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"Free Banking and

Fractional Reserves#/
By Carl Watner

(Editor's note: The following article originally constituted an ex-
change of correspondence with Lawrence H. White. White revised his
"Reply" to include responses to my original article as well as my
"Commentary." I'd like to thank Larry for permission to print his
"Reply." Subscribers' comments on this topic are encouraged.}

In an otherwise exemplary essay on Free Banking and the Gold
Standard ", (Llewellyn H. Rockwell, Jr. and Leland B. Yeager, eds.,
THE GOLD STANDARD: An Austrian Perspective, Lexington: Lex-
ington Books, 1985) author Lawrence M. White notes that some
gold standard advocates, such as Murray Rothbard, have argued
for 100 percent reserve requirements against demand deposits
and bank notes. White writes that:

Rothbard urges this position not as a paternalistic
intervention into the market for inside money, but on
the grounds that the holding of less than 100 percent
reserves against demand liabilities is per se fraudulent.
This argument is more jurisprudential than economic.
He has recently written: It should be clear that
modern fractional reserve banking is a shell game, a
Ponz¡ scheme, a fraud in which false warehouse
receipts are issued and circulate as equivalent to the
cash supposedly represented by the receipts. And in
rebuttal to the argument that a banker hardly needs
100 percent reserves in order to meet all the redemp-
tion demands that will in fact confront him at any one
time, he writes: But holders of warehouse receipts to
money emphatically do have...a claim, even in modern
banking law, to their own property any time they
choose to redeem it. But the legal claims issued by the
bank must then be fraudulent since the bank could not
possibly meet them all." (p. 120;

White then goes on to ask why Rothbard would wish to prevent
banks and their customers from making whatever sorts of contract-
ual arrangements are mutually agreeable. He states that the court
cases cited by Rothbard ( t o the effect that bank notes do not con-
tractually bind their issuers to holding 100 percent reserves")
demonstrate that the inscription actually found on the face of a
typical British bank note (The Bank of XYZ promises to pay the
bearer on demand one pound sterling ") makes no promise about
reserve holding behavior. As White puts it, There is nothing to in-
dicate that the note constitutes a warehouse receipt or establishes
a bailment contract. (A bailment occurs when goods or com-
modities are transferred for a special purpose, such as storage,
without transfer of ownership or title.) A few sentences later, White
continues:

nothing in a free banking system prevents an in-
dividual who desires 100 percent reserve banking from
explicitly contracting for it. In historical fact safety
deposit boxes have commonly been offered by banks
for those who wish their money held as a bailment; who
wish, in other words, to retain unconditional title to it.
It would be silly to suggest that bank notes and de-
mand deposits gained acceptance historically only
when their holders were fraudulently misled by the

misrepresentation of bank demand liabilities as un-
conditional warehouse receipts.

White then argues that under a title-transfer view of contracts, a
bank note payable to the bearer on demand, with no stipulation of
the reserves to be held, constitutes a conditional title to bank-held
specie, conditional on presentation for redemption. In a title-
transfer regime prevention of breach of contract by banks issuing
such notes requires only that any obligation to redeem on demand
be satisfied for all customers who actually present notes and
deposits for redemption. Fractional reserves do not constitute a
breach of contract." (White, pp. 120-121)

The purpose of this article is to examine the arguments for and
against free banking and fractional reserves in an attempt to deter-
mine if fractional reserve banking is fraudulent and therefore would be
excluded from the free market as part and parcel of the general pro-
hibition against all forms of fraud. Let us first begin by listing the
claims put forth by White:
1. Rothbard s view that bank notes are the legal equivalent of
warehouse receipts is based on what he thinks legal practice ought
to be, not on the interpretation courts have actually made of the
contractual obligations incurred by the issuers of bank notes.

2. In historical fact safety deposit boxes have commonly been
offered by banks for those who wish their money held as a bailment,
who wish...to retain unconditional title to it.

3. It would be silly to suggest that bank notes...gained acceptance
historically only when their holders were fraudulently misled by the
misrepresentation of bank and demand liabilities as unconditional
warehouse receipts.

4. "(A) bank note payable to bearer with no stipulation of the
reserves to be held...constitutes a conditional title to bank-held
specie, conditional on presentation for redemption.
EXAMINATION OF WHITE S CLAIMS

1. As Clem Johnson in a recent issue of THE VOLUNTARY!ST put
it, the average American wouldn t recognize a property right if it hit
him in the head. There is little argument with White s assertion that
the statist court systems have ruled that bank notes are generally
considered debts and are not legally the equivalent of a warehouse
receipt. These statist rulings are part and parcel of the State s attempt
to man ipu la te the monetary system to its own
benefit. More often than not, bankers and those who have controll-
ed the monetary system in a given country have been in collusion
with the State. In fact, getting favorable legal decisions or
legislative rulings has been one of the primary means by which
they have established their dominance and control. For example,
the Supreme Court of the United States has almost never respected
property rights (it upheld FDR's abrogation of the gold clause and
confiscation of privately held gold during the New Deal era). Fur-
thermore, a decision that bank notes and demand deposits were to
be treated as bailments would have made it far more difficult for
the State to have increased the supply of money. So is it any surprise
that the courts, themselves creatures of the State, have ruled in
favor of the State?

2. With respect to the claim that historically safety deposit boxes
have commonly been offered by banks for those who wish their
money held as a bailment, Raymond DeRoover, author of MONEY,
BANKING AND CREDIT IN MEDIAEVAL- BRUGES (Cambridge,
Mediaeval Academy of America, 1948, pp. 249-250) has noted that
Banks today still perform the same function of safe-keeping

[acting as depositaries or safe-keepers of monies and valuables/
but they do not keep a record in their ledgers of what customers
put into their safety-deposit boxes (emphasis added). Once the
money-changers had extended their activity to deposit banking, it
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