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Reading: get started with Barry Eichengreen. The European Economy since 1945, 
Chapter 3.

Issues and questions for discussion:

• Why should Europe have been the linchpin for the recovery of the global economy 
after 1945?

• Why was bilateral trade so pervasive in western Europe immediately after the war, and 
why was it such a problem?

• How did Marshall Aid affect European trade?

• How did the European Payments Union ease bilateral trade restrictions?
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The intensity of fighting was even greater than it had been in the First World War, 
especially in the East.

Ground fighting  swept back and forth over much wider areas, entailing wider 
destruction.

New, more destructive weapons, especially aerial bombardment, were used, meaning that 
the fighting was not confined to battle fronts.

Trade had barely begun to recover from the First World War when the onset of the Great 
Depression caused it to shrink radically.  After 1940 Germany reorganized trade (if it 
could be called that)  to suit its military objectives.  For example, by 1942, French 
imports had fallen by nearly 80% from 1938 levels, whereas French exports (none to 
Britain) had fallen only by 50%.  What assets was France acquiring as a result of this 
huge trade surplus?  How valuable were these assets?



EC120 The World Economy in Historical 
Perspective

EC120, week 21 2

The difficult, and ultimately failed, economic recovery after 1918 was very much on 
policy makers’ minds in May 1945, when the Second World War in Europe came to a 
close with the Reich’s unconditional surrender.

After 1918, Germany - which Keynes had called in his 1919 book, The Economic 
Consequences of the Peace, the driving force of the European economy – while subject to 
territorial losses and suffering from political unrest, nevertheless possessed an economy 
largely intact.  After 1945, Germany was dismembered.

Hence, the remarkable recovery of Europe after 1945 came as a great, but very welcome, 
surprise.

The western European experience after 1945 has influenced policy-making in other 
situations were there has been a sudden, radical change in trade and economic relations, 
notably the integration of eastern European countries into the EU following the fall of the 
Iron Curtain in 1989.
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Capital goods comprised a particularly important  element of trade in the nineteenth 
century.  For example, steam railways first appeared in Britain in the 1830s and then 
spread to other countries through trade and finance networks.  Electricity, an innovation 
of comparable importance, had many more centres of innovation, and consequently 
spread more quickly, again through trade and finance networks.  Because there were so 
many centres of innovation, state-of-the-art installations everywhere had to combine 
technology from many different sources, resulting in much trade, encompassing 
intellectual property (patents) as well as physical goods.

Because Europe was composed of many states, each with different resource endowments 
and technological capabilities, trade was especially important there.  For example, 
Sweden and Switzerland, both small countries, were also both important innovators in 
electrical engineering. For both, electrical products were important export industry.



EC120 The World Economy in Historical 
Perspective

The global environment for resurrecting European trade in 1945 was not good.  Regions, 
such as Latin America and Asia, that had once been important destinations for Europe’s 
exports had turned in upon themselves.  That was a conscious choice in Latin America 
due to policies of import-substitution.  Asia was still deeply unsettled due to war, civil 
war in China, and political uncertainty in the Indian subcontinent, which still depended 
on investment from the West.

Political tensions fundamentally blocked east-west trade in Europe (international trade 
did not lend itself easily to central planning).
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Because so much investment during the war had gone into machine building, despite the 
fighting and attendant destruction, the stock of machine tools in 1945 was probably 
greater than it had been in 1938.  Moreover, German engineers had been sent to occupied 
areas to try to bring them up to German standards - since the 19th century Germany had 
led Europe in engineering technology.  Only Britain came close overall, but Germany 
was stronger in such key areas as the manufacture of electric motors and chemical 
processing equipment.  Hence the German engineers dispatched to occupied areas 
constituted a crude form of technology transfer, not so effective during the war when so 
many workers in the occupied areas were actively engaged in sabotage, but more relevant 
afterwards.  Bombed-out factories were certainly not pleasant places to work, but they 
could be productive.

By the end of 1947, two and a half years after the fighting had ended, industrial 
production in Western Europe (excluding West Germany, where industrial production 
was only 34% of its 1938 level) had exceeded its 1938 level.

Agriculture did not enjoy the same increase in output.  The 1945 sowing season had been 
thoroughly disrupted by fighting  (especially in the East), depressing agricultural output 
in 1946, while the winter of 1946-47 was unusually harsh, depressing agricultural output 
again in 1947.  Since people have to eat to work, low agricultural output was a particular 
obstacle to European recovery. 
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Whereas after 1918, trade, although obstructed by the proliferation of new countries and 
financial disorganization, could take place in all Europe west of the new Soviet Union, in 
1945 the political borders of the victorious Soviet Union extended into the middle of 
Europe.  Although now much stronger, the USSR still was averse to trade.

But even before the war had ended, efforts were underway to try to avoid the mistakes of 
the 1920s.  

The goal was to replicate the multi-lateral trading system that had existed before 1914.

It was agreed that this goal should entail fixed exchange rates, buttressed by capital 
controls; the floating rates and “hot money” flows of the early 1920s and 1930s were 
seen as extremely disruptive.  But given the uncertainties existing in the summer of 1944, 
it was impossible to know what fixed rates might be feasible.  Disciplined flexibility had 
to be built into the system from the start – the IMF was intended to provide the desired 
disciplined  flexibility.  The IBRD (World Bank) was intended to replace the private 
capital flows that had been such a notable feature of the pre-1914 system.  The ITO was 
intended to aid in the eventual removal of trade barriers.  For reasons we come to next, 
this apparatus was effectively suspended in 1947, and did not begin to operate even 
remotely as intended until 1959 (the ITO was replaced by the General Agreement on 
Tariffs and Trade until 1996).
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Europe was politically divided after 1945.  The East-West split was the sharpest, but there were 
also manifold divisions in the West, albeit of a less divisive nature.
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also manifold divisions in the West, albeit of a less divisive nature.

Economic activity everywhere was constrained by a plethora of controls.  Due to a lack of foreign 
exchange everywhere in Europe, foreign trade was especially tightly controlled.  Economic and 
political priorities varied from country to country.

Britain was pre-occupied with the Commonwealth and Empire, in 1945 a much bigger and richer 
trading bloc than war-torn western Europe, and one which held vast amounts of sterling currency 
and sterling debt, creating an immediate currency and debt-management problem for the British 
Treasury. Hence strong British resistance to sterling convertibility.

France was transfixed by concerns about exactly how, and to what extent, the west German 
economy would be reintegrated into western Europe.  A French priority was to control German 
coal and steel resources.  At the same time, France (and Italy) had large Communist Parties that 
had gained prestige and support because of their early resistance to Nazi occupation.  Hence the 
East-West division in Europe was replicated within France and Italy.

Most of the smaller European countries placed high priorities on reviving intra-European trade.  
Belgium, consistently  running intra-European trade surpluses, sought early currency 
convertibility.

Ill-conceived American pressure on Britain to make sterling convertible into gold or dollars, seen 
by American policy makers as a key step in re-creating a global multi-lateral trading system by 
building on the large sterling area, ended in disaster within six weeks, as the rush to convert 
sterling quickly exhausted Britain’s foreign exchange reserves.  Britain’s experience, combined 
with a widespread (but not universal) loss of already-meager foreign exchange reserves in 
Europe, convinced the US that a new approach to the goals of Bretton Woods was needed.  The 
result was a much greater commitment of American resources to European reconstruction than 
had previously been planned, amounts much closer to those Maynard Keynes had forecast in the 
Bretton Woods negotiations would be necessary.  As a consequence, the IMF and IBRD were 
effectively sidelined (to avoid, as Americans saw it, “double dipping”) their functions replaced 
by the European Recovery Program, focused on Europe alone.
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In 1947, western Europe possessed export capacity, and hence the means to obtain  
imports and foreign exchange.  The problem was that, given the circumstances of 1947, 
before this export potential could be realized, high levels of imports were needed first.

There were shortages of food, a product of two bad harvests in a row.  Europe had been 
cut off from cotton  supplies since 1940, thereby incapacitating one of Europe’s biggest 
export industries.  Coal, needed for electricity supply, steel making, and household 
heating and cooking, was scarce: the great German coal mines (and their transport links) 
had been a particular target of bombing.  Without desirable consumer goods, work effort 
in fields, offices, and factories flagged: what was the point of working hard if their was 
nothing useful to buy?  Food, cotton, coal, capital goods, and consumer goods were all 
available outside Europe, especially in the US, whose productive capacity was untouched 
by enemy action, but the necessary foreign exchange reserves (dollars, gold) to import 
them were badly depleted. 

The US had acquired large gold reserves between 1933 and 1940, and even more in 
1940-41.  Gold and other foreign exchange reserves in Europe were commandeered for 
war efforts, and were generally otherwise subject to depletion, since retreating armies 
usually made a point of taking with them whatever valuables they could find in bank 
vaults (especially central bank vaults).

Thus intra-European trade was reduced virtually to barter.  No one wanted to accumulate 
currencies that could be spent only in the issuing country, whereas gold and dollars could 
be spent anywhere in the world.  And for many things, the US was the low-cost producer 
and would remain so until the 1960s.  Hence the value of a country’s imports from any 
given country were generally limited to the value of exports to the same country.  Intra-
European credit (foreign lending) was very limited.
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The Marshall Plan (ERP – European Recovery Program) amounted to some $12.5 bn spread over 
four years. This aid was never greater in any single year than 3% of U.S. GDP, whereas in the 
decades before 1914 Britain had often lent more than 5% of its GDP overseas for many years on 
end.  From the end of the war to April 1948, the US had extended aid at approximately the same 
annual rate of expenditure as in the ERP through the United Nations Relief and Recovery Agency 
(UNRRA) and Government Aid and relief in Occupied Areas (GARIOA).  After June 1951, what 
remained of ERP funds was co-mingled with the Mutual Defence Assistance Program.  What 
distinguished ERP funds was the focus on trade reconstruction rather than emergency relief or 
rearmament.

The financial structure of the ERP: grants $9,200m; loans $1,140m; conditional aid $1,540m; 
other $620m.

For the extent of net aid as a proportion of national income, see Milward (1984), Table 15.  
Milward’s Table 15 also illustrates conditional aid at work: compare Belgium/Luxembourg with 
the Netherlands.  Bear in mind that because of its coal, steel, and engineering capabilities, 
Belgium had a trade surplus (exported more than it imported) with virtually every other western 
European country.  As a consequence, Belgium was obliged under the ERP to extend trade credit 
to its trading partners.  Hence subtracting  the credit Belgium extended to its trading partners (not 
least the Netherlands) from the aid it received from the US results in a relatively small figure, 
made even smaller by Belgium’s rapid growth in 1948/49.  The same argument applies to Trizone 
Germany, especially after the introduction of the Deutsche-Mark in June 1948, which marked the 
beginning of West Germany’s Wirtschaftswunder.  Conditional aid was allocated on the basis of 
forecasts of trade balances in the coming year, forecasts that were often wildly wrong.

The administration of the ERP required progressive dismantling of trade barriers, although 
barriers (quotas, tariffs, licenses) could be re-imposed, presumably temporarily, in emergencies.
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The multi-lateral payments scheme of November 1947, in which participants settled 
accounts not with each other but with a central clearing agent, included too few countries 
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accounts not with each other but with a central clearing agent, included too few countries 
to be effective, and was also hampered by a lack of credit available at the central clearing 
agent.  The scheme of October 1948 was bigger, but still hampered by a lack of central 
credit.  When central credits were exhausted, trade once again became bilateral, not 
multi-lateral.

Remember, the key to the scheme was that participants didn’t care to whom they 
exported (thereby gaining EPU credits), because they could use the credits to finance 
imports from any participant.  The bilateral constraint no longer bound.  The constraint 
was now the balance with the central clearing agent.

Finally (third time lucky) a bigger scheme, the EPU, backed by substantial dollar credits 
available to the central clearing agent, was introduced, to begin operations in July 1950. 
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Participants in the EPU were granted quotas based on the volume of their trade in 1949.  
For each country up to 20% of their quota could be used, if necessary, as a loan from the 
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For each country up to 20% of their quota could be used, if necessary, as a loan from the 
EPU to finance trade deficits with the EPU as a whole.  As a participant’s deficit 
increased, more had to be settled in gold or dollars.  Balances had to be settled at the end 
of each month - not with individual countries but with the EPU - in some combination of 
gold and EPU credits.

Persistent creditors to the EPU were mollified by the fact that the central clearing agent 
(the BIS) had sufficient reserves (gold, dollars) to pay off creditor balances in hard 
currency by amounts that exceeded the hard currency payments of debtors to the EPU.

The terms of the EPU permitted discrimination against American exports as part of an 
attempt to deal with a dollar shortage that then looked as if it would be long lived.  Note 
in Figure 3.1 (Eichengreen 2007) that intra-OEEC exports grow much faster than OEEC 
exports to other countries.

In Table 7 (Eichengreen 1993), note that approximately half of all deficits were 
eliminated each month multi-laterally.  Another substantial amount was cleared over the 
course of a year (i.e. deficits with the EPU in one month were cleared with EPU credits 
later in the same year).  Beginning in 1954, the EPU began to be wound up as cumulated 
EPU credits were redeemed in hard currency by debtors.
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Why was the EPU disbanded?  Who gained from the winding up?  Who lost?
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Should it have been disbanded earlier, say in 1952, as originally planned?  What were the 
costs of the EPU?

The legacy of the EPU: what, if anything, did the EPU contribute towards European 
economic integration?
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