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monetary theory and bretton woods

Over the twentieth century, monetary theory played a crucial role in
the evolution of the international monetary system. The severe shocks
and monetary gyrations of the interwar years interacted with theoreti-
cal developments that superseded the rigid rules of commodity standards
and led to the full-fledged conception of monetary policy. The definitive
demise of the gold standard then paved the way for monetary reconstruc-
tion. Monetary theory was a decisive factor in the design of the reform
proposals, in the Bretton Woods negotiations, and in forging the new
monetary order. The Bretton Woods system – successful but nevertheless
short-lived – suffered from latent inconsistencies, both analytical and
institutional, that fatally undermined the foundations of the postwar
monetary architecture and brought about the epochal transition from
commodity money to fiat money.
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preface

Monetary theory has an obvious and recognized role in analyzing
monetary systems; it has also been crucial in determining the evo-
lution of those systems. The fulfillment of the issuing function by
government, since the early days of coined money, required at least
a rudimentary knowledge of the workings of a monetary economy:
The state of the art has always influenced the essential features of
the monetary mechanism.

The international monetary system introduced at the end of the
Second World War is a prime instance of the impact of theory on
the institutional framework. The Bretton Woods construction was
designed at the drawing board and approved by a formal agreement,
and as a consequence the theoretical paradigm was paramount in
shaping the new international monetary order. Furthermore, the
demise of the short-lived Bretton Woods experience did not just put
an end to the postwar monetary reconstruction, but it brought
about the generalized diffusion of fiat money, an epoch-making
change after 2,500 years of commodity money. These points are
closely interrelated, for in the aftermath of the First World War
institutions were increasingly influenced by monetary theory,
itself developing in response to disruptive shocks. The difficulties
of restoring the gold standard stimulated a wide-ranging debate,
fueled by the conspicuous imbalances in the major economies and
the vicissitudes of the international monetary system. Britain’s
return to gold in 1925 was followed by most countries, but it proved

[ ix ]
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to be ephemeral. The properties underlying the success of the gold
standard had, in fact, been damaged irremediably; the loss of cred-
ibility could not be offset by enhanced cooperation because of the
altered approach to the monetary mechanism. Then, in the 1930s,
the gold standard collapsed, prompting the quest for international
monetary reform.

The many factors at work interacted with diverse intensity and
timing. Theoretical views of the international monetary system
were intertwined with institutional changes, and both were highly
diversified. Economists and policymakers displayed a range of posi-
tions, while economic developments and changes in monetary
arrangements followed different paths in different countries. In
the interwar years, the dynamics of these forces were unevenly
paced, throwing the international monetary system into disarray.
A study of these contrasting elements is therefore essential to an
understanding of the origins of the postwar monetary reconstruc-
tion, the design of the Bretton Woods architecture, and the latent
weaknesses that caused its eventual downfall.

The international monetary order established at Bretton Woods
can be viewed as the final stage in the transition from commodity
money to fiat money, setting the monetary system on a new foun-
dation. A watershed in monetary history, it was the outcome of a
gradual process that spanned the half century after World War I
and was propelled by several factors, including, decisively, the the-
ory of money. This work thus focuses on the history of ideas rather
than on the history of events, for which it mainly relies on the sec-
ondary literature. The theoretical perspective on this critical phase
of monetary history has remained largely unexplored, an omission
that limits our understanding of the evolution of the international
monetary system. This book is an attempt to fill this gap.

[ x ]
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1 introduction

Over the course of the twentieth century, the monetary
system underwent an epochal change. Money’s link to a com-

modity was severed, eliminating the basic feature of the system
since the beginning of coinage and producing a break in the evolu-
tion of monetary institutions. This transformation was the product
of a gradual process extending from World War I to the suspen-
sion of dollar convertibility on 15 August 1971, an act that merely
gave official recognition to a preexisting state of affairs. The transi-
tion from the commodity standard to fiat money was driven by the
interplay of the extreme shocks of the interwar period and advances
in monetary theory, which were instrumental in designing the new
monetary arrangements. The study of the Bretton Woods agree-
ments, then, is best viewed in this context, in which economic anal-
ysis acquires a central role. Looking at the Bretton Woods architec-
ture from the perspective of the history of economics thus serves
not only to account for the reconstruction of international mone-
tary relations and the key aspects of the reform, but also to shed
light on the rise of fiat money.

1.1. the bretton woods enigma

During the quarter-century in which the Bretton Woods system
governed monetary relations, the world economy experienced rapid
and relatively stable growth, especially after the leading European

[ 1 ]
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currencies restored convertibility on 27 December 1958 (Bordo
1993, 12–27). This date divides the life of the system into two equal
subperiods. The first began on 18 December 1946 with the launch of
the new arrangements and the declaration of par values by thirty-
two countries. The second, running until 1971, was the full opera-
tional phase. The extremely difficult situation at the end of World
War II was dealt with outside the institutions created at Bretton
Woods, in that postwar problems were not the responsibility of
the International Monetary Fund and the World Bank. To keep
from distorting the essential purpose of those institutions, there-
fore, other instruments were used. In addition to the Marshall Plan,
which helped restore stability and growth in Europe, the European
Payments Union paved the way to multilateralism, thus facilitat-
ing the return of convertibility. Attaining this objective marked the
beginning of the full operation of the new institutions, but it also
coincided with the first signs of crisis. As early as October 1960, the
inflation threat perceived in John F. Kennedy’s campaign promise
to “get America moving again” (Bordo 1993, 69) pushed the price
of gold to $40 an ounce. In 1961, tensions in the London market
led to the creation of the Gold Pool to stabilize the price at $35.
Furthermore, in order to stem requests to convert dollars into gold,
in addition to moral suasion, the Federal Reserve resorted to swap
agreements with the other central banks.1 In short, from the very
outset the system revealed weaknesses that raised doubts about its
long-run viability.

Although it coincided with a period of rapid growth in the leading
economies, the life of the Bretton Woods regime was very brief. This

1 “In a swap arrangement, each central bank would extend to the other a bilateral line
of credit. Typically, the Federal Reserve would borrow to purchase dollars held abroad
instead of selling gold. To repay the swaps, the Treasury would issue Roosa bonds, that
is, long-term bonds denominated in foreign currencies. By issuing Roosa bonds, the U.S.
monetary authorities avoided reducing gold reserves” (Bordo 1993, 59). While recog-
nizing the political pressure exerted by the U.S. on other countries, Eichengreen (1989,
277–8) draws attention to the latter’s interest in defending the international public good
of a fixed exchange rate system.

[ 2 ]
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is one of the most intensely debated aspects of postwar monetary
history.2 Thus, Barry Eichengreen has observed: “Even today, more
than three decades after its demise, the Bretton Woods international
monetary system remains an enigma” (1996, 93).

The solution to this enigma lies ultimately in the foundations
of the postwar architecture. The present book focuses on the
intellectual efforts to construct the new monetary order, analyz-
ing the underlying principles and possible inconsistencies. Under-
standing the origins of the malfunctioning of the Bretton Woods
system is of great importance because its collapse led to the
end of commodity money, an epoch-making break in monetary
history.

Bretton Woods was the final stage in the transition to fiat money,
a last, vain attempt to maintain a link with the commodity standard.
History offers other examples of fiat money, such as in Britain’s
North American colonies and in France during the Revolution.
But, except for paper currency in China (Tullock 1957; Davies 1994,
179–83), these were bound up with exceptional circumstances, geo-
graphically limited in scope, and brief in duration. By contrast, the
current diffusion of a fiat money standard is well established, gen-
eralized, and probably irreversible. Milton Friedman has remarked:
“The world’s current monetary system is, I believe, unprecedented.
No major currency has any link to a commodity” (1986, 643). The
transformation of the monetary system over the last century is
therefore unique, as was, not coincidentally, the set of rules estab-
lished at Bretton Woods. At a conference organized on the occasion
of the twenty-fifth anniversary of the agreements, Robert Mundell
(1972) underscored this point. After distinguishing between the
concepts of a monetary “system” and a monetary “order,” which
define, respectively, the mechanism that links the world’s currencies
in different markets and the body of rules within which this system

2 The collection of papers edited by Bordo and Eichengreen (1993) aims to answer various
questions “about why Bretton Woods was statistically so stable and why it was so short
lived” (Bordo 1993, 4).

[ 3 ]
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operates,3 he identifies only three monetary orders: the Roman-
Byzantine empire, the gold standard, and Bretton Woods. The dif-
ferences between them are substantial. The first, which spanned
an immense period, originated with the exercise of imperial power.
The second was the result of a historical process, whose develop-
ment generated and consolidated a set of institutions.4 The Bretton
Woods monetary order differs radically from its predecessors, being
the product of a formal agreement, the fruit of discussion of reform
schemes, that established a framework of rules for the operation of
the system.

The uniqueness of the Bretton Woods agreements, emphasized
by Mundell, is in reality related to the transition to fiat money. The
gold standard, while leaving a certain degree of discretionary power
to policymakers, was based on maintaining the gold parity and on
other rules of the game that were the product of a shared theo-
retical paradigm. Hence, it required no formal codification. When
that paradigm came under fire and the commodity link loosened, it
became necessary to design new rules and institutions.

The change in the conception of the monetary mechanism toward
a managed currency originated in the debate over the impossibil-
ity of controlling the money stock under the commodity standard.
The problem, which had been posed by John Law as far back as

3 “A system is an aggregation of diverse entities united by regular interaction according
to some form of control. When we speak of the international monetary system we are
concerned with the mechanisms governing the interaction between trading nations, and
in particular between the money and credit instruments of national communities in for-
eign exchange, capital, and commodity markets. The control is exerted through policies
at the national level interacting with one another in that loose form of supervision that
we call co-operation. An order, as distinct from a system, represents the framework and
setting in which the system operates. It is a framework of laws, conventions, regulations,
and mores that establish the setting of the system and the understanding of the envi-
ronment by the participants in it. A monetary order is to a monetary system somewhat
like a constitution is to a political or electoral system. We can think of the monetary
system as the modus operandi of the monetary order” (Mundell 1972, 92; italics in the
original).

4 In a recent article, Ronald McKinnon noted: “[For] the pre-1914 gold standard . . . there
was no collective ‘founding treaty’ nor major regime changes. Countries opted unilater-
ally to follow similar rules of the game that proved remarkably robust” (1993, 3).

[ 4 ]
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1705, was addressed in the nineteenth century but gained additional
importance after World War I. The magnitude of that shock made
it extremely difficult to reinstate the gold standard and especially
to comply with one of its fundamental tenets, the restoration rule,
which imposed a return to the original parity after any suspen-
sion of convertibility. The United Kingdom’s return to the pre-
war parity in the mid-1920s in observance of this rule imposed
a high welfare cost. Meanwhile, new theoretical work was weak-
ening the classical paradigm that underpinned the gold standard.
The severe turbulence in the monetary system and the economy
in the interwar period helped to generate new strands of eco-
nomic analysis. Until the Great Depression, the prevailing view
considered the gold standard as optimal, because, in addition to
being immune from political interference, it coherently reflected
an equilibrium model. The depression discredited this hypothe-
sis and produced a paradigm shift, a watershed in the history of
economics.5 The discussion of the institutional framework broad-
ened. In examining the Bretton Woods negotiations, therefore,
one must consider the advances in economic analysis that paral-
leled the changes in the monetary system in the 1920s and 1930s.
This is an aspect that has been somewhat neglected in the litera-
ture. In general, monetary theory has always conditioned the evo-
lution of monetary arrangements. However, when the monetary
order is no longer ruled by the market for the money commodity
but by a plan developed by experts, theory becomes the decisive
factor.

1.2. monetary systems and monetary theory

Throughout history, the shape of monetary institutions has been
powerfully influenced by the prevailing theory of money. For

5 This quantum jump in research has been comprehensively analyzed by David
Laidler (1999), who argues that the Keynesian revolution had its roots in many original
contributions.

[ 5 ]
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thousands of years, monetary systems conformed to the principle
of metallism,6 which, though no longer accepted, dominated mon-
etary thought from Aristotle to the nineteenth century and beyond
(Schumpeter 1954, 63). The abstract argument for commodity
money may not be easy to distinguish from the policy goal of
monetary discipline, but the predominance of metallism for such a
long period is nonetheless puzzling.7

According to Carl Menger (1871, Chapter 8; 1892), money orig-
inated in a spontaneous process driven by market forces. Com-
modities of greater saleability arise as means of exchange through
the unconcerted behavior of each individual “led by [his economic]
interest, without any agreement, without legislative compulsion,
and even without regard to the public interest” (1871, 260; italics in
the original). Modern theory upholds Menger’s hypothesis, show-
ing formally that some very common good happens to be chosen as
a first commodity money because of its market rather than phys-
ical characteristics (Jones 1976, 775). In the course of time, all the
goods that performed monetary functions – cattle, salt bars, cowry
shells, and the like – possessed, to varying degrees, those market
properties. The selection was guided by the search for informa-
tionally more efficient ways of settling transactions and eventually
converged on metals. This advance was conditioned by the state of
technology. In fact, progress in metallurgy was essential to start
minting coins in Lydia in the sixth century b.c. Likewise, the sin-
gular experience of the development of paper money in China in

6 Schumpeter’s definition runs as follows: “By Theoretical Metallism we denote the theory
that it is logically essential for money to consist of, or to be ‘covered’ by, some commodity
so that the logical source of the exchange value or purchasing power of money is the
exchange value or purchasing power of that commodity, considered independently of its
monetary role. . . .By Practical Metallism we shall denote sponsorship of a principle of
monetary policy, namely, the principle that the monetary unit ‘should’ be kept firmly
linked to, and freely interchangeable with, a given quantity of some commodity. The-
oretical and Practical Cartalism may best be defined by the corresponding negatives”
(1954, 288; italics in the original).

7 The following five paragraphs synthetize the main arguments put forward in Cesarano
(1999a, Section 1).

[ 6 ]
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the ninth century a.d. was favored by the invention of paper, ink,
and printing (Tullock 1957, 395).

Menger’s theory, showing the emergence of money as the out-
come of a natural process (1871, 261–2), exploded the view that
money was the product of an agreement or the creation of the
state. Yet government soon found its role, replacing merchants in
certifying the quantity as well as the quality of the money commod-
ity. Initially, perhaps, the public authority enjoyed the advantage
of a higher reputation, but then the function of fixing the stan-
dard became instrumental to extracting seigniorage. Aside from
this form of disguised taxation, the early appropriation by the gov-
ernment of the issuing function has an important further implica-
tion: To operate the system, the money issue monopolist must be
guided by knowledge, albeit scanty and rudimentary, of the work-
ing of a monetary economy. The theory of money thus becomes a
key factor in the development of monetary institutions; and even
before economics was recognized as a discipline, it was decisively
affected by various propositions, true or otherwise.

The ill-fated experience of the Law System in France in the early
1700s is a case in point. Originally motivated by the scarcity of
money in Scotland, John Law’s reform proposals were marred by
technical inadequacies, despite his grasp of a number of principles
of money and banking. The eventual collapse of the Law System,
then, struck a fatal blow to the introduction of fiduciary elements
into monetary arrangements, strengthening the case for metallism
well into the 1800s and right up to World War I. On the other side,
much earlier Copernicus (1526) advocated strict coinage rules and
opposed debasement of the currency on the basis of a principle that
would eventually come to be known as Gresham’s Law. As these
cursory examples show, the impact of monetary theory, whether
right or wrong, on the monetary system can be momentous. Of
course, this consideration bears on the “core” of the monetary
system – that is, the ground rules governing the standard – not
on innovation in the payments system or the development of

[ 7 ]



P1: KNQ
0521867592c01 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 1:35

Monetary Theory and Bretton Woods

inside money, which are both propelled by competitive market
forces.

In contrast with the unplanned spread of banking and finance, the
early role of government as sole issuer of money demanded rules,
to be designed on the basis of current knowledge, however back-
ward. This was no easy task, even when monetary theory was fairly
advanced, as in the eighteenth century, because different, antago-
nistic approaches proceeded in parallel yet antithetic fashion.8 This
has been a characteristic trait in the advancement of monetary eco-
nomics. Central to this controversial subject are two issues, partic-
ularly relevant to the operation of the monetary system: the nature
of money and the effects of changes in the money supply.

The classics fully grasped the functions of money, but they
seldom made the further analytical step to recognize that the per-
formance of those functions does not require an intrinsically useful
object. Even the most insightful, who intuited the conventional
character of money, stopped short of advocating a paper standard.
Ferdinando Galiani (1751, 67–71) put forward the key modern
notion of money as a record-keeping device and a mechanism for
enforcing budget constraints. David Hume (1752, 35–6) contrasted
the nature of money with that of commodities, recognizing the
greater security and transportability of paper money but reject-
ing it because of its inflationary effects.9 The lack of monetary

8 In the preface to his Critical Essays, John Hicks remarks: “It is useful to recognize that pre-
Keynesian monetary economics was not monolithic, in order to understand how it is that
in our day monetary economics is not monolithic either. Some of our present differences
echo much older differences. There is one in particular, that came to the surface in the
Currency School–Banking School controversy of the eighteen-forties (but is older than
that), and which persists to this day. We still have a Currency School, seeking in vain –
but one sees why – for a monetary system that shall be automatic. It is represented, over
its long history, not only by Lord Overstone and his friends, but by Ricardo himself;
not only by Mises and Hayek and Friedman, but also by Pigou. The Banking School
(or Credit School, as I wish they had called it) has a history of almost equal antiquity.
It has greater names upon its roll than that of Tooke: Mill and Bagehot among the
Victorians; Hawtrey and Robertson, as well as Keynes, in the twentieth century” (1967,
vii–viii).

9 In a letter sent to André Morellet dated 10 July 1769, Hume, while still arguing for a
commodity standard in order to prevent inflation, pointed out the conventional nature of
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discipline was indeed a major concern of classical economists.
The commodity standard effectively answered this need and,
moreover, was coherent with the equilibrium hypothesis of the
economy as a self-adjusting system. In the nineteenth century,
this approach prevailed and, notwithstanding the Birmingham
School proposals for an inflationary policy to sustain employment,
provided the theoretical basis for the gold standard. So widespread
and firmly held was this view that the gold standard came to
be considered as the realization of an ideal system that finally
dispatched government meddling with currencies.

Nonetheless, the commodity standard may suffer from an excess
of rigidity, not allowing sufficient control of the money stock to
stabilize the price level. Hence, the deflationary pressure of the
last quarter of the nineteenth century, following the upward trend
in prices caused by the gold discoveries of 1849–51, prompted a
debate on monetary reform to avoid prolonged purchasing power
variations. Several proposals to improve the operation of the
commodity standard without altering its basic properties were
advanced. Yet the very idea of a money supply control mechanism
sowed the seeds of the modification of the gold standard, no longer
held as the ideal system. In this respect, the value of gold ceased
to be regarded as a natural phenomenon, but was seen as subject
to supply and demand like any other price. Accordingly, the gold
standard came to be viewed as just one of various possible monetary
systems, to be assessed on its own merits (Laidler 2002, 20–1).

money. “It is true, money must always be made of some materials, which have intrinsic
value, otherwise it would be multiplied without end, and would sink to nothing. But,
when I take a shilling, I consider it not as a useful metal, but as something which another
will take from me; and the person who shall convert it into metal is, probably, several
millions of removes distant. . . .Our shillings and sixpences, which are almost our only
silver coin, are so much worn by use, that they are twenty, thirty, or forty per cent below
their original value; yet they pass currency which can arise only from a tacit convention.
Our colonies in America, for want of specie, used to coin a paper currency; which were
not bank notes, because there was no place appointed to give money in exchange; yet this
paper currency passed in all payments, by convention; and might have gone on, had it
not been abused by the several assemblies, who issued paper without end, and thereby
discredited the currency” (1752, 214–5).

[ 9 ]
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Economists, in short, do not work in an economic vacuum. The
prevailing theoretical paradigm, upon which institutions are built
and policies are implemented, responds to the stimulus of actual
problems. Even at the height of classical apriorism, which asserted
the validity of economic laws in the abstract independently of
their predictive power, the role of introspection and observation of
economic reality in establishing the premises was not denied.10 The
question of the influence of economic history on economic theory
reflects, at a certain remove, the contest between the absolutist and
relativist approaches to the history of economic thought (Blaug
1997, 1–6). The former considers the evolution of economic analy-
sis as a cumulative process that is independent of political and social
conditions. The latter stresses a relationship of dependence and
attributes a considerable impact on the development of economic
theory to major events and, more generally, to the economic envi-
ronment. Maffeo Pantaleoni (1898) was a fierce critic of relativism,
but admitted that a given set of environmental conditions can,
without affecting the characteristics of the analytical construction,
bring about a derived “demand for scientific products.”11 Thus, the

10 In a recent paper, Paul Samuelson has drawn attention to the importance of economic
history for economic analysis, stigmatizing the aprioristic approach: “To me economic
history is any documentation of empirical experience – across space and time. Put this
way, only a nineteenth century deductive economist or a naı̈ve a prioristic philosopher
could fail to understand that the fruitfulness of any deductive syllogism cannot originate
inside itself. Somewhere in the axioms of a relevant paradigm (‘model’) there must have
already been put in relevant (and testable) factual assertions. Garbage in: Garbage out.
Tycho Brahe’s good astronomical measurements in: Keplerian gold out” (2001, 272; italics
in the original).

11 “What influence has the environment ever had on the doctrines of chemistry? I appreciate
that the environment may create a demand today, let’s say, for explosives, just as earlier it
created a demand for philters: research aimed at discovering some properties rather than
others. But the result of the research is independent of the environment. The properties
of bodies are what they are and discovering them, or not discovering them, is a question
of ingenuity, method and intellectual training, so that even a chance event can prove
fertile. . . .As for the link between economic institutions, or economic affairs, on the one
hand, and economic theories, on the other, it is evident that it is of the kind already
mentioned when we were examining the influence the environment could have on other
sciences. The demand creates the good. . . .But, the demand of the market does not dictate
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observation of empirical regularities, the grasping of novel stylized
facts, and the emergence of anomalies stimulate and nourish the
theorist’s work. Subsequently, theories are tested against the
empirical evidence, whose relevance, in contrast with classical
methodology, is now taken for granted. The relationship between
facts and theory, therefore, gives rise to a circular process of
continuous interaction. Observation of economic reality raises
problems and poses puzzles, hinting at models to analyze them.
The results of empirical testing, either corroborating or falsifying
the hypothesis, then feed back into the set of observed phenomena
that, according to their magnitude and importance, again stimulate
new hypotheses or draw attention to unorthodox ones.

In fact, distinguished economists have often put forward models
anticipating the solution of future problems. As early as 1898,
in the heyday of the gold standard, Knut Wicksell (1898, 193)
suggested the introduction of an international paper standard to
stabilize the price level. And Milton Friedman, in his criticism of the
Phillips curve (1968a), foresaw the explanation of the stagflation
of the 1970s. In both instances, subsequent events proved decisive
to mainstream acceptance of the innovative theory, marking a
turning point in the state of the art. The occurrence of major
shocks does have a substantial effect, either quashing innovative
ideas (e.g., the failure of the Law System) or increasing the demand
for “scientific doctrines” to the point of prompting a paradigm
shift. In this regard, the malfunctioning of the international

the result of the research that is undertaken in response to the demand itself. The social
question, just as it gives rise to the works of George, gives rise to the works of Mallock and
Leroy-Beaulieu. And, ultimately, the demand created by the environment is not a direct
demand for scientific products. It is a demand for measures, i.e. for practical steps, and
only to the extent that these require a theoretical basis do scientific doctrines receive an
impulse. If the navy grows, indirectly, hydrostatics, pure mechanics and thermodynamics
will be of interest to more people. But in no way does the environment color scientific
doctrines, nor from such a link is it possible to deduce any justification for treating the
truths that are discovered and the stupidities that are invented as twins” (Pantaleoni
1898, 418–20; italics in the original; author’s translation).
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monetary system in the interwar years provides almost a labo-
ratory experiment. The seemingly intractable problems inherited
from World War I12 compounded the Great Depression and led
to an irreparable crisis of the gold standard, undermining the
foundations of commodity money. These monetary disturbances
helped power the diffusion of once heterodox ideas that paved the
way to the introduction of new monetary arrangements.

The prevailing paradigm, resulting from the interaction of major
events and economic analysis, is thus essential in determining pol-
icy choices and in designing institutions.13 The success of the gold
standard was sustained, above all, by the widespread acceptance of
the equilibrium model of classical monetary theory. No govern-
ment, at that time, would have dared to enact policies in contrast
with the gold standard rules in order to improve the economy’s
performance, precisely because the rules were thought to lead to
the optimal solution. So diffuse was the acceptance of the classical
model that, among policymakers, adherence to the gold standard
continued after World War I until the overwhelming impact of

12 While pointing out the theoretical contributions to managed money after 1870, David
Laidler recognizes the decisive effect of the World War I shock in shifting mainstream
opinion in favor of such a system. “Whether the idea of managed money would have
triumphed over tradition and practice to destroy the Gold Standard had World War I
not happened is hard to say. My own instinct is to doubt it: exponents of the quantity
theory were, on the whole, more satisfied with the monetary status quo on the eve
of the war than they had been twenty years earlier. Though they did not give up arguing
the theoretical superiority of other ways of organising matters, they did recognise that
the Gold Standard, or to be more precise the Gold Exchange Standard, seemed to be
working, and working rather well at that. At the same time, I find it even less likely
that notions of managed money would have attracted so much support so quickly in the
1920s and 1930s, had their intellectual foundations not been so firmly developed in the
preceding forty years or so” (1991, 2).

13 In an article published before Britain’s return to gold, Keynes remarked: “The supporters
of monetary reform, of which I, after further study and reflection, am a more convinced
adherent than before, as the most important and significant measure we can take to
increase economic welfare, must expound their arguments more fully, more clearly, and
more simply, before they can overwhelm the forces of old custom and general ignorance.
This is not a battle which can be won or lost in a day. Those who think that it can be finally
settled by a sharp hustle back to gold mistake the situation. That will be only the begin-
ning. The issue will be determined, not by the official decisions of the coming year, but
by the combined effects of the actual experience of what happens after that and the rela-
tive clearness and completeness of the arguments of the opposing parties” (1925a, 193).
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the Great Depression produced a major change in the state of
the art. In this respect, the contrast between two key episodes of
British monetary history is telling. The ephemeral return to gold
in April 1925 was preceded by a heated debate, but, in the event,
the widespread consensus on the gold standard model was decisive
to Winston Churchill’s decision (see Chapter 3, Section 1, and, in
particular, note 6). In September 1931, the intellectual climate was
diametrically opposite, witness the Macmillan Committee’s report
issued two months before, and Britain abandoned the gold standard.

While the role of theory in determining the structure and prop-
erties of the monetary system has often been underrated, political
factors have been emphasized. However, these can significantly con-
dition the evolution of monetary institutions only insofar as they
impinge on theory and, particularly, on the analytical framework
accounting for the welfare implications of alternative monetary
regimes. In this connection, the interests of pressure groups may
affect the policymaker’s objective function. For example, impor-
tance assigned to unemployment was much less in the early decades
of the gold standard than in the twentieth century, when universal
suffrage and the rise of labor parties and of trade unionism made
employment conditions a more sensitive issue. Nevertheless, aside
from some possible effects on the economists’ “vision,” political
factors have little or no influence on the theoretical structure of
the model of the economy on which – rather than on the objective
function – the most bitter controversies have constantly focused.14

In this regard, a characterizing quality of the gold standard –
that is, the insulation of central banks from domestic politics – is
accounted for by the predominance of an equilibrium approach that

14 The opening paragraph of Milton Friedman’s presidential address to the American Eco-
nomic Association makes this point: “There is wide agreement about the major goals
of economic policy: high employment, stable prices, and rapid growth. There is less
agreement that these goals are mutually compatible or, among those who regard them as
incompatible, about the terms at which they can and should be substituted for one another.
There is least agreement about the role that various instruments of policy can and should
play in achieving the several goals” (1968a, 95).
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dispensed the monetary authorities from pursuing any goal other
than maintaining the gold parity. In exceptional circumstances
with major repercussions on public finances, the rules of the
game could be suspended, but only as long as those circumstances
persisted. The great resilience showed by the gold standard, a key
reason for its success and for the unyielding support it received
even after the disruptive shock of the Great War, was grounded
in the dominant paradigm of classical economics, which shaped
economic policy design and the rules of the monetary system.

The development of monetary arrangements is certainly too
complex to lend itself to monocausal explanations, so politics,
together with several other factors, may influence the evolutionary
path. Yet such influence must stand the ultimate test of theory.
To exemplify, a recurrent feature of Keynes’s several proposals
for monetary reform was retention of a role for gold in order to
safeguard the interests of gold producers. This feature was only
apparent, however, because it could not conflict with the theoretical
framework underlying Keynes’s proposals, which, in fact, aimed
at dethroning gold.

In conclusion, economic history and economic theory are
closely intertwined, although the link is not unidirectional or
regular in pattern, not lending itself to uniform, straightforward
interpretation.15 The uninterrupted flow of events, theories, and

15 Interviewed on this matter, Milton Friedman has recently recognized the influence of
history on his own work while admitting at the same time the intricacies of showing
exactly the ways in which this influence was exerted: “I have no doubt that economic
history did influence my work on economic theory, but I have great difficulty in say-
ing precisely how or through what channels. For example, consider my book A Theory
of the Consumption Function, in which I developed the permanent income hypothesis.
That hypothesis was developed to reconcile a conflict between two sets of historical data:
time series data accumulated by Simon Kuznets and budget data, first collected system-
atically by Frédéric LePlay in the middle of the nineteenth century. The Kuznets data
indicated that savings had constituted roughly the same fraction of national income over
a long period of time despite a major rise in the level of national income. The budget
data by contrast showed that within each sample the higher the income of the individual
family the higher the fraction of income saved. These historical data set the problem,
but the theory I suggested to explain them owed more to pure economic theory than to
any characteristics of data or to economic history more generally. As another example,
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hypothesis testing is a circular process that ultimately molds the
state of the art.16 As mentioned above, the dynamic interaction of
theories and events was especially intricate in the evolution of the
monetary system between the wars, when the interplay of major
shocks and monetary analysis was so intense that, at any given
moment, several contrasting viewpoints could be found among
economists and policymakers. The uneven pace at which positions
progressed substantially heightened the monetary imbalances
of that period. Monetary arrangements were left in disarray,
impelling the reconstruction of an international monetary order
from the ground up. The present work on the genesis of the
Bretton Woods agreements shows that, whatever the relevance of
other factors, economic theory played a central role.

1.3. a brief outline

The interwar years were characterized not only by severe shocks
and monetary gyrations but also by important advances in

consider the article on The Utility Analysis of Choices Involving Uncertainty by L. J.
Savage and myself. It provided a theory to explain the tendency for individuals simulta-
neously to buy insurance and to gamble, superficially contradictory activities. Economic
history surely entered in. For example, we studied carefully historical experience with
lotteries – how they had developed, what form they had taken, and the like. Moreover, it
was history that gave us the phenomena which we tried to study and explain. However,
here again it is hard to see how history affected the particular hypothesis we set forth.
That rested much more on a rich theoretical literature dealing with utility, probability,
and choice” (2001, 127–8).

16 Recalling important historical episodes and stylized facts referred to in his main essays,
Friedman has underscored the complexity of the link between facts and analysis point-
ing out the bivalent function fulfilled by empirical evidence. “As economists, we can
only reason about a world we know something about, and our major source of knowl-
edge about that world comes from economic history. However, it is seldom possible to
trace the precise connection between particular historical episodes and specific theoretical
propositions. History defines our problems and tests our answers” (2001, 129). Along the
same lines, Pantaleoni remarked: “Naturally it has never occurred to anyone to maintain
that the environment does not supply the premises for economic doctrines, that it does
not represent a continuous, direct demand for practical rules, or that it does not serve to
confirm or confute theories. Truth to tell, however, rarely do the facts actually constitute
either the demonstration or the disproof of a theory, because events generally take a
form so complicated as to render their testimony inconclusive, like the vociferations of a
clamoring throng” (1898, 424; author’s translation).
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monetary economics. This study concentrates on the international
monetary system, inquiring into the theoretical debate that pre-
pared the ground for Bretton Woods. In this respect, the devel-
opment of monetary theory was momentous, because it laid the
foundations for the new monetary architecture. In a sense, after
World War I theory came to play a more effective, indeed cru-
cial, role: No longer confined to academic debate and analysis of
the variants of the commodity standard, it became instrumental to
designing the monetary system. The main focus therefore is on the
history of theory rather than on the history of events.17

This book is organized in three parts. The first examines the
main developments in the international monetary system in the
interwar period. In 1914, the gold standard was at its peak and
thus provided the natural benchmark for assessing proposals for
monetary reform. Examining the main features of the gold stan-
dard model (Chapter 2), an alternative interpretation of Hume’s
essay clarifies the alleged weaknesses of the specie-flow mecha-
nism. In particular, the lack of empirical evidence about significant
price differentials and sizeable gold flows between countries, far
from falsifying Hume’s hypothesis, actually corroborates it. The
rules of the game reflecting this model are the basis of the main
properties of the gold standard, which account for the successful
performance of the system over four decades. After 1918, the tran-
sition to the gold exchange standard spoiled the main properties
of the system, especially credibility, leading to recurrent crises.
This is reflected in the main developments of the monetary system
(Chapter 3), because the ephemeral return to gold also introduced
elements of flexibility that ran counter to cooperation and actually
undermined the coherent structure of the system. The uneven pace

17 The latter aspect has been analyzed in the thorough works of Richard Gardner (1969) on
the context of the Bretton Woods debates, Barry Eichengreen (1992a) on the interaction
of international monetary arrangements and the world economy between the wars, and
Harold James (1996) on the functioning of the Bretton Woods monetary order and its
aftermath.
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at which economists and policymakers distanced themselves from
the gold standard model heightened monetary imbalances, making
the operation of the monetary system a powerful source of instabil-
ity. The Great Depression, then, turned received ideas definitively
away from the gold standard.

The second part of the book focuses on the economic analysis of
the international monetary system. After World War I (Chapter 4),
although policymakers’ consensus on the gold standard was largely
unshaken, economists criticized the lack of adequate control of the
money supply, which made stabilizing the price level unfeasible and
amplified economic fluctuations. This new mainstream view was
opposed by both radicals and conservatives, giving rise to a lively
academic debate. The optimality of the gold standard had now been
called into question, opening a crack in doctrine, which, for over
2,500 years had been based on commodity money. In the 1930s
(Chapter 5), mainstream economists, still following the classical
equilibrium approach, underscored the fall in the price level as the
distinctive feature of the Great Depression and offered a monetary
explanation. The widely held hypothesis that the malfunctioning
of the monetary system had spread the effects of the depression fur-
ther spurred the quest for monetary reform. However, despite sem-
inal contributions anticipating modern results, original reform pro-
posals were few. And even after the paradigm shift determined by
Keynes’s General Theory, the critical appraisal of the gold exchange
standard, particularly the lack of central bank cooperation, failed to
produce a commonly accepted scheme. On the eve of World War II,
therefore, the need for a full-fledged reconstruction of international
monetary arrangements was urgently felt.

The third part of the book starts (Chapter 6) with an examination
of the intellectual efforts that produced the Keynes Plan and the
White Plan. Both sought to deal with the main problems of the in-
terwar period – the abandonment of fixed exchange rates, hindran-
ces to multilateral trade, asymmetry in the adjustment process –
but they took different routes. Keynes’s innovative proposal was
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founded on the principle of bank clearing to overcome the slow
and cumbersome adjustment of the gold standard, as well as on
the introduction of an international money managed by a supra-
national authority; resort to capital controls would have permitted
countries to adopt independent full-employment policies. Harry
White, instead, took a more conservative approach, seeking to
improve on the gold exchange standard and eschewing controls.
Both plans allowed for financial facilities to overcome temporary
balance-of-payments difficulties and admitted parity changes in
case of a persistent disequilibrium. Shortly after their publica-
tion, economists pointed out several weaknesses in the propos-
als, anticipating subsequent criticisms of the Bretton Woods agree-
ments. In particular, activist economic policies, in response to the
paradigm shift brought about by the Great Depression, conflicted
with exchange rate stability; furthermore, the variegated operating
characteristics of the schemes blurred the nature of the adjustment
mechanism.

The Bretton Woods conference inevitably ended in a compro-
mise, giving rise to a hybrid construction (Chapter 7). Yet the
commonplace that the outcome mainly reflected the U.S. proposal
disregards the momentous impact of the General Theory, and of
Keynes’s view of international monetary arrangements, on the
main features of the Bretton Woods architecture. Not only was
the idea of independent economic policy generally accepted, but the
emergence of various malfunctions and, eventually, of fiat money
were closely related to the predominance of Keynesian economics.18

18 Downplaying postwar price and wage rigidity, Obstfeld emphasizes the substantial
change in the conception of economic policy with respect to the gold standard. “Even if
many countries’ wages and prices were only moderately less flexible after 1945 than under
the classical gold standard, at least one drastic shift in the policy environment clearly
has occurred. Postwar governments, unlike their pre-1914 predecessors, were politically
responsible for (or even legally committed to) the maintenance of high employment
and economic growth. Recognizing the primacy of domestic employment objectives, the
founders of Bretton Woods hoped that IMF credits would allow countries to wait out
transitory shocks while avoiding the uncertainty and possible beggar-thy-neighbor
effects of frequent exchange-rate changes ” (1993, 216).
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The bold attempt by the Bretton Woods negotiators to combine
full-employment policies with fixed but adjustable exchange rates
made the monetary system inherently unstable. The contradic-
tion was aggravated by the early transformation of Bretton Woods
into a revised gold exchange standard, virtually dispensing with
exchange rate variations. In abandoning the spirit of the treaty,
the foundation of the European Payments Union acted as a catalyst
for the policymakers’ quest to enhance policy credibility and for
the United States’ concern to discipline other countries’ policies in
order to prevent parity changes and excessive external debt. These
developments accorded with the conservative background of cen-
tral bankers, witness the steady accumulation of gold reserves and
the emphasis given to the Triffin dilemma – that is, the irreconcil-
ability between the convertibility of the dollar and the provision of
international liquidity by the center country to meet the growing
demand for reserves (Triffin 1960).

The widening contrast between the policymakers’ laggard
approach and the divergence of the monetary system from the
commodity standard on the one hand, and the increasing influence
of Keynesian economics on the other, were the prime causes of
the demise of Bretton Woods (Chapter 8). Playing the role of the
nth country in the Mundellian redundancy problem,19 the United
States could ignore the balance-of-payments objective, but had to
take the responsibility for pursuing rigorous monetary and fiscal
policies. Until the mid-1960s, the U.S. inflation rate was the lowest
among G7 countries and the most stable, so the center country
abided by the rule of anchoring the world price level while the others

19 In the appendix to Chapter 13 of his International Economics, Mundell analyzed the
asymmetry characterizing the postwar monetary order in which gold had been demon-
etized in private transactions and, virtually, in official transactions as well. Because
the balance-of-payments surpluses necessarily match the balance-of-payments deficits,
Mundell argued: “Only n–1 independent balance-of-payments instruments are needed
in an n-country world because equilibrium in the balances of n–1 countries implies
equilibrium in the balance of the nth country. The redundancy problem is the prob-
lem of deciding how to utilize the extra degree of freedom” (1968, 195; italics in the
original).
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created disequilibrium conditions by accumulating gold reserves.
Afterward, instead, the expansionary monetary and fiscal policies
in the United States triggered the effects of the cumulative imbal-
ances, accelerating the system’s collapse. In an intellectual climate
dominated by the Keynesian paradigm, price stability was no longer
the primary goal and the international monetary system was left
adrift.

In this connection, the interwar cultural divide between eco-
nomists and policymakers persisted, and the recipes for mending
the Bretton Woods flaws were not grasped. This lack of understand-
ing cast serious doubt on the viability of the new monetary order,
in an accentuation of the initial disequilibria that eventually proved
fatal. The “Bretton Woods enigma” posed by Barry Eichengreen
can thus be resolved if we gather together the threads of the con-
flict of theoretical and institutional frameworks as well as economic
policies between the United States and the other countries.

The Bretton Woods experience teaches several lessons, chiefly
the difficulty of designing a new monetary order at the drawing
board. The emergence of fiat money after nearly three millennia
of monetary history and the prospective development of nontan-
gible exchange media pose new and radically different challenges
to economists and policymakers. In this state of flux, the interplay
of theoretical advancement, major shocks, and innovation in pay-
ments technology and banking should again be looked at as the
driving force of monetary evolution.
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2 international monetary equilibrium
and the properties of the gold standard

In a detailed reconstruction of international monetary
developments between the wars, Barry Eichengreen (1992a)

underscores the period’s continuity with the gold standard and the
decisive role of the monetary system in aggravating the depres-
sion and propagating its effects from the United States to the rest
of the world. He identifies two factors underlying the success of
the gold standard until 1914: the credibility of the official commit-
ment to gold and international cooperation. The loss of credibility
after World War I could only have been remedied by even stronger
cooperation, whose absence made the crisis inevitable (Eichengreen
1992a, xi).1 Credibility and cooperation are important elements of
the gold standard, but the relation between them appears to be
more complex than a simple inverse relation, suggesting a link that
is not in the nature of a trade-off. In general, how the gold stan-
dard worked has always been controversial. A clarifying analysis
of its properties is therefore essential to understanding the evolu-
tion of the monetary system in the interwar years, especially the
contrast between the success of the gold standard and the failure of
the gold exchange standard. The monetary gyrations and economic

1 Ragnar Nurkse had already pointed out the lack of cooperation under the gold exchange
standard: “[T]he nucleus of the gold exchange system consisted of more than one country;
and this was a special source of weakness. With adequate cooperation between the centre
countries, it need not have been serious. Without such cooperation it proved pernicious”
(1944, 46).
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instability of the 1920s and 1930s showed the need to devise new
rules, which eventually led to the Bretton Woods negotiations and
the creation of a new international monetary order.

2.1. the classical adjustment mechanism

Hume’s classic essay Of the Balance of Trade (1752b) is still the
primary reference in the study of the commodity standard,2 but
ever since it appeared it has been at the center of a lively debate
with major implications for the history of the monetary system.
Under the traditional interpretation, the price-specie-flow mecha-
nism restores equilibrium by means of changes in the price level. A
trade surplus triggers an inflow of gold, which causes prices to rise.
This encourages imports and penalizes exports, thus reestablishing
the balance and eliminating the excess supply of money. Accord-
ing to a recurrent criticism, raised by James Oswald of Dunnikier
(1750) even before the publication of Hume’s paper, this mechanism
violates the law of one price: Ignoring transport costs, arbitrage
would ensure that the price of a commodity was the same across
countries. Thus, explanations of the adjustment process relied on
changes in other variables – namely, income, the interest rate, and
relative prices.3 However, these attempts to rehabilitate Hume’s

2 Its importance is emphasized by Eichengreen: “The most influential formalization of
the gold-standard mechanism is the price-specie flow model of David Hume. Perhaps
the most remarkable feature of this model is its durability: developed in the eighteenth
century, it remains the dominant approach to thinking about the gold standard today”
(1996, 25; italics in the original). However, Hume had a number of important forerunners:
Isaac Gervaise, Jacob Vanderlint, and Richard Cantillon.

3 In the 1930s, Harry White (1933), who studied under Frank Taussig at Harvard and
would later be one of the negotiators of the Bretton Woods agreements, published a
book analyzing other adjustment mechanisms in the absence of any empirical evidence
supporting the hypothesis of the price-specie-flow mechanism. In this regard, Whale
remarked: “It is noteworthy that Taussig, although in a way he has been the leading
exponent of the classical explanation, has often warned his readers that the evidence
gives the theory very doubtful support. Further, I think it may be said that on the
whole the attempts at historical verification undertaken by the younger members of the
Harvard School have increased rather than diminished the doubts. . . .The point which
has troubled Taussig most is that in many cases the adjustments appeared to have occurred
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theory are unsatisfactory and sometimes involve “sophisticated
fallacies” (Samuelson 1980, 141). Only more recent contributions,
such as the monetary approach, are consistent with the law of one
price, basing the model on the “desired” level of real balances. The
apparent conflict between Hume’s analysis and modern empirical
and theoretical work has lent weight to the view that the price-
specie-flow mechanism, and specifically its automatic character, is a
myth that in no way reflects how the gold standard actually worked.
Hence, historical research would appear to have lost the support of
the classical model in explaining the adjustment process, which is
a key issue in understanding the gold standard.4

In reality, the intricate debate that has run on for two-and-a-half
centuries is the product of an erroneous interpretation (Cesarano
1998a). In Hume’s essay, the law of one price is not violated and in
fact is the foundation of his analysis: It is the equilibrium condition
underlying the “natural” distribution of the stock of money. This
point is already made in his reply to Oswald (Hume 1750): It is
precisely because of the law of one price that the ratio of the money
stock to output is the same across countries.

more immediately and with less friction than his theory would lead one to expect” (1937,
45–6). The data reported by Robert Triffin (1964, 142) show that between 1870 and 1960
the price index of exports by the eleven leading countries moved in the same direction
in 89 percent of cases and in the opposite direction in only 11 percent.

4 As Eichengreen (1985, 9) asserted in citing Marcello De Cecco: “How the adjustment
process worked prior to 1913 is ‘the ritual question’ posed by students of the gold stan-
dard (to adopt the phrase of De Cecco).” In the following quotations, the idea of the
gold standard as a myth shared by scholars emerges clearly: “[A] whole book ought to
be written to analyse the Myth of the Gold Standard” (De Cecco 1984, viii; italics in
the original); “We might speak here of the myth of the (automatic) price-specie-flow
mechanism whereby a country with a balance of payments deficit would have to pay for
it by losing gold which would cause its money supply to fall thereby inducing a fall in
prices and an increase in competitiveness leading to balance of payments equilibrium;
this process would be simultaneously reinforced by rising prices in the rest of the world
due to a gain of gold. It is now quite clear that the pre-WWI gold standard did not work
in this simple way” (Redmond 1992, 347); and “[T]his vision of the gold standard, like
the unicorn in James Thurber’s garden, is a mythical beast” (Eichengreen and Flandreau
1997, 3). The first part of the book edited by Michael Bordo and Anna Schwartz (1984)
contains a broad, detailed discussion of the interpretation of Hume’s theory and, in par-
ticular, of the contrast between the traditional approach (Bordo 1984) and the monetary
approach (McCloskey and Zecher 1984).
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“Of the Balance Trade” is a critique of mercantilism, demonstrat-
ing that it would be impossible for a single country to accumulate
gold forever. The money stock is divided among the different coun-
tries in such a way that they all have the same ratio of money to
income, which, abstracting from the velocity of circulation, is equal
to the price level. The stability of equilibrium precludes the con-
tinuous outflow of specie. The country’s gold stock is ultimately
governed by its growth capacity. Under the law of one price, a given
increase in output gives rise, ceteris paribus, to an accumulation of
gold.

[A]ny man who travels over Europe at this day, may see, by the prices of
commodities, that money, in spite of the absurd jealousy of princes and
states, has brought itself nearly to a level; and that the difference between
one kingdom and another is not greater in this respect, than it is often
between different provinces of the same kingdom. Men naturally flock
to capital cities, sea-ports, and navigable rivers. There we find more men,
more industry, more commodities, and consequently more money; but
still the latter difference holds proportion with the former, and the level
is preserved. (Hume 1752b, 66)

Hume’s contribution, although based on a simplified version of
the quantity theory that followed the theoretical orientation of the
time, has considerable explanatory power and, albeit focusing on
money supply rather than demand, achieves results that are consis-
tent with the modern literature. As in the monetary approach, equi-
librium in the money market is the center of the model and the
balance of payments is viewed as a monetary phenomenon. The
interpretative error that has led to the attribution of a different
model to Hume is the emphasis placed on a single passage5 cited out

5 “Suppose four-fifths of all the money in Great Britain to be annihilated in one night, and
the nation reduced to the same condition, with regard to specie, as in the reigns of the
Harrys and Edwards, what would be the consequence? Must not the price of all labour
and commodities sink in proportion, and everything be sold as cheap as they were in
those ages? What nation could then dispute with us in any foreign market, or pretend
to navigate or to sell manufactures at the same price, which to us would afford sufficient
profit? In how little time, therefore, must this bring back the money which we had lost,
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of context. A careful rereading within the essay’s overall analy-
tical structure dissolves the presumed theoretical contradictions
and divergences from the empirical evidence. The central message
regards the stability of long-run equilibrium and not, as the stan-
dard interpretation would have it, the transition from one equilib-
rium to another, a dynamic problem that Hume investigated in his
other essay on money (1752a) in a closed economy setup. Indeed, in
the paragraph immediately following the over-quoted one of foot-
note 5, he clearly illustrates the meaning of his analysis that does
not regard the effects of actual changes in money supply and prices
but represents a thought experiment showing the mechanism that
prevents conspicuous departures from equilibrium.

Now, it is evident, that the same causes, which would correct these exor-
bitant inequalities, were they to happen miraculously, must prevent their
happening in the common course of nature, and must for ever, in all
neighbouring nations, preserve money nearly proportionable to the art
and industry of each nation. All water, wherever it communicates, remains
always at a level. Ask naturalists the reason; they tell you, that, were it to
be raised in any one place, the superior gravity of that part not being bal-
anced, must depress it, till it meet a counterpoise; and that the same cause,
which redresses the inequality when it happens, must for ever prevent it,
without some violent external operation.

(Hume 1752b, 63–4; italics added)

Variations in the money stock, then, are clearly notional in char-
acter and are proportional to changes in output, because arbitrage
equalizes prices across countries. The absence of large-scale gold

and raise us to the level of all the neighbouring nations? Where, after we have arrived,
we immediately lose the advantage of the cheapness of labour and commodities; and the
farther flowing in of money is stopped by our fulness and repletion. Again, suppose, that
all the money of Great Britain were multiplied fivefold in a night, must not the contrary
effect follow? Must not all labour and commodities rise to such an exorbitant height,
that no neighbouring nations could afford to buy from us; while their commodities, on
the other hand, became comparatively so cheap, that, in spite of all the laws which could
be formed, they would be run in upon us, and our money flow out; till we fall to a level
with foreigners, and lose that great superiority of riches, which had laid us under such
disadvantages?” (Hume 1752b, 62–3).
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flows and significant price differentials among countries lends sup-
port to this alternative version based on the law of one price. Thus,
a correct reading of Hume rehabilitates his contribution, which far
from giving rise to a myth actually demonstrates an essential prop-
erty of the gold standard: It dampens movements away from equi-
librium.6 This proposition is consistent with the speed of the adj-
ustment mechanism pointed out by Frank Taussig (see footnote 3)
and stressed also in modern literature (Bayoumi, Eichengreen, and
Taylor 1996, 7–9).

The seeming contrast between the traditional interpretation of
the price-specie-flow mechanism and the empirical evidence prom-
pted scholars to conclude that the gold standard was a managed
rather than automatic mechanism. Over the course of the nine-
teenth century, central banks undoubtedly played an increasingly
active role in influencing monetary aggregates, but this could not
emerge from Hume’s analysis, which considers fiduciary money as
a substitute for metallic money with no effects on his results. The
extension of the model to incorporate other variables, and partic-
ularly capital movements, is reflected in the “rules of the game.”7

Thus, in the event of an outflow of specie, Bagehot’s rule would
impose an increase in the discount rate to attract foreign capital

6 Having described the several contagious crises during the gold standard, Eichengreen
and Flandreau remarked: “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 bal-
ance of payments were dispatched without destabilizing exchange rates or otherwise
undermining the solidity of the gold standard system” (1997, 10). However, they attribute
the capacity for adjustment not to the functioning of the gold standard but rather to
the especially favorable conditions prevailing in the various economies, chiefly rapid
industrialization.

7 The coinage of this expression, summarizing the behavior of monetary authorities under
the gold standard, is usually attributed to Keynes (1925b, 220), but it may have been
current in British financial circles; Walter Layton, editor of The Economist, referred to
“the rules of the game in regard to gold” (1925, 189) in an article published before
The Economic Consequences of Mr Churchill of July 1925.
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and thus ease the deflationary pressure and smooth the adjustment
process.

In the interwar period, the domestic and foreign assets of the
central banks moved in opposite directions, preventing any liquidity
drain in the event of an outflow of reserves (Nurkse 1944). Arthur
Bloomfield (1959) observed the same phenomenon in the pre-1914
period as well. This stylized fact, however, rather than a violation of
the rules of the game, demonstrates that there was significant room
for maneuver to smooth the effects of the monetary mechanism on
domestic money supplies (McKinnon 1993, 9–10) but not enough to
govern the system as a whole. The price level was determined in the
gold market, and Keynes’s assertion that the Bank of England was
the “conductor of the international orchestra” (1930, Vol. 2, 307)
must be reassessed. The followers of the monetary approach see the
United Kingdom as too small a part of the world economy to have
decisive influence over prices and, assuming the validity of the law
of one price, the Bank of England, paraphrasing Keynes’s analogy,
was a “triangle player” (McCloskey and Zecher 1976, 359).8 Finally,

8 More recent research has taken an intermediate stance, considering the United Kingdom
at the same level as France and Germany. “There is no question that the Bank of England
exercised more influence over discount rates (the rates at which central banks extended
credit to institutional customers) than did any other national central bank. There is no
question that her discount rate provided a focal point for the harmonization of discount
policies internationally. But the Bank of England was no more able to neglect changes in
discount policies abroad than were foreign central banks able to neglect changes by the
Bank of England. It is untrue, moreover, that the Bank of England monopolized the role
of international lender of last resort. More frequently than not, it was the international
borrower of last resort, reduced to dependence, as we will see, on the Bank of France
and other foreign sources in its battle to defend the sterling parity. The key to the
success of the classical gold standard lay rather in two entirely different areas: credibility
and cooperation. In the countries at the center of the system – Britain, France, and
Germany – the credibility of the official commitment to the gold standard was beyond
reproof. Hence market participants relieved central bankers of much of the burden of
management. If sterling weakened, funds would flow toward Britain in anticipation of
the capital gains that would arise once the Bank of England intervened to strengthen the
rate. Because the central bank’s commitment to the existing parity was beyond question,
capital flows responded quickly and in considerable volume. Sterling strengthened of its
own accord, usually without any need for government intervention. Speculation had the
same stabilizing influence in France, Germany, and other European countries at the center
of the gold standard system” (Eichengreen 1992a, 30). In this regard, the empirical results
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when the stock of gold is small in relation to fiduciary money, the
lender of last resort could face a conflict between the objective of
safeguarding banks and that of maintaining convertibility. Under
the gold standard, the intervention of the central bank did not reach
such a critical level as to undermine the stability of the system,
owing both to the limited development of the lender-of-last-resort
function and the great credibility of the fixed exchange rate thanks
to the restoration rule.

In short, under the gold standard central banks did not play a mer-
ely passive role, but this does not mean that the system lacked an
adjustment mechanism. The contrast between the managed aspect
of the gold standard and its automatic nature is only apparent. The
key point is the stability of equilibrium. The very properties of the
system were such as to prevent any monetary imbalances from
leading to substantial departures from equilibrium.9 The interven-
tion of monetary authorities did not supplant the adjustment mech-
anism but rather facilitated its operation and, above all, reduced the
welfare costs of a more volatile money supply. The effectiveness of
this intervention was founded precisely on the characteristics of the
gold standard that derived from its commodity link. The anchoring
of the parity in these circumstances was highly credible and forced
economic policies to achieve that objective, thus explaining the long
life of the system.

of Tullio and Wolters “show strong mutual feedbacks between London, Paris and Berlin
with maybe just a slight dominance of London” (1996, 422). Furthermore, McKinnon
(1993, 3–4) notes that even if we acknowledge the importance of the London financial
center, the price level under the gold standard was in any case determined in the gold
market, giving the system a symmetry that the architects of Bretton Woods tried in vain
to re-create.

9 In his penetrating analysis of the international transmission of the trade cycle under
the gold standard, Hawtrey contended that, together with the slowness and inertia
in the monetary mechanism, this was a central feature of the actual operation of the
system. “These gold movements made the progress of a credit expansion or a credit
contraction irregular and discontinuous, but the irregularities were never so great
as to obscure the general trend for any considerable period. The credit movement
would always be resumed till equilibrium was restored in the world gold position”
(1929a, 73).
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Throughout history, the commodity nature of money was con-
sidered an essential feature. Even when the metallist principle was
finally refuted in theory by focusing on the functions of money
rather than on the object used to perform those functions, metallism
continued to be advanced as a counterweight to government med-
dling with money creation. Hence, Schumpeter (1954, 289) points
out that rejecting theoretical metallism is not inconsistent with
accepting practical metallism. This position is most clearly analyzed
by John Stuart Mill (1848, 542–55). An inconvertible paper money
can undoubtedly circulate on the sole basis of convention, and its
value is regulated by the monetary authority by fixing the quan-
tity in circulation. Nonetheless, the introduction of paper money is
strongly opposed because, allowing discretion in monetary mana-
gement, it would have pernicious effects.

Such a power [of issuing inconvertible currency], in whomsoever vested,
is an intolerable evil. All variations in the value of the circulating medium
are mischievous: they disturb existing contracts and expectations, and
the liability to such changes renders every pecuniary engagement of long
date entirely precarious. . . .Not to add, that the issuers may have, and in
the case of a government paper, always have, a direct interest in lowering
the value of the currency, because it is the medium in which their own
debts are computed. (Mill 1848, 544; italics added)

Mill’s analysis is both original and modern because, besides
underscoring the risk of government interference, it considers the
impact of the monetary regime on expectations (Cesarano 1996).10

From a theoretical point of view, purchasing-power variations med-
dle with the price system and heighten uncertainty about long-run

10 Mill’s position stands in contrast to that of Thomas Attwood, who favored the introduc-
tion of inconvertible paper money in order to pursue full employment (Cesarano 1998b).
While Attwood and the Birmingham School left no enduring imprint on the history of
economic thought, Henry Thornton (1802) made a major contribution to various aspects
of monetary theory: the lender of last resort, the effectiveness of monetary impulses,
the rejection of the real bills doctrine, the transfer problem. However, before his “redis-
covery” by Friedrich Hayek, who edited the 1939 reprint, Thornton’s classic work was
virtually unknown.
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commitments. This approach is founded on an equilibrium hypoth-
esis that rules out increasing output by monetary expansion.
This theoretical paradigm translates into policy norms aimed at
checking money creation and into an institutional framework apt
to attain this goal. In particular, the high information content of the
commodity standard makes it especially well suited to effectively
constraining policymakers’ behavior. A metallic system based on
convertibility is, therefore, preferred to a rule requiring the sta-
bilization of the price of gold because it is simpler and therefore
more understandable. Violations of convertibility would then be
easily recognized, discouraging monetary authorities from using
this device and thus enhancing the credibility of the system.

Mill’s position is important in that, in addition to representing
the received view of monetary economics in the second half of
the nineteenth century, it clearly identifies the foundations of the
commodity standard. His analysis is grounded in the hypothesis of
equilibrium, not just in the money market and in the “natural” dis-
tribution of precious metals, but rather in the economy as a whole.
This conception excludes an active role for the monetary authori-
ties11 because, by disturbing the equilibrium, they would reduce the
level of welfare. Although theoretically weak, the metallist postu-
late complements this equilibrium approach. The assumption that
the commodity characteristic is an essential requisite for money car-
ries important implications for the operation of the system. First,
policymakers cannot affect the money stock, which is determined
by the market. Second, the great credibility of fixed exchange rates,
and monetary discipline in general, makes it possible to use small
variations in interest rates to restore equilibrium quickly. If the

11 Mill illustrated this point in a frequently cited passage from the Principles: “There can-
not, in short, be intrinsically a more insignificant thing, in the economy of society,
than money; except in the character of a contrivance for sparing time and labour. It
is a machine for doing quickly and commodiously, what would be done, though less
quickly and commodiously, without it: and like many other kinds of machinery, it only
exerts a distinct and independent influence of its own when it gets out of order” (1848,
488).
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rules of the game are respected, a commodity standard is effectively
a monetary union because no country can control the money stock.
It is not surprising that Mill described the existence of a plurality
of currencies a “barbarism,” blaming it upon the desire of states to
have a tangible sign of their sovereignty (1848, 615).

2.2. the properties of the gold standard

The search for a less costly medium of exchange and the devel-
opment of credit and financial instruments, fostered by market
forces, have continuously reshaped monetary arrangements, bring-
ing in innovative features and raising new questions. In his Critical
Essays, John Hicks (1967a, Chapter 1) shows how the evolution
of an exchange economy, from indirect barter to the banking sys-
tem, brings forth a set of institutions – a clearing house, a court
of justice, a central bank – necessary to the smooth operation of
more advanced forms of monetary organization. These innovations,
together with a deeper understanding of monetary problems, wide-
ned and perfected the operating rules of commodity money, the
gold standard representing the peak of this evolutionary process.

Fixing the unit of account and free coinage are the fundamental
principles governing the gold specie standard. In the gold bullion
standard, a further rule earmarks gold reserves to back banknotes
and coinage. On analytical grounds, the distinction between the
gold specie standard and the gold bullion standard may be irrele-
vant, and in fact Jürg Niehans (1978, 141–2) considers them equiv-
alent forms of the pure gold standard. On policy grounds, however,
this equivalence has been doubted by conservative economists, like
Mises and Hayek, who saw Ricardo’s ingot plan as the germ of a
process enlarging central bank powers, eventually leading to the
abandonment of commodity money. Such transformations were
the result of the progressive development of monetary arrange-
ments, bringing about, pari passu, an extension of the rules of the
game. Hence, according to Ronald McKinnon (1993, 3–4), in the
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heyday of the international gold standard, the system was also char-
acterized by “implicit” rules: the Bagehot rule, the restoration rule,
and the price level rule.12 The implicit rules, it should be empha-
sized, are elements of a coherent whole in that each supports the
others. For instance, if there is an external drain the central bank
raises the interest rate, in application of the Bagehot rule, thus
attracting capital from abroad and attenuating monetary restric-
tion. The effectiveness of such a policy is enhanced by the virtual
absence of exchange risk due to the restoration rule. The latter, in
turn, is strengthened, at a remove, by the price level rule, which
prevents governments from resorting to domestic inflation.

These mutual influences are important because they help to clar-
ify the nature of the relationship linking the implicit rules to the
properties of the gold standard, which lay behind the successful
operation of the system. First, the Bagehot rule, moderating the
fluctuations in the money supply, enhances the overall stability
of the economy. Acting as the lender of last resort, the central
bank can effectively tackle short-run liquidity crises, thus avoiding
major imbalances in financial markets and in the real economy as
well. Second, the restoration rule is the cornerstone of the stan-
dard’s credibility. Ensuring that suspensions of convertibility are
temporary and admitted only under particular conditions whose
exceptionality is easily verified (Eichengreen 1996, 37),13 the rule

12 The latter term was not coined by McKinnon, who left the third of these implicit rules
unnamed. His definition of what is here termed the price level rule runs as follows:
“Allow the common price level (nominal anchor) to be endogenously determined by the
worldwide demand for, and supply of, gold” (1993, 4).

13 Almost 250 years earlier, Ferdinando Galiani advanced the same proposition regarding
the effects on the prince’s credibility of a once-and-for-all increase in the money stock:
“Finally, in augmenting the currency, faith in the ruler does not waver except when this
is not appropriate. Failure to fulfill one’s promise, when it is necessary, does not diminish
faith, it increases compassion. We saw this occur in the republic of Genoa not too many
years ago. Misfortunes that proceed from natural causes do not make men fearful, but
vices and bad faith do, when they cannot be checked by anxious fear or superior authority.
The prince will be just and people will have faith in him. He will augment the currency
when necessary and none shall complain. He will not pay when he cannot, and his not
being able to do so is not his fault. He will not be pitied any more; he will be helped with
great fervor” (1751, 178–9).
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provides a formidable constraint on economic policy design, bend-
ing it to the long-run commitment to a fixed parity. Hence, the
restoration rule solves the time inconsistency problem of monetary
policy. The consequent background of monetary stability dissipates
long-run uncertainty so that economic agents can confidently enter
into long-term contracts. Third, the price level rule, whereby the
world price level is determined in the gold market, makes the mon-
etary system entirely symmetrical. Changes in purchasing power
would produce different effects inside a country; but from an inter-
national point of view, the system is characterized by symmetry.
Gold being a truly international money, the redundancy problem
(Mundell 1968) does not emerge. Indeed, not even Britain under-
took the task of stabilizing the world price level despite its predom-
inant role in the system (McKinnon 1993, 10–1).

Therefore, the implicit Bagehot, restoration, and price level rules
respectively provide the basis of three main properties of the gold
standard – stability, credibility, and symmetry – although the link
between them is more complex than a simple one-to-one correspon-
dence. The rules are mutually reinforcing in that each contributes
indirectly to the effectiveness of the others, and they are, thus,
interdependent. This essential characteristic is congruent with the
fact that the properties of the commodity standard originate from
a commonly accepted model based on the equilibrium hypothesis.
The vision underlying the advancement of economics from the
mid-eighteenth century to the 1920s reflected a frictionless,
self-adjusting economy inspired by classical mechanics.14 This con-
ception was widely shared; hence, there was no need for formal
recognition of the international monetary arrangements stemming

14 Pointing out the influence of Isaac Newton on classical economics, Waterman remarked:
“Hume and Malthus were among the more distinguished of those who attempted to apply
the Newtonian mechanical model to that branch of ‘moral philosophy’ which acquired
an independent existence during their own time as Political Economy. The characteristic
image of the model was that of gravitation; and its conceptual corollary, the mathematical
representation of stable equilibrium. . . . ‘Nature,’ as conceived by the post-Newtonian
mind, abhorred disequilibrium” (1988, 93).
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from it in an explicit agreement or pact. The properties of the gold
standard are intimately connected with the equilibrium hypothesis.
If the actual characteristics of the economy differ from those consis-
tent with that hypothesis, the rules of the game become unbearable,
making it impossible for some countries to join the system. How-
ever, so strong was the ideal of the gold standard that those countries
that refrained from formally adhering to the system often behaved
as if they had joined it.

The implicit rules complemented the traditional ones, thus cor-
roborating the essential properties of the commodity standard.
The origin of some rules, in fact, was the development of credit
and financial markets bringing about new institutions (witness
the transformation of banks of issue into central banks). Hence,
the debate about the automatic or managed character of the gold
standard is a false start. The increasing role played by monetary
authorities was a necessary implication of those developments, but
it did not contrast with the operation of a commodity standard;
instead, it enhanced its properties. While Hume’s abstract model
assumed a specie standard, reflecting the monetary arrangements
of his time, the introduction of fiduciary elements gave rise to com-
monly accepted rules – that is, convertibility, absence of restrictions
on gold and current or capital account transactions, and backing of
banknotes and coinage by earmarked gold reserves. These rules,
together with the implicit ones, were the basis of a common, but
uncodified, pattern of behavior. The rationale of the rules of the
game was to constrain the expansion of the money supply after
the diffusion of fiduciary money, maintaining the main character-
istics of the commodity standard, in which the market sees to the
production of the money commodity. Not surprisingly, the gold
standard performed better than earlier, less advanced metallic sys-
tems because, combining long-run discipline with short-run flex-
ibility, it more easily overcame shocks. The maneuvering room of
the monetary authorities was constrained by the rules of the game
and was consistent with the viability of the system.
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The smooth operation of the gold standard, then, is no myth;
its otherwise inexplicable success is accounted for by the correct
interpretation of Hume’s model and its extension to capital
movements. Not that explanations are lacking. Eichengreen and
Flandreau (1997, 10–8) group them under three headings: the
efficiency view, stressing the automatic nature of the adjustment
mechanism; the discipline view, pointing out the restraint on infla-
tionary policies and, more generally, the consistency of the overall
economic policy design; and the modern synthesis, emphasizing
the credibility and flexibility that made the gold standard a set of
credible target zones. The three approaches, however, are not alter-
native; rather, each focuses on a different feature of the standard,
all stemming from the rules of the game. In a metallic standard,
the inherent stability of the money stock prevents departures from
equilibrium and, in case of disequilibrium, efficaciously dampens
its effects.

Ultimately, the essential features of the gold standard derive
from the principle of metallism and the equilibrium hypothesis.
The gold standard is a homeostatic system. In the event of a shock,
equilibrium is reestablished through the specie-flow mechanism,
whose operation governs the “natural” distribution of gold in the
long term. Furthermore, the quantity of gold is determined in the
market, making the system symmetrical. From an economic policy
standpoint, the key feature is the limitation of government inter-
ference, which is an implication of the analytical foundations we
have just described. Interference cannot be entirely ruled out, but
any such attempt is immediately recognizable, imposing a high
cost in terms of credibility when not justified by exceptional cir-
cumstances. Nor is this characteristic limited to monetary policy
alone. It also affects other policies and above all acts preventively,
inhibiting behavior that is not consistent with maintaining parity.15

15 “This residual harmonization of national monetary and credit policies, depended far
less on ex post corrective action, requiring an extreme flexibility, downward as well as
upward, of national price and wage levels, than on the ex ante avoidance of substantial

[ 35 ]



P1: KNQ
0521867592c02 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 1:31

Monetary Theory and Bretton Woods

Thus, the main properties of the gold standard – stability, credibil-
ity, and symmetry – safeguarded purchasing power in the long run
while allowing a certain degree of discretion. Paradoxically, the very
rigidity of the system enabled central banks to intervene in a flex-
ible and effective manner thanks to the high credibility conferred
by the anchoring of the parity and the monetary regime.16

2.3. credibility and the evolution
of the monetary standard

Despite its many useful properties, the gold standard was not
entirely free of flaws. The set of rigid rules ensured monetary
discipline but put too stiff a straitjacket on the standard, making

disparities in cost competitiveness in the monetary policies which would allow them
to develop. As long as stable exchange rates were maintained, national export prices
remained strongly bound together among all competing countries, by the mere existence
of an international market not broken down by any large or frequent changes in trade
or exchange restrictions. Under these conditions, national price and wage levels also
remained closely linked together internationally, even in the face of divergent rates of
monetary and credit expansion, as import and export competition constituted a powerful
brake on the emergence of any large disparity between internal and external price and cost
levels” (Triffin 1964, 148; italics in the original). Discussing the maintenance of the gold
parity by the United States in the decades before World War I in relation to the credibility
of a rigorous fiscal policy, Thomas Sargent places the accent on the discipline that the gold
standard imposes on fiscal policy: “To adhere to a gold standard, a government has to back
its debts with gold or other assets that are themselves as good as gold. In practice as well
as in theory, it is unnecessary to hold stocks of gold equal in value to the entire stock of
a government’s liabilities. Instead, it is sufficient to back debts by sufficient prospects of
future government surpluses. By accepting a gold standard rule, a government in effect
agrees to operate its fiscal policy by a present-value budget balance rule. Under this rule
government deficits can occur, but they are necessarily temporary and are accompanied
by prospects for future surpluses sufficient to service whatever debt is generated by the
deficit” (1999, 1473).

16 As Laidler puts it: “The twenty-five years or so that preceded the outbreak of the First
World War were the heyday of Bagehot’s principles. Monetary policy in those years
was very much a matter of discretion in the short-run, constrained by a firm long-
term commitment to a gold-standard rule. Even before these principles were firmly in
place, however, changes in monetary economics were getting under way that would, in
due course, undermine their intellectual authority. If the story of the development of
Classical monetary economics after 1797 is one of economic theory catching up with
institutional facts, then that of the evolution of Neoclassical monetary economics after
1863 is one of analysis running ahead of those facts” (2002, 19).
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other than temporary control of the money supply impossible. The
debate in the final decades of the century – the so-called “battle of
the standards” (Jevons 1875, Chapter 12) – turned on the problem
of purchasing-power stability. This objective was attained over the
long term, but a commodity standard may experience considerable
short-term variability as well as protracted price rises or declines
depending on the discovery of new mines. Beginning in the mid-
nineteenth century, production from gold mines in California and
Australia caused prices to rise before reversing course in the early
1870s. Afterward, the persistence of deflation for more than two
decades stimulated the work of prominent economists, all of whom,
however, took the commodity standard as given and did not seek
a radical reform of the system.17 The point is that this literature
admitted an embryonic element of discretion for the purpose of
stabilizing the money stock, hence prices. Nevertheless, consider-
ation of the idea was limited to academic circles, as policymakers
deemed the gold standard to be essential to monetary and, more
generally, economic stability. Corroborated by the pre-1914 expe-
rience, this was the prevailing view when it came time to reorganize
the monetary system in the wake of World War I.

The striking disequilibria of the postwar years brought a substan-
tial loss of credibility. This deprived the system of one of its essen-
tial characteristics and helps explain events over the subsequent
two decades. In particular, the key question of why cooperation

17 Jevons (1884) suggested separating the functions of money by using gold as the unit of
account for current transactions and a tabular standard, originally developed by Joseph
Lowe in 1822, for deferred payments. Marshall proposed “symmetallism” based on a
gold and silver basket, whose fluctuations in value would be equal to the mean of the
fluctuations of the two metals. Walras supplemented gold with a managed fractional
currency (billon régulateur), whose issue would help stabilize the money stock. Finally,
Wicksell deserves mention because, in contrast with the other schemes, which were all
variations on the commodity standard, he argued for cutting the link with gold altogether,
a “first step towards the introduction of an ideal standard of value” (1898, 193). Although
this is not the appropriate place for an extensive analysis of these projects, the latter
should nonetheless be recalled because they substantially broadened the debate over the
commodity standard.
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had a different effect before and after 191418 can be answered
by considering the larger role of fiduciary payment media and,
especially, the weakening of the rules of the game, which was
reflected in risk conditions and radically altered the structure and
stability of the standard. The efficacy of capital flows in smoothing
adjustment was grounded in those rules and in the gold standard’s
properties, making the financing of temporary external disequilib-
ria highly profitable. This distinctive feature was the outcome of
an “invisible hand” that stemmed from clear-cut incentives. More
specifically, small variations in interest rates were enough to trigger
short-term capital movements, providing sizeable gains at negligi-
ble risk (McKinnon 1993, 8; Eichengreen 1996, 31), even outside
a formal cooperative setting.19 The flow of capital into a country
in difficulty was swift precisely because of the great credibility of
fixed exchange rates. Hence, credibility cannot be traded off with
cooperation, for the two are closely linked.

The strong credibility of the gold standard, which is corrobo-
rated by the empirical findings of Alberto Giovannini (1993), is
emphasized in the modern literature, particularly with regard to

18 “Had cooperation (in the shape of reserve pooling) been such an essential ingredient of
the functioning of the pre-1914 international monetary system, how could it be that the
substantial help (in monetary terms) brought by France to England in 1931 failed? Or
conversely, if cooperation per se had not been enough to save the gold standard in 1931
was it so essential before 1914?” (Flandreau 1997, 737).

19 On the basis of an analysis of relations between the leading banks of issue using documen-
tation from the Rothschild archives, Flandreau rejects the hypothesis that cooperation
was a key element of the system before 1914: “In all cases, international help had not
resulted from the bilateral realisation of common interests. In its most favourable form,
it had resulted from the unilateral perception of the possible gains associated with one
way co-operation. This might explain why what has been called perhaps too quickly
‘co-operation’ took place on an ad hoc basis, sometimes succeeding, sometimes failing,
but in any case never becoming the keystone of the international monetary system”
(Flandreau 1997, 761, italics in the original). In a further article, written with Jacques
Le Cacheaux and Frédéric Zumer, Flandreau emphasizes the success of the gold standard
despite the failure of various international monetary conferences: “The many interna-
tional monetary conferences that took place between 1865 and 1892 called for extensive
policy coordination, but they failed to achieve very much, if anything. Yet most of
Europe ended up on gold, without collectively agreed targets for debt, deficits, inflation,
exchange rates or long-run interest rates. To the extent that it succeeded, the European
gold standard appears as a case of stability without a pact” (1998, 118).
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restricting the discretionary power of monetary authorities, thus
solving the problem of the time inconsistency of monetary policy
(McKinnon 1993, 11). Bordo and Kydland (1995) interpret the
gold standard as a policy rule with an escape clause that permits
suspension of the rule in the event of major shocks. Moreover,
as noted above, the restoration rule requires the reestablishment
of the original parity in order to ensure ex ante credibility and
avoid any ex post redistribution of wealth among debtors and
creditors.20

By contrast, a fixed exchange rate system linking a number of
fiat moneys, such as the European Monetary System, could not
achieve the same objectives through cooperation.21 The stabilizing
effect of capital movements, therefore, depends on the properties
of the standard, not the other way around, so that to interpret the
evolution of the monetary system in terms of the speed and size
of capital flows is to concentrate on the effect, not the cause. This
is a key point in analyzing monetary developments in general, and
not just between the wars. The different impact of capital flows on
the stability of equilibrium under the gold standard and under the

20 Other recent analyses of the nature of the constraints imposed by the gold standard
identify a variety of mechanisms, including a political constraint (Gallarotti 1995),
which underscores the interest of the conservative elite in maintaining price stability,
as their wealth was mainly invested in fixed-income securities, and a market constraint
(Bordo and Rockoff 1996), which emphasizes the incentive for each country to com-
ply with the rules of the gold standard in order to avoid being penalized by higher
yields.

21 Obstfeld and Rogoff clearly illustrate the limits of cooperation in this context: “Like fixed
exchange rates, target zones can, in principle, be made more credible through bilateral or
multilateral cooperation. As always, any constraints posed by lack of foreign currency
reserves disappear when central banks cooperate to defend mutual exchange-rate targets.
However, the same incentive problems that bedevil unilateral exchange-rate pegs (regular
or “lite”) imply practical limits to the extent of cooperation. International coordination
can in principle spread the pain of any needed adjustments to monetary policy, but in
practice it is often difficult to get the strong currency partner to compromise its domestic
goals significantly. On paper, for example, the EMS commits all member countries to
unlimited intervention in defense of the agreed parities. However, Germany’s Bundes-
bank, backed by the German government, has interpreted its obligations to extend only
to interventions that, in its view, do not threaten its prime objective of low domestic
inflation” (1995, 92).
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gold exchange standard22 depends on the presence or absence of a
credible monetary anchor. Today, this contrast emerges distinctly
because the transition from commodity money to fiat money has
been complete for some time now, and the sheer diversity between
these two systems and their respective properties highlights the
determinants of the transformation of monetary institutions. The
liberalization and growth of capital flows has made the return to
fixed exchange rates a “mirage” just because “a fixed exchange rate
is very costly for a government to maintain when its promises not
to devalue lack credibility. At the same time, developing and main-
taining credibility has become increasingly difficult” (Obstfeld and
Rogoff 1995, 74).

Underlying the fall in credibility, there is the general diffusion
of fiat money, diametrically opposed to commodity money. The
change in the money “object” is thus the decisive factor making
the return to fixed exchange rates unlikely. This development can-
not be accounted for by free capital movements alone, as these
were an essential element of the gold standard, the epitome of a
fixed-rate regime. Capital mobility per se does not connote a spe-
cific exchange rate regime; thus, the forces driving the evolution of
monetary arrangements must be sought elsewhere. In reality, the
viability of monetary standards is ultimately determined by their
essential properties, not by contingent factors or temporary imbal-
ances, witness the performance of the gold standard during which
shocks were not lacking (see Eichengreen and Flandreau’s remark
in footnote 6).

22 The change in the effectiveness of capital flows has been lucidly described by Nurkse:
“After the monetary upheavals of the war and early post-war years, private short-term
capital movements tended frequently to be disequilibrating rather than equilibrating: a
depreciation of the exchange or a rise in discount rates, for example, instead of attracting
short-term balances from abroad, tended sometimes to affect people’s anticipations in
such a way as to produce the opposite result. In these circumstances the provision of
the equilibrating capital movements required for the maintenance of exchange stability
devolved more largely on the central banks and necessitated a larger volume of official
foreign exchange holdings” (1944, 29).
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In the final decades of the nineteenth century, the full-fledged
development of the gold standard was facilitated by a number of
factors: advances in minting technology, which made the coun-
terfeiting of fractional coinage more difficult; the weakening of
political opposition to demonetizing silver; and the new balance
of power following the Franco-Prussian War (Cooper 1982, 44–5;
Eichengreen 1996, 13–20).23 These are tangible signs of path dep-
endence that remain, however, within the confines of commodity
money. By contrast, the articulated process that led to designing
a new monetary order at Bretton Woods, and eventually to the
introduction of fiat money, produced an unprecedented break in
monetary evolution that cannot be explained in terms of contin-
gent factors. The hypothesis of path dependence thus appears to be
difficult to argue. Such a sweeping transformation came by way of
a complex process in which theoretical advancement played a key
role.

23 The transition from bimetallism to the gold standard was an in vitro experiment with the
emergence of a new vehicle currency. As Paul Krugman (1984) explains, this phenomenon
is characterized by an element of circularity, as choosing a means of exchange in itself
fosters its diffusion. Krugman’s hypothesis is based on the production and transmission
of information that underlies the role played by money.
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3 the international monetary system
between the world wars

In the 1920s, international monetary developments were
dominated by the interaction between the shocks of war and

the aim of restoring the gold standard when the conditions for
achieving that goal rapidly and without major welfare costs were
lacking. Furthermore, the new cultural climate undermined the
theoretical framework that had sustained a credible commodity
standard. On the one hand, the advancement of monetary theory
was uneven, offering conflicting solutions to the problems inherited
from the war. On the other hand, policymakers remained attached
to the gold standard, leading to take actions that actually aggravated
the crisis.1 Indeed, the malfunctioning of the monetary system was

1 The central bankers’ inadequacy to cope with the difficulties brought about by the First
World War is underscored by Hawtrey: “The art of central banking is something pro-
foundly different from any of the practices with which it is possible to become familiar
in the ordinary pursuits of banking or commerce. It is a field within which a certain
degree of technical knowledge is necessary, even to take advantage of expert advice. Yet
it seems to be taken for granted that a central banker should be like a ship captain who
knows nothing of navigation, or a general who does not believe in the Staff College.
The central banker is even reluctant to admit that there exists an art of central banking.
If central banks can do these things, what a formidable responsibility rests on those who
direct them! Nothing but complete scepticism as to the power of central banks to do any-
thing whatever promises a quiet life for their directorates. If they cannot avoid taking
decisions, then conformity with a few easily understood shallow empirical precepts will
enable them to face criticism. Yet it is only in recent years that this scepticism has become
firmly established. A hundred years ago the directors of the Bank of England were not
only interested in economic ideas but were actually taking the lead in evolving the art of
central banking. After 1866 the art had become more nearly fixed, and perhaps it was the
comparative smoothness with which credit regulation worked that gradually dimmed
the memory of the underlying principles. The result has been not merely that the world
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a main factor in the onset of the depression and the worldwide
transmission of its effects.

In reconstructing the monetary history of those years, it is com-
mon to subdivide the period according to the exchange rate regime
in place (Redmond 1992, 346): an initial phase of floating rates that
ended with Britain’s return to the gold standard in April 1925; a
short stage of fixed rates ending in September 1931, when sterling
abandoned the gold standard; and a final phase of managed float-
ing rates until the outbreak of World War II. A temporal division
of monetary developments is even more significant from a differ-
ent perspective, focusing not on the exchange rate regime, but on
the rules and properties of the system. To clarify this point, let us
recall that both the gold standard and the “hard” EMS a century
later were based on fixed exchange rates, but the effect of capital
flows was stabilizing under the former, destabilizing under the lat-
ter. This difference reflects the nature of the two systems, one a
highly credible commodity standard in which the money stock was
determined by the market, the other an agreement between the
several fiat monies, with diametrically opposed properties. Thus,
for both historical and purely theoretical reasons, the analysis of
the standard must focus on its distinguishing characteristics and on
the rules that govern its operation in addition to the exchange rate
regime in itself.2 In this connection, the aftermath of the depression
and Britain’s abandonment of the gold standard in September 1931
produced a momentous break in monetary evolution, powering a
continuing transformation that eventually led, after the parenthe-
sis of Bretton Woods, to the definitive diffusion of fiat money.

has been insufficiently prepared to deal with the new problems of central banking which
have arisen in the years since the war, but that it has failed even to attain the standard
of wisdom and foresight that prevailed in the nineteenth century” (1932, 246–7; italics
in the original).

2 Renewed interest in the design of monetary standards was stimulated by the work of
Black (1970), Fama (1980) and Hall (1982), which originated the paper by Greenfield
and Yeager (1983) and a new strand in the literature, the “new monetary economics”
(Cesarano 1995).
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3.1. the postwar legacy and the return to gold

After World War I, the return to the gold standard was considered
essential to restoring a stable monetary order.3 At the same time,
however, the imbalances generated by the war had left a burden-
some legacy. The large and differentiated rise in prices, the repa-
rations question, the decline of about a third in gold production
between 1915 and 1922 (Nurkse 1944, 27), and political and social
turmoil made it extremely difficult to restore the gold standard
without disruptive deflation, which postwar economic conditions
could not bear. To counter these trends, at the Genoa Conference
in April 1922 it was proposed to supplement gold with convert-
ible currencies and stabilize its relative price through central bank
cooperation.4 Even under the gold standard, countries had held
small amounts of foreign currencies (12 percent of the reserves of

3 As John Redmond observed: “[P]olicy makers (and, indeed, virtually everyone else)
were anxious to restore [the gold standard] as soon as possible after the war. In fact
the commitment to do so was undertaken in Britain before the war actually ended.
The Interim Report of the Cunliffe Committee provided an unequivocal definition of
postwar British monetary policy in 1918: ‘In our opinion it is imperative that after the
war the conditions necessary to the maintenance of an effective gold standard should be
restored without delay.’ In short, a return to gold as soon as possible; moreover, the rest
of the world (or at least the parts that mattered) concurred with this view” (1992, 347).
According to Edwin Kemmerer, the impact of wartime inflation rallied the general public
behind restoring the gold standard: “[T]he war probably left no conviction stronger with
the masses of the people of Europe than that never again did they want to suffer the evils
of such an orgy of inflated paper money. Everywhere there was a popular longing to get
back to a ‘solid’ monetary standard, to something in which the people had confidence;
and in the distracted world of that time there was no other commodity in which they
had so much confidence as gold” (1944, 109; italics in the original).

4 The final report of the Financial Commission chaired by Sir Robert Horne, Chancellor
of the Exchequer, established: “Resolution 9. These steps [balancing of budgets, adoption
of gold as a common standard, fixing of gold parities, cooperation of central banks, etc.]
might by themselves suffice to establish a gold standard, but its successful maintenance
would be materially promoted . . . by an international convention to be adopted at a
suitable time. The purpose of the convention would be to centralize and coordinate the
demand for gold, and so avoid those wide fluctuations in the purchasing power of gold
which might otherwise result from the simultaneous and competitive efforts of a number
of countries to secure metallic reserves. The convention should embody some means of
economizing the use of gold by maintaining reserves in the form of foreign balances,
such, for example, as the gold exchange standard or an international clearing system”
(quoted in Nurkse 1944, 28).
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fifteen European central banks in 1913). In the following decade,
this percentage rose substantially: for twenty-four central banks,
foreign currency balances accounted for 27 percent of reserves in
1925 and 42 percent in 1928 (Nurkse 1944, 29). Besides, the circula-
tion of gold coins, which had virtually disappeared during the war,
was discouraged by imposing a minimum purchase limit (in the
case of the Bank of England, 400 ounces, equal to £1,730; Eichen-
green 1996, 61). These developments go far beyond the change in
reserve composition and in fact reflect structural change. Central
banks began to play a much more important role. Whereas under
the gold standard capital movements were largely generated by the
private sector, after the war intervention by the monetary authori-
ties expanded not just in size but also in information content. These
were the first signs of the transformation of a commodity-based
system, whose rules ensured monetary discipline, into a managed
system, with greater discretionary scope. As Keynes argued in the
Tract: “[T]he war had effected a great change. Gold itself has become
a ‘managed’ currency” (1923, 167).

While policymakers were still convinced of the superiority of the
gold standard, its foundations were increasingly called into ques-
tion by academic economists advocating a managed currency. Until
1914, monetary theory, centered on metallism and the equilibrium
hypothesis, oriented economic policies toward maintaining gold
parity. After the war, the return to the gold standard in an envi-
ronment that lacked the features necessary for its operation threw
monetary institutions into crisis. In particular, the change in the
price level during and after the war differed from country to coun-
try, making it impossible in a number of cases to apply the restora-
tion rule. Also, central bankers, reluctant to accept the innovations
of the gold exchange standard, often conducted policies inconsistent
with the new rules, thus undermining the system.

The return to the prewar parity in the United Kingdom reflected
a desire to quash all doubts as to the country’s intention to com-
ply with the rules of the game and reestablish credibility. The
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reconstitution of the gold standard was considered essential to eco-
nomic stability, as was expressly indicated in the Cunliffe Com-
mittee report in 1918: “Nothing can contribute more to a speedy
recovery from the effects of the war, and to the rehabilitation of the
foreign exchanges, than the re-establishment of the currency upon
a sound basis” (Committee on Currency and Foreign Exchanges
after the War 1918, 232). Those appearing before the committee
were unanimous in arguing that returning to the gold standard
would eliminate the monetary uncertainty that was weakening the
country’s trade relations and its position at the center of inter-
national finance (237–8). In this connection, compliance with the
restoration rule underpinned the Cunliffe Committee’s approach,
serving as the reference paradigm at the subsequent Genoa
Conference.

In an interim report published in August of the same year [1918], the
[Cunliffe] committee presented a classical description of what its authors
took to be the working of the pre-1914 gold standard. The report is rele-
vant for this study because its international monetary model was in many
respects the one that was accepted by virtually everyone at Genoa and even
eleven years later by the Continental European countries that participated
in the London conference. It was, of course, a system in which the parities
of currencies were assumed to be permanently fixed in terms of gold and
in which gold movements associated with payment imbalances brought
equilibrating adjustments in domestic interest rates, wages, prices, and
spending. The conception was of a unified world in which the component
national economies adjusted in order to maintain international monetary
stability. Not only was this view accepted without dissent by the commit-
tee, but its members conducted their discussions on the assumption that
sterling would eventually be stabilized at its prewar parity equivalent to
$4.86. (Clarke 1973, 11–2; italics in the original)

The influence of Keynes’s famous pamphlet, The Economic Con-
sequences of Mr Churchill (1925b), helped spread the view that the
return to gold had been an error committed by Winston Churchill’s
economic advisers in order to favor the financial sector at the
expense of industry. In reality, Churchill was aware of the debate
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and the critique by Keynes and others, underscoring the defla-
tionary effects of the adjustment process (Sayers 1960). The over-
valuation of the pound – by between 5 and 15 percent accord-
ing to various estimates (Eichengreen 1996, 59) – was known to
the advocates of restoration, but it was felt that the costs during
the transition would be outweighed by the long-term benefits. In
March 1925, the Federation of British Industries wrote an open
letter to Churchill asking for a return to gold without mentioning
that the fall in prices had not been large enough so that the pre-
war parity would ensure equilibrium (Sayers 1960, 88 and note 4).
The position of the British industrialists, the first to suffer from
the overvaluation of the pound, clearly shows how deeply rooted
was the belief in the benefits of restoring the gold standard. In fact,
“alternatives to the restoration of the gold standard were not seri-
ously considered” (Redmond 1992, 350). A broad majority shared
this view,5 which was decisive politically. As Churchill’s secretary,
James Griggs, recounted in his memoirs, the arguments for and
against a return to the gold standard were aired during a dinner
at the end of which the chancellor placed the issues in a political
context.6 Churchill made his decision only after having carefully

5 At the end of his article, Walter Layton remarked: “British opinion is in the main rep-
resented by the conclusion of Professor Pigou, who has recently declared that ‘so far
as the United Kingdom is concerned, until the gold standard has been re-established,
more elaborate improvements in our monetary system are not practical politics’” (1925,
195). After the return to gold, the British press was unanimously in favor: “The Times
(29 April) claimed that the great majority of businessmen would rejoice in the return
to gold. The Economist (2 May) expected it to effect ‘a definite broadening of the base
of British commerce’; the new policy was subject for congratulation to the Chancellor
and was ‘the crowning achievement’ of Montagu Norman. The Yorkshire Post (2 May)
and the Manchester Guardian (5 May) were equally comfortable. The President of the
Federation of British Industries had much more to say about other (now forgotten) aspects
of the Budget, but did find a moment in which to welcome the return to gold as a step
towards a revival of foreign investment and the conquest of new markets” (Sayers 1960,
87). For a detailed reconstruction of Britain’s return to gold, see Moggridge (1972).

6 Richard Sayers summarized Griggs’s account: “Plenty was said about the risks of unem-
ployment, falling wages, prolonged strikes and the contraction of some of the heavy
industries. I suspect that Keynes was not at his most effective: he did not in those
days carry his later weight, and he was always liable to have an ‘off-day.’ At any rate,
Churchill was not completely convinced by Keynes’s gloomy prognostications and turned
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assessed the size of the majority in favor of restoration. On a purely
technical plane, renewed monetary stability was supposed to set the
stage for the recovery of world trade, helping to lower unemploy-
ment by boosting exports. Under the classical approach founded on
the equilibrium hypothesis, the gold standard would ensure sta-
bility and foster full employment by disciplining monetary policy
conduct. Thus, there was no conflict between the price level and
the employment target: “[T]he gold standard was essentially an
employment policy” (Sayers 1960, 89).

In dissent, Keynes pointed out that the insufficient flexibility
of domestic costs would aggravate the imbalances in the British
economy (as in fact happened). However, the importance of his
1925 essay goes beyond the criticism of the return to gold. As he
had done in greater detail in the Tract (1923), Keynes also attacked
the classical model underlying the gold standard and, underscoring
the frictions inherent in the adjustment mechanism, argued for
active monetary control – that is, a monetary policy in the modern
sense of the term, aimed at “preserving the stability of business,
prices, and employment” (1923, 173). The pamphlet’s vehement
attack on Churchill derived from the same principles. The chancel-
lor’s decision was blamed on the “clamorous voices of international
finance” (1925b, 212) that dominated at the time, and Keynes
rightly foresaw that, given the rigidity of wages, the greatest impact
of the resumption of gold payments would be on employment.

By what modus operandi does credit restriction attain this result [of reduc-
ing money wages]? In no other way than by the deliberate intensification
of unemployment. The object of credit restriction, in such a case, is to
withdraw from employers the financial means to employ labour at the
existing level of prices and wages. The policy can only attain its end by
intensifying unemployment without limit, until the workers are ready

to McKenna, who had wobbled somewhat in his latest public pronouncements. Churchill
in effect asked McKenna: ‘This is a political decision; you have been a politician, indeed
you have been Chancellor of the Exchequer. If the decision were yours, what would it
be?’ McKenna, after wobbling to the end, replied, ‘There’s no escape; you have got to go
back; but it will be hell’” (1960, 89).
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to accept the necessary reduction of money wages under the pressure of
hard facts. This is the so-called “sound” policy, which is demanded as a
result of the rash act of pegging sterling at a gold value, which it did not –
measured in its purchasing power over British labour – possess as yet. It is
a policy, nevertheless, from which any humane or judicious person must
shrink. So far as I can judge, the Governor of the Bank of England shrinks
from it. But what is he to do, swimming, with his boat burnt, between
the devil and the deep sea? At present, it appears, he compromises. He
applies the “sound” policy half-heartedly; he avoids calling things by their
right names; and he hopes – this is his best chance – that something will
turn up. (Keynes 1925b, 218–9; italics in the original)

In the presence of price stickiness, the effects of any departure
from equilibrium fall on quantities. In general, Keynes emphasizes
friction in the economy, which undermines the classical equilib-
rium hypothesis.7 Keynes was in a minority, but his position broke
with the received view, casting doubt on the theoretical reference
paradigm from which the essential properties of the commodity
standard were derived. This paradigm was the foundation of the
high credibility of commodity money; moreover, by anchoring the
actions of the monetary authority, it created a de facto form of co-
operation between countries.

Because credibility had weakened and maintaining the gold par-
ity was no longer the only objective of central banks, the system
was missing the necessary element for its success.8 Hence, the gold

7 This emerges clearly in the following passage, in which we can discern the presentiment
of a major crisis: “The gold standard, with its dependence on pure chance, its faith in
‘automatic adjustments,’ and its general regardlessness of social detail, is an essential
emblem and idol of those who sit in the top tier of the machine. I think that they are
immensely rash in their regardlessness, in their vague optimism and comfortable belief
that nothing really serious ever happens. Nine times out of ten, nothing really serious
does happen – merely a little distress to individuals or to groups. But we run a risk of the
tenth time (and are stupid into the bargain), if we continue to apply the principles of an
economics, which was worked out on the hypotheses of laissez-faire and free competition,
to a society which is rapidly abandoning these hypotheses” (Keynes 1925b, 224).

8 Comparing the prewar gold standard with the interwar period, Hallwood, MacDonald,
and Marsh remarked: “What is important and worth emphasizing, however, is the (joint
and individual) significance of the explanatory variables for the interwar equations.
This contrasts quite sharply with the picture for the Classical period and indicates that
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exchange standard, seemingly only a simple transformation of the
gold standard, had radically different characteristics. In this regard,
it is useful to recall the distinction drawn by Friedman (1961)
between “real” and “pseudo” gold standards: Under the former,
gold is used as money; in the latter, the government sets the price
of gold. Similar in appearance, the essential properties of the two
systems nevertheless differ by the presence, in the latter, of an
active policymaker. Moving to a gold exchange standard, there-
fore, implied the abandonment of a monetary mechanism that was
governed by a consistent set of rules, relatively immune to exter-
nal interference, and thus highly credible. The consequent loss of
credibility could hardly be offset by closer cooperation since any
such trade-off can be excluded. In addition, the sheer magnitude
of the shocks that buffeted European economies after World War I
together with the change in approaching the monetary mechanism
induced policymakers to consider domestic objectives as well, often
embracing different policy stances.

It is difficult to imagine how close cooperation could take the place
of the rules of the gold standard if the convention of central bankers
planned for the Genoa Conference to implement the new monetary
arrangements was never held.9 The scepticism of Benjamin Strong,

governments may have been pursuing goals in addition to the maintenance of gold par-
ity. Thus the evolution of the fundamental variables was felt by the markets to have an
impact on the credibility of the governments’ links to gold” (1996, 154). It should be
recalled that, as with other innovations in the monetary field, the development of the
gold exchange standard was rooted in an actual problem. After having set the parity of
the rouble in 1894, Russia made up for its lack of reserves by taking out loans and invest-
ing most of the funds in liquid assets denominated in marks, which were convertible
into gold. Both India and the Austro-Hungarian Empire also followed Russia’s example,
which had two advantages: Countries earned interest on their reserves, and there were
fewer disturbances in the international gold market (Hawtrey 1947, 60–1).

9 The testimony of the governor of the Bank of England before the Macmillan Committee
is eloquent in this respect: “It always appeared impossible, during those years when we
were waiting, to summon such a conference for the excellent reason that the people
would not come. They would not come, not because they were unwilling to co-operate,
but because they were unwilling to face the publicity and the questionings in their own
countries, which would arise if they attended any such conference, and all the attempts
that I made to that end failed” (quoted in Hawtrey 1947, 102).

[ 50 ]



P1: KAE
0521867592c03 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 1:27

The International Monetary System Between the World Wars

the influential chief of the New York Fed, on the effectiveness of the
gold exchange standard was shared by other central bankers. After
restoring the gold standard at an undervalued parity, France imme-
diately accumulated a considerable gold stock, reserves doubling
between 1926 and 1929 and quadrupling by 1931. After the trau-
matic experience of hyperinflation, Germany, too, maintained tight
monetary discipline. Hjalmar Schacht, president of the Reichsbank,
was a firm advocate of the gold standard.10

At the origin of the crisis of the monetary system was the incon-
sistency between the rules of the gold exchange standard, which
called for active monetary control, and the behavior of those central
banks that still stuck to the prewar gold standard. The responsibil-
ity of the central banks is stressed by Hawtrey in his analysis of
the causes of the depression:

For, even if there were non-monetary causes at work in 1929 and 1930,
which were tending to produce a violent compression of the consumers’
income and collapse of demand, it remains true that the action of the great
Central Banks at that time was independently tending to produce precisely
that result. For the curtailment of the flow of money, the Central Banks,
as the sole sources of money, must bear the responsibility. That responsi-
bility is hardly less if they are shown to have used their power to reinforce
disturbing causes which they might have counteracted, than if they them-
selves originated a disturbance in conditions otherwise calm. The collapse
of demand is another name for the appreciation of gold. It means the offer
of less gold in exchange for commodities. And we may regard the respon-
sibility of the Central Banks as arising from their control over the market
for gold. If some of them absorb a disproportionate amount of gold,
the others find themselves short of it, and between them they force its
wealth-value up. The responsibility of Central Banks for determining the

10 The dominance of those opposed to the gold exchange standard was illustrated by David
Williams: “Once the chief results of the gold exchange standard had been achieved –
stabilisation of exchange rates and the strengthening of monetary reserves – there was
increasing pressure by some important countries to revert to a gold bullion standard.
The gold exchange standard was never accepted as anything but a temporary palliative
by France; Germany and the smaller countries of West and Central Europe had a strong
desire to hold as much gold as was possible. The gold exchange standard in the ’twenties
was regarded not only as an expedient, but as a temporary expedient” (1963, 95).
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wealth-value of gold had been recognized at the Genoa Conference, but by
1929 the Conference had been forgotten and the responsibility disclaimed.
The Central Banks had reverted to the ideas of the nineteenth-century
gold standard, which limited their responsibility to restraining the expan-
sion of credit whenever it outran the available gold reserves. Here was
an objective which made no demands on the reasoning faculty; it could
be treated as an article of faith. Under the conditions of the nineteenth
century faith worked well enough, because the wealth-value of gold was
fairly stable. Only in the severe depressions of 1876–9 and 1884–6 were
there searchings of heart. In face of the wild vagaries of the wealth-value
of gold in the years following the war, faith was no longer enough.

(1947, 140–1)11

The rigorous policies of France, Germany, and the United States
were adopted for domestic purposes and conflicted sharply with
Great Britain’s need to return to equilibrium from the overval-
ued level of the pound. Such conflict between internal and external
objectives could not arise under the gold standard, as the overall
thrust of economic policy was directed toward maintaining par-
ity. The gold exchange standard weakened the credibility of fixed
exchange rates and the underlying policies, with major implications
for the adjustment mechanism. The de facto cooperation under
the gold standard ceased to exist and capital movements no longer
played a stabilizing role.12

11 In The Art of Central Banking, Hawtrey emphasized the consequences of the death of
Benjamin Strong, underscoring the central banks’ rejection of the gold exchange standard:
“It was a disaster for the world that Governor Strong died in the autumn of 1928, and the
experiment came to an end. And meanwhile the Genoa Resolutions have been thrown
aside. . . .But whatever Governments or Parliaments or experts may say, the opinion and
the practice of central banks have become rigidly adverse to the Genoa plan. Far from
regulating credit ‘with a view to preventing undue fluctuations in the purchasing power
of gold,’ they have systematically excluded any such purpose from consideration, and
have approximated to the purely mechanical system of gold reserve proportions, which
was accepted by the theory if not by the practice of the nineteenth century” (1932, 209).
On the role that the central banks should play in stabilizing the purchasing power of
gold, see also Young (1929).

12 Friedman summed up his assessment of the characteristics of the monetary system in
the 1920s as follows: “It was a period when the acceptance of the idea of independent
central banks was at its zenith, even the U.S. having finally come most of the way. It was
the era of the great Central Bank Governors: Moreau in France, Schacht in Germany,
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The fluctuation of exchange rates and the succession of crises
after World War I, especially in France and Germany, radically
transformed the macroeconomic framework and, consequently,
investor sentiment. In addition, economic policy in the leading
countries diverged. Paradoxically, those that applied the restora-
tion rule, such as the United Kingdom, lost credibility owing to the
difficulties of implementing deflationary policies, while those that
did not return to their prewar parities, such as France and Italy,
were able to adopt rigorous, credible policies, helped by the fact
that the disequilibrium accumulated over the course of the war was
partly offset by depreciation. The reduced credibility of the system
was reflected in an increasing preference for gold reserves. In this
initial stage of the transition from commodity money, the mon-
etary system was buffeted by a variety of forces that irreversibly
altered the reference scenario.

3.2. the great depression and the end
of the gold standard

The peculiarity of the monetary mechanism in the gold exchange
standard, exchange rate disequilibria, and the pursuit of domestic
policy objectives often in conflict with those of other countries set
the stage for a disruptive crisis. The key factor was the deflationary
impulse consequent on the fall of the money multiplier exacerbated
by bank failures.

The contraction is in fact a tragic testimonial to the importance of mon-
etary forces. True, as events unfolded, the decline in the stock of money
and the near-collapse of the banking system can be regarded as a conse-
quence of nonmonetary forces in the United States, and monetary and

Strong in the U.S., and above all, Norman in Britain, and of continuous interchange and
cooperation among them. It was also, as Mr. Rueff has so tellingly stressed, the era of
the gold-exchange standard, which, as I fully agree with him, made the system much
more vulnerable to monetary mistakes than it had been” (1968b, 273). Note that in this
passage the meaning of central bank “independence” is quite different from its modern
sense. In fact, it relates to the pursuing of discretionary monetary policy.
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nonmonetary forces in the rest of the world. Everything depends on how
much is taken as given. For it is true also, as we shall see, that different
and feasible actions by the monetary authorities could have prevented
the decline in the stock of money – indeed, could have produced almost
any desired increase in the money stock. The same actions would also
have eased the banking difficulties appreciably. Prevention or moderation
of the decline in the stock of money, let alone the substitution of mone-
tary expansion, would have reduced the contraction’s severity and almost
as certainly its duration. The contraction might still have been relatively
severe. But it is hardly conceivable that money income could have declined
by over one-half and prices by over one-third in the course of four years
if there had been no decline in the stock of money.

(Friedman and Schwartz 1963, 300–1)

This hypothesis of Friedman and Schwartz (1963)13 was devel-
oped further by Eichengreen (1992a), who highlighted the spread of
the deflationary process through the workings of the gold exchange
standard. Eichengreen’s analysis of the decline in nominal income
does not necessarily conflict with that of Friedman and Schwartz,

13 Frank Steindl (1991) and David Laidler (1993) show that Lauchlin Currie’s contribution
anticipated that of Friedman and Schwartz. In the 1930s, other leading economists, such
as Cassel, Fisher, and Hawtrey, had identified the fall in the money stock as an essential
factor in the events of the period. Irving Fisher, underscoring the decline in bank deposits,
remarked: “Between 1926 and 1929, the total circulating medium increased slightly –
from about 26 to about 27 billions, 23 billions being check-book money and 4 billions,
pocket-book money. On the other hand, between 1929 and 1933, check-book money
shrank to 15 billions which, with 5 billions of actual money in pockets and tills, made,
in all, 20 billions of circulating medium, instead of 27, as in 1929. The increase from 26
to 27 billions was inflation; and the decrease from 27 to 20 billions was deflation. The
boom and depression since 1926 are largely epitomized by these three figures (in billions
of dollars) – 26, 27, 20 – for the three years 1926, 1929, 1933. These changes in the
quantity of money were somewhat aggravated by like changes in velocity. In 1932 and
1933, for instance, not only was the circulating medium small, but its circulation was
slow – even to the extent of widespread hoarding” (1935, 5). Furthermore, John Williams
pointed out the multiplicative effect of gold flows: “The fixed exchange process is more
roundabout; international transfer of money may have effects upon the internal econ-
omy incommensurate with, and not directly related to, the initial change in the balance
of payments, particularly if, as in a fractional reserve against deposits system, the mon-
etary expansion-contraction is a multiple of the gold movement” (1937, 24). Recently,
Lastrapes and Selgin (1997) have emphasized the effect of the check tax, in force between
June 1932 and December 1934, on the rise in the currency ratio and, therefore, on defla-
tionary pressure. Bordo and Eichengreen (1998, 404–5) have summarized the various
positions of contemporary scholars on the causes of the 1929 crisis.
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but rather qualifies and extends it by considering the effects of eco-
nomic policy failures on other countries.14 Eichengreen overturns
the generally accepted interpretation of the impact of infringing the
rules of the game, according to which so-called competitive deval-
uations aggravated the crisis. In reality, the countries that took the
lead in abandoning their ties to gold came out of the depression
sooner and with lower welfare costs. Far from enhancing stability,
the gold exchange standard helped intensify and spread the con-
traction in economic activity. Because in the short run the stock
of gold is given, large fluctuations in the multiplier have a strong
impact on the money supply (Bernanke 1993, 257–8).

An additional problem was the asymmetry between the policies
of countries that lost reserves and those that accumulated them.
Whereas the former necessarily suffered a reduction in the money
stock, because they would have otherwise been unable to defend the
parity, the latter were able to sterilize the increase, thus intensifying
the deflationary impact. France and the United States accumulated
gold to the point that in 1932 their holdings represented 70 percent
of the world stock. In this regard, Herbert Grubel (1969, 133–4) sug-
gests two main reasons for countries’ preference for gold instead
of foreign exchange assets: first, the prestige deriving from their
currencies serving as reserves for other nations, which required
convertibility and thus holding conspicuous gold reserves; second,

14 “Traditional debates (such as the Friedman/Schwartz–versus–Temin debate in the U.S.
context) have faced off essentially monetary explanations versus explanations based
on ‘real-side’ maladjustments (e.g., overbuilding, excess capacity, underconsumption).
While some evidence could be found for many of these stories (and there is no question
that the Depression is an enormously complex event with multiple causes), many or most
of them suffer from being specific to one or a few countries. Eichengreen’s impressive
achievement is to have found the common shock that can explain the nearly simultaneous
onset of the Depression around the world. As it happens, this common shock was trans-
mitted through national money supplies, so at least in a proximate sense Eichengreen’s
work validates the monetarist thesis” (Bernanke 1993, 263–4; italics in the original).
Eichengreen (1996, 75 note 38) does disagree with Friedman and Schwartz on one point.
According to the latter, the Federal Reserve could have prevented the crisis given the
large stock of gold it held, whereas Eichengreen rejects this analysis. The question is still
open. In a recent essay, Bordo, Choudhri, and Schwartz (2002) restrict the validity of
Eichengreen’s hypothesis to small open economies.
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the expectation of a return on gold, in the form of capital gains
stemming from repeated devaluations, higher than the yield on
foreign exchange. Devaluation also heightened the uncertainty of
the value of foreign currency assets, which reduced their usefulness
as reserves. It thus became very difficult to reconcile protection of
the banking system with the maintenance of the gold parity. From
another perspective, the possible conflict between these two objec-
tives highlights an essential aspect of the evolution of monetary
institutions during the period. The gold exchange standard, which
was intended to limit the deflationary impact of the return to gold,
undermined credibility, thus triggering behavior that produced the
opposite effect and actually worsened the deflationary process.

Before World War I, by contrast, even critical situations did not
erode credibility. Exceptional events would be coped with by sus-
pending convertibility; verification of such exceptionality, which
was needed to ensure that policymakers were not violating the
rules of the game, was immediate. During the 1920s, the need for
greater flexibility in economic policy to face the postwar difficulties
loosened this verification mechanism, giving rise to diffuse insta-
bility. At the same time, central banks continued to refer to the gold
standard model, failing to take account of the restrictive effects of
the gold exchange standard on the money stock. Underlying the
crisis in the monetary system between the two wars was a failure
to perceive the implications of moving from an “automatic” to a
managed system, which required continuous and above all coher-
ent action to maintain stability. In fact, because the consensus on
the functioning of the monetary system had dissolved, countries
often had different views and interpretations. In the United King-
dom, the severity of the crisis was blamed on lack of liquidity,
while France ruled out monetary expansion because it would have
aggravated the situation.15 Underlying these contrasting views are

15 This uncertainty on the correct economic policy strategy is clearly described by Stephen
Clarke with regard to the United States in the decade following the Genoa Conference:
“Most important, the international side of United States economic activity was dwarfed
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distinct paradigms. The first, accepted by Keynes and the critics of
the return to gold, assigns economic policy a crucial role in driving
the economy toward a higher welfare path; the second is based on
an equilibrium model that precludes any such policy role. The con-
flict and, in general, the lack of a universally accepted model was
reflected in the inadequate behavior of central banks that ultimately
led to a disastrous deflation.

Countries had to choose between policy objectives – that is, either
maintaining parity or safeguarding the banking system. Austria
opted for the latter and introduced exchange controls to cope with
the crisis at Credit Anstalt, the country’s largest bank, in May
1931.16 Difficulties spread to Germany and Hungary and, in July
1931, Germany abandoned the gold standard and imposed exchange
controls. In Britain, the looser ties between banks and industry ini-
tially warded off any problems, but the deterioration in the trade
balance, which was at first offset by a surplus in invisibles, eventu-
ally became unsustainable and triggered large outflows of reserves.
Beginning in 1930, the collapse in world trade and the effects of pro-
tectionist measures imposed by many countries had aggravated the
crisis. The one-point increase in the discount rate on 23 July 1931
and a further one-point hike the following week were not enough
to stem the capital outflow in the face of plummeting expectations
for the exchange rate. The crisis culminated on 21 September 1931
with the formal suspension of sterling convertibility, marking the
symbolic end of the gold standard.

by the domestic side. The key to the experience of the decade seemed therefore to lie in
domestic economic management. Here, however, the verdict on orthodox principles was
contradictory. Laissez-faire and the reduction of government debt had been associated
both with the good times of the twenties and also with the crash. Thereafter, heroic
efforts to balance the budget and so maintain confidence in the government’s credit had
been accompanied by a worsening of the depression. In their perplexity, some concluded
that the remedy lay in an even stricter implementation of orthodox principles, while yet
others held that alternative policies – then regarded as radical and inflationary – were
required” (1973, 20–1).

16 This paragraph and the following one are based on Eichengreen’s reconstruction of inter-
war monetary developments (1996, 77–88).
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In the aftermath of these developments, we find three groups of
countries: One group continued to cling to the gold standard – the
United States, the Latin American countries whose currencies were
pegged to the dollar, and part of Europe, mainly France, Belgium,
Switzerland, Czechoslovakia, and Romania; a second, in Central
and Eastern Europe, employed exchange controls to defend the
exchange rate; the third, consisting of countries linked to the United
Kingdom, maintained a fixed exchange rate with the pound. The
countries that kept their link with gold lost competitiveness and suf-
fered the impact of their restrictive policies. Until 1932, President
Herbert Hoover, while taking some expansionary fiscal measures
to get through the depression, kept the gold standard as a key point
of his program and maintained a conservative policy stance (Temin
and Wigmore 1990). The election of Franklin Roosevelt altered the
course of American politics, producing a shift in the policy regime.
The dollar shed its ties to gold, with convertibility suspended in
April 1933, and the price of gold was allowed to rise. The objective
was to foster an increase in the price level, but there was no clear,
comprehensive economic policy design.17 In January 1934, the gold

17 Eichengreen underscores the shortcomings of Roosevelt’s advisers: “Neither Roosevelt
nor his advisers had a coherent vision of international economic policy. Fred Block calls
them ‘notoriously inept’ in their grasp of economics. FDR’s views were heavily influenced
by the ideas of two Cornell University agricultural economists, George Warren and Frank
Pearson. Warren and Pearson had uncovered a correlation between the prices of agricul-
tural commodities (which they took as a proxy for the health of the economy) and the price
of gold. To encourage the recovery of agricultural prices they urged Roosevelt to raise
the dollar price of gold, indirectly bringing about the devaluation of the dollar” (1996, 87
note 61). Clarke also describes Roosevelt’s peculiar, improvisational approach to the
London Conference and economic policy in general: “Franklin Roosevelt’s mishandling
of United States participation in the London economic conference is generally recog-
nized and understood. The elements in the debacle range from the President’s monetary
idiosyncrasies to his intense concern to maintain the momentum of domestic economy
recovery. During the first hundred days of the New Deal, the President encouraged a
great diversity of programs and proposals, some of them inconsistent with each other.
Among other things, he agreed to participate in a world economic conference that would
promote cooperative recovery measures but simultaneously complicated cooperation
by taking the United States off the gold standard. He favored a tariff truce but sanc-
tioned restrictions against imports under the National Recovery and Agricultural Adjust-
ment Acts. After the gloomy immobility of the Hoover administration, the new regime
was experimenting, keeping its options open, and choosing its course according to the
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parity, which had been $20.67, was fixed at $35 an ounce. The exit
of the United States weakened the other gold standard countries,
and they, too, eventually abandoned the standard. In 1936, France,
the Netherlands, and Switzerland suspended convertibility.

The transformation of monetary institutions in that period and
the difficulty of defining their characteristics, related to the transi-
tion process from commodity money to fiat money, are illustrated
by Friedman and Schwartz:

It is easier to describe the gold policy of the United States since 1934 than
it is to describe the resulting monetary standard of the United States. It
is not a gold standard in the sense that the volume of gold or the mainte-
nance of the nominal value of gold at a fixed price can be said to determine
directly or even at several removes the volume of money. It is conven-
tional to term it – as President Roosevelt did – a managed standard, but that
simply evades the difficult problems of definition. It is clearly a fiduciary
rather than a commodity standard, but it is not possible to specify briefly
who manages its quantity and on what principles. The Federal Reserve
System, the Treasury, and still other agencies have affected its quantity
by their actions in accordance with a wide variety of objectives. In prin-
ciple, the Federal Reserve System has the power to make the quantity of
money anything it wishes, within broad limits, but it has seldom stated
its objectives in those terms. It has sometimes, as when it supported bond
prices, explicitly relinquished its control. And it clearly is not unaffected
in its actions by gold flows. So long as the exchange rate between the
dollar and other currencies is kept fixed, the behavior of relative stocks of
money in various countries must be close to what would be produced by

immediate effects of diverse policies on the economy. And it was on the domestic economy,
perforce, that the President focused most of his attention. Preparation of the position that
the administration expected to present at the conference was left in the hands of a very
few subcabinet officials who had had little or no previous diplomatic experience. In this
preparation, guidance from the President was minimal. When Roosevelt gave his formal
written instructions to the delegation prior to its departure for London, James Warburg,
who had drafted them, experienced an ‘uncomfortable feeling’ that the President had, for
some reason, lost interest in the conference. Roosevelt’s insouciance may also account
for the poor quality of his appointments to the United States delegation, whose members
were unable to work in harness, were diplomatically inexperienced, and were sometimes
totally uninterested in the work of the conference. The success of a cooperative recovery
effort would have been problematic in any event; with such a delegation it was altogether
unlikely” (1973, 36–7).
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gold standards yielding the same exchange rates, even though the mecha-
nism may be quite different. Perhaps a “discretionary fiduciary standard”
is the best simple term to characterize the monetary standard which has
evolved. If it is vague and ambiguous, so is the standard it denotes.

(1963, 473–4)

The return to floating exchange rates differed from that in the
immediate postwar years, an experience that was viewed negatively
owing to the marked instability of the period, which was blamed on
speculation. Accordingly, in the second half of the 1930s the dom-
inant approach was managed floating, in which monetary author-
ities intervened to limit fluctuations in exchange rates. The first
countries to abandon the gold standard quickly emerged from the
crisis. Floating exchange rates made it possible to pursue expansion-
ary policies, improve competitiveness, and thus increase exports.
Such action to boost the economy was taken independently by each
country, focusing primarily on its own objectives. The attempt to
revive international cooperation at the London Conference in the
summer of 1933 failed. Three years later, the Tripartite Agree-
ment would do no better (Eichengreen 1992a, 379–82). There was
no coordination of economic policies, for which the very premises
were lacking. Rather, it was the pressure of events, especially the
severity of the depression and the grave malfunctioning of the mon-
etary system, that exerted a decisive influence. When the rigidity
of rules no longer left room for maneuver to attain welfare tar-
gets, the commodity standard was abandoned, leaving policymak-
ers with no clear idea of an alternative system. As Stephen Clarke
remarked:

The failure of the London conference left the international monetary
system in disarray. The harmony in official monetary thinking that had
prevailed at Genoa had been destroyed. The old orthodoxy was still cham-
pioned by the gold bloc but was given little more than lip service in Britain
and the United States. The traditional international monetary concep-
tion was dying without having been replaced by another more acceptable
model. (1973, 40)
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3.3. the properties of the monetary system and
the role of monetary theory

One of the key problems for scholars is the contrast between the
success of the gold standard up to 1914 and its subsequent collapse.
The diversity of the explanations advanced testifies to the analytical
difficulty. And most of the explanations suggested are unsatisfac-
tory, because, as Eichengreen and Flandreau (1997, 20–2) note, they
are based on elements that were present both before and after the
war: (1) the inclusion in central banks’ reserves of foreign exchange
assets as well as gold; (2) the dominance of the United Kingdom
in exports of capital goods and as a financial center (yet the weight
of France, Germany, and the United States was anything but neg-
ligible); and (3) Britain’s role as “conductor of the international
orchestra,” or hegemonic power (Kindleberger 1973).

Gathering up the threads of the arguments presented in this and
the previous chapter, a hypothesis can be suggested about the evo-
lution of the gold standard in the period straddling World War I.
Until 1914, the rules of the game, and especially the implicit rules
and the relative properties, provided for a consistent institutional
framework, so that the distribution of the money stock among the
various countries and the adjustment process were governed by
an “automatic” mechanism hinging on a highly credible gold par-
ity. After the war, this characteristic evaporated. Although this has
recently been acknowledged, we still lack a convincing analysis of
the determinants of credibility. A number of elaborate hypothe-
ses have been suggested18 but their composite nature saps their
explicative power. In reality, the many factors can be reduced to a
single hypothesis: the dominance of the paradigm of classical eco-
nomics, which was the basis of the gold standard rules and their
generalized acceptance. In the four decades before the Great War,

18 “In the late nineteenth century, the credibility of governments’ commitment to the main-
tenance of gold convertibility rested on foundations grounded in economics, diplomacy,
politics, and ideology” (Eichengreen and Flandreau 1997, 18).
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equilibrium was subject to tensions and shocks that, while less
intense than those of the 1920s and 1930s, were far from unusual.
Yet the disciplinary force of the gold standard was so great that any
pressure, however strong, in the direction of expansionary policies
was doomed to yield to the rules of the game.

What pressure existed for the pursuit of other policy goals was exceptional
and, ultimately, limited. At the gold standard’s European and North Amer-
ican 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.

(Eichengreen and Flandreau 1997, 19)

In other regions of the world, like Latin America, economic and
political conditions were too weak to comply with the gold stan-
dard rules. However, as Eichengreen and Flandreau argue, “[T]he
very contrast with Europe highlights what was unique and distinc-
tive about the gold standard system. At its core – in the indus-
trial nations of Northern Europe and their overseas dependencies –
the commitment to gold convertibility remained paramount”
(1997, 19). In fact, notwithstanding adverse shocks and the quest for
expansionary policies to counter them, belief in the gold standard
principles was so deeply rooted as to make any substantial devia-
tion unthinkable. Although monetary authorities resorted to dis-
cretionary action in the short term, they avoided meddling with the
rules of the game because this would presumably lead to instability,
interfere with the allocative mechanism, and create inefficiencies
in the productive process, ultimately compromising growth.

After the war, the consensus on the classical model began to
weaken. Although policymakers remained convinced of the valid-
ity of the model, economists reiterated their quest for a more perfect
monetary system with a view to stability of prices and of the econ-
omy in general, questioning the optimality of the gold standard
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and hence the contention that there were no alternatives capable of
attaining a higher level of welfare. For the first time in two and a half
millennia, the commodity standard began to lose its uniqueness in
the scenario of monetary arrangements.

The innovations suggested at the Genoa Conference were appar-
ently innocuous, mainly the greater resort to convertible currencies
and the stabilization of the relative price of gold, but their implica-
tions, not fully understood at the time, were momentous. Stuck to
the gold standard model, central bankers simply would not consider
gold and convertible currencies as on an equal footing, and the very
idea of discretionary action to stabilize the price level was alien to
them. The proposed reform asked central bankers to leave the sea of
tranquillity of the gold standard and set sail for uncharted waters.
Their resistance to change is no surprise.

The gold exchange standard explicitly changed only one of the
rules governing the gold standard: the price level rule. However, the
difficult postwar situation made the restoration rule inapplicable for
several major countries and prompted measures, such as restricting
gold convertibility, that tainted the rules and undermined the prop-
erties of the system. Given the interconnection between the rules,
some properties not directly affected by the innovations were also
impaired. With regard to Bagehot’s rule, for instance, interest rate
increases could no longer attract capital inflows given the weak-
ened credibility of the fixed parity, thus invalidating the stability
property. Hence, the bold attempt to improve on the design of the
gold standard, in reality, harmed the system irreparably, opening
the Pandora’s box of crises between the world wars.

The major change in paradigm is evident in the contrast between
the approach and results of the Cunliffe Committee of 1918 and the
Macmillan Committee of 1931, which influenced the conferences of
Genoa (1922) and London (1933), respectively. The Cunliffe Com-
mittee emphasized the benefits of the gold standard and the need for
its restoration, while the Macmillan Committee accepted the idea of
a managed currency aimed not only at maintaining parity but also
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at stabilizing the price level, output, and employment (Committee
on Finance and Industry 1931, 5, 118–9).19 These developments
overturned the vision of the monetary mechanism and the eco-
nomic system in general, which reveals Keynes’s influence on the
Macmillan Committee, of which he was a member. In the early
1930s, a consensus had not yet formed on any single paradigm,
and various views coexisted.20 Keynes’s position was decidedly
innovative, in contrast to the orthodoxy that held sway among
central bankers. The fuzziness of the state of the art shows that
opposing forces were at work, which gave rise to hybrid monetary
arrangements.

Explaining the crisis in the gold standard in terms of the dom-
inant role of theory in designing the rules and thus the economic
policy framework does not conflict with the other approaches but
rather encompasses them, reducing them to a single hypothesis.

19 Clarke underscored this point in summarizing the conclusions of the Genoa and London
conferences: “Although both the Genoa and London conferences must be classed as fail-
ures, the records of the negotiations and the memoirs of participants provide a fascinating
account of the interaction between economic developments and international monetary
thought. At Genoa the traditional gold-standard view, as formulated by British thinkers,
was accepted almost without question. Eleven years later this view was championed pri-
marily by the French and other Continental Europeans but was rejected in practice by the
United States, Britain, and the countries that were to comprise the sterling area. With this
shift in monetary views came two other crucial changes. At Genoa the aim was a unified
monetary system based on parities fixed in terms of gold – a system in which domestic
economies would have to adjust in order to maintain international equilibrium. By 1933
only the inflation-scarred Continental Europeans were clinging to the traditional order
of priorities, while Britain and the United States gave domestic recovery precedence over
external stability. The further outcome of London was to accelerate international mone-
tary disintegration, with the sterling area, the European gold bloc, and the United States
each dealing as best it could with its special regional problems” (1972, 2).

20 The uncertainty over the evolution of the monetary system was emphasized by Marco
Fanno on the last page of his Lezioni: “The abandonment of the gold exchange standard
by many countries virtually returned the world monetary situation to the state in which
it was before 1925 without offering even a glimpse of an immediate way out. In the mean-
time, in the midst of such severe monetary disorder, a wide variety of strange proposals
was advanced. Some argued for the global rehabilitation of silver and the restoration of
bimetallism, while others suggested abandoning metal-based systems altogether in favor
of managed currencies. It is too early and difficult to discern the fate of such proposals, but
even though the current concentration of gold in France and the United States hinders
the monetary readjustment of the other gold standard countries, it seems unlikely that
the world is ready to leave gold once and for all” (1932, 312; author’s translation).
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In fact, the properties of commodity money, above all credibil-
ity, depend on widespread acceptance of the underlying theoretical
model. Furthermore, the flexibility of prices and factor use, the effi-
ciency of the adjustment mechanism, and the ability to respond to
various types of shock are all characteristics that reflect the adher-
ence of policymakers and individuals to a laissez-faire vision and to
an equilibrium model.21 To use a recurrent analogy, the commodity
standard acts like an anchor: When a shock occurs, the economic
system as a whole undergoes a number of adjustments necessary
to stick to the parity, just as waves and undersea currents shift the
position of a sailboat around its anchor. Uncertainty about main-
taining the fixed parity deprives the system of its anchor or center
of gravity, thus leaving the monetary mechanism adrift.

Political factors may also have influenced the evolution of the
monetary system, but their effectiveness originated in the prevail-
ing monetary theory. In this regard, Britain’s resumption of gold
payments in April 1925 is eloquent. As Keynes argued, not return-
ing to the gold standard would have avoided a substantial welfare
cost, but Churchill was persuaded to opt for restoration (see foot-
note 6) by the overwhelming dominance of the classical paradigm,
which considered that cost a necessary part of reestablishing a stable
monetary system and, consequently, renewed growth.

21 “[I]n spite of all counterarguments, the ‘automatic’ gold standard remained almost every-
where the ideal to strive for and pray for, in season and out of season. Again: why? At
present we are taught to look upon such a policy as wholly erroneous – as a sort of
fetishism that is impervious to rational argument. We are also taught to discount all
rational and all purely economic arguments that may actually be adduced in favor of it.
But quite irrespective of these, there is one point about the gold standard that would
redeem it from the charge of foolishness, even in the absence of any purely economic
advantage – a point from which also many other attitudes of that time present themselves
in a different light. An ‘automatic’ gold currency is part and parcel of a laissez-faire and
free-trade economy. It links every nation’s money rates and price levels with the money
rates and price levels of all the other nations that are ‘on gold.’ It is extremely sensitive to
government expenditure and even to attitudes or policies that do not involve expenditure
directly, for example, to foreign policy, to certain policies of taxation, and, in general, to
precisely all those policies that violate the principles of economic liberalism. This is the
reason why gold is so unpopular now and also why it was so popular in a bourgeois era”
(Schumpeter 1954, 405–6; italics in the original).
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In addition to the crisis in the gold standard, this hypothesis
also clarifies another problem: the reluctance to abandon the gold
standard even after it was observed that the countries outside the
system had avoided the ruinous effects of the Great Depression.
Some interpretations again look to political factors, arguing that
the return to gold headed off a distributive conflict, making it pos-
sible to reconstitute an orderly economic policy framework after
the considerable uncertainty generated by the shock of the early
postwar years. However, the distributive conflict simply reflects
the sheer size of disequilibria during that period, stemming from a
multiplicity of factors all leading to a deterioration of the economies
involved and ultimately to inflation. The gold standard, then, was
viewed as the institutional setup that would reestablish monetary
and economic stability. Underlying this view, firmly held by poli-
cymakers, was the equilibrium model, which was believed to have
been the basis of the successful performance of the monetary sys-
tem in the four decades before World War I. The continuing intel-
lectual appeal of this model, therefore, explains the reluctance of
central bankers to deprive themselves of an efficacious, long-tested
institutional framework. As Eichengreen noted:

Nothing guaranteed that governments suspending gold convertibility
would take reflationary action. Abandoning the gold standard permit-
ted the adoption of reflationary initiatives but did not compel it. Recov-
ery required discarding not just the gold standard statutes but also the
gold standard ethos. Six months to a year of experience with inconvert-
ibility typically was required before governments abandoned that ethos
and began to experiment cautiously with expansionary initiatives. Poli-
cymakers in some countries went to incredible lengths to defend the gold
standard, precluding all option of reflationary policies. Shifting political
coalitions go some way toward explaining these cross-country variations
in economic policy responses to the Great Depression. But to simply tote
up the number of creditors and debtors, or to attempt to weigh the politi-
cal influence of producers of traded and nontraded goods, is to miss what
was special about the political economy of economic policymaking in the
1930s. The single best predictor of which countries in the 1930s allowed
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their currencies to depreciate and pursued reflationary initiatives, instead
of clinging to the gold standard or adopting equally stifling exchange con-
trols, was the experience with inflation a decade before. Countries that
had endured persistent inflation in the 1920s were loath to permit cur-
rency depreciation and to expand their money supplies. They continued to
associate depreciation and monetary expansion with inflation, even in the
midst of the most catastrophic deflation of the twentieth century. They
showed remarkable persistence in rejecting arguments for devaluation and
reflation in the face of incontrovertible evidence of their beneficial effects
in other countries. (1992a, 393–4)

The crucial point remains the policymakers’ widely held belief,
based on the classical paradigm, that the gold standard would restore
monetary and economic stability. In this approach, periods of defla-
tion – even long ones, such as that over the last quarter of the nine-
teenth century – were seen as natural features of the system, and
any impact on employment and output was considered a tempo-
rary inconvenience compared with the lasting benefits of a stable
monetary setting. This model was deeply ingrained in the policy-
makers’ cultural baggage and influenced their behavior even after
1929. The abandonment of the gold standard was imposed by the
pressure of events, not freely chosen. The changes suggested at the
Genoa Conference to revive the system were in fact a fatal blow.
They solved some immediate problems, but at the same time they
permanently undermined the rules of the game and the related
properties, particularly the cornerstone of the gold standard: credi-
bility. The erosion of the economic model underlying the commod-
ity standard was ultimately the cause of its irreversible crisis. The
central role played by economic analysis in shaping institutions
clearly emerges. It would become crucial in designing the Bretton
Woods monetary order.
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4 the monetary system in economic
analysis: the critique of the

gold standard

To the monetary historian, the 1920s is the decade of the
return to gold. Mindful of the long period of relative stability

enjoyed before the war, policymakers wanted above all to restore
the gold standard, because orderly monetary conditions were con-
sidered to be the prerequisite for renewed growth. Yet, the great
difficulties in the way of quickly reinstating the old rules posed
new questions and cast serious doubt on the smooth working of
commodity money. The economists’ advocacy of monetary reform
thus gained momentum, with a critical reflection on the optimal
design of the institutional framework that had only limited impact
on central bankers but nevertheless set in motion the transition
toward fiat money. Innovation, however, was necessarily founded
on an alternative theoretical model, able to challenge the received
view underpinning the gold standard. The spread of a new paradigm
sparked a lively debate and clashed with policymakers’ reluctance
to forsake a monetary order that had proved to be so successful.
Hence, proposals of monetary reform seldom considered severing
the link with gold altogether. The watershed in the debate was the
disruptive shock of the depression, which shattered the intellectual
status quo. Before it, the gold standard had continued to predomi-
nate and the economists’ innovative suggestions had exerted little
influence. Afterward, the critique of commodity-based monetary
standards gathered momentum and the need to construct a novel
system began to emerge.
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4.1. the mainstream and the emergence of the
gold exchange standard

In the aftermath of World War I, economists focused on float-
ing exchange rates and the related analytical apparatus, purchasing
power parity theory. Cassel’s hypothesis was widely discussed with
examination both of its theoretical consistency and of its empiri-
cal relevance,1 but the floating exchange rate regime was seen as
a transitory situation soon to be succeeded by the return to gold.
Nonetheless, the gold standard came under scrutiny because the
long-range swings in purchasing power in the nineteenth century
exerted a perceptible influence on the economy, particularly during
the deflation of the last quarter of the century (Robertson 1922,
116–7). In addition to this problem, which related to the very
nature of the commodity standard, the reestablishment of prewar
parities would have imposed a substantial adjustment cost in terms
of output and employment. These two criticisms had far-reaching
implications, because they respectively undermined the price level
rule and the restoration rule. Besides, given the link between the
implicit rules, Bagehot’s rule was also impaired by the consequent
loss of credibility. In the effort to overcome postwar hardships,
therefore, the suggested modifications of the gold standard even-
tually tainted the very properties of the system, the basis of its
success.

Some of the arguments in support of monetary reform, especially
the desirability of a stable price level, had already been advanced
before the war. Irving Fisher (1911, Chapter 13) drew a clear picture
of the state of the art at the acme of the gold standard, considering all
the possible models for organizing monetary institutions in relat-
ion to the objective of stabilizing purchasing power. Starting from
the proposition that only unexpected changes in prices produced

1 The topic originated a vast literature, Bickerdike’s 1920 article being a main contribution.
Other works included: Angell (1922), Bickerdike (1922), Pigou (1922), and Fanno (1923),
a collection of papers previously published in the Giornale degli Economisti.
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effects on the real economy, Fisher called for better forecasts of
price movements to mitigate economic fluctuations. That is, wider
knowledge of the quantity theory, which he considered to be “an
exact law of proportion, as exact and as fundamental in economic
science as the exact law of proportion between pressure and den-
sity of gases in physics” (1911, 320), would improve the ability to
calculate expectations and, by reducing entrepreneurs’ exposure to
inflationary “surprises,” reduce the amplitude of cyclical swings.
This decidedly modern argument postulated an inverse relation-
ship between the intensity of the cycle and the information avail-
able to economic agents. Rejecting several variants of the metallic
standard and inconvertible paper money2 as well, Fisher proposed
a system that combined the characteristics of the gold exchange
standard with those of the tabular standard, under which deferred
payments are linked to a price index. These ideas led to the plan for
a “compensated dollar” (Fisher 1913a), with the gold content of the
monetary unit changing with the price level so as to keep purchas-
ing power constant. This solution was meant to be acceptable to
economists of opposite schools: “conservatives” who admitted no
change to the gold standard and “radicals” whose reform propos-
als were ineffective (Fisher 1920, 335). In reality, as Fisher himself
recognized in connection with the tabular standard (1911, 335),
the project was tantamount to generalized indexation and not a
true mechanism for price stability. The analogy with measures of
length and weight is thus not very convincing because, actually,

2 Government interference in the issue of paper money was the greatest drawback to this
solution, which, anticipating Friedman’s simple rule, Fisher indicated as a “seemingly
simple way” to stabilize the level of prices. “It is true that the level of prices might be
kept almost absolutely stable merely by honest government regulation of the money
supply with that specific purpose in view. One seemingly simple way by which this
might be attempted would be by the issue of inconvertible paper money in quantities
so proportioned to increase of business that the total amount of currency in circulation,
multiplied by its rapidity, would have the same relation to the total business at one time as
at any other time. If the confidence of citizens were preserved, and this relation were kept,
the problem would need no further solution. But sad experience teaches that irredeemable
paper money, while theoretically capable of steadying prices, is apt in practice to be so
manipulated as to produce instability” (Fisher 1911, 329).
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standardizing the dollar3 implied its being continually adjusted as
prices changed.

Fisher’s contribution, therefore, did not consist so much in the
actual plan for a compensated dollar as in its analytical founda-
tions. Besides analyzing the redistributive effects of price insta-
bility, he underscored the role played by the uncertainty of infla-
tionary expectations in generating economic fluctuations (1920,
Chapter 3). In retrospect, his approach is not at odds with that
of today’s new classical macroeconomics but leads to a different
result, showing the effectiveness of monetary impulses because
it assumes a smaller information set for agents (Cesarano 1983a).
The suggestion of disseminating knowledge of the quantity theory,
considered to be the “true” model of the economy, can be seen as a
way of increasing the information available to individuals in order
to improve the accuracy of forecasts and reduce the variability of
income. There is thus a link between information and social welfare.
By eliminating the uncertainty of an unstable monetary unit, the
compensated dollar would result in more precise calculation of the
variables on which the economic agents’ behavior depends, thus
enhancing the stability of the economy.

[T]he fluctuating dollar hopelessly conceals the facts. It blinds the eyes of
the mass of men whose right it is to know the facts and whose duty it
ultimately is, under our democratic form of government, to choose one
or more remedies for such evils as exist. The fluctuating dollar keeps us

3 The main objective was to remedy the lack of a standardized monetary unit. “The truth
is, that the purchasing power of money has always been unstable. The fundamental
reason is that a unit of money, as at present determined, is not, as it should be, a unit
of purchasing power, but a unit of weight. It is the only unstable or inconstant unit we
have left in civilization – a survival of barbarism” (Fisher 1920, xxvi). In an appendix
to the second edition of his classic work on the quantity theory, published in 1922, he
remarked: “We have standardized even our new units of electricity, the ohm, the kilowatt,
the ampere, and the volt. But the dollar is still left to the chances of gold mining. . . .With
the development of index numbers, however, and the device of adjusting the seigniorage
according to those index numbers, we now have at hand all the materials for scientifically
standardizing the dollar and for realizing the long-coveted ideal of a ‘multiple standard’
of value. In this way it is within the power of society, when it chooses, to create a standard
monetary yardstick, a stable dollar” (Fisher 1911, 502).
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all in ignorance; whereas a stabilized dollar would lay bare the facts. It
is no exaggeration to say that stabilizing the dollar would directly and
indirectly accomplish more social justice and go farther in the solution
of our industrial, commercial, and financial problems than almost any
other reform proposed in the world to-day; and this it would do without
the exertion of any repressive police force, but as simply and silently as
setting our watches. Uncertainty is a mark of an undeveloped civilization,
and its demolition (through applied science, insurance, safeguards, and
standardization) is one of the chief characteristics of a highly developed
civilization. Our uncertain dollar is simply a relic of the Stone Age. It is
an anomaly to-day. (Fisher 1920, 111–2) 4

The compensated dollar proposal attracted wide attention in
a period still dominated by the gold standard and in any case
constitutes evidence of the change in the intellectual climate.5

After 1918, the debate centered on price stability and its eventual

4 Fisher’s proposal still draws some interest today. According to Robert Hall (1997), sub-
stantial adjustment of the monetary unit would have been necessary to attain the objec-
tive of price stability, because the purchasing power of gold had varied considerably
over time. Discretionary monetary policy would achieve better results than the com-
pensated dollar because, by using the information available, it could prevent fluctuations
in the price level. Hall’s observations, already put forward by Pigou (1927, 294), are a
corollary to the proposition that Fisher’s project amounted to generalized indexation,
with account taken ex post of the change in prices, and not a monetary reform in the
strict sense, concerned with the characteristics and quantitative control of the means of
exchange.

5 In May 1911, Fisher began urging President Taft to organize an international conference
on price stabilization. The Senate approved the project in April 1912 and authorized
an expense of $20,000, but Congress failed to examine the proposal in time. Fisher
(1913b) also indicated President Taft’s successor, Woodrow Wilson, as a supporter of
the conference, together with four hundred other personalities, including the leading
economists of the day. The construction of a monetary system capable of guaranteeing
price stability engaged Fisher throughout his life, not only as a public figure, but also
as an academic, and by 1937 he had devoted no fewer than 331 writings to this topic
(Gayer 1937, 441–2). In the aftermath of World War I, he thought this goal to be within
reach. “Only one real obstacle stands in our way – conservatism. But to-day, as a result
of the war, there is a new willingness to entertain new ideas. That is, the war has loosened
the fetters of tradition. It was the French Revolution which led to the metric system. It
would not be surprising if, as is being suggested, this war should give Great Britain a
decimal system of money, revise the monetary units of the nations so that they shall be
even multiples of the franc, give us an international money and stable pars of exchange
and, as the greatest reform of all, as well as the simplest, give us a monetary system in
which the units are actually units of value in exchange, as they ought, and were intended,
to be” (Fisher 1920, xxviii).
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incoherence with the rules of the gold standard, leading to consid-
eration of an alternative system, “managed” instead of a “natu-
ral” money. Economists nonetheless held widely divergent views
on the changes needed and hence the amount of discretion to be
granted to monetary authorities. Simplifying, three approaches can
be distinguished. The most prevalent embraced a concept of man-
aged money that aimed at stabilizing the price level but main-
tained a link with gold;6 the radical approach, mainly represented
by Keynes, proposed a further departure from the commodity stan-
dard, broadening the objectives of monetary policy; a conservative
one, chiefly supported by exponents of the Austrian school like
Mises and Hayek, staunchly advocated the gold standard.

The dominant approach reflected the idea that the monetary
order should serve the objective of stable purchasing power. Start-
ing from the analysis of the effects of a variable price level on the
efficiency of the price system and on income distribution (Hawtrey
1919, 428–9; Fisher 1920, 54–9), the argument against variabil-
ity was extended to the impact on output and employment and,
more generally, on business fluctuations. An ideal unit of account

6 In the opening paragraph of a lecture delivered at the London School of Economics,
Gustav Cassel clearly described the mainstream position: “The desirability of . . . [the]
restoration [of the gold standard] is generally taken for granted, and is no controversial
matter. Perhaps even too little so. The gold standard has without doubt its drawbacks.
Even in the conditions obtaining before the war, gold had by no means a constant value,
and the binding up of our standard with gold subjected it to all the variations in value
which the yellow metal experienced. Economists paid much attention to these variations
and to the inconveniences which the corresponding fluctuations in the value of money
or in the general level of prices caused to the economic life of modern society. But few
of them would then have gone so far as to propose the abolition of the gold standard
and the establishment of a scientific paper standard built on the principle of stabilization
of the purchasing power of money” (1923, 171). That this was the prevailing view was
recognized by one of its fiercest critics, Friedrich von Hayek: “We have all been brought
up upon the idea that an elastic currency is something highly to be desired, and it is
considered a great achievement of modern monetary organisation, particularly of the
recent American Federal Reserve system, to have secured it. It does not seem open to
doubt that the amount of money necessary to carry on the trade of a country fluctuates
regularly with the seasons, and that central banks should respond to these changes in
the ‘demand for money’, that not only can they do this without doing harm, but that
they must do so if they are not to cause serious disturbances” (1931, 108–9; italics in the
original).
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maintains its value through time so that, in every market,
obligations arising from contracts represent “an invariable com-
mand over wealth” (Hawtrey 1919, 429). According to Hawtrey,
the gold standard, fixing the price of one commodity whose accumu-
lated stock is extremely large relative to the supply flow, is a crude
but effective solution in the very long run.7 On the other hand,
Keynes (1923, Chapter 1) argued, substantial changes in purchasing
power like those after 1914 produce disruptive distributive effects
with momentous repercussions on growth. Inflation, driven by gov-
ernments’ financial needs and by the political influence of the debtor
class, saps confidence and discourages both investment and saving;
deflation benefits the rentier at the expense of the productive classes
and increases unemployment. Furthermore, changes in prices also
affect output via expectations: Entrepreneurs, anticipating the ris-
ing or falling prices, expand or contract productive activity. The
relationship between price dynamics and economic fluctuations
suggested a monetary hypothesis of the business cycle – “the trade
cycle is a purely monetary phenomenon” (Hawtrey 1922, 298; ital-
ics in the original) – entailing the implementation of credit policies
to prevent price level variations. But this is no easy task. Besides the
problems posed by interpreting variations in the price index, both
lags and imperfect knowledge of the transmission mechanism –
that is, the arguments supporting Friedman’s simple rule – make
policy targets difficult to attain. As Hawtrey remarked:

[W]hat is almost more fundamental, a change in the monetary supply
may manifest itself at first not in a change of prices at all, but in a change
in the volume of purchases; it may have made material progress before
the index number is affected. Stabilisation cannot be secured by any hard-
and-fast rules. The central banks must exercise discretion; they must be

7 Thus, the gold standard was often likened to a large lake (Fisher 1920, 95) with small
flows, in and out, that make adjustment in either the level of the water or in the intensity
of the flows very gradual and lengthy (Niehans 1978, 147 note 5). In this respect, Keynes
(1923, 11–2), emphasizing the stability of the price level in the century preceding World
War I, noted that the price index was the same at the beginning and at the end of the
period.
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ready to detect and forestall any monetary disturbance even before it has
affected prices. The policy can only be perfected by long experience.

(1922, 300)

These difficulties notwithstanding, the widely shared objective
of price level stability called for an appropriate institutional frame-
work. According to Hawtrey, the gold exchange standard was “the
favourite of currency theorists” (1919, 437), allowing increases
in the demand for money to be satisfied with fiduciary money.
However, besides warning against excessive monetary creation,
Hawtrey warned against the deflation caused by accumulation of
gold reserves while returning to the gold standard. Indeed, a highly
debated issue, impinging on the viability of the postwar mone-
tary system, was the adequacy of the gold stock. Some deemed
it redundant given the increase in mining since the turn of the
century (Snyder 1923, 277) and the accumulation by the United
States (Bellerby 1924, 185) or, more simply, because “a perfectly
conducted gold standard does not require any gold at all, or prac-
tically none” (Keynes 1924a, 171).8 Others, looking at the events
following the onset of the gold standard and antithetically inter-
preting the gold accumulation by the United States, warned of a
possible scramble for gold, as envisaged by the resolutions of the
Genoa Conference (Hawtrey 1922, 293). And finally, the supporters
of the gold exchange standard, while weighing both possibilities,

8 A few years later, Keynes recognized his failure to predict gold accumulation by cen-
tral banks, attributing it just to the “rashness and want of foresight of our monetary
authorities.” He emphasized the incoherence of central banks’ scramble for gold with
the recommendation of the Genoa Conference that reserves be allowed to be held in
foreign exchange. “. . . I was forgetting that gold is a fetish. I did not foresee that ritual
observances would, therefore, be continued after they had lost their meaning. . . . [I]f the
legal reserves of the central banks of the world are fixed at a high figure, and if they
prefer gold in their own vaults to liquid resources in foreign centres, then there may
not be enough gold in the world to allow all the central banks to feel comfortable at the
same time. In this event they will compete to get what gold there is – which means that
each will force his neighbour to tighten credit in self-protection, and that a protracted
deflation will restrict the world’s economic activity, until, at long last, the working classes
of every country have been driven down against their impassioned resistance to a lower
money wage” (1929, 776).
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considered the question much less important since what mattered
was the stability of the price level, which could be attained by the
controlled issue of convertible paper money (Hawtrey 1919, 437–8;
1922, 293–4; Cassel 1922, 281). In the main, the range of opinions
mirrored theoretical differences: Radicals, envisaging the demise
of the role of gold, neglected the question of gold stock inad-
equacy, while conservatives, supporting the gold standard, were
more sensitive to the problem.

Analyzing this topic, Feliks Mlynarski (1936a) emphasized a gen-
eral question. In a secular perspective, the demand for gold, fostered
by output and population growth, tends to increase more than the
supply, raising its relative price. The fixed gold parity thus comes
under pressure and devaluation eventually follows.9 Mlynarski’s
proposition is a corollary to the principle of incompatibility between
price stability and commodity standard. In the Tract, Keynes had
already underscored the deflationary bias of commodity money in
the course of centuries, interpreting the monetary manipulations
of the Middle Ages as an attempt to remedy the problem (1923,
162–3).

With the benefit of hindsight, it was the resilience of the gold
standard model that eventually led to the accumulation of enor-
mous reserves, that proved the undoing of the gold exchange stan-
dard. Central bankers, in fact, had no confidence in the postwar
innovations and, faithful to the gold standard, followed a policy not
always consistent with balanced operation of the monetary system.

9 “The historical tendency of the purchasing power of monetary metals is the tendency to
increase regardless of annual fluctuations or secular trends. . . .Meanwhile prices paid per
kilo of metal either by mints in coins or by central banks in notes have to remain stable,
because every monetary system consists in the first line in the stability of this price. Here
we discover a problem of cardinal importance to the economic history of the world. It is
obvious that in the long run the real exchange value must win and prices must change.
The increase in the exchange value must be followed, sooner or later, by an increase
in price. To-day’s pound sterling is a fraction of the pound as unit of weight. Similarly
to-day’s franc is a fraction of the livre and to-day’s mark a fraction of the original mark of
silver as unit of weight. The same can be said about the Roman as of copper. The history of
money reveals a tendency towards continual and gradual devaluation, i.e. towards raising
the price paid in coins or notes per kilo of the respective metal” (Mlynarski 1936a, 322).
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In Hawtrey’s analysis (1919, 438–9), international cooperation was
to stabilize the relative price of gold under an agreement setting
limits on the quantity of paper money in each country, thus com-
pensating for the weakening of automatic mechanisms. Though
not unaware of possible inconsistencies between price stabilization
and other aspects of the plan, Hawtrey considered it a significant
improvement on the past monetary order. A workable solution
could be reached through

. . . an arrangement between England and America, with a view to main-
taining their aggregate uncovered paper issues as nearly as possible at
a fixed amount, to providing for remittances between them on a gold
exchange basis, and to controlling credit with a view to keeping the gold
value of commodities, as measured by an index number, approximately
constant. The third of these conditions is the most novel, but, if it could
be carried into effect, would be the most useful. It might not be consistent
with the first, but where they differ it would, at any rate in theory, be the
more correct guide to follow, and the paper currency law could be adjusted
from time to time as might be necessary. The purpose of such a system
would be not merely to restore the gold standard, but to make it a more
trustworthy standard than it has been in the past. The demand for gold
as currency would, in fact, be so regulated as to make the value of a gold
unit itself in commodities as nearly as possible constant.

(Hawtrey 1919, 441–2)

That deep scepticism surrounded this reform project is confirmed
by the failure to convene the planned meeting of central bankers.10

The message of the Genoa Conference was ignored by critics or con-
sidered “with misgiving and suspicion as an academic proposal of
doubtful practicability” (Hawtrey 1922, 295); the balanced working
of the system was hindered by central bankers’ clinging to the gold
standard model. Accordingly, the gold exchange standard worked

10 According to Hawtrey, the meeting of central bankers would have quite a different
significance from the earlier ones. “Another international conference! What, will the
line stretch out to the crack of doom? But here there is a difference. The calling in of the
central banks is a recognition of the principle that currency policy is ultimately credit
policy, for the direction of credit policy is the special function of a central bank” (1922,
291).
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fairly well in the 1920s, as long as monetary policy, especially in the
United States and the United Kingdom, complied with the system’s
rules. When it diverged, crisis was inevitable.11

Policymakers’ reluctance to abandon the gold standard was also
due to fear of jeopardizing its properties, especially impermeability
to government interference. As Pigou noted (1927, 297–9), the
problem did not arise in exceptional circumstances, such as war,
when any set of rules, no matter how rigid, was necessarily violated.
Rather, it concerned “normal” situations in which a paper currency
is likely to be abused. In such cases, limiting note issue might be
helpful, especially for its value as a signal, because infringing the
limit would require ad hoc legislation. The gold standard’s property
of shielding policymakers from political influence was recognized
by most economists. As Robertson put it:

We must remember the enormous impetus to which any banking system
is subject, both from within and without, towards increasing continually
the volume of its loans, and the formidable difficulty of so regulating the
supply of money as really to meet the legitimate needs of trade. We must
remember, too, the pressure exerted upon Governments in the name of the
consumer to provide this and that – coal or railway-transport or house-
room – by some means or other below its economic cost. It is not surprising
if both bankers and Governments in their more responsible moments
desire to have some charm more potent than a mere metaphysical index-
number both to elevate before the people and to contemplate in the privacy
of their own cells. There are the same arguments against disturbing the

11 First the Federal Reserve Board and then the Bank of England after the return to gold had
experimented with a policy aimed at stabilizing the price level (Pigou 1927, 278, note 2).
A detailed study of these matters can be found in Hawtrey’s classic 1932 essay. In another
work, he saw France as having played a key role in triggering monetary instability.
“A price stabilization policy, such as that framed at Genoa, is in itself a safeguard against
inflation. Nor has the experience of the gold exchange standard gained since then supplied
any support for the fear of inflation. In the period from 1923 to 1928 when the gold
exchange standard was in fairly effective operation, the price level was falling rather
than rising. The event which gave the signal for general deflation in 1929 was the change
of policy on the part of the Bank of France, which ceased to buy foreign exchange, disposed
of 6 milliards of the foreign assets it already held in that form, and began to absorb gold
at the rate of 10 milliards in a year. It was the reversal of the previous adherence to the
gold exchange standard in one important case that disturbed a pre-existing equilibrium”
(1947, 230–1; italics in the original).
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simple faith of the banker and the City journalist (the politician perhaps
has none) as against disturbing that of the pious savage. If a gold standard
had never existed, it might be necessary to invent something of the kind
for their benefit. (1922, 121–2)12

The overriding purpose of price stability stimulated analysis of
both the strategical and tactical aspects of monetary policy. Despite
a nonsuperficial understanding of the handling of the discount rate
and of other tools – open market operations, reserve requirements,
moral suasion, and rationing (Gregory 1925) – economists were
hardly confident that they had sufficient knowledge of the trans-
mission mechanism and of the techniques necessary to attain that
goal. In particular, attention was drawn to changes in velocity that
might have the same sign as changes in money supply, thus rein-
forcing the latter, and to lags in policy effects. Monetary impulses
first impinged on expenditures and income before affecting prices,
making monetary control a complex task (Hawtrey 1922, 296–300;
1929, 74). The stylized fact relating price variability to output vari-
ability suggested a policy norm much like Friedman’s simple rule
(Bellerby 1924, 181). By contrast, the gold standard would ham-
per price stabilization, heightening cyclical fluctuations (Keynes
1924a, 169–71), and transmitting them to all the countries adher-
ing to what was in fact a “centralized system” (Hawtrey 1929a, 70).
The quest for a managed money to attenuate such volatility instead

12 Recalling the singular experience of the island of Yap with stone money (Friedman
1992, 3), Robertson noted: “Just so gold is a fetish, if you will, but it does the trick”
(1922, 123). In the fourth edition of Currency and Credit, Hawtrey gave an effective
description of the contrast between the theoretical shortcomings of metallism and the
defense of this principle by policymakers to avoid inflationary pressures. “This severe
and uncompromising doctrine [metallism] owed its success rather to its practical utility
than to its theoretical perfection. It grew up out of the political contests which raged from
time to time about currency questions. Attacked and defended by a thousand politicians
and pamphleteers, it long held the field as the one theory which provided an intelligible,
self-consistent, workable system. The economists did not pay such unreserved homage
to it as the practical men. They saw that the precious metals themselves cannot provide
an invariable standard of value, and they speculated on ideal currency systems based on
index numbers of prices and similar devices. But on the whole for most people sound
currency meant a metallic currency. In it they saw the only bulwark against inflationism,
that attractive but insidious financial vice” (1950, 416–7).
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implied an active role for the monetary authorities. Thus, accord-
ing to Hawtrey, the country most fit to take up this role was the
United States because “a central banking system has been estab-
lished there” (1929a, 76). These reform proposals carried momen-
tous consequences; they marked the departure from the commodity
standard, originating the birth of modern monetary policy.

The optimality of a stable price level was also examined within
the framework of sophisticated analyses of the business cycle. It
was argued that, given long-term contracts, uncertainty regard-
ing purchasing power hindered the smooth working of the capi-
tal and labor markets, eventually amplifying cyclical fluctuations
(Marshall 1923, 16–9). Price stability, widely accepted as a policy
aim (Cassel 1932a, 510; Pigou 1927, 251–7), was a “natural view”
(Robertson 1922, 111; 1928, 59) insofar as it eliminated the fac-
tors interfering with contracts and expectations that gave rise to
disequilibria in the economy. This result was open to one recur-
rent objection: the exclusion of recipients of fixed income from
the welfare gains deriving from an increase in productivity and
obtained through an increase in purchasing power. Accordingly, it
was held that in cases of great productivity growth prices should
be left to diminish, allowing workers to benefit without the need
for explicit and difficult wage demands. At all events, excluding
exceptional circumstances, the objective of stable prices remained
preferable.13

The importance of this conclusion lies in its contrast with the
rules of commodity money. In the past, the unquestioned need to
limit government interference had always prevented not only the
introduction of inconvertible paper money but also any accentua-
tion of the fiduciary elements of the commodity standard. After
World War I, this preclusion was not so clear-cut. The sheer

13 The issue was thoroughly analyzed in Robertson’s contribution to the Study Group on
the International Functions of Gold (1931) and in the discussion of his paper by several
economists. For a thorough, perceptive analysis of business cycle theory in the interwar
period, see Laidler (1999).
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magnitude of the shock had suggested that the rules of the game
might actually undermine the viability of the system. In particular,
the return to the prewar parity might have been feasible if it had
been done quickly, in the exceptionally serious situation obtaining
in the immediate aftermath of the war; once the emergency no
longer existed, resumption became problematical (Robertson 1922,
121). The criticism of the restoration rule, the cornerstone of the
credibility of the gold standard, tied in consistently with the objec-
tive of purchasing power stability, breaking the price level rule, to
complete the attack against the gold standard.

Far from complying with a principle of distributive justice, resto-
ration would have safeguarded prewar loans but would have more
than offset the losses on those granted during the war. Because
the latter were much larger than the former, the redistributive
effect of the rule would have been the opposite of that desired. This
argument was advanced not only by radical economists like Keynes
(1923, 148), but also by central bankers like Sir Charles Addis
(1924a, 168). The main focus, however, was on the macroeco-
nomic implications. Besides increasing the burden of the public
debt, the deflation needed to restore the prewar parity would have
had adverse repercussions on output and employment. Enforcing
the restoration rule in countries whose currency had depreciated
sharply was “almost inconceivable” (Snyder 1923, 276),14 and the
debate thus focused on more manageable cases, chiefly the United
Kingdom. The essential point of the restoration was credibility. As
Hawtrey remarked in a paper to the Royal Economic Society:

Well, some people would argue that there is no very great harm in devalu-
ing the pound. There is no special virtue in the pre-war gold value of 113

14 Allyn Young’s opinion was even more trenchant: “So far as the immediate future is
concerned, such a return is not only undesirable but impossible. The rapid rise of prices
was attended with economic injustice, unevenly distributed. But drastic deflation would
bring with it a new series of burdens and injustices, only in small part compensating for
the old ones. It would be a new instance of two wrongs failing to make a right” (1923,
5–6).
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grains of fine gold. It might be reduced to 100 grains or thereabouts, and in
a way it is true there is no great virtue in pre-war parity. But there is one
fundamental advantage in getting back to pre-war parity if we can: that
is, that if we have got back there with a certain amount of struggle, have
regarded it as an end for several years, and finally achieve it, everybody
believes we shall stay there. If we devalued, though we started with 100
grains, it might be convenient to change it to 85 grains later, and there
would not be that confidence in the gold value of the currency which is so
valuable in great financial affairs. (1924, 165)

The crucial importance of the restoration rule to credibility was
also recognized, in the other camp, by Keynes: “It is of the essence
of the argument that the exact pre-war parity should be recovered”
(1923, 150; italics in the original). Supporters of restoration were
quite aware of its distribution and output costs (Kemmerer 1920,
Chapter 3), but considered this a price worth paying: “By facing a
period of tribulation we can get back to a sound currency, and shall
reap our reward in having a clear future before us;” devaluation,
instead, is “open to the imputation that public faith is not kept”
(Hawtrey 1919, 434). Where the price level was not too far from the
equilibrium exchange rate, the return to the prewar parity would
restore monetary stability and foster exports and growth. However,
restoration would be excluded if it imposed high welfare costs. The
prevailing view at the beginning of the 1920s did not maintain the
rigid application of the gold standard rules, allowing some discretion
in reconstructing the monetary system.15

15 In the following passages, Cassel criticized the return to the prewar parity and provided a
good description of the difference between the traditional and innovative points of view.
“I believe, on these grounds, that upon a discussion as to the most suitable level for the
value of the new monetary unit the wisest course will be to disregard the point of view of
justice and to keep to the purely economic points of view. As is all economics, it is then a
question of directing our gaze to the future. We must indeed ask ourselves this question:
How can we at the earliest possible moment restore such conditions to the economic life
of the world as will prevent the world from going under? As far as this question affects
the value of money, there can be no other answer than this: We must, as soon as possible,
and with the least possible friction, restore stability not only in the internal values of the
various currencies, but also in their international exchange rates. The level at which the
value of money is then fixed is, relatively speaking, a matter of secondary importance”
(1922, 255–6).
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The criticisms and possible rejection of the restoration rule
turned the concept of the monetary mechanism upside down and
created the conditions for a modern approach. Prima facie, the
return to a given parity entailed a once-and-for-all adjustment of
the monetary equilibrium with the aim of reaffirming the fixed
nature of the monetary anchor. In reality, the rule would also have
indirectly influenced the conduct of monetary policy as a continu-
ous process, insofar as it forestalled the problem of time inconsis-
tency. Furthermore, it would also have supported Bagehot’s rule,
maintaining the credible gold standard parity as the cornerstone
of the country’s economic policies. The emphasis on deflation cast
doubt on the validity of the traditional model and paved the way
to a broader, more active role for central banks. Accordingly, the
repercussions of the war went well beyond the debate on the return
to gold and began to erode the fundamental principles underlying
commodity money.

4.2. radicals and conservatives

The numerous problems inherited from World War I gave rise to a
highly variegated range of opinions about the reconstruction of the
monetary system. A good sample is the “Discussion on Monetary
Reform” at the 1924 meeting of the Royal Economic Society, where
the conservative, mainstream, and radical views were epitomized
by Cannan, Hawtrey, and Keynes, respectively. The contribution
by Addis, a Bank of England director, illustrated the policymaker’s
standpoint, akin to the conservative position in the academic
world.

The most controversial issues arose from the radical critique
of the mainstream attempt to revive the prewar monetary order
through the gold exchange standard and advocacy of a more inno-
vative system, further detached from commodity money. The chief
exponent of this heterodox opinion was Keynes, whose Tract on
Monetary Reform, although overshadowed by the General Theory
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and even by the much criticized Treatise on Money,16 deserves close
examination for its treatment of fundamental analytical issues in
the attack on the gold standard. The emphasis was on inflation
expectations: An expected change in the price level was deemed suf-
ficient to trigger a mechanism with a cumulative effect on income
and employment (Keynes 1923, 36–8). Monetary control was thus
essential to prevent wide fluctuations in purchasing power.

It is one of the objects of this book to urge that the best way to cure
this mortal disease of individualism is to provide that there shall never
exist any confident expectation either that prices generally are going to
fall or that they are going to rise; and also that there shall be no serious
risk that a movement, if it does occur, will be a big one. If, unexpectedly
and accidentally, a moderate movement were to occur, wealth, though it
might be redistributed, would not be diminished thereby. To procure this
result by removing all possible influences towards an initial movement,
whether such influences are to be found in the skies only or everywhere,
would seem to be a hopeless enterprise. The remedy would lie, rather, in
so controlling the standard of value that, whenever something occurred
which, left to itself, would create an expectation of a change in the general
level of prices, the controlling authority should take steps to counteract
this expectation by setting in motion some factor of a contrary tendency.
Even if such a policy were not wholly successful, either in counteracting
expectations or in avoiding actual movements, it would be an improvement
on the policy of sitting quietly by, whilst a standard of value, governed
by chance causes and deliberately removed from central control, produces
expectations which paralyse or intoxicate the government of production.

(Keynes 1923, 38–9)

The approach adopted by Keynes bent the rules of the gold
standard to the pursuit of economic policy goals. This is the idea

16 Milton Friedman is an exception in this respect. “In listing ‘the’ classic of each of these
great economists, historians will cite the General Theory as Keynes’s pathbreaking con-
tribution. Yet, in my opinion, Keynes would belong in this line even if the General
Theory had never been published. Indeed, I am one of a small minority of professional
economists who regard his Tract on Monetary Reform, not the General Theory, as his
best book in economics. Even after sixty-five years, it is not only well worth reading but
continues to have a major influence on economic policy” (1997, 2).
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that underlay all of his contributions to the reconstruction of the
monetary system right to Bretton Woods (Cesarano 2003a). The
actual institutional arrangements varied, of course, with the under-
lying theoretical model. In the Tract, the model was the classical one
based on the Cambridge version of the quantity theory developed
by Marshall and Pigou, whose validity Keynes stressed: “[T]he
price level is not mysterious, but is governed by a few definite,
analysable influences” (Keynes 1923, 84). The quantity theory and
its extension to an international context, the theory of purchasing
power parity, provided the analytical foundation (1923, Chapter 3)
on which Keynes based his proposals for monetary reform (1923,
Chapters 4 and 5).

According to Keynes, the central bank could control the price
level, inter alia by offsetting the fluctuations in the Cambridge k
by means of variations in the currency stock, whereas under the
gold standard this was determined by the demand for and supply
of gold (1923, 85). Nonetheless, policymakers had to resolve two
separate problems – the once-and-for-all adjustment for restora-
tion and the monetary policy objective – by choosing respectively
between deflation and devaluation on the one hand and price sta-
bility and exchange rate stability on the other. Keynes’s preferred
solutions were devaluation and price stability. His criticism of defla-
tion, a necessary consequence of restoration, was based on several
arguments: The redistribution of wealth would benefit rentiers at
the expense of entrepreneurs, the expectation of an increase in real
interest rates would discourage investment, and economic activity
would slow down. Furthermore, in the countries where the dise-
quilibria caused by the war were most pronounced deflation was
unthinkable; restoring the prewar parity would have imposed too
heavy a burden.17 In fact, the restoration rule would have been

17 Italy was one of these countries. “In Italy, where sound economic views have much
influence and which may be nearly ripe for currency reform, Signor Mussolini has
threatened to raise the lira to its former value. Fortunately for the Italian taxpayer and
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effective only if applied rigidly because a partial revaluation would
have undermined credibility. Hence, restoration was practicable, as
Ricardo had already argued, when the discrepancy from the pre-
war parity was not more than 5 or 10 percent. As regards the choice
in favor of price stability, Keynes pointed to the growing experi-
ence in pursuing this objective and stressed the limits of the gold
standard. Where prices in the various countries diverged widely, as
in the aftermath of World War I, the classical adjustment mecha-
nism worked slowly and was unable to correct the disequilibria.18

Consequently, price stability, although difficult to achieve, was the
optimal solution.

Keynes’s conclusions implied rejection of the gold standard
because they violated both the price level rule and the restora-
tion rule. He contended that the advantages of the gold standard
(long-run stability of the value of money and exclusion of govern-
ment interference) no longer held because gold itself had become a
managed currency. Central banks regulated the flows of the metal,
so that the classical adjustment mechanism no longer operated.
In particular, the interest rate was seen as the means of stabilizing
prices and income and not of triggering capital movements as under
Bagehot’s rule (Keynes 1923, 163, 171–2). A managed currency,
unlike a natural currency, made it possible to limit the fluctuations
in the money stock, in both the short and the long run, in order to
stabilize the price level, economic activity, and employment. Keynes

Italian business, the lira does not listen even to a dictator and cannot be given castor
oil. But such talk can postpone positive reform; though it may be doubted if so good
a politician would have propounded such a policy, even in bravado and exuberance, if
he had understood that, expressed in other but equivalent words, it was as follows:
‘My policy is to halve wages, double the burden of the National Debt, and to reduce by
50 percent the prices which Sicily can get for her exports of oranges and lemons’” (Keynes
1923, 145–6).

18 Keynes followed the traditional interpretation of Hume’s model and made no refer-
ence to the law of one price. On the other hand, he stressed the role of the interest
rate in triggering capital movements that helped to overcome temporary difficulties
while tending to conceal the real problems in the case of structural disequilibrium (1923,
159–60).
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stressed these objectives and argued that transcending commodity
money would achieve a higher welfare path (1923, 172–3, 176,
196–7).

These analytical results were translated into concrete proposals
for reform. The monetary control mechanism, aimed primarily
at stabilizing purchasing power, did not preclude an exchange rate
objective as well. Furthermore, it did not have to be based on a fixed
rule, “a precise, arithmetical formula” (1923, 186), as did Fisher’s
compensated dollar, but could take the overall picture into account
by considering a wide range of variables (1923, 186–9). Keynes
accordingly proposed separating the stock of fiduciary money from
the gold reserves: The quantity of money would be independent of
the uncertainties of the gold market and could serve to stabilize the
price level, output, and employment.

It is desirable, therefore, that the whole of the reserves should be under
the control of the authority responsible for this, which, under the above
proposals, is the Bank of England. The volume of the paper money, on
the other hand, would be consequential, as it is at present, on the state
of trade and employment, bank-rate policy and Treasury Bill policy. The
governors of the system would be bank-rate and Treasury Bill policy, the
objects of government would be stability of trade, prices, and employment,
and the volume of paper money would be a consequence of the first (just –
I repeat – as it is at present) and an instrument of the second, the precise
arithmetical level of which could not and need not be predicted. Nor would
the amount of gold, which it would be prudent to hold as a reserve against
international emergencies and temporary indebtedness, bear any logical
or calculable relation to the volume of paper money; – for the two have
no close or necessary connection with one another. Therefore I make the
proposal – which may seem, but should not be, shocking – of separating
entirely the gold reserve from the note issue. (1923, 195–6)

This succinct yet pregnant passage delineates a full-fledged con-
ception of monetary policy. Instead of tinkering with the gold
standard, Keynes rejects it altogether and calls for a monetary
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mechanism controlled by policymakers.19 The emergence of a man-
aged currency, then, was considered inevitable.20

The Tract stands out for the originality that would mark Keynes’s
reform plans over the next two decades. Its innovative content was
nonetheless limited by the difficulty of reconciling the interests of
the dominant power with assignment of currency management to a
supranational authority. The problem was not only political in that
it had important consequences for the working of the monetary
system.

In the early 1920s, Keynes’s position was an extreme one. Many
economists agreed on reforming the gold standard, but without

19 Wicksell had already envisaged this approach with the overriding objective of stabilizing
prices, at a time when the protracted deflation since the early 1870s was giving way
to an inflationary trend: “[I]t would be possible to avoid such a rise of prices only by
the suspension of the free coinage of gold. This would mark the first step towards the
introduction of an ideal standard of value. Monetary discussions of recent years have
made us more and more familiar with such an international paper standard. While it is
usually regarded as a means of meeting a growing scarcity of gold, it might just as well, I
think, and must, come into being as a consequence of an over-abundance of gold. In any
case, such a prospect need not, on closer investigation, provide cause for consternation.
On the contrary, once it had come into being it would perhaps be the present system
which would sound like a fairy tale, with its rather senseless and purposeless sending
hither and thither of crates of gold, with its digging up of stores of treasure and burying
them again in the recesses of the earth. The introduction of such a scheme offers no
difficulty, at any rate on the theoretical side. Neither a central bureau nor international
notes would be necessary. Each country would have its own system of notes (and small
change). These would have to be redeemable at par by every central bank, but would
be allowed to circulate only inside the one country. It would then be the simple duty of
each credit institution to regulate its rate of interest, both relatively to, and in unison
with, other countries, so as both to maintain in equilibrium the international balance of
payments and to stabilise the general level of world prices. In short, the regulation of
prices would constitute the prime purpose of bank rate, which would no longer be subject
to the caprices of the production and consumption of gold or of the demand for the
circulation of coins. It would be perfectly free to move, governed only by the deliberate
aims of the banks” (1898, 193–4; italics in the original).

20 “For the past two years the United States has pretended to maintain a gold standard. In
fact it has established a dollar standard; and, instead of ensuring that the value of the
dollar shall conform to that of gold, it makes provision, at great expense, that the value
of gold shall conform to that of the dollar. . . .We have reached a stage in the evolution
of money when a ‘managed’ currency is inevitable, but we have not yet reached the
point when the management can be entrusted to a single authority. The best we can
do, therefore, is to have two managed currencies, sterling and dollars, with as close a
collaboration as possible between the aims and methods of the managements” (Keynes
1923, 198, 204; italics in the original).
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entirely excluding a role for gold. An exception was the Dutch
economist C. A. Verrijn Stuart who – arguing for price level stabi-
lization because otherwise “the medium of exchange [would] inter-
fere with the natural movements of prices and income” – proposed
the introduction of a nonmetallic system that allowed “a com-
plete adaptation of the provision of money to the existing demand”
(1923, 144–5). By contrast, the gold standard could not attain price
stability, and the gold exchange standard would be an even worse
solution because, decreasing the demand for gold, it would entail
inflationary effects (Verrijn Stuart 1923, 149).

Although Keynes appreciated Hawtrey’s contributions to man-
aged currency, he criticized the resolutions of the Genoa Confer-
ence and dubbed international cooperation a “pious hope” (Keynes
1923, 174), given the dominant position of the Federal Reserve
Board; and he argued that the gold exchange standard might prove
worse than the gold standard, of which it conserved the weaknesses
but not the strengths:

[S]ince I regard the stability of prices, credit, and employment as of
paramount importance, and since I feel no confidence that an old-fashioned
gold standard will even give us the modicum of stability that it used to
give, I reject the policy of restoring the gold standard on pre-war lines.
At the same time I doubt the wisdom of attempting a “managed” gold
standard jointly with the United States, on the lines recommended by
Mr. Hawtrey, because it retains too many of the disadvantages of the
old system without its advantages, and because it would make us too
dependent on the policy and on the wishes of the Federal Reserve
Board. (1923, 176)21

21 Robertson noted that “gold is passing more and more into the position of a Merovingian
monarch, with Governors Norman, Strong and Schacht as joint Mayors of the Palace”
(1928, 51). The special radicalism of Keynes’s approach was graphically described by
Ralph Hawtrey in the article “Money” that he wrote for the fourteenth edition of the
Encyclopaedia Britannica: “The Genoa plan is based on the continued general use of
the gold standard. Proposals have been put forward (particularly by Mr. J. M. Keynes)
for applying the policy of stabilization of purchasing power to a paper currency entirely
dissociated from gold. The practicability of such a plan is a matter of controversy, and the
general return to the gold standard throughout the greater part of the world has made
the question an academic one. Apart from schemes of the type favoured by Mr. Keynes,
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The differences from Hawtrey emerge clearly in the “Discus-
sion on Monetary Reform” at the meeting of the Royal Economic
Society, where Keynes (1924a, 172–5) raises two objections: the
problem of apportioning the cost of maintaining the price of gold
and that of cooperation between central banks. Viewing the latter
with sheer skepticism and disenchantment, Keynes pragmatically
suggested delaying restoration and experimenting with stabilizing
the price level. If this was the aim, then the return to gold, albeit
under modified rules, would be only apparent.22

In reality, the appreciable effort at Genoa to reconstruct the post-
war monetary system was marred by inconsistencies, chiefly related
to maintaining fixed exchange rates while pursuing price stability
by means of central bank cooperation, that would find their way
through the various reform proposals of the interwar period to
Bretton Woods. Most economists focused on stabilizing the price
level (Cassel 1922, 271–4) but unlike Keynes did not argue for sev-
ering the link with gold. Moreover, the behavior of policymakers,
firmly grounded on the gold standard model, thwarted the inten-
tion of the Genoa Conference.

At the opposite extreme to Keynes, conservative economists had
not abandoned the paradigm of commodity money at all.23 Cannan,

paper money dissociated from gold is a monetary disease. The abuse of paper money
became so prevalent during and after the World War, that it has been given an almost
disproportionately important place in latter-day monetary theory” (1929b, 698).

22 “Mr. Hawtrey wants to placate a good deal of feeling that exists in the world by pretending
that he keeps gold standard, whereas in fact he establishes a commodity standard. He pro-
poses to erect a façade of gold and then to regulate its value on the same principles as would
be adopted by those who aim at the stabilisation of general prices” (Keynes 1924a, 172).

23 Although central bankers’ views are not considered here, brief mention can be made
of Sir Charles Addis (1924b, 268–9), who countered Keynes’s suggestion to delay the
return to gold because it would heighten uncertainty and damage British trade, putting
forward a credibility argument: “The whole thing is largely psychological. If we say that
we are going to resume the free export of gold and say it in such a way that people will
believe it, you can take it as good as done” (1924b, 269). In his contribution to the Royal
Economic Society panel on monetary reform, Addis restated this point, stressing the
worldwide consensus to restore the gold standard – “the unanimity is complete” (1924a,
166) – and loosely contending that timely central bank policy was feasible also under the
gold standard by means of monitoring prices and unemployment data. His conservative
stance clearly emerges from a letter thanking Keynes for having sent him a copy of the
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though recognizing that price level stability “is naturally far more
attractive to the monetary theorist as an ideal to be worked for
the future” (1924, 160), favored the reestablishment of the gold
standard because of its operative simplicity and its invulnerability
to currency manipulation. Furthermore, a conservative strain of
thought, represented by such exponents of the Austrian school as
Mises and Hayek, opposed any and all forms of discretion. Although
price stability was desirable, the limited knowledge of the monetary
transmission mechanism made it impossible to achieve.

The ideal of a money with an exchange value that is not subject to varia-
tions due to changes in the ratio between the supply of money and the need
for it – that is, a money with an invariable innere objektive Tauschwert –
demands the intervention of a regulating authority in the determination
of the value of money; and its continued intervention. But here immedi-
ately most serious doubts arise from the circumstance, already referred
to, that we have no useful knowledge of the quantitative significance of
given measures intended to influence the value of money. More serious
still is the circumstance that we are by no means in a position to determine
with precision whether variations have occurred in the exchange value of
money from any cause whatever, and if so to what extent, quite apart
from the question of whether such changes have been effected by influ-
ences working from the monetary side. Attempts to stabilize the exchange
value of money in this sense must therefore be frustrated at the outset
by the fact that both their goal and the road to it are obscured by a dark-
ness that human knowledge will never be able to penetrate. . . .Once the
principle is so much as admitted that the state may and should influence
the value of money, even if it were only to guarantee the stability of its
value, the danger of mistakes and excesses immediately arises again.

(Mises 1912, 269)

Quite apart from the difficulties of implementation, then, a dis-
cretionary policy would be open to abuse by the government. The
strength of the commodity standard was that it prevented such

Tract: “I find myself in agreement with nearly all of it, I think, except the conclusion.
A managed currency may come some day, but I do not believe we are ripe for it yet. It
would be ill to work except in an atmosphere of confidence and belief which at present is
non-existent” (1923, 163).
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behavior; its weakness was the uncontrollability of the money
stock, which was clearly considered a lesser evil (Mises 1912, 270).
This standpoint reflected absolute faith in an equilibrium system.
Accordingly, the postwar crisis of the gold standard was attributed
not to defective operation but to a failure to observe its rules as a
result of the transformation into a gold exchange standard. In his
later treatise, Mises (1949, 780–1) traced this transformation back
to Smith and Ricardo, who had favored a currency made up exclu-
sively of fiduciary instruments in order to save resources. Ricardo’s
“ingot plan” substituted paper money for gold, while introducing
some room for maneuver for the bank of issue. Convertibility was
to ensure parity, but there was to be scope on occasion for dis-
couraging the conversion of notes. According to Mises (1949, 780):
“In dealing with the problems of the gold exchange standard all
economists – including the author of this book – failed to realize
the fact that it places in the hands of governments the power to
manipulate their nations’ currency easily.”

If the principle of discretion were accepted, fiat money would
be a better solution, saving resources in the form of gold reserves.
Hence, starting from the diametrically opposite position, Mises
(1912, 432) arrived at the same conclusions as Keynes and anti-
cipated the proposition put forward by Friedman (1961, 250–1) to
the effect that both extreme models, the gold standard and fiat
money, were to be preferred to the hybrid gold exchange standard.
Fiduciary instruments nonetheless created the conditions for an
inflationary bias; the ultimate defense of the monetary order lay
in a social system based on the private ownership of the means of
production (Mises 1912, 449).

These arguments were reiterated in a study on economic fluctu-
ations (Mises 1928), that stressed the independence of commodity
money vis-à-vis the government. In this respect, the gold standard
was seen as a conquest and the United Kingdom’s return to gold
as an attempt to defend it. Even though the gold standard did not
ensure price stability, a discretionary policy was to be rejected, both
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so as to avoid giving policymakers the power to determine the value
of money and because of the technical difficulties of achieving price
stability (Mises 1928, 46, 63, 103).

Following the same current of thought, Hayek analyzed the theo-
retical foundations of a monetary rule. In his works on the business
cycle (1929, Chapter 3), he emphasized not stable money but neu-
tral money. The introduction of money can result in the violation of
Say’s law, a concept already pointed out by Mill (1844, Chapter 2),
and hence in disequilibrium. On the other hand, the principle of
neutrality could not be immediately translated into a rule of mon-
etary conduct because the conditions of price flexibility and pre-
dictability were not satisfied. A suboptimal solution might have
been the stabilization of factor prices (Hayek 1933, 161).

In Prices and Production, then, Hayek criticized the advocates
of active monetary policy to avoid deflation (1931, 1–3), because
money must not disturb the allocative mechanism connected with
general economic equilibrium (1931, 30–1). This view excluded the
objective of price stability; accordingly, a fall in the price level as a
consequence of increased productivity was not just costless but also
had the advantage of avoiding distortions in the allocation of the
factors of production. Unlike Cassel and Pigou, Hayek proposed
keeping the quantity of money constant, although he admitted
the possibility of variations to compensate for changes in velocity
(1931, 121–4). Nonetheless, there remained the difficulty of iden-
tifying the natural interest rate that would equilibrate the capital
market and of preventing changes in the structure of production
due to the expansion of credit. In short, in view of the insuffi-
cient knowledge of the monetary transmission mechanism, it was
necessary to avoid discretionary action by policymakers as far as
possible by relying on a system, such as the gold standard, with a
good degree of automatism:

And I would claim for these investigations at least two things. The first is
that, as I have said in my first lecture, monetary theory is still so very far
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from a state of perfection that even some of the most fundamental prob-
lems in this field are yet unsolved, that some of the accepted doctrines
are of very doubtful validity. This applies in particular to the widespread
illusion that we have simply to stabilise the value of money in order to
eliminate all monetary influences on production and that, therefore, if the
value of money is assumed to be stable, in theoretical analysis, we may
treat money as non-existent. . . .The second conclusion to be drawn from
the results of our considerations follows from the first: So long as we do
not see more clearly about the most fundamental problems of monetary
theory and so long as no agreement is reached on the essential theoretical
questions, we are also not yet in a position drastically to reconstruct our
monetary system, in particular to replace the semi-automatic gold stan-
dard by a more or less arbitrarily managed currency. Indeed, I am afraid
that, in the present state of knowledge, the risks connected with such an
attempt are much greater than the harm which is possibly done by the
gold standard. (Hayek, 1931, 126–7)

In an essay devoted to monetary institutions, Hayek (1932)24

launched a frontal attack on the results of the Genoa Conference
and Keynes’s innovative ideas. The crisis of the gold standard was
not due to its defects but to the fact that its adjustment mechanism

24 This article first appeared in Deutsche Volkswirt immediately after sterling’s abandon-
ment of the gold standard. It was republished much later (December 1966) in French in
Revue d’Économie Politique, with an appendix containing a letter Hayek wrote to The
Times on 25 November 1931, but never published, in which he anticipated the issues
discussed in the article and criticized the policy of the United Kingdom. By contrast,
Keynes’s comment on the abandonment of the gold standard in The Sunday Express
on 27 September 1931 was not only positive but looked forward to a radical change in
monetary institutions, as can be seen from the opening and closing sentences. “There
are few Englishmen who do not rejoice at the breaking of our gold fetters. We feel that
we have at last a free hand to do what is sensible. The romantic phase is over, and we
can begin to discuss realistically what policy is for the best. . . . I believe that the great
events of the last week may open a new chapter in the world’s monetary history. I have a
hope that they may break down barriers which have seemed impassable. We need now to
take intimate and candid conference together as to the better ordering of our affairs for
the future. The President of the United States turned in his sleep last June. Great issues
deserve his attention. Yet the magic spell of immobility which has been cast over the
White House seems still unbroken. Are the solutions offered us always to be too late?
Shall we in Great Britain invite three-quarters of the world, including the whole of our
Empire, to join with us in evolving a new currency system which shall be stable in terms
of commodities? Or would the gold standard countries be interested to learn the terms,
which must needs be strict, on which we should be prepared to re-enter the system of a
drastically reformed gold standard?” (Keynes 1931a, 245, 249).
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was prevented from working by sterilizing inflows of gold and off-
setting outflows with an increase in the fiduciary note issue. Under-
lying these developments was the rise of managed money, the new
approach associated with Cassel, Fisher, Hawtrey, and above all
Keynes. Its origin can be traced back to the transition from the gold
specie standard to the gold bullion standard, Ricardo’s well-known
“ingot plan,” because in the first case an external deficit necessarily
resulted in a reduction in the stock of money, whereas in the second
the gold had to be withdrawn from the central bank, which could
annul the effects of the withdrawal by expanding credit (Hayek
1932, 128–31). The fundamental difference was between a sys-
tem that, beyond the short run, was independent of the monetary
authorities and one in which the latter were ultimately responsible
for the quantity of money. Hayek’s thesis that money played no role
in the 1929 crisis – in contrast with other contemporary interpre-
tations (Hawtrey 1932, 227–8; 1938, 272–3; Currie, Ellsworth, and
White 1932; Currie 1934; Laidler and Sandilands 2002) and with
the view prevailing today (Friedman 1960; Friedman and Schwartz
1963; Eichengreen 1992a) – was based on reference to the gold
specie standard, whose automatic nature would have forestalled
disequilibria in the market for money.

Although there are some differences between their approaches
to methodology and concepts of equilibrium,25 Mises and Hayek
anticipated Friedman’s views on monetary policy grounded in the
lack of knowledge of the transmission mechanism. Their proposed
solutions – gold standard and simple rule – differed because of the
spread of fiat money in the intervening period and their differ-
ent attitudes concerning friction and rigidities in the adjustment
mechanism, but the underlying approach was the same. Friedman

25 An instructive comparison of the Austrian and neoclassical schools can be found in a
recent article by Sherwin Rosen (1997). In his early writings on the business cycle and
money, however, Hayek appeared to refer, like Robert Lucas, to an equilibrium paradigm
rather than to an evolutionary model. For an examination of the contributions of the
Austrians to monetary theory, see Yeager (1988).

[ 95 ]



P1: KAE
0521867592c04 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 1:16

Monetary Theory and Bretton Woods

(1960, 81) based his rejection of the gold standard on its cost in
terms of resources, making fiduciary instruments preferable, and
on the fact that the money stock was not controllable in the long
run, which, when prices and wages were rigid, made adjustment
very costly. Hayek (1933a, 161) recognized these costs but consid-
ered them to be necessary and in any case less than the benefits
deriving from a system that was free from government interfer-
ence and able to ensure the stability of the economy. Their shared
scepticism with regard to the gold exchange standard and then the
Bretton Woods system reflected a common conception of monetary
policy rejecting discretion.

4.3. the irreversible crisis of the commodity standard

In contrast with the widely shared tenets of the gold standard, in the
1920s economists’ views of the monetary system were diversified.
The debate was heated. The immediate consequence was to open
a fissure in the commodity standard architecture with momentous
implications. The shocks of World War I combined with theoretical
advancement to foster the conviction that a managed money could
outperform a natural money governed by an “automatic” mech-
anism. Though still embryonic, these developments greatly influ-
enced the received view, weakening the postwar monetary recon-
struction and producing imbalances that culminated in the downfall
of the gold standard in September 1931. This epochal change is effi-
caciously described by Hayek, stressing the rise of a new theoretical
paradigm and Keynes’s role in it:

This abandonment of the gold standard undoubtedly implies a final break
with the unique tradition of more than two hundred years, on the basis of
which Britain has repeatedly returned to the gold standard at the cost of
great sacrifices, even after periods of temporary shock to its currency unit.
This time the sacrifices which had been made since 1921 were in vain,
because the responsible authorities were unwilling or unable to exact
what probably would have been the smaller sacrifices necessary to ensure
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the long-term position of the pound. The greatest responsibility for this,
however, must be borne by those who initially opposed the return to the
gold standard. For although their position was justifiable at that time,
they did not abandon it even when the gold standard had been restored
at its former parity, and fought with the utmost vigour against all the
measures necessary if that standard were to be finally consolidated. It is
beyond all doubt that they found an increasingly more receptive hearing
within the management of the Bank. If one wanted to describe the aban-
donment of the gold standard in Britain as ‘the economic consequences of
Mr Keynes’, and there are many reasons to do so, I believe that even today
J. M. Keynes would still regard such a statement not as criticism but as
praise. (1932, 132–3)26

Although Keynes’s radical views represented a minority posi-
tion, the objective of price stability to smooth out cyclical fluctua-
tions was almost a commonplace. However, the economists’ effort
to translate this theoretical framework into an institutional design
introduced elements of flexibility that substantially altered the
rules of the game, impairing the properties of the gold standard and
depriving the system of the coherence indispensable to viability. In
particular, the consistency of price stability with a fixed parity was
to be assured by central bank cooperation, but the very assump-
tions for its realization were lacking. In fact, the arguments in favor
of price stability not only violated the price level rule (because
the common price level was no longer determined by the world
demand for and supply of gold) but also invalidated the restora-
tion rule (rejecting the deflation necessary for its implementation)
and, hence, Bagehot’s rule, because the resulting loss of credibil-
ity tainted the effectiveness of interest rate maneuvers. The latter
were no longer used to trigger capital movements but to control

26 Hayek developed these ideas in a series of lessons he held at the Graduate Institute
of International Studies in Geneva, in which, among other things, he reaffirmed his
opposition to giving policymakers control over the quantity of money because this would
introduce an additional factor of instability (1937, 93). Concluding his article, Hayek
(1932, 134) correctly forecast that there would not be a rapid return to gold, while he
hoped, though in this he was to be disappointed, that the ideas developed within the
Macmillan Committee and in Keynes’s Treatise would soon be discarded.
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the money supply with a view to stabilizing prices and output and
employment as well. Hence, Hawtrey’s suggestion to compensate
for diminished credibility with closer international cooperation was
no solution. The relationship between these two factors is not an
inverse one and thus could not allow a trade-off that would ensure
the viability of the gold exchange standard.

The new approach to the monetary mechanism and the related
modifications of the institutional setup, therefore, set the overall
conception of the monetary standard on its head, moving from a
rigid system anchored by the gold parity, to which economic poli-
cies and the economy as a whole had to adjust, to a more flexible
structure, where the attainment of policy goals was entrusted to the
policymaker. This was not a change in degree but in kind. The main-
stream view was reflected in the Genoa Conference resolutions, but
radicals and conservatives alike were skeptical of their implemen-
tation and deemed the gold exchange standard as a hybrid, worse
than either the gold standard or fiat money. This variety of opin-
ions, perhaps only to be expected in a moment of transition, played
a crucial role in heightening the disruptive monetary imbalances
of the interwar period. While monetary arrangements lost their
prewar characteristics, central bankers stuck to the gold standard
model. Keynes made this point in a letter to Addis, criticizing the
quick restoration of the prewar parity, with these prophetic words:

The more I spend my thoughts on these matters, the more alarmed do I
become at seeing you and the others in authority attacking the problems
of the changed post-war world with – I know you will excuse my saying
so – unmodified pre-war views and ideas. To close the mind to the idea
of revolutionary improvements in our control of money and credit is
to sow the seeds of the downfall of individualistic capitalism. Do not
be the Louis XVI of the monetary revolution. For surely it is certain
that enormous changes will come in the next twenty years, and they
will be bad changes, unwisely and even disastrously carried out, if those
of us who are at least agreed in our ultimate objects and are aiming at
the stability of society cannot agree in putting forward safe and sound
reforms. (1924b, 271–2)
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The clash of opinions produced major disturbances that sparked
off the epoch-making transformation leading to the end of com-
modity money. The process was necessarily long, stretching over
half a century, and went through various stages. Ultimately, it pro-
duced a radical break with twenty-five hundred years of monetary
history.27 The interaction of innovative theoretical work and dis-
ruptive shocks irreparably undermined the received view. Eventu-
ally, the fatal blow of the depression called the classical equilibrium
hypothesis into question, thus driving the state of the art toward a
quite novel paradigm.

27 Angela Redish traces the transition from commodity money to fiat money back to the
Middle Ages, drawing attention to the fact that coins were not traded by weight and
to the diffusion of central banking principles in the nineteenth century. However, she
clearly recognizes the effectiveness of the commodity standard properties up to 1914.
“By the end of the nineteenth century Bagehot’s argument that the currency needed to be
managed and that central banks should act as a lender of the last resort had considerable
acceptance, especially in the United Kingdom. While the system had become less auto-
matic, the requirement of convertibility provided a credible anchor for the system and in
turn limited the scope for governments to try to manipulate the currency to earn seignior-
age” (1993, 785). In the same vein, Frank Graham remarked: “Since the introduction of
convertible substitutes for hard money there has always been some management of debt
currency, but management, in the sense in which the word is here used, viz. control over
the long-run value of money, did not anywhere appear until after the first World War”
(1943b, 11 note 9).
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5 the great depression: overturning
the state of the art

In the aftermath of 1929, the international monetary
system suffered a fatal blow and the theoretical debate took a

new course. Whereas in the 1920s policymakers had sought to make
the changes that would allow the restoration and improvement of
the gold standard, in the 1930s the way that system worked came
to be seen as a cause of the crisis, intensifying the calls for reform.
The movement away from the commodity standard quickened, and
policymakers were assigned an active role in stabilizing not just the
price level but also income and employment. With the definition of
instruments and targets, a full-fledged concept of monetary policy
as the central banker’s solution of an optimization problem came
to be widely shared among economic theorists. Monetary arrange-
ments had to be revamped to match that concept,1 a task whose
accomplishment met with substantial difficulties.

The interaction between theoretical advances and exogenous
shocks, the driving force of the evolution of the international mon-
etary system, was quite intense in the crisis-ridden interwar years,
especially after the onset of the depression, which stimulated inten-
sive research activity and was inevitably policymakers’ overriding

1 John Law (1705) was an early proponent of this approach. His original plan, intended to
remedy the scarcity of money in Scotland by issuing paper money backed by land, made
him “the genuine ancestor of the idea of managed currency, not only in the obvious
sense of that term but in the deeper and wider sense in which it spells management of
currency and credit as a means of managing the economic process” (Schumpeter 1954,
322). Law’s system was nonetheless based on theoretical metallism (Cesarano 1990).
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concern. The further move away from commodity money, widen-
ing the discretion and the functions exercised by monetary author-
ities, highlighted the role of theory in molding innovative rules of
the game. Knowledge of the direction in which economic analysis
advanced is thus essential for an understanding of the reform pro-
posals that would emerge in the early 1940s. The proposals had nec-
essarily to be consistent with the prevailing theoretical paradigm.
In this connection, the impact of the depression on economics was
overwhelming; it cast doubt on the very foundations of classical
economic theory. The analysis of the monetary system reflected
these developments: Until the mid-1930s, it was still grounded in
the equilibrium hypothesis, which the growing influence of Keynes
had begun to undermine.

5.1. the equilibrium hypothesis and the international
monetary system

The disruptive shock of 1929 powerfully enhanced the attractive-
ness of the idea of managed money. In the classical equilibrium
approach, a sharp contraction of economic activity was related not
to the inherent instability of the economy but to the significant
fall in the price level, which called for closer control of the money
supply. The theoretical conception of the monetary mechanism,
therefore, was turned upside down and the system was refounded
on principles quite different from those underlying the received
view. The postwar gold exchange standard, indeed, came to be con-
sidered as a major factor of disequilibrium. Recent research, too
(Choudhri and Kochin 1980; Huffman and Lothian 1984; Hamil-
ton 1987; Eichengreen 1988, 1992a; Temin 1989), has underscored
the role played by the international monetary system in exacerbat-
ing and propagating the depression, supplementing the hypothesis
turning on the sharp decrease in the money stock in the United
States (Friedman and Schwartz 1963). Actually, a similar approach
was already adopted in the 1930s. The cause of the crisis, in this view,

[ 101 ]



P1: KAE
0521867592c05 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 1:12

Monetary Theory and Bretton Woods

was the monetary contraction, related to the failure of the monetary
system. Thus, to account for the downfall of European economies,
Stafford remarked: “No one reason can satisfactorily explain the
depression, . . . but there can be little doubt that the monetary mech-
anism has spread and intensified economic maladjustment” (1931,
92–3). And, referring to the early 1930s, Brown noted: “[T]he
conviction became widespread that the gold standard was inher-
ently deflationary, and that adherence to it involved real costs that
were not compensated for by the advantages of a stable system of
exchange rates” (1941, 43; italics in the original).2 The domestic
and international aspects of the problem, however, were not clearly
distinguished because, in a metallic standard, they were closely
linked.

A notable exception was Irving Fisher (1934). He built a theory of
the propagation of the Great Depression, identifying the monetary
standard as the vehicle of the international transmission of booms
and depressions: The monetary standard transmits changes in the
price level, which in turn affect business conditions. Fisher cor-
roborated this hypothesis with a sophisticated empirical analysis,
showing that after 1929 all the gold standard countries experienced
a nearly identical fall in the price level as well as a highly similar
impact on output and employment. Furthermore, the closely inter-
connected countries of the sterling area also moved together and,
after sterling went off gold, were able to reverse the price trend
and alleviate the depression. By contrast, a third, “miscellaneous”
group of countries evolved in significantly diversified fashion. In a

2 Asking what made countries like Great Britain and the United States, which had sought
most vigorously to reestablish the gold standard, reject it altogether, Charles Rist
answered: “Nothing but the great economic crisis that broke in 1929. That ‘crash’ caused
the fall of the English pound and halted industries and increased unemployment in the
United States, thus inclining the two countries which hitherto had been most devotedly
attached to the gold standard to question the soundness of that system and take kindly
to the notion of a paper currency not convertible into gold, and ‘managed’ in such a
way as to put an end to business depression, raise prices, lighten the crushing burden of
debt and thenceforth guarantee a more regular, a more satisfactory, course of business”
(1934, 245).
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preferred analogy of his (see Chapter 4, note 7), Fisher likened the
international transmission mechanism to a system of lakes whose
level falls and rises together unless communication is obstructed.
Hence, a country outside a given monetary standard is like an iso-
lated lake whose canals to all the others have been cut (1934, 9).3

Fisher’s theory did not attract the attention it deserved because
of insufficient publicity (his 1934 paper was privately circulated
and, though published in the following year by the International
Statistical Institute, was not listed in the American Economic Asso-
ciation Index of Economic Journals; Dimand 2003, 54–5). Yet his
full-fledged explanation of the diffusion of the depression antici-
pated by half a century modern contributions. In any case, the need
to control monetary conditions instead of relying on the operation
of the gold standard had, by then, been widely accepted. Indeed, the
Great Depression wrought a major change in the fundamental prin-
ciples underlying the monetary mechanism. As Feliks Mlynarski
remarked:

The Ricardian theory merely admitted that under the free-trade system
the free movements of gold would check excessive fluctuations of price
levels, reducing all economic forces to one common world basis. The new
doctrine tackles the problem in a more positive way. If attempts to sta-
bilize the purchasing power of gold should be successful, there would be
no longer any violent fluctuations, and booms as well as slumps would
cease. From this point of view, and especially after the last disastrous eco-
nomic crisis, this stabilizing problem is the same as that of eliminating
excessive fluctuations of price levels, and as such it is the central prob-
lem of contemporary theory and practice. The automatic functioning of
the gold standard and a system of free trade were the leading ideas of the

3 In his classic essay on the balance of trade, Hume makes the same analogy: “All water,
wherever it communicates, remains always at a level. . . .But as any body of water may be
raised above the level of the surrounding element, if the former has no communication
with the latter; so in money, if the communication be cut off, by any material or physical
impediment, (for all laws alone are ineffectual) there may, in such a case, be a very great
inequality of money. Thus the immense distance of China, together with the monopolies
of our India companies, obstructing the communication, preserve in Europe the gold and
silver, especially the latter, in much greater plenty than they are found in that kingdom”
(1752b, 63–4).
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nineteenth century. The stabilization of the purchasing power of gold, i.e.,
a relative rigidity of price levels will, in all probability, be the leading idea
of the twentieth century. (1937, 273)

Price level stabilization was thus viewed as the means of pre-
venting sharp fluctuations in output and employment. This ana-
lytical construction remained within the confines of the classical
paradigm hinging on the equilibrium hypothesis. In this respect,
Keynes, in a 1934 radio piece eloquently titled “Poverty in Plenty: Is
the Economic System Self-Adjusting?” (1934), divided economists
into two groups according to whether they replied yes or no to this
question. Including Lionel Robbins in the first camp, Keynes lucidly
described in just a few sentences the essential principles of the clas-
sical position and the importance it attributed to the malfunctions
of the monetary system:

Professor Robbins . . . stresses the effect of business mistakes under the
influence of the uncertainty and the false expectations due to the faults of
post-war monetary systems. These authorities do not, of course, believe
that the system is automatically or immediately self-adjusting. But they
do believe that it has an inherent tendency towards self-adjustment, if it
is not interfered with and if the action of change and chance is not too
rapid. (1934, 487)

Keynes, instead, rejected the equilibrium hypothesis outright.
The General Theory, then, marked the start of decades of alterna-
tion in research programs. Looking ahead for a moment, after the
predominance of Keynesian economics, it was Milton Friedman
who led the counterrevolution in monetary theory and reestab-
lished the link with the classical tradition, especially in the light
of the initial results of his work on the monetary history of the
United States. As early as 1954, in a lecture in Stockholm titled
“Why the American Economy Is Depression-Proof,” he identified
the abandonment of the gold standard as one of the crucial inno-
vations that, together with changes in the fiscal structure and in
the banking system, would prevent bank failures and increase the
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controllability of the money stock, thereby averting the repetition
of a major crisis. From his historical studies, Friedman arrived at the
same result as the economists of the 1930s: “[M]onetary contrac-
tion or collapse is an essential conditioning factor for the occurrence
of a major depression” (1954, 82–3). Friedman qualified this propo-
sition by specifying that he was referring to the most acute types
of crisis, not to ordinary business cycles. This conclusion reaffirms
the continuity between his approach and the classical approach. In
the Rhodes Memorial Lectures, in fact, Gustav Cassel (1932b) had
distinguished the cyclical fluctuations prior to 1914 from the Great
Depression. The essential feature of the latter was the drastic fall
in the price level, which is a monetary phenomenon and therefore
admits of only a monetary explanation. Even if shocks of other
kinds occurred, monetary equilibrium could always be restored by
central bank action. Hypotheses that referred to disequilibria in
the market for goods or widespread overproduction were ground-
less (1932b, 41–51).4

Cassel’s view was representative of the theoretical framework
followed by most of the leading economists of the day. The starting
point was the need to limit the amplitude of cyclical fluctuations.
A large expansion would be a prelude to an equally large contrac-
tion in economic activity, so it was necessary to avoid phases of
excessive expansion. This objective was espoused not only by aca-
demics (Angell 1933, 64; 1937, 52–3; Hansen 1937b, 89; Hawtrey
1937, 144; Williams 1937, 26) but also by some policymakers, such
as Marriner Eccles, Chairman of the Federal Reserve Board (1937,
3–4). Reducing the variability of income was seen as a necessary

4 While acknowledging the presence of contrary opinions, Cassel argued that the sheer
severity of the depression pointed decisively to its monetary origin: “The fundamental
importance of a stable monetary system for the well-being of mankind has never been
so obviously demonstrated as in these hard times. But even now the explanation of
the causal connection and of the essentially monetary character of the whole crisis has
met with strong opposition. All possible kinds of explanations for the fall in prices have
been advanced, but wide and influential circles have obstinately refused to see that the
explanation lies in a defective monetary policy” (1932a, 507–8).
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condition if the growth path was to be prevented from entering
an area in which the stability of equilibrium was not guaranteed.5

The policy prescription was to stabilize the quantity of money –
or better, “the effective money supply (MV)” (Hansen 1933, 253;
italics in the original). Admittedly, this rule could not cope with
smaller cyclical fluctuations, which in any case could not be elimi-
nated and were a negligible problem (Angell 1937, 83). Of course,
explanations of the depression were not exclusively monetary. A
widespread hypothesis linked output movements to changes in
investment stemming from the varying pace of technical progress.
But even in analyses based on real factors, monetary policy action
was deemed a necessary condition for stabilization, possibly supple-
mented by other measures. As Alvin Hansen put it: “It is gradually
coming to be recognized . . . that it is a responsibility of the central
banks to prevent, as far as possible, a general collapse of purchasing
power. Yet it is doubtful, as we have seen, if they can perform this
function alone, without the aid of the government” (1933, 254–5).

The dominant approach, as described by Hawtrey, centered on
the dynamics of the money supply, the control of which pre-
vented major crises. Starting from the money–income relation-
ship, Hawtrey stressed the importance of the stability of the mon-
etary aggregates in preventing wide fluctuations in the economy,
which by its nature was stable. Thus, “the underlying cause of the

5 Eccles made this point clearly: “Those who believe in nature taking its course argue that
there are forces that tend to restore the flow of income when it is disturbed. . . .The
answer to this argument is that it is true as far as it goes, but it does not go far enough.
It assumes a condition of stable national income, and this is precisely the condition that
is absent during a general downswing. . . . Similarly, in depressions, when incomes are
falling, a reduction in prices may fail to stimulate demand. This is particularly likely to
happen if a further continued fall in prices is generally expected. Thus a departure from
stability, although it may set in motion corrective forces, also unfortunately produces
intensifying and aggravating ones. Our recent experience is grim witness to the fact that
these latter forces may far outweigh the corrective forces for an impossibly long period.
Before the self-generating forces of deflation in the last depression were exhausted or
were offset by positive government action, the national income had been cut in half, and
a sixth of our population was being supported out of public funds. Now that we are on the
upswing, the self-generating forces of revival might carry us into another boom unless
we are prepared to take corrective action in time” (1937, 7–8).
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trouble has been monetary instability. The industrial depression
and unemployment, the insolvencies, bank failures, budget deficits
and defaults, are all the natural outcome of a falling price level”
(1932, 228; italics in the original). He also attributed the catas-
trophic outcome of the crisis to inability to understand its causes: a
mistaken monetary policy aggravated by the unsatisfactory work-
ing of the monetary system. In fact, the massive accumulation
of gold in France and the United States was the primum movens
of a process fuelled by the failure of the adjustment mechanism.
The other countries were obliged to adopt restrictive measures to
defend their gold reserves, thereby accentuating deflation and has-
tening the collapse of the system.6 This interpretation was con-
sistent with an equilibrium approach that saw massive and per-
sistent unemployment as due to monetary causes and therefore
requiring a monetary cure. In this connection, prompt action by
central banks was crucial. According to Hawtrey (1932, 279–82),
when equilibrium is disturbed, the transition to a new equilibrium
position is complicated by the lags in the transmission of monetary
impulses and by lack of knowledge of the transmission mechanism,
the arguments that would be used on behalf of Friedman’s simple
rule. Monetary policy, therefore, must aim to smooth not the price
level, which is the fundamental variable in a static context, but

6 Cassel also made this point: “The fact that the gold-receiving countries failed to use their
increasing gold reserves for extending the effective supply of means of payment must
be regarded as abnormal and, therefore, as an independent cause of the fall in prices at
the side of the maldistribution of gold itself. Had the gold been used in a normal way
prices in France and the United States would have risen above the price-level of the
outside world. This would have led to an export of gold which would have saved the
outside world from a further fall in prices and helped it to maintain the Gold Standard.
Thus it may truly be said, that the breakdown of the Gold Standard was the result of
a flagrant mismanagement of this monetary mechanism. The payment of war debts in
conjunction with the unwillingness to receive payment in the normal form of goods
led to unreasonable demands on the world’s monetary gold stocks; and the claimants
failed to use in a proper way the gold that they had accumulated” (1932b, 71–2; italics
in the original). See also Cassel (1932a, 507–8) and (1932b, 64–5). That there was both
a scarcity and a maldistribution of gold was denied by Edwin Kemmerer (1932), an
unyielding supporter of the gold standard, who expected an inversion of the world price
trend due to the system’s automatic forces.
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consumers’ income and outlays, driving the economy in the suc-
cessive stages of the transition without causing further imbalances.
Hence, “the art of central banking is dynamic” (1932, 279; italics
in the original).

Before these contributions, James Rogers (1931, Chapter 6) had
closely examined the “golden spiral” accounting for the huge accu-
mulation of gold reserves in the United States. The large inflow
of gold brought about by World War I and enhanced by protec-
tive tariff policies did not raise the price level in the United States,
because it went to the Federal Reserve Banks in payment of member
bank borrowings; nor did prices fall in the gold-losing countries,
because of trade unions’ opposition to wage cuts. The easy mon-
etary conditions prompted the New York financial market boom
and attracted further foreign funds, balanced, however, by U.S.
investments abroad. The system had lost the automatism of the
prewar gold standard, so Rogers called for removing the obstacles
to the adjustment mechanism – price rigidities, tariffs, defective
banking policies – in order to stop the golden spiral. In this connec-
tion, he was not optimistic that the depression could be overcome
rapidly and presciently doubted that sterling could remain on the
gold standard (1931, 143–6) given the downward rigidity of prices
and the resistance to wage reductions, which increased unemploy-
ment and ultimately the public deficit. He emphasized the need,
in order to break the stalemate of world depression, to raise the
price level in the United States and consequently urged the Federal
Reserve Banks to refrain from playing “the part of gigantic sponges
continually soaking up the ever inflowing golden flood” (1931,
207) and resume the activist, effective policies of the early postwar
years.7

7 In a subsequent article, Rogers stigmatized the interruption of the expansionary mone-
tary policy begun in February 1932. In an inquiry into the “sources and uses” of “basic
credit” (1932, 246) pioneering the modern analysis of the monetary base, he showed how
the large open-market purchases were mostly offset by the repayment of member bank
borrowings.
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The idea of managed money thus gained ground, with a momen-
tous implication: the urgent need for monetary reform to control
the stock of money. At the institutional level, the system had to
be configured differently from a commodity standard. Pointing
out that the monetary system was no longer “automatic,” Fisher
remarked: “The question now is not at all whether we shall have
an automatic (unmanaged) or a discretionary (managed) currency.
The question is whether we prefer an irresponsible management
or a responsible management with a definite objective of stabi-
lization” (1935, 214). The equilibrium model was not abandoned,
and the severity of the crisis was attributed to the unsatisfactory
working of the postwar gold standard, related to the weakening of
its rules. However, if conservative economists and central bankers
attributed this malfunctioning to the substantial but temporary
war shock, the mainstream emphasized the irreversible, disruptive
changes in the operating conditions of the system, which had thus
become definitively unworkable.

The conservative view – held by such economists as Gregory
(1931), Jones (1933), and Rist (1934) – was not backed by original
arguments and progressively lost ground. An exception was Hayek
(1937), who, recognizing the dominance of the tenet of managed
money, set out to analyze its theoretical foundations critically.8

Aiming to show that the benefits of managed money are illusory, he
contrasted a truly international monetary system, in which money
flows are the result of individual behavior as between the regions of
a single country, with other arrangements characterized by a highly
developed banking sector and the presence of central banks. His
Monetary Nationalism and International Stability compares the
three setups in a way that the author himself called “rather pedan-
tic” (1937, 5). Essentially, Hayek considered the abandonment of

8 Hayek focused on theory because he assigned to the prevailing paradigm a decisive
influence on the shape of monetary arrangements. “I am profoundly convinced that
it is academic discussion . . .which in the long run forms public opinion and which in
consequence decides what will be practical politics some time hence” (1937, xii).
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the international system as the source of monetary malfunctioning.
Although it might seem paradoxical, many of his criticisms of the
postwar gold standard – chiefly the (de)multiplier effects of changes
in gold reserves on the money stock9 – were shared by the main-
stream. However, while the latter proposed to abandon the gold
standard altogether, Hayek called for a system that could mimic it
by reducing the multiplier effects of changes in gold reserves in
order to stabilize the stock of money (1937, 88–9). But implement-
ing this policy in countries that belong to an international mone-
tary system would be an additional source of instability. Because
a supranational monetary authority is utopian, an order based on
rules like the gold standard remains the best option (1937, 93–4).
Thus, Hayek’s reflections yielded no innovative recipes, showing
not only his unbending conservative stance but also the difficulty
of rethinking monetary arrangements.10

By contrast, mainstream economists considered most of the
transformations brought about by the war to be irreversible.11 First,

9 This basic feature of the interwar monetary mechanism, underscored by several of
Hayek’s contemporaries, is central to the modern literature. With reference to this
characteristic, Hayek remarked: “All this is of course only the familiar phenomenon
which Mr. R. G. Hawtrey has so well described as the ‘inherent instability of credit’”
(1937, 80).

10 In this regard, Henry Simons noted: “There is little agreement, and not much relevant
discussion, as to how the monetary rules of the game might effectively be altered to
prevent or greatly to mitigate the affliction of extreme industrial fluctuations. . . .The
worship of gold, among obviously sophisticated people, seems explicable only in terms
of our lack of success in formulating specifications for a satisfactory, independent national
currency – and certainly not in terms of the need of stable exchange rates for orderly
international commerce. Indeed, it indicates how little progress liberals have made in
showing, by way of answer to revolutionists, what kind of money rules might be adopted
to make capitalism a more workable system. On the other hand, the desire to hold to
something, in the face of perplexity, invites understanding sympathy – for certainly
we have made little progress in defining attractive alternative systems” (1936, 162–3,
168–9). Furthermore, Kemmerer (1933), while appreciating the advantages of the gold
exchange standard, pointed out its various defects – excessive pyramiding of gold reserves,
asymmetry in the adjustment mechanism, and diminished control of reserves deposited
abroad – and cast doubts on its future, confining its operation to smaller states and
colonies.

11 “In the post-War period a new gold standard was erected, but under conditions widely
divergent from [those] prevailing in the pre-War period. These conditions were in part
abnormal, being incidental to the War upheaval. In large part, however, they were the
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capital flows were now destabilizing. The greater scale of inter-
est arbitrage transactions together with international stock market
speculation put increasing pressure on interest rates, giving rise to
“abnormal gold movements” (Einzig 1930, 57–8).12 The gold stan-
dard adjustment mechanism was therefore hampered, heightening
fluctuations in economic activity (Mlynarski 1937, 271; Williams
1937, 28–9). Second, prices and wages were now much more rigid,
hindering the chief channels of adjustment (Gregory 1931, 83–4;
Williams 1935, 158; Hansen 1937a, 132–4; F. Graham 1940a, 24–5).
Besides, the notion of rigidity took on a more general meaning in
that it referred to the diminished adjustment capacity of markets
due to protection, fiscal policies, and labor legislation. In fact, the
smooth working of the gold standard postulates great flexibility
throughout the economy, which must adapt to the anchor of the
fixed gold parity. As Mlynarski remarked:

Under the classical gold standard and liberal economy based on free com-
petition, all elements of production were elastic, capable of more or less
automatic adjustment, with one exception, namely, the price of gold. The
price of gold constituted a kind of central axle with all other elements of
production and exchange revolving around it. The situation has changed
nowadays. There are fewer and fewer free prices, less and less elasticity
in general. Trade-unions fix the prices of labor. Associations of produc-
ers fix the prices of goods and regulate the volume of production. Public
economy has expanded, hampering private initiative. Moreover, the gold
standard has lost its classical principles. The rigid, unchanging price of
gold is replaced by a manipulated price. The system of one central axle,
constituted under economic liberalism by the price of gold, becomes an
anachronism. (1937, 306)13

result of deep-seated structural changes in economic institutions, changes which are not
likely to pass when the disturbances thrown up by the War have spent their force”
(Hansen 1937a, 131).

12 M. June Flanders (1989, 208) credits Marco Fanno (1935; 1939) with the distinction
between normal and abnormal capital movements, the latter being those originating in
causes other than differences in the rate of interest and interfering with the classical
price-specie flow mechanism.

13 Besides price and wage rigidity, Hansen drew attention to the possible international
policy divergence in several fields: “We have and we shall continue to have institutional
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The list of peculiar features cited to account for the malfunction-
ing of the monetary system could be lengthened almost indefinitely.
Paul Einzig (1930, 62–3) pointed to the political factor that led some
countries to accumulate substantial gold reserves either for prestige
or to exert pressure on other nations. Gregory (1931) considered
the sterilization of gold. Mlynarski (1936a, 327–30) summarized
the several defects of the gold exchange standard as gold hoarding
by central banks, the one-sided character of private gold arbitrage
transactions, the notable increase of short-term capital in the gold
centers, and the massive stock of gold accumulated by the United
States. Actually, most of these developments followed from a sin-
gle cause, namely the alteration of the basic properties that had
underpinned the success of the gold standard until World War I.

5.2. in search of a new monetary order

In the disaster of the depression, analysis of the monetary system
was not limited to its technical modus operandi, as in the after-
math of the war, but went to its very foundations. As Hawtrey
noted, “[G]old at first preserved something of its sacrosanct char-
acter. Only the portentous deflation of the nineteen-thirties broke
the spell, . . . bring[ing] the entire traditional monetary system into
disrepute” (1950, 423, 426). Although diagnoses were not lacking,
there was hardly an unambiguous indication of therapy. In any case,
the all but universal call for new monetary arrangements ended the
consensus endorsement of the gold standard. What had long been
considered an ideal model now came to be seen as the cause of
the depression and the prime obstacle to the restoration of stable

arrangements making for wage rigidity; no democratic country can root out trade unions
or turn its back on social legislation. We have and we shall continue to have our central
banking systems. We have and we shall continue to have powerful centrifugal forces
tending to break up the international system. Nationalistic management of money, tariffs,
public expenditures, taxation, public debt, and wage rates make an international system
unworkable so long as these policies diverge into as many directions as there are nations”
(1937a, 134–5).
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monetary relations.14 Together with the urgent problem of massive
unemployment, the reconstruction of the international monetary
system was a serious intellectual challenge.

Extreme, clear-cut solutions were increasingly rejected. The sim-
ple return to the gold standard was deemed unfeasible, except by a
handful of die-hard conservatives, owing to the structural changes
brought about by the depression. At the same time, in light of the
experience of the 1920s, totally flexible exchange rates were con-
sidered potentially disequilibrating and, in any case, too radical an
innovation.15 In fact, there was little support for complete flexibility

14 Rogers stressed the particular nature of the depression, its role in the changed approach
to the monetary system, and the importance of Roosevelt’s policy. “To describe the recent
currency experiences of the United States is to recount one of the strangest and most
dramatic episodes in monetary history. While occasional depreciation of the world’s chief
units of value has apparently been the rule rather than the exception in past ages, the
motivating influence in every earlier recorded experience seems to have been the financial
needs of the sovereign (and more recently of the government) rather than the economic
well-being of the country. Until 1933, history had failed to record a single instance of
a great country’s resorting to currency depreciation for the avowed and sole purpose
of reviving internal prosperity. The honor of initiating so drastic and so far-reaching a
remedy for domestic ills fell to the United States under the leadership of Franklin D.
Roosevelt” (1937, 99).

15 Despite his bent for unorthodox theorizing, Keynes was an inflexible opponent of freely
floating exchange rates. Thus, Moggridge remarks: “By the time Keynes came to draft
his proposals for the post–World War II monetary system, he had at one time or another
recommended almost every exchange rate regime known to modern analysts except
completely freely floating exchange rates” (1986, 66–7). In this connection, Flanders
asks whether Keynes’s viewpoint stemmed from “his (aesthetic?) distaste for floating
rates” (1989, 184). An answer was provided by Keynes himself, on 13 October 1936,
in a letter to a German student who had questioned him on the point: “Perhaps my
views could be summarised as follows: (1) In general I remain in favour of independent
national systems with fluctuating exchange rates. (2) Unless, however, a long period
is considered, there need be no reason why the exchange rate should in practice be
constantly fluctuating. (3) Since there are certain advantages in stability and knowing as
much as possible beforehand what is likely to happen, I am entirely in favour of practical
measures towards de facto stability so long as there are no fundamental grounds for a
different policy. (4) I would even go so far, in order to get practical agreement, as to give
some additional assurance as to the magnitude of the fluctuation which would normally
be allowed. I should dislike an absolute pledge. The magnitude of the fluctuation which
would be suitable would depend upon the circumstances of the country, but, provided
there was no actual pledge, I should think that in most ordinary circumstances a margin of
10 percent should prove sufficient. (5) I would emphasise that the practicability of stability
would depend upon (i) measures to control capital movements and (ii) the existence of a
tendency for broad wage movements to be similar in the different countries concerned.
(CW vol. 11, p. 501)” (quoted in Moggridge 1986, 66).
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with only a few exceptions. A notable one was Frank Graham
(1940b, 25–6) in his quest to introduce fiat money. Another instance
was that of Erik Lindahl (1937, 311–2), who, in order to implement
an autonomous monetary policy with the objective of price sta-
bility, envisaged a system of “free currencies,” in which exchange
rates would fluctuate between different currency areas, such as the
sterling bloc. In general, underlying the argument for exchange
rate flexibility was the need to avoid the disruptive effects, in a
deflationary environment, of wage rigidity and the increasing bur-
den of debts, both public and private. This was strongly argued,
for example, by Evan Durbin (1935, Chapter 7): Stabilizing money
incomes by appropriate monetary and fiscal policies would substan-
tially limit the variability of exchange rates, which would prove far
less traumatic than the sudden departures from fixed parities.

The literature mainly focused on middle-of-the-road solutions,
taking measures to relaunch the gold exchange standard – extin-
guish the war reparations, liberalize international trade and capital
movements, and reduce central banks’ demand for gold reserves
(Cassel 1932b, 89–92) – and cooperating to stabilize the relative
price of gold. However, the transformation of the international
monetary system had undermined the conditions for cooperation,
making monetary reconstruction a difficult task indeed. The sug-
gestion of a managed currency remained generic; and given the
resilience of the gold standard as a model for policymakers, it some-
times revealed a basic inconsistency between domestic economic
objectives and maintenance of the gold parity. This was the crucial
problem underscored in Keynes’s Tract, as Friedman recognized
(1984, 157). Today, it is still at the center of the debate on the
so-called “irreconcilable trilogy” or “holy trinity” or “eternal tri-
angle”: fixed exchange rates, freedom of capital movements, and
discretionary economic policy.

The reluctance to abandon gold or a fixed exchange rate regime
while calling for activist domestic policies often made reform
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proposals very weak, incomplete, or downright wrong. Neverthe-
less, economists offered useful intuitions. One was the point raised
by Cassel (1936, 240–1) and again by Frank Graham (1940a, 19) on
a provisional gold parity that was perceived to be such by economic
agents. Considering the high probability of a downward revision
of the parity, a particular opportunity for speculation would arise,
a one-way bet, which would be one of Friedman’s main arguments
against the Bretton Woods system (Friedman 1953a). Graham sin-
gled this feature out as the “Achilles’ heel” in monetary standards
and suggested widening the range of exchange rate changes around
“a predetermined but unannounced norm” (1940a, 21) so that the
monetary authority could, by heightening uncertainty, defeat spec-
ulators. Mlynarski proposed technical measures – reducing the legal
reserve requirements, widening the gold points to check short-term
capital movements as suggested by Keynes, and issuing gold certifi-
cates cleared between central banks to create “a gold clearing stan-
dard” (1936b, 337; see also Mlynarski 1931, Chapter 6) – which,
together with new forms of credit to shore up debtor countries,
would realize the much-sought-after cooperation. Beside its tech-
nical aspects, Mlynarski’s analysis is noteworthy because it antic-
ipates some key elements of the Keynes Plan – that is, clearing
and short-term credit to overcome temporary payments imbal-
ances. The intellectual effort to improve the monetary system
while recognizing the difficulties is eminently illustrated by Jacob
Viner:

If I may express an individual view, we know too little as yet of the possibil-
ities of stabilization to take immediately any major steps in that direction.
The hostility of central bankers and the menace of political control are
genuine and important factors in the situation. The gold standard is a
wretched standard, but it may conceivably be the best available to us. Its
past record, bad as it is, is not necessarily conclusive in this respect, as
the only alternatives which have actually been tried have, on the whole,
had an incomparably worse record. But we won’t know the possibilities of
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alternative currency systems until we try them, and both the prevailing
atmosphere and prevailing conditions are favorable to cautious experi-
mentation. (1932, 37–8)

Unlike the advocates of change, Ralph Hawtrey still considered
the gold exchange standard an “ideal plan” (1932, 250) that did not
suffer from structural defects but from violation of the rules and
in particular the failure to cooperate in stabilizing the relative price
of gold. In the 1920s, the principles laid down at the Genoa Con-
ference had been observed, but subsequently central banks failed
to stabilize the quantity of money and hence income (1932, 243).
Instead of looking at changes in the gold reserves, not a timely
signal because they emerge after the effect on aggregate demand,
other variables had to be considered, such as the price level and out-
put, and credit regulated to attenuate cyclical fluctuations (1932,
257, 262, 301). Reaffirming his belief in the gold exchange stan-
dard, Hawtrey (1938, 273) stressed the need to avoid not so much
a “managed standard” as “mismanagement” – excessive instabil-
ity of the money stock. The weak point is the implicit assumption
of the invariability of the properties of the monetary system after
World War I; the reference to the gold standard as the origin of
the cooperation mechanism (1938, 254) appears quite inappropri-
ate given the radical transformation of monetary arrangements,
with the weakening of the implicit rules of the gold standard.

The design of a widely shared, innovative monetary system apt
to avert major swings in economic activity made little progress.16

16 The lack of consensus was underscored by Viner: “In the late 1930’s probably no country
was wholly satisfied with the existing monetary situation. But there was no agreement
as to the directions in which improvement was to be sought. Some wished for a return to
the rigid pre-1914 gold standard, without fundamental change therein. Others dreamed
of a new kind of gold standard – an internationally managed one designed to produce
both stability of the exchanges and stability of world price levels, so as to cure the
great defect of the traditional gold standard, that it made the world subject to sustained
deflationary or inflationary price trends resulting from fortuitous developments in the
discovery of gold fields and in the technology of gold mining. Still others, and espe-
cially the totalitarian countries, sought a permanent and complete divorce of their mon-
etary systems from gold and a further extension and intensification of exchange controls
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Nevertheless, some efforts in this direction were made. Irving
Fisher (1935, Chapter 7) suggested the then widely debated pro-
posal of a 100 percent reserve ratio (Phillips 1995), a measure that
would have prevented the fall in deposits after 1929. In his opin-
ion, disequilibria in the real economy played only a minor role
in the major crises, which were due instead to excessive debt to
banks accompanied by deflation. By correcting a “faulty system,”
the reform would have prevented the propagation of the cumula-
tive debt deflation process (Fisher 1933; 1935, 121–4), in which debt
repayment, via the fall of deposits, caused a monetary squeeze and
increased the real value of the debt. Deflation could be stopped by
creating money so as to increase the demand for goods and produc-
tion inputs and drive prices up. In addition to the death of Governor
Benjamin Strong as a factor in the Federal Reserve’s policy (1935,
129), Fisher restated the hypothesis set forth in his 1934 paper,
assigning a crucial role in spreading the crisis to the international
monetary system:

If the “debt-deflation theory” is correct, the infectiousness of depressions
internationally is chiefly due to a common gold (or other) monetary stan-
dard and there should be found little tendency for a depression to pass
from a deflating to an inflating, or stabilizing, country. A study has been
made to test the last named hypothesis and it has been found to be sub-
stantially correct. For instance, it was found that, in the depression of
1929–35, when one gold standard country had a depression with a rising
value of gold, all gold standard countries were practically sure to catch
the contagion, because prices fell alike in all. But silver standard coun-
tries and countries with a managed paper currency escaped, as their price
levels were rising or stable. . . . In the above analysis it is clear that one
essential link is a reduction in check-book money. In still more detail it
was shown in Chapter IV how such a reduction is caused by the contest
for cash between banks and the public. (1935, 133–4)17

administered on a national basis and with narrowly nationalistic and indeed, in some
cases, openly aggressive objectives” (1943, 194). On the same point, see Angell (1937,
53–4).

17 For an analysis of Fisher’s ideas, see the article by William Allen (1993).
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An alternative proposal was the commodity reserve currency
scheme put forward by Benjamin Graham (1937; 1944) and by
Frank D. Graham (1940b). The unit of account was to be a bas-
ket comprising set quantities of a number of goods, not just one
as in the gold standard, in order to stabilize the price level and
prevent crises of overproduction. According to its advocates, the
commodity reserve currency, the analysis of which is beyond the
scope of this work, had all the strengths of the gold standard with-
out its weaknesses. In reality, in addition to the costs in terms of
resources typical of all commodity monies, there is the complex-
ity of its working. The different versions of the plan were distin-
guished by the degree of emphasis on various essential aspects, such
as the accumulation of goods for strategic purposes, an issue also
addressed by Keynes (1938), or the stabilization of a particular mar-
ket, when interventions focused not on the basket as a whole but
on one or more specific goods. Despite the many criticisms (Clark
1933; see the exchange of articles in the Journal of Political Econ-
omy between W. T. M. Beale, Jr., M. T. Kennedy, and Willis Winn
[1942] on the one hand and Benjamin Graham [1943] and Frank
D. Graham [1943a] on the other, with a reply by Winn [1943]),
this reform cropped up repeatedly. It gave rise to a debate between
Hayek and Keynes in the Economic Journal in 1943. A memoran-
dum was submitted to the Bretton Woods conference (B. Graham
and Hirsch 1952); the scheme was put forward again in the sixties
by Hart, Kaldor, and Tinbergen (1964). More recently, Robert Hall
(1982) proposed a unit of account comprising four goods of notable
price stability, but his plan did not provide for the accumulation
of stocks or for the convertibility of the monetary unit into the
goods.

While these projects were peculiar and outside the mainstream,
John Williams’s sketch of his key currency plan (1935), drawn in
greater detail in a later essay (1937), became one of the unoffi-
cial proposals circulating in advance of Bretton Woods (Horsefield
1969a, 17–8). The scheme was centered on the United States
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and Great Britain, which, maintaining domestic monetary stability,
would presumably sustain a stable international monetary setup.
Floating exchange rates would be resorted to in exceptional cir-
cumstances and for different reasons by both the center and the
peripheral countries. Along the same lines, Hansen’s idea of “a
managed international monetary system” (1937a, 132) contains
some embryonic elements of the Bretton Woods system, temper-
ing the pursuit of domestic targets with the maintenance of inter-
national equilibrium through cooperation between exchange sta-
bilization funds. Exchange stability could be preserved by using
the gold stocks, and any short-run disequilibria could be overcome
by corrective measures. If such measures were ineffective, there
would emerge a long-term disequilibrium – a concept analogous
to that of “fundamental disequilibrium” as in the IMF Articles of
Agreement – and exchange rates would be allowed to vary (Hansen
1937a, 135–6).

In general, in the 1930s there was a widespread convergence on
Keynes’s position of 1923, which had been regarded as quite radical
at the time. Gustav Cassel restated the crucial aspect as follows:
“Clearly, the only way to a permanent stabilization of the world’s
monetary system is to make the supply of credit entirely inde-
pendent of the gold reserves of central banks” (1936, 229). Among
mainstream scholars, in fact, the system’s commodity characteristic
was increasingly discussed.18 Criticism of the gold standard was no

18 This is clear in the writings of Cassel, who in 1936, in contrast with his earlier publica-
tions, definitely rejected the gold standard. “I spent many years of hard work fighting
for the restoration of an international gold standard. But when success seemed within
reach, the forces of destruction again set in and swept away everything that had been
accomplished. Careful examination of subsequent events has convinced me that a new
attempt at restoration would be hopeless. But more than that: in the light of the expe-
rience that we now possess the shortcomings and defects of the gold standard appear to
be so fundamental that the very idea of a return to such a system of money must be
rejected as extremely hazardous; and we shall henceforth have to devote all our efforts
to building up a new monetary system, entirely independent of gold” (1936, vi–vii). The
refusal of an “automatic” monetary mechanism thus paved the way for a conception of
stabilizing monetary policy; as Angell argued: “[M]ost students at the present day are
agreed that monetary policy can and should be a continuous thing, designed not merely
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longer revolutionary, especially once sterling had left the system
in September 1931 and a new parity for the dollar had been set in
January 1934. The transformation of the paradigm was described
by Mlynarski:

The classical doctrine of the automatic standard was thus opposed by
the conception of a managed currency. More and more economists were
accepting the principles of the new school. Today Keynes appears to have
the greatest number of adherents; according to him the gold parity should
be changed from time to time. Foreign-exchange quotations should fluc-
tuate within limits broader than those of the gold points, for instance
within 5 percent of a given parity. The issue of bank notes should be sev-
ered from gold movements and controlled only from the point of view of
stabilizing the purchasing power of money as the most important consid-
eration. Without going into technical details, and without discussing the
shortcomings or advantages of the new doctrine, it can be stated that it is
a complete reversal of the Ricardian theory and hence quite revolutionary
with regard to the classical doctrine. (1937, 272)

All the same, metallism still loomed large in the views of poli-
cymakers, the financial community, and the public, resulting in a
gulf with the approach taken by economic theorists.19 The great

to meet acute emergencies but also to prevent such emergencies from appearing, and
in general to keep the tempo of economic activity on as even and rational a basis as
possible. . . .That is, monetary policy should be planned and operated not only to deal
with acute booms and collapse after they have occurred, but also to counteract as far as
possible the less extreme fluctuations in which booms and collapse presumably originate,
while at the same time securing continuously a reasonably full utilization of the existing
factors and techniques of production” (1937, 52–3).

19 This was pointed out, in a critical vein, by the conservative economist Charles Rist:
“A wider and wider gap is opening every day between this deep-rooted conviction [that
gold was the sole safe medium for conserving wealth] on the part of the public and
the disquisitions of those theoretical economists who are representing gold as an out-
worn standard. While the theorizers are trying to persuade the public and the various
governments that a minimum quantity of gold – just enough to take care of settle-
ments of international balances – would suffice to maintain monetary confidence, and
that anyhow paper currency, even fiat currency, would amply meet all needs, the pub-
lic in all countries is busily hoarding all the national currencies which are supposed
to be convertible into gold” (1934, 251–2). On the other hand, Cassel (1936, 230–4)
described the limits and contradictions of the plans for the restoration of the gold stan-
dard put forward by study groups and international organizations, including the Bank for
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variety of opinion was indeed a major factor in the stalemate that
prevented the formulation of a well-grounded reform proposal. In
the meantime, events imposed other policy choices, such as the
abandonment of the gold standard or the introduction of exchange
controls. Thus, Cassel considered the call for a return to gold as a
mere formal homage to the gold standard, not the expression of
any real intention. In the conclusion of his book, he emphasized
the profound transformation of the system:

To summarize our conclusions: A restoration of the gold standard is not
to be reckoned with. The belief in the gold standard may still live on
for some years as a creed to which people pay lip-service. But for all
practical purposes the gold standard is a thing that belongs to the past.
We are actually passing through a period of transformation in which the
foundations of a new and more reliable monetary system are being laid.
This task is the concern of those who have their eyes turned towards the
future. What has happened since 1928, when the first tentative restoration
of the gold standard was accomplished, has fully justified the title of this
work: the Downfall of the Gold Standard now stands out as the most
prominent and definite feature of the economic history of our generation.

(1936, 257–8)

5.3. the quest for supranational monetary institutions

The rejection of the extreme models of monetary organiza-
tion – the gold standard and flexible exchange rates – far from
indicating a single direction of analysis, produced a fuzzy picture

International Settlements, the International Chamber of Commerce, and the League of
Nations. In the Rhodes Memorial Lectures, in the midst of the depression, Cassel noted
the attachment of those responsible for monetary policy to traditional ideas: “There are
still many people, even in responsible positions, who do not understand that what has
happened is something much more serious than a temporary abandonment of the Gold
Standard, and who believe that the old system can be restored as soon as exchanges
happen to return for a moment to their old level or to any other level believed to be
desirable. This is a very superficial view. If the analysis which I have given in these
lectures is correct we are confronted now with a complete breakdown of the old interna-
tional Gold Standard system, including the very position of gold as a standard of value”
(1932b, 88).
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for mainstream economics.20 The economists’ task was a difficult
one because it did not involve just the introduction of some reme-
dial technical device but the design of a new set of rules from the
ground up. The starting point of the analysis was the generally
recognized defect of the interwar monetary experience, namely the
lack of cooperation. Under the gold standard, cooperation was the
natural outcome of the rules of the game, which were founded on a
widely shared analytical framework. After the war, the progressive
modification of the paradigm altered the implicit rules, distorting
the key properties of the standard. These developments sapped the
very basis of cooperation. Because there was no ready alternative
model possessing the same properties, it is not surprising that the
call for cooperation went unheard. Countries now pursued the sta-
bilization of prices, output, and employment, as well as the liquid-
ity of the banking system in the very short run,21 but the weight
given to such targets varied because the policymakers’ theoreti-
cal approaches were not uniform. As Flandreau and Eichengreen
remark:

The ideological underpinnings of the prewar gold standard no longer car-
ried the same force. Proto-Keynesian ideas surfaced in a growing number

20 The difficulties of theorists in devising innovative monetary arrangements was, accord-
ing to Keynes, part of a general problem in economics. Analytical results should be
sufficiently well-founded before translating them into effective policy measures: “[I]t
is characteristic of economics that valuable and interesting work may be performed and
steady progress made for many years, and yet that the results will be almost useless for
practical purposes until a certain degree of exactness and perfection has been reached.
Half-baked theory is not of much value in practice, though it may be half-way towards
final perfection. Thus it would not be true to say that there has been sound instruction
available [in the field of monetary theory], the conclusions of which practical men have
neglected” (1930, Vol. 2, 406).

21 The severe currency crises after 1929 posed another urgent problem. Hawtrey, pointing
up the international nature of the depression and the inability of individual countries to
tackle it, suggested establishing “an international lender of last resort”: “If the central
bank is to meet demands for accommodation in excess of its reserves it must itself borrow.
The need arises for an international lender of last resort. Perhaps some day the Bank
for International Settlements will be in a position to meet this need. But, as things are,
the function can only be undertaken by a foreign central bank or by a group of foreign
central banks in co-operation” (1932, 228; italics in the original).
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of places. Policy makers in different countries interpreted the economic
malaise in different ways and prescribed different policy responses, ren-
dering concerted international action all but impossible. (1997, 22–3)

The paradigm shift in response to the depression, setting the
priority on domestic policy aims, thus demanded the overhaul of
international monetary arrangements. Facing this daunting task,
the research strategy was to fill the vacuum left by lack of cooper-
ation either by buttressing the gold exchange standard or by more
radical reform – that is, a supranational monetary authority. As we
have seen, the former approach, while contributing a number of
suggestions and intuitions, did not lead to a widely accepted con-
struction. The most original thinkers took the second route, aiming
at the establishment of an international body to govern the mon-
etary system. Here we naturally focus on the most innovative and
influential theorist of the day: John Maynard Keynes.

Keynes had led the way for mainstream monetary thinking with
his Tract on Monetary Reform and again with the Treatise on
Money. Even though the analytical basis of the Treatise was criti-
cized on the grounds that the “fundamental equations” were tau-
tological, the discussion of international finance addressed some
essential points that would be at the center of the debate that
preceded the Bretton Woods agreements. According to Keynes,
although it was hard for an international standard to do without
gold, the exclusion of the metal from the currency in circulation
and its management by a supranational authority would permit an
“ideal” system. The crucial problem of reconciling the discipline of a
commodity standard with the flexibility needed to pursue domestic
objectives22 necessarily had a compromise solution, because coun-
tries would not sacrifice their own economic policy goals in order

22 “This, then, is the dilemma of an international monetary system – to preserve the advan-
tages of the stability of the local currencies of the various members of the system in terms
of the international standard, and to preserve at the same time an adequate local auton-
omy for each member over its domestic rate of interest and its volume of foreign lending”
(Keynes 1930, Vol. 2, 304).
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to sustain the system (Keynes 1930, Vol. 2, 300–6). Broadening the
fluctuation band of the price of gold to 2 percent would discourage
capital mobility and create scope for maneuvering the short-term
interest rate. In fact, the high capital mobility underlying an inter-
national standard had to be rejected because it would give rise to
sudden adjustments that, in a context of rigidities and frictions,
would have pernicious effects.

If we deliberately desire that there should be a high degree of mobility
for international lending, both for long and for short periods, then this
is, admittedly, a strong argument for a fixed rate of exchange and a rigid
international standard. What, then, is the reason for hesitating before
we commit ourselves to such a system? Primarily a doubt whether it
is wise to have a Currency System with a much wider ambit than our
Banking System, our Tariff System and our Wage System. Can we afford
to allow a disproportionate degree of mobility to a single element in an
economic system which we leave extremely rigid in several other respects?
If there was the same mobility internationally in all other respects as there
is nationally, it might be a different matter. But to introduce a mobile
element, highly sensitive to outside influences, as a connected part of
a machine of which the other parts are much more rigid, may invite
breakages. (Keynes 1930, Vol. 2, 334–5)

At the factual level, this point of view was corroborated by contin-
gent factors, such as the different reaction function of central banks,
notably the Federal Reserve, and above all the rigidity of wages.
Writing before sterling abandoned the gold standard, Keynes prag-
matically suggested that an international standard should in any
case be accepted, while postponing a system in which the value
of gold would be regulated by a supranational authority and
greater autonomy granted to domestic policies (Keynes 1930, Vol. 2,
330–8). When the Treatise was published, the first signs of the
depression hinted at the repercussions of the high interest rates
inherited from the war and an intensification of the deflationary
process. The suggested cure was a highly expansionary monetary
policy by the Federal Reserve in order to lower interest rates. In
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view of its greater international openness, the United Kingdom
could not pursue such a policy and should instead have increased
public investment (Keynes 1930, Vol. 2, 369–77).23

Although in the Treatise Keynes viewed the evolution of the
international monetary system not as the outcome of a pre-
arranged plan but rather as a gradual process, he outlined the design
of a supranational managed money. Gathering up the threads of
his analysis, in the last chapter he set out two proposals for reform
(1930, Vol. 2, 395–402). One involved just a few innovations, some
already suggested at Genoa: a ban on the circulation of gold, a
greater role for foreign exchange reserves, and a 2 percent fluc-
tuation band. The second was more radical, based on the creation
of a supranational central bank that was to issue a currency that,
together with gold, would be part of the reserves of the national
central banks. This institution was to act like a central bank within a
country, managing the interest rate and carrying out open-market
operations to stabilize the relative price of gold and prevent inter-
national pressures on the price level. These proposals were not
highly innovative, but the introduction of a supranational mone-
tary authority represented an attempt, albeit not supported by con-
vincing arguments (1930, Vol. 2, 374–7), to implement cooperation.

The redesign of the monetary system, whose defects were seen as
the root cause of the depression, was addressed by the mainstream
within the framework of the classical model based on the equilib-
rium hypothesis. Keynes made a frontal attack on this hypothesis
and set out to refound economic theory. In “Poverty in Plenty: Is

23 Pondering the possible effects of passivity, Keynes remarked: “If we leave matters to
cure themselves, the results may be disastrous. Prices may continue below the cost of
production for a sufficiently long time for entrepreneurs to feel that they have no recourse
except an assault on the money-incomes of the factors of production. This is a dangerous
enterprise in a society which is both capitalist and democratic. It would be foolish of us
to come to grief at a time when the pace of technical improvements is so great that we
might, if we choose, be raising our standard of life by a measurable percentage every
year. It has been my rôle for the last eleven years to play the part of Cassandra, first on
the Economic Consequences of the Peace and next on those of the Return to Gold; – I
hope that it may not be so on this occasion” (1930, Vol. 2, 385).
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the Economic System Self-Adjusting?” (1934), he answered in the
negative and, counting himself among the “heretics,” announced
his intention of challenging the classics on their own ground, declar-
ing that he had found the weak point in the orthodox model:

Now I range myself with the heretics. I believe their flair and their instinct
move them towards the right conclusion. But I was brought up in the
citadel and I recognise its power and might. A large part of the established
body of economic doctrine I cannot but accept as broadly correct. I do
not doubt it. For me, therefore, it is impossible to rest satisfied until I
can put my finger on the flaw in that part of the orthodox reasoning
which leads to the conclusions which for various reasons seem to me to
be inacceptable. I believe that I am on my way to do so. There is, I am
convinced, a fatal flaw in that part of the orthodox reasoning which deals
with the theory of what determines the level of effective demand and
the volume of aggregate employment; the flaw being largely due to the
failure of the classical doctrine to develop a satisfactory theory of the rate
of interest. (1934, 489; italics in the original)

Fully immersed in the preparation of the General Theory, in the
first half of the 1930s Keynes published only a few short writings on
monetary reform. Chairing a session of the Chatham House Study
Group on the International Functions of Gold (Keynes 1931b), he
made some remarks on central banks’ gold policy, drawing atten-
tion to the role of creditor countries in the adjustment process.
In particular, the massive accumulation of gold by France and the
United States was just a symptom. It had little to do with gold as
such and actually signaled a failure in international lending. This
feature was regarded by Keynes as a central weakness of the mon-
etary system, and mending it would hold a central place in all his
future reform proposals, including the plan bearing his name.

In the final chapters of his essay The Means to Prosperity (1933a,
358–60), Keynes offered a blueprint that had several points in com-
mon with the one that emerged at Bretton Woods. Though based
on gold, the plan was to introduce greater elasticity in the stock
of reserves in order to stabilize the price level. An international
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authority was to issue gold notes, which would be drawn by individ-
ual countries against the value of gold bonds of their respective gov-
ernments, according to quotas set on the basis of the gold reserves
held at a certain date;24 the voting power of each country was to
be proportional to its quota. The creation of gold notes and the
interest rate on bonds were to be fixed so as to stabilize prices. The
plan implied “a qualified return to the gold standard” (1933a, 362);
parity revisions would be permitted and the gold points allowed
to diverge by up to 5 percentage points in order to avoid sudden
large capital movements. The ultimate objective was to raise world
prices, and he contrasted his proposal with a generalized devalua-
tion that would unduly benefit the countries with substantial gold
reserves.

Further reflections on these issues are contained in an article on
the future of exchange rates (1935). After stressing the difficulties
that the gold bloc policy put in the way of equilibrium exchange
rates, a necessary condition for implementing any reform, Keynes
discussed the problems of short-term fluctuations and persistent
disequilibrium. He reaffirmed the idea developed in The Means to
Prosperity of overcoming short-term fluctuations by controlling
the interest rate in order to support employment (1935, 365–6).
Persistent disequilibrium was to be overcome by adjusting the par-
ity. This approach turned the principles underlying the system

24 The preeminent role of gold in this scheme led some commentators to suggest that
Keynes had suddenly changed his opinion, a view that he rejected in a letter to the editor
of The Economist dated 20 March 1933. “I should like . . . to remind you that my recent
advocacy of gold as an international standard is nothing new. At all stages of the post-war
developments the concrete proposals which I have brought forward from time to time
have been based on the use of gold as an international standard, whilst discarding it as a
rigid national standard. The qualifications which I have added to this have been always
the same, though the precise details have varied; namely (1) that the parities between
national standards and gold should not be rigid, (2) that there should be a wider margin
than in the past between the gold points, and (3) that if possible some international
control should be formed with a view to regulating the commodity value of gold within
certain limits. You will find that this was my opinion in 1923 when I published my Tract
on Monetary Reform (see Chapter 5) and again in 1930 when I published my Treatise
on Money (see Chapters 36 and 38); just as it is today, as set forth in my articles in The
Times and in my pamphlet The Means to Prosperity” (1933b, 186).
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upside down. It rejected the restoration rule, which was the basis
of the commodity standard, and thereby permitted discretionary
policy. Continuing to advocate a return to gold, like a report by the
Bank for International Settlements (BIS) did, implied living “in an
unreal world, a fool’s world” (1935, 367). Keynes argued that a
monetary restriction to defend the parity would diminish income
and employment unless it led to a fall in nominal wages, which was
unlikely. In conclusion (1935, 368), he put gold at the center of the
system and excluded national reserves of assets in sterling or in a
currency issued by the BIS. Thus, the proposal reflected the need
for an anchor for the price level, but not a rigid one as under the
gold standard. The introduction of a wide spread between the gold
points, no longer linked to the cost of transferring the metal, would
give policymakers room for maneuver in the short term. In the
long run, in the face of a structural disequilibrium the gold parity
could be altered.

Apart from Keynes’s contributions to a new way of conceiving
the monetary system, the General Theory produced a sea change in
economics, constructing a model that allowed a role for activist eco-
nomic policies. Although the book did not address the question of
monetary institutions as such, the penultimate chapter, devoted to a
revaluation of mercantilism and other heterodox theories, stressed
the impossibility of pursuing domestic objectives under the gold
standard and proposed an “autonomous” interest rate policy and
an investment program for full employment (1936, 348–9). This
analytical framework was to exert a strong influence on the prepara-
tory work for Bretton Woods.

In conclusion, it is clear that developments in economic theory
and in the monetary arrangements on the eve of the articulated
reform process leading to the Bretton Woods conference were inter-
twined. The depression severely challenged the classical model and
its equilibrium hypothesis, paving the way for the pathbreaking
work of Keynes. Even within the classical framework, however, the
disastrous crisis of 1929 shifted the focus of research toward the
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contrivance of policies that could prevent large income fluctuations.
Whereas in the 1920s the main objective had been to stabilize the
price level and restore an accordingly modified gold standard, in the
1930s the ultimate goal came to be forestalling massive unemploy-
ment and oscillations in output. Hence, the design of both economic
policies and monetary arrangements was definitively turned upside
down, and the paradigm change was recognized even by conserva-
tive economists.25 The international monetary system came under
scrutiny, because its defective operation was considered to have
been a major factor in triggering and propagating the depression.
Consequently, the center of gravity of economics shifted further
away from the commodity standard.

The broad agreement on the need for new monetary arrange-
ments, however, was not matched by any comparable consensus on
the features of the reform. Mainstream economists suggested vari-
ous technical devices to improve the operation of the gold exchange
standard, while others called for an international monetary institu-
tion. Both approaches had their limitations. The changes in the rules
of the game since the war had irremediably ruined the properties
of the gold standard and impeded cooperation. Keynes, as we have
seen, was deeply skeptical about cooperation, which he considered
“a pious hope” (1923, 174). Yet a supranational monetary authority
would face stubborn political constraints, related to the surrender of
sovereignty. Thus, Hayek deemed this solution “a utopian dream”

25 Presenting his case for a truly international monetary system, Hayek observed: “And
although this would probably be denied by the advocates of Monetary Nationalism, it
seems to me as if we had reached a stage where their views have got such a hold on those
in responsible positions, where so much of the traditional rules of policy have either been
forgotten or been displaced by others which are, unconsciously perhaps, part of the new
philosophy, that much must be done in the realm of ideas before we can hope to achieve
the basis of a stable international system” (1937, xiii). Moreover, Gregory noted: “The
international gold standard has few friends to-day. The unparalleled depression of the
last five years and the dangers and uncertainties of the present moment have seriously
weakened its prestige and, since a large part of the world now possesses currency systems
no longer linked with gold, one of its main intellectual supports has been destroyed. For
one of the great justifications of the international gold standard was precisely that it was
an international standard” (1934, 145; italics in the original).
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(1937, 93). The criticisms of Keynes and Hayek, though opposite in
direction, have a common basis. As radical thinkers, both rejected
middle-of-the-road recipes, which are likely to lack coherence, and
respectively argued for an entirely new centralized system or an
unadulterated return to the classical gold standard.

In general, the essential purpose of monetary reform was to
fill the void left by the defective working of the gold exchange
standard. This objective was not attained, but these endeavors did
prepare the ground for the drafting of the plans that would be dis-
cussed at Bretton Woods. Notwithstanding all but universal drive to
reform the malfunctioning monetary system, however, commod-
ity money still loomed large both theoretically and institutionally.
Indeed, continued attachment to fixed exchange rates while the pol-
icy priority was shifted to domestic objectives gave rise to hybrid
reform projects prone to inconsistencies. The Bretton Woods mon-
etary order was thus the culmination of the evolutionary process
that began after World War I, driven by the interplay of major
shocks and advancement in economic theory. On the eve of World
War II, therefore, the direction, though not the exact route, of the
arduous advance toward monetary reconstruction was in the main
already set.
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6 providing for a new monetary order

The tripartite agreement of 25 september 1936 between
the United States, Great Britain, and France was the last pre-

war attempt to remold international monetary institutions. The
aim was to stop competitive devaluations, remove trade barriers,
and return to multilateral trade. The agreement did not fully attain
its purposes – at best, it inhibited the destabilizing conduct of the
years preceding – but it did roughly outline the design for a new
set of rules (Eichengreen 1992a, 379–82). In particular, it brought
out the need to negotiate a new institutional framework based on
exchange rate stability to enhance international trade. With the
war, economists’ interest in the topic waned and the debate petered
out. Witness the papers presented to the American Economic Asso-
ciation in December 1940, which mostly treated past or current
policy issues rather than novel monetary schemes. Academic dis-
cussion, in fact, developed only after the publication of the official
reform projects in 1943; it was policymakers who were on the front
line.

From the outbreak of hostilities, the belligerents posed the
question of reconstructing the monetary system. In Germany,
Walther Funk (1940), minister for the economy and president of the
Reichsbank, suggested replacing the gold standard, the symbol of
British hegemony, and London, the center of international finance,
with a New Order headquartered in Berlin. As described by the
Reichsbank’s vice-president (Puhl 1940), the plan was to introduce
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a clearing mechanism among the countries of continental Europe.
It envisaged wartime controls on current account transactions, to be
relaxed at the end of hostilities to produce a multilateral exchange
regime. In reality, German policy was to overvalue the mark, driv-
ing down the terms of trade of the satellite countries, and reg-
ulate trade through bilateral agreements (Ellis 1942, 199–200).
Though it was called “multi-angular,” the system ensured German
supremacy, with very considerable advantages from economic rela-
tions with the countries under German dominion.

The reform proposals put forward by Britain and the United
States in response to the New Order formed the point of departure
for the Bretton Woods talks. The analysis that follows is conducted
mainly from the standpoint of monetary theory, not diplomatic or
political history.1 Still, it is worthwhile recalling the steps leading
up to the Bretton Woods conference. The first version of the Keynes
Plan was released on 8 September 1941, just weeks after the sign-
ing of the Atlantic Charter, a joint declaration by Churchill and
Roosevelt on the principles that would govern international eco-
nomic relations after the war. Keynes himself had taken part in the
talks on the charter (Kahn 1976, 5–6). White began drafting his plan
around that same time. In early January 1942, the first version was
circulated within the U.S. government. These initial contributions
had a restricted circulation; not until after protracted discussion
were both the plans published, in 1943.2 The intense activity of

1 For full reconstructions of that point of view, see Gardner (1969), Oliver (1975), Kahn
(1976), Van Dormael (1978), Ikenberry (1993), and James (1996).

2 As used here, the terms “Keynes Plan” and “White Plan” refer, respectively, to the
official documents of 7 April 1943 and 10 July 1943, reprinted in Horsefield (1969b,
19–36, 83–96). In July 1942, the British Treasury unexpectedly came into possession
of the U.S. plan; at the end of August, a copy of Keynes’s proposal was sent to White
(Horsefield 1969a, 16). The official projects were flanked by other plans put forward by
government officials, university professors, and independent scholars (Horsefield 1969a,
16–8), inspired by the Tripartite Agreement or looking to the constitution of a fund
to stabilize exchange rates and eliminate trade controls. Among the most noteworthy
suggestions were those of Jacob Viner, who favored a modified gold standard that would
permit changes in the price of gold approved by an international body; of Herbert Feis
(1942), who called for the abolition of exchange controls, the stabilization of exchange
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discussion and revision of the two plans culminated with the draft-
ing of the basic document for the conference, the Joint Statement
by Experts on the Establishment of an International Monetary
Fund, released in Washington on 21 April 1944 and in London the
next day.

The three-year-long road to Bretton Woods was tortuous and
laborious. A lengthy series of versions of the reform proposals were
drafted in response to critiques bearing not only on their analytical
consistency but also on their political implications. The complexity
of the process was bound up with the exceptional nature of the
task: For the first time ever, a group of experts was designing a new
international monetary order.

6.1. the reform plans

Intellectual work on international monetary arrangements got
under way immediately upon the outbreak of the conflict. As U.S.
Treasury Secretary Henry Morgenthau explained in his preface
to the White Plan, it would be a mistake to come to the end of
the war unprepared for the problems of reconstruction (Horse-
field 1969b, 84). What is more, the swift and timely release of a
plan for international cooperation might actually contribute to the
war effort by strengthening the alliance against the Axis powers.
In the present section, the development of the Keynes and White
plans will be traced separately, preliminary to a comparative
examination.

Asked by British Minister of Information Harold Nicholson to
give a radio talk criticizing the German New Order and countering
German propaganda, Keynes ruled out any resuscitation of the
gold standard, because he considered Funk’s rejection of gold to be
basically correct. Rather, the line was to improve the plan by putting

rates, and the establishment of a fund to enable countries to pay for imports or to discharge
debts; and of John Williams (1937) (described in Chapter 5, Section 2), whose scheme
had the shortcoming of discriminating between countries.
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all countries in equal conditions. In his reply on 20 November 1940,
Keynes wrote:

Your Department think that they are making a good joke at Funk’s expense
by saying ‘gold will have no place in this brave new world’ and quoting
German propaganda to the effect that ‘gold will no longer control the
destinies of a nation’ etc. Well, obviously I am not the man to preach
the beauties and merits of the pre-war gold standard. In my opinion
about three-quarters of the passages quoted from the German broadcasts
would be quite excellent if the name of Great Britain were substituted for
Germany or the Axis, as the case may be. If Funk’s plan is taken at its face
value, it is excellent and just what we ourselves ought to be thinking of
doing. If it is to be attacked, the way to do it would be to cast doubt and
suspicion on its bona fides. (CW 25, 2)3

In this initial phase, Keynes did not draft a detailed alternative
plan and only set out several of the general principles, some of them
political in character, suggested both by his theoretical work and by
the crises of the interwar years. At the end of the war, German
economic recovery would have to be sustained in order not to leave
the country open to Soviet expansionism (CW 25, 9–13). The idea
was to avoid repeating the errors of Versailles by instituting, among
other things, an immediate aid program for the former belligerents,
the European Reconstruction Fund.

On his return from the United States in August 1941 following
the talks for the Atlantic Charter, Keynes drafted two memoranda.
One was a general paper on the reform of monetary institutions,

3 In a later document, “Proposals to Counter the German ‘New Order,’” Keynes reaffirms
the validity of the German approach but calls for applying it correctly, not for the purpose
of exploiting other nations. “I have, therefore, taken the line that what we offer is the
same as what Dr Funk offers, except that we shall do it better and more honestly. This
is important. For a proposal to return to the blessings of 1920–33 will not have much
propaganda value. The virtue of free trade depends on international trade being carried on
by means of what is, in effect, barter. After the last war laissez-faire in foreign exchange
led to chaos. Tariffs offer no escape from this. But in Germany Schacht and Funk were
led by force of necessity to evolve something better. In practice they have used their
new system to the detriment of their neighbours. But the underlying idea is sound and
good” (CW 25, 8–9; italics in the original). References to Keynes’s Collected Writings
are annotated here as CW followed by the volume number.
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the other the original version of his plan, “Proposals for an Inter-
national Currency Union” (CW 25, 21–40). The first, after point-
ing to the contradiction between the dysfunctions of the system
in the 1920s and 1930s and the notion of an “automatic” adjust-
ment mechanism,4 attributed the success of the gold standard to
the role of London as a financial center in shifting the burden of
adjustment from the debtor to the creditor country. Noting the
failure of the solutions tried after World War I, Keynes recog-
nized the originality of Schacht’s idea of doing without an inter-
national currency, thus eliminating the problems created by the
monetary mechanism. What was needed, therefore, was “refine-
ment and improvement of the Schachtian device” (CW 25, 24),
bringing the creditor countries into the adjustment process in order
to remedy the main defect of the interwar monetary mechanism.
Another defect, destabilizing capital movements, would be tackled
by regulation. Keynes was well aware that, owing to its novelty
and the need for greater cooperation, his plan might not be readily
accepted (CW 25, 33). From the standpoint of modern theory, his
Clearing Union proposal actually involved extending to the inter-
national context a fundamental principle of monetary evolution –
a cheaper way of executing transactions – as well as the search for
macroeconomically optimal solutions. The goal was to eliminate
the gold standard’s high adjustment costs and the other drawbacks
by using the “principle of banking,” as was done at the domestic
level.

4 Thus, Keynes disparages the classical adjustment mechanism, which is viewed as the
origin of protective measures. “To suppose that there exists some smoothly functioning
automatic mechanism of adjustment which preserves equilibrium if only we trust to
methods of laissez-faire is a doctrinaire delusion which disregards the lessons of historical
experience without having behind it the support of sound theory. So far from currency
laissez-faire having promoted the international division of labour, which is the avowed
goal of laissez-faire, it has been a fruitful source of all those clumsy hindrances to trade
which suffering communities have devised in their perplexity as being better than nothing
in protecting them from the intolerable burdens flowing from currency disorders. Until
quite recently, nearly all departures from international laissez-faire have tackled the
symptoms instead of the cause” (CW 25, 21–2).
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The second memorandum transposed this analytical framework
into a set of clauses that, notwithstanding subsequent modifica-
tions, already contained the essential points of the future Keynes
Plan. National central banks deposit reserves with an International
Clearing Bank, which performs the classic central bank functions.
Although they can institute exchange controls on residents’ trans-
actions, the national central banks must make their credit balances
available to other central banks. Exchange rates with the currency
issued by the clearing bank, defined in terms of gold, are fixed.
The central banks can pay gold into their clearing accounts but
cannot withdraw it. Each is assigned a quota corresponding to its
maximum permissible overdraft. A country may devalue by up to
5 percent if its debit balance exceeds a quarter of its quota; if the
debit balance exceeds half of the country’s quota, the Governing
Board may require devaluation. Conversely, surplus countries are
allowed or required to revalue; in the case of a surplus that exceeds
the full amount of the quota, the excess must be deposited in a
special contingency fund.

The two memoranda did not elicit much response within the
Treasury, but they did stimulate comment by a number of econo-
mists: Kahn, Meade, Hawtrey, and later Robbins and Robertson
(CW 25, 40–2). Hawtrey in particular called attention to the inade-
quacy of the 5 percent limit on exchange rate variations and to the
lack of a mechanism for stabilizing the purchasing power of the unit
of account and penalizing debtors. This criticism eventually became
so recurrent that the Keynes proposal was tarred as inflationary.5

5 In July 1942, in a letter to Keynes, Harrod stressed the need for tougher sanctions on
countries accumulating debt (CW 25, 157 note 2). Rolf Lüke (1985) traces the core idea of
the Keynes Plan back to the plan for a “Clearing House” presented by Hjalmar Schacht
at an international conference in February 1929. The plan failed because of American
opposition, motivated by its supposedly inflationary nature; this was the same objection
raised to the Keynes Plan: “[O]ne very important clause, which was not contained in the
written draft but revealed to the author by Shepard Morgan, was that Germany itself
would have no access to Clearing House credits. Except that a ‘Bank for International
Settlements’ was subsequently founded, Schacht’s plan was never realised, the reason, as
Shepard Morgan pointed out, being precisely this clause. The American delegation saw in
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Over the next year and a half, revision would produce a series of
versions. With respect to the original draft, the definitive Keynes
Plan was more detailed and made some technical and terminological
modifications,6 but it was based essentially on the same principles.

Right at the start, the plan emphasized the independence of
national economic policy and the need for the monetary system
not to interfere with it (Horsefield 1969b, 19). The idea was to
restore stability in international monetary relations under a fixed
exchange rate regime but leave considerable maneuvering room to
policymakers. The mechanism was intended to return to multilat-
eral trade, stable exchange rates (by preventing competitive devalu-
ations), a money supply not vulnerable to the volatility of the gold
market or the actions of countries holding substantial reserves,
contribution of creditor countries to the adjustment process, and
an international institution that was technical but not political. To
avoid leaving himself open to the charge of excessive monetary
creation, Keynes devised a series of increasingly rigid limitations
for debtors, imposed a charge of 1 (or 2) percent on a country’s
average balance, whether credit or debit, in excess of a quarter (or a
half) of its quota, and also provided for a universal, proportional
reduction of quotas should there be “an excess of world purchasing
power” (Horsefield 1969b, 25). The essence of the plan was to avoid

it a device on the part of Schacht to expose Germany’s neighbour and creditor countries
to inflation, by which Germany, the only country unaffected, would correspondingly
benefit. This was the same ‘inflationary’ argument which is regarded as being responsible
for the failure of the Keynes Plan 14 years later” (1985, 73).

6 In the second draft, the International Clearing Bank’s currency was called the “grammor”;
in the third, the “bancor” (CW 25, 61, 72; according to Horsefield, 1969a, 18, the terms
appear in the first and fourth versions, respectively). The grammor, a unit of account
equivalent to one gram of gold, was the basis of one of the plans set out at the Paris
monetary conference of 1867, which called for the introduction of a universal currency
(Haines 1943, 122–3). After its publication, Keynes described his plan before the House
of Lords on 18 May 1943 and asked for suggestions for the name of the unit of account
(CW 25, 271). He liked “mondor,” coined by Viner, whom he told that he had gotten more
than a hundred proposed names for the international currency (CW 25, 321). Robertson’s
candidate was “Winfranks – a compliment to the [Prime Minister] and the President,
with a suggestion of victory, of the continuity of monetary history, and of the ancient
unity of Europe under Charlemagne” (CW 25, 302; italics in the original).
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sharp changes in the money stock during the adjustment process
by allowing countries in temporary difficulty to draw on the Clear-
ing Union’s lines of credit. This would prevent the operation of the
monetary system itself from causing contractions in output. Cap-
ital controls would ensure the conditions for effective economic
policies. The accusation that the plan would undermine national
sovereignty was rejected, because the renunciation required was
not much different from that inherent in trade treaties. Transposing
the model of domestic banking systems to the international setting,
the plan emphasized the benefits of eliminating “hoarding”:

In short, the analogy with a national banking system is complete. No
depositor in a local bank suffers because the balances, which he leaves
idle, are employed to finance the business of someone else. Just as the
development of national banking systems served to offset a deflation-
ary pressure which would have prevented otherwise the development of
modern industry, so by extending the same principle into the international
field we may hope to offset the contractionist pressure which might oth-
erwise overwhelm in social disorder and disappointment the good hopes
of our modern world. The substitution of a credit mechanism in place of
hoarding would have repeated in the international field the same miracle,
already performed in the domestic field, of turning a stone into bread.

(Horsefield 1969b, 27)

The Keynes Plan embodied an advanced state of monetary orga-
nization based on the clearing principle. However, this idea was not
quite original (see footnote 5), and, besides, the plan had several
weaknesses. The main problem lay in pursuing activist economic
policies with the adjustable peg. Controls on capital movements
were supposed to make the plan consistent, but their efficacy is
debatable. Then, the possible conflict between expansionary pol-
icy and exchange rate stability, not to mention the emergence of a
one-way bet for speculators, could lead to the cumulation of pay-
ments imbalances, because repeated devaluation was not allowed.
Moreover, one of the essential aims of the reform, namely the
elimination of the adjustment asymmetry underlying the interwar
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malfunctions, does not seem guaranteed.7 Under the gold stan-
dard, symmetry is intrinsic to the system because gold acts as
the nth currency, forestalling Mundell’s redundancy problem. The
price level is determined in the gold market; gold is the anchor
of the system and the source of policy discipline. In the Interna-
tional Clearing Union, however, the constraints on policymakers
could prove ineffective, insofar as the “impersonal” rules of the
gold standard are supplanted by sanctions imposed by an author-
ity, which may not be enough to enforce economic policy disci-
pline on a nation. Hence, the system could prove not to be viable.
The inflationary potential of the Keynes Plan, therefore, lay not so
much in any particular defect as more generally in the latent conflict
between policymakers’ room for maneuver and fixed but adjustable
exchange rates, which might not be solved by the Clearing Union’s
rules.

These analytical observations are mirrored in the institutional
design. In a system born of an agreement and run by an interna-
tional body, there is the problem of sharing power, which tends to
gravitate to just a few member countries. The problem with extend-
ing the “principle of banking” to an international context is the
lack of a supranational governmental authority.8 This limitation
is political, but it carries major economic implications in that the
sovereignty vacuum voids the disciplinary power required to guar-
antee viability. Keynes seems to have been aware of this problem

7 The Keynes Plan introduced penalty charges on excess creditor balances, but this was
hardly relevant, as in both plans penalty charges were “so inconsequential that they are
likely to have only symbolic importance” (Viner 1943, 197).

8 Contrasting domestic with international monetary arrangements, Koichi Hamada
remarked: “The domestic monetary system in a single country rests on the national
consensus. This system evolved through a long process in which the seigniorage rights
to issue money gradually became concentrated in the hand of a nation state along with
the development of banking systems. On the other hand, political power is only partly
concentrated in the European Community or other monetary unions. Since no ‘world
government’ exists, the world monetary regime rests directly and explicitly upon the
consensus among the nations. This situation has an analogy in international law where
the power relationship is still often explicit in resolving conflicts of interests, while in
domestic law it is mostly behind the veil of rule and order” (1977, 14–5).
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because, in the second version of his plan, he noted the need for
additional rules to permit the “principle of banking” to be applied
internationally and, especially, to avoid the uncontrolled expansion
of debit and credit balances.

In only one important respect must an International Bank differ from
the model suitable to a national bank within a closed system, namely
that much more must be settled by rules and by general principles agreed
beforehand and much less by day-to-day discretion. To give confidence in,
and understanding of, what is afoot, it is necessary to prescribe beforehand
certain definite principles of policy, particularly in regard to the maximum
limits of permitted overdraft and the provisions proposed to keep the scale
of individual credits and debits within a reasonable amount, so that the
system is in stable equilibrium with proper and sufficient measures taken
in good time to reverse excessive movements of individual balances in
either direction. (CW 25, 45)

The limitation in question also brings out the conflict between
fixed exchange rates and the independence of economic policy,
which was to be one of the factors in the eventual collapse of the
Bretton Woods order. The product of three decades of thought by
Keynes, the International Clearing Union was an effort to recon-
cile domestic economic policy flexibility with stable international
monetary relations. Though just as radical as his earlier reform pro-
posals, the Clearing Union was more favorably received, because
the design was underpinned by the entire apparatus of the General
Theory.

The innovative Keynes Plan contrasted sharply with the con-
servative nature of the White Plan. The first draft in April 1942
expressed an expansionist vision that was eventually watered down,
but the essential outlines of the final proposal were already present:
an international stabilization fund and a bank for reconstruction
and development, the payment of quotas in gold and government
bonds, and the possibility of modifying exchange rates to correct
a “fundamental disequilibrium” (Horsefield 1969b, 43). The text,
lacking in originality, lays out the rules for the fund in excruciating
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detail, and its tenor is tiresome indeed for the reader.9 Unlike the
Keynes Plan, which did not change substantially by comparison
with the version sent to Morgenthau in August 1942, the U.S. plan
underwent a series of revisions, especially after White’s meetings
in London in October (Horsefield 1969a, 30–2). In December, a
new draft introduced the “scarce currency clause,” a momentous
breakthrough in the negotiations (Harrod 1951, 543–5).

In a paper presented at the American Economic Association meet-
ing in January 1943, White (1943) set out a four-part program for
postwar monetary reconstruction, focusing on the general prin-
ciples rather than the details. The emphasis was on the role of
international consultation and of an international agency to pro-
vide for financing facilities and exchange rate changes to face both
the emergency at the end of the conflict and future imbalances. At
the same time, the Treasury’s approach to monetary reform grew
steadily more conservative under the influence of internal political
factors; thus, White played down the more innovative features of
his plan (Gardner 1969, 77).10 Accordingly, it is best to focus on the
definitive version released on 10 July 1943.

9 Keynes’s reaction to the first draft of the White Plan, as expressed in two letters to Richard
Hopkins and Frederick Philips dated 3 August 1942, was negative on the substance
but more optimistic on future prospects: “[T]he Harry White scheme . . . is a tremen-
dous labour to read and digest in full. It obviously won’t work. But nothing could be
more encouraging than the general attitude shown and the line of approach indicated”;
“I have also been making a study of the Harry White document. Seldom have I been
simultaneously so much bored and so much interested. . . . The general attitude of mind
seems to me most helpful and also enlightening. But the actual technical solution strikes
me as quite hopeless. He has not seen how to get round the gold standard difficulties and
has forgotten all about the useful concept of bank money. But is there any reason why,
when once the advantages of bank money have been pointed out to him, he should not
collect and re-arrange his other basic ideas round this technique?” (CW 25, 158–9).

10 During the gestation of the plan, in May 1943 the United States invited representatives
of forty-six countries to submit comments. Meanwhile, the negotiations with the United
Kingdom proceeded, and at a meeting at the British Embassy in Washington on 23 June
White set forth four conditions deemed necessary to obtain congressional approval: “(1)
the United Kingdom must not alter its exchange rate until after the Fund had begun
operations (later interpreted as requiring the exchange rate for sterling to be fixed at
$4=£1); (2) the commitment of the United States must be limited to $3 billion as a
maximum, and it might have to be limited to $2 billion; (3) the Fund must be based on
initial subscriptions from its members and not on the principle of bank overdrafts; and
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The purpose of the International Stabilization Fund was to avoid
the problems of the interwar period. The proposal was to stabi-
lize exchange rates, overcome temporary payments imbalances, and
create propitious conditions for world trade, eliminating bilateral-
ism and other trade restrictions. The members would pay quotas in
gold or their own currency, totaling at least $5 billion. The Fund’s
monetary unit was to be the “unitas,” defined as an amount of gold
equivalent to ten dollars. Exchange rates, which would be allowed
to fluctuate within limits established by the Fund, could be adjusted
only to correct a “fundamental disequilibrium” in the balance of
payments and with the approval of a majority of three-quarters
of the voting rights. The accumulation of a creditor position was
governed by the “scarce currency” clause: The Fund would move to
buy the scarce currency from the other members and devise a
method to share the supply, at the same time calling on the
country to discourage accumulation of gold and currencies by its
residents.

It has often been observed (Eichengreen 1989, 263–4) that the dif-
ferences between the British and American plans reflected not only
conflicting views of the adjustment mechanism but a divergence
of interests. Britain was worried primarily about unemployment,
which had been especially acute, and by the size of the sterling
balances of the sterling bloc countries against massive wartime
imports. The United States, given its strong competitiveness, had
built up a very substantial creditor position and held a good part of
world gold reserves. These contrasts unquestionably affected the
architecture of the two plans. The present work, however, exam-
ines the analytical differences that are relevant to understanding
the structure and limitations of the reforms proposed.

The objectives of the two plans were similar: multilateral trade,
fixed exchange rates, symmetry in the adjustment process, and
overcoming of temporary imbalances at an acceptable cost in

(4) the United States must be able to veto any proposal to change the value of the dollar
or of unitas” (Horsefield 1969a, 48).
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employment and output. The instruments differed. The Keynes
Plan sought to overcome the liquidity shortage produced by the
slow and cumbersome operation of the gold standard with a clear-
ing system offering overdrafts to any country in case of need. But
the United States rejected this credit facility (see footnote 10). The
English banking technique of the overdraft, in which the borrower
takes the initiative of going into debt, was unfamiliar to the Amer-
icans, who were used to lodging the power to extend loans with the
bank. Accordingly, in the White Plan the quotas were to be effec-
tively paid in, while in the Keynes Plan they served merely to set the
ceilings on the countries’ debit and credit positions, purportedly to
satisfy the property of symmetry. In the U.S. proposal, this was
to be ensured by the scarce currency clause, whose operation was
complicated and less immediate;11 the British scheme was more
flexible, aiming at a greater involvement of the creditor country
in the adjustment process, although the treatment of creditors was
rather supple.

The plans differed in other important respects. Under the Keynes
Plan, debtor countries could reduce the currency parity in terms of
bancor – in some cases, could be required to.12 By contrast, the

11 According to Eichengreen (1989, 266–7), the scarce currency clause was actually designed
to deal with the dollar shortage; and once that emergency was settled, the clause was never
used.

12 Still, Keynes always viewed devaluation as exceptional. Thus, on 22 January 1942, answer-
ing Sir Richard Hopkins’ “Critical Observation” on the third draft of his plan, Keynes
remarked: “I myself greatly doubt the utility of sudden exchange depreciations to meet
sudden developments. Broadly speaking, the factor governing the exchanges in the long
run is the level of money wages relatively to efficiency in one country as compared with
another. This is not as a rule anything which changes very suddenly. The causes of sudden
difficulties are very rarely, I should have thought, properly dealt with by exchange depre-
ciation, which may easily do more harm than good” (CW 25, 105–6). This concept was
also expressed in a comment (Keynes 1943, 186) on Hayek’s (1943) call for a commodity
reserve currency and in a letter to Viner on 9 June 1943: “My own feeling about exchange
rates is that we should aim at as great stability as possible and that exchange depreciation
is not at all a good way of balancing trade unless the lack of balance is due to a particular
cause. This particular cause is the movement of efficiency wages in one country out of
step with what it is in others. One needs flexibility of rates to meet that contingency
and, apart from that contingency one should generally speaking aim at stability” (CW
25, 323).
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White Plan admitted exchange rate changes only in special cir-
cumstances to correct a “fundamental disequilibrium,” but it left
the notion undefined. Furthermore, the British plan emphasized
controls on capital movements, which took up all of Section VII,
while in the U.S. document they were mentioned in passing as an
exception to the general principle of eliminating all restrictions on
foreign exchange transactions.

Finally, the Americans did not accept a distinctive feature of the
Keynes Plan: the introduction of an international currency that
would have lessened the importance of gold. Except for defining
the bancor as a unit of account, gold would have no other essen-
tial function: Indeed, the aim of the Keynes Plan was precisely to
sever all ties to the gold standard.13 This radical innovation worried
the Americans, who feared that it would be hard for politicians to
accept (Horsefield 1969a, 30) and could never win congressional
approval. The White Plan took a more traditional approach, stress-
ing the principle of free trade and anchoring the system to gold.
The U.S. aversion to foreign exchange controls formed part of this
vision, which was in line with the country’s competitive advantage
and its net international creditor position. Thus, Keynes’s opinion
that the first version of the White Plan was really a variant of the
gold standard was not unfounded. However, the defects of the gold
exchange standard were now flanked by the strains engendered by

13 Contrasting his own scheme with an early version of the White Plan, Keynes remarked:
“[T]he proposed Stabilisation Fund . . . makes no attempt to use the banking principle
and one-way gold convertibility and is in fact not much more than a version of the
gold standard, which simply aims at multiplying the effective volume of the gold base.
Nearly all the consequences aimed at could be equally well attained by halving prices
in every country, or, more simply still, by devaluing all exchanges in terms of gold,
so that they would maintain their relative values, but everyone’s gold reserve would
go twice as far as before in meeting adverse international balances. This is the basic
mistake of the plan. Put this way, one sees how inadequate it is to solve the real problem.
The scheme is only helpful to those countries which have a gold reserve already and is
only helpful to them in proportion to the amount of such gold reserve. If, however, a
country has only a little gold and, therefore, needs much support, the scheme provides
on the contrary that it shall receive only a little support. To him that hath it is given”
(CW 25, 160).
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the greatly enhanced role of economic policy thanks to the influence
of the General Theory. After the depression, policymakers’ over-
riding concern for employment was fundamental to the design of
the international monetary system.14 In both projects, the pursuit
of several different objectives generated inconsistencies that were
reflected in the loopholes found in the rules of the game. If we are
to understand the dysfunctions the Bretton Woods system was to
suffer, we must begin with this observation.

6.2. the discussion of the british
and american proposals

The publication of the plans aroused interest in the academic world,
prompting various sorts of comment – analytical, pedagogical,
and historical.15 In what follows, we consider only the analyti-
cal responses, focusing on the critiques that highlight their relative
consistency and limitations.

Most economists brought out the defects of both plans, albeit
sometimes in partisan fashion. The negative assessments of the
Keynes Plan were put forth mainly by Americans, those of White
by Britons. A notable exception was Jacob Viner (1943). His

14 Thus, referring to unofficial reform proposals, Kindleberger noted: “[T]he various authors
do not explicitly rely on expansion or contraction of money incomes as a method of
adjustment – such as are called for under the ‘gold standard,’ which has been politically
repudiated on this account” (1943, 386 note 1). And Harry White, stressing the need
for activist domestic policies, remarked: “Foremost among these policies should be the
elimination of unemployment” (1943, 387). In this connection, Richard Gardner stressed
the influence of Keynes’s ideas on the U.S. Treasury: “Morgenthau, White, and their
subordinates were not believers in laissez-faire; they shared the belief of most New Deal
planners that government had an important responsibility for the successful direction
of economic life. To some extent they were under the influence of the new formulations
of Keynesian economics. They sought to make finance the servant, not the master, of
human desires – in the international no less than in the domestic sphere. In their view
the events of the 1920’s and early 1930’s had discredited private finance. They considered
government control of financial policy the key to the objectives of high employment and
economic welfare” (1969, 76).

15 Examples of pedagogical and historical essays respectively are Schumacher (1943) and
Haines (1943, 121), who attributed “the first proposal for an international money” to
Gasparo Scaruffi, an Italian economist writing in 1582.
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penetrating comments caught several weaknesses of both schemes:
the lack of a check on inflation, the ineffectiveness of exchange
controls, and the danger of exploitation of creditor countries in the
Keynes Plan and the White Plan’s resemblance to the gold exchange
standard. However, refraining from destructive criticism, he recog-
nized the need for a novel institutional framework that combined
the best of both proposals (1943, 215).

This positive attitude is hard to find in the rest of the profes-
sion. Criticisms were plentiful and often to the point, anticipat-
ing some of the flaws of the postwar monetary system. Concerns
were voiced not only by conservative economists who set the new
schemes against the gold standard as a natural benchmark, but also
by those – the great majority – who rejected the return to gold
and highlighted the interwar problems of uncontrollability of the
money supply, asymmetry of the adjustment mechanism (due to
the surplus countries’ failure to abide by the rules of the game),
destabilizing capital movements, and the impact of wage rigidity on
employment (Lutz 1943, 3–4; Robinson 1943, 161–2). Above all,
the reform proposals were judged artificial, consisting of measures
that were ad hoc if not actually incoherent. According to Frank
Graham, the plans “reveal a confusion of purpose, and a lack of
consistent principle, which are likely to result only in frustration
or disaster” (1943b, 1).16 In Graham’s view:

The primary defect of both the Keynes and the White plans, and of the
compromise between them, is that their authors favor fixity of exchange
rates in neglect of domestic monetary policies and, conscious of the dis-
ruptive effects to be expected in this situation, present measures of half-
hearted coercion of such states as are recalcitrant in their adhesion to some

16 In his conclusions, Lutz maintained: “It is interesting to step back and to look at the
plans as a whole. Unlike the classical economists, most modern economists do not favor
solutions of economic problems which are based on principles. Instead they advocate,
in each concrete instance, measures devised ad hoc which, if ingenious from a technical
point of view, may contradict other measures devised in other fields. The result is that the
pattern of economic policy of modern governments is far from being a model of logical
consistency” (1943, 20–1).
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undefined national monetary policy which, it is fondly hoped, will more
or less miraculously emerge as the “norm.” (1943b, 21)

In the Keynes Plan, Lutz argued (1943, 13–4), this potential
conflict could foster expansionary monetary policy, thus leading
to frequent devaluations. Actually, this objection is not quite cor-
rect, because in the British scheme devaluation could be resorted
to only once, unless the board consented to repeat it. Regardless of
its formal accuracy, though, this criticism points to the more gen-
eral question of the inadequacy of the rules of the game to assure
viability. In this respect, Viner raised the problem of restraining
borrowing accumulation which, if unsolved, would lead to the fail-
ure of both plans:

If these restraints should prove effective in checking borrowings but inef-
fective in inducing correction of the factors responsible for the disequi-
librium, the agency would become inoperative and we would be back in a
world of defaults, of frozen balances, and of unilateral exchange depreci-
ations. Neither plan, therefore, will have succeeded in its objectives if the
over-all borrowing limits it provides are reached or even approached.

(1943, 201)

Reconciling exchange rate stability with monetary policy auton-
omy was the task of the international monetary organization. How-
ever, unless all members renounced their independence and con-
formed their policies to the stance of the dominant country – that
is, “that country which, somehow, manages to corral the bulk of
the world’s gold” (F. Graham 1943b, 12) – the entire structure is
unstable. And neither plan provided for effective measures to this
purpose.

A further, related issue in both schemes is the one-way bet offered
to speculators in a fixed but adjustable exchange rate regime, a
point that was reiterated by Frank Graham (1940a; 1943b, 7–8)
and also raised by Friedrich Lutz (1943, 13). These limitations thus
foreshadow the root problems of the Bretton Woods system. In fact,
according to Frank Graham, the British and American proposals
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share the main features of the fixed exchange rate regime of the late
1920s and of the Tripartite Agreement of 1936: “Both the Keynes
and the White plans are hybrids of these unsuccessful parents. The
fruit of their own marriage shows all the weaknesses to be expected
from the inbreeding of defective stocks” (1943b, 14).

Besides these general comments, there were many specific crit-
icisms. The White Plan was treated as tantamount to the gold
exchange standard. Frank Graham, noting the preeminent role of
the United States in the future system, highlighted the eventual
hindrances to parity changes:

The fact that the “unitas” (which is Dr. White’s name for the international
monetary unit he would set up) is, except against an all but unanimous vote
to the contrary, to be kept unchanged in dollar and in gold value, would
seem to mean, in effect, that, in his plan American monetary policy would
be the “norm.” After a short period of transition is passed, moreover, great
difficulties are to be put in the way of a change in the gold value of the
currency of any adhering country. The “new” system, if adopted, would
then (aside from a few dubious frills and a still more dubious bias toward
control of capital movements) be not much else than a reversion to the
traditional international gold standard. One wonders why such a reversion
was not proposed in the first place and gets the impression that the plan
is designed to cajole an adhesion to that standard by countries that would
not otherwise adopt it. (1943b, 13 note 11; italics in the original)

According to Schumacher (1943, 25), the American scheme, if
it was meant to resurrect the gold exchange standard, entailed
a policy design that did not allow full employment. In addition
to the cumbersome machinery and relatively opaque objectives
(Lutz 1943, 16; Robinson 1943, 167),17 criticism was also leveled

17 Comparing the two proposals, Lutz remarked: “The Keynes plan has the advantage of
a simpler structure and shows, clearly, the nature of the economic phenomenon behind
the transactions of the international institution. It also avoids the quite unnecessary
trouble, imposed upon the member states by the White plan, of going through the
procedure of paying in contributions” (1943, 6). According to Joan Robinson: “Unlike
the British statement, which makes the intentions of each of its proposals clear, the
American document contains merely a set of rules, without explanations, and has to
be read in the spirit of a detective story” (1943, 167). Finally, see Schumacher’s lapidary
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at the proposed solution to the accumulation of creditor positions
(Robinson 1943, 170). When a currency became “scarce,” the Fund
would ration it, but this contradicted the spirit and the letter of the
plan, which was against the retention of controls (Lutz 1943, 15;
Robinson 1943, 167; Schumacher 1943, 22–4). The most obvious
solution, Lutz suggested (1943, 16), was inflation or an appreciation
of the currency. In this respect, Viner (1943, 204–5) noted that the
majority required to approve a change in parity (four-fifths in the
first version of the White Plan, three-fourths in the final one) would
make such changes virtually impossible, so that the exchange rate
regime would be even more rigid than under the gold standard.
The treatment of creditors was controversial. Joan Robinson (1943,
167) went so far as to contend that creditor countries would be less
severely penalized under the Keynes Plan, which would not restrict
the several alternatives open to them.

The point here, however, is a different one: While Keynes wanted
to design a symmetrical system, White was intent on imposing
more stringent rules on debtors. In any case, as Lutz observed (1943,
17), neither provided any mechanism to prevent policies from gen-
erating a fundamental disequilibrium. The Fund or the Clearing
Union was to overcome temporary balance-of-payments crises with
lines of credit, reinstating the stabilizing function played, under the
gold standard, by capital movements. Yet gold was not at all the basis
of the new system; indeed, it was “quite unnecessary or even a nui-
sance under both schemes” (Lutz 1943, 20). Its presence, in reality,
is explained by the need not to run counter to the interests of gold
producers and of the United States, with its massive gold reserves.
The resemblance to the gold exchange standard simply reflected
the features of the adjustment mechanism in a fixed exchange rate

comment: “Many of the [American] Plan’s provisions are somewhat difficult to decipher
in their significance, and the authors of the memorandum have done little to explain
what motives have led them to their specific recommendations. It may not be unfair
to suggest that they themselves were perhaps not always aware of the technical and
economic consequences of their own scheme” (1943, 28–9).
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regime. Both plans, in fact, and especially that of Keynes, entailed
a progressive detachment from commodity money, assigning eco-
nomic policy a crucial role in achieving full employment. Capital
controls would ensure the consistency of the design. However, the
main change in the monetary system, namely the loss of credibil-
ity bound up in the transition from the gold to the gold exchange
standard, was not taken into account.

The Keynes Plan, too, was broadly criticized. The most common
objection was that it was inflationary. Lutz (1943, 7–10) contended
that if a monetary expansion was equal in all countries, thus not
creating external payment imbalances, the rules of the Clearing
Union would not restrict it. Several economists (de Vegh 1943,
538–41, 546; Lutz 1943, 7–8; Viner 1943, 200–1) noted the large
total amount of the quotas, at least $25 billion, and called attention
to the mechanism producing its automatic increase – namely, unre-
stricted access to borrowing regardless of the creditworthiness – and
the heavy postwar demand for credit that could be expected.18 The
Americans’ concern was that they would have to defray excessive
costs during European reconstruction, being bound by the deci-
sions of the new international body. This fear accompanied their
rejection of the bancor. Technically, the Clearing Union did pro-
vide for a series of measures to prevent the excessive buildup of
debtor positions,19 but these were thought to be insufficient or inef-
fective. Thus, Lutz (1943, 12–3) pointed to two drawbacks to the

18 In his letter to Viner dated 9 June 1943, Keynes recognized that countries would not
accept an unlimited liability to be net creditors; at the same time, he noted the difficulty
of finding an alternative solution, deeming the scarce currency clause “rather obscure”
(CW 25, 322).

19 At a conference in Chicago on 26 August 1943 attended by the members of the board of
directors of the federal reserve banks, Robertson tried to clear the field of these American
worries: “It is arguable that the proudest day in the life of the Manager of the Clearing
Union would be that on which, as a result of the smooth functioning of the correctives
set in motion by the Plan, there were no holders of international money – on which he
was able to show a balance sheet with zero on both sides of the account” (1943, 359;
italics in the original).

[ 150 ]



P1: KAE
0521867592c06 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 0:32

Providing for a New Monetary Order

devaluation required of a country whose debtor position exceeded
half its quota for more than two years. First, the measure would
have to be taken while the debt was still increasing, not when it
had stabilized, after the new point of equilibrium had been reached.
And second, as Cassel had already observed and Friedman would
underscore, the perception of a state of crisis would give specula-
tors a one-way bet. In this regard, Frank Graham (1943b, 13–4)
and de Vegh (1943, 543), respectively, warned about the cumu-
lation of exchange rate disequilibria and the perverse effects of
devaluation.

More generally, the resistance to an innovative system like
Keynes’s was bound up, on the political plane, with special inter-
ests. Robertson (1943, 355–60) considered the bancor so essential
that its elimination jeopardized the viability of the entire scheme,
but he also noted the inadvisability of presenting other countries
with a reform imposed by the United States and the United King-
dom. And, as we have seen, Frank Graham raised the problem of
exercising the discretionary power deriving from the abandonment
of commodity money by the dominant country. The two plans,
in fact, did not discuss the adaptation of other countries’ mone-
tary policy to that of the dominant country, except in their treat-
ment of the rules for restoring payments balance. In this connec-
tion, as Keynes had foreseen the coming hegemony of the United
States, the greater flexibility of the British plan was also due to
the need to temper the effects of anchoring to U.S. monetary
policy.

These considerations are also relevant theoretically. Whereas a
commodity standard, de facto, deprives the individual country of
monetary sovereignty, the evolution toward a managed currency
allows the exercise of discretionary power but at the same time
undermines the system’s credibility by accentuating an element of
volition, control of which is in the hand of a government authority.
In response to the failure of the system of the 1920s and 1930s,
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the reform proposals drafted new rules, transferring to an interna-
tional body a portion of monetary sovereignty that was relatively
limited in the American scheme, more substantial in the British.20

The essential point remained resolving the inherent inconsistency
between independent monetary policy and fixed exchange rates.
While the White Plan made only modest changes with respect to
the gold exchange standard, the Keynes Plan offered the radical
innovation of the clearing principle. This was the core of Wicksell’s
pure credit system (1906, 87–126), which had been anticipated by
Mill (1848, 524–5) and has now been resumed by the new mon-
etary economics, highlighting the distinction between money and
an accounting system of exchange (Fama 1980). The International
Clearing Union was such a system; the bancor, the unit of account
defined in terms of gold, was its peg. Yet its viability was dubi-
ous, in that discretionary policies for full employment could come
into conflict with the equilibrium of the Clearing Union. True, the
Keynes Plan did consider the risk of “creating excessive purchasing
power and hence an inflation of prices” (Horsefield 1969b, 34), but
its rules could have proved insufficient if the mechanism for dis-
ciplining policymakers was not effective or credible. Aware of this
crucial problem, Keynes wanted the new international authority to
wield broad powers and assigned the International Clearing Union
a role that would make it “a genuine organ of truly international
government” (Horsefield 1969b, 35).

20 Keynes envisaged a broader role for the International Clearing Union, not restricted to the
monetary sphere, assigning it duties involving relations with other international agencies
for economic development, for defense, and for the control of commodity markets. “The
Clearing Union might become the instrument and the support of international policies
in addition to those which it is its primary purpose to promote. This deserves the greatest
possible emphasis. The Union might become the pivot of the future economic govern-
ment of the world” (Horsefield 1969b, 33). Aware of the possible objections, he deemed
the renunciation of sovereignty required under his plan as comparable to that imposed by
trade treaties. Moreover, members could withdraw from the agreement whenever they
wished (Horsefield 1969b, 36). The extension of the Clearing Union’s tasks was criti-
cized by Viner (1943, 213) because it would endanger its primary function of monetary
stabilization.
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Besides the political difficulties of achieving this aim, however,
the necessity of providing for an effective adjustment mechanism
was inescapable. In this respect, neither plan offered a well-defined
recipe, and the Keynes Plan, in particular, left the issue open to
different solutions. This is the essence of the substantial criticisms
of the proposals, showing just how complicated it was to design a
consistent, viable monetary reform. Noting the search for compro-
mise in both schemes, Lutz predicted problems once the transition
period was over.

The two plans discussed in this paper are an illustration of the point [the
inconsistency of economic policy]. They avoid clear-cut solutions such as
the gold standard, or a paper standard, or one single Central Bank for all
countries would offer. Free exchange markets but also foreign exchange
control, fixed exchange rates but also currency depreciation (and in addi-
tion perhaps a small dose of deflation), the use of gold as international
currency but without its having any role as an integral part of the mech-
anism of international adjustments; all these ideas are merged into one
plan. It is unlikely that such a combination will work satisfactorily. It seems
more probable that one of the mutually inconsistent ideas worked into the
plans will win out. As it stands, the least desirable, foreign exchange con-
trol, would seem to have the best chance. The plans have great advantages
for the period immediately following the war inasmuch as they provide
reserves of international currency, for those countries which will need
them to finance an import surplus, and offer a method of avoiding com-
plete chaos in the foreign exchange market. They have, moreover, the
merit of bringing before the public an important problem which deserves
extensive discussion. But they do not give a solution which can be regarded
as satisfactory for the long run. (1943, 21)

6.3. alternative models of monetary organization on
the eve of bretton woods

Among the many comments on the British and American pro-
posals, the criticism of the International Clearing Union as being
identical to the gold standard (de Vegh 1943, 536, 549 note 4) would
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appear paradoxical, given Keynes’s explicit call to abandon that sys-
tem. As he stated in the first draft of his plan, he wanted to create
an innovative setup by “discarding the use of a currency having
international validity” (CW 25, 23). However, the unwritten rules
of the gold standard provided for an international monetary and
financial network centered in London21 that, as far as the transac-
tions technology is concerned, had the same main features as the
Clearing Union. Thus, de Vegh’s remark is no paradox at all in that,
as we suggested at the end of Chapter 5, extreme solutions produce
clear-cut results, having some basic characteristics in common. Of
course, the gold standard was grounded on principles – metallism
and the equilibrium hypothesis – that Keynes refuted in making
full employment the key economic policy goal. In the aftermath
of the depression, the General Theory necessarily weighed heav-
ily on any possible approach to monetary reform (see footnote 14),
although the White Plan and other schemes as well did not entirely
sever the link with the commodity standard.22 Hence, on the eve of

21 The operation of this network was masterfully analyzed by Hawtrey (1929a). Empha-
sizing the relationship between gold flows and changes in the stock of credit, he noted:
“The nineteenth century credit system is not to be interpreted as consisting of a num-
ber of countries each exercising independent control over credit within its own limits,
and being led by the influence of gold movements to accommodate its credit policy to
that of the others. It is rather to be regarded as a centralised system responding to a
leader. The center was London and the leader the Bank of England. . . . The world credit
movements were initiated in London, and tended to spread to all other centres without
further action. Only if some resistance arose against the tendency to spread, was any
action by authorities outside England called for. Undoubtedly the need for such action
was not infrequent. Undoubtedly also the action taken by the Bank of England was often
dictated by occurrences in other countries. The Bank was not so autocratic as to be able to
disregard credit movements starting abroad, especially when they approached or attained
the magnitude of financial crises. But so far as any intentional or systematic regulation
of credit was concerned, no one else attempted to take the lead. Credit policy was in the
hands of the Bank of England” (1929a, 70–2).

22 Needless to say, the restoration of the gold standard was now rejected by most economists.
For this point of view, Viner wrote that return to gold “seems to me to be day-dreaming,
and, considerations of national prestige aside, the dream is not a wholly pleasant one.
An unregulated international gold standard would put the world into a monetary strait-
jacket which would block the adoption of desirable as well as of foolish policies” (1943,
195). Nonetheless, there were still a few die-hard conservatives, like Edwin Kemmerer
(1944), who unyieldingly advocated the gold standard.
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the decisive negotiations leading to the Bretton Woods conference,
two alternative models characterized the state of the art, the inno-
vative Keynes Plan on the one hand, the more traditional projects
on the other.

The essential aspects of these contrasting views emerge in an
illuminating debate between Hayek and Keynes. Making a case
for the commodity currency, Hayek (1943) recalled the advantages
of the gold standard – the creation of an international currency
without subjecting individual countries to a supranational autho-
rity, its automatic mechanism, and hence the predictability of mon-
etary policy, and the stabilizing character of changes in the money
supply – and its defect, namely the slowness with which the gold
supply could adapt to the demand. The commodity reserve currency
would retain the advantages while obviating this drawback.23

Unoriginal though it was, Hayek’s piece elicited a reply from
Keynes (1943), who seized the occasion to clarify the significance
of his plan. His proposal offered new solutions to the two defects
of commodity money, namely the uncontrollability of the money
supply beyond the short run and the adverse impact of adjustment
on employment. On the first point, the Clearing Union would work
on the velocity of circulation and not, as under Marshall’s tabu-
lar standard, Fisher’s compensated dollar, or Hayek’s commodity
reserve currency, on the volume of money. On the second, the
plan would enable every member to conduct its own wage and
price policies. If a substantial deviation from equilibrium occurred,
the country would have to revise its policies or, if that proved
impracticable, modify the exchange rate.24 This measure would be

23 An analogous claim is set forth in the first draft of the Keynes Plan, aiming “to sketch
out . . . an ideal scheme which would preserve the advantages of an international means of
payment universally acceptable, whilst avoiding those features of the old system which
did the damage” (CW 25, 32).

24 In reply to Frank Graham (1944b), Keynes repeated the ideas set forth in his comment on
Hayek. Though he did not oppose the tabular standard in principle, he advocated finding
the most politically opportune way of linking national currencies to an international
currency with an “orderly, yet elastic method,” in particular avoiding external pressure
on wages and attacks on the interest of gold producers (Keynes 1944, 429).
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allowed in case of a misalignment of the country’s efficiency wage
(see footnote 12), which was Keynes’s conception of a fundamental
disequilibrium. Unlike the gold standard, therefore, the plan left
ample maneuvering room to economic policy.

The fundamental reason for thus limiting the objectives of an international
currency scheme is the impossibility, or at any rate the undesirability, of
imposing stable price-levels from without. The error of the gold-standard
lay in submitting national wage-policies to outside dictation. It is wiser
to regard stability (or otherwise) of internal prices as a matter of internal
policy and politics. Commodity standards which try to impose this from
without will break down just as surely as the rigid gold-standard.

(Keynes 1943, 187)

Keynes’s own reading of his project confirms its close connection
with the General Theory, the intent being to overturn the monetary
system so that instead of a constraint it could be a tool for pursuing
full employment. This is a further advance on the concept devel-
oped in the Tract, namely that the rigid rules of the gold standard
should be bent to make room for policy action and increase social
welfare.25 Apart from its impact on the architecture of postwar
monetary institutions, this approach also strengthened the defini-
tive acceptance of a full-fledged managed money and, eventually,
accelerated the transition to fiat money.

The spread of Keynes’s thought at a time of major international
monetary imbalances raised the question of consistency between
the reestablishment of fixed exchange rates and the imperative of
pursuing domestic policy objectives. The issue at stake is reflected in
the fuzziness of the adjustment mechanism in both plans, which led
to widespread conjecture as to which solution would eventually pre-
vail: exchange controls, tariffs, economic policy reversal, exchange

25 As Keynes had vigorously advocated detachment from commodity money since World
War I, his emphasis on the introduction of monetary rules, noted by Allan Meltzer
(1989), needs to be rightly interpreted. Keynes’s intention was not to bind policymakers
but, on the contrary, to broaden their range of action. The rules of the International
Clearing Union were designed to guarantee its viability, certainly not to constrain the
conduct of central banks.
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rate changes. True, both projects spelled out a hierarchy among the
possible adjustment channels, the British proposal being more con-
ducive to expansionary policies and parity changes, the American
relying on stricter discipline.26 Yet both displayed heterogeneous
elements due to the pursuit of conflicting objectives and thus hardly
represented a well-grounded blueprint for monetary reform.

The contrast with the gold standard is eloquent. Underlying its
successful performance was a coherent set of rules hinging on the
all but universally accepted classical model, which also allowed a
certain degree of flexibility through the escape clause of suspending
convertibility. The rules of the game were enforced not by treaty
but by countries’ optimizing behavior. Because ultimately the the-
oretical framework is what provides the basis of policy design and
of international arrangements, consensus on a consistent paradigm
is essential to the smooth working of the monetary system.27 On
the other hand, the presence of rival approaches accentuates the
surrender of sovereignty to an international organization. The
coexistence of discordant models, producing diversity in policy
response and heightening uncertainty, calls for broad powers of
enforcement to enhance the system’s viability. Thus, under the
gold standard, an extreme case of full adherence to an equilibrium
model, there was no need to renounce any sovereign power, let alone
establish an international body. At the other extreme, in the highly
variegated economic and monetary theory of the early 1940s, with
the growing distrust in the equilibrium hypothesis, substantial

26 As Viner remarked: “It seems to me indeed that if the White plan were to be put into
successful operation, it would result in fact if not in form in an international gold stan-
dard, strengthened, moreover, by additional legal sanctions international in character,
reinforced by the establishment of additional facilities for international short-term cred-
its, and improved in its functioning by virtue of the supervisory activities of the new
international monetary board” (1943, 207).

27 This point was clearly perceived by Keynes, who saw its sheer novelty as a possible
weakness in his plan. Thus, in the first draft he noted: “[The plan] is also open to the
objection, as the reader will soon discover, that it is complicated and novel and perhaps
Utopian in the sense, not that it is impracticable, but that it assumes a higher degree of
understanding, of the spirit of bold innovation, and of international co-operation and
trust than it is safe or reasonable to assume” (CW 25, 33).
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and effective powers had to be assigned to an international
authority.

Monetary reconstruction, then, came at the crossroads of the
emergence of an alternative paradigm following the disruptive
shock of the depression. The message of the General Theory took
time to be absorbed by the profession.28 The coexistence of diverse
approaches in this transitional period was reflected in the two plans
that, while sharing objectives, used different instruments and left
the solution to a number of several problems open. One should
never forget that the architects of the postwar monetary system
faced the daunting task of constructing a new order ex nihilo, while
the several forces at work – intellectual, social, political – were all
but certain to produce reform proposals that were patchy, hybrid,
perhaps even inconsistent.

28 In a well-known letter sent to George Bernard Shaw on 1 January 1935, Keynes wrote:
“To understand my state of mind, however, you have to know that I believe myself to be
writing a book on economic theory which will largely revolutionise – not, I suppose, at
once but in the course of the next ten years – the way the world thinks about economic
problems” (CW 13, 492; italics in the original). On the supposed revolutionary character
of the General Theory, see Laidler (1999, Chapter 11).
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The impelling objective of reconstructing the internat-
ional monetary system provided the driving force for fram-

ing an agreement starting from the quite different approaches of
the Keynes and White plans. The sheer diversity of these propos-
als required a major effort, both analytical and at the negotiating
table, to arrive at a shared solution, but the goal was pursued with
determination and confidence. Setting out the main features of the
International Clearing Union before the House of Lords on 18 May
1943, Keynes noted: “I have not the slightest doubt in my own
mind that a synthesis of the two schemes should be possible” (CW
25, 279).

The round of intense negotiations, which a year later produced
the Joint Statement of 21 April 1944, was decisive. In fact, that
document contained all the essential elements of the Articles of
Agreement approved at Bretton Woods just three months on. The
numerous, punctilious discussions served to narrow the distance
separating the British and American positions and produce a draft
that could be acceptable to other nations as well. In a sense, the
road to the Joint Statement was the real negotiation over the post-
war monetary order: The Bretton Woods conference settled many
questions of detail, but essentially adopted that blueprint.
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7.1. the joint statement and the organization
of the conference

Work on a synthesis of the British and American proposals started
soon after their publication. While revised drafts of the White Plan
were issued in May and June, before the final version was released
on 10 July, the Americans held meetings in Washington with a
number of countries. The greater bargaining power of the United
States weighed from the very start and conditioned developments
after the Bretton Woods conference as well. Indeed, the negoti-
ations were marked by the contrast between the scant political
clout of the British delegation, despite its great expertise, and the
political predominance of the American delegation.1 Aware of the
American supremacy, Keynes did what he could to get the reform
through even if he had to see his plan progressively set aside.2 An

1 The difference in personality between Keynes and White could not have been greater.
In Richard Gardner’s vivid description: “What powerful and contradictory forces were
at work in this association! The sources of friction were obvious enough. Both were
proud, sensitive, and self-confident to the point of arrogance. Not much else did they
have in common. White was an ambitious middle-class boy who had made good; Keynes
an urbane product of cultured academic stock. The first set little store by social conven-
tions; the second was the product of a society where manners were the mark of a man.
One bore a deep resentment of the advantages that heredity could bestow; the other pos-
sessed the well-bred Englishman’s easy self-confidence. Veterans of the Anglo-American
negotiations recall how, in the midst of some controversy, White would address Keynes
as ‘your Royal Highness,’ sitting back with an ironic smile to watch the latter’s ill-
disguised irritation. It was certainly a wonder that these two could get along together at
all. . . . Occasionally bitterness would creep in. Keynes would take White out of his depth;
White would feel, but not admit, his intellectual inferiority; he would say something to
remind Keynes that he, not Keynes, represented the stronger party in the negotiations.
There would be angry words; papers would be thrown on the floor; one of them would
stalk out of the room. The other negotiators would stay to patch up the quarrel. The
next day the same procedure would be repeated. Eventually a tentative agreement would
be reached, which could be submitted to the respective Governments for approval. In
this way, slowly, almost imperceptibly, there emerged the terms of the financial com-
promise” (1969, 111–2). Horsefield (1969a, 55–6) sketches a similar portrait of the two
protagonists.

2 Writing to Roy Harrod on 27 April 1943, Keynes anticipated the course of the negotia-
tions: “I fully expect that we shall do well to compromise with the American scheme and
very likely accept their dress in the long run. But I am sure that it would be premature
to do so at present. For one thing, their plan is very far from being a firm offer. The real
risk, I always have thought, is that they will run away from their own plan, let alone
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examination of the official documents and the material available
in the Collected Writings gives an immediate idea of this effort
to smooth over the disagreements3 and reach an acceptable com-
promise, an uncomfortable task for the scholarly mind. As Donald
Moggridge, the editor of Volumes 25–6 of the Collected Writings
observes, Keynes, in a letter to David Waley “added after the word
‘diplomacy’ . . . ‘– the meanest occupation known to man’” (CW 26,
117 note 33).

White, instead, pursued the American policy of relatively con-
servative reform, something not unlike the gold exchange standard,
which would serve the interests of the United States, which held
almost 60 percent of the world’s gold reserves at the end of 1945,
a share that would rise to nearly 75 percent at the end of 1949,
exceeding 22,000 metric tons.4 From the outset, the United States
had intended to dominate the discussion. At the end of a series of
meetings with some twenty-five countries, White warned Keynes
(CW 25, 335–8) of the mistake of presenting to Congress a pro-
posal that risked rejection. A politically acceptable plan had to have

ours. By continuing to press ours, there is at least a little chance that they may develop
some patriotic fervour for their own” (CW 25, 268).

3 In particular, in his House of Lords speech Keynes dispelled U.S. concerns about having to
shoulder a large burden: “There is one important respect in which the British proposals
seem to be gravely misunderstood in some quarters in the United States. There is no
foundation whatever for the idea that the object of the proposals is to make the United
States the milch cow of the world in general and of this country in particular. In fact
the best hope for the lasting success of the plan is the precise contrary. The plan does
not require the United States, or any other country, to put up a single dollar which they
themselves choose or prefer to employ in any other way whatever. The essence of it is
that if a country has a balance in its favour which it does not choose to use in buying
goods or services or making overseas investment, this balance shall remain available to
the Union – not permanently, but only for just so long as the country owning it chooses
to leave it unemployed. That is not a burden on the creditor country. It is an extra facility
to it, for it allows it to carry on its trade with the rest of the world unimpeded, whenever
a time lag between earning and spending happens to suit its own convenience. I cannot
emphasise this too strongly. This is not a Red Cross philanthropic relief scheme, by which
the rich countries come to the rescue of the poor. It is a piece of highly necessary business
mechanism, which is at least as useful to the creditor as to the debtor” (CW 25, 276–7).

4 After reading the final version of the White Plan, Keynes remarked: “Some of its provi-
sions are drafted with gross selfishness in the interests of a country possessing unlimited
gold” (CW 25, 316).

[ 161 ]



P1: KAE
0521867592c07 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 0:16

Monetary Theory and Bretton Woods

four features: (1) a limited financial commitment, not exceeding
$3 billion; (2) quotas partly in gold; (3) a link between quotas and
veto powers; (4) an agreement on the exchange rates of the lead-
ing countries (see Chapter 6, note 10). The Articles of Agreement
essentially contained all of these ingredients, even the first, consid-
ering that they provided for quotas totaling $8.8 billion, compared
with the $26 billion proposed by the British (Eichengreen 1989,
265–6). Keynes saw that the American demands conflicted with his
plan, but he chose to play down the differences.

In September 1943, with the start of formal Anglo-American
talks in Washington, the negotiations took a new turn. Both delega-
tions, as Keynes wrote to Louis Rasminsky, were now actively pur-
suing a common objective “in an atmosphere singularly free from
unnecessary controversy or obstacle” (CW 25, 340).5 Eventually,
however, contrasts emerged, and the British gradually yielded on
most issues. Despite numerous discussions, some topics remained
controversial, such as the conditionality of members’ access to
Fund resources (Horsefield 1969a, 67–75). While the United States
assigned the Fund the right to stave off drawings if a country’s
economic policies were considered harmful from an international
viewpoint, the British stuck to the idea of leaving the borrowing
decision to members, subject only to the limitations set forth in the
agreed clauses. Robertson (1943, 358) made this point to Fed offi-
cials and Keynes, in his letter to Viner, emphasized the “increase
of confidence” to be accorded to countries, regarding it “as perhaps
one of the major contributions that the plans can make to future
stability;” thus, the Fund should not exercise a “grandmotherly”
influence (CW 25, 333, 404).

5 This positive impression is confirmed by Keynes in a letter to Jacob Viner shortly before
his return to England: “In the opinion of all of us we have made really enormous progress
towards a common view, and whilst there are still outstanding points of difference, my
own expectation is that they will not be unduly difficult to settle after we have got back to
London” (CW 25, 332). For a detailed reconstruction, the reader is referred to Horsefield
(1969a, Chapter 3).
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Once the Joint Statement was near completion, Keynes and
White hastened its publication for fear that mounting criticism in
both countries might block the road to reform.6 In the British ver-
sion, the text was preceded, on Keynes’s insistence (CW 25, 436),
by “explanatory notes” (Horsefield 1969b, 128–31) that minimized
the differences with the proposed Clearing Union. Anyway, except
for the claim by Eichengreen that the British won important conces-
sions with regard to exchange rate variations and exchange controls
(1989, 263–7), the outcome has usually been judged as basically
conforming to the White Plan. This is correct with regard to the
stipulations of the accord but is a reductive reading of Keynes’s
influence, because it disregards the impact of his contributions to
the prevailing paradigm.

A distinction must here be drawn between the design of the
reform and its implementation. Throughout the negotiations, there
was no conflict about the theoretical approach to reconstructing
the monetary system. After the disruptive shock of the Great
Depression and the appearance of the General Theory, full employ-
ment was the overriding target of policymakers on both sides of
the Atlantic.7 This shared vision and analysis helped the lengthy
negotiating process to its successful completion and was reflected
in the new monetary arrangements: The Joint Statement would
stipulate that “the maintenance of a high level of employment
and real income . . . must be a primary objective of economic pol-
icy” (Horsefield 1969b, 131). On the other hand, the details of the

6 In a letter to White, on 18 March 1944 Keynes wrote: “On this side the Chancellor of
the Exchequer is being constantly pestered by Members of Parliament with questions as
to when they can hear more. There is obviously a good deal of restiveness, which can be
largely explained, I think, by the lack of news. It is obvious that the proposals are most
likely to be attacked on this side on the ground that, however we dress them up, they
are no better than a revised gold standard, and they will be charged with submitting this
country to the same yoke, from which it had escaped with so much difficulty but with so
much ultimate relief in 1931” (CW 25, 429).

7 In this connection, White himself has often been described as a Keynesian with reference
to his views on macroeconomic policy and international finance (Boughton 2002, 2004;
Vines 2003, 350–1). See also Chapter 6, note 14.
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Bretton Woods architecture were driven more by the tactical moves
of the two sides than by strategic design; and tactics were dictated
by politics.

In the spring of 1943, to avoid jeopardizing the entire reform,
White modified his stance to reflect the conservative make-up of
the new Congress (see Chapter 6, Section 1). This shift in the Amer-
ican position would emerge in the discussion of innumerable spe-
cific questions. One example is White’s aim of putting the dollar
alongside gold at the center of the postwar international mone-
tary system, which had been constantly opposed by Keynes.8 Van
Dormael’s detailed account of Bretton Woods shows how White,
avoiding a general debate by assigning the task of solving the prob-
lem to a small group of technicians headed by himself, managed
to have the Final Act read not “gold” but “gold and US dollars”
(Van Dormael 1978, 200–3). In this and in countless other cases,
the solution resulted from the negotiating ability and, above all, the
bargaining power of the parties. The balance thus tipped toward the
Americans, although the British were able to secure some substan-
tial concessions.9 Tactics were motivated by the political interests
of the parties involved; strategy reflected theory and thus Keynes’s

8 At the meeting in Atlantic City in June 1944, Keynes firmly opposed giving the dol-
lar a special status. The Americans apparently did not discuss the subject. However, as
Armand Van Dormael noted: “[T]hough the Statement of Principles, as it was submitted
to the Bretton Woods Conference, clearly stated that ‘The par value of a member’s cur-
rency . . . shall be expressed in terms of gold,’ White knew that the international bankers
were extremely anxious to see the dollar become the international currency of the future”
(1978, 201).

9 As Harold James remarked: “In order to be able to satisfy the political requirements of
the time, the proposed settlement had to include not just a sustainable economic vision
but also appropriate concessions to the powerful interests involved in the negotiations.
The United States had a profound conviction of the merits of trade liberalization and an
abhorrence of the bilateral trade and manipulated exchange rates that had been operated
by National Socialist Germany. The United Kingdom, on the other hand, wanted to find
a mechanism to protect itself against the immediate impact of the trade liberalization
required by the United States. The goal of the monetary mechanism for likely debtor
countries (such as Britain) would be to prevent the buildup of large surpluses by others
and to include penalties or deterrents for likely long-term creditors. The surplus countries
should take a part of the adjustment: otherwise the world would find itself repeating the
deflationary experience of the 1920s” (1996, 30).
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paramount message. In the longer run, the influence of Keynes’s
thought progressively gained momentum: As will be seen in the
next chapter, the dominance of Keynesian economics would be a
decisive factor in the evolution of the Bretton Woods monetary
system.

In general, the negotiators’ efforts to reach an agreement10 made
compromise all the more characteristic of the accord, so that the
effective operation of the system depended strictly on interpreta-
tion. With regard to conditionality, for instance, Richard Gardner
remarked: “One could not be sure from the wording of the Articles
themselves whether the British or the American view on this sub-
ject would finally prevail” (1969, 114). And Keynes, in his address
to the House of Lords on 23 May 1944, presented the outcome
of the negotiations as advantageous to Britain. He acknowledged
that “certain features of elegance, clarity and logic in the Clear-
ing Union plan . . . have disappeared,” but he considered the Joint
Statement “a considerable improvement on either of its parents”
(CW 26, 10) and stressed its advantages: maintenance of exchange
controls during the postwar transition, restoration of convertibil-
ity in connection with London’s role as a financial center, increase
in the stock of reserves, creditor countries’ sharing of the burden

10 The huge amount of work that went into drafting the reform is recalled by Keynes in
the conclusion of his speech to the House of Lords on 23 May 1944 explaining the main
properties of the Joint Statement: “The proposals which are before your Lordships are
the result of the collaboration of many minds and the fruit of the collective wisdom of
the experts of many nations. I have spent many days and weeks in the past year in the
company of experts of this country, of the Dominions, of our European Allies and of the
United States; and, in the light of some past experience I affirm that these discussions
have been without exception a model of what such gatherings should be – objective,
understanding, without waste of time or expense of temper. I dare to speak for the much
abused so-called experts. I even venture sometimes to prefer them, without intending
any disrespect, to politicians. The common love of truth, bred of a scientific habit of
mind, is the closest of bonds between the representatives of divers nations” (CW 26,
20–1). And White, in the opening paragraph of his article in Foreign Affairs, remarked:
“Perhaps no economic measure has ever received the careful consideration, extensive
discussion and painstaking labor that went into the formulation of the proposal for an
International Monetary Fund. The preparations for the United Nations Monetary and
Financial Conference were a model of democracy in action” (1945, 195).
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of adjustment, and an international organization as a forum for
discussing and preventing problems. In putting domestic purposes
before the stability of the exchange rate, the reform overturned the
old monetary order: Economic policy was aimed not at maintain-
ing the parity of the currency, as in the gold standard, but at full
employment. This epochal change reflects the impact on the mone-
tary system of Keynes’s contributions, as he himself observed, over
“the last twenty years” (CW 26, 16):

[T]his plan is the exact opposite of [the gold standard]. The plan in its
relation to gold is, indeed, very close to proposals which I advocated in
vain as the right alternative, when I was bitterly opposing this country’s
return to gold. . . . The plan not merely confirms the dethronement [of
gold] but approves it by expressly providing that it is the duty of the
Fund to alter the gold value of any currency if it is shown that this will
be serviceable to equilibrium. In fact, the plan introduces in this respect
an epoch-making innovation in an international instrument, the object
of which is to lay down sound and orthodox principles. For instead of
maintaining the principle that the internal value of a national currency
should conform to a prescribed de jure external value, it provides that its
external value should be altered if necessary so as to conform to whatever
de facto internal value results from domestic policies, which themselves
shall be immune from criticism by the Fund. Indeed, it is made the duty
of the Fund to approve changes which will have this effect. That is why I
say that these proposals are the exact opposite of the gold standard. They
lay down by international agreement the essence of the new doctrine, far
removed from the old orthodoxy. (CW 26, 17–19)

Opposition to the monetary reform was strong in both coun-
tries. In Great Britain, the ideas of radical economists, most notably
Thomas Balogh, in favor of bilateralism and controls, reinforced the
stance of conservative financial circles defending the role of sterling
in the Commonwealth. In the United States, the political debate was
even fiercer, especially during the parliamentary hearings on the
Articles of Agreement (Gardner 1969, 129–43). Before the confer-
ence, however, White was not worried by Republican opposition
because, as Keynes explained in a letter to Richard Hopkins on
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25 June 1944,11 this would lead the Democratic Party to support
the reform.

The preparations for Bretton Woods (Horsefield 1969a, Chap-
ters 4, 5) began in April 1944. On 25 May, with President
Roosevelt’s assent, Treasury Secretary Henry Morgenthau invited
forty-four nations to participate in the conference, which would
open on 1 July.12 Seventeen of the attendees gathered at a prelim-
inary meeting in Atlantic City in the second half of June to try
to eliminate the most glaring disagreements between Britain and
the United States. No definitive text was drafted, however, because,
as Keynes wrote to Hopkins (CW 26, 61), White did not want to
present the countries and the members of the U.S. delegation who
were not at Atlantic City with a finished document that had only
to be rubber-stamped.

On the appointed day, 730 participants, three times more than
expected, gathered at the Mount Washington Hotel in Bretton
Woods, NH, which had been closed for two years and was reopened
to host the conference. The conference, which lasted until 22 July,
created three committees: on the Fund, on the World Bank, and on
international financial cooperation, chaired, respectively, by White,
Keynes, and Eduardo Suarez of Mexico. The agenda was daunting,
and the conditions under which the delegates labored were far from
ideal.13 The conference turned out five hundred documents totaling

11 “An effort is being made to get a plank of the Republican platform opposing international
collaboration on the Monetary Plan. White expresses himself as not too much concerned
at this. Indeed he thinks it might lead to the Democratic party taking a much more definite
stand in favour. The staging of the vast monkey-house at Bretton Woods is, of course, in
order that the President can say that 44 nations have agreed on the Fund and the Bank
and he challenges the Republicans or anyone else to reject such an approach. I should
say that this tactic is very likely to be successful” (CW 26, 63).

12 In addition to the official delegations, a representative of Denmark was also invited in
a personal capacity inasmuch as a Danish government in exile had not been formally
established (Horsefield 1969a, 79).

13 Keynes offers vivid testimony concerning the atmosphere: “It is as though . . . one had to
accomplish the preliminary work of many interdepartmental and Cabinet committees, the
job of the . . . draftsmen, and the passage . . . of two intricate legislative measures of large
dimensions, all this carried on in committees and commissions numbering anything up to
200 persons in rooms with bad acoustics, shouting through microphones, many of those
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some twelve hundred pages. However, most of the disagreements
were dealt with in informal meetings among the major countries.
In this regard, contacts between the United States and the Soviet
Union in early 1944 had brought out divergences on several mat-
ters. The Soviets wanted to reduce their contribution, strengthen
the veto, avoid giving the Fund the right to fix the exchange rate
of the ruble, and reduce the gold payments of the occupied coun-
tries. These divergences were discussed and resolved with White
and the U.S. Treasury so that the Soviet Union participated in the
conference and signed the Final Act, but did not ratify the treaty. In
the end, the Soviets were unwilling to disclose the country’s eco-
nomic data and join an institution that would be dominated by the
United States. Even within the Western bloc, the agreements ush-
ered in a phase not of collaboration but of conflict. The discussion
went beyond the interpretation of the key clauses, such as Arti-
cle VIII on convertibility and its implications for sterling balances
(Gold 1981), and also dealt with purely practical issues, such as the
location of Fund and Bank headquarters, their organization, and
economic arrangements.14

present . . . with an imperfect knowledge of English, each wanting to get something on the
record which would look well in the press down at home, and . . . the Russians only under-
standing what was afoot with the utmost difficulty. . . . We have all of us worked every
minute of our waking hours . . . all of us . . . are all in” (quoted in Horsefield 1969a, 92).
Among other things, Keynes’s already precarious health grew worse, as Lionel Robbins
noted in his diary: “[T]hroughout the Conference we have all felt that as regards Keynes’s
health we were on the edge of a precipice. There was one evening of prostration at Atlantic
City, two the first week here, three last week, and I now feel that it is a race between the
exhaustion of his powers and the termination of the Conference” (CW 26, 97 note 25).

14 These problems gave rise to heated talks, an examination of which goes beyond the scope
of the present work; the most important episodes will be briefly mentioned. According
to Keynes, the new institutions should be based in two different cities, London and New
York. The question was not settled at Bretton Woods. The Americans proposed that
the Fund and the Bank be based in the country with the largest quota. However, the
British succeeded in having the decision deferred until the first meeting. In March 1946,
in Savannah, the United States, with the support of China and several South American
countries, secured approval of Washington as the headquarters of both organizations,
causing resentment among the British and numerous other delegations. Keynes com-
mented in a report that he wrote during his return voyage on the Queen Mary: “These
methods, however, were felt to be distasteful by many, including several of the Amer-
icans, who sympathised with and apologised to us behind the scenes, and created for
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Without going into the technicalities incorporated in the Arti-
cles of Agreement, the outcome of the conference should be seen
against the backdrop of the system’s transformation following the
demise of the gold standard. The Bretton Woods arrangements were
intended to restore symmetry to the adjustment mechanism and
multilateralism to international trade in a regime of fixed exchange
rates while maintaining capital controls in order to give each coun-
try reasonable leeway for full employment policy. In reality, the
new international monetary order had a number of weaknesses,
chiefly relating to the conflicts between its main objectives, and
it eventually accelerated the move toward fiat money. Born of a
blueprint drafted by experts, the project was without precedent,
presupposing at least an identity of approach, a generally accepted
theoretical paradigm. But even this was not enough to guaran-
tee the validity of the ultimate outcome, which was determined
by the balance of power between the leading actors. The result
was a compromise, a hybrid that was less coherent than the orig-
inal proposals. The Keynes Plan and the White Plan both offered
cleaner solutions, respectively an innovative clearing scheme and
a revised gold exchange standard; the mutual concessions resulted
in an agreement whose provisions were open to diverse interpreta-
tions, so much so as to jeopardize the very consistency and viability
of the resulting system.

7.2. the post-conference academic debate

No sooner had the proceedings ended than a wide-ranging debate
on the Bretton Woods agreements began, witness the symposium

a time a disagreeable atmosphere, though the cloud gradually lifted towards the end”
(CW 26, 222). In a letter to Kahn dated 13 March 1946, Keynes lamented the man-
agement approach imposed by the Americans, based on a padded staff and very high
salaries designed to gain the acquiescence of many member states, especially the South
Americans (CW 26, 217–25). According to Sir George Bolton’s account, during the voy-
age Keynes wrote a fierce article condemning the American policy, but Row-Dutton and
Bolton himself convinced him to destroy the text so as not to jeopardize Britain’s interests
(Kahn 1976, 28–9).
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published in the Review of Economic Statistics (November 1944),
the collection of papers edited by Murray Shields (1944), and
numerous articles in leading journals in the later 1940s. Leaving
aside the defense of the agreements by some of the protagonists
(Bernstein 1944, 1945; Bourneuf 1944; White 1945),15 the confer-
ence results were analyzed from both the political and the technical
point of view. The former will not be examined here, but it is worth
spending a few words on the sharpening tension between the United
States and Britain. Recurring objections to the new system – fear of
having to shoulder most of the financial burden, easy access to the
Fund’s excessive resources, the inadequacy of the adjustment mech-
anism – led the United States to pressure Britain to proceed with
the convertibility of sterling and accept a loan to cope with postwar
difficulties. On the other hand, the British stressed the absence of
stringent obligations for creditor countries and the Fund’s limited
resources and opposed the immediate application of the new rules
(Mikesell 1949, 395 note 2). In the end, American prevalence had
serious repercussions on the British economy.

On the technical plane, early comments focused rather on spe-
cific aspects than on the structure of the novel monetary construc-
tion, because the final compromise was more elusive than the orig-
inal British and American proposals, making it hard to assess a
monetary reform whose actual operation would result from future
interpretation. The uncertainty was further heightened by post-
war imbalances and the attendant effects of the transition. Hence,
until a clearer picture emerged from the full-fledged implementa-
tion, commentators were prudent in appraising the Bretton Woods
monetary order. One crucial point was soon raised, however: the

15 Edward Bernstein, who would be director of the Fund’s Research Department from 1946
to 1958, was an éminence grise within the American delegation, as Keynes observed in a
revealing letter to Wilfrid Eady on 3 October 1943: “Both the currency scheme and the
investment scheme are, I think, largely the fruit of the brain not of Harry [White] but of
his little attaché, Bernstein. It is with him rather than Harry that the pride of authorship
lies. And when we seduce Harry from the true faith, little Bernstein wins him back again
in the course of the night” (CW 25, 364).
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compatibility of full employment, unanimously considered as the
keystone of economic policy design, with external equilibrium.
Condliffe remarked:

The great issue of international economic collaboration is to find meth-
ods by which domestic policies aiming at high-level employment may be
reconciled with freer international trade and investment. Means must be
found whereby domestic policies do not restrain international coopera-
tion while the necessity for balancing payments in and out of national
economies does not introduce instability into domestic employment.
(1944, 166)

This problem was central to the Bretton Woods debate. Halm
(1944, 172) left its solution to the experience of the Fund’s board
rather than to rigid formulae, while Schumacher and Balogh (1944,
83–4), from a radical position, questioned the consistency of the
new monetary arrangements with both full employment and essen-
tial imports, criticizing the premature waiver of controls. Tackling
the subject from the perspective of international adjustment, Triffin
(1947a, 55–63) stressed the distinction between worldwide cycli-
cal fluctuations and fundamental disequilibria affecting one or a
few countries, which would be solved respectively by appropri-
ate domestic policies and exchange rate variations. The success of
Bretton Woods then required employment policies in lieu of the
gold standard rules. Indeed, the pursuit of full employment was
viewed as a condition for overcoming exchange controls, expanding
trade, and ensuring international equilibrium, thus contributing
to the smooth working of the new system (Fellner 1945, 265–6;
Nurkse 1947, 569). Haberler (1947, 88–90), however, criticized
Triffin’s distinction for its misinterpretation of the classical the-
ory, which also confined automatic or induced price changes to the
adjustment of structural rather than temporary disequilibria, and
for its disregard of the reciprocal influences between cyclical and
fundamental disequilibrium. Two further issues emerged: asym-
metry and the difficulty of defining “fundamental disequilibrium.”
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First, while deficit countries were allowed to devalue, revaluation
was hardly contemplated, given the need to avoid deflation. The
scarce currency clause should have solved the surplus problem,
but it was regarded as a temporary measure, not a restoration of
equilibrium (Halm 1944, 173), conflicting with a main purpose of
the reform: restoring the multilateral dimension of trade. Thus, the
asymmetry that had plagued the monetary system in the interwar
years was not removed. Furthermore, as Jacob Viner (1944, 238)
and Frank Graham noted, the Bretton Woods rules, designed to
avoid deflation, actually were prone to inflation, with the effect of
penalizing the most virtuous countries:

Deflation and depression were so impressed on the consciousness of the
drafters of the legislation that they completely failed to take into account
the evils of inflation with the result that, probably in innocence, they put
punitive legislation into effect against such countries as might then pursue
a policy of monetary rectitude and in favor of those on an inflationary
junket. Since the currency of a country which merely fails to keep pace
with general inflation in the outside world will, under fixed exchange rates,
always tend to become a “scarce currency,” such a country would, under
the statutes of the Fund, be subject to discriminatory action penalizing its
export industries and forcing it to inflate to the degree prevalent abroad.
These provisions, therefore, not only violate the professed purpose of
our recently established international economic institutions to promote
free, multilateral, non-discriminatory, trade, but they put a premium on
progressive, and universal, inflationary practices. (F. Graham 1949, 12;
italics in the original)

Second, the economists’ attempts to define fundamental dise-
quilibrium produced more questions than answers, thus making
the issue even more controversial. Purchasing power parity theory
would have provided a suitable analytical tool; but despite the popu-
larity it had enjoyed after World War I, it was widely criticized. The
focus shifted to the flow of international reserves. Haberler iden-
tified an actual deficit in the balance of payments as “an objective,
unambiguous, and observable criterion” (1944, 181) and countered
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the argument of Nurkse (1944, 126), also taken up by Hansen
(1944), that this was not a sufficient criterion because, as the U.K.
experience in 1925–30 showed, a country may attain balance of pay-
ments equilibrium by means of restrictive policies but then suffer
unemployment. The same point was raised by Triffin (1947a, 75–8)
in relation to the case of Belgium after the devaluation of the pound
in September 1931, again prompting Haberler’s critical assessment
(1947, 97–8). In reality, these punctilious discussions did little to
advance understanding of the issue at stake.16 Bewildered by the
problem of hitting both internal and external targets, the debate
failed to arrive at a solution. This came many years later from
Robert Mundell (1962).17

Given the fundamental compromise characterizing the agree-
ment, the effectiveness of the adjustment mechanism remained
an open question, strengthening the impression that the new

16 Raymond Mikesell’s remark – “Indeed, fundamental disequilibrium has never been
defined in fewer than ten pages” (1994, 18) – is indicative of the intricacies surrounding
the concept in question. In an article published in 1947, Mikesell, then an economist at
the U.S. Treasury involved in work related to Bretton Woods, recounted the interpre-
tation that passed current among negotiators: “Although fundamental disequilibrium
is not defined in the Fund’s Articles of Agreement, it was evident from the discussions
which preceded the formal drafting of the agreement that the term refers to a sustained
imbalance in a member’s current international accounts. Properly interpreted, such an
imbalance would be one which was not offset by long-term borrowings and would be
accompanied by a sustained loss of international reserves or continued borrowings from
the Fund or from other sources of short-term credits”; and in a footnote attached to this
passage, he added: “From a study of the unpublished minutes of the pre–Bretton Woods
negotiations, . . . it is clear that the principal criterion for rate alterations in the minds of
the authors of the text of the Fund agreement was the existence of a disequilibrium in
the current international accounts of the member requesting a change” (1947, 503–4).

17 Before the Bretton Woods conference, Keynes (1943) had given his own interpretation
of fundamental disequilibrium in a comment on Hayek (1943) (see Chapter 6, Section 3).
Calling for an independent economic policy aimed at domestic objectives, Keynes confined
exchange rate adjustment to specific instances of long-run disequilibrium. In particular,
a divergent trend of a country’s price level or of wages relative to efficiency impervi-
ous to corrective measures should be tackled by a change in parity. Keeping cyclical and
structural disequilibria on different analytical planes, Keynes refrained from clear-cut
definition of fundamental disequilibrium and set the problem in a more general perspec-
tive (Cesarano 2003b). In this connection, see David Vines (2003) on Keynes’s reliance
on fiscal rather than monetary discipline to solve domestic imbalances.

[ 173 ]



P1: KAE
0521867592c07 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 0:16

Monetary Theory and Bretton Woods

monetary architecture lacked coherence. Thus, even those sym-
pathetic to the reform took a cautious stance. In his contribution
to a volume edited by Murray Shields,18 Jacob Viner pointed out
the ambiguity of the scheme, setting the goal of exchange rate
stability while sanctioning exchange rate variation “as a normal
procedure for relieving pressure on international balances” (1944,
235). Exchange rate changes were generally seen as the main means
of long-run adjustment, because barring resort to tariffs or controls
full employment excluded deflationary policy and left no other tool
to correct a persistent disequilibrium. Other authors were more
optimistic about the successful operation of Bretton Woods as long
as all the available policy tools were used. For Nurkse, relying on
international liquidity and the Fund’s resources in the short run,
trade policy in particular circumstances, and exchange rate adjust-
ment in the long run, “the new system of international currency
and trade is quite capable of being operated so as to allow scope for
national policies aimed at high and stable levels of employment and
at the same time to promote the flow of international trade” (1947,
577). The panoply of economic policies deployed after the Great
Depression could reconcile the commitment to full employment
with the smooth working of the new monetary scheme, which,
however, should eschew rigid, predetermined recipes.19

In general, the influence of Keynesian economics on the analy-
ses of Bretton Woods was very substantial from the start, as clearly

18 The essays included in that book were, with the exception of Viner’s, mostly descriptive
rather than analytical. The participants to the symposium, albeit taking position either
against (Kemmerer) or in favor (Hansen) of the accord, did not probe the implications of
Bretton Woods much in depth.

19 In this regard, Triffin contended: “The new weapons should not be scrapped indiscrim-
inately – an objective on which general agreement would, anyway, be impossible – but
harmonized and integrated, through international consultation, into the implementation
of internationally defined monetary objectives. This would increase their national effec-
tiveness, as well as ensure their international usefulness. Progress along this path will be
made incomparably easier by the creation of the International Monetary Fund. . . . The
Fund’s philosophy should not be frozen, especially at this early stage, into the rigid,
ready-made formulas which have so often contributed to the sterility of previous efforts
at international economic collaboration and organization” (1947b, 323–4).
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appears from the contributions to the 1947 American Economic
Review Papers and Proceedings. As Abba Lerner noted: “The out-
standing feature of this session is the extent of agreement. . . . The
agreement between Mr. Smithies, Mr. Nurkse, and nearly all the
other discussants stems from the recognition of this error [that
somehow full employment was being maintained all the time] and
the integration of the free trade issue with the employment prob-
lem. As such it has great promise for future public policy” (1947,
592–3). In fact, there was only one discordant voice in the dis-
cussion, Elmer Wood, who acknowledged the need to avoid defla-
tion but warned against internal disequilibrium and unemployment
brought about by exchange controls or exchange rate variations. To
smooth out the negative effects of the search for internal and exter-
nal stability, Wood argued, the adjustment process should rely on a
certain degree of flexibility in the real economy, as happens between
the different regions of the United States. This is a most interest-
ing point because it relates to the problem that, more than a decade
later, would originate the literature on optimum currency areas.
Anticipating the seminal contribution of Robert Mundell (1961),
Lerner answered the question at once and identified labor mobility
as the optimality principle.

There is such a principle. Where there is mobility of labor, and for this
purpose it is real and not just legal mobility which is relevant, there is no
need for an exchange adjustment to restore equilibrium between a deficit
area and a surplus area. This is because the unemployed in one area where
there is a depression can go to the other area, where there is a boom, and
get a job. (1947, 594)

If labor mobility were lacking, then according to Lerner exchange
rate change would remain the best solution, over the alternatives
of price level variation, depression, or trade restriction.

Economists were generally sympathetic to the Bretton Woods
accord, albeit in different shades, with only a few harsh crit-
ics. Even a skeptical scholar like Henry Simons, though doubting
the usefulness of the Bretton Woods agreements, called for their

[ 175 ]



P1: KAE
0521867592c07 CUNY485/Cesarano 0 521 86759 2 July 14, 2006 0:16

Monetary Theory and Bretton Woods

ratification, foreseeing a possible role for the Fund in monetary
and fiscal policy coordination. Running counter to the mainstream,
however, Simons emphasized monetary stability, not full employ-
ment, as the key condition for success:

Finally, I should stress the importance of domestic monetary stability.
Our tariff aside, there is perhaps no greater proximate obstacle to close
economic co-operation with our friends than their uncertainty about the
future commodity-value of our currency. Given a really stable dollar, the
task of restoring orderly international finance and decent commercial poli-
cies would be vastly simplified. A severe or prolonged American deflation
is, if only for obvious reasons of domestic politics, utterly improbable; but
vigorous leadership on minimal rules or objectives for domestic fiscal pol-
icy is needed to reassure the English – needed and lacking for the peace as
it has been for the war. . . . Moreover, the requirements of an orderly world
economy are not much better served by finance-be-damned schemes for
domestic full employment than by prescriptions of relentless budget bal-
ancing or of radical devaluation – not to mention cotton-export subsidies.
(1945, 295)

Supporters of the Bretton Woods system, though aware of its
possible technical weaknesses, looked at the new arrangement from
a broader perspective, highlighting the need to rebuild the interna-
tional monetary system and fill the void created by the monetary
disorders of the 1930s. Viner (1944, 235–8), for instance, was criti-
cal of exchange controls and preferred revaluation to trade restric-
tion when a currency has become “generally scarce.” Nevertheless,
he refuted the main objections against Bretton Woods raised in
the United States (1944, 238–43) and regarded the opposition of
bankers as blatantly conflicting with their own objectives (1947a,
295). He saw the accord as a first, necessary step toward restor-
ing stable international economic relations. For Viner, the kernel
of the agreement was the members’ commitment to exchange rate
stability and free exchange markets in exchange for the U.S. pledge
of financial aid. The institutional framework was instrumental to
these objectives, in that it set up rules for fair treatment of debtor
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countries20 and, more generally, enhanced the reorganization of the
international economy in “harmony . . . with liberal nineteenth-
century doctrine” (Viner 1947b, 97).

However, the quest for monetary reconstruction along lines sug-
gested by Simons and Viner was impeded by growing skepticism
about the efficacy of market mechanisms in view of the depres-
sion. This frame of mind could be described no better than in the
following remarks by Lloyd Metzler. Asking whether there was a
unifying principle linking the new theories of international trade,
he answered in the affirmative, but added:

The connecting idea, however, is essentially negative. Historically, the
interwar period will probably be remembered as a period of retreat from
the price system, when all sorts of temporary or provisional measures were
adopted to regulate economic activity. The market mechanism had broken
down and no one seemed to know quite why or just what to do about it.
This was perhaps even more true of the international mechanism than of
domestic markets, and to a very great extent the theoretical developments
reflected the empirical. (1948, 253)

A case in point was “elasticity pessimism,” which implied a dete-
rioration in the trade balance following a devaluation, orienting
economic policy toward controls. Bloomfield (1947, 582–3) counted
Balogh, Hansen, Kalecki, Lerner, and Tinbergen among the “pes-
simists,” but he did not agree with them and linked the efficacy
of devaluation to the length of the period considered. In any case,
advocacy of controls was tempered by recommendations that they
should be eliminated as soon as possible inasmuch as they could not
cure structural imbalances, which instead required an adjustment
of the exchange rate (Nurkse 1947, 573–4).

20 “Both agencies [the Fund and the Bank] have the all-important merit that the dealings
of debtors will be with a multinational agency which will have the obligation to refrain
from serving narrowly national purposes and which will not readily find within the
limitations of powers set by their charters the means to violate the obligation, even if,
perchance, the will to do so should arise. In so far as their resources permit, these agencies
will enable economically and politically weak countries to receive financial aid without
thereby becoming entangled in the political net of a great power” (Viner 1947b, 103).
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Strictly related to this antimarket conception was the dollar
shortage, a central issue in the postwar debate. The forecast that
the United States would run a large and persistent payments sur-
plus was based on the inefficacy of the adjustment mechanism.
On the one hand, the classical approach had been rejected, because
the burden of adjustment would fall mostly on output, not prices.
Besides, the central bank could sterilize the inflow of gold, drasti-
cally reducing its effects, as in the early 1930s. On the other hand, in
the Keynesian approach equilibrium was surely not reestablished
unless the growth in income due to export expansion was accompa-
nied by an increase in investment (Metzler 1948, 219–20). In both
cases, the ineffectiveness of the adjustment process was aggravated
by “compensatory” monetary and fiscal policies. Thus, Mikesell
remarked: “[T]here exists no dependable mechanism by means of
which deep-seated maladjustments in the structure of world trade
can be removed” (1947, 502).

Notwithstanding these perplexities and the predominance of the
Keynesian paradigm, there were a few attempts to rehabilitate
the classical model, but they went largely unheeded. Rendigs Fels
(1949) pondered the reasons for the success of the gold standard
before the First World War and hypothesized that in the longer
term an increase in the stock of gold has effects on income and
prices in concomitance with an expansionary phase of the cycle.
Accordingly, the classical adjustment mechanism was not ineffec-
tive at all, because it preserved its validity in the long run. Lloyd
Metzler noted that “the pendulum has now swung too far in the
anti-classical direction” (1948, 254), while confining the relevance
of classical theory to resource allocation; international adjustment
would instead be fulfilled by exchange rate variations. The arch-
defender of classical thought, however, was Frank Graham. Focus-
ing on certain analogies of the Bretton Woods system with the
Tripartite Agreement of 1936, Graham stressed the irreconcilabil-
ity of a fixed exchange rate regime with independent monetary
policy and vehemently criticized the new monetary order:
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It would seem that, after all this, we might have learned that we cannot
both have our cake and eat it. We should know that we must either forgo
fixed exchange rates or national monetary sovereignty if we are to avoid
the disruption of equilibrium in freely conducted international trade or
the system of controls and inhibitions which is the only alternative when
the internal values of independent currencies deviate – as they always
tend to do – from what was, perhaps, a correct relationship when the
fixed rates of exchange were set up. Yet the old error was, to all intents
and purposes, again repeated in the International Monetary Organization
which did not much curtail national monetary sovereignty. It is true that
some concessions were made to the consequent demand for flexibility in
exchange relationships. But there is, nevertheless, a strong bias in the
statute toward the ideal of rates maintained unchanged for an indefinitely
lengthy period, and not even the slightest provision for the adoption, by
the various participating countries, of the congruent monetary policies
without which a system of fixed exchange rates simply does not make
sense. (1949, 6; italics in the original)

Graham attacked the prevalent view, which stressed the
intractability of the dollar shortage because of elasticity pessimism,
and explained it as due simply to the undervaluation of the dol-
lar. Divergent monetary policies in a fixed exchange rate regime
and meddling with the price system produced disturbances and
trade distortions substantial enough to undermine the international
adjustment mechanism. Bretton Woods suffered the same defects
and so was doomed to fail.21

21 Graham concluded: “In the establishment of the International Monetary Fund in 1945
we had not learned the obvious lessons of the inter-war period and had forgotten that
the days of the sacred repute of gold had long since passed away. The Fund, therefore,
not only repeated the errors of most of its predecessor organizations but has added
noxious features never before embodied in any international agreement. All this is the
result not of malevolence but of a stubborn refusal to face facts. Uncoordinated national
monetary policies, non-discriminatory, multilateral, trade on the basis of free enterprise,
and exchange rates fixed, even provisionally, cannot be made to mix. We must choose
between them. If we insist on fixed exchange rates we must proceed immediately to
the coordination of national monetary policies on a covenanted basis or we shall lose
our bone in pursuit of a shadow. If a covenanted coordination of national monetary
policies is held to be impracticable, the sooner we abandon any effort to keep unchanging
exchange relationships between the various national currencies the better it will be for
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Frank Graham was an isolated voice as Keynesian thought spread.
Quite surprisingly, however, in this intellectual atmosphere Keynes
himself warned against rejecting classical theory outright. In his
last article (1946), noting the upward pressure on U.S. prices, he
questioned the forecast of a dollar shortage over the next five or
ten years, citing the specie-flow mechanism and, more generally,
the forces that determine equilibrium in classical theory (Cesarano
2003a, Section 2). Classical economics had to have some validity;
otherwise, the success of the gold standard up to 1914 would be
inexplicable.

In the long run more fundamental forces may be at work, if all goes well,
tending towards equilibrium, the significance of which may ultimately
transcend ephemeral statistics. I find myself moved, not for the first time,
to remind contemporary economists that the classical teaching embodied
some permanent truths of great significance, which we are liable to-day
to overlook because we associate them with other doctrines which we
cannot now accept without much qualification. There are in these matters
deep undercurrents at work, natural forces, one can call them, or even the
invisible hand, which are operating towards equilibrium. If it were not so,
we could not have got on even so well as we have for many decades past.
(Keynes 1946, 185; italics added)

Free trade, the special objective of the United States, was essen-
tial for the classical adjustment mechanism to be effective.22 While
recognizing the usefulness of trade controls and exchange rate

all concerned. This will require the reform, or demise, of the International Monetary
Organization” (F. Graham 1949, 14–5).

22 Endorsing the American proposal for a conference on trade liberalization, Keynes warned
against embracing too radical a theoretical stance: “We have here sincere and thorough-
going proposals, advanced on behalf of the United States, expressly directed towards
creating a system which allows the classical medicine to do its work. It shows how much
modernist stuff, gone wrong and turned sour and silly, is circulating in our system,
also incongruously mixed, it seems, with age-old poisons, that we should have given so
doubtful a welcome to this magnificent, objective approach which a few years ago we
should have regarded as offering incredible promise of a better scheme of things” (1946,
186). Moggridge (2001) has reconstructed the vicissitudes of the publication of Keynes’s
last paper. It should also be remembered that Viner, too, disputed the forecasts of a dollar
shortage (1944, 240 note 6).
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variations in the short run, Keynes called attention to the limits
of these expedients and, reaffirming the importance of the classi-
cal adjustment mechanism, praised the recent international agree-
ments for combining both kinds of measures:

I must not be misunderstood. I do not suppose that the classical medicine
will work by itself or that we can depend on it. We need quicker and
less painful aids of which exchange variation and overall import control
are the most important. But in the long run these expedients will work
better and we shall need them less, if the classical medicine is also at
work. And if we reject the medicine from our systems altogether, we
may just drift on from expedient to expedient and never get really fit
again. The great virtue of the Bretton Woods and Washington propos-
als, taken in conjunction, is that they marry the use of the necessary
expedients to the wholesome long-run doctrine. It is for this reason that,
speaking in the House of Lords, I claimed that “Here is an attempt to
use what we have learnt from modern experience and modern analy-
sis, not to defeat, but to implement the wisdom of Adam Smith.” (1946,
186)

In his conclusion, however, Keynes was cautious about the suc-
cess of the new monetary order, given the uncertainties and glaring
contrasts of the modern economy.23 And in his speech at the inau-
gural meeting of the Fund in Savannah he reminded his audience
of the fragility of international institutions, so often exploited by
the dominant countries to advance their own agenda, urging that
the international nature of the Fund and the World Bank be safe-
guarded. Confidence in an organization depended on its being free
from partisan interests; otherwise, politics would prevail.

The Savannah address thus shaded Keynes’s unfailingly posi-
tive judgment on Bretton Woods. The new scheme might possibly

23 “No one can be certain of anything in this age of flux and change. Decaying standards
of life at a time when our command over the production of material satisfactions is the
greatest ever, and a diminishing scope for individual decision and choice at a time when
more than before we should be able to afford these satisfactions, are sufficient to indicate
an underlying contradiction in every department of our economy. No plans will work
for certain in such an epoch. But if they palpably fail, then, of course, we and everyone
else will try something different” (Keynes 1946, 186).
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prove inadequate, but the effectiveness of the classical adjustment
mechanism should be relied on to ensure long-run stability.

Economists’ responses to Bretton Woods in the 1940s, as we
see, ranged from uncompromising criticism to almost full backing.
Underlying these variegated opinions were different theoretical
models. Cautious supporters, while sensitive to the need to rebuild
the monetary system on a new analytical basis, pointed out weak-
nesses. The optimists, espousing a decisively innovative theoretical
stance, trusted in domestic policies to foster economic growth and
maintain international equilibrium. The academic spectrum tended
to be in favor of the agreements. Fundamental critics were a small
minority, the main figure being Frank Graham. Relying on classi-
cal economics, he did not advocate a reshaped, resurrected version
of the gold exchange standard but flexible exchange rates to solve
the inherent inconsistency between monetary independence and a
fixed exchange rate. Recalling the one-way bet offered to specu-
lators (see Chapter 5, Section 2), he revealed a fatal weakness of
Bretton Woods that everybody else failed to detect (1949, 9–10).24

In fact, supporters were confident that the defects of the interwar
monetary arrangements had been remedied and that the potential
conflict between fixed exchange rates and activist economic policies
could be defused by the provisions of the agreement.25 The com-
plexity of this task would be at the root of the difficulties and the
eventual crisis of the new monetary order.

24 A glaring example is the following statement by Nurkse: “The object of the International
Monetary Fund is to keep exchange rates stable in the short run but to permit step-by-
step adjustments of rates from time to time, as and when the trend of international
payments requires it. The method of exchange adjustment can under the new system
be used in a way entirely compatible with the objectives of internal as well as external
equilibrium” (1947, 575).

25 As Triffin noted: “The experience of the thirties has demonstrated the pitfalls of mon-
etary isolation along purely national lines and the difficulties of reconciling domestic
stability and prosperity with international disequilibrium. The Bretton Woods agree-
ments, without returning to the full subordination of national monetary policies to the
single goal of exchange stability, have sought to re-establish some mechanism designed
to protect the international economy against autarchic excesses in the monetary field”
(1947a, 54).
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7.3. the significance of the treaty and its demise

The ideal of reconstructing the international monetary system
motivated the painstaking labors of the Bretton Woods negotiators.
The traumatic experience of the depression and the new paradigm
introduced by Keynes’s General Theory loomed large in the agree-
ments. Hence, the “spirit of the treaty,” to use McKinnon’s graphic
expression (1993, 13), was to introduce sufficient flexibility in mon-
etary arrangements to allow for domestic policy objectives. Shielded
by capital controls, policymakers could stabilize employment and
the price level, using exchange reserves and the Fund’s resources to
tackle short-run payments difficulties, while exchange rate changes
were expressly envisaged in case of structural disequilibria.26 This
represented a major break with the past in formally rejecting the
restoration rule and embracing a diametrically opposite model. The
keystone of the monetary system was no longer maintenance of
the fixed parity, as in the gold standard, but the pursuit of full
employment.

At Bretton Woods, the departure from the commodity stan-
dard made a quantum jump to a new institutional framework that
reflected Keynes’s work. The gold standard had been grounded in
the classical equilibrium model and evolved spontaneously; the new
system was grounded in the analytical apparatus of the General
Theory and born of an international agreement. In fact, given the
mistrust of the equilibrium approach, the vacuum produced by the
collapse of the gold standard could only be filled by new rules that
put cooperation in the place of the old “automatic” mechanism.
White underscored two premises at the heart of the Bretton Woods
system: “The first is the need for stability, order and freedom in

26 Metzler noted that full employment policies, preventing major output fluctuations,
would reinstate the classical adjustment mechanism because equilibrium was restored
by changes in the terms of trade, achieved via changes in exchange rates. “Indeed, in a
world of high and stable employment, movements of exchange rates are virtually the
only more or less automatic means of influencing international trade without resorting
to direct controls” (1948, 221–2).
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exchange transactions. . . . The second is that stability in the inter-
national exchange structure is impossible of attainment without
both international economic coöperation and an efficient mecha-
nism for implementing the desire for such coöperation among the
United Nations” (1945, 196). These objectives posed the challeng-
ing task of creating a set of rules as consistent, enforceable, and
credible as the gold standard. To give just one example, the essen-
tial role of mainly private capital movements in the adjustment
mechanism was a natural feature of the gold standard because of
the high credibility stemming from the restoration rule. In recon-
structing the monetary order, then, reviving the involvement of
creditor countries became, as Keynes had repeatedly emphasized, a
central objective, but the new arrangements lacked the credibility
of the gold standard.

The Bretton Woods agreements reinstated fixed exchange rates,
but allowed for modifying them under particular circumstances,
so as not to hinder activist economic policies. The new monetary
framework was intended especially to avoid deflation and maintain
full employment. Yet from the beginning, the spirit of the treaty
was betrayed and the Bretton Woods game was actually played
under the rules of a fixed exchange rate regime, imposing much
stricter discipline than the architects had intended. All countries
conformed at once, doing away with the innovative scheme born at
Bretton Woods.

This step backward according to McKinnon (1993, 37), poses “a
major historical puzzle,” which he explains in two ways: the estab-
lishment of the European Payments Union based on the dollar as
the unit of account and the quest for an external nominal anchor by
European countries and Japan to enhance policy credibility. Other
factors, too, buttress this explanation. First of all was the U.S. con-
cern for disciplining other Fund members. The fear of becoming,
as Keynes put it, “the milch cow of the world” (see footnote 3) was
paramount throughout the negotiations and even after the signing
of the agreements, witness the congressional debate (Gardner 1969,
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129–43). White offered this near caricature of the American sen-
timent: “It has been asserted that the Fund is only a device for
lending Unites States dollars cheaply and that the money will be
wasted or lost; that other countries just want to get our dollars, and
that there is nothing to stop them from quickly draining our dollars
from the Fund” (1945, 201). In defense of the accord, he went on
to list the provisions limiting access, while Walter Gardner of the
Fed underlined the need for domestic restriction in case of external
imbalances due to inflation.27 During the talks, the Americans had
sought consistently to bend the outcome toward more stringent
rules.

The U.S. stance was thus congruent with the other countries’
objectives, all the more that, in postwar continental Europe, policy-
makers were not yet fully receptive to Keynes’s message. Rather,
they wanted clear-cut rules that could restore a stable mone-
tary framework. True, managed money had by now been widely
accepted, recognizing Keynes’s early argument that the Fed pre-
vented gold inflows from exercising their effects and thus “a dollar
standard was set up on the pedestal of the Golden Calf” (1923,
198), but this pedestal was still there, inasmuch as central bankers
continued to entertain the idea that gold possessed some ultimate,
distinctive properties and remained the basis of the system. Emerg-
ing from the war with negligible gold reserves, the main continen-
tal European countries accumulated gold for the next two decades.
Hence, the central bankers’ revealed preferences were not discor-
dant with the tenets of a commodity standard and, in particular, with
a fixed exchange rate regime, traditionally viewed as a formidable
defense against government interference. Milton Friedman, in a
little-known 1953 paper, highlighted the sheer conservatism of

27 “The management of the International Monetary Fund can properly insist that coun-
tries which are developing deficits in their international balance of payments because
of inflation should not periodically come to it for permission to alter their rates of
exchange. Rather they should take measures to stop the inflation” (Gardner 1945,
284–5).
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central bankers and their attachment to the gold standard, under-
scoring the shortcomings of the Bretton Woods construction:

The central bankers of the world . . . and numerous other proponents of
a fully operative gold standard are fervent defenders of the price system
in most other manifestations. Yet they oppose its application to exchange
rates because they cling to the shadow of rigid rates in the hope of get-
ting the substance of external restraints on domestic monetary policy. The
result has been support for a system which makes the worst of both worlds.
The postwar system of exchange rates, temporarily rigid but subject to
change from time to time by governmental action, can provide neither the
certainty about exchange rates and the freedom from irresponsible gov-
ernmental action of a fully operative gold standard, nor the independence
of each country from the monetary vagaries of other countries, nor the
freedom of each country to pursue internal monetary stability in its own
way that are provided by truly flexible exchange rates. This postwar sys-
tem sacrifices the simultaneous achievement of the two major objectives
of vigorous multilateral trade and independence of internal monetary pol-
icy on the altar of the essentially minor objective of a rigid exchange rate.
(1953b, 217)

Thus, not only the operational requirements of the European
Payments Union (EPU) but also the cultural background of most
central bankers contributed decisively to turning the monetary sys-
tem away from the spirit of Bretton Woods. Indeed, after the wind-
ing up of the EPU in December 1958, gold accumulation continued
unabated in Europe (except Britain) and by the mid-sixties had
more than doubled.

The prevalence of this attitude among central bankers is corrobo-
rated by the growing importance attributed to the Triffin dilemma,
which was not entirely justified.28 As McKinnon (1993, 18) noted,
in a pure dollar standard official dollar claims were demand deter-
mined and, because they were no longer strictly related to domestic
money growth, had no impact on the rate of inflation. Hence, the

28 According to Eichengreen (1992, 203), this issue had been raised as early as in 1929 by
Mlynarski and then rediscovered by Triffin (1947a). However, it did not attract policy-
makers’ attention until the publication of Triffin’s book (1960).
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buildup of dollar reserves would not harm the viability of monetary
arrangements as long as the U.S. price level was stable; and it was.
From 1960 to 1967, when policymakers were most sensitive to the
Triffin dilemma, inflation averaged 1.7 percent, even less than in
the preceding decade when it was 1.9 percent.29 However, central
bankers did not see Bretton Woods as a pure dollar standard but
rather as a system hinged on the dollar’s convertibility into gold.
The steady expansion of official dollar holdings while the U.S. gold
stock declined was thus viewed as a fatal flaw.

A combination of factors, then, contributed to dissolving the
spirit of the Bretton Woods treaty and the swift establishment of
a system much akin to the gold exchange standard. The deep con-
cern of the United States over possible lack of discipline by other
countries met with the conservative stance of European central
bankers, who saw fixed exchange rates as the prerequisite for a
viable monetary order. The operational requirements of the Euro-
pean Payments Union acted as a catalyst for a fixed exchange rate
regime and policies consistent with it, reflecting the central bankers’
analytical background and established modes of behavior. Policy-
makers clung to a view of the monetary system that ran counter to
the message of Bretton Woods, instituting more rigid arrangements
whose fundamental fragility was revealed by the rising pressures
of the 1960s.

29 A good part of the overall inflation of the 1950s was due to the 8.1 percent price rise in
1951; the average rate over 1952–9 was only 1.5 percent, but the rate achieved in 1960–
7 was just marginally above that (data are from the International Financial Statistics
Yearbook, 1980). Furthermore, according to the statistical evidence shown by Bordo
(1993, 7), the average U.S. inflation rate was the lowest among G7 countries during
Bretton Woods (2.4 percent in 1946–70; G7 mean: 3.6 percent) and in the subperiod
following convertibility (2.6 percent in 1959–70; G7 mean: 3.9 percent).
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8 bretton woods and after

The evolution of the monetary system is governed by the
interaction between advances in economic theory and major

shocks. This hypothesis is corroborated by the articulated process
that led from the downfall of the gold standard to the Bretton
Woods agreements and then to the sudden abandonment of the
spirit of the treaty. A detailed examination of the actual working of
Bretton Woods, however, is beyond the scope of the present work.
This concluding chapter thus focuses exclusively on the factors
behind the system’s eventual collapse and the prospects for the
development of the international monetary system.

The Bretton Woods conference was unique to monetary history.
It designed a new monetary order from scratch. John Ikenberry,
for one, noted:

The Bretton Woods agreements, negotiated largely between Britain and
the United States and signed by forty-four nations in 1944, were remark-
able in a variety of ways. First, they represented an unprecedented exper-
iment in international rule making and institution building – rules and
institutions for post-war monetary and financial relations. Second, the
Bretton Woods agreements were the decisive step in the historic reopen-
ing of the world economy. Agreement was reached, at least in principle,
whereby the world economy would abandon regional currency and trade
groupings in favor of a liberal multilateral system. Third, Bretton Woods
created an entirely new type of open system – something that the capitalist
world had not seen before. The Anglo-American agreements established
sophisticated rules that would attempt to reconcile openness and trade
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expansion with the commitments of national governments to full employ-
ment and economic stabilization. At its heart, the Bretton Woods accord
was an unprecedented experiment in international economic constitution
building. (1993, 155)

The task was as ambitious as it was difficult. The Bretton Woods
architects aimed for a consistent framework that could overcome
the problems of the interwar years, but as we have seen the
policymakers’ laggard theoretical approach and a series of sig-
nificant events thrust the design back toward the gold exchange
standard, whose defects were eventually aggravated by the call for
activist economic policies. In essence, the increasing rigidity of the
Americans about the actual rules of the game found its counterpart
in the conservative position of other countries, thus turning the sys-
tem away from the spirit of the treaty. In this respect, theory was
crucial, in that the emergence of antithetical approaches produced
inconsistencies that proved fatal to the Bretton Woods construction.

This failure offers several lessons for the future of monetary
institutions. On a general plane, the difficulty of devising plans of
monetary reform contrasts starkly with the smoothness of market-
led processes of monetary evolution, like the gold standard. When
the rules of the monetary system have to be designed by experts,
the soundness and consistency of the paradigm chosen is essen-
tial to viability. A weak or backward theoretical apparatus or the
presence of alternative models will likely give rise to imbalances
and serious crises. In this connection, the demise of Bretton Woods
is illuminating in that it originated from conflicting, incoherent
approaches to monetary economics and institutions. Gathering up
the threads of this work, Bretton Woods can be seen as a last,
vain attempt to revive a monetary order still linked to commodity
money, the culmination of the complex interplay of the advance of
economic theory and the disruptive shocks to the major economies
and the monetary system between the world wars. The failure of
this endeavor paved the way to fiat money, an unparalleled break
in twenty-five hundred years of monetary history.
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8.1. the crisis of the postwar monetary order

The operation of the Bretton Woods system reflects the factors
that brought about the abandonment of the spirit of the treaty.
Following the course to convertibility set by the European
Payments Union, countries found themselves constrained by the
fixed exchange rate regime, which was perfectly consistent with
the need to enhance the credibility of economic policies and with
the American desire for financial discipline in other countries.
Underlying these developments was the central bankers’ cultural
background still attached to the commodity standard, as is shown by
the large-scale accumulation of gold by the main continental Euro-
pean countries and the importance ascribed to the Triffin dilemma.
In this regard, the difference between those who put the inception
of the dollar standard in the late sixties, and specifically in March
1968 with the end of the Gold Pool (Williamson 1985, 77; Bordo
1993, 74), and those who date the change to 1950 (McKinnon 1993,
15–6) is revealing because it stems from two distinct perspectives
on Bretton Woods: the institutional, reflecting the central bankers’
views in line with the letter of the accord,1 and the theoretical,
pointing out the conditions for viability in a system in which gold
was losing its role. The slow adjustment of policymakers to changes
in monetary arrangements, like the shift to the gold exchange stan-
dard after the First World War, was repeated after World War II,
when the accelerating transition to fiat money was simply not
understood. The mid-1960s were a watershed in the life of Bretton
Woods: Before it, while the center country mostly stuck to the rules
of the game, the others caused disequilibrium by constantly increas-
ing their gold reserves; afterward, expansionary monetary and
fiscal policies in the United States touched off the effects of those
cumulative imbalances.

1 As John Williamson wrote: “Bretton Woods ratified the gold-exchange standard, it did
not legislate a dollar standard” (1985, 75).
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The fixed-rate dollar standard required the United States to sta-
bilize the price level and maintain fiscal discipline as well as a net
international creditor position, while remaining passive in the for-
eign exchange market and keeping U.S. capital markets open to
foreign governments and private parties. Until the mid-sixties, the
United States essentially abided by these rules; in particular, it had
met the basic condition of anchoring the world price level. In 1950–
67, the U.S. inflation rate was the lowest of all the G7 countries,
averaging 1.8 percent (G7 mean: 3.1 percent), and showed the low-
est standard deviation: 1.9 (G7 mean: 3.1; International Financial
Statistics Yearbook, 1980). At the same time, central bankers, failing
to perceive the diffusion of the dollar standard and the underlying
model, stepped up gold accumulation and put the system under
undue pressure. Without a new conception of the monetary mech-
anism based on total detachment from commodity money, then,
not even the most virtuous conduct by the center country could
keep the new monetary order functioning.

That this inadequate conception was not confined to arch-
conservative policymakers in continental Europe but was widely
held also in the United States is indicative of the confusion in
assessing monetary arrangements in the postwar years. In 1965,
as the link with gold was steadily weakening and the dominant
role of the United States had become a plain fact, Jacques Rueff
emphasized the problem of the “solvency” of the dollar, pointing
out the unstoppable deficit in the U.S. balance of payments and the
seigniorage gained by the United States.2 Rueff’s opinion, far from

2 The growing imbalances of the Bretton Woods system were graphically described in a
long passage by Jacques Rueff that is worth quoting in full: “I wrote in 1961 that the
West was risking a credit collapse and that the gold-exchange standard was a great danger
for western civilization. If I did so, it is because I am convinced – and I am very emphatic
on this point – that the gold-exchange standard attains to such a degree of absurdity
that no human brain having the power to reason can defend it. What is the essence of
the regime, and what is its difference from the gold standard? It is that when a country
with a key currency has a deficit in its balance of payments – that is to say, the United
States, for example – it pays the creditor country dollars, which end up with its central
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singular and unconventional, was not at odds with the mainstream,
the only difference lying in the solution proposed: While he sug-
gested raising the price of gold and returning to an undiluted gold
standard, the great majority, and most notably Triffin, called for
an increase in international liquidity through the creation of new
reserve assets. Yet everyone pointed to the dollar’s convertibility
into gold as the critical factor undermining confidence in the sys-
tem. Thus, interviewing Rueff, Fred Hirsch remarked: “Many of
us largely agree with your criticisms of the gold-exchange stan-
dard, which interestingly are much the same kind of criticisms as
are made from the other wing by Triffin.” And Rueff answered:
“You have first named my friend Triffin. I must say that we are in
full agreement on the diagnosis. We differ on the remedy, but the
diagnosis is the same” (1965, 4).

These widely held tenets, however, were not immune from crit-
icism. Despres, Kindleberger, and Salant (1966) contested the con-
sensus view and put forward a diametrically opposite “minority
view,” according to which the U.S. capital market provided liquid-
ity and banking services to both private agents and foreign gov-
ernments so that the worry over American gold losses and exter-
nal disequilibrium was unfounded. Had central bankers recognized
these principles, the hasty conversion of dollars into gold and the
consequent disruption of capital flows would have ceased:

[T]he point is that they [dollar holdings] not only provide external liquid-
ity to other countries, but are a necessary counterpart of the intermedia-
tion which provides liquidity to Europe’s savers and financial institutions.
Recognition of this fact would end central bank conversions of dollars into
gold, the resulting creeping decline of official reserves, and the disruption

bank. But the dollars are of no use in Bonn, or in Tokyo, or in Paris. The very same
day, they are re-lent to the New York money market, so that they return to the place of
origin. Thus the debtor country does not lose what the creditor country has gained. So
the key-currency country never feels the effect of a deficit in its balance of payments.
And the main consequence is that there is no reason whatever for the deficit to disappear,
because it does not appear. Let me be more positive: if I had an agreement with my tailor
that whatever money I pay him he returns to me the very same day as a loan, I would
have no objection at all to ordering more suits from him” (1965, 2–3).
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of capital flows to which it has led. (Despres, Kindleberger, and Salant
1966, 528)

The paper by Despres et al., which appeared not in some obscure
academic journal but in The Economist, cast light on the subject,
showing a new way of looking at the monetary system. Already
in the early 1950s, Milton Friedman (1953a, 191–2) had pointed
out the declining role of gold in postwar monetary arrangements,
arguing for flexible exchange rates and treating gold like any other
commodity. Restating this position a few years later, Friedman stig-
matized the backwardness of economists on the issue:

Only a cultural lag leads us still to think of gold as the central element in
our monetary system. A more accurate description of the role of gold in
U.S. policy is that it is primarily a commodity whose price is supported, like
wheat or other agricultural products, rather than the key to our monetary
system. (1960, 81)

The economist’s box of tools for tackling the growing instability
of Bretton Woods was not empty, then, but these original ideas
clashed head-on with the mainstream and were mostly regarded
as curiosities. The minority view failed to shake the consensus,
which considered the growth of dollar assets as a serious problem
undermining confidence in the dollar and called for the correction
of the U.S. balance-of-payments deficits and the creation of new
instruments of international liquidity. Paradoxically, the alleged
shortcomings of the system had already been disposed of by the
role played by the United States as the nth country in Mundell’s
redundancy problem, thus filling the void that sapped the viabil-
ity of the postwar monetary order. But all countries, including the
United States, failed to recognize these developments, showing pol-
icymakers’ sheer lack of understanding of how the system actu-
ally worked.3 As Despres et al. contended, the confidence problem

3 In this regard, Ronald McKinnon remarks: “The alternative solution [to detailed nego-
tiations among all N countries] to the redundancy problem is both simple and elegant.
If a natural candidate exists, assign one of the N countries to be the passive Nth country,
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stemmed from a misleading policy stance. On the other hand, pri-
vate investors, fully grasping this policy design, did not lose confi-
dence in the dollar and reacted accordingly.

Such lack of confidence in the dollar as now exists has been gener-
ated by the attitudes of government officials, central bankers, academic
economists, and journalists, and reflects their failure to understand the
implications of this intermediary function. Despite some contagion from
these sources, the private market retains confidence in the dollar, as
increases in private holdings of liquid dollar assets show. Private spec-
ulation in gold is simply the result of the known attitudes and actions of
governmental officials and central bankers. . . . Although there has been
private speculation in gold against the dollar, it has been induced largely
by reluctance of some central banks to accumulate dollars. (Despres,
Kindleberger, and Salant 1966, 526–7)

Underlying the policymakers’ destabilizing behavior was their
boundless trust in a monetary construction resting on the keystone
of gold. In fact, the large-scale accumulation of gold in Europe was
due not to the one-way bet on a rise in the price of gold but to the
central bankers’ Weltanschauung, which blinded them to the sub-
stantial transformation of the monetary system. This was the view
not just of a few conservatives but of the mainstream. With hind-
sight, the consensus in Europe and the United States was defective,
while the analyses of Friedman, Despres, and Mundell more cor-
rectly account for the main features of the postwar monetary setup.
Yet these insights remained unheeded, so the gap between the evo-
lution of monetary arrangements and the policymakers’ obsolete
paradigm widened into a gulf that eventually drove the system to
irreversible crisis.

The special role of the United States arose spontaneously, driven
by market forces behind the diffusion of a vehicle currency that,

and leave the other N-1 countries responsible for setting their par values and balance-
of-payments targets independently. That corresponds precisely to the 10 rules for the
Fixed-Rate Dollar Standard from 1950 to 1970. But this was the monetary order from
which the United States was trying to escape!” (1993, p. 26).
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from a theoretical point of view, mirrors the origin of money
(Menger 1892; Jones 1976). The information-producing mech-
anism inherent in the development of an exchange medium is
replicated at the international level, leading all countries to con-
verge on the use of a single currency internationally. The smooth-
ness of this market-led process contrasts with the difficulty of
designing reform schemes based on a supranational money, like
the Keynes Plan, arising from the problem of sharing sovereignty
(see Chapter 6, Section 1 and note 8).

The spread of an international money is a quite resilient phe-
nomenon because, as Paul Krugman (1984) has shown, it involves
an element of circularity: The use of a currency as a vehicle itself
reinforces that currency’s usefulness. Hence, only a particularly dis-
ruptive shock can alter the equilibrium and usher in a new interna-
tional money. Throughout history, the currencies of the dominant
powers have succeeded one another as international monies: the
Roman-Byzantine monetary order, which lasted twelve centuries;
the Venetian ducat of the late Middle Ages; Spanish domination in
the early Renaissance, later challenged by the Dutch; and sterling
three centuries later (Mundell 1972, 92–5).

For nearly three millennia, monetary turning points ultimately
stemmed from the political decline of the dominant power. Strong
governments could prevent competition in coinage and enforce
seigniorage by inflicting cruel punishment (in medieval times,
counterfeiters were boiled alive). On the other hand, in particular
situations characterized by the absence or weakness of an impe-
rial power, currencies circulated ad pensum. The maintenance of a
pure commodity standard for very long periods, however, requires
strict fiscal discipline. Moreover, unless new mines are discovered,
it brings a deflationary bias that, as wages are sticky downward,
negatively affects output and employment. Thus, as Keynes (1936,
306–9) remarked, in the course of history the most frequent solu-
tion to deflationary pressure was changing the monetary standard,
not pushing down wage rates, which explains the secular rise in the
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price level.4 In this connection, Keynes considered the relatively
stable price movements of the nineteenth century as the outcome
of especially favorable circumstances. The gold standard, the culmi-
nation of a process that began in the 1660s and in which coins were
exchanged ad pensum (Mundell 1995, 21), represented a successful
yet exceptional experience.

This brief historical digression suggests that the emergence of
an international money is normally accompanied by the extraction
of seigniorage by the dominant power that issues it. In the Bretton
Woods monetary setting, the increasing role of the dollar put the
question of seigniorage back in the spotlight, although inflation in
the United States remained relatively small and stable until 1967.
In this regard, several considerations are in order.

Despite the clash of opinions, majority and minority alike con-
sidered price stability in the United States essential to the viability
of the system. Of course, to judge whether it is actually observed,
the rule needs to be precisely specified. In recent times, the coun-
tries experimenting with inflation targeting have adopted various
criteria: a 2–3 or 1–3 percent range (Australia and New Zealand);
a 2 percent target + or − 1 percent (Canada and Sweden); and a
2 percent target supplemented by a reporting procedure when infla-
tion moves away from the target by more than 1 percentage point in
either direction (United Kingdom). For the European Central Bank,
price stability has an upper bound of 2 percent. All in all, although
it is pointless to single out “the” inflation rate that defines price
stability, the 1.8 percent rate observed in the United States from
1950 to 1967 would satisfy even the strictest of today’s standards.

Moreover, at least since David Hume (1752a), a case has been
made for slightly increasing prices as a stimulus to output. A
decreasing price level would have the opposite effect. Thus, the dif-
ficulty of precisely hitting a given rate of change of the price level
would make a zero inflation target inadvisable, because it would run

4 Feliks Mlynarski (1936a) made the same point (see Chapter 4, Section 1, note 9).
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the risk of deflation. And after the depression, deflation was deemed
a most dreadful eventuality by both economists and policymakers,
so theoretical arguments for a decreasing price level were ignored
until Friedman’s seminal contribution (1969a). Meanwhile, reject-
ing deflation, an inflation rate below two per cent could hardly be
regarded as undermining the system’s viability. Rather, the problem
originated with the inadequate, confusing approach to the working
of the postwar monetary order.

Had policymakers embraced an alternative analytical framework,
reflecting the transformation of monetary arrangements toward a
dollar standard, even the thorny issue of seigniorage might have
proved more manageable. The United States, as the center country
of the system, provided the rest of the world with liquidity services
and took care of the viability of the fixed exchange rate system, par-
taking of the nature of an international public good. This applies to
the unit-of-account function of money and, in particular, to the role
of the dollar in invoicing international trade and pegging official
parities. The unit-of-account function was likened by John Stuart
Mill (1848, 483) to “a common language,” one of the advantages
of the use of money. Albeit the classics, and Mill is no exception,
held that the essential function of money, from which all the others
originate, is the medium-of-exchange function, the different func-
tions reinforce one another, fostering the diffusion of the vehicle
currency.5

5 The issue reflects the multifaceted nature of money and, more generally, the complexity
of monetary theory. In this connection, the change of approach in Keynes’s trilogy is
crucial. While the opening sentence of the Tract underlines the medium-of-exchange
function, the very beginning of the Treatise stresses the unit-of-account function and,
finally, the General Theory highlights the store-of-value function. This brings in a further
aspect of the complexity of monetary theory in that the threefold functional distinction
elicits different concepts of the “price of money” – witness the clash between Milton
Friedman and James Tobin on monetarism. Friedman states: “For the monetarist/non-
monetarist dichotomy, I suspect that the simplest litmus test would be the conditioned
reflex to the question, ‘What is the price of money?’ The monetarist will answer, ‘The
inverse of the price level’; the non-monetarist (Keynesian or central banker) will answer,
‘the interest rate.’ The key difference is whether the stress is on money viewed as an
asset with special characteristics, or on credit and credit markets, which leads to the
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Of course, in a world of fiat money the vehicle currency is virtu-
ally costless and seigniorage cannot be thought of as a fee charged to
users. Nonetheless, under the fixed-rate dollar standard the center
country bore a different kind of cost – namely, a rigorous monetary
and fiscal stance. Indeed, the extra degree of freedom giving rise to
Mundell’s redundancy problem, far from allowing the nth coun-
try wide discretion on economic policy, entailed the responsibility
of maintaining a stable price level to anchor the system. Given
the dominance of Keynesian economics, this was a truly binding
constraint involving a significant cost.6 Had these features been
recognized as distinctive of the dollar standard, countries might
have been less sensitive to seigniorage, viewing it as the price paid
to the United States for bearing the cost of forsaking greater flex-
ibility in economic policy. It is also worth noting that the amount
of seigniorage was small, given the low U.S. inflation rate and the
limited share of dollar holdings in the form of monetary base.

There was, instead, a general failure to grasp the substantial
changes in the monetary system and their implications for the
emerging dollar standard. This conservative attitude put the mon-
etary framework under increasing strain. From the mid-1960s, the
United States implemented a conspicuous fiscal expansion,7 which

analysis of monetary policy and monetary change operating through organized ‘money,’
i.e., ‘credit,’ markets, rather than through actual and desired cash balances” (1976, 316).
And Tobin retorts: “Friedman’s own litmus paper test, ‘What is the price of money?’
is fun at cocktail parties. But some of my friends are good enough capital theorists to
question the question. They can recognize both the purchasing power value of a dollar
bill and the per annum opportunity cost of holding a dollar bill rather than some other
asset. Others are good enough Marshallians or Walrasians to reject Friedman’s favorite
money–credit dichotomy. They suspect that ‘monetary policy and monetary change’
operate both through credit markets and through ‘actual and desired cash balances’”
(1976, 335; italics in the original).

6 The abandonment of the Keynesian paradigm came much later, years after Milton
Friedman’s presidential address to the American Economic Association (1968a). The
pathbreaking character of this contribution was not fully appreciated until the stagfla-
tion of the 1970s, which Friedman’s analysis had actually explained in advance.

7 U.S. monetary policy, however, had already become more expansionary at the beginning
of the 1960s (Niehans 1976). In the same period, capital movements began to be liberalized
and the official dollar liabilities held by foreign central banks passed U.S. gold reserves
in 1964.
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contrasted with the monetary and fiscal discipline, consistent with
the fixed exchange rate regime, pursued by the other countries.8

This divergence in economic policy strategies combined with the
poor understanding of the transition toward a dollar standard to
make the crisis inevitable. Indeed, the fact that “in the 1960s, intense
schizophrenia afflicted the managers of the system” (McKinnon
1993, 19) is explained by the policymakers’ misperception of the
changing monetary environment and of the real rules of the game,
giving them the sensation of being virtually powerless to buttress
the Bretton Woods system.9

The diminishing role of gold, the consequent loss of relevance
of the Triffin dilemma, and the functions performed by the United
States as the center country of the system were all elements that
slipped by practically unnoticed, and even if perceived they were
not entirely understood. Policymakers, focusing on the wrong prob-
lems and the wrong model, set off cumulative imbalances that led
to the undoing of the system. All in all, there was an inadequate
grasp, by mainstream economists as well, of the novel factors at
work, so that, failing the adoption of correct measures, the system
drifted ineluctably toward a transition to fiat money.10

8 The United Kingdom was an exception. The peculiarity of the British position has been
noted, in a different context, by McKinnon: “This theorizing on the need for more
exchange rate flexibility was prompted by numerous sterling crises in the 1950s and
1960s – which reflected attempts by the British government, under the strong influence
of British Keynesians, to be more inflationary than the confines of the dollar standard
allowed. But Britain was not typical” (1993, 23).

9 In this connection, Niehans (1978, 165) points out the incorrectness of the remedies
called for by the United States to redress the system – that is, the revaluation of European
currencies and more expansionary policies in Europe: The former would have decreased
the price of gold in terms of European currencies, thus hastening the gold drain; the latter,
by raising the level of world prices and the European price level relative to the American
price level, would have heightened disequilibrium. For Niehans, the right solution was
an increase in the price of gold accompanied by noninflationary policies, underlying an
interpretation of Bretton Woods akin to the gold exchange standard. This was hardly
workable, however, because, apart from the unpalatability of dollar devaluation, during
the previous half century the system had moved away from the commodity standard and
the dominance of Keynesian economics had produced a further jump in that direction.

10 Recalling the rising international role of the dollar since the 1920s, Mundell noted:
“Initially the dollar borrowed prestige from gold. But as with the pound and the guilder
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Viewed from a historical perspective, then, Bretton Woods
emerges as the last stage of the move to fiat money, a change in kind
rather than in degree that economists did not fully perceive until
it was completed. The slowness of this transformation accounts for
the hybrid nature of Bretton Woods, combining the novel quest for
activist economic policies with the traditional attachment to fixed
exchange rates.11 Seen in this light, the enigma of Bretton Woods
emphasized by Eichengreen (see Chapter 1, Section 1) – namely
its substantial success but short life – can be solved. In the after-
math of World War II, reconstruction sharply raised growth rates.
At the same time, gold accumulation by a number of countries
was not a source of imbalance because the United States held huge
gold reserves and maintained price stability. These beneficial yet
ephemeral effects lasted until the central bankers’ failure to grasp
the transition to the dollar standard met with the expansionary
policies of the United States and rising capital mobility, so that the
system’s actual and perceived constraints – fixed exchange rates
and the convertibility of the dollar into gold – stretched the fabric
of the whole structure. Thus, the short-term benefits laid the basis
for an accumulation of imbalances that would prove intractable.

To keep the system viable, the center country should have main-
tained price stability and a sound fiscal policy while the rest of
the world, severing the obsolete link to commodity money, should

before it, the dollar itself assumed a role distinct from the relation it had with respect to
gold. With or without gold the dollar has taken on a vitality of its own internationally, a
fact not well understood by many economists several years ago who, quite rightly, had
recognized the importance of gold convertibility but not the steady transformation away
from the need for it” (1972, 96).

11 In this regard, the different recipes suggested by those who deemed the postwar monetary
order not inherently faulty but requiring more appropriate rules reflect the stretching
of the Bretton Woods hybrid in two opposite directions – gold exchange standard and
pure dollar standard – yielding two different solutions: an increase in the price of gold
accompanied by noninflationary policies (Niehans 1978, 165) and a stable price level in
the United States together with demonetization of gold (McKinnon 1993, 39). In the
1960s, these solutions, one seeming too conservative and the other too radical, did not
appeal to the mainstream. Hence, neither approach was embraced and Bretton Woods
was doomed.
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have been willing to consider seigniorage as the price for the cen-
ter country’s forgoing activist economic policies. These conditions,
however, could hardly be met because they clashed with the dom-
inance of Keynesian economics and with the misperception of the
substantial transformation of monetary arrangements. These con-
flicting forces put the new monetary order under increasing strains,
which finally destroyed it.

8.2. the role of theory

The influence of economic theory in shaping the main features,
molding the operating rules, and ultimately deciding the fate of
the monetary system is especially clear in the case of Bretton
Woods, which was the first monetary order designed by experts.
The contrast between the laggard view of the monetary mecha-
nism and the diffusion of Keynesian economics, as we have seen,
produced severe imbalances that sapped the new construction. The
smooth working of monetary arrangements, in fact, depends not
only on the soundness of the prevailing paradigm but also on the
absence of rival approaches. Yet coexistence of a variety of models
is not uncommon in economics, where, as in all social sciences, the
phenomena under study are potentially affected by a large set of
variables whose influence cannot entirely be excluded. To build a
model, the economist must select a few variables, but a slight change
in the selection can lead to distinct, often conflicting hypotheses.
The main problem, then, is to single out the assumptions most
relevant to account for the questions at hand and make correct
predictions.

With regard to the Bretton Woods experience, except for Frank
Graham economists underestimated the difficulty of reconciling the
objectives of the new monetary setting – free multilateral trade,
fixed exchange rates, and full employment – as well as the one-
way bet brought about by the adjustable peg. In this connection,
though capital controls were imposed as a precondition to borrow,
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their long-run efficacy in stifling the one-way bet is doubtful.
Underlying the postwar monetary reconstruction, there were two
parallel strands of economic theory, relating to the operation of the
monetary mechanism and the equilibrium properties of the econ-
omy. On the one hand, the unanimous call for reestablishing fixed
parities was consonant with the classical equilibrium approach. The
ideal of irrevocable parities was so intrinsic to metallic standards
that in 1887 Marshall predicted: “[T]he time will come at which
it will be thought as unreasonable for any country to regulate its
currency without reference to other countries as it will be to have
signalling codes at sea which took no account of the signalling codes
at sea of other countries” (quoted in Viner 1943, 193). The success of
the gold standard then seemed to represent a considerable advance,
putting an end to the monetary disorder of earlier centuries. On the
other hand, in the aftermath of the depression, Keynes’s General
Theory provided the foundation for the quest for full employment.
However, these approaches, which bear on the central analytical
issues of monetary arrangements – the nature of money and the
effects of changes in the money supply (see Chapter 1, Section 2) –
were patently incompatible.

The conflict did not emerge at once, given the widespread sup-
port for fixed parities, recalling the overall stability during the gold
standard as contrasted with the instability of flexible exchange
rates after World War I. Even Keynes, the arch-opponent of the
gold standard, was an adamant supporter of fixed exchange rates,
although he clarified the conditions for changing parities in case
of structural disequilibrium (Keynes 1943) and, in his last pub-
lished paper (1946), revived the classical price-specie-flow mech-
anism to account for long-run international adjustment. In any
case, despite these brilliant intellectual acrobatics, the pursuit of
full employment in a fixed exchange regime was an inherent incon-
sistency of the new monetary order, which was accentuated in
the 1960s, in the heyday of Keynesian economics, and eventually
proved to be fatal. Thus, David Laidler, recalling the importance
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of Keynes’s contributions as the groundwork of the expansionary
policies implemented before and after World War II, remarked:

[O]n the theoretical front, Keynes’ (1936) General Theory was widely
read as providing a foundation for the discretionary fiscal policies that
had come more and more into favour in the years preceding its publica-
tion. After World War 2, most advanced economies relied primarily on
such policies to achieve their domestic goals. . . . The monetary authorities
and governments of many of those same economies also tried to have
their monetary cake and eat it too by adopting adjustable-peg exchange
rate mechanisms. Under the Bretton Woods system, monetary policy was
to be tied to a fixed exchange rate, and to that extent be rule guided,
but only so long as this did not interfere with the pursuit of domestic
employment goals. If it did, then the rule was to be changed to create
room for monetary policy to accommodate the discretionary fiscal mea-
sures needed to hit the latter. This system came under severe strain in
the 1960s, and collapsed at the beginning of the 1970s. The factors that
brought the Bretton Woods System down, and continued to plague the
international monetary system in the 1990s, are the tendency, recognised
as we have seen for two hundred years now, of external and internal mon-
etary problems to arise together, their need for opposite remedies, and
the reluctance of so many politicians and central bankers to face these
facts of economic life, and make a choice between the systematic pursuit
of either domestic or exchange rate stability.” (2002, 26–7; italics in the
original)12

The problems marring the viability of Bretton Woods can be
brought out from another perspective, that of the role of gold. After
World War I, policymakers sought to restore the gold standard,
but the more original economists proposed different arrangements
suited to activist economic policies. In his notes for a speech to
the National Liberal Club in December 1923, Keynes described the

12 Laidler’s closeness to Frank Graham’s position (see the quotation on p. 179), under-
scores the modernity of Graham’s approach. In this connection, Lauchlin Currie (1936)
had argued for activist monetary policies, under both fixed and flexible exchange
rates, in order to prevent instability stemming from uncontrolled capital flows. To
forestall these costs, discussed by White (1933), Currie favored controls on capital
movements.
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progress of monetary theory as “one of the biggest jumps forward
ever achieved in economic science” (CW 19, 160). The core idea
was to bend the rules of the gold standard, in which policies and
the economy as a whole adapted to the fixed parity, in order to stabi-
lize the price level, output, and employment: “Now even if gold was
stable over long periods, it cannot deal with short periods. For the
cure for short period fluctuations depends on being able rapidly
to expand or contract the volume of money” (CW 19, 160–1).
But these propositions were quite radical at that time and had
a negligible impact on the background of monetary authorities.
Notwithstanding the spread of managed money, central bankers
rejected the gold exchange standard and remained wedded to the
gold standard. As Feliks Mlynarski noted:

The banks which apply the pure gold standard – in other words, those
which do not include foreign exchange in their fundamental or sec-
ondary reserves – enjoy a higher prestige than those which apply the
gold exchange standard. The former are regarded as a higher, the latter
as a lower type of bank. The belief prevails that the first class has greater
power and greater resources. Such a classification is devoid of scientific
justification. Nevertheless it exists, and the Central Banks must reckon
with it. As a result of it, banks tend to abandon the gold exchange stan-
dard as soon as the economic position of the country has improved and
as soon as fairly large reserves have been amassed for the support of the
currency. Thus the gold exchange standard is regarded as a transitory
system, and Central Banks which have already accumulated considerable
foreign exchange reserves endeavour to increase their stock of gold in
order to raise their prestige thereby. Frequently, they do this without any
real need. (1931, 89)

In the wake of the depression, the international monetary sys-
tem came under scrutiny, with a focus on the problems created
by the large-scale accumulation of gold in France and the United
States. But gold remained important, symbolizing the discipline
inherent in fixed exchange rates. Practical metallism was a die-
hard policy principle that, resisting the evolution of monetary
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institutions away from commodity standards, survived in the shape
of fixed parities. Hence, gold retained its place in the Bretton Woods
accord. The cancellation of the role of gold by a group of experts
after twenty-five hundred years of commodity money was almost
inconceivable.

As noted in the previous section, however, Milton Friedman
(1953a) boldly argued for a free gold market and flexible exchange
rates, anticipating the monetary setup of two decades later.
Acknowledging the exhaustion of gold’s monetary functions, he
called for flexible exchange rates and, later, for a domestic rule
to ensure monetary discipline. But his analysis went unheeded.
Policymakers’ concern for confidence in the dollar, the Triffin
dilemma, and the liquidity of the system continued unabated,
paving the way to the collapse of Bretton Woods and the emergence
of fiat money.13 Friedman’s felicitous intuition is a clear instance of
choosing the right assumptions for modeling and of the lag charac-
terizing the spread of original ideas. Keynes made the latter point
in the often-quoted closing passages of the General Theory, where
he emphasized the importance of economic theory, rather than of
vested interests, in influencing the course of events.14 Interestingly,

13 In all the vast literature on Bretton Woods (see Chapter 7, Section 2), no mention is made
of the possible development of fiat money. The tendency toward “independent monetary
management on a national scale” (Triffin 1947a, 54) was recognized, but not a definitive
break with the commodity standard. Actually, the only reference to the transition to
fiat money was by Benjamin Graham (1947, 305–6), talking about the U.K. and the
U.S. experience in the 1930s. Also, as early as 1949, Frank Graham (see Chapter 7, note
21) forecast the downfall of Bretton Woods, highlighting the demise of gold and the
inconsistency of fixed parities with independent monetary policies.

14 “[T]he ideas of economists and political philosophers, both when they are right and when
they are wrong, are more powerful than is commonly understood. Indeed the world is
ruled by little else. . . . I am sure that the power of vested interests is vastly exaggerated
compared with the gradual encroachment of ideas. Not, indeed, immediately, but after
a certain interval; for in the field of economic and political philosophy there are not
many who are influenced by new theories after they are twenty-five or thirty years
of age, so that the ideas which civil servants and politicians and even agitators apply
to current events are not likely to be the newest. But, soon or late, it is ideas, not
vested interests, which are dangerous for good or evil” (1936, 383–4). Keynes made a
similar remark in his letter to George Bernard Shaw in January 1935 (see Chapter 6,
note 28).
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Hayek stressed the same concepts in analyzing the implications of
the prevalence of managed money for international stability (see
Chapter 5, note 8) where, in the final page, he remarked: “I do
believe that in the long run human affairs are guided by intellec-
tual forces” (Hayek 1937, 94).

The whole Bretton Woods story, from the painstaking design
of the system to its demise, offers corroboration. As we argued
in Chapter 7, the supposed lack of influence of Keynes’s contribu-
tions on the postwar monetary reconstruction appears unfounded.
Although the Keynes Plan quickly appeared too radical to be
accepted, the treaty was imbued with the message of the General
Theory. Furthermore, even if the game was played by the old gold
exchange standard rules, the objective of full employment was
now essential. Actually, it was the clash between the center coun-
try’s Keynesian policy stance and the fixed exchange rate regime
that struck the fatal blow to the Bretton Woods monetary order.
Indeed, most of the explanations for the system’s collapse – the
structural flaws, such as the gold exchange standard and fixed but
adjustable parities; the U.S. failure to stabilize prices after 1965; and
the industrial countries’ reluctance to adopt the American policy
and their concentration on their own goals (Bordo 1993, 83) – can
be traced to the undisputed dominance of Keynesian economics and
the employment objective.

The Bretton Woods rules reveal only the specific aspects of a more
general problem caused by wrapping a rigid institutional arrange-
ment, similar to the gold exchange standard, in an approach that
blossomed into the maintenance of full employment. In particu-
lar, it was thought that the return to fixed exchange rates would
reestablish a smoothly working system, but it was inherently at
variance with activist economic policies. This conflict, only latent
in the gold exchange standard, became blatant when the General
Theory came to hold sway.

Perhaps the real contribution of Bretton Woods was its idealistic
stimulus for the liberalization of international trade, a principle
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already enshrined in the Atlantic Charter. Progress along this road
was necessarily slow and, so far as multilateral trade was concerned,
was in any case achieved through other organizations, such as the
European Payments Union. The success of the 1944 agreements
was only seeming; the shakiness of its foundations led the new
international monetary system into an inextricable crisis.

8.3. the international monetary system in perspective

The end of the Bretton Woods monetary order was a watershed
in world monetary history. Definitively removing the residual role
of gold after twenty-five hundred years, it led to the emergence of
fiat money. This epochal transformation shifts the focus of analysis
from the exchange rate regime to the money object and the basic
properties of monetary arrangements. Following the demise of fixed
exchange rates, the current monetary setting has often been defined
as a “nonsystem,” in view of the contrast between its unstructured
nature and Bretton Woods or the gold standard. This assessment,
however, may merely refer to the absence of formal rules, certainly
not to the lack of a model, which is in fact readily identifiable in
the theory of competitive money supply (Klein 1974), applied to
an international context.15

Benjamin Klein challenged the case for monopoly in money
issue, showing that this is founded on indistinguishability between
currencies. In a world of imperfect information, if product quality
cannot be evaluated by the goods’ physical characteristics, con-
sumers rely on brand names. Fiat money is a case in point. Qual-
ity and brand name relate respectively to price stability and pre-
dictability. Brand name is a capital asset for the issuer, who invests
resources optimally to increase the present discounted value of his
profit stream. Because future money supply paths are unknown

15 The extension of Klein’s hypothesis to international monetary arrangements is examined
in detail in Cesarano (1999b).
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(otherwise, brand names would be valueless identification marks),
agents estimate the probability of deception by the issuers and their
eventual gains, thus determining the equilibrium value of the brand
name capital.

Klein’s intellectually appealing hypothesis may be hard to apply
to a domestic setting because market forces would lead to the selec-
tion of one currency. And even conceiving the circulation of sev-
eral monies within a country on purely abstract grounds, a further
difficulty is that the viability of the scheme depends on having
flexible exchange rates to make Gresham’s Law inoperative. The
post–Bretton Woods developments, instead, breaking all ties with
commodity money and spreading flexible exchange rates, ushered
in a scenario that exactly fits Klein’s model, one in which each
country issues its own, perfectly distinguishable, fiat money. The
large, lasting fall in the inflation rate in the past quarter century,
as contrasted with the inflationary spurt of the 1970s, corrobo-
rates the competitive money supply hypothesis. On this theory,
high confidence money drives out low confidence money because
consumers evaluate the predictability of money’s future exchange
value. Hence, in a competitive setting, there is an incentive for price
stabilization even in the absence of rules. A country can gain from
raising seigniorage revenue but at the cost of depreciating its brand
name capital. Thus, it faces a dynamic optimization problem that
also includes noneconomic objectives, such as political hegemony
for the issuer of the vehicle currency and participation in a financial
and economic community for others.

Monetary stability in a fiat money world may appear somewhat
surprising, given the absence of constraints on countries’ behav-
ior, but it is the product of competition. On the other hand, the
stability of the gold standard stemmed from strict rules of the
game, taking control of the money supply out of the hands of
the authorities and equalizing price trends across countries. It may
seem odd, if not downright paradoxical, that diametrically opposite
arrangements produce similar results, yet it is simply an instance
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of the general principle that clear-cut models of monetary organi-
zation are superior to hybrids. Indeed, as we shall see, large-scale
innovation and sharp competition in the payments industry may
transform monetary arrangements so deeply as to revive some cen-
tral properties of commodity standards.

In the international economy, the one-to-one correspondence
between countries and currencies is not just a manifestation of
national sovereignty but also an implication of monetary theory.
The essential role of money as an information-producing mecha-
nism allowing the decentralization of exchange entails the circula-
tion of a single medium of exchange, which in order to minimize
accounting costs (Niehans 1978, 121) coincides with the unit of
account. Underlying the development of a monetary economy is
a market-led process that converges toward a single currency. At
the dawn of monetary history, the government may have com-
manded a higher reputation in certifying the quantity and quality
of the money commodity, soon learning the possibility of extracting
seigniorage. Thus, the early appropriation by governments of the
issuing function is congruent with the sizeable welfare gains of the
introduction of money. Indeed, the essential properties of money
are so pervasive and resilient that, as Friedman and Schwartz (1986,
44) note, no resort to alternative currencies is observed during peri-
ods of strongly increasing prices. Excepting major hyperinflations,
the welfare gains generated by the circulating money are so high
that people, even in the presence of huge costs of holding it, do not
shift to a different currency.

Given the tendency of monetary sovereignty and political
sovereignty to coincide under the centripetal forces of an exchange
economy, in the international scenario countries act like maximiz-
ing agents in search of the optimal monetary arrangements and
policy design. After the demise of fixed exchange rates, a country
may consider the alternative of participating in a monetary union.
However, the analytical groundwork underlying the calculus of
participation – the theory of optimum currency areas – remains
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controversial. The traditional approach, static in character and based
on price and wage rigidity, suggests several optimality criteria
corresponding to exogenous characteristics of the economy. The
variegated and partially conflicting nature of these criteria betrays
the weak foundations of the traditional approach,16 which in reality
is an application of Tinbergen’s theory of economic policy, where
the extension of the currency area is the instrument of the opti-
mization problem. As such, it clashes with the new classical macroe-
conomics, and in particular with the Lucas critique, because it dis-
regards the agents’ response to policy measures.

This modern research program suggests an equilibrium approach
to optimum currency areas (Cesarano 1997; Frankel and Rose 1998;
Alesina and Barro 2002), in which agents weigh the impact of
national borders as of any other policy. The equilibrium approach
overturns the received view, in that optimality is the outcome of
individual maximizing behavior, not of exogenously given features.
Within a country, the agents’ information set is larger, because
knowledge of institutions, market regulations, language, and the
like increases the availability of data and the model’s explanatory
power. The costs and benefits of internal migration, for instance,
are much easier to assess than those of international migration,
where wider wage differentials are needed to prompt expatria-
tion. Labor mobility, therefore, is not an exogenous quality of the
economy but the product of rational behavior. This principle also
applies, in different degrees, to other optimality criteria – openness
to trade, the similarity of cycles, and the implementation of fiscal
policies – which are thus endogenous to the currency area, not
inborn features of the economy.

16 In this connection, Paul Krugman criticized the “loose-jointed theory” (1993, 3) that
matches the costs of lost monetary independence with the benefits of fixed rates, empha-
sizing the lack of a model of the microeconomics of money to analyze the latter. And
Niehans, in his textbook, remarked: “Optimum currency areas are still a concept in search
of a theory” (1984, 294). The analysis of this subject is based on Cesarano (1997); other
topics dealt with later in this section – that is, the optimum quantity of money and the
effectiveness of monetary policy – draw on Cesarano (1998b; 1998c).
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In general, the efficacy of the adjustment mechanism is greatest
within national borders, where equilibrating forces are enhanced:
The effects of interregional money flows are inescapable (Mundell
1961, 660), a common legal and institutional framework exists,
the larger information set reduces uncertainty in decision making,
and fiscal transfers are possible. In an equilibrium model, under
the extreme assumptions of a full-information, frictionless world,
the issue would entirely vanish. But, of course, we do not live in
such a world, so countries may not actually correspond to optimum
currency areas. In this connection, the Economic and Monetary
Union in Europe is peculiar and provides an interesting case study
inasmuch as, running counter to the historical record, monetary
unification has preceded political unification. The introduction of
a common fiat money between sovereign states, still divided by
national borders, is a singular experiment, at odds with the high
degree of flexibility and integration underlying an equilibrium
setting.

Optimum currency areas, however, is but one concept of opti-
mality. Money is a multifaceted phenomenon, analyzable from sev-
eral perspectives yet maintaining an underlying unity.17 Parallel
to the progress of monetary theory, the evolution of monetary
arrangements is spurred by the search for less costly payments
media and conditioned by the state of technology,18 which are both
intertwined with the growth of the banking industry. The inter-
play of these different factors crops up in implementing the opti-
mum quantity of money. The rule set forth in Friedman’s seminal
contribution (1969a) – a rate of deflation equal to the rate of time

17 In this respect, Milton Friedman noted: “Monetary theory is like a Japanese garden. It has
esthetic unity born of variety; an apparent simplicity that conceals a sophisticated reality;
a surface view that dissolves in ever deeper perspectives. Both can be fully appreciated
only if examined from many different angles, only if studied leisurely but in depth.
Both have elements that can be enjoyed independently of the whole, yet attain their full
realization only as part of the whole” (1969, v).

18 A good example is the introduction of steam-powered stamping presses that, hampering
counterfeiting, fostered the diffusion of the gold standard in England in the early 1800s
(Redish 1990).
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preference bringing the nominal interest rate down to zero and real
money balances to the satiation level – was soon criticized because,
with money and bonds yielding the same return, the bond market
would disappear. The origin of this problem (Cesarano 1998c) is
that while the stock marginal utility of money can be driven to
zero by increasing real cash balances through deflation, its flow
marginal utility – that is, the utility of an additional dollar spent –
remains positive. The weakness of the Friedman rule is that it sets
the analysis of fiat money as a free good in general equilibrium the-
ory, not in a model of a monetary economy. However, although the
informational role of money can be played by a valueless instru-
ment like paper money, it still retains positive purchasing power
and flow marginal utility. Thus, driving the stock marginal utility
of money to zero, instead of satiating people with cash balances,
makes the demand for money insatiable.

This impediment may be overcome by payment technology. If
tangible media of exchange vanish and are replaced by an account-
ing system run by banks (Fama 1980), we no longer have an asset
commanding a liquidity premium, hence no interest rate differen-
tial between bonds and money. But this setup falls foul of Wicksell’s
problem of price level indeterminacy, whose solution requires cen-
tral bank control of a nominal quantity (Patinkin 1961, 113–6).
Fama’s suggestion (1980, 55) of introducing currency might con-
vey the misleading idea that, except for its greater efficiency, the
new monetary setting would then be analogous to the present one.
In an accounting system of exchange, however, the sole rationale
for a constant stock of currency19 is to make the price level deter-
minate, a technical requirement like fixing the unit of account in
the gold standard. This requirement is necessary to viability; thus,
radically different in nature from other monetary rules, it should
be less exposed to pressures to break it.

19 Consistent with the Friedman rule, the stock of currency may be allowed to increase if
the growth of the economy brings about a greater than optimal deflation rate.
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A highly advanced exchange system, therefore, may paradoxi-
cally reinstate some of the central properties of ancient commod-
ity standards. In a world of nontangible money, to ensure price
level determinacy each country issues a given quantity of a fiat
instrument, connected to the others by fixed parities with no fluc-
tuation margins. As in the gold standard, an escape clause may
allow a country to suspend the rule in exceptional circumstances,
changing the quantity of currency once and for all.

The various topics touched upon in analyzing the consequences
of Bretton Woods – the competitive money supply, optimum cur-
rency areas, and the optimum quantity of money – though seem-
ingly unrelated, are actually bound together by the concept of
equilibrium. Thus, competitive equilibrium forces prevented an
inflationary drift after the demise of commodity money, even in the
absence of binding monetary rules. Also, the equilibrium hypothe-
sis underlying individual maximizing behavior heightens the effec-
tiveness of the adjustment mechanism inside a country, fostering
the optimality of a currency area within its political borders. And,
finally, the welfare economics proposition on the optimum quantity
of money might be implemented by future technological progress
in the payments industry, driven by the search for a less costly
medium of exchange. In application, these topics concern the effi-
ciency of monetary arrangements and are, albeit at a lower level of
abstraction, variations on the same theme: the theory of economic
policy. In investigating monetary reforms, therefore, the conditions
for their effectiveness must be considered.

In this respect, the availability of information is crucial. Assum-
ing that information is neither complete nor entirely unavailable
but is a scarce commodity optimally allocated like any other good,
then in order to revise their expectations individuals must get a net
benefit from gathering and processing information. If the model’s
explanatory power increases with the amplitude of policy measures
(the effect on the price level of doubling the money stock can be
more precisely predicted than that of a 1 percent variation), the
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cost and benefit of treating information are a negative and positive
function respectively of policy amplitude: The smaller the policy
action, the less individuals are induced to revise their expectations,
because this involves a net loss. Thus, agents’ responsiveness and
the efficiency of predictions depend on the amplitude of the policy
action (Cesarano 1998b). This hypothesis, focusing on the dimen-
sion of the agents’ information set relative to that of policy mea-
sures, explains the effectiveness of moderate policy actions. Beyond
the critical point at which the cost and benefit functions of process-
ing information cross, a change in exogenous or policy variables
triggers agents’ response and thus produces only nominal effects.
In this connection, the empirical evidence presented by Lucas (2003)
in his presidential address to the American Economic Association
is consistent with this conjecture. Looking at the U.S. experience
over the past fifty years, Lucas rules out the possibility of a sizeable
improvement in the economy’s performance because the gain from
removing consumption variability through better countercyclical
policies does not exceed a tenth of a percent. He recognizes that the
existence of rigidities requires the implementation of stabilization
policies, but the potential for welfare gains is limited.

The equilibrium model is a theoretical benchmark against which
the actual features of the economy must be set when evaluating
policy effectiveness and, in particular, a given monetary setting. As
these features – availability of information, absence of rigidities,
and efficiency of the institutional and legal framework – approxi-
mate the assumptions underlying the equilibrium hypothesis, the
propositions of the classical model hold. At the limit, the equilib-
rium model leads to a single world money, an ideal case pursued by
many reformers and approached by the gold standard: As Milton
Friedman remarked, “[T]he gold standard . . . came very close to
being a unified currency” (1968b, 268). Conversely, as uncer-
tainty rises and frictions increase, this model is removed to various
degrees from applicability and the scope for policy action widens.
Then the question of which model is relevant has no clear-cut
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answer, depending on the characteristics of the economy.20 These,
in turn, are indirectly affected by theory. Since the end of the 1970s,
for instance, the sweeping changes in public policies, particularly
monetary policy and market deregulation, were the product of the
revival of the classical paradigm.

The role of economic policy generally stems from the incom-
pleteness of information, a pervasive characteristic of economics,
central to the topical effort to construct a new financial architecture.
Yet one lesson of Bretton Woods is the difficulty of designing mon-
etary arrangements at the drawing board. This applies even more
to the current, radically new monetary environment that emerged
from the spread of fiat money, in which the essential properties of
commodity standards have vanished. Fixed parities, strict discipline
in economic policy, stabilizing capital movements – all are remem-
brances of a bygone age. Reinstating them is hardly conceivable;
lacking the ground rules underlying them, it would be like erecting
a building without foundations.

Nowadays, increasingly differentiated patterns characterize and
distinguish the monetary from the financial side of the interna-
tional monetary system. While progress in payment technology
makes the system more efficient, the sheer expansion and greater
complexity of financial intermediation elicits new institutions, a
typical feature of evolving monetary arrangements (Hicks 1967a,

20 Accounting for the stability of the postwar U.S. economy relative to the interwar years,
Robert Lucas credited both Keynesian and monetarist economists for supporting suitable
demand management policies. This ecumenical conclusion rests on the assumption of sig-
nificant but not quite complete information. (For an early criticism of the rational expec-
tations hypothesis that highlights the incompleteness of information, see B. Friedman
1979.) Contrasting the static theory of general equilibrium of Patinkin’s Money, Inter-
est, and Prices with modern theory, Lucas remarks: “For us, today, value theory refers to
models of dynamic economies subject to unpredictable shocks, populated by agents who
are good at processing information and making choices over time. The macroeconomic
research I have discussed today makes essential use of value theory in this modern sense:
formulating explicit models, computing solutions, comparing their behavior quantita-
tively to observed time series and other data sets. As a result, we are able to form a much
sharper quantitative view of the potential of changes in policy to improve peoples’ lives
than was possible a generation ago” (2003, 12).
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Chapter 1). In a future perspective, the design of rules and provi-
sions will reflect this dichotomy, tilting the balance toward financial
issues. However, intervention in this field is impeded by the lack
of a supranational political authority. National sovereignty starts
in the realm of politics, of course; but in the monetary arena, it
rests on an economic basis as well. As noted, the uniqueness of
money inside a country is dictated by theory – that is, by the prin-
ciples underlying an exchange as against a Walrasian economy.
Also, on the macroeconomic plane the adjustment mechanism is
enhanced within national borders by the fact that both the agents’
information set and the policymaker’s toolkit are more extensive.
Hence, there is likely to be little willingness to part with substantial
shares of sovereignty, so designing a comprehensive set of rules,
like Bretton Woods, now seems quite utopian. In the new scenario,
the need for other kinds of provisions will be based on different
rationales, such as the solution to price level indeterminacy, that
may not be immediately envisaged. In this state of flux, it is to the
factors underlying the evolution of monetary arrangements – the
advancement of economic theory, the occurrence of major shocks,
and innovation in payment technology and in the financial indus-
try – that we should again look at as the driving forces of the
evolutionary process.
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