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Lessons From a Laissez-Faire Payments System:
The Suffolk Banking System (1825-58)*

Arthur J. Rolnick
Senior Vice President
and Director of Research
Federal Reserve Bank of Minneapolis

Bruce D. Smith
Professor of Economics
University of Texas at Austin

Should the Federal Reserve maintain its strong presence
in the U.S. payments system? Or should the Federal Reserve exit and allow the market to produce its own mechanism for making payments? While U.S. history is replete
with examples of payments systems that appear inefficient
and suggest a role for government, some recent research
on payments systems in the United States argues that private markets are capable of producing safe and efficient
payments arrangements.
The classic, often-cited example of a privately created
and well-functioning payments system is the Suffolk Banking System that existed in New England between 1825 and
1858. (See, for example, Whitney 1878, Lake 1947, Redlich 1947, and Calomiris and Kahn 1996.) The Suffolk
Bank of Boston operated the first regionwide note-clearing
system in the United States. A result of the System was
that the notes of all New England banks circulated at par
throughout the region. The System's achievements have
led some (Lake 1947, p. 206, and Calomiris and Kahn
1996, p. 795) to conclude that unfettered competition in
the provision of payments services can—and, in the absence of government intervention, likely will—produce an
efficient payments system. In this study, we argue that a
closer examination of the history of the Suffolk Banking
System calls into question this conclusion.
Before the Civil War, U.S. paper money consisted almost entirely of state banknotes—liabilities of the bank of
issue that were redeemable in specie on demand. Locally,
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banknotes could be exchanged at par because they were
redeemable on demand. But once they circulated beyond
the community of the bank of issue, the notes typically
were exchanged at a discount.
In the noimal course of business, virtually every bank
received the notes of other banks, a fact that is apparent
from the balance sheets of individual banks during this period. For example, in Maine and Massachusetts, 98 percent
of all individual bank balance sheets show the bank holding notes of other banks. In New York and Pennsylvania,
the fraction is between 85 and 90 percent.1 Thus, during
this period, banks had a substantial need to clear obligations among themselves.
In the mid-1820s, the Suffolk Bank created in New England an arrangement for banknote clearing that,, at the
time, was unique in the United States. The Suffolk Bank
*This article is reprinted, with permission, from "Lessons From Financial History:
Proceedings of the Twenty-Second Annual Economic Policy Conference of the Federal
Reserve Bank of St. Louis," a special issue of the Federal Reserve Bank of St. Louis
Review (May/June 1998, vol. 80, no. 3, pp. 105-16). The article was edited for publication in the Federal Reserve Bank of Minneapolis Quarterly Review.
The authors thank the Baker Library, Harvard Business School, for the materials
provided from its Suffolk Bank Collection, and Ed Green, Jamie McAndrews, and
Randy Kroszner for their very constructive comments. The views expressed herein are
those of the authors and not necessarily those of the Federal Reserve Bank of Minneapolis or the Federal Reserve System.
f Weber is also an adjunct professor of economics at the University of Minnesota.
'These percentages are based on individual bank balance sheet data available on
the Web at http://research.mpls.frb.fed.us/research/economists/wewproj.html.

11

started a net-clearing system for banknotes. The Suffolk um of the United States consisted of privately issued bankSystem operated as follows: Members of the System were notes. These notes were issued primarily by state banks
required to keep an interest-free deposit at Suffolk (or at that operated according to provisions of the charter granted
one of the other Boston member banks). Suffolk then ac- by the state in which they were located. For the most part,
cepted and net-cleared all the banknotes its members de- banknotes were redeemable in specie on demand, although
posited at par. By the early 1830s, most banks in New En- penalties for nonredemption were often minimal.
gland had become members, and because of Suffolk's parBy the early 1800s, the Commonwealth of Massachuclearing policy, notes issued by members of the System setts had chartered several banks located not only in Boswere exchanged at par throughout the region.
ton, but also in other parts of Massachusetts and in the
What is most remarkable about the Suffolk Bank is that province of Maine. The banks of Boston soon became
for more than 25 years, it earned extraordinary profits and concerned about the quantity of country banknotes (also
was the only net-clearer of banknotes in New England. known as foreign money) circulating in Boston (Redlich
Why was Suffolk so profitable? And why did it take so 1947, pp. 67-68). The banks thought that the extensive
long for another provider to enter the market? Our answers circulation of country banknotes was limiting their bankto these questions are based on Suffolk's having benefited note business and reducing their profits.
from large economies of scale and scope and from finding In 1803, the Boston banks agreed to stop accepting forways, including some help from government, to protect its eign money from their customers in an attempt to increase
market share.
the banks' share of total Boston note circulation. The result
Wefind, therefore, that the Suffolk Banking System of this collusion, however, was much different from what
may not support the case for a laissez-faire approach to the the banks of Boston expected. Instead of driving country
payments system. The history of the Suffolk Banking Sys- banknotes out of circulation, the take-no-notes policy led
tem suggests that note clearing is a natural monopoly. And others (known as banknote brokers) to take up the business
there is no consensus in the literature about whether or not of buying and redeeming country banknotes. After 1803,
the unfettered operation of markets in the presence of nat- a person in Boston who received a country banknote could
ural monopolies will produce an efficient resource alloca- sell it to one of the city's brokers. The brokers made a
profit by buying notes at a discount and transporting them
tion.2
We proceed as follows. In the next section, we present back to the banks of issue for full redemption in specie.
the history of the Suffolk Bank as it evolved from an ordi- Consequently, despite the boycott by the city banks, counnary Boston bank into a note-clearing bank for all New try banks were still successful at getting their notes to cirEngland. Then, we document the Suffolk Bank's extraordi- culate in Boston. According to Mullineaux (1987, p. 887),
nary profits by showing that it was more profitable than between 1812 and 1844, well over half the notes circulatany other bank in New England during the period that the ing in Boston were country banknotes.
In time, the success of the note-brokering business (and
Suffolk Banking System was in operation, and we argue
that the Suffolk Bank had a monopoly on the note-clearing the lack of success in driving country banknotes out of
business in New England. Following this, we interpret the circulation) led some Boston banks to reconsider their
Suffolk Banking System's history, and we suggest that the policy of not accepting foreign money. Indeed, the Boston
note-clearing business may have been a natural monopoly. banks established their own note-brokering operations
We also suggest ways that the Suffolk Bank was able to some time after 1804, and the discount on country bankmaintain its extraordinary profits for so many years before notes was driven down to 3 percent in Boston (Lake 1947,
a new entrant was able to drive it out of business. In the p. 184).
In 1814, the New England Bank (of Boston) introduced
concluding section, we draw some lessons from the Suffolk Banking System and recommend further lines of re- an important modification in note-brokering arrangements.
The New England Bank followed the strategy of purchassearch.
The History and Evolution
of the Suffolk Banking System
Origins, 1818-25

Before the Civil War, virtually the entire circulating medi12

2For an example of a study that demonstrates how a Pareto-efficient equilibrium
can exist in a market with a monopolistic provider of one or more goods, see Edlin,
Epelbaum, and Heller 1998.

