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drafted by himself in 1860. His




charlsmatxc teachmg style produoed 8 host of hlghly mﬂuen—

tial disciples, who dominated Chilean econontic thought and

political economy for decades.

The Law of 1860 created a free bankers paradlse in |
Chile. Anyone or any group could set up a bank and issue

notes, There were no reserve requirements, no minimum

. capital or loan requirements, no limits on loans to direc-
~ tors, and no inspectien by govern:ment agenc1es Only two
minor restrictions were imposed: a maximum note issue '
* of 150% of the bank’s capital, and a ban on very: small
| denomination notes under 20 pesos. All else was per-

mitted, within, of course, the standard __fr_ee.-ebahking

. framework of requiring banks to'redeem their notes in ..
- gold on demand.6 The Law of 1860 contmued to be the-- '

bas:c banking law of Chile until 1925

Asarssult of thenew system of free banklng, howaven,. .
- Chile rapidly embarked on-a: long—run, ‘generally ac-
celerating courseof inflation. The old haven of hard money' o

and financial stability was no more,

It took less than five years for- the brave new free."-'- :

banking system to collapse. In 1864, Spain and Peru went

* to- war over the Guano Islands off the coast of South - -
- America, and Chile went to'the aid of. Peru, declarmg war"

" on Spain ot September 24; 1865. By the outbreak of war,
the free banks had mﬂated to stich an extent that they =
were vulnerable to msolvency in amajor crisis. Hence;the -
. war scare of 1865 led to massive withdrawals of bank -

deposits: and the cashing of notes from.the _fraﬁctioﬁétl‘

- reserve banks. At the point of insolvency, the banks were -
. promptly saved by the Chilean government, which now

embarked on a path of inconvertible bank paper. First;
five days after the declaration of war, it authorized the:
- new Barico Nacional de Chile to issue a mass of inconver:. -
- tible bank notes; stlpulatmg (a) that the mconvertlblllty -

* Eduwin W Kemmerer,. the Amerwan money doctor” on one of }us

- trips to South America to elp with monetary "reforms” thot ledto” 1b111ty into specie was soon resumed. But the signal had

" " been given to the banks that the government would bail
. them out in times of real. financial trouble, and: so. an
. _'mﬂatmnary boom soon began, fueled by bank credit ex-

‘pansion. and ensuing speculation, The bank credit boorm

the creatwn of the Chiléan central bank.

wold last only for 90 days and (b) that the maximum note

* i{ssue would be 1.5 million pesos. The fiat notes would not

be legal tender;, but would be receivable in taxes or other

payments to the government. Second, the ‘government
" - induced four of the leading banks to agree to receive the
- Banco Nacional notes at par, and also to turn over to the

govemment all coin taken in to help eventually yedeem

~ the bank notes received by the government. Third, the |
. * government agréed to issue. 1 million pesos worth of bonds
~ to be kept as a guarantee for-any of the inconvertible bank

_notes received by the government.

As always happens with monetary expansmn, this
first step was but the tentative beginning of the inflation
program: Another law was passed at the end of December,
delaying specie convertibility until six months after the
war with Spain was over, or, at the latest, by the end of
June 1867. In addition, more inconvertible bank notes

were made recelvable in taxes.

‘Fiscal needs escalated rapidly as the blockade by the

'Spanisgh navy led te a fall in customs revenue, and to

difficulty in repaying the public debt, held mainly by -

_'England “The next step in the acceleration of inflation
- came in July 1866. The government borrowed massively

from banks to help pay the foreign debt; in return, the
government bestowed a host of special privileges on the
banks. The law of the previous December was repealed.
From now on, there were to be no restrictions. on the
amount of loans or note issue by the banks; @/l bank notes

- would be inconvertible until six months after the war, or
- June 1867 at the latest. All banks lending money to the

government would agree to receive each others’ notes at

. ‘par for. twentytwo years, to the extent of 4.5 millien

pesos. For this massive set of privileges, the banks agreed

. to-pay the government a fee of 2 percent per annum on
' _any inconvertiblemotes outstandmg

Fortunately, the war was shortly over,. and’ convert-

after 1866 led to a speculative boom in mining, as well as

- an increase in wheat and copper prices. Frank Fetter |
* notes that“the bankswere doing business on a very small |
" -margin of safety.” 7

Booms always give way to busts, and a depression set

- inby 1874, Farmers and landlords went even more heavi-
Iy into debt; and total agricultural debt in arrears roseto. |
. 11.7% in 1877 and to a staggering 33.6% in. 1879 There: |
. ‘'was & heavy depression in the mining industries. ‘The |

© . Chilean government incurred heavy deficits
‘Having exhausted private nonb

- geveral years, the government

o 1874 on.
credit sources after
une of 1878 finally
turned to the already overextended banks, borrowing 2.5

~ million pesos per year for two years. In turn, the Treasury
allowed the lendinig banks: to-issue 10.1 million pesos ingg
" bank. notes; to: be rec jvakle i in taxes.

ry-lssﬁe of bank notes led te domestac
inflation. and toa: rapid export of specie. The “free” banks

This mﬂatmna

Ta";
2
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©werenow onthe. ropes, them quickly, on July 23, 1878, the




Chﬂean government autharlzed all of the ba

. 3 apprecmtmn of the
| i Chlle- led te a

patmg in the recent Ioan to 1mme_dxé-

' of suspensmu, the Banco:

. .of the banks. Not: (‘m

lower than the ave

returnmg,to goldat;

. in'France in’' 1858; and

. hecontinuedasapr

. '_-'.beceme apparent Whﬂe in: Chile, his magnum opus, _
- two—vollinie treatise on political economy; was published: |

_ _ e;fgrateful Chilean government |

~ financeda Spamshtranslatmn AfterhisreturntoFrance, |
: writer on banking, econemicand |
o j_histamcaitopic_ ‘andhimselftransliatedworks on political |
' . economy from the Engllsh into French. He was appointed' |
" amember of the Council of State in 1879 and elected a |
L _._'member of theprestlgmus Academy ef Moral and Pohtlcal

| that. central-baﬁlnng and free—bankmg are: not the only i
*‘possible monetary alternatives. A third route is freedom of -|
- ':ba;nkmgwathzn a ﬁrm matnx of 100 percent specie reserves;

1, “Jean Gustave Cour-

- silver eoins. Independent: Chile! imposed: & bimetallic

: e‘fé h_is mﬂuence e.g,a drastle cut in |
1860 as _weH, ag the prwatlzatmn of' '

: 938).'919 229 245; andLan& :
.:_.-Idenhty’»ﬂngw .Az;smEcononues 2(1988) pp 247—257
: 2Alberi:é) leschman;J meys TowardProgress New |

1tk ﬁrmmh:shomepmvume,hadwmtten
- the. Journal des Economistes; and had

j 0O) mlB@GmCmdztandBankmg He |

hy a;lughpostmt«hef“renchMlmsnyomeanceafber |
' melutmn and pub]ished a successful textbock on |

?NewPalgraue:Dwuonaryof

" Beft endemae Emm Spmn, the Chﬂean currency |
canslsted salely of fréely cireulated’ European. gold and: |
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. standard but the fixed rate of 16' :
and. undervalued silver,-and the - :
© gold standard; In 1851, the fixed: ratio was’ changed to. -
| 16.4:1, but silver was’ stlll undervalued and the gold ST
 standard continued. . o
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sult was an effective .
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- %0n. the farflung activities 6f Edmn O Kemmerer nu
imposing the gold-exchamge standard’ and ‘central bankmg o
“in the Third World, se¢ Robert N Seidel; “American Re- -~

formers Abroad: the Kemmerer Missions in South Amerlca,

1923-31,” Journal of Econormiic History, 32 (June 1972), pp.
* 520-545; Emily S. Rosenbetg and Norman L. Rosenberg, _
.“F‘rom Colonialism to. Professionalism: the Public-Private. -
Dynamic in United States Foreign Financial Advising, 1898~
1929,” Journal of American, History,’ 74 {June" 1987); anid ..
| Murray N. Rothbard, “The Ongms of the Federal Reserve,” .
| (unpublished MS), PP 50,60-61. <. o0 LT e

' 9H1rschman “Couroeile Seneml ”p 07

Murray Rothbard is the S.J Hall dxsnngmshed professor of -
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. The first is that the monopohzat1on of banknote issue by |
_'monetary authontles ull-over the world has been the
- greatest bliinder éver - comimitted in monetary and bank- |
. ing policy. The secondiis that economists’ failureto clearly
understand the 1mplicat10ns of monopollzed note issue
“has been the greatest. blunder -ever committed in
- monetary and banking theory. Monopollzed note issue is
., & policy" blunder because ‘it has been the main cause ‘of
ingtability.of money supply and of consequent monetary |
- disturbances, Had note issue been allowed to-‘develop | .
freely ‘and. oompetltlvely, we probably would not have
come: to- think- of money as something that- “will not

" implications of monopollzed note issue has been a blunder
-of theory: because it hasled to their approval of monopoly

- \ s o m the one 1ndustry where it could do the greatest harm

the banklng system to behave? I take for granted that
. .monetary stability means that. ‘the supply of money isq

" neither excessive nor deficient relative to the wants of the -
- publie, To_a¢complish. this, a banking system shotld in-
- crease the supply of bank money whenever the pubhc 5
*-- ~’démand for trelative to'some given level of income—
_ - grows; and it should reduce the supply of money whenever
- the public’s demand for it-relative to its income falls. At
C-oalk other times the supply of money should not be changed- |
" at all.. Finally, the ‘banking system should supply the
;pubhc ‘with-the right mixture of different types of bank *
money, mcludmg currenicy and deposits of different kinds.

MurrayN Rothbard alrman- i >

' ;_:‘Hans-Hermann Hﬂppe B thls way, Why is that? The three most important reasons

- are ag follows: 1) unwarranted changes in the supply of
f:‘base” or “high-powered” money—the stuff banks hold in-
-} unacoemmodated changes in the.public’s relative de- -
| * mand forcurrency: The first of these reasons is the main

|-+ eause of undesirable, secular maladjustment of the money
ge el'gm - .gupply, whereas the third is the most important cause of

T Umverssty ofHong Kong

* " -all banking systems with a oentrahzed currency-issue.

- But how significant would these caitses of dlsethbrmm '.
. be in a system with compet1t1ve note issue? The answer’

R - not very; Compared to centralized banking, free banking

- 1t1es——bot rrency and deposits—of the privileged bank

For more: mformatmn wnte or phone the Ludwxg von 1

The Impllcations of Freedom
m Bankmg and Note Issue
' by George A Selgin

(Thzs amcle i§, the ﬁrst of two parts based on Iecture
gwen at:the Mises Institute’s Austrian Economics -
Colloqmum at Auburn. University.)

I WlSh to defend two oontroversml cla.lms in thxs art1cle

maniage itself.” The: failure of theorists to understand the

Note Issue and Monetary Stablllty
What is meant by monetary stab1l1ty? How dowe want -

Obvlously, real-world bankirig systems-do not work:

nwarranted changes in the reserve ratio; and,

¢cyclical- malachustment This, at least, has been true for.-

p dmethbnum money supply.

18 mth-oentrahzed note issue, the habﬂ-.:

4

mewtahly become ‘part’ of the supply of base 3
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i endogenous Most of the alleged go’ld"’“supply shnt:ks” o :

: : i ' . lower than the soctiual ratio:of bank reserves to liabilities. |

- Assuming that the ‘pominal supply «of reserves is fixed,
- hanks will-adapt to the new situation by expanding their :

- palance sheets through new loans and riote issues until |

is, they were provoked by an Jncreaae in’ t}’he:relatme price
i Fof gold. They,therefore represented movements along'a -

| gold-supply schedule rather than shifts in that schedule.

i Furthermore, many of these movements were a result of
5 government mterferenee in t’he mmetsry sysisem,, 1w‘flzl;lch B

volume:of clearings, the new, oﬁﬁmal reserve ratiowillbe

the volume of gross clearings returns to its former level.

Ineﬂ'ect the banks oﬁ'set changes in'the vdlocxty of meney .

B




