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Preface

Vera Smith’s The Rationale of Central Banking invites us to
reassess our monetary institutions and give reform propos-
als due consideration. The decades since it first appeared in
1936 have restored its themes to relevance. Government-
dominated monetary systems have continued to perform
poorly. Other experience, as well as the work of James Bu-
chanan and the Public Choice School, has heightened skepti-
cism about government generally. People are now willing to
discuss what Vera Smith set out to examine: "the relative
merits of a centralized monopolistic banking system and a
systemn of competitive banks all possessing equal rights to
trade’’ (p. 3).

After a biographical sketch of Vera Smith, I survey the
leading themes of her book. I then offer some embroidery
on them and consider how they bear on current issues of
money and banking reform.

Vera Smith wrote The Rationale of Central Banking as a
doctoral dissertation at the University of London School of
Economics under the supervision of Friedrich A. Hayek.
She received her Ph.D. degree there in 1935, having en-
rolled as an undergraduate in 1930. She studied with
Hayek, Lionel Robbins, T. E. Gregory, J. R. Hicks, and Den-
nis Robertson; in 1933-34 she was Hugh Dalton’s research
assistant. Thanks not only to the school’s faculty but also to
a group of students who, like herself, were to become re-
nowned economists, Smith experienced the London School
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in what were perhaps its golden years. In 1936-37 Smith
served as economic assistant at the Imperial Economic
Committee.

In April 1937, Smith married the German economist
Friedrich Lutz, who was an assistant to Walter Eucken in
Freiburg and had held a fellowship of the Rockefeller Foun-
dation in England in 1934-35. In the year of their marriage
Friedrich Lutz received another Rockefeller fellowship, and
the couple traveled to the United States. After a year and a
half back in Europe, the Lutzes returned to the United States
just before the outbreak of World War II. {Lutz’s traditional-
liberal orientation blocked him from an academic career in
Nazi Germany.) During the war Vera Lutz served on the re-
search staffs first of the International Finance Section of
Princeton University and then of the League of Nations, also
in Princeton. In the latter post Vera Lutz worked with such
noted economists as Alexander Loveday, Gottfried Haberler,
and Ragnar Nurkse.

From 1939 to 1953 Friedrich Lutz held positions from in-
structor to full professor at Princeton University. After a year
in 1951-52 as visiting professor at Freiburg, in 1953 he
moved to the University of Zurich, where he taught until
retiring in 1972. He was a visiting professor at Yale in the
winter of 1962-63. From 1950 to 1963 Mrs. Lutz spent fre-
quent periods for research at the Bank of Italy, the develop-
ment agency for southern Italy, and the Banca Nationale del
Lavoro. From 1963 to 1969 she frequently visited Paris for
research on French indicative planning. She never chose to
accept a teaching position. Professor Lutz died in Zurich in
1975; Mrs. Lutz, born at Faversham, Kent, England, on 28
April 1912, died in Zurich on 20 August 1976.'

k Biographical and bibliographical facts come mainly from articles assembled
by Ente per gli Studi Monetar1, Bancari e Finanziari “‘Luigi Einaudi.” 1984, espe-
cially those by Rosaria Giulhani Gusman and Gottfried Haberler; from Verena

Veit-Bachmann's article on Friedrich Lutz; and from a letter and enclosure
dated 26 June 1989 written by Mrs. Brenda K. Fowler, the sister of Vera Smith
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Vera and Friedrich Lutz were both prominent members of
the Mont Pelerin Society, and Friedrich was its president
from 1964 to 1967. The Society’s international membership
consists mainly of scholars but includes journalists and busi-
ness people also. It was established under the leadership of
F. A. Hayek in 1947 with the purpose of fighting socialism
and revitalizing classical liberalism.

The Lutzes collaborated on several works, including Mon-
etary and Foreign Exchange Policv in Italy (1950} and The
Theory of Investment of the Firm (1951). Books written by
Mrs. Lutz alone include Italy, a Study in Economic Develop-
ment (1962) and Central Planning for the Market Economy:
An Analvsis of the French Theorv and Experience (1969). Be-
sides writing many articles on money, credit, banking, pub-
lic finance, the theory of the firm, economic development,
economic planning, and the labor market, Mrs. Lutz trans-
lated books by Wilhelm Ropke, Oskar Morgenstern, and
Fritz Machlup from German into English.

A central bank, as Smith notes, is not a product of natural
development. It originates through government favors and
bears special privileges and responsibilities. Typically, it
serves as banker for the government and for the ordinary
banks and monopolizes or dominates the issue of paper
money. From this privilege derive the secondary functions
and characteristics of a modern central bank: it guards the
bulk of its country's gold reserve, and its notes and deposits
form a large portion of the cash reserves of ordinary banks.
It is constrained under a gold standard, though less tightly
than competing banks would be, by the obligation to keep its
notes redeemable. When unable to meet this obligation, it
typically suspends payvments and goes off the gold standard,
while its notes acquire forced currency. (One excuse for
such actions is that reserves held with it can be guaranteed

Lutz. I am grateful to Mrs Fowler for going to the trouble of preparing her
valuable information.
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safe only if its notes remain in circulation even with their
redemption suspended.) Control over the volume of its own
note and deposit issue gives the central bank power over the
size or scale of the country’s money and banking system
and over the general credit situation.

Smith touches on the aims and origins of central banks.
A central bank may originate as a privately owned profit-
seeking institution. Another motivation, not incompatible
with the first, is to help in the financing of government.
Smith reminds us of that reason for establishment of the
Bank of England, and she shows similar motivations at work
in France and elsewhere.

The special privileges and dominant position of a central
bank thrust responsibilities onto it that dilute or override its
profit orientation. This is true of fully evolved central banks
like today's Bank of England and the Federal Reserve System
in the United States. As '‘lender of last resort,” the central
bank is supposed to come to the rescue of the ordinary
banks during shortages of reserve funds and scramblings for
currency, lending them its own freshly issued bank notes.
Disregarding narrow profit considerations, it is supposed to
use its influence over money, credit, and interest rates to
serve public objectives such as, before 1914, keeping the
country's currency firmly on the gold standard and, now-
adays, resisting inflation while promoting production and
employment (to the extent that those objectives are feasible
and compatible).

Free banking, as Smith defines it, is a regime allowing
banks to operate and even to issue bank notes under no re-
strictions beyond compliance with general company law
(pp- 169-170). A bank may enter the field without special
permission if it can show profit prospects, raise sufficient
capital, and win public confidence in itself and its notes. It
has the same rights and responsibilities as other business en-
terprises. Its notes are “promises to pay,’ redeemable in






