
 

 

Chapter 2 

The Case for Free Banking 

 

1. The Views of Bagehot and Henry Thornton 

There are several strands in the case for free banking. The first is by 
analogy with the general case for free trade. If free trade and free 
competition are beneficial in other economic activities, what is so 
special about banking that justifies imposing special external controls, 
regulation, or supervision upon banks? 1 The onus for demonstrating a 
case for the benefits of Central Bank (or other external agency) 
regulation, supervision, etc., needs to be made by the putative 
supervisor. Currently, there is a groundswell of academic and political 
enthusiasm for the achievement of greater efficiency through the 
establishment of more competitive markets, and this again leads to a 
generalized preference for deregulation in financial, as well as other, 
markets, unless specific and compelling reasons for the continuation of 
any interference with laissez-faire can be adduced. 2 This argument was 
given much weight by Bagehot in Lombard Street, and played a 
considerable role in the French discussion on free banking in the 1860s 
(viz., the account of this debate in Smith, The Rationale of Central 
Banking, p. 88). Although the main theme of Lombard Street concerns 
the question of how the Bank of England might be educated and 
persuaded to perform its role better, Bagehot nonetheless felt that the 
banking system would perform better without having any Central Bank 
at all. He looked, instead, nostalgically toward a hypothetical banking 
system, a natural system in his view, of entirely independent banks 
(Lombard Street, p. 104): 

A large number of banks, each feeling that its credit was at stake 
in keeping a good reserve, probably would keep one; if any one 
did not, it would be criticised constantly, and would soon lose its 
standing, and in the end disappear. And such banks would meet an 
incipient panic freely and generously; they would advance out of 
their reserve boldly and largely, for each individual bank would 
fear suspicion, and know that at such periods it must 'show 
strength', if at such times it wishes to be thought to have strength. 
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Such a system reduces to a minimum the risk that is caused by the 
deposit. If the national money can safely be deposited in banks in 
any way, this is the way to make it safe. 

Again (Lombard Street, p. 101): 

Where there were many banks keeping their own reserve, and each 
most anxious to keep a sufficient reserve, because its own life and 
credit depended on it, the risk of the Govemment in keeping a 
banker would be reduced to a minimum. It would have the choice 
of many banks and would not be restricted to any one. 

Again, (Lombard Street, pp. 275—277): 

In a natural state of banking, that in which all the principal banks 
kept their own reserve, this demand of the bill-brokers and other 
dependent dealers would be one of the principal calls on that 
reserve. At every period of incipient panic the holders of it would 
perceive that it was of great importance to themselves to support 
these dependent dealers. If the panic destroyed those dealers it 
would grow by what it fed upon (as is its nature), and might 
probably destroy also the bankers, the holders of the reserve. The 
public terror at such times is indiscriminate. When one house of 
good credit has perished, other houses of equal credit though of 
different nature are in danger of perishing. The many holders of 
the banking reserve would under the natural system of banking be 
obliged to advance out of that reserve to uphold bill brokers and 
similar dealers. It would be essential to their own preservation not 
to let such dealers fail, and the protection of such dealers would 
therefore be reckoned among the necessary purposes for which 
they retained that reserve. 

Nor probably would the demands on the bill brokers in such a 
system of banking be exceedingly formidable. Considerable sums 
would no doubt be drawn from them, but there would be no special 
reasons why money should be demanded from them more than 
from any other money dea ers. They would share the panic with 
the bankers who kept the reserve, but they would not feel it more 
than the bankers. In each crisis the set of the storm would not be 
determined by the cause which had excited it, but there would be 
anything in the nature of bill broking to attract the advance of the 
alarm peculiarly to them. They would not be more likely to suffer 
than other persons; the only difference would be that when they 
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did suffer, having no adequate reserve of their own, they would be 
obliged to ask the aid of others. 

But under a one-reserve system of banking, the position of the 
bill brokers is much more singular and much more precarious. 

Why, then, had the Bank of England become established as the 
Central Bank? According to Bagehot, this was not because it served any 
really useful commercial purpose, but because it had been imposed on 
the system by legislation, legislation that was in turn a reward for its 
role, notably in 1694, but also thereafter, in providing government 
finance at times of need on especially favorable terms. Thus: 

With so many advantages over all competitors, it is quite natural 
that the Bank of England should have far outstripped them all. 
Inevitably it became the bank in London; all the other bankers 
grouped themselves round it, and lodged their reserve with it. Thus 
our one-reserve system of banking was not deliberately founded 
upon definite reasons; it was the gradual consequence of many 
singular events, and of an accumulation of legal privileges on a 
single bank which has now been altered, and which no one would 
now defend. 

This Hayekian facet of Bagehot has been largely forgotten, at least until 
recently. But, if Bagehot supposed the natural system so superior, why 
did he aim to improve the existing system, rather than change it entirely? 
Bagehot's answer to that is that that would not be practical politics 
(Lombard Street, pp. 66—67): 

But it will be said—What would be better? What other system 
could there be? We are so accustomed to a system of banking, 
dependent for its cardinal function on a single bank, that we can 
hardly conceive of any other. But the natural system— that which 
would have sprung up if Government had let banking alone—is 
that of many banks of equal or not altogether unequal size. In all 
other trades competition brings the traders to a rough approximate 
equality. In cotton spinning, no single firm far and permanently 
oustrips the others. There is no tendency to monarchy in the cotton 
world; nor, where banking has been left free, is there any tendency 
to a monarchy in banking either. In Manchester, in Liverpool, and 
all through England, we have a great number of banks, each with 
a business more or less good, but we have no single bank with any 
sort of predominance; nor is there any such bank in Scotland. In 
the new world of Joint Stock Banks outside the Bank of England, 
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we see much the same phenomenon. One or more get for a time a 
better business than the others, but no single bank permanently 
obtains an unquestioned predominance. None of them gets so 
much before the others that the others voluntarily place their 
reserves in its keeping. A republic with many competitors of a size 
or sizes suitable to the business, is the constitution of every trade 
if left to itself, and of banking as much as any other. A monarchy 
in any trade is a sign of some anomalous advantage, and of some 
intervention from without. 

I shall be at once asked—Do you propose a revolution? Do you 
propose to abandon the one-reserve system, and create anew a 
many-reserve system? My plain answer is that I do not propose it. 
I know it would be childish. Credit in business is like loyalty in 
Government. You must take what you can find of it, and work with 
it if possible. 

Again (Lombard Street, pp. 105—106): 

Nor would any English statesman propose to 'wind up' the Bank of 
England. A theorist might put such a suggestion on paper, but no 
responsible government would think of it. At the worst crisis and 
in the worst misconduct of the Bank, no such plea has been thought 
of: in 1825 when its till was empty, in 1837 when it had to ask aid 
from the Bank of France, no such idea was suggested. By 
irresistible tradition the English Government was obliged to 
deposit its money in the money market and to deposit with this 
particular Bank. And this system has plain and grave evils. 

1st. Because being created by state aid, it is more likely than a 
natural system to require state help. 

2ndly. Because, being a one-reserve system, it reduces the spare 
cash of the Money Market to a smaller amount than any other 
system, and so makes that market more delicate. There being a less 
hoard to meet liabilities, any error in the management of that 
reserve has a proportionately greater effect. 

3rdly. Because our one reserve is, by the necessity of its nature, 
given over to one board of directors, and we are therefore 
dependent on the wisdom of that one only, and cannot, as in most 
trades, strike an average of the wisdom and the folly, the discretion 
and indiscretion, of many competitors. 

Bagehot's enthusiasm for the, safely hypothetical, natural system is 
engagingly naive, and ignores certain problems that would arise under 
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such a system that he himself notes in other, more practical contexts. 
Thus, whereas he claims that in a "natural system" each bank would 
maintain sufficient reserves for safety, yet "the custody of very large 
sums in solid cash entails much care, and some cost; every one wishes 
to shift these upon others if he can do so without suffering. Accordingly, 
the other banks of London, having perfect confidence in the Bank of 
England, get that bank to keep their reserve for them." Is not the 
development of such centralization also a natural phenomenon? 

Moreover the idea, put forward earlier in the quoted section on p. 276, 
that independent banks would lend freely in periods of crisis is 
contradicted by the practical experience of their actions during periods 
of crisis, (Lombard Street, p. 290): ''At such moments [panics] all 
bankers are extremely anxious, and they try to strengthen themselves by 
every means in their power; they try to have as much money as it is 
possible at command; they augment their reserve as much as they can, 
and they place that reserve at the Bank of England." Also (Lombard 
Street, p. 57): "At the commencement of every panic, all persons under 
such liabilities try to supply themselves with the means of meeting those 
liabilities while they can. This causes a great demand for new loans. And 
so far from being able to meet it, the bankers who do not keep an extra 
reserve at that time borrow largely, or do not renew large loans—very 
likely do both." 

Nor would Henry Thornton have approved of Bagehot's predilection 
for a system of independent banks maintaining their own separate 
reserves. Thus he wrote in An Enquiry into the Nature and Effects of the 
Paper Credit of Great Britain (p. 94) that 

it may be apprehended, also, that, if instead one national bank two 
or more should be instituted, each having a small capital; each 
would then exercise a separate judgment; each would trust in some 
measure to the chance of getting a supply of guineas from the other, 
and each would allow itself to pursue its own particular interest, 
instead of taking upon itself the superintendence of general credit, 
and seeking its own safety through the medium of the safety of the 
public; unless, indeed, we should suppose such a good 
understanding to subsist between them as to make them act as if 
they were one body, and resemble, in many respects, one single 
institution. 

The accident of a failure in the means of making the cash 
payments of a country, though it is one against which there can be 
no security which is complete, seems, therefore, to be best 
provided against by the establishment of one principal bank. 
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Again: "If a rival institution to the Bank of England were established, 
both the power and the responsibility would be divided; and, through 
the additional temptation to exercise that liberality in lending, which it 
is the object of competition to promote, the London notes, and also the 
country bills and notes, would be more likely to become excessive. Our 
paper credit would, therefore, stand in every respect on a less safe 
foundation." 

Moreover, the central position of the Bank results from its superior 
credit (not just from the advantages endowed by legislation); thus (p. 
60): "The larger London payments are effected exclusively through the 
paper of the Bank of England; for the superiority of its credit is such, 
that, by common agreement among the bankers, whose practice, in this 
respect, almost invariably guides that of other persons, no note of a 
private house will pass in payment as a paper circulation in London." 

Furthermore, the resulting correspondence system of interbank 
relationships leads to more prudent behavior, since country banks (p. 
167) "... come under the eye of their respective correspondents, the 
London bankers; and, in some measure, likewise, of the Bank of 
England. The Bank of England restricts, according to its discretion, the 
credit given to the London banker. Thus a system of checks is 
established, which, though certainly very imperfect, answers many 
important purposes, and, in particular, opposes many impediments to 
wild speculation." 

To conclude this section, both Bagehot and Thornton considered the 
question of banking system regime. Bagehot preferred a natural, laissez-
faire system of banking in theory; both sought to reform the operations 
of the Bank of England in practice, on the grounds that a more 
fundamental change was not realistic politics. Thornton, on the other 
hand, saw the merits of a centralized, correspondent system, and argued 
against attempts to divide the responsibility for the stability of the 
system. 

2. The Inherent Inflationary Tendencies of a Central Bank 

Besides the general free trade argument for free banking, and for the 
abolition of Central Banks, a second general reason for a preference for 
free banking arises out of a distrust of government management of paper 
currency. Central Banks were generally set up initially in the eighteenth 
and nineteenth centuries to provide finance on beneficial, subsidized 
terms to the government of the day, and were often awarded in return 
with certain monopoly rights in note issuing. 3 This combination led, all 
too easily, to circumstances in which the Central Bank's notes would be 
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made, at moments of crisis, inconvertible legal tender, in order to 
provide, in effect, the receipts from inflationary tax to the authorities. 
Distrust with paper currency sprang primarily from such occasions: e.g., 
John Law's Banque Generale in France in 1716, the suspension of 
convertibility in the United Kingdom of the Bank of England, 1797—
1819, and the issue of assignats by the Caisse d'Escompte in 1790. 

It was not, of course, suggested that private banks should instead be 
granted the privilege of issuing legal tender, since the danger of allowing 
private commercial institutions to levy an inflation tax for their own 
private benefit has always been pretty obvious. The issues connected 
with the designation of bank notes as legal tender are quite complex, and 
it may be worthwhile to digress shortly to consider some of them. 

With regard to the danger of allowing private commercial banking 
institutions to issue legal tender notes, Bagehot, (Lombard Street, pp. 
107—108) wrote, "A bank of issue, which need not pay its notes in cash, 
has a charmed life; it can lend what it wishes, and issue what it likes, 
with no fear of harm to itself, and with no substantial check but its own 
inclination. For nearly a quarter of a century, the Bank of England was 
such a bank, for all that time it could not be in any danger. And naturally 
the public mind was demoralised also,' though he noted (on p. 167), 
"But the directors of the Bank withstood the temptation; they did not 
issue their inconvertible notes extravagantly." 

This was, Bagehot thought, largely due to the character of the Board 
of Bank Directors (p. 166): 

plain, sensible, prosperous English merchants; and they have both 
done and left undone what such a board might have been expected 
to do and not to do. Nobody could expect great attainments in 
economical science from such a board; laborious study is for the 
most part foreign to the habits of English merchants. Nor could we 
expect original views on banking, for banking is a special trade, 
and English merchants, as a body, have had no experience in it. A 
'board' can scarcely ever make improvements, for the policy of a 
board is determined by the opinions of the most numerous class of 
its members—its average members—and these are never prepared 
for sudden improvements. A board of upright and sensible 
merchants will always act accordingly to what it considers 'safe' 
principles. 

Perhaps things really do change! Skeptics may wonder whether change 
is for the better! 
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For a very different perspective on the Bank's suspension, see Santoni 
(1984). Santoni argues that it was in the interests of the private-sector 
owners of the Bank to prevent inflation, partly because they were fixed-
interest creditors of the government, partly because (p. 17) "the quantity 
of notes the Bank could issue was restricted by law to an amount less 
than or equal to the capital invested by stockholders." Accordingly 
Santoni sees the inflationary dangers as arising solely from the 
inflationary predilections of the government, dragging an unwilling 
private-sector Bank Court along under protest. 

Even when private note issues are not legal tender, the issuers obtain 
seignorage, i.e., the margin between the rate of interest, generally zero 
(though see later—chapter 3) on the notes and the interest on the 
(default-free) assets held by the private note issuers against such note 
liabilities. Fama (1981) has argued that such seignorage is pure 
economic profit, and would, therefore, be a logical government 
confiscation in a world of taxation with positive deadweight losses. 
Such confiscation is, perhaps, most easily achieved by monopolizing the 
note issue in a Central Bank. 

The actual importance of prescribing a currency as "legal tender" is, 
however, a tricky subject. Forcing someone to accept a particular 
currency in payment for some contract does not necessarily provide an 
advantage to the issuer of the currency if the terms, i.e., the value placed 
on the currency, of the transaction are left entirely free. It is the 
combination of the designation of a currency as legal tender, together 
with fixing its value in terms of some other asset, e.g., gold or another 
currency, that provides a clear incentive for overissue— see Klein 
(1974, pp. 431—432, 448). Even when the value of the legal tender 
currency is not, however, fixed by fiat in terms of some other asset, the 
inertia of prices, contracts, etc., may well provide an incentive for 
inflationary overissue—see Klein (1974, p. 436). Critics of Central 
Banks will immediately argue that such incentives may be similar, and 
even possibly worse, because of the short time horizon of governments, 
for public, as for private, note issuers. 

Besides the example of the suspension of convertibility by the Bank 
of England, 1797—1819, there have been some other examples of the 
note issues of private banks being given legal tender status, at times 
when convertibility was suspended. It happened in Belgium, following 
the 1848 crisis, when the government, to prevent a greater crisis, 
allowed the Societe Generale and the Banque de Belgique to suspend 
specie payments, and gave their notes legal tender status." This 
experience cannot, however, have been regarded as satisfactory, since, 
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immediately following the crisis, the authorities set up the Banque 
Nationale de Belgique with monopoly control of the note issue (details 
taken from Cameron, 1967, pp. 135—136). 

The provision of legal tender status to the notes of a private bank in 
such circumstances, i.e., when convertibility has been suspended while 
the private bank continues in operation, may be differentiated from 
those cases in which the notes of a failing private bank of issue are 
guaranteed payment, in order to prevent panic, while convertibility may 
still be preserved. An example of the latter is provided by the failure of 
the Oriental Bank in 1884. It had provided quasiCentral Banking 
services in Ceylon, including most of the note issue. In order to prevent 
a financial panic and collapse, the governor, Sir Arthur Gordon, 
guaranteed full payment (in silver) of the failed bank's notes. In 1885 
these notes were replaced by government notes issued by a Currency 
Board—see Gunasekera (1962, 

chapter 4). 
During the course of the nineteenth century, the designation of the 

note issue of a Central Bank as "legal tender" was often, perhaps 
generally, an indication of monetary weakness, of the onset of the 'cours 
force." Thus the notes of the Reichsbank and the Swiss National Bank 
(except at times of war) were not legal tender, whereas the notes of the 
banks of issue in Italy were legal tender, prior to 1909, but on several 
occasions, e.g., prior to 1881 and after 1893, "practically 
irredeemable"—see "Renewal of Reichsbank Charter," National 
Monetary Commission, (1910 article from Frankfurter Zeitung, pp. 
43—44), and Interviews on the Banking and Currency Systems (Italy), 
National Monetary Commission (1910), interview with Canovai, Chief 
General Secretary of the Banca d'ltalia, p. 513. The notes of the Bank of 
France were made legal tender on the crisis occasions, of 1848 and 1870, 
when it was forced to suspend convertibility: at that time the designation 
of notes as "legal tender" was virtually synonymous with "cours 
force"—see Liesse (1911). 

As Pressnell has pointed out, in an unpublished comment, on a paper 
by Congdon (1981), designating the note issue of a bank "legal tender" 
"does not necessarily change the position that it will be acceptable only 
if sustained by real resources, e.g., by command over the economy 
through taxation, or by convertibility into gold or other currencies. 
Lacking such support, would not legal tender make a currency a forced 
currency?" 

To revert, however, to the main theme of this section, the aim of most 
recent critics of Central Banks has been to prevent the development of 
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a public monopolistic institution, such as the Central Bank, which might 
seek to manage the currency. It is, for example, Hayek's claim that 
"practically all governments of history have used their exclusive power 
to issue money in order to defraud and plunder the people." 4 

Clearly, acceptance of the case that the public authorities should 
undertake discretionary management of the note issue and the money 
stock would seem to entail the need for a Central Bank to undertake such 
operations. So, the case for free banking, without any Central Bank, 
must involve as a central plank an attack on the ability, or desirability, 
of such central "monopolistic" management; a good example of such an 
attack is to be found in Vera Smith's The Rationale of Central Banking, 
especially chapter Xl, "The Arguments in Favour of Central Banking 
Reconsidered." 

It is not, however, necessary to go so far as to abolish a Central Bank 
altogether in order to remove the authorities' ability to manage their own 
monetary system in a monopolistically discretionary fashion. The 
Central Bank may be constrained by various rules, e.g., to maintain a 
fixed exchange rate, e.g., with gold (the Gold Standard), or to maintain 
some preordained, e.g., constant, rate of growth of the money stock. This 
option, however, then poses a dilemma for a Central Bank whenever 
caught between the need to prevent a liquidity crisis in a fractional 
reserve banking system and the objective of maintaining the rule. Hayek, 
for example, has been of the opinion that, in such systems, there is a 
need for Central Banks, that such conflicts between alternative 
objectives could well occur, and that on such occasions the needs of the 
banking system would have to be paramount. Hayek's writings on this 
particular subject go back as far as his book Monetary Nationalism and 
International Stability (1937), where this issue is discussed in lecture V, 
"The Problems of a Really International Standard," especially pp. 76—
84 and 88—92; the subject is taken up again in The Constitution of 
Liberty (1960), pp. 326—327 and 520. He returned to the subject in 
Denationalisation of Money—the Argument Refined (1978), in which 
(p. 96) he writes, "It is not to be denied that with the existing sort of 

division of responsibility between the issues of the basic money and 
those of a parasitic circulation based on it, central banks must, to prevent 
matters getting completely out of hand, try deliberately to forestall 
developments they can only influence but not directly control." 

Consequently (p. 77): "As regards Professor Friedman's proposal of 
legal limit on the rate at which a monopolistic issuer of money was to 
be allowed to increase the quantity in circulation, I can only say that I 
would not like to see what would happen if under such a provision it 
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ever became known that the amount of cash in circulation was 
approaching the upper limit and that therefore a need for increased 
liquidity could not be met." 

Hayek did, therefore, see a practical need for a Central Bank within 
the banking system as it existed in practice. 5 Nevertheless, he became 
increasingly concerned (as the constraints on governmental misuse, as 
he saw it, of money fell away with the collapse of the Gold Standard, 
the rise of Keynesianism, and acceptance of deficit financing) with the 
risks that the existence of a monopolistic Central Bank provided to 
governments for excessive monetary expansion. 

Initially Hayek thought that it might be sufficient, as a constraint on 
national overissues of money, to allow and to encourage competition 
between national currencies, e.g., by removing all exchange controls 
and allowing any contract to be legally conducted in any currency: 
"What is so dangerous and ought to be done away with is not 
governments' right to issue money but the exclusive right to do so and 
their power to force people to use it and to accept it at a particular price." 
6 

Subsequently, however, he went on to propose the more radical step 
of allowing and encouraging private note issuers to compete. 7 This 
proposal was, in general, akin to the suggestions for "free banking," as 
considered earlier by Bagehot et al. in the nineteenth century. In such a 
system of "free banking" there would be no Central Bank 8 and no 
central reservoir of reserves: each individual bank would be responsible 
for keeping its own reserves, and the convertibility of its own, note and 
deposit, liabilities. 9 

The earlier proponents of "free banking," other than the simple 
expansionists, had envisaged banks issuing notes convertible into gold 
at a fixed rate, i.e., on a Gold Standard. Hayek's proposal is more radical 
than this. He would have note issuers compete in terms of the standard 
of value of the notes they offered, e.g., relating them to differing baskets 
of commodities. He thought that transactions and information costs 
could be reduced by modern electronic calculating machines, etc. Klein, 
(1974) also considers the possibility of banks offering liabilities, both 
notes and deposits, at flexible and varying exchange rates. 

Assuming perfect and costless information, the liabilities of a more 
rapidly issuing, i.e., inflationary, bank could only be kept in circulation 
by the payment of higher interest rates. Klein relies on the need to 
maintain confidence and reputation, when information is less than 
perfect, to prevent accelerating overissue. In order to maintain such 
confidence, however, financial institutions (other than Central Banks) 
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would have to be able to guarantee convertibility into some other asset: 
"In a strict sense, therefore, competitive costly information equilibrium 
implies that all money is at least partially 'commodity' money" (Klein, 
1974, p. 438). There are also problems of paying interest on currency, 
costs of preventing counterfeiting, (Klein, 1974, p. 450), externalites of 
information, etc. On such externalities see Tullock's (1976) reply to 
Klein's comment (1976) on Tullock (1975). 

Furthermore, the heterogeneous issue of individual banks could make 
counterfeiting more of a problem—see Cagan (1963, pp. 19— 21) (in 
Carson, 1963)—though King (1983, pp. 134, 155) reports that 
contemporary discussions in New York in the free banking era did not 
stress this as an important feature of that system, and White (1984b, p. 
40) also reports that "this was not a significant problem in the Scottish 
experience." 

More recently, Hayek (1986) has despaired of the likelihood of 
achieving "denationalisation of the government moneys that are now 
used and their replacement by competing private currencies.' Although 
this "would still seem to me desirable," yet it is "apparently wholly 
utopian since no government is likely to permit such a development in 
the foreseeable future" (p. 9). In this more pessimistic, but realistic, 
context Hayek has advocated the private provision of a medium of 
exchange and unit of account indexed to a basket of wholesale 
commodities, to be known as the Standard, which might initially be used 
primarily in international transactions. 

There has been, indeed, a considerable revival of interest in proposals 
to relate the international value of the dollar to a basket of commodities, 
viz., Secretary of the Treasury Baker's reported interest in this idea, as 
expressed at the September 1987 IMF (International Monetary Fund) 
meeting. Then, if the fluctuations of other major currencies vis-å-vis the 
dollar were limited, their own international values would also be 
stabilized, by extension, against that same commodity basket. But there 
appear to be much stronger institutional and traditional barriers to the 
acceptability of alternative units of account and media of exchange, 
besides the official unit, within a single country, except in countries 
suffering serious inflation. So, alternative forms of indexed financial 
instruments have not made much headway, e.g., in serving as a means 
of payment in domestic transactions, even where their introduction is 
legally allowed—see my comments on Hayek's proposals (Goodhart, 
1986). 10 Exactly why financial indexation has not proven more popular 
remains a puzzle that economists have yet to understand. 
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Be that as it may, the case for having a Central Bank certainly does get mixed up with the arguments for 
discretionary monetary management vs. rules, since discretionary management would seem to imply the existence of 
a Central Bank. Moreover, certain proponents of free banking (such as Vera Smith, who was a student of Hayek's at 
LSE—London School of Economics—and who later married Friedrich Lutz, an economist in the Austrian School) 
argue that the mere existence of a Central Bank, even if it normally follows certain rules of conduct, represents a 
standing temptation to the authorities to change the rules of the game and to debauch the currency. 

Other advocates of free banking have, however, attacked Central Banks for being too conservative and restrictive, 
preventing competition and innovation by their regulatory restrictions. These critics would often have preferred the 
authorities to have encouraged a faster rate of money growth. Such critics formed, perhaps, the majority of the free 
banking advocates in the nineteenth century— see Smith, The Rationale of Central Banking—though White denies 
that this is true of the United Kingdom and the United States. A recent example of this school (though oddly ignorant 
of Smith's book) is Cameron (1967). 

In any case, a major part of the criticism of Central Banks has sprung from dissatisfaction with their discretionary 
handling of monetary management, though such criticism has at times pointed to their innate deflationary bias 
(Keynes), as well as to their sup posed inflationary bias (Hayek). Nevertheless in the rest of this book, I shall try to 
abstract from this issue, of rules vs. discretion, since it has been so widely discussed elsewhere. 

If we exclude, by assumption, the desirability of having a Central Bank to undertake discretionary management of 
the note issue and money stock, the case for leaving banks then free to manage their own affairs rests on simple 
foundations. The claim is that a bank will attract additional depositors by establishing a reputation for maintaining, a 
fortiori for increasing, the value of its liabilities, whether notes or deposits. The locus classicus of this claim is to be 
found in Hayek's Denationalisation of Money (1976, pp. 40—45, 71—74). Hayek emphasizes (p. 74), "Money is the 
one thing competition would not make cheap, because its attractiveness rests on it preserving its 'dearness."' 

Per contra, a bank that loses reputation by inflationary/risky actions will lose the confidence and the deposits of 
potential customers, unless the bank offers depositors a rate of interest that (exactly) offsets the depreciation of its 
deposits (or note liabilities) relative to the most conservatively managed bank. 1 1 Thus Klein (1974, pp. 427—428) 
states that, under perfect information, "consumers are indifferent between monies of varying anticipated rates of price 
change and interest yields as long as the implied rental prices of monetary services from a unit of money is identical. 
. . . A condition of metastable equilibrium exists with regard to nominal magnitudes." 

So, the natural pursuit of self-interest will lead to the transfer of funds to the prudently/conservatively managed: 1 

2 natural market forces will, therefore, bring about a satisfactorily working banking system without outside 
interference or regulation. 1 3  
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