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In a recent influential paper, R.Rajan and L.Zingales outline the political economy of the “great reversals” of financial development which, in the interwar periods, led governments of all industrialized countries into a policy of systematic and pervasive regulation of their banking and financial system (Rajan and Zingales 2003). In a postwar Europe that only slowly returned to external convertibility, governments, markets and international institutions were struggling over the scope, the speed and the sequencing of financial reforms. However, in the early 1960s the balance of power seemed quite unexpectedly to be shifting in favor of market forces. Bank intermediaries actively promoted financial innovations in money and capital markets, especially at international level. The cross-border mobility of short-term capital was enhanced by the growth of Eurocurrency markets, based on an unprecedented network of worldwide interbank transactions. The emergence of the Eurobond market provided an alternative to heavily regulated domestic capital markets, traditionally dominated by sovereign issues. Governments and monetary authorities generally allowed such developments to unfold, either by benign neglect or sympathetic support. In some cases, market-oriented financial reforms were also implemented.

The honeymoon of governments and markets proved short-lived. The late 1960s came to be dominated by the resurrection of old, and the invention of new regulatory devices and capital controls. The rationale for this new regulatory escalation alleged by central bankers was that sudden reversals of capital inflows and outflows, in a pegged system that obliged monetary authorities to intervene in the foreign exchange market, muddled the conduct of monetary policy, undermined their ability to keep monetary expansion in check or obliged them to engage in sterilization policies at odds with other macroeconomic goals. International debates, as wearisome as inconclusive, between central bankers followed on the opportunity and the usefulness of international coordination in the regulation of international banking business (Toniolo 2005).

But, was really monetary control significantly undermined by financial integration? To date, no empirical study has been undertaken on this aspect of the conduct of monetary policy in the 1960s in a comparative European perspective. The paper aims at filling this gap by empirically analyzing and comparing the response of monetary authorities of major European countries to inflows/outflows of short-term capital before the demise of the Bretton Woods system. More specifically, following the modern literature on capital mobility and sterilization (Darby 1983, Edison 1993, Calvo et al. 1995), we first estimate an intervention equation for the exchange market to understand how central bankers reacted to exchange market pressure and changes in the current account balance and inflationary expectations. We also analyze the sources of growth of reserve money in order to assess the contribution of net domestic and foreign assets to the growth of monetary base, thus measuring the relative importance of the balance of payments and the government budget as a source of inflation. Finally, a reaction function of central banks is estimated in order to investigate the degree of sterilization which central banks engaged in when responding to changes in net foreign assets and the domestic-foreign interest differential. The empirical exercise will allow us to shed light on the utility preference of central bankers as well as on their ability to cope with pro-market financial innovations within the framework of the macroeconomic and institutional constraints of the late 1960s.
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