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1
Editors’ introduction

Barry Eichengreen and Marc Flandreau

The financial globalization that followed the collapse of the Bretton Woods System opened a new chapter in
the history of international monetary relations. The founding fathers of Bretton Woods—the eminent British
economist John Maynard Keynes and US Treasury official Harry Dexter White prominent among them—
sought to create a more perfect international monetary order conducive to financial stability and economic
growth. Their system was crafted to contain destabilizing flows of ‘hot money’ and to allow governments to
adjust policy to domestic conditions. For a few years it seemed to work. But by the 1970s international
financial markets had regained the upper hand. International capital flows seemingly unprecedented in
scope first undermined fixed currency pegs. Following the transition to floating exchange rates, financial
markets threatened officials seeking to avail themselves of their newfound freedom with capital flight, the
collapse of the currency, and inflation. When US President Bill Clinton’s advisor James Carville famously
remarked that if reincarnated he wanted to come back as the bond market, he was only articulating many
officials’ sense of helplessness when confronted by a world of global finance.

Critics of the current system contend that the generalized float now prevailing provides neither the
stability needed for effective international specialization nor the flexibility required for independent action.
Turbulence and volatility in international financial markets disrupt firms’ production and investment
decisions. Misaligned currencies confer arbitrary competitive advantages, evoking complaints from those
who produce in competition with imports. The ‘temporary’ trade restraints adopted in response are not
easily removed once the exchange-rate fluctuation is reversed.

Dissatisfaction with current arrangements naturally prompts proposals for reform. Virtually all such
proposals seek to limit exchange-rate variability by establishing a system of multilateral currency bands (or
their variants: crawling pegs and target zones).1 The member states of the European Union, among whom
economic integration is particularly close, have established the European Monetary System (EMS), a
multilateral exchange-rate grid, to limit the variability of their currencies. Countries as diverse as Finland,
Sweden, Mexico, Argentina, and Estonia have pegged their exchange rates to the currencies of major
trading partners for various periods of time.

But the decision to peg the exchange rate is easier to issue than to enforce. In 1992–3, the European
Monetary System erupted in a crisis that expelled two major participants, Italy and the United Kingdom,
from its Exchange Rate Mechanism and forced the remaining countries to widen their fluctuation bands
from  to 15 per cent. The Mexican policy of pegging the peso to the dollar came asunder in 1994, when
an attempt to realign led to a full-blown panic and financial collapse.

The implication is that pegging the exchange rate has become exceedingly difficult—some would say
impossible for any length of time—in today’s world of liquid financial markets and quicksilver capital
flows. The resources commanded by currency traders far exceed the reserves of central banks. By forcing



governments seeking to defend the currency to raise interest rates to politically insupportable levels, the
markets have the capacity to demolish the peg at any time.

Things may have been different under the Bretton Woods System of pegged-but-adjustable exchange
rates, but this was because controls limited international capital movements, sheltering currencies from
market pressures. In today’s globalized capital markets, where capital controls have become exceedingly
expensive to enforce, countries will inevitably gravitate toward greater exchange-rate flexibility.

The gold standard is the obvious challenge to this conventional wisdom. When it prevailed, currencies
were successfully pegged against one another despite the presence of open capital markets.2 International
financial transactions were unrestricted, and foreign lending and borrowing, as a share of global GNP,
reached even higher levels than today.3 Yet exchange rates were stabilized within 1 per cent bands for
extended periods, a record of stability that remains unparalleled even today.

Popular images of the gold standard reflect present problems as much as past realities. When the first
edition of this book appeared a dozen years ago, the appeal of the gold standard was its association with
price stability. Countries were just emerging from the high inflation of the 1970s. The fact that prices had
been little different in 1870 and 1913 recommended the system to those who valued price stability. In the
course of the last ten years, inflation was brought under better control, and its threat was superseded in the
eyes of many by the problem of exchange-rate instability. Correspondingly, the appeal of the gold standard
today is as a mechanism for stabilizing exchange rates and smoothing the balance-of-payments adjustment
process.

In the textbook story, the gold standard worked smoothly because it was automatic. Each country’s
money supply was linked to its gold reserves, and balance-of-payments adjustment was accomplished by
international shipments of precious metal. Each country being subject to the same gold standard discipline,
the system brought about a de facto harmonization of policies and an admirable degree of exchange-rate
stability.

Unfortunately, this vision of the gold standard, like the unicorn in James Thurber’s garden, is a mythical
beast. Far from the normal state of affairs prior to the twentieth century, the gold standard prevailed on a
global scale for barely a third of a century. The experience of the industrial economies was more
satisfactory than that of countries specializing in the production of primary products; international creditors
had happier experiences than debtors. The gold standard did not prevent the international transmission of
financial crises, nor did it preclude suspensions of convertibility. Discretionary actions by national
authorities featured prominently in the gold standard’s operation in both normal periods and times of crisis.

If we reject the gold standard myth, we must then come to terms with the reality. This is an enterprise to
which scholars from a number of different disciplines can contribute. In the work of economists we find
models of the gold standard as a self-equilibrating system of markets. One class of models focuses on the
mechanisms by which balance-of-payments equilibrium and exchange-rate stability were maintained.
Another analyzes how deflation stimulated mining activity and augmented the supply of monetary gold,
stabilizing the price level. Such models are useful for checking the internal consistency of accounts of the
operation of the monetary system, but by their stylized nature they abstract from important aspects of its
structure.

In the work of historians we find detailed studies of particular aspects of that structure. Some consider the
gold standard’s impact on individual countries or on relations between them. Others focus on the role of central
banks and even of particular central bankers. These studies have little in common with the gold standard myth.
But while providing a wealth of institutional and historical detail on particular episodes and markets, they
discourage efforts to generalize by virtue of the detailed and idiosyncratic nature of their accounts.
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In work by political scientists, finally, we find attempts to explain the emergence and operation of the
gold standard in terms of interest-group pressures, institutions, and international political interactions.4

These are factors that make no appearance in the models of economists and play at best a subsidiary role in
most historians’ accounts of international monetary relations: for example, the extent of the electoral
franchise, conflicts between landed and industrial interests, and management of the gold standard system by
the leading commercial and financial powers.

The existence of three distinct literatures is frequently taken to indicate that our knowledge of the gold
standard is incomplete. In fact, most of the elements needed to paint a complete picture are at hand.
Completing it requires only that we blend the contributions of economic theorists, historians, and political
scientists. Like the blind man with the elephant, students of the gold standard have gained their impressions
from an awareness confined to parts of the beast. Theorists have sought to model the gold standard’s
operation, but only occasionally have they drawn guidance from the work of historical scholars. Historians
have concentrated on particular instances of the gold standard’s operation. Political scientists have
downplayed the role of markets and historical happenstance in order to highlight political dynamics.

Interaction between these three sets of scholars and integration of these literatures are needed to provide
fresh insights. This volume therefore brings together selections on the international gold standard from the
literatures of economics, history, and political science. It is directed at students of all three disciplines in the
hope that their understanding of the gold standard will be enriched and that they will acquire a new appreciation
of the gains from intellectual trade.

The emergence of the international gold standard

The gold standard is frequently portrayed as the normal state of affairs prior to 1913. But in fact, it prevailed
on a global scale only for a third of a century, from 1880 to 1914. Prior to that, currencies were generally based
on silver instead of gold or on a combination of the two metals. Britain was the principal exception, having
been on a full legal gold standard from 1821 and on a de facto gold standard from 1717, when Sir Isaac
Newton, then Master of the Mint, set too high a silver price for the gold guinea. With the Mint price of silver
lower than its international market price, Britain’s newly reminted full-bodied silver coins were quickly
driven from circulation.

During the Napoleonic Wars, the imperatives of war finance led to inflation and suspension of
convertibility. Parliament brought this episode to a close by passing a law in 1819 that required the Bank of
England to make its notes redeemable in gold at the market price prevailing in 1821. This placed the Bank of
England in a peculiar position, since it was still a private institution, albeit one with special privileges and
obligations, including the obligation to redeem its notes for specified quantities of gold. Its position was
further complicated by the Bank Charter Act of 1844, which divided the Bank into an Issue Department
responsible for backing the note circulation with gold, and a Banking Department to undertake commercial
activities and market intervention.

All the while, the United States and France operated bimetallic standards. Their Mints stood ready to
transform specified quantities of gold or silver into coins of comparable value. In effect, these countries ran
two simultaneous commodity price stabilization schemes, pegging their currencies to those of countries on
both gold and silver standards, and thus implicitly pegging the gold-silver price ratio. Although the US had
to adjust Mint prices of the two metals from time to time to keep both metals in circulation, this arrangement
was remarkably successful at stabilizing the gold-silver price ratio at  to 1 for more than three-quarters
of a century (Flandreau 1995).
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In the United States, the Coinage Act of 1792 established a Mint ratio of 15 ounces of silver to an ounce
of gold, approximating the market price. But increases in Mexican and South American silver production
soon caused the price of silver to fall to  to 1. With gold undervalued at the Mint, silver was brought
there to be coined, and gold was shipped abroad where its price was higher (the opposite of the effect of
Isaac Newton’s undervaluation of silver—cf. p. 4 above). As a result, through the first half of the 1830s the
United States was effectively on a silver standard. The Coinage Act of 1834 raised the Mint ratio to 16 to 1
in an attempt to restore gold coins to circulation. Gold discoveries in California and Australia and the steady
output of Russia’s mines then depressed the price of gold, causing silver to be exported and gold to be
coined.5 The US was effectively placed on the gold standard until convertibility was suspended with the
outbreak of the Civil War.

While France’s experience was similar in many respects, its larger internal circulation of both gold and
silver insulated it from disturbances to the availability of the two metals. The Mint ratio of  to 1 was
below the market ratio for many years after 1803, and gold was exported (in exchange for silver) until the
1840s. Once mid-century gold discoveries augmented supplies of the yellow metal, gold came to dominate
the French monetary circulation. But, even at the height of the California gold rush, both gold and silver
coin continued to circulate (Flandreau, 1995).

While Britain was first to adopt the gold standard, her example was not followed until the second half of
the nineteenth century. Fears of inflation due to gold discoveries deterred other nations (Sayers, 1933),6 and
until the 1870s there did not exist a critical mass of gold standard countries to attract others to the system.
Indeed, at mid-century the dominant direction of movement was away from the gold standard, not toward it.
The possibility of inflation due to newly mined gold flowing into the coffers of central banks led
governments to suspend gold coinage. This was the response of Belgium, Switzerland, and the Netherlands,
although larger countries like France and England hesitated to take this step for fear of further destabilizing
the international system.7

In the end, the anticipated inflation never materialized, due in part to the operation of the bimetallic
system itself. As gold flowed toward the bimetallic countries, their silver flowed toward countries on silver
standards. Thus the impact of the gold rushes in California and elsewhere on the money stocks of the
bimetallic countries was minimized by the operation of this ‘parachute effect’ .8

By 1860 it had become clear that the gold-silver exchange rate would not be significantly displaced by
discoveries in California and elsewhere; in response, Belgium and Switzerland resumed coining gold. Their
resumption of bimetallism turned out to be the first step toward the creation of a global gold standard.

The expansion of Europe’s trade in the 1860s heightened the attractions of exchange-rate stability.
Although France’s bimetallic system helped to stabilize the exchange rates linking the gold and silver blocs,
a common basis for Europe’s currencies would have been even better for weaving together the continent’s
trade. In 1867 an international conference was held in Paris for the purpose of establishing a common
standard. With gold now comprising the majority of the French monetary circulation and England on the
gold standard, the yellow metal was the natural focus of negotiations. The bimetallic lobby remained
powerful, however, and the 1867 conference failed to overcome its opposition and agree on international
action.

The outcome hoped for by many delegates, namely the establishment of an international gold standard,
eventually resulted anyway from the unilateral actions of individual governments. Germany initiated the
process in 1871. Although the country had previously derived some advantage from its silver standard in
trade with Eastern Europe, by 1870 most of that region had suspended convertibility. The indemnity
received in 1871–3 as victor in the Franco-Prussian War provided the resources needed to carry out a
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currency reform. Germany established a gold-based currency unit, the mark, and used her indemnity to
purchase about half of the gold needed for circulation.

The Germans sought to complete the process by selling their silver on world markets, taking advantage of
bimetallic France’s commitment to purchase it (and sell gold). Concerned not to aid its German rival, Paris
responded by limiting silver coinage. Without France to peg the gold-silver exchange rate, the solidity of
the bimetallic bloc was shattered. The members of the Latin Monetary Union (Belgium, Switzerland, Italy,
and Greece, along with France), as well as smaller silver standard countries (the Netherlands, Denmark,
Norway, and Sweden), followed by limiting or suspending silver coinage and shifting to gold (Flandreau,
1996b).

The more countries adopted the gold standard, the more attractive it became for the others. Gold soon
became the monetary standard in virtually every European country.9 The international gold standard reached
across the Atlantic in 1879, when the United States, putting civil war and reconstruction behind it, restored
gold convertibility, and into Asia when Japan followed. By the early 1900s most of the non-European world
had gone on to gold; the principal exceptions were China, which remained on silver, portions of Latin
America with silver and bimetallic standards, and bimetallic Persia (Eichengreen and Flandreau, 1996).

Forms of the gold standard

There were important differences in how different countries operated their gold standards. Gold coin
circulated only in France, Germany, the United States, Australia, South Africa, and Egypt. Other countries
issued token coin and paper currency convertible into gold. Some countries were on full gold standards,
where gold convertibility was automatic (Britain, Germany, and the United States), while others operated
‘limping’ gold standards, where gold convertibility was at the option of the authorities, who reserved the
right to make use of the silver clause of their still officially bimetallic monetary statutes (France and
Belgium).

One might also differentiate gold standards according to the ‘cover system’, which linked currency and
coin in circulation to the gold reserve. Countries with a ‘fiduciary system’ allowed the authorities to issue a
certain quantity of unbacked currency (the fiduciary issue), while requiring remaining currency to be fully
collateralized with gold. This was the arrangement in Britain, Finland, Japan, Norway, and Russia. Countries
with ‘proportional systems’, on the other hand, treated all currency alike but permitted the central bank to
maintain a ratio of gold reserves to currency issue of less than 100 per cent.10 This was the system used
by Belgium, Holland, and Switzerland. Germany, Austria-Hungary, Italy, and Sweden maintained hybrid
arrangements combining features of the two systems. In some countries additional flexibility was lent by
permitting the note issue to exceed the legal limit upon payment of a tax by the central bank or by
permitting reserves to fall below their legal minimum on the Finance Minister’s authorization.

Finally, the statutes and practices governing the composition of international reserves differed across
countries. In India, the Philippines, and much of Latin America, reserves took the form of claims on
countries whose currencies were convertible into gold. In Russia, Japan, Austria-Hungary, Holland,
Scandinavia, and the British Dominions, some but not all international reserves were held in this form.
Typically, such countries maintained a portion of their reserves in British treasury bills or bank deposits in
London. If their liabilities were presented for conversion, the central bank or government could convert an
equivalent quantity of sterling into gold at the Bank of England. Japan, Russia, and India were the largest
countries to engage in this practice; together they held nearly two-thirds of all foreign exchange reserves.
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Price performance under the gold standard

John Stuart Mill (1865) described the mechanism by which the gold standard worked to preserve price
stability. He emphasized the link between money supplies and gold stocks and the tendency for the flow of
newly mined gold to respond to changes in the price level. For example, as the world economy expanded
and demands for money grew, downward pressure was placed on prices. With governments pegging the
price of gold in terms of domestic currency, the relative prices of other commodities fell. The increase in the
real price of gold then elicited additional supplies of the metal.11 The larger monetary gold stock that
resulted meant a larger money supply, limiting the downward pressure on prices (Barro, 1979).

Even Mill admitted that time was required for the mining response to occur: for instance, it took more
than twenty years of deflation, from 1873 to 1896, before gold discoveries in the Klondike and elsewhere
reversed the trend and inaugurated a period of inflation. Moreover, a number of economists emphasized the
randomness of gold finds, arguing that chance discoveries dominated relative prices as a determinant of
gold production. Marshall (1923) for one was dubious that long-run price stability would be provided by a
system dependent on the ‘hazards of mining’. 

Ultimately, this dispute over price performance can only be settled by comparisons between the gold
standard and alternative monetary regimes. Bordo (1981) compared the rate of inflation, unemployment,
and income growth under the gold standard and after World War II for Britain and the United States. He
found that the rate of change of wholesale prices was more moderate under the gold standard.12 Even the
relatively low inflation rates under the gold standard can be cast in a less favorable light, however, since
they result from averaging together two decades of deflation prior to 1896 with two subsequent decades of
inflation.13

Some would argue that it was not inflation or deflation but their variability that complicated decision
making.14 Bordo (1981) therefore computed the variability of inflation under the gold standard, Bretton
Woods and the post-Bretton Woods float; he concluded that it is difficult to conclude in favor of any of
these monetary regimes.15 In his 1993 article he extended these comparisons to seven industrial countries:
again, the finding was that the standard deviation of inflation was no lower under the gold standard than in
the heyday of Bretton Woods (1959–71) or in the subsequent period of floating rates.16

It might be argued that only that proportion of the variation in prices that was unpredictable is relevant
for economic welfare. Had individuals been able to predict prices, they could have adapted accordingly and
avoided misallocating resources. The historian’s problem then becomes to estimate predictability. Cooper
(1982) attempts to infer price predictions from ex post real interest rates. He finds that under the gold standard
ex post real interest rates rose during deflationary periods and a fell during inflation as if individuals failed
to anticipate price changes.17 Callahan (1994) estimates forecasting equations for prices and compares the
mean squared error of the forecast across monetary regimes. An advantage of this approach is that it
considers prices directly rather than attempting to infer price forecasts from interest rates. Its weakness is
that it is based on an ‘as if’ assumption; it assumes that agents behaved ‘as if’ they had knowledge of the
forecasting equation. Moreover, there are innumerable plausible specifications of the forecasting equation.
For all these reasons, rankings of the gold standard and alternative monetary regimes in terms of price
predictability remain inconclusive.

Exchange rates under the gold standard

In the absence of any clear-cut superiority in terms of price performance, the outstanding feature of the gold
standard would seem to be the extent of exchange-rate stability. But even this generalization should be
taken with a grain of salt. A non-negligible number of countries abandoned the gold standard and allowed
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their currencies to depreciate between 1880 and 1914. They included Italy, Portugal, Spain, Greece,
Bulgaria, Argentina, Chile, and Mexico. Exchange-rate stability did not extend to China, El Salvador, or
Honduras, which remained on silver throughout the period and whose currencies fluctuated in terms of
gold.

Exchange-rate adjustments were often the result of balance-of-payments crises. A country’s export prices
collapsed, or its capital imports dried up. As its balance of payments moved into deficit, the imminent
exhaustion of its gold reserves forced the central bank to suspend gold convertibility (to abandon the policy
of pegging the domestic currency price of gold). Often balance-of-payments crises were accompanied by
financial crises, in which banks collapsed and stock and bond markets crashed. These panics spread
contagiously across borders, transmitted at the speed of the international telegraph, provoking global
financial crises in 1884, 1890, 1893, and 1907.

And yet what is striking about the gold standard is that none of the major powers was forced to depart
from it for any extended period of time. This statement holds for North America, Western Europe, and
Britain’s overseas Dominions and Commonwealth, as well as for the Austro-Hungarian and Russian
Empires after 1890. Throughout this area, exchange rates were impressively stable. Although there was no
shortage of shocks to commodity and financial markets, disturbances to the balance of payments were
dispatched without destabilizing exchange rates or otherwise undermining the solidity of the gold standard
system.

This ease of adjustment should perhaps not be credited to the gold standard itself. It could have been nothing
more than a reflection of favorable underlying conditions. In this view causality ran not from the stability of
exchange rates to the relatively rapid growth of international trade and incomes; rather, the autonomous
factor was industrialization, which stimulated incomes and trade, and currency stability and smooth balance-
of-payments adjustment were the consequences. This could have been the case insofar as favorable
underlying conditions lent countries the capacity to accommodate whatever disturbances came down the
pike. In particular, the decline in spending needed to curtail the demand for imports and the fall in domestic
prices needed to stimulate the demand for exports would have been relatively easy to bear when incomes
were growing.

Generations of scholars have insisted that there was more to it than this. How the adjustment process
worked has thus become ‘the ritual question’ of students of the gold standard (to quote de Cecco, 1974).
Three main approaches to it can be distinguished. One emphasizes the efficiency and automaticity of the
adjustment mechanism. A second portrays the gold standard as a check on inflationary government finance
and ascribes exchange-rate and balance-of-payments stability to the soundness of the public finances. A
third finds the key in the unique combination of policy credibility and flexibility that the gold standard
allowed.

The efficiency view

The traditional explanation for ease of balance-of-payments adjustment (and, by implication, for the
stability of exchange rates) is the efficiency and automaticity of the adjustment mechanism. The inevitable
starting point for any discussion of that mechanism is the price-specie flow model of David Hume (1752)—
chapter 2 of this volume. The simplest way to understand Hume’s model is in terms of a stylized model of a
world economy with two commodities: a consumer good and gold. Consider the effect of a disturbance to
this economy, say a one-time addition to the home country’s stock of gold. At initial prices, there will be an
excess supply of gold and an excess demand for goods. Prices must adjust to restore equilibrium in both
markets. The assumption of the price-specie flow model is that transactions occur initially among domestic
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residents. As they simultaneously attempt to sell gold and purchase consumer goods, the price of goods
rises (equivalently, the real price of gold falls). The price of consumer goods in terms of gold is now higher
at home than abroad. Domestic residents have an incentive to obtain consumer goods from abroad where
they are relatively cheap. Foreigners, for their part, have an incentive to obtain gold from the home country,
where its price is low (in terms of consumer goods). A surplus of consumer goods is shipped to the home
country, and a surplus of gold is shipped abroad. In the absence of adjustments on the production side
(which we consider below), residents of the foreign country must reduce their spending on consumer goods
to make a surplus available for export. Residents of the home country, meanwhile, increase their spending,
absorbing additional imports. In terms of the external accounts, the home country runs a balance-of-payments
deficit whose corollary is a loss of gold.

This description of the price-specie flow mechanism illustrates a point that is frequently overlooked or
misunderstood. It demonstrates that disputes over whether balance-of-payments equilibrium is restored
through adjustments in commodity markets or adjustments in gold markets are fundamentally misplaced.
Adjustments in these two markets are two sides of the same coin. In a two-commodity world there exists
only one relative price, so a rise in one commodity price is the same as a fall in the other. When one market
clears, so must the other, as a result of Walras’ law. It is not meaningful to ask whether adjustment takes
place in one market or the other, or to debate whether the gold market or other markets were ‘more
important’ to the adjustment mechanism.

Hume intended his model as an analytical device rather than a description of reality. He was aware, for
example, that transactions do not occur first within and only then between nations. Arbitrage in both gold
and consumer goods creates a powerful incentive for the maintenance of the international law of one price,
as emphasized by McCloskey and Zecher (1982)—chapter 4 of this volume. Except for tariff barriers and
transport costs, there is no reason for prices to differ by wider margins across than within countries.

McCloskey and Zecher’s objection has some basis in fact, as students of the gold standard have
understood since the beginning of the twentieth century. The Harvard professor Frank Taussig and his
students, in a series of studies published early in the century, established that relative price of home and
foreign goods (the international terms of trade) rarely behaved in the manner predicted by the price-specie
flow model.18 Whale (1937) similarly observed that commodity-price equilibrium was maintained so
continuously that few if any relative price movements could be observed during the adjustment process.

This tendency to downplay the influence of the terms of trade led commentators to stress the role of
interest-rate differentials and international capital flows in the elimination of payments imbalances.
Britain’s Cunliffe Committee (1919), chapter 12 of this volume, in recommending that the gold standard
should be restored as soon as possible after World War I, described its operation in terms of a price-specie
flow model extended to admit a role for interest-rate differentials and international capital flows. To
understand the implications of these extensions, it is useful to repeat our previous ‘thought experiment’, a
one-time increase in the domestic gold stock under the assumption that transactions take place first among
residents of the home country.19 The initial excess supply of gold now has as its counterpart an excess
demand for both consumer goods and financial assets. The domestic prices of goods and securities both
rise; the domestic gold price falls. Residents of the home country have an incentive to obtain their consumer
goods and securities from abroad, where both are now cheap; foreigners have an analogous incentive to
obtain their gold from the home country. The value of the home country’s net exports of gold equals the
value of its net imports of consumer goods and securities. The trade deficit no longer equals the gold
outflow; now, the balance-of-payments deficit equals the international transfer of gold.20 It matters little
whether we describe this process in terms of price or interest-rate effects, since saying that security prices
are higher at home than abroad following the gold discovery is the same as saying that interest rates are
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lower at home than abroad. Capital will flow from the country where interest rates are low to where they are
high, until security prices and interest rates are equalized internationally.

Early discussions of the role of capital movements in gold standard adjustment posited that this process
took time. Capital flowed gradually from low- to high-interest-rate countries until the interest differential
disappeared. In parallel with McCloskey and Zecher’s critique of the assumption that price differentials in
commodity markets were eliminated gradually, subsequent authors asked why capital should not flow with
sufficient speed to eliminate the interest differential all but immediately. Dick and Floyd (1992) and
Calomiris and Hubbard (1996) take this point to an extreme, arguing that interest differentials were negligible
and that the quick response of capital flows played a dominant role in adjustment.

The point of this excursion through alternative models of the balance-of-payments adjustment process is
that interpretations emphasizing the role of commodity prices, spending, interest rates, and capital flows are
in fact compatible with one another. They simply focus on different nodes of the same interconnected
markets. Some emphasize international divergences in the prices of traded goods. Others stress the
parallelism in commodity prices, focusing instead on changes in spending and interest rates (Whale, 1937;
Scammell, 1965; Triffin, 1968). Still others argue that arbitrage was equally prevalent in commodity and
asset markets, precluding persistent divergences across countries in either prices or interest rates; they
emphasize instead the importance of changes in spending (McCloskey and Zecher, 1976) or equilibrating
capital flows (Dick and Floyd, 1992).

Yet these authors should be seen not as presenting incompatible models but simply as attaching different
values to the same parameters. Their answers boil down to different answers to a common set of questions.
How quickly did arbitrage equalize the prices of traded goods across countries? How efficient was arbitrage
in financial markets? Were securities denominated in different currencies better substitutes for gold or one
another? The essential point is that these are all questions of how much weight to attach to different aspects
of the same adjustment process.

The discipline view

Economists have long argued that the obligation to maintain convertibility served as a check on inflationary
finance. The key to price and exchange-rate stability, according to this view, was that sound public finances
were an integral part of the gold standard ideology. Governments ran balanced budgets, which insulated
central banks from pressure to purchase government debt and inject currency and credit into the economy.
Indeed, adherence to the gold standard mandated this behavior, since persistent budget deficits which led to
monetization and inflation would have exhausted the central bank’s reserves and forced the abandonment of
gold convertibility.

In consequence, the gold standard became a signal of financial probity—a Good Housekeeping Seal of
Approval. Bordo and Rockoff (1996) show that governments were charged lower interest rates by the
markets when they adhered to the gold standard. This is consistent with the notion that investors were in the
business of evaluating the financial integrity of governments and took gold convertibility as an important
signal. But it falls short of proving that this in turn led governments to avoid deficits. The very fact that some
countries (Portugal, Argentina) moved off gold suggests that the seal-of-approval mechanism worked less
than perfectly.

Other authors have focused on monetary rather than fiscal discipline. In their view, whatever the behavior
of the fiscal authorities, the central bank saw itself as responsible for doing what was necessary to defend its
gold reserves. Central banks therefore adjusted the interest rates at which they made credit available with an
eye toward the maintenance of external balance. If the exchange rate fell to the gold export point and
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reserves began to decline, the central bank raised the discount rate (the rate at which it advanced money to
discount houses and other financial intermediaries).21 This increase in the cost of credit put upward pressure
on interest rates and reduced the availability of finance economywide. It discouraged spending in interest-
rate sensitive sectors, depressing inventory accumulation and fixed investment. As spending fell, the trade
balance strengthened. And, as financial conditions tightened, capital flowed in from abroad, attracted by
higher returns. The higher central bank discount rate thus helped the exchange rate to recover. Keynes
called this practice playing by the gold standard ‘rules of the game’.22

An appeal of this account was that it could explain the great anomaly of the price-specie flow model: that
gold flows on the predicted scale were rarely observed. A country experiencing a payments deficit had to adjust
by cutting its spending; in the price—specie flow model, the mechanism prompting this was a gold outflow,
which reduced the money supply and tightened financial conditions. But a central bank playing by the rules
could produce the same effect without waiting for significant gold movements. At the first sign of gold
losses, it would raise the discount rate, producing the requisite financial tightening without the need for
significant gold flows.

The problem, it turned out, was that evidence of ‘rules-of-the-game’ behavior was weak. In a classic
study, Bloomfield (1959) found that pre-World War I central banks violated those rules in the majority of
years and countries he considered. Rather than draining liquidity from the market when their reserves
declined (and augmenting it when they rose), they frequently did the opposite.

The modern synthesis: the gold standard as a credible target zone

Bloomfield’s important article underscored the discretion possessed by nineteenth-century central banks. In
doing so it identified a paradox: if central banks were committed to defending the gold parity, how could
they at the same time behave in this way, violating the rules of the game?

The answer, modern analysts have emphasized, is that the gold standard implied not pegged exchange
rates but rather a narrow band within which the exchange rate could move; and even this narrow band
endowed the authorities with significant monetary autonomy. In modern terminology, the gold standard was
not a system of currency pegs; it was a set of target zones.

Explaining this requires us to describe two of the gold standard’s technical features: the gold points and
gold devices. The nineteenth-century gold market was highly developed, but it operated subject to
transaction costs. These costs meant that exchange rates could fluctuate within narrow margins, known as
the gold export and import points, without offering gold traders significant arbitrage profits. The easiest way
to see this, paradoxically, is to imagine a world free of transaction costs. The Bank of England stood ready
to convert a pound sterling into an ounce of (11/12 fine) gold on demand. The US Treasury, for its part,
committed to paying out an ounce of gold of equal purity for $4.86. The exchange rate between sterling and
the dollar was then locked at 4.86 to one. If it fell even slightly (toward 4.85), there would be an incentive to
buy gold from the Bank of England for £1, ship it to the US, sell it to the American Treasury for $4.86, and
convert those dollars into sterling on the foreign exchange market, where they now commanded more than
£1 (£1.0021 to be precise). This would increase the demand for sterling and reduce the demand for dollars
until equilibrium was restored. Indeed, in the absence of transactions costs in international gold markets, the
response would be instantaneous, and there would be no leeway for the exchange rate to move at all.

In practice, arbritragers had to pay to ship gold across the Atlantic, to insure it while in transit, and to
borrow the funds needed for its purchase (or forego interest earnings on bank deposits in the meantime).
Due to technological progress in shipping and other markets, these expenses declined from about  per
cent of the value of the gold bought and sold in the 1840s to perhaps 0.5 per cent on the eve of World War
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I.23 Thus, the dollar/sterling exchange rate could rise or fall by at most this amount before there was an
incentive to engage in arbitrage and prevent the exchange rate from moving further. These upper and lower
bounds were the gold import and export points.

While the computation of transactions costs in trade in bullion is as old as international banking, gold
point estimates made their official debut in September 1877, when The Economist began reporting them for
the leading financial centers. Its figures were based on the work of Ernest Seyd, a bullion dealer who had
authored a study of international financial markets (Seyd, 1868). Seyd’s estimates were the basis for
Morgenstern’s pioneering statistical study (Morgenstern, 1959), in which he claimed that the exchange rates
between the major financial centers had repeatedly strayed outside the bands defined by the gold points.
This led some authors (viz. Clark, 1984) to conclude that the gold market was inefficient—that arbitrage
had failed to prevent violations of the gold points. Officer (1986, 1989, 1996) explained away these
anomalies by challenging Morgenstern’s assumption that central banks always sold gold at the Mint price.
The Bank of England, although obligated to buy gold at £3 17s 9d an ounce and to redeem its notes with
gold coins whose mint price was £3 17s l0d, could also dispense worn coins that were worth significantly
less than their mint price. By paying out such coin, the Bank could manipulate the gold points.24 Exchange
rates adjusted for these variations, according to Officer, never violated the band given by the gold points.25

The practice of paying out worn coin was an example of the so-called gold devices. In addition to paying
out coin whose metallic content was eroded by wear, tear, and clipping, the central banks of countries like
France and Belgium on ‘limping gold standards’ could also redeem their notes in depreciated silver. Thus,
while exchange-rate fluctuations between the currencies of countries on full gold standards were limited by
the gold import and export points, those vis-à-vis France and Belgium, whose central banks might pay out
silver instead, were potentially not constrained to equally narrow bands.26

Let us now return to the question of how discretionary monetary policy was compatible with gold
convertibility. The key, we now see, lay in the gold points and gold devices, which gave central banks room
for maneuver. Governments could pursue, monetary policies which caused the exchange rate to depreciate
so long as the latter did not violate the gold points and threaten the central bank with reserve losses.
Interestingly, monetary autonomy might be quite significant, as Keynes (1930, Chapter 7 in this volume)
was first to show. He provided an analysis of the tradeoff between the width of the band and the extent of
monetary autonomy which uncannily anticipated Krugman’s (1991) model of exchange-rate target zones
and Svensson’s (1994) use of it to analyze the tradeoff between exchange-rate stability and monetary
independence. The Keynes-Svensson analysis showed that even a narrow band endowed the authorities with
significant capacity to buffer shocks. This suggests that the gold points and gold devices, by providing
macroeconomic room for maneuver, contributed importantly to the gold standard’s success.

An increase in domestic credit which caused the currency to depreciate would produce the lower interest
rates desired by central banks only if, of course, the exchange rate was expected to recover subsequently.
Imagine that this was so. Say the exchange rate fell toward the gold export point (where domestic currency
was sufficiently cheap that it was profitable to convert currency into gold, export the latter, and use it to
purchase foreign exchange). As soon as the central bank began losing reserves, funds would flow in from
abroad in anticipation of the profits that would accrue to investors in domestic assets once the central bank
took steps to support the exchange rate. Because there was no question about the authorities’ commitment to
the parity, capital flowed in quickly and in significant quantities.27 Interest rates tended to fall. The
depreciation of the exchange rate was limited, leaving it well above the gold export point.

Thus, central banks could deviate from the ‘rules’ because their commitment to the maintenance of gold
convertibility was credible. Although it was possible to find repeated ‘violations of the rules’ over periods
as short as a year, over longer intervals central banks’ domestic and foreign assets moved together. Central
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banks possessed the capacity to breach the rules of the game in the short run, in other words, because there
was no question about their obeying them in the long run.28 Knowing that the authorities would ultimately
take whatever steps were needed to defend convertibility, investors shifted capital toward weak-currency
countries, financing their deficits even when their central banks temporarily violated the rules of the game.

The capstone of this new literature is Bordo and Kydland’s (1995) synthesis of the discipline and
discretion views (Chapter 6 in this volume), which characterizes the gold standard as a contingent rule. In
the target zone interpretation, capital flows tended to react in stabilizing ways, keeping the exchange rate
within the band given by the gold points, so long as the markets were convinced of the authorities’
commitment to the defense of gold convertibility. Bordo and Kydland argue that the same could even be
true when governments were forced to suspend convertibility temporarily and allow the exchange rate to
fall out of that band, so long as the markets were convinced that they remained committed to resuming
convertibility at the previous rate once the exceptional disturbance motivating the temporary suspension had
passed. So long as the markets were convinced of the government’s commitment to gold convertibility, they
would bid up the currency in anticipation of the eventual restoration of convertibility at the traditional parity,
stabilizing the exchange rate. This mechanism only operated, of course, provided that the contingency in
response to which suspension took place was exceptional and independently verifiable—a war or a natural
disaster, for example—and so long as the authorities remained committed to restoring convertibility as soon
as that contingency passed. But if these conditions were met, the gold standard worked as a contingent rule,
to be obeyed in normal times but which could be disregarded in crises without damaging the authorities’
credibility.

The roots of credibility

Everything depended, then, on the credibility of the authorities’ commitment to the maintenance (or
restoration) of convertibility. The key to understanding how the gold standard worked, therefore, is to
identify the roots of that credibility.

In the late nineteenth century, the credibility of governments’ commitment to the maintenance of gold
convertibility rested on foundations grounded in economics, diplomacy, politics, and ideology. That the
decades leading up to 1913 comprised a period of international peace, compared to what came before and
after, minimized shocks to government budgets and international payments.29 The absence of a clearly
articulated theory linking central bank policy to the state of the economy limited the pressure on the
monetary authorities to pursue output and employment goals. The same was true of the absence of a
Keynesian theory linking budget deficits to aggregate demand and the level of employment. Thus, the
ideology of hard money extended to the maintenance of budget balance, limiting the scope for reckless
fiscal policy to destabilize the external accounts. In the countries at the core of the system, ruling
parliamentary elites held a substantial fraction of their wealth in government bonds and thus favored price
stability. Those who valued other policy targets—workers concerned with unemployment, for example—
rarely possessed the vote.30 For all these reasons, political support for the gold standard was pervasive.
Political scientists have thus come to characterize it as a ‘diffuse regime’ that did not rely on a formal
system of rules and restraints but rather on broad-based support of the society and polity.31

Admittedly, there were always skeptics of the gold standard’s merits.32 Nor could ruling elites always
afford to ignore potential political threats from populist and socialist forces. In France, for example, the
1878 Plan Freycinet providing for massive infrastructure investments aimed at increasing the supply of jobs
in order to keep more radical French socialists at bay. It led to a deterioration in the public accounts, raising
the government debt as a share of GDP from 80 to almost 100 per cent. In Germany, civil servants pressed
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for increased public spending on retirement funds, and neither the government budget nor the monetary
system was entirely insulated from the effects. In the United States, farmers strapped by falling agricultural
prices lobbied for the restoration of free silver coinage. Their populist movement came close to electing the
presidential candidate William Jennings Bryan and pushing the country off the gold standard in 1896
(Frieden, 1996, Chapter 11 in this volume).

Still, in none of these countries did anti-gold standard agitation succeed. What pressure existed for the
pursuit of other policy goals was exceptional and, ultimately, limited. At the gold standard’s European and
North American core, its political, ideological, and economic underpinnings sufficed to sustain the system.
When push came to shove and the authorities in these countries had to choose between interest-rate
increases to keep the gold standard from collapsing and interest-rate reductions to stimulate production, they
never hesitated to opt for the former (Sayers, 1936).

The situation was different elsewhere. In Latin America, for example, credibility was less complete.
Inflationist agitation among farmers, à la the US, combined with unstable political systems, shaky finances,
and external shocks to drive governments on to depreciated paper. But the very contrast with Europe
highlights what was unique and distinctive about the gold standard system. At its core—in the industrial
nations of Northern Europe and their overseas dependencies—the commitment to gold convertibility
remained paramount.

But, as time would show, this constellation of circumstances was unique. Neither it nor the commitment
to gold would long survive the coming of the twentieth century.

From the prewar gold standard to the interwar gold exchange standard

World War I, like the Napoleonic Wars a century before, threw a wrench in the works of this carefully
balanced international monetary mechanism. The imperatives of war led to unbalanced budgets, export
controls, and inflation incompatible with a fixed domestic currency price of gold. Virtually every country
but Britain and the United States suspended the convertibility of currency into gold and placed barriers in
the way of international gold shipments.33 Budget deficits persisted beyond the conclusion of hostilities,
although it was the financial needs of reconstruction rather than the war itself that now drove public
spending. With the return to peacetime conditions, it was no longer feasible to control prices and foreign
exchange transactions. Rates of inflation and currency depreciation accelerated, forcing even the UK to
suspend gold convertibility.

Not until 1925 did Britain stabilize financial conditions sufficiently to restore convertibility at the prewar
rate. The members of her Commonwealth and most of the smaller countries of Continental Europe followed
suit. But France, Belgium, Italy, and Germany found it impossible to turn back the clock. Given the length
of time that inflation had run out of control, restoring the old gold parity would have meant reducing prices
by more than half (often significantly more), which was impossible economically and politically. France
settled for six months of deflation before stabilizing at a devalued parity at the end of 1926. In Germany,
inflation so debased the currency as to require monetary reform; the Weimar Republic established a new
currency unit before restoring gold convertibility.

Superficially, normalcy had been restored by the end of 1926, with the major countries back on gold.
Except for the withdrawal of gold coin from circulation (in most countries, residents had been required to turn
it over to the authorities to help finance the war, and the latter were not inclined to turn it back), the
system’s structure had not obviously changed. But subsequent experience bore little resemblance to that
under the gold standard of prewar years. Balance-of-payments adjustment was anything but smooth;
discount-rate increases now threatened recession and failed to attract gold inflows.
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The gold standard as an international system survived for barely five years. Starting in 1931 one country
after another, beginning with the UK itself, was forced to abandon convertibility and allow its currency to
float downward. By 1936 the transition to floating was complete, and the international gold standard was no
more.

There is no shortage of explanations for this unsatisfactory experience. (A catalog of popular
interpretations and a critique of the interwar gold standard’s operation is the 1931 Report of Britain’s
Macmillan Committee—chapter 13 of this volume.) One strand of thought emphasizes that the interwar
system was more fragile and susceptible to shocks than its prewar predecessor. Central banks now held a
substantial share of their reserves in the form of interest-bearing foreign exchange (for example, the bonds
of governments whose currencies were themselves convertible, mainly sterling and the dollar). Any
question about the stability of sterling or the dollar could lead to a massive liquidation of foreign reserves,
as central banks scrambled to replace them with gold before suffering capital losses due to foreign
devaluation. By their actions, they might cause the reserve base of the system to implode and deflationary
pressure to ramify internationally.

In addition, the prewar pattern of trade relations had been shattered by the creation of new national
borders in Central and Eastern Europe (due mainly to the breakup of the Austro-Hungarian Empire) and by
the proliferation of tariffs, on which governments new and old relied to raise revenues. International flows of
financial and physical capital did not fit together as neatly as before 1913. Before World War I, Britain, the
major exporter of financial capital, was also a major exporter of capital goods. This stabilized the payments
of the country at the center of the international system. When London lent abroad, the countries on the
receiving end used the funds to purchase machinery, equipment, and ships from the industries of Lancashire
and Clydeside, automatically balancing Britain’s external accounts.

After World War I, however, Britain was no longer the preeminent lender, that role having been assumed
by the United States. The borrowers no longer relied on one country for their imports of machinery and
capital equipment, as members of her Commonwealth had relied on Britain before 1913. Thus, merchandise
exports no longer financed foreign lending to the same extent.

While all these points are relevant, there is a tendency to exaggerate their novelty. None was really a
radical departure from the prewar status quo. The practice of holding of foreign exchange reserves was
widespread under the prewar gold standard (Lindert, 1969); paper currency and bank deposits already
accounted for 90 per cent of the money supply before 1913, and gold only 10 per cent (Triffin, 1968).
Countries other than Britain had relied heavily on import tariffs for revenue and other purposes. While
London accounted for perhaps half of all overseas lending in the four decades ending in 1913, Paris, Berlin,
Amsterdam, and, toward the end of the period, New York had also played significant roles. And the linkage
from exports of financial capital to exports of physical capital, however important for Britain, was hardly
evident in these other countries.

A second set of explanations emphasizes the decline of the international leader, or ‘hegemon’, Britain,
and reluctant acceptance of this mantle by the United States. Keynes, that famous phrase-maker, coined the
name for this phenomenon too, referring to Britain, and the Bank of England in particular, as the ‘conductor
of the international orchestra’. Before 1913, when credit conditions were overly lax and the Bank of
England raised its rate, the impact on international financial markets was so profound that other central
banks had no choice but to follow suit. This follow-the-leader behavior brought about a de facto
harmonization of policies worldwide. In effect, the Bank used its discount rate as the conductor’s baton.
With British trade and finance accounting for such large shares of the respective world totals, what was
good for Britannia was good for the international system.
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The decline in Britain’s commercial and financial leverage over the course of World War I and through
the 1920s, coupled with the reluctance of the United States to accept the maestro’s baton, allowed other
players’ eyes to wander from the podium. Central banks and governments no longer played harmoniously.
The climax of this cacophony was the collapse of the gold standard in 1931.

Charles Kindleberger (1973) generalized this interpretation of the destabilizing effects of the absence of a
hegemon. Before World War I, he argued, Britain had provided an open market for the distress goods of
other countries. Her lending fluctuated countercyclically, rising in periods of global slowdown, falling in
booms. She acted as international lender of last resort, providing capital to foreign central banks and
governments when the stability of the gold standard was threatened. Between the wars, in contrast, US
lending was procyclical, and her market was blockaded. Moreover, the US failed to acknowledge the need
for an international lender of last resort. When financial crises engulfed the gold standard in 1931, the
failure of the United States to provide international-lender-of-last-resort facilities removed the only fire
extinguisher capable of dousing the flames.

It is no surprise that this interpretation was advanced by one of the leading historians of international
monetary affairs after World War II, a period when the dominance of US policy was overwhelming.34 But,
as a matter of historical fact, it is unclear that the stabilizing influence of Britain had been so dominant prior
to 1913. Often it was Britain herself that was subject to international financial strains. In 1890 she was the
international borrower of last resort (obtaining support from the Bank of France and the Russian State
Bank, among others) not the international lender. Often the Bank of England had to alter her discount rate to
conform to international financial conditions rather than leading them.35

As these examples illustrate, international cooperation had also contributed importantly to the prewar old
standard’s success. Scammell (1965) speaks of the growth of an international financial fraternity which was
manifested in cooperation among the central banks of the leading countries. That cooperation, while
episodic, was critical in times of crisis.36 But it took place only under very specific circumstances, as
emphasized by Flandreau (1997). Its extension was motivated by selfish interests at least as much as by any
recognition of the existence of common goals. While apparent between 1890 and 1910 (years known as ‘the
heyday of the international gold standard’), cooperation was much less extensive before and after.

During the interwar period, in any case, the obstacles to international cooperation were formidable. And,
given the difficult financial situation bequeathed by World War I, the need for it was greater than before.
Disputes over war debts and reparations, and more generally the fact that the shadow of war was never far
removed, spoiled the climate for cooperation. The Bank for International Settlements, the logical vehicle for
last-resort lending, was disabled by having been created to manage the transfer of German reparations. The
ideological underpinnings of the prewar gold standard no longer carried the same force. Proto-Keynesian
ideas surfaced in a growing number of places. Policy makers in different countries interpreted the economic
malaise in different ways and prescribed different policy responses, rendering concerted international action
all but impos sible. Increasingly influential special interest groups emphasized conflicts between the
policies needed to advance cooperation with other countries and those required to address domestic problems.

As this last point reveals, perhaps the single most important difference between the prewar and interwar
standards was the credibility of the commitment to gold. Before the war, there was no question that
convertibility was the preeminent goal of policy. The 1920s saw a growing consciousness of the problem of
unemployment: governments and trade unions gathered and published statistics on its prevalence, many for
the first time. Keynes and others articulated theories of the connections between central bank policy and the
economy. Interest groups lobbied for outputand employment—friendly policies. Parliamentary labor parties
gave voice to those concerned with unemployment. The extension of the franchise made it costly for
governments to neglect their views.
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For all these reasons, when the exchange rate fell to the gold export point and a rise in interest rates was
required, it was no longer clear that the central bank had political backing. This might render it reluctant to
raise rates when employment was growing slowly. Capital, rather than flowing in, in anticipation of the
exchange rate’s subsequent recovery, might flow out, in anticipation of devaluation. The conflict between
internal and external balance was heightened, and with it the dilemma facing the monetary authorities.
Between 1925 and 1935, they had more occasion to demonstrate their resolve than in the four decades
preceding 1913. But, in the newly politicized conditions of the interwar period, they failed the test. That
failure led ultimately to the collapse of their laboriously reconstructed gold standard.

The Bretton Woods gold-dollar standard and after

Thus, a variety of economic and political changes, foremost among them the declining credibility of the
commitment to convertibility, had by the second half of the 1930s rendered the gold standard a thing of the
past. For similar reasons, the politicization of monetary policy making and pressure for the pursuit of policy
goals other than exchange-rate stability make it unlikely that anything resembling a global gold standard
will be reestablished in the foreseeable future. Countries may have reformed their central bank statutes to
buttress the independence of monetary policy makers, but even the most independent central banks are still
accountable to a national parliament or legislature, which can pass laws limiting their autonomy and overriding
their decisions. Monetary policy today is embedded in a political environment, inevitably limiting the
credibility of officials’ commitment to a particular target.

Despite these changes, the gold standard continues to cast a long shadow. The Bretton Woods System that
governed international monetary relations for a quarter of a century after World War II is commonly
referred to as a gold-dollar standard: while countries other than the US pegged their currencies to the dollar
within bands roughly twice as wide as those demarcated by the old gold points, the US as the reserve-
currency country continued to peg the dollar to gold. This system differed from the gold standard by the
prevalence of controls on capital movements and the option countries possessed to realign, but the
inspiration drawn from the gold standard was clear.37 While the monetary role of gold receded with the
collapse of Bretton Woods in 1971–3, as recently as 1994 the chairman of the Federal Reserve Board still
cited the price of gold as one of the indicators of inflationary pressure he considered when framing
monetary policy.

As noted above, a growing number of developing and semi-industrialized countries have moved toward
greater exchange-rate flexibility. Only the member states of the European Union have been moving in the
other direction, toward monetary union. While a monetary union which eliminates all scope for exchange-rate
changes might be thought to resemble the gold standard in important respects, it is in fact very different.
Monetary union eliminates not just exchange-rate variability, a la the gold standard, but the exchange rate
itself and therefore the very issue of exchange-rate credibility.38 It not only limits monetary autonomy to that
consistent with keeping the exchange rate within a narrow band (like that given by the gold points); rather,
in a monetary union the monetary autonomy of the constituent states is eliminated entirely.

A more germane analogy is with the currency boards of countries like Estonia, Hong Kong, Lithuania,
and Argentina, under which their central banks are required, by statute or constitution, to convert the
domestic currency into fixed amounts of foreign exchange, thereby pegging the exchange rate irrevocably.
But countries adopting currency—board arrangements are, without exception, in extreme and exceptional
circumstances. A demonstrable inability to control monetary policy, as in Argentina, or a highly unstable
domestic and foreign economic environment, as in Estonia at the time of collapse of central planning, are
required to justify the adoption of such extreme policies. The exceptional nature of these circumstances
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suggests that ‘normal’ countries are generally unwilling to do the same and that countries currently
operating currency boards will forsake them for more discretionary systems sometime in the future. In
today’s democratic societies, in other words, there is little prospect of the reestablishment of the gold standard
or a gold-standard-like system, for better or for worse.

Notes

1 Examples include the recommendation of the Bretton Woods Commission (1994) for closer policy coordination
leading to the stabilization of exchange rates, and Williamson’s (1985) blueprint for a system of exchange-rate
target zones among the leading industrial countries, echoed recently in Bergsten and Henning (1996).

2 The basic features of a gold standard are interconvertibility between money and gold at a fixed official price and
the freedom for individuals to import and export gold. An international gold standard exists when a number of
countries adhere to these principles.

3 See Feis (1930), Fishlow (1985), and Bayoumi (1990).
4 The locus classicus of political-economy analysis of the gold standard is Polanyi (1944). For recent

contributions, see in addition to the chapter by Frieden the important book by Gallarotti (1995). The resurgence of
interest among political scientists in the operation of the gold standard is another of the new developments in the
intervening period between the first and second editions of this book. In part, it can be understood as a product of
the early 1980s literature on international regimes (Krasner, 1983).

5 By 1851, a silver dollar was worth 104 cents on the open market, and silver was rarely used in transactions.
6 One less-developed economy with pervasive public finance problems, Portugal, took advantage of the surge in

gold output to reestablish gold convertibility. But given the underdeveloped finances of the Portuguese nation, it
is not surprising that this country, ‘first to join the gold standard’ in 1854 (Reis, 1996), would also be among the
first to leave it, in the 1890s.

7 In addition, reform was effectively opposed by bankers who derived handsome profits from gold-silver arbitrage.
8 The terminology is from Chevalier (1859).
9 The principal exceptions were Spain, Russia, and Greece. Spain, however, effectively suspended silver coinage.

Russia and Greece, while formally remaining on the bimetallic standard for some time, in practice had
inconvertible currencies. Austria-Hungary and Italy did not legally adopt gold convertibility but from the turn of
the century pegged their currencies in terms of gold.

10 Although the central banks of Finland, Germany, Italy, Japan, Sweden, and even Great Britain did not have a
monopoly of note issue in the final decades of the nineteenth century, in all of these countries the circulation of
other bank notes was small and declining.

11 To put the point another way, the falling price level implied lower costs of production for the gold-mining
industry. The value of its output remained unchanged, of course, since governments pegged the domestic-
currency price of gold. In response, additional resources were allocated to that activity. In addition, to the extent
that deflation caused the price of jewelry to fall relative to that of coin, bracelets and rings were presented at the
Mint to be coined, increasing the quantity of money in circulation and moderating the downward pressure on
prices.

12 In contrast, comparisons of per capita income growth do not suggest any obvious superiority over recent
monetary arrangements; if anything, the opposite is true. 

13 Bordo (1993) provides more comprehensive comparisons for seven countries which point to broadly similar
conclusions.

14 Similarly, it might be argued that the operation of the monetary standard has relatively little impact on the
average rate of income growth but important implications for its stability.

15 For Britain, Bordo finds that the standard deviation of prices was lowest under the gold standard, but for the US
it was not. In both countries, rates of growth of real income were more variable under the gold standard.

16 The same is true of the standard deviation of output.
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17 A limitation of this approach is that no attempt is made to correct for other factors which may have caused shifts
in ex ante real interest rates. Barsky and DeLong (1991) estimate more sophisticated interest-rate models: they
conclude that short-run price fluctuations under the gold standard were largely unpredictable, but that investors
learned with time to anticipate price level trends.

18 See for example Taussig (1927).
19 As for the restrictive assumption, nothing essential depends on what is essentially an expository device.
20 The payments deficit is the sum of the trade deficit and the capital outflow, capital outflow being another name

for domestic purchases of foreign securities.
21 In addition, they could alter the terms of discounting (broadening or limiting the eligibility of different classes of

bills) or announce the rationing of discounts. Increasingly, central banks intervened in the market, using ‘open
market operations’, to back up the effects of discount-rate changes (to make the rate ‘effective’), selling
securities and draining liquidity from the market at the same time they raised the discount rate. Often security
sales were undertaken in conjunction with repurchase agreements. Some central banks like the Bank of France
also intervened on the foreign exchange market. But the discount rate was the principal instrument of the Bank of
England throughout the gold standard years.

22 His first use of the phrase may have been in ‘The Economic Consequences of Mr Churchill’ (1925).
23 Figures are from Officer (1996, p. 182). The total spread between gold points is equal to two times the figures

reported here.
24 The degree of wear and tear had to be smaller than that required for the coins to be legal tender, which placed an

upper limit on the price at which the Bank could sell gold.
25 Some of Seyd’s formulae had acknowledged that the Bank of England was not committed to sell gold at the Mint

price but only to pay out Sovereigns. But his 1868 book was published toward the end of a 20-year period during
which the Bank had consistently sold gold at the Mint price, leading him to emphasize that practice.

26 Some central banks made only limited use of their wide fluctuation bands. For example, it was thought that the
Bank of France should not more than double the size of its fluctuation band relative to that of countries on full gold
standards.

27 Econometric evidence documenting these relationships is supplied by Olivier Jeanne (1995).
28 This is John Pippinger’s (1984) characterization of Bank of England discount policy in this period, for which he

provides econometric evidence. 
29 Still, World War I loomed increasingly ominously on the horizon after the turn of the century, signalling clearly

that this period was drawing to a close.
30 The exceptions, such as the United States and France, where male suffrage was universal, were also places where

the operation of the gold standard was disputed and where its structure was subject to exceptional provisions.
31 See for example Gallarotti (1995).
32 The English economist Ralph Hawtrey, for example, emphasized the impact of central bank policy on output and

investment. See Hawtrey (1913).
33 Even the British authorities used red tape and moral suasion to discourage gold exports.
34 To be precise, the US is credited with having stabilized the international system at the outset, notably through the

extension of the Marshall Plan, before destabilizing it subsequently, through the pursuit of inadequately
disciplined monetary and fiscal policies.

35 This was in order to render her discount rate ‘effective’-that is, to keep it in sufficient touch with market rates so
as to sustain a reasonable volume of business. The Bank’s continual battles to render its rate effective are the
subject of Sayers (1957).

36 As emphasized in Eichengreen (1992).
37 Problems with the composition and volume of reserves under the post-World War II gold-dollar standard are the

subject of the chapter by Gilbert. The concluding chapter by Eichengreen emphasizes the role of capital controls.
38 Issues of the credibility of the European Central Bank’s commitment to the pursuit of price stability will remain,

of course, and with it questions about the stability of the euro vis-à-vis the currencies of other regions and
countries.
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