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During the so-called Free Banking Era (1837-63), an
important feature of the state laws that established free
banking was the protection of noteholders. In many free
banking states, noteholders not only had state bonds
securing their notes but also had first lien on the rest of a
bank's assets. In some states, they could even hold bank
owners accountable for losses up to the original value of
their equity. It was clearly a system designed to create a
reasonably safe private medium of exchange.
The system, however, did not always perform as
intended. At times, banks failed without holding enough
resources to pay off their noteholders. In Minnesota, for
example, some free banks could only pay noteholders
16 cents on the dollar.1 While noteholders in other
states fared much better, free bank notes were clearly
risky. Consequently, they appear to have been dominated in rate of return by specie (gold and silver coin) as
a medium of exchange. Why, then, were bank notes
demanded, circulating in most states at or close to par?
The conventional answer to this question is that the
demand for these notes at par came from a naive or
misinformed public who simply accepted all free bank
notes as perfectly safe claims to specie. In this paper we
propose a much different answer. We argue that the
demand for free bank notes came from a reasonably
well-informed public who treated these notes as smalldenomination securities. As a result, the price of free
bank notes was not necessarily equal to their par value

but rather reflected the expected value of the assets
backing them. Specifically, we argue that when free
banks backed their notes with relatively safe bonds and
other good assets so that the probability of default was
very small, their notes initially sold and then exchanged
at par. However, when free banks backed their notes
only with risky bonds so that the probability of default
was significant, their notes initially sold and then
exchanged well below par.
Generally, we find that the empirical evidence is
consistent with our explanation. In most instances
because of their backing, free bank notes were roughly
as safe as specie, and we find these notes exchanging at
or close to par. In a few cases, however, the backing of
free bank notes was insufficient to support par pricing.
In these cases, empirical evidence is consistent with the
contention that the public were well informed and
treated these bank notes as small-denomination securities which were issued and exchanged well below par.
*Reprinted with permission from the Journal of Monetary
Economics,
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The paper proceeds as follows. To begin, we illustrate the potential risk associated with free bank notes
by briefly discussing the regulations under which a free
bank operated. We then consider two types of experiences to test whether or not prices of free bank notes
reflected this risk. First, we consider the experiences of
New York, Wisconsin, and Indiana, where the backing
of free bank notes was quite safe. We find that the notes
of banks in these states circulated close to par. Second,
we consider the experience of Minnesota, where many
free bank notes were very poorly backed. Here the
evidence suggests that these notes circulated well
below par; thus priced, they presumably were demanded because they offered their holders an expected
return to compensate for risk. Finally, we present a
summary and some of the implications of our findings.
Free Banking Regulations
and Potential Note Risk
Most U.S. free banking laws were patterned on the laws
passed by the New York legislature. That state's
original free banking act, passed on April 18, 1838,
contained two major provisions intended to provide a
high degree of bank note safety:
• A 100 percent state bond reserve. Notes were to be backed
by "public debt now created or hereafter to be created by
the United States or by this State, or such other States of
the United States as shall be approved by the comptroller,
. . . but such public debt shall in all cases be, or be made
to be, equal to a stock [bond] of the state producing five
per cent per annum; and it shall not be lawful for the
comptroller to take any stock at a rate above its par value"
(ch. 260, sec. 2).
• Par redemption. If a bank refused to redeem any of its
notes, "the comptroller shall . . . give notice in the state
paper that all the circulating notes issued by such person or
association will be redeemed out of the trust funds in his
hands for that purpose; and it shall be lawful for the
comptroller to apply the said trust funds belonging to the
maker or makers of such protested notes, to the payment
and redemption of such notes, with costs of protest, and to
adopt such measures for the payment of all such circulating notes put in circulation by the maker or makers of
such protested notes, pursuant to the provisions of this act,
as will, in his opinion, most effectually prevent loss to the
holders thereof" (ch. 260, sec. 4).

Since the first provision would not provide 100
percent backing if bonds were selling below par, the
New York law was amended on May 14, 1840, to
prohibit the comptroller from accepting a state bond "at
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a rate above its par value, nor above its current marked
value" (ch. 363, sec. 1). Further, the new constitution of
the state, adopted in 1846, included two additional
provisions to reduce bank note risk:
• Extended stockholder liability. "The stockholders in every
corporation and joint stock association for banking purposes, issuing bank notes or any kind of paper credits to
circulate as money, after the first day of January, one
thousand eight hundred and fifty, shall be individually
responsible to the amount of their respective share or
shares of stock in any such corporation or association, for
all its debts and liabilities of every kind, contracted after
the said first day of January, one thousand eight hundred
and fifty" (art. 8, sec. 7).
• First lien. "In case of the insolvency of any bank or banking
association, the bill-holders thereof shall be entitled to
preference in payment, over all other creditors of such
bank association" (art. 8, sec. 8).

As an illustration of how a hypothetical free bank
operated under these laws, consider a potential banker
with $50,000 of capital. To establish a free bank, that
person would buy state bonds with this capital, deposit
the bonds with the state auditor, and receive in exchange $50,000 of bank notes that the new bank could
issue. Presumably, these notes would get into circulation by being exchanged for other assets (for example,
loans, specie, or more state bonds).
The safety of the free bank's notes would depend on
how these notes got into circulation. Suppose, for
example, that our hypothetical free banker exchanged
the $50,000 of bank notes for $40,000 of loans and
$10,000 of specie. The balance sheet of the free bank
would then look like Table 1. Given the extended
stockholder liability and first lien provisions, noteholders would experience no loss even if the value of
loans and state bonds fell to zero.
Now suppose, however, that our free banker exchanged the initial $50,000 of notes not for loans or
specie but rather for another $50,000 of state bonds for
which the state auditor provided another $50,000 of
notes. Finally, those notes were used to purchase
$40,000 of loans and $10,000 of specie. The balance
sheet of this free bank would look like Table 2. Here,
even with the extended stockholder liability and first
lien provisions in effect, noteholders would suffer a loss
if the value of state bonds plus loans fell below $40,000.
Thus, the provisions of the free banking laws were
not sufficient to guarantee that free bank notes would
always be fully backed. In fact, available evidence
suggests that free bank noteholders did suffer losses.

