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growing literature explores the concept of free banking on

both a theoretical and an historical basis. George Selgin

(1988) sets out the theory of free banking and makes a compel-
ling case that, despite the uniqueness of money, the forces of supply
and demand are more conducive to monetary stability, correctly under-
stood, than are the edicts of a central bank. Larry White (1984), focus-
ing on the free-banking episode in nineteenth-century Scotland, and
Kevin Dowd (1994), collecting studies of experience with free banking
in many countries and time periods, have shown that this alternative
to central banking has a respectable history.

The aim of this paper is to get a fix on the possible and currently
relevant sources of macroeconomic instabilities in the economy and to
identify the most promising banking arrangements for dealing with
those instabilities. Possible maladies and remedies can be considered
in the context of competing schools of macroeconomic and monetary
thought. Attention is directed to the issue of whether the perceived
problem and/or its solution is inherent in the market economy or lies
outside the market process. This formulation immediately gives rise
to a two-by-two matrix with maladies and remedies represented in one
dimension, market forces and extramarket forces represented in the
other. The fruitfulness of this approach is demonstrated by its ability
to sort out competing schools of thought, put current debate in perspec-
tive, and assess the prospects for a stable macroeconomy—with the
Federal Reserve as currently constituted and with the alternative in-
stitution of free banking.

This exercise in comparative-institutions analysis does not deal with
the dynamics of the macroeconomy in transition between one set of
monetary institutions and another or with the political issues of just
how such a transition might be brought about. Nor does it deal directly

*Roger Garrison is professor of economics at Auburn University.

The Review of Austrian Economics Vol. 9, No. 2 (1996): 109-27
ISSN 0889-3047

109



110 The Review of Austrian Economics Vol. 9, No. 2

with the ultimate nature of the monetary standard. There is a strong
presumption, however, that only a central bank can preempt a com-
modity standard with its own fiat money and that banknotes issued by
competing banks in a free-banking system would have to be redeem-
able in some real commodity, such as gold, to make them acceptable in
a market where banknote holders can easily express their preferences
among issuers. There is broad agreement among Austrian-oriented
writers that a banking system characterized by (1) central direction
and (2) fractional reserve is not conducive to economic stability. How-
ever, there is some disagreement among the Austrians as to which of
the two mentioned characteristics is fundamentally responsible for
the instability. The argument in this paper follows Ludwig von Mises,
as portrayed by White (1992), and takes the centralization of the cur-
rent banking system to be the most fundamental issue and the most
appropriate focus for prescribing reform.

The Equation of Exchange

Underlying all theories of money and banking—as well as all prescrip-
tions of policy and recommendations for reform—is the familiar equa-
tion of exchange: MV = PQ. For the economy as a whole, buying must
equal selling, where buying is represented by the total supply M of
money times the frequency (the circulation velocity V) with which each
monetary unit on average is spent and where selling is represented by
the average price P of goods times the total quantity Q of goods sold.
Although true by construction, the equation of exchange helps us to
keep in view the interdependencies that characterize the macroe-
conomy. It is impossible, for instance, to conceive of a change in only
one of the four magnitudes represented in the equation of exchange.
Any one change implies some offsetting change or changes on one side
or the other of the equation—or possibly on both sides. For instance,
a decrease in money’s circulation velocity, which simply reflects an in-
crease in the demand for money, must be accompanied by (1) an in-
crease in the money supply, (2) a decrease in prices, or (3) a decrease
in real output sold (or by some combination thereof).

The equation also facilitates the comparison of competing schools
of thought. Considering in sequence Keynesianism and Early and
Late Monetarism can provide a basis for setting out the distinctive
perspective that emerges from the theory of free banking.' The case

"The comparison of schools facilitated by the equation of exchange is wholly
independent of the unique qualities of Austrian macroeconomics, which features the
intertemporal allocation (and possible misallocation) of resources and requires theoriz-
ing at a lower level of aggregation.
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against central banking and in favor of free banking, then, is preceded
by some history of thought—possibly more than some may think jus-
tified. The comparison of schools of thought is included for two rea-
sons. First, some writers have recently gotten it wrong, presenting
monetarist ideas under the Keynesian label. Second, the case for free
banking contains arguments that are sufficiently close to Keynes’s
own that they need to be distinguished explicitly from his.

Keynes believed that the economy is chronically unstable because
of instabilities associated with both Q and V. Goods, in the Keynesian
construction, are decomposed into consumption goods C and invest-
ment goods I, the latter being inherently unstable in view of the
pervasive uncertainty faced by the business community—the “dark
forces of time and ignorance that envelop our future” (Keynes, 1936,
p.- 155). The strength of the investment sector, according to Keynes,
is highly dependent on psychological factors—“animal spirits”
(pp. 161-62) that motivate each (and, through contagion, all) of
the economy’s investors. The occasional waxing and waning of the
animal spirits affect I—and affect C as decisions in the business
community govern incomes and hence spending. Both directly and
derivatively, then, the uncertainty of the future translates into fluc-
tuations in the economy’s output magnitude Q.

The equation of exchange reminds us that changes in Q cannot be
the whole story. If prices and wages are sticky and the money supply
is wholly determined by the monetary authority, the rest of the story
must center on money’s circulation velocity V. What Keynes called the
“fetish of liquidity” is, in this view, nothing but another perspective on
the waning of “animal spirits.” Would-be investors abstain from com-
mitting themselves to investment projects, whose profitability is un-
certain, and instead hold their wealth liquid.

The economy, according to Keynes, is prone to periodic collapse.
Pervasive uncertainty inherent in investment activity and prospects
of economic disaster occasionally overwhelm the business community.
Entrepreneurs cease their individual attempts to outguess one an-
other and begin collectively to guess against the economy. In droves,
they forego real assets in favor of liquidity. Q falls, and along with it,
V. Liquidity, or money (Keynes used the terms synonymously), consti-
tutes something of a “time out” for the entrepreneur/specula-
tor—somewhat analogous to rest areas along an interstate highway.
Fog on the highway or the wearing effects of traffic congestion can
make the rest areas increasingly attractive.

The origin and essence of the problem, in the Keynesian view, is to
be found on the righthand side of the equation of exchange (a de-
creased Q). Keynes works on both sides of the equation, however, in
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devising possible solutions to the problem. For instance, much of
Keynes’s discussion of monetary reform, which included support in
principle for Silvio Gesell’s stamped money as well as for taxing trans-
actions in securities markets, was aimed at making the time-out op-
tion—the option of getting or staying liquid—more costly. Keynes fa-
vored all attempts to deprive money of its liquidity value only to la-
ment that investors would find other assets (e.g., gems and precious
metals) that could provid refuge from the uncertain future (Keynes
1936, pp. 353-58).

Reforms in this direction are analogous to installing toll gates at
the rest areas—or possibly eliminating rest areas altogether. Travel-
ers would make better time between New Orleans and Atlanta if there
were no possibility of stopping along the way. Keynes did not consider
that some would-be travelers might not depart New Orleans in the di-
rection of Atlanta under such conditions; he did lament that closing or
charging for rest areas might cause travelers to find other places to
stop along the highway.

In lieu of prevention in the form of making liquidity less attractive
or more costly, Keynes recommended monetary policy to accommodate
the demand for liquidity—satiating that demand if necessary to keep
money from competing with real investments in the collective mind of
the business community. To the extent that money-demand entails a
large psychological element, the rest-area analogy holds. A road sign
that reads “LAST REST AREAFOR NEXT 100 MILES” may attract many cus-
tomers, whereas the travelers may stop very infrequently if there were
rest areas all along the way.

While increasing the supply of money to neutralize the effects of
a fetishistic demand for liquidity may be a necessary component of pol-
icy prescription, it will not be sufficient, according to Keynes, to re-
store conditions of prosperity. This is only to say that a decreased V
is a symptom rather than the essence of the problem. The solution
must involve the substitution of government spending for private
investment spending—accommodated, of course, by money crea-
tion. Fiscal stimulation prods the reluctant travelers along the eco-
nomic highway. Keynes viewed fiscal policy as primary; monetary pol-
icy as secondary.

In the Keynesian view, then, the malady is inherent in the market;
the remedy entails extramarket forces. It is in the very nature of
things that our weary travelers will, on occasion, follow one another into
the increasingly overcrowded rest areas, where each traveler is reluctant
to resume the journey alone. Restoring and maintaining stability re-
quires intervening forces in a double-barreled way; the interveners
must work simultaneously on both sides of the equation of exchange.
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Monetary reform and fiscal stimulation are intended to keep the trav-
elers out of the rest areas and to keep them moving along smartly. Cen-
tral banking is essential for the task. But ultimately, Keynes (1936, p.
378) called for a wholesale replacement of our current system with a
system of public transportation: A comprehensive socialization of in-
vestment is offered as the only solution to the problem of unemploy-
ment.

Early monetarism, as exposited by Clark Warburton (1966) in the
1940s and 1950s and as revived in recent years by Leland Yeager
(1986), has a kinship to the equation-of-exchange perspective on the
Keynesian view. Both schools perceive a possible malady and remedy
that fit into the two-by-two matrix in the same way: Market malady;
extramarket remedy. They differ radically, however, in terms of the
specific nature of the problem and the implied judgment about the ef-
ficacy of the market economy. Market participants may opt for more
money in preference to more real output—where the relevant alterna-
tives to holding money are both investment goods and consumption
goods. The demand for money is not fetishistic, and changes in it are
not necessarily contagious, but money demand can and does change.
The velocity of money is not constant in the same way that Planck’s
constant and Avogadro’s number are.”

With a given money supply, increases in the demand for money put
downward pressure on prices.® Except in the fanciful case in which
prices adjust fully and instantaneously to this monetary disturbance,
the adjustment process involves quantities as well as prices. Our high-
way travelers are trying to stop and rest even in the absence of ade-
quate rest areas. The unintended consequence is a general slowdown
of traffic. A decreased V impinges on Q as well as on P—even if the
ultimate, or long-run consequence is a proportionate decrease in P. In
principle, a monetary policy that succeeds in relieving downward pres-
sure on prices by meeting every increased demand for money with an
increased supply will result in greater stability for the economy as a
whole. A constant P becomes, in this view, the essence of monetary sta-
bility. The problem (decreased V) and solution (increase M) are set out in
precisely this way by Paul Krugman (1993, p. 2628 and passim)—but

%It should be noted, however, that even before the impact of Milton Friedman’s
empirical work was fully felt, the Early Monetarists held that the typical and most
significant reductions in MV were attributable to reductions in M and not in V.

3Here and throughout the paper, the phrases “increase in the demand for money”
and “decrease in the velocity of money” are used interchangeably. Although this usage
is not unconventional, some monetary theorists take money demand to be defined by
the equation of exchange itself. That is, Ma = (1/V)PQ, in which case any change on the
righthand side of the money-demand equation would constitute a change in the demand
for money.
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with this view offered as Keynes’s understanding of the nature of busi-
ness cycles! Early Monetarism is wrongly attributed to Keynes.*

Early and Late Monetarists share an analytical framework as well
as a basic judgment about the central bank’s capacity to do good and
to do harm. It was Milton Friedman, of course, who shifted the focus
of attention away from problems of monetary disequilibrium to the
general relationship between M and P that endures over space and
time. Empirical studies using data from many different economies and
many different time periods lent support to the proposition that
changes in the lefthand side of the equation of exchange are over-
whelmingly attributable to changes in the quantity of money. Study
after study demonstrating the stability of money demand (a near-con-
stant V) had the effect of focusing attention on the money supply M as a
basis for accounting for both inflation and deflation. Changes in the
money supply are much more likely to be a problem than to be a solution
to a problem. Empirical and theoretical considerations, as well as con-
siderations from political economy, underlay this summary judgment.
Under typical conditions, in which money demand remains relatively
constant, there is a “long and variable lag” that separates changes in
the money supply and the subsequent changes in the price level. This
empirical fact, coupled with the lack of any timely and unambiguous
indicator of actual changes in the demand for money, weighs against
the prospects for even well-intentioned money-supply management
having a stabilizing effect on the macroeconomy. Dimming the pros-
pects still further, of course, is the fact that the central bank may in-
tend to do more than act as a stabilizing agent and that some of its
intentions, such as dealing narrowly in alternating episodes with the
problems of inflation and unemployment and with problems associ-
ated with the strength or weakness of the dollar in international mar-
kets, are antithetical to the idea of a central bank as macroeconomic
stabilizer. '

‘Even worse, the school of thought whose sails have most recently caught the
academic wind calls itself New Keynesianism—seriously missing the mark with both
parts of its name. Gregory Mankiw and others (Ball, et al., 1988) remain largely
agnostic about the specific source of change on the lefthand side of the equation of
exchange. Their theorizing holds up whether it is M or V that decreases. The Keynesian
label is adopted simply on the basis of their recognition that prices do not change
instantly—a basis that actually distinguishes their (and many other) arguments only
from extreme versions of New Classicism. The “New” is added in recognition that the
assumption of sticky prices is replaced with “sophisticated” reasons for prices not
adjusting instantaneously. But Early Monetarism as initially set out and in modern
expositions does not fail to include reasons for the behavior of those who set prices. New
Keynesianism is Early Monetarism offered with the aid of now fashionable modeling
techniques, which involve mathematically tractable—if largely implausible—con-
straints on price- and wage-adjustments.
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We can locate Monetarism in our two-by-two matrix by noting that
both malady and remedy are in the extramarket category. In fact,
Monetarism consists, by and large, of (1) the recognition that the cen-
tral bank is a destabilizing force and (2) the recommendation that it
not be a destabilizing force. Adherence to a monetary rule according to
which the money supply is increased at a slow, steady, and prean-
nounced rate is likely to engender more macroeconomic stability than
central bank activism can achieve—no matter how well-intentioned
and expertly conceived. Actual experience both before and after the
heyday of Monetarism suggests that the same understanding that
gives rise to Monetarists’ view of the central bank also accounts for the
central bank’s inability and unwillingness actually to adopt and abide
by a monetary rule. The so-called Monetarist experiment begun in Oc-
tober of 1979 under the chairmanship of Paul Volcker, for instance,
was Monetarist only in a limited and perverse sense. The Federal Re-
serve did shift its attention from interest rates to monetary aggre-
gates, a move that would be preliminary to actually adopting a rule for
monetary growth. But its policies following this shift made for even
greater variation in the money supply (and in the rate of interest) cre-
ating significantly greater macroeconomic instability than had been
experienced before. Ultimately, a monetary rule, however widely and
forcefully recommended, is at odds with the even more widely per-
ceived view that the Federal Reserve Chairman is the second most
powerful individual in the country.

Free Banking

The basic case for free banking is the general case for decentralization
of economic activity. The uniqueness of money does not immunize it
against the forces of supply and demand and does not make the invis-
ible hand of the marketplace any less beneficial to society. Quite to the
contrary, our rest-area analogy suggests that market forces have spe-
cial advantages in adjusting money supply to money demand. While
the market cannot respond on a daily basis, supplying rest areas any-
where along the highway that they happen to be demanded by today’s
travelers, free banking can and automatically would supply liquidity
along the economic highway anytime and anywhere it is demanded.
The case for decentralization is strengthened by comparing free-bank-
ing dynamics to central-bank policies that we have actually experi-
enced and even to the policies of an idealized non-politicized central
bank whose sole objective is that of maintaining macroeconomic sta-
bility. A comparison favoring free banking follows from two proposi-
tions. First, the failure in fact of the central bank to adopt a monetary
rule (and the unlikelihood of its adopting such a rule in the future)
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weighs in favor of decentralization. What the Federal Reserve lacks
the will and ability to do can be done automatically by the impersonal
forces of supply and demand governing banknote issue. Second, the
difference between the implicit rule that the decentralized banking
system follows and the simple monetary rule of slow and steady
growth of the money supply gives free banking higher marks as a sta-
bilizing force in the economy. In the final analysis, the simplicity of the
monetary rule derives from the judgment that discretionary moves are
more likely to destabilize than to stabilize. The monetary rule is im-
posed, then, in the spirit of the unspoken maxim of yesteryear’s medi-
cal profession: “Maintain good bedside manners, and strive to do no
harm.”

Free banking automatically discriminates between real distur-
bances and monetary disturbances, reacting only to the latter (Selgin
1988, pp. 64—69). The “automaticity” implies both a timeliness and an
absence of political pressure—features that are forever denied to cen-
tral banking. Under steady-state conditions in which the economy is
experiencing no growth and no changes in the demand for money, the
simple monetary rule and the implicit free-banking rule are the same:
zero growth in the money supply. The consequences are also the same:
a constant price level. Under more typical conditions of some positive
rate of real economic growth and some variability in the demand for
money, the two rules differ. The simple monetary rule is based on a
long-range estimate of secular growth and of secular movement in
money demand. An estimated growth rate of 3 percent and an esti-
mated upward trend in money demand (downward trend in velocity)
of 2 percent translate into a money growth rate of 5 percent. Strict
compliance with the rule would mean that movements in the price
level would exhibit no long-run trend. Actual deviations from trend in
either output or in velocity, however, would result in upward or down-
ward pressure on the general level of prices. Accordingly, the rule itself
might be adjusted to allow for the differential harmfulness of inflation
and deflation. Ingrained notions that prices and wages are stickier
downwards than upwards and that unemployment bites harder into
economic prosperity than does inflation may justify—narrow political
motives aside—a rule of increasing the money supply at some rate
slightly in excess of 5 percent. A mild inflation might be considered
cheap insurance against any actual deflation.’

5By wholly ignoring discoordinating consequences of deflationary pressures and
factoring in the effect of an anticipated price-level decline on the real value of money
holdings, Friedman (1969, pp. 45-47) argues for a theoretically optimal growth rate for
M that is considerably lower (2% instead of 5%) than that implied by secular changes
inQandinV. ’
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The implicit rule automatically implemented by free banking is
the old central-bank maxim (usually observed in the breach): “Print
money to hold but not money to spend.” If the holders of banknotes
issued by a particular bank are willing to hold still more, it is in the
interests of the bank to increase its issue. The fact that the bank’s cus-
tomers are holding rather than spending implies the absence of infla-
tionary pressures. In this context, the bank need not even consider
whether the increased demand for its own notes is a general increase
in the demand for money or an increase in the demand for its
banknotes relative to the demand for other banknotes. However, if an
individual bank increases its issue even in the absence of any increase
in demand to hold its banknotes, then the extra spending of them will
soon impinge on the bank’s reserves. The sustainable level of note is-
sue is demand-determined. In a decentralized and competitive environ-
ment, each individual bank can be expected to forego the short-term gains
that overissuing: its own banknotes might entail in order to avoid the
long-term losses that the market process would inevitably impose.

In contrast to the simple monetary rule, which is devised to accom-
modate real economic growth by checking deflationary pressures
whatever their source, the implicit free-banking rule involves no
change in the money supply in response to a change in real output.
This difference in the two rules reflects the automatic discrimination,
inherent in free banking, between real and monetary disturbances. An
increase in the demand for money puts downward pressure on product
and factor prices in general. If there were no money-supply response,
a general decline in economic activity would follow, since prices and
wages could not fully and instantaneously adjust themselves to the
new market conditions. Goods in general would go unsold; production
would be cut; workers would be laid off. Such quantity effects can be
self aggravating, as the Early Monetarists emphasized. With a less-
than-perfectly flexible price system, general deflationary pressures
can push the economy below its potential during the period in which
prices are adjusting to the higher monetary demand. And the fact that
some prices and some wages are more flexible than others means that
the adjustment period will involve changes in relative prices that re-
flect no changes in relative scarcities. These are precisely the kinds of
problems that are highlighted by modern monetary-disequilibrium
theorists, e.g., Yeager (1986), and that are avoided by free banking’s
responsiveness to increases in money demand.

Suppose, however, that with an unchanging demand for money,
the economy experiences economic growth. Despite the implications of
the familiar neoclassical growth models, the economy’s output does not
undergo a general change; there is no disembodied growth that might






