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others in the same income group (or even the next-highest income group) 
suggests that many countries in all categories are under-banked. For ex-
ample, Mexico appears to be under-banked relative to other countries in 
the same income group, and even has a lower ratio of credit to GDP than 
many countries in the next-lowest income group (e.g., the Philippines).

Being under-banked has huge social costs. A large and growing aca-
demic literature has shown that under-banked countries suffer lower eco-
nomic growth than other countries. Economic historians have shown that 
Holland, Great Britain, and the United States experienced revolutions in 
fi nancial intermediation and fi nancial institutions before their rise to global 
economic hegemony in the eighteenth, nineteenth, and twentieth centu-
ries, respectively. They also found that Russia, Germany, and Japan under-
went similar fi nancial revolutions before they narrowed the gap with the 
world’s economic leaders in the late nineteenth and early twentieth centu-
ries.3 Financial economists using statistical methods to analyze the growth 

3 Gerschenkron (1962); Cameron et al. (1967); Sylla (1975; 2008); North and 
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banks to achieve redistributive objectives. The government could carry 
out redistribution directly through the nationalization of industry, taxa-
tion to fi nance welfare programs, and the provision of government-owned 
rental housing (council houses or council fl ats). In addition, the newly 
nationalized Bank of England was given the legal power to regulate the 
banking system in 1946. The credit controls and cartelization of bank-
ing that had been used in wartime as a means of facilitating the sale of 
treasury bills continued as part of the postwar management of defi cit 
spending.84 Given the nationalization of industry and the maintenance of 
bank credit and pricing controls, there was little point to nationalizing a 
banking system that had so little infl uence on the allocation of credit.

Just how unimportant the British banking system was to the British 
economy is depicted in fi gure 5.3, which compares the average level of 
private credit provided by depository banks during the decade 1960–69 
across high-income OECD countries. The United Kingdom is close to the 

84 Collins (2012), 220, 317–48.
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money banks to GDP, which had averaged only 19 percent during the 
1960s, crept up to 26 percent, on average, through the 1970s. This was an 
improvement, but not much of one: as fi gure 5.4 shows, at the end of the 
1970s, British business enterprises and households were still credit starved 
compared to their German counterparts.

The volatility of infl ation and interest rates during the 1970s created 
enormous challenges for banks. Banks with long-duration assets and short-
duration liabilities suffered large losses as the result of an upward spike in 
infl ation and interest rates in 1973. Infl ation jumped from 2 percent in 
1969 to 16 percent in 1970 and hit 27 percent in 1973. The bank rate rose 
in several installments from 7.5 percent in June 1973 to 13 percent by 
November 1973. Yields on long-term government securities rose from 
about 10 percent in June 1973 to about 16 percent by November.101 The 
secondary banks were heavily invested in real-estate lending and had 
grown rapidly during the real-estate expansion of 1971–73, funding 
themselves with short-term wholesale debt. When infl ation and interest 
rates rose, these banks suffered enormous losses and were unable to fund 

101 Capie (2010), 483, 512, 663.
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in 1800—Boston, Philadelphia, New York, and Baltimore—had only two 
banks apiece. Smaller markets typically had only one bank, if they had a 
bank at all. As fi gure 6.1 shows, in 1800 there were only 28 banks (with 
total capital of only $17.4 million) in the entire country. Who was permit-
ted to become a banker, and who would have access to credit from those 
banks, it should be emphasized, were determined on the basis of both 
economic and noneconomic criteria, such as political party affi liation.20

The Collapse of America’s Insider Banking System

The system of a single national bank (the BUS) and segmented state monop-
olies was not sustainable in the long run under America’s political insti-
tutions. At the center of the confl ict over banking was the struggle over 
chartering authority between the central government and the states. 
Bankers with state charters had opposed the BUS from the time of its ini-
tial chartering in 1791. The reason for their opposition was straight-
forward: branches of the BUS—which were located in New York, Baltimore, 
Boston, Charleston (South Carolina), Norfolk, Savannah, New Orleans, 

20 Wallis, Sylla, and Legler (1994), 135–39; Bodenhorn (2003), 142; Majewski (2004).
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state-chartered banks in 1865. The law did not, however, say anything 
about checks drawn on accounts in state-chartered banks. State banks 
therefore aggressively pursued deposit banking, and checks drawn on those 
accounts became an increasingly common means of exchange in business 
transactions.54 They appear to have been helped by state legislatures, which 
reduced the minimum capital requirements for state-chartered banks.55 
The result was that state-chartered banks actually outgrew federally char-
tered banks during the period 1865–1914. As fi gure 6.2 shows, in 1865 
state banks accounted for only 21 percent of all banks and 13 percent of 
total bank assets. By 1890 there were more state banks than national 
banks, and state banks controlled the majority of assets. Circa 1914, 
73 percent of all banks were state banks, and state banks controlled 58 
percent of assets.

The result was a banking system with a most peculiar competitive and 
geographic structure. In 1914 there were 27,349 banks in the United 
States, 95 percent of which had no branches! The banks that did have 

54 Moss and Brennan (2004); Sylla (1975), 62–73; Davis and Gallman (2001), 272.
55 Grossman (2010), 231, 236.
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The Great Depression, the Glass-Steagall Act, 

and Deposit Insurance

The wave of bank failures in the 1920s became a torrent during the Great 
Depression and threatened to completely undermine political support for 
unit banking. Between 1930 and 1933 more than 9,100 banks (38 per-
cent of all banks) suspended operations (see fi gure 6.3). Depositors came 
to view unit banks (correctly) as more prone to failure. Moreover, the col-
lapse of so many unit banks left thousands of agricultural communities, 
and even some suburbs of major cities, without any banks at all.78 The 
widespread contraction of credit that was associated with so much bank 
distress magnifi ed the severity of the Depression.79 By 1933, to many ob-
servers, it seemed as if the days of unit banking were numbered. In re-
sponse to the severe banking distress of the early 1930s, states further 
relaxed their branching laws. By the end of 1935, 13 of the 27 states that 
had prohibited branching entirely in 1930 had repealed the prohibition, 
and seven states passed legislation allowing statewide branching.80

78 Abrams and Settle (1993), 691.
79 Calomiris (1993b, 2003b).
80 Abrams and Settle (1993), 687–88. 
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with the banks of other developed countries—were losing global market 
share. Large foreign banks were even making inroads into U.S. markets by 
building relationships with large U.S. corporations. The Fed and many U.S. 
politicians became advocates of the deregulation of interest-rate ceilings, 
the removal of branching restrictions, and the elimination of limits on bank 
powers (especially the limits on corporate securities underwriting by banks) 
as a means of allowing U.S. banks to compete with their foreign counter-
parts. For example, the Fed chairman Alan Greenspan called for the expan-
sion of bank powers: “The ability of banks to continue to hold their 
positions by operating on the margins of customer services is limited. Exist-
ing constraints, in conjunction with the continued undermining of the bank 
franchise by the new technology, are likely to limit the future profi tability 
of banking. . . . If the aforementioned trends continue, banking will con-
tract either relatively or absolutely.” He later went on to argue: “In an envi-
ronment of global competition, rapid fi nancial innovation, and technological 
change, bankers understandably feel that the old portfolio and affi liate 
rules and the constraints on permissible activities of affi liates are no longer 
meaningful and likely to result in shrinking the banking system.” 93

93 Greenspan (1988, 3–4; 1990, 5).

Percentage share

0

45

50

35

40

30

25

20

15

10

5
Debt owed to banks as percentage
of total credit-market debt

Core bank deposits as percentage
of total personal financial wealth

19
45

19
49

19
53

19
57

19
61

19
65

19
69

19
73

19
77

19
81

19
85

19
89

19
93

19
97

20
01

20
05

20
09

figure 6.4 Declining importance of core deposits and bank credit, 1945–2010.

Source: Federal Reserve Board (n.d.).



         The New U.S. Bank Bargain         217

ularly affected. They were not alone in objecting to the merger on these 
grounds: the mayor of Boston and the attorney general of Massachusetts 
did so as well. All to no avail: the Fed approved the merger, and interest 
spreads for business borrowers rose by a full percentage point.19

The third criterion for approval of a merger was good citizenship, and, 
unlike market power, this was indeed a binding constraint. In 1977, partly 
in response to claims that banks discriminated against borrowers in low-
income, inner-city neighborhoods, the Community Reinvestment Act 
(CRA) was passed. The early years of the CRA do not appear to have pro-
duced much in the way of results: as fi gure 7.1 shows, from 1977 to 1992, 
only $43 billion in CRA commitments by banks was announced, and 
almost all of that lending occurred after 1989. By 1995, as the merger 
wave was intensifying, however, revisions to the CRA meant that banks 
faced adverse consequences for failing to comply with CRA require-
ments.20 As President Clinton boasted in a July 1999 speech, “[CRA] was 
pretty well moribund until we took offi ce. Over 95 percent of the commu-

19 For a transcript of the meeting, see Federal Reserve Board (1999a).
20 See, for example, Evanoff and Segal (1996, 1997).
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As fi gure 7.2 shows, over the period 1977–2007, these directed credit 
commitments totaled $867 billion, with the overwhelming majority com-
ing in the years after 1992. Banks also provided support to activist groups 
in the forms of fees for administering the directed-credit programs or 
direct contributions to those groups. Between 1993 and 2008, for exam-
ple, ACORN received $13.5 million from the Bank of America, $9.5 mil-
lion from JPMorgan Chase, $8.1 million from Citibank, $7.4 million from 
HSBC, and $1.4 million from Capital One.37 As of 2000, the U.S. Senate 
Banking Committee estimated that the total of such fees and contribu-
tions to all activist groups came to $9.5 billion.38 Given that new CRA 
agreements were made through 2007, the $9.5 billion fi gure almost cer-
tainly understates the extent of fees and contributions from banks.

How did activist groups intermediate the credit commitments that they 
received from banks? The Neighborhood Assistance Corporation of Amer-
ica (NACA) provides an example. As of 2012 it had obtained more than 
$13 billion in bank commitments for its own loan programs via partner-

37 United States House of Representatives (2010), 42–43.
38 Husock (2000).
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urban constituents. This strategy was made clear in a 1991 HUD report: 
“The market infl uence of Fannie Mae and Freddie Mac extends well be-
yond the number of loans they buy or securitize; their underwriting stan-
dards for primary loans are widely adopted and amount to national under-
writing standards for a substantial fraction of all mortgage loans.”61

Congress therefore mandated that Fannie and Freddie consider re-
purchasing mortgages with down payments of 5 percent or less and ap-
proving borrowers with histories of delinquent credit. Importantly, it also 
directed Fannie and Freddie to “affi rmatively assist banks in meeting their 
CRA obligations.”62 As Edward Pinto has pointed out, when Congress 
told Fannie and Freddie to purchase mortgages with down payments of 
percent, it was taking a huge step: in 1992, a conventional mortgage 
loan with a 5 percent down payment did not even exist outside FHA or VA 
guaranteed programs.63 In effect, because Fannie and Freddie repurchased 

61 Advisory Commission on Regulatory Barriers to Affordable Housing (1991), chap-
ter 5, p. 3.

62 As quoted in Pinto (2011), 55.
63 Pinto (2011), 55.
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roughly one of every four mortgages originated, they were being asked to 
lead private banks into a segment of the market that they had historically 
avoided precisely because it was so risky.

Pushing Fannie and Freddie to purchase highly leveraged, risky mort-
gages targeted toward particular borrowers had huge effects on the 
mortgage market. Beginning in 1994, Fannie and Freddie started buying 
loans with down payments of only 3 percent. Low underwriting stan-
dards are not an excludable good: everyone, including big swaths of the 
American middle class, could take advantage of these permissive lend-
ing rules—and many duly did so. As a result, the number of such loans 
mushroomed: as fi gure 7.4 shows, circa 1990, only 1 in 200 mortgages 
had such a high LTV ratio; by 1999, 1 in 10 did; by 2007, 2 out of every 
5 mortgages had an LTV of 3 percent or less.64

The managers and shareholders of Fannie and Freddie were being 
asked to bear new burdens, but they were not powerless, passive observ-
ers. They could see that in the negotiations over the 1992 GSE Act, they 
were being outfl anked by activist groups and their congressional allies. 
Thus they made the best move they could: they got on the bandwagon in 

64 Pinto (2011), 25.
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gages with LTVs greater than 80 percent and/or FICO scores below 660 
as “high-risk.” The sum of all new high-risk loans acquired by the GSEs 
over the period 2003–07 was $1.5 trillion. The researchers use the same 
method to estimate the new high-risk mortgages held outside the GSEs 
and then compute two ratios: the percentage of mortgages held by 
GSEs that were high risk, and the percentage of all new mortgages held 
both by the GSEs and by private entities that were high risk. Their esti-
mates, presented in fi gure 7.5, indicate that high-risk lending accounted 
for 25 percent of new GSE mortgages in 2003, a fi gure that grew to 36 per-
cent by 2007: the average for the period 2003–07 was 28 percent. Their 
data also indicate that the GSEs ended up acquiring most of America’s 
exposure to new high-risk mortgages. Over the period 2003–07, the GSEs 
acquired 60 percent of all new high-risk mortgages. By 2007, they were 
acquiring nearly all of it. No matter how one looks at the data, there is no 
doubt that Fannie and Freddie were stuffed full of mortgages with high 
probabilities of default.81

81 Acharya et al. (2011).
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ing both subprime and Alt-A mortgages.104 These high-risk loan catego-
ries were virtually nonexistent until the late 1990s.105 In 2001, new high-
risk mortgages totaled $180 billion and accounted for 8 percent of total 
new mortgage lending. Three years later, new high-risk mortgages totaled 
$715 billion and accounted for 24 percent of new mortgage lending. 
By 2006, new high-risk mortgages equaled $1 trillion and accounted for 
36 percent of all new mortgage lending. If we take the sum of these new 
high-risk mortgages over the period 2001–06, the result is a shocking 
$3.5 trillion. Pinto and Wallison, using a different method, fi nd that by 
June 2008 there were approximately 28 million subprime and Alt-A loans 
outstanding, with a total value of approximately $4.8 trillion. That is to 
say, roughly half of all mortgages outstanding in mid-2008 were high risk. 
However it is measured, the subprime bubble was immense.106

104 Acharya et al. (2011) also include home-equity lines of credit as high-risk mort-
gage loans. In order to produce lower-bound estimates, we do not include these. Had we 
done so, the percentage of high-risk loans would be even higher than those in fi gure 7.6.

105 Acharya et al. (2011), 45.
106 Pinto and Wallison (2011). 



320         Chapter Nine

for example, Canadian banks maintained a capital-to-asset ratio of 8.6 
percent, compared to 11.5 percent in the United States. In that same year, 
Canadian banks lent out 72.7 percent of their assets, compared to only 
53.1 percent in the United States. Those differences remained remarkably 
stable over the rest of the twentieth century. Moreover, those differences 
in balance-sheet composition, along with comparable differences in 
administrative costs, account for nearly all of the difference in profi tabil-
ity between Canadian and U.S. banks.82

What about the quantity of credit supplied? Figure 9.1 compares char-
tered commercial bank lending to the private sector as a percentage of 
GDP in Canada and the United States from 1910 to 2010. This fi gure 
illustrates three facts, each of which indicates that the supply of credit in 

that of a bank making loans in only one locale. Lower loan risk allows the nationwide 
bank to hold a higher proportion of loans relative to assets without undertaking more 
risk per dollar of assets.

82 Bordo, Rockoff, and Redish (1987), 336; Nichols and Hendrickson (1997), 681.
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Holders of Canadian banks’ notes were protected after 1890 by a system 
of mutual insurance among banks, but that system did not apply to depos-
its. Nevertheless, depositors, on average, bore little risk of loss. Between 
1867 and 1889, 13 Canadian banks failed, and data on losses are avail-
able for 11 of these cases. In eight of them, depositor losses were essen-
tially zero.88 From 1890 to 1966 only 12 banks failed, and depositor losses 
were zero in six of them. The other six were such small institutions that 
the losses they imposed on depositors were trivial: on average, the losses 
of these six banks averaged 0.2 percent of total bank deposits.89 Looking 
back over all of Canadian banking history and comparing the average 
loss rates to depositors in the U.S. and Canada, losses to depositors in 
Canada were 30 percent lower than in the United States.90

The superior ability of Canadian banks to manage risk has persisted. 
Figure 9.2 demonstrates the striking difference between risk management 

88 Vreeland (1910), 219.
89 Carr, Mathewson, and Quigley (1995), 1139.
90 Williamson (1989). The ratio is computed as the losses on deposits of failed banks 

divided by the total deposits in the system.
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33 Maurer and Haber (2007), 566, 569.

the Mexican banking system circa 1900. Lest readers express skepticism 
about the quality of those loans and conclude that the bankers were pass-
ing their bad loans off to the government, it is worth noting that the 
shareholders of the Caja de Préstamos were Mexico’s largest banks, and 
the Caja de Préstamos was one of the few banking rescues in history that 
actually made money, generating real returns to the claimants on its assets 
that exceeded the returns available to an investor who instead put his 
money in a portfolio of the Dow Jones Industrials.33

The resilience of the Mexican banking system in 1907–08, in the wake 
of the fi nancial shocks imported from the crisis that erupted in the United 
States, refl ected its inherent stability. The Díaz-era banking system was, in 
fact, extraordinarily stable—at least while Díaz remained in power. As 
fi gure 10.1 shows, the number of reporting banks and total bank assets 
increased steadily. In 1897, when Díaz’s regulatory system was fi nally in 
place, the entire banking system, including mortgage banks, investment 
banks, and banks of issue, comprised just ten banks with total assets equal 
to only 12 percent of GDP. By 1910 (Díaz’s last full year in offi ce before 
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figure 10.1 Size of the Mexican banking system, 1897–1913.

Source: Maurer and Haber (2007), 559.
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(Aaron’s brother), industry, commerce, and labor minister Luis M. Morones 
(who also happened to head the labor federation that represented orga-
nized workers), treasury minister Alberto J. Pani (who had organized the 
1924–25 banking convention), ex–treasury minister Luis Cabrera, ex-
President Álvaro Obregón, and President Calles himself, along with sev-
eral of his family members.53

Although this deal was far from ironclad, it did coax some capital back 
into the banking system. The ratio of bank assets to GDP had actually 
fallen from 5 percent in 1921 to 4 percent by 1925, but it then jumped to 
8 percent in 1926 and to 12 percent in 1929. Nevertheless, these numbers 
were not impressive. In the fi rst place, even at 12 percent of GDP, this 
banking system was still only one-third the size of the banking system 
that had existed at the end of the Díaz period. In the second place, much 
of this growth appears to have taken place within Banxico, most of whose 
shares were owned by the government, rather than at the privately owned 
commercial banks. Figure 10.2 shows commercial bank lending exclud-
ing loans from Banxico, and the results are not impressive: commercial 

53 Haber, Razo, and Maurer (2003), 106–7.
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How Do You Sell Banks that You Just Stole?

The Mexican economy limped along through the rest of the 1980s, with 
the government simultaneously trying to control high and rising infl ation, 
address skyrocketing unemployment, and restore public confi dence in the 
PRI. In the 1970s, the population had been led to believe that Mexico was 
on its way to becoming a high-income country; now they were watching 
that vision evaporate as incomes and living standards collapsed. López 
Portillo’s successor, Miguel de la Madrid Hurtado (in offi ce 1982–88), did 
what he could, but he was limited by a fundamental fact: the Mexican 
government had been spending beyond its means for close to two decades. 
President de la Madrid could neither raise taxes effectively nor borrow 
abroad to fi nance these defi cits. He therefore focused on cutting spending 
and opening up the economy to foreign trade.8

When President Carlos Salinas came to offi ce in 1988, he faced a daunt-
ing task. He inherited a stagnant economy that was weighed down by a 
massive public-sector debt and thousands of poorly performing state-

8 Haber et al. (2008), 68–77, provides a brief history of the steps by which Mexico 
liberalized foreign trade.
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countries. In short, foreign bankers would have a lot to lose, and little to 
gain, from being opportunistic partners.56

From the point of view of foreign bankers, investing in the Mexican 
banking system by buying up existing banks made sense. In the fi rst place, 
they saw Mexico as a large, untapped market. In the second place, unlike 
their Mexican counterparts, they could not be easily expropriated. For-
eign bankers in Mexico, especially those from the United States and Can-
ada, could access protection against the Mexican government from their 
home governments as well as from international tribunals under NAFTA.57 

56 Haber and Musacchio (2013). 
57 Article 1110(1) of NAFTA is quite explicit on this point: “No Party may directly 

or indirectly nationalize or expropriate an investment of another Party . . . or take a 
measure tantamount to nationalization or expropriation . . . except: (a) for a public 
purpose; (b) on a nondiscriminatory basis; (c) in accordance with due process of law . . . 
and (d) in payment of compensation.” Article 1139 extends this guarantee against 
expropriation to all “property, tangible or intangible, acquired in the expectation or 
used for the purpose of economic benefi t or other business purpose.” NAFTA also cre-
ates international institutions with the authority to sanction signatory governments 
that violate its terms. Investors who believe that the Mexican government has violated 
the terms of NAFTA may demand compensation and have the case judged by a NAFTA 
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In Brazil, however, the Game of Bank Bargains and the struggles to 
fi nance the state were consistently one and the same. Brazil’s high average 
infl ation, and its fl uctuations over time, refl ected dramatic shifts in the dis-
tribution of political power in a society whose distribution of human capi-
tal is so uneven that a tiny elite owns practically everything worth taxing. 
That inequality has meant that every Brazilian government has had to 
choose among three unattractive options: tax no one, and remain poor 
and weak; tax the poor via infl ation, and become dangerously unpopular; 
or tax the rich, and risk being overthrown immediately. No Brazilian gov-
ernment could ever do more than dream of following the Brazilian prov-
erb quoted at the head of this chapter: in practice, to rule they had to build 
coalitions, sometimes with the rich and sometimes with the poor, depend-
ing on fundamental shifts in power that occurred over time.

It is one thing to describe that reality; it is another to understand it. 
What drove the changing outcomes in Brazil’s banking game? Our taxon-
omy of governments, government-banker partnerships, and banking sys-
tems in fi gure 2.1 fi ts the patterns of covariation among political regimes, 
infl ation, and banking systems in Brazil. In a decentralized political sys-
tem dominated by local oligarchies—such as that of Brazil from 1831 to 
1889—the oligarchs can keep the central government small and weak. 
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Brazil was, as a consequence, the quintessential slave society of the 
New World. More African slaves were transported to Brazil than to any 
other New World destination, and Brazil was the last New World society 
to outlaw slavery, in 1888.4 Some sense of the extent of slavery in Brazil 
can be gleaned from fi gure 12.3, which provides estimates of the percent-
age of the population described as black in the U.S. North, the U.S. South, 
Spanish America, and Brazil in the mid-nineteenth century. Brazil was the 
only one of these societies in which blacks made up more than half of the 
population.5

ferential for such unpleasant work. Furthermore, in contrast to the United States (where 
the prohibition on the importation of slaves caused their economic value to soar after 
1807), in Brazil the importation of slaves continued until 1850.

4 According to the estimates in Engerman and Sokoloff ([1997], 264), from 1500 to 
1760, 1.2 million slaves were brought to Brazil. Slightly more (1.3 million) were 
brought to all of British America, but that fi gure includes slaves destined for both the 
United States and the Caribbean. Klein and Vinson ([2007], 273) put the Brazilian 
slave population at 1 million in the late eighteenth century, compared with 476,000 in 
the British Caribbean and 575,000 in the United States.

5 These ratios likely understate the differences between Brazil and the U.S. South, 
because the Brazilian data are from 1825 and the U.S. data are from 1860. Because the 
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doubled again by December 1890. By December 1891, it had reached 
3,778,695 contos, a fourfold increase in just three years. The market capi-
talization of Brazilian corporations grew from 15 percent of GDP in the 
late 1880s to 40 percent by 1891.20 The growth of the banking system 
was similarly spectacular. In 1888 there were only 27 banks in the entire 
country. In 1891, as fi gure 13.1 indicates, there were 133. Their total real 
capitalization (in 1900 milreis) was four times that of the 1888 banks.

When the bubble began to defl ate at the end of 1891, the new republi-
can government, now headed by General Manuel Deodoro da Fonseca, 
asked congress to authorize the Banco da República to issue an additional 
600,000 contos in notes with no real backing. Deodoro was, in effect, try-
ing to support stock prices through an expansion of the money supply. 
When congress demurred, Deodoro closed it down. Deodoro’s stockmarket 
coup, as it is known, did not last long. The elites of São Paulo rebelled, and 
the navy and parts of the army supported their cause. Deodoro was forced 
to resign in favor of the vice president, another military leader.21

20 Haber (1998), 286; Musacchio (2009b), 43.
21 Schulz (2008), 92–93.
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percent of this tax (2.5 percent of GDP) accrued to the government, while 
the remaining 25 percent (0.8 percent of GDP) was captured by non-
government-owned banks.35

Infl ation taxes work only if the government practices fi nancial repres-
sion. It has to prevent the population from evading the tax by turning 
their cash into bank accounts that earn an interest rate that exceeds the 
infl ation rate. Capping interest rates, however, drives deposits out of the 
banking system, which reduces the amount of credit available for private-
sector lending, which in turn reduces the rate of growth of private-sector 
employment. Vargas was the fi rst, but not the last, to face this dilemma. He 
bought political support with social-welfare and employment-generation 
programs that benefi ted urban industrial workers; but by paying for those 
programs with an infl ation tax, he discouraged the growth of employment 

35 Data from Lees, Botts, and Cysne (1990), 38–39. We adjust their data to account 
for the fact that 40.6 percent of the deposit base was held in government-owned banks. 
Thus the government earned 40.6 percent of the infl ationary transfer to the banking 
system.
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infl ation tax rises, too. But over time, if the infl ation rate rises suffi ciently, 
the reduction in the infl ation tax base (the decline in the demand for cash 
and demand deposits) more than offsets the rising rate of infl ation, and 
the total revenue earned from the infl ation tax (in units of real purchasing 
power) eventually declines.

A glance at fi gures 12.1, 13.2, and 13.3 shows this process of accelerat-
ing infl ation, decelerating infl ation tax revenues, and falling private sector 
investment in action. From 1951 to 1964 the annual rate of infl ation 
steadily accelerated, rising dramatically from an already high 15 percent 
to a staggering 73 percent. During the same period, government revenues 
from the infl ation tax initially grew in real terms, from 1.9 percent of 
GDP to 6.6 percent of GDP. The proportion of investment by the private 
sector shrank, and eventually the majority of new investment had to come 
from government fi rms. The government’s share of gross fi xed capital for-
mation grew from 16 percent in 1947 to 28 percent in 1954, and then to 
50 percent by 1960. By 1969, the government’s share in new capital for-
mation hit 60 percent. Some sense of what this meant may be summarized 
in the following statistic: in 1972, 56 percent of the assets of Brazil’s 
50 largest nonfi nancial corporations were owned by government-owned 
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