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THE SEPARATION OF COMMERCIAL
AND INVESTMENT BANKING:
THE MORGANS VS. THE ROCKEFELLERS

ALEXANDER TABARROK

he Banking Act of 1933, sometimes referred to as the Glass—Steagall Act,
separated commercial and investment banking, instituted Federal deposit
insurance, prohibited interest payments on demand deposits, and reor-
ganized the Federal Reserve. The Glass-Steagall Act is typically explained as a
public-interest measure designed to rectify persistent problems in the banking
system, and to combat the immediate banking crisis. | will argue, however, that
important portions of the Act can be better explained through a public-choice
analysis that emphasizes a struggle between rival elements in the banking industry.

The focus of this discussion will be on the separation of commercial and
investment banking and on other aspects of the Glass—Steagall Act, as well as Carter
Glass. Public-interest rhetoric was used to justify the separation of commercial and.
investment banking. Recent work by White (1986), Benston (1990), Kroszner and
Rajan (1991) and others have shown that this rhetoric cannot be supported in theory
or in fact. Banks that combined deposit and investment banking were safer than
deposit banks without affiliates, and they issued higher quality securities than did
independent investment banks. | argue that the separation of commercial and
investment banking can be better understood as an attempt by the Rockefeller
banking group to raise the costs of their rivals, the House of Morgan.? Both the House
of Morgan and the Rockefellers, during the 1930s, wielded enormous political and
economic power; so as to better understand the Morgan and Rockefeller rivalry, some
background is in order.

PUBLIC-INTEREST ARGUMENTS

Proponents of the Glass-Steagall Act argued that separating commercial and invest-
ment banking would increase the safety and reduce bank and customer conflicts of
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'0On depositinsurance, see Golembe (1960), Preston (1933), and Friedman and Schwartz (1963).
2Onthetheory of “raising rivals’ costs,” see Salop and Scheffman (1984) and Williamson (1968).
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interest. Neither of these arguments bares close scrutiny here. At the most basic
level, it is clear that many securities (stocks and bonds) are less risky than are loans. -
Security investments are also liquid and publicly observable. Liquidity lets banks
quickly rebalance their portfolios to avoid runs, and public observability improves the
efficiency of bank monitoring by depositors and bond holders. Even if all securities
were riskier than all loans, forbidding banks to invest in securities could increase
bank risk because of the benefits of diversification (see Macey 1991).

The Supreme Court, economists, historians, and others have uncritically re-
ferred readers to the Pecora-Glass Subcommittee Hearings and to other hearings
for evidence that banks with security affiliates created an undue risk to depositors.
But in an exhaustive reading of all the relevant material, Benston (1990) has found
" no evidence to support this conclusion. The hearings are replete with unsupported
assertions and bald hypotheses, but no evidence on the risk of unified banking was
ever presented. Since then, evidence has been found which strongly indicates that
separated banking is riskier than unified banking. White (1986) has examined the
failure rate in 1930-33 of national banks without security affiliates and national
banks with security affiliates. He finds that banks without security affiliates were
four times as likely to fail as were those with affiliates.

Another argument against unified banking is that a bank with security affiliates
has a conflict of interest. Senator Bulkley, a strong supporter of the Glass-Steagall
Act, put the argument as follows:

Obviously, the banker who has nothing to sell his depositors is much better qualified to
advise disinterestedly and to regard diligently the safety of depositors than the banker
who usesthe list of depositors in his savings department to distribute circulars concern-
ing the advantage of this, that, or the other investment on which the bank isto receive an
originating profit or an underwriting profit or a trading profit.3

This argument might apply to a fly-by-night outfit, but once long-run profits and
reputation are included in the analysis, the conclusion is reversed. The more an
investment advisor has to lose by offering bad advice, the less likely this is to occur.
Poor investment advice on the part of a securities affiliate is likely to lead investors
to leave that affiliate and to withdraw their funds from the parent bank. Investors,
therefore, are able to threaten stronger punitive action if they invest with a unified
bank than if they invest with an investment bank alone.*

The conflict of interest argument is also contradicted by investor behavior. Unified
banks (banks with affiliates or security operations) were rapidly increasing their share
of the bond issuing market in the 1920s. In 1927, for example, commercial banks and
their affiliates were responsible for 36.8 percent of all issues, and in 1930 for 61.2
percent of all issues (Peach 1941, p. 110). If the conflict of interest argument were
true, one would expect rational investors to abandon unified banks rather than flock
to them. More consistent with this evidence is the finding of Kroszner and Rajan

3Quoted in Macey (1984, p. 15).

“Benston (1990), Saunders (1985), and Kelly (1985) deal with the conflict-of-interest argu-
ments in greater depth.
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(1994) that unified banks issued higher quality securities (ex post) than did invest-
ment banks acting alone.>

The public-interest explanation is at wide variance with the facts. To explain
the Glass—Steagall Act, therefore, requires either that Congress acted in great error
or that the motivation behind the Act was not the public interest.67

THE ROCKEFELLERS AND THE HOUSE OF MORGAN®

Aside from the Federal government, the House of Morgan and the Rockefeller
family were the largest and most important economic and political entities in U.S.
history. Like the pre-war Japanese zaibatsu, the House of Morgan and the Rockefel-
lers controlled large sections of the U.S. economy. In an age of unlimited campaign
funds, these groups could also easily make or break a politician’s career. In 1933,
the Pecora investigation revealed that ).P. Morgan’s “preferred list,” people who
were given stock at far below market prices, included more than one ex-president,
a host of treasury secretaries from both political parties, the chairman of the
Republican National Committee, the chairman of the Democratic National Com-
mittee, and many other politicians and men of affairs (Chernow 1990, p. 370). From
their base in Ohio, the Rockefellers also dabbled in politics. Mark Hanna, the
legendary Republican operative and Ohio Senator, was a schoolmate of John D.
Rockefeller, as well as a lifelong friend and business ally (Lundberg 1937, p. 58). It
was through Hanna that the Rockefellers influenced the McKinley administrations.
McKinley’s election in 1896, for example, was supported by a $250,000 donation
from Standard Oil, a gift which was repeated in the election of 1900. Hundreds of
thousands more in campaign funds were organized through Rockefeller’s other
firms and business interests (ibid, pp. 60-61).

Rockefeller also influenced politics through Nelson Aldrich. Aldrich was Rhode
Island’s Senator for thirty years, during which time his net worth increased from
$50,000 to at least $12 million (Lundberg 1937, p. 61).? As chairman of the Senate
finance committee and Republican whip, Aldrich controlled the nation’s largesse.
In his 1905 series in McClures titled “Enemies of the Republic,” Lincoln Steffens

>Benston (1990) also finds that the evidence for this assertion in the documentary record is
weak to non-existent. Many of the supposed abuses of the banking industry turn out to be fabrica-
tions or misreading of the actual evidence in the record.

®Even though the documentary record does not indicate either excessive risk or abuses, it was in
the interest of Pecora and the investigating committee to suggest that it did. As a direct result of his
investigation, and the publicity he generated, Pecora became a commissioner of the newly cre-
ated Securities and Exchange Commission. (On the exaggerations of Pecora and others and their
interests, see Carosso [1985, 1973] and Karmel [1980, p. 631].) The media uncritically adopted
Pecora’s story, and over time it became accepted as fact. Until Benston (1990), few researchers both-
ered to investigate the actual data and testimony upon which Pecora’s view supposedly rested. For a
model of this type of herd behavior, see Benerjee (1992) and Scharfstein and Stein (1990).

) suspect, more precisely, that the majority of Congress supported the Glass-Steagall Act
because of mistaken impressions as to its effects, while a minority supported the Act and guided it
through Congress because of their special interests.

The political and economic power of ).P. Morgan and Company and the Rockefellers is well
documented in Chernow (1990), Kolko (1963), Burch (1980; 1981), Lundberg (1937), and Collier
and Horowitz (1976). '

%Collier and Horowitz (1976, p. 93) estimate Aldrich’s fortune at closer to $30 million.
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called Aldrich the “boss of the United States,” and David Graham Phiilips’s series
in Cosmopolitan, “The Treason of the Senate,” devoted an entire chapter to Aldrich
titled “Aldrich, the Head of it All.” Aldrich’s connection with the Rockefellers began
financially and politically, but became familial when his daughter Abby married
John D. Rockefeller, Jr. (Abby’s brother Winthrop is also a key player in the
separation of commercial and investment banking; see below). Through Aldrich,
- the Rockefellers (and other New York bankers) had a profound influence on the
creation of the Federal Reserve. Aldrich chaired the National Monetary Commis-
sion of 1910 that produced the “Aldrich Plan” which, with slight modifications due
to Carter Glass and his advisor H. Parker Willis, became the foundation of the
Federal Reserve System (Friedman and Schwartz 1963, p. 171). Little known at the
time, Aldrich’s plan was hammered out by Aldrich, Morgan, Rockefeller, and Kuhn,
Loeb partners at a secret 1910 meeting held on Jekyll Island, Georgia (Chernow
1990, p. 127; Rothbard 1984; Kolko 1963, chap. 8).

The Rockefellers” wealth and power flowed from Standard Oil, but later ex-
panded into banks and other industries. The House of Morgan’s power came not
from the wealth of ).P. Morgan per se, but from Morgan’s strategic position in the
U.S. economy. At the turn of the century, American industry underwent a series of
mergers and restructurings that reshaped the economy. J.P. Morgan and his bank
stood at the center of this great change. In 1901, Morgan engineered the greatest
merger of all time, creating U.S. Steel with an initial capitalization of $1.4 billion at
a time when GNP was approximately $20 billion. An equivalent merger today
would be capitalized at around $350 billion. Morgan’s commissions alone were
worth about $15 billion in 1993 dollars. Morgan’s influence was felt in all of the
major industries of the day, especially railroads, utilities, and steel.

The 1912 Pujo hearings into the so-called “money trust” (a code word for the
Morgan empire), revealed that J.P. Morgan and his partners were principal share-
holders of dozens of the largest U.S. corporations and that, in total, they held 72
directorships in 112 corporations (Chernow 1990, p. 12). DeLong (1991; 1992, p.
17) estimates that Morgan-centered groups were in some way connected with 40
percent of all the industrial, financial, and commercial capital in the United States.
Twenty-one years later, the Pecora hearings revealed a similar story; Morgan
partners held 126 directorships in 89 corporations with a total of $20 billion in
assets, representing approximately one-third of GNP (Chernow 1990, p. 366).

Political power flowed from the House of Morgan’s economic power. In 1896,
William Jennings Bryan ended his speech to the Democratic convention with the
famous oath “you shall not crucify mankind upon a cross of gold.” Bryan was talking
primarily about ).P. Morgan who, with Grover Cleveland, had saved the gold
standard a year earlier.’® Throughout this period, Morgan partners and associates were
important advisors and financial backers to presidents and the political elite. In the
1904 election, for example, the Morgan bank gave $150,000 to Theodore Roosevelt’s
campaign fund, in return.for which George Perkins, a Morgan partner, became chief

1%8ryan’s speech is reprinted in Hofstadter and Ver Steeg (1969). Chernow (1990, chap. 5)
deals with Morgan’s rescue of the gold standard.
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advisor to Roosevelt throughout his political career (Chernow 1990, p. 112). It was
Perkins who pressed Roosevelt to run in 1912 and who supplied Roosevelt with
over $500,000 in campaign funds (Hofstadter 1974, p. 304)."1

At the 1912 Democratic Convention, Bryan again attacked the House of Mor-
gan, thundering that no representative of J.P. Morgan should ever receive the
Democratic Party’s Presidential nomination. In 1924, however, at the height of
Morgan’s power, he had to accede to the nomination of John W. Davis, chief lawyer
of the House of Morgan.

Morgan and Rockefeller power did not go unopposed. William Jennings Bryan,
as already noted, was implacably opposed to the Morgans and the Rockefellers,
and, as Secretary of State under Woodrow Wilson, fought against their control of
the Federal Reserve. Allied with him were progressive intellectuals like Louis
Brandeis, Felix Frankfurter, and Lincoln Steffens. Brandeis, in particular, attacked
J.P. Morgan and Company, throughout his career as a lawyer, advisor to Wilson,
and associate Justice of the Supreme Court.’? Politicians like Huey Long, Robert
LaFollette and others found strong support for attacking the Morgans and the
Rockefellers among the public, who feared the monster trusts. Perhaps more impor-
tantly, politicians played the rival coalitions against one another. The Morgans
supported attacks on the Rockefellers, and the Rockefellers supported attacks on the
Morgans.'3 Indeed, a combination of public outrage and political maneuvering by
the Rockfellers was responsible for the separation of commercial and investment
banking.

The Morgans and the Rockfellers clashed often. The chief economic rival of the
House of Morgan was a formidable combination of Rockefellers (oil, banking),
Harrimans (railroads), and bankers primarily associated with Kuhn, Loeb and
Lehman Brothers. In the twentieth century, John D. Rockefeller, Jr., W. Averell
Harriman, son of E.H. Harriman, and the second generation of bankers at Kuhn,

perkins leftthe Morganfirmin1912.

12Chernow (1990, p. 176) called Brandeis “the most cunning and resourceful foe the House
of Morgan would ever face.” During the Pujo hearings, Brandeis wrote a series of influential
articles for Harper’s Weekly under the title of “Other People’s Money; and How the Bankers Use
It.” These articles were a direct attack on ).P. Morgan and Company and the “money trust.” “Other
People’s Money,” was reprinted during the Pecora hearings of 1933 in book form (Brandeis 1933).

3Morgan-Rockefeller rivalry as well as the ultimate power of the Federal government meant
that the Morgans and the Rockefellers were by no means always the controlling powers. The fact
that money flowed from Wall Street to Washington alone cannot tell us in which direction power
flowed. The dominant public-choice theories of regulation emphasized the demand for regulation
by organized special-interest groups (Peltzman 1976; Becker 1985). Politicians, however, are
active players in the regulatory and redistributive process, and not mere passive suppliers react-
ing to private interest-group demand. The relationship between ).P. Morgan and Company
and Theodore Roosevelt, for example, was at times ambivalent and even hostile. It was
Roosevelt who launched the first trust-busting attack on the Morgan empire with the Northern
Securities Case of 1902. Payments to Roosevelt and other politicians should therefore be seen
as partly a response to threats of regulation and control. See McChesney (1991) for a model of this
type of behavior.

1 Although Morgan and Kuhn, Loeb and sometimes Lehman Brothers would often cooperate
on issues, there was always an underlying economic rivalry to WhICh was added J.P. Morgan’s
anti-Semitism. See Chernow (1990, p. 90 and passim).



6 THE QUARTERLY JOURNAL OF AUSTRIAN ECONOMICS VOL. 1, NO. 1 (1998)

Loeb, and Lehman Brothers were the main instigators of the attack on the House of
Morgan, of which the 1933 separation of commercial and investment banking was
the most important aspect of the struggle. The attack was led and organized by
Winthrop Aldrich of Chase National Bank.

- GENESIS OF THE BANKING ACT

John D. Rockefeller, Sr., had moved into banking by investing the cash reserves of
Standard Oil in the National City Bank. James Stillman was the president of National
City, and two of Stillman’s sons married daughters of William Rockefeller (brother
to John D. Rockefeller, Sr.), making this a family alliance (Lundberg 1937, p. 10).
The cash reserves of Standard Oil were so great that this single source made
National City one of the largest banks in New York. The Rockefellers, especially
John D. Rockefeller, Jr., wanted to dominate banking as they did oil, and around
1911, Rockefeller, Sr., made substantial investments in Equitable Trust. Using
Equitable as a base, the Rockefellers rapidly expanded their bank holdings through
a series of mergers (see Johnson 1968, pp. 80-110). By 1920, Equitable, which had
started out as a small bank, was the eighth largest bank in the country, and it
continued to grow through merger and expansion throughout the 1920s.

In 1929, Winthrop Aldrich became president of Equitable Trust. Winthrop
Aldrich was John D. Rockefeller, Jr.’s brother-in-law, and was the son of the famous
Senator Nelson Aldrich (a key player in the formation of the Federal Reserve).'> A
lawyer by training, he was reluctant to enter banking, but did so at the urging of John
D. Rockefeller, Jr., who had guided his career from its inception (see Johnson 1968,
p- 93; and Collier and Horowitz 1976, p. 159). Under Aldrich, Equitable merged
with the Morgan-dominated Chase National Bank. Chase’s director was then Albert
H. Wiggin. Wiggin had been a protégé of George F. Baker and Henry P. Davison of
First National Bank, both of whom were prominent within the Morgan group
(Johnson 1968, p. 101). Aldrich then become president of the newly formed Chase
Bank, and Wiggin became chairman of its Governing Board.

The position of president at Chase was initially not a powerful one. From 1920
to 1929, of the five men who had been president of Chase only Wiggin lasted more
than two years. The lack of continuity meant that power rested with Wiggin.
Aldrich, however, moved quickly to establish his own power by promoting his own
men and cutting the number of bank directors. An unpleasant corporate battle
ensued in which Aldrich was opposed by Wiggin, Thomas Lamont, and other
executives allied with the House of Morgan.® By 1931, Aldrich held the dominant
position, and Wiggin went into retirement with a suspiciously large pension.!”

>The Aldrich and Rockefeller families were very close. Two of Rockefeller’s sons were
named Nelson R. and Winthrop, Aldrich family names. Nelson Rockefeller worked at Chase
during this period (Johnson 1968, p. 187).

%0On Lamont’s attempts to block Aldrich, see Ferguson {1984, p. 81).

17Wiggin retired with an astounding pension of $100,000 a year. This became the subject of
embarrassment during the Pecora hearings as neither Wiggin nor Aldrich could adequately explain
why Wiggin’s pension was so large. Aldrich and Wiggin were barely on speaking terms by 1932
and, according to Aldrich, the differences between them were such that both of them could not
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As Roosevelt took office in 1933 the great depression was at its trough, 15
million workers were unemployed, real gross national product had fallen by nearly
30 percent since its peak in 1929, and gross investment was virtually nil (Temin
1976). The public looked back at the financial boom of the twenties and deemed
this the original sin. Bankers and financiers, feared and admired in the twenties,
were feared and reviled in the thirties. Politicians fueled the public’s animosity. In
his inauguration speech, Roosevelt attacked the “money changers” as “callous,”
“unscrupulous,” and “selfish,” at the same time as he called for unprecedented
power for himself and “a trained and loyal army willing to sacrifice for the good of
a common discipline.”'® In Congress, the Pecora hearings and later the Nye hearings
fueled the same fire. The Nye hearings of 1936 accused Morgan of being a “merchant
of death” responsible for America’s entry into World War I, and the Pecora hearings
purported to show a banking history of “profits, greed, expansion, power, and
domination.”!?

Without the great depression and the outrage that was generated by the Pecora
hearings, the separation of commercial and investment banking would probably not
have occurred.? As it was, the Pecora hearings revealed that Jack Morgan had paid
no income tax since 1930, and that none of the twenty Morgan partners had paid
incometax in 1931 or 1932 (Chernow 1990, p. 366). Other members of the Morgan
group, most particularly Albert Wiggin, were also accused of income tax evasion.
Although all of the “evasion” was legal and due mostly to huge stock losses, the
public was infuriated. Seligman (1982, p. 29) reports that bankers "became the
object of near-hysterical rage.” The public demanded that some action be taken,
but it was left to the insiders, like Winthrop Aldrich, to determine the direction of
change.

Aldrich and the Rockefeller banking group were initially ill served by the Pecora
hearings. Wiggin still represented Chase National in the minds of many, and his
disgrace reflected on the bank. The other Rockefeller bank, National City, was also
being investigated, and its Chairman, Charles Mitchell, and its President, Hugh
Baker, were forced to resign in late February of 1933. Aldrich had to find some way
to protect the Rockefeller banks.

remain atthe bank (see U.S. Congress, Senate 1934.4018). The solution was evidently to pay off Wig-
gin so he would exit gracefully. Wiggin’s pension was what we today would call a “golden parachute”
paid to Wiggin so that he would leave Chase rather than continue to fight the Aldrich-Rockefeller take-
over. On the information in this note, see Johnson (1968, pp. 107-38); my interpretation differs signifi-
cantly from his. On golden parachutes as an incentive device to lower the costs of takeovers, see
Knoeber (1986).

18 Roosevelt’s speech can be found in Peterson (1954),

19The list is from a rhetorical question by Senator Bulkley: “Did not professional pride be-
come diverted from the pride of safe and honest banking service to that of profits, greed, expan-
sion, power, and domination?” Quoted in Benston (1990, p. 124).

The public-choice school of political science and economics has emphasized the special
interest nature of most regulation, but has left unexamined the techniques of power which politi-
cians use to mobilize political support from a diffuse and rationally ignorant public. A study of the
link between hearings and regulation could be very valuable.

205ee on this point Willis and Chapman (1934, p. 101), Seligman (1982, pp. 2, 29), and
Kennedy (1973, p. 212).
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On March 7, National City Bank’s new Chairman James Perkin announced that
the bank would divorce its security affiliate. On March 8, Aldrich followed Perkin’s
surprise announcement with a sweeping plan for bank reform that many in the
banking community called a “betrayal.”?! Aldrich denounced the connection of
investment banking and commercial banking as ”almost inevitably leading to
abuses.” He threw his support behind the Glass bill to separate commercial banks
and their security affiliates, but he argued that the bill did not go far enough. In
addition to the current provisions, Aldrich argued that (1) private banks should be
regulated as heavily as commercial banks; (2) private banks should be forced to
separate their commercial and investment divisions; and (3) no interlocking direc-
torates between any type of bank and securities firm should be allowed.??

The purpose of Aldrich’s strategy is obvious to contemporary observers. The
New York Times made Aldrich’s announcement front page news on March 9 with
the headline “Aldrich Hits at Private Bankers in Sweeping Plan for Reforms.” The
Times noted that Aldrich, “who is a representative of the john D. Rockefeller
interests,” was attacking “some of Wall Street’s most powerful figures and their
particular interests.” More than anyone else, the Aldrich program “strikes directly
at the position of J.P. Morgan and Company.” “W. W. Aldrich, First Challenger to
House of Morgan” was a profile of Aldrich published several days later in the World
Telegram.?® The Wall Street Journal was more circumspect, but also alluded darkly
to a Rockefeller conspiracy to vanquish J.P. Morgan and Company.

Most devastating to the House of Morgan was Aldrich’s third point, the ban on
interlocking directorates. More than any other aspect of the Glass-Steagall Act, it
was the ban on interlocking directorates that separated commercial from invest-
ment banking; of the twenty Morgan partners, ten were directors of at least one
commercial bank (New York Times, March 9, 1933). Moreover, the officers of
Morgan-controlled banks, such as George F. Baker of the First National Bank, were
also often directors of other banks. The extent of the connection between banks in the
Morgan group was probably best illustrated by the finding of the Pecora committee that
).P. Morgan and Company had given “loans” to sixty officers and directors of other
banks. As Jack Morgan noted “They are friends of ours, and we know that they are
good, sound, straight fellows.”24

The interlocking directorates of the Morgan group, which extended to many
corporations as well as to other banks, meant that Morgan could economize on
transaction and information costs as well as overcome problems of adverse selection
and moral hazard. The Morgan bank was not large, but because of its ties to commercial

2T Aldrich’s announcement was widely publicized the following day, March 9. Surely not
coincidentally, this coincided with the convening of the new Congress.

22506 Aldrich’s statement in the New York Times (March 9, 1933, pp. 1, 2). Aldrich also
wanted to limit the number of directors a bank could have (point four in this statement). A new
statute limiting directors would save Aldrich the trouble of an unpleasant fight to terminate or
eliminate through attrition excess Chase directors; Aldrich’s own bank, Chase National, was top
heavz/ with directors because it had grown through mergers.

3 New York World Telegram (March 13, 1933), quoted in Johnson (1968, p. 152).

24Quoted in Chernow (1990, p. 364).






