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he theory of money, bank credit, and financial markets

constitutes the most important theoretical challenge for

economic science on the threshold of the twenty-first cen-
tury. In fact, it is no exaggeration to say that, now that the
“theoretical gap” represented by the analysis of socialism has been
covered, perhaps the least known and, moreover, most significant
field is the monetary one. As Friedrich A. Hayek has rightly
stated,’ methodological errors, lack of theoretical knowledge and,
as a result thereof, systematic coercion originating from the gov-
ernment prevail throughout this area. The fact is that social
relations in which money is involved are by far the most abstract
and difficult to understand, meaning that the social knowledge
generated and implied thereby is the broadest, most complex and
hardest to define. This explains why the systematic coercion
practiced by governments and central banks in this field is by far
the most damaging and prejudicial. Moreover, this intellectual lag
in monetary and banking theory has had serious effects on the

Jests Huerta de Soto is professor of economics and politics at Universidad
Complutense de Madrid, Spain. He dedicates this article to James M. Buchanan,
in gratitude for his having publicly defended and supported the author when he
put forward the most important ideas contained herein at the last regional meeting
of the Mont Pélerin Society, which took place in Rio de Janeiro, September 1993.
The author would also especially like to give his thanks to the late Professor
Murray N. Rothbard who took great trouble to make the exposition more readable,
as well as to two anonymous referees, for their detailed and constructive remarks.

IF. A. Hayek, The Fatal Conceit: The Errors of Socialism (Chicago: University
of Chicago Press, 1989), pp. 1024.
The Review of Austrian Economics Vol.8, No. 2 (1995): 25-38
ISSN 0889-3047

25



26 The Review of Austrian Economics Vol. 8, No. 2

evolution of the world economy. At present, in spite of all the
sacrifices made to reorganize the western economies after the
crisis of the 1970s, the same errors of lack of financial and mone-
tary control have unfailingly been committed, inexorably leading
to the appearance of a new worldwide economic recession of
considerable magnitude.

The fact that the recent monetary and financial abuses
mainly originated in the second part of the decade of the 1980s
in the policies applied by the supposedly conservative-libertarian
administrations of the United States and United Kingdom,
dramatizes even more the importance of making theoretical ad-
vances in order to avoid, even in the libertarian field, political
leaders such as Ronald Reagan and Margaret Thatcher commit-
ting the same errors. It is important to make such leaders capable
of clearly identifying the only monetary and banking system truly
compatible with a free society. In short, it is necessary to develop
an entire research program aimed at conceiving what the mone-
tary and banking system of a non-interventionist society should
be—a system which it is evident that many libertarians do not
see at all clearly.

In the present article, we propose a new approach to the
analysis of the problems of monetary and banking theory. We aim
to provoke a renewal of the intellectual debate over some aspects
of the doctrinal controversy between the advocates of free bank-
ing and those who defend central banking, particularly why the
institution of central banking may not be a spontaneous and
evolutionary result arising from the market. We also hope to
throw some light on many specific problems of economic policy of
great current importance, in particular the future evolution of the
European monetary system. '

The Debate Between the Theorists of Free Banking
and Central Banking

Beginning with the doctrinal controversy between the supporters
of central banking and those who favor free banking, it is first
necessary to state that our analysis does not entirely coincide
with the nineteenth century controversy between the theorists of
the banking and currency schools. In fact, many of those who
defended free banking based their reasons on the fallacious and
defective inflationist arguments of the banking school, while the
majority of the currency school theorists aimed to attain their
objectives of financial solvency and economic stability by the
creation of a central bank to put a stop to monetary abuses.
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From the beginning, however, some reputable currency school
theorists considered it impossible and utopian to think that a
central bank would not make the problems even worse. They were
aware that the best way of putting a stop to the creation of
fiduciary media, and to achieve monetary stability was through
a free banking system subject, like all other economic agents, to
the traditional principles of civil and mercantile law. In addi-
tion, paradoxically, the majority of those who defended the
tenets of the banking school were, in the end, pleased to accept
the establishment of a central bank that, as last resort lender,
guaranteed and perpetuated the expansionist privileges of pri-
vate banking. The privileged bankers tried, in this way, to evade
their commitments and devote themselves to the lucrative “busi-
ness” of creating fiduciary money through the expansion of credit,
without having to worry excessively about liquidity problems,
thanks to the support implied by the establishment of a central
bank. '

Itisimportant to emphasize the fact that most of the currency
school theorists, even though the heart of their theoretical con-
tributions was correct, were incapable of appreciating that the
same defects they rightly attributed to the freedom of the banks
to issue fiduciary money in the form of notes, were fully and
identically reproduced, though in a more hidden, and therefore,
dangerous way, in the “business” of expansively granting credits
against the banks’ demand deposits. And, moreover, these theo-
rists erred in proposing, as a more appropriate policy, the estab-
lishment of legislation which would merely put an end to the
freedom to issue notes without backing and create a central bank
to defend the most solvent monetary principles.

Only Ludwig von Mises, following the tradition of Cernuschi,
Hiibner and Michaelis, was capable of realizing that the currency
school theorists’ recommendation for a central bank was errone-
ous and that the best and only way of achieving the credible
monetary principles of the school was through a free banking
system subject, without any privileges, to private law. This fail-
ure on the part of the majority of the currency school theorists
was fatal. It not only led to the fact that Peel’s Act of 1844, in spite
of its good intentions and its elimination of the free issue of bank
notes, did not eliminate the creation of fiduciary credit. Instead,
Peel’s Act in effect led to the creation of a central banking system
which, subsequently and above all due to the influence of banking
school theorists like Marshall and Keynes, was used to justify and
promote policies containing a lack of monetary control and financial
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abuses much worse than those it was originally intended to
remedy.

The Evolution of the Banking System
and the Central Bank

The central bank is not a natural product of the development of
the banking system.? On the contrary, it is coercively imposed
from outside the market as a result of governmental action. Such
action, as a consequence of a series of historical accidents, gave
rise to a monetary and financial system very different from that
which would have emerged spontaneously under a free banking
system subject, without privileges, to private law and not coerced
by government through the central bank. It is impossible to know
what knowledge and institutions the banking entrepreneurs
would have created freely if they had been subject to the general
principles of law and not to any kind of state coercion.? Yet we
may imagine a generalized system of investment funds in which
current “deposits” would be invested, and endowed with great
liquidity, but without a guarantee of receiving the face value
(which would be subject to evolution of the market value of the
corresponding units); a network of entities providing payment
and accounting services, etc., operating in free competition and
charging fees for their services; and, separately, without any
connection with credit, a series of private institutions devoted to
the extraction, design and offer of different types of private money
(also charging a small margin for their services).*

In fact, the current central banking system is merely the
logical and inevitable result of the gradual and surreptitious
introduction by private bankers, historically in complicity with the
governments, of a banking system based on a fractional reserve. And
it is here essential not to fall into the same intellectual trap as

Nera C. Smith, The Rationale of Central Banking and the Free Banking
Alternatwe (Indlanapohs Ind.: Liberty Press, 1990), chap. 12, p. 169.

3Israel M. Kirzner, Discovery and the Capitalist Process (Chicago: Unlversu:y
of Chlcago 1985), p. 168.

‘F A Hayek, Denationalization of Money: The Argument Refined, 2nd ed.
(London: Institute of Economic Affairs, 1978), pp. 119-20. Hayek concludes, ‘I
expect that it will soon be discovered that the business of creating money does not
go along well with the control of large investment portfohos or even control of large
parts of industry.” I am afraid, however, that Hayek gives insufficient recognition
of the fact—central to Mlses s theory of money—that free market money must
be a commodity money; and that competing kinds of money are dysfunctional of
the very purpose of a medium of exchange, as the free market always generates
a tendency of the convergence toward one, umversally employed commodity
money.
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the majority of the theorists who have defended the free banking
system. With the honorable exception of Mises and very few
others,’ they do not realize that the only way to achieve a truly
free banking system is to reestablish the legal principle according
to which it is necessary to keep a reserve of 100 percent of the
sums of money received as demand deposits.

In the final analysis, the question is the application in the
monetary and banking field of Hayek’s seminal idea according to
which, whenever a traditional rule of conduct is violated, either
through institutional coercion on the part of the government or
by the latter’s granting special privileges to certain persons or
entities, damaging and undesired consequences will, sooner or
later, appear, seriously prejudicing the spontaneous social proc-
ess of cooperation.

The traditional rule of conduct violated in the case of the
banking business is the principle of law according to which, in the
contract for the deposit of fungible money (also called irregular
deposit), the traditional obligation of custody, which is the essen-
tial element of all non-fungible deposits, requires that, at all
times, a reserve of one hundred percent of the amount of fungible
money received in deposit be maintained. This means that all acts
which make use of that money, specifically the granting of credits
against it, are a violation of that principle and, in short, an
illegitimate act of undue appropriation.

In the continental European juridical tradition, there is a
long-established principle that dates back to the old Roman Law
according to which custody, in irregular deposits, consists pre-
cisely of the obligation to always have an amount equal to that
received at the depositor’s disposal. The custodian of a deposit
must “have always available a quantity and quality equal to that
received of certain things,” regardless of whether they are con-
tinually renewed or substituted. This requirement is the equiva-
lent, for fungible goods like money, of the continued existence of
the item in individuo for infungible goods.® This general legal

5Before Mises, the most distinguished author who deferided the one hundred
percent reserve requirement was David Hume in his essay “Of Money” (1752),
where he states that “no bank could be more advantageous, than such a one as
locked up all the money it received, and never augmented the circulating coin, as
is usual, by returning part of its treasure into commerce.” David Hume, Essays:
Moral Political and Literary (Indianapolis, Ind.: LibertyClassics, 1985), pp. 284-85.

50n juridical considerations of the traditional legal principle in question, see
not only all Title 3, Book 16 of the Digest, especially sections 7 and 8 on the
bankcuptcy of bankers (E! Digesto de Justiniano 1 [1968]: 606-17, esp. 112,
[Spanish edition published by Aranzadi, Pamplona], but also the fine argument by
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principle which requires one hundred percent reserve banking
has been upheld, even in this century, by French and Spanish
jurisprudence.

A ruling of the Court of Paris of June 12, 1927 condemned a
banker for the offense of undue appropriation because he had
used, in accordance with common banking practice, the funds
which he had received in deposit from his clients. Another deci-
sion of the same Court dated January 4, 1934 made the same
ruling, and even more curious was the ruling of the Court of First
Level which heard the case of the bankruptcy of the Bank of
Barcelona, according to which the depositor’s power to draw
checks implies for the depositee the obligation to always have
funds at the disposal of the current account holder, making it
unacceptable that a bank consider the funds deposited in a
current account in cash as belonging exclusively to itself.” We
should add that the “undue appropriation” arises when the
undue act (lending the amount deposited) is committed, and not
when it is discovered a long time afterwards (generally by the
depositor at the counter of a bank which cannot return his money
to him). Moreover, the trite argument that the “law of large
numbers” allows the banks to act safely with a fractional reserve
cannot be accepted, since the degree of probability of an untypical
withdrawal of deposits is not, in view of its own nature, an
insurable risk.

The Austrian theory of economic cycles has perfectly ex-
plained how the system of fractional reserve banking itself gen-
erates economic recessions endogenously and recurrently and,
hence, the need to liquidate wrongly induced investment projects,
to return bad loans and withdraw deposits on a massive scale.
And, as all insurance theorists know, the consequences of an
event (untypical withdrawal of deposits) which is not totally

the Spanish Jesuit Luis de Molina, for whom the banker with a fractional reserve
“sins by endangering his own capacity to meet his debts, even if in the long run he
suffers no legal difficulties because his speculations with the clients’ funds turned
out well (quoted from De Iustitia et Iure, Maguntiae [1614], in Alejandro Chafuen,
Christians for Freedom: Late Scholastic Economics [San Francisco: Ignatius Press,
1986], p. 146 n. 1-7). See also the refined conclusions of Pasquale Coppa-Zuccari
included in his definitive work Il Deposito Irregolare (Modena 1901), quoted by,
among others, Joaquin Garrigues in his Contratos Bancarios, 2nd ed. (Madrid,
1975), p. 365. All these considerations are also applicable to so-called financial
operations with repurchase agreements at any moment and at face value (and not
at a fluctuating secondary market price), since they disguise, by fraudulently using
the law for a purpose for which it was not intended, what are really deposit
contracts.

"Ibid., pp. 367-68.
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independent of the “insurance” itself (fractional reserve) are not
technically insurable, for reasons of moral hazard.®

In the course of history, bankers were soon tempted to violate
the above-mentioned rule of conduct, using the money of their
depositors to their own benefit.? This happened shamefacedly and
secretly at first, since the bankers were still conscious of acting
incorrectly. It occurred, for example, with the Bank of Amster-
dam, when the activities of the bank were carried out, for the
reasons mentioned, according to the words of Sir James Steuart,
with the maximum secrecy.”® It should be noted that the entire
prestige of the Bank of Amsterdam was based on the belief that
it held a reserve of one hundred percent, a principle which, only
fifteen years previously, David Hume believed to be in force." And
in 1776, Adam Smith mentioned that, at that time, the Bank of
Amsterdam continued to say that it held a cash ratio of one
hundred percent.'?

Only later did the bankers achieve the open and legal viola-
tion of the traditional legal principle, when they were fortunate
enough to obtain from the government the privilege of using part
of the money of their depositors to their own benefit (generally in
the form of credits, often granted initially to the government
itself). In this way the relationship of complicity and the coalition
of interests which now traditionally exists between governments
and banks commenced, explaining perfectly the relationship of
intimate “comprehension” and “cooperation” which exist between
both types of institutions and which, nowadays, may be observed,
with slight differences of nuance, in all western countries at all

8With regard to the class probability (objective), which is insurable, and the single
event probability, influenced and determined by human action (not insurable), see
Ludwig von Mises, Human Action: A Treatise on Economics, 3rd rev. ed. (Chicago:
Henry Regnery, 1966), pp. 106—15; and also Jests Huerta de Soto, Socialismo, Cdlculo
Econémico y Funcion Empresarial (Madrid: Unién Editorial, 1992), pp. 46-48.

9The temptation was enormous and almost irresistible, given how lucrative it
was. We must remember that, in the final analysis, the system of fractional reserve
banking consists of creating loans from nothing and requiring that the borrowers
return them in real money and with interest, too!.

10g;y James Steuart, An Inquiry into the Principles of Political Economy: Being
an Essay on the Science of Domestic Policy in Free Nations (London: A. Millar and
T. Caddell in the Strand, 1767), vol. 2, p. 301.

'David Hume, “On Money,” p. 284.

12%The Bank of Amsterdam professes to lend out no part of what is deposited
with it, but for every gilder which it gives credit in its books, to keep in its
repositories the value of a gilder, either in money or bullion” (Adam. Smith, The
Wealth of Nations [London: W. Strahan and T. Caddell in the Strand, 1776], vol.
2, bk. 4, chap. 3, p. 72).
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levels. Furthermore, the bankers soon realized that the violation
of the traditional legal principle mentioned above gave rise to
financial activity which was highly lucrative for them, but which
always required the existence of a last resort lender, or central
bank, to provide the necessary liquidity at the difficult moments
which, as experience demonstrated, always recurred.’

The Fractional Reserve Banking System:
The Central Bank and the Theory of Economic Cycles

The inauspicious social consequences of this privilege granted to
the bankers (but not to any other individual or entity) were not
completely understood until the development, by Mises and
Hayek, of the Austrian theory of economic cycles.'* In short, what
the Austrian School theorists have shown is that persistence in
pursuing the theoretically impossible objective—from the legal-
contractual and technical-economic viewpoints—of offering a con-
tract that simultaneously tries to combine the best features of
investment funds—especially the possibility of obtaining interest
on the “deposits™—with the traditional deposit contract—which,
by definition, must permit withdrawal of its face value at any
moment—must inexorably, sooner or later, lead to uncontrolled
expansion in the monetary supply, inflation, and the generalized
incorrect allocation of productive resources at a microeconomic
level. In the final analysis, the result will be recession, the
rectification of errors induced in the productive structure by prior
credit expansion and massive unemployment.

It is necessary to realize that the privilege granted to the
banks permitting them to carry on activity with a fractional

131t is curious to observe how the bankers used all their influence and social
power (enormous, in view of the large numbers of the public who received loans
from them or were their shareholders) to impede and discourage the depositors
from withdrawing their deposits, in the vain hope of avoiding the crisis. Thus,
State Senator Condy Raguet of Pennsylvania, concluded that the pressure was
almost irresistible and that “an independent man, who was neither a stockholder
nor a debtor, who would have ventured to compel the banks to do justice, would
have been persecuted as an enemy of society.” Letter from Raguet to Ricardo dated
April 18, 1821, published in David Ricardo, Minor Papers on the Currency Question
1805-1823, Jacob Hollander, ed. (Baltimore, Maryland: The Johns Hopkins Uni-
versity Press, 1932), pp. 199-201); quoted in Murray N. Rothbard, The Panic of
1819: Reactions and Policies (New York: Columbia University Press, 1962), pp.
10-11. : . .

14A brief explanation of the Austrian theory of economic cycles, together with
the most significant bibliography on the topic, may be found in my article “The
Austrian Theory of Economic Cycles,” originally published in Moneda y Crédito,
no.- 152 (Madrid, March 1980), and republished in volume 1 of my Lecturas de
Economia Poliitica (Madrid:Unién Editorial, 1986), pp. 241-56.
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reserve, implies an evident attack against a correct definition and
defense of the property rights of the depositors by the governmen-
tal authorities. This inevitably generates, as is always the case
when property rights are not appropriately defined, the typical
effect of “tragedy of the commons,” by virtue of which the banks
are inclined to try to get ahead and expand their corresponding
credit base before, and more than, their competitors. Therefore, a
banking system based on a fractional reserve will always tend
towards a more or less uncontrolled expansion, even if it is control-
led by a central bank which, in contrast to what has normally been
the case, is seriously concerned about controlling it and estab-
lishing limits. In this respect, Anna J. Schwartz reaches the
conclusion that many modern theorists of the free banking system
do not completely understand: that the system of interbank
clearing houses which they propose does not act as a brake on
credit expansion if all the banks decide to expand their credit
simultaneously, to a greater or lesser extent.!® This phenome-
non, which had already been set out by Ludwig von Mises in his
brilliant explanation of the free banking system,!® drove us to
seek its explanation in the typical process of the “tragedy of the
commons”: the entire expansive process originates, as we have seen,
from a privilege that contravenes property rights. Each bank inter-
nalizes all the profits obtained from expanding its credit, making
the corresponding costs fall, dilutedly, upon the entire banking
system. For this reason, it is easy to understand that a mecha-
nism of inter-bank compensation or clearing houses may put a stop
to individual, isolated expansion initiatives in a free banking system
with fractional reserves, but is useless if all the banks, to a greater
or lesser extent, are carried away by “optimism” in the granting of
credits.

The proposal to establish a banking system with a one hun-
dred percent reserve was already included in the first edition of
The Theory of Money and Credit published by Mises in 1912, in
which the author reached the conclusion that “it is obvious that
the only way of eliminating human influence on the credit system
is to suppress all further issue of fiduciary media. The basic
conception of Peel’s Act ought to be restated and more completely
implemented than it was in the England of his time by including

153ee her article “The Theory of Free Banking,” presented at the regional
meeting of the Mont Pélerin Society in Rio de Janeiro from September 1993,
especially page 5.

16Mises, Human Action, pp. 648-88.
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the issue of credit in the form of bank balances within the
legislative prohibition.”” Subsequently, Mises again dealt with
the matter even more explicitly in 1928 and especially in the
appendix on Monetary Reconstruction which he incorporated into
the English edition of The Theory of Money and Credit in 1953,
where he expressly states that “the main thing is that the
government should no longer be in a position to increase the
quantity of money in circulation and the amount of checkbook
money not fully—that is, one hundred percent—covered by
deposits paid in by the public.”*® Hayek already referred to this
proposal in 1937% and it is evident that Hayek, like Mises,
proposes the free choice of currency and banking system as a
means to achieve, in the final analysis, a banking system based
on a one-hundred-percent-cash-ratio.?' After Mises, the writer
who has, in modern times, defended the elimination of the
banking system as we know it today with the greatest determi-
nation and brilliance is, without doubt, Murray N. Rothbard.?
Also in modern times, Maurice Allais has defended the prin-
ciple of the one hundred percent reserve, although it is true that
he defends it as a means to facilitate the monetary policies of
governments, preventing their elastic and distortive expansion
through the fractional reserve banking system.? Maurice Allais,
in this respect, merely follows the now abandoned Chicago
School tradition in favor of the one-hundred-percent-cash-ratio in
order to make the monetary policies of the governments more

17Ludwig von Mises, The Theory of Money and Credit (Indianapolis, Ind.:
Liberty Press, 1980), p. 447.

18Ludwig von Mises, “Monetary Stabilization and Cyclical Policy,” in On the
Manipulation of Money and Credit (Irvington-on-Hudson, N.Y.: Free Market
Books, 1978), pp. 167-68.

19Mises, The Theory of Money and Credit, p. 481.

208 A. Hayek, Monetary Nationalism and International Stability (New York:
Augustus M. Kelley, 1971), pp. 81-84.

2lp A. Hayek, Denationalization of Money, pp. 119-20.

22360 particularly Murray N. Rothbard’s books The Case for a One Hundred
Percent Gold Dollar, 2nd ed. (Auburn, Ala.: Ludwig von Mises Institute, 1991) and
The Mystery of Banking (New York: Richardson & Synder, 1983); and his articles
“The Myth of Free Banking in Scotland,” Review of Austrian Economics 2 (1988):
22945 and “Aurophobia: or, Free Banking on What Standard?” Review of Austrian
Economics 6, no. 1(1992): 99-108.

ZMaurice Allais, “Le retour a L'Etat du privilege exclusif de la creation
monétaire” in LImpét sur le capital et la réforme monétaire (Paris: Hermann
Editeurs, 1985), pp. 200-10, and also his most recent article “Les conditions
monétaires d'une économie de marchés: des ensignements du passé aux réformes
de demain,” Revue d'économie politique, 3 (May/June 1993): 319-67.
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effective and predictable.?* Although monetary policy would be
more predictable with a one-hundred-percent-cash-ratio, all the
Chicago theorists are ingenuous if they think that the govern-
ment can and will want to carry out a stable monetary policy. This
ingenuousness is parallel and similar to that shown by the mod-
ern fractional reserve free banking theorists, when they trust
that spontaneous clearing house mechanisms can put a brake on
a simultaneous and agreed upon expansion by a majority of
banks. The only correct solution for a society free of privileges and
economic cycles is, therefore, banking which is free but subject to
the law, i.e., with a reserve ratio of one hundred percent.

The Monetary and Banking System
in a Free Society

In short, the main defect of the majority of the theorists who
defend free banking is their failure to realize that the demand for
a one hundred percent reserve requirement is theoretically in-
separable from their proposal. Specifically, they have not appre-
ciated that all the defects which advocates of the central bank see
in the free banking system lose their potential and completely
disappear if it is put into practice on the basis of traditional legal
principles. Or, to put it another way, using Mises’s words, the
issue is to subject the banks to the traditional principles of civil
and mercantile law, according to which each individual and each
enterprise must meet its obligations in strict accordance with
what is literally established in each contract.?

This error is very generalized and affects, in particular, the
interesting and broad literature which has been developed as a
result of the great echo arising from the publication of Hayek’s
book on the Denationalization of Money, together with the impor-
tant economic and financial crisis which took place at the end of
the 1970s. The most important comment I have on all this literature

24This tradition was initiated by an anonymous 26-page pamphlet on “Banking and
Currency Reform,” circulated in 1933 by Henry C. Simons, Aaron Director, Frank H.
Knight, Henry Schultz, Paul H. Douglas, A. G. Hart and others and subsequently
articulated by Henry C. Simons, “Rules versus Authorities in Monetary Policy,”
Journal of Political Economy XLIV, no. 1 (February 1936): 1-30; Albert G. Hart
“The ‘Chicago Plan’ of Banking Reform,” Review of Economic Studies 2 (1935):
104-16; and Irving Fisher 100 Percent Money (New York: Aldelphi, 1936) culmi-
nating in 1959 with the publication of Milton Friedman’s book A Program for
Monetary Stability (New York: Fordham University Press, 1960). -

25Mises, Human Action, p. 443. In short, according to Mises, it is a question of
replacing the current tangle of administrative banking legislation by clear and
simple articles in the commercial and criminal codes.



36 The Review of Austrian Economics Vol. 8, No. 2

is that, apart from a few exceptions, it uses the defense of a free
banking system to put forward whims typical of the old “banking
school,” the erroneous principles of which were demonstrated
long ago. Moreover, all this literature, which is headed by the
works of White, Selgin and Dowd,? among others, forgets that,
as we have argued, the only way of getting rid of the central bank
and its excesses is by eliminating the fractional reserve privilege
which private bankers currently exploit.

If one wishes to defend a truly stable financial and monetary
system for the next century, one which immunizes our economies
against crises and recessions as much as is humanly possible, it
will be necessary to establish three conditions: (1) complete free-
dom of choice of currency; (2) a free banking system; and (3) most
importantly, all the agents involved in the free banking system
are subject to and follow, in general, traditional legal rules and
principles. In particular, the principle according to which nobody,
not even the bankers, should enjoy the privilege of lending some-
thing which has been deposited with him as a demand deposit
(i.e., to maintain a banking system with a reserve of one hundred
percent).

The modern free banking theorists erroneously consider (due,
among other things, to their lack of a juridical background), that
the one hundred percent reserve requirement would be an inad-
missible administrative interference with individual freedom.
They do not realize that, far from implying systematic adminis-
trative coercion by the government, as we have seen, this precept
is merely the application of the traditional principle of property
rights. In other words, they do not realize that the famous anony-
mous phrase of an American quoted by Tooke, according to which
“free banking is equivalent to free swindling™’ is applicable to
free banking not subject to law (and which, therefore has, frac-
tional reserves). In the final analysis, the defense of free banking
must be made, not as a means to exploit the lucrative possibilities
of credit expansion, but as an indirect me_an_svto -get cl_oser- to the

%6Thus, for example, see the works of Lawrence H. Whlte Free Bankmg in
Britain: Theory, Experience and Debate, 1800-1845 (Cambridge: Cambridge Uni-
versiry Press, 1984) and Competition and Currency Essays on Free Banking and
Money (New York New York University Press, 1989); those of George A. Selgin, The
Theory of Free Banking: Money Supply under Competltwe Note,Issue (Totowa, N. J.:
Rowman and Littlefield, 1988) and The Experience. of F:ree ‘Banking, George A.
Selgin and Kevin Dowd, eds (London: Routledge, 1992) and ‘those of Kevin Dowd,

The State and the Monetary System (New York: St., Martms Press, 1989) and
Laissez Faire Banking (London: Routledge, 1993).

27Quoted by Mises in Human Action, p. 446.
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ideal model of free banking with a one hundred percent reserve
requirement which, additionally, must be directly pursued by all
the legal means available in each historical circumstance.

Although the foregoing economic policy recommendations
may appear utopian and very distant from the practical problems
we have to deal with, especially with regard to the design and
management of a European monetary system, they indicate, at
all times, at least the appropriate direction which reform should
take and dangers that must be avoided. Thus, it seems clear that
we should reject both a system of monopolistic national curren-
cies which compete among themselves in a chaotic environment
of flexible exchange rates, as well as the move towards the
creation of a central European bank.

This proposed central European bank would prevent the
competition among currencies over a wide economic area,
would not confront the challenges of banking reform, would not
guarantee a monetary stability which is at least as great as
that of the most stable national currency at each moment and
would set up, in short, a definitive obstacle to making sub-
sequent reforms in the right direction.

Perhaps the most practicable and approprlate model in the
short and medium terms is, therefore, to introduce throughout
Europe the complete freedom of choice of public and private
currencies inside and outside the Community, linking the na-
tional currencies which, for reasons of historical tradition con-
tinue in use, to a system of fixed exchange rates. These rates
would discipline the monetary policy of each country in accord-
ance with the policy of that country which, at each historical
moment, is carrying out the most solvent and stable mone-
tary policy. In this way, at least the door would remain open
for some nation-state of the EEC to have the possibility of
advancing along the three lines of monetary and banking
reform indicated above,” forcing its partners in the Community
to follow its monetary leadershlp along the right lines. (This, and

-1 Vi e,

f H
T O

280nly in the sense of indirectly getting closer to the ideal should we under-
stand Cernuschi’s position, mentioned by Mises (in Human Action, p. 446), when
in 1865, he said, ‘I believe that what is called freedom of banking would result in
a total suppression of banknotes in France. I want to give everybody the right to
issue banknotes so that.nobody should take banknotes any longer.”

29The practical problems posed by the transition from the current monetary
and banking system to a system in which, at last, the creation of money and the
banking business were completely separated from the State have been theoreti-
cally analyzed and solved by, among others, Murray N. Rothbard in his Mystery of
Banking, pp. 249-69.
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nothing else, appears to have been the essence of the project
defended by Margaret Thatcher and the incorrectly named group
of “Eurosceptics” who follow her, among whom this author is
included, for the monetary future of the EEC.)

Itis evident that the definitive work on monetary and banking
theory, in the light of the historic controversy taking place be-
tween those who favor free banking and those who support a
central bank, has not yet been written. Therefore, we are afraid
that it is not unrealistic to think that the world will continue to
suffer recurrently, very dangerous economic recessions as long as
the central banks maintain their monopoly on currency issue,
while the privilege granted to the bankers by the governments is
not abolished. And, in the same way as we began this article, we
would dare to say that, after the historic, theoretical and actual
fall of socialism, the main theoretical challenge faced by both
professional economists and lovers of freedom well into the next
century will consist of fighting with all their strength against
both the institution of central banking and the maintenance of
the privilege currently enjoyed by those who practice private
banking activities.



