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Time Line

November 30, 1656—Johan Palmstruch’s Stockholms Banco is chartered by Swedish king Karl X Gustav.

1661—Stockholms Banco issues the first paper banknotes in Europe.

September 17, 1668—After Stockholms Banco collapses, the Swedish Riksbank is created. It remains the country’s central bank until this day.

July 27, 1694—King William III charters the Bank of England.

May 10, 1866—British bank Overend, Gurney & Co. fails, sparking a panic in the London money markets. The Bank of England floods the banking system with liquidity, acting as lender of last resort.

Fall, 1907—A banking panic in New York sparks a global economic downturn, crystallizing the need for a central bank in the United States.

December 23, 1913—The Federal Reserve Act passes, setting up a central bank for the United States, albeit one with a complicated structure of twelve powerful regional branches.

1923—The German Reichsbank, led by Rudolf von Havenstein, prints massive amounts of money, resulting in hyperinflation. Price increases of thousands of percent per month destabilize the war-ravaged nation and spark uprisings by the Nazis and other insurgent groups.

November 16, 1923—Hjalmar Schacht introduces a new and more stable German currency, the rentenmark. Its value is set at one rentenmark per trillion reichsmarks.

October 29, 1929—The U.S. stock market crashes on “Black Tuesday.”

May 11, 1931—Credit-Anstalt, a leading Austrian bank, fails, prompting a ripple effect of withdrawals and more bank failures in Germany and elsewhere in Europe.

July 9, 1931—Hans Luther, head of the German Reichsbank, travels to European capitals and then to meet fellow central bankers in Basel, looking in vain for international relief from the growing banking crisis.

September 21, 1931—Britain leaves the gold standard, facing economic collapse should it try to maintain the peg of the pound to the price of gold.

July 22, 1944—Global economic leaders finish a conference in Bretton Woods, New Hampshire, where they agree to a world economic order for the post–World War II globe.

August 15, 1971—With the United States struggling to maintain the peg of the dollar to gold as mandated by the Bretton Woods system, President Richard Nixon suspends the gold window. His advisers include Federal Reserve chairman Arthur Burns and Treasury official Paul Volcker.

1978—In Arthur Burns’s final year as Federal Reserve chair, inflation reaches 9 percent.

October 6, 1979—In an unscheduled Saturday meeting of Fed policymakers, new chairman Paul Volcker engineers an interest rate hike and a new strategy to tighten the money supply, aiming to bring down inflation. These rate hikes lead to a deep recession, but eventually end the inflation that took root under Burns.

December 10, 1991—European leaders agree to the Maastricht Treaty, pledging to create a common currency.

June 1, 1998—The European Central Bank is created to administer the euro.

March 19, 2001—Suffering economic stagnation in the wake of a real estate and banking system collapse, the Bank of Japan begins a program of buying assets, known as quantitative easing.

July 1, 2003—Mervyn King takes office as 119th governor of the Bank of England.

November 1, 2003—Jean-Claude Trichet takes office as second president of the European Central Bank.

February 1, 2006—Ben Bernanke takes office as the fourteenth chairman of the Board of Governors of the Federal Reserve System.

2007

August 9—BNP Paribas announces it is unable to value mortgage-related assets on the books of three funds it manages, sparking a freeze-up in money markets and a €95 billion intervention by the ECB.

September 14—The Bank of England intervenes to aid Northern Rock, a British bank on the verge of failure.

December 12—The Federal Reserve, Bank of England, ECB, and central banks of Canada and Switzerland announce “liquidity swap lines” to provide up to $24 billion to help ease a freeze-up of the banking system. The first joint international effort of the global central banks during the crisis, it is a tool to channel dollars from the Fed to European banks that are facing shortages of dollars.

2008

March 14—The Fed rescues investment bank Bear Stearns by putting up $30 billion toward its acquisition by J.P. Morgan. It is the first bailout by the Fed in the crisis.

September 15—Lehman Brothers files for bankruptcy.

September 16—The Fed rescues insurer AIG with an $85 billion emergency loan.

September 18—The Fed, ECB, and central banks of Britain, Canada, Japan, and Switzerland expand swap lines by $180 billion, a move that enables the global central banks to lend dollars into their domestic banking systems.

September 24—Fed swap lines are extended to the central banks of Australia, Sweden, Denmark, and Norway.

September 29—Swap lines are expanded by another $330 billion.

September 30—The Irish government announces it is guaranteeing the liabilities of the nation’s major banks, sparking a run on banks in European nations without such guarantees.

October 7—The Fed announces the “Commercial Paper Funding Facility” to backstop the multitrillion-dollar market for short-term corporate lending.

October 8—In the first ever globally coordinated monetary policy action, the central banks of the United States, eurozone, Britain, Canada, Sweden, and Switzerland announce that they are all cutting interest rates.

October 29—Fed swap lines are extended to the central banks of Brazil, Mexico, South Korea, and Singapore.

November 6—Bank of England cuts target interest rate by 150 basis points.

December 16—The Fed cuts its target interest rate to near zero and says it expects conditions will warrant “exceptionally low” rates for “some time.”

2009

March 5—The Bank of England slashes its target interest rate to 0.5 percent and announces £75 billion of bond purchases, or quantitative easing.

March 9—Global stock markets reach their lowest levels in over a decade, with the Standard & Poor’s 500 off 57 percent from its 2007 peak.

March 18—The Fed expands its own quantitative easing, to a total of $1.75 trillion in purchases of a variety of securities.

March 24—Bernanke and Timothy Geithner, the treasury secretary and former New York Fed chief, are pilloried in a House committee hearing for bailing out AIG.

May 13—The ECB cuts its main interest rate to a record low 1 percent.

June 17—Mervyn King delivers the annual Mansion House speech in London, blindsiding Chancellor Alistair Darling with criticism of British bank regulation.

August 6—King is outvoted on the Bank of England’s monetary policy committee, favoring a larger expansion of quantitative easing than the majority.

August 25—President Barack Obama announces that he is reappointing Bernanke to a second term as Fed chair.

October 4—The socialist PASOK party prevails in Greek elections, bringing Prime Minister George Papandreou to power. His government encounters massive deficits.

2010

January 28—The Senate confirms Bernanke for a second term as Fed chair by the narrowest margin in history.

February 7—Finance ministers and central bankers of the Group of Seven leading industrialized powers meet in the Iqaluit, Canada. In the frigid Arctic air, a consensus emerges toward austerity and tighter money.

February 11—European leaders hold an emergency summit on Greece and pledge to aid the cash-strapped nation.

April 23—Papandreou asks for a €45 billion bailout from European nations and the IMF.

May 2—European leaders agree to a €110 billion Greek aid package, which markets quickly decide is inadequate.

May 5—Protests of Greek austerity measures turn violent in Athens, as three people die in a firebombed bank.

May 6—The ECB holds a monetary policy meeting in Lisbon and makes no change to interest rate policies. Markets decline as Trichet suggests no move toward ECB aid for Greece. U.S. markets experience what becomes known as the Flash Crash, plummeting briefly. That evening, ECB governing council members discuss the possibility of buying bonds to ease pressure on Greece and other nations facing high borrowing costs. British elections are held, resulting in a swing in power toward the conservatives but no outright majority, necessitating negotiations to form a coalition with the Liberal Democrats.

May 7—Axel Weber, president of the German Bundesbank, sends an e-mail to colleagues retracting his open-mindedness of the night before to ECB bond purchases. Trichet travels to Brussels to impress upon European government heads the urgency of a eurozone rescue fund, implicitly dangling the possibility that if they act, the ECB could take action as well.

May 9—Eurozone finance ministers negotiate in Brussels to create a €750 billion rescue fund, known as the European Financial Stability Facility, as ECB officials in Basel, Frankfurt, and elsewhere agree to begin buying bonds to allay pressure from the bond markets. Weber votes against the move and holds a secret conference call of the Bundesbank board to consider whether to comply with the ECB’s directive. The Fed reopens swap lines with the ECB and other international central banks.

May 11—A crucial amendment to the Dodd-Frank Act aiming to increase transparency at the Fed—but maintain independence of monetary policy—passes the Senate. David Cameron becomes British prime minister after successfully forming a coalition with the Liberal Democrats.

May 12—An amendment to keep the Fed in place as regulator of large and small banks passes the Senate.

July 21—Obama signs the Dodd-Frank Act into law, increasing the powers of the Fed.

August 27—Bernanke gives a speech at the Jackson Hole economic symposium, raising the possibility of a new round of quantitative easing to address a slowdown in the U.S. economy.

October 18—In Deauville, France, German chancellor Angela Merkel and French president Nicolas Sarkozy walk on a seaside promenade and agree that private creditors must take losses in future bailouts. Trichet is stridently opposed to this approach, which causes a new wave of disruption in financial markets.

October 23—Finance ministers and central bankers of the Group of 20 major world powers meet in Gyeongju, South Korea, where Bernanke explains the Fed’s expected new policy of quantitative easing to skeptical international policymakers.

November 3—The Fed announces it will buy $600 billion in Treasury bonds in a second round of quantitative easing that will be widely known as QE2. It draws intensive criticism from American conservatives and the German, Chinese, and Brazilian governments.

November 21—Ireland, under post-Deauville pressure from bond markets, requests a bailout.

2011

February 11—Axel Weber resigns from the Bundesbank. His opposition to ECB bond purchases makes his possible ascent to the presidency of the central bank untenable.

April 6—Portugal requests a bailout, becoming the third European country to do so.

April 8—The ECB elects to hike interest rates, the first of two quarter-point increases, seeing a risk of inflation even as much of the continent falls into depression.

May 6—Trichet leaves a secret meeting of European officials in Luxembourg where the possibility of Greece leaving the eurozone is to be discussed, angry that the existence of the meeting has leaked to the press.

May 11—Merkel indicates that she supports Mario Draghi, Italy’s top central banker, to replace Trichet as ECB president when Trichet’s term is to end.

May 14—Dominique Strauss-Kahn, the managing director of the IMF, is arrested in New York for sexual assault against a hotel maid. He had been a crucial voice in negotiations over Greek aid to take into account the damage that rapid austerity could cause to the Greek economy.

May 17—European finance ministers instigate talks over Greek bondholders taking losses, against Trichet’s vociferous objections.

June 16—Mervyn King and new chancellor George Osborne deliver a coordinated message at the Mansion House Dinner in London, announcing plans to bring down budget deficits and to shift far greater control over the financial system to the Bank of England.

June 30—Papandreou narrowly clings to power in Greece as he wins passage of a €78 billion package of austerity measures. Violence continues in the streets as the Greek economy falls into depression.

July 21—After lengthy negotiations, a group representing banks and other Greek bondholders agrees to take a loss.

August 5—With borrowing costs spiking for the Italian and Spanish governments amid a loss of confidence in European resolve, Trichet sends letters to the Italian and Spanish finance ministers outlining the steps they must take to receive help from the ECB.

August 7—The ECB resumes buying bonds, now including those from Spain and Italy.

September 9—Jürgen Stark, a German member of the ECB executive board, resigns, joining Weber as the second German to leave in protest of bond buying by the central bank.

September 21—Responding to another wave of weakness in the U.S. economy, the Fed announces its Maturity Extension Program, known as Operation Twist, aimed at replacing $400 billion in shorter-term bonds the Fed owned with a comparable amount of longer-term bonds, achieving some of the effects of new QE with less political blowback.

October 6—Concerned about the ripple effects of the eurozone crisis on the British economy, the Bank of England policy committee unanimously agrees to an additional £75 billion of quantitative easing.

October 19—At a farewell celebration for Trichet at the Frankfurt opera house, key players including Trichet, Draghi, Merkel, Sarkozy, and IMF chief Christine Lagarde meet to plot a path forward, amid worries that neither Papandreou nor Italian prime minister Silvio Berlusconi have the credibility to continue leading their nations.

October 27—European leaders, in yet another summit, negotiate for Greek bondholders to take further losses and extend a new aid package to Greece.

October 31—Papandreou calls for a referendum on the Greek bailout agreement, creating a situation in which a no vote would mean his nation’s leaving the eurozone.

November 1—Draghi takes office as the third president of the European Central Bank.

November 3—The ECB cuts its interest rate target a quarter percent at Draghi’s first policy meeting as president, and follows suit the next month, reversing the Trichet rate hikes from the spring of 2011 and reacting to a rapidly deteriorating European economy.

November 4—At the Group of 20 summit in Cannes, Merkel, Sarkozy, and other heads of state pressure Papandreou and Berlusconi to fulfill their obligations or stand down.

November 6—Papandreou steps down, to be replaced as prime minister by Lucas Papademos, a former ECB vice president.

November 12—Berlusconi steps down, to be replaced by Mario Monti, a former European commissioner.

November 30—The Fed, ECB, and other leading central banks again announce swap lines to try to funnel dollars toward ailing European banks.

December 21—The ECB institutes a “long-term refinancing operation” (LTRO), which pumps €489 billion into European banks for a three-year term.

2012

February 29—The ECB holds a second LTRO, pumping an additional €529 billion into European banks.

May 6—Greek parliamentary elections lead to no decisive result, as extreme parties of the left and right see major gains.

July 26—In a speech in London, Draghi pledges that the ECB will do “whatever it takes to preserve the euro.”

September 6—The ECB announces a new program of Outright Monetary Transactions, a pledge to buy bonds in unlimited amounts to combat market bets against the survival of the eurozone.

September 13—The Fed announces a resumption of quantitative easing, pledging to continue buying bonds indefinitely unless the outlook for the job market in the United States improves or inflation becomes a threat.

October 23—Mervyn King delivers a speech saying that “printing money is not … simply manna from heaven.” He also says that “there are no shortcuts to the necessary adjustments in our economy,” as the Bank of England largely sits on its hands amid the new activism from the Fed and ECB.

December 12—The Fed announces it expects to keep low-interest-rate policies in place until either the U.S. unemployment rate falls to 6.5 percent or inflation is poised to exceed 2.5 percent.



Introduction: Opening the Spigot

On August 9, 2007, Jean-Claude Trichet awoke at his childhood home of Saint-Malo, on the coast of Brittany, ready for a day puttering about in his motorboat and enjoying the company of his grandchildren. It was time for his summer respite after a busy year as president of the European Central Bank. Mervyn King, the governor of the Bank of England, had also planned a leisurely Thursday: He would make his way from his flat in London’s Notting Hill neighborhood to the Kennington Oval, on the city’s south side, to watch the British national cricket team play India. Ben Bernanke, the chairman of the U.S. Federal Reserve, was alone among the three men who would guide the world through the convulsions of the half decade to come in having scheduled a regular workday. His security detail was to drive him from his Capitol Hill row house to the Treasury Department, where he had an early breakfast with Secretary Henry Paulson. Bernanke would eat oatmeal. For the three men, the day would not go quite as planned.

At about 7:30 a.m., Trichet’s phone rang. Francesco Papadia, the head of the ECB’s markets desk, was on the line from the central bank’s headquarters in Frankfurt. “We have a problem,” Papadia said.

Gigantic French bank BNP Paribas had announced that it was suspending withdrawals from three investment funds it managed. The funds were invested heavily in U.S. home-mortgage-backed securities that had become nearly impossible to value. Customers’ money would be locked up until the bank could figure out exactly how much the investments were worth. In itself, it was a tiny development: The three relatively obscure funds held only €1.6 billion in assets.

But the announcement confirmed the worst fears of bankers across Europe. They’d been worried for weeks about the losses they were facing on U.S. home loans. Supposedly ultrasecure mortgage bonds that had traded freely earlier in 2007 had by late July hardly been trading at all. As more and more people who’d taken out risky loans to buy a house in Tampa or Cleveland or Phoenix found themselves unable to pay them back, all the assumptions on which those loans had been made started to be called into question. Maybe all those AAA-rated securities weren’t really AAA after all. Had the banks poured vast sums into bonds that weren’t worth what they’d seemed to be? And if BNP Paribas couldn’t figure out how much its own funds were worth, how could any other bank know its real exposure to mortgage-backed securities?

It’s not for nothing that the word “credit” derives from the Latin creditus, “trusted.” Banks use highly rated securities as almost the equivalent of cash—whenever they need more dollars or euros, they hand the bonds over to another bank as collateral. It’s one of the basic ways they ensure they have exactly the amount of money they need to meet their obligations on any given day. But when it came to those mortgage-backed securities in early August 2007, that simple exchange suddenly became complicated. The problem wasn’t just that the securities were worth less than they’d been before—after all, banks can deal with losses. It’s that no one knew just how much less—and whether, if one bank had lent money to another down the street in exchange for mortgage-backed securities, it would ever get paid back.

Papadia and his staff spoke regularly with treasurers at twenty major European banks known as the money market contact group, and its members had been warning for days that, as one ECB official put it, an “infarction” was imminent. That Thursday morning, it hit: After the BNP Paribas announcement, with each bank out only for itself, the usual supply of cash was fast evaporating. “Trust was shaken today,” Deutsche Bank chief european economist Thomas Mayer told the New York Times. As one executive of a major global bank said later, “It was something none of us had experienced. It was as if your entire life you had turned the spigot and water came out. And now there was no water.”

It’s a more precise metaphor than it may seem, for liquidity is exactly what was disappearing in the banking system that day. No longer were euros, dollars, and pounds as easy to come by as water. History has taught again and again that when banks shut down and hoard their money, so too do the economies they serve. A banker who’s unwilling to lend to other bankers is likely also to be unwilling to lend to the businesses and households that need money to build a factory or buy a house. If unchecked, the banking crisis in Europe could inflict untold damage on the world economy. Suddenly, the European habit of taking a lengthy late summer vacation had become very inconvenient.

Gather the Executive Board, Trichet instructed Papadia. He needed to talk to the six officials from across Europe who share the collective authority to deploy the resources of the central bank—including the ability to create euros from thin air. ECB staff in Frankfurt began calling around to various villas and retreats in Spain, Italy, and Greece to arrange an emergency conference call. Trichet normally used the walled medieval port town of Saint-Malo as a retreat from the world, a place where he could enjoy the water and read poetry and philosophy. But now it would become the nerve center from which he would manage the first phase of the first great financial crisis of the twenty-first century.

By 10 a.m., the full Executive Board was on the line. Trichet was emphatic: “There is only one thing we can do, which is to give liquidity.” The ECB, he insisted, must flood the banking system with euros. He was proposing that the central bank fulfill its traditional role as “lender of last resort,” stepping in when private banks were pulling back, and using a novel means to do so. The ECB would abandon its usual practice of pumping some fixed amount of money into the banking system and instead make an unlimited number of euros available to the banks that needed them. The technical term for what Trichet and the Executive Board did at 12:30 p.m. central European time is to offer a “fixed-rate tender with full allotment.”

Translation: Come and get it, guys. We’ll give you as many euros as you need at 4 percent. Some forty-nine banks took €95 billion.

The Federal Reserve Bank of New York maintains a markets desk to monitor what’s going on across the world of finance, but during the early hours of the morning on the East Coast that Thursday, only a handful of young staffers were on duty to monitor overnight activity. It would take hours for the news to make its way to New York Fed president Timothy Geithner, who was on vacation on Cape Cod, and Bernanke, who was getting ready for his breakfast with Secretary Paulson.

At 6:49 a.m., Bernanke received an e-mail from Brian Madigan, head of the Fed’s monetary affairs division, explaining that “as you’ve probably seen, markets have sold off again overnight” and updating him on activity in the European bond and stock markets. But Madigan hadn’t yet received word of the ECB’s action. It was nearly half an hour later, as Bernanke’s black Cadillac sped along Independence Avenue, driven by an officer of the Federal Reserve’s own police force, before the chairman received the first word that the ECB had done something unusual. A 7:16, an e-mail arrived from David Skidmore, an official in the Fed’s press office: “Apparently Deutsche Bank had two money market funds fail and the ECB is making tender offers for dollar-denominated assets. Glenn Somerville of Reuters, who I’ve been talking to, is heading to the Treasury press room early.”

The details were wrong: It was BNP Paribas, not Deutsche Bank, three funds, not two, and the tender offers were denominated in euros, not dollars. But the gist was right: The ECB had intervened in markets in a way it never had before. And the most powerful man at the Fed was finding out about it through garbled rumors from a Reuters reporter. By the time he sat down for oatmeal with Paulson at 7:30, it was clear that something big had happened, even if no one seemed to be sure exactly what it was.

It wasn’t until 8:52 a.m. that Bernanke got a more accurate update, in the form of an e-mail from Kevin Warsh, a Fed governor who often acted as the chairman’s emissary to people in financial markets and at other central banks. “This action by the ECB sends two signals,” wrote Warsh, who had been working the phones all morning. “First, they are ready to provide liquidity to ensure the smooth operation of European money markets. Second, they are providing liquidity at their policy rate, and thus far not viewing a liquidity squeeze as a more fundamental reason to adjust its policy stance.” The Americans quickly understood that Trichet was trying to draw a bright line between what the ECB was doing for the financial system and what it was doing to address any underlying weakness in the European economy as a whole.

After breakfast, Bernanke went to his office at the white marble Eccles Building in Washington’s Foggy Bottom neighborhood. At 11 a.m., he met with a man named Lewis Ranieri, looking to pick his brain. In the 1980s, as a bond trader at investment bank Salomon Brothers, Ranieri had played a crucial role in developing the very concept of mortgage-backed securities. In other words, he’d more or less invented the markets that were now imploding. At 2 p.m., Bernanke met with Raymond Dalio and others from the world of finance. Dalio managed the world’s largest hedge fund, Bridgewater Associates, with $120 billion under its control. He’d developed a sophisticated model for understanding what was happening with credit extension in the economy, and Bernanke hoped to learn from Dalio’s analysis and perhaps incorporate it into the Fed’s own understanding of what was causing the financial and economic upheaval.

Later that afternoon, Bernanke’s inner circle of advisers, including both Warsh and Madigan, gathered on the leather couch and chairs in the chairman’s ornate workspace overlooking the National Mall. Geithner dialed in from Cape Cod, where he kept his cell phone to his ear as he paced in and out of his old family retreat. Fed vice chairman Don Kohn called in from his car en route to a wedding in New Hampshire. Market specialists were on speakerphone from New York, whose Federal Reserve branch had pumped $24 billion into the markets that morning as part of its routine efforts to keep short-term interest rates at the Fed’s official target. American banks weren’t having the same liquidity problems that their European counterparts were, so there was no apparent need for an intervention along the lines of what Trichet had done. It had been a brutal day in the U.S. markets, though, with the Dow Jones Industrial Average down 387 points, nearly 3 percent.

Bernanke was eager to signal to the world that the Fed was on the same page as the ECB, ready to stand behind the financial system as needed. Perhaps a statement saying as much was in order, he argued. Geithner, who often favored taking the most aggressive steps possible to bolster markets in crisis, wanted to begin discussing cutting interest rates to try to counteract the tightening of credit in the economy. But on that day at least, the group agreed that such an action was premature. A statement it would be.

Bernanke and his advisers talked about its language, and his communications aide, Michelle Smith, typed it up back at her office. She e-mailed him at 5:37 p.m. with a draft of what the Fed would tell the world the next morning at 8 a.m. It was a mere seventy-eight words, and stated that “in current circumstances, depository institutions may experience unusual funding needs because of dislocations in money and credit markets,” and that “the Federal Reserve is providing liquidity to facilitate the orderly functioning of financial markets.”

Bernanke and the Fed, in other words, were ready to open the spigot as well.

At the Kennington Oval that Thursday, it was an up-and-down day for England that ended poorly for the home team. India scored 316 runs and lost four wickets on the first day of a five-day match. Mervyn King had left instructions with his staff that he not be disturbed except in an emergency, which created an interesting dilemma for the markets staff of the Bank of England, ensconced in its fortresslike headquarters on Threadneedle Street in the City of London. Was the ECB’s surprising injection of money into the banking system in fact an emergency?

When staffers finally decided that the answer was yes and called him, King was less worried about any action the Bank of England might take than whether the ECB was generating more panic by intervening instead of simply standing by. Just the day before, in a press conference, he’d described the tightening of the credit markets as “a welcome development, as a more realistic appraisal of risks is being seen.” He was privately dismissive of Trichet’s action, telling confidants that his old friend Jean-Claude had overreacted. The intervention, King argued, could prevent a necessary and overdue market correction. The banking system was simply counteracting years of excess, and Britain could easily weather whatever came next.

Among the leaders of the world’s great central banks, King would remain the deepest skeptic of the severity of the emerging crisis for more than a year to come. One of the most accomplished British economists of his generation, he believed in the purity of markets and was reluctant to intervene even when they seemed to be going haywire. The so-called King of Threadneedle Street was also supremely confident of his own views and analysis and quick to challenge anyone who disagreed—even when that someone was the most powerful central banker in continental Europe. A son of the working class in a country acutely sensitive to class divisions, King had used his extraordinary intellect and deep-seated competitive streak to claw his way into the nation’s ruling class. After joining the Bank of England as chief economist in the early 1990s, a time when the credibility of the institution was at a low point, he reshaped it in his image: rigorous in its analysis, theoretical in its approach, unsparing in its dismissiveness toward employees or departments that didn’t meet his high standards or share his predispositions.

In previous years, King had deemphasized regulating the banks, which he viewed as a messy, legalistic business compared to the elegant, intellectual work of shaping monetary policy. He even seemed to disdain bankers personally, and was privately contemptuous of their views. “Financial stability became a downplayed part of the institution,” said Kate Barker, a member of the Bank of England’s Monetary Policy Committee from 2001 to 2010. “[King predecessor] Eddie [George] was sorry to lose the financial-stability role, but I don’t think Mervyn was initially very interested in it.”

Indeed, on that chaotic Thursday, King left it to Deputy Governor Rachel Lomax to represent the bank in conference calls with his counterparts across the world. Later on, King would put himself as close to the front lines of the battle against panic as anyone. But on day one, his arrogance left him in the grandstands.

The leaders of the three major Western central banks were in different worlds—far apart physically, as was usually the case, but also disconnected in their analysis of the problem facing the world economy and what, if anything, they should do about it. To Trichet, the problem was a banking panic, a one-off moment of market uncertainty. To King, it was a necessary corrective to a long period of banking excess. To Bernanke, it was a more deeply intertwined set of risks to the banking system and the overall economy. He came to this view partly because the United States was ground zero for the housing downturn and bad mortgage lending that spurred Europe’s problems. But it was also a matter of Bernanke’s academic training. A leading scholar of the Great Depression, the chairman had theorized that the era was so troubled economically because of what he called the “financial accelerator”: Bank failures fueled economic weakness, which fueled even more bank failures, which in turn fueled further economic weakness. He was determined, if it became necessary, to use every tool at the Fed’s disposal to halt this vicious cycle.

It was sheer luck that the Federal Reserve had a chairman so well prepared for the moment. Bernanke’s academic training as a monetary economist, particularly as a scholar of the Depression, hadn’t come up in his interview with President George W. Bush in the summer of 2005, when the native of tiny Dillon, South Carolina, was being considered to replace legendary Fed chair Alan Greenspan. But that background would influence his every action from that August Thursday on. Bernanke seemed almost haunted by the fear that he would make the same mistakes central bankers did in the 1920s and ’30s, which left mass human misery in their wake.

Whatever their perceptions or prejudices, central bankers all have an awesome power: the ability to create and destroy money. Why is a piece of paper with Andrew Jackson’s face on it worth twenty dollars? Why can that piece of paper be exchanged for a hot meal or a couple of tickets to a movie? It’s only a slight exaggeration to answer, “Because Ben Bernanke says so.” The bill may have the U.S. treasury secretary’s signature on it, but at the top it reads, “Federal Reserve Note.” Central bankers uphold one end of a grand bargain that has evolved over the past 350 years. Democracies grant these secretive technocrats control over their nations’ economies; in exchange, they ask only for a stable currency and sustained prosperity (something that is easier said than achieved). Central bankers determine whether people can get jobs, whether their savings are secure, and, ultimately, whether their nation prospers or fails.

Over two continents, five years, thousands of conference calls, and trillions of dollars, euros, and pounds deployed to rescue the world financial system, central bankers would take the primary role in grappling with the global panic that began in earnest on August 9, 2007. They would act with a speed and on a scale that presidents and parliaments could never seem to muster. Over the next half decade, Jean-Claude Trichet, Ben Bernanke, and Mervyn King would create the world to come.

Ever since the first central banker set up shop in seventeenth-century Sweden, offering paper notes as a more convenient alternative to the forty-pound copper plates that had been the currency of what was then a great empire, money has been an abstract idea as much as a physical object. The alchemists of medieval times never did figure out a way to create gold from tin, but as it turned out, it didn’t matter. A central bank, imbued with power from the state and a printing press, had the same power. With that power, it creates the very underpinnings of modernity. As surely as electric utilities and sewer systems make modern cities possible, the flow of money enabled by the central banks makes a modern economy possible. By standing in the way of financial collapse, they’ve enabled the gigantic, long-term investments that permit us to light our homes, fly in jumbo jets, and place a phone call to nearly anyone on earth from nearly anywhere on earth.

In modern times, when the amount of money exchanged electronically dwarfs the volume of commerce that takes place with paper money, even the physical work of printing paper dollars and euros is something of a sideline for the central banks. The actual work of creating or destroying money in modern times is as banal as it is powerful: A handful of midlevel workers sit at computers on the ninth floor of the New York Fed building in lower Manhattan, or on Threadneedle Street in the City of London, or at the German Bundesbank in Frankfurt, and buy or sell securities with a stroke of their keyboards. They are carrying out orders of policy-setting committees led by their central bankers. When they buy bonds, it is with money that previously did not exist; when they sell, those dollars or pounds or euros cease to exist.

Frequently, words alone are enough. To the layperson, the phrase “additional policy accommodation may be warranted” might seem either insignificant or unintelligible. But it’s likely to inspire convulsive joy on the trading floors of Wall Street, London, and Hong Kong when spoken by the Bank of England governor or the ECB president or the Fed chairman: It’s the central banker’s way of saying he’ll soon be flooding the world with pounds or euros or dollars.

Within an instant of the phrase’s hitting financial newswires, the stock market will typically rally, making a retiree in Liverpool wealthier. The price of oil will usually bounce upward, making it more expensive for a truck driver in Stuttgart to ply his trade. And the cost of borrowing money will probably fall, making it cheaper for a young couple in St. Louis to buy a house. Sometimes it doesn’t even take a full sentence, but a single word. When in 2006 a CNBC journalist at a weekend social event asked Bernanke whether markets had interpreted him correctly a couple of days before, he replied, “No,” believing he was off the record. After she reported the conversation on Monday, the Dow Jones Industrial Average fell eighty-five points within minutes.

To a degree that’s rare among high public officials, central bankers feel connected to the long thread of history. The successes of their predecessors made the world as we know it. The Bank of England played a crucial, if often overlooked, role in creating the stable financial system that allowed Britain to rule vast swaths of the world in the nineteenth century. The creation of the Federal Reserve enabled New York to supplant London as the world’s financial capital in the years after World War I, enabling the rise of the United States as global superpower and setting the stage for a generation of prosperity that followed the Second World War. The (belated) achievement of the Fed and other world central banks in defeating the inflation of the 1970s laid the groundwork for a quarter century of stable prices and global prosperity—one that started crashing down on August 9, 2007.

They are also, of course, keenly aware of central banking’s past failures, of which the Great Depression is only one. The actions of Bernanke and Trichet and King on that day in 2007—and on many days that would follow—were shaped by their knowledge of, for example, the collapse of Overend & Gurney in 1866. The mighty British bank’s failure sparked a panic so great that the streets of the City of London were mobbed with depositors scrambling to take their money out of other financial institutions. Thanks to the recent invention of the electric telegraph, the panic soon spread to the countryside, and even to the far corners of the empire. Facing a freeze-up in the money markets, the Bank of England, as the writer and public intellectual Walter Bagehot famously wrote at the time, lent “to merchants, to minor bankers, to ‘this man and that man,’” and thus stopped the run—though not the destructive economic downturn of its aftermath. What the ECB did on August 9, 2007, was an updated, electronic version of that same strategy, and Trichet, Bernanke, and King often invoked Bagehot’s words as a model for their own crisis response almost 150 years later.

Bernanke and other Fed officials understood all too well the United States’ aversion to the type of centralized political control embodied by a central bank. The lack of a central bank in the nineteenth century had meant that banking panics were an almost constant feature of the American economy. Even farmers’ predictable need for cash each harvest season routinely brought the nation to the brink of financial shutdown. Yet the battle to establish the institution that Bernanke would one day lead was exceedingly bitter. The compromises needed to gain Congress’s support resulted in an unwieldy structure that would be a challenge to lead, especially as those old arguments against centralized power reemerged a century later.

The men who led the global economy in the crisis that began in 2007 had come of age in the 1970s, when central bankers were so fearful of an economic downturn—and the political authorities—that they allowed prices to escalate out of control. “I knew that I would be accepted in the future only if I suppressed my will and yielded completely—even though it was wrong at law and morally—to his authority,” wrote Fed chief Arthur Burns in his diary in 1971. “He” in this case was Richard Nixon, who insisted that Burns keep interest rates low and the U.S. economy humming in the run-up to the 1972 election. Prices rose so fast that steakhouses had to use stickers to update their menus according to that week’s cost for beef. Central bankers have been vigilant about inflation ever since—for better and, especially in the 2000s, for worse, when some saw inflationary ghosts where there were none.

But no specters of the past loomed larger for Trichet, Bernanke, and King than the missteps taken by the central bankers of 1920s and ’30s. It was then that the Reichsbank of Germany printed money on a massive scale to fund the nation’s government, so much so that people needed wheelbarrows to carry cash to the grocery store and would buy bicycles or pianos to hold value that reichsmarks couldn’t. That hyperinflation led to the desperate circumstances that allowed the Nazis to gain support. What came next would enable their rise to power.

The Great Depression was at its core a failure of central banking. Just a few blocks away from the building in Basel, Switzerland, where the central bankers of the early twenty-first century drank good wine and plotted their response to the contemporary crisis, the central bankers of the early 1930s met in a hotel and found far less to agree upon. Blinkered by nationalistic distrust, a misguided commitment to keep their currencies tied to gold, and the lack of a common understanding of how economies work, they concluded that the global economic crisis of 1931 was beyond their ability to combat. Even the technological limits of communication in that era—transatlantic phone calls were accomplished with great difficulty, and jet travel wasn’t yet an option—stood in the way of men like the Reichsbank’s Hjalmar Schacht and the Bank of England’s Montagu Norman. Their shortcomings led millions of people into dire poverty and created a fertile environment for World War II.

The European currency union that Trichet led—and which in a later phase of the crisis he would take extraordinary steps to try to preserve—was itself a direct result of that conflict. Born in Lyon in 1942, during the German occupation of his homeland, the ECB president grew up in a country rebuilding after the devastations of occupation and war. Like other postwar leaders, he was so intent on creating a continent where armed conflict might never break out again that he made a unified Europe the mission of his lifetime. The euro was their crown jewel, the physical embodiment of that effort—and an accomplishment that the great global crisis of the twenty-first century would eventually threaten to destroy.

The partnership between Trichet, Bernanke, and King was one between men of different backgrounds, temperaments, and intellectual proclivities—differences that would loom large in the events yet to unfold. Beginning that Thursday, the three men atop the central banks of the major Western powers could only look to each other to find ways to see beyond those differences.

When they took their respective jobs—in 2003 for Trichet and King, in 2006 for Bernanke—they joined a brotherhood of uncommon intimacy. The world’s top central bankers meet in person frequently—at an economic conference each summer in Jackson Hole, Wyoming, on the sidelines of countless global summits, and, most significantly, six times a year in Basel, where they take brief refuge from the politics, personal attacks, and hard choices that come with doing a job most people don’t quite seem to understand and more than a few regard as sinister.

They speak the same language, literally and figuratively: All speak good English and are deeply versed in the discourse of economics. Foreign ministers, finance ministers, and defense ministers may have cordial relations with their counterparts from other nations. Some may even become friends. But none of those leaders have the same sustained, intimate exposure as the central bankers to the personalities and thinking, idiosyncrasies and blind spots of their international colleagues. Central bankers understand more deeply than perhaps anyone else where other countries are coming from. They share a closeness unheard of elsewhere in international relations, knowing with great confidence that what is said at the table in Basel will stay there.

There were some older connections between the leaders of the ECB, the Fed, and the Bank of England, too: King and Bernanke had shared an office suite as young faculty members at MIT; Trichet and King had met when King was a student at Cambridge and Trichet, a young civil servant, had gone abroad to study the British tax system. But the panic that began that August day in 2007 would test their bonds as well as their ability to come together to guide the global economy toward prosperity.

Mankind had given them incredible power. Now was the time to show that they had learned history’s lessons. As the consequences of a generation of bad lending and rising debt started to unfold, this committee of three knew better than anyone just how high the price of failure could be.

To understand fully how these three men came to wield such incredible power, one first must know where central banks came from to begin with. That story starts, of all places, in Sweden, a very long time ago.



Part I


RISE OF THE ALCHEMISTS, 1656–2006




ONE


Johan Palmstruch and the Birth of Central Banking

He was a broken and desperate man, at the end. Johan Palmstruch, a Latvian-born, Dutch-raised, Swedish-residing banker defended himself against a prosecution that likely seemed more like an inquisition. A nation wanted to know where its money had gone, and the best answer Palmstruch could muster was to describe the chaos of those final days of the world’s first central bank, when depositors and government investigators lined up outside the bank’s doors, “snork, pork, scolding and swearing.” Who, he asked, “in the midst of such daily tumult, threatening, swearing, scolding and parleying, in danger of life and limb … could note and thereby keep a book?”

The investigation into Palmstruch’s Stockholms Banco had discovered not only that tens of thousands of daler were missing from its vault, but also that the near failure of the bank had cost the Swedish crown a vast sum. Palmstruch was ordered to repay what the bank had lost. When he couldn’t, he was to be executed. This was, after all, 1668, not 2008, and Palmstruch’s actions as a man with the power to print money at will had decimated Swedes’ personal savings, wrecked their national economy, and forced the government to intervene to prevent complete catastrophe.

Palmstruch’s sentence was commuted in 1669, and he was released from prison in 1670. When history’s first central banker died a year later, he was known not as a monetary wizard, but as a criminal who’d taken the economy of one of Europe’s great powers on a wild ride. During the course of half a decade, there had been a credit boom and an accompanying rise in the standard of living, then a surge of inflation, followed by a credit bust and a recession.

In other words, over just a few short years, Sweden had experienced both the best and the worst of central banking. But Johan Palmstruch and everyone else involved in Stockholms Banco had also done something more: They had begun the modern era of global finance, and all that is great and awful that would emerge from it. To properly understand how the Boys in Basel responded to the financial conflagration of 2007 to 2012, it helps to understand how they came to wield such power to begin with. And that is a story that begins with Johan Palmstruch.

The country may now be better known for minimalist furniture and pop music than for imperial designs, but for much of the seventeenth century Sweden was one of Europe’s great powers. It commanded an empire that stretched across Scandinavia and into what are now the Baltic nations and parts of present-day Germany, Poland, and Russia.

The nation attained its prominence on the global stage despite lacking some of the advantages of its rivals in continental Europe. With one million or so citizens, Sweden was only one sixth as populous as Britain and one twentieth the size of France. Its agricultural sector wasn’t terribly productive either—after all, the country is dark and cold eight months a year. Food was so scarce that peasants mixed tree bark into their bread dough to make it go farther. But the Swedish economy wasn’t without strengths: Without the productive farming of France or Britain, it relied heavily on fishing and iron and copper mining. But for a truly vibrant commercial sector to exist, of course, there needs to be a medium of exchange, a method of trade more flexible than mere barter: salt, perhaps, or seashells or metal coins. In 1534, with Sweden newly established as an autonomous state, it minted its first daler. The similarity in pronunciation to the present-day U.S. currency is no coincidence.

Well into the seventeenth century, however, the Swedes were having a hard time getting their daler into the hands of people who wanted them. They needed a system of institutions to store, distribute, and lend money. In Amsterdam, Hamburg, and London there had emerged companies that did just that, and in parts of Italy variations on the idea had been around for centuries. But the Swedish language had no word for it in the early 1600s. So in 1619 the king and members of the merchant class got together, borrowed the Italian term banca, and turned it into the Swedish word bank. They couldn’t agree on who would provide the start-up financing for these new institutions. King Gustavus Adolphus and his powerful chancellor, Axel Oxenstierna, wanted the towns of Sweden to fund the banks. The merchants in those towns wanted the king to take on the expense—and the risk. During the stalemate, three decades would go by in which Sweden lost ground in commerce because there wasn’t enough money circulating. The Swedes had a word for a banking system, but not the system itself.

An outsider would change that.

Hans Witmacker was born in 1611 in what is now the Latvian capital of Riga, the son of a successful Dutch merchant. As a young man, he went to work as an entrepreneur in Amsterdam, which had the world’s most highly developed banking system at the time. At the age of twenty-eight, Witmacker was jailed for failing to pay his debts. Once released, he made his way to Stockholm, then a bustling world capital of forty-five thousand people, to remake himself. He even took on a new name: Johan Palmstruch.

No portraits of Palmstruch or descriptions of his personal manner have survived. But it seems fair to assume that he was a smooth talker. He must have conveyed seriousness, probity, and wisdom and been able to make people trust him without a second of doubt. Those abilities were surely coupled with enough charm and charisma to endear him to the wealthy and powerful. If that wasn’t the case, none of what happened next makes any sense.

King Karl X Gustav was hoping to realize Gustavus Adolphus’s dream of establishing a bank that would finally modernize Swedish commerce. He trusted a forty-five-year-old foreigner who presumably talked a good game about his knowledge of the Dutch banking system. By royal decree, the king authorized the creation of Stockholms Banco on November 30, 1656, to be run by Johan Palmstruch. It is unclear whether he knew anything of Palmstruch’s checkered past.

Palmstruch certainly knew how to cover all his political bases. Half of the bank’s profits were to be given over to the king. And Palmstruch gave more than a dozen powerful Swedes, the chancellor of the realm and the president of the board of trade among them, a share of the bank’s profits without requiring them to put up any capital. One of those shareholders was later named by the king as “chief inspector of the banking system”—which, it is safe to say, isn’t currently considered a best practice in the field of bank regulation.

Palmstruch, not unlike the investment bankers who were inventing new mortgage securities in the 2000s, was a master of what is now called financial innovation. There were numerous problems attached to using copper as the nation’s official currency standard, as Sweden had done since 1624. For one thing, when copper is stored in bank vaults, it can’t be used for all the other practical uses that it’s good for. And as later governments that tied the value of their money to a precious metal have learned, having a copper-based currency created wild swings in the value of money due to factors beyond any one country’s control. When the German economy was devastated following the Thirty Years’ War, for example, it dramatically drove down the price of copper and thus caused a collapse in the value of Sweden’s currency.

Then there was a more practical problem, one specific to a country that had recently begun to issue coinage as not so pocket-sized metal plates: Copper is really heavy. A ten-daler plate, the most common unit of currency, measured about twelve by twenty-four inches and weighed more than forty-three pounds. It was enough to buy sixty-six pounds of butter or thirty-three days of work from an unskilled laborer. The copper plates still turn up now and again in the waters around Stockholm, because when one was dropped while being loaded or unloaded onto a ship, there was no retrieving it. Daler plates were, presumably, hell on bank tellers’ backs.

Palmstruch’s first innovation was to hold the giant plates in Stockholms Banco’s vault, while offering a paper note as a receipt. This idea was compelling to King Karl X Gustav. In the bank’s charter, he mentioned the “good convenience” Swedish subjects would receive in the form of relief from “hauling and dragging and other trouble that the copper coin entails in its handling.”

The success of this innovation led to a great inflow of deposits into the bank—400,000 copper daler by 1660, just three years after its opening, the equivalent of $76 million in today’s dollars. And even sooner, the leaders of the bank came up with another financial innovation. As Palmstruch would later testify, Gustaf Bonde—the shareholder in the bank who was also its chief government inspector—“came to the exchange bank towards spring 1659 in the morning, stood there looking around, and exclaimed with these words: ‘I see here in the exchange bank good stores of money and it seems to me to be best now to make a beginning with the loan bank.’” That is: Hey, guys, we have all this money just sitting around. Why don’t we lend it out and actually make a return on it!

Stockholms Banco began lending money to companies to finance their inventories of tar, salt, and sugar. And to noblemen and -women and holders of high government office, it began guaranteeing the loans with all manner of collateral. Land was the most common, but less conventional lending occurred as well: One woman borrowed 2,700 daler against a silver candelabrum. And some loans weren’t collateralized at all, but were given only on the personal guarantee of one noble or another.

The system worked great for a while. The country’s nobility enjoyed cheap access to credit and was able to live more comfortably than it might have otherwise. Merchants were able to borrow money to invest in the future. No longer reliant on their own savings to fund expansion, they could use somebody else’s savings for that purpose, with Stockholms Banco as the intermediary. Commerce flourished.

That is, until King Karl X Gustav died in 1660, and the council that replaced him to lead the country—the new ruler was a small child at the time—decided to devalue the daler. The new currency had less copper in it than the old currency did, so the old plates were worth more than their official value would suggest. It would be as if the value of paper suddenly skyrocketed so that a dollar bill contained $1.10 worth of paper. The people of Sweden had a logical response: They all showed up at Stockholms Banco en masse to withdraw their old daler.

Palmstruch, of course, had lent out much of the money; it was no longer sitting in the vault waiting for depositors to show up. He dealt with this by trying to call in loans. This caused further problems: His clients, of course, had become accustomed to living in part off of borrowed money, and they either wouldn’t or couldn’t readily pay the bank back. Palmstruch wrote that people were showing up “every day in large numbers not only while the Bank is open but even extraordinarily at my home to assail me morning, afternoon, and evening, presenting their pledges and entreating me to be allowed to borrow money, which so moves me to Christian compassion and troubles my heart that also the burden of my office feels almost too great and unbearable.”

One can almost imagine a distressed Palmstruch standing at the doors of his bank on the winding, narrow streets of central Stockholm, buffeted by the cold Scandinavian wind, crying like George Bailey in It’s a Wonderful Life: “You’re thinking of this place all wrong, as if I had the money back in a safe. The money’s not here. Why, your money’s in the Petersson estate! And in Mr. Nilsson’s inventory of pickled herring! And in Mrs. Kristensson’s silver candelabrum!”

Then, in 1661, Palmstruch found a solution that changed the course of finance forever.

He might not always have had enough copper in the vaults to meet the demands of his depositors, but he could always print paper. He would issue paper notes that the holder could redeem for daler at will. He got the idea from paper receipts that copper mines issued to their workers and traded in their communities like modern currency. China had used paper money centuries earlier, but this was the first time something so closely resembling modern money was used in Europe. Unlike earlier notes issued by European banks over the centuries, these weren’t tied to a specific account or deposit but could be freely traded from person to person. The government went along with the plan, agreeing that the banknotes could be used to pay tax bills. Modern money—backed not by some precious metal, but by the credibility of a single financial institution and its leader, Palmstruch—had arrived in Europe.

With that, one understanding of money—as a physical object, its value rising and falling depending on supply and demand for the metal it’s made of—was replaced by another. Money was instead an idea, something unrelated to the actual value of the material on which it is printed. Instead, its value is set by the institution—specifically, the central bank—that issues it. Like Palmstruch’s printed paper, modern currency holds its value ultimately because of public confidence in the authority that stands behind it. A government can say that one dollar or pound or krona is equal to a certain amount of gold or silver or copper—but it is always within the power of that government to change that ratio, or abandon the relationship entirely. (Western nations would use gold and other metallic standards for their money for centuries to come; not until 1971 would most major industrial nations’ currencies fully decouple from gold.)

In Sweden in the 1660s, paper money was wildly popular. Palmstruch literally couldn’t print it fast enough; it started to be traded in all the great financial centers, Amsterdam and London and Paris and Venice. No longer held back by the need to have backing for loans in the form of copper holdings, the bank increased its lending dramatically and opened new branches. The royal family alone borrowed 500,000 daler.

Before long, there was vastly more paper money floating around than there was copper daler in the vault. By 1663, the bank was down to a piddling 4,000 copper daler in its vault—and a depositor had notified it that he wished to withdraw 10,000.

As word started to spread that the bank was paying back depositors slowly and irregularly, closing on some days, and generally behaving as if it had something to hide, the loss of public confidence fed on itself. Stockholms Banco notes were traded at a 6 to 10 percent discount to what they theoretically represented—which just made people all the more eager to withdraw their money. Suddenly those paper notes were worth less than they had been, each one buying less herring or tin or lumber than it had before—the phenomenon now called inflation. As Palmstruch single-handedly increased the supply of money, the price of most everything rose.

The government was getting rather concerned, and it ordered Palmstruch to call in loans so that the bank could pay depositors. This wasn’t a move taken lightly: The chancellor was strongly opposed, surely in no small part because he was the bank’s single largest borrower. After considerable debate, the parliament decided not to dissolve the bank, despite some evidence of “irregularities and inconveniences.” As it turns out, the decision to cut back on loans and vastly reduce the paper money in circulation had a negative rather than a positive effect: Businesses that had become accustomed to operating using borrowed funds couldn’t do so. Money, which had been all too readily available just two years earlier, became very hard to get, and a deep economic downturn followed. It was the first recession (or possibly depression—economic statistics hadn’t been invented yet) caused by a contraction of the money supply.

By 1667, the Swedish government had taken over and then liquidated Stockholms Banco. Palmstruch was tried for fraud and lost his privilege of running a bank. But Sweden’s experiment with a central financial authority wasn’t over. For all the tumult Stockholms Banco had caused, the problems it was created to solve still remained. The Swedish parliament realized it needed to replace the bank with something—ideally, something that would be under tighter government control and more stable.

The Swedish government was, for its era, uncommonly democratic. There were four estates represented in parliament—the nobility, the merchant class, the clergy, and the peasantry. It was the nobility and the merchants who were most eager to rebuild a central bank. After all, such an institution would benefit them most, allowing more availability of cash and the smoother flow of commerce. But after the Palmstruch debacle, they believed it needed the explicit financial and legal backing of the government. These bank supporters eventually persuaded the clergy, the intellectuals of the day, to their side. The peasants represented in the Riksdag were a tougher sell. They didn’t want to give the government’s financial backing to an entity that would primarily benefit the upper classes. More important, the peasantry also submitted to the government that it had “no understanding of the matter” and that “the other good gentlemen of the other Estates may do what seems best to them in the case and what for them could be beneficial, but allow the peasant to be free from such things as he does not comprehend.”

So they did. The wealthy, the business interests, and the intellectuals combined to create the world’s first true central bank, without the participation of the working class. The Bank of the Estates of the Realm set up shop in a palace in central Stockholm in 1668. It would later become the Sveriges Riksbank, which remains the central bank of Sweden to this day.

It wouldn’t be the last time that a central bank would be established with something less than enthusiastic endorsement from the working class.

While Sweden was at work setting up a modern financial institution, modern science was quickly overtaking the ancient study of alchemy. For centuries, across Europe and in the Islamic world, mankind had sought ways to turn mundane materials into far more precious gold and silver. In the medieval world, alchemists included everyone from garden-variety con artists to skilled technicians of metallurgy to some of the most brilliant scientists of the day. Sir Isaac Newton, it was once said, was not in fact the first modern scientist, but the last of the alchemists. (This was said, as it happens, by an economist of wide-ranging intellectual interests named John Maynard Keynes.) Alchemists were an insular group, speaking a language that outsiders couldn’t grasp and disdainful of the uninitiated. Those outside the club viewed it as a shadowy cabal.

As it turns out, though, mankind didn’t need a magic potion to create gold from thin air. As Johan Palmstruch and the Swedes had discovered, all it took to create wealth where there had been none was some paper, a printing press, and a central bank, imbued with the power from the state, to put it to work.



TWO


Lombard Street, Rule Britannia, and Bagehot’s Dictum

On Thursday, May 10, 1866, at 3:30 p.m., customers of banking giant Overend, Gurney & Co. came upon something very disconcerting indeed. Pinned to the door of the firm’s headquarters on London’s Lombard Street, where the financiers of that great imperial capital did their work, was a note. “Sir,” it said. “We regret to announce that a severe run on our deposits and resources has compelled us to suspend payment, the course being considered under advice the best calculated to protect the interest of all parties … I remain your faithful servant, William Bois, Secretary.”

The firm was among the great powers of not only British, but also global finance—which in the 1860s were more or less the same thing. It was formed when the Gurneys, a Quaker family from Norwich that ran the leading bank in the rural areas of East Anglia, sought to expand its reach into the fast-paced, big-money world of dealing bills—corporate debt, essentially—in the City of London. It wasn’t dissimilar to the successful regional American banks, like Bank of America and Wachovia, that in the 2000s dove into the sea of Wall Street.

Samuel Gurney and his partner, John Overend, may have never heard of a subprime mortgage or a collateralized debt obligation, but that didn’t stop the company they created in 1809 from finding some exotic and unwise ways to lend money. There was the plantation in Dominica, a tiny island in the West Indies, for example, and the railroad line that connected the two bustling Irish metropolises of Portadown and Omagh. Repeatedly, there was the habit of chasing a loan gone bad with even more money on the distant hope that things would turn around. There was greed. There was avarice. There were simple analytical failures. And maybe there was even a bit of fraud.

The result: In the spring of 1866, Overend & Gurney was in big trouble. Depositors came in in droves to withdraw their funds as rumors of losses spread. A railroad contractor, they’d heard, had defaulted on a £1.5 million loan. A group of merchants that traded with Spain and relied on Overend & Gurney for capital had collapsed. The bank’s partners were selling their country estates to free up cash. Wrote one correspondent in London, “One unlucky man, I am told, presented a cheque at Overend Gurney’s for sixty thousand pounds, and was told to call again in half an hour; on his return the shutters were up.”

The day after the note went up on the door of 65 Lombard Street, all hell broke loose. If the great Overend & Gurney could go under, after all, then seemingly any other bank could do the same. Who could trust that money kept in some ledger in some grand building would be there come morning? On what became known as Black Friday, crowds gathered to see the letter on the door of Overend, then turned on the other banks. “The doors of the most respectable banking houses were besieged, more perhaps by a mob actuated by the strange sympathy which makes and keeps a mob together than by creditors of the Banks,” wrote the Times, “and throngs heaving and tumbling about Lombard Street made that narrow thoroughfare impassable.” Added Banker’s Magazine, “It is impossible to describe the terror and anxiety that took possession of men’s minds for the remainder of that and the whole of the succeeding day.” With the help of a recent invention, the electric telegraph, word of the panic rapidly made its way to even the rural corners of England, which experienced runs of their own.

Sweden had long since faded from global preeminence, but the innovation of Johan Palmstruch had been copied in Britain, with the creation of the Bank of England in 1694, aiding the nation’s rise to great power status. But now its entire financial system was on the verge of collapse. What would the Bank of England do about it? The answers the central bankers of that era came up with would serve as a model of sorts for Ben Bernanke, Mervyn King, and Jean-Claude Trichet a century and a half later. The work of the men on Threadneedle Street after the Overend & Gurney collapse show how the Bank of England was a surprisingly important piece of Britain’s Victorian-era dominion over the globe.

By the late 1860s, the United Kingdom, with a population of around thirty million, just over 2 percent of the humans on earth, ruled an empire that stretched from New Delhi to Toronto, Hong Kong to Johannesburg. There are many reasons for its economic might. Among them: the coal fields of the North that provided the raw fuel for industrialization, a culture that encouraged entrepreneurship and innovation, and a political system that was able to adapt to democracy without the revolutions and bouts of Napoleonic aggression that characterized certain neighbors across the Channel.

But even all that wouldn’t have been enough to maintain an empire on which the sun never set without the great financial power concentrated on Lombard Street.

The most authoritative chronicler of this era in finance is an Englishman named Walter Bagehot. He was born in 1826 to a banking family in the South West town of Langport and died young, in 1877. With a lively intellect and cutting literary style, he wrote essays on Milton and Shakespeare before becoming the editor of the Economist, which was owned by his uncle, in 1860. His efforts to run for Parliament failed miserably, but he was nonetheless such an important commentator on and explicator of the politics and economics of Victorian Britain that he was known as the “Spare Chancellor”—that’s to say, nearly as influential in matters of money as the finance minister.

Bagehot wasn’t one of history’s great practicing economists, like John Maynard Keynes or Milton Friedman. He wasn’t one of the great philosophers of political economy, like Adam Smith or Karl Marx. Indeed, most historians know him best for his work more or less inventing the concept of the English constitution as an accumulation of ideas rather than a written document. Yet among central bankers he has achieved iconic status for his 1873 book Lombard Street: A Description of the Money Market, an analysis of the demise of Overend & Gurney and the Bank of England’s response. To this day it remains something of a bible for central bankers dealing with a financial panic. At the 2009 Federal Reserve Bank of Kansas City conference in Jackson Hole, where contemporary central bankers gather every August, Bagehot’s name was mentioned forty-eight times. Keynes and Friedman and Smith and Marx combined for zero.

Bakers make bread. Watchmakers make watches. What is it, precisely, that bankers make? The answer goes a long way to understanding how important British banking was to that nation’s great empire—and why crises, whether in 1866 or 2008, have always been a fact of modern finance.

The idea of giving one’s money to a bank doesn’t come naturally. When people save money, they generally like to be able to see it rather than have it exist as a paper record of a deposit at an institution in the center of town. For centuries, banks in Europe were more a logistical necessity for businesses that wanted to trade with each other over long distances than places for savers to keep their money. That had changed in Britain and a few other countries by the nineteenth century, thanks in part to the paper banknote that Johan Palmstruch invented in Sweden 150 years earlier.

As Bagehot wrote:

When a private person begins to possess a great heap of bank-notes, it will soon strike him that he is trusting the banker very much, and that in return he is getting nothing. He runs the risk of loss and robbery just as if he were hoarding coin. He would no more run the risk by the failure of the bank if he made a deposit there, and he would be free from the risk of keeping the cash … So strong is the wish of most people to see their money that they for some time continue to hoard bank-notes … But in the end common sense conquers.

As an increasingly affluent merchant class came to that commonsense conclusion, banks in Britain became something more than grease for the wheels of commerce. But that didn’t happen in the other major European powers, the potential rivals to the British in global supremacy. In 1873, total deposits at the banks of London amounted to £91 million, compared to £15 million in France and £8 million in Germany. Why? Banknotes—and the bank deposits that result from their existence—are possible “only in a country exempt from invasion, and free from revolution,” Bagehot explained. That’s because “in such great and close civil dangers a nation is always demoralized; everyone looks to himself, and everyone likes to possess himself of the precious metals. These are sure to be valuable, invasion or no invasion, revolution or no revolution.” The Netherlands and Germany were at the time in perpetual danger of invasion, and France, of course, was destabilized for decades after its 1789 revolution.

“This therefore is the reason why Lombard Street exists,” Bagehot wrote. “That is, why England is a very great Money Market, and other European countries but small ones in comparison. In England and Scotland a diffused system of note issues started banks all over the country; in those banks the savings of the country have been lodged, and by these they have been sent to London. No similar system arose elsewhere, and in consequence London is full of money, and all continental cities are empty as compared with it.”

What Overend & Gurney and its competitors did, in other words, was take the savings of millions of merchants and farmers from across Britain and gather them into great stockpiles of capital in London. This matters a great deal. Money saved under a mattress is useful only to its owner—and only on the day that he needs to spend it. But a dollar saved in a checking account is simultaneously available to the account holder at a moment’s notice—in the modern world, it can be withdrawn from any of millions of automated terminals in any city on earth—and available to fund enormous long-term investments by others. Economists call this “liquidity transformation.”

One individual can’t easily amass enough capital to build a rail line from New Delhi to Mumbai or a giant textile factory capable of producing hundreds of bolts of cloth each day. But if you put together the savings of thousands of people and have a smart banker choosing which projects are promising enough to deserve loans, suddenly you have the savings of the masses going to fund the large, complex, and risky endeavors that are essential to an industrial economy. “A million in the hands of a single banker is a great power; he can at once lend it where he will,” Bagehot wrote. “Concentration of money in banks, though not the sole cause, is the principal cause which has made the Money Market of England so exceedingly rich, so much beyond that of other countries.”

The place where all that wealth was concentrated was the Square Mile—1.1 square miles, to be precise—known as the City of London, a warren of winding medieval streets that is a mere speck in the great metropolis of London. In the mid-nineteenth century, the most important intersection in global finance was at what is now the Bank tube stop. Toward the northeast is Threadneedle Street, home of the Bank of England. Across the street from the bank is the Royal Exchange, which for centuries was where stocks and bonds were traded. (Now it’s a luxury shopping mall.) And off to the southeast goes Lombard Street, where the bill dealers did their work.

Bills of exchange were the lifeblood of nineteenth-century British finance, the method by which the savings of millions of Britons were channeled into productive use. A shipbuilder constructing oceangoing steamships would issue these paper bills, essentially IOUs, to buy the iron and lumber he needed. The seller of the iron could hold on to the bill and wait for payment, if he wanted, or he could take it to his banker, who could buy the bill at a “discount”—say, £970 for a £1,000 bill. That £30 gap represents interest earnings for the bank, compensation for getting the iron dealer his money there and then rather than in three or six months. (The closest present-day equivalent is commercial paper.) When money was tight—when there were more borrowers looking for cash than bankers ready to extend credit—the discount increased. And vice versa.

Typically, the market for these bills was, to use modern terminology, deep and liquid. Merchants could always get easy access to cash by selling their bills to bankers, who could in turn manage their own balance sheets by going to Lombard Street, where the bill brokers could find a ready buyer at a reasonable price. It was a machine that ran as smoothly as any great new invention of the Industrial Revolution.

Until, at least, Mr. William Bois, Secretary of Overend Gurney & Co., posted that note on the door of 65 Lombard Street.

After the Overend collapse, savers all over Britain didn’t know which institutions they could trust. Would their bank be next? They had no idea, so they thought it safest to withdraw their money and wait out the storm. But this very act makes the failure of more banks that much more likely. No bank has the cash on hand to pay off withdrawals if everybody wants to pull their deposits out at the same time. The institution must try to sell off whatever it can to come up with the money—in Overend & Gurney’s case, bills of exchange. As more bills were dumped onto the market, their price fell, meaning that even sound banks ended up incurring a loss—which made their depositors all the more eager to withdraw their funds.

The details may vary, but this type of vicious cycle is at the core of any financial panic, whether in 1866 or 1929 or 2008. If not stopped, it can shutter businesses on a mass scale and wipe out the savings of a nation. In any case, it has a psychological effect. As Bagehot described it, “The peculiar essence of our banking system is an unprecedented trust between man and man. And when that trust is much weakened by hidden causes, a small accident may greatly hurt it, and a great accident for a moment may almost destroy it.”

On Threadneedle Street, the leaders of the Bank of England viewed it as their job to stop that cycle cold. Their goal in such situations wasn’t to act like private bankers, hoarding cash for themselves, but to prevent the banking system as a whole from shutting down. On the morning of Black Friday, May 11, 1866, the bankers of London lined up at the Bank of England’s Discount Office. “The bankers accustomed to pledge their securities with Overend and Gurney went wild with fright,” according to one contemporary account, “besieged the Bank of England and the Chancellor of the Exchequer, and communicated their apprehensions to the public … for four or five hours it was believed that half the banks in London would fail.” Bank governor Henry Lancelot Holland had to decide whether to fulfill the demands for liquidity—which would mean exposing his institution to far greater risk than it had taken in the past.

His decision was, in effect, to extend credit as far as the eye could see, and damn the naysayers—and there were naysayers, including on the Court of the Bank of England, the equivalent of its board of directors. The strategy was, at its core, simple: If a banker or broker or trader had a bill or other security that would be valuable in a time the markets were functioning normally, it could be pledged at the Bank of England for short-term cash—but with a “haircut,” or a discount on what it was thought to be truly worth. “Every gentleman who came here with adequate security was liberally dealt with,” Holland said later.

It was essentially using the ability of the Bank of England to issue pounds as a barrier against the further spread of the crisis. Holland had to receive special permission from the chancellor of the exchequer, William Gladstone, to surpass legal caps on the Bank of England’s lending. The first day, it extended £4 million in credit. Over the ensuing three months, £45 million was extended, “by every possible means … and in modes which we had never adopted.” Recall that this was a time when all the bank deposits in Britain totaled around £90 million. Relative to the size of the British economy at the time, it would have been the equivalent of the Federal Reserve extending about $3.5 trillion in the aftermath of the 2008 Lehman Brothers crisis.

The panic gradually subsided, preventing the economic ruin of an empire. Months later, Holland described the Bank of England’s actions this way: “Banking is a very peculiar business, and it depends so much upon credit that the very least blast of suspicion is sufficient to sweep away, as it were, the harvest of a whole year … This house exerted itself to the utmost—and exerted itself most successfully—to meet the crisis. We did not flinch from our post.”

From these events, Bagehot drew a series of lessons now known as Bagehot’s dictum. In a panic, he wrote, a central bank must take its resources and “advance it most freely for the liabilities of others. They must lend to merchants, to minor bankers, to ‘this man and that man,’ whenever the security is good.”

The shorthand version, familiar to all present-day central bankers, is this: Lend freely, on good collateral, and, as Bagehot also specified, charge a penalty interest rate, “that no one may borrow out of idle precaution without paying well for it.” It’s a simple guideline, but a powerful one. The central bank should open its doors, and its vaults, using its vast stores of the one thing in demand—cash—to stop that vicious cycle. And it should lend only on good collateral, which is to say, against securities whose values have been depressed only by the atmosphere of panic, not by fundamentals. However, the bank should charge a high enough interest rate on these loans that borrowers don’t take unjustified advantage of them.

But there are a couple of other lessons from the collapse of Overend & Gurney that don’t fit neatly into Bagehot’s dictum. First, even if a central bank moves aggressively to stop a financial panic, it still may not be enough to prevent a nasty economic downturn. Because the Bank of England’s lending during the panic was directed only at firms that were illiquid—and thus was little good for those that were insolvent—plenty of banks failed besides Overend: the Bank of London, Consolidated Bank, the British Bank of California. And whenever banks fail and credit tightens, businesses of all types are forced to pull back on their activity. The London, Chatham and Dover Railway was building major rail lines in Canada and the Crimea financed by bills of exchange when Overend & Gurney went under. The projects collapsed following the tightening of credit. The funding for a rail line under the Thames evaporated as well.

With no lending available, ironworkers and coal miners and shipbuilders and others who depended on business expansion to make a living found themselves out of work on a mass scale. Economic statistics for this era are unreliable, but estimates by a trade union put the UK unemployment rate at 2.6 percent in 1866, and at 6.3 percent in 1867 after the credit freeze.

A second lesson of the Overend & Gurney crisis is that when a central bank intervenes on massive scale to stop a panic, it does so at its political peril. In the aftermath, the ire of a nation was directed at the Bank of England. An institution with public backing had, after all, done a great favor to wealthy bankers whose bets had gone sour. And the economy—the conditions faced by the masses of workers and merchants—were terrible anyway. The Times editorialized that the bank had saved firms that were unworthy, that it had “mulcted for the unthrifty,” and, invoking the biblical parable of the ten virgins, that “the foolish virgins made so much clamour they compelled the wise virgins to share their carefully collected oil.”

Some of the hand-wringing came from Threadneedle Street itself: Many of the Bank of England’s directors were aghast at what Governor Holland had done in the crisis. Thomson Hankey, a director on the Court of the Bank of England, wrote that the idea of the central bank acting as a lender of last resort was “the most mischievous doctrine ever broached in the monetary or banking world in this country; viz, that it is the proper function of the Bank of England to keep money at all times to supply the demands of bankers who have rendered their own assets unavailable.” Although the bank had secured the blessing of the chancellor of the exchequer, its actions during the crisis were undertaken without formal legal authority. Legislation to empower the bank to play such a role in the future went nowhere in Parliament.

A century and a half later, Ben Bernanke & Co. would discover once again that lending freely to “this man and that man” may be the best course of action in a financial panic—but that not all men will approve.



THREE


The First Name Club

The mustachioed man in the silk top hat strode to his private railcar parked at a New Jersey train station, a mahogany-paneled affair with velvet drapes and well-polished brass accents. Five more men—and a legion of porters and servants—soon joined him. They referred to each other by their first names only, an uncommon informality in 1910, intended to give the staff no hints as to who the men actually were, lest rumors make their way to the newspapers and then to the trading floors of New York and London. One of the men, a German immigrant named Paul Warburg, carried a borrowed shotgun in order to look like a duck hunter, despite having never drawn a bead on a waterfowl in his life.

Two days later, the car deposited the men at the small Georgia port town of Brunswick, where they boarded a boat for the final leg of their journey. Jekyll Island, their destination, was a private resort owned by the powerful banker J. P. Morgan and some of his friends, a refuge on the Atlantic where they could get away from the cold New York winter. Their host—the man in the silk top hat—was Nelson Aldrich, one of the most powerful senators of the day, a lawmaker who lorded over financial matters in the burgeoning nation.

For nine days, working all day and into the night, the six men debated how to reform the banking and monetary systems of the United States, trying to find a way to make this nation just finding its footing on the global stage less subject to the kinds of financial collapses that had seemingly been conquered in Western Europe. Secrecy was paramount. “Discovery,” wrote one attendee later, “simply must not happen, or else all our time and effort would have been wasted. If it were to be exposed publicly that our particular group had got together and written a banking bill, that bill would have no chance whatever of passage by Congress.”

For decades afterward, the most powerful men in American finance referred to each other as part of the First Name Club. Paul, Harry, Frank, and the others were part of a small group that, in those nine days, invented the Federal Reserve System. Their task was more than administrative. After all, some of the same motivations that had driven the American Revolution—distrust of central authority, of big money, of out-of-touch elites—had ensured that the United States wouldn’t have a successful central bank for the first 130 years of its history.

The men at Jekyll Island weren’t just trying to solve an economic problem—they were trying to solve a political problem as old as their republic.

The U.S. financial system needed remaking. The United States had a long but less than illustrious history with central banking. When the republic was formed, the states were burdened with debts they had racked up to finance the revolution; fighting off British control hadn’t come cheap. Alexander Hamilton, the first treasury secretary, believed a national bank would stabilize the government’s shaky credit and support a stronger economy—and was an absolute necessity to exercise the new republic’s constitutional powers. The century-old Bank of England had shown the usefulness of a central authority to guide national finances. It could issue debt on behalf of the government and thus ensure that the nation could always fund itself. It could issue paper money so a single currency could be used wherever the national flag flew. And it could guide the use of the nation’s savings, making sure they funded investment instead of sitting around as gold in a vault, waiting for a rainy day.

But Hamilton’s proposal faced opposition, particularly in the agricultural South, where lawmakers believed a central bank would primarily benefit the mercantile North, with its large commercial centers of Boston, New York, and Philadelphia. “What was it drove our forefathers to this country?” asked James “Left Eye” Jackson, a fiery little congressman from Georgia with a proclivity for getting into duels. “Was it not the ecclesiastical corporations and perpetual monopolies of England and Scotland? Shall we suffer the same evils to exist in this country? … What is the general welfare? Is it the welfare of Philadelphia, New York and Boston?” Some founding fathers, including Thomas Jefferson and James Madison, believed that the bank was unconstitutional.

Hamilton won the battle after persuading President George Washington that although the Constitution didn’t explicitly permit the creation of a national bank by the federal government, it also didn’t explicitly prohibit it. Washington signed Hamilton’s bank bill into law in February 1791. By the end of the year, the Bank of the United States was open for business in Philadelphia. By 1805, it had an additional seven branches along the East Coast and in New Orleans. But by the time the bank’s charter expired six years later, Hamilton had died in a duel of his own, Madison was in the White House, and private banking interests had begun to view the national bank as competition. The Bank of the United States closed down.

In 1812, though, that came to seem like a mistake. The United States found itself at war with Britain—Madison’s time in the White House would even be interrupted by the British burning it down. If there is one thing central banks have proved themselves very good at over their three and a half centuries of history, it is financing wars. And without a central bank to issue government debt, the United States faced financial challenges that would have been unimaginable for its Bank of England–backed opponent. Madison, who had a few years earlier judged a central bank to be unconstitutional, reluctantly supported starting up the Bank of the United States all over again.

The Second Bank of the United States was founded in 1816 and run most prominently by Nicholas Biddle, a brilliant young man of a literary bent who had finished first in his class at Princeton at age fifteen and helped negotiate the Louisiana Purchase. He did a lot of things that a modern central banker would applaud. He worked to eliminate the tendency for the dollar to have different values in different parts of the country, with western-issued banknotes generally being viewed as less valuable than eastern ones. He figured out that he could either tighten or loosen credit conditions—thus either fighting inflation or boosting economic growth—by buying and selling banknotes to influence the availability of credit across the nation. And at first, Biddle tried to keep himself away from partisan politics. Referring to Jonathan Swift’s assertion that “Money is neither Whig nor Tory,” he told a correspondent that “the Bank is neither a Jackson man nor an Adams man, it is only a Bank.”

But once the continued existence of the national bank came into question, Biddle became not just political, but positively Machiavellian.

When rural southerner Andrew Jackson was elected president in 1828, it was on the strength of a vigorously populist campaign. Jackson was anti-urban, anti-intellectual, anti-big business—and very much anti-Bank of the United States. “Both the constitutionality and the expediency of the law creating this bank are well questioned by a large portion of our fellow citizens, and it must be admitted by all that it has failed in the great end of establishing a uniform and sound currency,” Jackson said in his first message to Congress. He would, he said, veto any extension of the bank’s charter, which was set to expire in 1836.

With the help of powerful pro-bank senator Henry Clay, Biddle in 1832 pushed for an early renewal of the charter. The advice was more than a little self-serving: Clay hoped to be elected president himself, and he knew the bank issue was divisive enough to build a campaign around. The debate in Congress was furious. The existence of a national bank, Missouri senator Thomas Hart Benton argued, would lay the groundwork for “the titles and estates of our future nobility—Duke of Cincinnati! Earl of Lexington! Marquis of Nashville! Count of St. Louis! Prince of New Orleans! … When the renewed charter is brought in for us to vote upon, I shall consider myself as voting upon a bill for the establishment of lords and commons in this America, and for the eventual establishment of a king!”

“Czar Nicholas,” as Biddle became known among his opponents, resorted to dirty tricks to try to save the bank. He put politicians on the bank’s payroll. He offered newspaper editors the then vast sum of $1,000 to publish his own articles in favor of the institution—and to keep their authorship secret. He even contracted credit in the West, where antibank fervor was strongest, a thuggish use of the power of the national bank to punish his enemies.

The rechartering of the Second Bank of the United States squeaked through Congress, but Jackson made good on his promise to veto it. With the bank’s end in sight, Biddle took to an aggressive campaign of tightening credit, causing a deep economic downturn. His thinking was that this would show the country what it would be like not to have a central bank. But the tactic back-fired: Biddle and the bank took the blame for the recession, making Jackson’s decision seem like a wise one.

From the end of the Second Bank in 1836 until 1863, during the so-called Free Banking Era, there was no effective national currency in the United States. Money was issued and backed by individual private banks chartered by their respective states. A $10 note might have been worth $10 if issued by a financially healthy local bank, but only $7 if the bank that issued it was viewed as less healthy or was farther away from where the money was spent. That meant paper money couldn’t serve as a reliable store of value. And there was no lender of last resort, which meant that banking panics like the ones Walter Bagehot wrote about in Britain could be devastating for the national economy. There were severe panics—and accompanying recessions—in 1837, 1839, and 1857, as well as many smaller ones.

Even more problematic, when the Civil War broke out in 1861, the federal government lacked a central bank to finance it. Privately owned U.S. banks bought government bonds only reluctantly, and foreign financiers refused to buy the debt of a country whose very existence was in question. The dilemma prompted an overhaul midway through the war. With the National Banking Act of 1863, the federal government began chartering banks—institutions that were the predecessors of modern-day behemoths like Citibank and J.P. Morgan Chase—and put them under tighter regulation than their state-licensed counterparts.

But some problems remained unsolved. For example, the supply of dollars was tied to banks’ holdings of government bonds. That would have been fine if the need for dollars was consistent over time. But one overarching lesson of financial history is that that’s not the case. In times of panic, for example, everybody wants cash at the same time. The U.S. banking system wasn’t elastic, meaning there was no way for its supply of money to adjust with demand. That meant a panic could rapidly ripple across the country, with every bank seeing more demand for cash than it could fulfill, resulting in a wave of bank failures and an economic depression. It happened in 1873, when Philadelphia investment bank Jay Cooke & Co. failed after losing money on railroad securities. The downturn was so severe that until the 1930s, the 1870s were the decade known as the “Great Depression.”

It didn’t take much to trigger a panic in those days of inelastic currency. Just the routine passing of the agricultural seasons caused problems. Every fall, farmers across the nation needed money to pay workers to harvest their crops and bring them to market; the money could be repaid a few months later, once the farmers had sold their goods. Until then, though, there was more demand for dollars than banks could easily match—after all, new gold and Treasury bonds didn’t suddenly appear just because the grain harvest was ready. To deal with this problem, banks created private clearinghouses to transfer funds among themselves, so that money made its way from big-city banks to more-rural places each fall.

In typical years, the seasonal shortage of dollars wasn’t catastrophic. But if it coincided with other economic problems, it could be disastrous. Thus, besides the 1873 crisis, there were lesser panics in 1884, 1890, and 1893.

Then came the Panic of 1907, the one that finally convinced American lawmakers to deal with their country’s backward financial system. It started with a devastating earthquake in San Francisco in 1906. Suddenly, insurers the world over needed access to dollars at the same time. They dumped bonds and other assets to come up with the cash they needed to pay claims.

In what was then still an agricultural economy, it was also a bumper year for crops, and an economic boom was under way—so companies nationwide wanted more cash than usual to invest in new ventures. In San Francisco itself, deposits were unavailable for weeks following the quake: Cash was locked in vaults so hot from fires caused by broken gas lines that it would have burst into flames had they been opened.

All of that meant the demand for dollars was uncommonly high, at a time when the supply of dollars couldn’t increase much. This manifested itself in the form of rising interest rates and withdrawals. In the pattern that should look familiar—Johan Palmstruch experienced it in the 1660s—withdrawals begat more withdrawals, and before long, banks around the country were on the brink of failure.

Then, in October 1907, the copper miner turned banker F. Augustus Heinze and his stockbroker brother Otto tried to corner the market of his own United Copper company by buying up its shares. Money gushed out of the banks and brokerages with which Otto did business. But the corner failed, and the price of United Copper stock tumbled. Investors rushed to pull their deposits out of any bank even remotely related to the disgraced F. Augustus.

First a Heinze-owned bank in Butte, Montana, failed. Next came the huge Knickerbocker Trust Co. in New York, whose president was a Heinze business associate. Depositors lined up by the hundreds in its ornate Fifth Avenue headquarters, holding satchels with which to remove their cash. Bank officials standing in the middle of the room and yelling about the bank’s alleged solvency did nothing to dissuade them. The failure of the trust led every bank in the country to hoard its cash for itself, unwilling to lend it even to other banks for fear that the borrower could be the next Knickerbocker.

It is true that the United States, in that fearful fall of 1907, didn’t have a central bank. That doesn’t mean it didn’t have a central banker. John Pierpont Morgan was at the time the unquestioned king of Wall Street, the man the other bankers turned to to decide what ought to be done when trouble arose. He was not the wealthiest of the turn-of-the-century business titans, but the bank that bore his name was among the nation’s largest and most important, and his power extended farther than the (vast) number of dollars under his command.

Morgan had bailed out the U.S. Treasury in 1895 during an earlier wave of panic by organizing other Wall Street titans to back federal debt. It was inevitable that when the 1907 crisis rolled around, Morgan held court at his bank’s offices at 23 Wall Street while a series of bankers came to make their requests for help.
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