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Central banking interference in the monetary system, increasing regulatory prescription over
financial affairs, and burgeoning public debts have all contributed to a painstakingly slow
international economic recovery since the global financial crisis.
In this environment there have been calls for radical reforms to financial and monetary policy
management, and one of the more important of these movements calls for the instalment of a
ʻfree bankingʼ regime.
Free banking refers to a set of institutions ensuring a relatively wide scope of freedom for
financial management, including: private banks issuing their own notes; no controls or
requirements concerning reserves and capital adequacy, credit creation or interest rates;
freedom of bank entry and exit; and no central banks acting as lenders of last resort.
Some of the purported benefits of free banking include greater control over money supply
inflationary pressures, greater choice and convenience for consumers with regard to the
selection of currencies that maintain their value, and closer scrutiny by consumers over the
liquidity, loan and prudential standards maintained by banks.
For nearly a century Australia maintained a financial system with many key features akin to free
banking.
The 1890s depression, which saw the closure of numerous banks and other financial institutions,
has been often depicted by modern economists as an iconic example of the inherent failures of
free banking.
A closer inspection of economic and financial events during this period suggest a wide range of
complex, and sometimes interconnected, factors were at play, including a sharp withdrawal of
British capital after an Argentinian financial crisis, excessive public borrowings for unviable
projects, declining wool production and falling terms of trade, and inflated land and property
values.
While full-scale free banking reform appears unlikely, given the stateʼs continuing interest in
maintaining monetary control to manage public debts, financial deregulation over the last few
decades and, more recently, the emergence of bitcoin point to a tendency (albeit incomplete)
towards less regulated banking and finance.
A roadmap of free banking policy reform for this century would entail the right of individual
banks to issue their own notes, cessation of deposit guarantees and prudential standards,
elimination of other controls affecting the ease of bank entries and exits, and privatisation or
abolition of the Reserve Bank.
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Introduction

The subdued economic performance of many Western economies since the 2008-09 ʻglobal financial
crisisʼ (GFC) has shaken faith in the idea that central banking and monetary policy activism can
necessarily resuscitate sick economies back to a state of good health.
This loss in faith has been reinforced by the fact that controversial policies initiated by central
banking authorities, and their governments, have failed in their objective of macroeconomic
stabilisation, underpinned by a return to robust growth, especially where these policies have been
most vigorously implemented.
In the United States under former Federal Reserve chair Ben Bernanke, other countries such as the
United Kingdom and Japan, and the European Union, the previous policy consensus of central banks
adhering to price inflation targeting seems to have broken down under the weight of substantially
slower growth and rising unemployment, and worsening fiscal deficits.
In place of the almost exclusive emphasis by central banks on enforcing a target band for price
inflation have been a suite of policies that are exotic, seemingly at least by conventional terms.
These include zero (or near zero) interest rate settings, ʻquantitative easing,ʼ and bank bailouts by
governments.
However, in the face of these significant monetary policy and financial system management shifts,
and indeed in some cases as a result of these, the growth performance of economies around the
world has remained sketchy, and wild swings in asset and currency markets have been induced in
some instances. This was recently described by monetary economist Allan Meltzer in the American
context:
ʻThe ... unprecedented quantitative easing since 2008 failed to lead to a robust recovery. The unemployment
rate has gradually declined, but the main reason is that workers have withdrawn from the labor force. The
stock market boomed, bringing support from traders, but the rise in asset prices of equities didnʼt stimulate
growth by inducing investment in new capital. Investment continues to be sluggish. And some side effects of
the Fed policies have had ugly consequences. One of the worst is that ultralow interest rates induced retired
citizens to take greater risk than the bank CDs [certificates of deposit] that many of them relied on the in past.
Another is the loss that bondholders cannot avoid when interest rates rise, as they have started to do.ʼ1

The extensive bailouts of major financial institutions by Western governments in itself signalled to
market participants that engaging in financially risky behaviours would effectively be rewarded
through public sector (taxpayersʼ) support.
While most economists argue for a return to monetary normality, or fairly piecemeal reforms including the proposal for central bankers to, once again, restrain their discretionary conduct by

1 Allan H. Meltzer, 2014, ʻHow the Fed Fuels the Coming Inflationʼ, The Wall Street Journal, 6 May.
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embracing a nominal GDP rule for money supply growth2 - as a solution to fix the prevailing system,
some others have gone much farther than advocating a tinkering with the status quo.
Specifically, a number of academics and commentators have advanced an even more radical
resolution to our monetary-induced economic woes, through the elimination of central banking, or
at least a substantial diminution of governmental involvement in financial affairs more generally.
The aim of this paper is to explore in greater detail the more radical reforms to financial and
monetary systems as set out by the ʻfree bankingʼ movement.
The next section provides a detailed synopsis of the Australian experience with free banking, which
prevailed during the nineteenth century and ended during the early twentieth century. This
discussion not only includes an assessment of the 1890s depression episode, which has been
frequently used by critics to forewarn against wholesale reform of the existing central banking
regime.
This is followed by a description of the general theory of free banking, contrasting that regime with
existing central banking arrangements. Then, a critical explanation of the perceived major
advantages and disadvantages of free banking - relating to issues such as inflation control and
financial stability - will be provided.
Financial and monetary regulatory cycles tend to come with the ebbs and flows of policy actions,
with the partial deregulation during the ʻGreat Moderationʼ of the 1990s and early 2000s
counteracted by new regulatory reactions in light of the GFC. It is in this context that this paper also
explores the feasibility of returning to arrangements which more closely resemble observed free
banking in the past.
In conclusion, free banking systems provide several advantages over and above the excessive
interventionism, demonstrated in modern times, by central banks and financial regulators.
The task of separating money and state appears to face significant hurdles in the medium and long
terms. But in light of the severe economic dislocations posed by excessive economic intervention by
central bankers, and with the threat of increasingly severe regulations pervading the financial scene,
now is, nonetheless, an opportune time to discuss the merits of the free banking alternative.

2

This proposal has been embraced by, among others, Scott Sumner, 2013, ʻA Market-Driven Nominal GDP
Targeting
Regimeʼ,
George
Mason
University
Mercatus
Center,
http://mercatus.org/sites/default/files/Sumner_NGDPTargeting_v2.pdf (accessed 2 March 2014). Criticisms
about the ʻrobustnessʼ of this proposal have been raised by Peter Boettke, for example ʻAdditional Proof that
Public
Choice
Thinking
is
Hardʼ,
Coordination
Problem
blog,
http://www.coordinationproblem.org/2013/07/additional-proof-that-public-choice-thinking-is-hard.html
(accessed 2 March 2014).
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Free banking: An Australian heritage

2.1

Emergence of the Australian free banking regime

With the thirteen American colonies declaring their independence from Britain in 1776, culminating
in war over the very question of their independence, Britain required an alternative site to locate its
prison population.3 The British government duly decided to transport convicts to Australia, a move
described by the Australian economic historian Noel Butlin as ‘at least as risky as modern efforts to
send a man to the moon.’4
During the early years of settlement from 1788 the government was mainly responsible for the
provision of foodstuffs on behalf of a colony lacking in agricultural self-sufficiency, as well as works
and services attributable to the colony’s primary function as a prison. There was no formal
allowance for the provision of money and banking for the New South Wales (NSW) colony. As a
result:
ʻMakeshifts and ad hoc expedients to provide for payments between government and individuals and amongst
individuals ... merged into a pattern ... The core of the monetary system was the Commissariat store with its
Treasury bills for public and external payments, its Store receipt, its loans in kind; outside its range private
local transactions were fulfilled by supplanting its Store receipts with barter and a variety of private note
issues.ʼ5

Given the limits of the available supply of currency, bartering systems emerged to provide, or at
least supplement, the necessary medium of exchange. The bartering of rum was one method for
paying wages for a period of at least twenty years, while flour became a bartered commodity more
acceptable to the authorities. The issuance of private promissory notes had also become prominent
during the early colonial period, and were accepted as currency.6
Governor William Bligh in 1806 more forcefully attempted to eradicate the New South Wales ʻRumʼ
Corps’ entrenched monopoly on the rum trade, and hence on the use of rum as a medium of
exchange, and public drunkenness more generally. The unpopularity of such measures led to the
only military coup in Australian history, when the Corps overthrew Governor Bligh and arrested him
on 26 January 1808.7

3 Geoffrey Blainey, 2010, The Tyranny of Distance: How Distance Shaped Australia’s History, 21st Century
Edition, Macmillan, Sydney.
4 H. M. Boot, 1998, ‘Government and the Colonial Economies’, Australian Economic History Review 38 (1): 74101, p. 74.
5 S. J. Butlin, 1953, Foundations of the Australian Monetary System 1788-1851, Melbourne University Press,
Melbourne, p. 4-5.
6 Herbert Edward Teare, 1926, The History, Theory, and Practice of Australian Banking, Currency, and
Exchange, with application also for Banking in New Zealand, Alexander Hamilton Institute of Australia,
Sydney, p. 8.
7 Ibid.
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The Corps remained in absolute power for two years until Lachlan Macquarie was commissioned as
Governor of NSW in 1810. Macquarie was not only installed with his own regiment of troops, but
established a new coin-based medium of exchange (nicknamed the ‘holey dollar’) to replace the rum
barter system. He also sought to establish a ʻgovernment colonial bank,ʼ a proposal which was duly
rejected by British authorities.8
His successor Thomas Brisbane, however, imported large quantities of Spanish dollars from India and
attempted to make these the standard currency of the colony.9 Governor Brisbane recalled the holey
dollars and fixed the Spanish dollar as equivalent to five shillings. The holey dollar was marked down
to four shillings, and then re-issued.10
Eventually the British government finally settled the question of the monetary standard in Australia
by imposing the gold-based pound sterling as the official currency in 1829.11
After the ill-fated attempt by Macquarie to establish a government bank, an important step in the
emergence of a formalised financial sector in Australia was the establishment of the Bank of New
South Wales on 17 April 1817. Accorded the freedom to issue its own notes, the Bank issued
currency ranging in denominations of one shilling, one shilling-and-sixpence, and two shillings
(referred to as ʻbank tokensʼ) to the larger sums of two shillings-and-sixpence, five shillings, ten
shillings, one pound and five pounds.12 In 1826, however, a British ban on small denominations was
extended to Australia.
Governor Macquarie sought to entrench the existence of the Bank by granting it a seven-year
charter with limited liability, in an attempt to eliminate small-scale note issuances and lending by
shopkeepers and other traders. However, British authorities advised him that limited liability could
only be conferred by a royal charter or by an act of parliament. Macquarie delayed the
implementation of this directive by writing a dispatch to his superiors in London, requesting
clarification and effectively his grant of limited liability by several months.13
In 1826 the Bank of Australia was established by virtue of a charter passed by the British parliament,
including the power to issue its own notes. This development, therefore, led to the effective end of
the Bank of NSW monopoly on note issue, and a substantial reduction in the incumbentʼs reserves as
deposits were withdrawn to pay for shares in the new bank. This led the Bank to seek a £20,000
government loan, which it approved under certain conditions:

8 Craufurd D. W. Goodwin, 1966, Economic Inquiry in Australia, Duke University Press, Durham, p. 135.
9 Leslie C. Jauncey, 1933, Australiaʼs Government Bank, Cranley & Day, London, p. 27.
10 ʻEarly Australian Currencyʼ, http://www.australianstamp.com/coin-web/aust/earlyaus.htm (accessed 1 May
2014).
11 Dowd, 1992, op. cit.
12 ʻThe First Bank Noteʼ, http://www.rahs.org.au/history-resources/the-first-bank-note/ (accessed 1 May
2014).
13 Richard S. Grossman, 2010, Unsettled Account: The Evolution of Banking in the Industrialized World since
1800, Princeton University Press, Princeton, p. 30, 88.
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the government would appoint three of the bankʼs directors;
the bank would reduce its loans by one quarter over a nine-month period;
the bank would call up all its unpaid capital; and
the bank would change to sterling accounting standards.14

The deepening of domestic financial markets were ushered in as a consequence of Australiaʼs
general economic development: ʻ[i]ts monetary and banking system had grown in response to
internal needs, to the needs of foreign trade, and to British capital investment.ʼ15 During this decade,
more banks (Commercial Banking Company of Sydney, Bank of Australasia, Union Bank of Australia,
Bank of Van Diemenʼs Land) were established to meet the needs of a growing economy, which
diversified into wool, pastoral and other agricultural activities.
This growth in the Australian banking system was reflected in the opening of bank branches in
metropolitan and especially rural areas, which followed a similar tradition observed in the Canadian
and Scottish cases. Figure 1 shows the total numbers of branches maintained by trading banks from
1817 to 1911.
This expansion enabled financial institutions to reach into expanding areas of new settlement in
inland precincts, and represented an important aspect of ʻnon-price competitionʼ between rival
banks during the free banking era. Importantly, branching also allowed banks to diversify risk and
reallocate borrowings from one branch to the next.16

14 The bank borrowed a smaller amount (£15,000) on the security of bills and mortgage deeds, and repaid the
loan by January 1827. Ibid., p. 88-89.
15 Robin Gollan, 1968, The Commonwealth Bank of Australia: Origins and Early History, Australian National
University Press, Canberra, p. 15.
16 David Pope, 1989, ʻFree Banking in Australia before World War Iʼ, Australian National University, Working
Papers in Economic History No. 129, p. 7.
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Figure 1: Number of trading bank branches, Australia
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Source: S. J. Butlin, 1986, The Australian Monetary System, 1851 to 1914, J. F. Butlin, Sydney.

During the early 1840s Australia suffered an economic downturn which placed pressure upon the
financial sector, not least as a result of the withdrawal of British capital flows to Australia. A decline
in pastoral activity, associated with droughts, flowed through to the wider economy, with individuals
and partnerships unable to repay their debts forced into insolvency. Between 1842 and 1845 in New
South Wales some 1,900 estates were sequestrated, and seven banks were forced to close during
this period.
Several regulatory developments at the time influenced the shape of the banking sector. The
chartering of the Australasia in 1835 prompted the United Kingdom Treasury to clarify its ideas on
colonial banking, and these were subsequently set out in the form of the Colonial Bank Regulations
of 1840 (revised in 1846). In its revised form, the Regulations identified the following conditions on
banking in New South Wales:








advances on land were not to be permitted - banks must confine transactions to discounting
commercial paper and negotiable securities and other legitimate banking business
a company was not to hold its own shares or make advances on them
advances to a director or officer were not to exceed one-third of the total
liabilities, other than deposits, were not to exceed three times paid-up capital
note issue was to be limited to the amount of paid-up capital
a bank was to be constituted as a body corporate, for an initial period of note more than
21 years (each extension of its life was similarly limited)
liability of a banking company was to be twice the amount of subscribed capital
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statistical returns of assets and liabilities were to be furnished, half-yearly or yearly.17

Another highlight of regulatory developments during the formative period of Australian settlement
was the introduction of the New South Wales Interest Act in 1834, to remove doubts over the
application of British usury laws and to limit and define the rate of interest where no rate had been
specifically agreed upon by the parties to the loan.18
4.2

Growth and development of the free banking system: From the 1850s to the 1890s

The period from the 1850s to the late 1880s were characterised by an extended period of strong
growth, sustained in turn by significant investments from both domestic and British sources in both
the private and public sectors of the economy.
Discoveries of substantial gold deposits in the Bathurst district of New South Wales in 1851 led to a
substantial relocation of diggers to the region. Similar discoveries were made in the Bendigo and
Ballarat regions of Victoria, with a similar influx of labour and economic adjustments across primary,
secondary and tertiary industries.
These events led to a substantial influx of gold received by the private banks, which built up financial
reserves within the financial sector as miners demonstrated a preparedness to exchange their gold
for private banknotes. The available historical statistics indicate that the value of base money in the
Australian economy rose from $8.3 million in 1851 to $22.6 million in 1852 and $35.6 million the
following year.19 The benefits of private note issuance, together with bank branching, were
described by Herbert Teare as follows:
ʻit was not until gold was discovered that the issue of bank notes was carried out on any large scale. The
establishment of branches to meet the convenience of the gold diggers gave the banks their opportunity. As
gold was handed in to these branches in large quantities, there was, of course, no necessity for any reserves to
be sent from head office as cover for the notes issued. Furthermore, the practice of paying bank notes for the
gold handed in was found much more convenient in every way than paying out coin, the weight and bulk of
which militated against its convenience.ʼ20

To avert the risk of unrefined gold being widely circulated as money, which would threaten the
official British sterling currency standard, the New South Wales government secured approval from
the British Colonial Office for the establishment of a mint in Sydney. In May 1855 the first branch of
the Royal Mint outside of England was established, with the Sydney branch of the mint followed by
Melbourne (1872) and Perth (1899) branches.

17 S. J. Butlin, 1953, op. cit., p. 90.
18 W. A. Sinclair, 1976, The Process of Economic Development in Australia, Cheshire, Melbourne, p. 54.
19 Base money (M1) comprising currency held by the public and current deposits held by trading banks. David
Pope, 1987, ʻPrivate financeʼ, in Wray Vamplew, ed., Australians, Historical Statistics, Fairfax, Syme & Weldon
Associates, Broadway.
20 Teare, 1926, op. cit., p. 166-167.
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The upscale in economic activity attributable to mining also promoted the emergence of
self-sustaining domestic financial institutions, such as the Bank of Victoria, the Bank of Tasmania and
the Australian Joint Stock Bank in 1853, the Colonial Bank of Australasia in 1856, and the National
Bank of Australasia in 1858. Figure 2 illustrates a range of bank notes privately issued by these, and
other, financial institutions in Australia during the nineteenth century.
Figure 2: Selected private bank notes

Source: Reserve Bank of Australia, Museum of Australian Currency Notes.

Trading banks, which initially took on local deposits and discounted commercial bills, made advances
and facilitated domestic and foreign trading activities, also extended their activities by including
mortgages on real estate to their portfolios.21
Extensive financial innovations were observed during this period in the form of the diversification of
the Australian financial sector. In addition to specialist pastoral financing companies which aided the
growth of the wool-growing industry and other agricultural pursuits, building societies specialising in
the provision of home loans emerged from the 1860s, friendly societies and insurance offices to
assist people smooth their incomes in the event of personal and other difficulties, and savings banks
aimed at promoting thrift among small depositors.
Another important factor in Australiaʼs financial evolution during the long growth period from the
early 1850s to early 1890s was the growing role of the colonies in seeking finance, particularly from
London. According to Edward Shann, in 1871 the indebtedness of all Australian colonies was

21 David Pope, 1989, op. cit.
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£30 million, with an additional £36 borrowed during the decade which followed. These borrowings
were used ostensibly to finance extensive economic infrastructure networks, particularly railway
stock in efforts to ease accessibility of inland productive ventures to the capital cities and sea-ports.
With the decline of individual chartering acts, new banks were established, explicitly or implicitly,
under company law. From 1863 to 1874, four Australian colonies passed legislation allowing banks
to be established under general company legislation. In addition, from 1863 the liability of the
shareholders changed, making them unlimited; in other words, the shareholders of the banks had
unlimited liability to estates in the event of bank failure.
Several legislative items were implemented in New South Wales to allow its largest bank (Bank of
New South Wales) to continue issuing its own notes.
In 1850 an Act to incorporate the Bank was passed, which included authorisation for the Bank to
issue notes or bills for £1 and £5 for a twenty one-year period. Two years later the Act was
amended, limiting the total notes issued to the amount of bullion, coin, and public securities held by
the Bank, and a subsequent Act amended this allowing the Bank to issue notes to the amount of its
paid-up capital. In 1870 the power to issue notes was extended for another twenty-one years, and
similar conditions applied to other banks who wished to issue their own notes.22
4.3

Free banking under stress: The Depression of the early 1890s

During the 1880s the burgeoning Australian economy assumed a position as a major destination for
foreign capital flows from Britain. In the first half of the 1880s, net capital inflow was estimated to
be more than 60 per cent higher than in the second half of the 1870s. The inflow of the second half
of the 1880s was more than 30 per cent higher again. These trends implies that the inflow of capital
during the 1880s, as a whole, was about two-and-a-half times as great as for the previous decade.
Within the private sector realm, funds were primarily, but not exclusively, directed to the wool
industry and associated activities therein, such as land fencing and water conservation initiatives.
Capital inflows to facilitate pastoral construction not only provided a platform for strong economic
growth more broadly during the 1880s, but robust industry activities conveyed a sense of assurance
to British investors of guaranteed satisfactory returns from Antipodean economic and financial
ventures.
It has been argued, in some quarters, that the influence of foreign capital in railway infrastructure
development became more prominent during the second half of the 1870s. For instance, when
Victorian customs revenue failed to sustain its previous rate of increase, the colonial government
resorted to overseas loans to finance rail projects rather than revise its initial projects. The ability of
governments to secure British loans transcended the limitations imposed by the growing, but still
relatively shallow, domestic pool of finance, for the inland extension of rail lines.

22 Teare, 1926, op. cit., p. 165.
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In more general terms, the colonial governments embarked on a significant uplift in borrowing,
especially in the London financial market. According to Teare, in 1860 the public debts of all the
colonies was merely £9 million, but grew rapidly to £127 million in 1888 and to £173 million by
1894.23
Australian financial institutions not only played a passive role in enabling the increased transfer in
capital from Britain, but they also set up permanent offices and travelling commissions in that
country to secure deposits, which could then be used as a means of making advances to Australian
borrowers. This was in addition to the significant entry of the financing business, including the
pastoral finance companies, into new regions, and the accompanying spread of branching by
conventional trading banks (as seen previously in Figure 4).
Another feature of the lead up into the early 1890s was the growing rejection of the doctrine, once
enshrined in legislation, that loans not be extended for the acquisition of commercial or residential
real estates. Not only did specialist building societies form to advance finances, sourced from
domestic and foreign savings, to construction activities, but buoyed by rising property values the
well-established banks also proceeded to devote some of their funds for commercial and residential
property building.
These financial activities pertaining to the property market had the effect of increasing building and
construction in the overall share of Australian capital formation from the 1870s. Construction of new
shops and offices, including the reconstruction of the Melbourne central business district during the
1880s, were closely associated with a generalised increase in output, but it has also been argued
that ʻthe expansive style of building adopted ensured that the funds used for this purpose were
much more responsible for a change in the cityʼs architecture than in more tangible flows of goods
and services.ʼ24
Concerns were expressed in various quarters about the long term viability of property investments
and even that of the pastoral sector (at least in marginal land). For example, more experienced
bankers, such as the London executive secretary of the Bank of Australasia, Prideaux Selby, warned
the Bankʼs Australian chief executive in February 1888 that ʻyou Melbourne people are riding for a
bad fall.ʼ25 Selby earlier warned against speculative lending on real estate, cautioning Australian
managers ʻto be in no hurry to let out your spare funds - keep strong - profits must be sacrificed in
the interests of safety.ʼ26
As late as 1891 an editorial in The Economist magazine cautioned strongly against investment in
Melbourne property markets: ʻUnder all circumstances, British depositors should exercise great
discrimination in selecting from amongst the Melbourne property and mortgage and deposit banks

23 Teare, 1926, op. cit., p. 18.
24 x.
25 Kevin Dowd, 1992, op. cit., p. 59.
26 Ibid.
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which have branches in the United Kingdom; and if they feel at a loss how to select then they had
better shun the form of investment offered altogether.ʼ27
During the late 1880s and into the early 1890s some of the more established institutions, such as the
Australasia, the Union, and the Bank of New South Wales, adopted more cautious policies to reduce
their exposure to losses in the event of a downturn in property and other markets. In 1887 total
deposits in Australian banks increased by £12 million while their advances increased by only
£3 million. The members of the Associated Banks of Victoria group reduced the interest on fixed
deposits, and early in 1888 they shut down all further advances on real estate.28
Despite the efforts of the more cautious within the fraternity of Australian financial institutions to
exercise greater caution in lending practices and to restrain costs, a series of significantly adverse
economic events by the early 1890s induced a severe contraction in economic activity.
The perception of Australia, and other far-flung global outposts, as safe havens for securing healthy
investment returns were substantially revised by the 1890 Baring crisis. The Barings Bank of London
faced near-insolvency resulting from a string of poorly performing investments in Argentina, a
country with a similar industrial composition to Australia at the time. As noted in an early
twentieth-century analysis of financial crises by Charles Conant:
ʻThe financial crisis of 1893 was in a large measure an afterclap of the Baring failure in 1890. Many millions of
British money had been invested in American and Australian securities and the discredit which fell upon
Argentine and other South American investments with the failure of the Barings resulted in an irresistible
movement to unload such securities and transfer European capital to home investments.ʼ29

Conant described the trends of a reduced capital inflow in greater detail:
ʻThe essential difficulty in Australia was the sudden check to the current of British capital which had been
pouring in and even quiet withdrawals of much of it. Careful estimates showed that during the two years 1891
and 1892, before the tide turned outward, the total capital imported into the colonies was £25,083,000, of
which £18,786,000 was introduced by various governing bodies. During the three years which followed there
were withdrawals of private capital to the amount of £7,619,000.ʼ30

Exacerbating the steep decline in British capital inflow, following an outpouring of Barings-related
negative sentiments, was a reduction in wool industry activities, precipitated by inland drought
conditions and falling wool prices, which in turn contributed to an appreciable decline in Australiaʼs
terms of trade during the early 1890s. Between 1888 and 1894 the price of Australian exports fell by
about 32 per cent.

27 ʻMelbourne real property institutions and British depositorsʼ, The Economist, 12 September 1891, p. 1174.
28 Edward Shann, 1927, ʻThe Boom of 1888 to 1890, and Some Analogies with the Presentʼ, in `, Angus &
Robertson Limited, Sydney, p. 82.
29 Charles A Conant, 1915, A History of Modern Banks of Issue, Fifth Edition, G. P. Putnamʼs Sons, London, p.
668.
30 Ibid., p. 545.
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Wool growers and other pastoralists who had gone heavily into debt to finance improvements to
their properties were, owing to the steadily falling price of their commodities, unable to meet their
undertakings, with consequence difficulties for themselves and their creditors.
The withdrawal of British capital also affected the financial interests of the colonial governments,
who were reliant on imported capital to maintain considerable budget deficits, arising, in turn, from
an ʻill-managed extension of public works.ʼ31 Writing of the historical development of Australian
socialism, Anthony St. Ledger referred to the exorbitant increases in public debt prior to the 1890s
depression:
ʻThe loan policy of the respective states had the effect of introducing millions of money, which were applied to
public works, and which, in many cases, could only in a very distant future become reproductive of the
principal invested in them. The interest burden had to be largely borne by the taxpayer. This involved the
imposition of heavy customs and excise duties in many of the states, and of wholesale alienation of crown
lands in others. ... Neither production nor settlement kept pace with expenditure, and when the stream of
loans began to run dry, the shrinkage in the Treasury receipts became not only marked, but indicated the folly
of the course.ʼ32

The early twentieth-century Australian liberal, Edward William Foxall, outlined a ʻpublic choiceʼ
rationale for the excessive borrowings observed during the late nineteenth century:
ʻthe man who was considered most likely to be able to secure the expenditure of large sums of public money
in his electorate was the most likely to be returned as its member. … in a house of parliament composed of a
number of such ‘representatives,’ as they were humorously termed, the member for Dead Man’s Flat could
only get a bridge against his principal constituent’s door by supporting a similar proposal of the member for
Sleepy Hollow. And if the member for White Dog Crossing wanted a railway connecting his electorate with the
metropolis, he could only obtain it by promising to support the proposition to divert the route of some other
railway 10 or 20 miles out of its natural course, in order that it might go through the land of the aunt of the
member for One-Horse Hill.ʼ33

In a contribution to The Economic Journal, Charles Gairdner referred to the malign effects of ʻthe
large sums borrowed by the colonial governments, municipalities,ʼ and other entities, including that
ʻprices and wages became unduly inflated, and capital was expended for many purposes not
urgently needed or not needed at all.ʼ34

31 Charles R. Hickson and John D. Turner, 2002, ʻFree banking gone awry: The Australian banking crisis of
1893ʼ, Financial History Review 9: 147-167, p. 150.
32 Anthony St. Ledger, 1919, Australian Socialism: An Historical Sketch of its Origin & Developments,
MacMillan & Co. Ltd., London, p. 67-68.
33 E. W. Foxall, 1895, Financial Crises: Their Causes and Symptoms, F. Cunningham & Co., Sydney, p. 184-185.
34 Charles Gairdner, 1894, ʻThe Lessons of the Australian Banking Collapseʼ, The Economic Journal 4 (13):
114-119, p. 119.
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One of the more oft-cited explanations for the financial crisis which befell Australia was the market
correction in land and property markets, particularly in Melbourne and Victoria from 1888, which
left numerous financial institutions with significant bad debts.
A number of economists and economic historians have argued that this phenomenon was
symptomatic of a general decline of prudential standards within the financial sector, with the
provision of credit extended far beyond the inflated values of land which was supposed to secure
it.35 The consequences of these effects for the financiers were described in the following manner:
ʻMost of the many institutions involved in the finance of urban land and building were ... threatened by the
cumulative force of the decline in the value of their assets, a growing unwillingness to make deposits and the
increasing difficulty experienced by debtors in continuing to make their payments. The end came in the period
from the middle of 1891 to the early months of 1892 by which time the vast majority of the institutions
specialising in the finance of urban land and building transactions, not only in Victoria but throughout
Australia, had gone to the wall.ʼ36

In a similar manner, Teare described how banks engaged in speculative property ventures since their
ability to attain fixed deposits for lengthy periods led them to ʻthe necessity of finding profitable
openings wherewith they could invest them to advantage, and pay the high interest charges
demanded of them.ʼ37
As early as 20 December 1889, the Premier Building Association, Melbourne, suspended payment. It
has numerous British depositors, and withdrawals from other land and building entities proceeded
forthwith. Between July 1891 and August 1892, 21 land and finance companies in Melbourne
became insolvent with total liabilities of £13.5 million (including £3.5 million in British deposits).
Concerns over the viability of building and land finance companies later spread to the conventional
trading bank sector, whose loans rose to 137 per cent of their deposits whereas the ratio of cash
reserves to deposits was only 17 per cent. Some of the early trading banks to fall included the Bank
of Van Diemenʼs Land in August 1891, followed by the Mercantile Bank of Victoria in March 1892.
Observing the shakeout of financial entities specialising in real estate, the Associated Banks of
Victoria published a resolution in March 1892, stating that the relevant member banks would extend
their joint support to any one of their number which requires it. This statement, following the
collapse of the Mercantile, was designed to assuage growing public concerns about bank safety.

35 Charles R. Hickson and John D. Turner, 2002, ʻFree banking gone awry: The Australian banking crisis of
1893ʼ, Financial History Review 9: 147-167; D. T. Merrett, 1989, ʻAustralian banking practice and the crisis of
1893ʼ, Australian Economic History Review 14 (1): 60-85; D. T. Merrett, 1993, ʻPreventing Bank Failure: Could
the Commercial Bank of Australia Have Been Saved by its Peers in 1893?ʼ, Victorian Historical Journal 64 (2):
122-142; Ian W. McLean, 2013, Why Australia Prospered: The Shifting Sources of Economic Growth, Princeton
University Press, Princeton.
36 W. A. Sinclair, 1976, The Process of Economic Development in Australia, Cheshire, Melbourne, p. 148..
37 Teare, 1926, op. cit., p. 19.
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This resolution proved to be time inconsistent when the Federal Bank (a part of the Associated
Banks group) collapsed, but the Associated Banks refused to bail it out. The Associated Banks issued
another statement, in January 1893, ʻthat the liquidation of one of their number was foreign to their
ordinary functions,ʼ which entirely contradicted their statement of the previous year.
The resulting confusion led the Associated Banks to issue a third, and final, statement in March 1893
to the effect that they ʻwill be willing to render financial assistance to each other on such terms and
to such extent as may seem justifiable to each of them, if and when occasion arises.ʼ
One of the Associated Bank members, the Commercial Bank of Australia, was the principal banking
business in Victoria (accounting for 17 per cent of bank assets in the colony) and has been depicted
as the most ʻadventurousʼ of the Melbourne banks, in terms of its efforts to acquire deposits to
underwrite its ambitious lending policies. According to one account:
ʻits rise was too rapid, its dividends were too lavish, its hunger for deposits too monstrous, culminating at
£13.1 million in 1891, as against a paid up capital of £1.2 million, a reserve of £750,000 and an unpaid
proprietorsʼ liability of £1.8 million.ʼ38

In the early months of 1893 local deposits in the order of £1 million were withdrawn, with the threat
of another million in British deposits to be withdrawn in the June quarter of that year. The
Commercialʼs ability to call upon its advances to offset the loss of deposits was becoming stymied by
the growing illiquidity of its property loans.39
Within three weeks of the Associated Bank March 1893 statement, the Commercial suspended
payments and sought financial assistance from fellow Associated Bank members, as well as from the
Victorian government. The Associated Banks offered £1.75 million, an insufficient amount which,
coupled with the refusal of the colonial Treasury to assist, contributed the temporary closure of the
Commercial.
The inability of the Associated Banks to act decisively in response to pressures upon the Commercial
were the subject of widespread criticism, both during the events and long thereafter. For example,
newspapers of the day such as the Melbourne Age, the Sydney Morning Herald, and the London
Financial Times and Times suggested that concerted action could have averted the closure of the
Commercial, and any subsequent panic by the general public.40
In anticipation that other banks, such as the National Bank of Australasia, would soon close their
doors, the Victorian government legislated to enable banks to temporary suspend operations and
reconstruct their financial affairs in the interim. According to Ellis, the purpose of the reconstruction
ʻwas to preserve, as far as possible, the business connections of the failed bank, to prevent

38 x.
39 Trevor Sykes, 1998, Two Centuries of Panic: A History of Corporate Collapses in Australia, Allen & Unwin, St.
Leonards, p. 181.
40 D. T. Merrett, 1993, op. cit., p. 127.
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immediate realisations of the assets under compulsory liquidation, and to turn as much as possible
of the deposit liabilities into share capital.ʼ41
This process invoked hardship, and in some circumstances severely so, upon depositors and
shareholders.42 Amongst other things, reconstruction enabled affected institutions to, among other
things, write off up to 12 per cent of their paid-up capital, calling the equivalent of 75 per cent of this
amount from shareholders.
Depositors also found their funds had become illiquid as current accounts were converted to fixed
deposits of long maturity, whilst fixed deposits were converted to bank preference shares. The
Victorian reconstruction schemes alone locked up about £20 million in British deposits at fixed
interest rates.
The reconstruction of the Commercial precipitated a wave of similar proposals by other financially
stressed Victorian banking institutions. In the colony, all the banks except the Royal volunteered to
undergo the reconstruction process. Whereas the crisis was centred in Victoria, the close
intercolonial and international ties of the Australian financial system, nonetheless, meant some
banks elsewhere were forced to suspend their operations (Table 1).
Table 1: Bank closures and reopenings
Bank

Head office

Suspended

Commercial Bank of Australia
Melbourne
5 April 1893
English, Scottish & Australian
London
13 April 1893
Australian Joint Stock Bank
Sydney
20 April 1893
London Chartered Bank of Australia
London
25 April 1893
Standard Bank of Australia
Melbourne
28 April 1893
National Bank of Australasia
Melbourne
1 May 1893
Colonial Bank of Australasia
Melbourne
6 May 1893
Bank of Victoria
Melbourne
10 May 1893
Queensland National Bank
Brisbane
15 May 1893
Bank of North Queensland
Brisbane
15 May 1893
Commercial Banking Co. of Sydney
Sydney
16 May 1893
City of Melbourne Bank
Melbourne
17 May 1893
Royal Bank of Queensland
Brisbane
17 May 1893
Source: Trevor Sykes, 1988, Two Centuries of Panic: A History of Corporate Collapses in
Unwin, Sydney, p. 177.

Reopened
6 May 1893
21 August 1893
19 June 1893
11 August 1893
26 June 1893
10 July 1893
19 June 1893
2 August 1893
19 July 1893
19 June 1893
19 June 1893
7 August 1893
Australia, Allen &

During the crisis, banks maintaining a total of 965 branches around Australia and with aggregate
liabilities of over £100 million, suspended their operations. Nonetheless, the vast majority of banks
were able to reopen within a few months of suspending.

41 Arthur Ellis, 1893, ʻThe Australian Banking Crisisʼ, The Economic Journal 3 (10): 293-297, p. 295.
42 Foxall, 1895, op. cit., p. 199-205.
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These schemes, however, would serve to fuel the notion in the minds of some members of the
general public, at least, that the banks sought to save themselves, at the expense of their depositors
and the population at large. This, in turn, would play some influence in fomenting the stronger
anti-banking sentiments which emerged in Australia subsequent to the 1890s depression.
Before reconstructions occurred, however, the Patterson Victorian government declared a ʻbanking
holidayʼ stretching over five days. This action was intended by the government to provide
institutions with breathing space to reconstruct, but was largely assessed to have worsened the
crisis as it led at least some members of the public to believe all the banks had, indeed, failed.
Ill-conceived political statements, such as those by Premier James Patterson that ʻwe were all
floundering,ʼ did not alleviate any concerns felt by the public about the soundness of the financial
system.43
Other approaches were undertaken in other Australian colonies to once again engender a sense of
stability within the banking and financial sectors. In New South Wales Premier Sir George Dibbs
legislated, in three bills, a range of measures to assist the banks in May 1893.
The first bill made the private bank notes the first charge on the issuerʼs assets, the second
permitted the notes to be made legal tender at the request of any bank, and the third bill, presented
later, permitted the Treasury to issue their own notes and lend them to bank up to a value of half
the amount of frozen current accounts in suspended banks.44
The banks initially refused to avail themselves of the legislative provisions made available to them,
and the Commercial Banking Company of Sydney suspended operations in May (prior to the
proclamation of the Bank Issue Act) even though it retained £1 million in cash with £600,000 British
deposits to meet. Eventually, the Bank of New South Wales, City Bank of Sydney, the Union and the
Australasia agreed to make their notes legal tender.
According to Shann, these initiatives by the NSW government ʻcleared the air in Melbourne as well
as in Sydney, for Sydneyʼs large gold stocks, no longer wanted there, could be used to assuage panic
elsewhere. Confidence quickly revived.ʼ45
As discussed previously, several factors have been identified as contributing to the depression but,
despite some beliefs to the contrary, an excess of privately issued currencies in the Australian
financial scene during the 1890s did not appear as a factor in precipitating the depression:
ʻThe proof that the evils which carried down fourteen great banks and closed several hundred branches in the
spring of 1893 ... had substantially no connection with the note issues, is afforded by the comparatively small
43 E. O. G. Shann, [1933] 1988, ʻEconomic and Political Development, 1885-1900ʼ, in J. Holland Rose, A. P.
Newton and E. A. Benians, eds., The Cambridge History of the British Empire, Australia, Volume 7, Cambridge
University Press, Cambridge, p. 377.
44 T. A. Coughlan, 1918, Labour and Industry in Australia: From the First Settlement in 1788 to the
Establishment of the Commonwealth in 1901, Volume III, Oxford University Press, London, p. 1678-1680.
45 Ibid.
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figures of the circulation. The banks of Victoria increased their note circulation only from £1,236,046, in 1880,
to £1,543,340 in 1890, and in 1893 it was substantially the same. ... The inflation of credit and the crisis
occurred without any great expansion of note issues, and if the habits of the people had required a concurrent
expansion it would have been only an incident of the deeper causes of the crash.ʼ46

As noted above, and as testament to the underlying confidence in private note issuance, at least in
some jurisdictions, the New South Wales and Victorian governments declared bank notes to be a
first charge against assets during the height of the financial crisis.
However, in the colony of Queensland yet another set of political interventions were adopted in
response to the financial dislocation, in which eight of the eleven trading banks in the colony
(including the Queensland National Bank, the major financier to the government) closed and
suspended payment.47
In response to the closures, the Queensland government, amongst other things, took over
responsibility for note issuance, through Treasury notes which could be used to pay depositors of
suspended banks (Figure 3).48 Stamp duties on private bank notes were raised from three to a
prohibitive ten per cent,49 discouraging the banks from issuing their own notes and providing the
colonial government with a monopoly on note issue.

46 Charles A Conant, 1915, A History of Modern Banks of Issue, Fifth Edition, G. P. Putnamʼs Sons, London, p.
544. See also David Pope, 1989, op. cit.
47 Denver Beanland, 2013, The Queensland Caesar: Sir Thomas McIlwraith, Boolarong Press, Brisbane,
p. 275, 300.
48 Jon D Stanford, ʻThe 1893 Financial Crisis in the Colony of Queenslandʼ,
http://apebh2012.files.wordpress.com/2011/05/apebh-text-of-paper-stanford.pdf (accessed 1 May 2014).
49 Coghlan, 1918, op. cit., p. 1788.
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Figure 3: Queensland government bank note

Source: Reserve Bank of Australia, Museum of Australian Currency Notes.

It is difficult to precisely quantify the effect of the financial crisis upon the overall depression
experienced within the Australian economy, and the causes of the financial dysfunction itself
remains the subject of debate.
Whilst not a universally shared view amongst economists and economic historians, it appears
reasonable to contend that an intersection of external and internal economic, and financial, events
contributed to the 1890s depression. In his 1895 account of this economic event, Edward William
Foxall appeared to attribute the determinants of depression widely, citing the emergence of real
estate bubbles, investor ignorance of economic conditions, and excessive expenditures by
governments upon ineffectual infrastructure projects, as some factors.50
Others point to the contributions of the Barings crisis, drought conditions affecting agricultural
industries, and mismanaged government interventions during the financial crisis period, including
regulations making it more difficult for unsound banks to be liquidated, as factors exacerbating the
severity of the overall economic downturn.51
50 Edward William Foxall, 1895, op. cit.
51 Ian W. McLean, 2013, op. cit.; E. O. Shann, 1927, op. cit.; Kevin Dowd, 1992, op. cit.
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In contrast to widely held perceptions, often maintained long after the fact of the 1890s events,
there was some evidence of a ʻflight to qualityʼ effect in which depositors withdrew funds from
institutions perceived as weak, to re-deposit them in stronger institutions.
According to Kevin Dowd, the three largest banks - the Australasia, the New South Wales and the
Union - were never in serious threat during the crisis period.52 Similarly, Pope stated ʻhalf the banks
survived 1893 without closing their doors. In terms of capital adequacy and liquidity, some banks
were clearly stronger than others. This was especially true of the major Anglos, the Australasia and
the Union, and also the Bank of New South Wales.ʼ53
These interpretations would tend suggest that the existence of free banking, at least in isolation, was
not the causal factor, or even a major one, for engendering the 1890s Australian depression.
4.4

Banking sector recovery, and demands for government control

The financial system recovered from the depression, although it took a considerable period of time
for key indicators to return back to pre-depression levels. In the 1890s dividends fell substantially,
with the ratio of dividends to capital and reserves falling from 8.6 per cent in 1885 to 3.9 per cent in
1893, but partially recovering to 4.7 per cent in 1906 and 5.5 per cent in 1911. Net profit rates grew
during the post-depression period of the late nineteenth and early twentieth centuries.54
More generally, the trading banks slowly rebuilt their balance sheets by strengthening their capital
positions, and maintaining higher liquidity levels, whilst most of the deposits affected by the 1890s
banking reconstructions were repaid by the turn of the twentieth century. The general perception
has been that the banking fraternity assumed a more conservative stance towards lending,
preparing to take fewer risks and placing more emphasis upon short term, self-liquidating
investments rather than longer and more speculative ventures.55
In spite of the recovery underway, the experience of the financial crisis and the depression
generated a political air of deep suspicion toward the banking sector. An emerging strand of populist
criticism, which had in some respects anti-Semitic undertones,56 was the conceptualisation of
working-class people being exploited by the ʻmoney powerʼ of plutocratic bankers as backed by
extensive government support.
One aspect of the money power theme was a criticism of the bank reconstruction schemes of the
1890s. In an April 1893 edition of the Sydney Worker magazine, it was stated that ʻ[a]s a means of

52 Dowd, 1992, op. cit., p. 70.
53 Pope, 1989, op. cit., p. 21.
54 David Pope, 1989, op. cit.
55 Merrett, 1989, op. cit., p. 83.
56 A description of the anti-Semitism of the bank nationalisation and state banking movements is described in
greater detail by Robin Gollan, 1968, op. cit., Chapter 3.
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robbery it [reconstruction] is much simpler than burglary ... there is no danger whatever attached to
this sort of plundering the mob, especially when the reconstructers run the government.ʼ57
Closely associated with anti-banking movements, and in response to public sentiment in favour of
striking workers in the wool and maritime industries, the Australian Labor Party emerged with an
agenda for banking reform. In New South Wales the establishment of a government-run ʻnational
bankʼ served as a plank of the first platform the Labor Party adopted in 1891, with later platforms
expressing the purpose of the national bank as one which would ʻsecure state control of the national
currency to transact all ordinary banking business.ʼ58
As Anthony St. Ledger described at length, socialists standing on a political platform of eroding the
money power through governmental control of finances, made important parliamentary gains as
early as the 1890s:
ʻThe panic resulted in close investigations both by the various state legislatures and their law courts. In
parliament it became evident that many a political leader was closely connected with a loan policy, whose
proceeds drifted into banks and other financial institutions with which he was connected either as director,
partner, or shareholder. With the average of human reasoning, the inference was inevitable. Many of such
men were, rightly or wrongly, driven from public life, frequently at the avenging hand of some socialist who
had come to preach a new gospel. The public were far greedier for the revenge than for the evangel of
socialism.ʼ59

Even politicians who identified as liberals attempted to make political concessions to the growing
calls for state banking, not only those demanded by socialists but recommended through the
numerous official inquiries into banking systems during and after the 1890s depression.
In Victoria the government led by Liberal George Turner (who later became commonwealth
Treasurer) introduced a State Bank Bill with several provisions including: the creation of a State Bank
of Victoria, from an amalgamation of local savings banks, with emergency powers to make advances
to private trading banks; government monopoly over note issue; and a government guarantee of all
savings bank deposits, state bank deposits, and mortgage bonds and state notes.
This proposal was met with some intense criticism, including from writers at the Melbourne Argus
newspaper who argued that:
ʻMore vicious and unsound proposals could scarcely be imagined. It is actually proposed to reduce current
account customers from the banks, and to use the money obtained from them, not in the promotion of trade,
industry, and settlement, as banking money ought to be used, but partly for the construction of public works,
and partly in the purchase of government securities. ... Never has the world before been entertained with no
insane a proposal as that a state bank shall absorb the floating capital of the country, withdraw it from
profitable enterprises, and give it to the government to be spent on government objects.ʼ60
57 Robin Gollan, op. cit., p. 53.
58 Robin Gollan, 1968, op. cit., p. 43.
59 St. Ledger, 1919, op. cit., p. 74-75.
60 ʻThe State Bank Bill. The State Bank. The Wrecking Clausesʼ, The Argus, 26 October 1896, p. 5.
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The proposal was abandoned by the Turner government, representing the last attempt made by
colonial parliaments to legislate for a government bank. To be discussed later, the broader issue of
extensive government control over the banking sector served as one of the leading matters to be
discussed in the early life of the commonwealth parliament.
4.5

The end of the Australian free banking era

At the time of Federation in 1901, the money circulating in Australia was issued by the trading banks,
the Queensland Treasury, and the state mints. However the Australian Constitution placed matters
relating to banking and currency under commonwealth jurisdiction and so, accordingly, advocacy for
a much greater public sector role in financial affairs quickly shifted to the federal arena.
The federal political maverick King OʼMalley was an enthusiastic early advocate of a national bank.
During 1907-08 he presented a scheme for a ʻNational Postal Bankʼ of ʻDeposit, Issue, Exchange, and
Reserve,ʼ and recommended formation of a semi-public corporation to issue all currency which
would be redeemable either in gold or in interest-bearing government securities ʻat the option of
the Comptroller-General of the bank.ʼ
The first majority federal Labor government, of Andrew Fisher, initiated several major legislative
steps to extinguish some of the key features of the Australian free banking regime. The Australian
Notes Act of 1910 provided for the issuance of notes by the Commonwealth Treasury, whilst the
Bank Notes Tax Act imposed a ten per cent per annum tax on the issue of notes by private banks
thus allowing the commonwealth to monopolise the bank note issuance field. This is because the ten
per cent ʻpenalty tax, together with the two per cent. tax paid for the right to issue notes, made the
burden altogether too heavy for the banks, and their notes have now practically been driven out of
circulation.ʼ61
The Fisher government introduced a new national currency in 1910 - the Australian pound
(disparagingly referred to by critics at the time as ʻFisherʼs Flimsiesʼ) - which was pegged to the
British sterling. Figure 4 presents a sample of one of the note denominations (ten shillings) issued by
the government at the time.

61 Teare, 1926, op. cit., p. 168-169.
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Figure 4: Commonwealth government ten shilling bank note

Source: Reserve Bank of Australia, Museum of Australian Currency Notes.

When OʼMalley was Minister for Home Affairs, the Commonwealth Bank Act was passed in 1911.
However, the new institution which began operations in 1912 was similar in structure to a
commercial bank, and was not a central bank in any modern sense, lacking one of the two functions
desired originally by state banking protagonist OʼMalley.
The Commonwealth Bank was given some proto-central banking powers in 1924, obligating banks to
settle clearing balances through the Commonwealth Bank, and its powers were strengthened again
in 1945.
In an important contextual analysis, George Fane described the evolution of commonwealth
involvement in financial and monetary affairs as a response to the political desire to obtain
additional revenue.62
In order to establish a monopoly over money supply, the commonwealth government had to create
its own currency and, then, drive out the competing private bank notes and the Queensland

62 C. G. Fane, 1990, ʻThe development of monetary institutions in Australia from Federation to the Second
World Warʼ, Australian National University, Centre for Economic Policy Research, No. 227.
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Treasury notes. These processes were commenced during the First World War and was largely, but
not entirely, completed by the Great Depression of the early 1930s.
To derive substantial revenue gains, however, it was necessary for the commonwealth government
not merely to monopolise the money supply, but also to inflate it. However, inflation was not
something Australia could adopt on its own, as long as it remained on the gold standard.
Means were found to circumvent all the constraints on inflationary finance. To the extent that all the
gold standard countries, including Australia, were able to devise ways - such as the development of
central banking and the centralisation of gold holdings - of economising on gold, it was possible for
them to inflate together, as they did in the period between 1914 and the restoration of the gold
standard in 1925.
The effects of the events summarised can be clearly seen in Figure 5, which plots the path of the
monetary base, and of that part of the monetary base which represents the liabilities of the
commonwealth (the expansion of which provided a source of revenue for the commonwealth
government).
Figure 5: Monetary growth in Australia, 1901-45
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Between 1904 and 1945 there was a fifteen-fold expansion of the monetary base, and the ratio of
the commonwealth liabilities money base to the total money base grew from zero to 97 per cent.
Although the commonwealth did not consciously plan far ahead in the process by which their
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revenue from seigniorage was expanded, the process was not haphazard: most of the important
changes occurred in periods of crises, when the urgent short term needs of the government to
finance budget deficits and to acquire foreign exchange led to increased regulatory controls over the
financial system.
Table 2 presents estimates of the net and gross revenue derived from seigniorage in each five-year
period from Federation to 1945. To indicate orders of magnitude, the table also gives estimates of
commonwealth expenditure and revenue.
Table 2: Commonwealth expenditure, revenue and seigniorage, 1901-45, £ millions
Expenditure Tax revenue
Increase in
Total
Remitted
(excl. debt
commonwealth Commonwealth Commonwealth
charges)
liabilities
Bank profits
Bank profits
monetary base
(1)
(2)
(3)
(4)
(5)
1901-05
51.4
40.7
0.0
1906-10
70.0
52.6
0.0
1911-15
122.1
81.1
28.3
0.0
1916-20
398.7
147.3
31.3
2.8
1921-25
270.3
255.7
-5.7
7.5
5.5
1926-30
297.0
284.5
22.4
8.8
5.7
1931-35
278.3
275.7
46.2
9.1
6.2
1936-40
407.5
359.4
55.5
5.2
1941-45
2,567.4
1,204.0
487.3
12.2
Source: C. G. Fane, 1990, ʻThe development of monetary institutions in Australia from Federation to the
Second World Warʼ, Australian National University, Centre for Economic Policy Research, No. 227.

The data on the gross revenue from seigniorage in Column 3, are estimates of the value of the
increase in that part of the monetary base which is a liability either of the commonwealth
government or of the Commonwealth Bank.
Two sets of estimates of the net revenue from seigniorage are presented: Column (4) gives the
profits of the Commonwealth Bank and Column (5) gives the profits which were remitted to the
Treasury and the National Debt Sinking Fund. The excess of Column (4) over Column (5) is a measure
of the increase in the profit reserves of the Commonwealth Bank.
Gross revenue from seigniorage was a significant part of the government's total revenue from all
sources; however, the net revenue from seigniorage was only about five per cent of the gross
revenue, reflecting the fact that most of the gross revenue was used up in the operating costs of the
monetary system.
The gross revenue was quite substantial: it averaged about 12 per cent of the revenue from explicit
taxation (i.e., £178 million, compared to £1,497 million) in the period 1901-40 and about 40 per cent
in the period 1941-45 (i.e., £487 million, compared to £1,204 million).
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If these two periods are combined, without taking any account of inflation or discounting, then the
average contribution of the gross revenue from seigniorage to commonwealth revenue was about
25 per cent of the revenue from explicit taxation (i.e., £665 million, compared to £2,701 million).
4.6

Tensions between banks and government: From World War II to 1960

The onset of World War II in 1939 led to a substantial increase in government control over most
aspects of economic production, distribution and exchange in Australia: ‘[f]rom an economic system
in which private enterprise was dominant, although subject to a considerable degree of public
control, we have moved into a system which, if judged by its legal framework, appears to be a
planned economy, with economic freedom restricted to much narrower limits.’63
The ‘octopus of control’64 extended to the limitation of profits by private enterprise, the organisation
of industry to sustain Australia’s war effort, rationing of consumer goods and centralised agricultural
organisation. Tighter capital controls were also put in place in order to devote additional funding
towards governmental defence expenditures.65
An important aspect of the wartime economic controls imposed by governments relates to the
operation of the financial sector, which led to a significant debate by the late 1940s over the
question of public sector ownership and control of large banking institutions in particular.
As part of National Security Regulations instigated by the wartime government, the Commonwealth
Bank was equipped with powers to determining trading bank advances policy and interest rates. All
private banks were obligated to lodge funds with the Bank in special accounts, whereby the
Commonwealth Bank could freeze (and itself hold) part of the trading banks’ funds and thus control
the volume of credit that the banks could grant.66 Australian banks were also licensed with their
profits explicitly restricted to pre-war levels, while interest rate ceilings were imposed in 1942.67
In addition the Commonwealth Bank Act 1945 equipped the Commonwealth Bank with powers to
operate as a central bank that would ‘best contribute to the stability of the currency of Australia, the
maintenance of full employment in Australia, and the economic prosperity and welfare of the people
of Australia.’

63 E. Ronald Walker and Margaret E. Riley, 1939, ʻAustraliaʼs War Economyʼ, The Economic Record 15 (2):
161-172, p. 161.
64 J. S. G. Wilson, 1942, ʻThe Octopus of Controlʼ, The Economic Record 18 (2): 192-208.
65 D. T. Merrett, 1997, ʻCapital Markets and Capital Formation in Australia, 1890-1945ʼ, Australian Economic
History Review 37 (3): 181-201.
66 E. A. Boehm, 1993, Twentieth Century Economic Development in Australia, Third Edition, Longman Cheshire,
Melbourne.
67 Australian Bankersʼ Association, 2004, ʻSelected events in the evolution of the Australian financial systemʼ,
http://www.bankers.asn.au/Default.aspx?ArticleID=619; Stephen Bell, 2004, Australiaʼs Money Mandarins:
The Reserve Bank and the Politics of Money, Cambridge University Press, Cambridge.
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This development effectively formalised the Australian system of monetary policy, in which controls
over the supply of money and credit by government were aimed at stabilising the level of economic
activity. As noted by Pincus and Withers, ‘[u]ntil 1939 monetary policy was largely under control of
the Australian private banks. The experience of the 1930s, war emergency powers and the rise of
Keynesian interventionism all led to the postwar assertion of central banking and associated
establishment of financial controls.’68
In the same year the Chifley government introduced a Banking Act to more tightly control the
activities of the banking sector, including through the fixation of interest rates, controlling the
lending of private trading banks by imposing minimum reserve deposits with the Commonwealth
Bank, and a bank licensing regime.69
The Act also required all government bodies to conduct their business through the Commonwealth
Bank. Using this provision, the Chifley Labor government undertook an audacious bid to nationalise
the Australian banking sector. The government issued a directive that 200 local government bodies
transfer their deposits to the Commonwealth Bank by 1 August 1947, which raised the ire of those
trading banks which held local government deposits.70
With the support of the Melbourne City Council and Coreen Shire (New South Wales), the trading
banks successfully appealed through the High Court that Section 48 of the Banking Act, relating to
government deposits in trading banks, was constitutionally invalid. Undeterred by this decision, the
Chifley government quickly pressed ahead with more formal measures to invoke nationalisation of
private banking. On 16 September 1947 Chifley explained that:
‘the government is convinced that, because of the problems of the postwar period, of employment, of
development, of trade, are of such magnitude and involve such serious consequences, the government must
accept responsibility for the economic condition of the nation and must have complete powers over banking
policy to assist it in maintaining the national economic health and recovery.’71

In November of that year the Banking Act 1947 was introduced in Parliament, with provisions
outlawing private banks and forcing them to sell their assets to the Commonwealth Bank.72
Emboldened by their previous legal success, and with a highly charged political campaign opposing
bank nationalisation, major banks and three state governments challenged the constitutional validity
of the Act in the High Court. The judgment of the Court, handed down about a year after the Bill had
68 J. J. Pincus and G. A. Withers, 1983, ‘Economics of Regulation’, in F. H. Gruen, ed., Surveys of Australian
Economics, Volume III, Allen & Unwin, Sydney, p. 26.
69 Commonwealth Department of the Treasury, 2003, ‘Globalisation: The role of institution building in the
financial sector’, Economic Roundup (Summer): 49-88; Stephen Bell, 2004, Ibid.
70 Margaret G. Myers, 1959, ‘The Attempted Nationalization of Banks in Australia, 1947’, The Economic Record
35 (71): 170-186.
71 Ibid., p. 177.
72 R. Crawford, 2005, ‘Supporting Banks, Liberals and the ‘Australian Way’: The Freelands and the 1949
Election’, History Australia 2 (3): 84.1-84.23.

29

been introduced in Parliament, was that the Banking Act 1947 violated the constitutional guarantee
of interstate freedom of trade and commerce. A subsequent appeal by the Chifley government to
the Privy Council in London had proved unsuccessful.73
In 1949 a Liberal-Country Party coalition government, led by Robert Menzies, was swept into power
federally. Whilst it has been argued, and not unreasonably, that the Menzies election win
represented an important turn away from the nationalising tendencies exhibited by the Labor Party
in government, nonetheless the fundamental architecture of central banking and the principle of
oversight and regulation over financial institutions had been largely maintained.74
Tensions continued to simmer between the commonwealth government, led by the Robert Menzies
Coalition parties from 1949, and the trading banks over the potential for conflicts of interest
between the Commonwealth Bank’s central banking and commercial roles including the possibility
of the Bank enjoying an unfair advantage in the financial system over its trading bank competitors.
The Menzies government attempted to placate these concerns by establishing the Reserve Bank of
Australia (RBA), which commenced operations in 1960 and had assumed all of the Commonwealth
Bank’s central banking responsibilities including bank note issuance. The Commonwealth Banking
Corporation was also established, comprising three branches: the Commonwealth Trading Bank; the
Commonwealth Savings Bank; and the Commonwealth Development Bank (Boehm 1993).
4.7

The Reserve Bank of Australia

The contemporary statutory form of central banking in Australia was achieved with the passage of
the Reserve Bank Act which, with the exception of the separation of central banking powers, largely
embodied the 1945 legislation and its subsequent amendments.75
The policy framework in which monetary policy was conducted during the early years of the RBA was
markedly different to that in existence today. In general terms monetary policy tended to play a
subordinate role to fiscal policy activities during the 1960s ʻKeynesian consensusʼ period. The
nuances of the monetary policy stance which predominated during this time has been described in
the following way:
ʻCentral banks certainly were engaged to some extent in countercyclical monetary policies, but they also were
required to have a strong focus on enforcing the system of tight controls on capital markets and banks, helping
manage their respective government’s financing activities, and generally keeping interest rates low. Rigid
restrictions and prescriptions for banking helped to maintain prudential standards, and provided a means to
direct certain banking activities and sometimes a captive market for government securities. ... Credit rationing

73 Myers, 1959, op. cit.
74 Stephen Bell, 2004, op. cit.; Senator Scott Ryan, 2009, ʻMenzies: the most important election win in our
historyʼ, http://scottryan.com.au/media/article/menzies-the-most-important-election-win-in-our-history.
75 Stephen Bell, 2004, Ibid.
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was probably the major channel of transmission for monetary policy, since political pressure was strong to
keep interest rates as low as possible for key sectors, such as housing and the government itself.ʼ 76

The previous period of relative economic stability stretching through the 1950s and 1960s had
ended during the early 1970s, with a global recession attributable to an oil price shock contributing
to a slowing in domestic economic growth, rising unemployment and rapid price inflation.77 The
phenomenon of ‘stagflation’ – simultaneously high unemployment and inflation – had arrived in
Australia, and the post-war Keynes-Lerner consensus of macroeconomic management broke down
in the face of these events.
Other pressures upon the conduct of monetary policy and financial regulation began to exert
themselves during the late 1960s and the 1970s. The rapid growth of less-regulated non-bank
financial institutions eroded the capacity of government to influence the aggregate supply of money
and credit, through its interest rate, and other, controls. There were also significant structural
changes occurring to the international financial system, as highlighted by the collapse of the Breton
Woods system in 1971 which effectively ended the pegging of the Australian and US dollars.
From the mid-1970s the emphasis on discretionary monetary policy management was being
replaced by ʻmonetaristʼ notions, often associated with the thought of Milton Friedman and other
Chicago School economists, which conceived high rates of price inflation as a consequence of
excessive money supply. According to monetarists, the key to price stability was to ensure that the
supply of money grew more in accordance with the growth of the real economy.
From April 1976 a new monetary policy regime was instituted by the Fraser government whereby
the growth of M3 (or ʻbroad money,ʼ including bank deposits) was targeted in a regime of
ʻconditional projection,ʼ that, in turn, attempted to control aggregate money supply whilst retaining
some degree of flexibility to manipulate interest rates and the exchange rate.
The regime of money supply targeting was eventually abandoned by the Hawke government in early
1985, but the impetus for reform of Australian monetary policy and financial regulations continued
through the late 1970s and early 1980s.
In 1978 the Fraser government formally commissioned a high-powered committee to inquire into
aspects of the Australian financial system. The Campbell financial systems inquiry report leaned
heavily toward extensive deregulation of the finance sector, asserting ʻthe most efficient way to
organise economic activity is through a competitive market system which is subject to a minimum of
government regulation.ʼ78 The report also noted the potential for governments to manipulate
monetary policy to pursue political ends (for example, the maintenance of artificially low interest
76 Adam Cagliarini, Christopher Kent and Glenn Stevens, 2010, ʻFifty Years of Monetary Policy: What Have We
Learned?ʼ, in Christopher Kent and Michael Robson, eds., Reserve Bank of Australia 50th Anniversary
Symposium: Proceedings of a Conference, RBA, Sydney, p. 10-11.
77 David Meredith and Barrie Dyster, 1999, Australia in the Global Economy: Continuity and Change,
Cambridge University Press, New York.
78 Stephen Bell, 2004, op. cit., p. 21-22.
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rates to bolster investment, and hence economic growth), but concluded that a more deregulated
environment would enable markets to provide a more effective check upon monetary policy
conduct.
The Hawke Labor government was elected in March 1983, in the aftermath of a 1981-82 recession
characterised by negative growth and double-digit unemployment and inflation. These conditions
yielded a political climate conducive to economic reforms which, in some respects, effected
substantial changes to the size and scope of government.
Arguably the most important economic reform enacted was the abolition of exchange controls,
enabling the value of the Australian dollar to be determined on the open international currency
market. This was described by then Governor of the Reserve Bank, Bob Johnson, as ‘the overt
breaking of our isolationism ... The float linked the Australian economy, for better or for worse, with
the rest of the world.’79
Other important financial deregulatory reforms implemented by the Hawke government included
the abolition of most capital controls, including the abolition of interest rate ceilings on small
business loans and mortgages, the removal of statutory reserve deposits, and the entry of foreign
financial institutions into the Australian market.
The advent of deregulation orchestrated a shift in the mechanisms used to effect monetary policy,
from controlling the volume of credit towards the manipulation of the interest rate of the cash
balances that banks use for the settlement of transactions.80
While the reform process may have enhanced the long run competitiveness of the Australian
economy, the late 1980s and 1990s were punctuated by macroeconomic disturbances that
eventually led to Australia’s worst recession since the 1930s Great Depression.
A substantial increase in the availability of credit from 1983 to 1988 contributed to a notable rise in
corporate gearing during a wave of leveraged corporate takeovers in 1984-87 and in a property
boom after 1987. The subsequent rise in business investment, coupled with a decline in private
savings, led to a worsening of the current account deficit and increase in foreign indebtedness
despite the commonwealth government’s fiscal consolidation efforts.81
By the second half of 1989, GDP was growing by five per cent and domestic demand by eight per
cent. The strongest growing components of expenditure were on imports (increasing by 29 per cent)
and commercial construction (22 per cent), while inflation was ranging between seven and 12 per

79 Tom Valentine, 1993, ‘An appraisal of financial deregulation’, in James, C, Jones, C, and Norton, A, eds., A
Defence of Economic Rationalism, Allen & Unwin, St. Leonards, p. 34.
80 Ibid., p. 25.
81 C. Beaumont and L. Cui, 2007, ‘Conquering Fear of Floating – Australia’s Successful Adaptation to a Flexible
Exchange Rate’, International Monetary Fund Policy Discussion Paper 07/2.
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cent. The corporate sector was heavily geared despite the pursuit of restrictive monetary policies
which saw interest rates increasing to high levels (of up to 21 per cent for business loans).82
Such conditions increased the exposure of the Australian economy to international shocks, which
occurred in the form of major recessions in the United States, the United Kingdom and Japan from
1990. The 1990-91 ‘recession we had to have,’ as coined at the time by Treasurer Keating, led to a
substantial decline in economic output (especially in the manufacturing-intensive states of Victoria,
South Australia and Tasmania) and contributed to the unemployment of more than one million
Australians.
The recession also engendered significant dislocations within the Australian financial sector, as
exemplified by the collapse of the State Banks of Victoria and South Australia. The State Bank of
Victoria collapsed due to significant losses in its subsidiary company, Tricontinental, which were
more than 3.5 times greater than the value of the State Bankʼs capital. During the same period South
Australian taxpayers were forced to bail out the State Bank of South Australia when it lost $3.3
billion, with the cost to taxpayers in the vicinity of $2.2 billion.83
An outcome of the recession was the resumption of low price inflation, as described in the following
terms by Keating: ‘[i]inflation is cracked, not cracking. … We’ve heard the crack in every factory in
the country.’84 In his then capacity as Deputy Governor of the RBA in 1992, Ian Macfarlane provided
an explanation for the explicit and substantial tightening of monetary policy pursued during the late
1980s:
‘It was clear by the late eighties that policy, including monetary policy, had to be tightened to bring a
substantial slowing of the economy. The economy was growing too fast, we were living beyond our means and
there was an unsustainable amount of debt financed asset speculation occurring. … It is true that we paid a
substantial price to reduce inflation, but we had to do it at some stage … We have paid the cost, the task now
is to maintain low inflation when we return to growth.’85

Ensuring greater statutory independence of monetary policymaking from the discretionary political
process has long occupied the Australian central banking scene, at least since the statement by
1960s RBA Governor Herbert Cole ʻNuggetʼ Coombs expressing a hope for the Bankʼs ʻliberation from
politics through the assertion of expertise,ʼ86 This reform to central banking governance has been
advocated particularly by economists versed in ʻpublic choice theory,ʼ as a means of avoiding the
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pro-inflation bias of policymakers, who might seek to artificially relax liquidity constraints so as to
boost economic growth as well as improve their re-election prospects.
An important step towards greater RBA independence was ushered in 1993, when the Keating
government specified that the central bank pursue a policy objective of a rate of price inflation
between a target band of two to three per cent.
Three years later the Howard government and the then RBA Governor-designate, Ian Macfarlane,
jointly issued a ʻStatement on the Conduct of Monetary Policy,ʼ which clarified the respective roles
and responsibilities of the RBA and the commonwealth government with regard to monetary policy
matters. The Statement not only formally endorsed an inflation targeting policy objective as a
centrepiece of modern monetary policy, but recognised the independence of the RBA, as provided
by statute, and its responsibility to conduct monetary policy.
Another structural change instigated by the Howard government was the structural separation of
monetary policy, retained by the RBA, and financial sector prudential supervision activities, as
transferred to a new body the Australian Prudential Regulation Authority. It was argued in the final
report of the Wallis Financial System Inquiry that this structural separation was necessary for three
main reasons:






Combined deposit taking, insurance and superannuation regulation is unlikely to be carried out
efficiently and flexibly by a central bank whose primary operational relationships are with banks
alone, and whose operational skills and culture have long been focused upon banking.
Separation would clarify that, while the RBA may still provide support for maintaining financial
stability, there is no implied or automatic guarantee of any financial institution or its promises in
the event of insolvency.
Separation would enable both agencies to focus more clearly on their prime objectives, and
clarify the lines of accountability for the regulatory task.87

An important feature of the Australian financial sector environment has been the increasing degree
of prescription underpinning prudential regulation over time, informed by both national and
international developments, with a great emphasis in recent years placed on tightening the capital
adequacy provisions that already heavily-regulated financial institutions must adhere.
Referring to the new wave of global financial regulations under the Basel III accords, Chris Berg
states ʻits purpose is to ensure banks have an adequate buffer of capital if there is a bank run.
Regulators say capital requirements are necessary because governments insure bank deposits. The
idea of deposit insurance is to guarantee depositors won't lose their money if the bank goes under.
But the insurance also means banks and their customers don't wear the cost of wild speculation and
risky banking practices. So regulators believe banks need to be compelled to be prudent. In other

87 Financial System Inquiry, 1997, Final Report, Commonwealth of Australia, Canberra, p. 21.
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words, a new regulation introduced to patch up the unintended consequences of older
regulations.ʼ88
In June this year RBA Governor Glenn Stevens warned of the potentially adverse consequences of
more prescriptive regulations which sought to vigorously eliminate the incidence of financial risks:
ʻAt some point requiring more and more loss absorbency to be provided by the private sector will come at an
increasingly steep price. There must be events sufficiently far into the tails of the relevant distributions that no
private balance sheet can reasonably be expected, ex ante, to bear the associated loss, no matter what the
price. Should such an event occur, policymakers will still face the decision of whether to close or support the
institution. The policy task is not, in my view, one of ensuring that the probability of such an event is absolutely
zero, but of making it acceptably low at an acceptable price. ... It equally follows that we are not trying to
extend the regulatory ‘perimeter’ indefinitely. There will always be some risky activity around the fringes of
the system, and there is nothing particularly wrong with that. Those who seek high returns, and are prepared
to accept the risk, should be allowed to do so. There is value in that occurring.ʼ89

The 2008-09 GFC caused a major financial dislocation in most major economies, especially in the
United States and Europe, and prompted a bout of instability within the global financial system. The
Australian economy avoided some of the some of the worst short-term real economic effects
witnessed elsewhere, technically avoiding a recession thanks, in no small part, to a more flexible
labour market, freedom of exchange rate movement, and ongoing strong demand for mineral
commodities.
Nevertheless, domestic policymakers responded aggressively to the threat of major financial
instability in Australia, both in fiscal and monetary policy terms. In addition to ratcheted public
sector expenditures and heavy public sector indebtedness for the purpose of a Keynesian-style ʻfiscal
stimulusʼ of the Australian economy, the former Rudd government introduced a bank deposits
guarantee scheme following similar developments overseas.
Key elements of this policy remain in place, but has been criticised on the basis that it is ʻdistorting
the structure of household financial decision-making and the relative competitive position of the
approved deposit-taking institutions versus other financial market participants in savings, lending
and investment markets.ʼ90
One of the major monetary policy responses by the RBA in the wake of the GFC has been to engage
in a substantial easing of monetary policy (Figure 6), with some suggestion that low interest rates
would persist into the foreseeable future.91
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Figure 6: Australian target cash rate, per cent
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From classical and Austrian economic perspectives, the real effects of persistently low interest rates
for savings and investment decision-making are profound. On the one hand, low interest rates tends
to discourage the accumulation of savings in the long term but, on the other, tends to draw in more
investment ventures with lower returns in the quest for receiving loans. To the extent that these
lower-return projects win loan approvals, the likely effect a longer term reduction in the rate of
economic growth and productivity.
Austrian economists specifically warn of the risk that low interest rates induce ʻmalinvestments,ʼ or
distortions in the capital structure of an economy, in that low interest rates bias investment
decisions towards the accumulation of capital, and other assets such as housing, with more
immediate returns, compared with those capital goods, associated with more productive ventures,
with expected returns to materialise in the long run.
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3

Understanding what we have lost: The free banking system, in summary

3.1

Characteristics of free banking

Over the last three decades or so, there has been a growing interest in financial and monetary
regimes which provide an alternative to the current central banking framework in Australia and
overseas.
Among the alternatives being discussed, ʻfree bankingʼ which entails something approaching a
separation of money and state, has been one of the more prominent of reform proposals. While
there is no standard definition of free banking, most scholars writing in this field consider several
traits to be consistent with an ʻidealʼ free banking arrangement. These include:







no central monetary authority, and ʻlender of last resortʼ facility, maintained by government;
no specific restrictions on the competitive issuance of notes (paper money) and deposit
accounts by financial institutions;
no governmental restrictions on entry, or exits, by firms, in or out of banking activities, including
no restrictions on institutions setting up new branches;
no statutory reserve requirements or minimum capital obligations upon banks and other
institutions, no deposit guarantees by government, or other specific financial sector regulations;
no restrictions on activities in which a financial institution might engage, such as underwriting
corporate stock or bond issues; and
no controls over interest rates on deposits or loans.92

Under these arrangements, all aspects of financial sector operations, such as financial product
attributes and lending practices, and how assets are managed, would be left up to individual banks
and other financial institutions, with savers, borrowers and other clients choosing which standards
are appropriate to their needs.
Writing in 1936, Vera Lutz (nee Smith) perhaps best characterised the manner in which free banks
would operate:
ʻFree banking denotes a régime where note-issuing banks are allowed to set up in the same way as any other
type of business enterprise, so long as they comply with the general company law. The requirement for their
establishment is not special conditional authorisation from a government authority, but the ability to raise
sufficient capital, and public confidence, to gain acceptance for their notes and ensure the profitability of the
undertaking. Under such a system all banks would not only be allowed the same rights, but would also be
subjected to the same responsibilities as other business enterprises.ʼ93

92 Larry J Sechrest, 2008, Free Banking: Theory, History, and a Laissez-Faire Model, Ludwig von Mises Institute,
Auburn, p. 3.
93 Vera C Smith, [1936] 1990, The Rationale of Central Banking and the Free Banking Alternative, Liberty Fund
Edition, Indianapolis, p. 169.
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The writings of Friedrich Hayek during the 1970s, particularly his Choice in Currency and
Denationalisation of Money, described the conceptual properties of free banking arrangements in
more detail, which align rather closely with some aspects of the ideal regime type described above.
Hayek described banks and other financial institutions as freely issuing non-interest bearing notes
(hypothetical examples which he labels, variously, as ʻDucats,ʼ ʻFlorins,ʼ ʻMengers,ʼ ʻSolids,ʼ ʻStables,ʼ
etc.), which incidentally are ʻoutside moniesʼ that do not impose a legal obligation on the issuing
institution to exchange its notes against goods or services.94
The unbacked, irredeemable fiat currencies are issued by the financial institutions, which then are
traded against each other (and against commodities) at floating exchange rates on the open
domestic market.95
In stating that ʻI am of the opinion that everybody should be free to offer money of differing
denominations to the public,ʼ Hayek added the proviso that ʻ[i]t would be the public which would
ultimately decide which of these monies would become generally accepted.ʼ96 So, in the Hayekian
free banking model, competition between the banks, acting to protect their ʻbrandʼ as inhered in the
issued money,97 would ensure that the real value of these currencies would be maintained.
Reinforcing the veracity of the free banking concept is the more general notion that the use of
money, rather than bartering, to facilitate exchange processes originated not from governmental
legislation, but was the emergent product of the discovery process of competition. This proposition
was famously put forward in the nineteenth century by Carl Menger, the founder of neoclassical
economics: ʻ[m]oney has not been generated by law. In its origin it is a social, and not a
state-institution. Sanction by the authority of the state is a notion alien to it.ʼ98
Several theorists have conjectured that the emergence of free banking systems is compatible with
the general Mengerian theory of monetary evolution. Economists George Selgin and Lawrence
White portrayed a few stages of decentralised financial development:

94 Hayek acknowledged the historical record of monetary developments to concede that banknotes backed by
gold or silver had largely prevailed in actual free banking regimes, but nonetheless ʻI think it is entirely possible
for private enterprise to issue a token money which the public will learn to expect to preserve its value.ʼ
Friedrich A Hayek, 1979, ʻToward a Free Market Monetary Systemʼ, The Journal of Libertarian Studies 3 (1): 1-8,
p. 4.
95 William J Luther, 2013, ʻFriedman versus Hayek on Private Outside Monies: New Evidence for The Debateʼ,
Economic Affairs 33 (1): 127-135, p. 129.
96 Friedrich A Hayek, 1984, ʻThe future unit of valueʼ, in Pascal Salin, ed., Currency Competition and Monetary
Union, Martinus Nijhoff Publishers, The Hague, p. 30.
97 Hansjörg Klausinger, 1996, ʻFrom Neutral Money to Competing Currencies: Hayek on Monetary Policyʼ, in
Stephen F Frowen, ed., Hayek: Economist and Social Philosopher. A Critical Retrospect, Palgrave Macmillan,
New York, p. 206.
98 Carl Menger, 1892, ʻOn the Origin of Moneyʼ, The Economic Journal 2 (6): 239-255, p. 255.
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3.2

the emergence of commodity money overcoming the strict exchange limitations imposed by the
ʻdouble coincidence of wantsʼ under bartering regimes
the development of banks, allowing depositors to store large sums of commodity-money safely,
and which allow bankers to make loan arrangements out of depositorsʼ balances;
emergence of easily assignable and negotiable bank demand liabilities, in which redeemable
banknotes and checkable deposits reduces the need for coins in circulation;
development of arrangements for the routine exchange (clearing) of monies among rival banks,
allowing for multilateral settlement of bank obligations and reduce financial system
fragmentation; and
maturity in the free banking system, with numerous competing note-issuing banks, most having
widespread branches and note clearinghouses, and with no monopoly bank of issue
manipulating the monetary supply.99
Central banking as the polar opposite of the free banking model

The free banking regime is in sharp contrast with modern forms of financial and monetary conduct,
most notably the presence of central banks, as maintained by governments, around the world.
In Australia, the ability of private banks (and state governments) to issue their own notes ceased in
1910 and central banking functions, under the management of the Reserve Bank of Australia (RBA),
were eventually formalised under the Reserve Bank Act 1959. Under the Act, the RBA is obliged to
conduct monetary and banking policies consistent with the objectives of (i) the stability of the
currency, (ii) the maintenance of full employment, and (iii) the economic prosperity and welfare of
the people of Australia.100
The RBA monopolistically manages the supply of notes and coins, with the Australian dollar, and
remaining denominations issued by the bank, being a fiat currency (whose value is not backed by
some commodity standard) decreed as legal tender. Banks and financial institutions are obliged to
hold their financial reserves with the RBA, and, for its part, the RBA serves as a ʻlender of last resortʼ
providing loans to banks in times of emergency.
The money supply is manipulated by the modern RBA to ensure that average price inflation in the
Australian economy does not deviate from a target band of two to three per cent per annum.
Changes to the Australian money supply is effected through the following channels:


discount rate: the RBA sets a target for the interest rate at which banks borrow from and lend to
each other on an overnight, unsecured basis (commonly known as the ʻcash rateʼ). This cash rate

99 George A Selgin, 1988, The Theory of Free Banking: Money Supply under Competitive Note Issue, Cato
Institute, Rowman & Littlefield, Lanham; George A Selgin and Lawrence H White, 1985, ʻThe Evolution of a Free
Banking Systemʼ, New York University, C V Starr Center for Applied Economics, Economic Research Report No.
85-38.
100 Reserve Bank of Australia, ʻOur Roleʼ, http://www.rba.gov.au/about-rba/our-role.html (accessed 3 March
2014).
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influences interest rates for other financial products in the economy, affecting the willingness of
lenders, and borrowers, to provide, and access, finances, respectively. As indicated previously,
the RBA has reduced the target cash rate, and hence adopted an expansionist monetary policy
stance, in response to the economic slowdown since 2008-09.
open market operations: the RBA purchases or sells government securities to increase or
decrease the quantity of reserves the banks possess. Purchasing securities increases the amount
of cash in the economy, whereby banks create more loans and expand the money supply, whilst
the sale of securities reduces the amount of cash as banks create fewer loans and money supply
contracts.101

The performance of the Australian financial system is also influenced by the prudential regulations
maintained by the Australian Prudential Regulation Authority (APRA), established in 1998, which is
charged with ensuring that banks and other financial institutions maintain a level of financial
reserves, and conduct practices which manage financial risks prudently.102
Although monetary policy and financial sector regulations looms large in any discussion about the
roles, and appropriateness, of central banking, it should also be recognised that a central bank
serves as pivotal accompaniment to the budgetary and fiscal functions of government. Horwitz
explains the fiscal importance of the modern central bank system:
ʻ[t]he power of central banks to purchase government debt by creating money out of nothing allows
governments to run larger annual deficits and accumulate more total debt than they would be able to
otherwise. If the public does not wish to buy government debt, the central bank can always pick up the
unpurchased supply. The ability to use a central bank to finance government expenditures has long been a
rationale for creating such banks in the first place, or for expanding their powers in ways to make such finance
possible.ʼ103

In his book, The Public Debt Problem, Canadian economist Pierre Lemieux reveals that it is not by
accident that a central bank was formed to obtain a monopoly on money creation, lending funds to
the state on favourable terms to it.104 For example, the Bank of England was originally established by
the government, under the terms of a charter, in 1694 to provide war finances in Englandʼs
campaign against France. Subsequent financial assistance to government over the ensuing centuries
well and truly confirmed the notion that ʻthe bank ... developed into an indispensable organ of
public finance.ʼ105
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As explained in this paper, the potential loss of revenue to government from an incapacity to inflate
the supply of money under free banking serves as a critical explanation for the very emergence of
the central banking system.
2.3

Free banking in the past: How well did countries conform to the ideal type?

Some confusion surrounding the discussion about free banking today rests upon the fact that there
were invariably historical departures from the pure model outlined above. This was primarily due, in
turn, to the application of numerous regulations of financial and monetary management practices by
governments.
While multiple banks were free to issue their own banknotes, there were invariably regulatory
requirements imposed upon them to ensure notes and deposits were redeemable upon demand. In
Scotland, prior to legislation in 1765, banks could maintain an ʻoption clauseʼ whereby a bank could
delay redeeming its notes provided it paid interest until the notes were redeemed.106 Also, in most, if
not all, circumstances, banks were banned from issuing banknotes of small denominations.
There were often restrictions on the kinds of investments and loans that financial institutions could
make. In Australia, banks were explicitly barred, at least initially, from rendering mortgages on real
estate, or dealing in real estate or merchandise (except to settle debts). However, as noted by Kevin
Dowd, these regulations were not particularly binding in their effect, especially as the nineteenth
century wore on.107
The codification of liability by bank shareholders, in the event of a bank collapse, was another
important arm of the regulatory environment under the free banking regimes in practice. There is
some disagreement in the literature, although some academics consider unlimited liability provided
noteholders and depositors the assurance that financial institutions would not invest in excessively
risky assets. Australia adopted a ʻdouble liabilityʼ system in which shareholders were made liable for
notes up to the amount of their capital subscription.108
Some of the larger banks operating in free banking environments were sometimes the product of
legislative action, specifically whereby governments would charter the establishment of a new
financial institution. In most countries, the chartering legal provisions were relaxed at various times
during the nineteenth century, but in some instances the chartered banks (e.g. Bank of England)
eventually became central banks.
In the United States, other regulations pertaining to bank entry also applied - in this case, banks
were usually prohibited from operating branches, either within or across states.
106 Ignacio Briones and Hugh Rockoff, 2005, ʻDo Economists Reach a Conclusion on Free-Banking Episodes?ʼ,
Econ Journal Watch 2 (2): 279-324.
107 Kevin Dowd, 1992, ʻFree banking in Australiaʼ, in Kevin Dowd, ed., The Experience of Free Banking,
Routledge, London.
108 C R Hickson and J D Turner, 2004, ʻFree banking and the stability of early joint-stock bankingʼ, Cambridge
Journal of Economics 28 (6): 903-919.
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In some free banking regions, such as Scotland, usury laws were in force restricting the amount of
interest charged on loans. Adam Smith was a prominent advocate of this regulation, on the basis
that such restrictions would channel funds toward safer investments. However, the utilitarian
Jeremy Bentham famously criticised Smithʼs position on grounds that it represented an unwarranted
departure from freedom in financial markets.109
The existence of privileged banks, with proto-central banking functions including an implied lender
of last resort responsibility, further muddies the waters concerning the practical identification of
free banking regimes. The Bank of England, prior to its nationalisation in 1946, was arguably a good
example of a bank possessing important legal privileges not available to others in the United
Kingdom.
It has been assessed by some economists that free banking systems, of various kinds, existed in
nearly 60 countries during the eighteenth and nineteenth centuries, with some countries (including
Australia) maintaining free banking into the twentieth century. This included the Anglosphere
countries of Australia (1817-1911), Canada (1817-1935), New Zealand (1817-1934), United Kingdom
(Scotland) (1716-1844), and the United States (1782-1913).110
Compared with other countries, Australia is sometimes credited with maintaining a relatively
unregulated environment, with few legal barriers to entry, no branching restrictions, no credible
restrictions in assets, liabilities or bank capital, no legally established price controls, no central bank,
and no deposit guarantees.
Whilst governmental regulations pervaded the operational environment of free banks in the past,
the basic proposition still stands that free banking regimes were subject to far fewer restrictions,
including with regard to selection of media of exchange, payment management, and borrowing and
lending practices, than under the restrictive central bank model of the modern era.

109 Jeremy Bentham, 1818, Defence of Usury, Liberty Fund, Payne
http://files.libertyfund.org/files/277/0396_Bk.pdf (accessed 3 March 2014).
110 Kevin Dowd, ed., 1992, The Experience of Free Banking, Routledge, London.
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4

The pros and cons of free banking: A critical assessment

4.1

Inflation control

The conventional assumption in monetary economics is that freedom of note issue would inevitably
lead to a process of inflation of the money supply, with flow-on consequences for price inflation in
the general economy as ʻtoo much money chases too few goods.ʼ The underlying basis for these
beliefs is that there would be no constraining mechanisms present within the free banking system to
prevent the overissue of notes.
In arguably the most radical conception of free banking, that proposed by Hayek, it is true that
individual financial institutions would be able to issue their own notes, even those unbacked by a
promise to repay the value of the notes in gold, silver, or some other valuable commodity. However,
Hayek suggested that the very process of inter-bank competition would provide a sufficient
constraint against runaway inflation:
ʻa private institution which must issue money in competition with others can only remain in business if it
provides the people with a stable money which it can trust. The slightest suspicion that the issuer was abusing
his position when issuing money would lead to a depreciation of its value and would at once drive him out of
business. The constant danger of losing the customers of oneʼs business is a better disciplining force and will
be more effective to maintain the value of money, than anything else.ʼ111

Financial institutions whose notes maintained their purchasing power would encourage more
consumers to hold their currencies, enabling the institutions to improve their balance sheet
positions and secure funds with which to lend out, with interest, for a host of productive ventures. In
any case, the development of a good reputation for issuing notes which are stable in their value
represents an asset that institutions in a free banking regime would strive to earn.112
In historical free banking systems, a process of adverse clearings (otherwise known as the ʻlaw of
refluxʼ) would punish banks that sought to issue gratuitous amounts of their own notes. Under this
arrangement, members of the public holding the notes would attempt to take them out of general
circulation by demanding note redemption, usually from their own banks.
To the extent that banks maintain relevant bilateral or multilateral note clearinghouse systems, the
excess notes would be returned to the original issuing bank. Many countries with free banking
arrangements, including a number of Australian states, had formal note clearinghouse associations
to help correct overissues of currency.
According to Ludwig von Mises, such clearinghouse systems critical to the overall stability of the
financial system under free banking because ʻ[i]f several banks of issue, each enjoying equal rights,
111 Friedrich A Hayek, [1980] 1999, ʻThe future unit of valueʼ, in Stephen Kresge, ed., Good Money Part II. The
Standard. The Collected Works of F. A. Hayek, University of Chicago Press, Chicago, p. 239.
112 Benjamin Klein, 1974, ʻThe Competitive Supply of Moneyʼ, Journal of Money, Credit and Banking 6 (4):
423-453.
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existed side by side, and if some of them sought to expand the volume of circulation credit while
others did not alter their conduct, then at every bank clearing, demand balances would regularly
appear in favour of the conservative enterprise. As a result of the presentation of notes for
redemption and withdrawal of their cash balances, the expanding banks would very quickly be
compelled to limit the scale of their emissions.ʼ113
Another feature of free banking systems in the past was that currencies convertible in a precious
commodity, such as gold or silver, would possess an inbuilt discipline against overissue by virtue of
the generic constraints upon supply of the metals.
Making currencies and bank accounts redeemable in gold or silver would also provide an additional
assurance to customers that the underlying value of backed notes would not rapidly depreciate, at
least in the absence of changing commodity supply conditions. These views, and other advantages of
a gold standard in particular, were described in some detail by the Austrian economist and monetary
theorist Carl Menger (Box 1).

113 Ludwig von Mises, [1928] 2006, The Causes of the Economic Crisis: And Other Essays Before and After the
Great Depression, edited by Percy L Greaves, Jr., Ludwig von Mises Institute, Auburn, p. 125.
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Box 1: Carl Menger on the gold standard
The nineteenth-century economist Carl Menger enthusiastically supported the adoption of a gold standard in
Austria-Hungary.
As Menger stated in his Origins of Money, ʻthe reason why the precious metals [including gold] have become
the generally current medium of exchange among here and there a national prior to its appearance in history,
and in the sequel among all peoples of advanced economic civilisation, is because their saleableness is far and
away superior to that of all other commodities, and at the same time because they are found to be specially
functions of money.ʼ
Other considerations lent itself, in Mengerʼs thinking, to favour gold-backed currencies over paper, or even
currencies backed by a silver commodity standard. These included inexpensive minting, difficult counterfeiting,
little wear and tear, greater convenience, and easy transport.
Austriaʼs neighbours and trading partners also adopted the gold standard, reinforcing Mengerʼs support for
the gold standard during the Austrian currency reform debates of the 1880s and 1890s. According to Menger,
currency reform favouring a gold standard was important because Austriaʼs implied isolation in money and
capital markets implied it was ʻlacking the regulating influence of inflow and outflow of money.ʼ Resulting from
this, Menger conceived that interest rates were permanently higher in Austria with consequences for long
term economic development and productivity gains.
In testimony before the 1892 Austrian Currency Commission, Menger suggested a careful transitional process
for the adoption of a gold standard, lest it disrupt international gold markets and cause the purchasing power
of gold to rise hastily. He subsequently castigated monetary reformers in the Austro-Hungarian government
for proceeding on reform too quickly, rushing to convert its own funds into gold. This contributed to inflated
values for gold and foreign exchange, and discount for the domestic currency (the gilder), contributing to
interest rate volatility and balance of payments instability.
Source: Carl Menger, [1892] 2009, On the Origins of Money, Ludwig von Mises Institute, Auburn; Hans F
Sennholz, 1985, ʻThe Monetary Writings of Carl Mengerʼ, in Llewellyn H Rockwell Jr, ed., The Gold Standard: An
Austrian Perspective, Lexington Books, Lexington.

It is, in fact, the very lack of competition concerning the supply of notes that renders economic
agents operating under a central banking regime more vulnerable to inflationary pressures,
compared with free banking arrangements.
Even if politicians publicly espouse commitments that their central banks will restrain inflation and
ensure price stability, these objectives are invariably threatened by the presence of ʻtime
inconsistency.ʼ
Assuming that the inverse relationship between unemployment and price inflation (i.e., the ʻPhillips
curveʼ) exists, there is a political interest in central banks easing monetary policies in an attempt to
reduce unemployment in the short run, contrary to previous announcements to maintain stable
general prices.

45

As noted by ʻnew classicalʼ macroeconomic theorists during the 1970s and 1980s, the prospect of an
inflationary policy surprise leading to increased economic activity, and through it a declining
unemployment rate, may be neutralised in the event that the general public rationally anticipates
the monetary stimulus event. As a result, the actions of the central bank would merely contribute to
price inflation rather than expanding output.
As indicated previously, the temptation is also ever-present for politicians with short term time
horizons to instruct their central bank agencies to pursue inflationary policies raising general prices,
since this would assist in reducing the real value of public debts.
Reflecting a growing concern about the prospect for economic disruption resulting from political
interference in monetary supply decisions, the Western world has pursued reforms to central
banking governance. The most notable of these is granting greater independence to central bankers
in conducting monetary policy, and politically serving central banks a mandate to ensure price
stability.
The reality is that most policy mandates prescribed for central banks explicitly incorporate a price
inflation ʻtargetʼ objective such that that purchasing power is progressively reduced, each and every
year. For example, the RBA is obligated to maintain consumer price inflation for the entire Australian
economy between a two to three per cent band, over the medium term.
As Hayek noted in the late 1970s, central banking policy tends to be underpinned by an intense, if
not irrational, fear of deflationary tendencies within the economy. The idea that deflation should be
avoided at all cost, according to Hayek, led to a ʻpersistent error in the direction of inflation.ʼ
The free banking economist George Selgin has indicated, however, that an important source of
deflation arises from the natural inclination towards productivity improvements in competitive and
dynamic markets:
ʻBenign deflation is something else altogether. It is a result of improvements in productivity, that is, occasions
when changes in technology or in management techniques allow greater real quantities of finished goods and
services to be produced from a given quantity of land, labor, and capital. Because an increase in productivity is
the same thing as a decline in unit costs of production, a productivity-driven decline in the prices of finished
goods and services needn’t involve any decline in producers’ earnings, profits, or payrolls. Lower costs are
matched by correspondingly lower consumer prices, not by lower wages or incomes. Such productivity-driven
deflation is actually good news to the average breadwinner.ʼ114

The pursuit of monetary policies conducive to placing upward pressure on prices for goods and
services in the economy arises, in part, from an indiscriminate conception of deflation and its
sources. Central banking conducted on the basis that ʻa little inflation is goodʼ risks doing more than

114
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http://www.cato.org/sites/cato.org/files/serials/files/policy-report/1999/5/cpr-21n3.html (accessed 3 March
2014).
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reducing purchasing power for ordinary consumers - it distorts entrepreneurship and the allocation
of resources within the private sector, compromising economic resiliency over the longer term.
Central banks have not been able to prevent a number of serious episodes of ʻhyperinflationʼ in
several economies (including advanced capitalist and former communist countries). Table 3
describes various hyperinflationary episodes (defined as a price level increase of at least 50 per cent
per month) under central banking regimes.
Table 3: Selected hyperinflation episodes
Location
Start date
End date

Highest
monthly
inflation rate

Equivalent
daily inflation
rate

Time required
for prices to
double

France
May 1795
Nov. 1796
304%
4.77%
15.1 days
Germany
Jan. 1920
Jan. 1920
56.9%
1.51%
46.8 days
Austria
Oct. 1921
Sept. 1922
129%
2.8%
25.5 days
Russia/USSR
Jan. 1922
Feb. 1924
212%
3.86%
18.5 days
Germany
Aug. 1922
Dec. 1923
29,500%
20.9%
3.7 days
Greece
May 1941
Dec. 1945
13,800%
17.9%
4.3 days
China
Jul. 1943
Aug. 1945
302%
4.75%
15.2 days
Hungary
Aug. 1945
Jul. 1946
4.19 x 1016%
207%
15.0 hours
Taiwan
Aug. 1945
Sep. 1945
399%
5.50%
13.1 days
Taiwan
Feb. 1947
Feb. 1947
50.8%
1.38%
51.4 days
China
Oct. 1947
May 1949
5,070%
14.1%
5.3 days
Taiwan
Oct. 1948
May 1949
108%
2.46%
28.9 days
Bulgaria
Feb. 1991
Mar. 1991
123%
2.71%
26.3 days
Russia
Jan. 1992
Jan. 1992
245%
4.22%
17.0 days
Yugoslavia
Apr. 1992
Jan. 1994
297,000,000%
64.3%
1.41 days
Bulgaria
Feb. 1997
Feb. 1997
242%
4.19%
17.1 days
Episode of hyperinflation commences for a month in which price level increases by at least 50 per cent. The
episode ends when monthly inflation rate falls below 50 per cent, and remains so for at least one year.
Source: Steve H. Hanke and Nicholas Krus, 2013, ʻWorld hyperinflationsʼ, in Randall E. Parker and Robert
Whaples, eds., Routledge Handbook of Major Events in Economic History, Routledge, London.

4.2

Financial instability

Another widely held criticism of free banking approaches is that financial and monetary
arrangements subjected to relatively few regulations and the freedom of individual institutions to
issue their own currencies would lead to incessant collapses of individual banks and other financial
institutions.
Unable to prudently manage their reserves and liabilities, and taking on excessive risks, it is
presumed a free banking regime, in of itself, could exacerbate more systemic crises across the entire
financial system, as deposits and noteholders across the board face a crisis of confidence regarding
the viability of the financial system. The real economy suffers as a consequence, as financial markets
become compromised in their ability to efficiently allocate capital to their highest valued uses.
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It is true that free banking regimes prior to the early twentieth century, including Australia,
occasionally suffered from banking collapses. However, it should be abundantly clear to even the
most casual observer of economic and financial affairs that the entrenchment of central banking as
the monopolist issuer of currency, and manager of monetary policies, has not abolished, or even
resolved, the ʻequal opportunity menacesʼ115 of occasional banking crises and episodes of financial
instability.
In a number of research papers written in recent years, Carmen Reinhart and Kenneth Rogoff
chronicle the incidence of banking crises (defined as the closure, merging, takeover and/or
large-scale government assistance of one or more financial institutions) from the twentieth century,
and even earlier. Figure 7 shows the percentage of all independent countries having a banking crisis
in any given year, between 1900 and 2008.
Figure 7: Proportion of countries suffering a banking crisis, 1900 to 2008

Countries are weighted by their share of global GDP.
Source: Carmen M Reinhart and Kenneth S Rogoff, 2008, ʻBanking Crises: An Equal Opportunity Menaceʼ,
National Bureau of Economic Research, Working Paper No. 14587.

Prior to the introduction of American central banking, in the form of the Federal Reserve, in 1913,
the Panic of 1907 (or ʻKnickerbocker crisisʼ) was exemplified by runs on banks and trusts in New York
and a sharp decline in stock exchange values. A year after the establishment of the Federal Reserve,
World War I commenced inducing severe dislocations within global financial markets.
The most severe disruption to financial and capital markets of the twentieth century occurred during
the Great Depression of the late 1920s and early 1930s. In the United States alone, 1,860 banks
failed including the New York-based Bank of the United States, contributing to a decline in business
investment and productive economic activities, and, in turn, a significant increase in unemployment.
115 To paraphrase the title of a 2008 working paper by Carmen Reinhart and Kenneth Rogoff.
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A contributing factor to the Great Depression, according to Friedman and Schwartz, was the
inopportune tightening of monetary policy by the Federal Reserve during the period.116 The
complicity of the US central bank in exacerbating the Great Depression was acknowledged in a
speech by former Federal Reserve Governor, Ben Bernanke, on the occasion of Friedmanʼs 90th
birthday: ʻI would like to say to Milton [Friedman] and Anna [Schwartz]: Regarding the Great
Depression, youʼre right. We did it. Weʼre very sorry.ʼ117
In recent decades there have been numerous financial crises experienced in developed and
developing countries alike, such as the 1980s and 1990s Savings & Loans Crisis in the United States,
1997-98 Asian Financial Crisis and, more significantly, the 2008-09 global financial crisis.
Assessing the financial effects of central banking in the United States, Selgin observed ʻthe major
financial crises of the Federal Reserve era - those of 1920-21, 1929-33, 1937-38, 1980-82, and
2007-2009 most recently - have been more rather than less severe than those experienced between
the Civil War and World War I, even overlooking outbreaks of relatively severe inflation from 1917 to
1920 and from 1973 to 1980.ʼ118
A more thoroughgoing analysis of the history of financial instability has shown that countries with
relatively less regulated regimes did not suffer as many banking crises as the more heavily regulated
systems, during roughly the same time period (Figure 8).

116 Milton Friedman and Anna J Schwartz, 1963, A Monetary History of the United States, 1867 to 1960,
Princeton University Press, Princeton.
117
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http://www.federalreserve.gov/BOARDDOCS/SPEECHES/2002/20021108/ (accessed 31 March 2014).
118 George Selgin, 2010, ʻCentral Banks as Sources of Financial Instabilityʼ, The Independent Review 14 (4):
485-496, p. 493.
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Figure 8: Frequency of banking panics in ʻunfreeʼ and ʻfreeʼ banking systems, 1793 to 1933
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possessing ʻfreeʼ banking systems.
Source: George Selgin, 2008, ʻAre banking crises free-market phenomena?ʼ, Critical Review: A Journal of
Politics and Society 8 (4): 591-608.

Banking crises have continued to transpire even under the heavily regulated financial sectors in
advanced economies today, such as the collapses of the State Banks of Victoria and South Australia
in the early 1990s as noted earlier.
There are several possible checks and balances potentially mitigating against widespread bank
insolvency, the first of which is the general monitoring of bank conduct by interested members of
the general public.
The poorer quality, or riskier, a financial institutionʼs assets, and the lower the reserves it maintains,
the greater threat that a significant shock could eliminate the institutionʼs net worth, and inflict
capital losses upon noteholders, depositors and, where applicable, shareholders. Owners and
consumers in the financial sector have an incentive to closely inspect the managerial and operational
practices of banks, and, so, should there be undue concerns noteholders and depositors would
withdraw their funds for redepositing in safer financial entities.
A general concern raised by proponents of central banking is that the risk of systemic financial crises
are heightened in the free banking system, with holders of notes and deposits in several banks likely
to opt to run in response to an actual run affecting one bank. However, judgments of a lack of
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creditworthiness about one bank should not, in itself, induce creditors of other banks to likewise
doubt the solvency of their own institution.
If doubts over the viability of an individual bank did cast their shadow, it was likely that all other
banks would benefit through a ʻflight to qualityʼ from the improperly managed bank to safer
alternatives. As Adam Smith once suggested, ʻ[b]y dividing the whole circulation into a greater
number of parts, the failure of any one company, an accident which, in the course of things, must
sometimes happen, becomes of less consequence to the public.ʼ
The assessment of the historical experience by Kevin Dowd suggests that the extent of banking
failures tended to be limited, and not subject to widespread contagions, in free banking regimes.119
In the absence of a lender of last resort, or deposit guarantee schemes, financial institutions only
rarely faced runs and many of those which occurred tended to be confined to only small numbers of
institutions.
It is argued by detractors of free banking that the Australian banking crisis of 1893 represents a
major caveat of such insights, so much so in the eyes of some that the Australian experience entirely
invalidates free banking models altogether. This remains a contestable proposition, the details of
which will be discussed later including those key policy and external factors which exacerbated the
severity of the crisis.
4.3

Is central banking a necessary, or even inevitable, element of the financial system?

Many defenders of the central banking status quo invoke the name of the nineteenth-century British
economic journalist and essayist Walter Bagehot as a proponent of central banking, with claims that
this sentiment was evident in his 1873 book Lombard Street.
For example, modern-day economic commentator David Warsh attributed to Bagehot a recognition
ʻthat there were responsibilities in emergent capitalism that only governments could assume,
centralised control of the banking system chief among them.ʼ120
One of the key rationalisations for a central bank is that it must act as a ʻlender of last resortʼ to
individual financial institutions at risk of becoming insolvent. Illiquidity in the banking system may be
driven by a sudden increase in demand for liquid assets, or by a decrease in the supply of liquid
assets. Since a central bank is responsible for managing the supply of money, it must also play a role
in maintaining the liquidity of banks by lending to them during period of substantial financial
instability.
However, a careful reading on Bagehotʼs famous work reveals that he only subscribed to the
presence of a central bank, which acted as a lender of last resort, necessarily as a second-best policy.

119 Dowd, 1992, op. cit.
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As he described it in the second chapter of his book, the preference was for a free system of banking
in which institutions competed against each other:
ʻWe 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. ... 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.ʼ121

Indeed, in Bagehotʼs view, ʻ[w]here 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 government in keeping a banker would be reduced to a minimum.ʼ122
Although Bagehot disapproved of central banking in general, he nonetheless considered that any
central bank is obliged to act as a lender of last resort for the entire banking system, and not for
isolated emergencies affecting an individual or a few banks, since systemic disruptions in the money
supply were often the fault of the central bank itself.
In the absence of a central bank, and thus no lender of last resort facility, individual financial
institutions would be expected to take additional precautions to ensure their ongoing viability within
the financial system. This could include maintaining higher capital reserves or retaining a more
conservative stance to lending, than would otherwise be the case.
By contrast, the potential for morally hazardous financial practices to occur tends to magnify under a
central banking regime. This is because the existence of a lender of last resort encourages the banks
to engage in more risky financial policies that are more likely to lead to failure, in the belief that a
central bank will bail them out in the event of insolvency, thereby causing even greater potential for
financial destabilisation.
Moral hazard on the part of individual banks within the lender of last resort central banking
structure is one problem, but criticisms have been levelled in recent years at practices by central
banks which effectively render them as lenders of first resort.
In 2012, the Bank of England announced a program in which the British central bank would lend
funds to banks and building societies, on the proviso that they re-lend the funding to non-financial
borrowers. The chief critiques of this initiative was that it would not only inflate the money supply
by encouraging banks to lend, but further entangled the central bank ʻwith the politicised arenas of
fiscal policy and credit allocation.ʼ123

121 Walter Bagehot, 1873, Lombard Street: A Description of the Money Market, Henry S. King & Co., London,
p. 66-67.
122 Ibid., p. 104.
123 ʻLenders of First Resortʼ, The Wall Street Journal, 19 July 2012.
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In an analysis of US Federal Reserve activities, Humphrey and Timberlake observed that the US
central bank was deviating from its supposedly traditional role of serving as a lender of last resort.
Manifestations of this policy deviation has come in the form of purchasing non-performing,
mortgage-backed securities from failed institutions, guaranteeing the debt of banks and extending
loans to insurance firms.124
A more general criticism of free banking is centred upon the view of central banking as an inevitable
end-product of a maturing financial system, which sought to overcome the instabilities associated
with freedom in banking.
During the mid to late 1980s, the British monetary economist Charles Goodhart conducted research
into the evolution of central banks around the world. His central claim was that central banks
evolved naturally in response to some inherent failings of free banking regimes: the heightened
economic instability under free banking; the ineffectiveness of restraints on note over-issue; and the
unavailability of information to customers concerning the risk appetites assumed by financial
institutions.125
Putting aside the responses to concerns of free banking instability, excess note issue, and the like, as
reported above, the historical evidence suggests central banks did not emerge in response to the
supposed deficiencies of financial market competition, resulting from a range of ʻmarket failures.ʼ
Rather, these entities emerged to financially feed the state with easier lines of credit, which would in
turn be used by politicians to finance wars or domestic ventures.
Examining the evolution of the United States Federal Reserve system from a public choice
perspective, Richard Wagner supposed that ʻthe support for central banking seems more likely to be
explained by the economic theory of rent-seeking than by the theories of market failure and public
goods.ʼ126
This view was corroborated decades earlier by Vera (Smith) Lutz, who indicated that central banking
was not the product of a spontaneously ordered emergent process within the banking sector:
ʻA central bank is not a natural product of banking development. It is imposed from outside or comes into
being as the result of government favours. This factor is responsible for marked effects on the whole currency
and credit structure which brings it into sharp contrast with what would happen under a system of free
banking from which government protection was absent.ʼ127

124 Thomas M Humphrey and Richard Timberlake, 2009, ʻThe Federal Reserveʼs Deviation from Classical
Lender-of-Last Resort Theoryʼ, Paper presented at Adam Smith Summer Institute for the Preservation of the
History of Economic Thought, University of Richmond.
125 Charles A E Goodhart, 1985, The Evolution of Central Banks: A Natural Development?, London School of
Economics, London; Charles A E Goodhart, 1988, The Evolution of Central Banks, MIT Press, Cambridge.
126 Richard E Wagner, 1986, ʻCentral Banking and the Fed: A Public Choice Perspectiveʼ, Cato Journal 6 (2):
519-543, p. 519.
127 Smith, The Rationale of Central Banking, op. cit., p. 169.
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4.4

Transaction costs

A practical worry about the free banking system is which currencies would be accepted as a medium
of exchange, and how everyday transactions could easily take place in a world with multiple
currency regimes. If, say, one wished to purchase an everyday item, say a cup of coffee, what
currency would the cafe accept, and would the prevailing price be?
In Denationalisation of Money, Friedrich Hayek considered that information about the relative
exchange rate of the various currencies, and deviations in currency value from those for a given
basket of commodities, ought to be reported on a daily basis through print and other media. Hayekʼs
assessment was ʻa thousand hounds would be after the unfortunate banker who failed in the
prompt responses required to ensure the safeguarding of the value of the currency he issues.ʼ128
What Hayek, and so many others, did not envisage (and could not have envisaged) was that
technological developments, particularly in the information technology and communications fields,
could enable retailers and customers to process real-time information about currency values on
handheld devices, such as tablets or smartphones, or through electronic transaction processors such
as EFTPOS or Paywave.
Australians have already shown over the last three decades a preparedness to adopt various
financial innovations on offer, with recent trends showing a relative decline in the use of cash and
cheques to effect transactions in favour of contactless or swipe payments with credit or debit
cards.129 Furthermore, the technologies now at the disposal of sellers and buyers could readily
accommodate the availability of competing currencies, by facilitating the value conversion of a
currency held by the customer to one which is acceptable to a merchant.
People are increasingly able to undertake electronic transactions, using their credit cards, when
travelling overseas, avoiding the inconveniences and the security risks of retaining notes and coins
during their travels. For Australians travelling abroad and paying for transactions with credit cards,
there are usually options available for them to pay either in local currency or in Australian dollars
(the latter often attracting a ʻforeign currency transaction fee,ʼ or similar).
Within many developing countries alternative currencies are used as exchange media, with
seemingly few calculation problems or transaction costs experienced on the part of transacting
parties.
For example, in Cambodia it is commonplace for market stall owners and family-run businesses to
accept both the Cambodian riel and American dollar for purchases. In practice, the riel is used for
purchases valued at less than one dollar. In areas close to the Thai border, the Thai bhat currency is
also used as a medium of exchange.

128 Hayek, Denationalisation of Money: The Argument Refined, op. cit., p. 53.
129 Adam Creighton, 2014, ʻCashless economy moves closerʼ, The Australian, 5 June.
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Whilst it is true that this country is hampered by significant corruption and other manifestations of
state-failure, the point made here is that significant numbers of individuals have arrived at an
agreeable alternative means of payment to the otherwise monopolistically issued riel, with the use
of the dollar representing a ʻflight to qualityʼ that has often been exhibited under free banking
regimes.
Even in Australia, there has been a longstanding practice of suppliers and retailers effectively
accepting New Zealand coins as legal tender, at a parity rate with equivalent values of Australian
currency.
For present generations living under monopolistic governmental control of the money supply, the
presence of more than one currency for domestic transactions might be perceived as an intolerable
burden on economic and financial systems.
However, it would be expected that market processes would greatly assist in reducing the overall
costs associated with currency competition, by weeding out those notes and coins which tend to
diminish in value or are too volatile for rendering easy transactions. As proponents of free banking
have long argued, consumers would, indeed, benefit as a result of the availability of currencies
which maintained their value in the long run.
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5

Fundamental problems require fundamental reform: Ending our monetary socialism

As described above, the trend in the development of financial and monetary institutions has been in
a statist direction at least over the last century. Central banks have been established, note issues
have been taken from individual banks and monopolised by governments, and financial institutions
are obliged to operate within the often prescriptive regulatory frameworks imposed by
governments.
In spite of this pervasive state control, it is important to bear in mind that since the 1970s and 1980s
the institutional structures pervading financial and monetary systems have moved, in some respects
at least, in a less, not more, regulated direction.
Australia and other advanced economies generally undertook a range of reforms equipping banks
and other financial institutions to more effectively intermediate savings and investment activities,
and ensure their existing and new financial products better reflect risks. These included lifting
interest rate and credit market controls, and the easing of restrictions upon entry (by domestic and
international entities) into the financial sector.
Domestic reform measures have been complemented by policies, for example the easing of
exchange rate controls, that have enabled the freer flows of capital across political borders. This
emancipation of mobile capital has played an important role in reconciling inter-country imbalances
between savings and investments, and has been reflected in the very significant growth in global
foreign direct investment over the last few decades.
The deregulatory financial sector reforms have been reflected in trend improvements, amongst
selected OECD economies, in economic freedom index scores pertaining to financial regulations
since 1980 (Table 4).
Not only do improvements in the freedom to partake in financial activities contribute to the
observed generally positive association between economic freedom and economic growth, but as
indicated in a recent empirical analysis that ʻhigher economic freedom is associated with a lower
probability of a banking crisis.ʼ130
However, there has been the worrying trend across most countries of policymakers responding to
the GFC by undertaking actions which pose as a (partial) retreat from deregulation. This
re-regulation will need to be reversed if businesses and individuals are to enjoy the long term
benefits associated with freeing up financial sector activities - including greater convenience and
diversity in services, improved efficiency and reduced costs.

130 Scott L. Baier, Matthew Clance and Gerald P. Dwyer, 2012, ʻBanking Crises and Economic Freedomʼ, in
James Gwartney, Robert Lawson and Joshua Hall, Economic Freedom of the World: 2013 Annual Report, Fraser
Institute, Vancouver, p. 215.
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Table 4: Economic freedom index scores (credit market regulation category), selected OECD countries, 1980 to 2011
Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Greece
Iceland
Ireland
Italy
Japan
Luxembourg
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
Turkey
United Kingdom
United States

1980

1985

1990

1995

2000

2005

2010

2011

8.38
6.96
8.60
9.72
9.41
8.63
8.91
7.61
4.24
5.20
7.35
5.02
7.82
10.00
9.44
6.18
7.19
4.42
7.37
7.59
6.69
3.99
7.33
9.52

8.67
7.59
8.11
9.75
9.08
9.30
8.82
7.58
4.13
5.23
8.46
5.58
7.88
10.00
8.59
6.64
8.80
6.17
8.27
8.07
8.08
6.65
9.71
9.47

9.68
7.46
8.40
9.13
9.34
9.32
9.01
7.65
5.63
6.28
8.77
6.93
8.22
10.00
9.26
9.59
8.51
5.76
8.27
9.33
8.15
5.41
9.93
9.64

9.73
6.82
9.47
9.22
9.39
8.18
9.46
6.98
5.97
7.14
9.00
7.18
8.22
8.76
8.85
9.86
8.71
6.59
8.45
7.81
8.27
7.78
8.79
9.60

10.00
9.72
10.00
10.00
10.00
10.00
9.74
8.33
7.36
8.00
9.00
8.22
8.22
10.00
10.00
9.83
9.00
7.84
9.93
10.00
9.33
6.14
10.00
9.81

10.00
9.75
9.61
10.00
10.00
10.00
9.51
7.99
7.89
9.67
9.33
8.74
8.50
9.33
9.99
10.00
9.67
6.89
10.00
9.74
9.29
6.65
9.33
9.10

9.44
8.89
9.52
9.30
9.63
9.58
8.66
7.88
6.00
6.33
6.00
8.91
8.38
9.15
8.74
9.52
10.00
6.45
9.08
9.97
9.33
7.79
6.85
6.95

9.44
9.04
9.46
9.45
9.72
9.92
9.04
8.28
6.00
7.57
6.12
8.96
8.06
9.27
8.83
9.52
10.00
8.19
9.35
10.00
9.33
8.03
7.33
7.34

Credit market regulation category of economic freedom index includes ownership of banks, private sector credit, and interest rate controls (or negative real interest rates)
indicators. Economic freedom index scores range from zero (least free) to ten (most free). A greater index score represents a relative improvement in economic freedom
category.
Source: James Gwartney, Robert Lawson and Joshua Hall, Economic Freedom of the World: 2013 Annual Report, Fraser Institute, Vancouver.
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While the free banking regime has been abandoned in most countries in which it was once
practiced, there are some semblances of free banking arrangements still in existence in some
pockets of the globe.
In Hong Kong the money supply and foreign exchange rate are managed by a government-run
currency board, the Hong Kong Monetary Authority (HKMA), however the majority of the territoryʼs
currency has been composed of privately issued bank notes. Three banks presently issue private
bank notes: the Hong Kong Shanghai Banking Corporation (HSBC), Standard Chartered Bank, and the
Bank of China. They each issue several denominations ranging from $20 HKD to $1,000 HKD, and the
banks are required to hold 100 per cent reserves for any notes they issue.131
While the quantity of private notes outstanding has increased at an average annual rate of 7.3 per
cent per annum from 1993 to 2010 (Figure 9), Hong Kong has maintained relatively low levels of
price inflation.
Figure 9: Bank notes in circulation, Hong Kong, 1993 to 2010

Source: Thomas L. Hogan, 2012, ʻCompetition in Currency: The Potential for Private Moneyʼ, Cato Institute,
Policy Analysis No. 698.

In Northern Ireland and Scotland a semblance of free banking remains, in that the private banks
issue banknotes redeemable for notes from the Bank of England. Although Bank of England notes
are legal tender throughout the United Kingdom, consumers tend to prefer notes issued by local
private banks - in Scotland, private banks supply an estimated 95 per cent of notes in circulation.
According to Hogan, the seven note-issuing banks in Scotland and Northern Ireland have increased

131 Thomas L. Hogan, 2012, ʻCompetition in Currency: The Potential for Private Moneyʼ, Cato Institute, Policy
Analysis No. 698.
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their note issue over the past decade, with the total quantity of private notes increasing at an
average annual rate of nearly four per cent since 2000.132
In addition to Hong Kong, as mentioned earlier, several countries (including Bulgaria, Estonia and
Lithuania) maintain currency boards, rather than central banks.
Currency boards are bodies that issue notes and coins convertible into a foreign ʻreserveʼ currency at
a fixed rate and on demand. The currency board has no restrictions on the convertibility of the
domestic currency into or out of the anchor currency, resulting in a domestic currency whose supply
is determined solely by market forces.133 Table 5 catalogues some of the key distinguishing features
of currency boards and central banks.
Table 5: Key features of currency boards and central banks
Currency boards

Central banks



Usually supplies notes and coins only.



Supplies notes, coins, and deposits.



Fixed exchange rate with reserve currency.



Pegged or floating exchange rate.



Foreign reserves of 100 per cent.



Variable foreign reserves.



Full convertibility.



Limited convertibility.



Rule-bound monetary policy.



Discretionary monetary policy.



No lender of last resort function.



Lender of last resort



Does not regulate commercial banks.



Often regulates commercial banks.



Earns seignorage only from interest.



Earns seignorage from interest and inflation.



Cannot create inflation.



Can create inflation.

 Cannot finance government spending.
 Can finance government spending.
Source: Nicholas Krus, 2012, ʻThe Money Supply in Currency Boardsʼ, John Hopkins University, Institute for
Applied Economics, Global Health, and Study of Business Enterprise, Currency Board Working Paper No. 3.

A key advantage of this arrangement is that discretionary policy action is removed from the
monetary policy authority (in this case, the currency board), preventing the abuse of monetary
policy as a conduit for inflationary finance or for bailing out financial institutions or government
enterprises.134 While this system is not akin to the ideal type free banking regime, that several
countries do operate currency boards indicates that central banking is not a necessary condition to
conduct monetary policy, or exchange rate management, in the modern world.
In recent decades several authors have highlighted the potential for information and
communications technologies, such as the internet, to erode the monopolistic status of
government-issued currencies.135 One of the more profound developments along these lines in
132 Ibid.
133 Steve H Hanke and Kurt Schuler, 1993, ʻCurrency Boards and Currency Convertibilityʼ, The Cato Journal 12
(3): 687-705.
134 Ibid., p. 691.
135 Adam Mikkelsen, 1998, ʻElectronic Money and the Market Processʼ, Policy (Summer): 10-15; Richard W.
Rahn, 2000, ʻMoney: the ultimate privatizationʼ, Sunday Times, http://www.sundaytimes.lk/000402/bus2.html
(accessed 1 May 2014).
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recent years has been the development of a non-governmental, decentralised digital currencies,
most notably ʻBitcoinʼ (Box 2).
Box 2: Bitcoin - An overview
Bitcoin is an open-source, peer-to-peer digital currency, and is the worldʼs first completely decentralised
digital-payments system.
Overcoming the need for a third party to keep a ledger on the flow of transactions, and thus avoiding the
ʻdouble-spendingʼ problem, bitcoin distributes the necessary ledger among all the users of the system via a
peer-to-peer network. Every transaction that occurs in the bitcoin economy is registered in a public,
distributed ledger, called the ʻblock chain.ʼ New transactions are checked against the block chain to ensure the
same bitcoins have not already been spent, and so eliminating the double-spending problem. The global
peer-to-peer network, composed of thousands of users, takes the place of an intermediary.
Transactions on the bitcoin network are not denominated in dollars or euros or yen, but are instead
denominated in bitcoins. The value of the currency is derived from the value that people assign to it. The dollar
value of a bitcoin is determined on an open market, just as is the exchange rate between different world
currencies.
Aside from the potential of bitcoin, and other ʻcryptocurrenciesʼ to facilitate economic transactions outside of
the regulatory and fiscal impositions of the state, several advantages have been ascribed to bitcoin. Making
transactions easily and cheaper to process, bitcoin can help reduce transaction costs and, in turn, facilitate the
growth of micropayments and other financial innovations. Indeed, bitcoin has been described as a conceivable
digital platform upon which other layers of functionality, including the processing and transferral of stocks,
bets and similar information.
As at December 2013 there were more than 30 businesses that publicly stated they accepted bitcoin for goods
and services. In April 2014 Australiaʼs first bitcoin automatic teller machine was established in Sydney, allowing
users to buy and sell bitcoins and exchange them for cash. The ATM also enables new bitcoin users to register
an account, which then facilitates trades using the virtual currency.
While the future for Bitcoin remains to be seen, the importance of alternatives to money monopolistically
supplied by the state was underlined in a statement by the creator of Bitcoin, the anonymous programmer
using the nom de plume Satoshi Nakamoto: ʻThe root problem with conventional currency is all the trust that is
required to make it work. The central bank must be trusted not to debase the currency, but the history of fiat
currencies is full of breaches of trust.ʼ
Source: Jerry Brito and Andrea Castillo, 2013, Bitcoin: A Primer for Policymakers, George Mason University,
Mercatus Center; Kevin Dowd, 2014, New Private Monies: A Bit-Part Player?, Institute of Economic Affairs;
Negar Salek, 2013, ʻEvery shop in the world where you can spend Bitcoinsʼ, The Australian Financial Review, 4
December; Paddy Wood, 2014, ʻAustraliaʼs first bitcoin ATM launchesʼ, The Sydney Morning Herald, 15 April.

Perhaps the greatest criticism levelled against Bitcoin is its volatility, as demonstrated, for example,
by its fall in value in response to the closure of the Mt. Gox e-exchange following a high-profile
online hacking incident, in addition to the potential for other hacking and similar attacks on Bitcoin
exchanges. Regulatory uncertainties, such as the episodic banning of Bitcoin by China and the
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closure of the ʻSilk Roadʼ online market by regulatory agencies, have also contributed to the volatility
of Bitcoin values over time.
Figure 10 shows the market prices (expressed in $US) of Bitcoin since 2010, when Bitcoin first traded
for three US cents. After low initial trading, both in terms of prices and quantities, the market price
rose strongly, peaking at nearly $US 30 in June 2011 and then falling back sharply. In March and April
2013 Bitcoin values rose strongly again, to peak at almost $US 215 on 8 April 2013, only to fall back
to just over $US 63 eight days later. By late November and early December of that year, it rose to
about $US 1,200, before falling back to its latest value of about $US 600.
Figure 10: Bitcoin market prices ($ US)

Source: www.coindesk.com.

Proponents of Bitcoin have argued, on the other hand, that the digital currency has performed
reasonably well under the ʻstress testsʼ posed by changes already experienced, and with users
discovering new ways to counteract extreme volatility in Bitcoin values. Further, the supply of
Bitcoin remains fixed at 21 million, with over 13 million Bitcoins ʻmined,ʼ or brought into
circulation.136
Ending the century-long central banking system in Australia would entail the complete separation of
financial and monetary arrangements from the state. With governments maintaining vested policy
interests in the control of financial and monetary affairs, and even financial institutions preferring
the opportunities afforded them through close connections with politicians and regulators, it is most
difficult to envisage a full-scale return to free banking regimes anytime soon. As Friedrich Hayek
acknowledged decades ago:

136 Information supplied by blockchain.info/charts/total-bitcoins.
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ʻthrough years of further reflection of the problem have only confirmed my belief that this ought to be the
final solution of our money problems. I cannot close my eyes to the fact that any hope for a voluntary
abdication by governments of their present monopolies of the issues of circulating currency is utopian. Yet this
is the only way in which we will ever get back to honest money again while at the same time ridding ourselves
of the evils of depression, unemployment and general disorganisation on the market.ʼ137

Nonetheless, it is incumbent upon liberal proponents of financial and monetary freedom to outline a
broad plan for the implementation of free banking, and, for the short to medium term, advocate
some deregulatory measures reversing some of the re-regulation of recent years and moving
Australia along the path to greater financial and monetary freedoms.
One of the great problems affecting the stability of the financial sector is the maintenance of policies
which, other things being equal, encourage ʻmoral hazardʼ in that individuals, businesses and
financial entities assume riskier financial assets, than would otherwise be the case, partly in the
belief that they will be protected from losses resulting from their own imprudent choices.
A step toward reducing the extent of government intervention in the financial sector would be to
abolish government deposit insurance, presently applicable for those deposits up to $250,000. As
noted previously, the deposit guarantee scheme has curtailed competition within the Australian
financial system by advantaging larger commercial banks at the expense of finance companies, life
insurance companies, and other non-bank financial institutions.138
Another suggestion which would be consistent with a step in the appropriate direction is that a
ʻfinancial stability ratingʼ (FSR) scheme be introduced to inform depositors of the risk-return profile
of their deposits. This could serve to replace the complex, ʻone-size-fits-allʼ prudential standards
regime presently in operation in Australia.
According to Byford and Davidson, ʻ[i]n constrast with existing bank regulations, our proposal is not
prescriptive. The FSR permits and encourages a diverse range of product offerings and banking
practices, catering to diverse depositor preferences. Implementing our proposal will, necessarily,
result in a change in the structure of the retail banking market to better reflect depositor
preferences and not regulatory compliance.ʼ139
There has been an active discussion within policy circles, both in Australia and abroad, about the
taxation and regulatory treatment of emergent cryptocurrencies, such as bitcoin.
In the United States, the Internal Revenue Service has defined bitcoin as property and, therefore,
subject to capital gains taxation. It is understood that the Australian Taxation Office is investigating

137 Friedrich A Hayek, [1980] 1999, The future unit of value, in Stephen Kresge, ed., Good Money Part II: The
Standard, The Collected Works of F. A. Hayek, Routledge, London, p. 247.
138 David Uren, 2014, ʻCall to scrap deposit guaranteesʼ, The Australian, 20 January.
139 Martin Byford and Sinclair Davidson, 2013, ʻInforming Depositors: A Proposed Reform of The Australian
Banking Sectorʼ, Economic Papers 32 (4): 417-425, p. 424.
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four different options for bitcoin taxation, including treating it as foreign currency and having
exchange gains taxed, as with US dollars or similar.140
To enable the continuing development of non-state forms of currency, it would be most desirable
that government leave bitcoin, and other cryptocurrencies, tax free and not subject to extraordinary
regulatory conditions not otherwise applicable to existing notes and coins currently issued
monopolistically by government.
Looking further ahead, some key features of the roadmap for an Australian free banking regime in
the twenty-first century could include:






extensive abolition of controls over financial and monetary systems, including capital adequacy
and reserve requirements, and restrictions on bank branching;
privatising (either through auction or a distribution of shares to taxpayers) or abolishing the
Reserve Bank of Australia;
eliminating the lender of last resort function of the central bank;
repealing legal tender laws, and allowing the private sector to maintain payments clearing
systems; and
enabling individual banks the right to issue their own currencies (either based on a commodity
standard, such as gold, or as fiat currencies, as determined by market demands).

These interconnected reforms would ensure that financial institutions are far more attuned to the
needs of their customers for a sound currency with a stable value, encourage further financial
innovations including the offering of products that more effectively balance risks and returns, as well
as end the frequent mismanagement of the financial system and monetary policy by the state.

140 Chris Griffith, 2014, ʻTax office takes aim at crypto-currenciesʼ, The Australian, 6 May.
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6

Conclusion

Ultimately, the case for free banking is inextricably linked with broader notions about the role of
competition, monopolies and central planning in economic affairs.
Most economists readily support competition in that it incentivises suppliers to ensure their
customers prosper, and believe that monopolies reduce consumer welfare when they restrain
output and raise prices. It is also well known that central planners face inherent knowledge
problems and poor incentives when they attempt to allocate scarce resources.
It is in this context that the opposition to free banking, or, in other words, competition,
de-monopolisation, and a lack of central planning in monetary and financial affairs, is a curious
feature of the intellectual framework of mainstream economics.
As the GFC and its aftermath have demonstrated, relying on politicians and bureaucrats to manage
monetary and financial systems more efficiently and effectively than individuals and businesses does
not come without its very real risks for economic performance. The model of benevolent and
omniscient central bankers is as inapplicable as it is with respect to other fields of economic and
social policy management.
Now is the time to explore the free banking option for monetary reform, at the very least as part of
the broader liberal project, to paraphrase free banking proponent Friedrich Hayek, make the
building of a free society once more an intellectual adventure.

