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These articles argue generally against 
a gold standard. 



THB. NBW YORK TIMBS, SUNDAY, OCTOBBR 4, 1981 

Forum. 
ECONOMIC AFFAIRS/ William Nordhaus 

Gold 1n the Ye~ of the Quack~ 
• HOWWIII 1981 be entered In the an­

Dllla III ttie bl&lory or ecooom1c 
tJiouabt? WW it be recordedu a 

year of inteme ~ turmoil, of 
struales to cast ulde tbe discnldlted 
aJIISellSUS of tbe 1980'1 and 1970'■? 
More Ukely, I Clllnk, 1981 will be 
vtewed aa a period ID wllich ecceatrlc 
voices cemponrtly won the ear of 
political leaders, the year or the eco­
namicquaclL , -

1be first victory or die Qlllmtic 
llevolutiOD WU lll(IPly.cide -. 
ics. After a decade ID whicb ~ 
mists and Presidents preached there 
were no easy answers, supply-aide 
eab>llllstsdasbed theirpe8'Rmism. 

Soon, boweYW, tbe supply-eide el&­
gance wu called threadbare. Wby are 
lllterest rates so bigll? Why is die defi. 
cit DOI disappearing? Tba lllllftr, ac­
cordlDg to tbe 111p1>ly-&de tbeortats, Is 
that OW' debauched paper lltlllldard 
Bbould be replaced by• aoJd ltamlard. 
'Ibey alng to tbe lards and 1adie9 of 
ByzanUum, or golden agea past. or 
puslng,ortocame. 

Unlike tbe euUer ,upply,,atde 
proposals, tbeavldstandard bua Joag 
and well-documented biltoty. It may 
therefore be IINfll1 to review the vari­
cm kinds of &Oki staQdards and to 
evaluatetbelr~tDday. 

Proposala to return to the aoJd 
liCaDdanl rest CID tbe Yiff that by rely­
Ing CJl1 paper _, tbe -r baa . 
lost its anchor and therefore Is d&­
predatillg (pries lff lnflatlDg) In a 
cbaotlc fasblm. To cornet tbls defect 
In the ~ mechalllsm, gllk1 
pniponmts would Uketoancborprtces 
to a eommodity ID IIICII a wsy that 
prtceswillstablllJewertbe 10M nm. 

• 1be ful¥1ameotal tecJmlque for an­
cboring tbedollar to gold Is by defining 
mooey In term& or gold. Under the gold 
standard, we ,-Jd peg tlle dollar to 
gold at aome ftnS parity, 11111:b as 
today's 0.002.17 - of &Did per 
Umted States dollar. 

There are three levels at which a 
l!IOld standard CID operate: as illtema-

• tkJnal maney, central banltraerves or 
national CllfflDCY. As IDtematloaal 
money, gold,erves u a medium of a. 
change and -.ve among natlooal 
pemmeata,.uawlDgtbem toaettle 
,iccounta. 

For tbs period frolll World War U 
Ulltil 1871, 8111d played just such a JUie. 

William Nordllaus II Iola& Muuer 
Pro(enor of Ec:cNntlc:s or Yale and a 
formu ,rimrbterof Pralcfent Carter's 
~o(EalnonlicAdvlae12. 

Darias die ... INl'a, bowffel', tbe 
pld atandard ... jiiUCiiAlvel1 --
able to ClllllalD Ille C8lllrltupl fOftS 
of undenaloed - ~ lntla­tton l'atel 11111 ID ~ dollar. 
~. ID 1171 die dollar wu 
fonna1ly tum on • gold ltalldard 
and declaftd illcaa-ubllllDto &Old at 
tbeparitJoCSl5percuice. ' 

A NCODd ~ or Sold lltllDdlrd ~ 
cun wbeaa Mtian'acmtral bank ma 
Sold u Its-. when &Old fonm 
the "IIIOlletUY ..._,. for die dollar. ID 
tbla cue, the money supply-..ld be a 
mllllipleoftbe&Oldbue. . . 

n.111eo1 &Old u. ~ bue 
- altbough • ftc:tlml matatalmd until 
die late 191 - data beet to tbe 
period before tile Clllllnl bank 
mmpoffml CUfflllCY ml a.se 
paper money eecme. Today, pnlpOlala 
to l1Dk tbe money llllpP!y to BOid brft. 
mnpletely different mot1vatian. A 
ruletbat ftnS tbe lllleand ftlllMiaDof 
tbegokl ltoclt 1111d uilllted the_, 
atocJl be a flDd malttple of dlllt, wmld 
furoe IIIODl!lary paUc:y tato a fbmd 
gruwtbratende. . .. 

Sllcb a ftzed.gokktock rule by l1Nlt 
II limply ~ ID lilt prtl. 
Gold la campleCely lRIDIQlll&IY to -
force a rule dlat tbe muuey IIOck 
~ pvw at·a ftnS ,.. _ IUCII a 

far prims. Ullfonullately, mt aaly la 
tbeucbor-.times llllrl!Uable-lD­
... daaprol1I In lltOrmy -ther -
bat tbe&Ollf staDdald p0Mll manyRl'i­
lllll difflcultiell U a tool far IDlmpag 
die-,. 

Pint, If the dollar bad foUond die 
• tlWMII of gokl, prtca would ban fol­

lowed a roller couter much wone 
tban tlley otllerwile d1d In the mo'■. 
'Ille tnrlatlaa rate ID term, of &Old wu 
58 percmt ID lffl, 98 pm'Ollllt Ill 1980, 
llul J11PtiW 38 pmamt a,w the 1ut ,..._ 

llaweffl' lllbject to tamptat1CJl1 cen­
tral banDr9 are, lt II c1eu that they 
bavemanaged the dollar II lllch a way 
dial It wu much mare ltable tbu 
pd. In addltlm, the fate al Ille daUar 
ww1d be Intimately tied to tbe policMB • 
ol lllppilerl lib the~ Unlon ud 
to .,id llolderl IIICh u the Orpnla­
tm al l'lltroleum EaportlDa Coun­
ba. 

llaca!, bel:auae of tbe wlatillty of 
11111 pn01 or &Old. coantrtea wou1d be 
bad to build up stoclqlilel to batfer 

• lllort-raD price mop. 'I1lll would -
quire outlays of rm! &oodl and _,,_ 
!al limply to build a buffer ltoCk to 
nplaca Ille mucll lower coat paper 

- llalldird. 
' -- 11drd, - if tbe '"tKlmtcal" prob-

rale II patb1e with 1Dda7'1 bukin& -- al IIIUlqUII BOid could be 
.,.rem. ltl wi.dom er fally ~ IIIMd. dlilwmlkl l!Ot lead toaa euy 
aat at an an ~ Ille IDIIDIW7 an far dlrallic lnfJatloD. Worun 
11u111-ar-"' 11111 manapr1 wbo do mt follow the 

l'.'"'I""" - ~ ·c,r flllllDce would baff to be 

re' 'fl!l'ilall af the pf...,_ penuadllll to 1'llld down tbe .... 
avld • naam.l -,., oc- pricesptral-at the coat ot prolaapd 
,,_anau-I cmnacyll ~lllldes-capaclty. It 

dllftned ID-.. of &old, SIICb a llblll- la bard to• wllytbecro■1 or cllldllfla. 
tka bean • ~ ..-nNaece timl'ftldd be martredlyrwduced ll1lder 
to tbe tint plu. But wldJa ID die tint tllellJld ltUdanl. 

~i:=~-=:: ~~~.:=.-:= 
lflldet t118 dllrd ~- actu111y-.. '1111 United Statet would therefore 
COIMII 1ep1 '--· Blt!m the aa.. apmdCOllllderablepoUticalcapltalat-
ernmealOl'jlifflltepu11.eatlaapledp lmlpdn& to penuede otbm'II to join a 
tbaltblltt.o.u.•1,wlll be paid lnpld at -goklrejllme-lfterbavtng forced 
die offlclal price; Undilrtbls plan.- 1tse1-lonawrtJustl0yearu,o. 
Ha die tint, DO~ la allond Whet 1111!11 II tbe appropriale role for 
10oa:ur. You~omda:,betoldto pd? It bu DO place ID tbe muap. 
aclllD&t,aardaUarfor 500lll&I. mat al • modanl -.am:, Ub tbe 

or time ~ coacepte, tbe 1D111t Ullllal Stalm. Plat money, muaged 
111ri1B1Y to be propcaa1 II • c:ombma!ion ~ tile Federal llaierw, will ■-Ya the 
al tba tint two._ ntarll 10 a p1d- UUGD'I ft1)'ID& and ffried ~ 
llactid daller, 1lltll a ue al u. maaey mare~. 
lllplllytopild. M Macaulay wrote a amtmy ap,, 

Wllal lff die pi:w and ca. ol a pd ''11lml 1rbo compan, ti. a&e ID wtllcb 
ltaDlard? 'Illa mll)or ..-i in I.ts t!aeyllftwtdla aoldm..., wtllch a-
fawrlltbat,lfdaepolltl,ciJaatborttla ' -1111 Clllly III tmaginat!OD, -1 talk of 
cuaat be ~ to malntaltl appro- ----CJ and deca:;; bUt DD IDIII 
,nate ~ pgllclell, pank:aJarty 'WIIII II carnc:tly lllformed u to tbe 
10 ....W. ~ U. a aold GIid- • .pilt.W bedilpoaed to tab a IDlll'Ole 

ard 11111 pruridll • aacamatk: IIDCbar «"""°""'rw"'-or thit ~" ■ 

1 
"MONEY , 

EXPI 
FRlllNFOR 

I. WHAT EVERY HIGH BRACK 
TO KNOW ABOUT SHORT-TI 
POR1FOUOS . 

l. lNfORMATIVEPROSP£CltJ1 
J. HOW to WRITT CHECKS Ac' 

FREE INCOME Utml YOUR 
Only 1he Va.ngwll'd Municipal Bon< 
in¥CStors a~ of ,hon-term Por 
1HE MONEY MARKET PORll'G 
11111>1.SLOOshan, price-with an a, 
of 120 days orlc:os. This is cspeciall 
1Uilablc for investors dniring a ll.X· 
income account with a non .. ftuctuat 
price for administrative and accoun· 
ins ease. 
nfE SHORT-Tl:RM PORTFOLIO 
seeks• higher w-fn:e mum than tl 
pr""idcd by~ Money llwi<c1 Pon, 
folio-with a somcwhar longer aver 
a,:e mannity. This Ponfolio·.s ~hare i 
\Nhile not constanL hu a lifetime 
hiSIOIY of Qtelleototability. BO!h 
Ppnfoljo, offer. free checkwriring. 
no inlerest pcnaJities for withdra"'­
als, no sales ch.rges. low S3.000 per 
Portfolio minimum initial inve!tmcr1 

................ ~----- ... .,_,,._,,...... ...,_._ il-,Nl'lllb.;,.e. __ , ... ...,_ 

HOWC1 

SHOULD 
MARKET 

V~GUARt 
No..> ,Vanguard offers yoc 

~n money marut portf< 
Their new federal f\Jftfoho 

securities guaranteed or back 
G<wemment and its agencies. S­
R>rtfolio's shares themselves ar 
l:fn:.'::!~ ~k_the U.S. Go, 

And Vansuard's J?.OPUl.ar f 
lil!i2 invests primarily in hie 
mc,ney marilet securities of ma} 
U.S. tianks and ~lions. 

Which l'brtfolio,. 'right for 
you? Send for your free lnfor-

, mation Kit, and then decide, 
You'll find full dcu.ils of 
Vanguard Money Market Trust 
including fn:e chcckwriting, 
no sales charge and low oper­
ating cc.ts. 
FREE MONEY MARKET 

KITINCL'lJDES: 
lnrorma11,,,. Prt>s~tu, with 

• full details and an Aa:ount 
R.cgiJmuion Fonn .. . "When 
)'!>u want more from YW 
_gm:· an explanation or how 
the Trust wons ... and How 
to Write a Check and cam 
daily d1\ildends until it clears. 
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1Comment Comment 

Do We Need a Gold Standard? 
JOHN H. MAKIN 
Unhaslly or 'l'•hlnJlon 
and 
ln1lmlalionlll Monetary hnd 

Despite the efforts of the Reagan 
Administration to lowt"r anticipatt>d in­
flation rates with a credible program of 
monetary rontrol, inte=I ralt>s have 
rt"main.-d high. One explanation ad­
vanced is the view that mart.els are just 
waiting for the Fed to cave in again 
when tight money really weakens the 
eronomy. A gold standard is undt>r 
consideration as a means effectively to 
tie the l'. S. mont>}' stock to an arbitrarr 
rommodi t}' standard thereby removing 
the possibility of a discretionary return 
to eas r n10ne) policies. 

A Gold Commission has been formed 
to ronsider the possibility of a return 
h} the United.States to a gold standard. 
Th" l"Ommission has held an initial 
meeting and is reportedly scheduled to 
mf't'I again to discuss a preliminary 
report. \1embership on the rommission 
is divers.- and so a wide range of views 
will 1...- aired. The important questions 
surrounding the gold standard roncern 
what form it will take, its international 
implications and, most basically, 
whether it will accomplish its stated 
ohjectivt" more effe,;tively than• some 
alternative plan. 

Worklnp of a Gold Standard 

A gold standard for a closed e(."(mom> 
i~ a rl'latively simple proposition. Under 
a c,rc-diblt· gold standard U.S. citizens 
would he allowl'd lo own gold. The 
govt•rnment would off('r to buy or St"JI 
gold at a fiAed prirt' expressed in terms 
of dollars. 

In principlt• the initial price chosen 
dot"h not mat!M". If the initial dollar 
pric't' of gold set by the government is 
pen•.-ived by dollar holders to b.- too 
low, the dollar will be oven•alued 
against gold. and deflation will ensue 
as dollar holders convert dollars intCI 
gold causing thl' supply of dollars to 
fall. This proc-,-ss will continue until the 
supply of dollars shrinks rellltive to the 
a\·ailabl<' supply o,f rommodities suffi­

'cit'ntly to c·aus,• t•nough dollar apprecia--

lion (deflation) to validate the initially 
"low" dollar price of gold. Of course 
if the price is set too high the govern• 
men! must buy gold, thereb}· monetiz­
ing it and causing inflation until the 
"high" dollar price of gold is validated. 

In actual practice the shoct. involved 
in the transition to a gold standard will 
d,-pand rather critically on what dollar 
price of gold is selected. A price set t-00 
low causes deflation and attendant ills 
while a price set too high would only 
exacera.batt" inflation. While --crucial, 
selection of the "right" price will not 
be particularly easy. 

The mart.et price of gold, currently 
just o,·er $400 per ounrt' embodies daily 
the current expectations of mart.et -
participants regarding its use as a com­
modity and as a reserve asset. If rumors 
of a U.S. gold standa.rd became 
credible, market prices would be 
strongly affected by S})f'culation about 
the le\'el • at which tht> prire would be 
set. 

If the l'.S. government were to say 
that it would simpl)· select the mart.et 

• price on tht' day the standard was 
impll'mented, spt"rolators would buy as 
muc-h gold as possible, bidding up the 
prirt' and then sell the gold bact. to the 
government once the gold standard 
hec:-.ime effective. Everyone but the last 
burer at the dose of business on the 
day b,-fo~-the standard Wt"nt into effect 

, would make IIIDBt'Y- hi t1ffecfthe_pri"" • 
would assurrdly ht- set too high and 
thereby the policy would be fofla­
tionan·. 

This scenario, while unlit.ely, does 
ilhmrate a. famdamenta1 problem in 
implementing a gold standard, that of 

~lecting an initial price and maintain• 
i-og it . A price that al any time seems 
wrong to the market can cause either 
inflation or deflation, thereby either 
frustrating the original purpose of the 
standard or causing an abrupt drop in 
the ·money supply which would very 
lit.ely result ' in temporary but sharp 
dislocations in labor, financial and rom­
modity markets. 

These problems are multiplied by 
international implications of a U.S. gold 
standard. First, Nnsideration must be 
gi,-en to tht> t>xchange rate regune that 
:would accompany such a standard. 
Traditionally, fixed exchange rates 
ft\'OUld .acNmpany a gold standard. This 
format would require decisions by all 
major industrial rouritries on the ex­
change rate at which they wish to peg 
their currency IQ the dollar. Alternative-
1)·. it would ht- possible to rontinue with 
the current rt>gime of limited floating 
or even -free floating with a U.S. gold 
standard, but exchange mart.els would 
then be tied lo the vicissitudes of the 
gold mart.et. 
. Suppose, for e1ample, that a U.S. 

gold standard \\'as accompanied tiy a 
return to fixed exchange rates. 'The 
results would be a system very much 
Ut.e the Bretton Woods system, gold­
exchange standard with the additional 
featutt that U.S. citizens would be 
flermitted to buy and sell gold to the 
,gow,mmenl, along with foreign govem• 
·me.nts. In effect the world would be on 
a gold standard. A dollar price of gold 
perceived to be "too low" worldwide 
would cause worldwide·deflation while 
worldwide inflation would result from 
a price ~cei ved to be too high. 

Efforts b>· some governments to avoid 
the discipline of a gold standard would 
result in a crisis-prone systt>m similar to 
the fixed-rate system of the late 1960s 
and early 1970s. If the dollar price of 
gold were set at a level which implied 
that foreign currency '"g'' was perceived 
to be overvalued rdalivt' to the dollar 
(currency x price of the dollar ··100 
low'" ), residents of x would convert 
their currencr into dollars. If the gov­
ernment of x resisted deflation by 
sterilizing outflows. the pro..-ess would 
c,ontinue ontil x' s dollar rest>rvt"S fell 
sufficiently to require devaluation of 
currency x against the dollar. 
. Under limited floating, the same 

adjustment for currency x would be 
accomplished bi,· a combination of 
depreciation against the dollar and re­
duction of the suppl)- of cunenc} x in 
eountry x through outflows to th<" lfn­
ited States. With either fixed or floating 
exchange rates, however, the world 
monetary system would ht- subject to 
shocks originating · in the gold markt't. 
Political problems which shifted up the 
demand for gold thereby causing th.­
dollar to ht-come overvalued at a fixt>d 
prire would =ult in deflationary pre­
ssures. A major increase in the suppl)' 
of gold would be inflationary. 

If a discretionary gold standard were 
adopted to cushion the monetary 
system from "random" fluctuations In 
the gold market, the U.S. government 
would become involved in discretionary 
market intervention of the veT)' sort it 
has eschewed in the foreign exchange 

• market. Suppose, for example, that a 
war scart" in the '.\1iddle East pushed 

.. Comment: Pqe 6 

Continued &om pap 4 the gold mart.et. Evt>n if an initial dollar 
price of gold is selected which cl8'rs the 
markt-t, subsequent shocks to the gold 
market could mat.e a gold standard 
,•ith,•r an engine of worldwide deflation 
or world,\·ide inflation. 

up thr d..-mand for gold. 
If central hant.s replenished the 

mont•y stoc,lc t'~<"h,.nged for gold at a 
filed pri~-e (stt'rilized the exl'hange) the 
t'U't'~S drmand for gold would p<'rsisl 
unl<-ss the priginal reason for the in• 
ereaw in d('mand for gold disapix-ared 
or was in some war rl'vt•rsed. Failing 
this, chronic e.\l'ess d('mand for gold 
\\ 011ld ev('nlually ('Xhaust official gold 
slol•t.s and \\'Teck thl' gold ~tandard or 
requiT(' ao incrrase in the dollar price 
of gold, "hich, if ii occ,urn-d too frt>­
quently, wo11ld amount to the sume 
thing. 

Ove.rall, a numhrr of l·haractrristiC5 
nf a gold standard are unavoidable. 
First. a l'nited States gold standard 
,•ffeclin•lr m('ans an international gold 
standard under which eithPr rt>lativ<" 
mnrlt'r ,upplit>s or exchange rates are 
tird to shifts in demand >U1d supply in 

Oisc-retionary intervention by govern• 
ments to shield their economies from 
vil'issitudes of gold demand and supply 
could wl'II b,- dt'stabilizing and in any 
case would not ultimately shield 
("ctmomies from the instability inherent 
in an arbitrary commodity standard for 

monC'y. ( 

No Short Cut to Cttdibillty · 

Th¥ initial thrust for a U . gold. 
standard is probably related to an un­
derstandable frustration "ithin the Re­
agan Administration th"t fixnl-income 
mart.els won 't bdieve that a serious, 
long-run progr.im of monetaT)· contml 
is in place. A gold stand31'd may appear 
to b,- a short cut to credibility on this 
crucial issue. 

Tht> difficult truth is that there is no 
such short cut. Gold standards 
legislated into existence can and have­

rn legislated out of existence. Those 
w thint. current efforts to lower and 
stahil~e mone> growth are a temporar)I 
measure will think the same thing of 
a gold standard. In addition, such a 
standard entails additional risks 
enumNated here. 

There is a mperior alternative to a 
gold standard that is under construction 
right now. Quilt> simply it is a central 
hank which C'Onsistently st'ts and con• 
sistt•ntl} • achie\·es non-i nfla tionary 
gro\, th of the moner supply. The 
F.-c:INal Rt'~en·t>, it appr:1rs now. has 
hegun to do both. If it continues to do. 
~o. inflation and inflational")· .,,.peda­
tions "ill graduall) disappear, 
not\\ ithstanding 1•tistrnre of a single 
c"mmodih standard. Tlw basic need i& 
In r<•store' confidf'nc,e rn th.. overall 
t·nmmodil} .alne of the dollar. not just 
in ih gold \alut'. 



; 'nil 1PAU STkUT JOOlNAL. fllU&Sl>AY, ~ i. 1911 

The Trouble With a New· Gold Standarc1 

By AU'ID I.. MAI .ia Ja . 

A new spedeS ol ,old bul us recentlY 
appeared Ill various pu1S of the US. It dtf· 
ffrs frocn 1M ok!·tuhkl'led raid bu&' tn a 
number of WI.Y'S, lt'a mare artkulate. more 
concerned about polities, more compll· • 
cated and potenUlllly mo~ da.ni'et'WS-

Tbe okHa.shiooed boi cah be lllmiad 
In people like James Dtne5, Harry Sdlultl 
llJ'ld the late Col. Edward Harwood. 
Through investment letters, boob ud 
speeches, their pltch ba:k in prelnflatioll· 
ary p051-World War II years ns s:imple. 
Jnve-st ui gold. they nrned, becau.,,e a bAr 
price spiral ts on the" way and when lt 111'­
rives gold ,111 sov. 

Tbey wert' riihL of course, as their for­
tunatP disciples can attest. 

Tbe new breed of &Old bu&' ls repre-
1e11ted by pe9Ple with weightier matters ID 
mind than investment advlcf. They foc1II 
oo sucll problerns as hlgh Interest rates 
and unemployment. Tlle\r aim Is to avert 
thP economic chaos that now threatens, 
they maintain, uni~ the dollar ts once 
apin linked to the yellow metal. 

How, In their view, would a ,:old-dollar 
llnk avert thls impending chaos? Why do 
they press the case fur gold at this time? 
Does it ma!< e good sellSl' :' 

Examples of new-breed thinking ap­
peared on th1s page Feb. 18 ("The Means 
to Est&blish.'.ng Financial Order"') and July 
30 ("The case for the Gold Standard"). 
Both articles wen- by Lewis E. Lehnnan, a 
drugstore-chain executlw and a member 
of the U,S. Gold Onnmission, established 
recently by Congi t>Si tc, study the feasibil­
ity of tying the ddia.r to g .. ld. The case for 
gold, as clearly s-:>t fur+Ji by Mr. Lehnnan, 
boils dovm to this: 

Inflation and tn:.1ubles associated wttb it 
stem malJllY from exci>ss money in the 
economy. The- Federal Reserve Isn't will· 
ing or perhaps ever: able to talior the 
money supply to Jevt!s consistent with non· 
tnfiauonary e<'Jnomi, growth. Unlike dol­
lars, gold can't readUy be overproduced. 
Over the centuries, gold output has 
climbed about 1.5,.., to 2% a year, That, by 
happv coincidence, Is In approximate line 
v.itl, • what many a.naly:;ts. not Just gold 
bugs, think conslltutes a healthy, noninfla· 
tiut;ary gro~1.h rate for money in the long 
tenr. It follows that l~gislatlon martda.tlni 
tilt e>.chanfE o( dollars for government· 
held gold at a set price would brtng_an end 
tr, the inflatior.ary overproduction of 
money. 
RRstortnr, thf' Economy 

The cha<"- tha! the new breed foresees 
unless the dollar Is made convertible into 
gold 15 depirted in a rerrnl article by Jude 
Wa.nniskl, a fom1er editorial writer here 
who now h;,ads a New Jersey-based con· 
suiting fim1 He has worked closely over 
the years v.1tll Artilur Laffer. the (::.al.ifor­
nla eronoml~t who galned wide attention In 
the 1970s wltt, his "LaJfn curve" theory 
that thl' economy could bl' painlessly re­
stort'd to good health through tax cultlng 
a1mffi at stiUrrtng work tncentlve. The cuts 
would brtrig a brisk, inflation-damping ex· 
paru;lon ln the economy's "supply side" 
and also serve-with the rise In business 

lfttvtty !Dd Illus tu reee!pts-!o moTe the 
lederal bud,et Imo ~ delptte the tax 
cuttlnf, 

Tbt- tax le(lslatlon that President Rea· 
... bu pushed throu&h ~ this IWtl· 
mer contatm m~ that Messrs. Litter, 
Wanru.,kl and other so-ca.lied supply-skien 
llave klDf advocated. A.ccotdlngly. It's dis· 
qu1etinr to read tn Mr. Wann.W.f1o Aur. I 
report to clienm, ttUed "Now, Money," Uiat 
the ecmomk outlook mlUiiJD.5 ~ In· 
tieed, he w&rni that "only a return to a 
10ld-conve-rt1ble doilu will spark a bond 
r&.Uy ol major signtticance." He. COlltlnue& 
that u-ere·s "growing appl'fbension" th&t 
the Feder.iJ Reserve "will not be able t1> 
bttak Inflationary expectations. . , . The 
Y1sloo of GOP cand1dates ... having to de­
fend :ie,. interest rat.es iD 19€2 ls too awful 

-

tine CID the heels of sweepinc tax cuts. At 
the root of the dismay, apparently, Is con­
cern that the Fed 1s under the lnfluence of 
"monetarist" economists, such as Nobel· 
laureate :Milton Friedman and Treasury 
Under Secretary Beryl Sprinlcel. These mo­
netarists espouse a slOfif, steady tncrease 
In the money supply, administered by the 
Fed without regard to actual short-tenn 
llemand for money-which, In the supply· 
side view, should now beg'111 to climb as the 

' tax cuts inspire Increased economic activ­
ity. 

Mr. Wannlski argues that such monetar· 
ist policy just now produces a far too re­
strictive Fed policy that "is surking short 
term capital from every corner of the 
world'' and invites "global depresslrm as 
we try to finance our deficits externally In· 
stead of through the release of internal ~ 
50Ul"C'e5 that th<' Fed Is stranglmg." He de­
clares: "The public floggir,g of Beryl 
Sprinkel would do wonders fur the bond 
market." • 

If investors were told, he continues, that 
"henceforth all government bonds will be 
redeemed In dollars U1at can be conve11ed 
. . . into a fixed weight of gold," th~re 
would ensue a "mad, global scrambl<' to 
get intu noncallable Treasury bon::is " This 
&crarnl.Jlf. he belk>ves, "would drive long 
rates dowr. so fast that (Budg<'l Director 
David] Stockman would be ab!t' to ba.lflllce 
the &cal l!li."2 budget," which a rt'('ent con­
cres.slonal estimat..- places at some $60 bU­
Uon In deficit. 

Tbf' crux of the argument for tying the 
dollar again to gold, how!"~er, Is tha: U:is 
would larl,"£-ly tai!' rnoney-su,ivl:,- man,lf'•' 
ment out of the Fed'i. bands. In ~n c, 
IDODt'tary fT'OW1.h would bf' ltnked to tJ e 
eovernment', eo]d stock. At present, Tret· 
sury coffers hold more than 8,IDJ tons of .. . . ' 
• AD immedt&~ qtadol ... : ·In any 
,etam to a Sold-dollar tie, wbr. would con· 
ltltutt an 1pproprlalt offlctal gold prtce: 
Too lmf a prlc.e wooid act to deprm bus: 
aea becaWIC" it wouldn't aJJ,.::.· for a 1utfi­
dent supply of money; too lliib an offlcia.l 
price .-ould tend, by the samt token, tQ ~ 
tind.ie lnllatior1. 

Finding a prlr.e than light Is only one 
problem ~ by a eold-<iollar link. Mr. 
JAmnan ts correct that growth or gold om­
put "over centu..>ies h.u befor, about 1.6~ to 
2',,." H<.iwev~t, ltlat' i a yearly aver act. In 
fact, a cha.rt showing world gold produc· 
t1011 over thE' long term resembles a roller­
coaster nae, [n the past century, for exam 
pie, the output level soared between 1890 
and 1910, plunged for about a decade, 
soared for about two dceades. plungtd In 
World War II, soared agaln and so on. In 
liOflle of those years Ille dollar was tied to 
,old; 1n others It was not. 

Reasons tor thP output fiuctu.ations In· 
elude gold•field discoveries, new gold-re­
covery techniques, such as the use of cyan­
ide, and wartime Interruptions lit mlning 
activity. (It's no surprae that Inflation ln 
the U.S. began to worsen severely around 
the turn of the century, even though the 
dollar was on a gold standani at thf time: 
this was precisely when vast new field_$ in 
South Africa were emerging and lne gc,!j 
rush was under way in Alaska). 

Analysts generally doubt that further m· 
nation-spurring d1scoverit:S are likely any­
time soon" But there's concern over po.,s1-
ble Interruptions in go!d output, which of 

• eourse could prove deflationary under a 
gold-dollar standard. South Africa and 
Russia are the leading gold producers. 
Black-white tensions In the former coul~ 
lead to production ~toppages In some fu· 
ture r-.i.cial blowup there. Cold-war tensions 
mllltate against depending on the latter as 
a source. 

Tbt deflationary poatbiltty should be 
carefully weighed. Mr. Lehrman str~ 
that "the truf' gold standard has been as,,• 
ciate<l \\1th balanced budgets, rea.w;,;..t,; 
price stability and low inte~ rati:. ·, " Tt 
other, unmentioned side of the cot:: 1s 01 ,' 
tlle e.s. w..s or. h fom, of guhi st.a.rd.,,; ;; 
the Great DepreSibn bega1:. until 19:r Jc 
flatiun arid hrgh Interest rate~ wer, , -. , : : 
no probiem in thO;:,€ dismal years, t,, • r, L.• 
sive unemplo:m1ent was. Sever,- Joi',.:-: 
n<'SS was w.i a spor:i.di·:: protL:, 11 ~;1r 
llt>r decades when tht> U.S. was 01, r, mg!tl) 
rigid gold standard. 

An Uiurninating study of u-• ., Dppre~w:: 
period w~ w1der1.1un'r, by th;- 1a:t Raf1H,~ 
Nurksi', economist for th;, c·ld l.Rag-,• - o; 
Nati•):.s, In an out-{)f·pr,.r,, y,,fum•. t:rta•,; 
"Inte~ational Currenry F ,. r• ~!•!:·.:--!·- L-~ 
sons of lhe Inl.t:r·Wllf Penod. • ln natior ~/­
ter nation, he ~ported, eronomlr· gTC,:,1, 
followed Oll the heel~ of a l)ltrtm1l?.~ r11r 

!SIC)''I "collaple"-that is, tta ~rt 
from aomr prevkm bud rat, of excbar.~ 
wtlh gold and othl'r cum=ncles lL1ked w,;.:. 
gold_ Mr. Nurklw ind1cated, in far,, tha' 
ea,wmic contr..ction durini; th(' pn1ud I!) 
vanaoly occurred bf/are a currenc:- ·,, col 
lap:,e, when efforu were still urulrr v.-.. y It· 
pr.-:;en•e ttb fixed value He 006('nt'd, tor 
tnrn1.n;;t, lha! French currency wo.s arnoq; 
tho> laSi to bt- cast tree from a fut>(] llnJ;. 
w\i.,;, gold, In late 19Ji5 The Frend, econ 
omy, slgmflcantiy, d1dn't bt"g111 to pail Ot.1! 
of Ute Deptesslu;, until 1938. 

'A Domestir Expansion' 
Mr. Ntirkse's concluslor. from tht staW 

ticc:J recorc. of lhE< 19:lu:. was, essrnti i\ 
tha: a.s ea.ch ci..rrency c..m;, unsw,k fr'J'• 
gok. thi.!, "was follc,wed b; a de.me.:::, o.. 
par..sk,r. of lnve.;tmeni a.nd n&.,1u:: ·_ u• 
COILr-." He al:'.O round U1a! surh tn,v •l't', 

me1,t, In c.ase atu,r case, tende<l "le st:rr.u \ 
late forei,.".n track all around." A note 
sho1tid perhap.:. be inse!"tt'd- that world 
gold o.:tpu~ was apprectab!y Iui;lwi a.'; f'<1r 
bad .s.s 19J0-15 U1:.J1 Ir. t.hr prt- O.,pre,ssjon 
1!12Q. or tlif' very early 1~ w!ler, most 
key economie.i hit bottom. 

lt'i; alsc worth noting- Ilia! the general 
U.S. pme l<'vel declined sharply betweer: 
the mlc 1860:; anc the latr 1s:us -wh1d; 
hapi,e11~ to be one of th,:, few tnten·als bl· 
tween 1834 and l!:ll! wh:'n the coun:r.· 
wasn't on some· sort cJ' goid stan:!ard. • 

Ttw list or quest11.r,E l)OS<-J by the ''ita 
of rett.rnmr to gnl., b long. Prop,:,ne,,:, 
g.-11ftai'.y plug for o.JJ 1Jtlernat1u:,a! i;.s well I 

• a: a domestlc skndard, but it:;; urclear \ 
ti;;;! otl!er natioi,., wo~id re..d;iy go a!o11r 
Mu,: h o! the cc,rr1p:,11nt al.,out prt:'51:; t Ft-cl 
pol11.'y ts that It's t()(, restricuve. bL! a re­
turn to gold could force an ever tift,tn 
Fed policy, Ir, tlir absence of a. nf•v; surg" 
in gold produruon. A gold stand:ird ult:­
m,.tely wr1.;Ji.: depenli on L~e w1;1ir,g,,t"c..;. of 
go\crnnwnt leaders to stick by it; If doing 
so m-<:essit::.led a gr-ent dedr of fort!tud,,. 
woi,lu lil<' st.am1.:;.r,; ll•ni; :;;ur,1\·e7 

Alt•1i1 tt,rr, the cast agamst a re(Jrn to 
goh'. 1~ such that one mUSc wont:,, r why s,_, 
mai y supply-side advocat,:,s apr,o2a1 so en 
thu!.!a.stic about the idra rlghi nov;. A cyn;~ 
m1g! t suggea;~ that It neau~ pro\id,s ai, 
"ou1 • if, just pos:,ibiy, supply-sid'. tax cu! 
ting iurns o:.it to be a budr<1:-bustt>r tm!.,1i1 
of a painltcss, frt't'-lur,d, route ou! of ti,f 
curre11t lnflatianarf quagmire. 

-Vt-rn:1.te\:er tl1e exr,1..naUor,, a couple of 
point.!> s.hould be uno~n,:.-on,d. The Rea.gr~· . 
admi!listration cor.wys to many a tai.(. 

charp, ran-de lmafc, A golr, standar.:: 
would SH\'t- to l'E'du,f' its power to r-ontrol 
the nauon·s econorruc cours-c. More imJ)(;r 
tantl~, as the new chrysoptilles ar.- wont to 
emphasize. Washlng'u:in·s ma.%.i;t>mem of 
money remains highly imperfe,ct. Focusing 
on the gold question-as ln the r:t:~eI.t cred 
tion e>f the Gold Comrnlsslm-onl) dftracts 
attf-ntlOll from where it should be: on tm 
pn.wmg moni:tary and ru;cal policies so 
that tbt' economy's future will provf' hap­
p1t>r thRn its recent past. 

to contemplate." 
Tb1! lw.rdly 15 tbe sort of commeata.r1',, Mr. Mal.aln i.~ a ne1c~ ediiar of th€ 

that me might have anticipated from 'I' ------------------1...✓_cni_rr._i,ll ___ r __________ _ 
lonr·tlme promoter of supply-side tax cut· 



An Epistle to the Gold Commissioners 
By Au.ANH. M11.na 

Th, ;;old llandanl 15 an Idea wbole ume 
ts past-lonr past. nae damcaJ rold sw­
dard is not II su~rtor ~ of IDIIYUI( 
our current problems ot Inflation and un­
employrnfflt, what"er Its mertts a century 
arc. 

Advocates of a ~tum to ,old otter their 
nostrum a.s a means of st&blUzing prices 
but offer ft'W dt>ta.lis about how to reach 
Uus dt>strable goal. All we are usually told 
Ls that the ,old standard Is a "supply-side" 
solution. which wtll reduce Interest rates 
st.abtliu prices and ehminate the sum: 
mer·s excess i,upply of zucchJnl. NOM of 
these claims II true. 

The fact Is that a gold standan:I stabi· 
11.zes only· one prtce-the dollar price of 
gold. Whether other prices, for example an 
average of the prices of ~ goods and ser­
VlCes that people buy and sell are rela· 
tJvely stable or WJStable then depends on 
what happens to the aggregatt' demand 
and supply of these goods and services. 

Suppose the world price of 011 falll, and 
Arabian shelk5 or Iranian mullahs seU gold 
to maintain their spending. The U.S. must 
buy the gold to prevent the gold price from 
falling. Thl.s expands the domestic money­
st.ock-whether that stock Is entirely In 
gold or IS a mixture of gold and paper wtth 
gold backing. The required increase in the 
money stock raises aggn:gate demand and 
the prices of all other goods and semces 
in the U.S. 

There is nothing special about mt. A 
failure of the Russian wheat crop. the 

I growth of world productll1ty relauve to 
U.S. producti\'ity. world Inflation-any ~1z· 

able chdllge affecting world demand and 
supply of goods and 54'r.ices-wou.ld cause 
domestic prices to change. 

• M1 ~t Classical Period 
Thc,e are not speculations about what 

may happen. They describe what did hap­
' pen under the gold standard in its m~t 

classical period. Prior to 1913, we did not 

I

: 11,ive a central bank. Gold coins circulated 
and chPCking deposits, many bonds and 

1 other financial assets were redeemable in 
/ gold. . 
, The U.S. price level was not stable from 

year to ye:ir, or decade to decade. The 
price level was approximately the same In 
1913 as in 1882, bul this gives a misleading­
suggestion of stability. Prices of goods and 
servicPs fell 47", in 1882·96, then rose 41% 
from 1896 to 1913. 

Real economic actlVlty was more var!· 
able undf'r the gold standard than ir. the 
recent past. Recessions lasted twice as 
long: on average. from 1879 to 1913 as in 
1945-80, and expansions and recoveries 
wert' about one-third shorter. Per capita 
real income. a useful measure of the llvtng . 
standan:I. l'OSP mort slowly. The m061 rel!· 
able statistics suggest that real per captta 

income rose • bit taster 1n ~ dt.sappotn 
lng dttade ol the 19706 than ~ ldt·. 
prior to 1913. r 10 

AU economic • Problems Cannot be 
blamai on the monetary standard or cured 
by chanfini the monetary standan:I from 
rold to paper or from pAper to ,old. Com­
parisons o! events ln J8~ to 1913 With 1945 
lo 1980 cannot, by themsel d 
whether lb! rold standa! ves, eclde 
fert 1n 

!"d ts SUJ)erlvi or in· 
or 50me global sense. • 
They do tell us that the ,olcl Stand.a.rd 

neither ruarantees nor brings imOOth •• 
rrowth bi standards of llvtng, hlfher ~ • • 
rrowtb, shorter reces.,tons, more durable 
expansions or year-to-year price stabtllty. 

v.J Prtl ~\--To. 
<\j la I BL 

If we care &bout these things, we should 
have second thoughts about returning to a 
IOld standard. 

Advocates of gold complain about cur· 
rent vartablllty of money growth and the 
uncertainty created by changes in mane 
tary policy. A return to ~ld does not solve 
these problems. The gold standard makes 
the quantity of money in the U.S., and its 

rate of growth, depend on the decisions of 
Arabian sheiks. South African central 
bankers, the productivity of foreign work· 
ers, the budget and monetary decisions of 
major countlies and other factors. 

From 1879 to 1913, many major coun· 
tries adopted fJ/ remained on the gold stan· 
dard. They accepted part responslblllty for 
ftxi.ng rold's prjce. Every 50 years or so, 
the demand for and supply of gold brought 
the broad index of prices of goods and ser· 
vices into an equilibrium that was the 
same as the equiliblium reached aboul 50 
years earlier. • 

TM' belief that prlcl's w111 return to the 
same value wtlhln a few decades probably 
reduced the cost of financing long-term 
capital, like railroads, a principal invest· 
ment in the late 19th Century. But it ls a 
ml.stake to regard the gold standard as a 
guar clJltor of prlro:- stability even in this 
long·term sensf. 

The supply of gold.depends on discov­
eries and impr(>\'ed methods of mining and 
extracti()J:. Nollung in the gold standard 
mechaulsir. guarantees that relative 
changPS In df'!Tl"1ld and supply for gold will 
return thf' plire level to some fixed value 
eVPI")' 50 y t-ari. or evPry century. This hap· 
pen rd ir, 1 ht· past becausf gold deposits 
were dlsrovered, better methods of extrac· 
tion dPvelr,Pf'(I and banking panlrs (I('· 

curred ol'len enougti to Wipe out some of 

Ille mcmey 11.0ck and loftr tJlle prb lf'vel. 
Tbe only perma.nt'tlUy ftxed prie:e under 

a Sold standard I& the one that tM iovern· 
rMnt nxei-the pnre of ,old. ~ alleged 
discipline of li1e ~ld standard ls a pollUcal 
declslon to set th~ price of EOld ooce and 
forevtnnore . 

Gold standard advocates should bf 
pra.Lsed for ln5is-tlng Ureless!y that the only 
way to ma1nt..tn prtce stability ls by coo· 
trolllJlf monry gro11,tr1 and for reafflrminr 
Ullt the mo<.! reliable way to control 
~Y growth ls from the supply side. 
Tb~ a!'f- views that they share with peo­
ple Ute M1l11,n Ji'nedman or Ule members 
of the Shadow Open M&rket Committee 

whom the press describe$ u monetarists. 
Stmllarlty tn the v1ews of monetarists 

and advocates of the gold standard does 
r.ot extend to the means of controlllng 
money from lhe supply side. Monetarists 
insist there 1s only one way to control 
money reliably. The central bank must 
control the sl1.e of Its own balance sheet by 
restricting the dollar value of the as.sets It 
buys. About 90% of the assets are govern· 
ment securttles purchased In past failed at­
tempts to set interest rates or exchange 
rates. 

If the Federal Reserve controls the 
amount of assf'ts on Its balance sheet, the 

, principles of double-entry bookkeeping 
guarantre that their liabilities are con­
trolled. These liabilities. and the corre­
sponctlng asset&, are known as the mone· 
tary base, so the monetarist prescription 
is: Control the size or growth rate or the 
mooetary base. 

Without divine intervention, neither the 
Fed nor anyone else can control the mone· 
tary base, interest rates and exchange 
rates simultaneously. We are-they are­
permitted to make one choice from these 
three (and all the other) proposed targets. 

Many aUempts to wa.tch multiple tar­
rets by ustne the 24 collective eyes on tht> 
Federal Reserve committee that makt>s 
monetary policy decisions convtnced a ma· 
jority of the committee's 12 membe~ tha'. 
one target achieved iS better than a baskl': 
ful of failed promises. The 24 eyes are no"" 
glued on one target- the ar.nounct>e growtli 
rate of the money stock -tn hope£ of l't'­
pa1ring the Fed's damagM credlb.illty. 
Let's ho}M' they stay there. _ 

A gold standard is not a more belleva 
ble or reltable way to control money or the 
monetary base. such statements are the 

very CJIIP(lllte of the truth because no ont> 
can cboole boUI Uk- pr1ct of eold and the 
rate of monPy grow'J: . If thf' announced 
prtce or gulcl ls too ht~ compared to tht" 
demand fur gold and tht world supply of 
gold, gold flows to tht:o U.S Peoplt pound 
on the door, offering gold tn exchangr for 
dollars. Tbe Fed, or the governmfnt's gold 
buyer, ls ~ulred tD Issue mort" monry. 
The stock of mvney lncreru,e.,, and pnces 
rise If the announcl'd pr1c:.- of guld is t,>o 

low, people offer doliars and buy gold . The 
stock of money falls and price~ fall If 
th~ changes In otters and demands for 
gold a.re dUflcult to forecast, and tl1ey arc, 
we have booms and recessions whent·H'r 
there Is a large change up or down 1n the 
demand tor gold . 

No Doubt Aboul the Effect 
Agltin, these are not speculations abo:.it 

what could happen. They are a destrlpt1on 
of the past perfonnance. After Frantlln 
Roosevelt de-c1d('(! 111 1934 to raise the buy­
Ing and selling price of guld from S2IJ €7 to 
S35 an ouncc-, we d.Jd a lot of buring The 
stock of monetary gold rose 50', in the 
next thn>P years. Price~ rose. dt>spi: , thP 
Depression To prevent Uw efti-:.:1 of gold 
purchases from further expand:q; the 
moni'y stock, the government thfre<1-fi.er 
ster11tz.ed the effKI of gold or. mont'y. 
Whatever one belit'ves about the '4150(\ffi of 
L'lt>St'- and subs..><;uent decisions tt,ert' IS r,o 
doub: about the etrect of the overvaluat1on 
of gold on the money stock. 

.. Y.'llere would you set the gold pnce ta 
prevent a repeat of the inOatior,ary go:d 
flows of the '3(b. or deOat1c,nary gc,IJ 
flows7 D<m t make thE> mistake of thinkl'.lg 
lhat someone else knows the right price to 
set and keep constant for thr next JOO 
years. HE- doesn·t. That's ,..hy ac!\'c,cates c,f 
thF gold standard newr suj!'ges1 or tnnt at 
how or wht•rP tla· pnrf' of gold s~--~liJ b<~ 
set to stat1ii2t· pnces in an uncrrtmn 
world. And don't took to Lhe mark!-: for 
guidance. Tl\e market changes its coll!''• 
tive mind every minute. 

The administration knows that we can­
not fix excbar,ge rates or the priCE~ of gold 
and rontro! money. Treasury SPcret&.ry 
Rt1;an t.nd Undersecretary Spnnk"I should 
be laudrd for insisting on a frt>ely floatmg 
dollar. A free float remu\·es one ob~tacle to 
better monet&.ry control. It is a step on thf' 
path to lower inflation l\1at has }'1elded 
benefits. 

Other steps could be tak~n to mak•! 
monetary control mar£: certain, more n>lla 
ble and less variable . But it is a rrnst,,ke to 
thmk t.11a! a return to the gold standard is 
one of therr,. 

Mr. Meltzer ~ prufes~or _ of pohhral 
tconomy and J111blic policy at Carneri.-­
llltllon Uruversity. 

AU economic problems CMmOt be blMned on ,he 
mOfletory sumdard M cured by c~ the moneuwy 

• stM&Ja.rd from go'ld to paper or from paper- to gold. 
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ECONOMIC FOCUS/ OBERT J. SAMUELSON 

Good 

T he sudden interest in the gold standard-backing our paper 
money with gold-ultimately stems from the same roman­

tic impulse that, from time to time, bestows great popularity on 
such misconceived schemes as wage-price controls: the yearning 
for some simple idea that will put everything right. 

The gold standard is an unlikely cause celebre. Indeed, it has 
little superficial appeal. At heart, it reflects a basic mistrust of 
democracy. Moreover, it would potentially give foreigners, 
including the Soviets, more control over our economy. 

But these liabilities haven't counted for much recently. In but 
a few months, the gold standard has traveled immense dis­
tances-from the oblivion of a crackpot idea to the fringes of 
respectability. A commission created by Congress is studying its 
feasibility, and Business Week recently devoted a long article to 
its desirability. Even the popular press is taking notice. 

At one level, all this attests to the political acumen of gold's 
advocates. First they managed to have Congress create a study 
commission; that's the sort of sop willingly thrown to fringe 
groups. Then, acting like a few soldiers impersonating a division, 
they created sufficient clamor to get noticed. 

But, at a deeper level, gold's appeal is emotional. People have 
lost their belief in standard economic ideas. Most conventional 
economists now appear as practitioners of the dismal science, 
not prophets of growth and betterment. Onto this bleak 
landscape suddenly appear gold advocates with a refreshing 
optimism. 

Theirs is not an idea but a religion. Those who have the faith 
seldom doubt that salvation lies down the path of righteousness. 
Here is Lewis E. Lehrman, a successful New York businessman 
and perhaps the most sophisticated gold advocate, visualizing a 
gold future: 

"The price level would stabilize rapidly. Long-term interest 
rates would fall [sharply]. At lower interest rates, there would 
be a vast demand for investment capital. With a stable price 
level, a stable dollar and lower relative tax rates, ... a flood of 
savings would flow into the market. Equity and debt capital 
would again pour into business enterprise. The nation's produc­
tive plant would be rebuilt. Therefore demand for labor would 
rise. Unemployment would decline." 

Gold 

Simple though this may seem, it is fraught with dangers. 
Economies need money to run pn. The constant danger of gold is 
that the supply of the metaJ won't increase fast enough to 
provide sufficient money for economic expansion. 

Precisely that problem arose in the late 19th century, when 
gold reigned supreme. Population growth and technological 
developments fostered economic expansion, but gold was 
scarce. The collision caused economic collapses and depressed 
prices. In turn, lower prices created widespread discontent 
among debtors and farmers, ~vho had trouble repaying their 
debts in increasingly expensive dollars. Agrarian unrest then 
begot William Jennings Bryan1s "cross of gold" speech. 

The economic and social dangers today are even more 
fearsome. Markets no longer Work the way they did in the 19th 
century. Institutionalized waM and price practices mean that 
the price structure has lost much of its downward flexibility. 
And the supply of new gold is inherently uncertain. About three­
fourths of it comes from two potentially unstable or untrustwor­
thy sources: South Africa and ~he Soviet Union. 

I mmense practical problems compound the gold standard's 
conceptual flaws. To implement the standard, the govern­

ment would have to pick a price at which to buy and sell gold. 
Gold prices now fluctuate, but once the government pegged a 
price, that would become the market price. Whenever pressures 
threatened to push the market price above this level, people 
would buy from the government-and vice versa. 

So it's vital that the government set exactly the right price. 
This would be difficult; since January 1979, the price of gold 
has fluctuated between $217 and $850 an ounce. If the 
government set the price too low, it would risk massive gold 
purchases-and a huge withdrawal of dollars from the econo­
my. An excessively high price would risk a large inflation. 

And even if the government hit the right price, its great 
skill--<Jr luck-could be undona in a flash. 

Suppose there were a revolution in South Africa. Or suppose 
the Kremlin undertook to manipulate gold markets. Or suppose 
a political crisis in Saudi Arabia, Poland or France prompted 
nervous foreign investors to increease their demand for gold. All 
these episodes would profoundly influence money markets and 

T he gut argument for the gold standard is that all mortals, economic conditions in the Unitfd States. 
when entrusted with political power, are inclined to What this sort of gold standard does is assign control of the 

cheapen the coin of the realm-in modern terms, to inflate the U.S. money supply not to some stable metal but to the whims of 
currency by printing more money-to solve their immediate an unstable world. Indeed, maiv economic historians believe 
political problems. Tying money to gold places money creation that rigid adherence to the golq standard in the early I 930s 
beyond manipulation. helped deepen the Depression. Higher gold demand caused 

Under a true gold system, the government woulq back the countries to follow restrictive policies. 
dollar with a fixed amount of gold. People who didn't trust the • Any sensible money system alms not only at price stability 
dollar could sell their dollars to the government for gold. This but also at prosperity and broader economic and social stability. 
would lower the dollars in circulation an_d, presumably, depress In the 19th century world, wpere social sensibilities were 
either the economy or prices. By the same token, people with meager and booms and busts an accepted part of life, the gold 
absolute faith in the dollar could sell their gold for dollars, tandard could concentrate on one of these tasks. Today, the 
which, unlike gold, earns interest. This would increase the olitical and social climate can no longer tolerate such a single-
dollars in circulation and, presumably, result in either economic inded obsession. It's what makes running the economy such a 
expansion or price increases. rustrating and contradictory job, □ 
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... 1 !!f PoY~!Jg~!~ Of a Return to (;old 
In a troubled world, it is something of a joke that grown-ups ho 

could be occupied otherwise are seriously discussing going back 
gold standard to regulate the creation and value of money. Perh s, 
as economist Herbert St.ein has suggested, we should consider go ng 
back even further, "to wampum." 

The idea is denounced as ridiculous not only by conservatives I e 
Stein, who thinks there are better ways of controlling the moneys P·. 
ply, but also by liberals, Keynesians and others who view the g Id 
standard as a straightjacket that has never performed the i­
inflation miracles true believers claim for it. 

There isn't a single central bank, including the one in Switzer 
that wants to return to the gold standard (although the banks 
want to maintain a .role for gold in the international system of 
serves}. -

But goid ~is getting new and serious att.ention from a Gold Co -
mission appointed by Congress, which by next spring is to make r -
ommendations "concerning the role of gold in · our domestic and • -
ternational monetary sy.stems." • 

Although an overwhelming majority of the commission appears 

·uoBART ROWEN/ECONOMIC IMPACT 
be against.a gold standard, the idea is not being brushed aside. F r 

. example, Federal Reserve Board Governor Henry W allich, one of e 
members opposing a gold standard, warned in a speech in Paris t 
week against "the simple arrogance of saying that the gold standar 
is ridiculous.arul not worth talking about." 

Wallich's point is that .JJ1odern-day methods of regulating 
world's 'mbpet.acy affairs, adqpted since· the gold standard colla 
during the Great Depression, have not proved to be exactly brilli t 
or succeeafl;IL A negative view of the gold· standard, he holds, "m 
be based on the asswnption that in the future, we can handle o 
affairs betrer than we have in the past." 

That's fair enough. The gold standard would not be getting th 
• attention it is getting, and there never would. have been a Gold Com . 

mission, if )be world's politicians and fmance ministers had not ex 
hibited sticb··a ihoroughgoing inability to regulate their cowitrie 

• monetary or fISCal affai~ or to promot.e economic growth. 
In the United States, as David Stockman has certifie~ for us, ther 

• ·is a disenchantment with Reaganorilfos. What Stockman, Wall Stree 
and a lot -0f. other people envision is not stable prices and full em 
.ployment -~lit inflation and huge ~eficits. And .though a deficit is ac 

f, _ •• -' · See IMP ACT. F4 
. ' 

~-rr·-~1111111~si.011----- ~--•-· ••• ·----· 
f: • ~- ,, . ' (· :, . • 

.. IMPACT, From Fl ., . ... . 
• ,ceptable bi the commg· year io· 

I 

· cowiter recession, it will be bad f 
medicine when the economy may be f 
expected to be humming along a few 
· ye~ down the road. 

' 

. i • ~ along come the gold bugs, who 1 
sa~ the only way to keep the value of j 

~ 
paper dollars from eroding is to con- , 

l 

trol the supply of money by tying its _! 

, growth t.o the growth in the official . 
gold stock. A correct price for gold 

!

·_ .. · would be established (itself quite a 
trick). The United Stat.es would then, 
obligat.e itself to buy and sell gold 
, freely at that official price. 
• . Advocates o( this system claim 

· ~- so long as the ~old • price js • 

, • By Ken Fell-The wibtungton Post 
\ . . ' 

Goicl hara roillng off a producuon line iD Soudl Afrlc-. 
~ ' f 
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_ Should Blocl Return to Gold 
steady, the dollar price of all com- the radi al ups and downs that went 
modities will remain steady. They on in b ween. 
claim" that for more than 50 years But s ppose, for argument's sake, 
prior to 1933, when Franklin Roo- . there h d been price stability at a 
sevelt took the nation off the gold 'time w en there was a gold-backed 
standard, prices and exchange rates cunenc ? That doesn't suggest that 
were steady. what m y' have worked in a horse-

There are lots of holes in this line · and-b era, when there was no 
~-Of argument. As economist and gold· . commit ent to full employment or· 
'- expert Edward M. Bernstein points other no le social goals, will work in 
i 'Out; there was in fact a great deal of today's uch more complex and so-
; .instability during this period, includ- 1 phistica world. 
1 ing the Great Depression itself and "In e global enviroment thaf 
other financial panics. The ,"stabil- prevaile for much of the 19th and 
ity" gold bugs cite consists only of early 20t centuries," says New York 
the fact that . prices flt the , end of securitie analyst James E .. Sinclair,· 
that 50-year stretch were about the: "when t e causes of world economic 

• same as they were at the beginning,! . and poli ical order were well served' • 
a view which conveniently ignores by the g Id standard and the British: 

• • Navy, it ight work again." He goes 
-on to sa that in a world dependent 
on ins t communication, it would 
be easy set off a run on the Treas­
ury gold tock. 

lmagi e, he says, a successful rev­
olution ainst the ruling House of 
Saud, or • announcement by either 

: • · Yassir afat of the Palestine Lib- .. 
eration rganizaton or Col. Muam­

' mar Qad afi of Libya that he had 
; acquired uclear weapons. Or imag- • 
, . ine a R ian military incursion 4tto 

South rica. "In today's world," 
: Sinclair c ncludes, "the risk is high 

:that (god) convertibility would 
move swi ly to conversion." 

Bernat ·n points out that it 
·wouldn't, ven take such cosmic de-
• velopmen to deplete the U.S. gold 
stock. "H members of OPEC could 

• convert th ir current account surplµs 
into gold t a fixed price; they would 
probably o so on a large scale," he 
Bays.· ' \l 

"Other ountries could also decide 
to diversi y their reserves by con­
verting do lars into gold. Finally, pri­
vate holde s of dollars· could present 

1 enormous amounts· for redemption 
in gold if ey thought the price was 

, too low, d private holders of gold 
• could sell normous amounts to the 

t
i Treasury dollars if they thoug'ht 

.the price as too high." 1 

~ Many mericans, and the great' 
{ majority o economists, Wallich con-

-
cedes, still subscribe to Keynes' de-
scription of gold as "a barb~us rel­
ic." It is apparent that if th United 
States went back to a gold s dard, 
we would be more depende t on the / 
Soviet Union's and South Africa's 
decisions on how much gold to mine 
and market than ·on our o policy 
judgments and priorities. 
. •• Yet, as part of the mone 
olution of the 1970s, and 
knowledge that President 
himself has a pro-gold bias, 

, ger is that the Gold Commi ion will 
be tempted to find a compro ise, to 
throw a bone to the,gold b , to do 
something that is not a to rejec-
tion. . 

One such proposal was de to 
the commission by monetari t Rob­
ert E. Weintraub of the Joi t Eco­
. nomic Committee of . C ngress. 
Weintraub suggested a restor tion of 
the regulation that until 1 65 re-
quired the Federal Reserve hold 
gold certificates-representi gold 
held in Fort Knox-as erves. 
against its paper notes and lia ilities. 

I Weintraub argues that goi back 
; to the so-called "gold cover" 11 "put ' 
• a lid on money growth and ereby 
stop inflation." He would s with 
a 9 percent cover, because tha is the 

: amount of gold certificates no held 
by the Federal Reserve, based n the 
legal value of gold at $42. 2 an 
ounce. Weintraub would rigid con­
trol future money-supply gro h by 
gradually raising the legal v ue of 
gold until it exceeded $400 an ounce 
in 1988. 
. • Weintraub's is a clever co pro­

mise: It ·would introduce a rigi rule 
into monetary policy, limiting oney 
supply expansion by the ual 
amount of a pre-determined in rease 
in the value of the "gold c ver," 
thereby eroding the independe ce of 
the Federal Reserve. That take care 
of what the monetarists want. And 
the gold bugs would get their i t in 
the door. Once they do, watc out!. 
That's why the Gold Comm ssion 
ought to block, firmlY. if politel , any • 
effort to bring the barbarous relic 
back into the system. 
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Back to the old Standard? 
Edward M. Bernstein 

f 
f 
f 

P
rRs1srna 1~HATION and the inability of th 
United States to restore monetary stability hav 
led to proposals to return to the gold standar . 
Bills have been introduced in the Congress to es 

t.1bbh a gold coin standard and a flexible gold standar 
l--.1"t•d t'n .rn ,1djust,1ble price for gold. More importan 
1.'ubliL· Lnv 02-3S9, authorizing an increase in the U.S. 
quota in the International Monetary Fund, provid~s fo 
the t•st.1blishment of a commission of fifteen member 
un,lcr the chairmanship of the secretary of the Trea 
~urv. to ",1ssess and make recommendations with regar 

Lh·,mi .\1. Bernstein is an internationally recognize 
n;,)ne!ary expert and a guest scholar at the Brooking 
1•:.;f::-:,tion. 

to the policy of the U.S. government concerning the rol 
of gold in the domestic and international monetary sys 
terns and to transmit to the Congress a report containin 
it~ iindings and recommendations not later than on 
ye.1r after the date of enactment of this Act." 

The interest in returning to a gold standard is base 
on the assumption that if the creation of money wer 
limited, inflation would stop for lack of the monetar 
fuel that powers it. Much of the s·upportfor a return to 
the gold standard, however, is based on an idealized 
\'iew t,f the 1cio years of the classical gold standard as an 
Jge of unparalleled monetary stability and economic 
progress. The fact is that under the gold standard prices 
ro~e and fell for twenty to thirty years at a time, and the 
hi<:tory of prices in that period was one of alternating 
inflation and deflation. 

Prices and Crises under the Gold Standard 

The first inflation peak for which there are reasonably 
~~ood dat,1 occurred in 1815, in Europe because of the 
:--:.ipLileonic wars and in the United States because of the 
i\'.1:- of 151::-.. from then until 1843, the U.S. wholesale 
,':-'. • .:- inde, .fell by nearly 60 percent. After 1843, whole­
':

1
·c' prices in the United States rose by 157 percent in 

: "c' !v•.:er.ty-one years to 1864. Most of the rise, however, 
''·:;:rd Juring the Civil War, when the term inflation 

? 

.ll;i.,-..fW!i&!!J.X!Ji.£W*-"l!\ilW& SI a 

was coined. Prices fell moderately again in the foll wing 
ten yea~s. In Europe, which was on a silver, go d, or 
bimetallic standard, prices rose by about 60 perc nt in 
the thirty years to 1873. 

In that year, the principal trading countries be an to 
follow the newly created German Empire in aband ning. 
the silver standard or_ the bimetallic standard and dopt­
ing a gold standard. This greatly increased the d pen­
dence of the world economy on gold production t 
vide the reserves necessary for the growth of the 
supply. It was also the beginning of a new period 
flation. From 1873 ·to 1896, wholesale prices fell 
percent in the United States and slightly less in E rope. 
After the deflation endecl, the U.S. wholesale price ndex 
rose by 233 percent between 1896 and 1.920, most! dur­
ing World War I. Even from 1896 to 1913, ho ever, 
U.S. wholesal'e prices rose by 50 percent. From 1920 to 
1932, the U.S. wholesale price index fell by 58 pe cent, 
with most of the fall occurring in 1921. After this early 
postwar plunge in farm prices, the U.S. wholesale price 
index fell by one-third from 1922 to 1932. 

The gold standard was marked by recurring mon tary 
crises that sometimes degenerated into financial p nics. 
In his Business Annals, Willard Thorp identified t elve 
such crises or panics in the United States and sev n in 
England in the hundred years from 1815 to 1.914 The 
crises were periods at the peak of the business 
when it was not possible to meet the i!lcreased de 
for currency and credit so that prices plunged and i ter­
est rates soared. The panics were extreme crises, us ally 
accompanied by numerous bankruptcies. In Eng and, 
the crises were due to the rigidity of the Bank Ch rter 
Act of 1844 and the modest size of the free gold res rves 
that the Bank of England customarily held. This m de it 
impossible to meet currency needs in an emergenc ex­
cept by suspending the gold reserve provision o the 
act, which was done on a number of occasions. I the 
United States, the national banking system provid d no 
flexibility at all in the issue of currency, and that wa the 
cause of the recurrent crises. 

The depressions that occurred twice in the ninete nth 
century and reached a new level of severity in 192 -33 
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. resulted from the interaction of great wars and the gold 
standard. In brief, wartime inflation exhausted the 
money-creating power of a gold standard system. It was 
impossible to ,:ontinue the growth of the money supply 
at a rate that would have sustained the price level 
reached during or immediately after the war. Further­
more, the inflation engendered by the war was very un­
equal among the belligerents, so that maintenance of the 
gold standard or a return to the historical gold parity of 
the currency required the more inflated countries to de­
flate their prices and costs. This created centers of defla­
tion in the world economy that spread from country to 
country as they competed in deflating the money supply 
in order to protect their gold reserves. 

What the Gold Standard Requires 

There have been many forms of the gold standard, but 
they all had a few elements in common. First, the value 
of the currency was defined as a fixed weight in gold, 
and this gold parity was considered immutable. If the 
gold standard had to be abandoned in time of war, it was 
a moral imperative to restore it promptly after the war 
anhe historical parity. Second, all forms of money were 
maintained equivalent in value to gold. This required 
the free coinage of gold to prevent the value of money 
from rising above that for gold and the gold convertibil­
ity of the currency to prevent the value of money from 
falling below that for gold. Third, the money supply was 
limited by the gold reserve. The usual link was to require 
a proportionate gold reserve against the currency and 
deposit liabilities of the central bank. Most important, 
the monetary authorities were expected to change their 
policy in response to the inflow or outflow of gold. 

Wholesale Price Index of the United States, 1861~1980 
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rises and Panics in the United States 
a d United Kingdom, 1815-1914a 

Year Event Country 

1815 Crisis United States 
and United Kingdom 

182.5 Panic • United States 
and United Kingdom 

18:n Panic United States 
1836 Panic United Kingdom 

1837 Panic United States 

18~9 Pa1'ic United States 

1847 Panic United States 
and United Kingdom 

1857 Panic United States 
and United Kingdom 

1866 Crisis (severe) United Kingdom 

187' Panic .(violent) United States 

1882 Panic United States 
1890 Crisis United States 

and United Kingdom 

1893 Panic (severe) United States 

1907 Crisis (severe) United States 

9 

ource: Willard Thorp, Business Annals- (National Bureau of Economic Re­
se rch, 19a6), pp, 42 and 44. 

. Doe• not include fourteen recessions in t!Je United States and nine in the 
U ited Kingdom that are nol classified as crises or panics; 

By· these tests, the gold standard came to an end in the 
G eat Depression of the 1930s. Although by executive 
o der under the Gold Reserve Act of 1934 the U:1,1.ited 
S ates defined the dollar as 1/35 of an ounce of gold, 
t ere was no requirement of convertibility. The secre­
t ry of the Treasury, however, undertook to convert 
d llars into gold for foreign monetary authorities, but 
n t for private holders, either domestic or foreign. This 
n cessitated a major change in the operation of the inter-

1970 
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national monetary system. Until 1933, exchange rate 
were kept within a narrow range (the gold points) b 
exchange and bullion dealers. When a currency reache 
the lower limit of the range, they converted the currenc 

. into gold, shipped it to the country whose currency wa 
.. ;;., _

0
-- .: _ _ •• _at the upper limit of th~ range, converted the gold int 

·' _-'f~;"':;': ~ that currency, and sold it in the exchange market. Cen-
• ,-o:, :· • tral banks bought and sold gold for their own curren-~~--· .·:: "'"~.. . . 
: ·-:·, i!l:'='t,s ci!,s; they did n~t ordinarily ·intervene in the exchange 

: market. The Gold Reserve Act compelled foreign mone­
tary authorities to intervene in the exchange market if 
they wanted to stabilize the dollar exchange rates for 
their currencies. 

As the mc;mey supply was determined by the gold re­
serve, an inflow or outflow of gold resulted in an auto­
matic expansion or contraction of money and credit. 
Moreover, a large outflow of gold caused the monetary 
authorities to tighten money and credit in order to pro­
tect the gold reserve .. This was orthodox monetary policy 
under the gold standard even during the Great Depres'­
sion. During that depression, the money supply as mea­
sured by currency outside banks plus adjusted demand 
deposits fell from $26.7 billion at the end of 1928 to 
$19.8 billion at the end of 1933-a decrease of 26 per­
cent. vVhile monetary policy was directed toward pro­
tecting the gold reserve, which was slightly higher at the 
end of the depression than at the beginning, that was 
not the only reason for the deflation of the money sup­
ply. The depression reduced the demand for credit, and 
the fall in prices, profits, and incomes put pressure on 
the solvency of banks and their ability to supply credit. 
The Federal Reserve was not bold enough in countering 
these deflationary forces until the depression had be­
come very severe. 

The increase in the monetary price of gold from 
$20.67 an ounce to $35 an ounce in 1934 created the 
conditions necessary for recovery. It strengthened the 
competitive position of the United States i~ world trade 
and provided additional gold reserves to support a more 
expansionary monetary policy if that was considered 
necessary. In a basic way, however, the gold standard 
was changed after 1934. The dollar \\'as still convertible 
into gold for foreign monetary authorities and the gold 
reserve requirements were unchanged, but the Treasury 
and the Federal Reserve no longer allowed the gold re­
serves to govern the money supply. This became ap­
parent when the flood of gold into the United States 
after the devaluation increased the gold reserves from • 
$4.0 billion (at $20.67 an ounce) at the end of 1933 to 
5:-.:-..S billion (at $35 an ounce) at the end of 1941. In an 
attempt to avoid the enormous expansion of the money • 
supply that the inflow of gold would have necessitated, 
the Treasury sold bills to finance its purchases of gold, 
whkh it then placed in an inactive account. The mount-

THE BROOKINGS BUL ETIN 

ing interest cost as the gold piled up finally led the rea­
sury to terminate the inactive account and to mo etize 
the gold it had previously bought. 

• A quite different problem emerged during Worl War 
II, when the gold reserves were reduced by $2.7 b llion 
while wartime expansion of the money supply conf ued 
unabated. From the.end of 1941 to the end of 1945 cur­
rency outside banks increased from $9.6 billion to 26.5 
billio,;;, demand deposits increas~d f~om $39.0 billi n to 
$75.9 billion, and time deposits increased from 27.7 
billion to $48.5 billion. With continued expansion • the 
money supply, the somewhat smaller gold res rves 
would not be adequate to meet the requirement· on 
Federal Reserve notes and on the deposit liabiliti s of 
the Federal Reserve Banks, so legislation was enact din 
1945 reducing the gold reserve requirements. The gold 
reserves became inadequate for the money supply gain· 
in the late 1950s and 1960?, and the reserve req ire­
ments were reduced twice more until they were fi ally 
eliminated in i968. Without a fixed limitation imp sed 
by the gold ;eserves on the money supply, the U ited 
States could not be said to have been on a true old 
standard. 

Can the Gold Standard Be Restored? 

It is possible to establish a gold standard if a count y is 
willing to accept the restraints it entails and the co­
nomic consequences that may ensue. The minimum ests 
of a gold standard are (1) maintenance of the equal v lue 
of the currency and gold by the monetary author ties 
through the purchase and sale of gold freely at a xed 
price, and (2) limitation of the money supply thro gh 
gold reserve requirements, including the obligatio to 
reduce the money supply when there is a diminutio of 
the gold reserves. As a practical matter, a gold stan ard 
can function properly only as part of an internati nal 
monetary system. Otherwise, sudden changes in the 
supply of or demand for gold would fall entirely on ne 
country, as they did on the United States after 1 34. 
Purchases and sales of gold by the monetary author· ies 
at a variable free market price do not constitute a old 
standard. Such gold transactions are merely ano er 
form of intervention in the exchange market and n­
other type of open market operation. 

Those who advocate a return to the gold stand rd 
assume that it would be possible to select some pric of 
gold that would enable the monetary authorities. to 
maintain the equivalence of gold and currency with ut 
being drained of their gold reserves or being swam ed 
by a backflow of gold from hoarders, investors, nd 
speculators. The change in the price of gold since 19 3, 
and particularly its volatility, should make one skept cal 
of this possibility.' It was possible to maintain the eq ·v­
alence of t!le value of money and gold for generati ns 
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under the .classical gold standard because the allocation· 
of private monetary assets between gold and money had 
been adapted to the traditional monetary price in the 
course of centuries. Changes in the preference for gold 
relative to money were small and took place gradually, 

Because Soviet gold sales are so variable 
they cannot be regarded as a reliable 
source. But unless there were an adequate, 
steady, and assured growth of the monetary 
stock of gold, it would not be possible 
for a gold standard system 
to function effectively. 

but the monetary authorities could keep gold and money 
equally attractive in the long run by allowing commod­
ity prices to rise or fall with changes in the cost of pro­
ducing gold and in the short run by changing interest 
rates, which raised or lowered the opportunity cost of 
holding gold instead of money. 

Since the price of gold has ranged between $226 and 
$850 an ounce in the past two years, it is not possible to 
say now at what price the monetary authoritie_s could 
expect to maintain the equivalence of gold and money 
under stable monetary conditions. If gold were an ordi­
nary commodity, with production and consumption usu­
ally about equal, apart from relatively small changes in 
stocks, one could estimate what the price would be if 
supply and demand were at trend levels. In the long run, 
the price would have to reflect the cost of production 
and demand would be adjusted to the relative price of 
gold and other commodities. The supply of and demand 
for gold does not fit this pattern. Production accounted 
for about 59 percent of the supply in 1976-79 and con­
sumption in the arts and industry-jewelry, dentistry, 
electronics, and other industrial and decorative uses­
accounted for 70 percent of the private absorption of 
gold. The price has fluctuated sharply in this period with 
no apparent relation to changes in production or in the 
absorption of gold in the arts and industry. 

The present price of gold and the fluctuations in the 
past two years were brought about by the demand of 
hoarders, investors, and speculators. Their demand, is 
for holding gold as an asset, but the value of gold can­
not be determined in the same way as the value of other 
assets. It is possible to estimate the value of such typical 
assets as stocks and bonds because they earn income. 
Their value is det'ermined by discounting the future flow 
of earnings, and for bonds also the return of principal, 
at current interest rates. One may err in projecting cor­
porate profits and the security of the principal of a bond, 

or the appropriate interest rate at which the flows shoul 
be discounted, but the method of valuation is clear. A 
gold is not an income-earning asset, it cannot be value 
in that way. Its sole return to the owner is through a ris 
in price. What makes the price of gold $635 an ounc • 
today is that buyers expect the price to be about $73 

n ounce a year from now. 
The view that the price of gold will increase at a rat 

·n excess of the interest rate assumes that the presen 
rice is justified by economic conditions and that infla 
ion will accelerate. The inflation of itself does not jus 
ify the enormous increase in the price of gold to it 
resent level. At $63 5 an ounce, the purchasing powe 
f gold as measured by the U.S. wholesale price inde 
290.8 in September 1980 on a 1957-59 base) is mor 
han two and a half times as high as it was at the tw 
revious peaks-in 1896, when the index was 25.4 an 
he price of gold was $20.67 an ounce, and in 1934 
hen the index was 41.0 and the price of gold was $3 

n ounce. 
The recent rise in the price of gold was not in re 

ponse to the acceleration of inflation but to the politica 
ituation in Iran and Afghanistan. Without saying tha 
orld peace was an essential element of the classica 
old standard, it is a fact that political disorder in th 
orld adds to the difficulty of maintaining the equiv 

lence of gold and currency at a fixed price. If, for ex 
mple, the monetary authorities were to establish a gol 
tandard now, with the price at close to the present fre 
arket price, a deterioration of the political. situatio 

ould cause an enormous outflow of gold and a shar 
ontraction of the money supply, even if the economi 
ituation should become 111ore stable. 

nder a gold standard, the increase of the money sup­
ly is limited by the increase in the gold reserves. As­

s ming that confidence in currencies were restored so 
t at relatively little of the supply would be absorbed by 

oarders, investors, and speculators, the growth of the 
onetary stock of gold would depend on newly mined 

roduction, net sales of the communist countries, and 
t e consumption of the arts and industry. The produc­
t on of gold outside the communist countries reached a 

eak of 41 million ounces in 1970, fell to 31 million 
nces in 1975, and has remained at that level. The de­

e ine was almost all in South African production, al­
t ough the output of other areas also fell slightly. 

Sales by the communist countries, principally the 
S viet Union, were very large in 1972-79. Such sales are 
f r the purpose of acquiring foreign exchange to finance 
i ports from the West. They are highly volatile, fluc­
t ating directly with the Soviet balance-of-payments 
d ficit and inversely with the price of gold. Because 
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Soviet gold sales are so variable, they cannot be regarde 
as a reliable source for the regular growth of the mone 
tary stock of gold. 

Even if hoarding, investing, and speculation were t 
fall to the moderate levels of the early 1960s, the suppl 
of gold that could be added to the monetary stock woul 

I 

be very small. The absorption of gold in the arts an 
industry exceeded newly mined gold by 20 percent i 
1976--79, though some of the gold purchased by fabri­
cators may have gone into inventories. This occurred 
despite a large reduction in such use of gold in 1979 
because of the high price and the economic slowdown in 
some industrial countries. Perhaps, if a gold standard 
with a fixed price of gold were restored, the gold-· 
producing countries might increase their output. But un­
less there were an adequate, steady, and assured growth 
of the monetary stock of gold, it would not be possible 
for a gold standard system to function effectively. 

The existing stock of monetary gold, apart from the 
holdings of the communist countries, is more than 1.13 
billion ounces, including holdings of the international 
monetary institutions. Most countries carry these re­
serves at an average market value over a preceding 
period, although the United States still values its hold­
ings at the old monetary price of $42.22 an ounce. No 
large country has monetized its gold reserves at the 
present price. These gold holdings constitute a huge 
reservoir of assets that would free the international 
monetary system from dependence on additions to gold 
reserves for the growth of the monetary base. Countries 
could monetize their gold holdings at a regular rate to 
assure the monetary growth they consider necessary. 
Sales could also be made from these gold holdings with­
out the necessity of deflating the money supply, and 
purchases of gold could be added to these gold holdings 
if they were financed by sales of Treasury bills without 
inflating the money supply. But if the monetary au­
thorities followed such policies, making the money sup­
ply independent of the increase or decrease in the gold 
reserves, it could not be said that the country was on the 
gold standard. 

The bills introduced in the Senate (S. 3181) and the 
House of Representatives (H.R. 7874) would establish 
gold convertibility of the dollar or a gold coinage within 
a few months of enactment. This attitude of urgency in 
establishing a kind of gold stand<!,rd is reminiscent of 
the debate on the resumption of specie payments after 
the Civil War. Some thought it would be prudent to 
accumulate a larger gold reserve and to reduce the 
.:i.nount of greenbacks in circul~tion before undertaking 
~recie payments. Others, among them Chief Justice 
~h.:?se, who had been secretary of the Treasury during 
::ie wartime inflation, believed that no delay was neces­
:<:Jry, that "the way to resume is to resume." 

• THE BROOKINGS DUL ETIN 

Inherent in this approach to restoration of a gold 
standard is the assumption that if inter-convertibil ty of 
gold and dollars were established at some price pre­
viously determined in the New York market, pure ases 
of gold from or sales of gold to the Federal Re erve 
Banks would by themselves adjust the money sup ly to 
an amount appropriate to the monetary price of old. 

. That could entail a large contraction of the money sup­
ply through Federal Reserve sales of gold or an exce sive 
expansion of the money supply through Federal Re erve 
purchases of gold. It would be ironic if restorati n of 
the gold ·standard were itself to have a serious! de­
stabilizing effect on the money supply. Actually, it is 
questionable whether the monetary systems co tern­
plated in the bills referred to above would constit 
gold standard in the usual meaning of that term. 

The gold standard is not an end in itself but a 
of achieving certain objectives. The first is to restor 
maintain a reasonably high degree of stability of p ices 
and costs. This cannot be achieved automatically b es­
tablishing gold convertibility of the dollar. It req ires 
greater budgetary discipline, a more cautious mon tary 
policy, and limitation of the growth of incomes t the 

The gold standard is not an end in itself 

but a means of achieving certain objectives. 

The first is to restore and maintain 

a reasonably high degree of stability 

of prices and costs. This cannot be achieved 

automatically by establishing gold 

convertibility of the dollar. 

growth of productivity. The second objective i to 
achieve greater stability of exchange rates. Initially, the 
target could be to maintain the average foreign exch nge 
value of the dollar within a moderately broad range la­
tive to the other currencies in a unit of Special Dra ing 
Rights-the D-mark, sterling, the French franc, and the 
yen. Ultimately the dollar would have to be stabl in 
terms of the strongest of these currencies. That w ulc 
necessitate keeping down the inflation to the same ate 
as in the most stable industrial country and gi ing 
greater consideration to the behavior of the excha ge 
rate in formulating monetary policy . 

These are the conditions that would have to be es ab­
lished before the United States could safely return o a 
gold standard. If the United States could achieve su a 
degree of price and exchange stability, there would be 
no need for a gold standard. 




