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Abstract: Since the financial crisis of 2007-2008 and the economic 

depression as well as the sovereign debt problems that ensued, the official 

international reaction has been preponderantly in favor of more regulation 

and central inter-coordination and planning. Specifically, in Europe, the 

European Financial Stability Fund (later the European Stability Mechanism) 

was created to bail troubled institutions out. The European Systemic Risk 

Board was created in 2010 and similar or subordinated organisms are being 

established at national levels in order to assure that the stability, once 

propped by the aforementioned organisms, is not lost again. The ESRB is 

geared precisely toward more centralization of policy and coordination 

between regulatory and supervisory agencies hitherto more specialized and 

limited in scope. The present paper analyses the general solution chosen by 

the EU and discusses the possibility and consequences of alternative 

financial arrangements. Starting from the essential insight that the main 

historical root of world financial instability is the practice of fractional 

reserve banking, we argue that the European chosen solution is ultimately 

headed to failure, and so is the Europe-wide bail-in suggested more recently, 

while there are alternatives, discussed herein, that are more or less suited to 

bring a future of financial stability. 
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1 THE PROGRESSION IN BANKING CENTRALIZATION 

The apparent calm that dominated the economic and financial landscape in 

Europe at the beginning of the new millennium has given way since the summer 

of 2007 to financial turmoil and economic depression. The financial troubles 
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were manifest in the banking sector as well as in the sovereign sector (Lapavitsas 

et al., 2010). The sovereign problems appear to most researchers to be correlated 

to the banking problems. When the losses of the banks were covered by the 

public purse, the markets reflected higher expectations of sovereign default 

(Mody & Sandri, 2012). Indeed, sovereign risks are secondary in their nature, as 

they reflect a translation of the effort to cope with losses from the banking sector 

to the public sector. 

1.1 The Fractional Reserve Problem  

The history of banking and sovereign indebtedness is closely intertwined, 

but the primary source of instability resides in the banking sector. Banking crises 

were known since the European Middle Ages (Huerta de Soto, 2012), preceded the 

institution of the central bank and have increased in intensity and duration after the 

creation of the central bank, and all the more so since the extinction of the gold 

standard and the advent of indefinitely elastic paper money.  

In addition, banks have traditionally been the creditors of the treasury and 

the central bank has come to play a very integrated role in the process of money 

creation and spending for public purposes (Rothbard, 1974). 

There is a compelling case the latest global and financial crisis represented 

the motive for further advancement in a secular process of integration and 

centralization. This process has evolved intermittently with each crisis that 

occurred in different parts of the world. 

Its ultimate cause is the practice of fractional reserve banking (Mises, 1980). 

Nothing else in financial activity (understood here in a broad sense, as including all 

types businesses involving money deposits and credit intermediation) suggests 

inherent instability (Spiridon, 2005).  

Fractional reserve banking, however, is inherently unstable. Banks that lend 

out money contracted on demand from clients, or banks that issue more money 

substitutes than reserves available, put themselves in a position of impossibility to 

redeem part of their obligations. Their situation is inherently unstable, and, tends to 

be revealed with the occurrence of each crisis. 

1.2 Periodical Crises and the Steps of Centralization 

The crises are bound to occur periodically because they are indirectly caused 

by the fractional reserve practice of the banks. The causal link between fractional 
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reserves and crises is described by the Austrian theory of the business cycle 

(Rothbard, 2004). The inevitable start of the downturn in the cycle, the moment 

when businesses in the more capital intensive sectors of the economy start going 

bankrupt, is usually also the moment when banks face redemption demands that 

they cannot fulfill. 

Historically, the solution to the problem of banking instability was the 

emergence of the central bank as a lender of last resort. The central bank has 

traditionally used the pooled fractional reserves of the member banks in order to 

stave off the bankruptcy of troubled banks. 

We see in this development the first step toward the integration and 

centralization of the banking sector. However, this level does not assure stability. 

The problem the central bank was designed to solve is not actually solved, but 

moved to a higher level, by the competition between member banks, now even 

more stimulated to expand by moral hazard (Hülsmann, 2006). The central bank 

has to impose a strict control of the member banks, but this centralized control 

cannot be conducted on a rational basis. The central bank cannot find the maximum 

levels of indebtedness at which the depositors would still not ask for redemption of 

their substitutes, simply because under a fractional reserves regime it is impossible. 

The fractional reserve principle affects this time the stability of the central bank. If 

the member banks expand credit and then become illiquid in such a sufficient 

number or size as to go over the limit imposed by the scarcity of centralized 

reserves, then the central bank becomes itself bankrupt. 

The solution for this problem comes either from a cooperation with other 

central banks or from support from the public authorities (Hülsmann, 1997). A 

cooperation with other central banks, be it under the shape of a regional or 

international central bank, or of more or less temporary services specific to the 

lender of last resort function, essentially consists in accumulating larger pools of 

fractional reserves. Again, the problem is not solved, but made bigger. This would 

be the third step of the progression toward more centralization.  The same reasons 

will make the centralized scheme come to a point of bankruptcy. We can safely 

include at this stage the creation of the deposit insurance fund. This type of 

institution is essentially similar to the central bank: a pool of resources to be used 

in case of bank runs and other situations when a bank becomes incapable of 

redeeming the funds deposited with it. 
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The plea for support with the authorities is the fourth step of the progression. 

This support can come in different ways. We can split them in two traditional 

categories: regulatory and fiscal.  

In the regulatory category, one choice is the suspension of payments, or a 

bank holiday. If a particular bank is in trouble, is can be granted the privilege of 

suspending payments. Usually, because of the contagion effect, all banks are 

offered this temporary privilege. 

Another way of insulating the banking sector from bankruptcy is the 

substitution of a stricter monetary standard for a less strict standard. The central 

reserve limit is much more elastic under the paper money standard than under the 

gold standard. This is the main reason for the abandonment of the gold standard 

(Salerno, 2011). But, even under a paper standard these limits exist. They are 

technical and economic limits. The technical difficulty is this: the printing, 

distribution and handing of paper reserves cannot be as instant and space efficient 

as the creation of electronic substitutes. This limit can be further relaxed by 

outlawing the paper standard and making the electronic substitutes the money 

proper. We see this trend being presently underway in different parts of the world, 

with countries such as France, Portugal and Sweden being more advanced in 

severely limiting the use of cash, either by law or by banking policy. 

Even is this technical difficulty is overcome, there still remains the economic 

difficulty that consists in the hyperinflationary limit of a monetary regime, the 

speedy and exponential loss in value that precedes the flight into real values – if no 

other currency can be chosen by the market (Mises, 1998). 

When these regulatory types of support are exhausted the fiscal types of 

support are chosen. The treasury supports the banking sector with funds obtained 

through taxation or sovereign indebtedness, which is ultimately, postponed 

taxation. However, this is already a paradoxical situation, since traditionally the 

State was the main client of the banks, benefiting from the capacity of banks to 

create credit as a much more easy form of financing the treasury, than taxation or 

public debt. 

In this phase, the capacity of funding is driven to the maximum allowed by 

the economic fundamentals and public resistance. The sovereign debt and social 

funds problems put enormous strain on the treasuries of the European governments, 

the banking sector has its own inextricable problems and instead of funding the 
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government, it is itself asking for bailouts from the government. Further reserves 

could be summoned by another step up the centralization path, either at banking or 

state levels, or at both. 

1.3 The Endgame for this Progression  

This escalation of the fundamental problem of banking can offer temporary 

respites as long as the centralization has not reached a planetary level. From this 

point of view, one can say that there are still many years before no further steps can 

be taken. Also, periods of retreat from this trend can be followed by periods of 

escalation, and this can indeed postpone the final demise of the whole system, but 

not without additional costly consequences. 

However, one thing must be clear: each recurring crisis reveals systemic 

squandering of valuable resources, the economic development is hampered, 

stagnation reigns, and the end point of this progression cannot be anything else 

than disastrous widespread failure. 

2 THE RESPONSE IN EUROPE 

The current financial situation in Europe is apparently stabilized by the 

measures adopted at European Union and international levels. There have been 

bail-outs of banks and governments, the European Central Bank began accepting 

new classes of lower quality assets, and has been temporarily funded by the Fed 

with dollars, through repurchase agreements in what amounts to a strong 

cooperation of the main central banks of the world. 

The European Financial Stability Fund has been created and then 

transformed from a temporary solution to the more permanent European Stability 

Mechanism. The European Systemic Risk Board was created in 2010 and similar 

or subordinated organisms are being established at national levels in order to assure 

that the stability, once propped by the aforementioned organisms, is not lost again. 

The ESRB is geared precisely toward more centralization of policy and 

coordination between regulatory and supervisory agencies hitherto more 

specialized and limited in scope. 

In what is called a worldwide effort for oversight and regulation of shadow 

banking (FSB, 2013), the European regulatory institutions intend to further 

strengthen the control over the banking sector traditionally supervised by the 
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central bank, to extend this kind of oversight in order to treat the money market 

funds like the traditional banking institutions, and to globally control securitization 

and securities financing transactions. 

The general attitude is not critical to this regulatory trend (Hall, 2012). 

Indeed, there are calls for swifter centralization at European, supranational level, 

“or essentially ‘a move to a full fiscal union’”. These voices decry the fact the 

control is at this point designed to be effected only at a “purely intergovernmental 

level” (Gocaj & Meunier, 2013, p. 250). 

Besides the trend to full global regulatory centralization of the financial 

sector, we can also see that the progression is at this moment in Europe at this 

point: we can see signs of the aforementioned push for raising the elasticity of the 

paper monetary standard through cash restrictions (ECB, 2012), and there are 

proposals to use depositor’s money for bail-ins, thus erasing the distinction 

between a credit contract and a stock purchase, as we have witnessed in the novel 

institutional approach of the crisis in Cyprus (Persianis, 2013). 

3 A DISCUSSION OF ALTERNATIVE SOLUTIONS 

After criticizing the current path, we will take a look at some currently 

relevant alternative proposals. They all have in common the fact that they are 

variations of the idea that the current progression has to be reversed for the 

growing problems to be effectively solved. 

3.1 Solutions Based on Bail-in  

As distinguished from bail-out of banks or government with external funds, 

the bail-in is the solution of transforming the creditors into shareholders. In this 

case the funding is confined to the entity to be saved from bankruptcy. Bagus et al. 

see the solution of bail-in as preferable to the bail-out, because it eliminates the 

indiscriminate character for the public bail-out, moral hazard, regulation of private 

decisions, the lack of an exit strategy for the government, and regime uncertainty 

(Bagus, Julián, & Neira, 2012).  

The bail-in solution is also advocated in this case as a preferable alternative 

to a more laissez-faire policy of just letting the governments default and the 

banking and financial institutions go bankrupt. It is very important at this point to 

stress that the choice between liquidation and bail-in should be voluntary and 
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should belong entirely to the creditors, with no government participation. The 

authors argue that the laissez-faire option is suboptimal because of the aggravating 

circumstance of the secondary depression that sets in and is reinforced as the 

volume of elastic currency is over-shrunk by the credit crunch. Even if we assume 

the secondary depression to be a legitimate concern, the main problem of the bail-

in is that – if it actually is a fiat bail-in, as in the case of Cyprus – it replaces the 

bail-out problems mentioned above with the de facto abolition of banking as credit 

intermediation. The forced bail-in, to the extent that it overrides the contracts of the 

creditors, is replacing an unjust measure against taxpayers, with a – admittedly less 

pernicious – coercion of the creditors.  

Moreover, if the fiat bail-in becomes standard policy, we will only have 

shareholders in (very liquid) money market funds, and no creditors. Thus, a 

traditional institution is reformed out of existence. On the other hand, “by 

encouraging the [voluntary] introduction of renegotiation-friendly provisions into 

loan contracts” (Eichengreen & Rühl, 2001, p. 5), the bail-in can be viewed as a 

solution for future problems, but it hardly addresses the current need for reform. 

Rather, it is a palliative measure with the potential of being hijacked toward more 

regulation and encroaching upon the private sector in the drive for more 

centralization.  

3.2 The (almost) total Overhaul of the Monetary and Financial System  

The radical problems that the European economies face today ask for radical 

answers. Several systematic approaches to monetary and banking overhaul are 

surveyed in Bagus (2008). He criticizes the reform plans proposed by Mises, 

Rothbard, Sennholz and Huerta de Soto for their more or less minor defects, and 

then proceeds to offer his own proposal for radical reform (Bagus, 2009).  

 Indeed, the seminal principle of fractional reserve banking should be 

abolished, and the same should happen to all the institutions and practices that 

emerged as seeming solutions for the problem created by it. 

That includes all regulations that affect the choice of monetary standard: 

the monopoly of monetary production, the legal tender laws, and the barriers to 

producers that want to enter the market for money production. Also, there should 

be complete freedom in banking, including the absence of any privilege to banks 

– that should observe the same laws as all other market participants. All 
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institutions and agencies that manage today the centralized financial environment 

would lose their purpose and would have to be dissolved, including first of all the 

central banks. 

This kind of radical measures may be considered inappropriate at this point. 

But if the centralization trend continues unabated, the time will come when it will 

not be possible to postpone the reform. 

4 CONCLUSIONS 

We have seen that the current European approach in dealing with the 

financial and sovereign crisis is based on treating symptoms instead of removing 

the cause. The real solution should be based on removing the principle of fractional 

reserve from banking. That would go a long way in eradicating from the rest of the 

financial sector the financial institutions, practices, and products that are fueled by 

artificial credit expansion. 

We have discussed two types of alternative reform proposals. They have 

different degrees of expediency, but they can also by criticized as imperfect from 

the economic point of view. They are all steps in the right direction, but the most 

important conclusion in weighing these alternatives is this: If a principle is clear, 

then it should be applied in its purest form. 
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