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INTRODUCTION

This chapter discusses the political processes behind
the first wave of financial liberalization during the nine-
teenth and early twentieth centuries and its demise
after World War 1. As we live through a renewed period
of financial integration since the 1970s, the question
naturally arises about its sustainability and whether
we can draw lessons from history. Not everyone gained
from the process of globalization — of trade, labor, and
finance — which brought about important changes in
the structure of the economy and the distribution of in-
come in nations across the world. This chapter explores
how the economic incentives generated by these dis-
locations translated, through the political system, into
choices about openness to foreign capital and financial
integration. In this type of study, the logic of political
economy is especially useful in cognate contexts, parti-
cularly the attitude of countries toward protectionism
(Frieden and Rogowski, 1996; Rogowski, 1989) and the
choice of exchange rate regimes (Eichengreen, 1992;
Gallarotti, 1995).

The history of financial openness and liberalization
has been less studied, although there is a vibrant
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literature on the political drivers of the current process
of financial integration. Despite Frieden and Rogowski’s
(1996, p. 27) claim that “movements of services and capital
are analogous to those in goods and can be subjected to
similar tools of analysis,” the former have attracted much
less attention in the historical literature than the latter.
Apart from data limitations, this is probably due to the
relatively small cross-country variation in the explained
variable. Indeed, up to 1914 there were very few limita-
tions to unfettered capital movements between nations,
while most countries converted to controlling capital
flows between the wars, albeit with varying intensity.
Contemporary empirical studies are mostly cross-
sectional and cannot be easily transposed to an historical
setting with considerably less between-country variation.

Nevertheless, the within-country variation is suffi-
cient to identify the causes of the reversal in policies to-
ward capital openness in the interwar period. World
War I looms large in this reversal, as suggested by the
speed with which this transformation occurred. Before
the war there was a broad consensus across the political
spectrum about the advantages of not tampering with
capital mobility. Only at the far left was there an uncom-
promising critique of capital exports as instruments of

© 2013 Elsevier Inc. All rights reserved.
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the extension of imperialism, the ‘highest stage of capi-
talism” (Hilferding, 1920; Lenin, 1934). In 1919 Maynard
Keynes famously reminisced about these happier days
with the image of the unsuspecting Londoner, who
while sipping his morning tea in bed could. ..

adventure his wealth in the natural resources and new enter-
prises of any quarter of the world, and share, without exertion or
even trouble, in their prospective fruits and advantages ... and
would consider himself greatly aggrieved and much surprised
at the least interference.’

Only a few years later, Keynes started questioning the
value of the investment of British capital abroad, eventu-
ally coming round to thinking that it would be better
to...

minimise rather than... maximise economic entanglement
between nations. Ideas, knowledge, art, hospitality, travel —
these are the things which should of their nature be interna-
tional. But let goods be homespun whenever it is reasonably
and conveniently possible; and above all let finance be primarily
national.”

Notignoring the role of the war in accelerating this trans-
formation, some authors speculate that even in a coun-
terfactual world with no war, the antiglobalization
political coalition would have gained enough clout to re-
verse the process anyway (Daudin et al., 2010; O’Rourke
and Williamson, 1999).

In order to understand these arguments, the chapter is
organized in three parts. We start by revising the avail-
able evidence on the degree of international financial in-
tegration up to World War II. This section will set the
stylized facts to be explained by theory and tested in em-
pirical models and historical narratives. The second part
then introduces the main theoretical arguments behind
capital controls and financial repression. These divide
into two groups: theories of second best and political
economy. In second-best arguments, the presence of
other distortions or externalities makes capital integra-
tion suboptimal such that restrictions on the flow of cap-
ital across borders can be welfare enhancing. The reverse
might also be true, as network externalities make the
value to a country of opening up to foreign finance an
increasing function of the number of other countries also
open. This is not the arena of political economy argu-
ments, where interest groups with opposite net gains
from capital openness compete for political power in or-
der to enact their most preferred policy. The final part of
the chapter assesses the ability of the several theories of
capital controls and financial repression to explain the
history of global financial liberalization.

! Keynes (1971 [1919], p. 6).
2 Keynes (1982 [1933], p. 236).
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WHAT IS THERE TO EXPLAIN?

This section will set the stage for the remainder of the
chapter by defining a working concept of financial liber-
alization and discussing the available quantitative indi-
cators of trends in capital openness. A way of thinking
about international financial liberalization is to identify
it with the absence of regulatory constraints on cross-
borders capital flows in three situations: payments for
foreign goods and services and servicing of foreign debt
(current account liberalization); new investments into
and out of a country (capital account liberalization);
and absence of discrimination against particular transac-
tions or partners through multiple exchange systems
(unification of the exchange rate). In the rest of the dis-
cussion we will refer interchangeably to international fi-
nancial liberalization or capital openness and to financial
repression or capital controls as their contrary. Although
relatively straightforward, this concept is hard to opera-
tionalize because all the accessible empirical counter-
parts are flawed in some way or another.

A first distinction divides de jure from de facto mea-
sures. De jure indicators are aggregated from lists of
regulatory restrictions to different types of capital trans-
actions. The most popular of these indices is due to
Quinn (1997), which is available since 1950 and codes
not only the presence but also the intensity of controls
on current account and capital account transactions.
Among the problems with these measures are the aggre-
gation itself of partly judgmental assessments of policy
restrictions on disparate types of capital flows and their
incapacity to capture the degree of enforcement of exist-
ing regulations. The alternative is to use the evidence
on actual flows to measure capital market integration.
These de facto measures raise the complementary prob-
lem of overstating the degree of capital controls, as
cross-border flows depend on a number of factors unre-
lated to actual policy intent — economic and political cir-
cumstances (domestic and abroad), differential risk and
liquidity, legal barriers, home bias, and so on. De facto
measures come in two flavors — price and quantity. Price
measures attempt to assess financial integration from
price differentials in financial assets across space. Inter-
est parity conditions are popular proxies in this context.
Quantity measures, on the other hand, focus on the size
of flows or stocks of foreign assets normalized by the
size of the world economy. Rather than just measuring
these quantities, other authors have proposed using
the correlation between domestic savings and investment
as a measure of financial integration (Feldstein and
Horioka, 1980). In well-integrated countries, investment
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FIGURE 14.1 Average capital account openness, 1890-2004.
Source: Quinn (2003). Average values by group of nations, normalized for
100 = total openness.

will not be constrained by domestic savings, as they are
able to tap on the pool of international capital; so that this
correlation should decrease with financial liberalization.

A second limitation, in historical research, is data
availability. Although capital markets are among the
more prolific sources of data in history, we still do not
have the abundance of data available to researchers on
contemporary financial integration. As regards de jure
measures, Quinn (2003) extended his index to the period
1890-1931. Figure 14.1 depicts the time series of the av-
erage value of this index for three groups of countries.

The overall story in this picture can be described in
three stages. Financial integration was highest prior to
World War I (a 100 value means full capital openness),
with hardly any variation across nations; the war put a
stop to this state of affairs, despite some attempt at rein-
tegration in line with the reestablishment of the gold
standard until 1928. However, the Great Depression eli-
cited an even more autarkic reaction from most coun-
tries. Substantial variation across groups of nations
also emerged in this period. A 1938 study from the Lea-
gue of Nations classified countries in three groups
according to their exchange rate policy since the demise
of gold in the 1930s: ‘gold bloc’ countries that persisted in
their pegs to gold until the second half of the decade;
‘devaluers’ that more quickly dropped their pegs and
allowed their currencies to lose value; and ‘exchange
control’ nations that kept their pegs but only through im-
posing very severe exchange and capital controls.” This
ordering is reflected in the average indices of capital
openness for the three groups of countries up to 1931,
with ‘devaluers’ restricting financial openness less than
‘exchange control’ nations. Relative capital market re-
strictions persisted throughout the Bretton Woods pe-
riod and were only reversed since the late 1960s.

3 See Obstfeld and Taylor (2004) for details.
* See Obstfeld and Taylor (2004) for a review.
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FIGURE 14.2 Foreign capital stocks, 1870-2000. Source: Obstfeld
and Taylor (2004: 52-53). Countries in sample: UK, US, France, Germany,
Netherlands, Canada and Japan.

Interestingly, there is persistence in attitudes toward
capital controls among groups of nations. The previous
members of the gold bloc were the first to liberalize after
the war and mostly persisted on that track since, while
‘exchange control countries” quickly reverted to greater
capital restrictions after the collapse of the Bretton
Woods system in 1971. On a de jure basis, capital mobility
remains below the pre-1914 levels even today.

Even if incomplete, this summary rhymes with the ev-
idence on actual capital flows and price convergence.
Price measures unanimously confirm the trend of in-
creasing integration until the war, which then drastically
reversed and later recovered. Feldstein—-Horioka coeffi-
cients are less supportive of a monotonous trend of in-
creasing integration until 1914, but that has been put
to deficiencies of the concept itself (incapable of distin-
guishing integration from changing risk and liquidity,
for instance) and to sensitivity of the results to the choice
of the sample of nations.* Figure 14.2 depicts the size of
the foreign capital stock owned by a sample of the seven
largest capital-exporting nations since the nineteenth
century, normalized by the world GDP or the GDP of
these nations.

The ‘great reversal” in the interwar period, which was
also reflected in Figure 14.1, is the main challenge for a
political economy explanation of international financial
liberalization in history. We start to build such an expla-
nation in the following section by reviewing the main the-
oretical arguments for restrictions to financial openness.

THEORY

As already mentioned, theoretical arguments for cap-
ital controls come in two categories — second-best and
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political economy arguments. In both cases, however,
it is important to distinguish the position of capital-
exporting and capital-importing nations. Even though
it is tempting to follow an international trade analogy,
where the consequences of openness are complementary
between pairs of trading nations, there are consider-
ations that are specific to just one type of countries —
particularly in political economy models.

Second-Best Arguments

The theory of the second best sustains that removing a
distortion to the operation of markets may not be welfare
enhancing when there are other distortions. In these
cases it is socially preferable to maintain a certain level
of ‘optimal’ distortions. The application of the theory
to international capital movements and financial liberal-
ization is straightforward (Bhagwati and Brecher, 1980;
Stiglitz, 2000). The classical distortions identified in fi-
nancial markets are driven by information asymmetries
about the quality of borrowers (adverse selection) or
their actions (moral hazard). Under adverse selection, in-
vestors are not able to distinguish the creditworthiness
of potential projects, and consequently will only be will-
ing to pay a price for a given security up to the expected
quality of firms issuing securities. Because this price will
be below the fair value of good projects and above that of
bad (or riskier) ones, the riskier borrowers will have a
greater incentive to apply for external finance. By con-
trast, many good projects with positive net present value
will go unfunded and untried as good firms will issue
fewer securities than optimal. In this setting, a liberal-
ized capital market does not yield an efficient allocation
of funds.

Borrowers can also exploit their informational advan-
tage strategically by changing their behavior, after re-
ceiving outside financing, in a way that increases the
upside but also the downside risk of their projects. Under
limited liability, creditors will share only partly in the up-
side (or not at all, in the case of debt contracts) and will
have to bear the full downside cost. In anticipation of this,
investors will ration funds to suboptimal levels, a prob-
lem that cannot be solved simply by liberalizing capital
markets. Providing insurance for domestic investment
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is also not a solution inasmuch as government guarantees
to particular firms or sectors can lead to excessive capital
inflows into those ventures and a serious misallocation of
funds (McKinnon and Pill, 1997).°

These fundamental informational asymmetries limit
financial market performance, and often underlie argu-
ments for government interventions into capital mar-
kets. There are other theoretical underpinnings arising
in the literature on externalities that also motivate argu-
ments about restrictions of capital flows.

It is easier to discuss the various theoretical arguments
by separating those that pertain to capital-exporting na-
tions from those that pertain to capital-importing nations.
Starting with the former, domestically installed capital
may generate positive externalities, in which case the so-
cial rate of return to investment will be above the private
rate. Open capital markets, however, only ensure that do-
mestic returns equal the world interest rate (the opportu-
nity cost of capital). A natural solution to overcome this
wedge and encourage more domestic investment is to
tax or otherwise restrict capital exports (Claasen, 1985).
However, it is not clear what sort of externalities might
be involved here, at least in a static model of resource al-
location. Not so in a dynamic setting with increasing
returns, such as models of ‘infant industry” or ‘big push’
industrialization, where an initial advantage in capital ac-
cumulation perpetuates itself through productivity gains
(Murphy et al., 1989). Other models emphasize the possi-
bility of negative externalities, mostly borrowed from
international trade theory.® If a country is big enough to
influence the world cost of capital, then it may be welfare
enhancing for it to restrict capital exports. Although it will
lose some return from less investment abroad, by reduc-
ing the supply of capital it will raise the world interest rate
and hence earnings per unit of capital exported. This can
be accomplished by the choice of an optimal tax on capital
and is a straightforward extension of strategic trade the-
ory (Kemp, 1966; MacDougall, 1960).”

Another extension from trade theory applied to capi-
tal importers is the idea of immiserizing capital flows.
The classical reference for this argument is Bhagwati’s
(1958) article, which is set in a two countries—two goods
Heckscher—-Ohlin model of trade. In this context, an ex-
ogenous increase of the capital stock — for example,

> This line of argument was used by several authors in connection with the 1997 East Asian financial crisis, partly blamed on the
domestic misallocation of funds (domestic and foreign) through practices of ‘connected lending’ (Charumilind et al., 2006, Radelet and

Sachs, 1998).

® But not all. For instance, sovereign immunity generates the possibility of political defaults which, if not properly priced in
international capital markets, may lead to excessive investment in foreign securities. In that case, it would be advantageous for
governments of capital surplus nations to impose a Pigouvian tax on capital exports. However, even if there is abundant evidence that
markets are not good at anticipating sovereign default problems (Rogoff, 1999), this argument assumes that governments are better

informed than investors, which is hard to sustain.

7 The reverse argument applies, in this case, to capital-importing nations that can also reap a terms-of-trade gain by restricting (or taxing)

capital imports.
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through opening up to international finance — will lead
to a more-than-proportional rise in the production of
capital-intensive goods (a Rybczynski effect) and a re-
duction in the production of labor-intensive goods. Al-
though specialization in this model is driven by
relative factor endowments, a country may be special-
ized in capital-intensive goods and still be the recipient
of capital imports either because of initial (pretrade) mis-
allocation of funds or because it combines its relative
capital intensity with natural resource abundance. This
extension of the model has been used to characterize
the position of the US economy up to World War I
(Fogel, 1967). The extraction technology of American re-
sources was very capital intensive, which gave a com-
parative advantage to the United States in the capital-
and-resource-intensive export sector, later compounded
by specific technological advances (Wright, 1990). In
consequence, although the United States began with a
lower capital/labor ratio, it attracted substantial foreign
investment and specialized in capital-intensive exports.

The potential for a welfare loss from this pattern of
specialization comes from a price externality, that is, de-
terioration in terms of trade if the country is large
enough to depress the world price of capital-intensive
exports relative to the increase of the price of labor-
intensive imports. This result depends on specific condi-
tions about demand-and-supply elasticities, which we
cannot assess here. However, the whole argument rests
on three assumptions unlikely to be verified in most
emerging and developing nations, namely, that they
are large enough to influence world prices of traded
goods, that all countries have access to the same technol-
ogy, and that capital-importing nations specialize in
capital-intensive goods. In our period of study, the last
assumption is more of an exception than the rule, in
the context of the debate on ‘American exceptionalism.’
That capital imports are frequently a vehicle for the im-
portation of superior technologies is also attested by
many historical examples. Finally, most emerging na-
tions have integrated in the world market as price-takers,
with the exception, again, of the United States, and of the
new ‘giants’ — India and China. Johnson (1967) offers a
simple variation of this argument applied to small open
economies with capital-intensive, import-competing
sectors that are protected behind a tariff barrier. In that
case, capital inflows will obviously increase even more
the domestic price distortion and lead to an even greater
specialization away from the comparative advantage of
the country in labor-intensive goods. This reasoning is
even less convincing than Bhagwati’s (1958) because it
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rests on a Dr. Jekyll-Mr. Hyde characterization of policy
authorities, which are benevolent when setting capital
controls but self-interested when fixing inefficient tariffs.
It is also closer to a political economy framework, which
will be discussed later.

Openness to foreign capital has costs in terms of con-
straining the ability to pursue independent stabilization
policy in the usual Mundell-Fleming way, particularly if
domestic authorities are not credible (Mathieson and
Rojas-Suarez, 1994). Likewise, in a world where financial
markets adjust faster than the real sector (Dornbusch,
1976), capital controls may help with reducing excessive
exchange rate volatility driven by short-term capital
flows. It will be noticed, though, that both arguments
only provide a justification for temporary controls. A
more significant indictment against openness to capital
imports is its alleged relation with enhanced financial
volatility and, particularly, crises. This is not the place
to review the very extensive theoretical and empirical lit-
erature on the subject, but it suffices to emphasize the
main points of the debate.®

A fundamental divide in the theory of financial crises
separates so-called first- and second-generation models.
In first-generation models, countries bring crises on
themselves through bad fundamentals and bad policies
(Flood and Garber, 1984; Krugman, 1979). Second-
generation explanations are based in multiple-equilibria
or ‘sunspot’ models (Obstfeld, 1986). At the core of these
models are the informational asymmetries mentioned at
the beginning of this section, which can lead to herd be-
havior, contagion, and other capital markets imperfec-
tions (Krugman, 1996; Obstfeld, 1996). For instance, by
increasing the menu of assets available to investors
and by promoting portfolio diversification, financial
globalization reduces the incentive to acquire informa-
tion on individual assets aggravating the incomplete
information problems (Calvo and Mendonza, 1996).

Despite attempts at reconciling the two perspectives
(Jeanne, 2000; Morris and Shin, 1998), blaming crises
on capital openness makes most sense in the context of
second-generation explanations.” Are capital controls
an improvement in these models? A positive answer de-
pends on two premises: that capital openness in fact
makes economies more vulnerable to financial crises
or, at least, that it increases the real costs of such crises;
and that these costs are not outweighed by the access to
superior growth possibilities. The fact that different
models have contrasting predictions about the relation
between financial openness and crises has comprehen-
sively led to an empirical focus in the literature in order

8 For extensive reviews of the literature, see Calomiris (2005), Eichengreen (2004), and Henry (2007), among many.

? See, however, Rogoff’s (1999) negative assessment of the market’s ability to anticipate the consequences of deteriorating fundamentals

until it is too late to avoid a crisis.
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to establish causality. Unfortunately, there is not much
agreement among the extensive list of empirical papers
on this subject. This has partly to do with inference prob-
lems in the literature, namely, the pervasive endogeneity
in the relation between openness and crises, both from
the side of nations considering which policy to adopt,
and from the side of foreign investors having to decide
whether to liquidate their investments in a given coun-
try. According to Martell and Stulz (2003), financial lib-
eralizations can be seen as the equivalent of countrywide
IPOs. Like firms, countries have an incentive to be stra-
tegic about choosing the moment to liberalize, that is,
when the market prices for its securities are high — either
because of exceptional growth opportunities, or because
they are overvalued. As for foreign investors, “like an in-
fectious disease, they are likely to pick off the weak, not
the strong. But as with any plague, even robust health is
no guarantee of survival” (Eichengreen, 2004, p. 294). A
corollary of the uncertainty of these results is the equally
ambiguous conclusion on the ability of capital controls to
prevent crises. Causality here can also run both ways: on
the one hand, controls are more used by countries with
severe macroeconomic imbalances and on the other, the
extra degree of autonomy afforded by capital controls
might tempt them into more expansionist policies,
resulting in greater imbalances. A variation along these
lines is to attempt to identify the source of bad policies.
Acemoglu et al. (2003) do so by exploring an exogenous
source of variation in domestic political institutions to
conclude that macro-policies are not a direct cause of ex-
cess volatility. They show empirically that weak institu-
tions work through macroeconomic policies to affect
economic outcomes, such as excess volatility.

The second premise, that the costs of volatility prevail
over the benefits of access to external finance, is associ-
ated with another extensive body of literature that stud-
ies the relation between finance and growth.'’ Empirical
studies of this relation have also been mostly inconclu-
sive, although there has been considerable progress at
identifying the origin of the disagreements. These are
driven not only by empirical methodology but also
by different theories of growth. As pointed out by
Gourinchas and Jeanne (2006), the long-term gains of
financial integration are likely to be very small in the
context of a Solow growth model with constant returns
to scale. Even though the access to foreign finance allows
for a substantial acceleration in the rate of capital accu-
mulation, this will only be a transitory effect, with no
impact on the long-term growth rate. It is therefore un-
surprising that cross-section studies cannot identify a ro-
bust relation between average growth rates and average

10 See Levine (2005) and Henry (2007) for extensive surveys.
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levels of financial openness (Henry, 2007). However, a
different growth model can lead to completely different
predictions. In endogenous growth models with increas-
ing returns, access to foreign finance brings about per-
manently higher growth rates, especially if foreign
capital is a vehicle for superior technology. Other au-
thors go further in stating that the main gains from cap-
ital openness are not to be found in the traditional static
or temporary mechanisms (better allocation of funds and
faster capital deepening), but in deeper ‘collateral” ben-
efits that act through the importation of better gover-
nance standards, domestic financial development, and
the guarantee of sounder macro-policies under the Dam-
ocles sword of market sentiment (Kose et al., 2006). The
problem with testing this interpretation lies, of course, in
the fact that these very ‘collateral” benefits are endoge-
nous to the choice to liberalize capital flows in the first
place. For instance, there is extensive evidence that open-
ness to foreign capital in the absence of developed local
financial markets leads more often than not to financial
crises through excessive exposure to currency and matu-
rity mismatches (Eichengreen, 2004). And this is true even
if more foreign finance acts to promote the development
of local financial markets and institutions."!

In any case, higher volatility and higher growth have
to be assessed in terms of welfare, as it may be the case
that financially open economies are akin to high-yield
equities with an ex post return that compensates inves-
tors for their higher risk. Ranciere et al. (2008) pursue this
analogy directly in the context of a model where, in the
absence of financial liberalization, contract enforceabil-
ity problems generate borrowing constraints and lower
growth. Countries with access to foreign capital can in-
crease their growth rates by leveraging their economy
through the intermediation of the international capital
market. This then encourages emerging economies to
take too much systemic risk that leads to severe, but in-
frequent, financial crises, during which these countries
benefit from systemic bailouts. We will have more to
say later about the appropriateness of this model to de-
scribe capital flows in history, but this paper is important
in stressing that some volatility may be a price worth
paying for higher growth.

Political Economy

In political economy models, capital controls are in-
troduced to shift resources in favor of interest groups
or electoral majorities holding power; the outcomes of
these policies are not welfare enhancing and frequently

! See Kose et al. (2009) for an attempt to test this thesis by using instrumental variables.
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sacrifice total welfare to the greater gain of the beneficia-
ries. In sifting through another extensive literature, it is
useful to borrow the distinction between “partisan price
effects’ and ‘macro-policy effects” from Quinn and Inclan
(1997).

Partisan price effects are an extension of the Stolper—
Samuelson theorem to the distributional consequences
of international financial integration. Similarly to trade,
financial flows will affect relative input prices as these
converge to international standards. This provides a mo-
tivation for individuals whose incomes are depressed by
liberalization to support financial repression. The iden-
tity of antiliberalization groups is dependent on the
structure of the economy as well as its size. Macro-policy
effects have a similar distributional motivation, but do
not interact with the structure of the economy; they
are instead associated with the distribution of the costs
and benefits of government policy between different
groups of agents. Before delving into these models, we
should clarify that we will be abstracting from the exact
nature of the polity that generates the political outcomes.
This is clearly not because the exact nature of constitu-
tional rules is secondary to the economic incentives of
political agents, but because we want to simplify the dis-
cussion. We will consequently assume that polities can-
not prevent permanently the expression of the economic
interest of dominant groups.'” The relevant groups, of
course, are only those enfranchised by the polity, so
we will briefly mention the relation between democracy
and financial integration.

A common setting in many of these models assumes
an economy divided into two groups — ‘workers’ (or
‘peasants’) and ‘capitalists’ — which are represented, in
electoral systems, by ‘left’ and ‘right’ parties, respec-
tively. The position of these two groups in relation to fi-
nancial liberalization depends on their endowments. In a
two-factor Heckscher—Ohlin world (capital and labor),
the owners of the abundant input will support liberaliza-
tion, whereas the owners of the scarce input will oppose
it. For instance, in nations with unskilled labor as their
relative factor advantage, workers or leftwing parties
will support financial integration (as wages are to in-
crease relative to rents), whereas rightwing parties will
oppose it ceteris paribus. The argument can be extended
to a specific-factors model (Ricardo/Viner), where the
brunt of the adjustment to price changes is borne by
owners of factors specific to particular uses, while non-
specific factors are easily redeployed and face no wind-
fall profits or surprise losses. Hence, pressure for or
against financial liberalization depends on the specificity
of relevant agents’ assets, and political cleavages will be
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sectoral rather than factoral. Finally, in trade models
with agglomeration and scale economies (Krugman/
Venables), initial competitive advantages are reinforced
by access to international transactions. Consequently,
larger firms or firms with access to better networks of cus-
tomers, suppliers, and information are better prepared to
take advantage of openness and to resist international
competition. Smaller, more localized firms have an incen-
tive to oppose liberalization. Rajan and Zingales (2003)
refine this result in a model that is richer in the specifica-
tion of the financial sector of the economy. Prior to liber-
alization, arms-length capital markets are inexistent or
underdeveloped, so that domestic credit is mediated
through relationship banking relations between finan-
ciers and firms. In the absence of good disclosure and
enforcement rules, financial contracts are monitored
through the connections between banks and firms and
enforced by the monopoly of credit kept by the banking
sector.

In such settings, both industrial and financial incum-
bents earn positional rents from the absence of com-
petition and have a vested interest in blocking trade
openness and financial liberalization, respectively. Given
their privileged access to domestic finance (through its
contacts with the banking sector), larger firms stand less
to gain from financial openness, in apparent contradic-
tion of the models of scale economies. However, there
is a complementary relation between trade and capital
openness, as once both are present, both incumbents have
an incentive to support them. Industrial incumbents will
do so because they will only be able to survive competi-
tion by investing more, for which they need access to a
larger pool of finance. Financiers will want to expand
their clientele (once relationship-based credit is com-
peted away), and as new clients will be less well known
(and possibly riskier), they will also press for better dis-
closure and impartial enforcement.

There are several candidates for macro-policy effects
from financial openness in the literature. One of the ear-
liest contributions is from Alesina and Tabellini (1989),
who model an economy where capitalists and workers
compete for the distribution of the burden of taxation.
Both groups can smooth their consumption paths by bor-
rowing from abroad (capital imports) or investing in for-
eign assets (capital exports). In this context, capital
controls are never imposed by rightwing governments
(which favor capitalists) because they would impose a
binding constraint on capitalists” optimization problem.
From the perspective of leftwing governments, controls
have the attraction of forcing capitalists to invest domes-
tically. Unlike foreign investments, domestic capital can

12 Schulze (2000) argues that, in the impossibility of accounting for all types of institutional environments and political regimes, the

median voter model is a good enough approximation.
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be taxed and the proceeds redistributed to workers. Do-
mestic investment also creates jobs locally, which are
more valuable to workers. However, if workers are suf-
ficiently risk-averse, capital controls will also constrain
their smoothing decisions, and leftwing governments
will be less likely to impose them. This framework can
be readily extended to other types of taxation, such as
the inflation tax or financial repression to reduce the cost
of government financing requirements. Capital controls
are necessary in the first case to prevent inflation tax
avoidance via currency substitution, whereas the com-
pression of domestic interest rates in the second (to be-
low world levels), to help finance government debt, is
equivalent to a tax on foreign assets."> Countries with in-
dependent central banks will therefore be less likely to
impose capital controls for these revenue motives.
Rent-seeking can be construed as another form of re-
distribution motive for capital controls, inasmuch as the
imposition of controls vests additional power with
bureaucrats, creating incentives for corruption (Dreher
and Siemers, 2009). Other than just to retain domestic
savings, capital controls may also be imposed for nation-
alistic reasons, namely, to limit the foreign ownership
and control of domestic assets. This argument would
be particularly relevant for small open economies. In a
world with few financial frictions, the capital asset pric-
ing model (CAPM) implies that all investors would be
fully diversified by holding a similar portfolio of world’s
securities, weighted according to the market cap of each
asset (Goetzmann, 2004), although, in practice, political
and legal problems that result in risks of investor expro-
priation have not produced that degree of global risk
sharing (Stulz, 2005). The investors in small open econ-
omies would then hold most of their portfolios in foreign
assets, while their own capital stock would be owned by
foreigners, with no personal stake in the impact of their
investments in the local economy and society. This con-
flict between the logics of stakeholders and investors can
also be seen in relation to the size of the public sector
and, in particular, the redistributive functions of the gov-
ernment. The causality, however, is not clear, since coun-
tries with large public sectors may be afraid of a ‘race to
the bottom’ of capital taxation, imposed by the mobility
of capital (Rogoff, 1999). But there is also evidence that a
prior social protection net may help with garnering sup-
port for capital openness because it operates as a credible
compensation for individuals or groups who stand to
lose from globalization (Garrett, 2001; Quinn, 1997).
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Another way of looking at the relation between capital
controls and macro-policy is through the lens of the “pol-
icy trilemma,” as summarized by Obstfeld and Taylor
(2004). The authors use a simple incompatibility frame-
work — among fixed exchange rates, open capital mar-
kets, and monetary policy autonomy - to organize two
centuries of macro-history. Pre-1914 nations overwhelm-
ingly preferred to sacrifice policy autonomy to the other
vertices of the unholy triangle; the interwar period saw
those preferences reversed in favor of regaining inde-
pendence (at the cost of exchange rate stability); whereas
the postwar period reverted to exchange rate stability
but with less capital mobility, during the Bretton Woods
period, and to a stance similar to the interwar equilib-
rium after the demise of this international monetary
system. This is, of course, a very aggregate description
that masks a considerable variation among groups of
countries (particularly emerging versus developed).'
It is also mostly useful in identifying the constraints of
policy rather than at predicting policy choices. For in-
stance, it does not predict under what circumstances
countries will prefer, say, capital openness and a fixed
exchange rate — as most nations did before 1914 — or cap-
ital controls and a fixed peg, like many emerging econ-
omies since the 1970s.

Having ignored so far how the nature of political
institutions interacts with policy preferences of domestic
agents, we would like to mention nonetheless, the liter-
ature on the relation among democracy, the extension of
the franchise, and globalization. Here again it is not easy
to reach a consensus. A political regime that attunes pol-
iticians to broad social interests (as opposed to those of
installed interest groups) or lengthens their horizons
(trumping short-run political calculation) will make it
more likely that policymakers internalize the benefits
of financial integration. Hence, democracies would be
more likely to liberalize, except, of course, if the majority
of the population (or the median voter) stands to lose
from the move. However, a democracy is a mechanism
to solve social conflicts (about taxation) that would
otherwise require the resort to inefficient solutions such
as financial repression and the inflation tax. From this
viewpoint, capital controls would be less valuable for
policymakers in democratic countries. Moreover, if in-
cumbents oppose liberalization for the sake of their pro-
tected rents, greater domestic political and economic
competition will dilute those rents and make them less
averse to integration (Rajan and Zingales, 2003).

'3 The two instruments can also be complementary via portfolio composition effects, since with higher inflation agents will hold less

money and more government bonds (and vice versa).

1% For an attempt at characterizing individual countries’ choices in the context of the trilemma in the post-Bretton Woods period,

see Aizenman et al. (2008).
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Finally, Eichengreen and Leblang (2008) raise the
important point that the direction between democracy
and globalization may be bidirectional. Not only are de-
mocracies better at having policymakers internalize the
benefits of integration in the world markets, but the free-
dom of circulation of goods, capital, labor, and ideas can
also affect the nature of the political regime. Just to take
two examples, the globalization of ideas is likely to en-
courage political competition, while financial market
integration requires discipline and transparency of gov-
ernments, undermining autocratic regimes. With a pos-
itive two-way relation, the question arises whether the
system is dynamically stable or not. The future of democ-
racy and globalization can depend on this property of
the system. Faced with a negative shock to integration
(tariffs and capital controls) or to democracy, a stable
system will converge to a new equilibrium with lower
levels of both variables. An unstable system, on the other
hand, will diverge without obvious lower bounds to the
levels of openness and democracy. Forcing the argument
a bit by ‘looking to the future from the past,” one could
say that the evolution of the world economy and polity
in the 1930s seems to fit with a dynamically unstable sys-
tem at the time.

To conclude this section, we consider the possibility of
‘policy contagion’ from other countries conditioning the
domestic policy stance. Contagion can happen through
several channels — competition, emulation, learning, ex-
ternal pressure, or just ideological sympathy. In a sense,
this literature characterizes another type of externalities
that can make capital openness constrained-optimal.
Capital market integration may be conceived as a case
of strategic complements through network externalities,
as the worth to a given country of opening up its capital
market increases with the number of other nations al-
ready integrated. On the contrary, emerging economies
may perceive liberalization as a strategic substitute, if
they have to compete with other nations for foreign fi-
nance by deregulating their capital markets for foreign
investors. In both cases, we cannot explain a country’s
decision to liberalize purely from domestic political
economy considerations. Countries may also be influ-
enced in less direct ways, for example, by picking up
policies that appear successful in other nations (learning)
or that have been adopted by ideologically close regimes
(emulation). Recent empirical evidence on the contem-
porary process of financial integration lends particular
support to competition and learning as drivers of policy
contagion.
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Having gone through the main theoretical arguments
for the existence of restrictions on cross-border capital
flows, we now turn to the historical evidence to try
and make sense of the patterns of financial liberalization
described in the section “What Is There to Explain?’. Con-
sequently, this section will be mostly devoted to the em-
pirical literature on the causes of the rise of the first wave
of globalization and of its demise in the interwar. The po-
litical economy of trade and migration policies or of ex-
change rate regimes is much better studied than that of
capital controls, particularly for the prewar period. As
previously mentioned, this is probably due to the fact
that capital flowed mostly unfettered across all types
of countries before 1914. World War I therefore provides
a natural breakpoint in this section. We employ the
within-country variation across the two periods to ex-
plain both the absence of obstructions to capital flows be-
fore the war and their emergence after 1914.

Prewar

The salient fact to explain before 1914 is the almost
complete absence of fetters to the free circulation of cap-
ital worldwide. The attachment to this vertex of the ‘tri-
lemma’ was consistent and common to all sorts of
countries: capital exporting, as well as capital importing,
developed as well as emerging, within as well as outside
the gold standard (the fixed peg of the time par excel-
lence); and across different economic structures and po-
litical regimes. It is also symptomatic that the first time
countries tried to combine exchange rate stability (by
pegging to gold) with capital controls was in the context
of the 1930s, following the lead of Hjalmar Schacht, the
energetic president of the Reichsbank (James, 2001).

The only examples of distortions to capital flows in
the pre-1914 period come from capital-exporting na-
tions, but these were moderate in impact or motivated
by considerations other than those discussed up to
now. The major European powers discriminated in favor
of their colonies and protectorates by conceding an ex-
plicit guarantee to government securities issued by them
in their markets. Such was the routine practice of France,
Germany, and also of the United Kingdom, which insti-
tutionalized the practice through a series of Colonial
Stock Acts between 1877 and 1900. Another form of dis-
tortion, this time negative, was the taxation of the invest-
ment (stamp) and income of foreign securities. Most

!% See Brune et al. (2001), Simmons and Elkins (2004), and Quinn and Toyoda (2007). By contrast, these studies have not found support
for the dependency hypothesis that liberalization has been imposed on emerging economies by the core of advanced nations, either
directly or through the intermediation of multilaterals (IMF, World Bank).
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countries charged higher rates on foreign than domestic
securities, but these duties were still very modest.'®
Besides, in the absence of other restrictions to capital
movements, contemporaries frequently explored differ-
ences in taxation by domiciling their portfolios in juris-
dictions with lower taxes.

Other negative measures were directed more at con-
trolling the distribution rather than the volume of capital
exports. Much has been written about the political un-
derpinnings of European capital exports and their con-
nections to diplomatic and imperialistic ambitions of
the great powers."” Some countries outwardly claimed
to control the nature of the investments of their nationals
abroad. France was the most obvious case, in that the flo-
tation of foreign securities in French stock exchanges
was dependent on the authorization of the finance min-
ister, who used it regularly to discriminate against
German issues after 1871.'® Similar, if less institutional-
ized, means were used in other countries, such as
Germany, to favor allied governments.'” In any case,
all these measures were taken with a view to acquiring
political advantages abroad, which are not necessarily
connected with the economic advantages of political
agents or the economic structure of these nations. Fur-
thermore, domestic investors were not constrained by
the political preferences of their governments in building
up their portfolios, as the almost complete absence of
barriers to capital circulation and the increasing inter-
connectedness of the European banks and exchanges
allowed them to invest in securities traded in any
Country.20

The main capital-exporting nations were also the only
ones where a debate ensued on the advantages of free in-
ternational capital flows. The arguments of the oppo-
nents to capital export closely trail what we referred to
as second-best arguments for capital controls. Capital ex-
ports were condemned for crowding out the domestic in-
dustry (or even governments) from the market, or for the
excessive risk involved in ‘exotic” securities, on which no
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reliable information was available and against which do-
mestic investors had little protection because of differ-
ences in jurisdiction and sovereign immunity. In the
United Kingdom, the debate took on class overtones in
the historical literature, with opponents of capital ex-
ports blaming the ‘negative home bias” of the city on a
particular type of ‘gentlemanly capitalism,” brought
about by income inequality and benefiting from the gov-
ernment’s deferential treatment of financial and banking
interests (Cain and Hopkins, 1980; Rubinstein, 1987).
These biases were viewed as partly responsible for
the slowdown of the British economy during its late
Victorian and Edwardian ‘decline,” relative to the fast
advances of Germany and the United States in the new
technologies of the second industrial revolution. This de-
bate is today mostly resolved against the initial hypoth-
eses. The implied macroeconomic counterfactual of
lower cost of capital and higher investment has been
questioned given the structure of British industry at
the time, which still enjoyed the agglomeration advan-
tages of the export sectors of the first industrial revolu-
tion, while lacking some of the requirements to take on
the technologies of the second — particularly a qualified
workforce (Edelstein, 1994; McCloskey, 1970).”!

Recent research also has shown that the pattern of in-
vestment in foreign securities not only did not result
in lower returns ex post, but also allowed British inves-
tors to reap the benefits of portfolio diversification
(Chabot and Kurz, 2010; Edelstein, 1982; Goetzmann
and Ukhov, 2006).** Finally, the simple model of political
allegiances of ‘gentlemanly capitalism’ has also been put
into question (Daunton, 1989; Porter, 1990). In this
model, which closely trails the factoral cleavage of a
Heckscher-Ohlin trade pattern, city capitalists (the
owners of the abundant factor) have a clear incentive
to support capital openness, whereas workers (or indus-
trialists) and landowners should oppose it. Recent ac-
counts uncovered a more nuanced situation, where
there was no concerted industrial-agricultural coalition

16 For instance, at the end of the period, France charged 2% stamp on foreign private securities, against 1.2% on domestic ones; and
1% on foreign government bonds, while the bonds of French and colonial governments were exempt. The coupons of the latter were also
exempt from income tax, but not the coupons and dividends of foreign issuers that paid 4%. The German tax law only discriminated
against foreign governments, which had to pay 1% stamp and 0.2% income tax, while internal sovereign issues were exempted.
British taxes did not discriminate between domestic and foreign securities.

17 Gee, among many, Barth (1995), Davis and Huttenback (1986), Feis (1930), Fishlow (1985), Hilferding (1920), Hobson (1902), Lenin (1934),
Lévy-Leboyer (1977), Lévy-Leboyer and Bourguignon (1985), and Marseille (1984).

'8 But apparently without much success, as shown by Flandreau and Gallice (2005).

'% Such as Turkey or Austria-Hungary. Another example of outward discrimination was the Lombardverbot of 1894, whereby Russian
securities stopped being accepted at the discount window of the Reichsbank.

20 Contemporaries frequently mentioned the active ‘arbitrage’ in foreign securities between the main European financial centres. See

Esteves (2007) for discussion.

21 For an interesting dissenting opinion, see Temin (1987).

2 For similar conclusions on French foreign investment, see Parent and Rault (2004); and on Germany, Miiller (1992) and Schaefer (1993).
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against capital exports, domestic industry was able to fi-
nance itself mostly out of retained earnings, and even the
labor movement did not oppose the freedom of capital
flows, in the context of a worldview of peace, democracy,
and progress (Trentmann, 1997).

There was, to be sure, considerable ideological varia-
tion within the labor movement, particularly at the far
left, which more or less converted to the Marxian inter-
pretation of capital export as ‘rentier’s dream” at the cost
of domestic unemployment. Nevertheless, the majority
of the organized labor movement joined liberal parties
in opposing restrictions to factor flows, even if they sup-
ported higher tariffs on trade.”® Other authors have pre-
ferred to attribute the absence of labor antagonism
toward globalization in this period to the limited fran-
chise in place in most prewar nations, or make a specific
political economy argument for this lack of opposition.
The relative weakness of the organized labor movement,
especially as a political force before World War I — with
the possible exception of Germany - would have isolated
policy authorities from domestic political pressure and
allowed a credible commitment to the gold peg and
capital openness (Eichengreen, 1992). Daunton (2006)
disputes this rendering of facts, as far as the United
Kingdom is concerned, claiming instead that this policy
stance attracted widespread support among organized
labor as it delivered rising real wages.

Moreover, optimistic contemporaries were convinced
that there was a positive feedback from capital exports to
the demand for exportables. In the words of the National-
Zeitung:

Foreign countries can only be buyers of our products if that
amount which is not compensated for by their exports, they can
cover through debt. To ban this, out of anxiety for the capital of
the German worker, who works for export, is in fact to take his
job away.?*

There are plenty of anecdotes about this feedback,
especially in railway construction, which was financed
with European money and equipped with European
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rail stock. However, more recent research has reversed
the direction of causality in this relation and empha-
sized conditions in capital-importing nations as driv-
ing financial flows. This literature focuses on the
relations between the hegemonic nations (Britain before
1914, the United States thereafter) and the rest of the
world, which may or may not be representative of
other capital-exporting countries (Kalemli-Ozcan and
Nikolsko-Rzhevskyy, 2010; Taylor and Wilson, 2006).
Nevertheless, by instrumenting trade, the authors iden-
tify a sizeable causal effect from trade flows of emerging
nations with the hegemons to their access to external fi-
nance.” The strength of this relation is explained in the
context of trade models with scale economies, where
trade in goods imparts informational and reputational
spillovers to trade in financial assets, a point which
was not lost on contemporary observers:

Itis not illogical to relate the lead of England in this matter to
the larger and older development of its trade, as capital export
mainly arises from and is continuously increased through
trade.”

What of capital-importing nations? The emerging
economies of the time integrated in international trade
by specializing in the export of labor- and especially
resource-intensive  goods, consistent with the
Heckscher-Ohlin model of trade (O'Rourke and
Williamson, 1999). The distributional consequences of
trade provoked tariff responses in European nations
and antimigration pressures in the New World, which
have been extensively explained elsewhere from politi-
cal economy considerations.”” In many of these accounts,
international capital mobility is assumed rather than
explained, freeing the authors to concentrate on the po-
litical conflict between agricultural and industrial inter-
est groups with respect to tariff policy. But it is not hard
to build up a similar case for these countries” openness to
foreign finance. In so doing it is useful to distinguish be-
tween two groups of emerging nations. On the one hand,
there were the nations along the European ‘periphery’

% Lenin (1934) accused the ‘aristocracy’ of English labor of opportunistically supporting colonial Imperialism and capital export.

24 Edition of 7 January 1891. For reviews of this debate in Germany, see Schaefer (1993) and Daunton (2006) for Britain. Lenin
unsurprisingly agreed, although with a different interpretation: “The increase in exports is closely connected with the swindling
operations of finance capital, which ... skins the animal twice—first, it pockets the profits from the loan; then profits from the same loan
when it is used by the borrower to make purchases of Krupp’s goods or to obtain railway material from the steel syndicate” (Lenin, 1934

[1916], p. 105).

% The size of the point estimates is very different, however. Whereas Taylor and Wilson (2006) estimate an elasticity of financial
flows with respect to trade of 1.2, in Kalemli-Ozcan and Nikolsko-Rzhevskyy (2010) the equivalent coefficient is 2. Naturally, the
robustness of the results depends on the quality of the instruments chosen by the authors, and so there is room for further research

to clarify the magnitude of the relation.
%6 Steinmetz (1913, p. 141).

27 See Hatton and Williamson (2005), O'Rourke and Taylor (2007), O’Rourke and Williamson (1999), Rogowski (1989), and Williamson

(2000, 2006).
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(Mediterranean, Scandinavia, and Eastern Europe),
characterized by substantial capital inflows but labor
outflows; on the other, the regions of ‘recent settlement’
in the Americas, South Africa, and Australasia that
attracted both capital and labor.”®

Focusing mostly on the pattern of British capital ex-
ports, the literature has identified capital-chasing labor
as a force alleviating the trade-offs of trade integration.
The preference of British investors for regions of recent
settlement, which were also the main recipients of for-
eign workers, mitigated the downward pressure on real
wages in these regions, thereby preventing a political
backlash against migration. Although reaching similar
conclusions, Harley (2000) disputes the neoclassical logic
of this argument that separates technology from factor
movements and isolates the impact of the latter purely
through price effects. In the case of the United States,
Harley emphasizes the externalities in technology devel-
opment and urbanization in the context of a dynamic
model of endogenous growth, with increasing returns
to capital, despite the rising capital/labor ratio through
the attraction of foreign investment. Many of these
economies were also expanding their economic frontier,
for which they required substantial investment in trans-
portation and infrastructure (railways, ports, and tele-
graphs), and it is unsurprising that European capital
rushed to those sectors (Stone, 1999). In countries along
the European periphery, capital imports reinforced
(rather than mitigated) the increasing trend of real
wages, and conceivably would have encouraged en-
franchised labor to favor capital liberalization for dis-
tributional consequences. European capital to these
countries (mostly French and German), apart from infra-
structure build-up, favored the financial sector, which
might have generated opposition from financial incum-
bents as in Rajan and Zingales (2003). That this did not
turn into restrictions on foreign investment is probably
a reflection of the incipient nature of the financial sector
in many of these nations, which was either incapable
of opposing foreign competition or saw the access to
foreign finance as an opportunity to expand its activities.
More research is however required to test this
hypothesis.*

The composition of foreign capital inflows can also
offer a clue here. The bulk of capital imports from the
European periphery took the form of sovereign bond is-
sues. In that sense, capital imports can be seen as serving
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the purposes of the already agreed-upon national prior-
ities of these nations, since the borrowers were govern-
ments acting on behalf of their citizens. This would
then serve to explain the almost absence of organized
opposition against capital inflows. This reasoning is less
persuasive, however, for the regions of recent settle-
ment, many of which remained under British Imperial
fiat throughout the period and where foreign capital fa-
vored mainly the private sector. In any case, the colorful
record of sovereign defaults brought about by unpro-
ductive or sheer wasteful use of government resources
must also be remembered in this context (Feis, 1930;
Fishlow, 1985). Unstable or undemocratic polities could
and often did pursue objectives of national aggrandize-
ment which were not in the long-term interest of their
populations, particularly if leading to financial volatility
and distress.

Having said that, macro-policy effects were probably
less of a consideration in this period — especially among
emerging nations. The small size of the public sectors
and their very limited redistributive function arguably
made the revenue-sharing motives for capital controls
largely irrelevant. Likewise, the loss of domestic policy
autonomy was probably not a concern, as the authorities
of most emerging nations were not credible enough to
sustain an independent monetary policy without gener-
ating adverse capital flows (Bordo and Flandreau, 2003).
Countries that could not adhere to the discipline of the
gold peg with open capital markets resorted to periods
of inconvertible paper currency and devaluation to ad-
just to macro-imbalances. Nevertheless, monetary coor-
dination brought about important benefits to emerging
nations. Membership in the gold standard or in currency
unions was related to greater business cycle coordina-
tion that relieved these nations from a current account
constraint to their growth (Flandreau and Maurel,
2005).*° Moreover, the credibility of the commitment
to gold was dependent on the access to foreign capital
(Calomiris, 2005).

The flip side of capital market integration was the
heightened vulnerability to financial volatility of nations
incapable of choosing the currency they borrowed from
abroad in (‘original sin’) and subject to ‘sudden stops’
of external finance due to their own deteriorating funda-
mentals or ‘contagion’ from other similar countries
(Bordo, 2006; Bordo et al., 2010; Catao, 2006; Kaminsky
et al.,, 2003). Furthermore, there is evidence that the

8 One could also include South and East Asia in the first group, largely on the force of the Indian and Chinese diaspora at the time.

2 The classical reference on the relation between financial underdevelopment and foreign capital is Gerschenkron (1962). On the patterns
of French and German capital exports, see Esteves (2007, 2011), on the determinants of multinational banking Battilossi (2006), and
on the impact of foreign capital on domestic financial development Esteves and Khoudour-Castéras (2011).

3 This was all the more important since trade integration had the reserve effect because the nature of specialization before 1914
(interindustry) reduced the coordination of business-cycles commovements between developed and developing countries.
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credit cyclein core capital-exporting nations alsohad a di-
rect impact on financial stability along the periphery, as
today (Bordo, 2006). A number of authors have tried com-
paring the frequency, nature, and real costs of financial
crises across time (Adalet and Eichengreen, 2005; Bordo
et al., 2001; Eichengreen and Bordo, 2003; Reinhart and
Rogoff, 2009). The main result from this literature is that
the frequency and type of crises are notindependent from
the underlying policy regime and, hence, cannot be fully
explained by the degree of financial globalization. In
particular, crises were much less frequent during the
classical gold standard (before 1914) than today, despite
comparable levels of financial integration. The difference
is largely driven by greater numbers of currency crises
today, which were limited by the operation of the gold
standard before World War I. Currency collapses were
also less likely back then to endanger the solvency of do-
mestic banking sectors. Some authors see in this change
the consequence of moral hazard problems created by
more active lender-of-last-resort policies after the war
that effectively socialized the risk of the financial sector
and led to more leveraged cycles (Calomiris, 2005;
Schularick and Taylor, 2010)."

Although less frequent, there is no evidence that cri-
ses were less severe — in lost output — in the historical
period than recently. However, this in itself is not con-
clusive, as we have to subtract the costs of volatility from
the income gains through accelerated convergence (in a
Solow world) or even permanently higher growth rates,
in models with investment externalities. A direct test of
Ranciére et al’s (2008) model for the prewar period con-
cluded that in the long term there was a positive impact
of capital inflows on per capita income, even though
these flows were also related to more frequent crises
and output losses in the short run (Meissner and
Bordo, 2007). Everything considered, emerging econo-
mies seem to ‘have chosen the good part.” Nationalistic
reaction against foreign ownership and control was also
minor at the time, even though leftwing ideologues saw
in the ever growing expansion of cosmopolitan capital a
threat to “that goal which once was the highest for the
European nations: the construction of a national united
state as a means to economic and cultural freedom.”*
This was not a bad premonition of things to come.

Interwar

The impact of World War I on the global financial
architecture that existed before the war was nothing
short of dramatic. A liberal order of free capital and
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labor, relatively free trade, and exchange rate stability
within the gold standard gave way to capital controls,
anti-immigration laws, protectionism, and managed ex-
changes. Three shocks loom large in this radical transfor-
mation: the economic dislocations of the war, the rise of
democracy, and the ideological threat of extreme politi-
cal regimes — communism and fascism.

The imperatives of the unexpectedly long and costly
war forced the belligerents to actively control their do-
mestic capital markets and the exchange rate of their cur-
rencies in order to facilitate the financing of the war
effort and to control their terms of trade with neutral
countries. The same priorities carried over to the years
immediately after the war when the European econo-
mies, disrupted by the war ravages, the loss of man-
power, and the need to reconvert to civil production,
faced a serious balance of payments problem. Once this
was corrected, controls lingered on throughout the 1920s
to minimize exchange rate volatility, to control specula-
tion, or to attempt to reverse fundamental trends.

Eichengreen (1992) has characterized the return to the
gold standard by most countries, between 1925 and 1931,
as unstable because of the lack of credibility and mone-
tary cooperation of the system. These in turn where
explained by the institutional transformations brought
about by the war, above all the extension of the franchise
and the greater say in national policy that the govern-
ments in conflict had promised to their populations in
exchange for social peace during the war (Biirgerfriede).
In this interpretation, the greater say of the working class
on policy choices generated a fiscal conflict about how to
pay for the war. In Britain, as in France or Germany, a
political backlog opposed left parties, who favored cap-
ital levies, to the right, who preferred consumption taxes
to retire the debt. The uncompromising attitude of the
creditors (United States) and of the victors (United
Kingdom and France) did not help with sorting out this
war of attrition and led to the continuation of the infla-
tionary finance of the war, given the impossibility of
balancing the budget. Ongoing inflation raised the real
burden of debt even more and had disastrous conse-
quences in Germany and other Central European nations.
Fiscal stabilization therefore took precedence over mone-
tary stability, and cooperation and it was only after a fiscal
settlement had been reached between domestic constitu-
encies and between the allies and the defeated powers
that a coordinated attempt to recover the prewar liberal
order was possible.

Capital controls were extensively used to phase-in the
macro-adjustments necessary to stabilize the currencies

3! For a different interpretation, linking greater financial stability during the classical gold standard to the mitigating effect of the
financial flows from international migration (remittances), see Esteves and Khoudour-Castéras (2009) and Fenoaltea (1988).

32 Hilferding (1920, p. 434). A substantial fraction of European capital, of course, was being invested in colonial and dependent territories.
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and the balance of payments at the new parities. British
authorities, in particular, were no longer prepared to
passively accept capital openness and started weighing
it against other considerations of national interest
(Atkin, 1970; Daunton, 2007). An informal embargo on
foreign capital issues in London was imposed by the
Bank of England as part of its strategy to return sterling
to gold, although it was relinquished in 1925 under the
impression that it was not enforceable because of the
flight of capital to New York. French authorities, faced
with bearish speculation against the franc and capital
flight, experimented either with harsh controls or with
leaning against the depreciation trend of the franc by
intervening in the foreign exchange market. The predict-
able outcome of these naive policies was the loss of
reserves (Blancheton, 2004; Obstfeld and Taylor, 2004).
Nevertheless, by 1927 the majority of countries had
stabilized their currencies and dismantled the bulk of
capital controls. The respite would be very brief.

Another debilitating blow to the prewar financial ar-
chitecture was the ideological challenge to international
liberalism posed first by the Soviet Union and later by
rightwing regimes in Southern and Central Europe.
These, however, would become especially salient under
the stress of the second and larger shock of the period —
the Great Depression. This is not the place to review the
long literature on the causes of the depression, but suf-
fice it to say that its consequences were much aggravated
by the combination of autarkic policies and exchange
rate rigidity adopted by many nations during the early
1930s (Eichengreen, 1992; James, 2001). Tariffs and for-
eign exchange controls or outright devaluation were
used by authorities around the globe to control their
terms of trade. Since these instruments were partly sub-
stitutable, countries varied in their choice of policy mix.
Countries that devalued more resorted less to tariffs
(Eichengreen and Irwin, 2009), while countries that
devalued less or not at all, such as the ‘exchange control’
countries connected to Nazi Germany and Latin American
nations, imposed bilateral exchange accounts on their
trade partners (Figure 14.1). Many of these nations were
also net debtors and used this device to force the pay-
ment of their debts in domestic currency — instead of for-
eign exchange — deposited in special ‘blocked accounts’
that creditor nations could only use to buy the debtor’s
goods or to reinvest in the debtor’s economy (a default
in everything but the name).

Fiscal redistribution and strategic trade policy were
not the single drivers of the backlash against globaliza-
tion, particularly with respect to trade policy, but they
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seem to have played the larger role in driving countries
to block or distort their financial links with other nations.
This stands in contrast to the prewar period where mac-
roeconomic policy effects came second to partisan price
effects in explaining the generalized capital account
openness. Research on the trade and migration compo-
nents of this backlash is, again, more advanced than
on the political economy of capital controls. However,
emerging nations were particularly vulnerable to the col-
lapse in international trade during the depression as they
typically specialized in exporting a small range of com-
modities priced competitively in the world market.

The ensuing decline in developing countries’ terms
of trade was serious enough to lead to a reevaluation
of these nations’ positions in the international economy.
This came to be known as the ‘dependency theory” of
immiserizing trade and capital flows from which the de-
veloping nations were better advised to protect them-
selves (Prebisch, 1950; Singer, 1950). Latin American
nations were the first to go down this path by adopting
import-substitution industrialization in the 1930s as an
autarkic growth model, based on distortions to the pat-
terns of trade and capital flows, and controls on foreign
ownership of domestic productive assets (Thorp, 1984).
One can speculate here on the partisan price effects that
selected Latin America for this early reverse in policy
stance. Falling trade in the Heckscher-Ohlin model re-
verses the economic interests of the several factor owners
relative to the case of increasing integration as alluded
before.”> The owners of scarce resources benefit in rela-
tive terms from disintegration and have an incentive to
promote it. Latin American nations were mostly abun-
dant in natural resources and scarce in capital and labor.
We therefore should not be surprised by the “populist’
turn of political events in these nations in the 1930s when
urban coalitions wrested the political power from the
traditional landowning elites (Rogowski, 1989). Finan-
cial incumbents would stand to gain from joining this
coalition, as the closure to foreign capital would increase
their market power and rents (Rajan and Zingales, 2003).
The example would be copied, after the war, by the
growing number of newly independent (and capital-
poor) nations in Africa and Asia.

In any case, even in advanced nations, financial liber-
alization was now less popular. As these countries recov-
ered from the depression, a new responsibility was taken
by the state, at first haphazardly, and later legitimized
by Keynes in the General Theory — that of stabilizing the
business cycle. The greater salience subsequently of
the domestic equilibrium of prices and unemployment

33 Another indication of the reversal in economic interests, outside the Heckscher—Ohlin logic, comes from Taylor and Wilson (2006), who
notice that the strength of the relation between trade and financial flows was lower in the interwar than before the War. According to the
authors, this reflected not only the higher transactions costs of trade in the period but also the shorter time available for the new
hegemonic power — the United States — to establish a track record of financial leadership (Kindleberger, 1986).
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changed the order of priorities away from capital open-
ness and toward domestic policy autonomy, and became
entrenched after World War II. The postwar politicians,
as Keynes had foreseen into the second quotation in the
introduction to this chapter, no longer believed that
peace and prosperity could be entrusted to the self-
ordering of free trade and factor movements. The new
international organizations created after the war (IMF,
World Bank, UN) reflected this move toward positive
action in regulating economic relations and promoting
cooperation between nations.

CONCLUSION

For the topic of his Nobel Prize lecture, Robert
Mundell chose to reconsider the history of the twentieth
century (Mundell, 1999). The main conclusion of this lec-
ture was that the stability of the international monetary
system depends on the power configuration of the core
countries that lead it. In contrast to the nineteenth cen-
tury, when Britannia ruled the waves as well as the mar-
kets, Mundell blames the economic, monetary, and even
political disturbances of the next century on the rise of
the United States and on the policy mistakes of its mon-
etary arm, the Federal Reserve. This line of argument
had been pursued previously by authors such as
Kindleberger (1986), who subscribe to a hegemonic the-
ory of economic and political stability. Hegemons are the
linchpin of international stability, particularly when pro-
viding necessary leadership at critical moments. The
British steadfast adherence to this position before the
war, the story goes, and the unable or clumsy use of
its new-fangled power by the United States in the inter-
war explained the marked contrast in terms of interna-
tional growth and stability between the two periods.

Even if we don’t entirely agree with Mundell and
Kindleberger, the interpretation they provide is consis-
tent with the patterns we observe in financial globaliza-
tion and the theoretical explanations marshaled to
understand them. The widespread support for capital
openness before 1914 was attributed to the complemen-
tarities between trade and factor flows, as well as to the
network externalities from monetary coordination. In this
sense, international financial liberalization is best under-
stood in the context of the other aspects of the globaliza-
tion process prior to the War. Countries that opened up to
trade gained in terms of easier access to foreign finance,
which gave them the means to invest in transportation
and communication infrastructure that would enhance
their comparative advantage. The connection also oper-
ated for countries with excess savings, since previous
trade relations alleviated the informational asymmetries
in investing in exotic investment projects or securities.
Capital also chased labor toward countries abundant in
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natural resources but hardly in anything else. Finally,
access to foreign capital facilitated a credible adherence
to stable exchange rates (in the gold standard) and was
made easier by the elimination of the currency risk of for-
eign investors. This in turn made it possible for countries
to specialize to an unprecedented degree because they
were assured that specialization would not imply a cur-
rent account constraint in bad times. Although emerging
economies were not immune to financial crises and exog-
enous volatility, their openness to foreign finance paid
off in faster convergence and higher levels of income.
Of course, globalization, if beneficial in aggregate, also
generates losers who can block the process for lack of
a credible redistribution mechanism of ex-post gains.
However, the complementarity between trade and factor
flows alleviated these distributional tensions, perhaps
helped by the concentration of effective political power
in elites that stood to gain more from the process.

The multiple positive feedbacks described meant that
only a shock to integration could disturb the system from
a path of increasing economic integration. Depending on
the stability properties of the system, a small shock
might be enough to disturb the prewar equilibrium.
The two shocks of World War I and the Great Depression
were not ‘small” in any sense and triggered a course of
economic and political disintegration that forms a mirror
image of the years before 1914. These trends reduced and
then reversed the distribution of economic gains from
international liberalization, which was then quickly
reflected in the political fights of the period and the dra-
matic turn toward autarkic policies, especially after 1929.
The extension of the franchise certainly helped make this
possible, although identical policies were taken up in
democratic as in undemocratic regimes around the
World, from the United States and Western Europe to
Latin America and the Far East.

And yet, systemic crises were not new, which begs the
question of why they had not endangered the liberal sta-
tus quo before the war. There are several candidates for
an answer. Kindleberger and Mundell emphasize the
role of the United Kingdom in preventing the most seri-
ous crises of the prewar period (1890 and 1907) from
threatening the stability of the system. This is a straight-
forward application of a model of multiple equilibria, se-
lected by the focal points provided by the hegemonic
nations. The uncompromising isolationism or inept pol-
icies of the United States provided the wrong focus.
Eichengreen (1992) prefers to stress the cooperation be-
tween the authorities of the leading nations as well as
the limited franchise that insulated them from short-
term political pressure before the war. Cooperation
and policy independence were in short supply while
the world economy descended into the throes of the de-
pression. But we might also ask, with O'Rourke and
Williamson (1999), whether war and depression can
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really be construed as exogenous shocks to which an in-
ept world leader could not react in a stabilizing way. The
work of these two authors and others has uncovered the
latent political tensions from the distributional conse-
quences of prewar globalization. It is possible to imagine
a counterfactual world, without a World War starting in
1914, where these tensions could have lead to a backlash
against globalization anyway. Much harder is to test it
though. Compared to tariff policies and immigration re-
strictions, capital mobility was relatively spared by these
antiglobalizing forces, which may be a reflection of the
less adversarial consequences of capital openness al-
luded to before.

Or it may be that we do not fully understand the con-
nection between economic incentives and political out-
comes around financial integration. The example of
the literature on the political economy of financial liber-
alization in the late twentieth-early twenty-first centu-
ries shows the path for the further research necessary
to uncover the historical perspective on this topic. More
and better data on capital market frictions and capital
flows is a good starting point here. The literature has
been arguing perhaps too much from the reconstituted
series of capital exports from Britain before 1914 and
the United States after, without much consideration for
the significant differences in the patterns of investment
of other capital-exporting nations (France and Germany).
Only then will we be able to follow on Frieden and
Rogowski’s “plea to eschew impressionistic generalisa-
tions, instead attending consciously to the interests
and incentives facing all relevant individuals and work-
ing up from that point to expectations about behaviour”
that can be tested empirically.**
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