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The dominating view among most scholars of money and banking and ordinary people is that money and banking needs to be under the control of government and some central bank like the Federal Reserve System.  Propagandist for central banking have managed to convince most people that free banking would be banking out of control, subject to wild inflationary bursts in which the supply of money would soar almost to infinity; which by the way is precisely what is happening under our central banking system today.  

In this chapter, Rothbard explains how free banking (or a free market in banking) works—what type of a system it is and what type it is not.  We begin with a definition of free banking, and then discuss the several strict and important limits on inflationary credit expansion under free banking.  (Please note that this chapter does not have any subtopic titles.)

CORRECT:   /117  =  .00  =  /15

Chapter VIII    Free Banking and the Limits on Bank Credit Inflation
Question 1:  Define a system of free banking. Be specific. (5 points)

Answer 1:

Question 2:  There are several strict and important limits on inflationary credit expansion under free banking.  In this question, you are provided with a list of those severe limits to bank credit inflation.  Discuss and illustrate each one in adequate detail below.  (Note:  one of the limitations is worth more points and requires more work.)

Answer 2:

a)  The buildup of trust is a prerequisite.  Explain.  (5 points)

b)  The extent to which people are willing to use bank notes and deposits.  (5 points)

c)  The dreaded bank run.  (10 points)
d)  The limited clientele of each bank.  (5 points)

Question 3:  Refer to Figure 8.1 A Bank with Many Clients.  In the example, Smith takes the new receipts created by the Rothbard Bank and spends them on equipment made by Jones, and that Jones, too, is a client of the Rothbard Bank.  In that case, there is no pressure on the Rothbard Bank, and the inflationary credit expansion proceeds without difficulty.  Explain.  (5 points)

Answer 3:

Question 4:  What is the fractional reserve ratio (Reserves/Deposits) for the Rothbard Bank?  (5 points)
Answer 4:

Question 5:  In this same example, what has happened to “total demand deposits”?
(2 points)

Answer 5:

Question 6:  

a)  Suppose that Jones is not a client of the Rothbard Bank.  What would naturally happen?  (5 points)

b)  The power of this restraint is that it does not depend on loss of confidence in the banks.  Explain.  (5 points)

c)  Does free banking permit fractional reserve inflation to exist?  (2 points)

Answer 6:

a)

b)

c)

Question 7:  

a)  Refer to Figure 8.2 Redemption by Another Bank.  Suppose that Jone’s account is in the Boonville Bank, and that Jone’s deposits the check from Smith into his bank—the Boonville Bank.  Explain the process of redemption.  (5 points)

b)  Why should the Boonville Bank call upon the Rothbard Bank for redemption?  

(5 points)

Answer 7:

a)

b)

Question 8:  What would be the possibility of bank credit inflation under the following conditions:  a) Many banks in a country, and the clientele of each is small?  b) Only a few banks in a country, and the clientele of each is extensive?  (5 points)
Answer 8:

a)

b)

Question 9:  Again, what would be the possibility of bank credit inflation under the following conditions?  (Note:  Go to the Answer.  2 points each.)
Answer 9:

a)  More banks in a country.   More or Less inflation? _______________ 

b)  Few banks in a country.   More or Less inflation? ________________

c)  More clients per bank.   More or Less inflation? _________________

d)  Less or few clients per bank.  More or Less inflation?______________

e)  One bank in a country.  More or Less inflation? __________________

f)  Many banks with a few clients.  More or Less inflation? _______________

g)  Fewer and fewer banks each with a more and more extensive clientele.  

More or Less inflation? ___________________

h)  Each bank having one client.  More or Less inflation?_____________________

i)  The Federal Reserve System limits the number of banks under its monopoly banking system.  More or Less inflation? _____________________

Question 10:  There may be no clientele limits within a country to its monopoly bank’s expansion of money and credit.  But of course there is trade and flows of money between countries.  Explain, in detail step by step, what happens when one country, say France, has a monopoly bank and it begins merrily to expand the number of demand deposits and bank notes in francs.  (10 points)

Answer 10:

Question 11:  

a)  There is another aspect of this monetary boom-and-bust process—deficit in the balance of payments.  Explain.  (10 points)

b)  Why will the French bank, under these conditions, contract the credit and deflate the money supply, with a resulting fall in French prices?  (5 points)

Answer 11:

a)

b)

Question 12:  Wouldn’t a system of free banking give rise to unlimited bank inflation through the formation of voluntary bank cartels (a group of banks who agree to regulate the number of banks in the market place in an effort to control or manipulate bank inflation.)?  (5 points)
Answer 12:

Question 13:  Is “free trade in banking free trade in swindling”?  (5 points)
Answer 13:

THE END

