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Abstract 

This article aims to be an overview of the model proposed by Hayek and to explore the possibility of its implementation 

as a reform of the current monetary system. Research has shown that the proposed system somewhat resembles today’s 

international monetary system, with various currencies and issuers. Therefore, it seems that the transition to such a 

system would likely start with the complete removal of controls on capital movements and exchange rates, paths on 

which steps have already been made. The analysis of the model revealed a number of issues yet to be clarified, which 

call into question its ability to have performance in practice. The biggest problem is that such a system did not exist 

before and therefore there is no empirical data available. However, this does not mean that it is impossible to 

implement, but casts doubt on the concepts on which it was built.  
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1. Introduction 
 

One of the researchers who studied how the issue of currency works and tried to offer solutions for 

improvement was F. A. Hayek. An exponent of the Austrian School of Economics, Hayek proposed the adoption of the 

laissez-faire principles in banking, starting from the hypothesis that the ability of the state to influence the amount of 

money circulating in the economy through its monopoly on the issuance of notes and coins and the power to impose on 

the public their use is "the cause of the great fluctuations in credit, of the great fluctuations in economic activity and 

ultimately of the recurring depressions".[1] As a remedy to these deficiencies, Hayek built a model in his book "The 

Denationalization of money" in which he proposes the abolition of the state monopoly on currency issue and its 

replacement with a system in which there are private issuers of currency in competition. If put into practice, this model 

should, according to Hayek, lead to improved business cycles and diminish the power of the state, giving more freedom 

to the individuals. The model presents interest because it proposes a different vision on the banking system and also 

because the author is a Nobel Prize winner for economics. After I will briefly present it in the second part of the article, 

I will analyze its feasibility in practice in part three and I will finish by drawing up the conclusions.  

 

2. The model proposed by F.A. Hayek  
 

The model kicks off with the origins of the belief that coin minting is the prerogative of the state, as a coin 

bearing its insignia it’s guaranteed to be genuine, not fake. The reader must not forget that we are talking about the 

times when coins made of precious metal were circulating and detecting counterfeits was not exactly easy. Therefore, 

"... a recognizable kind of money may have been of considerable assistance. And it may be argued that the exclusive 

use of such a single uniform sort of money greatly assisted comparison of prices and therefore the growth of 

competition and the market. Also when the genuineness of metallic money could be ascertained only by a difficult 

process of assaying (...) a strong case could be made for guaranteeing the fineness of the coins by the stamp of some 

generally recognized authority which, outside the great commercial centers, could be only the government". But this 

guarantee had some disadvantages, because "... the prerogative was neither claimed nor conceded on the ground that it 

was for the general good, but simply as an essential element of governmental power".[2]  

As soon as the issue of currency ceases to be the privilege of the state, the next step would be the emergence 

of private entities that will be able to issue their own currencies, which will fluctuate freely between them. Against this 

background, Hayek describes how he would proceed to introduce into circulation a new currency. It would take the 

form of a non-interest bearing certificate, which will be guaranteed to maintain a constant purchasing power against a 

basket of goods and services. The new currency would be convertible into other existing currencies at a pre-established 

parity. The issuer's revenues would come from the premium that the users of the currency will pay due to its properties. 

These properties will be two: on one hand, the ability of the issuer to redeem the demand deposits into cash and on the 

other, its commitment to preserve the purchasing power of its currency. Translated into actual terms, the first one 

would represent the financial stability and the second one the objective of the monetary policy. In order to preserve 

these properties, the issuer should maintain a cash reserve of the currencies in which its currency is redeemable. The 
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problem here is that it is quite difficult to determine what would be the optimum composition of the reserves. In 

addition, it is easy to guess that it makes no sense for the issuer to keep cash reserves in an amount to fully cover each 

of the currencies which the public may ask for in exchange for the issuer’s own currency. Although such a solution 

would be the safest, the costs it implies would be unbearable. But let’s suppose that this problem can be solved in time, 

based on observations made on customer’s preferences. Maintaining stable the purchasing power of the currency would 

be done by monitoring an index. This index would incorporate different amounts of goods and services and their 

aggregated price will have a certain value in terms of the currency. If the aggregated price will increase over that value, 

it would be a sign that it is necessary that the issuer contracts the amount of its currency in circulation by selling it 

against other currencies or by restricting lending. Conversely, if the aggregate price falls below that value, it would be a 

sign that the issuer may increase the amount of currency issued by performing the reverse operations of those 

mentioned in the previous sentence.  

Like today, there will not be many currencies that will win the public’s confidence, which may cause the 

temptation to issue currency based on already issued ones (surrogate currency). This process is based on the promise of 

redeeming these surrogate currencies into already issued and accepted ones and lending on a fractional reserve basis. 

This practice may create problems for a rightful issuer, in the sense that the appearance of a surrogate currency will 

affect its ability to control the value of its own currency. However, what the rightful issuer can make is to limit the 

amount of the surrogate currency issued by announcing that it will not recognize such a currency and therefore will not 

support its issuers if they have difficulties. Thus, it will force them to keep the value of the reserves backing the 

currencies issued close to 100%.  

The last aspect I want the mention is related to how such a system will handle inflation and deflation. At first 

glance, there should not be problems, because keeping stable the purchasing power of the currencies issued is of utmost 

importance to the issuers. Indeed, if one of them would fail to achieve this target, the public’s interest for using its 

currency would fall so, if the situation is not corrected soon, it may go bankrupt. On the other hand, some prices may 

increase due to nonmonetary reasons. The classic example in this regard is the artificial rise of the price of a product by 

a cartel or by a shock on the supply side. In this case, maintaining currency stability through an index can be done only 

by reducing the other prices in the index’s composition. Thus, a new equilibrium will be reached, but below the 

previous one in terms of welfare: the public will buy less of the other products. From this perspective, it would seem 

that a low inflation might be preferable, as it would absorb the artificial increase of prices, despite its shortcomings. In 

the event of deflation, the first step would be to increase the amount of currency in circulation, although there might be 

encountered difficulties in dispatching it. If this fails, then the issuer could simply buy actual goods and services whose 

prices enter the index, to prevent a fall in their prices.  

I finish the model description with Hayek's view on the gold standard, which is the basis of another model of a 

competitive monetary system. Hayek recognizes its merits, especially because the use of this standard was a factor that 

prevented the state to exercise its power in modifying the monetary aggregates arbitrarily. However, the drawbacks that 

the gold standard brings, namely the inability of all countries to put in place this system and the fact that there is not 

enough physical gold to support this approach, leads him to believe that "even at its best it would never be as good a 

money as one issued by an agency whose whole business rested on its success in providing a money the public 

preferred to other kinds".[3]  

 

3. Some considerations on the feasibility of the model 

  
So, we are talking about a system in which banks are free to issue their own irredeemable currencies, while 

keeping stable their purchasing power in relation to a basket of goods and services. The price of this basket will be 

continuously monitored so that the issuer can quickly intervene when its currency appreciates / depreciates against that 

basket. From the considerations discussed in part 1, we can assume without any risk to our venture that in such a 

system there will be few issuers, because only a few currencies will be accepted by the public. The remaining issuers 

will base their issues on the already issued and accepted currencies and must maintain full reserves when lending.  

As for the feasibility of the model, there are a number of observations worth contemplating.  

The first observation is that the model suggests the use of fiat money, although history has shown that, if let 

free, people preferred to use as money some goods / metals that had intrinsic value. A good demonstration of this had 

been given by Ludwig von Mises, with his regression theorem, which showed that the preference for a currency in one 

day can be linked to the purchasing power that the currency had the previous day and, continuing the regression, the 

conclusion was that, when barter was abandoned, money had been chosen based on the intrinsic nonmonetary value 

they had.[4] The regression theorem contradicts Hayek's model, which is based on fiat money, because bringing into 

discussion the idea of intrinsic value involves, in my opinion, the presence of convertibility. In this situation, if the 

issue of currency will became once again free, it is very likely that history will repeat itself, so the only money that will 

withstand the competition will be those redeemable into something tangible and of value. From this perspective, the 

concept of competing currencies seems to go along with convertible commodity money. Furthermore, it is very 

unlikely that people will willingly accept fiat money issued by different entities and with only one guarantee, the 

promise that they will retain their purchasing power. Therefore, the combination of non-convertible money with free 
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banking is not a happy one. Rothbard is one the same grounds and notes that "…the major flaw in Hayek's scheme: Not 

just that no one would pay any attention to these currencies, but that the scheme leaves the really important current 

moneys, dollars, pounds, etc., in the hands of monopoly government. Hayek's 'denationalized' money may allow for 

freedom to produce such trivial paper tickets as ‘Hayeks’ and ‘Rothbards’, but it would disastrously leave real money: 

dollars, pounds, etc. safely nationalized and monopolized in the hands of government. And so inflation would proceed 

unchecked upon its way".[5]  

A second observation is linked to how the new currency is defined, which is abnormal. Basically, as Hayek’s 

currency can exchange for other currencies, it becomes a surrogate rather than money itself. And then the question is 

why anyone would want to use it in place of any of the currencies in which it can be changed. As a response to this 

question, this currency can be interpreted as a good way to defend yourself against the depreciation of the currencies in 

which it is redeemable, making what is called hedging. But even so, it is likely that its usage will be reduced. On the 

same pattern it is defined the euro, only that its usage was enforced. 

A third observation concerns the stability of the currency and the comparison with the gold standard. As we 

have seen, the author understands this stability as keeping constant the purchasing power of the currency against a 

basket of goods. This requires some clarifications. First, it must be said that monitoring such a basket is difficult. For 

example, in the Consumer Price Index of Romania are monitored around 1,790 varieties of goods and services and 

within each variety enter several products, so the total prices tracked are about 100,000, each being checked three times 

per month. Beside this, we must not forget that such a stability seen through a basket of goods is relative. For example, 

the prices of meat and meat related products increase and the price of mobile calls drops, both of them being in the 

basket on which the currency stability is based. In this situation it is impossible to say, from the point of view of the 

currency’s user, if the currency was stable. Moreover, such an index rather sees an average of specific circumstances 

and not the circumstances themselves. Choosing an index based on a huge assortment of prices has no chance to reflect 

any individual consumption basket, as it is impossible for anyone to have a consumption structure that molds loyally to 

the index in regard to the products consumed and their weight in the basket. Thus, such a consumer index aims at a 

consumer that exists only in theory, not in real life and therefore the appreciation that such stability is stronger than that 

obtained under a gold standard is, in my view, forced. As noted by Soto "Hayek demonstrates that a policy of 

stabilizing the purchasing power of the monetary unit is incompatible with the necessary function of money with 

respect to coordinating the decisions and behaviors of economic agents at different points in time".[6] Do not forget 

that the role of money is to be a medium of exchange, not a guarantor of the ability to buy certain goods / indexes at 

fixed prices. Such a role is incumbent rather to forward or futures contracts.  

     A fourth observation concerns the practicability of the solution. As I pointed out on several occasions, the 

currency’s role is to mediate exchanges. As the number of currencies in circulation increases, so does the likelihood 

that some of them will be used less and less. Thus, as Mises observed with commodity money, the tendency is to phase 

out some of the goods that back the currencies until there is only one medium universally accepted, "in a word, 

money." We can assume that this theory applies to paper money as well. Therefore, having in mind the fact that we talk 

of a system in which currencies are irredeemable, we can conclude that, in the end, there will be a few issuing banks. In 

this situation, the risk of a cartel becomes significant. It is relevant in this regard the analysis of Professor Klein, who 

points out the possibility of the emergence of a dominant currency in the system.[7] The dominant currency is not a 

new concept. Such a system means that there is a universally accepted currency and all issuers undertake to redeem 

their currencies on demand in the dominant currency. In contrast, the dominant currency issuer is not bound to redeem 

its currency in other currencies or metals, i.e. the dominant currency is irredeemable. This is actually the monetary 

system model which has been the most widespread. Initially, the dominant currency was based on precious metals, 

otherwise said the precious metals were the money and, later, with the emergence of central banks, the dominant 

currency was the fiat one picked by each state.  

A fifth observation identifies the lack of interest rates from the model proposed by Hayek. We saw earlier that, 

overall, it is likely that the public will want a stable currency. However, we must not forget that there are groups of 

users that do not necessarily want this. For example, an investor might be tempted to take a higher amount of risk, with 

the hope that he will enjoy greater profits. A higher interest rate offered could make a less stable currency more 

attractive because of this differential. In this respect, the Romanian case can be cited as an example. In the pre-crisis 

period, great amounts of capital entered the country just to speculate the difference between the interest rates of the 

euro and the ron. Therefore, it is likely that at least some of the money that would appear in a free market could be 

unstable. Thus, Hayek's observation that it is necessary for the public to predict accurately the price trends cannot be 

best served by a central bank that announces in advance what price increase is willing to accept? In this sense there can 

be pointed put the inflation targeting strategies adopted by many central banks, including the National Bank of 

Romania, which involves announcing the annual inflation targets that are to be achieved over a longer time horizon.  

A sixth observation aims at the costs that such a system entails. One of the biggest advantages, if not the 

biggest, that the use of a single currency provides is that everything is measured by the same yardstick. Hayek’s 

system, which allows multiple currencies in circulation, is unlikely to evolve in this direction. It’s also undesirable 

because it would be a perfect monopoly. After Edwards [8], the advantages offered by the existence of a single 

currency in circulation could be kept by a system that allows more currencies, provided that all those currencies are 
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accepted everywhere and prices are denominated in each of them. Although meeting these criteria does not seem 

difficult, there are costs caused by some factors, ranging from the public’s need to always pay attention to the 

reputation and financial strength of issuers to the equipment necessary to work with multiple prices (i.e. cash registers 

etc.). Even if Hayek assumed that these costs are justified and therefore will be accepted by the public in order to have 

stable currencies in terms of purchasing power, they cannot be overlooked. Moreover, studies on this matter did not 

reach a consensus. Mundell showed in the theory of optimum currency areas that “the cost of valuation and money 

changing tend to increase with the number of currencies" [9] and Klein went further and noted that "if there are many 

monies and many sets of prices the unit of account and medium of exchange functions of money are hampered".[10] 

According to others, it would not be the case, as it is assumed that only a few currencies will be in accepted in 

circulation. Even so, it remains almost impossible to estimate if between a fiat money system managed by the state and 

one built on the lines envisaged by Hayek the latter would be more efficient in terms of costs.  

Finally, the seventh and last observation relates to the management of inflation. Friedman [11] believes that 

such a competition will lead to an indefinite increase in the quantity of money because the marginal costs of issuing fiat 

currency will be close to zero and one of the conditions to maximize profit is that the selling price equals the marginal 

cost. His vision is shared by Pesek and Saving, who believe that "a money competitive industry is suicidal”.[12] On the 

other side are those who believe that it is impossible in such a competitive system to create inflation through currency 

overissue. Given that such a model has not existed in practice and therefore no empirical data exists on these aspects, I 

consider that the best thing to say is that this topic remains an interesting one for further research.  

 

4. Conclusion 

 
This article was intended to be an overview of the model proposed by Hayek in his book "The 

Denationalization of money" and an analysis of the possibility of its implementation as a reform of the current 

monetary system. Hayek’s system resembles somewhat to the current international monetary system, with 

various currencies and issuers. We have already many currencies in circulation, with different degrees of 

stability and predictability. Therefore, it is likely that the transition to such a system would start with the 

complete removal of controls on capital movements and exchange rates, directions in which there were already 

taken steps. The analysis of the model revealed a number of questions that still await responses, which calls into 

question whether it can perform in practice. It is to be noted here, among other things, the proposal of using fiat 

money, although history has shown that, if left free, people have always chosen commodity money because of 

their intrinsic value. The biggest problem is that such a model did not exist before, which does not mean it is 

impossible to put it in practice, but casts doubt on the concepts on which it was built.  
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