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" Learning Objectives

W The concept of gold standard and its origins

v The operation of the gold standard

Do

|
g
§ v The rules of gold standard
i
\

Origins of the Gold Standard

The gold standard had its origin in the use of gold coins as a medium of exchange, unit of account, and
store of value. While gold has been used in this way since ancient times, the gold standard as a legal
institution dates back to 1819, when the British Parliament passed the Resumption Act. The Resumption Act
marks the first adoption of a true gold standard because it simultaneously repealed long-standing restrictions
on the export of gold coins and bullion from Britain.

Later in the nineteenth century, Germany, Japan, and other countries also followed suit. The US
effectively joined the gold standard in 1879 and institutionalized the dollar-gold link through the US Gold
Standard Act of 1900. With Britain’s preeminence in international trade and the advanced development of its

financial system, London naturally became the center of the international monetary system built on the gold
standard.

The Gold Standard Rules

The gold standard regime has conventionally been associated with three rules of the game. The first rule
is that in each participating country the price of the domestic currency must be fixed in terms of gold. Since
the gold content in one unit of each currency was fixed, exchange rates were also fixed. This was called the
mint parity. The second rule is that there must be a free import and export of gold. The third rule is that the
surplus country, which is gaining gold, should allow its volume of money to increase while the deficit
country, which is losing gold, should allow its volume of money to fall.

The first two rules together ensure that exchange rates between participating countries are fixed within
fairly narrow limits. With the price of any two currencies fixed in terms of gold the implied exchange rate
between the two currencies is also fixed and any significant deviation from this fixed rate will be rapldly

eliminated by arbitrage operations.

The third rule, requiring the volume of money to be linked in each participating country to balance of
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payments developments, provides an “automatic” mechanism of adjustment which ensures that ultimately,
any balance of payments disequilibria will be corrected.

The Automatic Adjustment Mechanism under the Gold Standard

The gold standard contains some powerful automatic mechanisms that contribute to the simultaneous
achievement of balance of payments equilibrium by all countries. The most important of these was the price-
specie-flow mechanism ( precious metals were referred to as “specie”). Hume’s description of this
mechanism has been translated into modern terms. Assume that Britain’s current account! surplus is greater
than its non-reserve capital account deficit. In this case, foreigners’ net imports from Britain are not being
financed entirely by British loans. The balance must be matched by flows of international reserves that is, of
gold — into Britain. The gbld inflows into Britain automatically reduce foreign money supplies and increase
Britain’s money supply, driving foreign prices downward and British prices upward. As a result, the
demand for British goods and services will fall and at the same time the British demand for foreign goods
and services will increase. Eventually, reserve movements stop and both countries reach balance of
payments equilibrium. The same process also works in reverse, eliminating an initial situation of foreign
surplus and British deficit.

However, the response of central banks to gold flows across their borders furnished another potential
mechanism to help restore balance of payments equilibrium. Central banks experiencing persistent gold
outflows were motivated to contract their domestic asset holdings for the fear of becoming unable to meet
their obligation to redeem currency notes. Thus domestic interest rates were pushed up and capital would
flow in from abroad. Central banks gaining gold had much weaker incentives to eliminate their own imports
of the metal. The main incentive was the greater profitability of interest-bearing domestic assets compared
with “barren” gold. Central banks that were accumulating gold might be attempted to purchase domestic
assets, thereby increasing capital outflows and driving gold abroad. These domestic credit measures, if
undertaken by central banks, reinforced the price-specie-flow mechanism in pushing all countries toward
balance of payments equilibrium. Because such measures speeded up the movement of countries toward their
external balance goals, they increased the efficiency of the automatic adjustment processes inherent in the
gold standard.

However, research has shown that countries often reversed the steps mentioned above and sterilized®
gold flows, that is, sold domestic assets when foreign reserves were rising and bought domestic assets as
foreign reserves fell. Government interference with private gold exports also undermined the system. The
picture of smooth and automatic balance of payments adjustment before World War I therefore did not
always match reality.

Given the prices of currencies fixed in terms of gold, the price levels within gold standard countries did
not rise as much between 1870 and 1914 as over the period after World War I , but national price levels
moved unpredictably over shorter horizons as periods of inflation and deflation followed each other. What is
more, the gold standard does not seem to have done much to ensure full employment. A fundamental cause
of short term internal instability under the pre-1914 gold standard was the subordination of economic policy
to external objectives. Internal policy objectives were only emphasized after World War [ as a result of the
worldwide economic instability of the interwar years, 1918 - 1939. To understand how the post-World War
Il international monetary system tried to reconcile the goals of internal and external balance, we need to
examine the economic events of the period between the two world wars.
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Words and Expressions B—

unit of account +H 4%, B FEAL

legal institution legal system Bk oG 5 B

repeal [ri'pizl] v. to revoke or rescind, especially by an official or formal act #4%, J&ik

long-standing [ 'lon'steedig] a. of long duration or existence KE 4, ZARE, Kl
B

follow suit follow the example, imitate 4%

institutionalize [ jnstr'tju:fanslaiz] vt. (D to make into, treat as, or give the character of
an institution to 4] FE4k; @ to make part of a structured and usually well-established
system 1 A1k

preeminence [pri'emmons]| n. A%, A (synonyms: excellence, superexcellence, predomination,
salience, transcendence)

regime [rer'ziim] n. (D social system 4k#]; @ a form of government Bk, BUAUH] B

in terms of f&----- y FEoeeees s Mhsevessy iy, Bhosssees AERG, BF, o, A H A, X

surplus country the country who has favorable balance of trade/active trade balance/active balance/
trade surplus 7 £ B

deficit country a country who has adverse balance of trade/trade deficit % % &

deviation from & %

arbitrage operations arbitration procedures f¥ K25

disequilibria [ disikwi'librio] 7. (pl of disequilibrium) loss or lack of stability or equilibrium
¥, R, REE

price-specie-flow mechanism  #M4& — 4% T —i& 30 AL Hl

capital account an account stating the amount of funds and assets invested in a business by the
owners or stockholders, including retained earnings FAM P, BKAMKF (LFLLITAHE XK
M AEBFTEIAAD LG T2 ZHEORS, QFEHEGHITE)

central bank an institution which — by way of a legal act — has been given responsibility for
conducting the monetary policy for a specific area 347

meet one’s obligation /& 17 3 A% BR5

redeem [ri'diim] vz pay off, compensate, to convert into cash 3t a4

incentive [ In'sentiv] n. encouragement, inducement, motive, stimulus |
a. serving to induce or motivate K| #9, HEH

barren [ 'bzron] a. unproductive, unfertile, unprofitable & Ak H a5, TA) B

1 gold standard £ ZA&fHztH

It is a monetary standard under which the basic unit of currency is equal in value to and
exchangeable for a specified amount of gold. €AfIFIE—FETHE, ZIFET, BRFX
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BRS—EHBHBRSMERR, FT5> 8%,

Gold standard is a monetary system formerly used by many countries, under which the value of
the standard unit of currency was by law made equal to a fixed weight of gold of a stated fineness.
Thus the rates of exchange between various gold-standard countries remained fixed, which helped
international trade, but the system limited the power of the monetary authorities to control the
supply of money in fighting inflation and unemployment. Under a full gold-standard system, such
as existed in Britain from the 1870s to 1914, gold coin and bullion (bars of gold) could be freely
imported and exported; gold coins ¢circulated freely; and the central bank bought and sold gold in
any quantity at the fixed price. The system was set up again by 1928 in limited form but it broke
down in the 1930s. After the Second World War some countries in Europe agreed to make their
currencies freely convertible into gold for international payments only, thus forming a gold standard
that was entirely external. Variations of the gold standard are. gold bullion standard and gold
exchange standard. €A ZHE Y EZERKBHETLEE, EXFEET, SHRELmmn
EHZRACETECERNRTHESS, XH, FDRE L ALLH E R > 8 450 RARE
E, BAHTERRS. BiXE RS T MY S % HEBENNFBEEKR LV
B. EX2SAMET, 07 19 g 70 £/ Z 1914 g MZEE, @mMEE () TUEH
BHBWA, STEBRE, FRRIBITIREENEIBE R ST T8 BHES, 1928 FiX—FIE
MEROERERE Y, 8720 42 30 FRIE S, FIRMRAKE, BERNEREDZEE
THUEHARES, BREFERSMN. XERERT EEXNIIMIE KN, SEAMHFRARR
B: SRAMHMET MARH,
the Resumption Act 4k / U [@ & 43
mint parity M4} (=mint par of exchange, par rate of exchange)

It is the rate of exchange between two currencies that are on the gold standard, i.e. when the gold
value of their standard currency unit has been fixed by law. The rate between any pair of gold
standard currencies is always directly related to the amount of gold in a unit of each currency. %%
TFNMBRMES A EETR, PiRETHEANESED FREERMNTER, Tamfs
Az EMTRAREESEMET B MNSSBE X,

balance of payments [E [zl %

It is the balance of a national account in which are recorded all the international dealings resulting in
payment of money during certain period. Unlike the balance of trade, which includes only visible
dealings ( articles of trade, and gold and silver bars and coins) , the balance of payments takes note
of invisible imports and exports ( payments for banking, insurance, transport, and other services) ,
interest payments and movements of capital. The balance is said to be in deficit, adverse, passive
or unfavorable if it shows that the country pays or owes more than it receives or is owed; and in
surplus, active or favorable if the opposite is true. EFKZRE—NMERIEFE—x BT EAR & 4 X
RHMAEERZ S RS =5, SRZPEHAE, RHZHROFEHES (25
Bifh. SXRPERET), BREKXEELEEE O (R1T. RE. ERRHEMERS). FExH
EREBRF, MEZFRFT—ANERZIMERAZFRAS AL, ML, Rz AIHRE,
currency notes i@, EE%

Currency notes are notes issued as money by the British Treasury during the war of 1914 -1918
and after, of two values, £1 and 10s, later amalgamated (1928) with Bank of England notes.
MBHFRE 1914 — 1918 Eﬁi%&qfﬂ&ﬁﬁ)ﬁlﬂﬁ@ﬂ#&%ﬁﬁﬁ?ﬁﬂ]%ﬁ?ﬁ%E’\J?Z%E, BERME
5: 13810 %4, Z/5F 1928 FERBERTEREIH,
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B “ treasury notes”, X i “BEFH, REFH", HIEFHEREN “RBEF",

current account ZEINH

EfRR X ZHH— 0%, ERFRHEORFSFMEKS, HEFXNNEFTEAN—PERHE

PRk BEAF M, (EXRRMEET, LARFTIREX: EXRKF 2FKS. BHEXK
)
sterilize  ['sterolaiz] wut. (Economics) to place (gold) in safekeeping so as not to affect the

supply of money or credit [ZFF] £ (FL) HHEOALER

sterilization of gold & & s

EEAMFT, HENBAFERHEELEEN, SBEEREEKYN EFH. ATHLEKBREK,
IR EERAITBE RN LA, LFRECEFRAE S M (sterilizing of gold)

SEH B

ARFPHI T KENEERERNE, FREFEIESINER, W reserves, movements, holdings.
flows, outflows, loans &, ZEERKIEE, hEFREMFESEBEMNERT, EXEAR—FMER
MIEZIR, BEESBENEEERERARE, ENEEREFREN, EAXEXR® “7,

“EE7. B, X

BHIF5EX EHIE5EX
import # H imports 3 0 £
export O exports i O &
damage 3R damages IR =4
loss K5 losses K& /&
sale §4€& sales $4E

stock EfF (& stocks EEfFE
reserve 1% reserves fi§ &
shipment 3 #f shipments ZEAL Y15
holding 8 holdings 58 £
payment 5K payments 1 ZREM

wop WD

significant deviation from this fixed rate

automatic mechanism of adjustment

Translate the following expressions into Chinese.

the international monetary system built on the gold standard
participating country

achievement of balance of payments equilibrium
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10.

the response of central banks to gold flows across their borders
meet their obligation to redeem currency notes

ensure full employment

subordination of economic policy to external objectives

tried to reconcile the goals of internal and external balance

Give the Chinese meaning of the following plurals.

1
2
3.
4
5

. international reserves
. gold flows

net imports

. capital outflows

. domestic assets

Translate the following paragraphs into Chinese.

1.

However, research has shown that countries often reversed the steps mentioned above and sterilized
gold flows, that is, sold domestic assets when foreign reserves were rising and bought domestic
assets as foreign reserves fell. Government interference with private gold exports also undermined
the system. The picture of smooth and automatic balance of payments adjustment before World
War I therefore did not always match reality.

The gold standard regime has conventionally been associated with three rules of the game. The first
rule is that in each participating country the price of the domestic currency must be fixed in terms of
gold. Since the gold content in one unit of each currency was fixed, exchange rates were also
fixed. This was called the mint parity. The second rule is that there must be a free import and
export of gold. The third rule is that the surplus country, which is gaining gold, should allow its
volume of money to increase while the deficit country, which is losing gold, should allow its
volume of money to fall.

. Central banks experiencing persistent gold outflows were motivated to contract their domestic asset

holdings for the fear of becoming unable to meet their obligation to redeem currency notes. Thus
domestic interest rates were pushed up and capital would flow in from abroad. Central banks
gaining gold had much weaker incentives to eliminate their own imports of the metal. The main
incentive was the greater profitability of interest-bearing domestic assets compared with “barren”

‘gold.

- Given the prices of currencies fixed in terms of gold, the price levels within gold standard countries

did not rise as much between 1870 and 1914 as over the period after World War 1[I, but national

price levels moved unpredictably over shorter horizons as periods of inflation and deflation followed
each other.

Read the passage and fill in the blanks wfth the words or phrases given below.

bonds  payments dividends  record broking  financial transactions  bank advances

net overflow immediate transactions an overall balance capital account

investment purposes visible account non-commercial items net errors and omissions
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Balance of payments is the total movement of goods, services and (1) between one country and
the rest of the world; the term commonly used for the (2) of such movements. In money terms,
therefore, the balance of payments is the total of all receipts from abroad, and of all (3) to

recipients abroad. All receipts and payments of whatever nature are included, whether they be payments and
receipts for non-commercial purposes, such as legacies and for pensions; for goods sold or services
rendered ; for (4) . on behalf of government; or of private persons and agencies.

The balance of payments record or account is conventionally divided into the current account, or payments
and receipts for (5) , such as the sale of goods and rendering of services; and the (6) , or the
money movements not immediately devoted to trade, such as investment. The current account is subdivided
into the merchandise, or (7) (often also termed the t;ade account) , comprising the movement of
goods; and the invisible account, comprising the movement of services, transfers and investment incomes.
Services comprise transport, travel, banking, insurance, (8) and other activities; transfers comprise
money movements for the transmission of legacies, pensions and other (9)
consists of the interest, profits and (10) deriving from capital placed abroad.

The capital account is normally divided into long-term and short-term capital the former relating to
capital employed for investment purposes, the latter to (11) , trade credit and the like. Long-term
capital is again subdivided into direct investment capital, or capital employed for the establishment of
commercial premises and industrial plant, and portfolio investment capital (FEHEE YA ), or capital
employed for the purchase of (12) and shares.

; investment income

A balance of payments account will normally resolve the various subordinate accounts into balances or net
receipts and payments, summing these to (13) , subject to a balancing item (UK), (14) , or
statistical discrepancy (US) , against which the (15) from or net inflow into the country’s reserves

is noted. The balance of payments account is also referred to as the external account of a nation.

_ Further Reading

Gold Standard
by Michael D. Bordo

The gold standard was a commitment by participating countries. to fix the prices of their domestic
currencies in terms of a specified amount of gold. National money and other forms of money (bank deposits
and notes) were freely converted into gold at the fixed price. England adopted a de facto (&55Z [-ff)) gold
standard in 1717 after the master of the mint, Sir Isaac Newton, overvalued the silver guinea (JLJE: %[H
WIH4M, %F—48—44) and formally adopted the gold standard in 1819. The United States, though
formally on a bimetallic ( gold and silver, 4% 4<{i;) standard, switched to gold de facto in 1834 and de
jure (AUF FfY, Bedt FA9) in 1900. In 1834 the United States fixed the price of gold at $20.67 per
ounce, where it remained until 1933. Other major countries joined the gold standard in the 1870s. "The
period from 1880 to 1914 is known as the classical gold standard. During that time the majority of countries
adhered (in varying degrees) to gold. It was also a period of unprecedented economic growth with
relatively free trade in goods, labor, and capital.

The gold standard broke down during World War 1 as major belligerents (A2 K% E) resorted to
inflationary finance and was briefly reinstated from 1925 to 1931 as the Gold Exchange Standard. Under this
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standard countries could hold gold or dollars or pounds as reserves, except for the United States and the
United Kingdom, which held reserves only in gold. This version broke down in 1931 following Britain’s
departure from gold in the face of massive gold and capital outflows. In 1933 President Roosevelt ( 2 Hi#&
&4t) nationalized gold owned by private citizens and abrogated (JEBR, BUH) contracts in which payment
was specified in gold.

Between 1946 and 1971 countries operated under the Bretton Woods system. Under this further
modification of the gold standard, most countries settled their international balances in US dollars, but the
US government promised to redeem other central banks’ holdings of dollars for gold at a fixed rate of $35
per ounce. However, persistent US balance-of-payments deficits steadily reduced US gold reserves,
reducing confidence in the ability of the United States to redeem its currency in gold. Finally, on August
15, 1971, President Nixon announced that the United States would no longer redeem currency for gold.
This was the final step in abandoning the gold standard.

Widespread dissatisfaction with high inflation in the late seventies and early eighties brought renewed
interest in the gold standard. Although that interest is not strong today, it strengthens every time inflation
moves much above 6 percent. This makes sense. Whatever other problems there were with the gold
standard, persistent inflation was not one of them. Between 1880 and 1914, the period when the United
States was on the “classical gold standard,” inflation averaged only 0. 1 percent per year.

How the Gold Standard Worked

The gold standard was a domestic standard, regulating the quantity and growth rate of a country’s
money supply. Because new production of gold would add only a small fraction to the accumulated stock ,
and because the authorities guaranteed free convertibility of gold into non-gold money, the gold standard
assured that the money supply and, hence, the price level would not vary much. But periodic surges in the
world’s gold stock, such as the gold discoveries in Australia and California around 1850, caused price levels
to be very unstable in the short run. The gold standard was also an international standard — determining the
value of a country’s currency in terms of other countries’ currencies. Because adherents to the standard
maintained a fixed price for gold, rates of exchange between currencies tied to gold were necessarily fixed.

Because exchange rates were fixed, the gold standard caused price levels around the world to move
together. This co-movement occurred mainly through an automatic balance-of-payments adjustment process
called the price-specie-flow mechanism. Here is how the mechanism worked . Suppose a technological
innovation brought about faster real economic growth in the United States. With the supply of money
(gold) essentially fixed in the short run , this caused US prices to fall. Prices of US exports then fell relative
to the prices of imports. This caused the British to demand more US exports and Americans to demand
fewer imports. A US balance-of-payments surplus was created, causing gold ( specie) to flow from the
United Kingdom to the United States. The gold inflow increased the US money supply, reversing the initial
fall in prices. In the United Kingdom the gold outflow reduced the money supply and, hence, lowered the
price level. The net result was balanced prices among countries.

The fixed exchange rate also caused both monetary and nonmonetary (real) shocks to be transmitted
via flows of gold and capital between countries. Therefore, a shock in one country affected the domestic
money supply, expenditure, price level, and real income in another country.

An example of a monetary shock was the California gold discovery in 1848. The newly produced gold
increased the US money supply, which then raised domestic expenditures, nominal income, and ultimately ,

the price level. The rise in the domestic price level made US exports more expensive, causing a deficit in
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the US balance of payments. For America’s trading partners the same forces necessarily produced a balance
of trade surplus. The US trade deficit was financed by a gold ('specie) outflow to its trading partners,
reducing the monetary gold stock in the United States. In the trading partners the money supply increased,
raising domestic expenditures, nominal incomes, and ultimately, the price level. Depending on the relative
share of the US monetary gold stock in the world total, world prices and income rose. Although the initial
effect of the gold discovery was to increase real output ( because wages and prices did not immediately
increase ) , eventually the full effect was on the price level alone.

For the gold standard to work fully, central banks, where they existed, were supposed to play by the
“rules of the game. ” In other words, they were supposed to raise their discount rates — the interest rate at
which the central bank lends money to member banks — to speed a gold inflow, and lower their discount
rates to facilitate a gold outflow. Thus, if a country was running a balance-of-payments deficit, the rules of
the game required it to allow a gold outflow until the ratio of its price level to that of its principal trading
partners was restored to the par exchange rate.

The exemplar of central bank behavior was the Bank of England, which played by the rules over much
of the period between 1870 and 1914. Whenever Great Britain faced a balance-of-payments deficit' and the
Bank of England saw its gold reserves declining, it raised its “bank rate” (discount rate). By causing other
interest rates in the United Kingdom to rise as well, the rise in the bank rate was supposed to cause holdings
of inventories to decrease and other investment expenditures to decrease. These reductions would then cause
a reduction in overall domestic spending and a fall in the price level. At the same time, the rise in the bank
rate would stem any short-term capital outflow and attract short-term funds from abroad.

Most other countries on the gold standard — notably France and Belgium — did not, however, follow
the rules of the game. They never allowed interest rates to rise enough to decrease the domestic price level.
Also, many countries frequently broke the rules by “sterilization” ( M4%) — shielding the domestic money
supply from external disequilibrium by buying or selling domestic securities. If, for example, France’s
central bank wished to prevent an inflow of gold from increasing its money supply, it would sell securities
for gold, thus reducing the amount of gold circulating.

Yet the central bankers’ breaches of the rules must be put in perspective. Although exchange rates in
principal countries frequently deviated from par ( {5 {8 ) , governments rarely debased their currencies or
otherwise manipulated the gold standard to support domestic economic activity. Suspension 6f convertibility
in England (1797 —1821, 1914-1925) and the United States (1862-1879) did occur in wartime
emergencies. But as promised, convertibility at the original parity ( ZE(H) was resumed after the emergency
passed. These resumptions fortified (fill5%) the credibility. of the gold standard rule.

Performance of the Gold Standard

As mentioned, the great virtue of ({5 ) the gold standard was that it assured long-term price stability.
Compare the aforementioned average annual inflation rate of 0.1 percent between 1880 and 1914 with the
average of 4.2 percent between 1946 and 1990. (The reason for excluding the period from 1914 to 1946 is
that it was neither a period of the classical gold standard nor a period during which governments understood
how to manage monetary policy. )

But because economies under the gold standard were so vulnerable ( 532 (i f{)) to real and monetary
shocks, prices were highly unstable in the short run. A measure of short-term price instability is the
coefficient of variation, which is the ratio of the standard deviation of annual percentage changes in the price

level to the average annual percentage change. The higher the coefficient of variation, the greater the short-
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term instability. For the United States between 1879 and 1913, the coefficient was 17. 0, which is quite
high. Between 1946 and 1990 it was only 0. 8.

Moreover, because the gold standard gives government very little discretion to use monetary policy,
economies on the gold standard are less able to avoid or offset either monetary or real shocks. Real output,
therefore, is more variable under the gold standard. The coefficient of variation for real output was 3.5
between 1879 and 1913, and only 1.5 between 1946 and 1990. Not coincidentally, since the government
could not have discretion over monetary policy, unemployment was higher during the gold standard. It

averaged 6.8 percent in the United States between 1879 and 1913 versus 5. 6 percent between 1946 and
1990.

Finally, any consideration of the pros and cons (% M5 R 3T B ) of the gold standard must
include a very large negative: the resource cost of producing gold. Milton Friedman estimated the cost of
maintaining a full gold coin standard for the United States in 1960 to be more than 2. 5 percent of GNP
( Gross National Product , ERA = E(H). In 1990 this cost would have been $ 137 billion.

Conclusion

Although the last vestiges® of the gold standard disappeared in 1971, its appeal is still strong. Those
who oppose giving discretionary ({£& ), B H P E ) powers to the central bank are attracted by the
simplicity of its basic rule. Others view it as an effective anchor for the world price level. Still others look
back longingly to the fixity of exchange rates. However, despite its appeal, many of the conditions which
made the gold standard so successful vanished in 1914. In particular, the importance that governments attach
to full employment means that they are unlikely to make maintaining the gold standard link and its corollary ,
long-run price stability, the primary goal of economic policy.

1 balance-of-payments deficit EFR X FRF (= external deficit, trade deficit)
When the total value of imports is greater than the total value of exports, the difference is a
balance-of-payments deficit. 3 [ B %A FH O BHMNETAERFRK X HRE,

2. vestige JRiE, WK, B2
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Governments effectively suspended the gold standard during World War I and financed part of their
massive military expenditures by printiilg money. Moreover, labor forces and productive capacity had been
reduced sharply through war losses. Consequently price levels were very high everywhere at the war’s
conclusion in 1918. Between 1918 and 1924, exchange rates also fluctuated wildly, and this led to a desire
to return to the stability of the gold standard. The US returned to gold in 1919. In 1922, Italy, Britain,
France, and Japan agreed on a program calling for a general return to the gold standard and cooperation
among central banks in attaining internal and external objectives. In 1925 Britain returned to the gold
standard by pegging the pound to gold at the prewar price. To return the pound price of gold to its prewar
level, the Bank of England was thus forced to follow contractionary monetary policies that contributed to
severe unemployment. British stagflation in the 1920s accelerated London’s decline as the world’s leading
financial center. The United Kingdom had lost a great deal of its competitiveness and attempted to contain
its deficits when the balance of payments deficits and inflation were serious. On the other hand, France
faced large balance of payments surpluses after the franc was stabilized at a depreciated level in 1926. As
short term capital shifted from London to Paris and New York, the United Kingdom was forced in
September 1931 to suspend the convertibility of the pound into gold, devalued the pound, and the gold
exchange standard came to an end.

The causes of the collapse of the gold exchange standard lied in the lack of an adequate adjustment
mechanism, the huge destabilizing capital flows and the outbreak of the Great Depression. This also was a
period when nations imposed very high tariffs and other serious import restrictions. According to Nurkse,
the interwar experience clearly indicated the prevalence of destabilizing speculation and the instability of
flexible exchange rates.

Since a full recovery from the Great Depression of 1929 — 1933 did not take place until the onset of
World War II, the conditions for a formal reorganization of the international financial order were not
present. The depression had provided an environment in which self-interested beggar-thy-neighbor policies

encouraged competitive devaluation and increased tariff protection — followed the model established earlier



