Why Bretton Woods nostalgia makes no sense
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Although economic theory is still inconclusive as to the exact effect of integration on the properties of business cycle
co-movement, a number of empirical contributions have argued that intense trade and financial integration is
associated with a stronger degree of business cycle synchronisation. A corollary of this view is that the Bretton
Woods era — a period during which both trade and financial integration were substantially below both pre-WW!I and
current levels — is often presented as the low point of business cycle synchronisation in history. But is it true that the
world co-moves more than it used to? And could it be that returning to the Bretton Woods world — with capital
controls and fixed exchange rates — would decrease business cycle co-movement between countries?

In a recent paper, we show that because of important data limitation, the previous literature tended to minimise the
amount of co-movement in real activity before 1973. Using a new database of quarterly industrial production index
for 21 countries from 1950 to 2014 based on IMF archival data, two key findings emerge. First, we find the
globalisation period is not associated with more output synchronisation at the global level. Contrary to the common
wisdom, the world business cycle was as strong during Bretton Woods (1950-1971) as during the Globalisation
Period (1984-2006) before the Global Crisis. Second, we find that, at least in normal times (i.e. absent a global
financial crisis), deeper financial integration tends to de-synchronise national outputs from the world cycle.

The world factor — and its influence on national economies — since 1950

Our research first shows that a very precise (common) world factor has been at play since 1950 (Figure 1), although
its quantitative impact has varied significantly across different periods (Figure 2). As expected, we find that the
importance of the world factor for national output dynamics increases dramatically during periods of common shocks
(1972-1983 and 2007-2014). For instance, we estimate that between 2007 and 2014, 65% of the variance in output
growth in our sample was due to the world factor, suggesting that almost no country moved on its own during that
period. Contrary to the common wisdom however, we do not find any difference in co-movement between Bretton
Woods (1950-1971) and the Globalisation Period (1984-2006). On average, the global dynamic accounts for 20 per
cent of output volatility in both periods. Among other things, this result shows that when a longer sample is used, we
do not find empirical support for the view that globalisation, before the 2007-2008 financial crisis, was associated
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with more co-movement at the global level.

Figure 1. The “world” business cycle since 1950 (click to enlarge)
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Figure 2. Variance decompositions average in % — full sample vs. sub sample (i.e how much
of countries’ output growth is explained by the world cycle?)
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Note that averages are computed across all 21 countries for each sub sample. Dots report the
5 and 95 percentiles of the posterior distribution
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Why do some countries ‘de-synchronise’ while others ‘re-synchronise’?

Another important finding of our research is that although the average co-movement we observe has not changed
between Bretton Woods and the Globalisation Period, who co-moves with the rest of the world has changed
substantially (Figure 3). Countries such as the UK, Belgium or Sweden, who were strongly co-moving with the rest of
the world during Bretton Woods, have been significantly disconnected from the world dynamic during the
Globalisation Period. In contrast, countries such as France, Italy and to a minor extent the US, who were dominated
by idiosyncratic dynamics under Bretton Woods, have been re-synchronising with the world cycle. A significant
number of countries are also found to display constantly low (or high) degree of synchronisation with the rest of the
world in both periods.

Figure 3. Variance decompositions by country and sub-sample
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Why do some countries synchronise while others de-synchronise? Our results show that the changes in
synchronisation observed over the last 65 years can be explained, to a great extent, by both trade and financial
integration patterns. In normal times, we find that deeper financial integration has a negative impact on the
synchronisation with the world cycle. Quantitatively, we estimate that increasing financial integration by 10 per cent
— measured by the ratio of foreign assets plus foreign liabilities to GDP — decreases co-movement with the rest of
the world by 1 per cent. Interestingly, this ‘de-synchronising’ effect can be compensated by opposite forces in times
of global financial stress (e.g. since 2007), during which more financially integrated economies co-move more than
others. We also find that trade integration tends to increase co-movement with the rest of the world, although this
effect disappears when considering only advanced economies, suggesting that trade integration only affects the
strength of co-movement with the world at early stages of the process.

Conclusion

The Global Crisis reignited the debate on the importance of globalisation in shaping output co-movement. Our
research cast a new light on these issues in two ways. First, we find that the Bretton Woods era was not a period of
low co-movement compared to the period between 1984 and 2006, which saw a massive rise in both trade and
financial globalisation. Among other things, this implies that a low level of integration — imposed through the
extensive use of capital controls and trade barriers — does not imply, per se, a low level of co-movement in the
economic system. Second, we find a robust negative link between financial openness and the correlation with the
world business cycle, although this effect is clearly dampened when financial crisis hit (e.g after 2007). Financial
integration has a strong and asymmetric impact on output co-movement.
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o Alonger version of this article was published by VoxEu. This article is based on the authors’ paper Has
Globalization Really Increased Business Cycle Synchronization?, IMF Working Paper WP-16-54, and was
presented at the 2016 annual conference of the Economic History Society.

e The post gives the views of its authors, not the position of LSE Business Review or the London School of
Economics.

e Featured image credit: Mount Washington Hotel in Bretton Woods (NH), where the historical 1944
conference took place, Wikimedia Commons
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