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Adjustment under the Classical Gold Standard: 

How costly did the external constraint come to the European periphery?

Conventional wisdom has that peripheral economies had to “play by the rules of the game” under the Classical Gold Standard, while core countries could get away with frequent violations. Drawing on the experience of several countries in the European periphery (Austria-Hungary, Italy, Sweden, Greece, and Portugal), my paper challenges this view. Based on a vector error correction model and impulse response functions, it is shown that even the so-called periphery embarked on sterilisation policies and was not forced to use the discount rate tool in a way that would have put the domestic economy under too much strain. While these findings suggest that adherence to gold came less costly than commonly believed, the paper also shows remarkable differences between countries: for some of them (for instance, Austria-Hungary) the external constraint was much easier to bear than for others. 

It is often argued that the adjustment process to balance of payments-disequilibria was very different in the case of the ‘core’ (UK, US, France, and Germany) as opposed to the ‘periphery’. Several studies have shown that core countries could get away with frequent and sizeable violations of the “rules of the game”; it is then argued that this was due to their real economic structure (theory of optimum currency area), self-stabilising speculation, or central bank cooperation among the core countries, to mention only some of the explanations discussed in the literature. By contrast, adjustment is believed to have been very hard in the case of the periphery: if peripheral economies wanted to adhere to gold, they could do so only at the price of entirely sacrificing the room for domestic stabilisation policies. 

My paper attempts to understand how peripheral economies reacted to a gold outflow. According to the “rules of the game”, a central bank was supposed to react to an outflow of gold by (a) increasing the discount rate and (b) deliberately exacerbating the effect of a gold outflow on the monetary base. Both measures were meant to speed up the adjustment process. At the same time they were deeply unpopular for their strangulating effect on the domestic economy.

A vector error correction model of the three time series relevant in our context (gold flows, changes in the monetary base, bank rate differential to the core countries) allows us to calculate impulse response functions, thereby precisely answering our question: how did the monetary authority react to a gold outflow? The answer comes as a surprise: very much like the core, many peripheral countries consistently sterilized gold flows, thereby undermining the crucial link between gold flows and the monetary base which is at the heart of the Humean price-specie flow mechanism. As for the discount rate, the paper shows that most of the  countries in my sample were not forced to use the discount rate tool in a way that would have put the domestic economy under too much strain. Both findings are interpreted as evidence that adherence to gold came less costly than is commonly assumed.

The impulse response functions can also be used to answer another question of no less interest: which countries adjusted more easily to gold flows than others? Faced with a gold outflow of equal size, some countries needed to raise their discount rate by three times more basis points than others. This suggests that some countries (for instance, Austria-Hungary) had much more “pulling power” than others, thereby retaining more room for domestic manoeuvre.

