The End of d obal Capital Flows During the G eat Depression

Harol d Janmes, Princeton University

International capital markets froze up during the
Great Depression, and the capital novenents that did take
place in the aftermath of the depression were regarded as
destabilizing “hot noney” flows. Previous debt crises in
the nineteenth century era of globalization had resulted in
the penalization of the problem area for substanti al
periods of tinme (decades), but capital flows fromthe nmgjor
centers had resumed to new areas quite quickly. Wat
di stingui shed the G eat Depression was:

- that several areas of the world were hit
simul taneously in a general crisis

- that the crisis underm ned the financial structure of
the major financial centers

- that the response to the crisis in many countries
i nvol ved t he suspensi on of debt service and an
i mposition of capital controls

- that lending countries regarded the volatility of
capital flows as an econom c problembut also as a
security issue

- that in consequence the climate of opinion shifted to
a belief that capital flows were the major source of
t he destabilization.

1. The General Crisis



The First World War was clearly a major shock to the
i nternational econom c order: the gold standard was
suspended, there were major debtor defaults (the Russian
Empire), and countries adopted highly inflationary war
finance. But capital flows resuned quickly after the war,
as they had after nineteenth century debt crises. Mny
U K and U S investors thought the depreciated currencies
of central Europe attractive, and bet on recoveries
(foolishly, as it turned out). After the currency
stabilizations of the m d-1920s, capital flows were not
deterred by continuing political uncertainty and
instability, or by the priority of reparations paynents
(which later came to play arole in the creditors’ panic).?
This | ooks like simlar behavior to that of the classic
gold standard era, where crises were followed by a
suspi cion of certain areas, but not a turning away from al
i nternational engagenent. Thus in the 1890s after
Argentina and the Barings crisis, capital flows to South
Anerica were greatly reduced, but there were large flows to
Russia and the O tonman Enpire.

Bet ween 1924 and 1930 $9 bn. (and possibly as nuch as
$11 bn.) flowed, 60 percent of this sumcomng fromthe
United States. The United Kingdom |l ent sone $1.30 bn. and
France $1.34 over the same period.? Most of the flows
fromBritain and - nore significantly in quantitative terns

- the United States took the formof long termcapital:

1 Onthis, see Albrecht Ritschl, “Deutschlands Krise und Konj unkt ur
1924-1934: Bi nnenkonj unktur, Auslandsverschul dung und

Repar ati onsprobl em zwi schen Dawes- Pl an und Transfersperre”

(Habi l'itati onsschrift, Munich, 1997).

2 Charles H. Feinstein and Catherine Watson, “Private I|nternational
Capital Flows in the Inter-War Period,” in (eds.) Charles H Feinstein,
Banki ng, Currency, and Finance in Europe Between the Wars (Oxford:
Oxford University Press, 1995).







Table 1: Average annual Long Term Capital Exports:

(m US 9

1919- 23 1924- 28 1929- 31 1932- 8
US 531 1142 595 28
WK 416 587 399 143

(Source: United Nations, Dept. of Economc Affairs,
International Capital Mvenents During the |Inter-Wr
Peri od, Lakes Success, 1949, p.25)

The capital flows in the interwar period were
consi derably | ower than those of the pre-war period, and do
not really justify the frequent description as an orgy of
over -l ending. This becones apparent once we consi der the
direction of lending. For 1911-1913, the average annual
capital export of Britain, France, Germany and the United
States to the rest of the world was $1,400 m From 1924-
1928, this dropped to $860 m, or in price-deflated terns
$550 m In other words, if Germany - as a mmjor recipient
of the capital flows of the 1920s - is renoved, the stream
of international |ending | ooks rather nodest.® And the
reasons for German borrow ng were highly peculiar.

The shape of international capital flows in the 1920s
and 1930s, however, | ooks simlar to the boombust episodes
that were characteristic of the nineteenth century of or
the restored capital markets after the 1970s. A flow of
capital to debtor countries was foll owed by a collapse of
confidence and then by a period in which the direction of
the capital flow was reversed. Capital in the second phase
returned to the creditor countries, and debtor countries
were forced into adjustnent.



(Figure 1)
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For both Britain and the Whited States, the peak year
of capital outflow was 1927. After that, the U S. coll apse
was much nore dramatic, and after 1931 capital |long term
outflows practically ceased. Britain still exported
capital, but nostly to the Enpire and Dom nions.

Britain, however, was also a nmajor short term debtor
(as she had probably been already before 1914). So, in the
1920s, were Gernmany (then the world's biggest debtor), and
the United States. The BIS estimated total world short
termindebtedness in 1930 as 70 bn. s.f. or $13.5 bn., of
which only $4.3 bn. related to comercial transactions.
Germany accounted for $3.9 bn., the United States for $2.7

8, W Arthur Lewis, “World Production, Prices and Trade 1870- 1960, "
Manchest er School of Econonmic and Social Studies 20 (1952): 130.




bn. and UK for $1.9 bn.* Figures solely for banking
liabilities, however, show a higher British than U S. net
liability. Both Britain and the United States played a
simlar role: they converted short termdeposits into |ong
term | endi ng.

Table 2: Short termbanking liabilities 1927-1930
(mllions of $U.S.)

Britain United States
G oss Net G oss Net
1927 2037 1359 3096 -
1928 2444 1470 2892 -
1929 2192 1338 3078 1512
1930 2112 1330 2794 1069

Note: Liabilities = total short-term funds due to

forei gners on banki ng account

Source: League of Nations, Bal ances of Paynents 1930
(CGeneva: 1932), pp. 165, 181.

The origins of the relatively high short-term
i ndebt edness of Britain and the United States |ay not so
much in their donmestic problens as in foreign inflows that
followed political uncertainty on the European conti nent
and in Latin Anerica. It would be wong to see in British
i ndebt edness a sign of econom c vulnerability or an early

4, Bank of England Historical Archive OV50/6, Oct. 1936, F.G Conolly
menor andum (BI'S) “International Short Term | ndebt edness.” ($ = s.f.
5.165. )



synptom of industrial decline. The deposits originated in
the turbul ent circunstances of the postwar European
continent. In the social explosions and inflations, |arge
amounts of capital fled: out of Central Europe, but also
out of France.

As an exanple, the McKenna Committee in 1924 which set
out to exam ne the extent of Gernman capital abroad produced
the figure, alnost certainly too Iow, of 6.75 bn Gold Marks
($1,600 m). Germans bought foreign exchange, while
foreigners in turn used the Marks they received on order to
buy nom nal assets which frequently depreciated rapidly as
a consequence of inflation. Foreigners' deposits in the
Berlin G eat Banks, which were estimated at 31.3 bn Marks
(1.8 bn GMor $429 m), were worth only 0.14 bn GM by the
end of 1922 and 0.03 bn GMin 1923. °

There continued to be short-terminflows to the United
Ki ngdomin the period of the great credit boom of the
second half of the 1920s. After the great crisis of 1931,
however, the general direction of the flows shifted. A
massi ve wave of capital flight - estinmated by Feinstein and
Watson at $3.5 bn. - went to the U.S. and the U K ¢ At
first the notivation was fear of economc crisis and
renewed currency instability; but as econom c crisis had
its poisonous and corrosive effects on political stability,
there canme an increasing political fear, of the likelihood
of European war

The capital-inporting countries faced increasing
difficulties as commodity prices fell, at first slowy
from 1925 and then precipitately from 1928. In 1930,

5, Carl-Ludwig Holtfrerich, The German Inflation 1914-1923: Causes and
Effects in International Perspective (Berlin New York: de Guyter,
1986), pp. 178, 288.




some Latin Anmerican bonds fell sharply in price on the U. S.
market, with Brazial and Bolivia both now priced bel ow 50.
The rating agency Mbody’s down-rated Peru to Baa, and
Bolivia, Brazil and Venezuela to Ba.’ The first debt
default canme in a country with a very unfavorable
debt/export ratio. |In Decenber 1930, Bolivia defaulted on
the old governnent sinking fund; and in January 1931 on the
general paynent of interest. Peru, by now engulfed in
civil war, defaulted in March 1931. Sone countries (such
as Chile) however still even managed to raise long term
capital in 1930, as investors believed that the coll apse of
the copper price was only a tenporary blip; but the country
descended into political chaos, with a revolt in Septenber.
In March 1931 inport tariffs were raised, but this was not
sufficient to deal with the bal ance of paynents deficit.

In June 1931, follow ng the Hoover norat ori umon war debts,
Chil e suspended interest and service charges, and inposed
exchange controls. At the end of July, the governnent

resi gned and was followed by a short-1lived “Sociali st
Republic”. By this stage, a general regional panic began.
Col onbi a defaulted first on nunicipal and departnental
bonds, in 1931, and on central governnent debt in 1933.
Cuba defaulted on $170 m U.S. debts in August.

In Central Europe, a general panic affecting Austri a,
Hungary and then Germany spread after May 1931. Bankers’
conmittees eventually agreed to short-lived standstills,
initially for six nonths, that were |ater renegotiated and
renewed in annual Credit Agreenents. GCermany al so
defaulted on part of its governnent debt in 1933 and 1934.

6 Feinstein and Watson, Private International Capital Flows, p. 115.




2. The Wulnerability of Financial Centers:

The central European and South Anmerican col |l apses
severely damaged the international financial centers.
Britain's role as a | ender collapsed after 1931. The
United States becane vulnerable to short-termoutflows, as
did other countries which acted as ersatz bankers in the
wake of British and American weakness: in particular France
and Switzerl and.

Britain and the United States were vul nerabl e because
of their position in the international capital markets.

Bad debts in foreign countries endangered the stability of
financial institutions, and played a big part in the drana
of the end of Britain's gold standard.

I n menoranda produced in the course of the 1931
crisis, the Bank of England' s officials repeatedly referred
to the high costs of staying on the gold standard. What
did they nean? Wat were the high donestic costs that were
bei ng i nposed as a consequence of maintaining the gold
convertibility of sterling? W should refrain from
adopting the anachronistic view that these costs lay in the
forced reduction of public expenditure, the cuts in pay or
the reduction in the dole. On the contrary, the Bank and
its world was convinced that these were necessary -whatever
the exchange parity - if a stable rate were to be

mai ntai ned at all.

" Barrie A. Wgnore, The Crash and its Aftermath: A History of
Securities Markets in the United states 1929-1933 (Westport Conn.:
G eenwood Press, 1985), p. 205.




In fact the donmestic costs lay in the vulnerability of
the British financial system This was already nade
apparent in one of the first Commttee of Treasury (the
critical decision nmaking body at the Bank of England during
the crisis) neetings on the crisis. On 27 July 1931, the
nmeeting was joined by a representative of the British
Treasury, Hopkins, who had just set out a nmenorandumin
whi ch he fornul ated very clearly the British danger

W cannot control that we are in the mdst of an

unexanpl ed sl unp, nor the fact that Germany is

bankrupt, that great assets of ours are frozen there,
and that foreign nations are drawing their credits
fromthere over our exchanges. Nor can we control the
fact that foreign nations have i nmense suns of noney
in London and will try to get themaway if distrust
of the pound extends. . . the first thing at which

foreigners look is the budgetary position. 8
At the sane time the British clearing bank (the British
term for commrercial banks) representatives net to hear the
Bank's view and to present their own demands.

On the 27th, Hopkins's task was to present Chancell or
of the Exchequer Philip Snowden's view to the bankers: “If
such credits [fromFrance and the United States] are
rai sed, and indeed in any present contingency, the Bank
shoul d be prepared to use its gold to the extent necessary
and HM Governnment will be ready to increase the fiduciary
i ssue to enable such gold to be released.” But he al so
added a warni ng about the penalties for failure: “If
credits cannot be arranged and gold continued to be

8 Quoted in Alec Cairncross and Barry Eichengreen, Sterling in
Decline: The Deval uations of 1931, 1949, and 1967 (Oxford: Basil
Bl ackwel I, 1983), p.64.
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wi t hdrawn, British banks nmust be entirely free to wthdraw

"9 Yet the latter could not be a

credits from Germany.
realistic option. The London conference just recomended

t he mai ntenance of foreign short termcredit to Germany on
the insistence of the world financial community, and
everyone realized that it would be inpossible for banks to
extricate thensel ves from Germany w t hout bringing the
whol e credit structure crashi ng down.

The nost energetic and persistent pressure on the Bank
to end the gold standard comm t nent cane from bankers who
feared for their own position. Mst striking is the
position of Sir Robert Kindersley, one of the npbst active
and vigorous directors of the Bank, and chairman of the
t hr eat ened bank Lazard Bros. & Co. The bankers al so
turned to the politicians. On 16 Septenber 1931, Sir
W liam Goode, who in the 1920s had pl ayed the rol e of
i nformal adviser to the National Bank of Hungary, wote to
MacDonal d, stating that the gold standard could not be kept
unless long termloans “for the other countries” of Europe
started to flow again and thus reduced the strain on
British banks '°,

It was not just Central Europe that presented a threat
to the English banks. The final blow to sterling in the
judgnment of foreign markets canme with the announcenent of
British difficulties in South America. The Echo de Paris
reported that “the news that the Brazilian coupons woul d
not be paid on 1 Cctober increased the disarray. England
is the largest creditor of Latin Anmerica.”??

°.  Bank of England Historical Archive Gl4/316 27 Jul. 1931 Conmittee of
Treasury.

10 Bank of England Historical Archive Ov48/9 18 Sep. 1931 Goode to
MacDonal d.

11 Echo de Paris, 20 Sep. 1931.
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Concerns about the stability of English banks expl ain
the otherw se nysterious failure to support sterling in the
Paris market on 5 August: by letting the exchange slip, the
Bank was warning of the possibility of an end to support
and depreciation of the speculative attack continued. It
was not, however, a very skillful way of restoring
confidence, and the reaction of the Banque de France nade
necessary the sterling pegging which continued until 20
Septenmber. On 20 Septenber, the cabi net prepared the
| egi sl ati on and the announcenent abandoni ng the 1925 CGold
Standard Act. In nuch greater secrecy, it also drew up a
schene for a banking holiday on the German nodel “in case
any pani c should occur.”??

The absence of a rise in interest rate at which the
Bank of England lent (Bank Rate) falls into the sane
category, although a 6 per cent |evel was briefly
considered. The Bank did its best after 5 August to
mnimze the drama of sterling, in order to protect British
banks. Raising the rate would be an acknow edgnment of the
strain and an encouragenent to get out while it was stil
possi ble. Raising the rate was al so rejected because
hi gher interest |evels would send up the politically
sensitive unenpl oynent rate, and that m ght encourage a
further speculative attack on the pound.* Using reserves
was |ikew se ruled out, since there was no point in doing
this just to allow British banks to continue to pay out
foreign short-termdepositors and thus slide into

illiquidity.

12, British Public Records Ofice (PRO Cab 60 (31) 20 Sep. 1931 “Very
Secret, No Distribution.”

13 See Barry Eichengreen and Oivier Jeanne, Currency Crisis and
Unenpl oynent: Sterling in 1931, Centre for Econom c Policy Research

Di scussi on Paper 1898, June 1998.
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Interpreted in this light, the deval uation of sterling
in Septenber 1931 was a wholly successful operation. It
did not renove the pressure for budgetary control. On the
contrary, the National Governnment won the general election
on an austerity program designed to conbat infl ation, and
continued to pursue bal anced budgets. But it did halt the
deposit |loss; and deposits even increased as foreigners -
and in particular Indians - exchanged gold for sterling.

In that way, shaking off Britain’s “golden fetters” ended
the British depression. It set the stage for a recovery
based on a nore rel axed nonetary policy, which encouraged
credi t-driven spendi ng on housing and consuner durabl es.

The U S. difficulties with the gold standard, gold
| osses fromthe Federal Reserve system and | arge-scale
banki ng panics all started al nost precisely with the endi ng
of Britain’ s struggle to maintain gold convertibility (21
Septenber 1931). In response to the appearance of a crisis
structurally simlar to that of the European trauma of
1931, policy nmakers believed that they had no choi ce except
to respond to the psychology, irrational as it m ght be, of
the market. There was no roomfor fiscal maneuver, not
because of any econoni c anal ysis of the consequences of
| arger deficits, but because of the (quite reasonabl e)
belief that nervous markets would i medi ately punish fiscal
devi ancy. The same psychol ogy expl ai ns why the Federa
Reserve was so reluctant to pursue the nonetary expansion -
via open market securities purchases - which Friedman and
Schwartz in retrospect reasonably believe m ght have
stabilized the nonetary situation.

The foreign defaults al so pronpted a wave of criticism
of bank behavior in the boomof the 1920s, and a demand for

institutional reformthat culmnated in the separation of
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i nvest ment and commerci al banking in the 1933 3 ass-
Steagal | Act.

U. S. banks had issued |large quantities of central
Eur opean and south American bonds in the 1930s. One
gquarter of the new capital issues floated in New York for
foreign borrowers went to Latin Anmerica, and $2 bn. worth
of bonds were issued in the New York bank market.!* Such
| oans were marketed very aggressively in the United States.
By 1932, an estinmated one and a half mllion held foreign
securities, and in 1937 the Securities and Exchange
Conmi ssion estimated that 600,000 to 700,000 investors held
defaul ted bonds. After the financial crisis, as was the
case with the central European bonds, the issuing and
underwriting banks were accused of carel essness in the
pronotion of their bonds and of grossly under-estimting
the risks involved. The debate contributed to a w despread
feeling that a fundanmental reform of banki ng was needed.
Charles Mtchell, the chairman of National Cty Bank and
one of those accused of msleading the public, inforned the
Senate Comm ttee on Finance that “those bonds were bought
by Tom Dick and Harry . . . without reference to the
solidity or the solvency of the bonds . . . but entirely on
the faith of the house issuing themin New York.” O her
bankers gave evi dence of how American banks had used high
pressure tactics to sell loans to Latin Anerican countries.
There were 29 bank representatives in Colonbia. Thonas
Lanont, a partner of one of the two banking houses that did
not aggressively pursue such business, stated
di sapprovingly in a speech in 1927: “1 have in mnd the

14 Erika Jorgensen and Jeffrey Sachs, “Default and Renegotiation of
Latin American Foreign Bonds in the Interwar Period,” in (eds.) Barry
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reports that | have recently heard of American bankers and
firms conpeting on an al nost violent scale for the purpose
of obtaining |oans in various foreign noney markets
overseas . . . That sort of conpetition tends to insecurity
and unsound practice.”?!®

U.S. banks al so engaged in substantial short-term
l ending to Latin America, both to governnents and to
cor por ati ons.

In the light of the investigations and the public
hostility to activity in |ending and bond-issui ng, banks
largely withdrew fromthis sort of operation in the 1930s.
In 1934, the Johnson Act, fundanentally designed to punish
the French default on war debt, forbade the issuing of
bonds to countries that had defaulted.

For smaller financial centers than Britain and the
United States, the instability of the 1930s posed big
probl enms. Short term noney deposited because of
nervousness about other financial centers could and did
easily flow out again. As the difficulties in the lhited
St at es began, France and Switzerl and experienced big
inflows. In 1935 and 1936, these flows were reversed, and
banks becane quite vulnerable. In June 1936 the Swi ss
governnent issued a decree inposing penalties on
“specul ation against the Swiss franc” that was predictably
ineffective. After the Swiss and French deval uations
( Sept enmber - Cct ober 1936), the Swi ss National Bank
negoti ated a so-called Gentleman’s Agreenent with the

private banks: these commtted thensel ves to prevent the

Ei chengreen and Peter H. Lindert, The International Debt Crisis in

Hi storical Perspective (Canmbridge: MT Press, 1989), pp. 51-2.

15 Ilse Mntz, Deterioration in the Quality of Foreign Bonds |Issued
in the United States 1920-1930 (New York: National Bureau of Econom c
Research, 1951), quotations from pp. 66, 81.
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inflow of flight capital, and to pay no interest on

forei gn-doniciled accounts. *°

Despite these neasures,
foreign deposits increased again in 1937, and then fel

sharply in 1938 and 1939.

3. Capital Controls

Most of the over-indebted countries could not naintain
capi tal account convertibility and inposed exchange
controls, often generating conplex systens of nultiple

7 These

rates for different countries and different goods.
systens neant that interest and anortization on bank credit
and portfolio investnment was channeled into FDI, with
commtnents to maintain the investnent for a substantia
period of time. The best known provision to this effect

was Cl ause 10 of the German Credit Agreenents after 1932.

4. Security issues:

Vol atile capital flows constituted a security problem
si nce sudden outfl ows woul d destabilize governments and
require fiscal adjustnent neasures in order to restore
confidence. Fiscal austerity at this point al nbst always
meant cutbacks in mlitary expenditures, so that there
woul d be a direct and obvi ous connection between an attack
on the currency and an underm ni ng of defensive capability.

One nore detail ed case fromthe 1930s shoul d suffice

to show how worry about capital nobility interacted with

6 The nost recent data on foreign deposits in Swiss banks is published
i n Unabhéngi ge Experten Commi ssion, Nachrichtenl ose Vernigen bei

Schwei zer Banken (Zurich: Chronos, 2002), pp. 61-2.

17 The classic study is by Howard S. Ellis, Exchange control in
central Europe (Canbridge, Harvard University Press, 1941).
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security concerns to produce a new doctrine of econonic
control, as well as a deeply divided political culture.
Nowhere was the debate about capital flight and its link to
nati onal strategic weakness conducted nore intensely, even
paranoi cally, than in France. France after 1931 was hit by
successive waves of capital inflow (as central European
capital | ooked for a secure haven) and outflow (as

i nvestors becane nervous about France’s political, social,
economc, and mlitary stability). A secure defense was
needed in an increasingly insecure world. However, through
its effect on the budget and thus on financial confidence,
rear manment rocked the already unsteady French boat yet
further. By early 1936 it had becone very difficult to
sel | French governnent bonds to the public.!® Policy-makers
had to weigh up the relative nerits of mlitary preparation
and financial stability. Excessive mlitary spending m ght
actual ly make France nore vul nerabl e because of a financi al
threat to influence politics.

This was not new in 1935 or 1936. Germany had al ready
used econom ¢ di plomacy in 1932 as a way of maneuvering
France into accepting the Lausanne reparations settlenent.
German efforts to use finance to influence French policy
became nore intensive after Hitler's seizure of power.

Al ready in Decenber 1933, during one of the early runs on
the franc, the French donestic intelligence agency, the
SOret é Général e, presented evidence that Germany was

| aunchi ng a specul ative attack. It reported that: “Dr.
Schacht and the Berlin bankers Fritz Mannhei mer and Arnold
had forned a syndicate a |a baisse using two brothers in

18 Banque de France Historical Archive Devaluation file I X, Feb. 1936

André Bouton note: Note sur |'état dans |' Quest de |' opinion
concernant |es finances publiques.
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France, Zélik and G égori Josefowitz (alias Zebovi k) who
"had received a mssion fromthe Fihrer to especially work
the Paris market'. French banks in their turn had joi ned
in the attack with the notive of overthrowing the mnistry.
They sent Bons de Trésor and commercial paper to the Banque
de France for discount and used the proceeds to buy gold.”*

In March 1936 a new specul ative attack on the franc
followed the remlitarization of the Rhineland and
acconpani ed the Popul ar Front elections (the first round
was held on 26 April, the second on 3 May). The Arny
General Staff anxiously surveyed a | arge range of Gernman
newspapers to try to establish how Gernman propaganda was
wor ki ng agai nst the French position: the German press, the
French sol diers discovered, was proud to announce that the
Banque de France di scount rate increase of 28 March showed
that “the confidence of French capital had been
shattered.”?® As in previous specul ative attacks in central
Europe, rate rises were read by the market as a sign of
weakness, not of strength.

The mlitary and security aspects nade it nuch nore
urgent for France to attenpt to obtain a currency
stabilization. In 1935 and 1936, the Banque held frequent
talks with the Bank of England about ways of preventing
currency specul ation.?' In March and April 1936, the panic
was so great that the Banque de France | ost control of the
noney mar ket altogether.

In 1936, a new center-|left governnent, the Popul ar
Front, took power after the April elections under Prine

19 FFM B18675

20 FFM B18675 2 Apr. 1936 Etat-Major de |'Armée: 2e Bureau.

21 Bank of England Historical Archive Ov45/84 29 Jan. 1935 Cobbol d
note. Banque de France Historical Archive England, 8 May 1936 Tannery
letter to Norman.
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M nister Léon Blum But its financial policy dilemm had
al ready existed for over a year before the el ections that
put it in power, and had been exacerbated by German action
in March. To make their problens wor se, the Popul ar Front
| eaders, in the course of the political canpaign before the
el ections, had nmade prom ses which tied their hands on the
i ssue of devaluation. The communi st party canpai gned

agai nst devaluation, claimng it neant an expropriation of
wage earners for the benefit of capitalists. There was,
they said, a conspiracy between French capital and foreign
interests. One of the npst enotive headlines of Hunanité
read: “The Fascists organi ze the Henorrhage of gold.” The
communi st | eader, Jacques Ducl os, wote: “The evil doing
pot ent ates of the Bourse and the Banque, having robbed the
country through deflation now wish to rob her through

deval uation.” Devaluation nmeant a way of avoiding a
property tax on the rich %. But the (non-socialist)

Radi cal s took a simlar line. Edouard Herriot, scarred by
his menories of the financial crises of 1924 and 1932
announced in an el ection speech in Lyons: “Deval uati on,
that would be I know not what dangerous road towards
zero.”?® The socialist |eader, Léon Blum accompdated the
beliefs of his allies by keeping to a slogan, “neither

deval uati on nor deflation”, which seened to give no room

for policy maneuver at all. In public Blum had al ways
opposed the idea of devaluation. Instinctively he
preferred capital controls: in late 1934, he had told the

Chanber in response to a pro-deval uationi st speech by Pau

22 Humgnité 22 Nov. 1935, 5 Nov. 1935.
23 Le petit parisien 13 Apr. 1936.
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Reynaud that deval uati on could be prevented by putting an
end to exchange specul ation 2%

In practice, however, he and other socialists had
contenplated in private devaluation, but only in an
internationalist setting which would not | eave France
hum liated or on its own.

After April 1936, the financial panic demanded sone
kind of action, and it becane apparent that the choice |ay
bet ween franc deval uati on and exchange control. Both
possi bl e choi ces had unpl easant aspects: deval uati on was
hum | i ati ng, but exchange control distorting. There were
al so non-economi ¢, security, aspects. This debate forned
the core of a fanous and influential conversation between
Bl um and Mbni ck, the French financial attaché in London.
Moni ck argued powerfully that exchange control presented a
“CGerman path” that would bring France close to the Gernan
war econony; whereas an agreenent with the USA and Britain
woul d prepare a path for a parallel political collaboration
of denocracies against dictatorship. “If we follow the
German path, we are beaten fromthe start, because our
country does not nearly possess the sane resources in
manpower and raw material that our nei ghbor across the
Rhi ne enj oys. " ?°

For a considerable tine there existed uncertainty
bet ween these two courses. In the early sumrer,
deval uati on seenmed certain. In late June, Mnick went to

6

Washi ngton to agree a new parity, ?® and in July Bl umvisited

24 Chanber of Deputies 3 Dec. 1934, p. 2947.

25, René Grault, “Léon Blum la dévaluation et la conduite de |la
politique extérieure de la France,” Relations internationales, 13
(1978): 98. Also Robert Frankenstein, Le prix du réarnenment francais
1935- 1939, Paris: Publications de |a Sorbonne, 1982, pp. 130-1.

28 John Morton B um Fromthe Mdrgenthau Diaries: Years of Crisis
1928- 1938, Boston: Houghton M fflin, 1959, pp. 155-9.
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London to agree t he basis for a devaluation and a
tripartite currency pact.

In fact nothing happened until a new franc crisis in
Septenber. Many steps pointed to exchange control rather
t han deval uation. The position of the Banque de France in
particul ar was hi ghly anbiguous. One of the npst
i nportant steps taken by the Popular Front was the reform
of the Banque de France, which effectively ended its
aut onony. The Governor (whose appoi ntnment had al ready been
highly political) was replaced. A new statute ended the
role of the Regents, who had represented the old financi al
and banki ng ol igarchy, which had been vigorously attacked
by the Popular Front. As the Regents departed, the new
Governor Ernest Labeyrie gave thema lecture on how it was
the duty of the Banque to obey the el ected governnent of
the Republic. Labeyrie also believed that noney narkets
and specul ati on should be controlled; by the sumrer of 1937
he was being described as a “victimto his anti -specul ation
mani a. ” %’
Labeyri e adopted a corporative approach to the issue
of capital flight, obliging Roger Lehideux, the
representative of the French banki ng association, to send
out a circular instructing French banks not to give credits
for specul ative purposes. The Banque de France al so began
extensive investi gations into the mechani sns of capital
flight, seeking an answer to that question which obsessed
central bankers in the 1930s: who did it?

In May 1935, the Banque had al ready kept a day to day
account of the gold transactions on the Paris market. A
surprisingly |arge amunt came fromjust one bank, Lazard

27 Bank of England Historical Archive Ov45/12, 19 July 1937.
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Freres, which accounted for 16 per cent of the novenent to
London, 9.5 per cent to New York and 13 per cent to
Brussel s®®. At the sane tine, we know from ot her sources?°
that Lazards al ready began in 1935 to exerci se sone
pressure on the governnent to devalue the franc: in other
wor ds the bank was noving its noney in direction withits
advi ce.

The inquiry of 1936 went nuch deeper: it |ooked at
regional variations in capital flight. The police started
to attack the speculators. One |Inspecteur des Finances,

Bl och, exam ned activity in the Lille- Tourcoing- Roubai x
area (on the frontier with Belgiun). He found plenty of
smal | -scal e activity, thousand franc notes being taken
across the Belgian frontier, but also nuch nore systematic
novenments. Mst of the textile businesses ran down their
current accounts during the franc crisis; and at the sane
time the | eading banks (BNCI, Crédit Commerciel, Banque
Joire, Lloyds Bank) gave large credits to the textile
owners which all owed purchases of raw material in foreign
exchange.

Pol i ce operations such as Bloch's were intended to
prepare the way for an exchange control, which could only
be i nplenmented on the basis of a great deal of |ocal and
particul ar know edge. |In June 1936, Vincent Auriol, the
new Popul ar Front Finance Mnister, issued a decree
| egi slation including penalties for the non-decl aration of
capital held abroad, and authorizing the governnent to take
action against those who attacked the state's credit (i.e.
t hose who organized the flight of capital). In an address

28 Banque de France Historical Archive B34.
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to the Chanmber on 20 June he ruled out the possibility of
deval uation. On 11 June the French financial attaché in
Berlin sent in a nmenorandum draw ng on Gernmany's experience
wi th exchange control since 1931, and explaining in detail
how it could be applied. *

Then cane nore dramatic foreign political events: the
eruption of the Spanish civil war, German | engtheni ng of
mlitary service, and a need to prepare a new French
armanents program 3.  The result was deval uation after a
new franc crisis. Auriol now defended deval uation as a
better alternative than exchange control . *?

But the devaluation did not guarantee stability, or
make the franc immune to further attacks. The recognition
that the best way to restore stability lay in permtting
capital flows (because illegal exchange operations would
conti nue anyway) required a new change in the | eadership of
the Banque de France, and indeed in the whole direction of
French econom c policy (a reversal of policy which would
not really be achieved until the late 1950s). Pierre
Fourni er, the Deputy Governor of the Banque, replaced
Labeyrie, and represented a nmuch nore traditional style of
managenment. He had argued that a | arge proportion of
French capital was now abroad in the aftermath of the franc
pani cs, about a third being in USA and half in Britain 3.
The only way of getting it back would be a l|iberalization,

and a revocation of the Lehideux circul ars.

29 Bank of England Historical Archive OV 34/10 14 May 1936 Rowe- Dutton
to Wal ey. Commentaires, 24 Nov. 1935 clainmed that Paribas (as well as

Lazards) was synpathetic to deval uation.

30 Frankenstein, Le prix, p.129.

31 See on the connections between these events, Frankenstein, Le prix,
p. 137.

32 Bouvier, “French Banks,” p.114.

33, Bank of England Historical Archive Ov45/86 8 Dec. 1937 menorandum

on Paris visit.
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The fundanental cause of French instability, the
massive public deficits, partly the result of armanents,
remai ned: and without this there could be no long |asting
stabilization. 13.8 bn f. of Treasury bonds were witten
of f, but there was still a new pl afond on governnment
spending, and the mlitary budget went on rising. Wen new
budget deficits were predicted for 1937, the outfl ow of
capital began once nore. On 13 February the governnent was
forced into retreat.

A £40 m British |oan provided a tenporary relief,
whil e Blum decl ared a “pause” in the radical social and
econom ¢ program of the Popular Front. Traditiona
i berals such as Jacques Rueff (who had becone Directeur
Général of the Mouvenent des Fonds in Novenber 1936) took
the lead in directing the policy not just of the Finance
M nistry, but also of the nationalized Banque.

Nei t her the devaluation of the franc to a new parity
(the “franc Auriol”), nor the Tripartite Pact that
acconpanied it and prom sing coordination of British,
American and French nonetary policies® (and was prinmarily
notivated by security concerns), nor yet the liberalization
of capital nmovenents and the encouragenent through tax
incentives and the issue of reserved governnent paper on
favorable terns of flight capital to return, brought a
maj or respite for Fance.

The nonetary crises continued, and France suffered in
consequence both fromfinancial instability and conti nued

worries about the instability of the franc, and from

34, See particularly on the relative insignificance of the Tripartite

Pact, except as a political statement of solidarity with Britain and
the United States: lan Drummond, London, Washi ngton and the Managenent
of the Franc 1936-1939 (Princeton: Studies in International Finance,
No. 45, 1979).
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restrictions on mlitary spending inposed by the need to
keep the franc stable and respect the sentinents of snall
investors as well as foreigners.

The U.S. governnent |eft no doubt that it considered
that French arns spending |ay at the bottom of French
troubles. U S. Treasury Secretary Henry Myrgenthau told
Roosevelt that: “The world is just drifting rapidly towards
war. We patch up the French situation every so often but
with the constant increased percentage of their budget
going for war purposes we really cannot help them The
Eur opean countries are gradually goi ng bankrupt through
preparing for war.” And at the sane tinme Mrgenthau asked
the British Chancellor of the Exchequer for “suggestions
whereby he and I m ght nake sone start to stop the arm ng
that is going on all over the world.”3®

The franc continued to jitter. |In March 1937, after
the Bl um pause, the CGermans attenpted once nore to
destabilize the franc by nmassive sales on the Ansterdam
t3°,

mar ke The instability of the governnment increased

3. I'n June, new drains

i nternational anxiety about France
brought down the Bl um governnent, and a new adm ni stration
under Georges Bonnet carried out a further deval uati on and
a floating of the franc. It also cut defense spending, and
the new air program was severely pruned. 3%

By 1938, the United States estimted French capital
flight at $2.5 bn., $1 bn. of which had gone across the
Atl antic. Mrgenthau now proposed to hel p France by

| ocating where exactly this noney had gone, since the

85, Blum Morgent hau, pp. 457-9.
36 Bank of England Historical Archive Ov45/11 4 Mar. 1937 HAS
(Si epman) note on phone call from Leith Ross (Treasury).
Bank of England Historical Archive Ov45/12 8 Jul. 1937 Cobbol d
menor andum “Some vi ews expressed by M Jean Monnet this afternoon.”
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novenents “may gradually underm ne the basis of the
Tripartite Accord [while increasing] the danger of a
novenent toward autarky and political dictatorship.” He
t hought that France should sinply “make it a jail offense
not to take your noney back.” 3°

Bl um cane back in March 1938 with a governnent forned
just before Hitler's Anschluss of Austria. He intended to
use rearmanment as an econom c stinulus, and the result was
a new franc panic. Wthin a nonth, Edouard Dal adi er
succeeded himwith an adm nistration still commtted to
arms, but also nowto the renoval of the limtations on
production i nposed by the 40 hour week (the npst
spectacul ar soci al achi evenent of the Bl um governnent).

In July 1938 a nenorandum fromthe office of the
Presi dent of the Council (Prine Mnister) explained the
grounds for the new attack on the franc. The i mediate
cause was an article witten by Charles Ri st and published
in London that presented a grimy realistic account of the
state of French governnent finance: the reaction was such
that “the capitalists once nore doubt the stability of our
noney.” But once again the Italian and German radi o and
press devoted their attention to the enbarrassnment of the
franc.*® The author recomended a drastic budget reform
involving an end to the anortization of the national debt
and an increase in the efficiency of tax collection through
t he strengthening of the Finance Inspectorate and the
publication of tax returns.

The rather nore conservative reign of Georges Bonnet
and | ater Pierre Marchandeau in the Finance Mnistry, the

38 Frankenstein, Le prix, pp. 74-83.
39 Drummond, London, pp. 45-6.
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presence of Fournier in the Banque de France, and the new
strength of the Banque's position nade for greater calm
The Banque now worked no | onger through pressure on the
governnent directly, but through a new and intimate
relation with the leading firnms in the Paris market. A
| arge part of the influence operated through personal
connections with the | eading Paris banks. By m d 1937 of
the Great Banks, only the Soci été Général e had no forner
CGovernor or Deputy Governor in a proninent managenent
position. Wereas at the tinme of the German “Anschl uss” of
Austria in March 1938, and during the May war scare over
Czechosl ovaki a, there had been financial panics in France,
the markets renmained rather steady during the Sudeten
crisis in Septenber 1938 and before and after the Minich
Agreenent. By early 1939 a large part (around 30 bn.f.) of
the flight capital had returned.** The returning capital
was nobilized for defense purposes through a new
institution set up in 1938 by Marchandeau, the Caisse
aut onome des investissements de | a défense nationale *2

It was only after the two deval uati ons and the renoval
of the Popular Front's nmjor social |egacy that greater
sunms coul d be devoted to armanents w thout causing an
i mediate panic. But this was in 1939, and it was then
rather late. The price of maintaining gold too |ong
t hrough the 1930s involved the security, and eventually
i ndeed the existence, of the French Republic. The |esson
learnt fromthe experience was that controls were needed to

defend France’s national interest against the security

40 Banque de France Historical Archive B34 15 Jul. 1938 Lacour

menmor andum

41 Bank of England Historical Archive Ov34/86 23 May 1939 N. E. Young
note on interview with Charles Rist.

42 sSee Frankenstein, Le prix, p.101.
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dangers posed by hot noney flows. The experience of the
1930s convi nced many observers, not just in France, that
specul ati ve noney was i nmoral and dangerous. By the |ate
1930s, and especially in the war years, a consensus energed
that the instability of the 1920s internationa econony,
and thus also the way in which the financial sector served
as a transmtter of depression, was a consequence of
unstable capital flows . This is not a particularly
popul ar vi ew today, when the orthodoxy anmobng economic

hi stori ans (expressed nost powerfully by Barry Ei chengreen
in Golden Fetters) now holds that the fixed exchange rate

reginme (rather than the nobility of capital) provided the

chief systemc vulnerability.
5. The New Consensus:

The contrasting orthodoxy of the 1930s, that capit al
flows are the source of vulnerability, had its classic
formulation in a book published by the League of Nati ons,
fromits wartime base in Princeton.*® Except for Chapter VI
(on Exchange Stabilization Funds) this book, International
Currency Experience: Lessons fromthe Inter-War Period, was
witten by Ragnar Nurkse, although it was extensively
commented on by nenbers of what had becone the League’s
“Econom c, Financial, and Transit Departnent”, and in
particular by the director of the departnment Al exander

Loveday.

43 Onthis, and the conflict between Nurkse’'s interpretation and that
of CGottfried Haberler, see Mchael D. Bordo and Harold Janmes, The Adam
Klug Menorial Leture: Haberler versus Nurkse. The Case for Floating
Exchange Rates as an Alternative to Bretton Wods, NBER Wrking paper
8545, Cctober 2001.
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That book distilled a series of |essons fromthe
i nterwar experience that expressed in the formof a
hi storical analysis the philosophy underlying the Bretton
Wods solution. Nurkse’s viewpoint was that of the
principal actors in the preparati on of Bretton Wods, John
Maynard Keynes and Harry Dexter Wite.

In the Second World War it had becone clear that an
exam nation of international nonetary issues would be
critical for the making of the postwar settlenment, and the
League Econom c and Fi nancial Organization set about
preparing a survey of interwar currency experience. That
work was nostly witten by Ragnar Nurkse.

It is worth thinking about Nurkse's persona
trajectory. Nurkse was born in Estonia of an Estonian
fat her and Swedi sh nother, but his famly em grated to
Canada and he studied in Edi nburgh and then in Vienna,
where he worked with the major figures of the Austrian
school - Haberler, Hayek, Machlup, M ses and Morgenstern.
Vi enna was crucial; not only was it the center of a
tradition of economics; but wwth the Creditanstalt coll apse
of May 1931, it provided the epicenter of the world
financial crisis. At a critical tinme for Nurkse, with the
experi ence of banking and currency crises of 1931, capital
flight appeared as the pressing issue for contenporary
econom cs. Machlup in 1932 in Wltw rtschaftliches Archiv
publ i shed a paper (which he later tried to suppress) in
whi ch he exam ned how capital flight contributed to banking
col l apses as well as to obvious bal ance of paynents
difficulties, in that in order to carry out foreign
exchange transacti ons, speculators w thdrew deposits from
banks and endangered the banking systens. If central banks

tried to conpensate with increased liquidity for such
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wi t hdrawal s, they | ost reserves and their exchange rate was
endangered. Governnents reacted with exchange controls,
“police neasures, penal sanctions and confiscation” which
di m ni shed the propensity to save, to invest capital, and
added to the “psychol ogical roots of capital flight.”*

It is striking that there is in Nurkse s argunentation
one continuous villain, which explains why cunul ative
depreci ation got under way in the early 1920s, why
stabilization took place at the wong | evels, and why
conpetitive deval uations wacked the 1930s. That villainis
t he novenent of capital. There seens to have been a general
consensus anong the League econom sts on this issue. The
director of the EFO Al exander Loveday, expl ai ned that
“international |lending was a bad net hod of conbating
econoni ¢ depressions. Wien tines were bad, the default
whi ch eventual |y ensued intensified the existing depression

and led to currency depreciation.” He recommended a
negative attitude on this point and personally preferred
the export of capital on an equity, not on a bond basis.*
The consensus exenplified in International Currency
Experi ence was enbodied in the Bretton Wods agreenents,
whi ch famously required a quick restoration of current
account convertibility but held capital controls to be a
| ong term necessity. The I M- was specifically obliged not
to assist with problens arising fromcapital novenents: “A
menber may not nmake net use of the Fund’s resources to neet
a large or sustained outflow of capital, and the Fund may
request a nenber to exercise control to prevent such use of
the resources of the Fund. |If, after receiving such a

4 Fritz Machlup, Die Theorie der Kapital flucht, Weltw rtschaftliches
Archiv, 36 (1932), p. 527.
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request, a menber fails to exercise appropriate controls,
the Fund may declare the nenber ineligible to use the
resources of the Fund.” (Article VI(1))

On the other hand, current account transactions were
to be liberalized, and the Article on capital transactions
added: “Menbers may exerci se such controls as are necessary
to regul ate international capital novenents, but no nenber
may exercise these controls in a manner which will restrict
paynment s for current transactions.” (Article VI(3))

In practice, it proved hard in the 1960s to |iberalize
the current account w thout creating roomfor |arge capital
novenments. The rather odd | esson that had been drawn from
the 1930s was that capital restrictions worked, whereas the
1930s was actually full of exanples of how they did not
wor k. A nore reasonabl e deduction m ght have been that the
capital markets had been destroyed by the banki ng panics of
t he depressions and the danage done to financial systens in
| ending as well as borrow ng countries. While such
col | apses produced a demand for regulation of capital
novenents as well, they encouraged the short termfl ows
that capital restrictions were intended to control

The | egacy of the 1930s in this way shaped a crucia
part of the institutional framework for the postwar world.

The | egacy was reflected in Keynes's 1933 injunction in

“National Self-Sufficiency”: “ldeas, know edge, art,
hospitality, travel — these are things which should of
their nature be i nternational. But |et goods be honespun

45 United Nations Geneva, League of Nations Historical Archive R4453,
June 30, 1938, Mnutes of Del egation on Econom ¢ Depressions.
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whenever it is reasonably and conveniently possible; and,

above all, let finance be primarily national.”*®

46 From Col |l ected Witings of John Maynard Keynes, XXl (London:
Macmi | | an, 1982), p. 236.
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