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By Aurazs L. MALAmE J2.

A new species of goid bug bas recently
in varfous parts of the U.S. It dif-
fers from the old-fashioned gold bug in a
pumber of ways, [t's more articulate, more
concerned about politics, more compll- -
cated and potectially more dangerous.

The old-fashioned bug cah be glimpeed
in people like James Dines, Harry Schultz
and the late Col. Edward Harwood.
Through {investment letters, books and
speeches, their pitch back in preinflation-
ary post-World War II years was simple.
Invest in goid. they warned, because a big
price spiral is on the’ way and when it ar
rives gold will so&r.

They were right. of course, as thelr for-
tunate disciples can attest.

The new breed of gold bug s repre
sented by pesple with weightier matters in
mind than investment advice. They focus
oo such problems as high interest rates
and unemployment. Thelr aim is to avert
the ecomomic chacs that now threatens,
they maintain, uniess the dollar is once
again linked to the yellow metal.

How. in their view, wouid a pold-dollar
Hnk avert this impending chaos? Why do
they press the case for gold at this tme?
Does it make good sense?

Examples of new-breed thinking ap-
peared on this page Feb. 18 (*“The Means
10 Establisting Financia! Order”) and July
30 ("The Case for the Gold Standard™).
Both articles were by Lewis E. Lehrman, 8
drugstore-chain executive and a member
of the U.S. Gold Commission, established
recently by Congres: to study the feastbil-
jty of tying the deliar to gold. The case for
goid, as clearly s=t forth by Mr. Lehrman,
boils down to this:

Infiation and troubles associated with it
stem mainly from excess money in the
economy. The Federal Reserve isn't wili-
ing or perhaps even abie to talior the
money supply to levels consistent with non-
infiationary econoinic growth. Unlike dol-
lars, goid can't readly be overproduced.
Over the centuries, gold output has
climbed about 1.5% to 2% a year. That, by
happy coincidence, is In approximate line
witt, what many analysts, not just gold
bugs, think comnstitutes a healthy, noninfla-
ticuary growth rate for money in the long
terin 1t follows that legislation mandating
the eschange of dollars for government:
held gold at a set price would bring an end
to the inflationary overproduction of
TUney.

Restorlng the Economy
i The chac that the new breed foresees
unless the dollar is made convertible into
gold 1s depicted in a recent article by Jude
Wanniski, a former editorial writer here
who now heads & New Jersey-based con-
sulting firm He has worked closely over
the years with Arthur Laffer. the Calitor-
nia economist who gained wide attention in
the 1970s wilt: his “Laffer curve” theory
" that the economy could be painlessly re-
store¢ to gnod health through tax cutting
aimed at spurting work incentive. The cuts
would bring a brisk, inflation-damping ex-
pansion in the economy's “supply side”
and also serve—with the rise in business

setivity and thus tax receints—to move the
federal budget into sxrpixs despite the tax

The tax legisistion that President Rea-
gun has pushed through Congress this sum-
mer. contams muoch hat Messrs. Laffer,
Wannisid and other so-calied supply-siders
have loog advocated. Accordingly, it's dis-

quieting to read in Mr. Wannisk{'s Aug. 6.

report to clients, titied *“Now, Money,” that
the economic outlook remngfns grim. In-
deed, be warns that “only a retura to 8
goid-convertible doilar will spark 2 bond
rally of major significance.” He continues
that there's *‘growing apprehension” that
the Federal Reserve “‘wili not be able to
break inflationary expectations. ... The
vision of GOP candidates . . . having to de-
fend 20% interesi rates in 192 is too awful
to contemplate.”
This hirdiy is the sort of commen

that one might have anticipated from
long-time promoter of supply-side tax cut-

‘.m“umn'rmwmmmﬂ.mwm

ting om the heels of sweeping tax cuts. At
the root of the dismay, apparently, is con-
cern that the Fed is under the influence of
“monetarist” economists, such as Nobel-
laureate Milton Friedman and Treasury
Under Secretary Beryl Sprinkel. These mo-
netarists espouse a slow, steady increase
in the money supply, administered by the
Fed without regard to actual short-term
demand for money—which, in the supply-

, side view, should now begin to climb as the

tax cuts inspire increased economic activ-
ity.
Mr. Wanniski argues that such monetar-
ist policy just now produces a far {on re-
strictive Fed policy that “is sucking short

term capital from every corner of the
world” and invites “global depression as
we try to finance our deficits externally in-
stead of through the release of internal re-
sources that the Fed is stranghng.” He de-
clares: ‘“The public floggirg of Beryl
Sprinke! would do wonders for the bond
market.” :

If investors were told, he continues, that
“henceforth all government bonds wili be
redeemed in dollars that can be converted
... into B fixed weight of goid,” there
would ensue 2 “mad, global scrambie to
get into noncallable Treasury bonds ” This
scramble, he believes, “‘would drive ong
rates dowr so fast that {Budget Direcior
David] Stockman would be able to balance
the fiscal 1952 budget,” which a recent con-
gressional estimate places at some $60 bil-
Hon in deficit.

The crux of the argument for tying the
dollar sgain to gold, bowever, is that this
would largely take money-supply MARAF>
men: oui of the Fed's bands. In essen o,
mapetary growth would be Nnked to tie
government’s gold stock. At present, Tree-
sury coffers hold more than 8,000 tons of

An tmmediate question arises: In any
return to & gold-doflar tie, whe! would con-
stitute an appropriate official gold price?
Too iow & price wouid act to depress bus!
ness because it wouldn™t allow for a suffi-
cient supply of money; too high an officlal
price would tend, by the same token, tg re-
kindie infiation.

Finding a price thaC's right is only one
probiem posed by a gold-dollar link. Mr.
Lebrman is correct that growth of goid out-
put “over centurles has beer. about 1.5% to
2%."" However, that's 8 yeerly average. In
fact, a chart showing world gold produc-
tion over the long term resembles a roller-
coaster ride. In the past century, for exam-
ple, the output level soared between 1890
and 1916, plunged for about a decade,
soared for about two decades, plunged In
World War II, soared again and s¢ on. In
some of those years the dollar was tied to
gold; in others it was not.

Reasons for the output fluctuations in-

clude gold-fleld discoveries, new gold-re-
covery techniques, such as the use of cyan-
ide, and wartime interruptions iff mining
activity. (It's no surprise that inflation in
the U.S. began to worsen severely around
the turn of the century, even though the
dollar was on a gold standard at the time:
this was precisely when vast new fields in
South Africa were emerging and lne gold
rush was under way in Alaska).

Analysts generally doubt that further m-
flation-spurring discoverics are lkely any-
time soon. Bul there's concern over possi-
ble interruptions in gold output, which of

-gourse could prove deflationary under a

gold-dollar standard. South Africa and
Russiz are the leading gold producers.
Black-white tensions in the former could‘
lead to productior: stoppages in some fu-
ture racial biowup there. Cold-war tensions
militate against depending on the latter as
& source.

The deflationary possibility should be
carefully weighed. Mr. Lehrman siresses
that “the true goid standard has been ass
ciated with balanced budgets, reasculbs
price stakility and low interest rate” "' Tt
other, unmenticned side of the coix 15 b ¢
the U.S. was on & form of guld stand . s
the Great Depression begas., unty) 193 1r
flativn and high interest rates wer- « =i,
no probiem in those dismal years, bir 1ais
sive unemployment was. Severe jol ok
ness was alsy a sporadic probi.;. » oagr
lier decades when the U8, was o1 & mghh
rigid gold standard.

An Hiuminating study of the Depressi:
period was undertaken by the laie Rarmar
Nurkse, economist for the cld Leagyv - of
Natiaos, in an out-ofprind volume Ut
“International Currency Fupe rience~1o
sons of the Inter-War Pertod. * In nador o
ter nation, he reported, economic groa
followed on the heels of & particulzr cur

remcy’s “collapse’’—that is, its departure
from some previous fixed rate of exchary

with gold and other currencies Haked wi..
gold. Mr. Nurkse indicated, in fari, the’
economic contraction during the period in
variably occurred before & currency's col

lapse, when efforts were still under wuy tor
preserve its fixed value He obsenved, for
Inciunce, that French currency was amoeny;
tho last to be cast free from & fixed lnk
wiu, gotd, in late 193% The Fremch econ

anwy, sigraficantiy, didn’t begin {6 puii oul
of the Depressiui untif 193%.

‘A Domestic Expansion’ |

Mr. Nurkse’s conclusion from the stify
ticzl record of the 1830c was, essential
tha® as each currency came unstuck fro
gold. this “'was foliowed by a domest,  €x
pansicr. of Investment and Dahuo.
cone.’” He also found that such imp e
mernt, in case after case, tended "'to stimu
late foreisn tranc ali around.™ A note

shouid perhap. be inserted—that world|

pold ocuipul was apprectably higiv: as5 far
back as 1916-15 thun tr the pre Depression
192% or the very early 1830s. when most
key economies hit bottom.

It's alsc worth noting that the general

U.S. price leve! declined sharply betweer|

the mi€ 1805 and the late 18t0s—whick
happess {o be one of the few intervals b
tween 1834 and 1933 when the coumiry
wi4En't on some sort of goid standard. '

The list of questiune posed by the “dea
of returning to gol! is long. Propones
generaily plug for an wmiernationa! &5 wel \
&’ a domestic standard, but its upclear
tiat other nation, wouid readiiy go along \
Muck of the coraplaunt about prese: t Fed
polrcy s that 1t's tos restrictve, bit a re-
turn to goid could force an ever tighter
Fed policy, in the absence of & new surge
in gold preduction. A pold standard ulti-
mately woud depend on the whlingness of
governmienit Jeaders to stick by it; {f dning
S0 necessitated 8 great deal of fortitud-.
weuld tie standars Jong survive?

Altoge Lker, the case aganst a relurn to
goii: 18 such that one mus! wond-r why s
mar y supply-side advocaies appear so en
muziaﬁic about the idea right now. A cynic
mig!t suggest that it neathy provides an
“ow’ if, Just possibiy, supplv-sids 1ax cut-
ting iurns out to be a budyei-buster inste s
of a painless, free-lunch roete outl of the
current inflationary quagmire.

‘Wnatever the explahation, a couple of
points should be unaerscord. The Reagar
adminisiration conveys to many a tahi-
charge, cands imagc, A golc standarc
woukd serve to reduce its power t¢ rontrol
the nation’s economic cours.. More impor
tantly, as the new chrysoplides are wont to
emphasize, Washington's management of
money remains highly imperfect. Focusing
on the gold questiohi—as in the recert crea
tion of the Gold Commissiori—onty detracts
attenbior from: where it should be: on im
proviig monetary and fiscal policies so
that the economy's future wili prove hap-
pser than its recent pasi.

Mr. Malabre s a news ediior of the

Journal

~ The Trouble Wlth a New Gold Standard
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_ By ALLAN H. MELTIRR

The vid standard is an idea whose time
Is past—iong past. The classical goid stan-
dardLsnolampenormethodotmlving
our current problems of (nflation and un-
employment, whatever its merits a century
ago.

Advocates of a return to gold offer thelr
nostrum as a means of stabilizing prices
but offer few detalis about how o reach
this desirable goal. All we are usually (old
Is that the goid standard is a “‘supply-side”
solution. which will reduce interest rates,
siabilize prices and eliminate the sum-
mer's excess supply of zucchini. None of
these claims is true.

The fact is that a gold standard stabi-
lizes only one price—the dollar price of
gold. Whether other prices, for example an
average of the prices of the goods and ser-
vices that people buy and sell are rela-
tively stable or unstable then depends on
what happens (o the aggregate demand
and supply of these goods and services.

Suppose the world price of ol falls and
Arabian shetks or Iranian mullahs sell goid
to maintain their spending. The U.S. must
buy the gold to prevent the goid price from
falling. This expands the domestic money
stock—whether that stock i{s entirely in
gold or 1s a mixture of gold and paper with
gold backing. The required increase in the
money stock raises aggregate demand and
the prices of all other goods and services
in the U.8.

There is nothing special about oil. A
failure of the Russian wheal crop, the
growth of world productivity relative to
U.S. productivity, world inflation-any giz-
able change affecting world demand and
supply of goods and services—would cause
domestic prices to change.

. by changing

* Mr st Classical Period

These are not speculations about what
may happen. They describe what did hap-
pen under the pold standard in its most
classical period. Prior to 1813, we did not
have a central bank. Gold coins circulated
and checking deposits, many bonds and
other financial assets were redeemable in
gold. .

The U.S. price ievel was not stable from
year to yeur, or decade to decade. The
price level was approximately the same in
1913 as in 1862, but this gives a misleading
suggestion of stability. Prices of goods and
services fell 47 in 1882-96, then rose 41%
from 1896 to 1913.

Real efonornic activity was more var-
able under the gold standard than in the
recent past. Recessions lasted twice as
long, on average, from 1878 to 1913 as in
1945-80, and expansions and recoveries
were about one-third shorter. Per capita
real income, a usefid measure of the living _
standard. rose more slowly. The most reli:
able statistics suggest that real per capita

income rose a bit faster in the
ing decade of the 19705 disappotnt.
prior to 1913, than under goid

economic . problems annot
blamed on the monetary standaxc-d or cur:

the monetary standard
gold to paper or from paper to gtfid. g;;‘n

parisons of events in 1879 to 1513 with 1945

to 1880 cannot, by themselves,
whether the gold standard is super.lc;dgrc"gf
ferlor in some globai sense.

They do teli us y
neither that the gold standard

growth o
. Shorter recessions, more durab;
expansions or year-to-year price mbun;

wait st 3%,

S OBy
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guarantees nor brings smoother . .
standards of Uvmsthlzher re?ur .

If we care about these things, we should
have second thoughts about returning to s
gold standard.

Advocates of gold complain about cur-
rent variability of money growth and the
uncertainty created by changes in mone:
tary policy. A return to gold 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
Arabtan sheiks, South African central
bankers, the productivity of foreign work-
ers, the budget and monetary decisions of
major countries and other factors.

From 1879 to 1813, many major coun-
tries adopied &f remained on the gold stan-
dard. They accepted part responsibility for
fixing gold's price. Every 50 years or sg,
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 equilibrium reached about 50
years earlier. '

The beltef that prices will return to the
same value within a few decades probably
reduced the cost of financing long-term
capital, like railrcads, a principal invest-
ment in the late 19%th Century. But it is a
mistake to regard the gold standard as a
guarantor of price stability even in this
long term sense.

The supply of goldedepends on discov-
eries and improved methods of mining and
extractior.. Nothing in the gold standard
mechanlsin  guarantees  that  relative
changes in dermand and supply for goid will
return the price level to some fixed value
every 50 years or every century. This hap:
pened in the past because gold deposits
were discovered, better methods of extrac-
tion developed and banking panles oc-
curred often enough to wipe out some of

the money stock and lower the price level.

The only permanently fixed price under
& gold standard i the one that the govern-
ment fixes—the pnce of . The alleged
discip!ine of the goid standard is & political
decision to set the price of gold once and
forevermore.

Gold standard advocates should be
praised for Insisting tirelessly that the only
way to maintair price stability is by con-
trolling mency growth and for reaffirming
that the mos: reilable way to control
maney growih is from the supply side.
These are views that they share with peo-
ple llke Miiion Fnedman or the members
of the Shadow Open Market Committee

whom the press describes as monetarists.

Stridiarity in the views of monetarists
and advocates of the gold standard does
rot extend to the means of controlling
money from the supply side. Monetarists
insist there is only one way to contro}
money reliably. The central bank must
control the size of its own balance sheet by
restricting the dollar value of the assets it
buys. About 90% of the assels are govern-
ment securities purchased in past falled at-
tempts to set interest rates or exchange
rates.

If the Federa! Reserve controls the
amount of assets on its balance sheet, the
principles of double-entry bookkeeping
guarantce that their liabilities are con-
trolled. These ljabllities, and the carre-
sponding assets, are known as the mone-
tary base, so the monetarist prescription
is: Control the size or growth rate of the
monetary 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.

!
l

An Epistle to_th?Gold Commissioners

Many attempts to watch multiple tar-
gets by using the 24 collective eyes on the
Federal Reserve committee that ruakes
monetary policy decistons convinced a ma-
jority of the committee’s 12 members tha_i
one target achieved is better thar a baske:
fu) of failed promises. The 24 eyes &re now
glued on one target~the arnounced growih
rate of the money stock —in hopes of re-
pairing the Fed's damaged credibility.

! Let's hope they stay there.

A gold standard is nol a more believa
ble or reliable way to control money of the
monetary base. Such statemernis are the

; Inataniigiese = crsp

very opposite of the truth because no one
can choose both the price of gold and the
rate of money growth. If the announced
price of gotd s too high compared t¢ the

i demand fur gold and the world supply of

goid, goid fiows to the U.S People pound

. on the door, offering gold in exchange for

doliars. The Fed, gr the government’s gold
buyer, is required to issue more money.
The stock of money Increases, and prices
rise If the announced price of goid is (o0
low, people offer doliars and buy gold. The
stock of money falls and prices fall If
these changes in offers and demands for
gold are difficult 1o forecast, and they are,
we have booms and recessions whenever
there is a large change up or down in the
demand for goid.

No Doubt About the Effect

Again, these are not speculations about
what could happen. They are a description
of the past performance. After Franklin
Roosevelt decided in 1934 to raise the buy-
ing and seiling price of gold from $2LET O
$35 an ounce, we did a lot of buving The
stock of monetary gold rose 54¢. in the
next three years. Prices rose, despilc the
Depression. To prevent the eftect of gold
purchases from further expand:ng the
money stock, the government theredfier
sterilized the effect of gold on money.
Whaiever one believes aboul the wisdom of
these and subsequent decisions there 1s R
doubt ahout the effect of the overvaination
of gold on the money stock.

Where would you set the gold pnice to
prevent a repeat of the inflationary goid
flows of the ’30s. or deflativnary gold
flows? Dnn't make the mistake of thinking
that someune eise knows the right price to
sel and keep coastant for the next 100
years. He doesn't. That's why advocates of
the pold standard never suggest or hint at
how or where the price of gold st-ubd be
set to stabilize prices in an uncertam
world. And don't look 10 the market for
guidance, The market changes its colle~-
tive mind every mnute.

The administration knows that we can-
not fix exchange rates or the price of goid
and contro! money. Treasury Secretary
Regan wnd Undersecretary Sprinke! should
be lauded for insisting on a freely floating
dollar. A free {loat remuves one obstacle to
betier monetary control. It is a step on the
path to lower inflation that has yelded
benefits. N

Other steps could be taken fo make
monetary control more certain, more rehia:
ble and less variable. But il is a nustake to
think tha! a return to the gold standard is
one of them.

Mr. Meltzer s prufesser .of pohliral
ecomomy and public policy al Carmecie-
Mellon Umversily.

Al economic problems canmot be blamed on the
monetory standard or cured by chimging the monetary

o standard from gold to paper or from paper to gold.
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ECONOMIC FOCUS/ROBERT J. SAMUELSON

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 doliar 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.”

he gut argument for the gold standard is that all mortals,

when entrusted with political power, are inclined to
cheapen the coin of the realm—in modern terms, to inflate the
currency by printing more money—to solve their immediate
political problems. Tying money to gold places money creation
beyond manipulation.

Under a true gold system, the government would back the
dollar with a fixed amount of gold. People who didn’t trust the
dollar could sell their dollars to the government for gold. This
would lower the dollars in circulation and, presumably, depress
either the economy or prices. By the same token, people with
absolute faith in the dollar could sell their gold for dollars,
which, unlike gold, earns interest. This would increase the
dollars in circulation and, presumably, result in either economic
expansion or price increases.

Simple though this may seem, it is fraught with dangers.
Economies need money to run on. The constant danger of gold is
that the supply of the metal 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, who had trouble repaying their
debts in increasingly expensive dollars. Agrarian unrest then
begot William Jennings Bryan's “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 wage 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 the Soviet Union.

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—or luck—could be undone 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 increase their demand for gold. All
these episodes would profoundly influence money markets and
economic conditions in the United States.

What this sort of gold standard does is assign control of the
U.S. money supply not to some stable metal but to the whims of
an unstable world. Indeed, many economic historians believe
that rigid adherence to the gold standard in the early 1930s
helped deepen the Depression. Higher gold demand caused
countries to follow restrictive policies.

Any sensible money system zims not only at price stability
but also at prosperity and broader economic and social stability.
In the 19th century world, where social sensibilities were
meager and booms and busts an accepted part of life, the gold

tandard could concentrate on one of these tasks. Today, the
olitical and social climate can no longer tolerate such a single-

inded obsession. It’s what makes running the economy such a

rustrating and contradictory job, a

1734 NATIONAL JOURNAL 9/26/8)
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-Should Block Return

steady, the dollar price of all com- the radical ups and downs that went
modities will remain steady. They on in between.
claim .that for more than 50 years But suppose, for _argument’s sake,
prior to 1933, when Franklin Roo- -there had been price stability at a
sevelt took the nation off the gold 'time when there was a gold-backed
standard, prices and exchange rates currency? That doesn’t suggest that
were steady. what may have worked in a horse-
There are lots of holes in this line - and-b
i.of argument. As economist and gold” commitment to full employment or
5expert Edward M. Bernstein points ‘other noble social goals, will work in
. out, there was in fact a great deal of. today’s much more complex and so-:
imstablllty during this period, includ-' phisticated world.
ing the Great Depression itself and “In the global enwroment that
other financial panics. The “stabil- prevailed for much of the 19th and
ity” gold bugs cite consists only of early 20th centuries,” says New York
the fact that .prices at the:end of -securities analyst James E..Sinclair,
that 50-year stretch were about the’

" same as they were at the beginning,’.

ag ainst the ruling House of

eration

Lo e e v e

sgian military i incursion lnto
Africa. “In today’s world,”
1 Sinclair concludes, “the risk is high
1:that (gold) convertibility would
move swiftly to conversion.” _

Bernstein points out that it
“wouldn’t. even take such cosmic_de-
] - velopments to deplete the U.S. gold
- stock. “If members of OPEC could
*convert their current account surplus
into gold at a fixed price; they would
probably 0 80 on a large scale,” he
ga q

“Other ountries could also decide
to diversify their reserves by con-
{ verting dollars into gold. Finally, pri-

1 enormous \amounts for redemption
in gold if they thought the price was
too low, and private holders of gold
could sell enormous amounts to the
Treasury dollars if they thought
the price was too high.”

gy gyt

majonty 0 economlsts Wallich con-

ggy era, when there was no,

“when the causes of world economic
and political order were well served:
_ @ view which conveniently 1gnores by the gold standard and the British

{ vate holders of dollars could present -

Many mericans, and the great’

to Gold

cedes, still subscribe to Keynes’ de-
scription of gold as “a barbarous rel-
ic.,” It is apparent that if tl:{fnnited
States went back to a gold standard,
we would be more dependent on the
Soviet Union’s and South | Africa’s
decisions on how much gold|to mine
and market than ‘on our o
judgments and priorities.

." Yet, as part of the mone
olution of the 1970s, and

- ger i8 that the Gold Commission will
be tempted to find a compromise, to

tion.

One such’ proposal was
the commission by monetarist Rob-
ert E. Weintraub of the Joint Eco-
nomic Committee of Congress. |
Weintraub suggested a restoration of |
the regulation that until 1965 re-

quired the Federal Reserve {o hold
gold certificates—representing gold
held in Fort Knox—as reserves. |:

against its paper notes and ha ilities.
+ Weintraub argues that going back
;to the so-called “gold cover” will “put
‘a lid on money growth and thereby
stop inflation.” He would start with
a 9 percent cover, because that is the |
“amount of gold certificates now held
" by the Federal Reserve, based on the
legal value of gold at $42.22 an
ounce. Weintraub would rigidly con-
trol future money-supply growth by |
gradually raising the legal value of
gold until it exceeded $400 an |ounce
in 1988,
. ‘Weintraub’s is a clever compro-
‘mise: It would introduce a rigid rule
into monetary policy, limiting money
supply expansion by the
amount of a pre-determined increase
in the value of the “gold cpver,” |
thereby eroding the independence of |-
the Federal Reserve. That takes care
of what the monetarists want| And
the gold bugs would get their foot in
the door. Once they do, watch out!.
That’s why the Gold Commission
ought to block, firmly if politely, any
effort to brmg the barbarous rehc
back into the system.
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Back to the Gold S‘tandard?

Edward/M. Bernstein

B United States to restore monetary stability have
led to proposals to return to the gold standard.
g Bills have been introduced in the Congress to es-
tabli<h a gold coin standard and a flexible gold standard
based on an adjustable price for gold. More important,
Public Law 02-389, authorizing an increase in the U.5,
quota in the International Monetary Fund, provides for
the establishment of a commission of fifteen members
under the chairmanship of the secretary of the Trea-
surv, to “assess and make recommendations with regard

Lidward M. Bernstein is an internationally recognized

monetary expert and a guest scholar at the Brookings

hestiration,

to the policy of the U.S. government concerning the role
of gold in the domestic and international monetary sys-
tems and to transmit to the Congress a report containing
sts findings and recommendations not later than one
vear after the date of enactment of this Act.”

The interest in returning to a gold standard is based

on the assumption that if the creation of money were

limited, inflation would stop for lack of the monetary
fuel that powers it. Much of the support for a return to,
the gold standard, however, is based on an idealized
view uf the 100 years of the classical gold standard as an
age of unparalleled monetary stability and economic
progress. The fact is that under the gold standard prices
rose and fell for twenty to thirty years at a time, and the

history 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
vood data occurred in 1815, in Europe because of the
Napoleonic wars and in the United States because of the
War of 1812, From then until 1843, the U.S, wholesale
Pre index fell by nearly 60 percent. After 18473, whole-
~x.¢ prices in the United States rose by 157 percent in
*™e twenty-one vears to 1864. Most of the rise, however,
vv-urred during the Civil War, when the term inflation

ERSISTENT INFLATION and the inability of the
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was coined. Prices fell moderately again in the following
ten years. In Europe, which was on a silver, gold, or
bimetallic standard, prices rose by about 60 percent in
the thirty years to 1873.
In that year, the principal trading countries began to
follow the newly created German Empire in abandpning
the silver standard or the bimetallic standard and adopt-
ing a gold standard. This greatly increased the depen-
dence of the world economy on gold production to pro-
vide the reserves necessary for the growth of the money
supply. It was also the beginning of a new period of de-
flation. From 1873 to 1896, wholesale prices fell by 49
percent in the United States and slightly less in Europe.
After the deflation ended, the U.S. wholesale price index
rose by 233 percent between 1896 and 1920, mostly dur-
ing World War I. Even from 1896 to 1913, however,
U.S. wholesale prices rose by 50 percent. From 1920 to
1932, the U.S. wholesale price index fell by 58 percent,
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 mongtary
crises that sometimes degenerated into financial panics.
In his Business Annals, Willard Thorp identified twelve
such crises or panics in the United States and seven in
England in the hundred years from 1815 to 1914] The
crises were periods at the peak of the business pycle
when it was not possible to meet the increased demand
for currency and credit so that prices plunged and inter-
est rates soared. The panics were extreme crises, usually
accompanied by numerous bankruptcies. In England,
the crises were due to the rigidity of the Bank Charter
Act of 1844 and the modest size of the free gold reserves
that the Bank of England customarily held. This made it
impossible to meet currency needs in an emergency ex-
cept by suspending the gold reserve provision of the
act, which was done on a number of occasions. I the
United States, the national banking system provided no
flexibility at all in the issue of currency, and that was the
cause of the recurrent crises.
The depressions that occurred twice in the ninetegnth
century and reached a new level of severity in 192¢-33







-~ that currency, and sold it in the exchange market. Cen-
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national monetary system. Until 1933, exchange rates
were kept within a narrow range (the gold points) by
exchange and bullion dealers. When a currency reached
the lower limit of the range, they converted the currency
~ into gold, shipped it to the country whose currency was
. .at the upper limit of the range, converted the gold into|

_ tral banks bought and sold gold for their own curren-
. cies; they did not 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 money 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. While monetary policy was directed toward pro-
tecting the gold reserve, which was slightly higher at the

end of the depréssion 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
520.67 an ounce to $35 an ounce in 1934 created the
conditions necessary for recovery. It strengthened the
competitive position of the United States in 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 was 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
$22.8 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,
which it then placed in an inactive account. The mount-
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ing interest cost as the gold piled up finally led the [Trea-
sury to terminate the inactive account and to monetize
the gold it had previously bought. :
" A quite different problem emerged during World War
I, when the gold reserves were reduced by $2.7 bjllion
while wartime expansion of the money supply continued
unabated. From the end of 1941 to the end of 1945) cur-
rency outside banks increased from $9.6 billion to $26.5

"billion, demand deposits increased from $39.0 billipn to

$75.9 billion, and time deposits increased from $27.7
billion to $48.5 billion. With continued expansion of the
money supply, the somewhat smaller gold resérves
would not be adequate to meet the requirements on
Federal Reserve notes and on the deposit liabilities of
the Federal Reserve Banks, so legislation was enacted in
1945 reducing the gold reserve requirements. The |gold
reserves became inadequate for the money supply again
in the late 19505 and 1960s, and the reserve reqtire-
ments were reduced twice more until they were finally
eliminated in 1968. Without a fixed limitation imppsed
by the gold reserves on the money supply, the United
States could not be said to have been on a true gold
standard.

Can the Gold Standard Be Restored?

It is possible to establish a gold standard if a country is
willing to accept the restraints it entails and the pco-
nomic consequences that may ensue. The minimum tfests
of a gold standard are (1) maintenance of the equal value
of the currency and gold by the monetary authorjties
through the purchase and sale of gold freely at a fixed
price, and (2) limitation of the money supply through
gold reserve requirements, including the obligation to
reduce the money supply when there is a diminution of
the gold reserves. As a practical matter, a gold standard
can function properly only as part of an internatignal
monetary system. Otherwise, sudden changes in |the
supply of or demand for gold would fall entirely on pne
country, as they did on the United States after 1934.
Purchases and sales of gold by the monetary authorities
at a variable free market price do not constitute a gold
standard. Such gold transactions are merely another
form of intervention in the exchange market and lan-
other type of open market operation.

Those who advocate a return to the gold standard
assume that it would be possible to select some pricg of
gold that would enable the monetary authorities| to
maintain the equivalence of gold and currency withput
being drained of their gold reserves or being swamped
by a backflow of gold from hoarders, investors, and
speculators. The change in the price of gold since 19773,
and particularly its volatility, should make one skeptical
of this possibility. It was possible to maintain the equiv-
alence of the value of money and gold for generatigns
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under the claésical 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 authorities 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 7o 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 determined 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,
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or the appropriate interest rate at which the flows should
be discounted, but the method of valuation is clear. Ak
gold is not an income-earning asset, it cannot be valued
in that way. Its sole return to the owner is through a rise
in price. What makes the price of gold $635 an ounce
today is that buyers expect the price to be about $730
an ounce a year from now. )
The view that the price of gold will increase at a rate
in excess of the interest rate assumes that the present
price is justified by economic conditions and that inflaf
tion will accelerate. The inflation of itself does not just
tify the enormous increase in the price of gold to its
present level. At $635 an ounce, the purchasing power
of gold as measured by the U.S. wholesale price index
(290.8 in September 1980 on a 195759 base) is more
than two and a half times as high as it was at the two
previous peaks—in 1896, when the index was 25.4 and
the price of gold was $20.67 an ounce, and in 1934
when the index was 41.0 and the price of gold was $33
an ounce.
The recent rise in the price of gold was not in ref
sponse to the acceleration of inflation but to the politica
situation in Iran and Afghanistan. Without saying that
world peace was an essential element of the classical
gold standard, it is a fact that political disorder in the
world adds to the difficulty of maintaining the equiv-
alence of gold and currency at a fixed price. If, for ex-
ample, the monetary authorities were to establish a gold
dtandard now, with the price at close to the present free
Jmarket price, a deterioration of the political situation|
¢ould cause an enormous outflow of gold and a sharp
ontraction of the money supply, even if the economiq
situation should become more stable.

)

A Question of Supply

Under a gold standard, the increase of the money sup-
ply is limited by the increase in the gold reserves. As-
suming that confidence in currencies were restored so
that relatively little of the supply would be absorbed by| -
Hoarders, investors, and speculators, the growth of the
monetary stock of gold would depend on newly mined
production, net sales of the communist countries, and
the consumption of the arts and industry. The produc-
tion of gold outside the communist countries reached a
peak of 41 million ounces in 1970, fell to 31 million
ounces in 1975, and has remained at that level. The de-
cline was almost all in South African production, al-
though the output of other areas also fell slightly.
Sales by the communist countries, principally the
Soviet Union, were very large in 1972~79. Such sales are
for the purpose of acquiring foreign exchange to finance
imports from the West. They are highly volatile, fluc-
tuating directly with the Soviet balance-of-payments
deficit and inversely with the price of gold. Because




.12

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. 4

Even if hoarding, investing, and speculation were t
fall to the moderate levels of the early 19605, the suppl
of gold that could be added to the monetary stock woul
be very small. The absorption of gold in the arts an
industry excéeded 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 pfice of gold were restored, the gold-|

producing countries might increase their output. But un-
less there were an adequate, steady, and assured gfowth
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-
plv 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 standard 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
amount of greenbacks in circulation before undertaking
specie payments. Others, among them Chief Justice
§hase, who had been secretary of the Treasury during
ine wartime inflation, believed that no delay was neces-
sary, that “the way to resume is to resume.”’
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Inherent in this approach to restoration of a|gold
standard is the assumption that if inter-convertibility of
gold and dollars were established at some price| pre-
viously determined in the New York market, purchases
of gold from or sales of gold to the Federal Reserve
Banks would by themselves adjust the money supply to
an amount appropriate to the monetary price of gold.

. That could entail a large contraction of the money|sup-~

ply through Federal Reserve sales of gold or an excegsive
expansion of the money supply through Federal Regerve
purchases of gold. It would be ironic if restoratign of
the gold standard were itself to have a seriously de-
stabilizing effect on the money supply. Actually, |it is
questionable whether the monetary systems contem-
plated in the bills referred to above would constitute a
gold standard in the usual meaning of that term.

The gold standard is not an end in itself but a means
of achieving certain objectives. The first is to restorg and
maintain a reasonably high degree of stability of pices
and costs. This cannot be achieved automatically by es-
tablishing gold convertibility of the dollar. It reqhires
greater budgetary discipline, a more cautious mondtary
policy, and limitation of the growth of incomes tq 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 ig to
achieve greater stability of exchange rates. Initially, the
target could be to maintain the average foreign exchﬁnge
value of the dollar within a moderately broad range rela-
tive to the other currencies in a unit of Special Drawing
Rights—the D-mark, sterling, the French franc, and| the
yen. Ultimately the dollar would have to be stable in
terms of the strongest of these currencies. That wquld
necessitate keeping down the inflation to the same rate
as in the most stable industrial country and giving
greater consideration. to the behavior of the exchange
rate in formulating monetary policy.

These are the conditions that would have to be estab-
lished before the United States could safely return to 2
gold standard. If the United States could achieve such
degree of price and exchange stability, there would be
no need for a gold standard.

m






