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PREFACE TO NEW PRINTING

After the first edition of this book appeared in 1993, I turned away from many of
the banking issues explored herein. Anarchocapitalism, taxation, and public
goods in maritime history occupied most of my professional attention, while at
the same time there was an ongoing personal project, a 1300-page manuscript
analyzing merchant sailing ship performances, on which I have been working for
some 20 years. I continued to think and write about business cycles, but largely
left free banking behind. This was because I thought that the case for fractional
reserve free banking based on a commodity “outside” money had been persua-
sively presented by myself and others such as Lawrence H. White, George Selgin,
and Kevin Dowd. And I still do.

However, one group of economists has continued to reject and attack laissez-
faire banking, at least so long as such banks are based on the holding of less than
100 percent (primary) reserves. This group is principally composed of certain
Rothbardians associated with the Ludwig von Mises Institute, some of whom, by
the way, I am pleased to think of as friends. It includes, among others, Walter
Block, Jörg Guido Hülsmann, Hans-Hermann Hoppe, William Barnett II, and
especially Jesús Huerta de Soto. In what follows I will explain why I think their
various condemnations of fractional reserve free banking (FRFB), despite their
energetic efforts, remain unconvincing.

Allow me to begin with the last, Huerta de Soto. His massive 876-page trea-
tise, Money, Bank Credit, and Economic Cycles (2006), is intended to be the final
and decisive proof that fractional reserves are incompatible with a) a proper
defense of private property rights, b) morality, and c) a stable economy. With
painstaking effort he investigates legal theory, banking history, business cycles,
and even variations in medieval theological doctrine. There is much to interest the
curious reader, but a great deal is actually irrelevant to the author’s professed
intent. Further, one will repeatedly encounter, along with some careful scholar-
ship, “straw man” arguments, nonsequiturs, and question-begging. Pervading the
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early portions of the work is the assertion that ancient Roman law, and medieval
European law based upon it, correctly identified the true nature of demand
deposits (“monetary irregular deposits”) as warehouse contracts involving fungi-
ble goods (though he seems strangely unaware that commodity coins have often
not been fungible due to debasement, or normal wear and tear). Any deviation
from such contractual relations (e.g., fractional reserves) he thus castigates as an
act of fraud or theft on the part of the banker. If that sounds as if the book adopts
a severely moralizing tone, it does. In fact, there is use of the term “sin” when
reviewing various episodes in banking history (pp. 88, 92, 97). And fractional
reserve depositaries are even described as “legal aberrations” possessing no legal
standing, much like human “monsters” with physical deformities (p. 143).
Moreover, Huerta de Soto insists that banks indulging in fractional reserves
inevitably open the Pandora’s Box of monetary inflation, excessive credit cre-
ation, malinvestment, and business cycles (pp. xxvi, 56 n32, 265–395).

He does recognize that loans (mutuum contracts) are also legitimate, but at
the same time insists that all loans must be for a stated time period. Amazingly,
Huerta de Soto declares that loans devoid of such a time stipulation “cannot
exist” (pp. 3–4). And yet they do exist. Prepayment options are common today in
both mortgage contracts and tuition loans to college students. At a number of
points elsewhere in the book, he claims that throughout history the principal, if
not the only, reason for bank failures and bank runs has been fractional reserves.
Here he ignores two crucial facts: a) bank failures have often been the result of
constraining regulations and/or errors in granting loans and b) during bank runs,
consumers have often shifted their checkable deposits from an insolvent fraction-
al reserve bank to some other, solvent fractional reserve bank—instead of simply
holding greater amounts of cash, either at home or in a safety deposit box. It is
precisely this sort of faulty reasoning, born of a plausible premise but impervious
to the facts, which will justifiably fail to persuade many economists.

In effect, Huerta de Soto defines demand deposits as a warehousing contract
and then proceeds to provide many details on how that sort of contract has often
been violated by banks. He never really comes to grips with the nature of FRFB,
nor with its defenders’ arguments (though he attempts to do this in his Chapter 8).
This book chronicles many episodes in banking history, but the conclusions that
are drawn are highly dependent upon the assumptions from which they com-
mence. For example, a speech given by Demosthenes in 362 B.C. is discussed at
some length in order to glean an understanding of ancient Greek banking.
However, when Demosthenes declares that the main reason for bank failures was
the extension of credit to unworthy borrowers, Huerta de Soto suddenly parts
company with him, insisting that he is “mistaken” since the real reason for such
failures was bankers’ failure to hold 100 percent reserves (pp. 48–49). Similarly,
after favorably citing works by scholars Ramon Carande, Abbott P. Usher, and
Raymond De Roover, he asserts that they all have misinterpreted the historical
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evidence insofar as they fail to dwell on what he would, no doubt, describe as the
egregious fraud of fractional reserves (pp. 71 n56, 74, 81). 

While discussing theorists of the famed School of Salamanca, he concedes
that some actually favored fractional reserves, but these he dismisses as being
Jesuit “deviationists” (p. 95, n97). He does of course praise those Dominicans of
Salamanca who, he believes, were advocates of 100 percent reserves. However,
it is not entirely clear from the citations provided whether these Dominicans’
criticisms were actually aimed at fractional reserves per se or at “usurious” loan
contracts between bankers and their customers (pp. 85–88). In fact, he comes
rather close, though unintentionally, to conceding the latter (p. 89).

There are also some rather far fetched connections that Huerta de Soto is will-
ing to use as “evidence” in his favor. One particularly notable example has to do
with his judgment of the operations of Spanish banks during the sixteenth centu-
ry. Here he depends largely on the work of Carlo M. Cipolla regarding Italian
banks of that same time period. Amazingly, Huerta de Soto reassures the reader
that the details on Italian banks are “directly applicable” to Spanish banks
because of the close economic ties between the two nations (p. 81). I would grant
that banking practices in one nation might mirror those in another nation, but I
would need more of an explanation than the mere assertion that the two
economies were, in certain ways, interdependent. Great Britain and the United
States have been linked economically for a long time, but does that justify the
conclusion that any analysis of American banking practices would be equally
applicable to Britain?

The foregoing indirectly brings to mind a further possible problem for the
reader, though not necessarily a flaw in the presentation. Huerta de Soto is obvi-
ously multilingual, which is entirely to his credit of course. His sources include
ones which are in English, Latin, Spanish, Italian, and French. However, any
reader fluent in only one of those languages—and who might have reservations
about Huerta de Soto’s evidence—must be left with the nagging question of
whether certain of the cited sources actually do support the book’s arguments. 

Above all, Huerta de Soto refuses to even consider the possibility that banks’
customers may have been quite willing to face some risk exposure in exchange
for the benefits of a) the receipt of interest on their deposits and b) having circu-
lating inside money in the form of “payable to the bearer” banknotes (something
100 percent reserve banks are unable to provide, since they must charge security
fees on all demand deposits). Instead, he is driven to a heavily conspiratorial
interpretation of banking history. In his hands any departure from 100 percent
reserve banking is automatically taken to be evidence of malfeasance by bankers,
even when there is no clear data on the details of the contractual relations nego-
tiated by depositors. “[T]he traditional principles of safekeeping on which the
monetary irregular-deposit contract is based were violated from the very begin-
ning [of banking] in a concealed manner. . . . [Governments] supported bankers’
improper activity almost from the beginning” (pp. 37–38). This may accord with
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Murray Rothbard’s view of the political class as some sort of unrepentant cabal,
but it sheds rather little light on the essence of banking.

A clever variation on this same theme of fractional reserve banking as fraud
can be found in Jörg Guido Hülsmann’s article “Has Fractional-Reserve Banking
Really Passed the Market Test?” (The Independent Review, Winter 2003). The
novelty here is the argument that the “IOUs” of fractional reserve banks (their
issues of banknotes and deposit credits) are naturally differentiable due to the
varying risk characteristics of each bank, and thus such fiduciary instruments will
vary in price, with all being traded at a discount relative to real money (specie)
and money titles (notes issued by 100 percent reserve banks). To overcome this
problem, Hülsmann claims that FRFB will unavoidably gravitate toward forming
a cartel in which all individual banks agree to “homogenize” inside money by
accepting one another’s IOUs at par. Their goal is to accomplish the “semantic
trickery” (p. 411) of deceiving the public into thinking that the banknotes or
deposit credits issued by fractional reserve banks are no different from money or
money titles.

There are two flaws in this argument. First, if the cartel is voluntary, it will
have little chance of surviving. As Murray Rothbard pointed out in Man,
Economy, and State (pp. 579–86), such cartels are inherently unstable. They
either revert to a multiplicity of competitors or merge into one large firm. If we
are to take Hülsmann’s hypothesis seriously, then it is incumbent upon him to
explain why cartels are generically unstable, but somehow stable in the context
of fractional reserve banking. On the other hand, if compulsion is involved, what
one has is the imposition of a central bank on the economy. The former case is
ineffective, and the latter has no relevance to the case for FRFB.

Second, Hülsmann apparently wants the reader to believe that consumers are
somehow steadfastly incapable of differentiating a) money warehouses which
issue money titles and charge their customers fees for the provision of security
(and perhaps transaction services such as accounting entries which transfer funds
from one customer to another) from b) financial intermediaries which issue their
own distinctive inside money (“IOUs”), offer transaction services, and pay inter-
est on their customers’ account balances. In fact, he even claims that Gresham’s
Law becomes operative in this environment (p. 408). That is, he insists that the
“overpriced” IOUs tend to drive the “underpriced” money titles out of circula-
tion.

One immediate problem with this is that, as Murray Rothbard stated emphat-
ically (Man, Economy, and State, p. 783), Gresham’s Law only applies to the case
where one form of money is officially overpriced and the other officially under-
priced, that is, by an act of government. It does not apply to free market relation-
ships. A further, obvious inconsistency is revealed as soon as the reader recalls
that these selfsame bank customers are allegedly able to differentiate among the
IOUs issued by various fractional reserve banks (based on the variation in risk)
and simultaneously unable to tell the difference between a fractional reserve IOU
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and a real money title issued by a 100 percent reserve bank warehouse. This is
nonsensical. It seems comparable to claiming that a person can differentiate
among the numerous breeds of dogs, but cannot tell that a cat is not a dog.

Allow me now to leave aside further specific criticisms of particular works
and instead to emphasize certain commonalities. Found in both of these above-
mentioned essays, and most if not all, other defenses of 100 percent reserve bank-
ing are three problematic assertions. The first is the assumption that any departure
from 100 percent reserves cannot be agreeable to the bank’s customers and thus
constitutes an act of fraud on the part of the banker. As a result, all the historical
episodes in which banks began as money warehouses but later acted as interme-
diaries holding fractional reserves are immediately interpreted as being rooted in
criminality. The obvious alternative possibility, that fractional reserve holding
might have naturally evolved as an improvement on warehousing is rejected out
of hand. This mode of thinking extends to court cases. Any judge who ruled that
interest-bearing demand deposits were a form of loan to the banker becomes an
accomplice to fraud. The idea that such a ruling might have accurately reflected
a common practice, one generated by the fully-informed and voluntary actions of
both banker and depositor, is never investigated seriously.

The second troubling premise is the notion that, once there exists an accepted
medium of exchange used by all in a given society, no changes in the money
stock are ever welfare-enhancing. In other words, at that moment the existing
supply is already optimal. Neither subsequent increases nor subsequent decreas-
es serve any valid economic purpose (other than those deflationary decreases
which are the corrective for prior inflationary increases). That having been said,
they do not quite mean literally all changes in the money supply. Increases in ban-
knotes or deposit credits which stem from an increase in the monetary gold held
in the vaults of the 100 percent reserve banks are seen as natural and harmless.
And they often note that such increases in the specie base have occurred histori-
cally at modest annual rates of 1 percent–5 percent.

This proposition faces a serious difficulty. It can only be correct if it is true
that the purchasing power of a given money stock adjusts immediately to reflect
changing conditions, i.e., all prices must be perfectly flexible in the short run.
And I have long found that latter condition to be highly questionable. Indeed, it
flies in the face of certain crucial aspects of Austrian thought. For instance, all
Austrians describe the market as comprising interactions between forward-look-
ing (i.e., speculative) buyers and sellers whose state of knowledge is always
incomplete, even as they strive for completeness. Moreover, this state of knowl-
edge is ever-evolving precisely because the market is a discovery process. But to
discover economic facts requires time. It cannot be anything close to instanta-
neous. And it cannot be devoid of error. Therefore, to conceive of the market as
a discovery process is to cast doubt upon the idea that all prices are fully and rap-
idly flexible. Those who maintain that any supply of money is “optimal” seem, in
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effect, to live in the long run world of full equilibrium, not the real world of con-
stant adjustments and corrections.

Further doubt is raised as soon as one tries to integrate full and rapid price
flexibility with the Austrian theory of business cycles (ABCT). This probably
cannot be done in any plausible way. ABCT is a theory of unsustainable booms—
—followed at some point by inescapable contractions—which are fueled by
excessive credit expansion undertaken by the central bank. Relative prices and the
market rate of interest are modified in a way that is inconsistent with consumers’
time preferences. These monetary effects are far from trivial because they elicit
changes in real factors, in particular, changes in the capital structure. In striking
contrast to mainstream macroeconomists, who usually ignore all issues of the
capital structure (and thus focus on either short run disequilibria or on full, long
run equilibrium), Austrians wisely emphasize the medium run. This is a time peri-
od long enough for a restructuring of capital to take place, but too short for the
resulting malinvestment to be both recognized and corrected.

Money and credit precipitate the problem; while time-consuming alterations
in capital are its manifestation. Furthermore, if the array of relative prices were
to be disrupted only briefly, then the capital budgeting errors that are later iden-
tified as malinvestment would be much less likely to occur in the first place. If
longer-term projects were planned, but then relative prices quickly changed back
so as to reveal them to be errors, many projects would never be undertaken at all,
and others soon thereafter would be liquidated. The unsustainable boom would
never really get underway at all. Once again, some passage of time is needed.
There must be time to plan capital projects, time to put those plans in action, time
during which the deceptive market signals continue to reassure entrepreneurs that
their projects are justified, time for the temporal malinvestment eventually to
reveal itself. ABCT deals not with the artificial world of perfect competition, per-
fect knowledge, and an infallible auctioneer, but with the real world of strategic
action, imperfect knowledge, and fallible entrepreneurs. ABCT would appear to
require that money has powerful, but sometimes sluggish, effects on prices.

The third problem area is a derivative of the issue of price flexibility dis-
cussed above. It is the implicit assumption that the demand for money is, in
effect, irrelevant to a proper analysis of banking. Led by Murray Rothbard, vari-
ous Austrians have addressed a question which will inevitably be asked of any
advocate of 100 percent reserves: What happens if the demand for money rises or
falls? According to these Austrians, a change in the demand for money does not
justify a commensurate change in the supply of money. With a given nominal
supply of money, if the demand rises (falls) all that will occur is that the purchas-
ing power of money (the inverse of the array of goods’ prices) will rise (fall). No
adjustment to the nominal stock of money is needed, so 100 percent reserve hold-
ing by banks creates no difficulty. Perfect price flexibility allegedly ensures that
the real money stock adjusts in the appropriate direction. If that line of reason-
ing is correct, then why does this not work equally easily on the other side of the
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market? That is, with a given nominal demand for money, if the nominal supply
of money rises (falls) why is the corrective not “simply” a fall (rise) in the pur-
chasing power of money?

As questionable as the foregoing perspective is, no short-run alternative solu-
tion would seem to exist for the proponent of 100 percent reserves. Thus, in the
absence of perfect price flexibility for all goods and services, both inputs and out-
puts, only fractional reserve free banks are capable of responding properly to
changes in the demand for money. Chapters 2 and 3, plus portions of Chapters 4
and 8, of the present work will examine that adjustment process in considerable
detail.

I would like earnestly to thank Jeffrey Tucker and the Ludwig von Mises
Institute for their willingness to publish this new edition. Whether or not one
agrees with the conclusions found herein, I believe that it offers a valuable sur-
vey of many of the historical and theoretical issues surrounding laissez-faire
banking. Therefore, I hope that one of its uses may be as a supplemental text in
banking or monetary theory courses.

I greatly appreciate the helpful comments I have received from John P.
Cochran, Steven Horwitz, Lawrence H. White, George Selgin, and Kevin Dowd,
as well as the gracious responses from Jesús Huerta de Soto to certain questions
of mine. 

Finally, I wish to thank my wife Mary Ann and my son Kyle for their invalu-
able love and support. 

Larry J. Sechrest
June 2008 
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