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pelicies, taking evidence from the next effort to establish a
framework for international financial collaboration: the
Tripartite Monetary Agreement of 1936,
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NON-TECHNICAI, SUMMARY

There has been increasing interest in the interwar period and the
lessons it suggests for current policy. This paper reconsiders the
history of the international financial system to see what light

it sheds on the issue of international policy coordination. It
first examines how contemporaries viewed the role for policy
coordination at the start of the interwar periced, taking as a

case study the Genoa Econonic and Financial Conference of 1922.

The paper argues that the advantages of policy coordination were

in fact well understood in the 19205, but political disagreements
impeded moves towards a framework for cooperative action.

What effect did the resulting non~cooperative behaviour have,
once the gold standard was again in operation? The gold exchange
standard resembled a rules-based regime, an attempt to minimize
the need for policy coordination by limiting policy-makers'
discreticn. The gold standard constrained but by no means
eliminated the authorities' options. The paper develops a two-
country model designed to highlicht the scope for strategic
behaviocur by governments under the gold standard. The model
characterizes behaviour of the banking sector as well as
aggregate supply and aggregate demand in each country. Capital
is perfectly mobile and financial assets were perfect
substitutes, resulting in a common interest rate in the two
countries. The model is completed by eguations describing each
government's policy objectives, which include both domestic price
stability and the country's share of the world gold stock.

What effect did the resulting strategic interaction have on the
international economy? The model suggests that noncooperative
behaviour imparted a deflationary bias to the system.
Governments increased their discount rates in the attempt to
capture more of the world's gold, depressing domestic activity.
Since not all governments could increase their share of gold

reserves at the same time, their attempts to do so were offset by



higher discount rates in other countries, resulting only in
further deflation worldwide. Cooperative behaviour, through
coordination of discount rate policies, would eliminate this
deflationary bias. Despite the absence of dynamics and
expectational effects, the model also helps in understanding why
cooperative solutions proved so difficult to achieve.

The lessons of this experience with non~cooperative strategies
were reflected in the next attempt to reconstruct the
international monetary order: the Tripartite Monetary Agreement
of 1936. This agreement resembled closely the Genoa Resolutions
of 1922 but was more successfully implemented, because political
circumstances had changed and the scope for collaboration was
more tightly circumscribed. Thus the history of international
financial collaboration in the interwar period sheds light not
only on the rationale for policy coordination but also on the
pelitical and economic circumstances which might promote it.




"Measures of currency reform will be facilitated if the
practice of continusus cooperation among central banks of
1ssue, or banks regulating credit policy in the several
countries can be developed. Such cooperation of central
banks, not necessarily confined to Eurcpe, wasuld provide
cppertunities of coordinating their policy, without haaper-
ing the freedom of the several banks.”

trem Resclution 3 0f the

Report of the Financial

Commission of the Genoa
Conference, 1922,

In the days of the gold stamdard, it is sometimes said, international
policy coordination was a moot point.i FPopular accounts based more on
cariqature than on careful historical analysis portray the gold standard as
a remarkably efficient mechanism for conrdinating the actions of national
authorities. Pelicies were so easily reconciled, it :s argued, because
those responsible for their formulation, regardiess of nationality, shared
a belief of balanced budgets and a cammon gverriding objective: pegging the
domestic currency price of gold. When central banks intervened in
financial markets, 1t 15 suggested, they did zo mechanically, obeyang
“rules of the game” which dictated that they only reintorce the impact on
demestic money and credit markets of balance of payments conditions. For
exanpie, 2z central bank losing reserves would raise its discount rate while
the central bank gaining reserves would lower its discount rate, thereby
reinforcing cne another's efforts to restore external balanee. Heace
moretary policy under the gold standard is 3 favorite example of thase who
argue that international policy zopordination is most readily achieved under
a rules-based regime rather than one that. depends on discretion.

This naive vision of the days of the gold standard as a simpler, more
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harmoniocus era 1s at best partial and at worst misleading. The wvery
actions of central banks suggest that their objectives were not in fact so
easily rgcnn:1led by the eperation of gold standard comstraists. Discount
rates tended to move together, rot inversely as the "rulecs of the game”
would sugqest.z Central banks sterilized internaticnal gold flows more
often than they intervened to reinforce their 1mpact on domestic

markets.s These and gther actions resemble the outcome of a

noncooperative game, in which the participants act to neutralize rather
than accommodate the efforts of their counterparts. Yet on occasion central
banks and guvernments manzged to achieve cooperative solutiens to their
protlems, such as when they negotiated swap arrangements, earmar#ed geld,
or extended international loans.q Both central banks and gnvernments
clearly recognized their interdependence, if they did not always sucueed in
cesordinating their actaons.

Still, 1t 15 fair to say that the interwar period opened the modern
era of interdependence. In the 19205 questions of policy cogrdination and
central bank tooperaticon acguired 2 new tone of urgency. In part this
reflected greater opportunities for coordinating policies in & world with &
Bank for Internstignal Settlements, an international teleyraph, and a
trans-Atlantic telephnne.5 In part it reflected the higher costs of
ignoring interdependence in a world of rapid comsunicaticon, 1ntegrated
markets and volatile capital flows. Aboeve all it reflected the widening
scope for conflict as governments attached growing 1mportance to domest:c
gtononit sbiectives and put less weight on balance of payments targets.

The interwar period provides examples of varicus forms of successful
tollaberation. The League of Nations provided stabilization loans to
countries experiencing hyperinflation in retuen for their accession to

protocals which precluded their central banks from amonetizing budget




deficits and committed thea to return to gold. Internatiaonal canferences
held at Brussels in 1920 and Benoa im 1922 laid the basis far
reconstructing the international monetary system. The United States Siau
Britain’'s return to gold as the linchpin upon whith the gold standard’s
resurrection depended, and it provided credits of £300 miilien to
facilitate Britain's restoration of the prewar sterling parity.6 These
efferts were fully successful in reconstructing the international system:
gnce its renewal had been signaled by Britain's return to gold, some fifty
nations joined the U.S. aad the U.K. as participants in the interwar gule
standard.

Yet the interwar period providas equally dramatic illustrations af
faiiqres of cooperation and their costs. The brief duration and Early
demise of the interwar gald standarc is taken to indicate the imahility of
majer participants to effectively coordinate their actiens. A prime
example 15 the farlure of the countries at the center to harmenize their
choice of parities. The important caces are Great Britain, wsere ovEr -
valuation of sterling was associated with unprecedented levels of
uneaployment and depression i1 the export trades; and France, where
undervaluation of the franc was associated with sustained ecangmic géowth
and until 1931 1insulation from the worst effpcts of the Breat
Depression. One coraollary of this cospetitive imbalance Was an uneven
international distribution of geld. Nations such as the United States and
France whese internatisnal coppetitive positians were relatively streng
acquired and retained a large portien of the world's menetary gold, leaving
others such as Hritain to defend the convertibility of their currencies an
the basis of slender reserves. Another indication of this inability to

coordinate policies was the widespread failure to play by the rules of the



gold standard game; instead central banks sterilized international reserve
flows and hesitated to adjust their discount rates in response to external
pressures.

Th;s paper takes a2 new look at the financial history of the interwar
period to see what light this experience sheds on current concerns over
international policy coordination. After a review of the literature and
the historicsl preconditions, it tells a ctory in three parts. The first
part examines the role for policy coordination as envisaged by
contemporaries at the start of the period. It takes as a case study the
Genoa Economic and Financial Conference of 1922Z. MWe will argue that the
advantages of policy coordination were in fact well understood iﬁ the
“twenties but that political disagreements impeded efforts to establish a
mechanism for cooperative action. Instead, policymakers ultimately pursued
ncncooperative strategies within the framework cof the internaticnal gold
standard.

The second part caonsiderc the effects of noncooperative behavior once
the gold standard was again in operation. Identifying these effects
requires an explicit model. Yet the idea of strategic behavior by national
authorities is wholly incompatible with standard models of the gold
standard’s operation. The analysis therefore requires the development of
an alternative model of the interwar gold standard. While the aocdel
developed below bears little resemblance tc previous frameworks used to
analyze gold standard adjustment, it indicates clearly not only the
advantages of coordinated action but suggests why cooperative solutions
proved so difficult to achieve.

The final part concerns the guestion of what the principal
participants learned from their pursuit of noncooperative strategies. The

lessons of the interwar gold standard as they were understood by



contemporaries found reflection in the next attempt to recenstruct the
international monetary order: the Tripartite Monetary Agreenent concluded
by Britain, France and the United States in the avtumn of 1935.7 The

teras of the Tripartite Agreement were remarkably siszilar to the Senoa
Reselutions of 1922, Where they differed was in the absence of favorable
references teo fixed parities and to the goid-exchange standard. They
differed as well by more tightly circumscribing the range of issues subject
to collaboration. This alang with the decline of political obstacles to
cooperatlion permitted the noble sentiments of the Tripartite Agreement to
be 1mplemented. Thus, the history of international financial collaboratien
in the interwar pericd sheds light not only on the rationale for policy

coordination but alsc on the circfumstances conducive to its practice.

I. Lteadership and Cooperation Under A Gold Standard Kegims

In theoretical treatments of the gold standard s operation, there 1s
no scope for pelicy coordinatien. The adjustment process works
automatically, affecting surplus and deficit countries alike. The price-
specie~flow variant of the adjustment mechanism emphasizes the role of relative
prices in restoring external balance. A gold outflicw leads to monectary
deflation and #alling prices until the international competitiveness of the
goods produced by the deficit country 15 enhanced sufficiently to restore
equilibrium %o the exterral actcounts. The monetary variant of the
adsustment mechanism stresses the rale of wealth and real balance effects.
A geld outflow reduces abssrption through the real balance effect on
censumpticen until the equality of income and expenditure is restored. In
each case, the surplus country is affected symmetrically. Bevand standing
ready to buy and sell gold at the official price, the only role for central

hanks is to mechanically reinforce the impact on domestic money and credit



martets of incipient gold flows.

Btraikingly, these theoretical treatments bear little resemblance to
historical analyses of the gold standard’s cperation gither at the end of
the 19th century or between the wars. ®here theoretical medels describe
certral banks as mechanically reinforcing one another's actiens, histgrical
accounts emphasize instead the potential for conflict between national
authorities and their sirategic interaction. VYet in nore of these
accounts is the scope for conflict adequately defined, leaving unclear the
advantages of leadership and cooperation.

Historical descriptions of the classical gold standard place great
weight on asymmetries in the system’'s operation. Breat Britain in
pParticular is seeh as possessing unrivaled abilities to manipulate the
process of adjustment. Britain’s market power is attributed to her
position as the world's foremost trading and lgnding nation. British
exports, which had already guadrupled between 1800 and 1850, increased
vightfold between 189S0 and 1913, and on the eve of the first World War
Britain accounted for 14 percent of world exports, a figure far euceeding
her share of world production or income. The woerld's principal crganized
commodity markets all were centered in England. Not the least of thess was
the London gold market, which regularly received the bulk of South Africa's
gold production. In addition, Britain had nc close competitor as the
world’'s preeminent international lender. By 1913, British overseas
investrents awounted to nearly 45 percent of the external investments of
the aajer creditor countries of the West. Britair’s annual capital export
was nearly five times that of France, her nearest rival. NeQer befare
or singe have a nation’s overseas investments been such a large share of

. . 8
national income.




Britain's commercial and finanmcial preeminence had profound
implications for the international role of sterling, which had implications
ik turn for the eperaticn af the adjustment mechanisnm. Sterling was the
world’s leading vehicle currency in international transactiens. Trade that
neither touched British ;hanQ nor pasced through the hands of British
merchants overseas might nonetheless be invoiced in sterling. Transactions
the world over were settled with the transfer of sterling balances between
foreign accounts maintained in London. Securities denominated in sterling
werz the sest popular form of international recerves with which central
banks might supplement their stucks of goId.q

Under these circumstances, 1t is argued, the Bank of England
erercised powerful leverage over international flows of commodities,

' capital and gold - leverage it could emplay to manipulate the process of
adjustment by which external balance was restored. Changes in Bank Rate
(the rate charged by the Bank of England for loans te discoumt houses and
sther dealers in Treasury and commercial gills) exerted an jinfluence not
shared &ty foreign discount rates and to a large extent determined credit
conditions not merelv at hose but abroad.:o A rise in Bank Rate is
typically thought to have forced up the reguired rate o return on Treasury
and coemercial bills, and by rendering these assets more attractive
increased the opportunity cost to the banking cector of extending loans and
cverdrafts to barrowers. Biven the share of sterling loars and advantes 1in
international markets for short-term capital, rates of return on foreign-
cwrrency-denominated assets that were substitutes for sterling were forced
up az well. HMoreover, because the werld's mast impertant gold market also
was located in Londan, the Bank of England by altering the cost and
availability of short-term credit directl; influenced the tendency of non-

residents to purchase and ship abread gold newly delivered to market.



Te paraphrase Walter Bagehot s famous aphorism, raising Bank Rate to
a sufficiently high level would succeed in drawing gold from the moon.
This leverage over capital flews followed from the fact that no foreign
power cagld match the Bank of England’s influence in international
financial markets. The United States, without even a central bank, lacked
the resources and the gipertise to rival Britain in the market. The Bank
of France's sphere of influence was limited to Russia and France’s colonial
possessions. Foreign authorities possessed no feasible alternative but to
respond to Bank of Englang initiatives, as the British understood. Hence,
the EBank of England could anticipate with considerakble atcuracy the
response of foreign auythorities t¢ a change in Bank Rate in London, and it
could frame 1ts policy sccordingly. To the Beputy Govermor of the Bank of
England Keynes described the reaction of foreign governments in the
follewing way: "In prewar days it used to be maintained-~1 think truly--
that to a large extent we led the world; that is to say, if we reduced Bank
rate it probably brought about a torresponding reduction in the rates in
other cuuntr:es.“il As he framed the argusent when helping to draft
the report of the Macmillan Conmittee, Britain could "by the operaticn of
her Bank Rate almost immediately adjust her reserve position. Other
countries had, therefore, in the main, to adjust their gonditions to

hers 12

There 1s littie agreement on the costs and benefits of the Bank of
Ergland ‘s exercise of leadership. The benign view of the prewar
arrangement 15 that it cperated to the benefit of beth the leader and Ser
follcuers by permitting the participants in the gold standard system to
econpoize in thear use of gold. The Bank of England could maintain a

slender gold reserve because she had the power to reverse a gold outflow




through unilateral initiative. Other central banks, such as those of
france, Germany, ARustria-Hungary and Russia, had less leverage sver
financial flows and were therefore forced to hold larger reserves in order
to accommodate wider swings in their reserve positiens. But due %o the
Eank of England’s capatity to ﬁnerate with relatively slender reserves, the
gold backing ot the world’s monetary base could be efficiently reduced.
Sinze the Fank of Erngland s leverage over intermational capital flows
erased any lingering doubts about the convertibilsty of sterlaing, other
countries were encouraged to supplement their holdings of gold with this
key currency, further augmenting internatioral reserves to the benefit of
all concerned.

A less sanguwine view is that through her exercise of market power
Britain wac capable of shifting the turden of adjustment abroad. Triffin
hae argued that, due to London’'s singular iamportance as a scurce of credid
for finanzing international transactions in foodstufés and raw materials.
Britain was through the impact of Hank Rate overseas wore than cospemsated
for the ecanomic cosis ef siringent credit ccnditions.is The argument
is that a temporary tredit siringency swung the terms of trade in Britain's
favor by increasing the cost to foreign producers of carrying stocks of
primary products. $Hiven the higher cost of holding inventeries, stocks of
foodstuffs and raw materials were dumped ento world markets, reducing the
cost of British imports. Obviously, tarrying costs were important as well
to British produters of manufactured exports, who had the same incentive as
producers of primary coamodities to liguidate stocks in the face of %fighter
credit conditions. Assuming however that the market for primary products
was characterized by exceptionslly low price elasticities of demand,
Britain's international terms of trade would still have iaproved on

balan:e.14
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8y the interwar period, it is frequently suggested, circumstances had
been transformed. Britain no longer possessad unparaileled influence over
the international adjustsent mechanism. Other nations had acquired
sufficient leverage to formulate if not independent ther at least
distinctive ratiognal policies, leaving the Bank of England in no better
position thar :ts rivals to ignore developments abroad. In particular, the
interwar period has been characterized as the era when Leondon detlined at
the expense of New York.15 The war and 1ts aftermath had transformed
the United States from a net debtor te a net creditor, and she suddenly
found herself in possession of a large share of the world's monetary gold.
When Britain returned to geld in 1925, U.S. gold reserves were roughly six
times those of the Bank of England. The British government owed the U5,
4.7 billicn in war debts, although their ultimate nagnitude and the
tchedule by to which they might be repaid remained very mucth in doubt.
Moreover, Washington was newly equipped with a Federal Reserve Board and
New York with a Federal Reserve Bank to direct and carry out financial
market intervention.

Through the first part of the “twenties New York surpassed London as
& source af funds invested abroad. The U.K.'s share of world export value
teclined from 14 percent in 1913 to barely 12 percent in 192% and little
sere than 11 percent in 1928, Eefere the war, Britain had consistently run
current account surpluses; in the century ending in 19{3 there had been but
two years of deficit. The situation was different between the wars; in the
shart span from 192% to 1931 there were already two vears of current
account deﬁczt.zb Bankers and merchants, finding themselves to be
dealing with both financial centers and running down the balances on

sterling accounts maintained in London, increasingly held diversified

10




portfolios of the two key currencies.

The British position was not eased by conturrent developments in
France. Unlike Britain, France's share of world trade was stable after
1913. following de facto stabilization im 1926 at a rate which
undervalued the franc, France’s external position remained strong unti}
Britain’s devaluation in 1931. In 1928, when de jure convertibility of
the franc was restored, the Bank of France‘s holdings of ligquid sterling
assets roughly matched 1n value the Bank of England's entire gold reserve.
Over the next four years, the Bank of France engaged in a persistent effort
to coavert these balances into gold as part of 2 conscious policy of
elevating Paris to the stature of a first-ran% financial center.!?

The British authorities recognized their heightened interdependence
with foreign natiens. In particular, the Bank of England found 1t
impossible to neglect the reaction of foreign centrazl banks to a
prospective charge 1n Bank Rate. Were the Bank of England to disregard
foreign reactions when setting its discount rate, it would "render itseif
liable to be flooded with, or depleted of, guld, as the case may be.” As
high an official as the Deputy Governor of the Hank of England admitted
that “such leadership as we possessed has certainly been affected by the
position which American has gained."Ia

While pelicymakers clearly recegnized their heightened
interdependence, the implications of this recognition remain somewhat
unclear, {One literature attempts to document the stimulus this recognition
of interdependence provided for cooperative action. For example, Clarke
{1967) destribes instances where central banks estended to ane another
routine clearing services, shared privileged information, and arranged
international stabilization leans. Another literature emphasizes the

inability of policymakers to coordinate their actions despite this
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recognition of interdependence. Thus, Viner (1932, p. 28) and Sayer (1937,
p. 2%) descraibe London, Paris and New York as having worked at "gcrogss-~
purposes.” Yet it is not easy to extract fros their analyses a sense of
how working at cross-purposes affected the ovperation of the monetary
system. In part this is due to the tendency of these authors to argue by
analogy rather than specifying the economic model they have in mind. Nevin
(1953, p. 12} is typiral of this mode when, likening the international
monetary system to an sutomobile, he characterizes Britain and the Ynited
States as "two guite ewcellent drivers...perpetually fighting to gain
control of the vehicle." A system influenced by the actions of tuc
fingncisl centers, like a car with two drivers, wili function only if those
centers are capable of cooperating and acting consistently. But, ke goes
en, "ain the real world, this seldom happens, and the existence of more than
cne centre with powers of control leads to the existence of mopre than one
policy." What we would like to know is whether the presence of two
chauffeurs causes the car to be driven too fast, too slow, or too
erraticaliy, and what the implicatiens of the chauffeurs’ behavior is for
the welfare of the passengers.

Arguments by analogy, however appeaiing, provide no answer to these
questions. The historian‘s instinct is to turn to the documents for
guidance. The econgmist’s 35 to construct a model. MWe consider these

approaches in turn.

II. The Genca Conference of 1922 and the Role for Cosperation

When the Genva Economic and Financial Conference canvened in April
1922, European exchange and trade relations were in disarray. Physical
devastation in the main theaters 0f the war created persistent excess

demands for foodstuffs and raw materials, particularly in Central and
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Eastern Europe. Capital goods imports were needed to replace plant and
equipment destroyed in the course of the war. Yet the nations of
Continental Europe pessessed limited resources out of which to firmance the
reguired imports. Industrial] and agricultural production remained well
telow 1913 l&vels.l9 The United States curtaiied and gquickly

eliminated official lending to its Eurcpean allies, insisted on prompt
repayment of its war loans, and canstrained Europe's capacity to earn
foreign exchange by sharply raising tariff rates. Europe therefore

turned to defieit spending o finance econopaic recunstruct1nn.20 Some
such ac the French proceeded or the premise t4at Reparations payments would
eventually permit any new debt to be retired ang prewar monetary
arrangements to be restored. Others such as the Germans were preoccupied
élmost entirely by the immediate problem of reconstruction. By the summer
of 1920 the mark hag already begun its descent; the frang, in contrast,
fluctuated uneasily in respense to new information about prospects for
Reparations.

In Western Eurcpe and the United States, the Armistice had been
folloued by a sudden and dramatic boox. Consumers finally were parmitted
to vent demands that had been pent up during the war, and producers took
the cppertunity to replenish their stocks. In Britain the pressure of
demand led to an inflation of prices unprecedented in peacetinme.

Employment expanded rapidly, and wages rose in resppnse. In light of these
inflatignary pressures, the Ban% of England raised its discount rate in
November 1919 ang April 1920, Alasost sisultareously, industrial preduction
turned down, and unemplayment among trade unign mecbers rose from 1.4 tg
16.7 pertent within a year. Wholesale prices fel} by nearly 50 percent

between the spring of 1920 and the beginnirg of 1922, In france wholesale
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prices turned down in May, falling by 41 percent within a vear, while the
index uwf industrial proaduction fell by sight percent betuween 1929 and 1921.
In the United States fluctuations in industrial production, while not as
prnnouncéd as in Britain, followed basically the same pattern, while
wholesale prices fell by 45 percent in the LG months following their May
1920 peak.21

A5 in the 1970s, financial instability impeded efforis to liberalize
international trade. Since the sajor belligerants had all imposed trade
controls in the course of the war, they had in place the administrative
machinery needed te administer import licemsing and gquota schewmes. MWhile
some such as Britain rapidly moved to dismantle wartime cnntrols,'uthers
such as France, whicth initially emulated the British example, turned back
to tariff protection once their currencies began to depreciate. Trade with
central Europe was further depressed by the slow recovery of these
economies. Together with the embargo on Russian trade, the prospects for
an export-led recovery appeared dim.

The Reparations guestion cast a shadow aver attempts at monetary
reconstruction and impeded efforts tp arrange cooperative solutions to
Europe’s financial probless. The provisicns of the Treaty of Versailles
desigred to provide a mechanism by which realistic Reparations claims
might be negotiated were disabled by the refusal of the U.S5. {ongress %o
ratify the Treaty. The Treaty itself deferred final determination of the
amount of Reparations but required anm initial payment of 200,000 million
gold marks, the first installment falling due in fay 1921.22 When the
Reparations Commission, staffed not by financial euperts but by peliticians
taking instructions from their governsents, finally determined the value of
Reparations in April 1921, the amount was fixed at $32 btillion, three times

the sum recommended by the econoaic experts at Versailles and 3 much larger
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amount than the Germans anticipated. In principle, the transfer might be
made 5y payment in gold, payment in services, or payment in commodities.
Yet the Reizhsbank’'s gold reserve barely anounted to one semi=-annual
Reparations payment. German guest workers would scarcely be welcomed in
neighboring countries already experiencing high unemployment. Thus,
Germany had no alternative but to attempt to fimance its transfer through
an ewport surplus. The value of the transfer Bermany might have
aceomplished given the impact of a surplus on her terms of trade has been
debated ever since.23 The only certainty froo the point of view of
financial market participants was that the sagnitude and timing of
Reparaticns payments would remain uncertain, with unknown implications for
the public finances of the major creditor countries,

This was the background agsanst which the Genoa Conference of 1972
was conveapd. Genca was only one 1n a series of internmational monstary and
financial conferences held in the 1920s, and negstistions there were not
unrelated to previcus agetings at Brussels in 1920 and at Canges in January
1922. For example, the participants in the Brussels Conference had issued
declarations which resembled in general terms the resolutions subseguently
adopted at Benoa. However, only at Genoa uere the particulars of thése
proposals specified and methods for iaplementing them through the
itnternational coordination of palicies given explicit consideration.

The countries with greatest influence over %he proceedings at Genoa
were the United States, France and Britain. The three nations approached
the Conference with very different objectives. Despite other differences
the Americans and the British shared a common interest in rebuilding the
international econosy. Tha leaders of both nations agreed that recovery

required the revitalization of fereign trade, four which reconstruction of
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the geld standard was a necessary prerequisite. Beyond these gereral
goals, however, the tws sets of policymakers had little in common. The
British were willing to go considerably further than the Americans to
promote the expansion of trade. They hoped that diploaatic and coemercial
relations with the Soviet government could be established and that
Reparations could be reduced. To fatilitate the renegotiation of
Reparatiens, they suggested that the United States forgive at least a
portion of its war debt claims. With this groundwork laid, they hoped that

the creditor couniries would be engouraged to extend loans to the European

debtors, promocting economic recovery on the Continent and stimulating

international trade.

While restoring sterling’s prewar parity was seen as an essential
element of monetary reconstruttion, the British were wary of the é:nnomic
rosts that the deflation associated with restoration might entail. Fron
their perspeciive the preferred solution was inflation abroad rather than
deflation at home -- in particular, inflation in the United States. The
Eritish contemplated various schemes to encourage the Americans to inflate,
ranging from subtle diplomatic pressure to a far-fetched plan to
immediately pay in gold a large share of Britain“s war debt in order to
drastically expand the American monetary base.zgr This last scheme was
dismissed due to the likelihood of American sterilization and its impact on
the Bank of Ergland’s reserve position. It would be prefarable 4or
fnonetary expansion to be initiated abroad and backed as necessary by
reserves of forgign exchange. That 2 significant portion of foreign
exchange reserves would be held in the form of sterling undoubtedly figured
in British calculations. 2>

Rlthough the Ameritans shared Britain’s interest in promoting the

expansion of world trade, from their vantage peint the problem was less
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pressing. They were willing to participate in discuseions of international
pronomic poligy only as part of a general settlement. While Herbert Hoover
znd his Secretary of State, Charles E. Hughes, expressed an interest in
convening in what the President termed a "real honesi-to-Bod econowmic
conference” designed to reestablish fized exchange rates, international
convertiblity and free internationsl movements of commodities and gold,
they evinced little enthusiasm for meetings like those at Genoa which
seepeqd likely to concentrate on stop-gap measures to be adopted in lieu of
balanced budgats or Feparations settlements, and whose suctcess appeared to
hinge on American concessions regarding war debts.26 In the end,

Hughes agreed only to send to the Conference as an unpofficial observer the
American Ambassador to Rome, Richard Yashburn Child.

In contrast to the Americans, the French sought £o define the agenda
for Genpa a5 narrawly as possible. The Frenech opposed British proposals for
universal adoption of pondascriminatacn in trade and the aost-favored-
rnation clause, so they scught to discourage discussion of a general
convention on trade policy. In contrast they pressed for discussiom of
sanctions against the Soviet Bovernment on the guestion of prewar
debts.z? This dispute intensified after January 1922, when Briand’s
relatively moderate governaent was replaced by a more nationalistic
administration headed by Pointare, who comvenced almost iamediately to
spar over these issues and Reparations with the equally cembative Lloyd
George. Poincaréd was skeptical about the usefulness of multilateral
negotiations and agreed to participate in the conference anly on British
assurances that France’'s positiun on Reparations, the terms of the Treaty
of Versailles, and the Russian Imperial Government’'s debit to France would

. =B
not be gquestioned.
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The manetary proposals discussed at Genoa originated with the BEritish
delegation. 1In drafting their proposals the British could draw on the
First Interim Report of the Cunliffe Committee and on the tonsiderable
talents of their monetary specralists, notably Ralph G, Hawtrey, since 1919
Director of Financial Enguiries at H.M. Treasur-,'.z9 A number of
Britain’s Benca proposals resembled the Cunliffe Committee’s
recommensations, including the argument that a credible comsitment to
financial stability required a return to gold.so Resurrecting the gold
standard, it was stated, reguirecd balancing government budgets, insulating
certral banks from pressure to extend credit to govarnment agencies, and
consolicating national debts, Little was novel in these :deas. Mére novel
were the measures first proposed by the Cunliffe Committee and incorporated
into the British proposals to economize on the demand for munetarf gold:
these included elisinating internal circulation of gald coin, toncentrating
gold reserves at the central bank, ang permitting domestic residents to
atguire coin and bullion for export only from the authorities. By limiting
the use cof geld to international settlements, the Cunliffe Committee and
the British delegates at Genoa sought to minimize campeting demands for
reserves.

The Britich draft wac circulated among foreign authorities in
February 1922, and in March expertc from Belgaum, France; Italy and Japan
met with Eritish representatives in Londen to undertake revisions. These
proposals were adopted with only slight mpdification by the Financial
Committee at tse Genoa Conference in April and by the Conference itself in
nay.SI

The Genoa resolutions contained a number of provisions designed teo
ease the transition to gold. These included the recommendation, ultimately

adopted, that governments with significantly depreciated turrencies
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consider stabilizing at a lower rate of exchange. Mhile accepting the
argument that prewar parities provided the ideal basis for stabilization,
the experts suggested that countries which had experienced sustained
inflation might be well advised to avoid the putput costs associated with
restoring the prewar level of prices. Moreover, they observed that
governsents would be seriously burdened by the increased real value of
internal debt which would result from a substantial reduction in
prices.32 Felicysakers were therefore encouraged te stabilize at rates
not far distant from those currently prevailing. $Significantly for the
operation of the interwar gold standard, no sanctions were included te
discourage governments fronm engaging in competitive depreciation.

The Genoa resolutions alse centained proposals to economize on the
use of geld. The peasures proposed by the Cunliffe Committee were altered
to nmeet what the British experts regarded as mounting deflationary
pressures. HResclutien 9 on currenzy adopted by the Financial Commission
urged governments to establish a mechanism to minimize the need for gold by
"maintaining reserves in the form of foreign balarces, suth as the gold
ciehange standard, er an international clearing system.”

t was in this connection that the issue of policy coordination was
raised. Monetary authorities were encouraged to coordinate their demands
for gold and to avoid the wide fluctuations in internal prites that would
ptherwise result from thé "simultaneocus and competitive efforts of a nunber
of countries to secure metallic reserves."33 Thus, central banks were
for the first time explicitly urged to desist frem the competitive struggle
for gold. These proposals fer international covperation were predicated
upon the establishment of central banks where they did not exist and on

their insulation from political influence or control. Thus, at Genoga
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countries with relatively stable currencies were therefore urged to adopt
institutional arrangements similar to those imposed by the League of
Nations upen countries undergoing hyperinflation.

Thé only resclution on international polacy coordanation acceptable
to all the participating countries was one couched in general terms. While
consultation and collaboration were encouraged, ag formal mechanism for
their practice was specified. Instead, the Bank of England was reguested
to call an early meeting of central bankers to prepare a cenvention to
implement these measures. An accompanying resolution warngd that the
success of any such plan was contingent upon the participation of the
United States. 1In the words of the Financial Commission, no scheme for
stabilizing prices "can be fully sffective without ¢oordination of policy
between Europe and the United States, whose cooperation thereforé should be
1nvited."34

There :s no question that the economic costs of noncooperative
behavior were clearly understood in 1922, Permitting central banks to
engage in a competitive struggle for gold was seen as threatening to
transmit deflationary pressures to the world eccnomy and delaying recovery
from the War. Multilateral negotiations were seen as the most effective
technique for achieving agreement on an acceptaﬁle international
distrabution of reserves. Yet it was far from apparent how agreesent on
this matier might be reconciled Wwith national autonomy on the gquestion of
the level at which to stakilize exchamge rates, or how these ncoble
sentiments might be institutionaliied. But i€ the participants in the
Senna Conference lacked a coherent view of how policy coordination might be
prattized, they agreed on the principle of responding cooperatively to
international financial problens.

Ulitimately, even this modes{ atteapt to provide a framework for
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cooperation proved to he overly ambhitious. To the surprise of the
participants, the next step in the process, namely the proposed meeting of
tentral banks, was never held. The Eank of England took the initiative of
discussing the proposed meeting with the Federal Reserve, whose
participation was endorsed by the U.§. State Department. Once the Bank af
England’s Comamittee of Treasury approved the tentative invitatien drafted
by Norman and Bernjamin Strong, a meeting seemad imminent.sﬁ However,
efforts Yo convene the meeting met with political obstacles, and the
prospective conference was soen reduced %o a mere bargaining chip to be
used in Zisputes over these other concerms. The French ruled out their
participation unless Reparations were again excluded from the agenda. The
ﬁmer1c§ns objected that meaningful progress could not he made unless the
Reparations question was reapened. In the aviumn of 1922 Britain sent a
delegation to Washington tc discuss funding the British war debt, and the
Bank of England‘s involvement in these regetiations again postponed the
meeting of central bankers. France's vcsupation of the Ruhr in 1623 rast
doubt on Germany participation, and the financial difficulties of fustria
and Hungary was the accasion for further delay. By the summer of 1923,
enthusiasm for a general convention of central banks had dissipated. This
was not to mark the end ot finanmcial tollaboration, but subsequent
schanges between central banks took place primarily op a bilateral
bas;s.36

With the failure of the Genca Conference to yield even a general
framewsrk for international policy cosrdination, many of the dangers cited
by the financial experts quickly came to pass. There were no sanctions to
discourage governments from stabilizing at parities which yielded a system

of misaligned exchange rates. There was no meckanism for reconciling the
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competing objectives of national mometary asuthorities nor te prevent
central barks from engaging in what was characterized as a conpetitive
scramble for golé. The implications of roncooperative behavior within the

framework of the interwar gold standard would become evident soson enough.

IIl. Leadership and Couwperation Under the Interwar Gojd Standard

R, NMotivatrion
Establishing a basis for cooperatisn among central banks was

tlearly one of the orincipal goals of the policymakers who attempted to lay
the foundation for the gold standard‘s resurrection. Yet the goid standard
i% typically portrayed as a self-equilibrating mechaniss under which
external balance is restored to deficit and surplus countries alike through
the smogih operation of ar ansnymously funttioning internatigchal 2djustment
mechanism. The very concept of conflicting ebiectives, much less
strategies such as Ieadership ang tooperation, are wholly incompatible with
familiar attempts to model the gold standard‘s operation. These familiar
models are simply incapable of addressing the guestisns at hand.

The purpose of this section is therefore to develop an alternative
medel of the gold stamdard with which the izsues of leadership and
copperation can be addressed. MNo attempt is made to capiure the operaticon
of the internaticnal gold standard in all its complexity, for this is not
the model's purpose. [ts purpose is rather to provide a simple
macroeconomic framework which highlights the channels through which the
actions of one country’s central bank impinge upon the internal and
external position of anather and the incentives that these repercussion
effects provide the second country to respond te the actiocns of the first.
It strips away complications in order to lay bare the dynasmics of strategic

interaction and to explore the implications of leng-standing arguments
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atout the benefits of leadership and cooperation during the interwar
period.

The model is based on the notion that the interwar gold standard can
be viewed as an "internatisnal struggle for gold."37 Simply put,
central banks in our model des;?e incompatibly large sharcs of the world's
gald reserves. This provides the basis for conflicting objectives and for
strategic interaction.

Despite its simplicity, the model generates several useful insights,
A5 in any strategic game in which the players hold conflacting ehjectives,
noncogperative behavior has economic Costs tompared with cooperative
su]utjcns.38 In our model, central banks incapable of conrdinating
their policies set their discount rates at undesirably high levels, putting
downward pressure on the level of prices and depressing incomes at home and
abroad. For example, this is the result at the MNash solution to this
nonceoperative game. While central bank policy was but one factor at work
in the world economy in the 19205, this result is suggestive when applied
to a period marked by historically high discount rates, confliets among
central banks, and steady deflatien culninating :n & Great Depretssion.

The Stackelberg leader-follower solutisrn to the two-country model
provides a halfway point between the Nash and cogperative eguilibria.
Compared to the Nash sglution, the leader~follower solution is less
deflationary and yields higher incomes both at home and abroad. Barring
cooperation, the exercise of leadership clearly i5s in the interest of both
players; the question i1s whether either player will chosse to exercise 1t.
In fact, there is an incertive for bath piayers to resist the leadership
rele. It is a standard tand perfectly intuitive) property of models of
symmetrical countries that soth players prefer to adept the same strategy.

We show below that the same holds true in a aedel of asymmetric countries,
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where one central bank has exceptional power tu influence the direction of
international rapital flows.

In. structure the model has much in common with previous anilyses of
policy coordination (see for example Hamada, 1976 and 1979). It
incorporates the assumption that each central bank has more targets than
instruments, forcing 1t to confroant the tradeofé between 1ts objectives.
This i= the assumpitior of instrument scarcity in whose absence problems of
strategy vamish. In addition, it incorporates the assumptizon that each
domestic target variable 1s affected &y the actions of the foreign central
bank. This i¢ the assumptieon of interdependence.

There ewxists scope for strategic interaction in a model of the gold
standard only :f central banks can exercise discretion. Mg will assume
that central banks are able teo engage in giscretionary initiatives to alter
the composition of the monetary base through spen market operaticms or
changes in fiduciary £irculation and to affect the size of the money
multipiier through changes in discoumt rates. While the idea that cthanges
in central bank distount rates affect the relationship between the gold
reserve and the money supply 1% a departure from textbook treatments of the
gold standard, it captures the fact that the authorities were capable in
the short run of either reinforcing the impact of incipient gold flopws on
domestic financial markets or neutralizing thes through sterilization. In
fact, under the gold standard there were important sources of siack in the
conrecticon between gold reserves and broadly defined menetary aggregates.
Central banks could hold gold in excess of that required to back notes in
circulation, enabling them tc intervene in financial markets with purchases
of bonds and bills and to alter the monetary base without any accompanying

change in reserves. Only the need to maintain confidence in the
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convertibilaty of the turrency placed limits on their distreticonary
actrons. Similarly, tommerg:ial banks, even 1§ free of statutory reserve
requirements, ha¢ an incentive to hold precavtionary reserves to guard
against unanticapated withdrawals. The gize oé such precautionary reserves
was detersined 1n part by the chst of feasible alternatives, including
discuunting lin the Britich case, via drscount houses) at the central bank.
Under tho gritish banking system, there was a convent:ional ratio between a
bant s cash and ats liabilitics which was basically the samc whether those
irabrlitiec were demand or time depe=its. MNonethaless, the authorities
could influence this ratio and hencc affect broadly defined monetary
aggregstes through rhanges 1n the deposit multipller.39 This was even

pore true ot the countries sf the Continent, where there wacs typrcally no
conventional or legal relation between reserve assets ang deposits.

Each central bark an our acde! minimizes a guadratic loss function
gefined sver gold reserves and dosestic prices. Although the histarical
recort suggests that central bankers followed rules of thumb when setting
discount ratez, we adopt the assumption of cptimizing behavior as a
simplifying device. The assumption that pach bank has an opt:mal gold
rescrve 1s motivated by the observation that, while a central bank could
tecl more confident of 1ts ability to defend the convertibilaity of the

turrency with a larger gold reserve on hand, 1t was less profitable to hold
barren metal than interest-bearing financial assets.qo

The idea that central banks maintained a target level for prices is
another siaplifying assumption. Occasionally it 1s argued that central
banks were toncerned witimately with the domestic currency price of gold
and that they desired only to prevent such fluctuations in prices and

economin activity as might threaten :unve}txbxllty. By this

interpretation, the price level is properly viewed npt as an independent
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goal of policy but as an intermediate target whose achievement was helpful
for attaining the ultisate sbjective: maintaining corvertibility. Yet
central banks were under pressure throughout the interwar years to respand
actively teo internzl conditions. The Eritish case provides an illustration
of the pressures brought ts bear. British central bankers were publicly
cautigus when relating their policy to the state of the domestic cconomy.
hccording to Montagu Norman, the Bank of England's interwar Sovernor, the
11l effects of a high Bank Rate op domestic industry and trade were greatly
exaggerated and "more psychological than reaI."41 0f course, by 193¢,

when this statement was made, the Bank had been subjected to Treasuery
criticism for more tham half a decade; in 1924, z more relaxed time, Norman
had expressed concern for the impact of monetary deflation on the state of
the econnmy.42 The caution that characterized the Hank‘s public
proncuncenents by the end of the decade fan be seen as a response to the
criticism to which it was subjected. Keynes' articles on monetary policy
are the best-known exanmples of the genre.43 Surely, however, the Bank

of England was more profoundly affected by criticism emanating from H.M.
Treasury. The principal goals of Treasury policy 1n the 'twenties were to
retire outstanding debt and to reduce the burden of debt service charges
through conversion of the five percent government loans of 1917 at low
interest rates. Debt service had risen frem 11 percent of central
government spending in 1913 to 24 percent in 1920 and mere than 40 percent
by the end of the decade.“q Hence between 1925 and 1929 the Treasury
consistently objected to Bank of England initiatives which raised the price
and reduced the availability of credit. These objections were often
communicated to the Bank directly. For example:

"The Governor of the Bank called at the Treasury on the 2nd
Decegber [1923] about 7:15 pm, atd Snformed me that there
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®as every probability that the Hank Rate would se increased
«.«@ reported this to the Chanceller on the foliowing morn-
tng and he at once telephoned to the Governor that if the
rate were raised, he would have to inform the House that it
had been done without his being consulted and against his
wishes. It was mot fair to the Excheguer that action should
be taken which affected all its sffairs without an opporty-
nity being given to him to consider it. He expressed an
earnest request that action should be dsgerred at any rate
for a week, to enable this to be dene.*

Whatever the central bankers- beliefs about the effects of monetary
policy, it is difficult to dispute that such pressures would have
encouraged them to act as if they were concerned about the state of
industry and trade. In fact, Bank of England reaction functions for the
period 1925~31 indicate some sensitivity of discount rate policy to the
state of the damestic ecunomy.4b In what follows, the target of a
stasle price level can be theught af ae shorthand for steble prices, output
and enployment and, depending on the reader's intergretation of the
histarical literature, different weights zan be attached to internal and
external targets withogut greatly affecting the results.
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Comsicer a world of two identical tountries, hone and fnre:gn.q1

ke log-linearize all relationships and use lower case letters to denote the
logs of the variables represented hy the tOrrespending upper case letters,
except for interest rates which are always measured in levels. Each
country has & model supply M, whick can be thought of as an M1 ar M2
seasure. This aggregate 15 the Froduct of the senctary base and the maney
sultiplier Y. The base is made up of demestic credit and the central
banik’s gold recerves. The domestic credit component of the base can be
positive or negative, depending on whether ¢entral banks held excess gold
reserves gr there is a3 fiduciary iscue outstanding. Howaver, tc‘sxmplafy

the sodel we abstract ertirely from the domestic credit compoment o+ the
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#e assume that a rise in the discount rate, by 1ncreasing the cost of
rediscounting at the central bank, induces the consclidated banking sectar
to hold a larger ratic of precautionary reserves to iigbilities. Hence the
mﬁney multiplier depends negatively on the central bank discount rate.
Using asterisks to indicate foreign variables, we have:

B = - vr + hg
R (1)
mE = -~ yre + (I-hig
where v 15 the elasticity of the money supply with respect to the discount
rate r. E denotes the log of the world stock of monetary gold, of which
shares h and (1-h) are held by the domestic and foreign countries. The
demand for real balances is a function of output Y and the market interest

rate 1:

m-p =4y - N
{3
Bt - p¥ = Q¥ - ¥
where p and p* denote legs of domestic and foreign prices respectively.
Only mathematical complex:ty is added by assuming that nominal balances are
geflated by a consumer price index comprised of domestic and foreign prices.
Aggregate supply in each country is an increasing function of
producer prites:
w \‘\\’\\
y = yip) = yp ¥ ¥E >0
(3}
v
yq-:yn.(p&} = y¥p¥
w
where for conveniente we assume constant elasticities of supply (y and
;*J and standardize the normal level of output to unity. These functions
can be thought ef as the short-run supply curves of an aggregation of
profit«maximizing firms confronting predetersined wages or material costs.

Rather than introducing costs explicitly, we simply note that the classical

full employsent model (; = ?* = 0} and the Keynesian 1ncoae—
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expenditure model t; = ; -> wl can be treated as specizl casee. The
short-run focus of the model should be borne 1n sind ap the discussion %fhat
fnllows.

&ggregate demand depends positively on the relative price of imports
and negatively on the interest rate. The exchange rate is normalized to
unity and suppressed.

d = 31p¥% -~ p} - Bi
(4}
d+ = -gip* - p} - Ris
He close the model with the open interest parity conditzon on the

zssumption that nonmonstary assets dencminated in the two currencies are

periect substitutes and capital is perfectly amobile.
1= ix i3

The emission of gold production, wealth effects and dynamics of
adjustment, to wention but @ few complications, 15 obvious. Many of these
complications fould %e appended to the model. However, cur 1ntent here 1s
not to buirid ¢ templete model but to present a simple analviical framework
centaining the essential ingredients for the study of & partacular
historical episode.

We now posit an objective funciion for each country of the fora:

U= -fip - E)E + Wtk - B (&}
where (3 is the werght attached to gold reserves relative to prices, output
and emplnyment.“q We assume h > 1/2 ta capture the idea that the twa
countries prefer incompatibly large shares of the (log of the) world's
stock of monetary reserves--in other words, that the gold stamdard can be
characterized as a competitive struggle for gold. It will be convenient to

rormalize p to zero.
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To derive a semi-reduced form Lipressign for h, we set each country’s
moriey supply egual to ity money demand and take the differeace of these tuo
relations.

ho= 17425 ) 0§ + vir -re) + (1 ¢ @) (p - pe)] (7

Setting aggregate supply (3) egual to apgregate demand (4) and
substituting each country s money supply and maney demand equations [}
and {2}] inte its goods martket tlearing condition yields a semi-reduced
form for p:

RAv/2tr + ray - g /21 g

P
where:
-1
¥oor WELLeGY )

o=

It 15 evident that this model provides the minimal ingredients for a
study of interdependence. The first element we require for an analysis of
tnterdependence is that each central bank faces a tradeoff between its

target variables. From (7) and (8):

e é'—>o o= Ry<o (93
& 2

and similarly for the forexgn country. A rise in the domestic discount
rate increases the domestic maney multiplier, puttimg downward pressure on
the price level, and by reducing domestie noney supply relative to domestic
soney demand attracts gold from the foreign country.

The secend element we require 1s that the target variables in the home
country are affected by the actions of the foreign central bank. hkgatin
from (7)1 and (8):

m.._=:.\2f_(0 L. gt

>r >F 2 {1

An increase in the foreign discount rate reduces the foreign money
multiplizr and the foreign money supply, attracting gold 4rom the hooe

country and depressing the world price ievel. Analcgous results held far
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the foreigh country.

It is worth noting we have here a case of positive international
transmission. Initiating an expansignary puii:y ir one country leads to
expansion in the other. This result contrasts with the assumpticn often
made about intermational transmission betwesn the wars: that policy was
“teggar-thy-neighbor” in the sense that expansion in one country caused
contraction 1n the pther. The contrast 15 due to the way we nodel the
international monetary regime: in this model of the 19205 with fixed
exchange rates internaticnal transamiscsion is positive, while in a
comparable model of the 1930s with flexible rates, transmission might well
be negative.

The chpites confronting central banks can be 1llustrated with two
familiar diagrams. From (9}, we know that, given r*, the domestic central
bank can vary r te attain different combinations of h and p. In Figure
i, the frontier of feasible combinations is labelled AA. The optimal
setting for r is cone which achieves a h-p combination tangent to an
indifference curve at the pomint labelled F.

Consider now a rise in r¥%. This shifts the AA frontier inward to
A'RA'. The home country’'s central bank, faced with a smaller world meney
supply, is forced to accept lower prices, smaller ggld reserves, or a
combination of the two. As drawn, 1t moves to a point such as D tangent to
& less desirable indifference gurve where both prices and reserves have
fallen.

The same exercises can be conducted for the foreign central bank. The
analysis becomes interesting once we gombine the two banks’ problems and
consider their interaction. Yhis can be ﬁune by transposing the
andifference curves to r-r+ space as in Figure 2. e read off from Figure

1 the heme country’s rankings of different combinations of the two discount
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rates. Thus, point E 1n Figure 2 at the center of the homc country s solid
indifference curves corresponds to point E in figure 1. The fact that the
foreign central bank's indifference curves lie to the northwest of the hose
central bank's indifference curves reflects the assumption that the tuwo
central banks ideally wish to keld incompatibly large shares of the world's
gold stock. This 15 accomplished when sach bank's discount rate is highk
relative to that of 1%ts rival.

The downward sloping pp locus depicts combanations of r and ¢ for
which a price level E obtains. Along parallel lines below and to the
left of pp, prices are higher, while above and to the right, prices are
lower. With symmetry, the two central banks share a commonm rank ordering
over prices aad the pp line has a slope of -4% degrees.

The F and F* curves in Figure 2 are the reaction functions of the two
central.banks. The ¥ turve, representing loss-minimizing discount rates
for the home zentral bamk given the foreign discount rate, :s the locus of
peints where the tangent to the home indifference curve 1is ho;::untal.
Similarly, the F# curve is the locus of peints where the tangent teo 3
foreign indifference curve is vertical. The reaction funciions may be
pusitively sloped, as :in Figure 2, or negztively sloped. The slopes can be
derived by substituting the semi-reduced forms for h and p into the
gbjective function, differentiating wrth respect to each discount rate and
sgtting the solutions to zero:

gre | = g+
g IFks0 T

m‘ =[,.)+EZ
-

ooFse T2

L

(11}

Both reastion functions will be positively sloped when the weight attached

to gold reserves 15 large relative to that placed on prices. Then each
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central bank responds to a foreign discount rate increase by raising 1t¢s
oun rate, atteapting to stem the loss of gold reserves at the cost of stzfl
lower prices. Conversely, both reaction functions wiil be negatively
sloped when the weight put on gold reserves is relatively small. In this
case, each country responds to & discount rate increase abrozd by lowering
its discount rate, attempting to reduce the fall in prices at the cost of
st1ll lower geld reserves. So long as stability i3 maintained (as can be
shown to obtain under symmetry and under other cases considered below), the
analysis is essentially the sanme.

The discussign 4o follow will concentrate on the configuration
depacted an Figure 2. The case of upward-sloping reaction fumctioms, in
which each country 1s inclined to respond to a change 1n the foreign
dasrpunt rate in the same direction, appears to be the histerically
relevant case for the 1920s.

C. Soiutions

He tan now determine the equilibrium values of r and r+ under different
splution concepts. After discussing the putcome under different
assumptions, we will ask the guestion of which soluiion is likely to
sbtain.

First, we ctonsider the model’'s Mash solution at the intersection of
the reaction functions. MNote that in the symmetrical model the two
discount rates are identical at the Mash sglution, so the level of prices
ang reserves will be the same in each country. In particular, since p = p#
at the Nash solution, we can cancel the second additive term in eguatien
{2} when solving for its characteristics. Differentiating the sbiective
function with respect to each discount rate under the assumption that the

sther discount rate is invariant, setting each solution to zero and
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cguating thes yields:
rN*r§=%[%+-;—2(ﬁ—%)] (13)
where the N subseript denotes the Nash solution.

Second, we consider the cooperative soclution. Under symmetry, each
country holds exactly half the world's monetary geld, and prices are again
identical in the twe countries. The best they zan then do is te set their
discount rate equal to ene another at the level consistent with p = 0.
Setting (9) equal ¢o zaro yields: ‘

* 1 -
rC = rc = :T [ (14}
2v
where the C subscript dengtes the cooperative solution. Frem (13} and
14y, Y > r. se long as ho» o1z,

Under symmetry, the Nash ang cooperative solutions yield identiczal
distriputions of gold. However, under the assumption of Nazh hehavior, the
desire of rival banks to possess incompatibly large shares of the worid's
gold stock causes both banks to elevate their discount rates abamve the
level consistent with price level - Each is subject ot the
@isapprebensign that 2 marginal increase in its discount rate will secure
it larger gold reserves at the cost of a relatively small declinme in
prices. In fact, each discount rate increase elicits an intrease in the
foereign discount rate, yielding the initiating bank no additional gold
reserves but resultinmg in still lower prices. Thus, the strategic
interaction of certral banks 1mparts a deflationary bias to the world
economy, given only the assumption that h > 1/3.

Finally, we consider the case where the heme country acts as
Stackelberyg leader ard the foreign country follows. Substituting the
foreign tountry's reaction function into the heme country's objective
functian and minimizing the loss yields the solution depicted 2t point ¥ in

Figure 2, where a home indifference curve 1% tangent to the foreign
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reaction function. The home country's central bank recognizes that 14 it
jowers ity discount rate the foreign rentral bank will respond in kind.
Hence, 1t 13 aware that the loss of gold reserves Srought about by its
drscount rate reduction will be partially offset by the reductian in the
foreign discount rate, and that the response of the fareisn central hank
will yield further benefits by reinforcing the tendency of lower discount
rates to rajse the world money supply and price level. The leader-folliower
strategy yiclds a lower dgmestic distount rate than the Mash solution,
resulting 1r a higher level of utility for the domestic country, whose loss
of gold is more than offset by higher prices, ocutput and employment. The
foreign central bank benefits on both counts, since prices are higher and
it now obtains & larger share of the world's geld stoci:.50

In this model, the strategic interaction of central banks imparts a
deflationary bias to the world economy, assuming only that at the sptimun
they desire :ncompatibly large shares of the world’'s gold stock.
Leadership has advantages wver other noncooperative strategies: a country
whach takes 1%ts foreign rival’s reaction inte account can initiate 2
reduction in discount rates, raising prices and stimulating activity at
thome and abroad. Cooperation has further advantages over leadership:
thraugh anperatxcn both discount rates can be lowered and.the deflationary
b1zt in monetary policy can be eliminated.

D. Sustaipnable Strategies

To this print we have not addressed the question of which solution 1s
likely to obtain. In this section we first consider this question using
the symmetrical model of previous secticns which is intended teo represent
the strategic intera:tinn of two or more tomparable firancial centers

dguring the interwar years. WMe then extend the analysis to a siaple
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asymmetrical case intended to tapture aspects of the prewar situatiocn.

Assuming that cooperative strategies are not feasitle, is the Nash
solutaon or the Stackelberg leader~follower solution likely to obtain? We
have nnéed that both countries benefit with movemeat from the Nash solution
to the lesder-follewer solutzon. It ie clear alsc that with upward=sleoping
reaction functions the follewer reaps the greater gains: while both
tountries begnefit from kigher prices, cnly the follower benpéits from &
larger goid reserve. In Figure 2, the gains from discount rate reductions
are evenly distributed anong countries as they move down the 45 degree line
toward the origin. Since the leader~follower solution is on the follower s
side of that line, the leader reaps the smaller bemefits. As Eu&per 11984)
suggests, the fact that the follower reaps the larger berefits ERCDUrZgES
both parties to engage in 3 gane of "chicken,” each attempting to force the
other to accept the role of leader. There may he extended perieds when the
Nash selution is pbserved as th:is game of "chicken” is being played out.
Clearly this is one way to interpret statements to the effect that the
interwar monetary system was characterized by the absenze cof leadership.

We might attempt te capture the change in structure of internstional
finantial markets between the end of the 19th century and the interwar
peried by adding to the model an asymmetry in the ability of discount rates
to influence 1nternational capxtal flows., Assume that the discount rate of
the domestic central Sank (which might be thought of as the Eank of
England} has a larger inpact than the foreign discount rate on the domestic
money supply {i.e., that v& = &v where 0 < & ¢ ). In all other
respects, including ebjective functions, the two countries rerain the same,
Since from (9} and (1Q) dhi/drl = —vifﬂ, the domestic discount rate has =
larger impact than the foreign discount rate on the international

distribution of golc.
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Strikingly, introducing this asymmetry into the model does not alter
the fact that, in the case of positively~sloped reaction functions, each
country prefers its foreign counterpart to play the Stackelberg leader.

The intuition is straightforward. For simplicity of exposition, consider
the zase where v is unchanged anm sub-sections B and C above but v¥ 15 now
smaller. Since v* = &v,we Can rewrite equation {1) for the foreign country
as:

m¥ % ~vgrE + (i-h)g (1
and leave the rest of the model unchanged. In this case, the model and 1ts
splutions are the sane, gx:ept we can think of the fereign central bank as
setting and the domestic central bank as rescting to &% rather than re.
At gach selution, the domestic discount rate is the same &s in the
syametrical case, while the foreign distount rate 1s saimply & times 1ts
value in the syammetric model. In r~fr* space, the varicus sslutions could
be depicted by the symmetrical diagram of Figure 2. In r-r* space, the
slope of gach reaction functien would have to be multipiied By 1/8. All of
the conclusions from the symactraic model conterning the gains to
Stackelberyg leaders and follpwers continue to hold.

The simple asymmetrical mocdel suggests, therefore, that te the extent
that the Pank.of England had more power than its foreign counterparts aver
the direct:on of gold flows, this would not have encouraged 31t to exercise
leadership in the Stackelderg sense. If asymmetries in economic structure
are to provide an explanaticn for the Bank &f England’'s leadership role,

they must be more subtle than the simple asymmetry considered here.

I¥. The Tripartite Monetarv Aeoresment of 1934 and the Rele for Cosperation

The devaluation of sterling in 1931 marked the end of the truly

international gold standard of the interwar years. The Bank of England bad
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succeeded 1n holding sterling between the gold points during the pericd
1925-1930 only urder considerable duress. The oncset of the Great
Depression then placcd a downward pressure on prices, pushed the government
budget into deficit and by the suammer of 1931 raised unemployment rates to
20 percent of the insured labor force. Following financial ¢rises in
Austria and GBeraany and with the Labour and Mat:enal Government s inability
to take convincing steps either %o balance the budget or to initiate
ectnumIs recovery, defense of the sterling parity was abandomed in
September. Against the dollar and the currencies of other countries that
tantinued to peg to gold, the pound depreciated by 2% percsnt, froo $4.85
to $£2.75 at the end of the first week of floating.

More than two dozen countries allowed their currencies to deprectate
with storling, among them mest of the Empire, Seamdinmavia, and Easterwn
Eurape.s1 Bermany for its part adopted dracomian exchange controls and
moved increasingly toward & systea of bilatersl tlearing arrangements with
its Eastern European trading partners.

The Umited States broke with gold 1n 1933, In March Roosevelt
restrictec foreign exchange dealings and gold and currency movements, and
in hpril he issued an executive order reguiring individuals to deliver
their gold toxn, bullion and certificates to Federal Reserve Fanks. At
this peoint, the dollar began to float. By setting a series of
progressively higher dollar prices for gold, the Administration eagineered
a significant devaluation. The dolliar was finally stabilized in January
1934 at 335 an ounce, 59 percent of its former gold content. The anly
najor currencies that remained freely convertible were thase of the Gold
Bloc countries: France, Belgium, Holland, Italy, Poland and Switzerland.

These countries were willing to oo to great lesgths to defend
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their established parities.

Thus, the international monetary system of the a1d-1930% was a hybrid of
different regimes. Britain was engaged in a managed float administered by
the Exchange Equalization fccount (EER). The Ynited States in Jamuary 1934
pegged the dollar to guld at the new $35 price bhut extended convertibility
only to countries on the gold standard. France, under the provisions of the
monetary law of 1928, was fully on the gold standard and obligated to buy
and sell gold without limit at the prevailing price.

45 late as the summer of 1936 the offirial goal of French policy was
to defend and maintain the franc Poincare. Bespite the depth of the
Depress:on, the Bant of France continued to respond to geld losses by
raising 1ts discount rate. EBelgium’'s devaluation in I93% served to signal
the extent of the franc’'s overvaluation, and confidence was further
undermined by political develepments abroad, including Italy’s invasipn of
Ethicpia, Germany s eccupation of the Rhineland, and the cutbreak of the
Spanish Civil War. MWith the formation 2f Leon Blum's Popular Front
Government in April 1936, pressure on the $rane intensified. Blum was
pledged to stimulate domestic activity while at the same time maintaining
the gold standard parity.sz Harket participants were aware pf the
incompatibility of these objectives. Slum's proposals had included public
works and public empleoyment, a reduction in the length of the work week,
paid holidays, universal collective bargaining, and public control of heavy
industry and finance. French labor initiated sit-down strikes socn after
the electicn to induce speedy implementation of these measures, and the
Bank of france's gold reserves plummeted as a result cf capital outflaows.
The Bank responded by raising its discount rate to & per cent, three times
the Bank of England’'s rate. Discrete consideration began to be given to

the pessibility of devaluatien.
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As devaluation of the franc came to be seen as prebable, French
policymakers considersd how to capitalize on the situation and foreign
policymdkers how to minimize the damage. Yet the French position was not
without difficulties. One French objective was to devalue by a margin
adeguate to szrure a competitive advantage--in other words, devaluation on
the 19205 model. A%t the seme tinme, they were constrained by the
necessity of not arousing the indignation of the electorate or theair
trading partners. Since the Popular Front had come to power committed to
the gold standard, it was desirable that devaluation accur as part of a
multilateral system ot exchange rate adjustmente which laid the basis for a
genzral return te geld. Moreover, given the spectre of 1923 and 1926, the
French were concerned that a substantial devaluation might cast deubt on
the credibility of any fived parity and set off a vicious spiral of
depreciatien. Teo allay speewlation the French therefore proposed that
realignaent be followed by the establistment of new, more realistic gold
standard parities by the Bank of England, Bank of France and Federal
Feserve.

In addition to the domestic pelitical situation, the Popular Front had
reason to worry about foreign retaliation. Eariier in the decade, France
had imposed new tommercial restrictions in response to foreign devaluation,
leaving her little diplomatic defense against the adoption of comparable
measures by the U.S. and U.K. Equally werrisome was the danger of
competitive devaluation. There was no internal code of canduct governing
the management of exchange rates. The British EEA could intervene with
sales of sterling to push the pound dowun along with the franz, and if 1933
Was any indication the American respense might be a further devaluation of

the dollar. Hente from the French perspective it was essential before
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proceeding with devaluation to swcure an agreement on acceptable margins of
adjustment.

For the British and Americans, the danger attached te a French
devaluation was that 1t was beggar-thy-neighbor pelicy. To the extent that
London and Waskington viewed uﬁe another as inclined to retaliate against a
French devaluation, each feared that its own competitive position would be
seripusly ercded. Moreover, competitive devaluation would only exacerbate
enchange-rate instabrlity and uncertainty, with 5 depressing impact on
trade. For the British, the spectre of a French devaluation raised the
further possib:lity that Londen’s complete conrtrol over the 4oreign
exchange value of sterling would be compromised by French interventieon
directed at other targets.

Tha U.5. and U.K engaged in sporadic negotiatioms in the spring of
1935, but to little effect since the Americans were prisarily cencerned to
aveid another round of cospetitive devaluation while the British were
primarily concerned to retain their freedom of action. Ffolliowing the
triumph of the Popular Front in 1935, cthannels of communication between the
governments were reopened. The U.5. continued to press for multilateral
negotiations over acceptable margins of adjustment, while the U.K. was
willing to go no further than to express its hope that the dellar-pound
rate could be held stexdy so long as devaluation of the franc was
muderate.ss Blum and his ministers couched any discussieon of
devaluation in terms of a fundamental restructuring of the internatignal
monetary order. In early September the Freach proposed an agreement among
the three governments which would specify new bands for the franc, dellar
ang pound, coammit the three governments tp collaborative efforts to
maintain those rates, bind them not to devalue except by mutual agreesent

of under exceptional and unforeseen circumstances, and compel them to
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return to gold convertibility oree stability was restared.'4

This ambitious French proposal was coolly received n Londor and
Washingten. The Americans were unwilling to commit to an eventual return
to gold or ¢t stabilizing the dollar within a fixed band. Treasury
Secretary Morgenthau favored only a mechaniss for tollaboration among the
exchange equalization funds of the three countries and working agreements
about the management of rates. The British opposed even mare strengly any
scheme which threatered to linit their freedom of actinn.55 British
efficials hoped only that Flum and his Minister of Finance Viacent Aurgl
would devalue the franc in a tonvincing yet moderate manner, by a.margin
large encugh to induce foreign capital inflows and permit stabilization but
small erough to leave unaffected relations between London and
Hashmgton.sb

The Frenchk response to these obiettions was tg drop their proposal for
fized bands but to continue advocating an eventual return to guld.57
However, the Americans and British continued to object to any mention af
the geid standard. By the middiz of September the French had begun to
recognize that the anly agreemert which aight prove atceptable to both
Lorndon and Washingtom was ene couched in very gereral terms.s8 Ariol ‘s
next proposal was for a single declaration by the three governments
pledging to avoid unilateral thanges n exchange rates and unnecessary trage
rastrictiuns.59 The Treasuries and tentral banks of the three
countries were to agree to cocoperate in managing the exthange markets
either through btilateral consultations or multilateral negatiations, This
proved an acceptable farmula. However, to hasten their appearante,
Morgenthav suggested substituting for a decument signed by the three

governaents the simultaneous issuing of separate statements once reference
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to the particularly contentipus issues had been removed.

With all reference to the gold standard and fired parities
eliminated, the Tripartite Declarations, much like the resolutions adopted
at Benca in 1922, amounted pasicelly to three simultaneous statements of
Wwillingness 4o engage in consultations among Treasuries and central
banks.60 No formal mechanism for astually coordinating policies was
specified in the documents. MNevertheless, these declaration:s were seen as
essential te insure that the new leovel for the French franc would be
defensible. Otherwise, cospetitive devaluations would be anticipated by
the market and create anticipations of a further devaluation of the franc.
In return for extending this expression of cooperation so desired by the
French, the Americans and British hoped that they might oe able ta
influenca Frarce's choxce of parity and prevent an excessive devaluation.

Igmediately spon the French devaluation of slightly more than 25
percent and release of the declarations, continuous cooperaticn among the
exchange zgualization funds and central banke of the three ccﬁntrles
commenced. Belgium embraced the principles of the agreement one day later,
and the Dutsh and Swiss governments Joined within a month. The agreement
was hailed by the press. As the New York Times put it, "A streak of
sunlight had dreken through the dark cliouds of nationalism; Internaticnal
cooperation was still possible."61

In contrast to the attermath of the Genoa Conference, specific
grrangements for day-to-day collaboration followed within a month. Under
the provisions of the Gold Agreement Act of Quiober 19346, exchange rates
were agreed to daily and the three exchange funds cooperated in market
sntervention, deciding on a common currency to be bought or sold and
settling accounts daily in guld.62 In this respect, the contrast with

1922 was striking. Fart of the explanation for the successful
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implementation of the Tripartite fgreement lies in the fact that by 19358
the major political cbstacles te cocllaboration--notably Reparations and war
debts—-had largely receded from view. At least as important, however, was
e?plic1t recognition that the range of issues subject tc rolladaration
would be circuascribed and that nothing in the agreesent threatened to
undermine each government s independence to formulate domestic palicy.

The Tripartite Ceclarations had warned that although “in their policy
toward international monetary relations fgovernmentsl must take into full
account the requirements of internal prosperity, the constanmt object of
their policy g to maintain the greatest pessible eguilidrium in the systen
of international exchange and avoid to the utmost extent the creation of

[ :
From this statemernt it

any disturbance by domestic monetary action.”
might appear that priority was attached to integrnational policy
coordination. In fazt, however, internal balance was explicitly recognized
as the paramsunt goal of policy, and the maintenance of international
stability was basically & useful ancillary target. As Beyen (1949, p. $12)
suggests, policy coordination wate seen not as a positive ohjective of
policy but as a negative promise net to indulge in initiatives that might
be overly disruptive to the internaticnal moneéary system.

The 1nternational monetary order that emerged from the Tripartite
Agreement placed great emphasis on tonsultation, but beyond efforts to
toordinate day-to-day management of the markets placed few restraints on
independent action. It provided no mechanism for the formal coordination
of menetary or fiscal policies. Nothing in either agreement bound the
participating countries to set their exchange rates at current levels.
However, under the new arrangement the dollar began to emerge ag the link

between guld and other currencies, a position 1% was +o hold for more than
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two decades following the Second World War. The U.5. was by mo means bound
to stabilize 1ts currency at $£35 to an ounce of gold, a price which could
be changed on 24 hours notice. But with the passagye of time the
Adsinisiration grew increasingly attached to this rate. With the dellar
fized but adjustable in terms of gold and other currencies adjustable at
the beginning of ecach day in terms of the dollar, the systes resembled a
hybrid cf Bretton Woods tin terms of the relation between goid and the
dollar) and a crawling peg (in terms of the relationship between the dollar
and other currencies).

By the end of 1938, many of the recosmmendations put forward at Genoa
in 1922 had been impleaented bHut, iranically, at the expense of escharge
rate stability. Consultation among governments and tentral banks, so
strongly recommended at Genova, had beesn institutionalized under the
provisions of the Bold Agreement Act of October. Consultation extended
however only to day-to-day management of exchange markets, national
governmerts retaining complete discretion to set their externazl rates.

The dollar-sterling rate was effectively pegged within z narrow bhand from
the French devaluation in 1936 until the second half of 1939, but the
French engaged ir several substantial devaluations in the socand halé of
1937 and againm in 1938. The gold economy measures urged at Genoa appeared
in the form of restrictions on the internal circoelation of gold coin and
bullion and measures to limit intermational 4lows to transactions between
central banks and stabilization funds. With the emergence gf currency
areas centered upon Kew York, London and, to a lesser extent, Paris, the
reserve currency arrangement proposed at Gemtpa increasingly became a
reazlity. Indeed, to the extent that the dollar was the curréncy most
tightly linked to gold, it began to exhibit features of the unigque role as

an international reserve currency it was to take on after World War II.
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The role for policy coordination lay im iending a semblance of order to the
currenty markets, rnsuring that retention of & tink for gold was consistent
with an adeguate level of reserves, and discouraging beggar~thy-neighbor
policy. The role for exchange rate flesability was to provide gavernmenis
with independence of action. He will never know how long this system would
have succeeded in reconciling these cbjectives.
V. Lanclusign

The interwar period witnessed experiments with every modern
international menetary arrangement: clean tloating in the first half of
the "twenties and a gold exchange standard 1nm the second, managed floating
in the early 19308, and atter 19356 the re:ntroduction of a link with gold
and a form of adjustable peg. UWhether the regime was based loosely on a
system of rules, as in the tase of the gold standard, or placed few limits
wn the discretion of the authorities, as 1n the case of fleating exchange
rates, policymakers harbored ns illusions that the international munetary
arrangement allevisted the problem of interdependence. In each instance
they sought to insure gxchange-rate and balance-of-payments stability by
establishing a framewsri conducive to ynternational polacy coordination.

# desire for policy coordinatisn is by itself insyfficient to inmsure
suceessful collaboration. The aftermath of the Genroa Conference, when
political obstacles inmpeded efforts to arrange a convention of central
banks, illustrates the pitfalls to successful implementation.  Ultimately,
governmerts turned to noncooperative strategies within the framewark of the
gold-exchange standard. The competitive struggle for gold and the
deflationary pressures that resulted indicated ciearly the advantages of
cocperation.  Therefore, when France's devaluation in 1936 erased the last

vestiges of the interwar gold standard, policysakers once more attempted to
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establish a framework for ceordinated actisn. On this sceasion, not only
was the political situation wpportune, but in contrast ta earlier efforts:
the negotiators carefully circumscribed the range of issues subject to
collaboration and placed relatively few restrictions on eath government's
freedum of action. Hence the successéul cenclusions of the Tripartite
Agreement and the Sold Agreement fct.

What emerges clearly from this analysis of the interwar pericd is the
tension whick pervades all efforts to coordinate ecanomic policies--a
tension which is certainly evident alsc in the 19805, Then as now the
provlem for monetary coosrdination was how to rgconcile the need for freoodon
of action with the desire for order in foreign exghange markets and with
the recogaition that national policies have international repercussians,
Then as now the instituticnal FESPONSE was 3 hybrid international monetary
system combining arrangeaents for exchange market management with autononmy
of naticnal policy, and placing a premium on internatiznal poliicy

cogrdination without providing a mechanism for bringing it ahout.
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FOOTHOTES

1. For ezample, according to Beyen (1949, p. 28}, “Under a fully automatic
standard,” by which he mzans the prewar gold standard, "the need for
consultation between central banks wWas, of course, limited." He tells a
story which illustrates central bankers” attitudes toward pelicy
coerdination and consultation. t scems to have been the tradition at the
Netherlands Bank for the Fresident and the Directors teo perscnally count
the bank notes withdrawn fran circulation 3t a meeting held directly after
lunch. One day in 1912 or 1913 two Directors of the Reichsbank pa:id &
visit to Amsterdam, and the President of the Eank had the novel idea of
taking them to lunch. The conversation was "highly interesting,” and the
Fresident arrived at the Sank note meeting fifteen minutes late with what
e thought was an adeguate excuse. The oldest of the Directors was
unappeased and commented, "Your weork is here, not in ceffeehouses,*

2. Uf course, parallel movements in ¢iscount rates could be consistent with
the rules of the game i€ all of the countries considered are either gaining
or lesing gold to some other country not included in the discount rate
comparison.  See the discussions in Blopnfield (1959}, Morgemstern {1959)
and Triffin ({934).

5. For the pericd of the classical gold standard (1880-1954), Bicomfield
11939) calculates that central banks complied with the rules of the game
enly 34 per cent of the time. Even the Bank of England, thought to be
invested with special responsibility for managing the system, adhered to
the rules only 47 per cent of the time.

4. For example, see the discussions of Bank of Engiand - Bank of France loans
in Clapham (19443, volume 2, pp. 329-39Z and Sayers (1934}, Ch. 5.

S. The trans-atlantic telephone was still used sparingly between the Wars,
The 19I5 interchange between Horganthau and Cochran reported by Clarke
119771 provides an 1dea of why.

6. Moggridge (1972}, Ch. 3. Thus. for eiample, in November 1921 the three
Erandinsvian central banks inforged the Bank of England that, however
desirous they were of returning to gold, they felt urable to commit to a
parity against gold and the dollar unless the U.K. did so 4irst. The
Americans were aware of the protlem; since Montagu Norman immediately sent
4 copy of the conf:idential Secandinavian memorandum to Benjamin Strong,
Bovernor of the Federal Reserve Bark of Mew York. It is rot surprising,
then, that New York saw Eritasin’s return to geld as a jpint cperation.
Clay (1957}, pp. 141-147.

7. A comprehensive analysis would consider alsn the World Econom¢ Conference
held im Londen in 1933. See Trayner (1949),

B. United Mations (194%), p. 2. International comparisons are provided by
Edelstein (1981).

9. Bn the composition of irternational reserves tefore 1914, see Lindert (19&9).
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10. A fyprcal statement of this conventional wisdom can be found in Cleveland
{1976}, p. 17. Az Keynes nostalgically described the prewar systen trom
kis vantage point in 1930:

“In the latter half of thz 19th century, the influence of London on
credit conditions throughout the world was so predosinant that the Hank
of England could almost have claimed teo be the conduttor of the
international orchestra. By modifying the terms on which she was
prepared te lend... she could to 3 large extent determine the cred:t
conditions prevailing elsewhere.® Keynes {1%3¢), p. 274.

11. Macmillan Comaittee evidence of Sir Ernest Harvey, Question 7515, 2 July
193¢0, reprinted 1n Sayers (1976}, volume 3, p. 205.

12. Committee on Finange and Industry (1931}, p. 125.

13. See espesially Triffin (1954) and the sympathetic discussion in Ferd (3952,
14. It has proven difficelt to estract from the historical record convincing
evidence 1n support of this theory. Attempts.to plcot the U.K. s terms of
trade against levels or first differences in Hank Rate have generally

proven intonclusive. See Meggridoge (1972), pp. 12-13; Kenen {19307, p. 603
Lindert (198%), p. 44, Moreover, a number of observers of the ignden money
market {Moggridge, 1%72; Brown, 1940} have argued that the volume of
comaercial bills discounted to fimance inventory carrying tosts was
insensitive to interest rate movements. Hence we make no attempt to
ipcorperats this potential asymmetry into the model develcped belaw.

15. tnsixgn:ala (1977, p. 1914 and passim; sge also Parrini {19469).

t6. Trade statistice cam be found 1n Loveday (1931}, p. 1%3. -Current account
estimates are by the Bank of £ngland from Sayers (1976}, vol. 3, pp. 312~

13,

17. Bouvier (1981}, pp. S-6.

{8. Keynes (1931), p. 211; Macmillan Lommittee evidence of Sir Ernest Harvey.
Question 73518, 2 July 193¢, reprinted 1n Sayers (1976), volume 3, p. 205.

19. League of Hatiens (1931}, p. 17; Svennilson (1954}, pp. 233-246.
20. Moulten and Fasvaolsky (1932), p. 431.

21, For monthly statistics, see Internat:onal Conference of Econgmic Servicas
(1934).

22. For details, see Hergmann (1927).

23. The classic references are of course Keynes {1931) and Chlin (1929).
Recent discussions include Maier (1976} and Silverman {1982).

24. Public fecord Office (PRO) T160/5, "Export of Gold to America,” by %. G.
Hawtrey, § March 1923,

25. Certain accounts attribute great foresight to the British, suggesting that
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the:r enthusiasm for the gold-exchange standard was part of 2 conscipus
strategy of relawing Britain's balante of payments constraint, rejuvenating
the City of Lonrdon, ard enhancing the Bank of Engiand’s cantrol over
international markets. See Costigniola {19771, p. ?17.

24, Costignisla (1977}, p. 914, Traynor (194%), p. 72.

27. Archives of the French Ministry of Foreign Affairs (Min. Aff. Etr.
B82/112, "Rezunion Interministrielle au sujet de L Eguitable Traitesent du
Commerce,” 28 January 1922.

28. See the interchange of aemoranda between the French and British gavernments
in United Kingdom {1922},

29. PROD T1&0/%, “"The Genoca Currency Regsnlutiens,” by R. G. Hawtrey, & Fedruary
1922, See also Hawtrey {1923}.

30. See First Interim Report of Committee on Currency and Foreign Exchanges
After the War (1918},

31. The varicus grafts can be found in United Kingdom {1924}, p. 39-83. The
resslution of the Financial Commission and the Experts’ Report appear in
Hilis (1923).

2. To guote the Report of the Committee of Ewperts, "The guestion of
devaluation is one whieh must be decided wupon by each country accarding to
its view of its own special requirements. We think it iapertant however to
draw attention to socme of the considerations which will necessarily weigh
with any country in goming to a decision on this question. There is a
prevalent belief that a return to pre-war gold parity is necessary aor
desirable for its own sake. There are undoubtedly advantages to be
gbtaimed by such a return, but we desire tou point out that for countries
where currency has fallen very far below the pre-war parity, a return to 1t
sust invelve social and economig dislocation attendant upon centinuing
readjustment of money-wages and prices, and a continual increase in the
burder of internal debt. Regard being had to the very large debts which
have been incurred since the Armistice by many of the countries conterned,
we are i1nclined to think that a return to the old gold parity involves too
heavy a strain upen production. We repeat that the decision must be left
in each case to the country concerned...” Mills (1923), p. 34%. The French
were less enthusiastic than the British about endorsing the option of
devaluation, perhaps due to the franc’'s weakness and the impact of such a
pesition on confidence. They supported devaluation only for cases where 1%
was gomonstrably “impessible” to return to the prewar parity. Min. Fin.
Etr. & 82-14/121, Conference Financieére, i1 April 1922,

3%, Kesclution 9, reprinted in Mills {(1923), p. 3&9.
24, Ibad, Resolution 10.
5. Clay (1957), p. 158

35. There were notable exceptions te this rule, sugh as the meeting held on
Long Island in 1927 among representatives of éour major central banks. GSee
Eichengreen (1984},
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37. The phrase comes from the interchange between Keynes and Norman before the

Macmillan Committee. See Question 3490, reprinted in Sayers (1976), volume
3, p- 183. This 1dea was then adopted in much of the subseqguent literature.
For example, Cassel (1935, p. 13) remarks "usvally, however, the

central banks themselves are responsible for the injurous increase in the
demand for gold insofar as they compete with one ancther in their endeavors
to strengthen their recerve.”

I8. This ranking necessarily holds only when all the players contribute to the
cooperative sclution. Thus, for example, cooperation between governments

can be welfare reducing in the absence of cooperation between a government

and the private sector. FRogoff (1983) provides an example of such an

outcome.

39. British conventions regarding reserve ratios are discussed by Beyen (1949),
pp. 42630 See also Ralogh (1947). Cairncross and Eichengreen (1983
provide evidence for Britain on the links between the discount rate and the
money multiplier. ©See especially Table A3.1.

4¢. The Bank of England and the Bank of France remained privately held
institutions influenced still by the desire to pay customary dividends to
shareholders. While the extent to which the profit motive and public
service figured in the authorities' calculations remains difficult to
discern, incorporating the profit motive into models of central bank
behavior is & step in the direction of real:ism.

41. See Norman’'s Macmillan Committee evidence: Committee on Finance and
Industry (12321), CQuestions 332E-3517, 26 March (930, reprinted i1n Sayers
{1978}, volume 3, pp. 12-253.

42. For example, see Norman’'s statements to the Chamberlain-Bradbury Committee
in the summer of 1924, cited in Moggridge (196%), Ch. Z.

43. Formal statcments of Keynes’ view of the relationship of monetary policy to
the state of trade appear in Keynes {(1930), while his efforts at

pamphleteering are collected in Keynes (1931). Keynes' most accessible

account of the channels of transmission came in his private evidence to the
Macmillan Committee. See Keynes (198!

44. See Eichengreen and Biavazzi (1984).

45. PRO Ti176/13, Leith-Ross Memorandum, 3 December 1923.

446. See Eichengreen, Watson and Grossman (1985)

47. Extending the model to more than two countries adds generality but alters
none of the conclusions presented below. See Eichengreen (1984), Appendix

B, where a simple three-country model is analyzed. Note also that some

implications of relaxing the assumption of identical countries are explored
below.

48. The model is readily adapted to the analysis of open market operations, and
many of the same conclusions folleow. Again, see Eichengreen (1984). An
advantage of adding the domest:c credit component of the monetary base to
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the model 15 that it weuld pernmit domestic assets denominated in one
country’'s currency to be held as intermaticonal regserves by the ather.
Again, this adds realism to the model but alters none of the conclusiens
presented below.

49. This formulation, which places the stock of FRSErves in the authorities'
object:ve function, 15 in contrast to most previous specifications of

policy coordination probleas, which fypizally assume that the authorities
have a target balance of paymeats surplus {i.e., a target for the flow
thange in reserves!. As Nichans (1%948) points out, the spectification here
would appear to make more cense in a utility-maximizing framework.

5¢. In the gase of negatively sloped reaction functions, the details and
implicatiecns differ. The domestic central bank realizes that 2 tise in 1ts
discount rate will elicit a reduction in the foreign discount rate, since
the foreign country attaches great weight to the stability of prices. The
home tountry's gain froo increased reserves more than offsets any loss due
to lower prices. 1In contrast, the foreign country is worse off and
unwilling to play the follower. Since hoth countries prefer to lead, the
configuration will be unstable.

S1. Hence the movesent of the effective exchange rate was somewhat less
pronounced; see Redmond (1980).

22. Opposition on the Left to the option of devaluation was based on a
recogrition that devaluation would anly work by reducing real wages, a
result which was viewed as unzcceptatle. Sauvy (1984}, velume 1, p. 246.

53. On the reopening pf negotiations, see Sauvy (1984}, vol. 1, p- 270. On the
different naticnal objectives, see Clarke (1977}, p. 25.

S4. Clarke (1977), p. 34.

3. This is precisely the way they put it to the French. Archives of the
French Ministry of Finance (Min. Fin.) B32323, Letter froa the Chancellor
of the Excheguer, 14 September 1936. Another Eritish concern, sometises
now heard 1w connection with the European Monetary System, was that the
establishment of fixed bands for exchange rates would strengthen the
pasition of speculators by ircreasing the likelfhood of adjustments in aone
direction, and thereby intrease rather tham diminish speculative pressures,
See Llarke (1977), p. 3&.

Sé. Drummond (1979}, p. 9.

57. Min. Fin. B32325, *Projet des note aux gouvernazments Americain et
Britannique,” B September 1936.

38. PRO Ti77/31 "Sir Warren Fisher for Mr. Morgenthau,” 14 September 1936, in
Telegraphic Correspondence Respecting the Devaluation of the Franc.
Printed for the Foreign Dffice, Scptember 1936.

59. “Secretary of State to Chancellor of the Extheguer,” 2¢ September 1934, in
ibid,

&¢. For the teut of the three declarations, s2¢ Bank for International
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Settlements (19371,
61. "Restoring Monetary Order,” New York Times, 4 October 1936.

b2, The exchange funds informed one another each morning of the currency in
which they proposec teo deal. If the other parties agreed %o the currency
and the rates, 2 gold price was specified at which each central bank would
exchange foreign curreacy for geld at the close of the business day. This
price was swebject to change at. the beginning of the rmext trading day. See
FRD T177/33%, "Cypher Telegram to Mr. Hallet {(HWashington),” 7 October 1936,

63. See Bank for International Settlements (19371,
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