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INTRODUCTION

The pshavior of franch 2conomy in the *g9o90= raprasents

5 very  Inpteresting aepizode, whicn attractad considerable
anaiytical “nterest  among the contemporansous and, more
recently, among economists and historians. Th=s fFrench

zconomy aftter world War I wasz not =urprisingly characterizad
by high inflation, Targe budget deficits and = growina
National debt, which rudely =hook the confidencs on  the

franc. This aradusl loss of confidence obviously led to

financial and politicsal instabitity, which resached their
peak in  the two speculative attacks against the frane in

'8924 ang 1926, and in the fact that eleven ministries Came

1]
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and went betweer tho:

b

2 dates. It i3 extraordinary that +hi

nual rate of

3

process bringing the economy to a three-digit a

inflation szuddenly reversad its21F, bringing tha sconomy and
the French franc *o 3 complete stabilization noan extremely

shor* period of +ime.

Very few Stuqies concentrated on the first haif of ths
1820s; much more attention, on the other hand, has besn
devoted to analyze the Foincare stabilization of 1926, and
to understand the good performance of the French economy
toward the =nd of  the decade, whan the opset of the Great

Depression started to produce its effacts on +he rest Oof ths

9]

R . - - " "
worlal!), Among the *tormer, savers] sconomists andg historians

{°] See, for exampia, Licnengraze anc ¥ypioes {1838},
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Interpratation Veagar (1881}, for sxamp’es, emphaszizes tha
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role  of Fisosl policy and deafid

Fypzrinflation: Kindleberger (1984) insteac interprets the

expzctations on  the s2conomy. Sardent (1884) analyzes the
stabilization as the outcome of a credible changs in regime;
he emphasizes that a convincing change in reaime can

ztabiiize ths <cconomy very quickly., Makinen and woodward

=) of Polncarsis

D
x
D
~
e
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“t
o

{1989) araqus= that t e
stapilization Tiad n & change in  the monetary regime
Supporting tThs aebt managemeant policy.

The purpose  of this paper is  to emphazize the role

played py =2xpectations in the benavior of *the Efreanch sconomy

from 1822 +to thz end of the decade; we also argus  that

Zxpectations wers largely rational and that their
destapiltizing effact was driven Dy destabiiizing

fundamentals.,

The relativaely Ffast convergence to a European Monstary

1]

Union stated 1in tne Oelors Report has recently ra2newed th

s

interest in stabilization policize. Since the ersjstence o

o

inflation differentials would have disruptive effects in a

Fixed exchangs rate regime, furopean countries must get rid
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relativeily short perioc o0F time. In thi

HAY]

Tight the French sxpsrisnce  of the 1920s= might be & usefyl

bEnroenmark a3 to whicr theoriszss pest aponlisc +to this #pisods

Y]
i

SEE TnTErest ATNractad by those 2pisodes, yery

TEW WOrKS oTea an  ana‘vitical aporosort morsovan TOme

E_x
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antention, For examplis:
T oprices  snowsd a nian degres of volatility ovar the whola

period and they adiusted particularly fast during the two
malor crises, showing no inertiaz at ali: wazes, on the other
hand, sesmed to be Tagging behind prices:

- from July to Decemper 1926 the spot  franc continued to
sppreciate wnile i1t was szystematically traded at & forward

discount, This particular situation nded only in  Apri]

84

‘827, FTour months after ths spot franc had fully stabilized;
- the French economy went through a recsssion in 1925-271(2)
A 3zcona  purposs of  this papsr i3 to attempt a2  forma’
approach in  the 1ight of the economic performance of France

ir otne 19203, W= believe that considering more carefully

zome of the unanswersed questions may help us identifying the
De3t models fitting tha* historical exparisncs.
The paper i3 divided in two parts. The firse® oresents

ar overview and an interpretation of ths maior =sconomic

[$4

developments in  France in  the period 18922-30; +thes second
attempts a2 formalization of some aspscts emphasized in the

first part. The last and concluding section summarizes the

key points and suggests the line of further extensions.

T3 This Fact has hesn stressec b
pargyion of the frarch aconomy 4uring




SOME DEVELOPMENTS OF THE FRENCH ECONOMY IN 1822-30

The post-war years.

1822-30

-
a
10
>
Ui
it
v}
b
<
O
-+
i+
o
4]
T
34
s
O
e
4]
¢]
O
=
O
3
~
o
i+
)
i
~
®
(1
Ui

~ from 1822 to mid-1926, = period charactsrizsd by high

inflation and high volatility of the nominal zxchange rate:

- thsa Poincare's stabilization and the de facto
stabilization of the franc a3t & fixed valus and *hs 1927
rECE33TOoN

-~ the period of ranswed arowth, which continued ti11 +he end

period,
France had lapsed deplorably from the path of =ound

finance during WOr}d war I up to November 19815, fths war had
been financed almost exclusively by external borrowing and
the creation of floating debt which, on a considerable
£xtent, took the form of advances from the Bank of France.

Morsover, Francs  Ccams out to tThe was witn terribla physical

deztruction; as & result, the gxpenditurss were snormous in

The Fipse BOST-war  ya2ars, thus  orzating an  ovaral
zubstantia’ buaget  gxficit, as  shown ‘n Tapise 1. T shoula

3



Zxpens2s was  =2s5tablishad, on the behalf that reparations

trom Garmany should have covered later +the main part of
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a fixed rate  of  dinterest; however, ths gaps betwesn
expenditures and subscriptions were mainly filled by money

aquite close to parity: however, the problem of inflation
brought pegg9ing to an =nd in March 1919, During th=s exchange
rate paric  in February 1820, the franc performad relativaly

w=1! with respsct to other currenciesﬂ); atfter the panic,

the franc was traded at a forward discount in rslation to

of the nation.

Data about the growth in dincome and industrial
production are shown in Table 2. They suggest that for most
of the post-war period the French economy performed

particularly well; by 1823, national income caught up the
pre-war level. Some real =ffort was made to improve +he

the imposition of new Taxation in 192
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opercentage of NNP. Howsever, any drastic measure o =liminats

could have

a
a1

} The 1828 panic was mainly caused by merkets’ rez'ization that the pre-var par’t
YEroDEED restored, at (23St ir o3 snort pEriod of time,



tns debt problem had not been  undertaken by 1924, and any

gecizion to improve the budget situation through increased

rtaxes usually founa very strong resistance amonyg the
soputation., Tn sddition *to +that, two factorz had an

important effect on the public opinion:
- it became increasingly clear that France would not have
recovered the expected reparations from Germany. In January

1823, after Germany was officially accused of default, the

ot
t

ituation in

i

Runhr was occupied; a3 a result , the economic
Germany worsened and the mark started coliapzing with
growing rapidity, It was then understood that most of the

frencn debt should have been paid by the French.

- In Jdanuary 1824 a2 long fterm loan issued by the Credit
- - . . . . - \
National failead to gatner the =2xpectsd SUDSCP1pt1on5(“.

The:

[37]
@©

factors made clear that, in +the absence of moves to

Taxes, the debt wouid have eventually been monetized,

3
©
it
M

ot

hus generating inflation. As firs+ s5uggested by 2argsnt and

(35
O

Wallace (1881), without any restrictive fiscal m and

[¢4)

asur

[¢3)

; - - § -
under certain assqmptwons“/? tight money togay c¢an mean

higher inflation eventuallyi., But Jif the demand for money
depends on the expectad rate of inflation, then the current
price Tevel depends on the stream of current and expected
futurs  Gavels of  money supply. A3z a result, current

anticipations of high rates of money creation in the futurs

{4) This latter factor vas not only an {mportant signai of the difficulty in renewing matured issyes,
but aiso an effzet of fhe distrust, It s well known that g fear of repudiatior is poteantigliy self-
SiF T ing,

[9) Namely, *har the constant real retyrn on Honds exceeds thé ComNON cOnStant growth rate for regl

RCORS aNQ DOPLATTon, and that the azmard function for pase money exhinits comstant income yelocity,



tEnd to  raise the currant rate of inflation. The mechanism
througn which thiz takes place i3 simpiy the current

monetization of ths debt as a result of the d1ffriculty in

Q

renewing it, as the French crizes in 1924 and 1928 clearly

show=ad, In this Tight. the spaculative attacks were
compietely rational and they simply reflected the
destabilizing features of the underiying monetary and fiscal

@
~+

The behavior of prices and the exchanage rats reftlected

@

of confidence. After +thes 1920 panic
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the spot franc recovered gquickiy: in April 1822 the franc-

rom th
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noon 1t depreciated almost
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continuously and it reached 88.30 in +the 2arly 1924 (see

13

Fig., 1), The forward franc had a very similar behavior:
while in  the 1920 and =sarly 1821 it was at a premium in
relation to the pound, tnes premium gradually disappeared and
Jave way to a discount in July 19821, In +he following period

the forward franc remained at a moderate discount {(se= Fig,

]

N
e
R
i
[19]
U}

shows that prices behavior mimicked very closely
that of the exchange rate,

This climate of dincreased nervousness and loss  of
confidence in a2 fundamenta] recovery of the economy rapidly

-

degenersted in & oreat speculative sttack on the Tranc. Th

@

spot franc-steriing aspreciated from 103.4 on March t to 117

francs on MMarcn 8§, Whereas in  other occasions the forward
discount nad contracted in anticipation of & racova~v, this

{6} We should probadly be more precise adout the role played by the rate of retyrn on bongs: we
eiscuss this probiem later, fo retation to tre spacuiative attack of 1476,



timz the discount continued to widen, loosing contact with

tax, the double decime, and at the same time he had recourse
to credit from abroad. At the same ftime the French
government was granted & credit of 4 million pounds and 100

mitlion doliars, which wsre promptly used *to buy francs.

5]

peculators’ anticipations that these creditsz would be

f

gxhausted soon made the discount remain wide for soms days,

Dezpite the remarkable recovery which follows=d Poincars's
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bzar squeesze, the spot franc began to depreciat
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nted nothing more than a
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The bear squeez repres

short-lived victory: in the absence of a genuine move to a

was  bound to
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continus, Agents' anticipation of future hiaher monsy growth

rates were refiscted 4in  current inflation, the forward

B

discount and the depreciating trend of +ths spot franc, It
should also be noted +that the period between June 1924 and
July 1826 was one of political instability, After M,

Foincare was defeated st the political electionzs in May

1824, 3 new government Dy the Jaft-of-center rCartal des
Gauches went to powsr, starting a period characterized by
. (7)

requant changes in the governmanti /),

Tt T3 surprising that, notwithstanding the fnstabdilirny

77 ¥ore precisely between Way 1924 300 June (926 Srance nad ssven premizrs ang nine aministers of
finance,



of  the p=riod, the French economy did not enter any

recession. In 1925 the rate of agrowth of real national

income solved down substantially and the Industrial
Froduction index actually fell: as Fig. & and Table &4 show,
the performancs of the French 2conomy had an 2xport-based

The specuiative attack of 1926 and the Poincare's

stabilization

Spring 1926 the franc showed again signs of coliapse

I
o

d to acceizsrate, reaching =2

o
1]

and the rate of infiation start
peak in  July 1926. The franc-steriing spot rate reached 201
in July and the discount of the forward frane widened
spectaculariy: the annualized rate of inflation in Jure and

ctively, In the previous

D
D
iy

July  was 1368  and 348 resp

Piterature, three possible explanations have besan aiven for

the French hypsrinfiation. Sargent (1984) ancg Yeager (1981)

attribute the 2pisods  to large and continuing budget
deficits financed by money creation. Howsvar, there s

1ittle evidence that this iz the case. The French deficit

was shrinking very fast and., after 1824, {1t was not a

h

oroblem; in act, it gave way to & surplus in 1926,
Morsover, thar:z was not a clear relationship between the

supply of notes and the deficita

Othes sutsoratll nave emphastzaa the rols oizyed by the

{8) For exampis, Kinglenergas (13867, Srowr (1940 arg Prati (19807



Toss of confidence in the =2vantual redemption of the debt.

[$4

The factors usually mentioned as responsible for the run are

the fisca’ oroblem, thne renparations quastion, the
realization that the pre-war parity of the franc would have
never bezen obtained again and the political instability.
Thesze reasons have surely played a role in destermining
axpaectations, not to mention the fact that a fear of

repudiation can make itself rational even without any good

~+

reason to  star

1231

- it. Nevertheless, Makinen and woodward

{1989) claim that the loss of confidence hypothesis doez not
it the timing of inflation or the behavior of other
gconomic variables, The deficit was shrinkina not only on

absolute value, but also as a percentags of National Income;

in add the debt growth came eventually to a

ty
o+
o
o
~+
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+

halt exzctly in the 1925-26. Makinen and Wwoodward then

wonder why a loss of confidence did not occur earliier: the

-

150 argue that other crisis of confidencs explanations,
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Tike the perception that Germany would not have o
2xpectad reparations, should not necessarily imply a runoff
the bonds. Even in the case that Ricardian equivalence had

hold, net government's bonds present discounted value would

have been zero because of the Ffully offsetting tax

Althougn none of these reasons could have caused alone
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tne runoff gether, they may

nave undgermined private agents’ willinanesz to Rald bonds.

Mak:nen and woodwar o s=3am  nobt to taks into acoourt that oz

&



first loss  of confidences determined the 1924 crisis, and
that for the psriod 1825-26 the Bank of france had been

2vading the Taws which 1imited the advances to the State and

the absence of any convincing step toward a solution of the
debt problem rznswed the inflationary expectations which had
first shown up two years before.

Makinen and Woodward (1889) support & monetary
explanation of the French Jnflation. They «c¢laim that the

Freznch government was actually adopting a policy of interest

T

p=33ing, thus reafusing to offer the price at which the

QO
{

market would have hold the deb+{%. gyt @ policy of targeting

interest rates insvitably causes monetzxry policy to become

+

endogenous., Once the natural rate of interest exceeded the

o

offered one, economic agents tried to get rid of bonds and

the Bank of France had to advance notes to the State to 117

A closer analysis of the monetary explanation raises

i
]
3
Q.

two questions, First, if the discrepancy between natur
offered interest rate is the critical variable, +then we
should be able to identify the reason which drove up the
natural rate in 1926, But Makinen and Wwoodward fail +to

producs any convincing resason for this, gxcept for the fact

that holders might have adaptively learned +the inflation
corszquences of the French commitment to psg intersst rates,
Sgcondg, it would bz dnteresting +to test  tha monaetary

f9) In the case of Toss of configence, on *Re other nand, the sup'ic does not nole goverament
sacuritias gt any prige.,

12



nypothesis; however, the data contained in tablse 3 do not

Qo

sesm to give 3 clear-cut answer. On one s31de, the data seem
to support the nhypothesis that the interest ratzs were
pzgged, as demonstrated by the fact +that the nominal
irterest rate did not rize substantially =ven during the
speculative attacks., In addition to that, from 1822 to 1928
the real interest rate was negative and it reached -18.9 in
the last yeav““. On the other side, both inflaztion and the
real intersst  rate wers extremsly volatile in the period
Under consideration, thereby making it difficult to isolats

a 31ngle breaking point. Morsover, we should b= able to

f—*‘
+
v
%
48
o
w
)
[44]
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=2xplain why & apeculative attack did no
in 1820 o in 1923, when the real intersest rate f=11 even
further down than the 1926 level.

In July 1926 Poincare took charge again. The first

.“t‘

)
D
31

ps were to deal with the c¢risis at hand and with the

!
€

i

floating debt. Having learnt his lesson ipn 1924, Poincare

made Jyse of official interventions to stabilize the spot

)

zxchanges rate and s=2t  about improving the debt management
policy. The principal items were a further heavy addition to
the tax burden and the creation of a Caisse Autonome

d‘Ammortissement“”g whoss purpose was to refund the VEDY

1

short=term debt  with  longer maturities. fconomic  agent

1

perceived Poincare's program as s genuine regime change and

{10) This raises also some questions about the valigity of the Sargent and ¥allace-type argument ip
the parion '1923-26, given that & negative raal iatsrest rate shoyc not exacernate the inflationary
tonseaquences of the daept,

(1) The Caisse Autonome ('AmROrtissamsnt was cragtad by tnz solzan procedure of a constitytiona!
amenqment,

13



market expectations began to reflect this switeh quit= so00n.
interventions, the spot rate recovered

guite  guickly and stabiliz=d at 121.08 by Decembar.

Obviously, the &ajustment of expectations was & aradua)
process, even it a relatively fast ons, which reinforced

itself as ths financial situation continued to improvel!?),

Poincare's return to powsr brought a first revival of
contidence due to Poincare’'s reputation of austerity and
efficiency. Neverihelsss, the completion of the adiustment
did not taks pilacs instantansously. The marker was not sure

whether the monetary regime had changed and lTe=arned about it

16
o]
ey

33 new observations becams availabls., The exist

®

ne

“learning processes! is usually &sssociated with empirical
ohenomena which resembie a '‘peso problam’ in macrosconomic

<

ariables. The @markst seems +to rationally make on-average
mistaken forescasts. During Poincarsei s stabilization, for
example, the forward franc was traded at & discount up to
April 1827, while the spot franc continued to dappreciate and
then stabilized!™. Intuitively, to the extent that the
market thought debt management policy might not have

changed, it predicted Tarager future money supply . Therefore

it anticipatad & depreciation on  avarages, which was
reflected n g ftorward discount. However, fne policy

{12) Once again the self-fyifi1%ing arqument applies: a revival of confidencs mav cause 3 short rup
improvemsnt in sole economic variabie, sven witnout any effective regine change. Wowever, in the long
~un fyrdanentals ars bound to prevail,

{13) This pnenomena nave a'so apoearsd more recert’y: for examplz, From 1980 4o 1982 *ng i3 doligr
Followed a behavior qualtatively similar to *hat we gescribag for the frgnc,

T4



gctually switched to tiahter moneay supply, so that the spot
rats followsd an appreciating trendllt),

frices adjustsd  very quickly and stabilized by the end
of 1§286; it is intersszting to note that they showed & very

high degree of flexibility, whereas in +h preceding peariod

[¢0

{(except for the 1824 crisis), domestic prices s=emed to lag

[
ek
v
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behind the exchangs rate, This empirical res
that & model aszsuming price stickiness might approximate
quite wall prices behavior 1in France after wWorld war I,
except at  times when major changss in current or  fyture
monetary ragime  took place. Intuitively, it is precissly in

these circumstances that we expect the timing of changes in

the other hand, lagged behind prices in the entire period,

supporting the view that contracts were 1in some way

staggered,

The 1927 Recession and the Renewed Growth

Notwithstanding the aquick stabilization of prices and
zxchange rate, +the French gconomy went through a recession
in 1927, Unemployment suddenly rose from 3% to 11% and the

arowth of rezl income fz211 to -3.5%. As many authors have

Already emphasized, this recession can be zxplainsed in terms
of the F311 in compsetitivaneszs dus to the exchange rats
appreciation, whicn in turn caussd a dscliine ‘o tre volume

(el & short, formai aoproach to this aronizm is taken ip *n
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of exports, Howevear, a clossr look at the data suggests that

R

nvestment rather than exports was the principal cause of

¥

the output fall (see tabiz 4 and 6). Tne explanation of this

i

rests on the behavior of the reazl interest rate. Infiation
fell very rapidiy in 1926 and i+t gave way to deflation in
1927 on the other hand nominal interest rates remained high
until March 1927 because of the "Tearning’ effect on ths

forward franc dynamics. As a3 result, the real interest rose,

{

strongly discouraging investment, Thereforse, +the Franch
recession of 1827 was the result of & different timing in
the stabilization of prices and the forward exchangs rate;

the reason why the former stabilized faster than the Tatter

The 1828-30 waz a period of renewed growth for the
French economy: unemployment fz11 from 11% in 1927 to 4% and
1% in the 1928 and 1929, respectively. The conventional view
i3 that stabilization of the French franc at an undervalued
rate after 1926 and elimination of inflation lowered nominal
interest rates which, in turn, increasesd the demand for
money, HUnder 3 Gold Standard regime“”, an increase in money
supply can only be obtainsd via a balance of payments

surplus. Hence, in the convantional view the French

D
s

expansion of the end of +tne decade wa 12d by increasing

exports. Eichengreen and wyplosz (1986) find Tittls evidence

ey

in support of this viaw; they aiso show that nvestment,

{15) Actually, French was on a de-facto Goid Standard from earty in 1927 to June 1§28, where the New
Monetary Law officially squated the franc to §5.5 miliigrams of gold, 900 fine, It was 0.20305 of the
pre-war gold franc, ane v fmpiied a parity of 24.% with London ane 31,3170 cents to 3 franc with New
York.



once again, emergsed as the leading sourcse of output growth,
The share of investment in GNP rizss from 4% in 1927 +to
nearly 21% 1in 1930. On the other hand, exports and current
account surpluses tend to shrink both in absolute value and
&35 a share of GNP. As further support of the hypothesis of a

change in the composition of aggregate demand after 1826,

fall in the

(0]
-
u

Eichengreen and wyplosz find eavidence

relative price of traded goods in relation to nontradsd

200d5,
A plausible explanation for the rise in investment is
the fa11 in real dintersst ratz following the complete

Q
(@]
'y
«©
N
N

stabilization of +the franc. Starting at the end
nominal intersst rates could fall in accordancs with the

gradual shrinking of the forward discount; since inflation

[34)

was already stabilized, the real interest rate followed the
nominal intersst rats behavior vary c]oae]y“”.

The fall in the volume of =xports is consistent with
the appreciating trend of the resz] exchange rats between
1827 and 1930 morsover it i35 plausible to assums that

aggregate demand in the other countries contracted after

1829 becauss of the first effects of *the Great Depression.

These reasons can explain the shift in demand from the
tradea  goods To  the nontradea goods 32CTON Y since

hift  in demand partially

01

unemployment was very low, this
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{18} Sichengraen and WypTosz {986 3ive a more slaborate, byt I hope ot incompatidble, axplanation to
the surge of investment: tney snow the existences of a link between figea! poiicy, Tobin's g and the
real exchange rate whose effzcts are consistent with the developments of the Frapch aconomy toward the
2nd of the 1926s.
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the two goonds.

A TALE OF TWGC MODELS

The anaiysis of the major developments of thes Frenpch

sconomy  in 1822-1930 has given us three Jinteresting

indications:

t
}
+

times where 3 monetary regime 1is changing, prices

tended to be fully flexible. Intuitively, 3 change in th

[$C

monetary policy represents an aggregate shock to which firms

t

it

nd to response contemporansously, i,e, there 135 high
correlation in the timing of price changes across firms;
- in periods of minor changes 1in expectations, where
idiosincratic shocks were preminent, prices tended to be
sticky;
- wages always lagged behind prices.

Therefore, an attempt to undertake a mors formal
sgpproach needs two different kinds of models. A simple
monetary model which assumes full price flexibility might

fit the fir

3
+

t scesnario; o he other hand, a dynamic mode]

o1

which assumes price or wage staggering might fit better the

second one,

A Simple monetary model

it}
+
Tt

The monetary APProach to T he SXCNANDE )

Termination f23tI o on Two Dasic assumptions:



1) domestic and forzigr bonds ars perfect substityutes
2) domestic and foreign goods are also perfsct substitutes,
i.8, PPP holds at anv time,
The basic equations of tha monstary approach are
conventional monsy demand functions
(1) m=p+zy-pi
{2) m*=p*+av*~bi*
where @ m=1g of domsstic monsy supply
p=lg of domeszstic price Teve]
y=log of domestic r=al incoms
i=domeztic interest rats

variables for the “Fforsign country,

33}
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D
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An aster
Taking the diffesrence of (1) and (2) we obtain
(3)  me-n*=(p-pM)raly-y*)-p(i-1%)

Uncovered intearsst parity implies that

{(4) i-1"=Ed=

zxchange rates. ppp
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(%) s=p-p* and Ede=Edp-£dp*

o
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o+
—ty

Ttuting (4) and (5) into (3) we obtain
(6) e=(m—m*)«a(y;y*)+bﬁde

mi-elasticity of domestic money demand with

=
D
o1
sy

where b is +

respect to the intersst rate. To kesp thinas simpie we can

normalize with sapact to the for=iagn courtry variables. =z0
that we simply obtain
{7 B EMe =3y +hELde



path of the forcing variables, includina ftnhs sxpected future

O

money supplies

-
(8)  ex=(1-c) Z cll-aFtys 5+Emp,;] c=b/1-b
"-O

Equation (8) zhows how a bad debt management rolicy bound to
cayse future monetization affects Fhe  current  nominal
gxchange rate (and, via PPF, the current price level),

This model can also explain the puzzling phenomenon of
the coexistence of a forward discount and an appreciating

zpot rate(!l), Assums, tor sxample, +that the monsy supply

process 1s noisy and squal to

whzre dng 13 a constant and ve 73 a2 7id normally distributed
random variabls with zero mean and variancs 50, Supposs
that, at t=0, the monetary regime  shifts to a tighter onse
1ike

(10)  mp=dy+tus for t20

where dq<dg. For simplicity we assume that d{=0, dg>0.

B

However, the market i3 uncertain whether the reagime  has

{

actually changed. . Given a prior P?’t, which 1is5 the
probability assigned by the market to +the evant that the

process has changed,

(11} Etmt+j:d0(?“p?,f) i>0,t20
substituting (1) into {(10)
B0
(12) es=(t-c) > cfaEtyt+5+c(1—P¢gt)do+(1~c)mt
iwo
The spot  =sxchange rats is a weightad averags of ths current

{'7) Se2 tewis (1987},

20



A3 new observations bscoms available, economic agents
optimally update their prior beliefz according *to Bayes’

Rule. As dintuition would suggest, in any given pzariod of
time the expected path of the 'true process’ probabilities
ris=s approaching ons. Assume now that the forward rate
equals the expected future spot exchange rate, so0 that the
forward discount 13 simply equs) to  Ede, In order to
concentratse on the Tearning effzct, assume that +the
unconditional expscted change in  incoms is  zs=ro. Leading
{12) one period ahsad, *takino conditional sxpectations and
subtracting ey we obtain the forward discount

(13) Eteprg 2e=-{1-ciupt(1-c)(1-FPqyyp)dg

the expacted valus of the samp] i f the forward

14
3
O
i
a
O
.ﬁ

discount is positive

Tt

1 T
(14) (1/T>E::§_ (Etatyq1-24) :(1—::){514 (1-Py 4)dy3dg/T >0
=1 <
r\_

The market anticipates depreciatio to the extant that

policy is percesivaed no to have changed. On the other hand,

4]
1

the spot =xchange rate depends on the actual policy in play.

Leading (12) one pesriod ahead and subtracting e+ we obtain

< <
(15)  (1/TIEL 2 (epyq-er)i=-E{ = (Fy ++1-Fy ¢) dyicdg/T<0
c=4 (= | ’

A "sSticky price model

Az explainad =arlier, a model which assumss price or
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stickiness and the fact taht exchange rate depreciations

were mainly unanticipated in the period 1922-1926 were *h

[}

main reasons of the depreciating trend followsd by the real
zxchange rate. This, in turn, explains the increase in the
volume of exports up to 1928,

A simple overshooting-type model & 1a Dornbusch (1978)
a first approximation. The overshooting

might b used a

O

iS5

model simply relaxes the assumption that goods are perfect

substitutes, and 1%t assumes instead that PPP holds only in

53
[ty

the long run. The final squation for the exchanae rate in

)

tns overshooting model s

(16)  e=(m-m*)-a(y-y*)-(i-i%)/g

where g is the speed of adjustment of the sxchangs rate{18),
Monetary shocks have real short run effects in this model
because the slow adjustment of prices affscts the real

exchange rate and real money ba

anc

@

5.
More sophisticatsd models which introduce staggered
wage or price conitracts, Tike Taylor (1878), fischsr (1977),

and Calvo {1882), might also be ussd,.

CONCLUSIONS

During post Wor’ld War I period the behaviour of the
franc raflectad the underiying fundamentals and the
credibility of government's stabilization opolicies. ITn the

post-war yea~3, frano cepraciation and its forward discount

‘§ Since prices do not adiust Tnstantansousiy, the overshootin mode® reduces to a sv3Tim oF two
¢ifferentia’ aquations wnose soletion is 3 saddiepoint,
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clearly signalled that the return to the Gold Ztandard wasz

net perceived as credible by the market. Large budaget

higher rates of future inflation which, in turn, raised the

the data seem to support) made current mone endogenous, 50
that Jlosses of confidence had direct inflationary
consequences. Hencez, the two speculative attacks of 1924 and

18268 were mainly driven by destabilizing fundamentals and,

notwithstanding the dzs3tabilizing conszquences, expectations
were  rational aven in those c¢ircumstances. This WS

confirmed by the fact that both the exchanges rate and prices

stabilized fast once the stabilization policy becams
cradible
The absence of inertia in price movements at times

whers the monetary regime s perczived to have changed

-+
n

sugaes that & simple monetary model might fit the French
experience during the Poincare stabilization. On the other

hand, & model which assumes price or wage stickiness might

H

3

it th rest of  the

&
O

=L

3

ple, where prices seemsd to lag

behind the exchange rate.
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TABLE 1
Veaar Daficits Daf /NI Total Int Un=2mployment
Debt

1918 34.3

1919 26.7

18920 17 .14 12.9% 219.2 5.0

1921 S.3 6.6 241 .4 2.0

1922 9.8 6.7 254 .4 2.0

18923 11.8 7.2 275.2 3.0

1924 7.1 4.4 285.5 3.0

1925% 1.5 0.7 291.6 3.0

1926 +1.1 0.4 291.9 11.0

18927 +0.2 277.9 4.0

1928 +3.9 288.6 1.0

1929 +4.,9 279.8 2.0

1830 4.9 283.0

TABLE 2

Year Real National Growth in RNI  Industrial Unemployment
Income Production

1820 270 5.5

1821 250 7.4% S54.4 5.0%

1922 304 21.6 81.5 2.0

1923 329 8.2 g91.7 2.0

1924 381 15.8 110.2 3.0

1925 384 0.8 108.0 3.0

1926 401 4.4 125.3 3.0

1827 387 -3.5 108.6 11.0

1928 410 5.9 116.0 4.0

1929 453 10.5 128.0 1.0

TABLE 3 ({(ratss)

Yaear Nominal Int Inflation Real Int Advances

1919 5.2 5.1 0.1 23.0

Q20 5,8 43.0 37,2 29.8

1921 g, -32.2 38.3 29.6

1922 5.7 -5.3 11.0 27 .4

1823 6.0 28.0 -22.0C 27 .7

1924 7.0 16.7 -9.7 27.6

1925 9. 12.6 -3.5 31,5

1926 8.8 27.7 -18.9 Lt,2

1827 5,8 -12.1 18.7 33.1

1828 5.3 2.0 5.3

1925 4, 9 =14 5.3
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TABLE &4
Decomposition of National Income (as percentage of GNF)
Vear Consumptian Investment Government Curreant
Spending Account
1922 533 . 139 312 016
1923 606 140 240 014
1924 598 167 216 019
192% 648 152 176 023
1926 645 174 152 029
1927 670 143 163 023
1928 643 . 180 159 017
1929 658 . 183 147 013
18930 608 .209 182 001
TABLE S
Yagr Exchangs rate Price
spot Ff/pound {general index)
1820 52.7 520
1921 51.9 352
1922 54.5 334
1923 75.7 428
1924 85.3 499
192% 102.6 561
1926 162.7 718
1927 123.8 630
1928 124.0 634
1929 124 .0 623
1930 123.7 543
Exchange rate Price Index
spot Ff/pound
Month 1926 1927 1826 1927
Jan 128.8 122.8 647 635
Feb 132.4 123.6 6489 645
Mar 135.8 124 .0 645 655
Apr 143,7 124,0 664 650
May 155,86 124 .0 702 642
Jun 165.9 124 .0 754 636
hy! 188.0 124.0 854 636
Audg 172.1 124 .0 785 631
e 170.1 124 .0 804 613
Jct 165.5 124 .0 768 600
Nov thUL2 124 .0 598 6507
Dec 122.9 124.0 g4 0 6§17
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