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ABSTRACT

The Great Depression as a Watershed: International Capital
Mobility over the Long Run*

This paper surveys the evolution of international capital mobility since the late-
nineteenth century. It begins with an overview of empirical evidence on the fall
and rise of integration in the global capital market. A discussion of institutional
developments focuses on the use of capital controls and the pursuit of
domestic macroeconomic policy objectives in the context of changing
monetary regimes. A fundamental macroeconomic policy trilemma has forced
policy-makers to trade off conflicting goals. The natural implication of the
trilemma is that capital mobility has prevailed and expanded under
circumstances of widespread political support either for an exchange rate
subordinated monetary policy regime (e.g. the gold standard), or for a
monetary regime geared mainly towards domestic objectives at the expense
of exchange rate stability (e.g. the recent float). Through its effect on popular
attitudes towards both the gold standard and the legitimate scope for
government macroeconomic intervention, the Great Depression emerges as
the key turning point in the recent history of international capital markets.
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NON-TECHNICAL SUMMARY

The era of the classical gold standard, circa 1870 to 1914, is rightly regarded
as a high-water mark in the free movement of capital, labour and commodities
among nations. After World War I, the attempt to rebuild a world economy
along pre-1914 lines was swallowed up in the Great Depression and in the
new world war that the Depression bred. Only in the 1990s has the world
economy achieved a degree of economic integration that rivals the coherence
already attained a century earlier. This development broadly fulfills the hopes
for the world economy that United States policy-makers held at the close of
World War II, albeit within an institutional and policy context far different from
the one they designed or even envisioned.

Why did the network of world trade suddenly collapse in the Depression and
how did the collapse itself influence the subsequent process of regeneration?
This paper is primarily concerned with one aspect of international commerce,
capital movements, although the forces restraining international capital
movements are not fully understandable without an appreciation of the
natures and purposes of related restraints on other kinds of trade.

We document empirically the ebb and flow of international capital mobility over
more than one-hundred years and propose a simple framework for interpreting
the economic forces that gave rise both to the disintegrative trend initiated by
the Depression and to the boom in global capital mobility of recent years. After
first reviewing briefly the economic functions of international capital
movements, we review some empirical evidence. Our quantitative indicators –
and a wider literature – are in broad agreement that international capital
mobility was considerable during the classical gold standard and under the
reconstituted gold standard around 1930. They likewise agree that mobility
contracted sharply as a result of the Depression and World War II, and then
slowly re-emerged, albeit with significant reversals, starting in the late 1950s.

With the quantitative history laid out for interpretation, we next chronicle the
major vicissitudes of the international capital market starting with World War I.
Financial controls deployed in the course of all-out war were relaxed later
during an interregnum of floating exchange rates that was widely viewed as a
prelude to the ‘normalcy’ of a restored gold standard. Nearly universal (again)
by the end of the 1920s, the gold standard was shattered by the Great
Depression. Many countries utilized controls of some sort in their attempts to
maintain gold parities and international finance became fragmented as even
free-exchange countries struck bilateral deals with Germany and other
exchange controllers. Controls spread and intensified in World War II. Bilateral
trade arrangements proliferated after the war in a scramble to husband scarce
hard currency – mostly US dollar – resources.



The gradual restoration of convertibility in Europe (and elsewhere), fostered in
part by US Marshall aid and the European Payments Union, promoted
growing world trade and, with it, a growing risk of pressures on the pegged
exchange rates mandated by the post-war Bretton Woods system. The
breakdown of fixed dollar rates in the early 1970s led, in turn, to extensive
liberalization of capital movements by the United States and Germany starting
in 1974, by Japan starting in 1979, and by the United Kingdom in the same
year. Most of Europe, and much of the developing world, followed suit starting
around 1990. Evidently, individual country experiences have differed, as have
the motivations for external liberalization and the institutional setting in which it
has taken place. These differences notwithstanding, financial openness has
now reached a depth, universality, and resilience comparable to that of the
classical gold standard era. But that development was consummated only in
the 1990s.

Secular movements in the scope for international lending and borrowing may
be understood, we argue, in terms of a fundamental macroeconomic policy
trilemma that all national policy-makers face: the chosen macroeconomic
policy regime can include at most two elements of the ‘inconsistent trinity’ of:
(i) full freedom of cross-border capital movements; (ii) a fixed exchange rate;
and (iii) an independent monetary policy oriented towards domestic objectives.
If capital movements are prohibited (element (i) is ruled out), a country on a
fixed exchange rate can break ranks with foreign interest rates and thereby
run an independent monetary policy. Similarly, a floating exchange rate
(element (ii) is ruled out) reconciles freedom of international capital
movements with monetary policy effectiveness (at least when some nominal
domestic prices are sticky). But monetary policy is powerless to achieve
domestic goals when the exchange rate is fixed and capital movements are
free (element (iii) is ruled out), since intervention in support of the exchange
parity then entails capital flows that exactly offset any monetary policy action
threatening to alter domestic interest rates.

Recognition of the policy trilemma leads to a central proposition of this paper.
Capital mobility has prevailed and expanded under circumstances of
widespread political support either for an exchange rate subordinated
monetary policy regime (e.g. the gold standard), or for a monetary regime
geared mainly towards domestic objectives at the expense of exchange rate
stability (e.g. the recent float). The middle ground in which countries attempt
simultaneously to hit exchange rate targets and domestic policy goals has,
almost as a logical consequence, entailed exchange controls or other harsh
constraints on international transactions.

The Great Depression stands as a watershed in that it was caused by an ill-
advised subordination of monetary policy to an exchange rate constraint (the
gold standard), which led to a chaotic time of troubles in which countries
experimented, typically non-cooperatively, with alternative modes of
addressing the fundamental policy trilemma. Interwar experience, in turn,



discredited the gold standard and led to a new and fairly universal policy
consensus; one that shaped the more cooperative post-war international
economic order fashioned by Harry Dexter White and John Maynard Keynes,
but also implanted within that order the seeds of its own eventual destruction a
quarter-century later. The global financial nexus that since evolved is based
on a solution to the basic open economy trilemma quite different than that
envisioned by Keynes or White – one that allows considerable freedom for
capital movements, gives the major currency areas freedom to pursue internal
goals, but largely leaves their mutual exchange rates as the equilibrating
residual.




































































































































