AGAINST FIDUCIARY MEDIA

HANS-HERMANN HOPPE
WITH JORG GUIDO HULSMANN AND WALTER BLOCK

Imost all contemporary Austrian economists are united in their opposition

to central banking and their advocacy of a system of free competitive

banking. However, a vigorous debate has arisen over the precise meaning
of “free competitive banking.” Does “free banking” require 100 percent reserve
deposit banking, or does it allow or even require fractional reserve banking? In a
recent article that appeared in the Review of Austrian Economics, George A. Selgin
and Lawrence White (1996), the two most prominent contemporary Austrian pro-
ponents of “free banking” as fractional reserve banking, have undertaken a system-
atic attempt to answer their numerous Austrian critics and defenders of 100 percent
reserve deposit banking.’

Against the charges made by their critics, Selgin and White try to establish two
theses. First, they claim to show that the practice of fractional reserve banking, that
is, the issue of fiduciary media, does not constitute fraud but is justified by the
principle of freedom of contract, and in particular they contend that fractional
reserve banking is in accordance with the title-transfer theory of contract as developed
by Murray N. Rothbard (such that Rothbard, who holds that fractional reserve banking
isfraudulent, must have failed to grasp his own theory). Second, they attempt to show
that the creation of fiduciary media does not of necessity lead to economic inefficien-
cies and discoordination but may actually help prevent an otherwise unavoidable
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Curiously, inthe reply to their various critics, Selgin and White selected as their central target
an article by Hoppe (1994) that deals only cursorily with their position. Other Austrian critics of
fractional reserve banking explicitly dealt with in Selgin and White’s article including Block
(1988) and de Soto (1995). Murray N. Rothbard, the most prominent critic of fractional reserve
banking, is targeted only indirectly; and although several of his works are mentioned in their
bibliography, Rothbard’s later writings on the subject (1988; 1992; 1995) are not mentioned.
Likewise ignored entirely are the criticisms by Salerno (1991a; 1991b; 1993). Selgin and White
also do not address, and in this case could not have done so, the most recent and most extensive
criticism of their work by Hiilsmann (1996).
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crisis and thus improve economic performance. In the following, we will demon-
strate that neither the central normative claim nor the secondary positive claim is
established.?

THE ISSUE OF FRAUD I
MONEY, MONEY SUBSTITUTES, FIDUCIARY MEDIA,
AND THE TITLE-TRANSFER THEORY OF CONTRACT

in order to resolve the question of whether or not fractional reserve banking
constitutes fraud, from the outset a few factual assumptions and terminological
issues will have to be clarified. Fortunately, almost complete agreement on these
matters exists on both sides of the debate, and thus we can be extremely brief.
Money cannot but originate as a commodity, such as gold. Gold, then, as money,
is defined as “the generally acceptable medium of exchange,” and as such is uniquely
characterized by its “supreme salability in comparison with all other assets” (such that
its “possession puts one in the position of being able to make any potential purchase
with minimum inconvenience”) (White 1989, p. 247). Money substitutes, in turn, are
defined as claims or titles to specified amounts of money (gold). If money substitutes
(paper notes) are fully covered by reserves of money (gold), Mises denotes them
“money certificates,” and we will refer to them here simply as money substitutes. If
money substitutes (paper notes) are uncovered by money (gold), they will be
referred to as fiduciary media instead.?

2As a doctrinal matter, Selgin and White also suggest that their view of fractional reserve
banking coincides with Ludwig von Mises’s view; hence, they call themselves Misesians (and
claim it is the defenders of 100 percent reserve banking who are deviationists). This claim can be
rejected. In fact, Selgin (1998, pp. 60-63) has frankly acknowledged that Mises’s and his own
views concerning fiduciary media are contradictory, and White’s attempt to claim Mises as a
proponent of fractional reserve free banking has been addressed by Salerno (1993). Here it suf-
fices to provide a quotation from Mises (1978, pp. 438, 448):

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,
100 percent—covered by deposits paid in by the public. . .. No bank must be permitted
to expand the total amount of its deposits subject to check or the balance of such deposits
of any individual customer .. . otherwise than by receiving cash deposits . . . or by receiv-
ing a check payable by another domestic bank subject to the same limitations. This
means a rigid 100 percent reserve for all future deposits; that s, all deposits not already in
existence on the first day of the reform.

Seealsonotes7, 14,22, 27,28 below.

3see Salerno (1994, p. 76). Selgin and White highlight the fact that Hoppe referred to them
as proponents of “partial fiat money,” but then are ultimately compelled to admit that he did
in fact not misrepresent their position as advocates of fractional reserve banking based on an
underlying gold standard. Their complaint amounts to no more than a dispute over semantics. We
will treat it as such here, too, and will concentrate instead exclusively on substantive disagree-
ments. :

There is actually more to the charge of Selgin and White being fiat money advocates in the
article under scrutiny. For, in “the mature free-banking system,” according to Selgin and White
(but in contrast to the analysis of the operation of such a system given by Mises), a situation is
supposedto emerge in which

atthe limit, if inter-clearinghouse settlements were made entirely with other assets (per-
haps claims on a super-clearinghouse which itself holds negligible commodity money),
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Based on these assumptions and definitions, we can now turn to the question
of whether or not the issue of fiduciary media constitutes fraud. Fortunately, the
discussion of this issue is facilitated by the fact that Selgin and White explicitly accept
the Rothbardian title-transfer theory of contract. That the issue of fiduciary media is
inherently fraudulent, as Rothbard and Hoppe claim, Selgin and White find

impossible to reconcile with Rothbard’s.. . . title-transfer theory of contract, which we ac-
cept, and which Rothbard otherwise uses to defend the freedom of mutually consenting
individuals to engage in capitalist acts with their (justly owned) property. Rothbard. ..
defines fraud as “failure to fulfill a voluntarily-agreed-upon transfer of property.” Frac-
tiopal-reserve arrangements cannot then be inherently or inescapablyfraudulent.
Whether a particular bank is committing fraud by holding fractional reserves must
depend onthe terms of the title-transfer agreement between the bank and its custom-
ers. (pp. 86-87)

Whether itis fraudulent to hold fractional reserves against a bank liability does not de-
pend per seon whether itis ademand or time liability, butonly on whether the bank
has misrepresented itself as holding 100 percent reserves. The demandability of a par-
ticular claim issued by a bank, that is, the holder’s contractual option to redeem it at any
time, is not per se a representation thatthe bank is holding 100 percent reserves against
the total of its demandable claims. Rothbard. . . argues otherwise, based on the view that
a bank’s demand deposits are necessarily “warehouse receipts” and not debts. We do
not see why bank and customer cannot contractually agree to make them debts and not
warehouse receipts, and we believe that historically they have so agreed. (p.87,n. 8)

While this may sound plausible at first glance, it does not withstand serious
scrutiny. In fact, the quoted passage reveals that the most basic lesson concerning
property and contract has been overlooked. As Hoppe (1994, p. 67) formulated it,
“two individuals cannot be the exclusive owner of one and the same thing at the
same time.”4 This is an immutable principle; it is a law of action and nature that no
contract can change or invalidate. Rather, any contractual agreement that involves
presenting two different individuals as simultaneous owners of the same thing (or
alternatively, the same thing as simultaneously owned by more than one person) is

and if the public were completely weaned from holding commodity money, the active
demand for the old-fashioned money commodity would be wholly nonmonetary. (White
1989, p. 235)

Thus, notes Salerno (1994, p. 76, n. 7) regarding Selgin and White's ultimate objective, “the
public would presumably finally be freed from its shackles of gold to enjoy the virtues of an
invisible-hand-generated private fiat money.” Moreover, as far as semantic innovations and de-
viations from orthodox Misesian terminology, and hence potential sources of confusion are con-
cerned, we have to consider Selgin and White’s own writings. For in referring to money and
money substitutes as “outside” and “inside” money respectively, in talking of “base money,”
“basic money,” “bank money,” “high-powered” and “low-powered” money, and, yes, the
gold dollar “as a substitute for bank deposits,” they display an unusual degree of semantic
creativity. Moreover, in suggesting, by their selection of terms, that all of these things are
somehow equally “money,” their writings actually have become a source of obfuscation. See on
this Hiillsmann (1996, p. 5ff).

“Itis also “impossible that some time depositor and borrower are entitled to exclusive control
over the same resources” (Hoppe 1994, p. 67).
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objectively false and thus fraudulent.> Yet this, precisely, is what a fractional-reserve
agreement between bank and customer involves.

In issuing and accepting a fiduciary note (at a necessarily discounted price),
both bank and customer have in fact, regardless of whatever they may believe or
think about the transaction, agreed to represent themselves—fraudulently—as the
owner of one and the same object at the same time. They have in fact contracted to
create additional titles and claims to the same existing quantity of property. In issuing
fiduciary notes, they do not—and cannot—bring more property into existence. Indeed,
no contract whatsoever can possibly increase the existing quantity of property, but
can only transfer (redistribute) existing property from one person to another. The
quantity of existing property can only be increased through additional appropria-
tion and production (and a thus enlarged quantity of property can in turn lead to a
correspondingly increased number of titles to property). But fractional reserve
banking and the issue of fiduciary media, while it does not and cannot increase the
amount of property in existence, also does not involve (as all other contracts do) a
transfer of existing property or titles to existing property from one hand to another.
Neither does the issue and acceptance of a fiduciary note signify a transfer of
property from bank to client or vice versa. To be sure, as the result of a fiduciary
issue, the distribution of assets and liabilities in the accounts of bank and client is
altered. But no existing quantity of property is actually transferred from bank to
client, or vice versa, and the total quantity of property in existence has remained
unchanged. Rather, fiduciary media represent new and additional titles to or claims
on an existing and unchanged stock of property. They are not the result and
documented outcome of an additional supply of property on the part of the bank or
its client. Instead, they represent an additional supply of property titles, while the
supply of property has remained constant. It is precisely in this sense that it can be
said of fiduciary media that they are created out of thin air. They are property-less
titles in search of property. This, in and of itself, constitutes fraud, whether according
to Rothbard’s definition of the term as “a failure to fulfill a voluntarily-agreed-upon
transfer of property” or according to Selgin and White’s own definition of it as “a
willful or deliberate deception for purposes of gain.” Each issuer and buyer of a
fiduciary note (a title to money uncovered by money), regardless of what he may
believe, is in fact—objectively—engaged in a misrepresentation for the purpose of
personal gain. The bank and its client have consented to misrepresent themselves
as the owners of a quantity of property that they do not own and that plainly does
not exist; and whenever they buy an existing quantity of property in exchange for
titltes to a non-existing quantity of property, they have become invariably and
inescapably guilty of an act of fraudulent appropriation.®

>Even partners cannot simultaneously own the same thing. A and B can each own half of a
household, or half the shares in it, but they each own a different 50 percent. It is as logically -
impossible for them to own the same half as for two people to occupy the same space. Yes, Aand B
canboth be in New York City atthe same time, but only in different parts of it.

éDe Soto (1995, p. 33) correctly likens the effect of fractional reserve banking to that of the so-called
tragedy of the commons. Selgin and White (pp. 92-93, n. 12) object to de Soto’s analogy onthe
ground that the tragedy of the commons refers “to a particular sort of technological externality,”
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Selgin and White’s failure to recognize this, and their belief in the ethical
innocence of fractional reserve banking, is due to two confusions. On the one hand,
as has already been indicated, they do not recognize that no object—and no
quantity of money (gold)—can be owned by more than one party at a time and that
no contract can possibly increase the quantity of property in existence, and thus that
any pretension to the contrary is inherently fraudulent. On the other hand, and
intimately related, Selgin and White do not recognize the fundamental praxeologi-
cal difference between property and property titles. Rather, in subsuming money
(gold) and money substitutes (banknotes) under the same heading of “money,” they
continually obfuscate this very distinction. For if money (gold) and titles to money
(banknotes) are both defined as “money,” then it indeed seems to follow that it does
not make any difference whether the supply of money or that of banknotes in-
creases. Both are “money” and hence, by definition, in both cases the same
event—an increase in the supply of money—has taken place. But this does not alter
the facts; it only defines them out of existence.

Of course, as Selgin and White correctly note, everyone is free to adopt any
definition and make any distinction that he wishes. Yet definitions do not create real
distinctions; they can, though, make them disappear. They can only either reflect
such distinctions or else ignore and confuse them; and clearly, to refer to both
money and money substitutes indiscriminately as money is to obscure the differ-
ence between two categorically—praxeologically—distinct phenomena and states
of affairs. A title to money and an increase of titles is not the same thing as money
and an increase of money. Rather, unlike an increase in the quantity of money (gold)
or an increase of titles backed by a corresponding increase of money, any increase in
the quantity of titles to money unaccompanied by an increased quantity of money
necessarily implies that one and the same quantity of money is owned by more than
one person at the same time; and since such a thing is physically impossible —the
quantity of money is unchanged and all existing money must be presently owned by
someone—every redemption of a fiduciary title, then, be it into money or any other
form of real property, involves an act of illicit appropriation.

according to Selgin and White, involves “a physical or otherwise direct interference with some-
one’s consumption or production” and represents “interaction outside the market.” In contrast,
write Selgin and White, the “externality from fiduciary media” is a harmless pecuniary “effect on
someone’s wealth transmitted via the price system,” that is, through changes in the system of rela-
tive prices, and represents “an interdependence through the market.” Selgin and White err: an ob-
jectand atitle to an object are not the same thing.

In lumping money and money substitutes together under the joint title of “money,” as if they
were somehow the same thing, Selgin and White fail to grasp that the issue of fiduciary media—an
increase of property titles—is not the same thing as a larger supply of property and that relative
price changes effected through the issue of fiduciary media are an entirely different “externality”
matter than price changes effected through an increase in the supply of property. With this the
fundamental distinction between property and a property title in mind, de Soto’s analogy between
fractional reserve banking and the tragedy of the commons makes perfect sense. As under the
scenario of a tragedy of the commons, every issue of fiduciary media—to titles in search of prop-
erty—sets in motion a rush, always starting with the bank and its client, to fill these empty tickets
with existing property; and in the course of this rush, invariably the firstcomers will physically
enrich themselves (through the appropriation of existing quantities of property) at the expense of a
corresponding impoverishment of latercomers, whose quantity of existing property is physically
diminished while they have been left with a larger number of property tickets.
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Assume there exists both property itself and property titles (notes). Besides
property in consumer goods, producer goods, and money, titles to consumer goods,
titles to producer goods, and titles to money are assumed to exist. The origin of
property titles in addition to the existence of property itself promotes legal certainty
and reduces and facilitates legal disputes, and hence undoubtedly represents a
beneficial (natural) development. Moreover, it allows for two innovations. On the
one hand, it becomes possible to separate the act of transferring ownership in-
property from the act of transferring its possession. That is, it becomes possible to
surrender or acquire ownership in objects without simultaneously surrendering or
acquiring possession, disposition, and control of the very same objects. Applied to
money it becomes possible that, all the while the ownership of existing quantities of
money (gold) can change constantly from one person to another, the entire quantity of
money may remain—unchangingly—in the hands of one and the same bank (as the
manager of money owned by others). On the other hand, with the development of
property titles, intertemporal exchanges will be systematically facilitated. Existing
(present) property or titles thereto may be transferred in exchange against titles to
future property (debt claims); and hence it will be also assumed that next to titles to
existing property (consumer goods, producer goods, and money), titles (debt claims)
to future consumer goods, future producer goods, and future money exist and are
traded as well.

In light of these developments, the following transactions (contracts) between
any two parties A (bank client) and B (bank) are possible. A may transfer his money
(gold) into B’s disposition and thereby either (1) not give up his ownership in it, or
(2) give up his ownership. There is no third possibility. If (1), then A keeps the title
to the sum of money transferred to B; B does not have title to it, but acts as a money
warehouser (a bailee) for A (as a money bailor). There is no third possiblity. If (2),
then B acquires the title to the quantity of money put into its disposition by A; A
receives from B in exchange either (a) a present—existing—quantity of consumer
and/or producer goods previously possessed and owned by B; or (b) a title to a
present—existing—quantity of consumer and/or producer goods in B’s possession (but
owned now by A) (an equity claim); or (c) atitle to a quantity of future consumer and/or
producer goods and/or money (a debt claim). Again, there is no third possibility. That
is, A cannot both retain ownership of this property and transfer it to B.

Among all possible transactions, not one would result in the issue of a fiduciary
note. Fiduciary media, according to Selgin and White’s own definition, are “that
portion of redeemable money substitutes backed by assets other than base money”
(p. 85). There are money (gold) and money substitutes (titles to money) in existence,
and there are titles to non-money goods (equity titles), and titles to not-yet-existing
future goods (debt claims). Apparently, however, no such thing as “money substi-
tutes backed by assets other than base money” would arise out of any of these
transactions. Selgin and White assume the existence of fiduciary media (and they
simply assume that the absence of fiduciary media must be the result of legal
restrictions), but they do not provide a praxeological explanation and reconstruc-
tion of the origin of such a peculiar entity and state of affairs. Rather, they only ask,
why not? “We do not see why bank and customer cannot contractually agree to
make them [that is, demand deposits and banknotes] debts and not warehouse
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receipts.” Why is it that there can—and should—be no money substitutes backed
by assets other than money? For the same reason that there can and should be no
car or house titles backed by assets other than cars or houses, that there can and
should be no equity titles backed by assets other than equity, and that there can and
should be no assets—money, equity, or debt—owned (backed) by more than one
person at a time. Titles to money are—and should be—backed by money in the
same way and for the same reason as titles to cars are and should be backed by cars.
This is what defines them as property titles. It is in accordance with and a reflection
of the nature of property and property titles. In distinct contrast, a title to money
backed by assets other than money is a contradiction in terms, and its issue and use
involves the same sort of objective misrepresentation as the issue of a title to a car
backed by assets other than a car (parts of planes and bikes, for instance).”

The answer to why fractional reserve agreements are ethically impermissible,
and why there can be no contracts to make warehouse receipts debt, is that such
agreements and contracts contradict (deny) the nature of things. Any such contract
is from the outset—a priori—invalid. Selgin and White try to get around this inescap-
able conclusion by adopting, wittingly or not, an ultra-subjectivist view of contracts
and agreements. According to this view, the very fact that a voluntary agreement is

7Similar logic-semantic confusions are at work when Selgin and White try to reduce the
difference between demand and time liabilities to one of degree rather than kind (p. 90). Explains
Selgin (1988, p. 62): “Holders of demand liabilities are granters of credit just as are holders of time
liabilities. The only difference is that in the former case the duration of individual loans is unspeci-
fied; they are ‘call loans’ that may mature at any time”; and “Mises,” who holds the opposite view,
“confuses a difference of degree with one of substance.” In fact, itis Selgin who is confused.

Tobe sure, one might say that it is only a matter of degree whether a loan (of a car or of money)
matures in an hour, a day, a week, or a month. Just as surely, however, this does not change the
categorical distinction between present—existing—goods and not (yet) existing future goods. At
any point in time, a car or a sum of money (gold) either exists or it does not exist. Nor does it alter
the praxeological datum that no one, at any time, can act with anything except present goods.
Future goods are the goal of actions, but in order to attain them, every actor must first invariably
employ present means (goods). Nor does Selgin’s observation concerning degrees of time affectin
the slightest the fundamental human condition of scarcity. The supply of present goods is at all
times limited, and the limited quantity of present goods limits in turn the quantity of possible future
goods. '

Whereas Mises recognizes the distinction between present goods and future goods as a uni-
versal praxeological category, Selgin’s attempt to conflate demand and time deposits (thus distin-
guish himself fundamentally from Mises) implies a denial that there is no such fundamental differ-
ence between present (existing) goods and future (not-existing) goods {or that their existence dif-
fers only in degrees). Contrary to Selgin, it is not a matter of degree but rather one of substance
whether a car or a sum of money presently exists or not, and whether one person or someone else
owns them. Either they exist or they don’t exist, and either A owns them or someone else does.
Accordingly, if a property title (demand deposit note) then states that one person is the owner of a
present car or present money and no car or money exists, or the car or money is presently owned
by someone else, this does not represent a degree of truth but a falsehood. Explains Mises (1978, p.
268):

A depositor of a sum of money who acquires in exchange for ita claim convertible into

money at any time which will perform exactly the same service for him as the sum it refers

to has exchanged no present good for a future good. The claim that he has acquired by his

depositis also a present good for him. The depositing of money in no way means that he

has renounced immediate disposal over the utility it commands.

See also the two following notes.
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reached and/or a contract is concluded demonstrates that it must be a valid—true
or permissible—agreement and contract. Yet this view is not only false it is also
incompatible with Rothbard’s title-transfer theory of contract that these authors
claim to have accepted. Agreements and contracts per se do not imply anything
regarding their validity for the fundamental reason that agreements and contracts
do not create reality, but rather presuppose it. More specifically, contracts do not
bring property into existence, but rather recognize and transfer existing property.
Hence, as in Rothbard’s ethical system, the theory of property must precede the
treatment of contracts. Contracts and contract theory presuppose and are con-
strained by property and property theory. That is, the range of possible (valid)
contracts is limited and restricted by the existing quantity (stock) of property and the
nature of things, rather than the other way around. Thus, agreements regarding
flying elephants, centaurs, squared circles, of perpetui mobile, for instance, are
invalid contracts. They cannot—Dby virtue of biological, physical, or mathematical
law—Dbe fulfilled, and are from the outset false and fraudulent.

While Selgin and White may acknowledge this, they fail to recognize that a
fractional reserve banking agreement implies no lesser an impossibility and fraud
than that involved in the trade of flying elephants or squared circles. In fact, the
impossibility involved in fractional reserve banking is even greater. For, whereas the
impossibility of contracts regarding flying elephants, for instance, is merely a
contingent and empirical one (it is not inconceivable that in another possible world,
somewhere and sometime, flying elephants may actually exist, thus making such
contracts possible), the impossibility of fractional reserve banking contracts is a
necessary and categorical one. That is, it is inconceivable—praxeologically impos-
sible—that a bank and a customer can agree to make money substitutes (banknotes,
demand deposit accounts) debts instead of warehouse receipts. They may say or
certify otherwise, of course, just as one may say that triangles are squares. But what
they say would be objectively false. As triangles would remain triangles and be
different from squares, so money substitutes would still be money substitutes (titles
to present money) and be distinct from debt claims (titles to not yet existing future
goods) and equity claims (titles to existing property other than money). To say
otherwise does not change reality but objectively misrepresents it.

In doing what Selgin and White believe clients and banks to have done—to
agree to make warehouse receipts debt—the money depositor A receives from the
bank B a claim to present money, rather than a debt or equity title. That is, A does
not in fact give up ownership of the deposited money (as would have been the case if
he had received a debt or equity claim from B). While A retains title to the money
deposit, however, B does not treat A’s deposit as a bailment, but rather as a loan,
and enters it as an asset onto its own (B’s) balance sheet (offset by an equal sum of
outstanding demand liabilities). While this may appear initially to be merely a
harmless accounting practice, it involves from the outset a misrepresentation of
the real state of affairs.® Since both, B as well as A, count the same quantity of

#See on this point Rothbard (1983b). “How,” asks Rothbard,

do these warehouse receipt transactions relate to the T-account balance sheets of the de-
posit banks? In simple justice, not at all. When I store a piece of furniture worth $5,000 in
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money simultaneously among their own assets, they have in effect conspired to
represent themselves in their financial accounts as owning a larger quantity of
property than they actually own: that is, they have become financial impostors.?
Though fraudulent, this would not matter so much if everything were left at this.
However, as soon as B acts as if things were the way he represents them .on his

- balance sheet to be—as if the bank owned the deposited money and only had the
obligation to redeem outstanding warehouse receipts on demand—mere misrepre-
sentation is turned into misappropriation. If B, in accordance with this misrepresen-
tation, lends out money, or more likely, issues additional warehouse receipts for
money and lends these out to some third party C, in the expectation of eventually
being repaid principal and interest, the bank becomes engaged in undue appropria-
tion, because what it lends out to C—whether money or titles to money—is in fact
not its (B’s) own property but that of someone else (A). It is this fact—that the title
transferred from B to C concerns property B does not own—that makes fractional
reserve banking from the outset fraudulent.

Itis not the case, as is claimed, that fraud (breach of contract) is committed only
if B, the fractional reserve bank, is actually unable to fulfill all requests for redemp-
tion as they arise. Rather, fraud is also committed each time B does fulfill its
redemption obligations. Because whenever B redeems a fractionally covered
banknote into money (gold) (whenever a note holder takes possession of his prop-
erty), it does so with someone else’s money: if B redeems C’s note, it does so with
money owned by A, and if A wants his money too, B pays him with money owned
by D, and so on. Qua defenders of fiduciary media and fractional reserve banking,
Selgin and White would have to maintain that there is no breach of contract as long
as B is able to fulfill its contractual obligations with someone else’s property (money).

warehouse, in law and in justice the furniture does not show up as an asset of the ware-
house during thetime that | keptitthere. The warehouse does not add $5,000 to both its
assets and liabilities because itin no sense owns the furniture; neither can we say that|
have loaned the warehouse the furniture for some indefinite time period. The furniture is
mine and remains mine; | am only keeping itthere for safekeeping and therefore | am le-
gally and morally entitled to redeem it any time | please. | am not therefore the bank’s
creditor; it doesn’t owe me money which | may some day collect. Hence, there is no debt
to show up on the Equity + Liability side of the ledger. Legally, the entire transaction is not
aloanbutabailment. (pp. 88-89; also pp. 94-95)

Interestingly, while Selgin and White manifest a strong positivistic tendency (fractional re-
serve banking is recognized by the courts, so it must be all right; on this tendency see “The Issue of
Fraud l11” below), they do not come to terms with legal reality. For if money deposits are debt, why,
then, don’t the courts apply the same reasoning to all other fungible commaodities such as wheat?
Why are wheat warehouse receipts not considered a debt (but a bailment) by the courts? Why is
this treatment peculiar to money and the banking business? Moreover, why is it that the courts,
even if they falsely consider money deposits as debts, still insist that they are more than an ordinary
debt, and the depositor’s relation to the bank is not identical with that of an ordinary creditor? See
Rothbard (1983, p. 275).

9See also Jevons (1905, pp. 206-12, 221), who lamented the existence of general deposits
since it has “become possible to create a fictitious supply of a commodity, that is, to make people
believe that a supply exists which does not exist.” On the other hand, special deposits, such as
“bills of lading, pawn-tickets, dock-warrants, or certificates which establish ownership to a defi-
nite object,” are superior because “they cannot possibly be issued in excess of the good actually
deposited, unless by distinct fraud.” And Jevons concluded that “it used to be held as a general rule
of law, that a present grant or assignment of goods notin existence is without operation.”
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Yet this is patently wrong, and it stands in clear contradiction to Rothbard’s title-
transfer theory of contract that Selgin and White claim to have accepted. In accordance
with Rothbard’s contract theory, individuals are only entitled to make contracts regard-
ing the transfer of their own property. In contrast, fractional reserve banking, by its very
nature (even if it is practiced successfully), involves contracts concerning the transfer
of other people’s property. Hence, this practice—the issue of fiduciary media—is in
principle (inherently) incompatible with the title-transfer theory of contract—and it
turns out, not surprisingly, that it is Rothbard, and not his two interpreters, who
ultimately demonstrates a better grasp of his own contract theory.

THE ISSUE OF FRAUD II:
FRACTIONAL RESERVE BANKING AND FREEDOM OF CONTRACT

Murray Rothbard’s classification of fractional reserve banking as fraud was the result
of long and intensive study of ethics and property-rights theory in particular. Selgin
and White rightly regard economics as intellectually independent and separate
from ethics. It may be studied without any prior knowledge of property and prop-
erty-rights theory. Yet they do not hesitate to make sweeping ethical pronounce-
ments. In their moral defense of fractional reserve banking Selgin and White rarely
mention property, let alone outline a theory of property. This results in a series of
fundamental errors and problems: confusion regarding the distinction between
property and property titles; confusion as to the (im-)possibility of something (prop-
erty) being owned simultaneously by more than one owner; confusion concerning
the logical priority of property and property theory vis-a-vis contract and contract
theory; and confusion concerning the necessity of fulfilling one’s contractual obli-
gations with one’s own property (not just anyone’s).

These difficulties enter into the authors’ discussion of the issue of “freedom of
contract.” Their argument is straightforward.

If abank does not represent or expressly oblige itself to hold 100 percent reserves, then
fractional reserves do not violate the contractual agreement between the bank and its
customer. ... Outlawing voluntary contractual arrangements that permit fractional re-
serve-holding is thus an intervention into the market, a restriction on the freedom of con-
tract which is an essential aspect of private property rights. (p. 87)

This passage reveals again Selgin and White's already noted ultra-subjectivism.
According to this view, it is voluntary agreements that make for—constitute and
define—a valid contract. However, valid contracts are agreements regarding the
transfer of real property; hence, the range of valid contracts is in fact first and foremost
constrained by the nature of things and property (and only then by agreement). It was
thus that Hoppe (1994, p. 70) explained that

freedom of contract does not imply that every mutually advantageous contract should be
permitted. . . . Freedom of contract means instead that A and B should be allowed to
make any contract whatsoever regarding their own properties, yet fractional reserve
banking involves the making of contracts regarding the property of third parties.

Selgin and White refer to this charge somewhat misleadingly as “third-party effects”
(p. 92) and counter it by charging Hoppe in turn with elementary confusion as regards
the nature of property and property rights. They state first, that
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spill-overs from others’ actions to the value of C's property . . . are an inescapable free-
market phenomenon, and are not a violation of C’s private-property rights, [whereas]
physical invasions of C's property . . . are of course inconsistent with the protection of C's
property rights. It should be obvious that if A and B are barred from any transaction that
merely affects the market value of C's possessions, without any physical aggression or
threat against.C or C’s rightful property, then the principles of private property, freedom
of contract, and free-market competition are completely obliterated. Is B to be barred
from offering to sell compact disc recordings to A, merely because doing so reduces the
market value of C’s inventory of vinyl records? (pp. 92-93)

Second, they state that the reduction of the purchasing power of money, which
they admit must result from every issue of fiduciary media, is as such a harmless
value-effect and thus “provides no justification for legally barring the bank’s ac-
tion.” Hence they conclude that Hoppe’s argument is “invalid” (and incompatible
with Rothbard’s theory of property).

Selgin and White’s counterargument contains two errors. First, while the major
premise is correct, it is false that Hoppe is mistaken about it. Hoppe has written
extensively on the theory of property rights, and is not only aware of the distinction
mentioned by Selgin and White but even provides a praxeological defense of it;
hence, in this regard no difference of judgment whatsoever between Rothbard and
Hoppe exists.'°

Second, the minor premise is demonstrably false (and hence, so is the conclusion).
Selgin and White claim that the fall in the purchasing power of money resulting from
the issue of fiduciary media is the same sort of harmless event as a fall in the price of
anything else (caused by changes in supply and/or demand). That money owners lose
purchasing power as a result of fractional reserve banking, they claim, is not different
from the situation in which the owners of potatoes or cars suffer a value-loss due to a
larger supply of or a reduced demand for potatoes and cars.

Here again, Selgin and White conflate money (gold)—that is, property—and
money substitutes (banknotes)—that is, property titles. To be sure, the issue of fiduciary
media does not lead to physical damage to real property. After all, a bank note is just a
piece of paper, and paper does not exert any relevant physical effect on the external
world. But the same can be said also about the issue of fiduciary titles to potatoes or
cars (titles backed by assets other than potatoes or cars). They, too, are merely pieces
of paper, and as such have no impact on the real world. Yet there exists an
important difference between changes in a potato or car owner’s wealth position
due to changes in the supply or demand for potatoes or cars on the one hand, and
changes brought about by changes in the supply or demand for titles to non-existing
(unchanged) quantities of potatoes or cars on the other hand. Surely, the owners of
potatoes or cars are affected differently in both cases. In the first case, if the price of
potatoes or cars falls due to a larger potato or car supply, all current potato or car
owners remain (unchangingly) in possession of the same quantity of property
(potatoes or cars). No one’s physical property is diminished. Likewise, if the price
falls because potato or car buyers are willing to offer only lesser quantities of other

195e¢, for instance, Hoppe (1988, pp. 69ff); and White’s (1990) review of Hoppe.
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goods in exchange for potatoes or cars, this by itself has no effect on any current potato
or car owner’s physical quantity of potatoes or cars. In distinct contrast in the second
case, the issue and sale of an additional title to an unchanged quantity of potatoes
or cars does lead to a quantitative diminution of some current potato or car owner’s
physical property. It does not merely have a value-effect: the purchasing power of
potato or car titles will fall. It does have a physical effect: the issuer and seller of
fiduciary potato or car titles misappropriates other people’s potatoes or cars. He
appropriates other people’s property without relinquishing any property of his own
(in exchange for an empty property title).!

THE ISSUE OF FRAUD lIlI:
THE “PROOF FROM EXISTENCE”
FRACTIONAL RESERVE BANKING AND STATE FORMATION

Neither the title-transfer theory of contract nor the principle of freedom of contract
supports the claim that the issue of fiduciary media and fractional reserve banking is
ethically justified. To the contrary, only one other argument remains in support of the
claim that fractional reserve banking represents a legitimate form of business.

The argument boils down to a proof from existence: X, Y, or Z exists; it would
not exist if it were not beneficial; hence, it should exist (and outlawing it would be
detrimental and morally wrong).

Thus, write Selgin and White (p. 95):

the group [of people] whose freedom of contract we are concerned with here is not a
small eccentric bunch, butis the great mass of people who have demonstrated that they
do prefer banks that operate on fractional reserves. . . . Depositors continue to patronize
these banks, demonstrating their preference, for them. . . . By the principle of demon-
strated preference depositors must be presumed to benefit from the package they have
agreedto accept, risk and all. (p. 93)

[Consequently,] if any person knowingly prefers to put money into an (interest-bearing)
fractional reserve account, rather than into a (storage-fee-charging) 100 percent reserve
account, then a blanket prohibition on fractional reserve banking by force of law is a
binding legal restriction on freedom of contractin the market for banking services. (p. 88)

[Moreover,] . . . benefits accrue to bank depositors and noteholders, who receive interest
and services paid for by the extra bank revenue generated from lending out a portion of
its liabilities. Benefits accrue to bank borrowers who enjoy a more ample supply of inter-
mediated credit, and to everyone who works with the economy’s consequently larger
stock of capital equipment. And the benefits must accrue to bank shareholders, who
could choose to have the bank not issue demand liabilities if they found the risks not
worth taking. (p. 94)

Selgin and White have here put the cart before the horse. The existence of a
practice, however widespread, has no bearing on the question of whether it is justifiable

" Also see note 4 above. We will also show that these authors’ meaning of demand for (and
supply of) money is misconceived. An increased demand for money (or potatoes or cars) is not just
awish to have more money (or potatoes), but greater effective demand.
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or not. Consider first, for illustrative purposes, the following analogy concerning the
ethical permissibility of a state, that is, of a territorial monopolist of law and order
(or of justice and protection).?2

In the words of Selgin and White (applied here in a different context and
paraphrased), the group of people whose freedom of contract we are concerned
with is not a small eccentric bunch, but is the great mass of people who have
demonstrated that they do prefer states (judges and protectors) that operate on a
monopolistic basis. Territorial inhabitants continue to patronize these states, dem-
onstrating their preference for them. By the principle of demonstrated preference,
territorial inhabitants must be presumed to benefit from the package they have
agreed to accept, risk and all. Consequently, if any person knowingly prefers to put
money into a tax-bearing state account, rather than into a protection-fee-charging
account in non-taxing justice and protection agencies, then a blanket prohibition
on state-formation by force of law is a binding legal restriction on freedom of
contract in the market for justice and protection services. Moreover, benefits accrue
to state depositors and noteholders, who receive interest and services paid for by the
extra state revenue generated from employing parts of the deposits for extra tax collec-
tions. Benefits accrue to state borrowers who enjoy a more ample supply of interme-
diated credit, and to everyone who works with the economy’s consequently larger
stock of capital equipment. And benefits must accrue to state shareholders, who
could choose to have the state not engage in taxation if they found the risks not
worth taking. '

Given their own libertarian credentials, Selgin and White would presumably
reject this analogy as false and inappropriate. But if so, why? What is it that
invalidates the second proof, but not the first? What, if anything, makes a blanket
prohibition (or permission) of fractional reserve banking categorically different from
a blanket prohibition (or permission) of state formation and operation?

The answer—that no such difference exists and that both proofs are equally
invalid—is to be found in the Rothbardian principle of demonstrated preference. While
Selgin and White invoke this principle in support of their conclusion regarding the
ethical permissibility of fractional reserve banking, they miss its implication. The
principle of demonstrated preference, as explained by Rothbard in his celebrated “To-
ward a Reconstruction of Utility and Welfare Economics,” presupposes property rights.
Not all demonstrated preferences are ethically permissible or socially beneficial.
Instead, the only such preferences that are permissible and welfare enhancing are
these that are expressed by means of one’s own property and nothing but one’s own
property. Every preference demonstration by means of property other than one’s
own—with other people’s property—is impermissible and non-beneficial.

As for the demonstrated preference for states, it runs afoul of Rothbard’s princi-
ple. In Rothbard’s analysis, which is presumably accepted by the participants on

1276 avoid any misunderstanding, the term monopoly is employed here in its Rothbardian
definition as an exclusive privilege (or the absence of free entry). A monopoly of law and order
means that one may turn for justice and protection only to one party—the state—and that it is
exclusively this party that determines the content of justice and protection.
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both sides of the current debate, the violation can be quickly pinpointed. Private
property, as the result of acts of (original) appropriation and/or production, implies the
owner’s right to exclusive jurisdiction regarding his property, including the right to
employ this property in defense against possible invasions and invaders. Indeed, there can
be no property without an owner’s right to physical defense, and it is the very purpose of
private property to establish separate domains of exclusive jurisdiction. No private-
property owner can possibly surrender his right to ultimate jurisdiction over and
defense of his property to someone else—unless he sells or otherwise transfers his
property (in which case someone else would have exclusive jurisdiction over it). That is,
so long as something (a good) has not been abandoned, its owner must be presumed as
retaining these rights; and as far as his relations to others are concerned, every property
owner may then only partake in the advantages of the division of labor and seek better
and improved protection of his unalterable property rights through cooperation
with other owners of property. Every property owner can buy from, sell to, or otherwise
contract with everyone else concerning supplemental property protection and security
services. Yet each owner also may at any time unilaterally discontinue any such coop-
eration with others. In distinct contrast, a territorial monopoly of protection and juris-
diction—a state—implies that every property owner is prohibited from discontinuing
his cooperation with his protector, and that no one (except the monopolist) may
exercise ultimate jurisdiction over his own property. Rather, everyone except the
monopolist has lost his right to defense and is thus rendered defenseless vis-a-vis his
own protector. Obviously, such an institution stands in contradiction to every owner’s
demonstrated preference of not giving up his property. Contrary to their demonstrated
preference, the monopolist prohibits the people from using their property in physical
defense against possible invasions by himself and his agents. A monopoly of protection
and jurisdiction rests thus from the outset on an impermissible act of expropriation
(taxation) and provides the monopolist and his agents with a license to further expro-
priation and taxation. Every owner’s range of permissible actions regarding his own
property, and hence the value of his property, is diminished, whereas the monopolist’s
range of action and control is correspondingly enlarged and his exclusive privilege is
reflected in an increase in the value of his property (capitalization of monopoly profit).

Presently, states exist everywhere, and almost everyone resides under state
protection. Regardless of this preference demonstration, however, there is nothing
wrong, ethically or economically, with blanket protection against state formation.
No one may form a state, for the same reason that no one may expropriate or rob
anyone else. In a court of law, it would be sufficient that a single property owner
objected to the monopoly’s existence, and the monopolist would have to cease in his
current operation as a tax-yielding protection agency and be repaired to the legal status
of a non-taxing but fee-charging law-and-security agency (a normal specialized firm).
A tax-yielding protection agency is a contradiction in terms—an invasive protec-
tor—and must be forbidden, irrespective of any benefits occuring to state depositors,
state borrowers, and state owners. To do so is not a legal restriction on freedom of
contract in the market for justice and protection services, but the very presupposition
of freedom of contract and justice. Everyone putting money or any other resources into
a tax-yielding protection account is engaged in unlawful action and subject to
punishment.
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Just as states exist everywhere, so do fractional reserve banks, and nowadays
practically everyone is banking with fractional reserve banks. What, if anything, is the
difference between the status of a state and that of a fractional reserve bank? Why
should fractional reserve banks not be outlaw banks just as states outlaw protection
agencies? Tobe sure, just as there can be no doubt concerning a demand for protection
services, there can also be no doubt as to a demand for banking services. Yet the
demand for protection services that private-property owners may properly demonstrate
does not include a demand for tax-yielding protection services, as we have seen. It
exclusively permits a demand for fee-charging protection agencies. Why should an
analogous distinction not be true also for banking services? Why should a demand for
interest-yielding demand deposit accounts not be just as impermissible as the demand
for tax-yielding protection accounts, on the ground that both interest-yielding deposit
accounts and tax-yielding property protection are contradictions in terms? Why
should the functions of a money warehouser and clearing institution (100 percent
reserve deposit banking) and as an intermediary of credit (savings-and-loan bank-
ing) not be the only just forms of banking (just as fee-charging protection agencies
are the only legitimate form of protection)?

The answer depends on whether or not the demonstrated preference for fractional
reserve banking services, that is, the issue and acceptance of fiduciary media, involves
solely and exclusively the property of the two contracting parties. At any given point in
time, the quantity of property (appropriated goods)—whether consumer goods, pro-
ducer goods, or money—is given. Fractional reserve banking does not increase the
quantity of existing property (money or otherwise), nor does it transfer existing
property from one party to another. Rather, it involves the production and sale of an
increased quantity of titles to an unchanged stock of money property (gold); that is, the
supply of and the demand for counterfeit money and illegitimate appropriation. As in
every other case of counterfeiting (forgery)—of stock and commodity certificates,
banknotes, land titles, original art, etc.,.—the issue and sale of money copies
(banknotes) uncovered by originals (gold) will physically diminish or despoil the
original money—stock, commodity, land, or art—owners’ property. But a counterfeiter
of money is particularly dangerous and invasive because of money’s defining charac-
teristic as the most easily saleable and widely acceptable of all goods; that is, because
money-counterfeits open to their seller the widest possible range of objects for
undue appropriation (from money to almost every other form of real property).

Thus, it is no wonder that of all forms of forgery, the counterfeiting of money
has always held the greatest attraction. So long as money exists there will also exist
a persistent demand for counterfeit money. Regardless of this attraction and de-
mand, however, there is nothing wrong with a blanket prohibition against fractional
reserve banking. No one may operate a fractional reserve bank for the same reason
that no one, in any other line of business, may engage in counterfeiting, that is, the
production and sale of titles or copies to non-existing property or originals. In a court
of law, it would be sufficient that a single money or other property owner brought suit
against a fractional reserve bank as a manufacturer of counterfeit money, and the bank
immediately would have to cease its current operation and be reduced to its two
original functions: deposits and loans. An interest-yielding (rather than fee-charging)
deposit bank is a contradiction in terms: it is a counterfeiting money warehouser,
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and must be outlawed, irrespective of any benefits accruing to bank depositors,
borrowers, and owners. To do so is not a restriction on freedom of contract in the
market for banking services, but the requirement of lawful money and banking.
Everyone putting money or other resources into interest-yielding deposit accounts
is engaged in undue and unlawful appropriation.’3

The relationship between states and fractional reserve banks is even more
intimate, and in any case quite different from that suggested by Selgin and White.
They claim that it would be an illegitimate interference with the operation of free
markets if the state were to prohibit fractional reserve banking. In fact, fractional
reserve banking is the result of an illegitimate state interference with the market, and
prohibiting it would only repair this earlier intervention. Selgin and White recognize
- that in the evolution of a free banking system, 100 percent reserve deposit banking
and, functionally separated, loan banking, must (praxeologically) precede frac-
tional reserve banking. In their view, fractional reserve banking is the natural
outgrowth of an earlier 100 percent reserve system. However, they do not offer an
explanation for this transition as a natural solution to a problem that cannot be
solved under the prior system of 100 percent banking (in the way that Austrians
conceive of money as the natural solution to the problem of lacking coincidences
of wants under a preceding barter system). They merely affirm that the transition
actually occurred.

While one can easily see why and how a banker might want to take advantage
of the possibilities of counterfeiting, it is just as clear that any such attempt would
not go by without quickly and continually being challenged. Surely the current
writers and thousands of earlier legal and economic theorists would have accused
fractional reserve banks of counterfeiting and would have brought suit against them.
The further course of banking evolution would then depend on a court decision. If the
court decided that the issue of fiduciary media qua titles to money uncovered by money
constitutes counterfeiting, fractional reserve banks would not come into existence; and
only if it decided otherwise would they ever actually appear. Nothing in this evolution
is natural; everything appears rather deliberate. Nor would the outcome of such trials
naturally be to Selgin and White’s liking. To the contrary, if one were to assume that
fractional reserve bankers would be tried on counterfeiting charges before a jury of
their own peers (of other businessmen), we dare say that, empirically, the over-
whelming number of such cases would end in conviction (the testimony of Selgin
and White notwithstanding). Why, then, the almost complete dominance of frac-
tional reserve banking?

13Explains Rothbard (1995, p. 77):

The champions of free competition in counterfeiting retort that this is simply the
market at work, that the market registers a “demand” for more expanded credit,
and that the private bankers, those Kirznerian entrepreneurs, are simply “alert” to
such market demands. Well, of course, there is always a “demand” for fraud, and
embezzlement, on the market, and there will always be plenty of “alert” swin-
dlers who are eager and willing to furnish a supply of these items. But if we define
the “market” not simply as a supply of desired goods and services, but as a supply
of such goods within a framework of inviolate property rights, then we see a very
differentpicture.






