



incentives. Inflationary pressures and changing institutional arrangements 
(such as the decline and fall of the Bretton Woods system) reshaped competi-
tion among foreign and domestic financial capitalist firms.2 The increasing 
intellectual rejection of Keynesianism legitimated attacks on regulatory con-
straints in finance and elsewhere. The evolution of computing and commu-
nications technology facilitated the development of sophisticated financial 
instruments designed to subvert regulatory restrictions.

These and other developments created opportunities for non-banks 
to compete with commercial banks in ways that ultimately produced severe 
and unsustainable strain on the New Deal financial regulatory framework.3 
Non-banks found ways of challenging commercial bank hegemony in both 
phases of financial intermediation. In return, commercial banks adapted 
their practices for both accessing funds, making loans, and earning other 
forms of income. As these competitive struggles unfolded, both banks and 
non-banks began to blur the line between commercial banking and other 
forms of financial capitalist activity. Even non-financial firms (such as auto-
mobile companies and General Electric) began to engage in financial activi-
ties that had previously been the purview of financial capitalist firms. By 
1999, the Glass Steagall Act finally succumbed to mounting pressures, and 
the blending of commercial and investment banking (together with other 
financial capitalist activities) was again permitted.

THE COMPETITIVE STRATEGIES OF NON-BANKS

As inflation accelerated in the 1970s, New Deal interest rate controls 
were transformed from their intended role as an implicit subsidy to a 
competitive encumbrance for banks. Both Regulation Q nominal interest 
rates caps on savings accounts and the prohibition of interest on check-
ing accounts became an increasingly onerous penalty for bank depositors. 
Since non-banks were not subject to interest rate controls, this created 
an opportunity for them to siphon savings away from the commercial 
banking system. Although non-banks incurred additional costs as they 
out-bid banks for access to savings, non-banks were not obligated to hold 
required reserves or pay deposit insurance premiums, thus a greater pro-
portion of every dollar they attracted could be used to earn some form 
of income. In addition, non-banks were not bound by the legal prohibi-
tion on interstate banking or by the restrictions imposed on banks on the 
amount of lending that could be provided to an individual borrower or 
category of borrowers.

However non-banks faced other obstacles in their attempt to 
compete with banks over access to savings in the first phase of financial 
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intermediation. To some extent, depositors were compensated for 
forgone interest income by the deposit insurance and checking privileges 
offered by bank deposits. In order to provide a close substitute to 
deposits, non-banks sought ways of providing a measure of security 
comparable to deposit insurance and ways to replicate the capacity to 
execute transactions comparable to checking accounts.4 Thus non-
banks developed financial innovations and sought regulatory changes 
that would enable them to mimic these features of deposits and thereby 
mount a competitive assault on commercial banks.

A few examples illustrate the ways in which non-banks mimicked the 
security and checking privileges of bank deposits. In 1971, money mar-
ket mutual funds (MMMF) were introduced as a mutual fund specializ-
ing in buying money market assets such as US Treasuries.5 Money market 
assets paid interest rates in excess of the Regulation Q maximum, but their 
large denominations were impractical for small savers.6 By operating as a 
mutual fund MMMFs overcame this obstacle. While they are not eligible 
for deposit insurance, the low default risk of assets such as US Treasuries 
is comparable to the security of an insured deposit. MMMFs also com-
peted with traditional checking accounts in that they allowed sharehold-
ers to write checks (with some restrictions) against their MMMF shares. 
As nominal interest rates climbed above the Regulation Q cap in the late 
1970s, MMMFs grew dramatically.7 Moreover, MMMFs created oppor-
tunities for further financial innovations. For example, in 1977, Merrill 
Lynch developed cash management accounts (CMA). Previously investment 
income earned by investment bank customers was typically deposited into a 
commercial bank. Cash management accounts allowed investment banks to 
automatically invest these funds into a MMMF on behalf of their custom-
ers. These cash management accounts later evolved to offer check-writing 
privileges, credit cards, and loans.

Pension funds were another type of non-bank financial capitalist 
firm that encroached upon banks’ capacity to attract deposits. Pension 
funds had previously been a problematic vehicle in which to store sav-
ings, but concerns about their safety were overcome with the passage 
of the Employee Retirement Income Security Act (ERISA) in 1974.8 
ERISA established the Pension Benefit Guaranty Corporation (PBGC), 
which provided limited insurance for employer-provided defined-benefit 
pension plans and elevated standards for their funding and diversifica-
tion. Both the increased perceived safety of pension funds and ERISA 
requirements forcing employers to make substantial ongoing contribu-
tions to their defined-benefit pension plans encouraged a great inflow 
of resources into them. Prior to 1974, the total reserves held by pension 



funds amounted to slightly more than 50 percent of the deposits of com-
mercial banks.9 In the ten years following the passage of ERISA, the total 
reserves of pension funds grew by 145 percent and by 1984, savings 
held in pension funds exceeded those held in deposits. By the mid 1990s, 
about two dollars were held in pension funds for every dollar held in 
checking or savings accounts.

A defined-benefit pension plan exposes the employer to the pos-
sibility that the plan’s assets may not generate sufficient funds to cover 
pension liabilities. Defined-contribution plans shift this risk onto pen-
sion recipients, but they are not eligible for PBGC coverage. In 1982, 
the federal government was prevailed upon to provide these plans with 
tax deferred status (see Kimpel 1997, 256). Preferential tax treatment 
made the lack of government-sponsored insurance for defined-contribu-
tion plans more attractive.10 This created a tremendous opportunity for 
mutual funds, since defined-contribution plans provided increased capac-
ity to direct the composition of the assets in these plans, and mutual 
funds enable savers to diversify even relatively modest holdings.

The success of non-banks in both paying higher rates of return than 
deposits and offering savings vehicles that approximated the security and 
accessibility of deposits (or compensated savers in some other manner) 
attacked the ability of commercial banks to attract funds via checking 
and savings accounts. Despite the efforts of banks to stave off this com-
petitive threat (see below), the ultimate success of non-banks in luring 
savings out of deposits is illustrated in Figure 13. Figure 13 displays Fed-
eral Reserve’s Flow of Funds data concerning the percentage of the total 
financial assets of households, non-profit organizations, and non-farm 
non-financial corporate business11 that are held in various forms. Read-
ers should note that, because of the categories used in Flow of Funds, the 
depiction of “deposits” displayed in this figure is an overstatement, thus 
the decline in savings and checking deposits is more precipitous than is 
suggested by this figure.12 Despite the exaggeration of the size of deposits 
in the Figure 13, it provides an indication of the waning importance of 
commercial banks deposits especially after the mid-1980s.

The New Deal financial regulatory framework was predicated on 
the assumption that commercial banks intermediated the bulk of domestic 
savings, although they could only channel these savings to firms requiring 
investment capital in the form of bank loans. But the success of non-
banks in transforming the first phase of financial intermediation created 
opportunities to transform the second phase as well. As non-banks 
increasingly succeeded in draining savings out of the banking system, they 
were poised to become a more prominent supplier of investment capital 
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Figure 13. “Deposits,” MMMFs, Pension Fund Reserves and Mutual Fund Shares 
as a Percentage of the Total Financial Assets of Households, Non-Profit Organiza-
tions and Non-Financial Corporate Business.

Source: Flow of Funds, Tables B.100 and B.102

Figure 14. The Total Credit Market Assets of Commercial Banks, Pension Funds, 
MMMFs, Mutual Funds, Group of Three (GSE, Agency- and GSE-backed Mort-
gage Pools, ABS Issuers) and International Investors to Total Credit Market 
Assets, 1945–2005.

Source: Flow of Funds.



in its various forms. In the later part of the 1990s, pension funds held 
over half of their total financial assets as corporate equities, while for 
mutual funds this ratio was close to three quarters.13 Figure 14 displays 
the percentage of total credit market assets14 held by various types of 
financial capitalist firms. Until 1980, commercial banks held in excess of 
25 percent of all credit market assets,15 while by the time of the elimination 
of Glass-Steagall in 1999, commercial banks provided only 16 percent 
of it. At the same time, a variety of financial capitalist firms including 
both firms we have previously analyzed (mutual funds, money market 
mutual funds and pension funds) as well as other domestic (government-
sponsored enterprises—such as Fannie Mae—agency and government-
sponsored enterprise-backed mortgages pools and asset-backed securities 
issuers) and international entities made use of the proliferation of financial 
innovations to assume an important presence in US credit markets.

The growing pool of savings that was intermediated outside of the 
commercial banking system enlarged the ways in which productive capi-
talist firms could access funds. Firms in need of funds might be unable 
or unwilling to access them by issuing securities; if so, they are likely 
to be dependent on bank loans. One alternative to securities issuance 
is commercial paper, an uncollateralized short-term debt. Provided that 
commercial paper has a short maturity, it is not legally considered to be a 
security and thus avoids the requirements of the Securities and Exchange 
Commission. But the absence of some of the safeguards required in secu-
rities markets, and the fact that commercial paper is not secured by any 
specific asset, have meant that the commercial paper market has peri-
odically erupted into crisis as a default by a commercial paper issuer 
ignites a panic analogous to a bank run. As purchasers of commercial 
paper disappear, issuers are obliged to collectively find other sources of 
funds. Following a convulsion in 1970,16 the instability in the commer-
cial paper was greatly attenuated, ironically with the assistance of com-
mercial banks. Banks were enticed to earn fee income by providing lines 
of credit17 to enable issuers of commercial paper to honor their debts 
during adverse circumstances. This contrived substitute for lender of last 
resort support enhanced stability in the commercial paper market, and 
enabled it to grow enormously as mutual funds, pension funds, and many 
others came forth as eager purchasers of commercial paper, and firms in 
need of funds turned to commercial paper as an alternative to bank loans 
(see Figure 15). In 1970, commercial paper outstanding constituted only 
about 10 percent of the commercial bank loans outstanding, but by the 
late 1990s commercial paper outstanding constituted 40 percent of the 
commercial bank loans outstanding.
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COMMERCIAL BANK RESPONSES TO COMPETITION BY 
NON-BANKS

Banks pursued many strategies to counter non-banks’ success in both divert-
ing savings out of deposits18 and encroaching on banks as a provider of 
funds. In terms of the first phase of financial intermediation, banks sought 
to enhance the attractiveness of deposits and attract funds via avenues other 
than deposits. In terms of the second phase of financial intermediation, 
banks both adapted their lending practices and sought new ways of earning 
income outside of the traditional practice of accepting deposits and mak-
ing loans. However, these responses to the competition from non-banks had 
consequences for the stability of the commercial banking system. In part, 
banks responded by incurring increased risk, a competitive strategy encour-
aged by the moral hazard that animates the relationship between commercial 
banks and the state. Both because of the importance of deposit insurance as 
a remaining advantage that rested with the commercial banking system, and 
because of their explicit access to lender of last resort support (particularly 
among banks perceived to be “too big to fail”), commercial banks could 
entertain competitive strategies that might otherwise have been judged to 
be excessively risky. Thus banks’ response to the competitive encroachment 

Figure 15. Commercial Paper Outstanding as a Percentage of Total Commercial 
Bank Loans Outstanding, 1970–2005.

Source: Flow of Funds.



of non-banks had consequences for the overall stability of the commercial 
banking system.

To buttress their access to savings, commercial banks were obliged 
to subvert the interest rate controls that were originally enacted to sup-
port their profitability. For example, “sweep” accounts were developed 
to move funds from a checking account to an overnight repurchase agree-
ment19 to enable depositors to earn income on their checking accounts.20 
Commercial banks also sought ways around the Regulation Q cap on the 
interest rates payable on savings accounts. An illustration of this is the cer-
tificate of deposit (CD), which provides interest payments and the return 
of the principal at maturity in a manner analogous to a bond. However, 
retail CDs are classified as small time deposits,21 and are thus covered by 
deposit insurance. In the early 1970s, commercial banks successfully lob-
bied for CDs to be freed from Regulation Q limits altogether. Thanks to 
these developments, the CD market grew ten-fold between 1965 and 1975 
(Meerschwam 1987, 79).

However, the successful circumvention of interest rate controls pre-
sented banks with an additional dilemma in that it implied that they were 
incurring greater expense to attract deposits, as Figure 16 illustrates. To 
compensate for this increased expense, banks sought to increase the earning 
potential of deposits. Since required reserves represent a forgone oppor-
tunity to make new loans (and they do not earn interest at the Federal 
Reserve), banks continued their efforts to reduce their reserve holdings. To 
the extent that a checking account could be reclassified as a savings account, 
the bank would both economize on reserves (since savings accounts carry 
lower reserve requirements) and evade the prohibition on paying interest 
on checking accounts. This strategy was exemplified by the introduction of 
Negotiable Order of Withdrawal (NOW) accounts, which offer check-like 
privileges on accounts that are not categorized as transactions accounts. 
Banks lobbied to have reserve requirements diminished, and in 1980 the 
Depository Institutions Deregulation and Monetary Control Act (DID-
MCA) both lowered reserve requirements22 and phased out Regulation Q 
over a period of 6 years.23 As a consequence of both financial innovations 
and regulatory change, the reserve holdings of the commercial banking sys-
tem were dramatically reduced as a proportion of the total financial assets 
held by commercial banks (see Figure 17). But as required reserves were 
reduced, this mechanism intended to stabilize the banking system became 
increasingly ineffectual.

In their strategies to stem their diminished deposit holdings, banks also 
sought to compete for funds by taking greater advantage of their access to 
the government safety net. For example, “brokered deposits” were developed 
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Figure 16. Interest on Deposits in Domestic Offices as a Percentage of Total 
Domestic Deposits of FDIC Member Banks, 1934–2002.

Source: Historical Statistics on Banking.

Figure 17. Vault Cash and Reserves Held at Federal Reserve as a Percentage of the 
Total Financial Assets of US-Chartered Commercial Banks, 1945–2005.

Source: Flow of Funds.

to circumvent deposit insurance caps. Amounts in excess of the deposit 
insurance cap could be divided among many commercial banks so that 
each bank held only the maximum amount covered by the FDIC. In 



this way, the depositor was fully protected by deposit insurance despite the 
explicit cap on it. However, the temptation existed for troubled banks to pay 
a premium to gain access to brokered deposits in an attempt to earn their 
way out of imminent insolvency. If the imperiled bank was unsuccessful, the 
FDIC would be left to clean up the mess. By the early 1980s, this practice was 
becoming a concern for systemic stability, given that in some cases brokered 
deposits were in excess of 50 percent of the total liabilities of the failed bank.24

Alongside strategies to buttress their access to funds via traditional 
deposits, banks also sought to attract savings in other forms. In banking par-
lance, accessing savings in the first phase of financial intermediation in forms 
other than traditional deposits is called “purchasing” funds. Purchased funds 
were not subject to interest rate controls or reserve requirements, nor were 
they eligible for deposit insurance. One of the landmarks in the use of pur-
chased funds by commercial banks was Citibank’s development of the large 
negotiable CDs in 1961. These “wholesale” CDs are usually denominated in 
amounts of $1 million or more, and are often purchased by institutional inves-
tors seeking a small premium over Treasury bills. Other forms of purchased 
funds include repurchase agreements,25 commercial paper issued by a com-
mercial bank via its holding company,26 and borrowing in the Euromarket.

Banks’ attempts to intermediate savings via purchased funds also had 
potentially destabilizing consequences. In the past, the time that elapsed 
between the initial suspicions of a bank’s possible failure and the onslaught 
of depositor withdrawals provided banks and regulators with valuable reac-
tion time. As they can be instantly removed through electronic channels by 
large, well-informed institutions that react quickly to information (as well as 
rumors27) about problems in a bank, purchased funds are viewed as the “hot 
money” of bank funding (Sinkey 2002, 105).28 A bank that is reliant on pur-
chased funds can find itself virtually shut out of purchased funds markets if 
it is thought to be in imminent difficulty. The failure of Continental Illinois29 
epitomizes this concern about the role of purchased funds and bank instabil-
ity, but Continental was by no means unusual among large US commercial 
banks in its heavy use of purchased funds.30

Banks’ increasing reliance on purchased funds created pressure for 
government intervention to avert or resolve banking crises with large pur-
chased funds components, since a disruption in the markets in which banks 
purchase funds could provoke systemic instability. But the government 
safety net was not designed for a banking system dependent on purchased 
funds. Purchased funds are typically not explicitly covered by deposit 
insurance. Moreover, deposit insurance was designed to deter legions of 
small depositors from withdrawing their funds, hence an upper cap was 
appropriate. This cap is not sufficient to avert an electronic funds run. 
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Creditors in purchased funds markets must be assured that their funds 
are protected in their entirety. Thus in the case of Continental Illinois, 
the FDIC was forced to guarantee that all its depositors and other gen-
eral creditors would be “fully protected,” regardless of the cap on deposit 
insurance and despite the fact that a number of the liabilities in question 
were not insurable deposits (FDIC 1997, 244).31 This not only increases 
the expense of resolving bank failures, it represents an expansion of the 
government safety net beyond banking per se. Non-banks (as well as other 
types of firms) purchase funds, thus to the extent that the government 
safety net is stretched to address crises emanating from activities linked to 
the purchase of funds, this represents a movement towards the provision 
of emergency assistance to financial capitalist activities in general—so 
long as a given crisis provokes concerns that the commercial banking sys-
tem is in danger of destabilization.

In terms of the second phase of financial intermediation, banks 
were under pressure as large corporate borrowers with good credit rat-
ings increasingly accessed funds elsewhere. This compelled banks to lend 
to riskier borrowers. Commercial bank lending to less-developed countries 
(LDCs)32 expanded to the extent that the nine largest US commercial banks 
had advanced loans to LDCs that constituted 288 percent of their bank 
capital by the end of 1982 (Sachs and Huizinga 1987, 558).33 This strategy 
turned sour as the high interest rates in the early 1980s made it impossible 
for Mexico (and other debtor countries) to meet its debt service commit-
ments in 1982.34 Over the next five years, commercial banks were able to 
manage this crisis, thanks in part to regulatory permissiveness that allowed 
the banks to count as current income the interest payments made as a result 
of “involuntary” loans made to the debtor in order to cover interest obliga-
tions and thereby prevent outright default (see Sachs and Huizinga 1987, 
557). By some accounts, this regulatory forbearance was necessary lest 
seven or eight of the ten largest US banks fall into official insolvency (FDIC 
1997, 207).35 Meanwhile, in the 1980s commercial banks extended their 
lending to activities connected with commercial real estate, mergers and 
acquisitions, and the oil and gas sectors, all of which are typically regarded 
as risky lending areas.36 Problems ensued with real estate loans, as they had 
been advanced on the strength of the underlying collateral rather than on 
the borrower’s ability to generate earnings from the asset.37 A collapse in 
commercial real estate, particularly in New England, had disastrous impli-
cations for commercial banks, and played a prominent role in the surge of 
bank failures in the late 1980s and early 1990s (see Figure 8).

Commercial banks also tried to generate income from activities other 
than extending loans. Non-interest income might be earned on activities 



connected with the operation of a deposit account (such as fees levied for 
using automatic banking machines). But fees were also increasingly gen-
erated as a by-product of new financial innovations designed to enhance 
commercial bank profitability under these onerous competitive circum-
stances. For example, to enable a given deposit base to support more lend-
ing, commercial banks began to securitize aspects of their loan portfolio. 
Securitization involves gathering together loans (usually of a given type, 
such as mortgages or credit card receivables), packaging them as securities, 
and selling the claims to the interest and/or principal payments to third 
parties. Securitized loans are removed from the bank’s balance sheet, thus 
enabling the bank to fund new loans. If the bank retains the responsibility 
of servicing the loans, it earns a fee for such things as managing the collec-
tion of the payments on the loans that back the security. Various forms of 
non-interest income became increasingly important for commercial banks 
throughout the 1980s and 1990s (see Figure 18). While in 1960 commer-
cial banks earned about 17 cents in non-interest income for every dollar of 
interest income earned, by the late 1990s this figure had risen to over 30 
cents per dollar.

In many instances, this increasing reliance on fee income had trou-
bling consequences for the stability of the banking system. For example, 

Figure 18. Non-Interest Income as a Percentage of Interest Income for FDIC-
Insured Commercial Banks, 1960–2004.

Source: Historical Statistics on Banking.
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the provision of lines of credit generates fee income.38 Yet lines of credit 
can be destabilizing in that they are often activated when a would-be bor-
rower faces difficulty, thereby forcing a bank to advance a loan when the 
likelihood of default on the loan is high. Firms in distress often activate 
lines of credit prior to their failure, as was the case when Enron obliged 
several large banks to honor their lines of credit prior to its collapse. If sev-
eral firms tap their lines of credit simultaneously and subsequently fail (if, 
for example, firms in a certain industry or geographical region are simul-
taneously imperiled) this could be destabilizing to the commercial banking 
system. By acting as a lender of last resort to any entity that has a line of 
credit, banks themselves may require lender of last resort support. Thus 
the Federal Reserve is exposed to the possibility that it may be prevailed 
upon to be the de facto lender of last resort to non-bank firms via this 
mechanism.

Over time, banks earned income in activities that were increasingly 
distant from the traditional business of taking deposits and making loans. 
For example, commercial banks grew to have a prominent role as dealers 
of derivatives. Derivatives are a contract between two parties that confers 
either the necessity (in futures, forward, or swap contracts) or the possibil-
ity (in an option contract) of engaging in a buying/selling transaction in 
the future. The value of the contract is derived from the future values of 
some underlying variable, such as interest rates, exchange rates, equity or 
commodity prices, or the occurrence of a host of other economic or non-
economic events. For example, a bank may enter into an interest rate swap 
which pays a counterparty a fixed rate of interest, while that counterparty 
will pay the bank the prevailing rate on Treasury bills.39 The dealer will 
build into this transaction some margin that constitutes its fee, but the 
dealer is also exposed to the possibility that the payout may be more than 
the value received from the counterparty, or that the counterparty may 
default entirely. Eager to partake of its lucrative aspects, US banks increased 
their derivatives activities at a compound annual rate of about 20 percent 
between 1990 and 1999, until by 1999 US commercial banks held deriva-
tives contracts with a notional value of $33 trillion (Greenspan 1999).

The destabilizing potential of derivatives is perhaps most famously 
captured by Warren Buffet’s description of them as “financial weapons 
of mass destruction,” carrying dangers that, while now latent, are poten-
tially lethal (Buffet 2002, 16). Derivatives dealers are exposed to credit 
risks, even for scrupulously “matched”40 “over-the counter”41 derivatives 
contracts. If one of the dealers’ counterparties defaults, the derivatives 
dealer continues to be exposed to the necessity of fulfilling the terms of the 
contract for the other “matched” counterparty. The counterparty whose 



derivatives contract benefits the dealer may default, while the derivative 
contract that is costly to the dealer remains in force. This problem is inten-
sified by inter-linkages and the high degree of leveraging42 that characterize 
derivatives markets. In addition, derivative dealers may intentionally take 
a speculative position by refraining from balancing one derivatives con-
tract with another matching derivative. These dangers help to explain why 
derivatives dealers are often housed within large banks.43 As the failure of 
Long Term Capital Management suggests, banks regarded as “too big to 
fail” are better positioned to prevail upon the government to intervene if a 
crisis in derivatives markets threatens to become a systemic banking crisis.

Via a combination of these and other strategies, commercial banks 
attempted to fight back against the competitive onslaught of non-banks. 
Despite some success, the return on assets (ROA) of FDIC-member commer-
cial banks decreased over time. While the ROA hovered between 0.75 per-
cent and 0.88 percent from 1960 to 1973, by the early 1980s, it was a little 
over 0.6 percent. Bank profitability plummeted in 1987 (the year in which 
banks acknowledged their problems with third world debt—see below and 
above), but if banks had revealed these problems earlier the downward trend 
in ROA during the 1980s would have been more striking than is depicted 
in Figure 12. In 1986, nine US banks enjoyed a long-term triple A rating 
from Moody’s, but by 1993, J.P. Morgan and Co. was the only bank left 
in this category (Mayer 1997, 220). Moreover, the increased risks taken by 
commercial banks to defend their profitability contributed to an accelerated 
incidence of bank failures. Before 1975, fewer than 10 FDIC-member banks 
failed per year. Bank failures exceeded 120 per year between 1985 and 1992, 
and in some years reached 200 or more (see Figure 8).

Legislators, regulators, and banks themselves have attempted to man-
age these new sources of instability. After much legal wrangling, the FIDC 
managed to put limits on brokered deposits.44 Risk-based fees for deposit 
insurance were introduced in the 1991 Comprehensive Deposit Insurance 
Reform and Taxpayer Protection Act. As required reserves diminished, reg-
ulators moved toward capital-adequacy regulations on commercial banks. 
New financial instruments (such as credit derivatives) have been designed 
to offer protection in many activities. While these newer measures have 
contributed to commercial bank stability, they in turn set in motion other 
sources of instability. For example, the imposition of capital requirements 
has possible pro-cyclical implications. A reputable bank will be easily able 
to acquire new capital during prosperous times, which allows banks to 
expand lending (particularly in stock market booms when securing equity 
capital is relatively easy). However, a bank facing a crisis will have great dif-
ficulty acquiring new capital to stabilize its operations. Risk-based deposit 
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insurance premiums45 and credit derivatives46 have also had unintended 
effects that may exacerbate instability in the commercial banking system 
and beyond.

THE EROSION OF COMPARTMENTALIZATION AND THE 
REPEAL OF THE GLASS STEAGALL ACT

The various changes in the financial sector that accelerated during the 
dénouement of the Keynesian welfare state created a wealth of opportuni-
ties to undermine the financial compartmentalization devised by the New 
Deal regulatory framework. Banks, non-banks, and even productive capi-
talist firms and others sought opportunities to transgress these boundaries. 
Each new transgression of the regulatory compartments reconfigured the 
competitive landscape and offered new possibilities to shift the relative bar-
gaining power between productive and financial capitalist firms.

The flourishing commercial paper market facilitated the ability of 
finance companies to create what D’Arista and Schlesinger (1997) called a 
“parallel banking system.” Finance companies had long existed as a type of 
financial capitalist firm that acquires funds and makes loans, often to con-
sumers. Once the commercial paper market flourished in the 1970s, finance 
companies could sell commercial paper, thus freeing themselves from com-
mercial bank loans as a means of accessing funds for subsequent re-lend-
ing. In this way, savings that were initially accessed by MMMFs or pension 
funds could be provided to finance companies that could then make any 
manner of loans (see Figure 19). Since finance companies were not highly 
regulated, they did not have to comply with the various soundness regu-
lations and prohibitions on interstate banking that applied to commercial 
banks. A variety of productive capitalist firms, such as General Electric and 
automobile companies, developed prominent finance company subsidiar-
ies.47 While originally these “captive” finance companies focused on fund-
ing consumers’ purchases from the parent firm, some finance companies 
(such as those associated with General Electric) became involved with pro-
viding investment capital to a wide variety of firms that might or might not 
be otherwise connected to the parent company. They also engaged in other 
types of financial capitalist activities, such as the provision of insurance. 
The evolution of finance companies not only transgressed financial com-
partmentalization, it also blurred the separation of finance and commerce 
and created a variety of possibilities (such as situations in which a produc-
tive capitalist firms makes loans to suppliers of inputs in return for pric-
ing or other concessions) that violate the supposition that there is an arm’s 
length relationship between the suppliers and users of investment capital. 



However, the capacity to mix a full range of productive and financial capi-
talist activities was constrained to the extent that Glass-Steagall continued 
to prevent firms engaged in various financial capitalist activities from oper-
ating commercial banks.

Meanwhile, commercial banks also sought to diversify their activi-
ties into other financial capitalist or productive capitalist activities. This 
obliged banks to find some way to evade the prohibition on this diversifi-
cation imposed by the Bank Holding Company Act (BHCA) of 1956. The 
BHCA defined a bank holding company as a firm that controlled two or 
more banks, yet in the 1960s commercial banks argued that a commercial 
bank residing in a holding company that controlled only one bank was 
exempt from BHCA restrictions. The resulting “one-bank holding com-
panies” flourished until Congress acted to address this loophole that was 
creating opportunities for commercial bank involvement in diversified capi-
talist firms. In 1970 the Holding Company Act Amendments were passed, 
which allowed bank holding companies to exist, but their non-banking 
activities were to be “closely related to banking.”

While this legislation limited commercial bank’s ability to diversify, 
it had unintended consequences that assisted the formation of diversified 
capitalist firms in other respects. The 1970 legislation defined a commercial 
bank as a firm that 1) accepts demand deposits and 2) makes commercial 

Figure 19. Total Financial Assets of Finance Companies as a Percentage of Total 
Financial Assets of US-Chartered Commercial Banks, 1970–1999.

Source: Flow of Funds.
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loans. When lawyers successfully argued that a firm that does only one of 
these two activities is not legally a bank, the “non-bank bank” was born. 
In 1980, Gulf and Western’s finance company subsidiary acquired Fidelity 
National Bank. The Comptroller of the Currency was persuaded that the 
resulting firm need not be classified as a bank in the meaning of the BHCA 
so long as it was divested of its commercial loan portfolio. The parent firm 
could use the fact that the non-bank bank had access to the payments system 
to execute transactions related to credit cards, consumer lending, and other 
activities, thereby removing the necessity of paying fees to commercial banks 
for clearing transactions (see Vietor 1987, 49–50). In addition, the non-bank 
banks could be housed within a corporate structure in which other subsid-
iaries were engaged in securities underwriting and insurance brokerage.

A battle ensued as the Federal Reserve moved to broaden the defini-
tion of a bank. In 1986, the United States Supreme Court struck down the 
changes in the definition of commercial banks that the Federal Reserve had 
imposed to address the growth of non-bank banks, and within weeks almost 
a hundred applications to form non-bank banks were filed. Insurance com-
panies, mutual funds, brokerage firms, and even retailers like Sears began to 
run non-bank banks in competition with commercial banks.48 In response 
to this rapid transformation of financial capitalist activity, the Competitive 
Equality in Banking Act (CEBA) was passed in 1987. Although the CEBA 
is primarily remembered for its intervention in the unfolding Savings and 
Loan crisis, it also placed more stringent requirements on non-bank banks.49 
Under the circumstances of the rapidly dissolving compartmentalization of 
finance, the CEBA revealed the increasing difficulty of constructing any def-
inition of a commercial bank that related banks to the specificities of their 
role as financial intermediaries. CEBA expanded the definition of a bank to 
include any institution that is a member of the FDIC, thus acknowledging 
that conceptualizations of financial capitalist activity based on norms asso-
ciated with New Deal compartmentalization were now anachronistic.

Over time, New Deal compartmentalization was becoming increas-
ingly unsustainable. Regulations were being evaded or removed entirely, 
both in areas directly pertaining to Glass-Steagall restrictions and in other 
areas (such as interstate banking) that further changed the dynamics of 
competition among financial capitalist firms. A pervasive celebration of 
“de-regulation” as well as effective lobby efforts, persuaded regulators 
to refrain from taking actions that might have defended financial com-
partmentalization. Only a few of the highlights in the process of disman-
tling financial compartmentalization can be mentioned here. In 1986, the 
Federal Reserve Board was prevailed upon to reinterpret Section 20 of 
the Glass-Steagall Act, which prohibited commercial banks from being 



“engaged principally” in securities business. The Federal Reserve allowed 
banks to earn up to 5 percent of gross revenues from investment bank-
ing activities. Thereafter ensued battles concerning the interpretation of 
the phrase “engaged principally,” and over time the 5 percent limit was 
increased and the types of investment banking activities that were permis-
sible were broadened. By 1996 bank holding companies were permitted to 
own investment bank affiliates with up to 25 percent of their business in 
securities underwriting. In 1997, Banker’s Trust became the first US bank 
to purchase an investment bank, and in 1998 the Travelers-Citicorp merger 
was announced. Since this merger blended insurance, commercial banking, 
and investment banking, it was in violation of the Glass-Steagall Act. The 
merger would have required the divestiture of some lines of business in the 
new firms within 2 years. However, Congress succumbed to intense lobby-
ing and the Glass-Steagall Act was repealed in 1999.

With the repeal of the Glass Steagall Act in 1999 via the Financial 
Services Modernization Act (Gramm-Leach-Bliley Act), a “financial hold-
ing company” (FHC) could now combine commercial banking, investment 
banking, insurance provision, and other financial capitalist activities within 
one holding company structure. This provoked a round of mergers and 
acquisitions amongst large financial capitalist firms which transformed the 
financial sector in a manner reminiscent of the pre-New Deal era, when in 
the context of a stock market bubble financial capitalist firms rushed to 
blend commercial and investment banking.

The Gramm-Leach-Bliley Act did maintain some obstacles to the finan-
cial holding companies’ capacity to engage in non-financial activity. While 
financial holding companies are permitted to take a controlling interest in 
non-financial enterprises,50 these investments are not to be held indefinitely.51 
Moreover, the financial holding company is not intended to “routinely man-
age or operate” any non-financial firm in which it invests (see Kroszner, 
2000). In due course, these restrictions on creating diversified capitalist firms 
are being challenged by financial holding companies. At the same time, other 
firms such as Wal-Mart are making inroads into banking via Industrial Loan 
Companies, a corporate structure that escapes restrictions placed on finan-
cial holding companies while qualifying for FDIC coverage (in some cases).

FINANCE AS MASTER?

The culmination of these competitive struggles has been a transformation 
of finance. This new era of “financialization” is vastly different from the 
rather circumscribed activities and institutions envisioned by the New Deal 
financial regulatory framework. Pervading the examination of this new era 
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in finance are metaphors which stress the hegemony of finance. In contrast 
to the “finance as servant” paradigm, finance is now “master”: “What 
happened in the Roaring Nineties was that a set of longstanding checks 
and balances—a balance between Wall Street, Main Street . . . and labor, 
between Old Industry and New Technology, government and the mar-
ket—was upset, in some essential ways, by the new ascendancy of Finance. 
Everyone deferred to its judgment” (Stiglitz 2003, xiv).

However, our analysis refrains from declaring contemporary finance 
as either master or servant. We have focused on the “finance as servant” 
proposition in terms of the question of the relative bargaining power of 
productive and financial capitalist firms as it relates to the access of invest-
ment capital. (We thus left aside many other important questions, such as 
the impacts of financialization on stability or inequality.) Given our empha-
sis on the master/servant analytic via this bargaining power approach, we 
concede that the various developments discussed above—and others—had 
multiple and diverse impacts on bargaining power between productive and 
financial capital. In some respects, new developments among financial capi-
talist firms provoked more vigorous competition in the second phase of 
financial intermediation. This diminished the bargaining power of financial 
capitalist firms vis-à-vis productive capitalist firms. However, the breaches 
of financial compartmentalization that facilitated the development of diver-
sified financial capitalist firms supported the bargaining power of financial 
capitalists. In particular, the creation of diversified financial capitalist firms 
anchored by commercial banks marks an opportunity to reconfigure this 
bargaining power in the favor of financial capitalist firms. Meanwhile the 
increasingly international arena in which productive and financial capitalist 
encounter each other, as well as a myriad of other developments in financial 
instruments and regulatory practices, have many varied influences on the 
relative bargaining power of finance and production.

However, the analysis of the bargaining relationship between pro-
ductive and financial capitalists throughout this book is undertaken on the 
assumption of an arm’s length relationship between productive and finan-
cial capitalist. As productive capitalist firms have diversified into a variety 
of types of financial capitalist activities, FHCs seek to expand the kinds of 
activities they are permitted to undertake, and other mechanisms are devel-
oped by which non-financial capitalist firms might enter banking, the sepa-
ration between commerce and finance becomes increasingly blurred. Just as 
the New Deal’s somewhat arbitrary compartments among financial capitalist 
firms were subjected to attack when circumstances unfolded which produced 
compelling incentives to do so, the somewhat arbitrary lines between com-
merce and finance could be subject to attack should that portend lucrative 



opportunities. If the erosion of this line between commerce and finance gath-
ers momentum, we may revisit Hilferding’s “finance capital” in the form of 
large conglomerates blending all manner of capitalist activities. The New 
Dealers contended with this possiblity in terms of the specter of the “money-
trust.” But as New Dealer Adolph Berle cautions, it is a perennial possiblity:

In every generation concern has arisen, sometimes to the boiling point. 
Fear has emerged that the United States might one day discover that a 
relatively small group of individuals, especially through banking insti-
tutions they headed, might become virtual masters of the economic des-
tiny of the United States (in Markham, 2002 Frontmatter)

There is no necessity that production and finance will be united under 
the dominant influence of “finance capital.” Any number of circumstances 
may arise that both impede or support this possibility, and there are no con-
clusive means of assessing which influences will prevail in the future. But 
this possiblity is always latent. As the experience of the New Deal banking 
regulation suggests, even a regulatory framework that appears stable and 
inviolate for a long period can succumb to the contradictory imperatives that 
animate it. Given that this book is motivated to support the pursuit of eco-
nomic alternatives, a consideration of the possible implications of this latent 
possiblity may be useful if political opportunities to intervene should arise.
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Chapter Seven

New Deal Banking Reforms 
and Future Alternative 
Economic Agendas

Our reconsideration of the New Deal financial regulatory framework 
and its role in American welfare state capitalism is not intended solely for 
those with a retrospective interest in the political economy of financial 
regulation. Since it shapes the ways in which our collective savings are 
deployed to promote various economic ends, financial intermediation is 
a perpetual concern for advocates of alternative economic agendas. Given 
the capacity of financial intermediaries to both help and hinder economic 
developments that differ from the status quo, the future pursuit of alter-
native economic agendas can benefit from insights gleaned from the New 
Deal’s experience with domestic banking reform as a component of a proj-
ect of economic reform.

This retrospective examination does not conclude with any ready-
made blueprints for future financial reforms. We have not developed a case 
either for or against some re-implementation or adaptation of the Glass-Stea-
gall Act or other New Deal regulatory measures. Conditions have certainly 
changed so dramatically that any attempt to emulate these measures in hopes 
of reinstating the pax financus that prevailed during the golden age of the 
Keynesian welfare state would be faced with enormous challenges. But even 
while analyzing the New Deal banking reforms in their own historical con-
text, we have refrained from either endorsing or condemning these particular 
financial regulations. While our analysis has argued that they showed con-
siderable ingenuity in navigating the contradictory imperatives they faced, we 
have also discussed how these same contradictions nevertheless contributed 
to the ultimate demise of the New Deal financing regulatory framework.
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If no judgment is offered on the merits and demerits of financial com-
partmentalization for future financial regulatory endeavors, what guidance 
is offered in terms of a suggested course for future action? It is hoped that 
the preceeding analysis provokes critical reflection on alternative economic 
agendas themselves. To this end, we conclude by illustrating how some of 
the insights garnered from this re-examination of banking reform in the 
New Deal may raise important questions for future projects that challenge 
the economic status quo.

ATTENTION TO CONTRADICTION AND THE PURSUIT OF 
ECONOMIC ALTERNATIVES

One recurrent emphasis throughout this analysis is the omnipresence of 
contradiction. As the brief consideration of dialectics in Chapter 1 dis-
cussed, the emphasis on mutually constitutive interaction indicates that any 
policy intervention will provoke its negation. But if contradiction is ubiq-
uitous, what then is the contribution of this study of New Deal financial 
architecture? It illustrates that New Deal financial regulatory framework 
was animated by contradictions, but from the initial endorsement of the 
logic of mutual constitutivity it follows that everything is necessarily con-
tradictory. However salutary (or not) we may deem the intended goal of the 
policy intervention, however efficacious (or not) we may deem the policy in 
achieving its stated objectives during some given time span, all policy inter-
vention will set in motion forces that undermine it. There may be a multi-
tude of criteria that lead one to prefer this or that policy intervention or to 
judge a given policy intervention as more or less successful, but no policy 
framework can claim to have transcended contradiction. Just as New Deal 
banking regulation was animated by contradictions, so will any future proj-
ect of financial reform seeking to promote economic alternatives.

If all intervention is contradictory, does this perspective counsel 
inaction? On the contrary, since this perspective insists that contradic-
tory dynamics animate both action and inaction, refraining from action 
provides no refuge from the implications of contradiction. Even the most 
laissez-faire opposition to regulatory intervention will encounter pres-
sures that compel further regulation.1 Both advocates for and against reg-
ulatory activism confront a ceaseless cycle in which financial regulation 
provokes impulses for deregulation, which in turn stimulate demands for 
re-regulation.

If immunity from contradiction is impossible, how should advocates 
of alternative economic agendas proceed? While this analysis deprives the 
reader of any hope of formulating some optimal policy that can escape 



contradiction, perhaps some other hope may take its place. The embrace 
of contradiction has liberating implications, insofar as it frees critics of the 
status quo from repetitive and irresolvable obligations. Alternative eco-
nomic agendas have routinely devised policy proposals that are roundly 
discredited as inferior and impractical relative to the policies that support 
the status quo. This is no great surprise, given that the evaluative criteria 
which condemn alternative economic agendas are often those criteria that 
look favorably upon the economic status quo. No trans-theoretical metric 
is available that can declare any given policy unambiguously superior to 
its alternatives.2 Even within the confines of a given theoretical paradigm, 
our emphasis on contradiction implies that all policies both promote and 
detract from their stated objective. The policies that support the economic 
status quo are not more or less subject to contradictory dynamics than the 
policies that challenge the status quo.

This book is motivated by the hope that an emphasis on contradic-
tion enlarges the political space in which alternatives may be discussed. We 
might immediately concede that “our” policies are contradictory. They pur-
sue certain ends that we find desirable, and they are also prone to destabi-
lizing forces, likely to provoke attacks, etc. The same claims can be made 
about “their” policies. Thus this embrace of contradiction has the potential 
to free advocates of alternative economic agendas of having to fight battles 
that cannot be won. We need not postpone action indefinitely in hopes that 
the continuous refinement of an alternative economic agenda’s policy mix 
can ever surmount the charge that it is contradictory. This is not to obvi-
ate the necessity of critical analysis and debate about economic alternatives 
and the means to pursue them. On the contrary, this book is one such exer-
cise of subjecting a given policy intervention to scrutiny to anticipate its 
contradictory dynamics in a particular constellation of circumstances. But 
this acceptance of contradiction within a perspective of mutual constitutiv-
ity does dispense with the vain efforts to justify intervention on the basis of 
some incontrovertible “proof” of its optimality, guarantees of its stability, 
or other such promises.

The rejection of policy optimality and the embrace of contradiction 
offer an intriguing possiblity. If there is no trans-theoretical justification 
establishing the optimality of any given policy intervention, and no policy 
intervention transcends contradiction, on what basis may we act? With no 
unassailable criteria available, we are open to persuasion. A case must be 
made for some given course of action, and that case is adjudicated by any 
number of criteria. We may argue on behalf of our preferred evaluative 
criteria, but we are not at liberty to impose them. And since no options 
are excluded a priori from consideration, political space is enlarged for 
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debate. The immutability of given economic arrangements is thrown into 
question: we move from the paralyzing mantra that “there is no alterna-
tive” to the possibility that there is nothing but alternatives.

ALTERNATIVE ECONOMIC AGENDAS

The analysis presented in this book depicts New Deal economic reforms as 
a pro-investment agenda crafted in the context of a widespread growing 
repudiation of the economic status quo during the Great Depression. New 
Dealers responded via government action intended to preserve capitalism 
while moderating what was viewed as its most objectionable characteris-
tics. These arrangements evolved into what Paul Krugman has described 
as the ‘Keynesian compact’: “In effect, capitalism and its economists made 
a deal with the public: it will be okay to have free markets from now on, 
because we know enough to prevent any more Great Depressions” (1999, 
103). Those persuaded of the omnipresence of contradictions look askance 
at the mollifying assurances offered in such “deals.” Under some circum-
stances, periods of relative stability are possible (particularly if political and 
other contextual circumstances support vigorous actions to forestall desta-
bilizing tensions from surfacing). But contextual circumstances are cease-
lessly changing, raising the perpetual possiblity that the shifting context 
may reconfigure incentives in a manner that unleashes developments that 
negate that relative stability.

Indeed, there is no necessity that the “Keynesian compact” is the pre-
ferred option for advocates of alternative economic agendas. It is hoped 
that the preceeding discussion of the implications of contradiction embold-
ens many far-reaching questions concerning the economic attributes we 
seek to encourage. Is investment our preferred goal? Do we endorse other 
economic objectives rather than or alongside investment? Even if invest-
ment is among our objectives, we may ask whether all types of investment 
are desirable. Might we wish to promote certain kinds of investment activ-
ities over others? Must the firms that invest be capitalist firms?

The debates concerning these issues will in turn reshape our desid-
erata vis-à-vis financial intermediation. How might financial intermedia-
tion be shaped to support the sorts of economic activity we prefer? In 
what ways does financial intermediation shape the relative bargaining 
power of various economic actors? What interventions might be possible 
that enhance the bargaining power of those economic actors engaging in 
the activities we prefer? Many of the contradictory dynamics discussed 
throughout this book emanated from the situation in which financial 
intermediation is carried on by financial capitalist firms. Given that all 



dimensions of alternative economic projects are open to scrutiny, we may 
question the implications of challenging financial intermediation as a cap-
italist activity.

We are invited to interrogate any and all economic attributes we may 
have previously viewed as necessary, “better,” or otherwise beyond debate. 
But this invitation is not accompanied by any comforting assurances that 
this interrogation will generate options that transcend contradiction. On 
the contrary, the pursuit of such certainty is illusory. Whatever economic 
attributes we might seek to change, new contradictions will surface. If eco-
nomic goals other than investment are endorsed, or if financial intermediar-
ies or other firms were to be organized on some other basis than capitalist 
firms, or if any other prevailing economic arrangements are challenged, 
these new arrangements would also be animated by multiple and conflict-
ing objectives that would present both opportunities and perils for alterna-
tive economic agendas. Our attentiveness to contradictory dynamics may 
support us in anticipating and analyzing these dynamics as they unfold, but 
it cannot abolish them.

The New Deal and its banking reforms were facilitated because, in that 
particular context, public debate entertained ambitious and uncoventional. 
Many of these proposals would have been widely regarded as illegitimate 
or impractical just a few years before Roosevelt took office.  Of course, the 
circumstances of the time encouraged such boldness, but circumstances may 
again cause broad-based reflection on the role of finance and the types of 
economic outcomes that contemporary finance generates. 

One never knows what circumstances will create the opportunity to 
advance alternative economic agendas. Amongst the many potential rea-
sons that finance may increasingly become the focus of critical scrutiny are 
the reemergence of diversified capitalist firms reminiscent of Hilferding’s 
description in Finance Capital. Should the emergence of large firms blend-
ing all manner of capitalist activity promote economic outcomes that are 
widely unpopular, this might create opportunities to revisit financial regula-
tion. And if antipathy towards finance brings public concern to, in Adolph 
Berle’s words, the “boiling point” (in Markham, 2002 Frontmatter), it may 
provide opportunities for much more wide-ranging reconsideration of the 
economic status quo.
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Notes

NOTES TO CHAPTER ONE

1. See for example Bello, Bullard and Malhotta (2000); Eatwell and Taylor 
(2000); Epstein (ed.) (2005); Blackburn (2006); and Stockhammer (2004).

2. In addition, advocates of various forms of alternative economic arrange-
ments are attracted to the welfare state insofar as it engaged in such 
measures as income redistribution and the targeted support of various dis-
advantaged sections of the population.

3. Mundell claimed that international capital mobility, independent domestic 
monetary policy and stable exchange rates could not occur simultaneously 
(1962). Fleming published seperately on the trilemma.

4. See for example Alexander, Dhumale and Eatwell (2006); Eatwell and Tay-
lor (2000); D’Arista (2000), Eatwell and Taylor (eds.) (2002); Eichengreen 
(1994 and 2006); Epstein (ed.) (2005); and Palley (2006).

5. A variety of heterodox economists consider various dimensions of domestic 
financial architecture in ways that overlap with certain aspects of our investi-
gation of domestic financial regulation (see D’Arista (1993); Henwood (1998); 
Dymski and Pollin (eds.) (1994); and Minsky (1986)). There is an important 
literature on the contrasts between so-called “bank-based” financial systems 
versus “capital market-based” systems, but this literature has been shaped 
largely by its application to the question of the role of financial systems in 
developing countries (for an overview of this literature on “national financial 
complexes,” see Grabel (1997)). Another body of literature that takes up the 
question of the domestic financial arrangements during the American welfare 
state is the one connected with the social structure of accumulation analyses 
(see for example Wolfson (1994); and Isenberg (2000)).

6. New Deal reforms are characterized here as pro-capitalist in that New 
Dealers explicitly understood the American economy as capitalist and they 
sought to save this economic system rather than dismantle it. Thus we forgo 
the lively debates pursued in various theoretical traditions concerning the 
precise definition of capitalism. Within these debates, various criteria are 
often taken as distinguishing features of capitalism: the presence or absence 



of exploitative class processes; the pervasiveness of market allocation; the 
private ownership of the means of production are among the most often 
cited. Whatever impacts the New Deal had on these various attributes of 
the American economy, it did not dismantle them.

7. Other prominent New Deal financial reforms include the Securities Act of 
1933, the Home Loan Owners’ Act of 1933, the Securities Exchange Act 
of 1934, the Public Utility Holding Act of 1935, the Federal Credit Union 
Act of 1934, the Banking Act of 1935 (see discussion below), the Maloney 
Act of 1938, and the Investment Company Act of 1940, as well as several 
amendments to tax laws.

8. The Glass-Steagall Act is usually considered to be sections 16, 20, 21 and 
32 of the Banking Act of 1933.

9. In May of 1932 Roosevelt echoed an analysis in the under consumptionist 
vein when he explained the depression as follows: “No, our basic trouble is 
not an insufficiency of capital. It was insufficient distribution of buying power 
coupled with an oversufficient speculation in production. While wages rose 
in many of our industries, they did not as a whole rise proportionately to the 
reward to capital, and at the same time the purchasing power of the great 
groups of our population was permitted to shrink” (Roosevelt 1966, 79).

10. Indeed Keynes declared in 1927 that his kinship with Institutionalist John. 
R. Commons was such that “there seems to me to be no other economist 
with whose general way of thinking I feel myself in such general accord” 
(in Atkinson and Oleson 1998, 1019).

11. For example, Jacob Viner claimed that “This formula [ie the advocacy of 
counter-cyclical fiscal policy] may have been a discovery of Keynes, but I 
used it at least as early as the summer of 1931, and I don’t think I derived 
it from Keynes, with his journalistic writings I then had little acquaintance. 
The idea was then a commonplace in my academic surroundings of the time, 
and I cannot recall that any of my Chicago colleagues would have dissented, 
or that they needed to learn it from Keynes, or from me” (1964, 263). A 
recent review of the publications in scholarly journals between World War I 
and 1929 finds that the “overwhelming majority” of research favored New 
Deal-type government economic intervention (Rockoff 1998, 134).

12. See A Treatise on Money (1930, 255) concerning Keynes’ acknowledge-
ment of the use of counter-cyclical monetary policy at the Federal Reserve.

13. The actual price of investment capital could be “low” or “high” depending on 
the prevailing monetary policy and many other factors. The characterization 
of the price of investment capital as “favorable” is intended to convey the idea 
that the bargaining position of firms seeking investment capital is enhanced 
such that this bargaining power exerts downward pressure on its price.

14. In the terminology we will employ in Chapter 2 and beyond, the firms that 
conduct financial intermediation will be called financial capitalist firms.

15. See Figure 12.
16. See Figure 8.
17. See Duménil and Lévy (2005) and Felix (1998) for an overview of real 

interest rates between 1960 and the late 1990s.
18. Chapter 4 provides some indications of this shift in perspective.
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NOTES TO CHAPTER TWO

1. See Crotty (1994) for a discussion of the expectations formation process 
of investors confronted by the necessity of making an “originative” invest-
ment decision in the face of fundamental uncertainty.

2. For example, Marxists in the class-analytic tradition of Resnick and Wolff 
(1987) oppose the exploitation of workers, meaning that workers produce 
surplus value which is appropriated by capitalist firms. Thus the rapid and 
stable capitalist accumulation sought by advocates of Keynesian welfare 
state interventionism is fueled by the exploitation of workers, and results 
in the extension of exploitative capitalist class relations to greater numbers 
of workers. As a consequence, a Marxism that condemns exploitation can-
not endorse any attempt to insulate workers from the devastating effects 
of economic stagnation and volatility in return for exploitation on an ever 
larger scale (and possibly at a greater rate of exploitation as well).

3. This could include a variety of public policy initiatives regarding taxation, 
wages, labor discipline, regulation, infrastructure, as well as various poli-
cies to support aggregate demand (by government spending, for example).

4. In Marxian theory, productive capitalist firms derive their profit by appro-
priating the surplus value produced by workers. Thus the payment that 
productive capitalists make to secure investment capital is a distribution 
of some portion of the surplus value. Financial capitalist firms derive their 
profit by receiving a portion of this surplus value from the productive 
capitalist in return for providing one requisite of the production process, 
i.e. access to investment capital. Financial capitalist firms may also derive 
profit when they advance funds to other types of capitalist firms (merchant 
capitalist firms or other financial capitalist firms) or to other entities (such 
as consumers). Resnick and Wolff (1987) provide an extensive analytic 
framework to examine these and other interactions.

5. The Keynesian term “investment” is used throughout this book. The 
Keynesian term “investment” is not equivalent to the Marxian term “accu-
mulation.” “Accumulation” is defined as the purchase of additional means 
of production and labor power, while the Keynesian term “investment” 
focuses attention on the creation of physical capital only.

6. Firms that have the option of financing investment projects internally have 
enhanced bargaining power in the negotiation over the price of external 
sources of investment capital.

7. Below we will engage in a discussion of the distinction between debt and 
equity forms of investment capital.

8. As Chapter 3 will discuss, we consider an investment bank to be a distinc-
tive type of financial intermediary that enables a productive capitalist firm to 
access investment capital by underwriting the securities of the issuing firm.

9. A financial capitalist might not intermediate the funds of other savers, but 
provide its own funds to a firm seeking investment capital. We set aside this 
possibility in the argument below.

10. For example, a bank might access funds via the discount window of the 
central bank.
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11. Marx explains that the maximum payment made for access to investment 
capital would be the entire “profit”(surplus value) itself, while the mini-
mum limit is “altogether indeterminable” (1967, 358).

12. In Resnick and Wolff’s (1987) terminology, the interaction between pro-
ductive and financial capitalists over the terms on which investment capital 
may be accessed is a form of subsumed class struggle.

13. Productive capitalist firms rely on financial capitalist firms given that, 
under the current assumptions, productive capitalist firms require access 
to external investment capital. Financial capitalist firms also rely on pro-
ductive capitalist firms given that, under the current assumptions, financial 
capitalist firms derive their profit via the provision of investment capital 
to productive capitalist firms. This mutual dependence between produc-
tive and financial capitalist firms confers a cooperative dimension to their 
relationship.

14. Below we explicitly engage with the possibility that investment capital may 
be provided by financial capitalist firms via means other than loans, but 
this turn of phrase will suffice for the moment.

15. Among these various forces shaping the activities of the state are several 
considerations that relate to our analyses throughout this book. The state 
plays a number of roles that contribute to the viability of the overall eco-
nomic system. Hence the state involves itself in a large array of activities 
that are required for the perpetuation of the economic system—everything 
from ensuring the availability of appropriately trained workers to provid-
ing the requisites for the execution of transactions. Alongside these eco-
nomic concerns there is an immense variety of other considerations related 
to worker militancy, electoral pressures, theoretical currents animating pol-
icy debates, the entreaties of a large assortment of particular domestic and 
international interests, jurisdictional frictions between national and subna-
tional levels of government, potential conflicts within any given bureau-
cracy (including conflict within entities that enact or supervise financial 
regulation) and many other factors. Many of these factors will play a role 
in the evolution of the New Deal.

16. See Chapter 4 for an account of some of the factors which compelled the 
state to adopt this course of action in the New Deal.

17. The possibility that financial capitalist firms provide investment capital to 
entities other than productive capitalist firms is noteworthy here. To the 
extent that financial capitalist firms provide funds to other entities, this 
improves the bargaining power of financial capitalist firms vis-à-vis produc-
tive capitalist firms. By the same token, the possibility that productive capi-
talist firms finance new investment via retained earnings, or have access to 
funds via other means (say via funds provided by the government) increases 
the bargaining power of productive capitalist firms vis-à-vis financial capi-
talist firms.

18. Differences in the tax treatment of capital provided in equity or debt form 
may be the consequence of the capacity of various entities to persuade the 
state to enact rules that privilege one form or another.
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19. However, some productive capitalist firms may be too small or otherwise 
deemed an inappropriate candidate to issue securities publicly.

20. The following discussion is not intended as a complete list of potential 
responses; rather, the discussion is motivated to highlight some of the 
potential responses that are germane to the economic history of the period 
considered in subsequent chapters, and that might be most problematic 
from the point of view of pro-investment economic reforms (and the finan-
cial regulatory framework supporting such economic reforms).

21. For Keynesians, arbitrage in financial assets does not have the stabilizing 
properties of establishing the correct price reflecting underlying fundamen-
tals (à la neoclassical economic theory). Instead, the attempt to profit from 
short-term price fluctuations can exacerbate price instability and thereby 
distort the expectations formation process (Crotty 1994).

22. Grabel (1999) quotes a useful definition of speculation devised by Nicholas 
Kaldor:

“‘[speculation is] the purchase (or sale) of goods with a view to re-sale 
(or repurchase) at a later date, where the motive behind such action is 
the expectation of a change in the relevant prices ( . . . ) and not a gain 
accruing through their use, or any kind of transformation effected in 
them or their transfer between different markets.’” (in Grabel, 1999, 
1076–1077). On a more entertaining note, a Wall Street trader work-
ing during the 1920s and 1930s provides this definition:
“Investment and speculation have been so often defined that a couple 
more faulty definitions should do no harm, the science of economics 
having reached a point where further confusion is impossible. Thus, 
speculation is an effort, probably unsuccessful, to run a little money 
into a lot. Investment is an effort, which should be successful, to pre-
vent a lot of money from becoming a little (Schwed 171–172).

23. As the concluding chapter notes, contradictory dynamics would not disap-
pear even if financial intermediaries were not organized as financial capi-
talist firms.

24. As noted above, the total funds available to provide as investment capital 
may exceed the savings collected from the public by the financial interme-
diaries, but we focus here on the funds that are intermediated.

25. The financial intermediary will endeavor to mitigate this via diversification, 
among other strategies.

26. An excessively cautious financial sector could deprive productive capitalist 
firms of investment capital.

NOTES TO CHAPTER THREE

1. The insurance provision referred to is insurance with a savings element.
2. This precludes the possibility that commercial banks might use non-deposit 

sources of funds. These sources of funds may be used by many types of 
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financial capitalists. In order to focus on the unique activity of commercial 
banking, we delay the examination of these types of non-depository activi-
ties common to all financial capitalists until later chapters.

3. In addition to the return earned on deposits, savers may chose this manner 
of holding savings because they require checking privileges, they perceive 
funds held as deposits as being secure, or they benefit from the relative 
accessibility and convenience of deposits (among other potential reasons).

4. This is a rather restrictive analysis of the activities of commercial banks; there 
are other forms of income that are typically incidental to commercial bank-
ing, but are outside the definitional limits imposed above (such as renting 
safety deposit boxes).

5. We are assuming that bank loans are not resold on secondary markets, 
thus generating the possibility of capital gains. In subsequent chapters we 
mention the financial innovation known as “securitization,” which would 
enable bank loans to be packaged together and resold as securities.

6. New Deal Brain Trust member Raymond Moley described the importance 
of bank confidence in his memoir of his experiences during the banking 
crisis of 1933: “ Woodin (Secretary of the Treasury) by his earlier experi-
ence in banking and I, by what I had learned in the preceding days and in 
the light of my political activity, had grasped an essential fact. We know 
how much of banking depended upon make-believe or, stated more con-
servatively, the vital part that public confidence had in assuring solvency” 
(Moley 1966, 171).

7. New Dealer Adolph Berle observed the inability to manage confidence in 
the banking system on the level of the individual bank in his speech to 
the New York Bankers Association: “Prior to the bank holiday, there was 
almost a standard gambit which inevitably worked itself out. A small bank 
or two or three of them would find themselves in difficulties. The Federal 
Reserve people and the Reconstruction Finance people were called in. They, 
as their first move, tried to get together the strong and responsible bank-
ing interests in that town with a view to working out a concerted course 
of action. In practically every case they were met with a feeling on the part 
of the stronger units that perhaps these weaker men had no right to be in 
business anyway, and that if they were allowed to go by the board, it would 
make for a healthier situation. But when the weaker units did go by the 
board, confidence was so shattered that a short time after, the non-coop-
erative strong units were themselves asking for assistance, and then they 
learned to know, as we had, that there was no such thing as a series of scat-
tered banking units. It was one party, and everybody was invited, whether 
he desired the invitation or not” (1933, 7).

8. Attrition via mergers and acquisitions may be regarded more favorably by 
the banking sector in the sense that it does not provoke bank runs, although 
it presents problems of a different sort to remaining commercial banks in 
that it reconfigures competitive conditions by creating a competitor of a 
larger size.

9. When a borrower defaults entirely, there is often some collateral that 
can defray the loss of the principal of the loan. But it is possible that 
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the conditions that culminated in the inability of the borrower to meet 
interest payment obligations (say negative economic conditions in a 
given industry or region) may also depreciate the value of the collateral 
backing the loan. “Once a situation exists where debt payments cannot 
be made either by cash from operations or refinancing, so that assets 
have to be sold, then the requirements imposed by the debt structure 
can lead to a fall in the prices of assets. In a free market, the fall in asset 
prices can be so large that the sale of assets cannot realize the funds 
needed to fulfill commitments” (Minsky 1982, 383–384).

10. Corrigan provided three reasons for the “specialness” of banks: they 
offer transactions accounts, they transmit monetary policy, and they are 
a backup source of liquidity for other financial and non-financial institu-
tions. The third of these three facets of Corrigan’s argument is not consid-
ered here. Corrigan’s original essay was updated in the post Glass-Steagall 
era (2000).

11. The partial reserve system is the traditional manner in which depository 
banking has been conducted. However, recently, some jurisdictions have 
excused depository institutions from the necessity of holding required 
reserves. Chapter 6 will discuss some of the ways in which depository 
institutions have been able to reduce and in some cases eliminate required 
reserves, and the capital adequacy standards that have succeeded required 
reserves as a preferred tool of banking regulators.

12. This is an approximation of how required reserves are created. In the United 
States, required reserves are generally acquired by trading among commercial 
banks in the Federal Funds market, rather than by holding back a portion 
of each new deposit. However, this approximation is employed in standard 
texts as an explanation of the banking process and the money multiplier.

13. Cash held on the premises of commercial banks (vault cash) is also counted 
as required reserves.

14. Of course, many capitalist enterprises (including non-commercial bank 
financial capitalist firms) may receive state support when they face a cri-
sis. But it is rare that a private capitalist firm has access to an explicitly 
acknowledged and formalized mechanism through which an agency of 
the government (the central bank in this case) provides liquidity in times 
of crisis.

15. This also applies to other providers of funds to commercial banks, if I may 
be permitted to relax the imposed assumptions momentarily.

16. This implicit subsidy is particularly operative if the bank is perceived as 
“too-big-to-fail” (see below).

17. Even if a bank is rescued, it will face costs in terms of the injury to its repu-
tation and increased regulatory scrutiny.

18. For example, see Wolfson (1994, 49–59) concerning the failure of the 
Franklin Nation Bank in 1974. Franklin was a relatively minor regional 
bank only a few years prior to its failure. However, once its aggressive 
growth strategies faltered, it became apparent that Franklin had created 
such an extensive web of difficulties that the Federal Reserve was obliged 
to extend it rather extensive support in the time prior to its failure.
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19. This is a so-called “bought-deal,” in which the underwriter assumes the 
risk associated with the ultimate sale of the securities. It is also possible to 
have a “best-effort” arrangement, in which unsold securities are returned 
to the issuer.

20. For example, the commissions earned via facilitating trading on secondary 
securities markets may all be enhanced in a context in which capital gains 
earnings are vigorous.

21. “American economists and bankers themselves generally accepted the ortho-
dox theory of banking which maintained that commercial banking must be 
conducted separately from investment operations” (Edwards 1938, 166).

22. The term “commercial bank” was developed to refer to a financial capi-
talist firm that facilitated commerce by using deposits to fund short-term 
loans made to support the “needs of trade” (D’Arista 1993, 63–64). Much 
of this lending took the form of bridging the time period between the sale 
of goods and the receipt of payment, or the facilitation of payment for 
international trade. Until the Great Depression, when medium-term lend-
ing became more common on the part of commercial banks, this orienta-
tion towards short-term lending remained in force.

23. The provision of operating capital is also supportive of a pro-investment 
agenda, in that it frees retained earnings or inflows of funds from the sale 
of securities for use as investment capital.

24. Trescott’s 1963 study conducted at the invitation of the American Bank-
ers Association, Financing American Enterprise: The Story of Commercial 
Banking (1963), devotes a chapter to the role of commercial banking in 
the financing of productive capitalist firms between 1946 and 1960, and 
makes special mention of the role of commercial banks in providing invest-
ment capital to these smaller borrowers.

25. The list of concerns discussed in these Hearings appears in Benston (1990, 
23–25).

26. Securities may serve as collateral for loans in commercial banks that have 
no connections with investment banks. However, the concern is that this 
activity will be more prevalent in a diversified financial capitalist firm given 
the conflicts of interest that may influence the banks’ lending decisions.

27. See Corrigan (2000).
28. In the late 1990s, it was claimed that the conduct of monetary policy by 

the Federal Reserve was timed to support stock market values in a manner 
that came to be called the “Greenspan Put” (Parenteau, 2006). A “put” is 
an option to sell an asset in the future (a form of derivatives contract) that 
provides insurance to compensate the holder against a drop in its price.

29. In contrast, Calomiris (2000) makes the case that a long term relation-
ship between a productive and a diversified financial capitalist firm can be 
advantageous to firms in need of investment capital. He argues that  diversi-
fied financial capitalist firms can alter the form of financing available to the 
productive capitalist firm, progressing from lending directly to the firm to 
underwriting securities as the firm matures. To cultivate a long-term rela-
tionship, the financial capitalist firm may initially offer financing on attrac-
tive terms. However this argument assumes a long-term relationship between 
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the financial capitalist firm and productive capitalist firm. This likely entails 
the existence of significant switching costs to the productive capitalist firm, 
thereby reducing the productive capitalist firms’ bargaining power once it 
has selected the diversified financial capitalist firm with which it may form a 
long-term relationship.

30. Hilferding argued that several years of bitter competitive struggles and vig-
orous technological change produced a rapid concentration of capital in 
Germany at that time. The creation of cartels shielded productive capital-
ist firms somewhat from this ruinous competition, but these mergers and 
acquisitions required large infusions of money capital. Faced with these 
exorbitant financing demands, productive capital became increasingly reli-
ant on financial capitalist firms, particularly large banks, while at the same 
time financial capitalist firms became increasingly concentrated in order to 
mobilize more financial resources.

31. At that time, the lack of a well-developed stock market meant that finance 
capital often acted as shareholder in these productive capitalist firms rather 
than as underwriter that sold stock in these productive capitalist firms to a 
third party.

32. Morgan’s investment banking activity originally took the form of under-
writing securities to a select group of European investors, rather than act-
ing as underwriters for public offerings made widely available. In addition, 
Morgan used its own funds to buy and hold securities. Hence Morgan’s 
activities represent an older form of investment banking that gave way to 
new types of investment banking in the 1920s, engaged in underwriting 
securities for wider distribution.

33. The House of Morgan did not necessarily operate as a commercial bank. 
At that historical time, personal relationships and informal agreements 
were often sufficient to create alliances between Morgan and commercial 
banks. The partners of J.P. Morgan and Company owned stock (directly 
or indirectly) and/or had interlocking directorships in many large banks, 
trust companies, insurance companies and savings banks. In this manner, 
Morgan’s was aligned with the First National Bank of New York, and by 
1912, Morgan and Company and the First National Bank of New York 
controlled Banker’s Trust, Guarantee Trust, and the National Bank of 
Commerce (see Kotz 1978, 36–37).

34. When the money trust was investigated by the Pujo Committee in 1912, 
they found that “tightly held bank control had been instrumental in bring-
ing about large corporate mergers at the turn of the century and that these 
mergers had resulted in furthering the strength of the banks responsible for 
bringing these about.”(de Saint Phalle 1985, 52) In particular, Morgan’s is 
credited with encouraging the consolidation of the railroads and the promo-
tion of the mergers that produced General Electric and United States Steel.

35. Gershenkron (1962) made this argument in the context of a universal 
banking system in Germany. See Zysman (1983); and Grabel (1997) who 
provides a useful overview of this literature.

36. This scenario may represent another version of a “finance-as-servant” par-
adigm, and would be animated by its own set of contradictory imperatives. 
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The historical and institutional circumstances that would enable that state 
to play this sort of command role have not been found in the American 
context, except perhaps during war-time.

NOTES TO CHAPTER FOUR

1. After the passage of the National Banking Act in 1863, there were four 
major banking panics (1873, 1884, 1893 and 1907), as well as numerous 
regional and local panics. The creation of the Federal Reserve System in 
1913 was a response to this instability.

2. While supervisory agencies were entitled to exercise some discretion over 
granting charters, some of the factors discussed below compelled them to 
restrain their exercise of this discretion. (see Willis B, 197).

3. In the assessment of many who had recently emerged from the calamity of 
bank failures in the 1930s, free banking was associated with the promotion 
of all sorts of unsound and fraudulent banking practices. For example, see 
Hammond (1941).

4. Contemporary studies have revisited the question of whether free bank-
ing exacerbated bank failure rates. For example, see Dowd (1992), Kahn 
(1985), Rockoff (1974, 1975, and 1985), Rolnick and Weber (1983 and 
1984).

5. See Sylla et al. (1987).
6. For example, in March 1900, the Comptroller of the Currency responded 

to pressure from nationally-chartered commercial banks to reduce capital 
requirements from $50,000 to $25,000 for commercial banks in smaller 
communities (so that they could compete with state-chartered commercial 
banks in those communities). In turn, many states lowered capital require-
ments below $25,000. In the six months following the Comptroller of the 
Currency’s decision, 509 new national commercial banks were approved, 
which represents a 14 percent increase in the number of nationally char-
tered commercial banks (Fischer 1968, 192, Wheelock, 1992, 6, and 
author’s calculation).

7. In a 1930 letter to the House Banking Committee, a New Jersey banker 
proclaimed that “the bank, like the church, is a community enterprise, its 
stock a community investment, its success a community pride. It is a com-
munity temple where the saver and the borrower meet in a home they call 
their own.” (in Bremer 1935, 105–06).

8. See Clair and O’Driscoll (1991), and Litan (1991).
9. Bank failures during the 1920s were concentrated in agricultural areas.

10. Of course, the degree of competition among commercial banks varied in 
each state and even in each city in jurisdictions where unit banking was 
enforced.

11. O’Connor was Comptroller of the Currency between 1933 and 1938, a 
member of the Federal Reserve Board between 1933 and 1935, and the 
first vice-chairman of the Federal Deposit Insurance Corporation.

12. The increased stock market participation of the US public is credited to 
various factors; including the popularity of wartime Liberty Bonds and the 
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increasing availability of securities issued in smaller denominations (see 
Carrosso 1970, 249–250).

13. See D’Arista (1993, 64).
14. Currie’s category of “commercial” loans is actually “all other loans,” which 

he regards as commonly equated with commercial loans. He reports that 
commercial loans in the strict sense (loans eligible for rediscount) declined 
relative to other assets of national banks from 21.1 percent in 1923 to 
13.9 percent in 1929 (Currie 1931, 698). Peach (1941) provides a similar 
account.

15. It consists of all the corporate securities issued, and thus it will include 
securities issued by firms that are not productive capitalist firms. For exam-
ple, it includes securities issued by financial capitalist firms.

16. Certainly not all of these loans were made to productive capitalist firms.
17. Perkins (1971) provides a concise overview of the evolution of trust com-

panies and their involvement in both securities markets and depository 
banking.

18. Commercial banks complained that their ability to provide loans to large 
productive capitalist firms was being thwarted by restrictions on the size of 
loan that could be made to an individual borrower (White 1985, 288).

19. Kaufman and Mote (1992) claim, contra many authorities in the field, that 
the Comptroller of the Currency issued no formal ruling in 1902 specifi-
cally prohibiting nationally-chartered commercial banks from dealing in 
securities. They claim that these banks could only engage in investment 
banking activities via the “incidental powers provision” of the National 
Bank Act, while state chartered commercial banks often had explicit autho-
rization to engage in investment banking. Thus the more permissive regula-
tory climate enjoyed by state chartered commercial banks enhanced their 
ability to engage in investment banking activities, and the Mcfadden Act 
was demanded to equalize the status of national and state commercial 
banks in this respect.

20. Peach’s actual terminology is “all national bank affiliates, commercial 
banks and trust companies.”

21. Note that the return on assets must be multiplied by the so-called “equity 
multiplier” (a leverage factor) to derive the return on equity, a measure 
which is frequently used to evaluate profitability. Hence return on assets 
is typically a much lower number than the return on equity (see Sinkey 
2002, 131).

22. Compton (1987, 11) claims that about $7 billion in deposits were lost 
due to bank failures in the five years prior to the passage of the Glass-
Steagall Act.

23. D’Arista notes the prevalence of this problem in 1932 (1993, 163).
24. Friedman and Schwartz argue that from August of 1929 to March of 1933, 

the change in high-powered money should have produced a rise in the stock 
of money of 17.5 percent. However, a rise in the currency-deposit ratio 
(reflecting withdrawals of currency from bank accounts) and a rise in the 
excess-reserve-to-deposit ratio (reflecting increased commercial bank hold-
ing of excess reserves during a time of banking panics) produced a drop in 
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the money stock of 35 percent, despite the increase in high-powered money. 
(Friedman and Schwartz, 1963, 332–3).

25. Epstein and Ferguson state that rates on short-term Treasury notes dropped 
from 3.4 percent in 1929 to 0.34 percent in 1932 (1984, 970). They claim 
that as interest rates fell, commercial banks were unable to realize capi-
tal gains from these government securities because of the shortness of the 
banks’ portfolios.

26. Epstein and Ferguson conclude with a remark on the dilemma faced by the 
Federal Reserve because it must insure that the agents of monetary policy, 
commercial banks, must be profitable to operate in their capacity as the 
transmission mechanism of monetary policy: “As Keynes alone seems to 
have recognized, the capitalist organization of finance implies that interest 
rates may fail to drop low enough to revive an economy because bank earn-
ings might not permit it in an acute Depression. Moreover, contemporary 
students of money and banking have not reconciled a fundamental problem 
of the current system of bank regulation: that the Federal Reserve system is 
charged with performing two often incompatible tasks—that of advancing 
the interests of a specific industry while simultaneously overseeing the pro-
tection of other business and the public at a large” (1984, 982–983).

27. http://www.presidency.ucsb.edu/ws/index.php?pid=14473.
28. See Benston (1990, 29–31) for a description of the failure of the Bank of 

United States that disputes the proposition that the separation of commer-
cial and investment banking could have prevented the bank’s failure.

29. For example, National City Company was accused of rescuing the parent 
bank from the consequences of its disastrous Cuban Sugar loans by selling 
stocks in the failing sugar company to investors who were not apprised 
of the dubious quality of these stocks. The proceeds of this public offer-
ing allowed National City Bank to avoid a large loan loss (Pecora 1939, 
122), but left stock-holders with next to nothing. Its questionable secu-
rities underwriting included bonds issued by borrowers that were earlier 
described by bank officials as “lax, negligent, and entirely uninformed 
about the responsibilities of a long-term borrower” (Carosso 1970, 330). 
National City was also suspected of manipulating copper prices to pro-
tect itself from losses on the large amount of Anaconda Copper Company 
stocks it held (Kotz, 1978, 51).

30. Kazakévich (1934, 556) indicate that in 1926 (prior to the passage of the 
McFadden Act), 30.1 percent of the loans of national banks were secured 
by stocks and bonds. By 1930, 37.8 percent of the loans of national banks 
were secured by stocks and bonds.

31. In this quotation, Willis is drawing conclusions from previous experiences 
with the blending of commercial and investment banking that occurred 
prior to the passage of the Federal Reserve Act.

32. This was to be accomplished by allowing the central bank to discount only 
“real bills,” or credit arising from production, the financing of interna-
tional trade, and associated activities (see Meltzer, 2000).

33. For example, Benston (1996, 37) provides this summary of the prevailing 
perception via this quotation taken from a 1981 Supreme Court ruling: 
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“It is familiar history that the Glass-Steagall Act was enacted in 1933 to 
protect bank depositors from any repetition of the wide-spread bank clos-
ings that occurred during the Great Depression. Congress was persuaded 
that speculative activities, partially attributable to the connection between 
commercial banking and investment banking, had contributed to the rash 
of bank failures.”

34. As Benston points out, this quotation is taken from the appendix to Volck-
er’s 1986 Congressional testimony. While Volcker referred to this appendix 
during his testimony, the appendix was prepared by Melanie Fein.

35. Some contributions to this literature were published after Benston’s 1990 
book, but are included for consideration in Benston (1996).

36. For example, White (1986) disputes the hypothesis that security affiliates’ 
operations had deleterious effects on the soundness of banks, and Kro-
zner and Rajan (1994) investigate the proposition that conflicts of interest 
between commercial and investment banking caused securities affiliates to 
underwrite bonds likely to default.

37. As Walter Cadette of J.P. Morgan summarized: “Many of the [Banking Act 
of 1933’s] key features, including deposit insurance which helped immeasur-
ably to restore a sense of confidence in the banking system, were an apposite 
response to the crisis. But others, including the sections that separated com-
mercial and investment banking and became known as the Glass-Steagall 
Act, were not. Indeed, they were wide of the mark—the product of a hur-
ried search for scapegoats and for readily understandable, albeit simplistic, 
remedies to the economic ills engulfing the nation” (1996, 710).

38. “Department store” banks earned this nickname in reference to their ability 
to meet all of their customers’ needs. The term “department store banking 
“was mimicked in the 1990s, when advocates of a return to the blending of 
commercial and investment banking claimed that financial capitalist firms 
would provide a “financial supermarket” with the purported advantages of 
“one-stop shopping.”

39. This is not to say that the diversified financial capitalist firms of 1927 rep-
resent an unambiguous return to conditions reminiscent of Hilferding’s 
finance capital. Other factors also need to be considered (such as the possi-
bility of productive capitalist firms relying on retained earnings rather than 
external financing). However, to the extent that the organizational form 
of the diversified financial capitalist firm creates the possibility that finan-
cial capital can maneuver into a position that compromises the bargain-
ing power of productive capital, and thereby bid up the costs of accessing 
investment capital, this organizational form is an anathema to the pro-
investment agenda.

NOTES TO CHAPTER FIVE

1. The Banking Act of 1933 was preceded by the Emergency Banking Act of 
March 9, 1933 (which proclaimed the National Banking Holiday). However 
that act was aimed at containing the banking crisis rather than instituting 
structural reforms.
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2. The Glass-Steagall Act discussed below should not be confused with the ear-
lier Glass-Steagall Act of February 1932, which instituted some amendments 
to the Federal Reserve Act concerning rediscounting practices at Federal 
Reserve banks.

3. Previous chapters have emphasized that contextual circumstances will 
determine whether downward pressure on the price of investment capital—
in this case loans—translates into diminished profitability for banks.

4. “Because most of the individual proposals focused on increasing bank 
safety by decreasing competition in a particular area, the Act, taken as 
a whole, was blatantly anticompetitive” (Kaufman 1988,184). Benston 
(1990, 134–138) provides an overview of the interpretations of the Glass-
Steagall Act as a restraint on competition.

5. These remarks were made during Senate hearings that were requested by 
leading bankers to discuss the 1932 legislation that Senator Glass had intro-
duced to divorce commercial and investment banking. The remarks quoted 
above were made in reaction to the proposed legislation under review at 
that time. Ultimately, the Banking Act of 1933 made provisions to allow 
commercial banks to underwrite and deal in some government securities 
(see below). So vociferous was bankers’ condemnation of his intended 
banking reforms that Glass depicted these hearings as an “organized pro-
test” on the part of bankers (Peach, 1941, 154–155).

6. In addition to the prohibition on commercial bank entry into investment 
banking, banks were also to be subject to additional constraints within 
commercial banking. The Banking Act required that loan portfolios be 
scrutinized in order to prevent the allocation of bank credit for specula-
tive purposes. Section 3(a) required that “[e]ach Federal Reserve Board 
shall keep itself informed of the general character and amount of the 
loans and investments of its member banks with a view to ascertaining 
whether undue use is being made of bank credit for the speculative car-
rying of or trading in securities, real estate, or commodities, or for any 
other purpose inconsistent with the maintenance of sound credit condi-
tions.” The Act goes on to say that a bank judged to be making “undue” 
use of bank credit in the judgment of the Federal Reserve Board could 
be suspended from the use of the credit facilities of the Federal Reserve 
System.

7. Percy Johnson, of the Chemical Bank and Trust Company of New York, 
testified at the Banking and Currency hearings of the US Senate that “I do 
not think [a guarantee should be made to bank depositors], unless we are 
going to guarantee all elements of society against misfortunes and evils of 
all kinds. Of course, if we are going to have socialistic government, then 
we ought to guarantee everybody against all manner of things” (in Burns 
1974, 67).

8. Strictly speaking, Regulation Q was implemented by the Federal Reserve. 
The Banking Act of 1933 empowered the Federal Reserve to implement 
Regulation Q by giving it the authority to impose interest rate ceilings on 
time and savings deposits at member banks. In the 1935 Banking Act, the 
authority to apply Regulation Q ceilings and the prohibition on the payment 
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of interest on demand deposits were extended to all federally insured banks 
(Mason 1997, 26–27).

9. Benston (1964) dismisses the link between the payment of interest on 
demand deposits and the migration into “overly risky” banking activities.

10. Of course, interest rate controls could create difficulties for banks if they 
dissuade depositors from placing their savings in banks. This unintended 
consequence of interest rate controls emerged later in the 1960s.

11. While the cost of attracting a dollar of deposits began falling during the 
bank crises prior to 1933, interst rate controls contributed to stabilizing 
interest costs at this lower level after 1933.

12. See Burns (1974, chapter 3) for a discussion of various bankers’ interven-
tions into the debates about the merits of branch banking provides a sum-
mary of the arguments advanced both for and against branch banking.

13. Officials were directed to consider “the financial history and condition of 
the bank, the adequacy of its capital structure, its future earnings prospects, 
the general character of its management, the convenience and needs of the 
community to be served, and whether or not its corporate powers are con-
sistent with the purposes of this section” (in Hammond 1941, 60–1).

14. “[N]o member bank shall be affiliated in any manner ( . . . ) with any cor-
poration, association, business trust, or other similar organization engaged 
principally in the issue, flotation, underwriting, public sale, or distribution 
at wholesale or retail or through syndicate participation of stocks, bonds, 
debentures, notes or other securities” (in Kross 1969, 2760).

15. Section 16 prohibited commercial banks from purchasing equities and 
underwriting securities on their own behalf (with the exception of US Trea-
suries and general obligations of states and political subdivisions), section 
21 prohibited investment banks from accepting deposits, and section 32 
prohibited interlocking directorates between commercial and investment 
banks.

16. Commercial banks were entitled to underwrite and deal in Treasury secu-
rities and the general obligation bonds of state and local governments 
(Benston and Kaufman 1996, 9). Benston and Kaufman argue that these 
exemptions were permitted to ensure that government securities would be 
underwritten efficiently and competitively.

17. For example, J.P. Morgan’s financial empire was carved into two separate 
companies: Morgan Stanley pursued investment banking while J.P. Morgan 
& Company engaged in commercial banking.

18. By constraining the securities that a commercial bank was entitled to hold, 
commercial banks could not buy equities in an effort to control productive 
capitalist or merchant capitalist firms. While this limited the formation of 
diversified capitalist firms, this restriction was evaded as commercial banks 
formed holding companies in order to control both bank and non-bank 
subsidiaries. In time this loophole was closed with the passage of the Bank 
Holding Company Act (BHCA) of 1956. The BHCA was explicitly justified 
as a measure “to maintain the traditional separation between banking and 
[commerce] in order to prevent abuses of allocation of credit” (in Hayes 
1987, 49). It clearly prohibited bank holding companies from acquiring 
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“direct or indirect ownership or control of any voting shares of any com-
pany which is not a bank” (Krainer 2000, 17). Once this loophole in the 
Glass-Steagall provisions was closed, commercial banks were prevented 
from forming holding companies in order to establish diversified capitalist 
firms. Non-bank financial capitalist firms and productive capitalist firms 
could acquire up to 25 percent of voting shares in a bank’s outstanding 
equity capital. However, any stake in excess of this threshold obliged the 
acquiring firm to become a bank holding company.

NOTES TO CHAPTER SIX

1. Within financial circles, commercial banking came to be referred to as a 
“3–6-3” occupation, following the reputation of bank executives for bor-
rowing money from depositors at 3 percent, lending at 6 percent, and arriv-
ing at the golf course by 3 o’clock in the afternoon.

2. For example, Euromarkets posed a competitive threat to US banks in both 
the first and second phases of financial intermediation. The Eurodollar mar-
kets developed as the US balance of payments deficits in the 1960s increased 
the total number of US dollars held abroad. This gave European banks the 
opportunity to take deposits and make loans in US dollars. Non-US banks 
were exempt from American interest rate controls and from other regulatory 
restrictions, such as American standards on required reserves and the pay-
ment of FDIC premiums. Thus non-US banks had the possibility of paying 
more to attract deposits, while making up for this additional cost by saving 
on other expenses incurred by US banks. As the Eurodollar market matured, 
it both attracted savings away from US commercial banks and made loans to 
US borrowers. This practice became so widespread that the phrase “round-
tripping” evolved to connote funds originating in the US that were deposited 
in the Eurodollar market and subsequently re-lent to US borrowers.

3. The following account of the various pressures exerted by non-banks on 
commercial banks leaves aside the similar difficulties experienced by Sav-
ings and Loan Associations.

4. It was particularly lucrative to find a non-bank substitute for checking 
accounts, since depositors needing to execute transactions were severely 
penalized by interest-free checking accounts during an inflationary period.

5. MMMFs evolved to hold commercial paper, bank certificates of depos-
its, banker’s acceptances and repurchase agreements. Ironically, when 
a MMMF purchases certificates of deposit from commercial banks, the 
MMMF can be thought of as draining savings out of the bank deposits and 
obliging banks to access the funds via the MMMF.

6. Prior to 1970, the minimum denomination of Treasury Bills was $1,000, 
which was within the reach of smaller savers. But as Regulation Q ceilings 
became binding, government officials (and the commercial bank officials 
that lobbied them) noticed that savers were fleeing commercial banks to 
buy Treasuries. In 1970, the minimum size of Treasury bills was increased 
to $10,000. This change in the denomination of Treasuries was intended 
to support commercial banks in their quest to attract deposits, but had 
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the unintended effect of helping to stimulate the development of MMMFs 
(Gart 1994, 82).

7. In the 10 years between 1974 and 1984, the total value of MMMF shares 
outstanding grew from $2.4 billion to $232.2 billion.

8. Employer control of pension funds together with inadequate regulation 
made them a problematic vehicle for workers’ savings. In the 1950s and 
1960s, relatively strict vesting requirements meant that workers frequently 
forfeited pension contributions made on their behalf, and pension funds 
were often so under-funded or so heavily invested in the securities of the 
employer that problems in the firm sponsoring the pension fund spelled 
disaster for workers’ pensions. The scandalous termination of the Stude-
baker pension plan in 1964 (see Wooten 2001) and other abuses prompted 
the United Auto Workers, as well as other advocates of pension reform, 
to push for the passage of the Employee Retirement Income Security Act 
(ERISA) in 1974.

9. Unless otherwise indicated, all statistics cited in this chapter are derived 
from the accompanying figures.

10. In addition, a defined contribution plans are attractive in that they offer 
transferability for mobile workers, they are convenient to redeem, and the 
entire return accrues to the worker.

11. Non-financial corporate business is used here as the best approximation of 
productive capitalist firms offered within the Flow of Funds categories.

12. Ideally we would wish to display checking and savings deposits, but the 
Flow of Funds categories are such that the line labeled “deposits” on Fig-
ure 13 unfortunately includes currency and time deposits such as the cer-
tificates of deposit (see below for a separate treatment of certificates of 
deposit), as well as our desired categories. Thus the decline in checking and 
savings deposits is masked by increases in time deposits.

13. See Flow of Funds, L119, L120 and L122.
14. Total credit market assets held by these various entities described in figure 

14 excludes mutual fund shares, which may affect the total of credit market 
debt indirectly provided.

15. Total credit market assets of commercial banks include US government 
securities, municipal securities, corporate and foreign bonds, as well as 
total loans. They exclude any holdings of corporate equities and mutual 
funds.

16. In 1970, Penn Central Railroad defaulted on $83 million in commercial 
paper, which provoked a virtual seizing up of the commercial paper mar-
ket, even for solvent borrowers (Meerschwam 1987, 86–87).

17. A line of credit is a promise to provide a loan should the potential borrower 
wish to have it. The fee for this stand-by arrangement is distinct from any 
interest income earned when and if the loan is actually provided.

18. The term “disintermediation” is often used to refer to a situation in 
which savings are diverted away from banks. I have chosen to avoid 
this term, since we are analyzing a situation in which savings are indeed 
intermediated, but by some type of financial intermediary other than a 
commercial bank.
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19. A repurchase agreement is an agreement to sell and subsequently repur-
chase securities. In this case, the bank would sell a Treasury bill overnight 
to its customer, and repurchase it the following day. The repurchase would 
be at a rate roughly equivalent to the interest earned on the Treasury bill in 
the intervening period.

20. In 1980, commercial banks won the ability to extend these accounts to 
smaller depositors in the form of “automatic transfer savings,” accounts 
that transferred funds from checking to interest-bearing savings accounts.

21. Retail CDs are classified as small time deposits, in contrast to large nego-
tiable CDs (wholesale CDs) that are classified as large time deposits.

22. DIDMCA lowered reserve requirements to 12 percent on transactions 
accounts and 3 percent on non-transactions accounts. As of 1951, required 
reserves were as high as 23 percent on demand deposits (depending on the 
classification of the bank) and 6 percent on savings accounts. These required 
reserve-ratios were eroded throughout the post-war period prior to the pas-
sage of the DIDMCA (see Feinman, 1993, 587–588). By 1990, required 
reserves were eliminated on non-transactions accounts, and by 1992, the 
checking account required-reserves ratio was reduced to 10 percent.

23. Prior to 1980, banks were withdrawing from Federal Reserve membership 
because the Federal Reserve imposed more stringent required reserves ratios 
than many state-chartered, non-member banks were required to maintain. 
The DIDMCA established uniform reserve requirement for all commercial 
banks, regardless of whether or not they were members of Federal Reserve

24. This statistic is taken from a report by the Federal Reserve Bank of New 
York, quoted in D’Arista (1993, 137).

25. A commercial bank in need of funds will sell securities for some specified 
time period, with the agreement that it will repurchase them at a later date.

26. Thanks to a 1962 ruling from the Comptroller of the Currency, commer-
cial banks were permitted to issue commercial paper. However, a struggle 
ensued when the Federal Reserve ruled that commercial paper constituted 
a time deposit in 1966. Ultimately this was resolved as commercial paper 
came to be issued by a bank holding company (or a non-bank subsidiary), 
and the funds were made available to the affiliated commercial bank when 
the issuer of the commercial paper purchased the bank’s loans (Wolfson 
1994, 178–179).

27. For example, rumors concerning the possibility that a Japanese bank would 
acquire Continental Illinois, or that the OCC had approached other banks 
to assist Continental, helped to produce a debilitating electronic bank run 
in May 1984.

28. At one point, the FDIC defined these funds as “volatile liabilities” (although 
this was later changed to the more benign-sounding “non-core liabilities”). 
As defined by the FDIC, volatile liabilities included large denomination 
time deposits (such as CDs), foreign office deposits, federal funds pur-
chased, repurchase agreements, and other borrowings (Sinkey 2002, 435).

29. In part due to the unit banking laws in Illinois that limit the accessibility of 
deposits, Continental funded its growth in the late 1970s via the purchased 
funds markets. In 1981, “core deposits” (i.e. traditional deposits) made up 
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just 20 percent of the bank’s total deposits, which included negotiable CDs 
and foreign deposits from Euromarkets (FDIC 1997, 242 and 255).

30. As Charles Partee, chair of the Federal Reserve Board of Governors com-
mittee on bank supervision, confirmed:

“With Continental Illinois, when you get right down to it, here was 
a $40 billion bank with only $4 billion in deposits. The core of the 
bank was very, very small. They’re selling CDs, getting money from 
the Eurodollar market, selling commercial paper from the bank hold-
ing company. It was an extreme case—but it wasn’t all that unusual. 
Citibank has a small core too. Lots of big banks do” (in Greider 
1987, 525–526).

31. Wolfson cites research illustrating that the importance of lender-of-last-
resort support is reflected in the pricing dynamics of purchased funds 
markets. During an instance of instability in the wholesale CD market, a 
“two-tiering” effect took place in which banks regarded as too big to fail 
paid less on their CDs than did smaller banks, regardless of the profitabil-
ity indicators of the bank in question (Wolfson 1994, 57). Thus the larger 
banks are more active in securing purchased funds than are the smaller 
banks. Sinkey notes that in 1985, purchased funds constituted 35 percent 
of the average consolidated assets of all FDIC-insured commercial banks, 
while the ten largest commercial banks held purchased funds equivalent to 
almost 60 percent of their average consolidated assets (2002,106). While 
the largest commercial banks diminished their reliance on purchased funds 
somewhat in the 1990s, (purchased funds constituted 45 percent of the 
average consolidated assets of the ten largest FDIC-insured commercial 
banks in 1999), medium and small commercial banks held respectively 
only 26 percent and 16 percent of their average consolidated assets as pur-
chased funds.

32. Banks were encouraged to lend to third world countries by a ruling of the 
OCC in 1979. A nationally chartered commercial bank is generally subject 
to a 10 percent limit to loan to any one entity. The OCC determined in 
1979 that the various public sector borrowers in a LDC did not have to be 
considered as a single entity, and thus many commercial banks that would 
otherwise have been in violation of the 10 percent rule were able to con-
tinue to engage in highly concentrated lending. A Senate report at that time 
observed that “a single US bank may have loans outstanding to 20 differ-
ent public entities in Brazil, none of which individually exceeds 10 percent 
of the bank’s capital, but which taken together may far exceed the limit, 
and still not be in violation of the rule” (in FDIC 1997, 204).

33. US commercial banks other than these nine major banks were much less 
exposed to third world debt , since their loans consisted of 116 percent of 
bank capital by the end of 1982 (Sachs and Huizinga 1987, 558).

34. In 1970, the 15 most heavily indebted nations had external public debts of 
about $18 billion, or almost 10 percent of their GNP. By 1987, these states 
owed $402 billion, or about 47.5 percent of their GNP (see Ferraro and 
Rosser 1994, 333).
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35. This gave US commercial banks some time to respond to the problem. 
However, it created a situation in which, according to Sachs and Huizinga, 
“[i]ronically, during 1982–86 the debt crisis did not have a serious adverse 
effect on the reported current earnings of the banks, even though it called 
into question their very solvency” (1987, 567), By the end of 1986 the 
exposure of the largest US banks to LDC debtors was 154 percent of capi-
tal (ibid., 558). In 1987 the situation could be publicly acknowledged, as 
was symbolized by Citicorp’s announcement that it would increase its loan 
loss reserve by $3 billion to address its third world debt exposure. As a 
result of losses connected to the third world debt problem, large commer-
cial banks posted losses of about $10 billion in the second quarter of 1987 
(ibid., 570).

36. This was facilitated, in part, by legal changes such as The Economic Recov-
ery Tax Act of 1981 that accelerated depreciation allowances, made real 
estate investment more attractive, and included other provisions that facili-
tated the use of debt to finance corporate takeovers and leveraged buyouts 
(Wolfson 1994, 109–112). Many of these provisions were subsequently 
repealed by the Tax Reform Act of 1986, which contributed to the collapse 
of the commercial real estate market in the later 1980s.

37. An account of the erosion in loan underwriting standards during the com-
mercial real estate boom in the 1980s is given in the FDIC’s History of the 
Eighties- Lessons for the Future: An Examination of the Banking Crises 
of the 1980s and Early 1990s (1997). Overall returns on commercial real 
estate properties fell from 18.1 percent in 1980 to a negative 6.1 percent, 
and remained negative or close to zero until 1994 (150).

38. As was noted above, lines of credit ironically enabled non-banks to create 
the “parallel banking system” via the commercial paper market.

39. Some notional amount will serve as the reference point from which the 
contract pay-out is calculated, but this amount is never exchanged under 
this type of contract.

40. “Matched trading” (or offsetting contracts in swaps transactions) means 
that, for example, a derivatives contract that requires the derivatives dealer 
to pay the counterparty if interest rates go up will be “matched” against 
another derivative that pays the derivatives dealer in the same event.

41. Derivatives traded in organized futures exchanges have a clearing house 
guarantee to mitigate credit risk (Edwards and Mishkin 1995, 15).

42. For example, at the time of its failure, Long Term Capital Management 
was reported to hold $1.25 trillion of notional exposure in derivatives with 
an estimated value of $125 billion, despite its own capital base being a 
mere $2.2 billion (Mehrling 1998, 9).

43. By 1992, the seven largest US banks accounted for more than 90 percent of 
all derivatives contracts held by US banks (Edwards and Mishkin 1995, 14).

44. While the FDIC attempted to ban this practice in 1984 (by instituting an 
insurance limit of $100,000 per broker), this was defeated in court. After a 
protracted struggle, limits on brokered deposits were included in the Fed-
eral Deposit Insurance Corporation Improvement Act (FDICIA) of 1991.
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45. Risk-based deposit insurance premiums were intended to enhance the 
capacity of the FDIC to handle the expenses of bail-outs, and to act as a 
disincentive for commercial banks to engage in riskier activities. However, 
this regulation has favored large well-capitalized banks that were highly 
rated by banking supervisors. Moreover, during the many years in which 
the Deposit Insurance Fund was above a given level, large banks have been 
freed of the necessity of paying any deposit insurance premiums.

46. By transferring default risk to third parties, credit derivatives create the pos-
sibility that a crisis in the commercial banking system may be transferred 
into a crisis among the counterparties in credit derivatives. For example, if 
insurance companies act as counterparties in credit derivatives, the Federal 
Reserve could be faced with a commercial banking crisis that manifests 
itself as turmoil among insurance companies.

47. General Electric and other firms had finance companies that predated the 
developments in the commercial paper market during the 1970s, but they 
were much less important in earlier times.

48. Even commercial banks sought to establish non-bank banks.
49. The CEBA obliged the companies affiliated with non-bank banks to face 

the same regulations as bank holding companies. Although existing non-
bank banks were grandfathered, their asset growth was limited to 7 percent 
annually and the creation of new non-bank banks was prohibited for one 
year (Gart 1994, 88–89).

50. Subject to some restrictions, such as the requirement that total holdings 
cannot exceed $6 billion or 30 percent of Tier 1 capital without Federal 
Reserve approval.

51. The Act stipulates only that such investments can be “held for a period of 
time to enable the sale or disposition thereof on a reasonable basis consis-
tent with the financial viability of the [investment]” (Kroszner 2000, 1).

NOTES TO THE CONCLUSION

1. This point is acknowledged by Kane in his account of the “regulatory dia-
lectic” (1981, 355).

2. Within a given theoretical tradition, criteria may exist to declare some out-
come “efficient,” “fair,” etc. For example, neoclassical economic theory 
provides a means of defining and then assessing efficiency. But if one does 
not accept the theoretical preconditions of this neoclassical definition, no 
trans-theoretical assessment of efficiency can be agreed upon.
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