EC120 The World Economy in Historical
Perspective

® Reuwvvelry

¢ National policies in the recovery

EC120 week 20, topic 15, slide 0

Reading: get started with
Eichengreen, BGlobalizing Capital pp. 72 92

Issues and questions for discussion:

» “The Great Depression was caused ... by the strains of the Firkt War on
the gold standard.” (Temin) Discuss.

* In what ways and to what extent did protectionist international tradegsolic
cause, exacerbate and prolong the Great Depression?

» “Misguided national monetary policies may not have been responsititesfor
onset of the Great Depression but they certainly made it longeteaper.”
Discuss.

* What, if anything, does a comparison of national monetary and fiscadpaiic
the 1930s reveal about the most effective ways to recover fronoexc
depression?
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Collapse of stock market prices of 1929 most spetda in New York:

Other markets (e.g. London) declined earlier froloveer peak, or did not experience
unusual fluctuations (at least until into 1930s)

U.S. stock prices roughly doubled in two years kefoctober 1929, partly funded on
credit and by withdrawal of funds previously loariedeurope

Black Thursday, 24 October: panic prices fell alst 30% by end month
Decline continued, with fluctuations, for yearsriater (largely to WW2)
What caused the crash? Various suggestions beameensus

Spontaneous bursting of a manic "bubble’, but sargee that prices were not
“excessive’ (i.e. could be justified on companiamings, etc)

Evidence of economic slowdown from late 1928 amrat just in U.S.
Condemnation of “speculation’, e.g. by Herbert Hool).S. president)

Monetary policy tightened in late 1928, restricteddit for buying stocks: may have
burst the bubble (perhaps also contributed to stmmdown)

Implications of the crash: did it cause the Greapi@ssion (GD)?
Not necessarily; stock market crashes not alwajewed by depression

Implications of the crash for the GD are examiregerl
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Whatever caused the GD, slump followed the stocketarash:
US industrial output fell nearly 50% from 1929 t@3B; prices fell about 1

International lending did not collapse immediatielyt hesitation was followed by decline as
investors’ loss of confidence spread

Smoot-Hawley tariff, 1930, symbolic intensificatioh US trade barriers
May have stemmed decline in US, but led to intéonal retaliation

US monetary policy: interest rates cut but nommahey stock declined
Arguably US monetary policy should have been mapmasionary

Slump spread beyond the US
e Gold inflows to US (and France) restrained monepalcy elsewhere
e GS implied that US (& France) should have been mapansionary

« Monetary restraint in Europe (except France) lebaiks’ distress and restricted the
flow of credit to their customers (firms & housetis)

* War loan repayments to US (& reparations) contintacolurden debtors
» Decline of international trade (esp. exports to tsuced demand abroad

» International commodity prices declined furtherzple about whether this merely reflected
the slump or further intensified it (with loss afrfidence)

EC120, week 20



EC120 The World Economy in Historical

Perspective

Following the stock market crash, US monetary golas subjected to conflicting forces:
Restraint to stem resumption of stock market syaeicul
Expansion to stem the evident decline of economiiwvity
Responses to gold flows (sometimes expansion, soe®etrestraint)
Gold Standard: inflow >expand money; outflow >cortct money

US tended to contract money (raise interest raték)an outflow but not
conversely, i.e. to “sterilise’ gold inflows

Banking crises: bank runs (mass deposit withdrgwalsulted in waves of bank failures in the
decentralised US commercial banking system:

Banking crises: Oct 1930 Jan 1931; Mar 1931 mid3X Jan Mar 1933
Money supply (bank deposits) declined and bankic(edns) contracted
Public’s holding of currency increased

Friedman & Schwartz argue that contraction in mosigyply was responsible for the severity of
the GD. Others (e.g. Bernanke) argue that a “beaditcchannel’ was at least as important.

But they agree that bank failures were a majorefdot economic contraction
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Banking crises were not confined to the United &3tat
But those in Europe initially had more dramatiemiational repercussic

European themes, impacting mainly on Austria, Gegn Britain:
Onset of slump induced distress in banks, as bemsvdefaulted on loans
Central banks were constrained in the supportlpbi’) they could offer

International trilemma Governments can choose at most two from:
1. Independent monetary policy (to support banksgapital mobility;
3. Fixed exchange rate, i.e. maintaining fixed tyasith gold

Pre-WW!I experience showed that the Gold Standantticsurvive temporary disturbances but
required international co-operation and crediblecitment to parities, both of which were
lacking in the interwar period:

» By 1930, if not before, gold was being accumuldtetd.S. and France both of which
were hesitant to undertake monetary expansion

« International loans were agreed for countriesaach(i.e. those losing gold) but often
with onerous conditions imposed on borrowers

* Interwar economic upheavals (e.g. war debts, etjmans, falling primary product
prices) suggested that the disturbances were mpary, thus challenging credibility
of commitments to Gold Standard
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Fragility of Gold Standard reflected in the currgreises of 1931:

Austria: distress o€redit Anstaltits largest deposit bank, resulted in the impasiof
exchange controls effectively Austria abandonkd Gold Standard, in favour of supporting
its banks.

Crises spread to Hungary, which did the same, them&Germany

Germany: banks’ extensive loans to industry madesyistem vulnerable to the slump as
borrowers defaulted on their loans

Also Germany had accumulated large short-termnaténal debts (to help pay
reparations, etc) but these were withdrawn asrises @leepened. Foreign governments
offered loans but with unacceptable conditionsrn@ay imposed exchange controls in
July 1931

Britain's experience was slightly different: peneed weakness in its Balance of Payments
(current account) resulted in a run on sterling

Bank of England reluctant to raise interest ratedafence
Sterling convertibility suspended on 19 Sept 19®ler to be resumed

United States maintained convertibility until Apti®33
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Credibility of US commitment to GS in doubt afted3R election: with loss of gold
reserves, Roosevelt declared a “bank holiday’ incd933
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“The Great Depression was caused ... by the straitieedfirst World War on the gold standard.”
Temin (1989), p. 3

Contrary view: floating exchange rates in earlys2@used instability

Temin disagrees: Gold Standard impeded econ pwiieyworld much changed from
pre-war era. He warns: virtue of internationalageration depends on its goals; beware
of adherence policies based on defunct ideas

While plausible, in view of the experience of tH820@s, Temin’s assertions raise
guestions:

1. What triggered onset of the depression?

2. Why was the depression so deep?

3. Why did it last so long, with varied impacts@&s the world?

1. What triggered onset of the depression?
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Fall in output begins in 1928 with decline in aggate demand: US tightened monetary
policy to stem speculation; German policy restrdidemand in response to concerns
with reparations and international debt

Wall Street crash: a symptom rather than a causs?hdve marked the onset of
depression, though in itself unlikely to have b#eetrigger (financial crashes don't
necessarily lead to economic downturn)



EC120 The World Economy in Historical

Perspective

N

. Why was the depression so deep? Several irderdetandidates:

Monetary policy: probably important but mechanishit®impact is controversial see
Friedman & Schwartz vs. Bernanke, above

Adherence to Gold Standard implied restrictiveti-anrflationary’ policies, among all GS
nations, at a time afeflationand high unemployment

Falling commodity prices contributed to deflation

Deflation raised the burden of nominal debt & ciimtted to depressed consumer confidence;
high unemployment raised income uncertainty; fglitock market reduced wealth and thus
spending (demand & output)

Tariffs: barriers to trade intensified around therha

3. Why did the depression last so long?
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Collapse of financial intermediation:; even with (leeentual) relaxation of monetary policy,
banks were unable/unwilling to expand lending, fumds & households to borrow

Restrictive policies: adherence to the Gold Stash@a@ound money’) restrained economic
policy, trade barriers, once imposed, were ham¥erse (opposition from vested interests &
inertia)

Later, in attempting recovery, stimulus policiesevenodest, even sometimes perverse.
Concerns were expressed about the size of the state though it was much smaller (e.g.
around 10% of GDP in the USA) than after World WarHence, fiscal policy stimulus was
restrained. Monetary policies were similarly coaisted, partly by fears of inflation
engendered by the experience of the early 192@stte German hyperinflation). Price
support policies may have restricted rather thatefed economic recovery.
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Recovery began (but slowly) after countries abardahe Gold Standard:

That is, expansionary monetary and fiscal policesld be adopted as soon as these policies
no longer needed to be directed to maintainingptrdy: currencies devalued relative those
still tied to gold

Currencies were left to float, but were "managedténtral banks

Puzzle: devaluation (depreciation) changes theafadxchange among currencies. |If tladly
devalue at the same rate, then the relative ra¢egrechanged: only change is an increase in
the price of gold. Was this enough to stimulatovery?

Countries abandoned gold at different dates (Brigmid Germany in 1931, US in 1933,
France in 1936)

But the recovery was slow and uneven:
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Although international trade began to recover, maagie barriers remained

Low investment in the depression depleted the abgibck, so that, when recovery began
unemployment remained stubbornly high

Deflation (falling prices) generated deflationaxpectationsleaving a heavy burden on
debtors and retarding spending in expectationlbfigaprices
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Common theme: a change in “policy regime’ (TemB89) from financial orthodoxy towards
government activisr

» Expansionary monetary and fiscal policies
« Government intervention to manage the economy cigsm’ (Temin):

1. Regulation of industries (e.g. selective stimatabf investment)
2. Wage controls to determine wages (high or low)
3. Extension of welfare state (social security biesedtc)

Differing national experiences:
» United States, election of FDR in 1932, signalledegime change’ to activist policies:
e Sought to raise prices, revived agriculture attléstimulated investment)
» Regulatory intervention, e.g. National Recovery,A&33
Encouraged high wages & restrictions on industrishpetition

* “New Deal’: direct intervention to stimulate econoractivity, e.g. via
infrastructure investment and controls. Its dffemess in promoting recovery is
doubtful but, as a modest fiscal stimulus, the Nl probably served to alleviate
widespread poverty.

» Amid concerns that fiscal deficits were raising kel of government debt,
monetary policy became restrictive in 1936/7, gugsiausing the recession of
1937/8.
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» Japan: pursued its own recovery, separate froriVist

* Germany: Nazi's seized power & adopted Nationali&istn
» Fascist ideology supported by forceful propaganda
» Radical interventionist policies, directing econorattivity
» Low wage regime to establish full employment
* Encouraged investment in large industrial enteegris

» Britain: hesitant expansionary policies towards egtdeflation
* Low interest rates encouraged housing construction
» Gradual resumption of international trade, thoughibd tariff barriers

» France: adhered to the Gold Standard until 1936
» Faltering recovery after abandoning the Gold Stethda

Rearmament clouds of war. From 1936/7 military preparationsddeared future conflict
gather pace in Europe

Stimulated output in armament industries, hence@ey-wide growth in incomes,
consumption and prosperity
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