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Introduction

The classical gold standard (1880-1913) is often considered a period
of macroeconomic stability.

Economists describe it as a ”golden age” due to low inflation, strong
economic growth, and stable monetary and fiscal policies.

The gold standard provided the foundation for the first truly global
economy by fixing exchange rates and facilitating trade.
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Key Features of the Gold Standard

Countries pegged their currencies to a fixed amount of gold, ensuring
exchange rate stability.

This stability helped reduce the costs of international trade and
investment, encouraging market integration.

The system created high correlations in commodity prices and interest
rates across countries.

Trade imbalances were automatically corrected through the gold flows
between countries.
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Economic Consequences of the Gold Standard

Positive Effects:

The system ensured monetary discipline, leading to low inflation and
confidence in financial stability.

Countries experienced strong economic growth due to increased trade
and investment.

Globalization deepened as capital and goods flowed more freely
between nations.

Challenges:

The gold standard created economic interdependence, meaning that
local economies were affected by global market conditions.

Fixed exchange rates prevented countries from adjusting their
monetary policies to respond to domestic crises.

Economic shocks, such as recessions or financial crises, spread rapidly
between countries due to integration.
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Distributional Effects of the Gold Standard

The system had clear winners and losers as it shifted economic power
to global markets.

Farmers and local producers struggled because prices were no longer
set by local supply and demand but by global market conditions.

Consumers benefited from lower prices due to increased competition
and trade.

Interest rates were influenced by international financial markets,
making borrowing cheaper but also exposing economies to global
financial instability.
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Who Benefited and Who Suffered?

Who Benefited?

Large economies with sophisticated financial markets could navigate
the system effectively.

Banks and international traders gained from increased financial
integration and stability.

Consumers enjoyed lower prices for imported goods due to global
price convergence.

Who Suffered?

Small and developing economies struggled due to their lack of
financial resources and flexibility.

Farmers and exporters faced economic hardships because they could
no longer rely on high domestic prices.

Countries that could not manage economic shocks effectively faced
high instability under the rigid gold standard system.
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The Case for the Golden Age of Stability

The classical gold standard (1880-1913) is often viewed as a period of
stability.

Fixed exchange rates promoted trade and financial integration.

The gold standard created a predictable and disciplined monetary
system.

However, this stability came with economic constraints and
challenges.
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What is the Gold Standard?

The gold standard is a ”commodity money” system where currency is
backed by gold.

Historically, many civilizations used commodity money, but by the late
20th century, most had shifted to fiat money.

Today, most countries operate fiat money systems, though some still
peg their currency to others, like the US dollar.

The gold standard remains relevant since fixed exchange rate systems
still exist.

(ECON432) Classical Gold Standard Era 7 March 2025 8 / 40



Gold Standard in the 19th Century

In the 19th century, most economies relied on gold and silver as
money.

Gold and silver coins were widely used, and paper money was
convertible into gold.

Low inflation and price stability were not guaranteed unless
governments adhered to fixed gold prices.

However, rulers often devalued currencies by ”clipping” coins or
printing more money during times of crisis.
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Gold Standard and Government Commitment

A true gold standard requires unrestricted gold markets and
international gold flows.

Countries relied on gold flows to correct trade imbalances.

European nations historically ran trade deficits with Asia, exchanging
silver for goods like silk and spices.

This long-run trend played a role in global economic divergence.
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British Example: Commitment to the Gold Standard

Britain was the leading advocate of the gold standard, ensuring
convertibility at a fixed rate.

Stability in British monetary policy increased global confidence in the
pound sterling.

The City of London emerged as the world’s financial center,
attracting investment and capital.

Commitment to gold convertibility reinforced Britain’s dominance in
international trade.
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France and the Shift from Bimetallism to Gold

France historically operated under a bimetallic system (gold and
silver) before transitioning to gold.

The move to the gold standard was influenced by global economic
shifts and geopolitical concerns.

France limited silver inflows in the 1870s, accelerating the decline of
the bimetallic system.

This strategic decision contributed to the wider European transition
to gold-based monetary systems.
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Gold Standard and Credibility

The gold standard is only as stable as a country’s commitment to
convertibility.

Governments must maintain trust in their ability to uphold gold parity.

Credibility means keeping commitments even when it is costly.

In the 19th century, Britain demonstrated strong commitment, which
strengthened its financial system.
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Why Advanced Nations Chose the Gold Standard

Markets punished countries that broke gold parity commitments.

Borrowing costs would rise, and financial stability would weaken.

Britain’s financial dominance relied on trust in the stability of its
currency.

Economic historians argue that Britain’s commitment to financial
discipline contributed to its global economic leadership.

(ECON432) Classical Gold Standard Era 7 March 2025 14 / 40



Advantages of the Gold Standard

By the 1870s, most countries adopted the gold standard.

Previously, there were mixed monetary regimes, including bimetallic
and silver-based systems.

The gold standard reduced exchange rate uncertainty, lowering
transaction costs in trade and finance.

However, fixed exchange rates limited monetary policy flexibility
during economic crises.

(ECON432) Classical Gold Standard Era 7 March 2025 15 / 40



The Rise of the Gold Standard

The transition to the gold standard accelerated after 1872.

Germany adopted a gold standard in 1871, following Britain’s
example.

The adoption spread rapidly as countries sought to integrate with
major economies.

Network effects made the gold standard more attractive as more
countries joined.
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The Scramble for Gold

Countries rushed to adopt gold to avoid the instability of silver
depreciation.

France played a role in limiting silver demand, further accelerating the
shift to gold.

Smaller economies had strong incentives to align with gold-backed
monetary systems.

The gold standard eventually became the dominant global monetary
system.
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The Decline of the Silver System

By the 1870s, the value of silver declined due to shifting global
demand.

France strategically limited silver inflows to weaken Germany’s
transition to gold.

This move disrupted the bimetallic system, leading to a full gold
standard adoption.

The transition had major economic implications for global monetary
stability.
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Gold Standard and Monetary Unions

The gold standard functioned similarly to a monetary union by
eliminating exchange rate fluctuations.

Fixed exchange rates promoted stability but limited monetary policy
flexibility.

Countries with high labor and capital mobility adjusted better to
shocks.

Without economic integration, fixed exchange rates could worsen
economic downturns.
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Impact on Global Trade and Finance

The gold standard facilitated global trade by reducing currency risk.

Capital markets became more integrated, allowing investors to lend
across borders.

Exchange rate stability attracted foreign investment, strengthening
financial markets.

However, financial crises spread more easily due to fixed exchange
rate constraints.
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Did the Gold Standard Provide Stability?

The gold standard succeeded in the most economically advanced
countries.

Leading Western European nations experienced few financial crises
between 1880 and 1914.

Great Britain had no major banking crises during this period.

Currency crises were rare, and no country suspended gold
convertibility.
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Macroeconomic Stability Under the Gold Standard

Exchange rates among leading economies were ”locked in,” with
minimal fluctuations.

Prices remained stable over the long run, ensuring low economic
volatility.

Economic growth was strong and persistent across major economies.

Interest rates converged, moving in coordination across countries.
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Trade and Financial Integration

Trade expanded as fixed exchange rates reduced currency risk.

Capital flows increased, supporting investment across borders.

Commodity prices were highly correlated across economies.

International migration flourished due to economic stability.
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Current Account Adjustments

Current account imbalances often adjusted smoothly under the gold
standard.

Persistent deficits did not necessarily lead to economic instability.

Countries like Argentina, Australia, and Canada maintained large
deficits for decades.

These deficits were financed by capital inflows from Britain, France,
and Germany.
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Capital Flows and Economic Stability

Capital inflows from major economies supported borrowing nations.

These flows were cyclical but remained strong throughout the period.

Unlike the Great Depression, current account adjustments were
relatively smooth.

This period of stability contrasts with later economic crises.
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Comparison with Other Periods

The first wave of globalization (pre-WWI) saw large and persistent
current account deficits.

These deficits were similar to those in the second wave of
globalization after 1973.

The Great Depression, in contrast, featured severe economic
instability.

The gold standard provided greater stability than later economic
regimes.
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How the Gold Standard Operated

The Price-Specie Flow Mechanism, described by David Hume, this
mechanism helped countries adjust trade imbalances under the gold
standard.

A trade deficit led to an outflow of gold to the surplus country.

This reduced the money supply in the deficit country, causing
deflation and making exports more competitive.

Conversely, prices in the surplus country rose, making imports more
attractive and restoring balance.
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Limitations of the Gold Standard’s Adjustment Mechanism

Gold flows alone were often too small to correct trade imbalances.

International borrowing and lending played a key role in financing
deficits.

A country with a trade deficit could borrow from abroad instead of
depleting gold reserves.

Capital markets facilitated short-term adjustments, ensuring economic
stability.
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Central Banks and the Rules of the Game

The gold standard required central banks to adjust interest rates in
response to trade imbalances.

A trade deficit required raising interest rates to attract capital inflows
and defend gold reserves.

A trade surplus called for lowering interest rates to encourage gold
outflows.

By adhering to these ”rules of the game,” central banks maintained
the credibility of the gold standard.
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Credibility and Market Expectations

Michael Bordo and Ronald MacDonald described the gold standard as
a ”target zone.”

Market expectations played a crucial role in exchange rate stability.

If a currency neared its gold parity limit, markets expected central
banks to act, preventing large fluctuations.

This expectation itself often stabilized exchange rates without the
need for intervention.
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Cooperation Among Central Banks

Cooperation between central banks helped stabilize the gold standard.

When currency crises threatened, central banks provided gold loans to
struggling economies.

Examples of cooperation:

1890: Bank of England borrowed £3 million from the Bank of France.
1898: German Reichsbank received support from England and France.
1907: Bank of England again sought assistance from the Bank of
France and the Reichsbank.
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Gold Controls and Exchange Rate Stability

When cooperation and capital flows failed, central banks implemented
gold controls.

The Bank of England, Bank of France, and Reichsbank restricted gold
outflows to protect their reserves.

These early forms of capital controls prevented sudden currency
devaluations.

Once financial stability returned, gold controls were lifted, restoring
exchange rate equilibrium.
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Core Countries and Stability

The classical gold standard provided stability to economically
advanced nations.

Core countries: Great Britain, France, Germany, Belgium,
Netherlands, Denmark, Sweden, and Switzerland.

Exchange rates in core countries rarely deviated more than 0.5

Trade integration, investment, and stable financial markets supported
economic growth.
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Adjustment and Stability in the Core

Current account balances adjusted smoothly due to price flexibility
and credibility.

Central banks raised interest rates when necessary, reinforcing
stability.

No core country lost convertibility of its currency into gold between
1880 and 1914.

Low price variability allowed economic actors to make reliable
long-term decisions.
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The Periphery and Financial Instability

Countries like Russia, Italy, Greece, Spain, Argentina, Chile, Brazil,
Mexico, and the United States faced instability.

These nations experienced exchange rate volatility, banking crises,
and debt defaults.

They lacked financial depth and political will to maintain monetary
discipline.

Raising interest rates to attract capital was difficult due to
underdeveloped financial markets.
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Financial Stability and Instability

Core countries enjoyed stable exchange rates and rare financial crises.

Periphery countries suffered from frequent currency crashes and high
inflation.

Excessive paper money issuance and speculative attacks led to
financial turmoil.

The gap between core and periphery reflected differences in financial
development and credibility.
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Capital Flows and Financial Crises

The first wave of globalization (1820-1913) saw massive capital
movements.

Five major global financial crises occurred during this period.

Latin American countries borrowed heavily in the 1820s but defaulted
by the mid-1820s.

European investors faced repeated financial shocks due to economic
instability in emerging markets.
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The Global Financial Crisis of 1873

By the late 1860s, foreign investment surged, driven by improved
communication (telegraphs) and transport.

Large-scale infrastructure projects, especially railways, attracted
European capital.

However, by 1873, market conditions shifted, triggering a global
financial meltdown.

The crisis affected nations from Egypt and the Ottoman Empire to
the United States and Canada.
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The Financial Crises of the 1890s

Another global financial crisis began in the early 1890s.

Argentina and Australia suffered severe banking crises and long-term
recessions.

Argentina defaulted on its sovereign debt, while Australia’s GDP
dropped by 20

The crisis spread to Brazil, Germany, and other financially weaker
nations.
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The End of the Gold Standard and World War I

The outbreak of World War I in 1914 disrupted global financial
markets.

Nearly all nations suspended gold shipments by late August 1914.

Capital flows dried up, and governments prepared for war financing.

The classical gold standard never fully recovered after the war.
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