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Paper Money Whole No. 150

HOW LARGE WERE
CURRENCY LOSSES

DUE TO FREE BANKING?
by STEVE SCHROEDER

An interesting sidelight to the history of the U.S. free
banking period (1837-63) is the subject of the public's
cost from state bank notes. Those costs were transac-
tion costs and losses from bank failures and were
smaller than is often reported. Transaction costs were
modest. Losses due to bank failures were also minor,
as the experience of Minnesota and other states shows.

T
 RANSACTION cost was the price paid for doing

business in cash' These costs occurred because mer-
chants and bankers discounted state bank notes,

and they were dependent on the discount rate and velocity
(turnover) of money (here meaning the number of times a
note might be discounted per unit time). Discounts were not
unique to state bank notes since later federal issues were dis-
counted against gold before specie payment was resumed in
1877.

Banknote reporters from the period show that discounts
charged against currency of sound, specie-paying banks
were often narrow. Bicknell's Counterfeit Detector and Bank Note
List for May 1849 shows that most Georgia bank notes were
discounted at 1.5 to 2.0 percent at Philadelphia. 2 Sheldon's

North American Bank Note Detector and Commercial Reporter for
1853 showed that the average discount at Chicago was one
percent for specie-paying banks of Missouri, Kentucky, Vir-
ginia and all northern states, with discounts averaging 3 per-
cent for states of the deep south. 3

Transaction costs are mentioned and overstated in oral
accounts of this period. Some historians have claimed that
the nation's economic growth was retarded by this currency
system. The heterogeneity of money was an inconvenience
during the free banking period, but the use of personal
checks has made money even more heterogeneous now. The
transaction costs of 1850 and 1990 are probably similar in
effect. Merchants pay two percent for credit card sales, the
fee for travellers checks is one percent, the cost of bad checks
is passed along to the public, and states impose sales taxes.
It is possible that transaction costs are higher now than they
were during the period of free banking.

The loss to holders of currency from bank failures has also
been grossly overstated. The following recollection of Col.
A.P. Connolly of St. Paul is typical of the public's memory:

In 1858 Minnesota was over-run with "Wild Cat" money. Per-
haps I had better explain this. It had no value outside the state
and was not a sure thing in it. You took money at night, not
knowing whether it would be worth anything in the morning.
However, it looked well and we all took chances. Any county
could issue money by giving some sort of a bond, so we had
among others "Glencoe County," "Freeborn County,"
"Fillmore County," "Chisago County," "La Crosse and La
Crescent," and many others. Daily bulletins were issued telling
what money was good. In the final round up, the only money
redeemed at face value was "La Crosse and La Crescent." I
printed a directory with a Mr. Chamberlain of Boston. I sold
my book and took "Wild Cat" in payment and after paying the
printer had quite a bunch of it on hand, but merchants would
not take it at its face value. We had no bank of exchange then . . . .

I found what was termed a bank on the west side of the river—a
two room affair, up one pair of stairs, and presided over by J.K.
Sidle, who afterwards was president of the First National Bank.
He was at that time loaning money at three per cent a month.
The nearest bank of Exchange was that of Borup and Oakes of
St. Paul, and the only way to get there was to walk or pay Allen
& Chase one dollar and a half for the round trip. I preferred
to walk, and so did, to receive an offer of eighty five cents on
the dollar for my "Wild Cat." "No, sir," I said, "I'll go back
home first," and walked back. I made three other trips and fi-
nally took twenty-five cents on the dollar and was glad to get
it, for in a short time, it was worthless.'

This statement is full of details about public attitudes and
practices. Like all anecdotal evidence, it lacks figures and
is somewhat unsatisfying. Nevertheless, this testimony, like
similar accounts from this time, shows that holders of Min-
nesota bank notes were speculators in money ("we all took
chances") with access to frequent information. This account
also suggests that owners of currency were sometimes un-
willing speculators—Colonel Connolly had no choice about
the money he took for his books, and he gave no choice when
he paid the printer. In some details, his memory is faulty—
none of the Minnesota state bank notes became worthless
and Colonel Connolly confuses county scrip with state bank
notes.

The records of the Minnesota auditor's office provide in-
formation from which we can estimate the public's losses due
to default. In an earlier article I calculated a public loss of
$56,944, assuming that the notes were received by the public
at par. 5 This figure should be regarded as the maximum pos-
sible public loss because not all notes were paid out at par.
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No doubt the general public received some broken bank
notes at par, but many notes were held by brokers (also called
private bankers) who received the notes at a discount from
banks and resold them at a discount from face but for a
profit, either directly to the public or to other brokers in ex-
change for better currency issued by Eastern banks.

In an article entitled "Explaining the Demand for Free
Banks," Arthur Rolnick and Warren Weber have argued that
the Minnesota railroad banks (i.e., those banks whose cur-
rency was backed by Minnesota State Railroad Bonds or
"Minnesota 7s") functioned as mutual funds and their notes
circulated as small denomination securities by which the
public willingly speculated on the success of Minnesota's
railroads. According to this theory, the public was well-
informed and was willing to hold the notes of the railroad
banks. These banks did not provide for redemption in specie
and the notes were not presented for specie because, so long
as the railroads were still in business, there was no reason
to redeem the notes.

The bonds were issued only in $1,000 units, but small
denomination currency allowed the public to speculate in
the bonds as holders of small value mutual fund shares. You
simply spent the currency if you wanted out.

If everyone who held the notes owned them at the current
value of the railroad bonds, there was nothing to gain by li-
quidating the banks. Brokers controlled the banks but
avoided personal liability because the nominal owners lived
out of state. When the railroads failed and the state defaulted
on its obligation to back the bonds, the brokers closed the
banks because the banks were no longer useful.

There is sound evidence supporting parts of this theory.
Bank statements from this period suggest that several Min-
nesota banks were not ordinary banks. The Exchange Bank
of Glencoe had $99,900 of assets shortly before its close, but
of these assets there were only $8,400 of loans and $2,100
of specie. There were however $70,000 of railroad bonds,
$12,100 due from brokers, $6,900 in bills of solvent banks
and $400 for miscellaneous expenses. The balance sheets of
the Bank of Owatonna show even fewer loans: 6

Table 1

Bank of Owatonna Balance Sheets

April 1859 July 1859
Assets:
State Bonds $28,000 $41,000
Due from banks and brokers 24,100 33,700
Loans and discounts 0 0
Bills of Solvent Banks 1,900 0
Specie 500 0
Other 900 1,300

Total assets $55,400 $76,000
Liabilities:
Notes Outstanding $24,000 $35,000
Other 3,400 6,000
Total Liabilities $27,400 $41,000

Capital $28,000 $35,000

Total Liabilities and Capital $55,400 $76,000

Rolnick and Weber argue that these banks, the Chisago
County Bank, The Bank of Rochester and the Fillmore
County Bank were not really banks, but rather intermedi-
aries for the railroads.'

In addition to bank statements there is other evidence
from this period. Lucy Morris's recently reissued oral his-
tory of frontier Minnesota, Old Rail Fence Corners, contains
numerous references to the Panic of 1857 and to state bank
notes which show that the public remembered that state
bank notes were risky in general. John J. Knox, who later
helped design the national banking system, wrote a frequent
column ("Monetary Matters") in a St. Paul newspaper, The
Minnesotian, in which he described the activities of banks that
backed their currency with the Minnesota 7s. In 1891 specie
accounts of several wildcat banks° were transferred to suc-
cessors of private bankers R.M.S. Pease and John Knox,
suggesting that they had a hidden interest in the banks.

The problem with Rolnick and Weber's argument is
whether the public wanted to speculate in the principal value

Although chartered as a state bank, the financial statements of the Bank of Owanlonna show no loans and no deposits.
Was this note actually a way of investing in the Minnesota Railroad bonds?
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of the bonds by holding currency. Money of
any kind was scarce. The farmer selling ten
wagon loads of potatoes, a perishable com-
modity, to a merchant might have to choose
between notes on the Bank of Rochester and
a chit good in trade. He became an un-
willing holder because he had no choice.
Also, unlike mutual fund shareholders, cur-
rency owners were not entitled to bond
interest.

Not everyone was well-informed, and
over $13,000 in wildcat notes were never
presented for redemption even though they
were worth as much as 98 cents on the
dollar. Colonel Connolly's recollection
shows that some of the public thought the
notes became worthless when the banks
failed. Information was available but the
general public was unable to understand the
information or use it to reject risky
currency.

It seems unlikely that many notes were
owned as an investment in railroad bonds
even if the banks were de facto mutual
funds. Minnesota railroad bank currency
was probably held at costs from par down
to fifty cents on the dollar, the rate most
often mentioned in the press as the market value of Min-
nesota's bonds during 1858 and early 1859. This would make
the minimum public loss from bank closures in Minnesota
$22,300, based on the face value of the notes outstanding
when the banks failed and the value received when bonds
securing the currency were sold. Since the total face value
circulated by Minnesota state banks was $1,171,242, the rate
of loss from default was probably between two and five per-
cent of the total circulation issued. A minor part of this loss
accrued to currency owners holding the notes as an invest-
ment, as Rolnick and Weber describe, so actual currency loss
was even less than the two to five percent range.

Contrary to public perceptions, free banking and state
bank notes were an effective, inexpensive system in their day.
The total currency loss from state bank failures in Min-
nesota, a state with a bad free banking experience, was
proportionally less than the annual loss to holders of U.S.
currency from inflation in most years since 1970. The In-
diana state auditor, speaking after a number of bank closures
in his state in the 1850s, summed up neatly how the system
worked after 1840: "The experiment of free banking in In-
diana, disastrous as it had been in some particulars, has
demonstrated most conclusively the safety and wisdom of
the system." 9

For further reading: Much technical information regarding the free
banking period is contained in The Free Banking Period.- A Reexami-
nation by Hugh Rockoff.

Acknowledgment: I would like to thank Shawn Hewitt for pointing
out several valuable sources.

NOTES
1. Transaction costs occurred because brokers and others charged

a commission for clearing state bank notes. The conventional
wisdom is that these commissions depended on the reliability
of the bank and the distance of the bank from the broker's of-
fice. The total cost to the general public would depend on the
bid-ask spreads, the velocity of money through brokers, and the
nature of the economy. If the local economy relied on paper cur-
rency rather than specie, and if the currency changed hands fre-
quently, transaction costs could be large. In a rural economy
with many barter or do-it-yourself goods, money transactions
might occur infrequently, the velocity (i.e., turnover) of money
would be small and transaction costs would be slight. Where
money was of uncertain value, velocity would be greater because
money would be a risky asset and individuals would prefer to
hold goods rather than cash. Existing newspaper accounts show
that bid-ask spreads were often as large as five cents on the dollar
in Minnesota in 1859.

2. Hugh Rockoff, The Free Banking Era: A Reexamination. (New York,
1975, pp. 24-25.

3. Rockoff, p. 27.
4. Lucy Leavenworth Wilder Morris, Editor, Old Rail Fence Corners.

(Reprint of 1914 edition). (St. Paul, 1976), p. 215.
5. Steve Schroeder, "A Brief History of Free Banking in Min-

nesota," Paper Money, Volume 29, No. 2 (March/April 1990):
p. 45.

6. Arthur J. Rolnick and Warren E. Weber, "Explaining the De-
mand for Free Bank Notes," Journal of Monetary Economics,
Volume 29, No. 2 (January 1988), p. 60.

7. Rolnick and Weber, p. 62.

(Continued on page 186)
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Five dollar scrip with no entry forpayee and hearing the signature of A. Armstrong Clerk. (Photo courtesy Lorne
Hillier)

A bold black $5 note with a blank payee score line is a full
Y8 inch longer (7% 6 in.) than the $1. It is dated July 1st and
bears the signatures A. Armstrong Clerk, Treasurer, and W.F.
Dunbar, Auditor. There is a score for the number. This draft
and most others reported have a cross cut-cancel (specified
by law).

Reported notes of $10 and $20 all have the signatures of
G.W. Armstrong and Julius Georgii (the new "state" treas-
urer). Some have the payee filled in while others are blank;
both styles have been cut-canceled. Notes with other signa-
tures may exist.

The Minnesota state scrip have several characteristics that
may or may not be universal. Notes seen, or reported, have
red serial numbers, the treasurer's signature in blue, and
the date, payee's name and auditor's signature in either
brown or black. Position letters appear to advance A through
E with the denomination. Printing plate deterioration is very
evident on some notes.

State of Minnesota scrip was intended to fill the need to
acknowledge current debt owed by the state until cash could
be provided for its retirement, and to put the state on a cash
basis. The scrip was never intended to provide emergency
circulation during the general fiscal crisis, although it cer-
tainly circulated for several months. Its disparagement by
the Board of Brokers surely brought hardship to individuals
who needed ready cash and healthy profits to the speculators
who purchased at discount. Its retirement within six months
kept speculative profits to a minimum. Despite its con-
temporary detractors it served its purpose for the State of
Minnesota.

NOTES
1. Orlando Simons had read law; he and his partner came to St.

Paul in 1849 as carpenters and later established a law practice.
Simons became Justice of the Peace in 1850, then City Justice
in 1854. In 1875 he was appointed Associate Judge of the
Common Pleas Court of Ramsey County. He was said to act,
decide, move and talk promptly; fearless in the discharge of his
duty, his decisions were usually accepted as correct. As City Jus-
tice he made the "fur fly."

2. Judge Simons was a Republican and Albert Armstrong an ar-
dent Democrat.

3. Thomas Cowan of Traverse des Sioux was a senator from
Nicollet and Brown Counties. He was the sponsor of the act
which authorized the scrip.
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Currency Losses
(continued from page 182)

8. A "wildcat bank" is defined as a bank that issued currency with
a face value greater than the value of the security behind the
notes. Minnesota railroad banks secured their notes with Min-
nesota 7s, worth perhaps 50 cents on the dollar, at the rate of
95 cents of currency for 50 cents ($1.00 par value) worth of
bonds.

9. Rockoff, p. 22.
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