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Douglas Irwin has provided a very useful investigation into what went wrong during the world’s brief return to an international gold standard in the late 1920s.  He has uncovered some prescient historical analysis from Keynes and others and provides useful new analysis which lays the blame on France and the United States for trying to accumulate too much of the world’s gold stock between 1928 and 1931.

Some insight into what happened can be gained by considering an economy in which there is only a single produced good, which for concreteness I will call a “potato.”  The aggregate price level for this economy, P, is simply the number of dollars it would cost to buy a potato.  The relative price of gold, R, is the number of potatoes it would cost to buy an ounce of gold.  We then have the accounting identity that the number of dollars needed to obtain an ounce of gold is given by
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Now, if by a gold standard we mean a system in which the number of dollars necessary to obtain an ounce of gold (PR) is fixed, then a decrease in the aggregate price level P and an increase in the relative price of gold R are one and the same thing.  In thinking, for example, about why countries on the gold standard such as the U.S., France and Britain experienced broad deflation between 1929 and 1931, we can equally well ask what were the factors that gave rise to an increase in the relative price of gold over this period.

Irwin’s Figure 1 provides one way to frame this question.  If we think of the relative price of gold (R in my notation) as being the value that equates gold supply with gold demand, then an event that increased the demand for gold would, for countries adhering to the gold standard, require deflation in overall money prices.  

Irwin’s empirical support for the claim that this is what happened is based on the amount by which France and the United States increased their holdings of gold relative to notes in circulation and demand deposits after 1928.   Although this evidence is consistent with Irwin’s hypothesis, it’s actually not a necessary ingredient.  Returning to the logic of Irwin’s Figure 1, suppose that France and the United States had been the only two countries in the world, that the two countries were identical in all respects, and that both countries desired to increase their gold holdings at the same time.  As their respective central banks raised interest rates in an effort to attract gold inflows, this of course could not produce any new gold for the system.  Instead, it would have the effect of reducing domestic demand and, insofar as this depressed the domestic price level P, would correspond under a gold standard in an increase in the relative price of gold R.  The logic of Figure 1 clearly implies that P can change without any change in the physical stocks of gold held by any central bank.

This suggests that we want to look not just at the ex post results of which countries ended up acquiring additional gold, but also at the underlying forces that may have induced France and possibly other central banks and private citizens to want to accumulate more gold in the first place.  I think to answer this it is necessary to comment on the experience with inflation in Europe in the years before Irwin’s analysis begins.

In my Figure 1 I have plotted the price levels of France, the United States, and the United Kingdom over the 3 years before Irwin’s Figure 9 begins.  Although prices in the U.S. and the U.K. had been steady, France at that time was not on the gold standard, and saw domestic prices double over these 3 years.  In this the country was not alone.  Belgium’s experience (also shown in Figure 1) was similar.  Germany’s hyperinflation earlier in the decade is quite famous.  The 1920s also saw slightly less spectacular hyperinflations in Austria, Russia, Poland, and Hungary.  This experience was what led France (along with 30 other countries that had been off gold) to try to return to the gold standard in the late 1920s.  As Eichengreen and Temin (2000, p. 198) observed,

France had suffered a socially divisive inflation in the first half of the twenties, when gold convertibility was in abeyance. The budget had run out of control until the government again was subjected to gold-standard discipline. Commentators came away convinced that disregard for the gold standard led to financial excesses, economic chaos and social turmoil. 

And  Cooper (1992, pp. 2126-2127) noted that the instability of the 1920s continued to constrain the Bank of France through the early 1930s:

It is worth noting, however, that from late 1930 the French public, having disgorged gold on a substantial scale during the late 1920s, began to acquire gold on a massive scale throughout 1931-33, even while the Bank of France was acquiring gold. Thus the Bank was reminded of the possibility, indeed the likelihood, that the French public was a potential source of major conversion if they lost confidence in the national currency. 

If economic recovery had begun at the end of 1930, it’s likely that the Great Depression would have been regarded as just another typical recession.  I would therefore like to focus in particular on the strains on the international financial system in 1931.   The failure of Credit-Anstalt, Austria’s biggest bank, in May of 1931 was followed by bank runs in Hungary, Czechoslovakia, Romania, Poland, Germany.  Initially following these, the gold reserves of the Bank of England increased despite a drop in its discount rate, in a traditional flight to safety (see Figure 2).  However, concerns grew that some of the Bank of England’s own European assets might themselves be frozen, and the country saw a rapid outflow of gold that summer, at the end of which Britain abandoned the gold standard on September 19, 1931.  

The United States, which like Britain had experienced gold inflows despite a lower discount rate in the summer of 1931, itself became the object of intense outflows after Britain had left the gold standard, under speculation that the U.S. dollar would be the next to suspend convertibility into gold (see Figure 3).  The Federal Reserve entered the episode with 6 times as much gold as the Bank of England, and this along with the stiff hike in U.S. interest rates proved sufficient to end the speculative conversion of dollars to gold.

Although the U.S. and France managed to stay on the gold standard, the deflation they experienced was highly disruptive.  One important source of support for this claim is the observation that for most countries, the economic recovery began when the country went off gold and thereby stopped the decline in the domestic price level P (see Figure 4).

One of the main lessons that I draw from this episode is that it is a mistake to believe that a gold standard is an institutional arrangement that can by itself correct for an earlier lack of monetary and fiscal discipline.  As I observed in Hamilton (1988, p. 87),

A government lacking discipline in monetary and fiscal policy in the absence of a gold standard likely also lacks the discipline and credibility necessary for successfully adhering to a gold standard. Substantial uncertainty about the future inevitably will result as speculators anticipate changes in the terms of gold  convertibility. This institutionalizes a system susceptible to large and sudden inflows or outflows of capital and to destabilizing monetary policy if authorities must resort to great extremes to reestablish credibility. Such a system requires individuals to adapt their behavior to the contingencies of rapid and dramatic

changes in interest rates, credit availability, and price levels. This characterizes the events of 1931 most accurately. Surely, it contributed to propagating the Great Depression.

Irwin’s paper provides us with a good reminder of why an attempt to return to an international gold standard in 2013 would only be the beginning of our problems.
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Figure 1. Wholesale prices across countries, 1923-1926.
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Notes to Figure 1. Wholesale price level (Jan 1923 = 100) for France, Belgium, United States, and United Kingdom, monthly, Jan 1923 to Dec 1926.  Source: League of Nations Statistical Yearbook 1926 (http://digital.library.northwestern.edu/league/stat.html).

Figure 2. Bank of England gold reserves and discount rate.
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Notes to Figure 2. Top panel: Gold reserves of Bank of England, in millions of U.S. dollars, January to December 1931, end-of-month values.  Source: Banking and Monetary Statistics, p. 551.  Bottom panel: Bank of England discount rate, in percent, January to December 1931, end-of-month values.  Source: Global Financial Data (http://www.globalfinancialdata.com).

Figure 3. Federal Reserve gold reserves and discount rate.
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Notes to Figure 3. Top panel: Gold reserves of Federal Reserve, in millions of U.S. dollars, weekly January 7 to December 30, 1931.  Source: Banking and Monetary Statistics, p. 386.  Bottom panel: discount rate of Federal Reserve Bank of New York, in percent, weekly January 7 to December 30, 1931.  Source: Banking and Monetary Statistics, p. 441. 

Figure 4. Industrial production for countries going off the gold standard.
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Notes to Figure 4. Average real growth rates across different country groups, 1930-1936. Top panel: countries that left the gold standard in 1931. Second panel: growth rates for the U.S., which left the gold standard in 1933. Subsequent panels: countries leaving in 1934, 1935, and still on as of 1936.  Source: Bernanke and James (1991).
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