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PREFACE

Towards the end of his life Ernest Gellner declared, “ America
was born modern; it did not have to achieve modernity, nor did it
have modernity thrust upon it. "® Was the United States born
modern? If so, the lessons that United States history might offer to
developing countries today, like China, may have little relevance. The
critical insight of Qian Lu’s book is to provide clear historical evidence
that the United States was not born modern, and to understand how it
made its way to a modern society with a competitive economy and
polity. The insights of the book help us all understand the problems
facing any country that wants to develop today.

Qian Lu makes three important contributions. First, he places
emphasis on institutional changes that occurred at the state, rather than
the national level. Americans tend to focus on their national history,

which is an impediment to understanding early 19" century

@ Emest Gellner, Anthropology and Politics: Revolutions in the Sacred Grove { Oxford:
Blackwell, 1995) , p. 18.
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America. After establishing the national government in 1789, most of
the important functions of government were undertaken by state and
local governments. Banking, the sector Qian Lu focuses on, was
undertaken almost completely by the states. Massachusetts was the first
state to charter large numbers of banks and by the 1820 had more
banks and bank capital than any other state. There were two banks
chartered by the national government, the First and Second Banks of
the United States, but it would be the states that would determine
banking policy.

Second, he focuses on the interaction of economics and
politics. Rather than taking the economy as given and analyzing how
Massachusetts deals with the politics of banking, or taking politics as
given and analyzing how banking in Massachusetts affected economic
development, Qian Lu brings both pieces together in an endogenous
framework. Individual economic elites in Massachusetts wanted to
establish banks because of the economic utility and profitability. Those
individual economic benefits enabled the Federalist political party of
Massachusetts to manipulate who got a bank charter in ways that
enable the party to organize and sustain itself. The manipulation was
not just designed to reward Federalist supporters and make Federalists
wealthier, the normal rent seeking explanation, it was designed to
help the Federalist coordinate a political coalition. This was political
manipulation of the economy for political purposes. It was not

economic manipulation of politics for economic purposes.
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Third, he focuses on elites and intra-elite competition. He asks
the difficult question, why would elites who enjoy privileges under a
set of economic and political institutions be willing to dismantle those
institutions and eliminate their privileges? The answer to this question
cannot simply be that elites saw the economic benefits of letting
anyone charter a bank, because in the process of moving to open
access in banking the existing owners of banks would almost certainly
be made worse off. When the Democratic Republicans gained control
of both the legislature and the governor’s office in 1812, they
threatened to eliminate all but one of the Federalists banks. That threat
to existing interests could not be solved merely by the Federalists
getting back into power ( which they did) because the threat would
still exist. Democracy was new in the United States in 1812, and as
Massachusetts elites learned that no one party could always expect to
win an open election. They had two choices. One was to continue to
politically manipulate economic interests in an attempt to insure that
the dominant party always won elections. The other was to adjust the
system of creating economic privileges to allow any citizen to charter a
bank and enjoy the privilege. Opening access, of course, reduced the
value of a bank charter to any individual bank, but it insured that all
banks could credibly believe that they would remain in operation no
matter which party was in power. After the crisis in 1812,
Massachusetts chose the second alternative.

Qian Lu’s book provides an in depth historical account of how
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this process played out in Massachusetts. The empirical work is
detailed and convincing. It provides a new insight into United States
history, one the Americans themselves have been slow to
recognize. More importantly, however, it provides a window into how
a society can begin to move from limited to open access. We need
many more of this type of detailed historical studies before we can

begin to understand the general process of the transition.

John Joseph Wallis

University of Maryland and NBER
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FOREWORD

Historians of the early United States have contended that the
outcome of the American Revolution changed nearly everything. Under
British colonial rule, the American colonies were heavily regulated in
their economic affairs, mostly to protect the interests of the Mother
Country. There were, for example, no American banks and only a
handful of business corporations. Great Britain wanted the King’s
subjects in America to use British financial services and trade with
British corporations, not establish their own.

The War of Independence, 1775 — 1783, made America free, the
historians argued, and that included the freedom to establish their own
banks and corporations. Soon, instead of having no banks or
corporations, Americans used their freedom to establish all sorts of
them, and the American economy began to expand at steady, perhaps
increasing, rates of growth that in roughly a century would make the
United States the world’s leading economy.

Qian Lu’s detailed study of the early history of banking in one
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U. S. state, Massachusetts, plows new ground of historical interpretation
by challenging previous views that American independence from
Britain changed the regulatory regime from one that stifled banking
and corporate development to one that allowed virtually free entry of
new banks and corporations. During the 1790s, two political parties,
the Federalists led by Alexander Hamilton, and the Democratic
Republicans led by Thomas Jefferson, arose to compete for political
power at the national level and in each of the U. S. states.

Massachusetts was a stronghold of the Federalist Party, which
controlled the legislature and the governorship most of the time from
1790 to 1820. In the United States banks and corporations received
their charters from state government. The only exception was the Bank
of the United States, the central bank, which Congress chartered in
1791 ; otherwise all banks were created by U. S. states, not the federal
government.

Qian Lu demonstrates that the Federalists used their control of the
government of Massachusetts to grant banking charters only to
Federalists, not Democratic Republicans, from 1790 to 1811. Even
more interesting is his finding that many of the people involved in the
banks the Massachusetts Federalists chartered were also Federalist state
legislators. This was hardly freedom of entry into banking. It was more
like what later would be called " crony capitalism. ”

U. S. politics were competitive, however, at both the national

and state levels. In Massachusetts, Federalist control of the state
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