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0000 Banking was already well established in the British Empire when Adam Smith came along in 1776 with
his " invisible hand" theory. Empowered by his views of a self-regulated economy, moneylenders and bankers
managed to limit the state's involvement in the banking sector and the economy as a whole. This free market
capitalism and competitive banking found fertile ground in the New World, where the United States of America
was getting ready to emerge. In the beginning, Smith's ideas did not benefit the American banking industry. The
average life for an American bank was five years, after which most bank notes from the defaulted banks became
worthless. These state-chartered banks could, after all, only issue bank notes against gold and silver coins they had
in reserve. A bank robbery meant a lot more before, than it does now, in the age of deposit insurance and the
Federal Deposit Insurance Corporation-FDIC. Compounding these risks was the cyclical cash crunch in America.
Alexander Hamilton, the secretary of the Treasury, established a national bank that would accept member bank
notes at par, thus floating banks through difficult times. This national bank, after a few stops, starts, cancellations
and resurrections, created a uniform national currency and set up a system by which national banks backed their
notes by purchasing Treasury securities, thus creating a liquid market. Through the imposition of taxes on the
relatively lawless state banks, the national banks pushed out the competition. The damage had been done already,
however, as average Americans had already grown to distrust banks and bankers in general. This feeling would lead
the state of Texas to actually outlaw bankers, law that stood until 1904. Merchant Banks Most of the economic
duties that would have been handled by the national banking system, addition to regular banking business like
loans and corporate finance, fell into the hands of large merchants banks, because the national banking system was
so sporadic. During this period of unrest that lasted until the 1920s, these merchant banks parlayed their
international connections into both political and financial power. These banks included Goldman and Sachs,
Kuhn, Loeb, and J. P. Morgan and Company.Originally, they relied heavily on commissions from foreign bond
sales from Europe,with a small backflow of American bonds trading in Europe. This allowed them to build up their
capital. At that time, a bank was under no legal obligation to disclose its capital reserve amount, an indication of its
ability to survive large, above-average loan losses. This mysterious practice meant that a bank's reputation and
history mattered more than anything. While upstart banks came and went, these family-held merchant banks had
long histories of successful transactions. As large industry emerged and created the need for corporate finance, the
amounts of capital required could not be provided by any one bank, so IPOs and bond offerings to the public
became the only way to raise the needed capital.
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