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ABSTRACT

This paper surveys the literature on asymmetries in balance of payments
adjustment during the classical gold standard and on the role of London and the
Bank of England in managing the system. It reviews the writings of several
authors including Keynes, Hawtrey, Bloomfield, Friedman and Schwartz, Triffin,
Bordo and Schwartz and Eichengreen. The focus is on the period from January
1876, when the Reichsbank started operations, to December 1913,

The main conclusion is the that the balance of payments adjustment
between the three largest European industrial countries (the UK, Germany and
France) was more symmetric than is implied by Keynes' "conductor of the
international orchestra view", with the burden of adjustment falling more on the
UK than is commonly believed. The rules of the gold standard did not per se
induce an asymmetric adjustment, unlike the Bretton Woods system. But
asymmetries can arise also from differences in preferences of the Central banks
and of the public, two examples being Germany's low inflation preference under
the European Monetary System or the strong French propensity to hoard gold
under the gold standard, and especially from differences in countries'
structural/istitutional features like 1) the relative size of the economy and its
importance in world trade, 2) the size of the countries' gold stock, 3) the spreading
of the use of key currencies (sterling, marks and francs) as a substitute for gold in
central banks' balance sheets (the gold exchange standard), 4) the extent to which
a country is an international net creditor/debitor and/or an exporter of raw
materials, 5) the use of gold devices (capital controls). The paper also looks at
each one of these institutional features, how they changed through time and how
they influeced balance of payments adjustment.






Was London the conductor of the international orchestra, the second violinist or

just the triangle player? A survey of the literature on asymmetries in balance of

payments adjustment during the classical gold stanﬂard_‘.
by Giuseppe Tullio and Juergen Wolters?

"During the latter half of the 19th century the influence of London on credit conditions
throughout the world was so predominant that the Bank of England could almost have claimed to
be the conductor of the international orchestra. By modifying the terms on which she was
prepared to lend, aided by her own readiness to vary the volume of her gold reserves and the
unreadiness of other Central Banks to vary the volume of theirs, she could to a large extent

determine the credit conditions elsewhere." (Keynes, 1930, Vol. II, p. 306/7).

Introduction

In the often quoted statement above Keynes describes the classical gold
standard as a very asymmertic system dominated by London. His view as
summarized in the above statement has had a great influence on later thinking on
the subject. However, a detailed analysis of his writings shows a more complex and
less extreme view of how the gold standard was working. In addition, especially on
the eve of world war I the German economy had overtaken the British one and
also in the US economic growth had been in the preceeding decades much higher
than in UK. The declining relative power of the UK must have influenced the
degree of asymmetry present in the system.

At the opposite extreme McCloskey and Zecher (1976, p.65) assume that

the balance of payments adjustment between the main industrial countries was

Ipaper written for the Brescia Seminar on Monetary anh History of Monetary Thought held in

Brescia on May 2-3 1993,

2The first author is Professor of Economics at the Universita di Brescia and the second at the Free
University of Berlin. We would like to thank the participants of the First Brescia Seminar, in
particular Michael Bordo, Michele Fratianni, David Laidler, Anion Muscatelli and Franco

Spinelli for valuable comments. The usual disclaimer applies.



symmetric and consider, maybe provocatively, the Bank of England as "the second
violinist, not to say the triangle player".

This paper surveys the literature on asymmetries in balance of payments

adjustment during the classical gold standard and on the role of London and the "

Bank of England in managing the system. Thus the paper deals only with how
countries adjusted to each other and not with how gold standard countries as a
group stabilised (or destabilised) the world price level. We review the writings of
Bagehot (1873), Keynes (1913, 1930), Hawtrey (1927, 1932), Cassel (1935),
Viner (1937), Haberler (1937), Whale (1937), Meade (1951), Bloomfield (1959,
1963), Ford (1960), Friedman and Schwartz (1963), Triffin (1964), Scammel
(1965), Lindert (1969), McCloskey and Zecher (1976), Kindleberger (1978, 1988),
Neuburger and Stokes (1979), Bordo (1984), Bordo and Schwartz (1984),
Eichengreen (1985, 1987, 1992), Sommariva and Tullio (1987, 1988) and
Giovannini (1989) to see what they thought about asymmetries in the balance of
payments adjustment mechanism during the classical gold standard and about the
centrality of the role of London. We focus on the period from January 1876, when
the Reichsbank started operations, to December 1913 and this is for the purpose of
this paper, the period we call the "classical gold standard".

The main point we would like to make is that balance of payments
adjustment between the three largest European industrial countries (the UK,
Germany and France) was much more symmetric than is implied by Keynes'
sentence quoted above, with the burden of adjustment falling more on the UK than
is commonly believed. Put differently, the UK felt shocks originating in Germany
and elsewhere and had to take defensive action more often and more strongly than
is commonly believed. A corollary of our analysis is that the role of London should
be downgraded with respect to Keynes' "conductor of the international orchestra
view", while the role of Berlin and maybe Paris should be revalued accordingly.
Viceversa, the adjustment between the UK and the countries at the center on the

‘one hand and the countries at the periphery on the other was very asymmetrical, as




pointed out by several authors, in particular by Hawtrey (1930), Ford (1960) and
Triffin (1968) and we do not object to this view.

One factor which may have led to exaggerate the belief that the classical
gold standard was working asymmetrically and to overemphasize the role of
London as the "conductor of the international orchestra" is the fact that most
influential writers were British and probably had more the balance of payments
adjustment between the UK and the rest of the British Empire (and commodity
producing countries) in mind than the one between the UK and Continental
Europe; in addition at least Keynes knew very well the monetary system and the
balance of payments adjustment mechanism of one important British colony ( see
"his Indian Currency and Finance", Keynes, 1913) and his may not have been an
isolated case. Despite his reference to London as the "conductor of the
international orchestra", Keynes himself was well aware in other passages her
weaknesses to foreign shocks and that "the height of her financial supremacy" had
been reached "when the last quarter of the 19th century began" (Keynes, 1913, p.
19) i.e. before our observation period begins.

Returning to the balance of payments adjustment between industrial
countries which were on the gold standard it should be pointed out that the rules of
the system do not per se induce an asymmetric working of international
adjustment, unlke the Bretton Woods system. But asymmetries can arise also from
differences in preferences of the Central Banks and of the public, two examples
being Germany's low inflation preference under the European Monetary System or
the strong French propensity to hoard gold under the gold standard. Asymmetries
can arise especially from differences in countries' structural/institutional features of
the national economy and/or the monetary system like 1) the relative size of the
economy and its importance in world trade, 2) the size of the gold stock of the
Central Bank in relation to its liabilities, the size of the gold stock in circulation and
the related issue of the development of the banking system and of demand deposits,

3) the spreading of the use of key currencies (sterling, marks and francs) as a



substitute for gold in Central Banks' balance sheets (the gold exchange standard),
4) the extent to which a country is an international net creditor/debtor and/or an
exporter of raw materials, 5) the use of gold devices (capital controls). Some of
these characteristics are closely related and often undistinguishable from national
preferences.

A few words on how and why each of these structural features influences
the degree of asymmetry in international adjustment and how we intend to measure
them are in order:

1) Size. We measure the size of the UK, Germany, France and the US in terms of
GDP/GNP and exports. Why size is important for the issue of "who adjusts to
whom" is intuitive. Yet, despite the importance of size, of the post world war II
authors cited above only McCloskey and Zecher report data on relative GDP; the
older authors can of course hardly be blamed for this omission, although they must
have had data on commodity exports at hand. One could include under this item
the composition of exports and their degree of diversification by sector, as they
affect a country’s vulnerability to external sectoral demand and price shocks.
However, we will discuss the composition of exports toghether with the net
debtor/creditor position of a country (feature 4 below).

2) The metal stock, Here we have to distinguish between the amount of gold
holdings of each country's Central Bank and of gold holdings in circulation. The
first affects the ease with which the Central Bank can afford to react to foreign
official discount rate increases and to gold losses from its own reserves, If its gold
stock is very large in relation to the legal minimum reserve ratios, like in the case
of France, it can dispense altogether with a Bank rate increase. The gold stock in
circulation is important because if it is large in relation to the total stock of means
of payments, again like in the case of France, the money multiplier 1s small and an
outflow of gold from the country will lead to a limited multiple contraction of
credit, shifting a proportionately greater buden of adjustment onto surplus

countries. We shall see how different the gold stocks and the money multipliers




were in the three countries, how they changed through time and which authors
were aware of the importance of this factor.

3) The development of the gold exchange standard. Bloomfield (1963) and
Lindert (1969) have documented the use of foreign exchange (pound sterling,
marks and francs) as a substitute for gold in Central Bank's balance sheets. Their
use became widspread especially after 1900. That the spreading of the gold
exchange standard introduced profound asymmetries in balance of payments
adjustment between the reserve currency country and the "periphery" was already
very clear to some of the older authors, particularly Keynes, Haberler, Viner and
Meade, although one had to wait the full development of the money multiplier
theory to grasp the full implications of it.

4) The net creditor/debtor position. This feature is closely connected with the issue
of the size, depth, breadth and resilency of the national money, capital and gold
markét. Here the argument is that it is easier to stop a capital outflow by a capital
expofting country than to induce a larger than usual capital inflow by a capital
importer in time of distress; however, there seems to have been an exception to this
rule, igs we shall see later. We shall treat under this heading also the degree of
diver;fﬁcation of exports because low diversification, shallow financial markets and
high dependence on capital imports from abroad are what characterized less

developed countries and colonies.

5) The use of so-called gold devices. Although the use of gold devices cannot
properly by considered as a characteristic of the economy or the monetary system,
they can nevertheless be related to the "effectiveness” of Bank Rate on the one
hand and the nation's inclination to hoard gold (point 2 above), an inclination the
French have excelled in well into the 1960s. In today's terminology we would call
the use of gold devices " controls on international capital flows". They tend to
shift the burden of international adjustment on other countries, provided the latter
do not use them to the same extent. We shall treat them together with the changes

in the degree of international capital mobility stemming from other sources.



We organize the review of the literature as follows. In Section 1 we discuss
the symmetry of adjustment in Hume's price-specie flow model, we show that
Keynes contradicts his "conductor of the international orchestra" view in other
passages of his "Treatise on Money" and we discuss the other views of the role of
London encountered in the literature, namely those of Kindleberger (1978,1988),
Cassel (1935), Scammel (1965), Eichengreen (1992) and McCloskey and Zecher
(1976). In Sections 2-6 we look in turn at what importance the various authors
attributed to each of the structural/institutional characteristics mentioned above in
influencing the degree of asymmetry of the system and how the dramatic changes
of the characteristics during the 38 year period under study most likely affected the
sharing of the burden of international adjustment. We therefore also supply
information on how the characteristics changed during the 38 year period
considered. We gathered some data ourselves from various statistical sources, but
we also found information in the writings of the authors mentioned above. Thus
Sections 2 to 6 combine History of Economic Thought with Economic History. In
Section 7 we discuss international cooperation and asymmetries. Section 8

concludes,

1. The degree of symmetry/asymmetry in balance of payments adjustment and the
role of London in Hume, Keynes, Kindleberger and others,
Perfect symmetry in Hume

In Hume's price-specie flow model the adjustment between countries
belonging to the gold standard is perfectly symmetrical. A trade deficit causes an
outflow of specie and a fall in the price level which is proportional to the reduction
in the money stock, the reverse happening abroad until trade equilibrium is

reestablished. This "sequential" adjustment: first the proportional change in prices?,

3The proportionality between prices and money is clear from following sentence:"Suppose that
four-fifth of all the money in Great Britain is annihilated in one night, and the nation reduced to
the same condition, with regard to specie, as in the reigns of the Harrys and Edwards, what would
be the consequences? Must not price of all labour and commedities sink in proportion , and
everything be sold as cheap as they were in those ages?" (Hume, 1752, p. 43).

6




then the beginning of the trade adjustment is unrealistic even for Hume's time in
view of the sizable international integration reached already at his time by at least
some goods markets (the law of one price)®. In addition his model does not
consider the role of income changes, of raw material price changes and of capital
flows. Finally it neglects the implications of the financial system including the role
of the Central Bank(s) in the adjustment of the balance of payments.

Later writers introduced the above mentioned "complications" into the
model and gave a much more realistic picture of how the balance of payments
adjustment mechanism was working during the classical gold standard. They
emphasised in particular the role of capital flows (toghether with discretionary
Bank Rate policy) for short run adjustment and of spending changes (aggregate
demand/purchasing power changes) for more fundamental adjustment, while
deemphasizing Hume's relative price mechanism. In turn, spending changes were
supposed to be caused maily by monetary factors (gold flows and Bank Rate
policy). -In this respect Hawtrey, Keynes and the adherents of the monetary
approach to the balance of payments of the 1970s belong to the same school.
However, relative prices and spending changes are not incompatible with each
other as balance of payments adjusment mechanisms and can therefore be
combined in the same models.

The introduction of all these "complications” seems to have had an
interesting side-effect: the symmetry of balance of payments adjustment of Hume's
model seems to have been somewhere lost on the way. The real growth of the
British economy ahead of that of every other country since Hume's time, the
growth of the British empire and of the London financial market, coupled with the

greater awareness on the part of the Bank of England of its role as a Central Bank,

4Ttalian economists of the 17th and 18th century were well aware of the law of one price and
tended to attribute more imporiance to the direct expenditure effect than to relative price changes.
For a detailed analysis of the balance of payments and exchange rate theories of Italian classical
writers see Tullio (1981, Chapter 1).

5For a two-country and three equation model inspired by the reading of Italian classical writers,
explaining inflation and international reserve flows in each country and in which the relative
price mechanism of the price-specie flow is combined with the direct spending effect of the
monelary approach see Tullio (1981, Appendix 1.1 of Chapter 1).
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especially after publication of Bagehot's Lombard Street in 1873, must have

contributed to this changed perception.

The special role of London in Keynes

It is clear for instance that the sentence by Keynes quoted at the beginning
of this paper represents a dramatic change in the thinking about the degree of
asymmetries in international adjustment with respect to Hume's price specie flow.
At the end of the above sentence it is implied that the desire by foreign (read
French?) Central Banks to accumulate gold enhances the power of London's Bank
Rate to influence foreign money markets® . However, most authors and also
Keynes himself in other parts of the Treatise, state that a higher foreign gold stock

increased the independence of foreign Central Banks:

"and the wider the margin of safety in Central Banks' aggregate reserves, the less willing will

each be to respond reciprocally to the vagaries of the others" (Keynes, 1930, Vol. I, p. 356).

As we shall see in greater detail in Section 3, most authors also believed that the
very low gold reserve of the Bank of England reduced its latitude for independent
action and increased its vulnerability to foreign shocks. Quoting again from

Keynes:

"Some Central Banks may have a considerable short period latitude for independent action;

others, as for example the Bank of England, much less". (Keynes, 1930, Vol. II, p.283).

And in the quotation reported in Section 3, page 19 he discusses in even greater
details the role of the gold stock in causing asymmetries (Keynes, 1930, Vol. 1], p.

286). Elsewhere he introduces the size of one country in relation to the others as

61t also implies that foreign central banks are more likely to follow London's Bank Rate on the
way up (in order not (o loose gold) than on the way down (in order to attract gold). And therefore
it implies that London's power is stronger for Bank rate increases than for decreases. In principle
the above hypothesis could easily be tested with the data used by Tullio and Wolters (1996).
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an important factor in determining the sharing of the burden of adjustment,
although nowhere in his writings we found data showing how large the UK was in

relation to the rest of the world.

"But apart from small movements and short periods, each Bank is necessarily governed by the
average (italics in the Treatise) policy of the Banks as a whole. If our Bank is a large Bank, it will

contribute more to the average and so will get more of its own way than a small Bank can."

(Keynes, 1930, Vol 11, p. 285/6).

The vulnerability of one country to foreign shocks depends also on how far
away shocks originate. After stating that the difference between gold points was a
function of distance and reporting that it was about 1/2 of 1% between London
and Paris, as oppposed to about 3/4 of 1% between London and New York and

1.5% between London and India, he argues that as a result;

"the mere propinquity of London to Paris will tend to throw on her more of the short period

burden of French gold requirements than on New York" (Keynes, 1930, Vol. IT, p. 327).

In his Indian Currency and Finance (1913, p.19) he states that the height of
London's financial supremacy had been reached when the last quarter of the 19th
century bagan and he was well aware of the threat to London and to the stability of
the gold standard which 2 move of India from a sterling exchange standard to the
gold standard would have posed. It should be recalled that the main suggestion of
the book was that India should remain on a sterling exchange standard exactly to
avert that threat. In conclusion the main point we want to make is that Keynes did
not seem at all so sure that London was really the "conductor of the international
orchestra” and in any case he contradicts himself. He may have had some suspicion
that on the eve of world war I London may have been more like the conductor of

the orchestra of a sinking ship.



There is another at least apparent contradiction in Keynes' writings about
the gold standard which, although less relevant for the the main thrust of this
péper, may be still worth mentioning. Before world war I he was fighting for the
survival of the international gold standard by trying in his "Indian Currency and
Finance " to convince India and the British government to refrain from moving to
gold. After world war I he became a staunch opponent of the return to gold by the

UK, as demonstrated by the following witty and colourful sentence:

“Thus, almost throughout the world, gold has been withdrawn from circulation. It no longer
passes from hand to hand, and the touch of the metal has been taken away from men's gresdy
palms. The little household gods, who dwelt in purses and stockings and tin boxes, have been
swallowed by a single golden image in each country, which lives underground and is not seen.
Gold is out of sight-gone back into the soil. But when gods are no longer seen in a yellow panoply
walking the earth, we begin to rationalize them;, and it is not long before there is nothing left.,"

(Keynes, A Treatise on Money, 1930, Vol I, Chapter 35, p. 291).

But of course a few things had changed between 1913 and the 1920s. In
any case he hasn't been a good prophet. The world had to wait until August 15

1971 to see the end of gold's influence on world's monetary affairs!

Kindleberger's hegemonic stability theory and other asymmetric views

London plays a very central role also in another theory of the gold
standard, the "hegemonic stability theory”. Kindleberger argued that the classical
gold standard was stable because there existed a dominant power willing and able
to provide the required leadership and contrasted the pre-World War I period with
the interwar period when the UK was not powerful enough to stabilize the system

and the United States were unwilling to do so. In Kindleberger's words:
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"The world ¢conomy was relatively stable from 1850 to 1914 when the UK provided leadership
with free trade, the gold standard and the British Navy. The transition from Britain to America
was drawn out and fateful. Now, 40 years after World War II the economic strength and resolve
of the US are faltering. Will there be a similar disturbed and disturbing interregnum?”

(Kindleberger, 1988, p. 154).

According to Kindleberger the country stabilizing the system should undertake to
provide a market for distressed goods, a steady if not coutercyclical lending and a
rediscounting mechanism for providing liquidity when the monetary system is
frozen in panic.

Other authors went even further than Keynes and Kindleberger in
emphasizing the centrality of London. Scammel and Cassel went so far as to equate
the gold standard of the period under analysis to a sterling exchange standard

(Scammel) or even to a sterling standard (Cassel).

"Thus the picture of the gold standard operations in the period before 1914, is one of a close
intercheangeability of gold and sterling which gave to the Bank of England not only the role of
regulator of the British monetary system but, in great part, that of regulator of the gold standard

and the international payment system” {Scammel, 1963, p.104}.

And on the same page, in comparing the pre-1914 gold standard with the post
World War I gold standard, Scammel states that before 1914 only one reserve
currency existed, the pound. This is plain wrong, as shown by Bloomfield (1963)
and Lindert (1969). In addition Scammel, like Keynes, seems to contradict himself

somewhat when he states:

" ...much of the onus of adjustment fell on Britain who in this period of expansion was capable
of making what were no more than rolling adjustments to her monetary position without

embarrassment.” (Scammel, 1965, p. 107).
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Cassel considered the classical gold standard as a "British standard" :
"...(that the international gold standard worked so well) can only be explained by the basic
position that the pound held in the system. Indeed, the pre-war gold standard system may not
inadequatly be described as a sterling bloc held toghether by London's position as the world's
financial clearing center and by the serw}ice of the pound sterling as a generally recognized means

of international payments (Cassel, 1935, p. 4-5).

Both Scammel and Cassel had a partial view of the gold standard in the
sense that they probably focused on the relationships between the UK and those
countries like Japan, India and all British colonies which were on a sterling
standard. They probably did not know how fast the German and the US economy
were was rising as the century was coming to an end and that by the time the
Reichsbank had started to accumulate to a small extent pounds in its reserves, the
Reichsmark had already become a reserve currency itself, the most widely used in
Continental Europe, if one disregards french francs reserve holdings by Russia
(Lindert, 1969).

Another very asymmetric view of the classical gold standard was Triffin's
(1964) who emphasized terms of trade changes between the UK and less
developed countries in the balance of payments adjustment process. We shall treat

his contribution in Section 5.

Back to symmetry: Eichengreen and McCloskey and Zecher
Eichengreen (1992) has challenged Kindleberger's hegemonic stability

theory and implicitly all theories of the classical gold standard which exaggerate
London's centrality and the unconditional asymmetry of balance of payments
adjustment. He argues that the interwar period is hardly exceptional for the
absence of a hegemon and that there was no country that single handedly managed

international monetary affairs prior to world war I. According to him "the classical
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gold standard was a decentralized, multipolar system” whose smooth operation
was not attributable to stabilizing intervention by a dominant power. And we tend
to agree with Eichengreen rather than with the “conductor of the international
orchestra" view in which Keynes believed only half-heartedly, as we hope to have
shown above, or with the "hegemonic stability theory”".

McCloskey and Zecher (1976) in their application of the monetary
approach to balance of paymants adjustment during the classical gold standard hold
a view which is quite in line with Eichengreen and Hume in that it denies a special

role to London and considers adjustment to be rather symmetric. In their words:

"Apparently the Bank was no more than the second violinist, not to say the triangle player, in the

world's orchestra" (McCloskey and Zecher, 1976, p. 63).

Their view is an exaggeration and we consider it a bit crude and as distant
from reality as Cassels’, but maybe they just wanted to be provocative. It
represents the opposite extreme with respect to the hegemonic stability theory and
Keynes' conductor of the international orchestra view. It is unrealistic because it
does not take into consideration the widespread use of the pound as an
international reserve currency, the influence of London within the British empire,
the concentration in London of the world's gold market, the fact that the UK was
in 1913 still the biggest world supplier of manufactured goods and especially
capital goods and that the law of one price on which their model is based applied
only to a limited number of commoditiés, but not to the general consumption
basket because of the existence of non traded goods. Of the older authors,
especially Hawtrey® and Viner were well aware of the role of non traded goods in

international adjustment and in reducing a countries' influence to foreign shocks.

TEichegreen (1992) attributes the succesful working of the gold standard to credibility (of fixed
exchange rates and of internal convertibility) and to cooperation among central banks, It is worth
mentioning that in his 1985 book he held the view that cooperation was not so important. We
shall take up the issue of cooperation in Section 7.

8See Hawtrey (1932) pages 148-150. Incidentally Hawirey is also a precursor of the "stock view
of international capital flows" rediscovered by Branson (see Branson, 1970).
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We should mention in passing that Friedman and Schwartz in their monetary
history of the US show that changes in relative price levels played an important
role in the balance of payments adjustment between the US and the UK during the
period under analysis, contrary to what suggested by the law of one price

(Friedman and Schwartz, 1963, p. 141 and Chart 9, p. 103).

The econometric evidence

Since the advent of econometrics a number of studies have looked at
interest rate interrelationships during the classical gold standard, using official or
private discount rates. Lindert (1969) found that the influence of London's official
discount rates on the exchange rate was higher than Berlin's, although he expressed
two reservations about his econometric results. The first is that his results may be
explained by the relative inaction of foreign Central Banks. The other being that he
looks at the effect of relative discount rate changes on exchange rates and not on
capital flows. Neuburger and Stokes (1979) found instead that German private
discount rates led by one month French rates and that French rates in turn led
British rates by three months. Giovannini (1989) using weekly official discount
rates found no evidence of temporal precedence in the changes in the British rate.
Instead lagged values of the German rate are significantly correlated with both the
British and the French rate. All the studies mentioned cover the latter half of the
period. Tullio and Wolters (1996) using multivariate Granger-causality tests and
impulse response functions separately for the periods 1876-1895 and 1896-1913
found strong feedback effects between the three main gold standard countries, with
a slight dominance of London.

Eichengreen (1987) using monthly data of official discount rates found that
lagged values of the British rate were very significantly correlated with both the
French and the German rates. He found evidence of a weaker sort that movements
of French and German rates induced a response by the Bank of England. However,

Giovannini {1989, footnote 30) replicated Eichengreen tests, but was unable to
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reproduce his results. By replicating Eichengreen's tests he found that lagged
values of the British rate were not significantly correlated with the German rate,
while lagged values of the French rate were significant in the regression of the
British rate.

In conclusion most econometric studies tend to suggest either strong
feedbacks between the main centers (Tullio and Wolters, 1996) or even a
dominance of Germany and/or France over the UK (Neuburger and Stokes, 1979
and Giovannini, 1989). These findings do not support the views which consider the
role of London in the system as being substantially more central than that of
Germany and France. They are rather in agreement with the view of Eichengreen
(1992) or with that of McCloskey and Zecher (1976).

Be that as it may, as far as asymmetries in UK's external adjustment is
concerned, with McCloskey and Zecher we come back full circle to Hume. The
next five sections deal with the role played in the History of Economic Thought by
the five structural/institutional features mentioned in the introduction and how the
various authors felt they were affecting the symmetry/asymmetry of the adjustment.
In particular the next section deals with the role of the relative size of countries
which was taken into account by McCloskey and Zecher more than by anyone
else. At the beginning of each of the following sections we supply as far as possible

data on these characteristies, before turning to the History of Economic Throught.

2. The size of Great Briatin and her importance in foreign trade®.

McCloskey and Zecher combine the small size of the UK with a somewhat
extreme version of the law of one price and conclude that the UK had on the one
hand a very marginal influence on world's "averages" and, on the other, that it had
very little independence in monetary policy. In the spirit of the monetary approach
to the balance of payments a monetary expansion in the UK would be followed

almost immediately by a gold loss. They are the only ones who report data on GDP

SFor a similar analysis concerning the role of the US during the Bretton Woods period and of
Germany during the EMS period, see Russo and Tullio (1988).
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and say that in 1913 UK GDP amounted to only 13% of world GDP as opposed to
27% for the US (McCloskey and Zecher, 1976, p. 65). Their conclusion that
London may have been just the triangle player has been already cited in Section 1.

Also Keynes was aware of the importance of a country's size in influencing
the world's "average" and in reducing the influences of foreign shocks, as shown in
his sentance quoted above on page 9.

Table 1 shows that taking the UK, Gei'many, France and the US as a group,
the share of UK GDP fell from 23.7% in 1880 to 17.4% in 1910. Germany was
substantially smaller than UK in 1880 (18.7% of the group), but was comfortably
ahead of the UK in 1910 (19%). The relative importance of France fell drarhatically
during the period {from 17.4% to 11.6%), while the US experienced a gigantic
leap forward: from 40.2% in 1880 to 52% in 1910! The geometric growth rates of
real GDP from 1880 to 1910 were (in increasing order): 1.55% per year in France,
1.79% in the UK, 2.38% in Germany and 3.69% in the US'0,

Table 2 presents data on the share of exports of each country in the total of
the group from 1872 to 1908. The changes are even more dramatic. The share of
US exports doubled from 14.2% in 1872 to 28.1% in 1908, The share of the UK
fell from 41.6% to 29.6%, while Germany gained 5 percent.age points and France
lost 7. However, in 1908 the UK was still the biggest exporter. At the end of the
period the US were still a major exporter of agricultural products so that the
figures given above on the rise in US exports may overestimate the threat to UK
dominance. Viceversa Germany had become during the period a major exporter of
manufactured goods!!.

The rising economic power of the US and Germany and the UK's increasing
vulnerability to shocks originating there is shown by' following two "case studies”.

The first case study is from Hawtrey (1927) and refers to the German decision to

10The figures for 1910 reported in Table 1 above imply that US GDP was 2.9 times UK GDP,
while the data reported by McCloskey and Zecher imply that in 1913 it was only 2.1 times. Qur
sources are different than theirs,

UTheir share in total German exports increased from 63.1% in 1880 to 74% in 1910. And the
share of machines and electrical equipment increased from 1.5% to 10.8% during the same
period. (Sommariva and Tullio, 1987, Chapter 1).
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adopt the gold standard which led to large purchases of gold after 1870 and started
the long phase of falling world (and UK) prices which lasted until 1895. In 1873
Bank Rate in London was changed 24 times, many more times than in any other
year before or after!2. The effect of the German decision was magnified by the fact
that all countries that were on a silver or bimetallic standard and did not want to
see their currency depreciate had to follow Germany on gold. However, it is
undeniable that Germany appeared very soon after unification as a major player on
the world monetary scene.

The second example is from Eichengreen (1992). He reports of the
increasing vulnerability of the Bank of England's gold stock and of Bank Rate in
London to US gold demands, especially after the turn of the century . There were
both strong cyclical effects as the US demand for gold and US gold imports were
strongly procyclical as well as seasonal effects connected with US harvests. The
fact that the US did not have a Central Bank to manage the national gold standard
reduced the elas;ticity of the total US money supply to the cycle and to seasonal

money demands and exarcerbated London's vulnerability to US influences.

3. The size of the eold stock and the money multiplier.

Table 3 contains the stock of precious metals in the balance sheets of the
Bank of Englaﬁd, the Reichsbank and the Bank of France in 1880, 1900 and 1910.
In 1880 the gold stock of the Bank of France was about the same as the one of the
Bank of England; by 1910 it had increased fivefold, while the Bank of England's
stock had increased only by 30%. By 1910 the Bank of France had 65% of the
three bank's total gold stock and the Bank of England 17%. As a ratio of exports
the stock of precious metals (including silver) of the Bank of England fell from
12.5% in 1880 to 8.6% in 1910, while during the same period the Bank of France
increased its stock from 56.6% to 61.5% (Table 4). Precious metals of the

Reichsbank fell as a ratio to exports from 18.9 to 13.9% while as a ratio to the

121 ondon charged the official discount rate 6.7 times per year on average {rom 1876 to 1895 and 4.9
times from 1896 to 1913; see Table 5.
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total stock of the three banks it remained stable. Thus the Reichsbank cannot be
accused of having pursued an aggressive policy of gold purchases after 188013, In
relation to money stocks the differences in metal reserves between the Bank of
England and the Bank of France were even larger. Eichengreen (1992) reports
from Meade that in the latter half of the 19th century in England the ratio fell often
below 2%. Sayers (1957) stated that the Bank of England used a powerful Bank
Rate to defend convertibility on the basis of a "thin film of gold".

The small Bank of England's gold stock made the maintenance of
convertibility on her part more difficult especially in times of crises. By increasing
her vulnerability to foreign shocks it reduced the degree of independence of her
monetary policy and forced her to increase Bank Rate more often. It made the
solution of the dilemma between domestic and external objectives (if the,re_was
any) more difficult and costly, although other factors worked in the opposite
direction, like the concentration of the gold market in London, the increasing
international mobility .of capital, the increased effectiveness of Bank Rate in
influencing London's market rates and hence capital inflows, the fact that the UK
remained throughout the period by far the biggest international lender of long term
capital and above all the increasing use of pounds as an international reserve asset.

On the other hand the huge stock of precious metals of the Bank of France
aided by her alleged more frequent use of gold devices increased the degree of
independence of her monetary policy and strongly reduced the influence of British
and German monetary conditions on France. From 1876 to 1895 the Bank of
France changed the official discount rate only 21 times as opposed to the 133 times
of the Bank of England and 66 times of the Reichsbank. From 1896 to 1913 the
changes were 14 for the Bank of France, 88 for the Bank of England and 70 for the

Reichsbank (Table 5).

13During times when the world production of gold exceeded world demand for industrial uses,
countries did not need to take away gold from others to be accused of pursuing an aggressive gold
acquisition policy: "The distribution of newly mined gold obviated to a certain extent the
necessity for gold movements between non-producing countries. A country could suffer a relative
loss of gold through failing to acquire its normaie share in the new supplies” (Whale, 1937, p.
50/51). '
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Triffin states for instance:
"Discount and interest rate changes ...... had to be resorted to frequently by the Bank of England
to defend its very slender gold reserves. The much greater reserve levels of the Bank of France
enabled it, on the other hand, to cushion temporery deficits out of its own reserves, ;vith much

rarer recourses to discount rate changes" (Triffin, 1964, p. 124).

and in the following sentence Keynes also seems to imply that it may have been

more often the case that France was influencing England than viceversa:

"If our (Central) Bank is ready to allow wide variations in the amount of its (metal) reserve-
resources, this greatly increases its power to influence other Central Banks to keep step with it;
for it increases the length of time during which it can persist with its own independent policy and
the extent by which it can increase or decrease the reserve-ratios of other Banks by decreasing or

increasing its own." (Keynes, 1930, Vol II, p 286).

Viner analysed the effects on the rest of the world of the policy to economise gold
pursued by: the Bank of England and identified one beneficial and one negative

effect, hinting that in the end the negative effect might have prevailed:

“The practice of extreme economy in the maintenance of bank reserves did have as an accidental
by-product the beneficial effect that it guaranteed to the metallic standard world that as far as
England was concerned there would be no hoarding of gold and that all gold reaching that
country would quickly exercise an influence in the appropriate direction for international

equilibrium on interest rates and the volume of bank credit. But it tended to intensifv the growing

tendency for instability of business conditions within England itself. Without willingness at times

to maintain greater metallic reserves than were absolutely nacessary to secure convertibility of the
paper corrency and without excess reserves which could be released during times of pressure as
an alternative to credit contraction, there could be no "managenent” of a metallic standard in the

interest of internal stabilization, and it is arguable that even the outside world had more to gain
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from greater internal stability in England than it would have had to lose by the occasional
“sterilization" by the Bank of England of several million pounds of gold. While the English
currency was undoubtedly a "managed" rather than a purely automatic one, the main objective
appears to have been to achieve the maximum economy of reserves i.e. the maximum banking

profits, consistent with maintenance of convertiblility. (Viner, 1937, p.269/70}.

The above sentence by Viner is important also because it explains why England
managed the gold standard on such "“a thin film of gold" and because it does not
support the view that London was the "conductor of the international orchestra" or
the "hegemonic stabilizer". Viner seems rather to suggest that UK was an
influential country in charge of managing the international gold standard which was
at the same time also pushed and pulled around possibly by the growing weight of
foreign economies like the US, France and Germany and by the increased
internationalization of financial and goods markets. It seems to us that London's
financial market and the Bank of England could rather be seen as the
place/institution to which all shocks originating in the world, both real and
monetary, including the powerful shocks stemming from changes in the world
demand and supply of monetary gold, were soon transmitted and from there they
were re-transmitted back to the world. In this sense the Bank of England and
London's financial markets were skillifully "muddling through" when receiving

shocks from all over the world and re-transmitting them.

So far we have looked in Tables 3 and 4 only to the precious metal stocks
of Central Banks. Now we analyse the role of the distribution of the public's
monetary assets among gold and silver coins, bank notes and bank deposits and
hence the role of the commercial banking system for balance of payments
adjustment. In other words we introduce the money multilplier. At one extreme,
where a) the stock of gold in circulation is very large, b) notes issued by the
Central Bank have a very high metal backing and c¢) the commercial banking

system is very small, the money stock and the monetary base tend to coincide and
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the money multilplier is closer to one. At the other extreme, where not much gold
circulates, the cover ratio of note issues by the Central Bank is small, and the
banking system and the use of checks are very developed, the money multiplier
tends to be much larger than one. The distinction is important because the larger
the multiplier, the more a given change in the monetary base (gold inflow or
outflow from abroad) tends to have a magnified effect on the stock of money and
hence interest rates and aggregate demand (and prices). France tended during the
period under analysis towards the first extreme, while the UK, where the banking
system and the use of checks were very developed, tended towards the second.
Germany took an intermediate position. It is very difficult to find comparable data
especially for bank deposits, the use of checks and the development of the banking
system and hence it is almost imposible to make even a rough estimate of the
multiplier.. We shall present the data we found and rely for the main on the
statements of contemporaries.

The main differences between the Brtish and Continental European
monetary systems were according to Keynes:
", the essential characteristics of the British system are the use of checks as the financial medium
of exchange and the use of the bank rate for regulating the balance of immediate foreign
indebtedness. The development of foreign monetary systems began in the last quarter of the 19th
century. At the time London was at the height of her financial supremacy, and her monetary
arrangements had stood the test of time and experience. Foreign systems therefore were greatly
influenced at their inception by what were regarded as the fundamental tenets of the British
system. But foreign observers seem to have been more impressed by the fact that the Englishman

had sovereigns in the pocket than by the fact that he had a cheque-book in his desk” (Keynes,

1913, p. 18/19).

and according to Hawtrey:
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* France in modern times always needed a large stock of currency. A larger proportion of the
people's cash resources has been held in the form of currency and a smaller proportion in the
form of bank credit than in other wealthy countries....In the greater part of the continent credit
was regulated very much on the French model. But nowhere was there such an accumulation of
metallic currency as in France, because nowhere was there such a combination of financial

strength with a restricted use of credit.” (Hawtrgy, 1932, p.199}.

That also the reaction of the banking system played a critical role in the
adjustment process with the money multiplier generally tending to move in the
opposite direction as the stock of gold was emphasized by Whale (1937) and Ford
(1960). In addition to Marshall (1899), Saeger (1913) and Viner (1937) it was
clear that role of the banking system in the multiple expansion of credit and the size
of the multiplier were important, although they do not use the terminology we
would use today. For instance Whale (1937) distinguishes the adjustment process
between different parts of one country (England/Scotland) from the adjustment
between different countries because in the latter case "direct monetary transfers
mean movements of reserves on which a multiple superstructure of credit is
based." Viner (1937, p. 394) distinguishes a "primary” expansion of means of
payments resulting from changes in the amount of specie from a "secondary"
expansion resulting from changes in the amount of "uncovered non-specie
currency”, including the banking system's liabilities. In the same section entitled
“primary and secondary changes of the means of payments", Viner quotes in full a
long sentence by Marshall in which he compares England with India; in the former
a gold inflow causes a primary and secondary expansion and in the latter only a
primary expansion, because bank money is not very developed!¢. (Viner, 1937,

p.402 and Marshall, 1899 and 1926, p.282). And Seager states:

1411 section 5 we will show how India adjusted to a balance of payments deficit in 1907. No
multiple contraction of credit on a noteworthy scale seems to have occurred.
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"Such importation (of gold) will before long itself cause prices to rise, there being more money (o
serve as a medium of exchange than before, while the withdrawal of gold from other countries
will in time cause their prices to fall. These results will follow the more promptly because
ordinarily the new gold will find its way into bank reserves and will add to the use of credit as a
medium of exchange much more largely than it adds to the country's supply of standard money.
In the same way its exportation will serve ordinarily to deplete bank reserves and to cause a
contraction of credit that will lessen the supply of media of exchange by much more than the

amount of gold lost." (Saeger, 1913, p. 370 quoted also by Viner, 1937, p. 403)

As to the metallic cover of notes and Central Bank's short term liabilities
(point b above) they are shown in Table 4 from 1990 to 1910. The table shows that
in 1910 the precious metal cover of notes and other short term liabilities
(principally-deposits) issued by the three main Central Banks was 71.3% for the
Bank of France, 44.4% for the Bank of England and 46.8% for the Reichsbank.
This characteristic tends to reduce the size of the multiplier in France with respect
to the UK. As to the distribution of the money stock between precious metals,
notes and commercial bank deposits (point ¢}, it is very difficult to find data which
are comparable through time and across countries, especially for France. A very
rough idea is provided in Table 6 where we report the ratios of total deposits of
joint stock banks to the total assets of the Central Bank for the UK and Germany.
The ratio increased in .the UK from 5.7 in 1880 to 14.7 in 1907, while in Germany
it was 0.5 in 1880 and 3.1 in 1907. Thus the currency/deposit ratio must have been
very much lower in the UK than in Germany and the multiplier much higher, even
though the banking system grew more rapidly in Germany during the period.

The conclusion from the analysis of this section is that the small gold stock
of the Bank of England and the large money multiplier in the UK tended to
magnify the automatic effects of international gold flows (of exogenous shocks to
the British balance of payments) on the domestic economy much more than in

Germany and especially in France and hence to throw more of the burden of

23



adjustment on the UK, an hypothesis which does not exclude that the UK in tumn

adjusted to a very large extent at the expense of raw material countries.

4 . The development of the gold exchange standard.
Until the publication of the important articles of Blooomfield (1963) and

Lindert (1969) on the use of the pound, the Reichsmark and the french franc as
reserve currencies by Central Banks around the world before 1913, the prevailing
view was that only the pound was an international reserve asset and that it was less

widel-y used than was actually the case. As stressed by Lindert:

“To identify the years of World War I and its aftermath as a period of transition from a gold

standard to a gold exchange standard thus seems misleading as well as artificial." (Lindert, 1969,

p. 13).

Bloomfield showed how rapidly the holdings of foreign exchange by
foreign central banks increased after 1890 (and especially after 1900) and Lindert
showed that in 1913 sterling ranked no better than third as a reserve currency in
Continental Europe including Russia (which had a strong preference for french
francs) and second without her. However, at the world level sterling was still by far
the primary reserve currency at the eve of World War 1. These findings have two
major implications: first they testify that by the last decade of the last century the
financial markets of Berlin and Paris must have had depth, breath and resilency on .

a scale unknown until then!’. France must have by then recovered the loss of

151t should not be forgotten that the data on foreign exchange holdings by Central Banks were not
easily available, nor were the liabilities of reserve center commercial banks by holder known.
Keynes says:"... one finds also certain other obstacles in the way of Gold-Exchange management
working out in an entirely satisfactory way. In the first place, there is not always accurate and
up-to-date knowledge of the amount of liquid resources which on¢ Banking System is holding as
a reserve within the territory of another Banking System. Consequently changes in these
amounts are not always as avert and palpable as are movements of actual gold. Indeed, this
secrecy, which allows a Central Bank's reseves to fluctuate in amount without this being
generally known, is sometimes a recommendation in the eyes of the Bank in favour of its holding
foreign liguid resources rather than gold in its own vaults." (Keynes, 1930, Vol. Lp. 355). Other
reasons for the development of the gold exchange standard besides the obvious one of the scarcity
of gold in the world, which, however, cannot explain why the biggest development occurred in
the 1890s and in the first 13 years of this century, are given by Hawtrey, Lindert and
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credibility stemming from the 1871 suspension of convertibility and from the war
with Germany. Germany in turn needed time to reap the advantages of unification
and to make itself felt in world goods and financial markets. Second they
revolutionize the understanding of the adjustment mechanism and of the degree of
asymmetry in international adjustment.

It is well known from the working of the Bretton Woods gold exchange
standard that if countries in the periphery invest their dollar reserves in US
government bonds or interest yielding non bank liabilities, the balance of payments
adjustment is very asymmetrical and that the burden of adjustment falls fully on the
periphery. In addition, as shown by Swoboda (1978), the monetary policy of the
US has a greater influence on the world money stock and the world price level than
justified by its size; in other words the "effective size" of the reserve currency
country is increased by the reserve policy of the periphery. If reserves are invested
in US commercial bank deposits the asymmetries are slightly less marked, while if
they are kept with the Federel Reserve System the asymmetries disappear as US
commercial -bank reserves fall when there is a deficit in the US balance of
payments. The investment of dollar reserves by the periphery in Treasury bonds
and bills and in commercial lbank deposits shields US commercial bank reserves
from balance of payments deficits and effectively sterilizes the US money supply
from deficits (except for slight effects on the money stock held by domestic
residents in case of investments in bank deposits). These mechanisms were at work
to an increasing degree in the last two decades or so of the classical gold
standard!é and they were very well known at least to Keynes, Hawtrey, Haberler,

Whale, Meade, Triffin and Lindert. However, one had to wait the full development

Kindleberger. Hawtrey maintains that:"... this reserve of foreign bills adequately served the
purpose of a gold reserve and it had two great advantages, in that it yielded an interest and that
its increase or decrease did not unsettle the world market in gold... But this methoed if carried too
far would seriously threaten the stability of the value of gold." (Hawtrey, 1927, p. 61) and
Kindleberger:"Just as bank notes and bills of exchange are more efficient monies than coins, so
foreign balances dominate bullion under stable conditions, being easier to use in transacions, free
of the need of trasnsport, and directly useful without conversion into national money."
{Kindleberger, 1978, p. 68).

16Between the UK and some countries like Japan and India they must have been important also
beforc 1890.
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of the theory of the money multiplier for a formal analysis to be developed by
Swoboda.

Before illustrating the economic thought of Keynes, Hawtrey, Haberler,
Whale, Meade, Triffin aﬁd Lindert on this matter it is appropriate to present some
data to put the whole analysis in a proper perspective. Table 7 shows that the
holdings of foreign exchange by the Reichsbank did increase after the mid .18905;
however, in the years 1911-13 they were still a minor item of the balance sheet
(less than 5% of total assets). For the Bank of England they were even less
important. Table 8 shows the holdings of foreign exchange by currency of the
Swedish Riksbank in 1913 as estimated by Jonung (1984). Foreign exchange
holdings were 54.5% of international reserves, 60% of foreign bills and deposits
and 52% of foreign bonds were held in Reichsmark; the proportions held in pounds
were 24 and 37% respectively. These data confirm Lindert's finding that at the
outbreak of World War I the Reichsmark was already a very important reserve
currency in Europe. Table 9 shows that in 1913 Russia, Japan and India were the
largest holders of official foreign exchange; their holdings were 28, 78.3 and
62.2% of the sum of their foreign exchange and gold. For the whole of Africa, Asia
and Australia the ratio estimated by Lindert was a very high 66.7%. Finally an
interesting piece of information on the spreading of official and pnivate holdings of
pounds in the world is the proportion of deposits at foreign and colonial joint stock
banks in London (or at their branches) to total deposits of joint stock banks in
England, Scotland, Wales and Ireland. The data are presented in Table 10. They
show that colonial banks had already a high market share in the UK in 1878 and
that their share fell only slightly during the succeeding three decades, The market
share of foreign banks instead was around 5% in 1878, increased to 9% in 1890,
11% in 1900 and more than doubled to 24% in 1908. The timing of the increase in
the market share of foreign banks is remarkably parallel to Bloomfield's and
Lindert's account of the developmént of the official and private use of pounds in

the world.
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Keynes was aware of the asymmetries introduced into balance of payments
adjustment by the development of the gold economizing use of sterling balances on
the part of foreign Central Banks. He talks in this connection of a "lack of
reciprocal action" and argues that those who complain of the "lack of reciprocal
action" cannot at the same time complain of a lack of real economy of gold 1.e. if
there are asymmetries then there must also be economy of gold. (Keynes, 1930,
Vol. I, p. 353).

Whale, after stating that the practice of using foreign balances as reserves
instead of gold may certainly have had the effect of making adjustments more
"one-sided" (Whale, 1937, p. 50) states that, after increasing its lending, the
lending country may experience an increase in interest rates and a gold outflow,
but if the borrowing country holds pound reserves rather than gold reserves, the
transfer may--occur more "smoothly" for the lending country and that in the
borrowing country additional money is created on the basis of money held in the
lending country. He concludes that this holds only if the banks in the borrowing
country treat-their foreign (overseas) balances as being exactly equivalent to gold
reserves and proceed to make them the basis for a multiple expansion of notes or

deposits. But often they let their foreign balances grow relative to their deposits,

"restrained presumably by some intuitive recognition that any greater expansion of

credit would soon have to be reversed. (p. 58). He was also aware of the different

implications of investments of reserves in bank deposits and in interest earning

assets:

"The character of the process is also affected by whether the banks of the borrowing country
continue to hold their external funds in liquid form or convert them into interest-earning assets

held in the lending center" (Whale, 1937, p. 58).

Particularly impressive are the detailed accounts of the working of a gold

exchange standard by Haberler and Meade. Both state very forcefully that a gold
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standard is inherently symmetric and that the gold exchange standard introduces

asymmetries in balance of payments adjustment.

"The transition from the gold standard .....to a system where a number of countries hold no gold
is bound to have an inflationary effect on the world as a whole, A chanée in the opposite direction
tends to have a deflationary effect..... The reserve country or countries, ¢ven if they themselves
are on gold, need not be afraid of losing gold to the dependent exchange standard
countries....Much will then depend on the precise form in which these reserves are kept.... From
this argument, it would seem to follow that an upswing (or downswing) starting in the reserve
country will be likely to spread more easily to other parts of the world, and go farther than it
would under gold standard conditions, because the exchange-standard countries will benefit
(suffer) both in respect to their trade and in respect of their reserves while the reserve countries
will not, as under the gold standard, lose (increase) their reserves. Similarly, an upswing
(downswing) starting with the exchange standard countries will be less likely to spread, and will

go less far, than under the gold standard.” (Haberler, 1937, p. 433-435).

Haberler's analysis contains all the ingredients of Swobda's 1978 model on the
working of Bretton Woods with the asymmetries it created, the different degree of
asymmetries depending on the way reserves were invested and the magnified effect
of the reserve currency country's monetary policy on world's monetary conditions.
In addition Haberler looks at the implications of the gold exchange standard for the
world's business cycle (the title of his book is "Prosperity and depression"). In the
the light of the information we have supplied in this paper on the structural
characteristics of the UK and Germany and on the spreading of the gold exchange
standard from 1876 to 1913 and assuming that they were all known to Haberler, as
most likely they were, we think it is safe to say that Haberler must have believed
that the balance of payments adjustment between UK and Germany was rather

symmetric. This belief is reinforced by the following sentence somewhat further on

in his book:
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".....it is well known that throughout the 19th century the British monetary system was operated
on a very narrow gold reserve. This narrowness of the monetary base made for a jerky credit
policy, because it forced the Bank of England to react sharply to slight cash drains. Thus it

contributed to monetary instability throughout the 19th century.” (Haberler, 1937, p. 468/9).

Meade introduced two novel elements in the discussion. First he
distinguished the case in which the monetary authority of the reserve currency
country treats bank deposits of foreign exchange countries like deposits of ordinary
citizens from the case it does not and second he introduced third country effects.
As to the first point, if the monetary authorities of the reserve currency country
treat bank deposits of foreign exchange countries like deposits of ordinary citizens
adjustment is. asymmetric; on the other hand, if they treat their increase like a loss
of gold for instance out of fear of conversions, adjustment will be symmertic like
under the gold standard. As to third country effects, he analyses a balance of
payments adjustment between a country holding foreign exchange reserves (say
India) and .a country on a gold standard (say Germany). If India develops a
balance of payments deficit as a result of increased German export penetration and
Germany acquires as a result sterling balances which it presents for conversion, the
Bank of England looses gold. Thus imbalances between third countries affect
credit conditions in London. We conclude that the emergence during the period
under study of the US and Germany, both operating on the gold standard as major
exporters may have increased London's vulnerability, especially in the latter part of
the period (this is our conclusion, not Meade's) .

Besides Whale and Haberler also Ford and Triffin stressed the fact that
"per se" the use of sterling as an international reserve asset reduced the pressure on

the British balance of payments:
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"Balance of payments adjustment was thus facilitated for Britain when it meant in some cases not
the loss of gold, but the transfer of bank deposits in London from domestic to overseas

ownership” (Ford, 1960, p. 148).

However, on the same page he pointed out that the most disruptive shocks to the
British balance of payments were the transfer of short term deposits away from
London and a domestic investment boom. The reduction of Britain's balance of
payments constraint as a result of the development of the gold exchange standard

was also stressed by Triffin:

"The impact of Britain's international surpluses and deficits on British bank reserves was
cushioned, moreover, by the ample use of sterling balances as cash reserves by overseas banks,
particularly throughout the British Empire. Surpluses and deficits between Britain and its Empire
and even, to some extent with other countries, merely led to a reshuffling of British bank
deposits, rather than to an overall expansion or contraction in their amount and to corresponding

gold inflows or outflows." (Triffin, 1964, p. 123).

We conclude the analysis of the role of sterling as a reserve currency by
reporting Lindert's view on the subject. According to him, the power of London to
attract short term capital was probably higher than Berlin's and Paris’ and this may
have introduced an asymmetry in balance in payments adjustment between them,
He bases this conclusion on the econometric tests to which we already referred to
in Section 1. However, he warns the reader that the greater influence of the Bank
of England on foreign exchanges which he finds may result from a "relative
inaction on the part of other Central Banks" (Lindert, 1969, p.48). Elsewhere he
introduced third countries in the analysis of international adjustment between
industrial countries by stating that the hierarchy of short term financial centers (

according to him London, Berlin and Paris, in that order) helped to minimize
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monetary frictions among major centers by passing the short-run financial

adjustment burden along to the peripheral countries:

*...if, on the other hand, tightening in one or more of the principal financial centers led to a large
enough inflow from the periphery to all three (main European financial centers) to prevent
serious reserve losses in each center, this characteristic of the financial structure would help to
account for the resilency of the system in the face of Britain's annual "autumn drain”, several war

scares, and the American financial crisis of 1907." (Lindert, 1969, p. 48).

Furthermore he maintains that approximately from the mid 1890s onwards the
three main European financial centers may have tended to shift the adjustment
burden of imbalances with less developed countries and also to some extent the
adjustment:burden of imbalances between them on third countries, by causing

(unconsciously) economic growth and inflation in the periphery of the world:

“The very confidence in sterling that was the natural consequence of the triumph of the gold
standard between 1873 and 1914 contributed to a foreign accumulation of sterling exceeding
Britain's gold reseves. This position, which in more recent times has invited pressure on the
reserve currency, was by (say) 1910 one that precluded any obvious escape... The very centrality of
Britain's financial position created a weakening of adjustment discipline, a bias towards deficits
by today's definitions....Britain's position just before World War one (and France and Germany's
to a lesser extent) in fact provides the classic example of "deficit without tears". The weakness of
disepline in the face of rapid sterling accumulation abroad after the turn of the century allowed
bank rate to rise less than it otherwise would have. ... The consequent gains in British and world
incomes in those years appears to have been considerable, In the last prewar decade Britain was

allowed to bask in an "Indian summer" of expansion along old lines" (Lindert, 1969, p. 74/75).
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5. The net creditor/debtor position and the role of fluctuations in raw material

prices.

We analyse in the same section the roles played by the net creditor/debtor
position and by fluctuations in raw material prices in causing asymmetries because
raw material countries tended to be in general also the most heavily indebted. The
analysis we shall make here maintains all its relevance also today, as raw material
producers tend to be characterized to this day by very little diversification of
exports and high foreign indebtedness.

The UN (1949) estimated gross long-term foreign investments at the eve of
World War I at 18 billion dollars for the UK, 9 for France, 5.8 for Germany, 3.5
for the US and 8.2 for other countries. Of these 44 billion dollars in gross long
term investments 27.3% had been invested in Europe itself, 19.3% in Latin
America, 15.5% in the US (which was still a net debtor country at the time),
13.6% in Asia, 10.7% in Africa, 8.4% in Canada and 5.2% in Australia and New
Zealand. Triffin (1964, p. 126) reports that the UK had been running a current
account surplus for over a century, without any tendeﬁcy whatsoever towards
equilibrium . Lindert (1969) estimetes that between the turn of the century and the
outbreak of war, Britain poured over 5% of her estimated national income (or
about 2/5 of net national inve#tment) into net foreign investment. According to him
by 1913 the share of net foreign assets in thé value of British consoldated wealth
may well have been between 1/4 and 1/3. Germany's current account surpluses
were 2.4% of NNP in the 1880s, 1.6% in the 1890s and 1.2% from 1900 to 1913
(Sommariva and Tullio, 1987, Table 1.13, p.38).

Why important asymmetries in balance of payments adjustment arose from

the large net foreign asset position of the three main financial centers is explained

by Keynes:

"In the former case, which is that of Graet Britain, it is a question of reducing the amount lent; in

the latter case (that of net capital importers) it is a question of increasing the amount borrowed. A
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machinery which is adapted for action of the first type may be ill suited for action of the second.
Partly as a consequence of this and partly as a consequence of the peculiar organization of the
London money market, the "bank rate" policy for regulating the outflow of gold has beed
admirably successful in this country, and yet cannot stand elsewhere unaided by other devices."

(Keynes, 1913, 1971, p. 13).

and Triffin explains that the pace of capital imports by capital importing countries
was mainly determined by the ease or stringency prevailing in the major financial

centers and it is noteworthy that he refers to the major centers, not to London

alone:

"Most of all, capital importing countries were far less able to influence in the same way the pace
of their capital imports, these being primarily determined by the ease or stringency prevailing in

the major financial centers" (Triffin, 1964, p. 124).

Ford (1960) showed, using 9-year moving averages, that British foreign
and home investment tended to move in opposite directions. In the long run this
had a stabilizing effect on the British balance of payments and on economic activity
in UK and in the countries at the periphery, as more capital was flowing to the
periphery when demand for their goods was low and their current account was
worsening. However, 9 years are a very long time. In the short run (i.e. on a yearly
basis) home and foreign investment moved in the same direction. In addition in the
UK their sum was highly procyclical. For instance in 1872 and 1915, two years of
high activity in the UK, the ratio of net home investment plus realized foreign
investment to national income was 15% and 15.2% respectively, while in 1882 and
1896, two years of low activity, it was 10.4 and 9.7% respectively (Ford, 1960, ft.
17, p.164). Thus capital flows to capital importing countries to finance investment

were large in times of high UK activity and tended to dry up in times of weak
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exports by the countries of the periphery and low raw material prices. Triffin's view

coincides with the view of Ford:

"....capital imports (by borrowing~counuies) tended, on the whole, 1o swell in times of boom and
dry up in hard times, contributing further to the cconomic instability associated with their
frequent dependence of one of a few items of raw material or foodstuff exports, themselves subject
to wide quantity and price fluctuations. All in all, therefore, the balance of payments of the
countries of the so-called periphery would be assisted, over the long run by the large capital
imports available to them from the financial markets of industrial Europe, but these countries
would pay for their dependence through perverse fluctuations in the availability of such capital

and in their terms of trade over the cycle." (Triffin, 1964, p. 127).

Capital flows to capital importing countries tended also to dry up in times
of financial and convertibility crises at the center. The power of interest rates in the
major centers to attract capital from abroad reinforced this very destabilizing
influence. For instance after the Baring crisis of 1890 net capital imports of
Australia were at an historical low. They fell from an average of 19.6 million
pounds in 1885-89 to 18.9in 1890, 14.2in 1891, 9.1 in 1892 and an average 2.8 in
1893-5. They resumed on a grand scale only in 1896 when they .reached 88 million
pounds (Presnell, 1982).

| Capital flows to capital importing countries must have dried up also in
times of local financial or economic crises. An exception to this rule is reported by
Keynes in his "Indian Currency and Finance”. India experienced a balance of
payments crisis due to bad harvests from September 1907 to September 1908.
Keynes estimates that the trade balance which was normally in surplus deterioreted
by 18 million pounds. The rupee fell below the gold export point and India's
international reseves (mostly financial assets in London) fell from 31 to 11 million
pounds. Net capital inflows fell by a mere 7 million because the Indian railways and

the Indian Government borrowed a total of 14.5 billion in London and used most
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of these proceeds not to buy railway equipment but to cover the adverse foreign
balance!”. However, the case of India is probably an exception, as it had a very
special position within the British empire, The crisis was overcome by the good
harvest of the end of 1908.

The effect of monetary stringency and of a weakening in economic activity
in the three largest capital exporting countries on capital importing countries was
also magnified by changes in their terms of trade, which according to Whale,
Triffin, Ford and Eichengreen tended to fall in times of weak economic activity in
the center, contrary to the prediction of Hume's price-specie flow, because raw
material prices tended to fall much more than the prices of industrial goods. The
fall was supposed to be caused by the high sensitivity of raw material prices to
reductions in demand in the face of a low price elesticity and by the effect of higher
interest rates on the cost of carrying inventories of raw materials. According to
Hawtrey (1932), British interest rates tended to influence domestic activity more
via a change in inventories than via a change in capital investment. Eichengreen
(1992) reports that a survey of the Economist of the time found that Bank Rate
was indeed important for raw material stocks. The fact that Lindert in a study of
the effect of 12 Bank of England discount rate increases on British import prices
does not find a negative effect may be due to the fact that he fails to correct for the
British business cycle!® and to the fact that he considers very short lags of 8
months, too short a time for the discount rate hike to significantly affect economic
activity (Lindert, 1969, Fig 2, p. 45). In addition he seems to use import prices and
not raw material import prices, as he should have. Whale also believed, like
Hawtrey, that interest rates influenced inventories of raw materials and that this

was an important channel in the transmission of monetary policy:

17In the 1970s Italian government agencies and state firm borrowed on a substantial scale for
balance of payments purposes in times of adverse current account developments; these loans were

called "compensating loans".
18Both Bank Rate and raw material prices were positvely correlated with the British (world)

business cycle.
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" High interest rates in London led rather to a world fall in prices, partly because of the
sympathetic movement of rates elsewhere, partly because of the effect on British entrepot trade

and British long term foreign investment." (Whale, 1937, p. 33).

Ford shows that Britain's terms of trade turned in its favour from about the
mid 1870s to the turn of the century, the period roughly coinciding with the long
phase of declining world prices and stabilized thereafter (Ford, 1962, p. 58). In
turn Argentina's export prices recorded an unprecedented increase after 1900
(Ford, 1962, p. 83).

Throughout the literature there are not many instances in which reference is
made to the beheviour of the volumes of raw material exports, possibly because
very little was known about quantities of exports. One exception is the Macmillan
Report of 1931 which contains a breakdown of British imports and exports of
' goods into prices and quantities for the first quarter of 1931. Although the case
refers to a year much after the end of our period it is nevertheless suggestive of the
enormous costs which raw material countries may have had to bear in hard times

also during the classical gold standard:

"During the first quarter of this year (1931) the quantity of our exports fell off by more tﬁan 30%,
whereas the reduction in the quantity of our imports was only 6%. Neverheless, as a result of the
catastrophic fall of raw material prices, the visible balance of trade has been actually less adverse
to us than in recent years, the net position in terms of money moving £ 5 million in our
favour.....We conclude that the underlying financial facts are more favourable than had been
supposed, and that UK's position as a creditor country remains immensely strong." (Macmillan

Report, 1931, p.198/99).

It is no wonder then that the history of raw material and net debtor
countries during the period under analysis is marred by frequent suspensions of

convertibility, devaluations and wide swings in economic activity.
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6. Asymmetries caused by the use of gold devices.

Under the category of gold devices fall all those instruments that
governments and/or Central Banks used in order to interfere with the free
movement of gold across the borders without formally suspending convertibility of
notes into gold. They segregate the national gold market from the world gold
market, cause local gold price deviations expressed in national currency from the
world price expressed in the same currency beyond what is justified by transport
and insurance costs or, which is the same thing, cause movements of the exchange
rate beyond the gold export or import points without eliciting corrective gold
flows. They segregate gold and capital markets like capital controls today cause
international differences in yields for the same risk and maturity.

Considering the case of a potential gold outflow which the Central Bank
wants to avoid, the gold devices consisted in increasing the selling price of gold
bars above the statutory level, increasing the selling price of foreign coins, selling
gold only in amounts above a certain mininum, refusing to give up gold altoghether
or giving silver instead, giving interest free loans to gold importers, giving up gold
not at the office closest to the border but at the head office in the capital in order
to increase transport costs, exercising moral suasion with gold arbitrageurs and
increasing the buying prices of gold or gold coins to attract gold. Another effective
means is explained by Keynes and consits in introducing an element of doubt as to

the future terms of exchange:

“Silver five-franc pieces remained legal tender, and the Bank of France gave no guarantee that
they would always exchange them for gold at their legal parity. It was not necessary for the
efficacy of the method that the threat should be exercised often or at all, its mere existence being

enough to hinder the activities of the arbitrageur, who is essentially concerned with certainties

and narrow margins”. (Keynes, 1930, Vol II, p.321).
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Keynes (1913, p.21-22) argued that Central Banks had three ways to
protect themselves from the threat of large gold outflows. The first consisted in
maitaining a large gold stock so that-" a substantial gold drain can be met with
equanimity." The second consisted in "partailly suspending the free payment of
gold.” The third in accumulating foreign exchange reserves. However, the Bank of
England never seriously considered the first and the third options. The use of gold
devices by the Bank of England was considered by several authors more as a

subsitute of the use of Bank Rate than as a complement. For instance Sayers states:

"...a gold policy became in some degree a substitute for a bank rate policy and a means whereby

the Bank might protect its gold stock when it found itself unable to control the discount market

except at great cost." (Sayers, 1936, p.101)

and Scammel introduces the important point that the two policies have different

consequences on domestic economic activity :

"In the years 1880-90......we find the Bank of England resorting to certain practices in the gold
market which to some extent took the place of Bank Rate changes and were regarded by it as a

means of minimizing the effects on the domestic economy of such changes." (Scammel, 1965, p.

109).

However, Bloomfield (1959, p. 52) characterizes them as short run alternatives to
discount rate changes or as supplements to them. If the use of gold devices allows
a country not to increase the structure of interest rates, or at least to postpone the
increase, the country does not contribute to fundamental adjustment in its balance
of payments or it reduces its contribution to it, shifting a proportionately greater
share of the adjustment burden on other countries. If a country is small whether it
uses gold devices or not does not make much difference to burden sharing, but if it

is very large like the UK or France this is not the case. As according to most
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writers France was a much heavier user of gold devices than the UK, this must
have tended to shift a proportionately greater share of the burden of balance of
payments adjustment on the UK and on other countries not using them with the

same intensity!®. In the words of Scammel:

"If the use of these devices by the Bank of France were to be counterd by the Bank of England
through Bank rate changes alone they would have often required large and domestically
destabilizing increses of the Rate. To avoid these the Bank of England came in the late 1880s to
use methods in its gold dealings which were designed to counter those of foreign Central banks

...... " (Scammel, 1965, p. 112).

A certain degree of caution is required in coming too quickly to the
conclusion that France was by far the greater user of goid devices and that if the
Bank of England used them too, especially between 1880-92, it was mostly as a
coutermeasure to French policies. Most authors are English and since no objective
measures of the intensity of the use of gold devices exist, they had to rely probably
mostly on casual observations of foreign Central Banks having taken such or such
measure god knows how many months or years before. They may also. have been
influenced by conversations with Bank of England officials during the period. Ford
(1960) reports the Bank of England's own evidence before the US National

Monetary Commisssion in 1910:

“"Question:How do you account for the fact that at times a higher bank rate in England fails to
attract gold from the continent, when lower rates prevail there? Answer: Because there is no gold
market on the continent so free as the London Market and the continental markets frequently do
not release gold for export until the rate in London has reached a figure which threatens

disturbance to their own financial position." (US National Monetary Commisssion, 1510, p. 27).

19And it must have shifted as a consequence a proportionately greater share of the adjustment on
countries of the sterling area than on countries of the french franc area.
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That the use of gold devices by France should not be exaggerated is suggested by

the following sentence by Bloomfield:

*The limits within which the gold points could be manipulated, however, were narrowly
circumscribed by the legal limitations imposed upon the Central Banks regarding their buying

and selling of gold and/or by other considerations” (Bloomfield, 1959, p. 52/53)20

This conclusion tends to be confirmed by Morgenstern's analysis of the number of
months during which violations of gold points by exchange rates occurred.
Violations were not too frequent between 1880 and 1914. Using seasonally
adjusted exchange rates he finds that on his more stringent definition of violations
the number of months during which violations occurred ranged from a minimum of
0.2% of the total number of months to a maximum of 3%, depending on the
bilateral exchange rates considered (Morgenstern, 1959, Table 55, p. 255-263)1,
We conclude that it is more likely that the Bank of France could keep its discount
rate relatively stable mostly owing to its huge gold stock rather than owing to the
use of gold devices.

The degree of capital market integration was also influenced during the
period by factors other than the intensity in the use of gold devices, in particular
the development of financial markets in France, Germany and the smaller centers
and above all the improvement in communication techniques. In commenting
McCloskey and Zecher's "triangle player" view of the role of London we criticized
in Section 1 their excessive reliance on the law of one price and their neglect of the

existence of non-traded goods. The law of one price did not even apply fuily to

financial markets, not even at the eve of world war I. What one can say with_

certainty is that from the beginning to the end of the period considered there was a

201t is not clear what Bloomfield means by other considerations.
21Clark recalculated the number of violations using a more complete formula and weekly data,
but the main conclusion that the number was small is unchanged. (Clark, 1984),
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large increase in the degree of financial market integration, especially between

London, New York, Berlin and Amsterdam??, In the words of Scammel;

"Before 1870.....the London discount market was not sufficiently susceptible to foreign influences
and the "internationalization" of the market still lay in the future. Wide rate differences often
existed between London and West European capitals without much effect and with New York
three weeks away in communication, Bank Rate differences with that city were of little
importance. Even in the 1860s while it was recognized that any large crisis abroad would
ultimately affect London, it was felt that, in the short term, rate disparities would have little effect
on short term money movements, By 1870, however, inernational financial intelligence was
improving, there was a growing use by foreigners of the London capital market, and from then

onwards international influences grew swiftly. (Scammel, 1965, p. 109/110).

The empirical tests of Tullio and Wolters (1996) performed separately for the
periods 1876-1895 and 1896-1913 confirm that there was a significant increase in

the degree of finanacial market integration from the first to the second period.

7 International cooperation and asymmetries.

In the literature on the gold standard the discussion on cooperation centers
around whether it was a crucial factor in stabilizing the system or not. Clearly if
one sees the role of London in the system as that the "conductor of the
international orchestra" or of an "hegemonic stabilizer," there is less need for
cooperation than if one sees the classical gold standard as a decentralized,
multipolar system like Eichengreen and we do. In the latter case the role of
cooperation in stabilizing the system becomes more crucial. The implications of
cooperation or the lack of it for asymmetries in balance of payments adjustment are
nowhere analysed. Cooperation tends to make the balance of payments adjustment

smoother and leads to a more just burden sharing between countries. In particular,

22paris has been consciously lefi out, owing to its very large gold stock and its alleged frequent
use of gold devies.
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if France closely cooperated with the UK in times of financial crises, the harshness
of the adjustment for the UK would tend to be mitigated.

But before one can discuss the implications of cooperation for asymmetries
one ought first to distinguish between three types of cooperation and secondly
clarify whether each of them was substantial and real or whether the cases one
knows were just sporadic events. The first type of cooperation consisted in
following with more or less discretion all the procedures to be enacted in order to

maintain internal convertibility of notes into gold. These procedures involved a)

looking very often at the metallic cover ratio of notes and short term liabilities

outstanding, b) looking often at the exchange rates of the national currency in
relation to gold points ¢) looking at the difference between the private and the
official discount rates as a leading indicator of future increases or decreases of
demands for re-discounting at the Central Bank and d) change the discount rate if
necessary to protect internal convertibility?®>, This type of cooperation was rather
automatic as it was the result of the architecture of the system. It did not require
any exchange of views among central bankers. It is probably this first type of

cooperation that Scammel had in mind when he stated that:

"... the 19th century saw the steady growth of an international financial fraternity, which
expressed itself through international banking and "¢e-operation” of the preat Central Banks of
the leading countries. This gave to the system a loosely knit, flexible institutional framework
through which to function. Such Central Bank co-operation was very real, involving all the
participant ¢ountries in some surrender of national sovereignity-a surrender partly to the objective
gold standard rules of the game and parily to the discretionary authority of the London money

market and of the Bank of England ...... the gold standard was in fact quasi-organizational, being

23The four “operating" rules mentioned above are what we would define the "rules of the game"
of the classical gold standard. The way they have been defined before by Nurske (1944) and
Bloomfield (1963}, namely by looking at whether domesic assets of the Central Bank moved in
the same or in the opposite dircetion with respect to foreign assets is misleading and historically
wrong. For an explanation sce Sommariva and Tullio (1989).
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operated by a team of central bankers co-operating under the leadership of the Bank of England

on behalf of the world business community." (Scammel, 1965, p. 105}).

The second type of cooperation consisted in the common managenent of a
financial crisis and usually must have involved one or more of the following
measures: changes in discount rates in opposite directions (however, these were
very rare indeed as shown for seven gold standard countries by Tullio and Wolters,
1996), the renunciation of a defensive discount rate move, the putting at the
disposal of another Central Bank a certain amount of gold (usually by the Bank of
France to the Bank of England), direct support of the other country's currency in
the foreign exchange market, an announced loan to the Central Bank under stress
and finally the promise not to withdraw sterling balances. How much of this second

type of conscious cooperation was forthcoming is a debated issue. Eichengreen for

instance states that:

"But cooperation among Central Banks remained at best sporadic before 1914. It is difficult to
support the argument that policy coordination was responsible for the international system's

stability". (Eichengreen, 1983, p. 16).

In addition on p. 22/23, in discussing cooperation before and after the first World
War, he deemphasizes the difference in the degree of cooperation between the two
periods. However, by 1992 Eichengreen had radically changed his mind on the
degree of this second type of cooperation and its importance for the stability of the
system. In 1992 he argues that what made the balance of payments adjustment
between industrial countries smooth during the classical gold standard were
credibility and cooperation (Eichengreen, 1992).

Kindleberger (1978, 1988) is even more skeptical than the Eichengreen of
1985. He presents detailed accounts of various episodes of cooperation before and

after 1914 and underlines the fact that issues of national pride and short term
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interests were frequently at stake. He also stresses the limits to cooperation on the
part of middle sized countries in times of major crises by stating that the problem
with them is that they were big enough to damage the system, but not substantial
enough to stabilize it and concludes, probably having in mind the behaviour of
France in the late 1920s, that "rats leaving the sinking ship can be critisized or not,
but they can hardly be expected to stay on the bridge and salute”. (Kindleberger,
1988).

The third type of cooperation has to do with policies which help (or
endanger) the survival of the system in the long run. The excessive accumulation of
gold by France throughout the period and the rapid move of Germany from silver
to gold in 1871 are examples of destabilizing lack of long run cooperation. Also
the lack of a Central Bank and the very inelastic supply of money in the United
States which frequently caused massive gold outflows from London testifies of the
lack of a coordinated long run strategy aimed at guaranteeing as much as possible
the long run survival of the system. It is the latter type of cooperation which
Hawtrey had in mind. He used very strong words when critisizing the lack of
sufficient international cooperation. Hawtrey's view is worth reporting because it is

indicative of the general attitude of countries towards this type of cooperation:

“The true morale of 19th century monetary experience is rather that the deficits in gold and silver

as standards of value have been attributable to causes within_human control. Governments have

been too prone to modify their currency systems without regard to the reactions they might cause
in the world market for precious metals and therefore in the currency systems of their neighbours.
The most conspicuous example is the adoption of a gold'standard by Germany in 1871. But other

instances might have been cited." (Hawtrey, 1927, p.83).

Qur conclusion is that there was a lot of automatic cooperation of the first

type, very little of the second type and not at all of the third type. The help the

Bank of England recieved in times of crises from France, Germany or Russia was
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certainly helpful in the short run in avoiding major disasters, but it must have been
rather époradic. In addition, as pointed out by Hawtrey, there was no coordination
at all on the equally important long run issues like the policy of gold accumulation.
The lack of sufficient explicit coordination must have increased the burden of
balance of payments adjustment for the countries more subject to financial (the
UK) and real shocks (raw material countries) and made the system more
asymmetric with respect to what it would otherwise have been and, other things

being equal, it probably also weakened London as the "passive” manager of the

gold standard.

3. Summary and conclusions.

Several points have been made in this paper on the role of London and on
asymmetries in balance of payments adjustment during the period 1876-1913. We
shall only summarize the main here.

First in analysing balance of payments adjustment between the UK and the
rest of the world a sharper distinction should be made than is normally done
between raw- material and capital importing countries at one extreme and Germany
and France on the other. Adjusment with the former group tended to be rather
asymmetric with a large part of the burden falling on raw material countries, but
adjustment with Germany and France was much more symmetric than implied by
the "conductor of the international orchestra" or the "hegemonic stabilizer"
theories. It is likely, on the contrary that Germany and France may have been able
at least at times to throw a Jarge share of the burden of adjustment on the UK.
Germany and France were large international capital exporters and net creditors,
had a larger gold stock than the UK, had their own financial sphere of influence in
Continental Europe, their currencies were used as reserve currencies on a
substantial scale and by the end of the period at least Germany was larger than the
UK. Therefore this paper tends to revalue the role played by Germany and France

during the classical gold standard, especially as the period was coming to an end
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and it tends to downgrade the role of London at least with respect to the
"conductor of the international orchestra view", the "theory of hegemonic stability"
and the view that the classical gold standard was really a "sterling standard”. We
see the gold standard rather as a decentralized, multipolar system in agreement
with Eichegreen (1992).

Also the econometric evidence surveyed in Section 1, on interest rate
interrelationships in the main countries suggests that the adjustment between the
UK, Germany and France was rather symmetric (Tullio and Wolters, 1996) or even
in favour of France and Germany (Neuburger and Stokes, Giovannini) and this is
roughly in agreement with what comes out from our reading of the History of
Econormic Thought.

Second we isolate five structural/institutional characteristics of an economy
which influence the degree of symmetry/asymmetry in balance of payments
adjustment and the power of a country to influence the rest of the world and
discuss their role in Sections 2-6. The characteristics are: 1) its size and its
importance in foreign trade, 2) the size of its gold stock in relation to size, exports
and monetary liabilities of the Central Bank and the amount of gold in circulation;
the size of these two gold stocks‘is related to the development of the banking
system and the size of the monetary multiplier, 3) the spreading of the gold
exchange standard, 4) the net debtor/creditor position and the dependency on raw
material exports, 5) the use of gold devices.

The relative size of the UK and of its gold stock were working against
London and in favour of Germany, France and the US, especially in the latter half
of the period. They tended to throw a greater share of the buden of international
adjustment on the UK than commonly believed. The development of the gold
exchange standard which was partcularly stong in the last 15-20 years of the period
tended to relax the British balance of payments constraint, thus working in Great
Britain's favour. This was probably the most important development concerning

asymmetries in balance of balance of payments adjustment after 1850. However,
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since the german mark and the french franc also experience'd a rapid growth as
reserve currencies, especially in Continental Europe, the role of the spreading of
the gold exchange standard in changing the degree of symmetry in balance of
payments adjustment between the UK, France and Germany should not be
exaggerated; it changed it above all between the three main centers and the other
countries. In addition the use of sterling as a reserve currency in the world tended
to make London vulnerable to sterling conversions into gold by foreign Central
Banks in periods of stress. The alleged heavier use of gold devices by France
tended to shift more of the burden of adjustment on other countries including the
UK, while the fact that the UK had by far the largest net creditor position and the
largest capital market in the world tended to work in London's favour. It is difficult
to say whether the positive (for London) or negative factors prevailed. However,
the impulse response analysis performed by Tullio and Wolters(1996) may be
interpreted as suggesting that the role of London did not weaken in relation to
Germany in the period 1896-1913 with respect to the period 1876-95.

Third Keynes held a much more sophisticated view than believed by those
who quote ‘his famous statement in which London is seen as conducting the
international orchestra. We show that he was not at all so sure that London was as
powerful as his sentence would suggest.

Fourth several writers quoted in this paper knew that capital mobility
increased significantly in the period 1896-1913 with respect to the period 1876-
1895. This is also suggested by the econometric evidence of Tullio and Wolters
(1996).

Fifth in section 7 we discuss the implications of cooperation for the sharing
of the burden of adjustment and distinguish between three types of cooperation:
the automatic cooperation stemming from the adherence to the internal and
external gold standard, the common management of crises and cooperation to

foster the long run survival of the system. We conclude that there was a lot of the

47



first type, sporadic evidence of cooperation of the second type and none at all of
the third type.

According to Eichengreen (1992) credibility that convertibility and fixed
exchange rates would be maintained and cooperation were the factors that
stabilized the system. We fully agree on the role of credibility, not on the role of
cooperation. Explicit and non automatic cooperation must have been very sporadic
and always focused on the very short run survival of the system rather than long
run stability. As forcefully explained by Hawtrey, there was no cooperation at all
on crucial issues concerning the long run stability of the system and gold policy.
France may have helped the UK several times in periods of financial stress;
however, it kept accumulating gold on a grand scale, thereby endangering the long
run stability of the system. The same can be said to a lesser extent of the US which
created a central Bank much too late and of Germany which after 1871 contributed
to throw the gold standard world into a slump for over two decades. What kept the
system stable during the first period were credibility, less than full capital mobility
and some remnants of hegemonic power by London. During the second period
credibility and an "Indian Summer" of high gold production, of a remarkably rapid
growth of the gold exchange standard and high economic growth performed the
miracle.

But during the first 13 years of this century winter was approaching very
fast and would have probably set in sometime after 1914 even without World War
I. Some people like Keynes must have felt that winter was approaching fast in
international monetary matters, otherwise he would not have written his "Indian
Currency and Finance" which was basically an attempt to convince India and the
British government of the merits of a sterling standard. Great uncertainties were
being felt also in areas other than monetary matters. Monetary uncertainties just
added to many perceptions of an uncertain future coming from other quarters and

most likely contributed to make those last years of the classical gold standard the

remarkable epoch they were.
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TABLE 1 - real GNP/NNP of major gold standard countries,

1880-1910 (in billions of 1913 US dollars)

UK Gg! F UsS TOTAL

1880 22.97 18.09 16.84 38.86 96.75

1900 33.84 33.24 21.31 7736 165.75

1910 39.28 43.06 26.07 117.42 | 225.77

geometric annual growth rates:
[ 1880-1910 | 179 | 238 1.55 369 | 282
in % of Total:

1880 23.7 18.7 17.4 40.2 100

1900 204 20.0 12.9 46.7 100

1910 17.4 19.0 11.6 52.0 100

INNP

Sources: Mitchell (1975}, Hoflmann (1965), Perrou (1955) and Sommariva and

Tullio (1987).




Table 2 - Expors of goods of major pold standard countries ,1872-1908

in millions of current US dollars

UK! G? F us TOTAL
1972 |1375.09 |655.45 801.31 [468.84 3300.69
1880 11088.09 |[711.43 672.79 |889.69 3362.00
1000 [1420.42 |1135.87 |797.15 1477.95 |4831.39
1008 |1839.49 |1549.08 [1085.6° 1752.84 |6227.01

in % of total:

1972 |41.6 19.9 24.3 14.2 100
1880 323 21.2 20.0 26.5 100
1900 (294 23.5 16.5 30.6 100
1908 [29.6 24.9 17.43 28.1 100

1Excluding foreign and colonial produce
2including precious metals

31907
31907

Sources: National Monet
and France and

DC.

ary Commission (1910), Statistics for Great Britain, Germany
Statistics for the US, Government Printing Office, Washington
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Table 4 - Precious metals in possession of major gold standard central banks!

in % of total assets

Bank of England Reichsbank Bank of France
1880 35.8 54.1 63.6
1900 34.2 46.6 66.9
1910 36.6 449 70.9
in % ofshort term liabilities
1880 46.4 61.1 - 65.5
1900 41.9 49.5 67.4
1910 44 .4 46.8 71.3
in % of exports
1880 12.52 18.9 56.6
1900 11.42 17.2 78.5
1910 8.62 13.9 61.5

lannual.averages

?exc[uding foreign and colonial produce among exports in the denominator

Sourees; Vergleichende Notenbankstatistik (1925), National Monetary Commission
(1910) and Mitchell (1975)




Table 5 - Number of official discount rate changes in London, Berlin and Paris

1876(1) - 1895 (12)

Number of changes Changes per vear
London Berlin Paris London Berlin Paris
Positive 52 30 7 2.6 - 1.5 04
Negative 81 36 14 4.1 1.8 0.7
Totale 133 66 21 6.7 3.3 1.1
1896(1) - 1913 (12)
Number of changes Changes'per vear
London Berlin Pans London Berlin Pans
Positive 35 29 8 2.0 1.6 0.5
Negative 53 41 6 29 2.3 0.3
Totale 88 70 14 4.9 3.9 0.8

Source: Vergleichende Notenbankstatistik (1925).




Table 6 - Bank Deposit multiplier in the UK and Gennany!

UK Germany
1880 5.70 0.51
1900 10.78 1.99
1907 14.74 3.4

I Deposits of joint stock banks divided by total assets of central bank.

Sources: for the numerator National Monetary Commission (1910) and for the
denominator Vergleichlude Notenbankstatistik (1925)



Table 7 - Reichsbank holdings of foreign exchange
(in % of total Reichshank assets), 1891-1913

1891-95 0.7
1896-1900 1.8
1901-05 3.8
1906-10 6.7
1911-13 4.9

Source: Sommariva and Tullio (1987) p. 87, Table 2.1




Table 8 - Rikshaok holdings of oold and foreign exchange, by cumency, 1913

in millions of Kronor in%
Gold 102.1 45.5
Foreign bonds 27.5 12.3
Foreign bills 69.8 311
Foreign bank accounts (net) 24.8 11.1
TOTAL 224.2 100.0
Breakdown by currency

of foreign bills and
foreign bank accounts
(net)

of foreign bonds!

Norwegian and Danish knonors 10.6% -
Pounds 24.0% 37%
Reichsmarks 59.9% 52%
Francs 3.4% 11%
Qther 0.2% -
TOTAL 100% 100%
1911

Source; Jonung (1984) p.386,

Table 8.8




Table 9 - Official foreign exchange holdings in 35 countries, end of 1913

(Central Bank and Treasury)

in millions of US dollars |in % of gold and foreign
exchange holdings
Three main creditors 52.8 4.5%
(UK,F,D)

QOther Europe 610.6 25.8%

of which;Russia 305.6 28.0%

Greece 43.9 90.1%

Italy 50.8 13.2%

Sweden 434 61.3%
Africa, Asia, Australia 403.9 66.7%

of which:Japan 235.9 78.3%

India 136.3 62.2%

Source: Lindert (1969) p. 10,

Table |




Table 10 - Deposit liabilities of colonial and foreign joint stock banks in I.ondon,
1878-1908!

% of total deposit of joint stock banks of England, Scotland, Wales

(in

and Ireland)

Colonial Foreign
1878 19.3 5.4
1880 19.9 4,7
1885 20.9 6.4
1890 23.0 8.9
1895 19.9 7.3
1900 15.6 ' 11.0
1905 16.7 22.1
1908 17.0 24.4

fwith London branches of colonial or foreign banks

Sourge: National Monetary Commission (1910), Table 2, p 27
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