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ABSTRACT

Financial system access is important, especially for disadvantaged groups. I study the ways

in which people interact with the financial system at a local level.

In Chapter 1, I study the Freedman’s Savings and Trust Bank, a bank that catered to newly
freed slaves in the aftermath of the Civil War. 1 study those who were most impacted by
the bank’s failure. I find that violence in regions near a Freedman’s bank branch lowered
financial participation for black depositors but not for white depositors. Positive political
events, such as the ascension of PBS Pinchback to governorship of Louisiana, increased bank
participation. I also find that those depositors who stayed with the bank until failure were
older, more local, less educated, and more black than the average depositor, suggesting that

the costs of bank failures were not evenly borne by the depositors.

In Chapter 2, I study the rural and urban divide in retail banking in the United States.
Rural areas lag urban areas in economic and social measures such as income, employment,
education, and health outcomes. I show that CD rates in rural areas are 17.6% higher than
CD rates in urban areas. The result is robust to a variety of controls and is driven mainly
by retail banking presence, as measured by log number of branches. I also test the role
of trust in banks as a driver of a rural and urban CD rate divide. My results show that
low-sophistication rural counties receive an 11% premium during low-trust years, suggesting
that trust in banks drives CD rates. I show that my results are not driven by rural depositor
impatience, and I do not find evidence that the CD divide is driven by costly external finance
in rural banks.

Finally, I show that higher CD rates are passed through to consumers in the form of higher

loan rates, suggesting that borrowers are in rural areas are worse off as a result of higher CD

xiil



rates paid to savers.

In Chapter 3, using a novel data set containing financial institution locations for 3 states,
I study the history of branch and shadow banking in the United States over the last 100
years. Specifically, I focus on “Main Street” banking, which refers to brick and mortar retail
bank branch locations, which were often located on Main Street in many cities in America
and were regulated under state banking authorities and, later, the FDIC. I contrast Main
Street banks with “shadow banks,” which, in this context, refers to financial providers outside
the purview of traditional banking regulation. These providers were generally classified as
“finance companies,” which were often unregulated and provided small, unsecured loans to

retail consumers.

My results show that shadow banks, which are not regulated under the FDIC or tradi-
tional banking authorities, have been an important part of the development of Main Street
banking for over 100 years. I show that shadow banks rose to prominence following the

Great Depression before losing market share to banks in the 1960’s and 70’s.

Overall, my dissertation demonstrates the ways in which disadvantaged groups interact with
the financial system, specifically as it relates to retail banking. Further, my research shows
that shadow banks have played an important role in the evolution of consumer banking for

over 100 years.

Xiv



1.0 SOCIETAL TRUST AND FINANCIAL MARKET PARTICIPATION:
EVIDENCE FROM THE FREEDMAN’S SAVINGS BANK

This chapter coauthored with Malcolm Wardlaw of the Terry School of Business, University of Georgia.

1.1 Introduction

Throughout the last two centuries, policy makers around the world have repeatedly made calls for greater
access to banking and financial market participation as a tool for improving economic welfare among dis-
enfranchised minorities. These financial intermediaries depend critically on the trust of their depositors to
induce participation (Diamond, 1984) and to provide long-term stability to the institution. However, this
trust creates a structure which disadvantages less informed depositors and produces feedback effects which
can disproportionately harm the very populations policy makers were trying to help.

In this chapter, we examine trust in banks using detailed historical depositor records from the Freedman’s
Savings and Trust Company, a private savings bank chartered in 1865 with a philanthropic mission to provide
savings accounts to newly freed slaves in the American South. At its height, the bank encompassed more
than 30 branches before a combination of gross mismanagement and a nationwide financial crisis caused
its catastrophic failure in mid-1874, wiping out a large fraction of depositor wealth. During its operation,
the bank represented one of the largest attempts to improve minority welfare through financial market
participation in history (Osthaus, 1976).

Using a merged collection of archival records, we show how the sociopolitical environment faced by
disenfranchised minorities strongly impacts both the initial goal of greater financial participation and the
potential welfare loss created by financial instability. We address this question of how social and bank-specific
events impact depositor behavior by analyzing depositor activity around three different groups of events.
First, we examine depositor arrival rates around important incidents of racial conflict in the south and around
unexpected positive developments in political protection and representation. Second, we examine depositor
behavior around the failure of the investment bank Jay Cooke & Co whose surprise failure sparked the Panic
of 1873. Finally, we examine the eventual failure of the bank nine months later in 1874.

We find that the rate of new deposits falls dramatically for branches located close to, but not necessarily

physically affected by, events of racial violence. In contrast, new deposits rise for branches in states affected



by positive political development. Events which undermine or improve faith in the protection of the life and
safety of citizens also impact the arrival of new deposits in the regions where they occur, implying that trust
in government and other public institutions has an important impact on trust in banking institutions. This
suggests that the suppression of minority rights may have knock on effects in terms of economic participation
in other areas, particularly, engagement with the banking system.

As the bank rapidly expanded in the early 1870s, several important developments occurred which led
to the bank’s collapse. In a pattern similar to the Savings & Loan crisis a century later, the bank began
incurring expenses that outstripped its investment income and moved into questionable risky investments
to cover the shortfall. Notably, the bank began extending a large volume of real estate loans, primarily to
white landowners at its headquarters in the Washington, D.C. area. The fairly attractive promised return
on deposits also attracted a growing number of white depositors who eventually made up over 10% of
depositors. The opaque and questionable nature of its operations then made it particularly exposed to the
loss of confidence sparked by the failure of Jay Cooke & Co and the ensuing nationwide financial panic.

Tests of depositor behavior in the immediate aftermath of the New York based Jay Cooke failure do not
support an information based bank run. Instead, the fall in new deposits appears to occur simultaneously
across the country, with a slightly higher decline among white depositors and in areas with greater black
migration. While the bank survived the initial panic, the bank was permanently weakened by the runs
experienced by many of its branches. A subsequent audit of the bank revealed deep structural problems
with the bank which had been papered over by its expansion, and the bank was declared insolvent in June
of 1874.

By carefully merging the newly available resolution records with the wealth of demographic information
in the new account listings, we are able to uniquely examine the behavior of existing depositors and how
race and demographics impact their reaction to an impending bank failure. We find that local depositors
and institutions were significantly less likely to close their accounts prior to the failure, suggesting that these
groups were more willing to trust the bank prior to collapse and were consequently more likely to end up
transferring wealth to less trusting or more informed depositors. By contrast white depositors, with their
greater familiarity with the financial system, were nearly twice as likely as black depositors to close their
accounts before the failure.

Identification in both our violent events and in our Jay Cooke failure event tests involves the careful
construction of the daily arrival of new accounts to branches of the Freedman’s Bank from a set of complex
historical depositor indices. We then measure the change in the daily arrival rate in the month immediately
after the event relative to the month before. In each of our tests, the average arrival rate is stable for both the
affected and unaffected branches in the months leading up to the event, changes sharply in the month after

the event and stays persistently higher or lower for several months. The timing of the effect implies that it is



not the result of trends in economic opportunity or gradual migration, but rather a more sudden change in
behavior. Therefore, what we identify is a sudden and dramatic shift in the willingness of African-Americans
to open accounts when racial violence occurs in nearby areas, when positive developments in protection and
representation for black citizens are announced, and when unconnected bank failures spark financial panics.
The narrow timing implies that these changes are unlikely to result from evolving economic shifts, migration,
or specific information about the solvency of the bank, and we classify this broad, sudden, and otherwise
unexpected change in the willingness to open new accounts as a change in overall trust.

While events of racial violence occur within a few hundred miles of a Freedman’s Bank branch, they
almost primarily occur outside the actual population centers which represent the nearby branch’s depositor
pool. Combined with the sudden timing of the relative decline in deposits, the differential impact is the result
of an indirect impact of this violence on the beliefs of black depositors and a change in the political climate.
Similarly, while our two positive political events could have led to material impacts on depositor wealth or
economic opportunity, the nearly immediate response to the events suggests a change in perceptions and
beliefs about the local political environment. Jay Cooke & Company, whose failure sparked the Panic of
1873, was local to New York City, and the large differences in the overall response do not sort on proximity
to New York, suggesting that information about the panic was not the primary driver.

The Freedman’s Bank account closures have never been studied until now. However, the recent availabil-
ity of the individual account resolution records allows us to employ a unique identification strategy. Since
the account resolution records are a complete record of all closed accounts at the time of the bank’s failure,
we can merge this record with the available contiguous account indices to identify which of the new accounts
were open at the time of failure and, because the resolution records are complete for any given branch, which
accounts must have been successfully liquidated prior to closure. The unusually large amount of depositor
specific demographic information is unique to our setting, and allows for both a detailed examination of
depositor demographics and the use of a large number of depositor specific controls.

Collectively, our results show how the structure of a traditional bank can create unexpected feedback
problems in vulnerable populations. While the total welfare impact of the bank’s mismanagement and
eventual failure is notoriously difficult to measure, we provide an equally important view into the mechanisms
that distribute the likely welfare losses across the participants, and provide evidence that participants who
are central to African-American prosperity are the likely to suffer the most harm. Further, these outcomes
are not merely a function of fraud and mismanagement, but are at least partially a function of the structure of
savings banks and how disenfranchised communities interact with them. Financial intermediaries that allow
for on-demand redemption rely on a certain amount of “stickiness” in their depositor base to remain stable.
However, our results show that this stickiness manifests primarily in minority groups who are hardened

against social unrest and that these groups are most harmed during a financial crisis.



The results demonstrated here have important implications for policy makers today. Recent examples
of similar efforts to enfranchise poor minorities include the Jan-Dhan Yojana in India, the Bank of Hope in
Los Angeles, and the planned Dream Exchange, an equity investment platform targeting minority investors
and businesses. Although savings and financial participation are important tools for improving welfare and
economic integration, their application to poor minority populations comes with significant complications.
By itself, financial inclusion is insufficient and can potentially undermine welfare goals. For participation to
be effective in the long run, it must be paired with sociopolitical protections and a framework for helping
marginalized citizens navigate the inherent risks and potential expropriation by more informed investors.

This chapter is broadly related to the growing literature on trust and financial participation explored
in papers such as Guiso et al. (2008). Literature has shown that shocks to trust in financial institutions
have profound effects on asset allocation (Gurun et al., 2018) and that reactions to major financial events
can persist over a lifetime (Malmendier and Nagel (2009), Malmendier and Nagel (2016)). Further literature
such as Brown et al. (2019) shows that prior financial experiences help shape future financial participation.
Furthermore, there is a well-known under-saving puzzle that has left many American households vulnerable,
particularly financially fragile minorities (Lusardi et al., 2011). Our results also contribute to the literature
on bank runs such as Iyer and Puri (2012) and Iyer et al. (2016) by examining the response of newly
enfranchised minority groups to the risk of mismanagement and institutional insolvency.

Two recent papers have examined the Freedman’s Bank in a different context from our paper. Stein and
Yannelis (2020) match the names of depositors and their relatives to the 1870 census (prior to the bank’s
failure) and argue that property ownership and literacy rates were causally improved by participation in the
bank. In response to this paper, Celerier and Tak (2021) argue that the paper’s tests are misspecified and
that the data does not suggest an improvement in welfare. They argue that participation in the bank was
therefore globally harmful. Our paper takes a very different approach, examining the mechanisms by which
participation is achieved and how the structural forces inherent to unsupervised financial intermediaries can
create this harm in the first place. As such, while the paper does not take a stand on the value of holding an
account at a given point in time, we demonstrate the mechanisms which drive participation and how they
can disastrously lead to a welfare transfer from vulnerable local minority populations to wealthier, better
informed elites.

Finally, our paper also touches directly on the issue of societal violence, disruption, and financial behavior,
a phenomena that has not been covered much in financial circles. Papers in development economics such as
Bohlken and Sergenti (2010) and Berman and Couttenier (2015) study racial riots in developing countries and
note an important connection between economic development and social violence. Serneels and Verpoorten
(2015), for instance, find that households exposed to more intense violence in Rwanda in the late 1990s

lagged similar households in consumption six years after the riots. Our paper thus contributes to the rapidly



growing literature on policies that help provide savings accounts to disenfranchised communities and the role

that civil strife plays in the efficacy of those policies.

1.2 Historical Background and Data

The Freedman’s Bank was founded in 1865, following the United States Civil War. Chartered as a private
bank with a partially philanthropic mission, the goal of the Freedman’s Bank was to encourage thrift and
savings activity among the population of newly freed slaves. The bank offered only depository accounts
and was seen as a thrift bank, which was generally regarded as the safest type of bank. While the bank
eventually became involved in commercial lending activity, this lending almost exclusively involved real estate
investments to white investors in the Washington D.C. area. The bank’s commercial lending service was not
available to its primary depositor base.

Initially, the Freedman’s Bank focused on soldiers who had just received their military pensions, but
the focus soon shifted to local banking. The branches stretched from New York City in the northeast to
Tallahassee, New Orleans, and Shreveport. At its height in 1873, the bank had nearly 80,000 accounts
and more than 30 branches, eventually operating in most major cities in the southern United States. The
bank represents one of the single largest attempts to uplift disenfranchised minorities through financial

participation. As proclaimed by noted abolitionist Frederick Douglass,

“This institution conspicuously and pre-eminently represents the idea of progress, and elevation
of a people who are just now emerging from the ignorance, degradation, and destitution entailed

upon them by more than two centuries of slavery.”

[See Figure 2.2]

The Freedman’s Bank began to falter in late September 1873, following the rapid failure of Jay Cooke
& Company. Jay Cooke & Company was a major investment bank in the United States based in New
York City. Heavily invested in railway debt, which was rapidly declining in value, Jay Cooke & Company
found itself unable to liquidate and unwind an enormous bond position, triggering a run by investors, which
resulted in an unexpected declaration of bankruptcy almost overnight. The failure triggered a nationwide
financial panic, eventually termed the Panic of 1873, which set off a number of bank runs across the country,
including at the Freedman’s Bank. Although the runs subsided and the Freedman’s Bank remained open
well into 1874, the bank was permanently weakened by the crisis.

In the years leading up to the Panic of 1873, the bank began to make progressively riskier investments
in an effort to make up for its unsustainable operating expenses. This primarily took the form of real estate

loans to white investors in the Washington D.C. area, far from the depositor base of most of its branches. The



panic significantly damaged the balance sheet of the bank, putting put substantial pressure on its growing
pool of questionable loans. A comprehensive audit was initiated, revealing a pattern of lax oversight and
poor accounting combined with a questionable and rapidly deteriorating asset portfolio. After an attempted
reorganization by a federally appointed commission, the bank officially failed 9 months later in July 1874.

Notably, the bank’s operations predate the creation of the Federal Reserve and the Federal Deposit
Insurance Corporation (FDIC). This provides a useful laboratory for examining institutional trust since
bank savings carried the risk of a catastrophic loss even for very small investments. The recent proliferation
of uninsured investment vehicles targeted at underprivileged minorities in the United States and the lack of
either comprehensive deposit insurance or a credible lender of last resort in many developing countries mean
that these issues are still a first-order concern.

The data sources used in this chapter originate from three primary historical sources: the indices to new
accounts, a selected sample of available passbook records, and the dividend payment records that contain
the list of existing accounts at the time of resolution. Together, these records comprise the most complete
history of the operations of the Freedman’s Bank in existence. Each data source is briefly described as
follows. For a full history of the Freedman’s Bank and details on the data collection process, see the detailed
appendix to this chapter, which both documents the data collection process and describes the data sources

in detail.

1.2 Indices to New Accounts

The indices to new accounts, also called ledger books, contain a rich historical record of new account openings
at the Freedman’s Bank. The National Archives (United States National Archives; Black studies research
sources, 2005) contains the indexes to the ledger books for 28 of the branches in the Freedman’s Bank. Each
page of the book contains eight entries, each of which contains entry lines for account number, account holder
name, date, birthplace, where brought up, residence, age, occupation, employer, wife or husband, children,
father, mother, brothers and sisters, and remarks.

These records have been transcribed by FamilySearch.org, which provided us with permission to use
the records for our research (FamilySearch, 2020). Importantly, this online database represents a substantial
improvement over the older CD-ROM-based archive published by FamilySearch in 2000 (FamilySearch, 2000)
and contains a number of fixes and additions to the original data, along with a cleaner organization of the
data that facilitates a fine-grained analysis of the order in which accounts arrive. In addition, the online
records contain a database match directly to a high-quality scan of the original document, allowing for the
development of more sophisticated error handling. Passbooks have one main record—that of the passbook
holder—and several associated records for relatives listed on the passbook page. The records consist of a

single data table containing the information for each associated individual with a link to each individual



image record and all of the descriptive data for each entry. The complete file contains 480,597 entries
representing just over 100,000 account entries, around 78,000 new accounts, and 22,000 updates of existing

accounts. Example pages from the indices to new accounts is provided in Figure 1.2.

[See Figure 1.2]

Although the transcription of these records is extremely accurate, some errors exist in both transcription
and the original source for information, such as dates that must be corrected. The cleaning process is
documented in detail in the appendix and is encoded in a complete program that can be applied directly
to the source data. We then algorithmically classify a l