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American Banking History: Lessons for the Eurozone? 

 

The United States formed a monetary union along with its political union in 1789.1  But 

the banking system remained badly fragmented. Considerable progress has been 

made, but as revealed in the 2008 crisis, some of the ancient fault lines remain. The 

U.S. financial system was fragmented in two ways: by geography and by type of 

financial institution.  

  Geographic fragmentation was the result of allowing each state to charter and 

regulate its own banks. True, the First and Second Banks of the United States were 

chartered at the federal level (1791-1811, and 1816-1836) and did provide nationwide 

systems of branch banks, but both failed to survive intense political opposition.  A 

national system of bank charters with a corresponding regulatory system was 

established during the Civil War. But the national banks were forced to submit in various 

ways to state authority, for example with respect to usury laws and branching laws.  

The allocation of considerable authority over bank chartering and regulation to 

the states reflected a larger political struggle. The key division was between North and 

South, much as in the European Union today. It was the South that was insistent on 

“states rights.” Ultimately that insistence flowed from “The Issue:” race. To protect 

slavery before the Civil War and segregation afterwards, southerners insisted on as 

much power for the states as possible. Banking was simply one field in this ongoing 

                                            
1 The monetary union was shattered by the Civil War. The South, of course, had its own monetary system 
until it was conquered. The more interesting case is the West. From the outbreak of the war until 1879 the 
West remained on the gold standard while the East was on the greenback standard. National banks in the 
West issued “goldbacks” redeemable in gold. The exchange rate between greenbacks and goldbacks 
fluctuated. A curiosum, but perhaps one that suggests that dividing the Eurozone in two currency zones is 
possible. 
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battle. When the charter for the Second Bank approached its renewal date, for example, 

a bill to renew the charter was introduced in Congress. The Northeast, Middle Atlantic, 

and Midwestern States voted for renewal. The strongest opposition was from the South. 

The measure passed the Congress, but was vetoed by Andrew Jackson, a southern 

plantation owner. The National Banking Act, to take another example, was passed 

during the Civil War when the South was excluded from the Congress. Although a bit of 

a stretch, one could say that the crisis of 2008 was caused in part by American slavery. 

 The second way in which the banking system was fragmented was along 

institutional lines. Commercial banks were regulated in some fashion by state 

governments or by the federal government, but there were also many private banks, 

brokers, investment banks, insurance companies and other sorts of financial 

intermediaries that were unregulated or lightly regulated. Shadow banking is not 

something new. In part, institutional fragmentation was the product of geographic 

fragmentation. Since the commercial banking system could not efficiently fill the need 

for cross-state financing, alternative institutions that could fill the role arose.  

 There were various systems at the state level for regulating commercial banks. 

Many states adopted the famous “free banking law.” These were laws that allowed 

entrepreneurs to establish banks provided the notes they issued were backed by 

government bonds. At one time these laws were heavily criticized by banking historians, 

but there is now wide agreement that although some of the free banking systems did 

get into trouble, for the most part the free banking law provided a sound system of 

commercial banking (Briones and Rockoff 2005). The systems in Ohio and New York 

were especially well regarded and the free banking laws of those states provided the 
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model for the national banking system. The problem for some of the systems was the 

state government bonds that backed the notes proved to be bad investments because 

they were overvalued for banking purposes and/or because the states that issued them 

got into financial difficulties. The problem of a breakdown in the free banking system in 

Indiana in 1854 bears a strong family resemblance to the problem now being faced in 

Cyprus. But the problem was broader than simply banks holding bonds issued by weak 

state governments.  

 The consequence of a fragmented banking system was a high incidence of 

financial panics. Many of these panics were ignited by the failure of unregulated or 

lightly regulated financial institutions. Examples: the crisis of 1837 began with the failure 

of a cotton broker in New Orleans, the crisis of 1854 with the failure of several private 

banks in Cincinnati, the panic of 1873 with the failure of Jay Cooke and Company, an 

unregulated investment bank in Philadelphia, and the panic of 1907 with the failure of 

the Knickerbocker Trust in New York, a lightly regulated Trust company. In many cases 

the panic would be augmented by the geographic fragmentation. Banks in agricultural 

areas would hold reserves in New York Banks, and would draw on these reserves 

during panics. Thus, problems that began on the periphery would be transmitted to the 

heart of the system. This process was well understood at the time, and referred to as 

“the pyramiding of reserves.” (Landon-Lane and Rockoff 2007).  

 While the American experience shows what to avoid, it does not provide a 

reassuring model of how to make things right. There are various ways of strengthening 

a banking system. Deposit insurance adopted in the United States in the 1930s, for 

example, reduced the risk of bank runs. The American experience, and that of a number 
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of other countries, however, highlights two other (not mutually exclusive) ways of 

building a system that can steer clear of financial crises. One is to permit branch 

banking across regions and across types of financial institutions. This was the Canadian 

approach and it produced a system that was free of banking crises even though Canada 

did not have a central bank until 1935 (Bordo, Redish, Rockoff 2012).  

 The other way to reduce the risk of a financial crisis is to have a central bank that 

is able and willing to act as lender of last resort. The United States, as I noted above, 

had two central banks in the 19th century and when they were in operation the United 

States was able, for the most part, to avoid financial crises. Oddly one exception was 

the Panic of 1819 that seems to have begun with the failure of a branch of the Second 

Bank. The structures of the First and Second Banks were flawed, however, because 

they combined central banking with private lending, and this proved to be a route to 

corruption. A central bank does not provide immunity to financial panics: witness 1930 

and 2008. But it was the presence after World War II of a Federal Reserve that was 

able (no gold standard constraints) and willing to act as lender of last resort that is the 

main reason, in my judgment, for the long run of financial stability in the United States. 

There were a number of events in the postwar period – for example, the failure of 

Continental Illinois in 1984 and Long-term-capital Management in 1998 – that prior to 

1945 might well have ignited a financial crisis. 

  

Lessons for the Eurozone? 

 Discussion of bank reform often focusses on factors such as capital ratios, asset 

allocations, and so on. These are undoubtedly important issues, but the American 
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experience shows that what is regulated may be as important as how it is regulated. 

The American experience, to be more specific, shows that avoiding what seems to be 

an inevitable pressure for banks to grow larger in terms of geographic and economic 

scope may well be counterproductive. No one loves a cartel; they are likely to be 

monopolistic and uncreative. In most industries this would make them a net loss. But 

typically cartels are stable, and the social costs of instability in banking are extremely 

high. 

 One of the questions posed for this session was: How should debt restructuring 

of systemic banks and countries be handled? The question presupposes the existence 

of “systemic banks”: banks that are so large or so connected to important counterparties 

that their failure would cause a financial panic. The idea, which is also popular in the 

United States, is that these banks can be identified in advance and given special 

attention, while smaller non-systemic banks can be safely ignored:  Banks that are “too 

big to fail” can be broken up. It can’t hurt, of course, for economists to pour over balance 

sheets and make lists of systemically important banks. Any idea that increases the 

demand for economists must be a good one. But the history of U.S. financial panics 

suggests that this idea may be unrealistic. Financial panics have a human dimension 

that is not easily measured. Failures of large numbers of small banks (too many to fail) 

or the failure of important “shadow banks,” events that caused many financial panics in 

the United States in the past, may start a financial panic in the right circumstances, 

even if none of these banks would have been identified as systemic before the fact. 

 Allowing banks to become giants that cross regional and institutional lines and 

tasking the central bank with intervening and preventing failures across the spectrum of 
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financial institutions does not mean that no consequences can be imposed on the 

stakeholders in a financial institution when it gets into trouble. Moral hazard can be 

addressed. Shareholders and debt holders (including depositors) can be forced to take 

“a haircut.” Trustees and managers can be forced to post bonds which are forfeited 

when the institution is found wanting. And trustees and managers can be dismissed. 

The judicial system does a fair job of managing bankruptcies in most industries.2 But 

banking is different. The judicial system is not equipped to inject new funds, take into 

account external effects, or take bold actions when speed is of the essence. The central 

bank is like a fire department. The best policy is usually to put out the fire and then let 

the judicial system punish those who are guilty of violating the fire code. Letting a 

building burn to teach the owners a lesson because it is thought that the building is not 

systemically important may risk a much larger conflagration. 
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2 The idea of “nationalizing” banks tends to generate strong ideological responses. But traditional U.S. 
forms of bankruptcy are nationalizations. When an institution has failed the relevant question is which 
branch of the government will be put in charge. 

http://www.nber.org/

	Briones, Ignacio and Hugh Rockoff.  2005. “Do Economists Reach a Conclusion on Free-Banking Episodes.”    Economic Journal Watch, Volume 2, Number 2, August, Pp. 279-324.

