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Introduction

 


In early nineteenth century Paris, notaries and bankers competed for the business of financial intermediation. They did so in an environment full of uncertainty and risk, for between 1808 and 1855, 143 bankers failed, and 26 notaries declared bankruptcy (Table 1).  On average, nearly 14 percent of all banking houses and 2 percent of notarial businesses (études) went belly up in each five-year period between 1815 and 1855--large figures in financial circles.


Surprisingly, it was the bankers who emerged victorious from this competition even though they were the ones who failed more often. Here, we study the notaries they vanquished, in order to learn more about the interaction between competition, asymmetric information, and financial regulation.  To explain the initial institutional evolution of notaries and bankers, we stress the importance of clients' learning, at least up to 1843.  Thereafter, we examine how government intervention eliminated notarial bankruptcies and produced a fundamentally different equilibrium.


Our interest in how financial intermediaries and clients interacted is inspired by Lance Davis's research on the role of competition and government regulation in financial markets. Davis, it is true, works on different topics, comparing distinct markets or analyzing financial flows from one location to another. Yet he too stresses clients' learning and savers' heterogeneity (in his words, "rubes and sophisticates"), and his approach has a direct echo in our model with two types of clients.
 Furthermore, in his work shocks brought on by bankruptcies and liquidity crises shape the financial system and help favor the survival of robust firms, a theme that is important in our own research.
 Finally, like Davis we emphasize the interplay of private and public institutions, especially legal institutions and government regulation.


The chapter opens with an introduction to the institutions of credit in early nineteenth-century Paris, then after a brief presentation of the data on financial failures, we proceed to a simple model of competition for clients. We then use the model to explain the evolution of financial intermediation by notaries with a focus on how bankruptcy affected the value of notarial firms.  After a look at some illuminating failures, we turn to another factor influencing the value of notarial études: the transmission of a notary's intangible assets (such as human capital) to his successor. The final section recounts how government intervention finally brought the bankruptcies to an end.

Bankers and Notaries in Nineteenth Century Paris

After the Revolution, bankers and notaries competed against one another.   They had both been important financial intermediaries in the eighteenth century, but each now faced a new and different institutional environment--new laws, new regulations, and new ways of doing business.  Because the institutional environments were different--and so foreign to our eyes--we review them here. 

Throughout the period, nearly all banks in Paris were partnerships and as such could open and close without any government authorization.
  Although they could issue, endorse, and discount commercial paper, they could not issue bank notes--that privilege was reserved for the Bank of France.  As far one can ascertain capital came in two forms, the personal wealth of the partners (which in the case of the Mallet, Rothschild and others would end up being vast), and the deposits that their clients entrusted to them.  The dominant use of the capital was for short-run credit, either discounting bills or underwriting securities issues.

When a banker failed, he had recourse to the commercial code's bankruptcy provisions.  These allowed him to submit to the commercial jurisdiction his books and a balance sheet that named all his creditors and debtors.  The commercial jurisdiction encouraged the creditors to reach a settlement with the banker that frequently allowed him considerable freedom to recover his assets.  Most often, the business was liquidated and the liabilities settled for a fraction of their par value.  Once the bankruptcy process was over, the banker could start a new business, and even a new bank, without fear of his old creditors.  Obviously, there were strategic bankruptcies.  (The French in fact distinguished such a bankruptcy by calling it a banqueroute frauduleuse rather than a simple faillite.)  It was the duty of the commercial tribunal to decide whether the failure really was a simple bankruptcy.

If bankers' first line of business was short term commercial bills, notaries dealt with personal wealth and hence long term credit.  Notaries were originally scriveners appointed by the court system to draft and record private contracts.  Under the Old Regime, they had taken on important roles as loan and asset brokers.  At the beginning of the nineteenth century, they continued to play two roles: drawing up legal contracts and financial intermediation.  The intermediation they undertook was often limited to providing information, as when they served as brokers for loans or real estates.  But they could move beyond this sort of simple brokerage and edge into what one might call deposit banking, by borrowing from some clients and then using the money to provide others with short or medium term loans. When a notary engaged in this sort of banking, he accumulated one or the other of three types of liabilities toward the clients who provided him with funds.  He either took their money on account, or he accepted it as a short-term deposit for which he signed notes that could not be discounted, or he indebted himself toward them in a long term debt contract, such as a notarized obligation or an annuity.  Whatever the form of the liability, it was the borrowing that caused notaries to fail. 

While free entry applied to banking, the exact opposite was the case for the notarial business.  Indeed, during the entire period, the number of notaries in Paris remained stable at 114 (Table 1).
  Hence, becoming a Parisian notary required purchasing a position from a retiring incumbent.  Moreover, save for rare exceptions the only bidders for open positions were the senior clerks of Parisian notaries, so for the six to eight positions that opened every year there were at most 114 bidders.  Though negotiations between buyer and seller were conducted in private, they were subject to extensive review by the corporation of notaries and, since the notaries were  court officers, by the Ministry of Justice. 

[Table 1 about here]

As a result, Parisian notaries meet the first criterion for a cartel—entry was limited. Competition, however, prevailed among the notaries themselves. Although the notaries were always organized as a corporation, their company did little to regulate their dealings with their clients--or most other aspects of their business--until the 1840s.  Nonetheless, as we have shown in earlier work, the notaries had formed an effective information cartel in the eighteenth century by sharing among themselves their knowledge of their clients—knowledge that they kept from other financial intermediaries.
  Neither the corporation nor an informal cartel fixed prices; the cost of service was negotiable. Although fees for the drafting of documents were controlled, the cost of brokerage and other services was unregulated. On the contrary, the notarial corporation of Paris rigidly defended the free negotiation of fees against the wishes of many provincial notaries who advocated setting a national fee schedule.  Although it is clear fees varied both by type of contract and across notaries in Paris, for loans they averaged 1 percent of the capital when a notary brokered the transaction.

When a notary failed, the legal proceedings were not governed by French commercial legislation.   Rather, he was under the regulation of the Ministry of Justice, and in case of bankruptcy, his debts and assets were governed by the provisions of civil law. He would have to resign as notary, sell his business, and, unlike a merchant, face unlimited liability for his debts. In addition, he could be prosecuted in the criminal courts (and severely punished if convicted) for any wrongdoing in his role as a court official. But if there were no fraud or other serious wrongdoing as an official, the notary would usually avoid criminal charges, and his creditors would reach an agreement among themselves about how to settle his debts.  Although the procedure would be slow, the notarial corporation would rarely get involved; neither would the state, apart from the rulings of civil court judges.

Bankruptcy proceedings of this sort—with little intervention by the corporation or the state--continued at least until 1843, when the government barred the notaries from engaging in deposit banking and threatened to prosecute those who did (Table 1 and Appendix 1). As for the notarial corporation, its major concern was protecting the notaries’ information and the privacy of their clients, not preventing bankruptcies.  To be sure, the corporation did monitor who became a notary. Indeed, it has preserved to this day records that detail the wealth, civic qualifications, and job experience of individuals who bought notarial businesses.  But the most the corporation did was to reimburse wronged clients in egregious cases of notarial malfeasance (when notary Bauchau falsified debt contracts and went belly up in 1825, for example).  Its only other concern was warding off government intervention.  Not until the state outlawed deposit banking in 1843 did the corporation actually begin reviewing notaries’ account books to insure that they complied with the government ban.  Even then it dragged its feet.  It took until 1858 for regular audits and for more intensive monitoring of notaries who were suspected of circumventing the rules.
  By the mid 1850s, the combination of legislation and threats of further government intervention finally had an effect, for only one Parisian notary failed between 1852 and 1869, a bankruptcy rate lower than at any time since the early 1820s.

The notaries who moved into deposit banking were competing with bankers.  Both were lending out funds that were by and large borrowed via short term liabilities.  The problem--for notaries and bankers alike--was that the loans they made often had much longer maturities than the short term liabilities that funded the loans.  That in turn was why so many bankers and notaries failed.  The reason for the maturity mismatch can be traced back to the French Revolution.  Between 1790 and 1796, the revolutionary governments had unleashed rapid inflation, which had done the greatest damage to investors holding long term private bonds.  The investors' losses were in fact in direct proportion to the maturity of the bonds in their portfolios, and the whole experience counseled them against making long term loans, particularly in periods of political instability, for the French Revolution had taught that instability brought in its wake a risk of governmental insolvency and a return of rapid inflation. After 1797, savers in France therefore preferred to lend short-term so as to be able to withdraw their funds at the slightest hint of political uncertainty.  Borrowers, however, continued to have projects that required long term funding.  Both the notaries and the bankers were trying to bridge the gap in maturities--an arbitrage opportunity that carried considerable risk.  

The notaries and bankers each had certain strengths in trying to bridge the gap in maturities. A banker, for his part, had easy access to short-term funds, for rich private individuals were accustomed to having some money on deposit with a banker.  The notes he issued could also be discounted, which provided his lenders with some liquidity should they want to dispose of his notes before they matured. The problem for the banker was that although he had good information about borrowers seeking short term loans, he knew much less about longterm borrowers, for information about them was held by notaries.  Still, since he likely faced an excess supply of short term funds, he would be tempted to cross the maturity gap and use his short term funds to finance long term loans such as mortgages.

A notary had the reverse problem. He had much more information than bankers about long term borrowers.  But since the supply of long term funds was limited, he would have to fund the long term loans he made by borrowing short term, a realm in which he had much less experience.  Worse yet, the notes he might issue to borrow short term could not be discounted.  His lenders would therefore be stuck with his notes until they matured, and that limited his access to capital. Both the notary and the banker faced yet another danger as well: there was no lender of last resort.  Neither the ministry of Finance nor the Bank of France had the resources to intervene to save banks from runs on their deposits, and a liquidity crisis could well stop the arbitrage between short term lenders and long term borrowers and segment the credit market.

If either the banker or the notary had had an overwhelming comparative advantage in making such loans, then we might not have observed both of them trying to bridge the maturity gap and going bankrupt as a result of the risks involved.  Which one possessed the clear comparative advantage was simply not clear. The banker enjoyed the benefits of liquidity, and his depositors and other potential creditors knew that, if he happened to fail, then the resulting bankruptcy would be swiftly resolved.   Their money would not be tied up for years.  As for the notary, he knew more about long-terminvestments than the banker, and he had a greater incentive to be prudent in deposit banking because he faced an enormous penalty--being cast out of the notarial corporation for ever--should he fail.

One might assume that the notaries and bankers would cooperate, but cooperation was nearly impossible to arrange. First, for legal reasons, it was difficult to write a contract that would govern cooperation between a notary and a banker. The notary could not commit to exclusive dealing with the banker, for the notary had to draft a contract whenever any two parties desired it and he had to protect all his clients' privacy. He thus could not show the banker the contracts he had written, making it impossible for the banker to monitor his dealings. In addition, cooperation with the banker undermined the notary's private information about his clients.  If he referred his best clients to the banker, the banker might draw nearly all of their deposit banking away and cease involving him at all.  Finally, it was unclear how long any tacit agreement to cooperate could last because bankers were just too prone to failure.  Cooperation was therefore out of the question so long as notaries engaged in deposit banking, and it only became possible after the notaries left banking aside. 

Why then did the notaries give up on deposit banking?  One might presume that it was because they and their clients learned that the risks of deposit banking were large and the costs high. It is even possible that the notaries found informal ways to restrict deposit banking--informal in the sense that there was no involvement by the government or by formal regulatory bodies like the notarial corporation.  The alternative was that the government or the notarial corporation  had to intervene to stop it.

To see why the notaries abandoned deposit banking, we analyze how formal and informal institutions influenced the choices that notaries made.  In doing so, we combine theory and data.  Although we would of course have preferred to study the bankers too, they have unfortunately left behind little historical data, in contrast to the notaries, who labored under the constant scrutiny of the notarial corporation and the Ministry of Justice. Thanks to the abundant archival records, we can examine the businesses of the notaries who failed and see whether their relationships with their clients went beyond brokerage and drafting of contracts. Admittedly, the notaries who went bankrupt were somewhat exceptional, and we must take care to compare them with colleagues who avoided failure.  Here the fact that the number of notarial businesses was fixed actually turns out to be an advantage. Indeed, every exiting notary had to sell his position to a successor, so we can analyze the connection between the business strategies notaries pursued and the price of their études.

Strategies, Services, and Risk

Notarial bankruptcies increased after 1820 and then vanished after 1848; in the interim they affected only a minority of the études. In all likelihood then, the bankruptcies reflected decisions made by specific notaries at a specific point in time rather than the recurring financial crises of the early nineteenth century.  The key strategic decision for a notary was whether or not to enter (or exit) the risky business of deposit banking.  We focus on this decision and build a simple model of it.

Any such model must begin with the market for notarial services. On the supply side of this market lay the notaries, who possessed various technologies for serving their clients. Among the services they could offer were deposit banking and the more traditional services of brokerage and the drafting of contracts. The key issue on the supply side concerns the relationship between these traditional services on the one hand and deposit banking on the other: were they complements or substitutes?

On the demand side, we have Parisians notaries’ clients, many of whom will not use notarial services in equilibrium. At the risk of simplifying, let us suppose that the clients are divided into two types: those who require only the notary’s traditional brokerage and drafting of contracts, and those who want him to offer deposit banking as well. This second group was potentially sizeable, for it would presumably include wealthy individuals with money to lend who were scared of commercial bankers because of their high failure rates.  It would also include individuals who wanted to borrow short term but did not have access to a banker's services.

This market was characterized by asymmetric information of three kinds. First of all, the notary knew more about his own clients than the clients of his colleagues, and his knowledge of his colleagues’ practices (whether they were dabbling in deposit banking, for example) was imperfect. Second, a client knew little about his notary’s activities with other clients and he knew even less about what other notaries were doing. It was therefore difficult for a client to tell whether his own notary was engaged in banking, and he would have even a harder time telling whether other notaries were doing so. Finally, a client also had limited information about the rest of his notary’s clientele: he did not know whether they had money on deposit, nor how they would react in a liquidity crisis.

Let us start with a world where clients are ill-informed about what notaries are doing.  They can make no inference about the specific behavior of a notary who goes belly up, but his failure does allow them to update their beliefs about the likelihood of future bankruptcies by notaries as a whole. The clients can compare that likelihood with the risk of failure by other types of financial intermediaries and select the combination of services and risks that suits them best. While maintaining their ties to a notary, they may choose to shift some assets or liabilities to other financial intermediaries and to redistribute their portfolio between real and financial assets. In that case, the costs of one notary’s failure would be borne equally by all notaries, and there would be no client mobility after a notary’s bankruptcy.

If we also assume that clients are homogenous, then all notaries will adopt the same business practices and offer identical services.
 The outcome is likely both because clients will all move to the notaries who offer the most highly desired package of services and because such a package will maximize a notary’s profits. In this simple world, notaries’ business practices will converge.  For instance, if it happens that banking and brokerage are complements, then all notaries will move into deposit banking.

Paris, however, was more complicated than that, for few notaries engaged in banking. Why did only a minority do so, while most of their colleagues hesitated? The explanation is both that clients were diverse and that banking and brokerage were only weak complements. Clients, after all, differed in their demand for various kinds of financial services and in their willingness to bear the risks that deposit banking entailed in an era before deposit insurance and lenders of last resort. Some clients were wealthy enough to shoulder the risks and did not have ready access to commercial bankers. They would want their notary to offer deposit banking.  But because they were far from the majority, the complementarities between banking and brokerage would remain weak. The other clients, who sought only brokerage services, would not want their notary to offer deposit banking to any of his clients, because of the risks involved.   If deposit banking caused him to fail, transactions that he was arranging as their broker would be interrupted, and funds they had placed on deposit while the transaction cleared might be lost or immobilized during lengthy bankruptcy proceedings. The question is to determine how the two sorts of clients (the traditional ones and the ones who wanted deposit banking) would respond to a notarial bankruptcy. In the nineteenth century, both the notarial corporation and the Minister of Justice noted that notarial bankruptcies (and other changes in notaries’ services) caused clients to react and even to switch études. How can we model the clients’ reactions?

A game theoretical model  for the choice of service can answer this question. We study a game with T periods, in which the players are notaries and clients. During each period of the game, each notary makes a decision about the type of service that he will offer. He can offer two types of service: limited intermediation (brokerage only ) at a fee f, or both brokerage and deposit banking at a fee r. The common discount rate is d. If the notary offers both brokerage and deposit banking, which we henceforth call extensive intermediation, he risks going bankrupt, with the probability of bankruptcy in any period being q. If he does fail, his position is confiscated and a successor appointed, but no further penalties are levied. If he does not fail, he continues to provide services.

At the beginning of play, we assume that all notaries have the same number of clients. This assumption is made both for simplicity and because we want to emphasize the endogenous changes in clientele size. Among the clients there are two types: L and E. Notary j has Lj clients of type L who only demand only limited intermediation (brokerage alone), and Ej clients of type E who demand extensive intermediation (both brokerage and deposit banking). Thus although the total number of clients will be the same initially for all notaries, each notary will have a different number of L and E clients.  The notary knows each client’s type. 

For type L clients, the notary's failure interrupts transactions and is thus costly. For E clients, the value of extensive intermediation exceeds the expected risk of failure times the costs associated with failure.  A client only observes what his notary does or does not do for him and not what the notary does for other clients.  The client also observes whether notarial businesses have or have not experienced failures in the past.

For simplicity, we also assume prices (f and r) are exogenous. There are two reasons for this assumption. First, in a perfectly competitive market r will be set to compensate for risk of failure, and f will reflect the marginal cost of brokerage. As long as risks and costs are similar across notaries (as would be the case, for example, if notaries could imitate one another) then taking r and f as fixed is reasonable. Second, there is no evidence of capacity constraints that would lead to rising marginal cost for notaries. The only weakness in the assumption is that notaries could have had market power as a group, which would make prices endogenous. Dealing with this issue would require an analysis of the competition between notaries and bankers, an unnecessary step at this stage.

In period 1, the game proceeds in five steps: (1) clients make requests for services (L or E) to an incumbent notary. (2) The notary can serve those requests or not. (3) Clients who are denied the service they want can move to another notary. (4) The notary decides whether to serve these new clients. (5) the notary collects fees. (6) Each notary who offers extensive intermediation fails with probability q, while those who only offer limited intermediation never fail. 

In periods 2 or greater, the game proceeds in eight steps: (1) A successor is appointed for each notary who failed at the end of the previous period. (2) Clients chose a notary. (3) Clients make requests for services to their notary. (4) The notary can serve those requests or not. (5) Clients who are denied the service they want can move to another notary. (6) The notary decides whether to serve these new clients. (7) The notary collects fees. (8) Each notary who offers extensive intermediation fails with probability q.


Proposition: A sub game perfect Nash equilibrium exists for this game. In it, clients have the following strategy:
If no notaries have failed, clients who get the service they want stay with their notary. Those clients of type E who are denied the service they want randomly switch in step 4.

If at least one notary has failed in the past, clients who are denied extensive intermediation switch to a successor of a failed notary. Clients who only want brokerage leave the successors of failed notaries for notarial businesses where no failure has ever occurred. All other types of clients stay with their notary.

Notaries have the following strategy in the equilibrium:

Notaries with homogenous clienteles (that is, either all E or all L) give them the service they want. If a notarial business has never experienced failure and has offered extensive intermediation in the past, then the notary who owns the business continues to provide extensive intermediation, and he only stops doing so if a period specific function of the number of E clients and the number of L clients in his étude rises above zero.  This period specific function is increasing in L and decreasing in E.  In the last period, all notaries with heterogeneous clienteles (that is, both E and L clients) offer extensive intermediation. 

For a proof see Appendix 2.  This equilibrium has a number of implications:

1. Bankruptcies allow clients to chose notaries who will offer the services they prefer, leading clients to sort themselves. After the first bankruptcy, E clients all get the extensive intermediation they want. In the periods prior to the first failure, an increasing number of E clients get extensive intermediation in each period, but the sorting process is inefficient because E clients have no way to find notaries who provide extensive intermediation.  If the first bankruptcy is delayed long enough, nearly all of the E clients may already be getting extensive intermediation.  In that case, the successors of notaries who fail will receive only a few E clients and will lose all of their L clients.  As a result, they will experience a net loss of business.

2. Eventually, clients will sort themselves perfectly and complaints about bankruptcies will cease. Bankruptcies will tend to recur in the same études.

3. In this model, L clients caught in a failure are the ones who complain. Because they cannot sort themselves efficiently, they will continue to complain about bankruptcies, but their complaints will diminish over time, as fewer and fewer notaries with heterogeneous clienteles are left to fail. There are two reasons why the number of such notaries will diminish.  First, notaries will voluntarily abandon extensive intermediation.  Second, notaries who offer extensive intermediation are increasingly likely to be the successors of failed notaries and hence will be unattractive to the type L clients who are the source of complaints. Although the bankruptcies of notaries with heterogeneous clienteles will become less frequent, they will grow increasingly bitter, because the number of L clients in the études will have increased before the failure.

4. The sorting process will not completely eliminate bankruptcies, for as long as some clients want extensive intermediation, some notaries will offer it and consequently fail. Two things will stop the bankruptcies: first, a decline in the demand for extensive intermediation (so E clients become L clients); second, state intervention. An exogenous increase in the demand for limited intermediation (more L clients arrive, who want only brokerage) is unlikely to change the equilibrium as long as the increase in demand is small.  The reason is that the L clients will shun notarial businesses which have experienced failure. One might of course assume that the notarial corporation could eliminate bankruptcies altogether by monitoring its members and forbidding deposit banking. Getting the notaries to agree upon such measures would be difficult, however, for two reasons. First, notaries who offer extensive intermediation will obviously oppose such a move. Second, those who provide brokerage alone will be divided over the issue because they might lose L clients to other notaries. Monitoring would lead business practices to converge in which case L clients of large notaries might switch to notaries with less business. In the absence of any changes in the financial system that would cut demand for intermediation by notaries, state intervention will be the only way to bring the failures to a halt.

Our model involves many simplifying assumptions, but it does not do violence to the reality of the interaction between notaries and their clients. First, we model the interaction between extensive intermediation and the risk of failure in a simple way. We could instead have complicated matters by including economies or diseconomies of scale in extensive intermediation. If we had assumed economies of scale (with the risk of failure falling as the number of E clients increased), our findings would have been different, for in that case there would be an equilibrium in which the first notary who failed would collect all the E clients, and only his L clients would move. Yet that seems unrealistic. Alternatively, if we had assumed diseconomies of scale (with the risk of bankruptcy increasing as the number of E clients grows), then the model would not have been changed substantially.  Indeed, L clients would still behave in the fashion described above. E clients would still use past failures to infer the type of clients and service in each étude, that in turn might induce E clients to move after each failure.  But a given notary might only serve some of his E clients, given the risks involved.  In any case, the extra insights seem too minor to justify the added complication.

A second simplifying assumption is that we have neglected problems of moral hazard on the part of notaries themselves. In our model, if notaries do offer intermediation, then the probability q that they fail is independent of their subsequent actions. While this assumption may seem unreasonable, it is unlikely that clients could influence what their notaries did. In particular, it was difficult for them to impose additional sanctions on the notary. As a result, the essential decision for a notary was whether to offer deposit banking or not.

A third simplifying assumption is that our clients live forever. It might appear important to know what would happen if the clients had finite and overlapping lives. But intuitively there seems to be little gain in doing so. With finite and overlapping lives, E clients would continue to behave in similar ways, with new clients ones distributing themselves randomly among notaries and switching to failed notaries if they are denied extensive intermediation. New L clients would also continue to behave in the way our model predicts and avoid failed notaries. As long as the number of new clients is small, the equilibrium would not likely change substantially.

A fourth simplifying assumption is the restriction we placed on information.  In our model, the clients know next to nothing about what their own notaries or other notaries are doing. If clients are better informed, they will move earlier, and less of their movement will be provoked by failures. For instance, if we allow L clients to find out what services their own notary has offered in the previous period, then the clients will sort themselves out much more rapidly, because L clients whose notary has offered extensive intermediation will immediately leave for a notary whose étude has never failed.  After few periods, most of the L clients will have found a notary who does not offer intermediation, and complaints will consequently diminish.

The justification for this fourth assumption is the confidentiality of the notarial business: it prevented clients from knowing what their notaries or other notaries were doing.  It would not even help an L client if he made a false request for extensive intermediation in order to discover whether his notary was offering extensive intermediation.  The reason is that notaries knew their clients well and thus knew their type, L or E.  The notary could easily defeat this sort of testing by offering extensive intermediation only to clients who were real E types.
  Furthermore, the notaries could deduce the types of all clients who switched (because only E client would leave notaries who had not gone bankrupt and only L clients would leave bankrupt notaries).  Hence, he could defeat testing by clients who arrived in his étude.  All in all, the assumption that clients knew little about their notary while he knew a great deal about them seems reasonable.

A final simplifying assumption is that we rule out advertising.  It is true that clients would sort more rapidly if notaries could advertise, but we must recall that information dispersal is a two edged sword. Advertising only concerns études that have never failed because everyone knows about the notarial businesses that have gone bankrupt in the past.  Notaries in the études unblemished by failure are already implicitly advertising for L clients; ought they advertise for E clients too? If they do so, L clients can immediately infer that they offer extensive intermediation and they will therefore leave. As a result, advertising could well harm a notary’s business. And even if advertising were attractive, the government would certainly have taken a dim view of it, however informal it might have been.

In any case, this simple model proves to be quite useful in understanding how bankruptcies affected notaries. We can use it to  analyze the effect of bankruptcies in three ways. We will begin by comparing the value of the études of notaries who went bankrupt and of notaries who did not.  We will then examine notaries’ businesses to determine how brokerage and extensive intermediation affected their incomes.  Finally, we will check qualitative evidence  for the sort of client mobility that is essential to our model.

Bankrutpcy, Notaries' Revenues,  and the Value of  Their Businesses

 Although we know a great deal about the regulations notaries faced, their actual business practices are shrouded in mystery, for few records of their day-to-day dealings have survived. Essentially, the only documents we do have are chronological indexes of the contracts they drafted and copies of the documents they preserved. For that reason, bankruptcy records are particularly precious, because they reveal what a notary’s business was actually like at the moment he failed.  We can in fact use these records to study how bankruptcy changed their business practices, how clients reacted to failures, and what the consequences were for the value of études.  To do so we proceed in two steps. First, we investigate how notarial businesses were transmitted from one holder to the next. In particular we must understand how the businesses were priced. Second, we examine how failure affected the value of études and notaries' incomes and the taxes they paid.

Let us begin with the market for notarial businesses.  Although retiring notaries had been selling their positions for centuries, sales were prohibited during the Revolution. The practice resumed, at first informally and after 1816 with the government’s blessing. Soon the notarial corporation began to keep files on all its members.
 By 1816, these files usually contained sales contracts when études changed hands, and by 1824 these documents were always included, yielding excellent information on prices. The same files reveal the state of a notary’s business before the sale and the reasons why his étude was being put on the market. As a result, in the nineteenth century we know much about the causes of notary bankruptcies.

The information for the period 1815-1869 (Figure 1) shows that prices of études were always dispersed: the ratio of the low price to the high price is most often more than two and at times even three. The price variation derived from the differences in clienteles from étude to étude.  We know that clienteles mattered that much because when a notary sold his business he used information about the important clients to justify its price. Clearly, clienteles really mattered to notaries.

The price data also make it clear that bankrupt notaries sold their businesses for much less than other notaries (Table 2).  Furthermore, while the typical notarial étude increased in value between sales, after a bankruptcy the price fell.  The contrast in the behavior of prices remains even if we take into account the difference in tenure between notaries who went bankrupt and their colleagues who did not:  études that had not experienced failure appreciated at 1.5 percent a year, while études where a notary had failed lost value at 2.5 percent a year. The effect of bankruptcy is born out by a simple regression of étude prices on dummy variable for bankruptcy and on a time trend to take into account the effects of the growth of the French economy.  The regression suggests that the failure cost the notary 118,000 francs, or nearly a third of the mean resale price of an étude (Table 3, regression 1).  The regression does not change appreciably if we include other variables, such as étude characteristics or whether the sale had taken place during a political crisis (Table 3 regression 2 and 3)

[Table 2 and Table 3 about here]

In all likelihood, the reason bankruptcy cut étude prices was that clients moved.  As implication 1 of our model suggests, failures probably led clients who only wanted brokerage to desert a notarial business after a bankruptcy.  Clients of other notaries who wanted to avoid deposit banking would not switch to the étude either.  Nor would those who desired deposit banking, for in all likelihood they had already found notaries who provided banking before the first wave of failures in the 1820s.  With old clients departing and no newcomers arriving, it is no wonder that étude prices dropped.

But to be sure that clients’ movement cut the value of études after bankruptcy, we have to take a closer look at the economics of pricing in the market for notarial businesses. To begin with, we must consider the possibility that the state’s own pricing rules for notarial études determined prices and drove them down after bankruptcy.  The state—specifically the Ministry of Justice --reviewed the sales of notarial businesses.   In principal it could force down the price that any étude fetched, whether the étude was bankrupt or not. In the ministry’s view, a notary’s net annual income R should fall between 12 percent and 18 percent of the price P that he paid for his position. (Here the ministry estimated future net income by averaging net income over the previous five years before the sale of an étude.) Were this rule binding, a specification of the form P= ( +(R + would explain most of the variance in prices, where (  and (are constants and is an error term. To assess the effect of bankruptcies, we would also include a dummy variable F for études sold after failure and run the regression P=  +R +F + .  If the ministry’s rules determined prices,   would be 0, and   would be positive, with a value such that 1/  would lie between 0.12 and 0.18.  We would also expect   to be negative, but with the ministry setting prices a negative would not necessarily mean that clients were fleeing after bankruptcy.  It could simply be that the ministry was driving the price down.

Regression 1 of table 4 suggests that the ministry's simple rule did not determine the price of études. In the regression, the constant term was positive and significant while the reciprocal of the coefficient on revenue was 0.36, much larger than 0.18. Either the state used a more complicated rule, or--more likely--the market set prices.

[Table 4 about here]

If the ministry was unable to regulate prices and credit to buy études was not rationed, then we would expect buyers to pay the present discounted value of notarial positions. In a world of unchanging demand for notarial services, the present value would be R/r, where r is the interest rate. We can estimate this model in one of two ways. We can use a log specification and estimate lnP =  + lnR +  lnr  +  , with a test for   = - =1 and   = 0. Alternatively, we can estimate a fuller model not in logs that takes into account bankruptcies, political crises, and a quadratic time trend (here t is time):

P=  + 1R/r + 2F + 3 F*R/r + 4 t + 5t2+  6 crises +  

These regressions lead to a number of conclusions (Table 4). Let us first take the logarithmic specification (Table 4, regressions 2 and 3).  Both the interest rate and revenues have a pronounced effect on prices, as one would expect from a present value calculation, and both the coefficients have the expected sign. But neither of the coefficients is close to 1 in absolute value, as the simple present value calculation would imply. The coefficients in fact indicate that there was a considerable discount from the price that would have prevailed if present value calculations alone mattered. Furthermore, the revenue coefficient is in absolute value about half the interest rate coefficient, which suggests that the supply of credit to étude buyers shrank dramatically when the yield on government bonds increased. If we now turn to the linear specification (regression 4), it is clear here too that present value calculation mattered but once again in a dampened way. The present value of a notarial étude was not the R/r that the simple calculation based on unchanging past revenues would suggest. Rather, it was greatly discounted, as with the logarithmic specification.  Indeed, boosting P by 1 franc required more than a 9 franc jump in R/r.

On the whole, the regressions are consistent with the view that the value of a notarial business could be broken down into two parts. The first part was the value of being a notary, independent of the clientele that came with an étude.  We can evaluate this part of the étude's price via the constant term, which is always significant and roughly half the sample mean of the dependent variable. Its size suggests that in the early nineteenth century an étude was worth more than 200,000 francs, even without clients.  The implication is that barriers to entry played an important role in maintaining notaries’ rents, for according to the various regressions, a notary who purchased an étude that did no business would swiftly build up a practice by attracting clients. Furthermore, the value of being a notary, even without clients, was increasing at the rate of 2,000 francs a year (Table 4, regression 4).

The second part of an étude's value was the clientele and the revenue they generated.  But only a fraction of the clients would remain with an étude when it was purchased.  Expected revenues could therefore fall below R in the future, and that is why the regression showed the price of études to be discounted below the R/r of the simple present value calculation.

Finally--and more important for our purposes here--bankruptcy had a severe effect on prices.  It in fact cut the value of a notarial business by a considerable amount: 12 percent in the linear specification (Table 4, regression 3) and 27 percent in the logarithmic specification (Table 4, regression 4).  The drop in price here was over and above what we would expect from the lower revenues of notaries who failed, the high interest rates that typically prevailed when they went belly up, and the way political crises depressed what they could fetch for their études: all these other factors that depressed the price of études have been taken into account. In all the regressions, the coefficient for bankruptcy was large and statistically significant: apparently, the clerks who bought the études after bankruptcies expected clients to leave and business to remain depressed for years.

To test the effect of bankruptcy on clienteles, we added an interaction term between bankruptcy and the present value of revenue R/r (Table 4, regression 5).  We did so because R/r measured the value of the clientele transmitted by the outgoing notary at the time of sale.  If bankruptcy costs an étude clients, then the interaction term should have a negative coefficient.  It does, though it could well be a chance result.  If it is not a statistical fluke, then the value of a notary's clientele diminished by about a third after failure.
 

If true, that would fit the prediction of our model, which implied that not all clients would leave after bankruptcy.  On the other hand, if the coefficient of the interaction term is a statistical fluke, then the number of clients leaving is largely independent of the size of the failed étude.  That is not necessarily inconsistent with our model.  Recall that in the model only L clients leave after a bankruptcy.  It could well be that their business was far less lucrative than that of E clients, who in the model would stick with an étude after failure.  With the lucrative clients staying in place, the effect of bankruptcy on revenue would be accentuated.

What other evidence is there for the effect bankruptcy had on an étude’s business? One source of information are the taxes that the state levied on notarial documents. The taxes reveal much more than another piece of evidence--the income that the notaries reported for the years prior to sale--for the income reports were unavailable after bankruptcy and therefore cannot tell directly what the consequences of failure were, at least if we use the income reports alone.
  If we combine the income reports and the taxes figures, though, then both become useful.  We can do so because in more than 700 instances we know, for the same notary, both the annual taxes he paid and the income he reported in the same year.  With all these joint observations of taxes and reported income, it is easy to convert from one to the other and thus to examine both.

The taxes paid were roughly a linear function of the value of a notary's transactions.  Because the notaries assessed regressive fees, the taxes fluctuated more sharply than income. Nonetheless, both taxes and income point to a sharp decline in business after bankruptcy and a limited recovery thereafter (Figure 2). The shock of bankruptcy cut income by more than 25 percent in the year before failure and by an additional 5 percent the year after.
 From this nadir, business eventually returned to a level some 10 percent below what the étude had known before bankruptcy.

Clearly, recovery after bankruptcy was difficult.  The contrast between the études that suffered a bankruptcy and those that had never known failure is even more dramatic. Income for failed notaries was 15 percent less than for their colleagues, although the income they reported no doubted omitted earnings from deposit banking.  And the 15 percent figure may well be an underestimate, for it ignores the effect bankruptcy had on future income growth.  We can gauge the size of this affect by applying the long term growth rate of average income for the notaries as a whole to those who went bankrupt. To do so, we take as a base the étude's income five years before the bankruptcy and then extrapolate to five years after via the assumed long term growth rate. With this hypothetical growth rate, bankruptcy costs the étude a quarter of its value.  Altogether, the étude would lose 40 percent of its value: 15 percent from a sudden but permanent drop in the level of income at the time of bankruptcy, and 25 percent from slower income growth rate in the future.

As our model predicts, bankruptcy cut the price of études by a large amount--indeed, as much as 40 percent depending on how we calculate its consequences.  That was what we learned by analyzing the sales prices of notarial études, notaries' incomes, and the taxes they paid.  Bankruptcy continued to depress prices even when we took into account the lower revenues that notaries could expect after failure and the factors (such as political crises and the higher interest rates during liquidity crunches) that drove notaries over the brink.  It reduced both the level of an étude's income and the rate of income growth, and as our model predicts, it seemed to work by driving away L clients.

Evidence from Notaries' Bankruptcies
We can learn more about bankruptcy by studying individual notaries, for there was considerable variation from étude to étude. Some notaries went belly up because they were unable to develop their business. Their successors seem to have revitalized their clienteles, and these études experienced rapid growth after a failure. By contrast, the études of the two busiest notaries--Jacques Francois Lehon and Aristide Barbier--experienced the steepest and most persistent decline.  We examine Lehon's case in detail and also that of Charles Marie Brun, one of the notaries who managed to revive an étude after a bankrutpcy. 

When Lehon failed in 1841, it was the greatest scandal to tarnish the corporation since Antoine Pierre Laideguive had done so in 1744.  Lehon left behind in excess of 4 million francs of debts, three times more than the next largest bankruptcy in the nineteenth century. Despite incomplete evidence--the asset side of his balance sheet is lacking--it is clear he was running a deposit bank. Many of his clients had left money on deposit, in some cases for at least ten years. Although they did not testify that Lehon was running a deposit bank, they knew that their funds would be invested in mortgage debt.

The striking thing about Lehon was that his liabilities were extraordinarily concentrated.  He had taken on over half his debt from a mere 17 creditors, and two of them, André Henri Comte Du Hamel and Madeleine Piscatory, the widow of Claude Emmanuel Marquis de Pastoret, were each owed half a million francs or more.  Clearly, Lehon was not trying to reduce the likelihood of a run on his bank by borrowing or taking deposits from a large number of small clients. On the contrary, he seems to have been trying to limit depositor access to his banking business.

Lehon had clearly been involved in deposit banking from the moment he bought his étude.  His liabilities to Madeleine Piscatory reached back to 1826, when he first entered the notarial business, and another client had 200,000 francs on deposit with him since 1830. Typically, Lehon had 4 million francs on deposit, and if he earned 1 percent interest for managing it, he would have boosted his income from 60,000 to nearly 100,000 francs a year. No wonder deposit banking was tempting!

One of Lehon's two major creditors, the Count Du Hamel, claimed that he had been led to deposit half a million francs with Lehon because the extraordinary confidence that the notary inspired. According to Du Hamel, this sense of trust (which implicitly was conferred by the position) kept him from monitoring the notary's dealings.  He and other clients also maintained that they had no idea of the state of Lehon's affairs.
 Such statements are of course self serving but they are borne out by the information we gathered on bankrupt notaries' businesses (the number of notarial acts they drew up, their reported income, and the taxes they paid) in the five years proceeding their failure. Like the clients' statements,  this quantitative evidence all suggest that the notaries' bankruptcies were unanticipated. According to all three indicators, an étude's business did decline the year before a bankruptcy, but the drop off was in all likelihood the cause of the bankruptcy, rather than an anticipation of trouble.  The same story emerges from the files that were assembled when notaries collapsed, for the files contain little evidence that bankruptcies resulted from a slow erosion of client confidence. Rather, notaries failed when one or two clients called in loans or requested that deposits be returned.  Interestingly, the bankrupt notaries' income fell more (28 percent) than did the number of contracts they drafted, which was down only 24 percent. The implication is that they were loosing large transactions. Perhaps wealthy clients who wanted extensive financial intermediation were leaving their études for rival notaries with better financial or political connections, just as our model implies.
 

Lehon practically ruined his étude by reckless banking, and his collapse helped bring on the 1843 ban on deposit banking by notaries.  Charles Marie Brun, by contrast, managed to revive an étude by reassuring old clients and attracting new ones.  Brun purchased étude 53 from Jean Ferrand after Ferrand failed in 1849.   Although Brun paid 250,000 francs for the business, he sold it some 17 years later for a much larger sum, 440,000 francs. The increase in the étude's value was so large that Brun and the corporation drew up a report of how the étude had been resuscitated. According to the report, the étude had been quite busy in the eighteenth century, when it had counted among its clients one of the king’s brothers, the Count d'Artois. The étude recovered him in the early nineteenth-century, when he was heir to throne and ultimately became the king Charles X. After he abdicated in 1830, however, the étude began to decline, though it was sold for 440,000 francs in 1837. The next two notaries in the étude failed to maintain the business, but Brun then purchased it and rebuilt the clientele. The report found Brun's success easy to justify while stressing that Brun had never done anything untoward: 

Mr Brun worked diligently to liquidate all the past business of mortgage lending and other litigious matters, and to salvage as many as possible. He then chose to avoid all business giving rise to investment of funds. In this manner the old clientele rediscovered its habits of the past and returned of its own…It is interesting to note as a result of preceding events [the difficulties of his predecessors] that the success of Mr Brun is due to the number and loyalty of the clients of his predecessors…But one can confidently say that the étude still has not regained a clientele as important as the one it had enjoyed in the past. No one for instance replaces the Count of Artois, Hope [bankers] or the Caisse Hypothécaire or even the prince Pignatelli, so it is not as active as it had been in the past.

It was all a matter of attracting and retaining clients.

Brun's report went on to list three types of clients. First came families who had remained loyal to the étude for three decades or more. Then came individuals who had deserted the business between 1835 and 1849. Finally, there were the new clients whom Brun had attracted during his tenure.  Brun did not reveal how he lured these newcomers to his practice.  Although he may have offered them deposit banking, it was now anathema, and Brun never discussed it and would in any case never have done so.  Since he did rebuild the étude after the 1843 ban on banking by notaries, he probably did not engage in deposit banking himself.  It is more likely that he linked clients up with bankers or other sources of short term credit. The important thing to notice, though, is that retaining clients and adding new ones is what boosted the value of the étude. 

That is what our model predicts, and the Brun case fits the model well.  Lehon's case, which we also examined, was not such a good fit. On the one hand, by taking extraordinary risks, he served many E clients, and after more than a decade of offering deposit banking, he failed.  On the other, his bankruptcy was so severe that it alienated even E clients.  Still, his case does bear out our contention that there was no way to stop notaries from offering extensive intermediation--no way, that is, short of the sort of government ban enacted in 1843.
Failures and the Transmission of Intangible Assets 

During the nineteenth century, the notarial corporation treated notarial bankruptcies as isolated events, which were the product of reckless behavior of wayward, atypical colleagues.  The corporation's solution was more careful investigation of the candidates for notarial position.  The Ministry of Justice, however, came to view the problem differently.  After 1830, it begin to stress short term credit as the root cause of bankruptcies, and it consequently threatened to monitor all the notaries and not just focus on wayward ones.

The difference between the Ministry's attitude and the corporation's was not simply a question of self interest, for it connects with one of the assumptions of our model--namely, that the difference in clienteles was what drove notaries to take risks.  If differences in clienteles was the driving force behind the notaries' behavior, then we have to ask how a notary managed to pass along his clients' good will when he sold his étude.  How did he transmit it to his successor?  How did the successor acquire the skills and human capital needed to deal with the clients?  How, in short, were these and other intangible assets conveyed when an étude was sold?

Let us begin to answer these questions by considering the Ministry of Justice's position on notarial bankruptcy.  It is clear that the ministry's position fits our model, for the model assumes that notaries are all alike.  It then explains which notaries are drawn to deposit banking not by differences among the notaries but by differences among clienteles.  This assumption, which we made for simplicity, is of course worth testing.  The question is whether the bankruptcies result from heterogeneity among the notaries themselves, or among their clients, as our model assumes.

If the heterogeneity of notaries caused the bankruptcies and if the notaries' behavior was not correlated with clienteles, then the failures should be random.  By contrast, if different clienteles drove the notaries to take risks, then as implication 2 of our model states, bankruptcies should reoccur in the same études.  In fact that is precisely what happened.  Of the 122 or so études in Paris, a mere six accounted for over a third of the bankruptcies (12 of 32, to be precise) between 1810 and 1855.
  And of the 12 études that experienced a failure before 1831, four saw a second notary go belly up after 1832.  By contrast, the 102 études that had not witnessed a bankruptcy before 1831 had only a 13-percent failure rate over the next 24 years.  The difference was too large to be a chance event. Quite simply, bankruptcy bred failure in the future, a result that is inconsistent with the existence of "bad" notaries who arrive randomly in études.  The implication is that notaries were not heterogeneous.  Rather, clients were, and it was their demands for service that drove the notaries to court disaster.
 

The bankruptcies' recurrence points to the role of intangible assets in the Paris credit market, intangible assets such as human capital, clients' good will, or the reputation of the notarial corporation.  These assets operated at two levels. First, within a particular étude, the intangible assets involved all of the informal knowledge that the notary had accumulated about his clients and all the trust that he had engendered. In  this sense, the intangible assets comprise the transmissible part of the notary's human capital. The value of the position would certainly be enhanced if such intangible assets could be transmitted, but it is always difficult to sell the human capital.  To be sure, in their étude sales contracts, the retiring notaries promised to introduce and to recommend their successor to their clients.  They  also agreed  to tell the successor all that they knew.  But it would be difficult to enforce such contract clauses and difficult to tell whether a retiring notary had carried out his part of the bargain.  Furthermore, a bankruptcy could intervene and disrupt the transmission of the departing notary's human capital, even if he were intent upon transmitting it to his successor.  The end result--whether from problems conveying human capital or the disruptions of bankruptcy--would be a lower value for the étude. 
On a second level, to the extent that clients used what they knew about notaries as a whole to make inferences about their own notary, the group possessed a collective reputation that was damaged by failures. That in turn was another intangible asset shared by notaries as a group.  As we note in implication 4, notary who offered deposit banking were no doubt opposed to any intervention by the government or by the corporation, for deposit banking maximized their profits and regulation could only hurt them.   Although only a minority of the études were directly involved in deposit banking, they had allies among the other notaries, who might want the notarial corporation to limit bankruptcies but opposed any government intervention that might threaten their intangible assets.  In particular, these other notaries would resist government audits that would make public the risks that individual notaries wer taking and thereby harm the reputation of all notaries, even those who were not engaged in deposit banking.  Although audits might be necessary to stop bankruptcies, nearly all notaries would oppose them.

When a notarial étude changed hands, there was clearly one purchaser who had an obvious advantage as far as all of these intangible assets were concerned.  That was the old notary's senior clerk.  He already had access to much of the étude's intangible capital, and if it was difficult to transmit this capital (difficult to enforce the appropriate contracts, for example), then we would expect senior clerks to buy the études where they had worked.  We would also expect frequent sales to family members, for they  had the same advantage.

Both types of sales were common.  In 224 instances in which an étude changed hands, 23 percent involved a sale to the old notary's  senior clerk, and 13 percent a sale to a family member (Table 5).  True, 63 percent of the études passed to someone else, but that may have simply reflected the difficulties that senior clerks had in financing their purchases. 

[Table 5 about here]

If it was difficult to transmit a notary's intangible assets, then our regressions for the price of an étude might be misspecified.  If so, then an étude would fetch a significantly higher price when it was sold to a relative of the notary or to his senior clerk.  But a regression indicates that the problems was not so severe, for the senior clerks or the relatives of the notary did not pay more than other buyers (Table 3, regression 3).

Apparently, the notaries had devised a way to pass along their intangible assets.  One common way to do so was to have the outgoing notary personally finance the sale.  In the 1850s, for example, notary Delagrevol sold his étude for 365,000 francs and financed 165,000 francs of the sales price in a note payable over the next six years.  Having lent the buyer the money needed to purchase the étude, Delagrevol had every reason to see that the buyer prospered, for otherwise he might default on the loan.  The outgoing notaries thus had an incentive to give the buyer access to all of the étude's intangible assets.  They taught him about the clientele, and if the buyer was their senior clerk, the education no doubt began well before the étude changed hands.

The sale of études was affected by the notarial corporation's efforts to screen prospective purchasers more carefully.  As we know, the corporation began to investigate prospective buyers more stringently in the 1840s.  It did so in order to reduce the number of bankruptcies, which threatened to bring on feared government intervention.  What the corporation apparently did was to rule out many sales to the outgoing notary's senior clerk or to his relatives. This screening did not placate the government, however, and the notarial corporation had to begin the sort of auditing of notaries that it had long opposed.  But once auditing was in place--in the 1860s--sales to the outgoing notary's senior clerk or to his relatives shot back up again (Table 5).

Although the notarial corporation blamed bankruptcies on wayward colleagues, the real cause lay elsewhere, with the intense demand, at least among certain clients, for deposit banking.  It was this demand among a fraction of the clients that drove notaries to engage in deposit banking and thereby run the risk of failure, just as our model assumes.  And because the clients who sought deposit banking were drawn to the same risky études, the bankruptcies tended to reoccur in the same notarial businesses.

Our assumption that different clienteles explained the bankruptcies is born out by qualitative evidence and by the repetition of bankruptcies in the same études.  But if clienteles explain the bankruptcies, then we have to explain how a notary managed to transmit a number of intangible assets when he sold his étude: the clients' good will, information about what sort of financial intermediation they preferred, and the skills and human capital needed to meet their demands. Notaries managed to pass on these assets, in part because the outgoing notary had typically financed the sale and thus had an interest in seeing that his successor prospered.  Evidence from the sales prices suggests that this mechanism for transmitting intangible assets functioned well, for relatives and senior clercs of outgoing notaries who had easy access to the intangible assets did not pay more for études than other buyers.  The mechanism continued to function well even after the notarial corporation began to screen prospective buyers of études, in an effort to cut bankruptcies.

Conclusion: Government Intervention, the End of  Bankruptcies, and the Evolution of Financial Intermediation in Paris

Ultimately, the notarial corporation proved unable to stop the bankruptcies on its own. Despite repeated admonition by the Ministry of Justice, the corporation did little to control wayward members. It did screen prospective notaries, but the screening meant treating each bankruptcy as an individual crisis, rather than as a symptom of a deeper problem.  It only took more effective steps, such as auditing notaries' dealings, when the government exerted pressure.  At bottom, the corporation wanted to protect the notaries from government intervention.  That is why the corporation's assemblies were practically silent about the problem of banking even though the government was deeply concerned. And that is also why it took government intervention to bring the bankruptcies to a halt.
Why was the government so concerned?  In part, it was because the notaries were semi-public officials.  In part too it was because they played a sensitive fiduciary role (as stewards of estates, for example) that could easily be compromised by bankruptcy.  And then there was the scandal provoked by certain great bankruptcies, such as Lehon's in 1841. Two years after his crash, the government made deposit banking by notaries a crime.  Although the ban did not stop the bankruptcies completely, it did spell the end of deposit banking.

Thereafter, the notaries of Paris slowly reverted to the older practice of brokerage--of arranging loans rather than serving as bankers.  To secure additional funds many formed loose alliances with bankers but they generally prefered to match borrowers and lenders. And after 1852, they progressively lost even that role, as more and more clients turned to the new mortgage bank, the Crédit Foncier de France.  They were left with the task--an important one, to be sure--of arranging real estate transactions and providing the rich with estate planning and financial advice.  But they left financial intermediation to others.

Why then did it take so long for the state to intervene?  In part it was the scarcity of long term mortgage credit after the French Revolution.  Because the notaries were one of the rare sources of funds for long term loans, the government hesitated to intervene.  Bankers could hardly replace the notaries, for they had an even higher rate of failure, particularly when they tried to delve into the world of mortgage credit.
 Yet eventually, bankers managed to overcome the high rates of bankruptcy and they began to thrive.  The number of bankers in Paris grew more than six-fold in Paris between 1815 and 1850, and the assets these banks held their assets probably climbed even faster.   With the banks finally thriving, it was even easier for the government to intervene. 

The government did not act out of hostility to all forms of risk taking in the financial sector. Rather it made an important distinction between those organizations which it regulated (the Bank of France, the savings banks, or notaries) and those which functioned with little government oversight, such as commercial and investment banks.  Although the state would tolerate high rates of bankruptcy in the second group (recall that bankers failed at nearly ten times the rate notaries did), it was much more conservative when it came to the notaries and the other organizations it supervised.

Both notaries and bankers had to contend a terrible maturity mismatch, a mismatch brought on by the history of the French Revolution.  To resolve the mismatch, notaries (and bankers too) were tempted to fund long term loans with deposits and other short term liabilities, a risky practice that caused many to fail.  The failures, we argued in our model, were not the result of differences between the notaries themselves.  Rather, they resulted from differences between clients.  Some clients wanted notaries to take money on deposit and engage in banking.  Others wanted notaries to steer clear of this sort of risky deposit banking and stick to their traditional safe role as financial brokers.  If a notary had enough of the clients who wanted deposit banking, he would give it to them, even if it carried a risk of failure.

The movement of clients from étude to étude explains why some notaries were drawn into deposit banking and why bankruptcies struck the same notarial businesses repeatedly.  It also fits the evidence from taxes and the sales price of notarial études--in particular, the fact that études lost value after bankruptcies.  Along with our model, the difference in clienteles sheds light on bankruptcies of individual notaries and on the problem all notaries had in passing along their human capital and the intangible assets of their études to their successors.  And finally, our model of heterogeneous clients makes it clear why the bankruptcies lasted so long and why only the government could bring them to a halt.

Appendix 1:  Parisian Notaries Who Went Bankrupt, 1817-69

	Etude
	Surname of Notary
	First Name of Notary
	Entered Notarial Business
	Left Notarial Business
	Problem

	4
	BARBIER
	Aristide
	1826
	1831
	Failed

	6
	GUERINET
	Jean-Baptiste
	1822
	1831
	Failed

	21
	DEHERAIN
	Théophile
	1813
	1827
	Revoked

	22
	NOEL  
	Alphonse
	1831
	1839
	Failed

	30
	LOUVANCOURT
	Justin
	1832
	1843
	Revoked

	39
	LEBAUDY
	
	1836
	1847
	Failed

	41
	MARECHAL
	Charles
	1834
	1847
	Revoked

	45
	HAILIG
	Louis-Claude
	1826
	1848
	Failed

	47
	BACQ
	Louis-Jacques
	1805
	1819
	Failed

	47
	DORIVAL
	Alfred-Louis
	1844
	1848
	Failed

	48
	CAHOUET
	
	1825
	1848
	Failed

	52
	DUBOIS
	François
	1821
	1831
	Revoked

	52
	BERTIN
	Jules-François
	1831
	1837
	Failed

	53
	LINARD
	Denis
	1837
	1841
	Revoked

	53
	FERRAND
	Jean
	1841
	1849
	Failed

	55
	CHEVRIER
	Antoine-Marie
	1808
	1825
	Revoked

	62
	THIBERT
	Antoine-Denis
	1811
	1814
	Failed

	62
	BEAUDENOM DE LA MAZE
	Jacques
	1814
	1836
	Revoked

	62
	PETINEAU
	Adolphe
	1836
	1852
	Failed

	77
	ROUSSEAU
	Eugène-Pierre
	1827
	1842
	Revoked

	79
	COLIN DE SAINT-MENGE
	Marc-Louis
	1820
	1831
	Failed

	81
	ANDRY
	Pierre-André
	1830
	1849
	Failed

	82
	LEHON
	Jacques-François
	1826
	1841
	Failed

	83
	FORQUERAY
	Jean-Baptiste
	1819
	1831
	Failed

	94
	BOURSIER
	Guy
	1810
	1828
	Failed

	95
	GOUDECHAUX
	Léon
	1841
	1857
	Failed

	101
	BAUCHAU
	Joseph-Marie
	1817
	1825
	Failed

	107
	LEMAIRE
	Alphonse-Jean
	1827
	1831
	Failed

	107
	CADET DE CHAMBINE
	Stanislas-Edmond
	1835
	1839
	Failed

	111
	MARCQ
	Pierre-Eugène
	1860
	1870
	Failed

	113
	LAMBERT
	Dominique
	1826
	1831
	Failed

	116
	BERTINOT
	Antoine-Jacques
	1818
	1841
	Failed

	116
	GOSSART
	Louis-Céleste
	1841
	1861
	Revoked

	119
	DELAMOTTE
	Alexandre-Marie
	1826
	1844
	Failed

	119
	DAUTRIVE
	Albert-Aimé
	1844
	1849
	Failed


Source: Archives de la Chambre des Notaires de Paris (henceforth ACNP), Archives Nationales (henceforth AN) BB10.
Note:  The table includes both notaries who actually went bankrupt (denoted by "failed" in the problem column) and those who were expelled from the notarial corporation for deposit banking (with the "revoked" in the problem column).  The revoked notaries were often teetering on the edge of bankruptcy.  The notaries in grey were those in études that had experienced more than one failure or revocation.

Appendix 2: Equilibrium Proof

PART A: Nash Equilibrium. 

It is easy to check that each client’s strategy is the best response to the strategies of the notaries and the other clients. Notaries with homogeneous clienteles have dominant strategies. To check on the Nash equilibrium, we must look examine notaries with heterogeneous clienteles. To simplify matters, we suppose that at least one notary has already failed—a historically reasonable assumption in Paris; doing away with this assumption simply requires more complicated notation.  At time t, the only notaries with heterogeneous clienteles are those who have offered extensive intermediation at time t-1 but whose businesses have never gone bankrupt, either at time t-1 or before. 

Consider such a notary and let tL be his profit from offering only brokerage in period t:

tL = Ltf+dV(L t+1,0)

where V(L,E) is the continuation value of the game given that the notary expects to have L clients of type L and E clients of type E. Similarly, let tE be his profit from offering extensive services in period t: 

tE = (Lt+E)f+Er +(1-q)d V(Lt+1,E)

Note that we can neglect time subscripts for the number of E clients because of the assumption that at least one notary has already failed.  E clients who are denied extensive services will move to the successors of the failed notaries, and as a result, our notary will acquire no additional E clients as long as he does not go bankrupt.

It is clear that tL - tE  is a function of Lt and E and the exogenous parameters q, d, f, and r.  The sign of tL - tE  will determine whether our notary will choose to offer brokerage only (when tL - tE  ( 0) or extensive services (when tL - tE < 0).  Our claim is that  tL - tE an increasing function of Lt  and a decreasing function of E; tL - tE will then be the period specific function of the proposition in the text.

To prove that tL - tE is an increasing function of Lt  and a decreasing function of E, we proceed by backward induction on t. We first check that the statement is true at the terminal period T, when TL- TE= -E(f+r), which is obviously decreasing in E and increasing in Lt. Note that since  -E(f+r) < 0, we have also established that our notary will always offer extensive services in the final period.

Now consider time t and assume that t+1L -t+1E is decreasing in E and increasing in Lt+1.  We must establish that tL - tE is itself a decreasing function of E and an increasing function of Lt.

Let us first consider the case in which our notary offers only limited intermediation at t.   Because all of his E clients will leave,  tL= Ltf+dV(L t+1,0) and V(L t+1,0)= t+1L.  As a result, tL= Ltf+dt+1L =djLt+jf, where the sum is taken over all j from 0 to T-t. Now  Lt+j=Lt+j-1+ L’t+j, where L’t+j  is the number of  additional type L clients who arrive in our notary’s étude at time t+j after having left notaries who have gone bankrupt in the previous period. Because L’t+jis independent of Lt+j-1 and of our notary’s actions, djLt+jf is increasing in Lt ; it is also obviously a decreasing function of E.

Consider now a notary who offers extensive intermediation at time t. He retains all his clients as long as he does not go bankrupt, where the probability of bankruptcy is q.  For him,

tE= (Lt+E)f+Er +(1-q)d V(Lt+1,E).

The continuation value of the game at t+1will depend on whether the notary then chooses extensive or limited intermediation at t+1

V(Lt+1,E) = Max{t+1L, t+1E}.

Hence tE takes on one of two possible values:
(a) tE=(Lt+E)f+Er +(1-q)dt+1L if he offers limited intermediation at t+1, or

(b)  tE=(Lt+E)f+Er +(1-q)dt+1E if he offers extensive intermediation at t+1.
We consider each of the two cases a) and b) in turn, starting with a).  In that case,       

tL-tE =  -E(f+r)+dqt+1L = -E(f+r) + qddjLt+jf,

where the sum is taken over all j from 0 to T-t.  The first term is decreasing in E and independent of Lt.  As for the terms in the sum, once again Lt+j=Lt+j-1+ L’t+j, where L’t+j  is the number of  additional type L clients who arrive in our notary’s étude at time t+j. Because L’t+jis independent of Lt+j-1 and of our notary’s actions, the sum is independent of E and increasing in Lt.  As a result, tL-tE is increasing in L and decreasing in E. 

Now consider the second case:  tE=(Lt+E)f+Er +(1-q)dt+1E.  Then

tL-tE =  Ltf + dt+1L-(Lt + E)f-Er - (1- q)dt+1E

=  -E(f+r)+dqt+1L+(1-q)d(t+1L -t+1E)

= -E(f + r) + dqdjLt+jf  +  (1-q)d(t+1L -t+1E), 

where the sum is taken over all j from 0 to T-t.  The term -E(f+r) is independent of Lt and decreasing in E, and the second term (the sum) is independent of E and increasing in Lt.Finally by the recursive assumption t+1L -t+1E is increasing in Lt+1 and decreasing in E. Because Lt+1=Lt+L’ t+1, t+1L -t+1E must be increasing in Lt and decreasing in E.   As a result, in this instance too, tL-tE  is increasing in Lt and decreasing in E.

PART B: Subgame perfection:

We need to check what happens if a client fails to move and also what happens if a notary switches strategies. Begin with the client.  As long clienteles are large, his deviation will not affect a notary’s payoff.  Hence, the notary will not have reason to change his strategy; nor will other clients.   Next consider a notary who switches strategies.  If he succeeds a notary who has failed, then his deviation will involve refusing to offer anything more than brokerage after the étude’s L clients have left.  But then his E clients will abandon the étude too, leaving the notaries with only migrant E clients.  He will therefore want to offer intermediation again, implying that the equilibrium will be undisturbed. The same argument applies if he denies service to the migrants. Now consider a notary who switches to offering intermediation after his E clients have left.  Because none of his clients will want the extra service, the equilibrium will remain the same.

Further, the equilibrium is robust to two types of coalitional deviations. First, if L clients do not leave after a bankruptcy, the new notary will still offer intermediation because he will attract even more E clients. Similarly, ef E clients do not leave a notary who offers only brokerage, he will still want to offer only limited services because he will have even more L clients joining his étude.

However because this is a coordination game and notaries are homogeneous, the equilibrium is not robust to other kinds of coalitional deviations. For instance, if brokerage and intermediation clients jointly reverse their strategies, then a completely different equilibrium will arise.

Table 1: Bankers and Notaries in Paris 1815-59 and Their Turnover

	Numbers
	1815
	1820
	1825
	1830
	1835
	1840
	1845
	1850
	1855

	Notaries
	114
	114
	114
	114
	114
	114
	114
	114
	114

	Bankers
	64
	71
	72
	129
	122
	213
	285
	246
	227

	
	
	
	
	
	
	
	
	
	

	Bankruptcies
	1815-19
	1820-24
	1825-29
	1830-34
	1835-39
	1840-44
	1845-49
	1850-54
	1855-59

	Notaries
	1
	0
	4
	7
	3
	3
	7
	1
	26

	Bankers
	7
	11
	18
	23
	13
	23
	23
	25
	143

	Failure rate
	
	
	
	
	
	
	
	
	

	Notaries (percent)
	1
	0
	4
	6
	3
	3
	6
	1
	2.9

	Bankers (percent)
	11
	15
	25
	18
	11
	11
	8
	10
	13.6

	Entry
	
	
	
	
	
	
	
	
	

	Notaries
	30
	33
	40
	32
	31
	28
	26
	20
	

	Bankers
	54
	86
	65
	54
	131
	72
	62
	117
	

	Source: Archives de la Chambre des Notaires de Paris (henceforth ACNP), Archives Nationales (henceforth AN) BB10; Archives départementales de la Seine (henceforth AD Seine) D10/U3, Registers 1-30.

Note: There is no data for bankers for 1815,16, 1820, 1834, 1835 1840


Table 2: Sales of Notarial Etudes: Descriptive Statistics 1817-1869

	
	Not Failed
	Failed

	
	Mean
	N
	Std
	Median
	Mean
	N
	Std
	Median

	Price
	403,750
	248
	113193
	400,000
	282,923
	27
	62,399
	280,000

	Tenure
	17.99
	246
	10
	17
	11.42
	27
	6.28
	11

	Date 
	1840
	248
	15.44
	1839
	1839
	27
	12.35
	1839

	Inside buyer
	0.42
	186
	
	
	0.055
	18
	
	

	Revenue
	54,938
	123
	22,685
	52295
	45317
	20
	19,045
	42,762

	Yield on Government bonds
	4.33
	123
	0.61
	4.27
	4.81
	20
	0.99
	4.72

	Price gain during tenure
	74,548
	125 
	107,688 
	80,000   
	-70318
	22
	107,688
	-77,500

	Annual Rate of capital gains (%)
	1.56
	125
	2.96
	1.25
	-2.88
	22
	5.66
	-2.12


Source: ACNP, dossiers de notaires and AN BB10.

Note: Revenue is reported for each of the five years prior to the sale of the étude.  We have the information for 123 non-failed notaries, or 615 observations. For failed notaries, we have 20 notaries and 100 observations. 

Table 3: Regression of the Etude Prices on Tenure, Bankruptcy, and a Time Trend (1817-69)

	
	Dependent Variable: Price of étude

	
	(1)
	(2)
	(3)

	Constant
	221,655
	231,346
	258,529

	
	(14,676)
	(14,265)
	(18,525)

	Date
	4,526
	4,457
	4,214

	
	(337)
	(325)
	(410)

	Revoked
	32,306
	35,857
	25,883

	
	(32,514)
	(31,296)
	(34,160)

	Failed
	-118,068
	-85,195
	-95,540

	
	(17,489)
	(18,167)
	(22,637)

	Political Crisis
	
	-73,934
	-64,504

	
	
	(15,390)
	(17,467)

	Tenure
	
	
	-622

	
	
	
	(647)

	Inside buyer 
	
	
	-12,981

	
	
	
	(12,242)

	R Square
	0.45
	0.50
	0.46

	Adjusted R Square
	0.45
	0.49
	0.44

	Standard Error
	84,816
	81,615
	82,107

	Mean value of the dependent variable (francs)
	393,828
	
	398,088

	Observations
	280
	280
	203


Source: ACNP, dossiers de notaires and AN BB10. 

Note: Standard errors in parentheses. Political crisis is a dummy variable that takes on a 1 in 1830-31 and 1848-51. Inside buyer is a dummy variable that takes on a 1 when the buyer was either a relative of the seller or his senior clerk. Tenure is the number of year that the seller had been in the position. Revoked is a dummy variable that takes on a 1 if the seller was forced by the corporation to resign. Failed is a dummy variable that takes on a 1 if the seller had failed. Date is the number of year from 1800. The price of the études is in francs.

Table 4: Regressions of Etude Prices on Net Revenue and Interest rates (1820-69)

	Regression Number
	1
	2
	3
	4
	5

	Dependent variable
	Price
	Ln(Price)
	Ln(Price)
	Price
	Price

	Constant
	297,373

(16,811)
	10.45

(0.37)
	9.98

(0.36)
	208,364

(26,068)
	263,865

(16,898)

	Ln Net Revenue (R) 
	
	0.32

(0.03)
	0.28

(0.03)
	
	

	Ln Interest rate     (r)
	
	-0.68

(0.10)
	-0.59

(0.17)
	
	

	Revenue  (R)
	2.74

(0.28)
	
	
	
	

	Revenue/

Interest rate (R/r)
	
	
	
	0.11

(0.01)
	0.14

(0.01)

	Bankruptcy
	-87,268

(18,312)
	-0.25

(0.04)
	-0.27

(-0.05)
	-47388

(16,450)
	-59,937

(45,701)

	Bankruptcy*R/r
	
	
	
	
	-0.04

(0.04)

	Time (year-1800)
	
	
	0.23

0.05
	2,097

(523)
	

	Tenure 
	
	
	-0.01

0.02
	-196

(791)
	

	Inside Buyer
	
	
	-0.01

0.03
	-776

(14,654)
	

	Political Crises
	-74,382

(16,156)
	
	-0.06

0.06
	-53,005

(18,396)
	

	R Square
	0.57
	0.61
	0.68
	0.63
	0.59

	Adjusted R Square
	0.56
	0.60
	0.67
	0.61
	0.58

	Standard Error
	73,297
	0.17
	0.16
	69,293
	71,661

	Mean of dependent variable (francs)
	416,601
	12.93
	12.95
	424,250
	

	Observations
	143
	143
	123
	123
	143


Source: ACNP, dossiers de notaires and AN BB10.
Note: Standard errors in parentheses. Political crises is a dummy variable that takes on a 1 in 1830-31 and 1848-51. Inside buyer is a dummy variable that takes on a 1 when the buyer was either a relative of the seller or his senior clerk. Tenure is the number of year that the seller had been in the position. Bankruptcy is a dummy variable that takes on a 1 if the seller had failed. Date is the number of year from 1800. The interest rate (r) is the yield on government bonds. Revenue the average revenue for selling notaries. For those notaries that did not report revenues figures we used estimates based taxes paid to the government.  All monetary amounts are in francs.

Table 5: Notaries' Successors, 1810-69

	
	Number of Successors for All Sales of Etudes

	Type of Successor
	Insider


	Outsider
	Total
	Fraction of Outsiders

	Decade 
	Family
	Senior clerk
	
	
	

	1810
	4
	3
	4
	11
	0.36

	1820
	7
	22
	42
	71
	0.59

	1830
	5
	7
	21
	33
	0.63

	1840
	2
	10
	31
	43
	0.72

	1850
	6
	5
	29
	40
	0.73

	1860
	6
	8
	18
	32
	0.56

	
	Successors of Notaries Who Did Not Fail 

	1810
	4
	3
	3
	10
	0.30

	1820
	7
	22
	40
	69
	0.58

	1830
	5
	6
	13
	24
	0.54

	1840
	2
	9
	23
	34
	0.68

	1850
	6
	4
	28
	38
	0.74

	1860
	6
	8
	17
	31
	0.55

	
	Totals, 1810-69

	Outgoing Notaries Who Did Not Fail
	30
	52
	124
	206
	0.60

	Outgoing Notaries Who Failed
	0
	3
	19
	22
	0.87

	All Sales of Etudes
	30
	55
	143
	228
	0.62


Source: ACNP, dossiers de notaires and AN BB10.
Note:  Insiders include both the outgoing notary's senior clerk and his relatives.
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