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Wisconsin Free Banking 

A Brush With Disaster

by Wendell Wolka

Prior to the Civil War, individual states bore the brunt
of enacting and enforcing banking and currency
legislation and regulations. Some states employed
multiple branch state banking networks while others,
including Wisconsin, chose to implement "free
banking" laws.

In general terms, most such free banking legislation
worked something along this line: The state would
create a banking department or assign a state official to
oversee banks operating under the provisions of the act.
The most commonly used state officers were the
Treasurer, Auditor, or Comptroller. Persons desiring to
open a bank were required to properly organize it and
deposit with the appropriate state agency various state
bonds or other approved securities. These bonds acted
as the security for the notes issued by the bank. Should
the bank refuse to redeem its notes, the state was to close

the bank, sell the deposited securities for whatever they
would fetch in New York, and act directly or indirectly
as the redemption agent. In times of financial stress,
bond prices often dropped and notes had to be redeemed
on a pro rata basis.

Probably the most dangerous area of most of these
free banking laws was that concerning the bonds. There
were initially few, if any, guidelines in the various acts
regarding the quality of the bonds used as security for
the notes which banks put into circulation. Trying to
earn the maximum return on their investment, many
new bankers bought very speculative, higher risk, state
bonds which sold at deep discounts. Southern state
bonds were particular favorites in the 1850's and we
shall soon see what mayhem this was to cause.

The midwest was a stronghold of free banking
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sentiment with such laws being passed in Illinois,
Indiana, Iowa, Minnesota, Ohio, and Wisconsin
between 1851 and 1858. In Wisconsin, banking was a
popular topic and was submitted to the voters in the
form of a referendum in 1851. The people voted
overwhelmingly in favor of the establishment of free
banking by a vole of 31,219 to 9,126. Armed with this
mandate from the people, the state legislature passed
"An Act to Authorize the Business of Banking" in 1852.
The law itself was then again submitted to the voters for
their approval in a referendum and was once more
overwhelmingly approved. It is interesting to note that
this law and any amendments to it had to be submitted
to the voters for their approval before such legislation
could become effective. This delay in changing
important parts of the free banking act was to be very
troublesome in the dark days on the eve of the outbreak
of the Civil War.

These problems were far from everyone's mind when
the first banks to operate under the law in Wisconsin
opened in 1853. Between 1853 and 1859 there was a
period of explosive growth both in the number of banks
organized and in the amount of circulation put out. By
some miracle, almost all negotiated their way through
the Panic of 1857. In 1858, the legislature began to
realize that unhealthy growth was taking place. In the
finest tradition of "wildcat banks", many banks were
starting to locate themselves in towns which no one had
ever heard of. To combat this, the legislature passed an
amendment to the free banking act which required
banks to either locate themselves in towns which had a
population of at least 200 voters or to have redemption
offices in such towns. Highly volatile and risky railroad
bonds which had originally been allowed to be used as
security for notes were thrown out. After the voters
approved this amendment by yet another referendum,
the situation was perceived as being under control.
Wisconsin's trial by fire was yet two years away,
however.

By late 1860, the fuse on the powder keg had been lit.
On October 1, 1860, the Bank Comptroller was to report
that nearly two-thirds of the state bonds used to back
the circulation of Wisconsin free banks were the issues
of southern states. During October and November of
1860, as rumors of civil war and secession began to
spread, southern bond prices collapsed. The Comptroll-
er was forced to issue two calls for banks using southern
securities to put up additional bonds or withdraw some
of their circulation to make up for the falling bond
prices. On December 24, 1860, South Carolina withdrew
from the Union.

The Comptroller was preparing to make yet a third
call for more securities in February, 1861 when the state
legislature intervened. The Comptroller was stopped
from calling for additional securities because the
legislature felt that this action would mean the collapse
of fully three-quarters of the banks in Wisconsin. In the
meantime, southern bond prices continued their
precipitous plunge. In April of 1861, the legislature
finally relented and allowed the Comptroller to resume

his calls for additional securities from the banks. He did
so in April with a call for an additional 2% depreciation
levy.

40n April 13, 1861, the legislature instructed the
Comptroller to no longer accept southern bonds as
security after December 1, 1861. After that date only
Wisconsin or Federal securities could be accepted. At
that point in time, this action was really too late to do
much good. Fort Sumter surrendered the next day as the
shooting war warmed up.

On April 17th, the legislature suspended protest
rights on notes of Wisconsin banks until December 1,
1861. This had the effect of suspending specie payments
and protecting the banks from noteholders' runs. This
important April 17th action was technically
unconstitutional, as it was never submitted to the voters
for ratification. Due to the impending catastrophe, there
was no time for this "nicety" to be employed. Everyone
realized that the banks had to be shielded immediately
if any were to be saved and there was no hue and cry
about being deprived of the voting franchise in this
case!

During May and June of 1861, the state attempted to
float a one million dollar war loan in New York. The
attempt failed due to the chaotic money market
conditions. The offering was withdrawn because an
acceptable selling price level could not be obtained.
Meanwhile, back in Wisconsin, the Comptroller was
forced to call again for an additional 8% depreciation
levy as southern bond prices continued to drop in early
June. At this point, June, 1861, the banking system
started to crack under the strain. Fifty-eight Wisconsin
free banks did not pay this levy, while 42 others did not
even acknowledge receipt of the order from Madison.

Clearly something had to be done immediately before
the entire banking system collapsed. A plan was finally
devised which found the free banks buying up $800,000
of the one million dollar war loan. This $800,000, plus
Federal securities, was to be the security for the banks'
circulations, replacing the deeply depreciated southern
bonds. Most of the southern bonds were finally sold in
July, 1861 and the proceeds used to pay for the
Wisconsin bonds. August, 1861 proved to be the turning
point. By this time Wisconsin and Federal bonds
constituted 65% of the securities backing free bank
paper in the state. By January, 1862 this percentage had
increased to 92.7%. With this sounder footing, most
banks resumed specie payments nearly six weeks ahead
of schedule on October 15, 1861. As you will recall, the
legislature had effectively suspended specie payments
until December 1, 1861 by its April 17th legislation.
Wisconsin had thus survived, by the thinnest of
margins, its brush with financial disaster. The banks
which had survived the financial debacles of 1861 and
1862 continued to provide relatively stable banking
services to the people of Wisconsin until the advent of
the National Banking system in the latter years of the
Civil War.

(To be continued)


	Wisconsin Free Banking - A Brush with Disaster - Part I

