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The United States is moving toward a less regulated
banking industry. Banks generally are now allowed to pay
market rates of interest on most of their deposits and to
sell many of their products nationwide. And banks in
some states can now offer a variety of traditionally
nonbank financial products, such as brokerage, real
estate, and insurance services. More deregulation is on
the horizon, too, with the possibility that even the 1933
Glass-Steagall prohibition against banks underwriting
corporate securities may be relaxed. Such deregulation,
which certainly increases competition among banks as
well as between banks and other financial institutions, is
viewed by many as benefiting consumers of financial
services.
However, bank deregulation may also bring with it
some very large costs. Even some of the staunchest
proponents of laissez-faire have viewed banking as
inherently unstable. According to this view, if left to
unfettered market forces, banks would be prone to
massive withdrawals simply because an ill-informed
public would at times lose confidence in the industry's
ability to make good on their liabilities. Proponents of this
view cite numerous bank panics in U.S. history as
evidence of the industry's inherent instability and have
argued for bank regulation to keep this instability in
check.
Of course, U.S. banking history cannot properly be
used as evidence of inherent instability in banking. U.S.
banks have always been regulated to some degree, and
evidence from even a lightly regulated banking system
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does not constitute evidence of what would happen in a
totally unregulated system. However, if one accepts the
proposition that banking is inherently unstable, then U.S.
banking history can help assess the effectiveness of
alternative regulatory environments in controlling the
problem.
One period in U. S. banking history, the so-called Free
Banking Era (1837-63), seems a particularly good
choice for study. Since this period had relatively few bank
regulations (essentially aimed at protecting those who
held the currency banks could issue), it allows us to
isolate the effectiveness or ineffectiveness of those particular regulations in containing inherent instability. The
Free Banking Era, moreover, has the reputation for
wildcat banking, frequent bank failures, and substantial
losses to users of bank currency despite regulatory
attempts to protect them. Thus, the period would seem to
have had enough individual bank problems to have easily
caused a general loss of confidence in the entire banking
system.
Our examination of the evidence indicates, however,
that that did not happen during the Free Banking Era.
Many free banks did have problems, but their problems
were not contagious. The free bank regulations appear to
have provided the public with enough information about
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the financial condition of individual banks to keep the
inherent instability in banking under control.
T h e Concern: Inherent Instability in Banking
There is no agreement on a precise definition of inherent
instability in banking. However, the conventional view is
that it means that general bank panics can occur without
economy-wide real shocks, that is, without economywide disturbances to real economic activity that affect all
or most banks. The usual explanation for how this can
happen involves a local real economic shock that becomes exaggerated by the actions of incompletely informed depositors (or holders of other demand liabilities
of banks, for example, free bank notes).1
Incompletely informed depositors are critical to this
explanation. According to it, the local real shock causes
runs on some banks by causing the value of their assets to
fall below the value of their liabilities. Individuals aware
of this situation rationally want to withdraw deposits from
these banks and switch to currency or deposits of other
banks. Since the real shock is local, it does not affect the
assets of most banks, so informed depositors do not
withdraw funds from them. Thus, if depositors have full
information about bank portfolios, no general run or panic
results.
Incompletely informed depositors, however, can turn
the local shock into a general bank panic. Such depositors
cannot always distinguish local shocks from economywide shocks. More important, they cannot clearly distinguish banks that are relatively unaffected by the local
shock and still have sufficient assets to cover their
deposits (sound banks) from banks that are greatly
affected and are left with insufficient assets to cover
deposits (unsound banks). Consequently, incompletely
informed depositors quite rationally interpret the runs of
some banks as a signal that other banks may be in trouble.
Hence, the trouble at a few banks spreads as depositors
begin to worry about other banks. TTiat is, bank runs are
contagious because depositors use the observation of runs
of some banks to revise their views about the safety of
others.2
This explanation of a general bank panic corresponds
to that of Friedman and Schwartz (1963, p. 308) for the
events of 1930:
A crop of bank failures, particularly in Missouri, Indiana,
Illinois, Iowa, Arkansas, and North Carolina, led to widespread attempts to convert demand and time deposits into
currency.... A contagion of fear spread among depositors,
starting from the agricultural areas, which had experienced
the heaviest impact of bank failures in the twenties. But such
contagion knows no geographical limits.

Clearly this general loss of confidence, due to incomplete information, causes more banks to be hurt by the
local shock than would be hurt if information were
complete. By demanding their funds, a doubting public
can force some banks that were not otherwise affected by
the local shock to close, to go out of business even though
all depositors are eventually paid off. Still more disturbing, a doubting public can cause some sound banks tofail\
to go out of business without being able to fully pay off
their depositors. Obviously, the local real shock causes
the value of some assets to fall because some banks have
to liquidate assets. With complete information, depositors would be able to determine the new level of asset
prices, and banks with assets sufficient to cover liabilities
would not be run. With incomplete information, however,
asset prices can be lower than their full information level
because the demands of fearful depositors cause more
banks to have to liquidate assets. And at these lower asset
prices, fewer banks have assets sufficient to cover liabilities.3
T h e Observation: Many Free Bank
Failures and Closings
At first glance, the Free Banking Era appears to be a
classic example of uncontrolled inherent instability. The
few regulations in free banking laws tried to protect
holders of these banks' major liabilities, bank notes, from
virtually any loss. Nevertheless, free bank noteholders
did suffer losses and many free banks went out of
business.

Laws and

Operations

Before 1837, all new U.S. banks had to be chartered by a
state legislature. Although these charters differed from
bank to bank and from state to state, generally they
established reserve and capital requirements for a bank
and limited the types of loans it could make. In practice,
the chartering system was a cumbersome and very political process that severely limited the number of banks
opened.
Starting in 1837, many states passed general banking
laws that eliminated the legislative charter requirement
for a bank to be established. The new laws essentially
allowed anyone to open a bank that could issue its own
1A real shock is local if it only affects a particular geographic area or a
particular class of assets. An economy-wide, or global, shock affects the entire
country or large classes of assets.
2An explicit model of inherent instability in banking that incorporates these
ideas is Diamond and Dybvig's (1983).
3This is the aspect of bank panics that seems to motivate Friedman and
Schwartz's (1963) emphasis on the high percentage of liabilities that many failed
banks ultimately paid off after the Great Depression.
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