










Report of the Gold Commission 

Introduction and Recommendations 

Establishment of the Commission 

We, the members of the Gold Commission, were appointed by Secre- 
tary of the Treasury Donald T. Regan on June 22, 1981, pursuant to 
section 10 of Public Law 96-389 (94 Stat. 1555), to "conduct a study 
to assess and make recommendations with regard to the policy of the 
U.S. Government concerning the role of gold in domestic and inter- 
national monetary systems."* The Commission was directed to transmit 
its report to the Congress no later than October 7, 1981, one year 
after the date of enactment. Due to the change in Administration and 
the delay in appointment of members, it was not until July 16, 1981, 
that we met for the first time. We were in general agreement that a 
satisfactory report could not be prepared by the October 7 date. 
Accordingly, we requested an extension of the Commission's life. 
Legislation to that end was introduced to the Congress and enacted 
as P.L. 97-47 on September 30, 1981. The date for the report 
of the Commission was thereby changed to March 31, 1982. 

Commission Meetings 

We held 9 meetings, at two of which we heard testimony concerning 
gold Erom 23 witnesses, representing a wide spectrum of views on the 
potential roles of gold. They commented on the use and effectiveness 
of gold in past domestic and international monetary systems, and of- 
fered varying proposals for a restored role for gold, or favored the 
continuation of the present system with no role for gold. In addition 
to the hearings, the Treasury Department invited written statements 
on the role of gold from organizations and individuals. Summaries 
of the testimony we heard and of the statements submitted to us are 
reproduced in Annex B to the Report. 

*Congressman Chalrners P. Wylie -- Since many observers feel the Gold 
Commission became a "runaway" Commission in the -- Report, I would like to 
call special attention to the verbatim charge of Congress in creating 
the Commission. As the transcripts will show, many, many hours were 
spent dehatinq issues which were extraneous to the Congressional 
assignment for the Gold Commission. The job assigned to the Gold Con- 
mission by Section 10(b) of Public Law 96-389 was as follows: "The Com- 
mission shall conduct a study to assess and make recommendations with 
regard to the policy of the United States Government concerning the 
role of gold in domestic and international monetary systems, and shall 
transmit to the Conqress a report containing its findings and recom- 
mendations not later than one year after the date of enactment of 
this Act." 



C o n t e n t s  o f  t h e  R e p o r t  - 
The b o d y  o f  o u r  R e p o r t  r e f l e c t s  t h e  r a n g e  o f  i s s u e s  w e  d i s c u s s e d  

d u r i n g  o u r  d e l i b e r a t i o n s .  

C h a p t e r  1 s u r v e y s  e c o n o m i c  d e v e l o p m e n t s  o f  r e c e n t  y e a r s  t h a t  
were t h e  b a c k g r o u n d  t o  t h e  e s t a b l i s h m e n t  o f  t h e  Gold  Commiss ion .*  A 
d i s t i n g u i s h i n g  f e a t u r e  o f  t h e  p e r i o d  s i n c e  t h e  mid-1960s  was  r i s i n g  
and  p e r s i s t e n t  i n f l a t i o n  w i t h o u t  p r e c e d e n t  i n  p e a c e t i m e  i n  t h e  
U n i t e d  S t a t e s .  P u b l i c  a t t e n t i o n  t o  t h e  a c t i v i t i e s  o f  t h e  Commiss ion  
r e f l e c t s  a  d e s i r e  f o r  some i n s t i t u t i o n a l  a r r a n g e m e n t s  t o  e n s u r e  a  
r e a s o n a b l e  a p p r o x i m a t i o n  o f  p r i c e  s t a b i l i t y  i n  a n  economy whose  
r e s o u r c e s  a re  r e l a t i v e l y  f u l l y  e m p l o y e d  i n  a  b a l a n c e d  a n d  s u s t a i n a b l e  
way. The c h a p t e r  p r e s e n t s  t h e  f a c t u a l  r e c o r d  o f  t h e  p e r f o r m a n c e  o f  
t h e  economy,  a n d  r e v i e w s  e x p l a n a t i o n s  t h a t  h a v e  b e e n  o f f e r e d  t o  
a c c o u n t  f o r  t h e  l a c k  o f  s u c c e s s  o f  s e v e r a l  a t t e m p t s  t o  c u r b  i n f l a t i o n  
i n  t h e  d e c a d e  a n d  a h a l f  f r o m  1 9 6 5 . * *  

C h a p t e r  2 e x a m i n e s  t h e  h i s t o r i c a l  e v i d e n c e  o n  t h e  e x p e r i e n c e  o f  
t h e  U n i t e d  S t a t e s  w i t h  g o l d .  I n  1 8 3 4 ,  t h o u q h  l e g a l l y  o n  a  b i m e t a l l i c  
s t a n d a r d ,  d e  f a c t o  t h e  U n i t e d  S t a t e s  a d o p t e d  a g o l d  s t a n d a r d .  The 
c h a p t e r  d e a l s  w i t h  s u c c e s s i v e  c h a n g e s  s i n c e  t h e n  i n  t h e  c h a r a c t e r  o f  
o u r  c o u n t r y ' s  m o n e t a r y  s y s t e m .  

I n  C h a p t e r  3 ,  w e  e x p l o r e  t h e  s t r e n g t h s  and  w e a k n e s s e s  o f  a l t e r -  
n a t i v e  m o n e t a r y  s t a n d a r d s ,  i n c l u d i n q  d i f f e r e n t  v e r s i c n s  o f  a  g o l d  
s t a n d a r d ,  commodi ty  s t a n d a r d s  o t h e r  t h a n  g o l d ,  and t h e  p r e s e n t  
i n c o n v e r t i b l e  p a p e r  syst-ern. I n t e r n a t i o n a l  a s p e c t s  o f  t h e  a l t e r n a t i v e  
s t a n d a r d s  r e c e i v e  a t t e n t i o n .  

*Congressman  C h a l m e r s  P. W y l i e  -- C h a p t e r  1 s u r v e y e d  e c o n o m i c  
d e v e l o p m e n t s  f r o m  a  m o n e t a r i s t  p e r s p e c t i v e  a n d  d i d  n o t  e m p h a s i z e  
a d e q u a t e l y  t h e  role o f  F e d e r a l  b u d g e t  d e f i c i t s  and f i s c a l  p o l i c y  i n  
c r e a t i n g  t h e  e c o n o m i c  p r o b l e m s  o f  t h e  l a s t  f i f t e e n  y e a r s .  S i n c e  
s e c t i o n  3  o f  P u b l i c  Law 96-389 s p e c i f i c a l l y  s t a t e d  t h a t  " C o n g r e s s  
r e a f f i r m s  i ts commitment  t h a t  b e g i n n i n g  w i t h  F i s c a l  Y e a r  1 9 8 1 ,  t h e  
t o t a l  b u d g e t  o u t l a y s  o f  t h e  F e d e r a l  G o v e r n m e n t  s h a l l  n o t  e x c e e d  i t s  
r e c e i p t s "  t h i s  o m m i s s i o n  o f  r e f e r e n c e s  a s  t o  t h e  r o l e  o f  f i s c a l  
p o l i c y  a s  a  c a u s e  o f  i n f l a t i o n  s h o u l d  n o t  b e  o v e r l o o k e d .  I n d e e d ,  
t h e  f a c t  t h a t  t h e  F e d e r a l  G o v e r n m e n t  is r u n n i n g  a  d e f i c i t  o f  $ 1 0 0  
b i l l i o n  w h i l e  p a y i n g  a  c o m p a r a b l e  sum i n  i n t e r e s t  o n  t h e  t o t a l  F e d e r a l  
d e b t  d e t r a c t s  f r o m  t h e  c r e d i b i l i t y  a n d  u t i l i t y  o f  t h i s  R e p o r t .  

**Congressman  C h a l m e r s  P. W y l i e  -- T h i s  c h a p t e r  d o e s  n o t  m e n t i o n  
t h a t  t h e  t o t a l  F e d e r a l  d e b t  i n c r e a s e d  f r o m  $ 3 1 7  b i l l i o n  a t  t h e  e n d  
o f  1 9 6 4  t o  $ 1 , 0 0 4  b i l l i o n  a t  t h e  e n d  o f  1 9 8 1 .  I t  a l s o  d o e s  n o t  
m e n t i o n  t h a t  t h e  n e t  i n t e r e s t  p a i d  b y  t h e  U n i t e d  S t a t e s  T r e a s u r y  o n  
t h e  t o t a l  F e d e r a l  d e b t  i n  1 9 8 2  may w e l l  e x c e e d  30 p e r c e n t  o f  t h e  
t o t a l  F e d e r a l  d e b t  f o r  1 9 6 4 .  I n  s h o r t ,  C h a p t e r  1 d o e s  n o t  p r e s e n t  - 
t h e  f a c t u a l  r e c o r d  o f  b u d g e t  d e f i c i t s  a n d  t h u s  d o e s  n o t  a d e q u a t e l y  
e x p l a i n  t h e  p e r f o r m a n c e  o f  t h e  economy d u r i n g  t h e  l a s t  f i f t e e n  t o  
t w e n t y  y e a r s .  



In Chapter 4, we review the current role of gold and consider 
possible changes. In relation to domestic monetary arrangements, 
the changes would affect the conduct of Treasury or Federal Reserve 
operations or both. Such changes, if adopted, would also affect 
private sector conduct. In relation to the international monetary 
system, the changes would affect foreign exchange rate arrangements, 
the settlement of the balance of payments, and the International 
Monetary Fund. 

For each possible change in the current role of gold, we discuss 
the main elements of the change, transitional problems, if any, poten- 
tial legal and international implications, and assess the advantages 
or disadvantages it presents. 

Chapter 4 also brings together material on the historical market 
for gold that was dominated by central banks until 1968, changes in 
the location and operation of gold markets since then, the allocation 
of the stock of gold between monetary and nonmonetary uses, deter- 
minants of the demand for and supply of gold, and approaches to the 
determination of the equilibrium price of gold. In addition, the 
chapter provides a retrospective view on the record of gold production 
over past centuries and its relation to trend movements in commodity 
prices. A statistical compendium gives time series of world and 
U.S. production and stocks of gold, world and U.S. industrial use of 
gold, and the nominal and real price of gold. 

Aims of the Gold Commission 

Part of our mandate is to assess the role of gold in the domestic 
and international monetary systems. Assessments differ among members 
of the Commission not only with respect to the costs and benefits in 
the past when our monytary system was linked to gold but also with 
respect to the pr!ospective costs and benefits, were such a link 
restored. Given the size of the Commission that the Congress speci- 
fied, and the diversity of our views, that result may not be sur- 
prising. We decided that the best service we could render the country 
would be to set forth in an objective way the complex issues involved 
and give a fair hearinq to different points of view. 

Another part of our mandate is to make recommendations. Though 
it became apparent to us during our deliberations that we would not 
be able to achieve a unanimous set of recommendations, on some issues, 
it was possible to form majorities. Even so, a majority vote in 
favor of a specific recommendation did not signify that all so voting 
had the same purposes and/or interpretations in mind. Moreover, if 
each of us had been reporting singly instead of as one of a body of 
colleagues, individual members would not necessarily have expressed 
themselves in precisely the way the recommendations are stated. 
Differences in wording, emphasis and perceptions would have been 
evident. In some instances our recommendations touch on technical 
matters, such as legal and tax considerations, that need to be studied 
more exhaustively than it has been possible for us to do. Such 
technical questions should be given attention in any Congressional 
hearings in connection with our recommendations. 



Recommendations and Dissenting Views 

We report our recommendations on the following subjects: 

The program of Treasury medallion sales 
Treasury issue of gold bullion coins 
Treasury issue of gold-hacked notes or bonds 
The gold stock owned by the United States 

a. The public accountinq for the gold stock 
h. The relationship between gold certificates held as an asset of 

the Federal Reserve System and the gold held by the Treasury 
c. The appropriate size of the gold stock 
d. The price at which to value the gold stock 
e. r4anaging the gold stock 

Domestic monetary policy arrangements* 
International monetary policy arrangements* 

With respect to most of these subjects, we first present the range of 
views expressed in our deliberations, followed by the Commission's 
recommendation. Dissentinq views are given in footnotes. 

1. The Droaram of Treasurv medallion sales 

In July 1980, the Treasury began the sale of half-ounce and one- 
ounce gold medallions in accordance with the American Arts Gold 
Medallion Act of November 10, 1978 (P.L. 95-630). The legislation 
provided that not less than 1 million ounces of gold be struck into 
medallions each year for a five-year period and sold to the public 
at a price covering the market value of their gold content plus all 
costs. A different American artist is commemorated on each of the 
two sizes of medallions. In 1980, Grant Wood was honored on the 
one-ounce and Marian Anderson on the one-half ounce medallion. In 
1981, Mark Twain was honored on the one-ounce and Willa Cather on 
the one-half ounce medallion. Under the 1980 program covering the 
period July 15, 1980, through February 28, 1981, less than 300 thousand 
medallions of each size were sold, containing 434 thousand gold 
ounces. Under the 1981 program, from July 15, 1981, through March 5, 
1982, about 60 thousand medallions of each size were sold, amounting 
to 95 thousand gold ounces. 

The price of the medallions varies daily with the market price of 
their gold content, based on the settlement price at the end of the 
previous day for spot gold traded on the Commodity Exchange of New York, 
plus a surcharge in 1980 of $12 and in 1981 of $14 per ounce to cover 

*Congressman Chalmers P. Wylie -- Omission of the phrase "the role of 
gold in" before "monetary policy arrangements" in items 5 and 6 clearly 
was technically appropriate considering the material included in that 
section but inappropriate given the charge to the Commission by the 
Congress as to what should have been discussed. 

Governor J. Charles Partee -- I wish to be associated with this view. 



t h e  cost o f  p r o d u c t i o n  a n d  m a r k e t i n g .  The s u r c h a r g e  a v e r a g e d  u n d e r  
t h r e e  p e r c e n t  o f  t h e  u n d e r l y i n g  g o l d  p r i c e .  

The  B u r e a u  o f  t h e  M i n t  s e l l s  t h e  m e d a l l i o n s  d i r e c t l y  t o  p u r -  
c h a s e r s  t h r o u g h  m a i l  o r d e r s  p l a c e d  a t  U . S .  p o s t  o f f i c e s .  D e l i v e r y  
is  made w i t h i n  s i x  weeks .  

T h e  T r e a s u r y  D e p a r t m e n t  is p l a n n i n g  a  s i m p l e r  and  w i d e r  d i s -  
t r i b u t i o n  o f  t h e  m e d a l l i o n #  t o  b e  i n t r o d u c e d  t h i s  y e a r  t h r o u g h  a 
n e t w o r k  o f  d e a l e r s .  A l t h o u g h  d e t a i l s  a re  n o t  y e t  f i n a l l y  d e c i d e d ,  
t h e  e x p e c t a t i o n  i s  t h a t  s a l e s  t o  d e a l e r s  w i l l  b e  made o n  t h e  , b a s i s  
o f  t h e  d a i l y  N e w  York g o l d  p r ice ,  p l u s  a  t h r e e  p e r c e n t  m a r k u p  t o  
c o v e r  costs i n c l u d i n g  p u b l i c i t y  b y  t h e  M i n t .  The  d e a l e r s  would  a d d  
a  c o m p a r a b l e  f e e  i n  s e l l i n g  t o  t h e  p u b l i c  a n d  d e v e l o p  a  s e c o n d a r y  
m a r k e t  for t h e  m e d a l l i o n s .  

Recommenda t ion .  The Gold  Commiss ion  s u p p o r t s  t h e  i m p r o v e m e n t  o f  t h e  
p r o g r a m  o f  m e d a l l i o n  sa les  a l o n g  t h e  g e n e r a l  l i n e s  t h a t  t h e  T r e a s u r y  
p l a n s .  * 

2 .  T r e a s u r y  i s s u e  o f  g o l d  b u l l i o n  c o i n s  

I n  a d d i t i o n  t o  g o i d  m e d a l l i o n s  w e  d i s c u s s e d  p r o p o s a l s  f o r  a  
T r e a s u r y  i s s u e  o f  g o l d  b u l l i o n  c o i n s  o f  s p e c i f i e d  w e i g h t s  t o  b e  o f f e r e d  
t o  t h e  p u b l i c  a t  a  p r i c e  n e a r  m a r k e t  v a l u e .  

Among t h o s e  who s u p p o r t  t h e  p r o p o s a l ,  t w o  c o n c e p t i o n s  o f  t h e  
c h a r a c t e r  o f  t h e  bemand f o r  s u c h  c o i n s  a r e  e v i d e n t .  Some o f  u s  e x p e c t  
t h e  demand f o r  s u c h  c o i n s  t o  h e  a n  i n v e s t m e n t  demand,  s i m i l a r  t o  t h e  
demand f o r  K r u g e r r a n d s ,  Maple  L e a f s ,  Mexican  p e s o s ,  a n d  o t h e r  f o r e i g n  
c o i n s  t h a t  h a v e  f o u n d  a  m a r k e t  i n  t h i s  c o u n t r y .  O t h e r s  e x p e c t  t h e  
demand f o r  s u c h  c o i n s  t o  h e  ( o r  h a v e  t h e  p o t e n t i a l  t o  h e )  a  demand f o r  
t h e i r  u s e  a s  money. T h e i r  v a l u e  would  c h a n g e  f r o m  d a y  t o  d a y  a s  t h e  
v a l u e  o f  t h e  g o l d  c o n t e n t  of t h e  c o i n  f l u c t u a t e d  i n  t h e  f r e e  g o l d  
m a r k e t .  

Some a d v o c a t e s  o f  t h i s  p r o p o s a l  see s u c h  c o i n s  a s  f a c i l i t a t i n g  
d e v e l o p m e n t  o f  a  d u a l  n o n e t a r y  s y s t e m ,  w h i c h  would  i m p o s e  a n  a d d i -  
t i o n a l  d e g r e e  o f  d i s c i p l i n e  o n  d i s c r e t i o n a r y  o p e r a t i o n  o f  m o n e t a r y  
p o l i c y .  **  

* G o v e r n o r  J .  C h a r l e s  P a r t e e  -- The  p r o c e d u r e s  by w h i c h  g o l d  m e d a l l i o n s  
a r e  m a r k e t e d  c a n  b e  s u b s t a n t i a l l y  i m p r o v e d  a s  a n  i n t e r i m  m e a s u r e ,  b u t  
t h e  p r o g r a m  s h o u l d  be d i s c o n t i n u e d  when and  i f  t h e  C o m m i s s i o n t s  g o l d  
c o i n  r e c o m m e n d a t i o n  is  i m p l e m e n t e d .  

M r .  A r t h u r  J .  Cos tamagna  -- I v o t e d  f o r  t h i s  r e c o m m e n d a t i o n  o n  t h e  
u n d e r s t a n d i n g  t h a t  t h e  new p r o g r a m  would  n o t  i n c r e a s e  f e e s  c h a r g e d  
t o  t h e  c o n s u m e r .  

**Congressman  Henry  S. R e u s s  -- I d i s a g r e e .  A d u a l  m o n e t a r y  s y s t e m  
would  i m p o s e  c h a o s ,  n o t  d i s c i p l i n e ,  o n  m o n e t a r y  p o l i c y .  

G o v e r n o r  H e n r y  C .  W a l l i c h  w i s h e s  t o  b e  a s s o c i a t e d  w i t h  G o v e r n o r  
P a r t e e ' s  a n d  Congressman  R e u s s t  v i e w s  a b o v e .  



However, those opposing the proposal believe that ample supplies 
of gold in forms other than Treasury coins are available to satisfy 
the demand for gold in the private sector.* 

So that the new issues may compete with foreign coins, some 
proponents advise that the former be designated legal tender and as 
coin of the realm bearing the great seal of the United States and the 
motto "In God We Trust." In addition, they advise that changes in 
the dollar value of these coins should he exempt from capital gains 
taxation. 

A Treasury issue of gold bullion coins involves technical 
matters, on some of which the Commission has adopted recommendations. 
Conqress should explore the following considerations more thoroughly 
than was possible in our deliberations. 

(a) Consideration of a quantity limit on the issue of the coins. 
This reflects concern that the demand for the coins might exhaust 
the Treasury gold stock. One approach would be to specify a quantity 
limit in any legislation to permit coinage. An alternative means of 
limiting the demand would be to set a seignoraqe fee well in excess of 
costs of minting.** Some who believe the demand for coins would be 
a demand for money oppose a limit. They would view large scale demand 
as an indication of public dissatisfaction with the management of the 
(dollar) money supply and as leading to de facto establishment of a 
gold coin standard.*** According to this view, establishment of an 
arbitrary quantity limit or a high seignorage fee would interfere with 
this expression of public preferences. A few others of both persuasions 

*Congressmen Henry S. Reuss and Chalmers P. Wylie -- We find this 
sentence to be an inadequate summary of our views in opposing the 
gold bullion coin and refer the reader to our dissenting views for 
an authoritative statement of the harm for the economy if this proposal 
were to be enacted. 

**Congressman Chalmers P. Wylie -- A little known fact about gold 
bullion coins and other gold coins is that the gold alloys used in 
coinage are several times harder than silver, nickel, and copper 
alloys. The consequence of this is that entirely different machinery 
has to be used for making gold coins than regular coins. This waste 
and cost should be avoided. 

***congressman Chalmers P. Wylie -- Inadequate demand for the gold 
medallions produced by the Treasury for the Arts Medallion program 
has left the Treasury with many millions of dollars of unsold medal- 
lions. Concern about waste in government forces me to caution readers 
about the fiscal perils of forcinq the Mint to turn our official 
gold bullion into gold bullion coins when there isn't any evidence 
of enough demand to absorb the official medallions we have been 
producing for the public for several years. At least, the gold 
medallion program should be discontinued, if we are to start producing 
gold bullion coins in accordance with Commission's recommendation. 

Governor Henry C. Wallich wishes to be associated with Congressman 
Wylie's view. 



favor Treasury purchases of gold to replace gold it has coined.* 
Those who believe the demand for coins would be an investment demand 
assume that it would not be quantitatively significant, and on this 
ground would neither oppose nor support a legislated limit. 

(b) Enabling legislation to mint coins. Section 5 of the Gold 
Reserve Act of 1934 (31 U.S.C. sec. 315b) prohibits the minting of 
United States gold coin. 

(c) The implications of legal tender status for newly minted coins. 
Treasury Counsel prepared for us a statement on this matter related 
to U.S. currency (see Annex C). Legal tender status essentially 
requires that, in any contract that does not otherwise specify the 
means of payment, a debt can be discharged by the tendering of any 
form of U.S. legal tender, and the creditor must accept that form of 
payment in full discharge of the debt. However, whenever a contract 
specifies a specific means of payment, such as gold, and the debtor 
breaches that provision and is taken to court by the creditor, the 
court, as in most cases of contractual breach, normally awards 
damages rather than specific performance of the contract provision. 

For some who regard the demand for coins to be an investment 
demand, legal tender status is an adornment for coins, but never- 
theless a - sine qua non for generating public acceptance of them.** 

For some who regard the demand as a demand (or a potential 
demand) for money, the implications of legal tender status require 
further consideration.*** Legal tender status for gold coins could 
compel their acceptance by private creditors for debts or by the 

*Mr. Herbert J. Coyne -- While I do not believe using one to two 
million ounces of our gold stock for a gold coin program would make 
excessive inroads into these stocks, any open-ended production of 
coins could in effect amount to unlimited Treasury gold auctions. 
Clearly most Commission members do not desire this. Thus, I believe 
the Treasury should purchase gold in the open market to replace any 
larger amount of gold used in minting a TJ.S. gold coin or to refrain 
from minting any larger quantities. 

**Congressman Chalmers P. Wylie -- I do not believe an adornment 
can be a sine qua non. 

***Congressman Chalmers P. Wylie -- This will be our first coin 
without legal tender status. It should have legal tender status or 
not be called a coin. 

I had the Congressional Research Service summarize the laws of 
Canada and South Africa pertaining to the legal tender status 
domestically of their own gold coins which are useable in commerce 
in their country of origin. Their experience should be considered 
in evaluating questions pertaining to legal tender status for the 
gold bullion coins. The su~maries by CRS can be found in an appendix 
to the "Dissenting Views of Congressmen Henry S. Reuss and Chalmers 
P. Wylie." 



Treasury in satisfaction of taxes. Formidable problems, involving 
potential profits and losses to private creditors and debtors, could 
arise in assigning gold coins legal tender status at a fluctuating 
market value. 

(d) The implications of capital gains exemption for changes in the 
dollar value of coins (a background paper on capital gains taxes 
prepared by the Treasury is part of the permanent record of the Gold 
Commission). Advocating such exemption for coins but not for gold 
bullion holdings or, for that matter, not for productive investments 
overlooks the inducement the exemption would provide to shift from 
such other assets to coins. Those who support the exemption, however, 
regard it as essential to the use of the coins as money. Legislation 
to prohibit local government imposition of sales taxes would involve 
similar considerations. It would clearly also deprive the states of 
a source of revenue.* 

(e) Issues by private mints. The majority of us oppose private 
minting of official United States coins. We regard the production 
of "official" coins of a country as a qovernmental function. The 
government in effect guarantees the weight and fineness of the 
"official" coins issued. Private firms are perfectly free to mint 
gold pieces of any shape and size, so long as they do not purport 
to be United States coins with a U.S. Government guarantee of weight 
and fineness. Permission for private firms to mint U.S. coins would 
open possibilities for fraud and could involve the Treasury in a 
new and costly regulatory and monitoring function. Problems would 
be compounded if the Treasury had a convertibility obligation or an 
obligation to accept the coins in payment of taxes. 

(£1 Convertibility at Treasury of gold bullion coins. Of those 
favoring issue of coins, about half support assumption by the Treasury 
of an obligation to stand ready to purchase coin ~ffered to it at the 
market price * *  on the day of redemption, the conversion producing 
potential profits (or losses) for the Treasury. 

*Congressman Henry S. Reuss -- En October 5, 1981, bill, S.1704, 
cosponsored by Senator Helms, provides for the minting of gold coins 
exempt from U.S. and state capital qains taxes -- exactly as in the 
Gold Commission's recommendation below, which is supported by all 
of the Reagan Administration's Gold Commission members. Senator 
Helms' National Congressional Club expended $4.5 million on the 1980 
Reagan campaign (see Congressional Quarterly, March 6, 1982, pp. 
499-505). 

""Congressman Chalmers P. Wylie -- "Market price" is determined in 
unique ways for gold which should be studied carefully before obliga- 
ting the Treasury to convertibility with its potential for losses to 
the Treasury. 

Congressman Henry S. Reuss -- In other words, about one-third of the 
Commission supports this dangerous proposal which could provide 
exhorbitant trading profits to those foreign interests who fix the 
gold price. 



~ecommendation. We favor Treasury issue of gold bullion coins of 
specified weights, and without dollar denomination or legal tender 
status, to be manufactured from its existing stock of qold and to 
be sold at a small mark-up over the market value of the gold content, 
and recommend that the Congress implement this proposal. Furthermore, 
we recommend that the coins shall be exempt from capital gains taxes 
and that the coins shall be exempt from sales taxes.* 

*Congressmen Henry S. Reuss and Chalmers P. Wylie -- We object strongly 
to this recommendation and call the reader's attention to a statement 
of objection to the recommendation signed by 30 members (two-thirds) of 
the House Committee on Banking, Finance and Urban Affairs. The recom- 
mendation ignores national problems of diminishing incentives for 
productive investment in plant and equipment, of confusion over what 
is and is not money, and of depriving states of the revenue needed 
to cover obligations enhanced by Federal cutbacks. 

Governor Henry C. Wallich -- I would not object to a gold coin issued 
with a mark-up at least equal to that applying to coins like the Maple 
Leaf and the Krugerrand, issued in limited quantities, and subject to 
capital gains tax. In the absence of these specifications, a gold coin 
could lead to excessive depletion of the Treasury gold stock and harm- 
ful diversion of resources to unproductive investment. I also oppose 
convertibility of the coin at the Treasury. 

Governor Emmett J. Rice wishes to be associated with Mr. Wallich's 
view. With respect to convertibility, no support for convertibility 
at Treasury of gold bullion coins was ever explicitly voted for the 
record. An amendment by Congressman Reuss to include specific mention 
in the recommendation on the issue of gold coins that such coins 
should not be convertible into dollars on demand at the Treasury was 
voted down, but one cannot necessarily infer from this that those 
who rejected the Reuss amendment supported the assumption by the 
Treasury of an obligation to stand ready to purchase coin offered to 
it at the market price on the day of redemption. 

Governor J. Charles Partee -- I seriously doubt that the proposed gold 
coin should be exempted from capital gains taxes. Careful and de- 
tailed study is needed, not only of the equity considerations involved 
in such singular treatment, but also of the possibilities for unwanted 
speculative maneuvers involving the new coin in conjunction with other 
forms of gold and precious metals holdings. Such uses could in fact 
destroy the coin's value as a monetary indicator. 

Congressman Ilenry S. Reuss -- This tax exemption proposal was adopted 
at the February 12 Gold Commission meeting, 8-6. Jerry Jordan, who 
cast in person and by proxy the decisive votes in favor, has since 
testified that he was merely recommending that Congress "consider" 
the tax exemption question. (See transcripts, Joint Economic 
Committee, February 18; Gold Commission, March 8.) 

Mr. Arthur J. Costamagna -- Since a majority (9 to 6) rejected the 
idea that "such a coin should not be convertible into dollars on 
demand at the Treasury," by implication, I believe, a majority favored 
convertibility or redeemability of the gold coins at the Treasury. 



3 .  T r e a s u r y  i s s u e  o f  go ld-backed  n o t e s  o r  bonds  

S e v e r a l  w i t n e s s e s  a t  t h e  h e a r i n g s  w e  c o n d u c t e d  s u g g e s t e d  t h a t  
T r e a s u r y  i s s u e  o f  go ld-backed  n o t e s  o r  bonds  would be  a  means o f  
i n t r o d u c i n g  g o l d  i n t o  o u r  mone ta ry  sys t em.  A l i m i t e d  i s s u e ,  f o r  
exainple ,  o f  f i v e - y e a r  T r e a s u r y  n o t e s  w i t h  i n t e r e s t  and p r i n c i p a l  
p a y a b l e  i n  grams o r  o u n c e s  o f  g o l d ,  would p r o v i d e  d e f e r r e d  c l a i m s  
on g o l d .  I n i t i a l l y ,  a c c o r d i n g  t o  t h e  a d v o c a t e s ,  t h e  y i e l d  s p r e a d s  
between g o l d  and  i n c o n v e r t i b l e  d o l l a r  o b l i g a t i o n s  o f  t h e  same 
m a t u r i t i e s  m i g h t  be  wide .  S u c c e s s  i n  r e s t o r i n g  long- te rm c o n f i d e n c e  
i n  mone ta ry  d i s c i p l i n e  would e v e n t u a l l y  na r row t h e  y i e l d  s p r e a d s .  
A t  t h a t  t i m e ,  f u l l  g o l d  c o n v e r t i b i l i t y  o f  a l l  d o l l a r  o b l i g a t i o n s  
migh t  be c o n t e m p l a t e d .  These  w i t n e s s e s  emphas i zed  t h e  s a v i n g s  on 
i n t e r e s t  payments  by t h e  T r e a s u r y ,  a s suming  t h e  p r i c e  o f  g o l d  remained  
s t a b l e  o r  rose o n l y  m o d e r a t e l y ,  and h e n c e  a  p o s i t i v e  e f f e c t  on F e d e r a l  
b u d g e t  d e f i c i t s .  

I n  o u r  d e l i b e r a t i o n s ,  i t  was n o t e d  by o p p o n e n t s  o f  go ld-backed  
T r e a s u r y  s e c u r i t i e s  t h a t  a  go ld-backed  T r e a s u r y  n o t e  o r  bond,  i f  
c o n v e r t i b l e  a t  m a t u r i t y  a t  t h e  m a r k e t  p r i c e  o f  g o l d  a t  t h e  d a t e  o f  
i s s u e ,  would i n  e f f e c t  be  a  warehouse  c e r t i f i c a t e  f o r  g o l d .  Such a n  
i n s t r u m e n t  would p r o v i d e  t h e  owner t h e  same c h a n c e  o f  g a i n  o r  loss  a s  
owning g o l d ,  w i t h o u t  h i s  i n c u r r i n g  t h e  cost  o f  s t o r a g e  and i n s u r a n c e .  
N o  o b v i o u s  g u i d e l i n e  e x i s t s  f o r  p r i c i n g  t h e  i n s t r u m e n t .  A T r e a s u r y  
i s s u e  o f  go ld-backed  n o t e s  or  bonds ,  p a y i n g  e v e n  a  l o w  r a t e  o f  i n t e r -  
e s t ,  would p e r m i t  s p e c u l a t i o n  on  g o l d  w i t h  a  s w e e t e n e r  o f  a  coupon. 
Such i s s u e s  would be  comparab le  t o  a  bond c o n v e r t i b l e  i n t o  t h e  common 
s t o c k  o f  a  c o r p o r a t i o n  t h a t  h a s  a  l o w  coupon b e c a u s e  o f  t h e  p o s s i -  
b i l i t y  o f  s p e c u l a t i v e  g a i n .  P u r c h a s e  o f  T r e a s u r y  gold-backed i s s u e s  
would i n d i c a t e  a n  e x p e c t a t i o n  t h a t  t h e  p r i c e  o f  g o l d  would r ise.  
The T r e a s u r y  would t h e n  be b e t t i n g  a g a i n s t  t h e  m a r k e t ,  w i t h  no  
a s s u r a n c e  o f  g a i n  and a  m a j o r  r i s k  o f  T r e a s u r y  losses. From a  d e b t  
management v i e w p o i n t ,  no  need e x i s t s  f o r  go ld-backed  T r e a s u r y  issues. 

Reccmmendation.  W e  oppose  t h e  i s s u e  o f  T r e a s u r y  go ld-backed  n o t e s  o r  
bonds.  

4 .  The g o l d  s t o c k  owned by t h e  U n i t e d  S t a t e s  Government 

A s  o f  t h e  end  o f  F e b r u a r y  1982 ,  t h e  T r e a s u r y  Depar tment  r e p o r t e d  
t h a t  i t  h e l d  2 6 4  m i l l i o n  t r o y  o u n c e s  o f  g o l d .  The b u l k  o f  t h e  g o l d  is  

* C o n t i n u a t i o n  from p r e v i o u s  page .  

M r .  H e r b e r t  J .  Coyne -- The m a j o r i t y  recommendat ion  was made u n d e r  
t h e  m i s i m p r e s s i o n  t h a t  making t h e  U.S. g o l d  c o i n  l e g a l  t e n d e r  would 
have  made it money o f  t h e  r e a l m  and u s a b l e  i n  t h e  payment o f  d e b t s .  
The p u r p o s e  o f  d e s i g n a t i n g  a  U.S. c o i n  " l e g a l  t e n d e r "  is  t o  a l l o w  i t  
t o  compete  e q u a l l y  w i t h  t h e  f o r e i g n  c o i n s  t h a t  a r e  c u r r e n t l y  s u p p l y i n g  
t h e  U.S. m a r k e t .  P o p u l a r  f o r e i g n  c o i n s  a r e  d e s i g n a t e d  l e g a l  t e n d e r  
and t h e r e f o r e  a  U.S. c o i n  must  b e  s i m i l a r l y  d e s i g n a t e d  i n  o r d e r  t o  
be s u c c e s s f u l .  I recommend t h a t  t h e  U.S. C o n g r e s s  c o n s i d e r  t h i s  
m a r k e t  f a c t  when d e s i g n i n g  t h e  U.S. g o l d  c o i n .  



tored in mint depositories: Fort Knox, Kentucky, and West Point, 
New York; U.S. Assay Offices in New York and San Francisco; and the 
Denver and Philadelphia Mints. In addition, the Federal Reserve Bank 
of New York is the custodian of a part of the gold stock. 

a. The public accounting for the gold stock 

Citizens have written to us expressing concern about alleged 
unauthorized large withdrawals from gold depositories. They fear 
that the actual amounts held by the Government are less than are 
reported officially. Stories in the press also have referred to 
missing gold. 

Public and Congressional inquiries relating to the accuracy of 
the accounting records and security of the gold stock were directed to 
the General Accounting Office (GAO) in the early 1970s. In response, 
the GAO conducted a partial audit of the gold stored at Fort Knox in 
September and October 1974. In its report on the audit, the GAO 
recommended cyclical audits of the gold in the custody of the Bureau 
of the Mint. 

During fiscal 1975, at the direction of the Secretary of the 
Treasury, the Fiscal Assistant Secretary of the Treasury established 
the Committee for Continuing Audits of United States Government-owned 
Gold stored at various depositories, with the responsibility to con- 
duct audits at appropriate intervals. The Committee consists of one 
representative each from the Bureau of the Mint, the Bureau of Govern- 
ment Financial Operations, and the Federal Reserve Rank of New York, 
with GAO representatives invited to observe the audits. As of 
February 1982, 80.5 percent of the U.S. Government-owned gold had 
been audited and verified. The continuing audit program is planned 
to provide a complete audit of all U.S. Government-owned gold by the 
end of the 10-year cycle in 1984. 

The Treasury has provided us with a detailed statement of the 
results of the continuing audit (see Annex D). With one or two 
exceptions, we are satisfied with the Treasury's continuing audit, 
find it thorough, and believe it should allay any public concern 
with regard to the accuracy of the inventory, the related accounting 
records, and the internal controls governing the depositories. One 
of us, however, expressed a preference for a speedier completion of 
the audit. 

One member is not satisfied with an audit that spans ten years 
and contends that 31 U.S.C. 354 appears to require annual audits of 
the gold inventory. He disputes the Treasury's view that a 100 per- 
cent audit in a single year is not feasible, since on its own estimate 
of manpower requirements, 25 men could do it. The Treasury has pro- 
vided us with an opinion that 31 U.S.C. 354 requires not annual 
audits but annual settlements of account, which are being performed 
regularly in compliance with this provision. 

Recommendation. We are satisfied that the Treasury is meeting the 
requirements of 31 U.S.C. 354 regarding annual settlements of account 



and t h a t  t h e  T r e a s u r y ' s  c o n t i n u i n g  a u d i t  o f  t h e  Government-owned g o l d  
s t o c k  p r o v i d e s  a n  a d e q u a t e  b a s i s  f o r  f u l l  v e r i f i c a t i o n  o f  t h e  a c c u r a c y  
o f  i n v e n t o r y  r e c o r d s . "  

b .  The r e l a t i o n s h i p  be tween  g o l d  c e r t i f i c a t e s  h e l d  a s  a n  a s se t  o f  
t h e  F e d e r a l  R e s e r v e  Sys t em and t h e  g o l d  h e l d  by t h e  T r e a s u r y  

Some c i t i z e n s  have  e x p r e s s e d  t h e  v i ew  t h a t  f o r  t h e  T r e a s u r y  t o  
c l a i m  o w n e r s h i p  o f  t h e  g o l d  s t o c k  and  t h e  F e d e r a l  R e s e r v e  Sys t em t o  
show g o l d  c e r t i f i c a t e s  a s  assets  a p p e a r s  t o  be  d o u b l e - c o u n t i n g  o f  t h e  
same asset .  

The q o l d  is  t h e  p r o p e r t y  o f  t h e  U.S. Government .  The c e r t i f i c a t e s  - - 
d o  n o t  r e p r e s e n t  F e d e r a l  ~ e s e r v e  o w n e r s h i p  o f  t h e  g o l d .  

Go ld  c e r t i f i c a t e s ,  which a r e  v a l u e d  a t  $42.22 p e r  ounce  o f  g o l d ,  
and  are  a l i a b i l i t y  o f  t h e  T r e a s u r y ,  a re  i s s u e d  t o  t h e  F e d e r a l  R e s e r v e  
by t h e  T r e a s u r y  a g a i n s t  i t s  g o l d  h o l d i n g s .  The c e r t i f i c a t e s  r e p r e s e n t  
a  F e d e r a l  R e s e r v e  c l a i m  on  t h e  a s s e t s  of t h e  T r e a s u r y ,  f o r  which  t h e  
T r e a s u r y  h a s  r e c e i v e d  a  c o u n t e r p a r t  d e p o s i t  i n  i t s  a c c o u n t  w i t h  t h e  
F e d e r a l  R e s e r v e .  

A l l  g o l d  h e l d  by t h e  T r e a s u r y  h a s  b e e n  m o n e t i z e d  i n  t h i s  f a s h i o n .  
N e w  g o l d  c e r t i f i c a t e  c r e d i t s  may b e  i s s u e d  o n l y  i f  a d d i t i o n a l  g o l d  
is a c q u i r e d  by  t h e  T r e a s u r y  o r  t h e  s t a t u t o r y  p r i c e  a t  which  g o l d  
c e r t i f i c a t e s  may b e  i s s u e d  is i n c r e a s e d .  S i m i l a r l y ,  g o l d  c e r t i f i c a t e s  
mus t  be  r e t i r e d  by t h e  T r e a s u r y  upon t h e  s a l e  o f  g o l d ,  w i t h  a  c o r r e s -  
p o n d i n g  d e c l i n e  i n  t h e  T r e a s u r y ' s  d e p o s i t  b a l a n c e .  

Recommendation.  W e  b e l i e v e  t h a t  t h e  T r e a s u r y  and  F e d e r a l  R e s e r v e  are  
f o l l o w i n g  a p p r o p r i a t e  p r o c e d u r e s  i n  r e p o r t i n g  F e d e r a l  R e s e r v e  claims 
on  t h e  T r e a s u r y  r e p r e s e n t e d  by g o l d  c e r t i f i c a t e s  and p a y a b l e  i n  
- - -  
d o l l a r s .  

c. The a p p r o p r i a t e  s i z e  o f  t h e  g o l d  s t o c k  

At yea r - end  1949 ,  t h e  U.S. g o l d  s t o c k  was a l i t t l e  o v e r  700 
m i l l i o n  f i n e  t r o y  o u n c e s .  A t  y e a r - e n d  1967 ,  t h e  s t o c k  was a b o u t  50 
p e r c e n t  smaller -- 345 m i l l i o n  o u n c e s .  A s  a l r e a d y  n o t e d ,  i t  is now 
264 m i l l i o n  o u n c e s .  

One q u e s t i o n  w e  d i s c u s s e d  was t h e  a p p r o p r i a t e  s i z e  o f  t h e  g o l d  
s t o c k  -- a n o n - i n t e r e s t  b e a r i n g  asset  o f  t h e  T r e a s u r y .  A l l  o f  u s  
a g r e e  t h a t  a z e r o  s t o c k  is n o t  t h e  a p p r o p r i a t e  s i z e  and t h e r e f o r e  
o p p o s e  a u c t i o n  sales  which  a re  i n t e n d e d  t o  d i s p o s e  of T r e a s u r y  
h o l d i n g s  o v e r  some s t a t e d  p e r i o d  o f  y e a r s .  

A m i n o r i t y  p r e f e r s  t h a t  t h e  T r e a s u r y  m a i n t a i n  t h e  s t o c k  a t  i t s  
p r e s e n t  l e v e l  as  a n  i m p o r t a n t  s t r a t e g i c  and mone t a ry  r e s o u r c e .  T h i s  

*Congressman Rona ld  E.  P a u l  -- The T r e a s u r y  s h o u l d  a s s i g n  a d e q ~ i . ~ t ~ >  
manpower t o  c o m p l e t e  a  100 p e r c e n t  a u d i t  o f  t h e  g o l d  s t o c k  e v e r y  yck.-i?- .  



view is 
role  o f  
r e s e r v e  

c o n s i s t e n t  w i t h  t h e  b e l i e f  t h a t  an  i n c r e a s e  i n  t h e  mone ta ry  
g o l d  is n o t  now t i m e l y  b u t  t h e  s t o c k  s h o u l d  b e  h e l d  a s  a  
f o r  p o s s i b l e  f u t u r e  u s e ,  s h o u l d  a  r e s t o r e d  role f o r  a o l d  
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t h e n  a p p e a r  f e a s i b l e ,  o r  a g a i n s t  o t h e r  c o n t i n g e n c i e s .  I n  s u p p o r t  
o f  t h i s  v i ew ,  i t  was s u g g e s t e d  t o  u s  t h a t  s h o u l d  an  i n t e r n a t i o n a l  
mone ta ry  c o n f e r e n c e  o f  f r e e  w o r l d  n a t i o n s  be convened t o  recommend 
c h a n g e s  i n  t h e  i n t e r n a t i o n a l  mone ta ry  s y s t e m ,  i t  would be  u s e f u l  
f o r  t h e  U n i t e d  S t a t e s  t o  h o l d  a s u b s t a n t i a l  g o l d  s t o c k  t o  i n f l u e n c e  
p o s s i b l e  f u t u r e  d e l i b e r a t i o n s  and t o  be i n  a  s t r o n g  p o s i t i o n  i f  g o l d ' s  
role were r e e s t a b l i s h e d .  

A v a r i a n t  of t h a t  v i ew ,  h e l d  by t h e  m a j o r i t y  o f  u s ,  is t h a t  some 
d e p l e t i o n  of t h e  g o l d  s t o c k ,  f o r  example ,  f o r  t h e  i s s u e  o f  m e d a l l i o n s  
or t h e  recommended program o f  c o i n a g e ,  is  a c c e p t a b l e  b u t  to  a l i m i t e d  
e x t e n t  o n l y .  

Recommendation. be recommend t h a t ,  w h i l e  no  p r e c i s e  l e v e l  f o r  t h e  
o l d  s t o c k  is n e c e s s a r i l y  " r i q h t , "  t h e  T r e a s u r y  r e t a i n  t h e  r i g h t  t o  

z o n d u c t  s a z s  o f  g o l d  a t  i t s  d i s c r e t i o n ,  p r o v i d e d  a d e q u a t e  l e v e l s  are 
m a i n t a i n e d  f o r  c o n t i n g e n c i e s . *  

d .  The p r i c e  a t  which t o  v a l u e  t h e  g o l d  s t o c k  -- 
The T r e a s u r y  c u r r e n t l y  v a l u e s  t h e  g o l d  s t o c k  i t  h o l d s  a t  $ 4 2 . 2 2  

p e r  ounce .  S i n c e  t h e  f r e e  m a r k e t  i n  g o l d  was e s t a b l i s h e d  i n  1968 ,  
t h e  p r i c e  h a s  f l u c t u a t e d  be tween  $35  and $850 p e r  ounce .  I t  h a s  
r e c e n t l y  been  p r i c e d  a t  unde r  $350 p e r  ounce .  

One a rgument  f o r  r e v a l u i n g  t h e  g o l d  s t o c k  a t  a  p r i c e  closer t o  
t h e  m a r k e t  p r i c e  i s  t h a t  it would e n a b l e  t h e  T r e a s u r y  to  ra ise  
r e v e n u e s  by s a l e  of p a r t  o f  i ts  g o l d .  The r e v e n u e  c o u l d  b e  used  t o  
r e t i r e  d e b t ,  t h u s  s a v i n g  i n t e r e s t  payments  on o u t s t a n d i n g  T r e a s u r y  
s e c u r i t i e s ,  or t o  f i n a n c e  t h e  c u r r e n t  F e d e r a l  budge t  d e f i c i t .  A l l  
t h e s e  o b j e c t i v e s  a r e  a t t a i n a b l e  s i m p l y  by s e l l i n g  g o l d  a t  t h e  m a r k e t  
p r i c e ,  and  so t h e r e  is no  cogency  t o  t h i s  a rgument  f o r  r e v a l u i n g  t h e  
g o l d  s t o c k .  The same comment a p p l i e s . t o  t h e  s u g g e s t i o n  t h a t  a n  
a d v a n t a g e  o f  a n  i n t e r n a t i o n a l  a g r e e m e n t  t o  v a l u e  g o l d  a t  t h e  m a r k e t  
pr ice  is  t h a t  it  migh t  be a  s t e p  toward g o l d  becoming a n  a c c e p t e d  

*Mr. H e r b e r t  J .  Coyne -- I f a v o r  t h e  recommendat ion t h a t  was 
i n i t i a l l y  v o t e d  f o r  by a l a r g e r  m a j o r i t y  o f  Commission members t h a n  
t h e  o n e  t h a t  was p a s s e d .  I b e l i e v e  t h i s  f i r s t  recommendat ion more 
c l o s e l y  r e p r e s e n t s  t h e  s e n t i m e n t s  o f  t h e  Commission: W e  a r e  opposed  
t o  a u c t i o n  s a l e s  of  g o l d  s t o c k  h e l d  by T r e a s u r y  and recommend t h a t  
u n d e r  c i r c u m s t a n c e s  such  a s  t h o s e  t h a t  p r e s e n t l y  e x i s t ,  t h e  s t o c k  b e  
m a i n t a i n e d  a t  i t s  p r e s e n t  s i z e . "  

Governor  Henry C .  W a l l i c h  -- While  I would n o t  r u l e  o u t  t h e  sa le  of  
t h e  g o l d  s t o c k  when a  p a r t i c u l a r  s i t u a t i o n  may u r g e n t l y  r e q u i r e  i t ,  
a s  a yenera .1  r u l e  t h e  T r e a s u r y  s h o u l d  a v o i d  s a l e  o f  t h e  g o l d  s t o c k .  
Under c i r c u m s t a n c e s  s u c h  a s  t h o s e  t h a t  p r e s e n t l y  e x i s t ,  t h e  g o l d  s t o c k  
s h o u l d  be m a i n t a i n e d  a t  i t s  p r e s e n t  s i z e .  

M r .  A r t h u r  J .  Costamagna -- The T r e a s u r y  s h o u l d  r e t a i n  t h e  r i g h t  t o  
c o n d u c t  p u r c h a s e s  and s a l e s  o f  g o l d  a t  i t s  d i s c r e t i o n .  



i n t e r n a t i o n a l  medium f o r  payment  o f  b a l a n c e  o f  payments  d i s e q u i l i b r i a ,  
and t h a t  i t  c o u l d  a l s o  be u s e d  f o r  i n t e r v e n t i o n  p u r p o s e s  i n  f o r e i g n  
exchange  m a r k e t s  t o  i n f l u e n c e  t h e  e x c h a n g e  r a t e  o f  t h e  d o l l a r .  

A n o t h e r  a rgumen t  i s  t h a t  i t  is u n r e a l i s t i c  t o  v a l u e  t h e  g o l d  
s t o c k  a t  a n  o u t d a t e d  f i x e d  p r i c e .  Doing s o  d i s t o r t s  t h e  t r u e  
s i g n i f i c a n c e  and cost o f  t h e  U.S. g o l d  asset  p o s i t i o n .  

W e  r e g a r d  t h e  c h o i c e  o f  a  p r i c e  a t  which to  r e v a l u e  g o l d  r e s e r v e  
a s s e t s  a s  i n d e p e n d e n t  o f  a  d e c i s i o n  on  t h e  p r i c e  a t  which t o  r e s t o r e  
a  g o l d  s t a n d a r d .  One p r o p o s a l  was made d u r i n g  o u r  d e l i b e r a t i o n s  f o r  
a g r a d u a l  i n c r e a s e  i n  t h e  s t a t u t o r y  p r i c e  o f  g o l d  t o  a  p r i c e  c loser  
t o  t h e  m a r k e t  p r i c e .  The p r o p o s a l  w a s  i n c i d e n t a l  t o  a  p l a n  t o  r e q u i r e  
g o l d  c e r t i f i c a t e  r e s e r v e s  b e  k e p t  b e h i n d  F e d e r a l  R e s e r v e  n o t e s .  N o  
o t h e r  p r o p o s a l  w i t h  r e s p e c t  t o  t h e  d e t e r m i n a t i o n  o f  a p r i c e  a t  which 
t o  r e v a l u e  g o l d  r e s e r v e  a s s e t s  was b r o u g h t  t o  o u r  a t t e n t i o n .  

Recommendation.  The Commission recommends t h a t  t h e  T r e a s u r y  and  t h e  
F e d e r a l  R e s e r v e  c o n d u c t  s t u d i e s  o f  i s s u e s  t h a t  would b e  i n v o l v e d  i n  
a  move t o w a r d s  v a l u i n g  g o l d  r e a l i s t i c a l l y ,  a t  s o m e t h i n g  more c l o s e l y  
a p p r o x i m a t i n g  m a r k e t  p r i c e s .  The c h a n g e  s h o u l d  be  s u b j e c t  t o  t h e  
l e g i s l a t i v e  c o n s t r a i n t  t h a t  t h e  p r o c e e d s  o f  t h i s  new v a l u a t i o n  n o t  
be m o n e t i z e d  by t h e  T r e a s u r y  o r  i n  a n y  way used  t o  enhance  t h e  gove rn -  
m e n t ' s  s p e n d i n g  power. The s t u d i e s  s h o u l d  d e v e l o p  a  f o r m u l a  and  
t i m e t a b l e  f o r  v a l u i n u  U.S. u o l d  s t o c k s  i n  a  manner r e a l i s t i c a l l v  
r e l a t e d  t o  g o l d  m a r k e t  Val&.* 

L 

e.  Managing t h e  g o l d  s t o c k  

One g e n e r a l  p r o p o s i t i o n  t h a t  w e  examined is  t h e  d e s i r a b i l i t y  
of f i n d i n g  c o n s t r u c t i v e  u s e s  o f  t h e  g o l d  s t o c k  r a t h e r  t h a n  k e e p i n g  
i t  immobi le ,  a s  i s  c u r r e n t l y  t h e  c a s e .  S p e c i f i c  s u g g e s t i o n s  w e  con- 
s i d e r e d  i n c l u d e d :  

(1) The U n i t e d  S t a t e s  s h o u l d  o f f e r  swaps ,  l e a s e s  and make o t h e r  
commerc i a l  a r r a n g e m e n t s  w i t h  r e s p e c t  t o  i t s  g o l d  s t o c k  i n  o r d e r  t o  
g e n e r a t e  a  modes t  r e v e n u e  f l ow .  

( 2 )  I f  r e v a l u e d ,  g o l d  s h o u l d  be  u s e d  f o r  i n t e r v e n t i o n  p u r p o s e s  i n  
f o r e i g n  exchange  m a r k e t s  and  f o r  t h e  s e t t l e m e n t  o f  t h e  b a l a n c e  o f  
paymen t s  (see s u b j e c t  4 d .  a b o v e ) .  

*Governor  Henry C. W a l l i c h  -- Any r e v a l u a t i o n  o f  t h e  g o l d  s t o c k  c a r r i e s  
w i t h  i t  t h e  d a n g e r  o f  a n  i n f l a t i o n a r y  u s e ,  d i r e c t l y  or  i n d i r e c t l y ,  o f  
t h e  r e s u l t i n g  g o l d  p r o f i t .  Repayment,  f rom t h i s  s o u r c e ,  o f  p a r t  o f  
t h e  F e d e r a l  d e b t  poses t h e  same t e m p t a t i o n s  a s  would a  more d i r e c t  u s e  
o f  t h e  p r o f i t  f o r  government  e x p e n d i t u r e .  R e v a l u a t i o n  close t o  t h e  
p r e s e n t  m a r k e t  p r i c e  f u r t h e r  r a i s e s  t h e  q u e s t i o n  o f  what  s h o u l d  be  
d o n e  i f  t h e  m a r k e t  p r i c e  s h o u l d  f a l l  be low t h e  o f f i c i a l  p r i c e .  

Gove rno r  J.  C h a r l e s  P a r t e e  -- Any s u c h  s t u d y  mus t  g i v e  i m p o r t a n t  
w e i g h t  t o  t h e  need  f o r  r e t a i n i n g  ample  c e n t r a l  bank f l e x i b i l i t y  i n  
m e e t i n g  t h e  " l e n d e r  o f  l a s t  resort" f u n c t i o n  w h i l e  a t  t h e  same t i m e  
a v o i d i n g  unwanted o v e r a l l  m o n e t a r y  e x p a n s i o n .  T h i s  r e q u i r e s  t h e  
m a i n t e n a n c e  o f  a n  a d e q u a t e  s t o c k  o f  p o r t f o l i o  a s s e t s  t h a t  c o u l d  be 
s o l d  as  any  s u c h  l o a n s  a r e  booked.  



( 3 )  The F e d e r a l  Rese rve  Sys tem s h o u l d  
t i o n s  u s i n g  g o l d  a s  w e l l  a s  government  

engage  i n  open  m a r k e t  o p e r a -  
s e c u r i t i e s .  

I n  o u r  d i s c u s s i o n  o f  t h e  g e n e r a l  p r o p o s i t i o n ,  i t  was n o t e d  t h a t  
t h e  p r o p o s e d  u s e s  were n o t  e a s y  t o  a s s e s s  and  t h e  a d v a n t a g e  o f  
t u r n i n g ' t o  u n c o n v e n t i o n a l  u s e s  o f  g o l d  was n o t  o b v i o u s .  

Moreover ,  i f  any  o f  t h e  s u g g e s t e d  u s e s  o f  g o l d  y i e l d e d  a  p r o f i t ,  
u s e  o f  t h e  p r o f i t  t o  re t i re  p u b l i c  d e b t  or t o  spend  it f o r  b u d g e t a r y  
p u r p o s e s  m i g h t  e n c o u r a g e  f i s c a l  imprudence .  

~ e c o m m e n d a t i o n .  W e  d o  n o t  f a v o r  u n c o n v e n t i o n a l  u s e s  o f  t h e  q o l d  s t o c k ,  
s i n c e  t h e  o b j e c t i v e s  s o u g h t  by  a d d i n g  g o l d  t o  t h e  p o l i c y  i n s t r u m e n t s  o f  
t h e  mone ta ry  and  f i s c a l  a u t h o r i t i e s  a r e  a t t a i n a b l e  w i t h o u t  s u c h  u s e  and 
t h e  s i d e  e f f e c t s  o f  so u s i n g  g o l d  may b e  u n d e s i r a b l e .  W e  d o  f a v o r  con- 
t i n u e d  s t u d y  o f  t h e  role  o f  g o l d  i n  t h e  mone ta ry  s y s t e m  and  recommend 
t h a t  C o n g r e s s  h o l d  h e a r i n g s  on  t h e  s u b j e c t . *  

5. ~ o m e s t i c  monetary  p o l i c y  a r r a n g e m e n t s  

C u r r e n t l y ,  t r a n s a c t i o n s  i n  g o l d  a r e  n o t  u sed  i n  t h e  i m p l e m e n t a t i o n  
o f  mone ta ry  p o l i c y  by t h e  F e d e r a l  R e s e r v e  System.  Gold c e r t i f i c a t e s  
a r e  c a r r i e d  a s  a n  a s s e t  o f  t h e  F e d e r a l  R e s e r v e  and t h e r e f o r e  c o m p r i s e  
one  e l e m e n t  i n  t h e  s o u r c e s  o f  t h e  mone ta ry  b a s e .  However, t h e  F e d e r a l  
R e s e r v e  d o e s  n o t  u s e  i ts  h o l d i n g s  o f  t h e s e  c e r t i f i c a t e s  a s  a  d e v i c e  f o r  
c h a n g i n g  t h e  b a s e .  

W e  c o n s i d e r e d  a number o f  a l t e r n a t i v e s  t h a t  would s e r v e  t o  r e i n -  
t r o d u c e  g o l d  i n t o  o u r  d o m e s t i c  mone ta ry  p o l i c y  a r r a n g e m e n t s .  The 

*Mr. H e r b e r t  J .  Coyne -- The F e d e r a l  R e s e r v e  and t h e  T r e a s u r y  s h o u l d  
c o n d u c t  s t u d i e s  t o  c o n s i d e r  d i f f e r e n t  ways i n  which g o l d  c a n  be  used  
as a  h e l p f u l  p o l i c y  i n s t r u m e n t .  I t  seems i m p l a u s i b l e  t o  k e e p  o u r  v a s t  
s t o c k s  o f  g o l d  c o m p l e t e l y  i d l e ,  i f  w o r t h w h i l e  u s e s  c a n  be d e v e l o p e d  
which d o  n o t  e n t a i l  d e p l e t i n g  t h o s e  s t o c k s .  

Gove rnor  Henry C .  W a l l i c h  -- I d o  n o t  f a v o r  u n c o n v e n t i o n a l  u s e s  o f  t h e  
g o l d  s t o c k  and would r e g a r d  c o n t i n u e d  s t u d y  and C o n g r e s s i o n a l  h e a r i n g s  
on  t h e  r o l e  o f  g o l d  i n  t h e  mone ta ry  s y s t e m  a s  a n  u n p r o d u c t i v e  u s e  o f  
government  r e s o u r c e s  and a p o t e n t i a l  s o u r c e  o f  marke t  u n s e t t l e m e n t .  

Gove rnor  E m m e t t  J .  Rice -- I b e l i e v e  t h a t  l i t t l e  would be g a i n e d  from 
f u r t h e r  s t u d y  o f  t h e  r o l e  of  g o l d  i n  t h e  monetary  sys t em.  The Commis- 
s i o n  h a s  examined a  v a r i e t y  o f  p o s s i b l e  roles  f o r  g o l d  i n  t h e  monetary  
s y s t e m .  The Commission 's  recommendat ions  s t a t e  t h a t  i t  sees no merit 
i n  i s s u i n g  gold-backed bonds ,  d o e s  n o t  f a v o r  u n c o n v e n t i o n a l  u s e s  o f  
t h e  g o l d  s t o c k ,  d o e s  n o t  r e g a r d  r e s t o r i n g  a  g o l d  s t a n d a r d  a s  a  f r u i t -  
f u l  way t o  d e a l  w i t h  i n f l a t i o n ,  and  d o e s  n o t  f a v o r  change  i n  t h e  
u s a g e  o f  g o l d  i n  exchange  r a t e  a r r a n g e m e n t s .  I t  would a p p e a r  incon-  
s i s t e n t  t o  r e a c h  t h e s e  c o n c l u s i o n s  and  t h e n  c a l l  f o r  f u r t h e r  s t u d y  
o f  p re sumab ly  t h e s e  same "roles." 

Congressman Henry S. Keuss  -- I a g r e e  w i t h  Governor s  R i c e  and W a l l i c h .  



o b j e c t i v e  would be to  improve mone ta ry  c o n t r o l  t h rough  t h e  d i s c i p l i n e  
o f  g o l d  f o r  t h e  p u r p o s e  o f  r e d u c i n g  i n f l a t i o n .  L i n k i n g  c h a n g e s  i n  
t h e  growth  r a t e  of  money o r  o f  some component of  money, s u c h  a s  
F e d e r a l  Rese rve  n o t e s ,  o r  o f  bank r e s e r v e s ,  t o  t h e  change  i n  t h e  g o l d  
s t o c k  is one  app roach  which was c o n s i d e r e d  f o r  imposing t h e  d i s c i p l i n e  
o f  g o l d .  

One way to  r e i n t r o d u c e  g o l d  would be t o  r e q u i r e  t h e  F e d e r a l  
R e s e r v e  Sys tem t o  m a i n t a i n  a  minimum r a t i o  between t h e  U . S .  Govern- 
m e n t ' s  g o l d  s t o c k  and t h e  F e d e r a l  Rese rve  monetary  b a s e  ( i . e . ,  F e d e r a l  
R e s e r v e  n o t e s  p l u s  bank r e s e r v e s )  o r  some monetary  a g g r e g a t e .  A 
v a r i a n t  would f i x  u p p e r  and lower l i m i t s  t o  t h e  r a t i o ,  so t h a t  t h e  
Sys tem would b e  r e q u i r e d  t o  t a k e  e x p a n s i o n a r y  a c t i o n s  when t h e  r a t i o  
was a t  i t s  uppe r  l i m i t ,  o r  c o n t r a c t i o n a r y  a c t i o n s  when t h e  r a t i o  
was a t  i t s  l o w e r  l i m i t .  The g o l d  c o v e r  r e q u i r e m e n t  m i g h t  be  v a l u e d  
a t  t h e  p r i c e  of  $ 4 2 . 2 2 ,  o r  a d j u s t e d  g r a d u a l l y ,  o r  a l l owed  t o  f l u c t u a t e  
w i t h  m a r k e t  p r i c e s .  

Along t r a d i t i o n a l  g o l d - s t a n d a r d  l i n e s ,  t h e  Un i t ed  S t a t e s  c o u l d  
d e f i n e  t h e  d o l l a r  a s  a s p e c i f i e d  w e i g h t  o f  g o l d  ( t h a t  is ,  f i x  t h e  
p r i c e  o f  g o l d ) ,  set  g o l d  c o v e r  r e q u i r e m e n t s  f o r  t h e  F e d e r a l  Rese rve  
Sys tem,  and a l l o w  t h e  v a l u e  o f  t h e  g o l d  s t o c k  t o  be d e t e r m i n e d  by 
d o m e s t i c  and i n t e r n a t i o n a l  g o l d  f l o w s .  I f  t h e  v a l u e  o f  t h e  g o l d  
s t o c k  rose t h r o u g h  a n  i n f l o w  o f  g o l d ,  t h e  F e d e r a l  R e s e r v e  would be 
r e q u i r e d  to  u n d e r t a k e  a c t i o n s  t o  expand t h e  money s t o c k .  I f  t h e  
v a l u e  o f  t h e  g o l d  s t o c k  d e c l i n e d ,  i t  would be  r e q u i r e d  t o  t a k e  
c o n t r a c t i o n a r y  a c t i o n s .  

Most members o f  t h e  Commission b e l i e v e  t h a t  a  r e t u r n  to  t h e  
g o l d  s t a n d a r d  is n o t  d e s i r a b l e .  Even i f  t h a t  were  n o t  o u r  v i ew,  f o r  
most o f  u s  t h e r e  are t w o  m a j o r  p rob lems  i n  c o n t e m p l a t i n g  t h e  f e a s i -  
b i l i t y  o f  a  r e t u r n  t o  a  d o m e s t i c  g o l d  s t a n d a r d .  One is t h e  a b s e n c e  
o f  a  sound g u i d e  on how t o  d e t e r m i n e  t h e  f i x e d  d o l l a r  p r i c e  of g o l d  
a t  which r e s u m p t i o n  o f  a g o l d  c o v e r  r e q u i r e m e n t  c o u l d  be i n t r o d u c e d .  
The o t h e r  one  is t h e  a b s e n c e  o f  a  sound g u i d e  on t h e  e x t e n t  o f  f e a s i -  
b l e  c o n v e r t i b i l i t y  o f  d o m e s t i c  d o l l a r  o b l i g a t i o n s .  

S i n c e  t h e  d e c a d e  of  t h e  1 9 7 0 s ,  n o t  o n l y  i n  t h e  U n i t e d  S t a t e s  
b u t  a lso i n  o t h e r  i n d u s t r i a l i z e d  n a t i o n s ,  monetary  a u t h o r i t i e s  have  
e x p e r i m e n t e d  w i t h  s e l f - i m p o s e d  r u l e s  o f  c o n d u c t  o f  mone ta ry  p o l i c y ,  
sometimes e x p r e s s e d  a s  t a r g e t  r a t e s  o f  g rowth  o f  money. Long-term 
mone ta ry  d i s c i p l i n e ,  n o t  l i n k e d  to  g o l d ,  h a s  been t h e  o b j e c t i v e .  A 
v a r i a n t  o f  t h i s  a p p r o a c h  would impose s u c h  d i s c i p l i n e  by l e g i s l a t i v e  
p r e s c r i p t i o n ,  t h a t  is, a  mone ta ry  r u l e .  

Al though some o b j e c t i o n  was e x p r e s s e d  to  c o n s i d e r a t i o n  o f  
d o m e s t i c  monetary  a r r a n g e m e n t s  n o t  l i n k e d  t o  g o l d  a s  o v e r s t e p p i n g  
t h e  Gold Commiss ion ' s  mandate ,  i n  f a c t  w e  d i s c u s s e d  a l l  t h e  f o r e g o i n g  
a l t e r n a t i v e s . *  I n  a d d i t i o n ,  w e  c o n s i d e r e d  c o n t i n u a t i o n  o f  o u r  p r e s e n t  

*Governor  Henry C.  W a l l i c h  -- N o  d a t a  or s t u d i e s  were p r e s e n t e d ,  
however,  f o r  t h i s  p a r t  of o u r  d i s c u s s i o n ,  n o r  d i d  t h e  d i s c u s s i o n  c o v e r  
s u c h  a s p e c t s  as t h e  d e f i n i t i o n  o f  t h e  money t o  be t a r g e t e d ,  t h e  



d o m e s t i c  monetary  a r r a n g e m e n t s ,  u n d e r  which t h e  F e d e r a l  Rese rve  
e x e r c i s e s  f u l l  d i s c r e t i o n  w i t h  r e s p e c t  t o  mone ta ry  a c t i o n s  and c h o o s e s  
t h e  r a n g e s  of  g rowth  i n  a  v a r i e t y  o f  mone ta ry  a g g r e g a t e s ,  which it 
b e l i e v e s  a p p r o p r i a t e  t o  t h e  economy's  n e e d s  and p r o p o s e s  t o  s e e k ,  
r e p o r t i n g  t o  s e v e r a l  C o n g r e s s i o n a l  committees b o t h  i t s  p l a n s  and t h e i r  
r e s u l t s .  

Recommendation. The Commission recommends t h a t  t h e  C o n g r e s s  and  t h e  ---- - 
F e d e r a l  R e s e r v e  s t u d y  t h e  merTts o f  e s t a b l i s h i n g  a  r u l e  s p e c i f y i n g  
t h a t  t h e  g rowth  o f  t h e  n a t i o n ' s  money s u p p l y  b e  m a i n t a i n e d  a t  a  
s t e a d y  r a t e  which i n s u r e s  l o n g - r u n  p r i c e  s t a b i l i t y .  I n  a d d i t i o n ,  
t h e  Commission c o n c l u d e s  t h a t ,  u n d e r  p r e s e n t  c i r c u m s t a n c e s ,  r e s t o r i n g  
a  g o l d  s t a n d a r d  d o e s  n o t  a p p e a r  t o  b e  a  f r u i t f u l  method f o r  d e a l i n g  
w i t h  t h e  c o n t i n u i n g p r o b l e m  o f  i n £  l a t i o n .  The Congres s  aKd t h e  
F e d e r a l  R e s e r v e  s h o u l d  s t u d y  ways t o  improve t h e  c o n d u c t  o f  mone ta ry  
p o l i c y ,  i n c l u d i n g  s u c h  a l t e r n a t i v e s  a s  a d o p t i n g  a  mone ta ry  r u l e . *  

t e c h n i q u e s  by which such  t a r g e t i n g  would be  c o n d u c t e d ,  n o r  t h e  e f f e c t s  
o f  s t a b l e  money growth  on p r i c e s ,  incomes ,  and employment. 

Gove rnor s  P a r t e e  and R i c e  w i s h  to  be a s s o c i a t e d  w i t h  Governor  w a l l i c h l s  
comment. 

*Governor  Henry C. W a l l i c h  -- The Commiss ion ' s  mandate  was t o  a s s e s s  
" t h e  r o l e  of  g o l d  i n  d o m e s t i c  and i n t e r n a t i o n a l  mone ta ry  s y s t e m s . "  
The o n l y  p a r t  of t h e  recommendat ion t h a t  f o c u s e s  on g o l d ,  and w i t h  
which I a y r e e ,  is  t h e  c o n c l u s i o n  t h a t  r e s t o r i n g  t h e  g o l d  s t a n d a r d  
d o e s  n o t  a p p e a r  t o  be a f r u i t f u l  method o f  d e a l i n g  w i t h  t h e  c o n t i n u i n g  
problem o f  i n f l a t i o n .  The r e m a i n d e r  o f  t h e  recommendat ion d e a l s  
w i t h  a s p e c t s  o f  economic p o l i c y  t h a t  a r e  o u t s i d e  t h e  Commission 's  
terms o f  r e f e r e n c e ,  and I ,  t h e r e f o r e ,  oppose  t h i s  recommendat ion.  

Gove rnor s  P a r t e e  and R i c e  and Congressman Wyl ie  w i sh  t o  be a s s o c i a t e d  
w i t h  Governor  W a l l i c h l s  view.  Congressman Wyl ie  r a i s e d  a  p o i n t  of  
o r d e r  a g a i n s t  t h e  f i r s t  and t h i r d  s e n t e n c e s  as b e i n g  n o t  germane.  

Congressman Henry S.  Reuss  -- S i n c e  t h e  S o l d  Com:niss ion ls  j u r i s -  
d i c t i o n  ( P . L .  96-389)  is conce rned  o n l y  w i t h  " t h e  role of  g o l d , "  
t h e  f i r s t  and t h i r d  s e n t e n c e s  i n  t h i s  recommendat ion,  commenting 
a b o u t  a  mone ta ry  r u l e ,  a r e  o u t s i d e  t h e  C o n ~ m i s s i o n ' s  j u r i s d i c t i o n .  
I n  a d d i t i o n ,  t h e  f i r s t  and t h i r d  s e n t e n c e s  a r e  r e d u n d a n t .  

Governor  E m m e t t  J .  R i c e  -- B e s i d e s  b e i n g  o u t s i d e  t h e  mandate  of  t h e  
Commission,  t h i s  recommendat ion d o e s  n o t  r e c o g n i z e  t h a t  t h e  F e d e r a l  
Kescrve  a l r e a d y  s p e c i f i e s  r a n g e s  f o r  t h e  a n n u a l  g rowth  o f  money and 
bank c r e d i t  a g g r e g a t e s  w i t h  a  l ong - t e rm o b j e c t i v e  o f  p romot ing  s u s t a i n -  
a b l e  economic growth  i n  a  n o n i n f l a t i o n a r y  e n v i r o n m e n t .  Adopt ion  of  
and a d h e r e n c e  t o  a  r i g i d  r u l e  o f  a  p r e d e t e r m i n e d  p e r c e n t a g e  r a t e  of  
monetary  growth  t o  be a c h i e v e d  ( i f  a t  a l l  p o s s i b l e )  r e g a r d l e s s  o f  
deve lopmen t s  i n  t h e  economy would l i k e l y  l e a d ,  i n  my judgement ,  t o  
p r i c e  a n 3  o u t p u t  i n s t a b i l i t y .  



Congressman  S t e p h e n  L .  N e a l  -- I o f f e r e d  t h e  f o l l o w i n g  r e s o l u t i o n :  

"Whereas  t h e  i n a j o r i t y  o f  t h o s e  who s u p p o r t e d  t h e  c r e a t i o n  o f  
t h e  G o l d  Commiss ion  d i d  so w i t h  t h e  h o p e  o f  f i n d i n g  a  method f o r  
b e t t e r  i n s u r i n g  c o n s i s t e n t  a n d  p e r s i s t e n t  p r i c e  s t a b i l i t y * *  a n d ;  

"Whereas  t h e  i n £  l a t i o n a r y  p r o c e s s  i s  u l t i m a t e l y  r e l a t e d  t o  
e x c e s s i v e  g r o w t h  i n  money*** a n d ;  

"Whereas  i t  is  c l e a r  t h a t  i n f l a t i o n  c a n n o t  p e r s i s t  o v e r  t h e  l o n g  
r u n  i n  t h e  a b s e n c e  o f  e x c e s s i v e  m o n e t a r y  g r o w t h  t h e n ;  

"The Commiss ion  recommends t h a t  t h e  C o n g r e s s  b y  l e g i s l a t i o n  
e s t a b l i s h  a  r u l e  s p e c i f y i n g  t h a t  t h e  g r o w t h  o f  t h e  n a t i o n ' s  money 
s u p p l y  b e  m a i n t a i n e d  a t  a  s t e a d y  r a t e  w h i c h  i n s u r e s  l o n g - r u n  p r i c e  
s t a b i l i t y .  "**** 

The members were e v e n l y  s p l i t  o n  t h e  v o t e  f o r  t h e  r e s o l u t i o n .  

**Congressman  C h a l m e r s  P. W y l i e  -- The  p r e a m b l e  t o  t h e  r e s o l u -  
t i o n  is  n o t  a  correct  s t a t e m e n t .  The  r e a d e r  is  r e f e r r e d  to  t h e  
C o n g r e s s i o n a l  R e c o r d  o f  S e p t e m b e r  1 8 ,  1 9 8 0 ,  p a g e s  H9136-7 f o r  t h e  
e n t i r e t y  o f  t h e  House  d e b a t e  e s t a b l i s h i n g  t h e  Gold  Commiss ion .  
N e i t h e r  t h e  c o n c e p t  o f  i n f l a t i o n  n o r  t h e  p h r a s e  " p r i c e  s t a b i l i t y "  
were m e n t i o n e d  i n  c o n n e c t i o n  w i t h  t h e  e s t a b l i s h m e n t  o f  t h e  G o l d  
Commiss ion .  

***Congressman  C h a l m e r s  P .  W y l i e  -- I w o u l d  l i k e  t h e  r e c o r d  t o  
show t h a t  I f e e l  t h a t  o u r  i n f l a t i o n  p r o b l e m s  s i n c e  a b o u t  1965  a re  
u l t i m a t e l y  r e l a t e d  t o  e x c e s s i v e  F e d e r a l  s p e n d i n g  and  t o  p e r s i s t e n t  
d e f i c i t s  i n  t h e  F e d e r a l  b u d g e t s ,  r a t h e r  t h a n  " e x c e s s i v e  g r o w t h  i n  
money," a s  t h e  r e s o l u t i o n  s t a t e s .  

* * * * G o v e r n o r  H e n r y  C.  W a l l i c h  -- I am o p p o s e d  t o  t h i s  r e s o l u t i o n  
b e c a u s e  i t  i s  o u t s i d e  t h e  m a n d a t e  o f  t h e  Commiss ion .  The Commiss ion ,  
m o r e o v e r ,  d i d  n o t  h a v e  b e f o r e  i t  f a c t s  o r  a n a l y s e s  upon w h i c h  t o  
b a s e  a r e c o m m e n d a t i o n ,  n o r  d i d  i t  d i s c u s s  t h e  mer i t s  o f  a  r u l e  f o r  
m o n e t a r y  p o l i c y .  My e f f o r t  t o  i n t r o d u c e  material  t o  d o c u m e n t  t h e  
i n s t a b i l i t y  o f  t h e  v e l o c i t y  o f  c i r c u l a t i o n  o f  money a n d ,  t h e r e f o r e ,  
t h e  u n w o r k a b i l i t y  o f  a  r u l e ,  d i d  n o t  l e a d  t o  d i s c u s s i o n  o f  t h i s  
e v i d e n c e .  E s t a b l i s h m e n t  o f  a f i x e d  r u l e  f o r  m o n e t a r y  p o l i c y  would  
i n v i t e  t h e  d a n g e r  o f  d e s t a b i l i z i n g  o u t p u t ,  employment ,  p r i c e s ,  a n d  
t h e  i n t e r n a t i o n a l  v a l u e  o f  t h e  d o l l a r .  

C o n g r e s s m a n  S t e p h e n  L.  N e a l  -- T h e  mer i t s  o f  a  m o n e t a r y  r u l e  
r e g u l a t i n g  t h e  g r o w t h  o f  t h e  money s u p p l y  h a v e  a l r e a d y  b e e n  e x t e n -  
s i v e l y  s t u d i e d  a n d  d e b a t e d .  M o d e r a t e  a n d  s t e a d y  g r o w t h  o f  t h e  money 
s u p p l y  is  n e c e s s a r y ,  o v e r  t h e  l o n g  r u n ,  for p r i c e  s t a b i l i t y ,  low 
i n t e r e s t  r a t e s ,  r o b u s t  p r o d u c t i v i t y ,  a n d  f u l l  employment .  The  mone- 
t a r y  h i s t o r y  o f  t h e  p a s t  d e c a d e  s u g g e s t s  t h e  n e e d  f o r  a  l e g i s l a t e d  
r u l e  t o  e n f o r c e  m o n e t a r y  r e s t r a i n t .  W e  n e e d  t o  e n a c t  s u c h  a  r u l e ,  
n o t  e n d l e s s l y  d e b a t e  i t s  merits. A c c o r d i n g l y ,  'I p r o p o s e d  t h e  r e s o l u -  
t i o n  q u o t e d  a b o v e ,  o n  w h i c h  t h e  Commiss ion  is e v e n l y  s p l i t .  W h i l e  I 
s u p p o r t  t h e  r e c o m m e n d a t i o n  f i n a l l y  a d o p t e d  b y  t h e  Commiss ion ,  I 



6 .  I n t e r n a t i o n a l  m o n e t a r y  p o l i c y  a r r a n g e m e n t s  

We d i s c u s s e d  a  number o f  a s p e c t s  o f  i n t e r n a t i o n a l  m o n e t a r y  
a r r a n g e m e n t s  d u r i n g  o u r  d e l i b e r a t i o n s .  

U n d e r  p r e s e n t  c o n d i t i o n s ,  t h e  e x c h a n g e  r a t e  o f  t h e  d o l l a r  i s  
d e t e r m i n e d  i n  f o r e i g n  e x c h a n g e  m a r k e t s  by t h e  demand f o r  a n d  s u p p l y  
o f  d o l l a r s  a n d  a l s o  by t h e  demand f o r  a n d  t h e  s u p p l y  o f  o t h e r  
c u r r e n c i e s .  The f o r e i g n  e x c h a n g e  v a l u e  o f  t h e  d o l l a r  f l o a t s ,  chang-  
i n g  f r o m  d a y  t o  d a y  a s  m a r k e t  i n f l u e n c e s  (o r  g o v e r n m e n t  i n t e r v e n t i o n s )  
d e t e r m i n e  . 

A d o p t i n g  a  g o l d  s t a n d a r d  w i t h  a  f i x e d  p r i c e  o f  g o l d  i n  terms o f  
d o l l a r s  w o u l d  f i x  e x c h a n g e  r a t e s  b e t w e e n  t h e  d o l l a r  a n d  t h e  c u r r e n c i e s  
o f  t h o s e  o f  t h e  U n i t e d  S t a t e s '  t r a d i n g  p a r t n e r s  t h a t  a l s o  f i x e d  t h e  
p r i c e  o f  g o l d  i n  terms o f  t h e i r  c u r r e n c i e s .  T h o s e  who s u p p o r t  a  
s y s t e m  o f  f i x e d  p a r i t i e s  a r g u e  t h a t  i t  f a c i l i t a t e s  i n t e r n a t i o n a l  
t r a d e  a n d  f i n a n c e  a n d ,  a l o n g  w i t h  c o n v e r t i b i l i t y  o f  t h e  U.S. d o l l a r  
t o  g o l d ,  would  p r o m o t e  t h e  g o a l  o f  i n t e r n a l  p r i c e  s t a b i l i t y .  

U n d e r  p r e s e n t  c o n d i t i o n s ,  d e f i c i t s  o r  s u r p l u s e s  may b e  o b s e r v e d  
i n  o u r  b a l a n c e  o f  p a y m e n t s ,  a n d  t h e  d e f i c i t s  o r  s u r p l u s e s  a r e  s e t t l e d  
i n  d o l l a r s  a u t o m a t i c a l l y .  Even  t h o u g h  d o l l a r s  a r e  n o t  c o n v e r t i b l e  
i n t o  g o l d  a t  a  f i x e d  p r i c e ,  t .hey a r e  c o n v e r t i b l e  i n t o  U . S .  g o o d s  a n d  
s e r v i c e s  i n c l u d i n g  g o l d  a t  m a r k e t  p r i c e s .  O t h e r  c o u n t r i e s  a n d  t h e i r  
r e s i d e n t s  c o n t i n u e  t o  u s e  d o l l a r s  a s  a n  i n t e r v e n t i o n  c u r r e n c y  i n  
f o r e i g n  e x c h a n g e  m a r k e t s ,  i n  p a y m e n t s  a n d  r e c e i p t s  f o r  i n t e r n a t i o n a l  
t r a n s a c t i o n s ,  and  a s  a  r e s e r v e  asset .  W e  d o  n o t  u s e  o u r  g o l d  i n  
p a y m e n t s  a n d  r e c e i p t s  f o r  i n t e r n a t i o n a l  t r a n s a c t i o n s  a n d  n e i t h e r  do 
o u r  t r a d i n g  p a r t n e r s .  

Most o f  u s  b e l i e v e  t h a t  e v e n  i f  o t h e r  c o u n t r i e s  w i t h  s u b s t a n t i a l  
g o l d  s t o c k s  a n d  t h e  major g o l d - p r o d u c i n g  c o u n t r i e s  were t o  a g r e e  
w i t h  u s  o n  a  r e s t o r a t i o n  o f  a n  i n t e r n a t i o n a l  g o l d  s t a n d a r d ,  t h e  
U n i t e d  S t a t e s  -- a n d  t h e  s y s t e m  a s  a  w h o l e  -- would  c o n f r o n t  a n  as  
y e t  u n s o l v e d  p r o b l e m  o f  t h e  v a s t  q u a n t i t y  o f  d o l l a r s  w o r l d - w i d e  w i t h  
p o t e n t i a l  c l a i m s  t o  g o l d  c o n v e r t i b i l i t y .  W e  a r e  n o t  i n  f a c t  a w a r e  
o f  i n t e r n a t i o n a l  i n t e r e s t  i n  r e s t o r i n g  a  g o l d  s t a n d a r d .  I n d e e d ,  a  
number o f  f o r e i g n  o f f i c i a l s  h a v e  e x p r e s s e d  n e g a t i v e  v i e w s  t o w a r d s  a 
g o l d  s t a n d a r d .  

t h i n k  t h a t ,  by  recommending more s t u d y  r a t h e r  t h a n  o u t r i g h t  e n a c t m e n t  
o f  a  m o n e t a r y  r u l e ,  w e  m i s s e d  a g o l d e n  o p p o r t u n i t y  t o  h e l p  s e c u r e  
l o n g - t e r m  p r i c e  s t a b i l i t y ,  l o w  i n t e r e s t  r a t e s  a n d  h i g h  employment .  
I i n t e n d  t o  c o n t i n u e  my e f f o r t s  t o  e n a c t  a  m o n e t a r y  r u l e  t h r o u g h  
l e g i s l a t i o n .  

M r .  L e w i s  E .  Lehrman -- I f a v o r  t h e  r e s t o r a t i o n  o f  a  g o l d  s t a n d a r d  
w i t h  a  f i x e d  p r i c e  o f  g o l d .  I t  is  t h e  means  t o  a c h i e v e  d i s c i p l i n e  
i n  t h e  U.S. m o n e t a r y  b a s e  w h i c h  w i l l  t h e n  i n c r e a s e  or  d e c r e a s e  w i t h  
g o l d  p u r c h a s e s  a n d  s a l e s  by  t h e  m o n e t a r y  a u t h o r i t i e s .  



One o t h e r  q u e s t i o n  
s t e p s  t o  s e e k  a  r e s t i t u  

w e  d i s c u s s e d  was 
t i o n  o f  t h e  g o l d  

o t h e r  member c o u n t r i e s  s u b s c r i b e d  to  t h e  

t h e  d e s i r a b i l i t y  o f  t a k i n g  
t h a t  t h e  Un i t ed  S t a t e s  and 

I n t e r n a t i o n a l  Monetary 
Fund ( I M F ) ,  The Un i t ed  S t a t e s  would b e  e n t i t l e d  t o  buy up t o  2 3 . 6  
m i l l i o n  o u n c e s  o f  g o l d  f rom t h e  IMF a t  SDR 35 ,  o r  a p p r o x i m a t e l y  $40,  
p e r  ounce  a t  t i m e  o f  w r i t i n g ,  i f  by a n  8 5  p e r c e n t  v o t e  o f  t h e  IMF 
membership a d e c i s i o n  were t a k e n  t o  s e l l  g o l d  f o r  c u r r e n c y  t o  
members of t h e  IMF i n  p r o p o r t i o n  t o  t h e i r  IMF q u o t a s  a s  o f  August  
1975 .  

The a rgument  f o r  such  a  r e s t i t u t i o n  o f  IMF g o l d  t o  i ts  members 
i s  t h a t  c u r r e n t l y  g o l d  h a s  no c e n t r a l  ro le  i n  t h e  i n t e r n a t i o n a l  
monetary  s y s t e m  and  no  l o n g e r  s e r v e s  a s  t h e  common d e n o m i n a t o r  of  a  
p a r  v a l u e  s y s t e m  or  a s  t h e  u n i t  o f  v a l u e  o f  t h e  SDR; i ts  o f f i c i a l  
p r i c e  h a s  been  a b o l i s h e d ;  members of  t h e  IMF have no  o b l i g a t i o n  to  
u s e  g o l d  i n  t r a n s a c t i o n s  w i t h  t h e  IMF; and t h e  IMF is p r o h i b i t e d  
from a c c e p t i n g  g o l d  u n l e s s  app roved  by a n  8 5  p e r c e n t  v o t e  o f  i t s  
members. The 1976-80 program o f  IMF g o l d  s a l e s  a l s o  a t t e s t s  t o  t h e  
i n t e n t i o n  to  e s t a b l i s h  a  d i m i n i s h e d  r o l e  f o r  g o l d  i n  IMF r e s o u r c e s .  

T h e  a rgumen t  a g a i n s t  s e e k i n g  s u c h  g o l d  r e s t i t u t i o n  by t h e  IMF 
i s  e s s e n t i a l l y  t h e  same one  t h a t  u n d e r l i e s  t h e  b e l i e f  t h a t  t h e  Un i t ed  
S t a t e s  s h o u l d  r e t a i n  s i g n i f i c a n t  g o l d  h o l d i n g s .  I f  g o l d  is an  i m -  
p o r t a n t  s t r a t e g i c  and monetary  r e s o u r c e  f o r  t h e  Un i t ed  S t a t e s ,  i t  
s h o u l d  a l s o  be  s o  r e g a r d e d  by t h e  i n t e r n a t i o n a l  community, and 
r e t a i n e d  by t h e  IMF f o r  p o s s i b l e  u s e  i n  v a r i o u s  c o n t i n g e n c i e s .  

Recommendation 1. We f a v o r  no  change  i n  t h e  f l e x i b l e  exchange  r a t e  
s v s t e m .  I n  a d d i t i o n ,  w e  f a v o r  no  chanue  i n  t h e  u s a u e  o f  u o l d  i n  t h e  
o p e r a t i o n  o f  t h e  D r e s e n t  exchanae  r a t e  a r r a n a e m e n t s . *  

Recommendation 2 .  We oppose  a c t i o n  by  t h e  Un i t ed  S t a t e s  t o  s e e k  a  --- 
r e s t i t u t i o n  o f  IMF g o l d  t o  member c o u n t r i e s . * *  

*Congressman Chalmers  P. Wyl ie  -- I r a i s e d  a  p o i n t  of  o r d e r  a g a i n s t  
r e f e r e n c e s  t o  t h e  f l e x i b l e  exchange  r a t e  s y s t e m  s i n c e  t h e  House of  
R e p r e s e n t a t i v e s  made no r e f e r e n c e  t o  t h a t  s u b j e c t  i n  i ts  c h a r g e  t o  
t h e  Gold Commission. I t  is n o t  germane t o  t h e  r e p o r t .  

Congressman Henry S. Reuss  and Governor  P a r t e e  w i s h  t o  be a s s o c i a t e d  
w i t h  Congressman W y l i e ' s  comment. 

M r .  Lewis E. Lehrman -- I s u p p o r t  f i x e d  exchange  r a t e s  f o r  t h e  U.S. 
d o l l a r  t o  be  i n t r o d u c e d  a t  t h e  e a r l i e s t  p o s s i b l e  d a t e .  

**Congressman Ronald E .  P a u l  -- I s u p p o r t  s t e p s  to  s e e k  a r e s t i t u t i o n  
o f  IMF g o l d  t o  member c o u n t r i e s .  I would u s e  t h e  a d d i t i o n s  t o  U.S. 
g o l d  s t o c k s  f o r  c o i n a g e  by t h e  U.S. T r e a s u r y .  



C o n c l u s i o n  

I n  p r e s e n t i n g  o u r  r e p o r t ,  w e  a re  c o n s c i o u s  o f  t h e  c o m p l e x i t y  
o f  a n  a t t e m p t  t o  d e f i n e  w h a t  t h e  ro l e  o f  g o l d  s h o u l d  b e  i n  t h e  
d o m e s t i c  a n d  i n t e r n a t i o n a l  m o n e t a r y  s y s t e m s .  

The  m a j o r i t y  o f  u s  a t  t h i s  t i m e  f a v o r  e s s e n t i a l l y  n o  c h a n g e  
i n  t h e  p r e s e n t  ro le  o f  g o l d .  Y e t ,  w e  a r e  n o t  p r e p a r e d  t o  r u l e  o u t  
t h a t  a n  e n l a r g e d  r o l e  f o r  g o l d  may e m e r g e  a t  some f u t u r e  d a t e .  
I f  r e a s o n a b l e  p r i c e  s t a b i l i t y  a n d  c o n f i d e n c e  i n  o u r  c u r r e n c y  
a re  n o t  r e s t o r e d  i n  t h e  y e a r s  a h e a d ,  w e  b e l i e v e  t h a t  t h o s e  
who a d v o c a t e  a n  i m m e d i a t e  r e t u r n  t o  g o l d  w i l l  g row i n  n u m b e r s  
a n d  p o l i t i c a l  i n f l u e n c e . *  I f  t h e r e  i s  s u c c e s s  i n  r e s t o r i n g  
p r i c e  s t a b i l i t y  and  c o n £  i d e n c e  i n  o u r  c u r r e n c y ,  t i g h t e r  
l i n k a g e  o f  o u r  m o n e t a r y  s y s t e m  t o  g o l d  may w e l l  become s u p e r e r o -  
g a t o r y .  

The m i n o r i t y  o f  u s  who r e g a r d  g o l d  a s  t h e  o n l y  r e a l  money 
t h e  w o r l d  h a s  e v e r  known h a v e  p l a c e d  o u r  v i e w s  o n  record: t h e  
o n l y  way p r i c e  s t a b i l i t y  c a n  b e  r e s t o r e d  h e r e  ( i n d e e d ,  i n  t h e  
w o r l d )  i s  by m a k i n g  t h e  d o l l a r  ( a n d  o t h e r  n a t i o n a l  c u r r e n c i e s )  
c o n v e r t i b l e  i n t o  g o l d .  L i n k i n g  money t o  g o l d  d o m e s t i c a l l y  a n d  
i n t e r n a t i o n a l l y  w i l l  s o l v e  t h e  p r o b l e m  o f  i n f l a t i o n ,  h i g h  
i n t e r e s t  r a t e s ,  and b u d g e t  d e f i c i t s .  

W e  h a v e  made n o  a t t e m p t  t o  c o n c e a l  t h e  d i v i s i o n s  among u s .  
I n  t h a t  r e s p e c t ,  o u r  v i e w s  p r o b a b l y  r e p r e s e n t  t h e  r a n g e  o f  
o p i n i o n s  h e l d  by t h e  c o u n t r y  a t  l a r g e .  W e  h o p e ,  n e v e r t h e l e s s ,  
t h a t  o u r  r e p o r t  w i l l  make a c o n t r i b u t i o n  t o  p u b l i c  u n d e r s t a n d i n g  
o f  t h e  i m p o r t a n t  i s s u e s  i n v o l v e d .  I n  t h a t  e v e n t ,  t h e  t i m e  w e  
h a v e  d e v o t e d  t o  p r e p a r a t o r y  s t u d y  b e f o r e  o u r  m e e t i n g s  and  t o  
t h e  d e l i b e r a t i o n s  t h e m s e l v e s  w i l l  h a v e  b e e n  w e l l  s p e n t . * *  

* C o n g r e s s m a n  Henry  S .  R e u s s  -- I d o u b t  i t .  More l i k e l y ,  t h o s e  who 
a d v o c a t e  s e n s i b l e  f i s c a l ,  m o n e t a r y ,  a n d  a n t i - i n f l a t i o n  p o l i c i e s  
" w i l l  g row i n  numbers  a n d  p o l i t i c a l  i n f l u e n c e . "  

**Yr.  A r t h u r  J .  Cos tamagna  -- W i t h i n  t h r e e  t o  f i v e  y e a r s ,  a  new 
g o l d  c o m m i s s i o n  s h o u l d  b e  a p p o i n t e d  t o  r e v i e w  t h e  e f f e c t s  o f  t h e  
f o r e g o i n g  r e c o m m e n d a t i o n s  a n d  C o n g r e s s i o n a l  i m p l e m e n t a t i o n  t h e r e o f ,  
and t o  make t h e i r  own r e c o m m e n d a t i o n s  a t  t h a t  t i m e .  



Chapter 1 

Background to the Establishment of the Gold Commission* 

The focus of this chapter is the period before October 1980 
when the provision to create the Gold Commission was enacted. That 
provision was a product of growing concern in many quarters in this 
country over the persistence and acceleration of inflation here since 
1964.** Many citizens believe that an expanded and more explicit 
role restored to gold in the U.S. monetary system is the solution to 
the problem of inflation, arguing that it will both promote monetary 
and fiscal discipline and reduce inflationary expectations.*** 

*Governor Henry C. Wallich -- I dissociate myself from what seems to 
me a not sufficiently balanced and excessively monetarist interpre- 
tation of inflation. 

Congressman Henry S. Reuss -- I associate myself with Governor 
Wallich. 

**Congressman Chalmers P. Wylie -- This paragraph is in error, and 
this chapter should have been omitted from the Report of the Gold 
Commission. The Congressional ------ Record --- of September 18, 1980 pp. 
H9136-7 records the brief discussion between Representatives Paul 
and Neal prior to the unanimous consent acceptance of Representative 
Paul's amendment which created the Gold Commission. The word "infla- 
tion" was not used even once during the entirety of the consideration 
of the amendment in the House of Representatives which created the 
Gold Commission. 

Congressman Henry S. Reuss -- The Gold Commission was established as 
part of a legislative compromise to secure passage of a needed Inter- 
national Monetary Fund quota extension. It had nothing to do with 
concern about inflation, a fact which is reflected in the Commission's 
recommendations, which are irrelevant to the problem of inflation. 

***Congressman Henry S. Reuss -- Very few citizens believe an 
expanded and restored role for gold would serve any useful purpose. 
But those few do have the wherewithal to make themselves heard. 



The R e c o r d  o f  I n f l a t i o n  

I n f l a t i o n  may b e  d e f i n e d  a s  a  s u s t a i n e d  r i s e  i n  t h e  p r i c e  
1 e v e l . l  I t  c a n  be o b s e r v e d  i n  t h e  p a t t e r n  o f  b e h a v i o r  o f  b o t h  
t h e  p r i c e  d e f l a t o r  i m p l i c i t  i n  GNP a n d  t h e  c o n s u m e r  p r i c e  i n d e x  
p r e s e n t e d  i n  C h a r t  1-1. The ra te  o f  i n c r e a s e  i n  t h e  d e f l a t o r  
rose f rom less t h a n  1 p e r c e n t  p e r  y e a r  i n  1 9 6 1  t o  9  p e r c e n t  i n  
1 9 8 0 ,  w h i l e  t h e  r a t e  o f  i n c r e a s e  i n  t h e  c o n s u m e r  p r i c e  i n d e x  
rose f rom 1 p e r c e n t  t o  11 p e r c e n t  i n  t h e  same p e r i o d .  W e  
r e p o r t  t h e  movements o f  t h e  c o n s u m e r  p r i c e  i n d e x  s i n c e  t h e y  a r e  
t h e  m e a s u r e  o f  i n f l a t i o n  w i t h  which  t h e  p u b l i c  is  most f a m i l i a r .  
However, t h e r e  a re  well-known b i a s e s  i n  t h i s  m e a s u r e ,  p a r t i c u l a r l y  
t h e  e f f e c t  o f  h o u s i n g  m o r t g a g e  cos ts ,  t h a t  may o v e r s t a t e  t h e  
d e g r e e  o f  i n f l a t i o n  i n  t h e  economy.2 The ra te  o f  p r i c e  
i n c r e a s e  was n o t  s t e a d y  b u t  r a t c h e t e d  upwards  w i t h  f l u c t u a t i o n s  
i n  e c o n o m i c  a c t i v i t y .  

E c o n o m i s t s  are d i v i d e d  o n  t h e  root c a u s e s  o f  i n f l a t i o n .  
Some a t t r i b u t e  i t  t o  e x c e s s i v e  wage demands  f o s t e r e d  by  a g g r e s -  
s i v e  u n i o n s ,  p r o f  i t - p u s h  p r i c i n g  by m o n o p o l i s t i c  f i rms ,  random 
f a c t o r s  l i k e  p o o r  a g r i c u l t u r a l  h a r v e s t s ,  a n d  i n s t i t u t i o n a l  
and  s o c i o l o g i c a l  p a t t e r n s ,  e a c h  o f  g r e a t e r  or  lesser i m p o r t a n c e  
i n  s p e c i f i c  i n f l a t i o n a r y  e p i s o d e s .  O t h e r  e c o n o m i s t s  r e g a r d  
i n f l a t i o n  as  p r i m a r i l y  a m o n e t a r y  phenomenon,  e x p l a i n e d  by 
m o n e t a r y  g r o w t h  i n  e x c e s s  o f  t h e  l o n g - r u n  t r e n d  o f  real  o u t p u t  
g r o w t h .  They r e c o g n i z e ,  h o w e v e r ,  t h a t  o t h e r  f a c t o r s  may 
t e m p o r a r i l y  a f f e c t  t h e  i n f l a t i o n  ra te  i n d e p e n d e n t  o f  t h e  r a t e  
o f  m o n e t a r y  g r o w t h . "  N o  o n e  h a s  s t a t e d  t h e s e  p r o p o s i t i o n s  more 
l u c i d l y  t h a n  Cha i rman  P a u l  A. V o l c k e r  o f  t h e  Board  o f  G o v e r n o r s  
o f  t h e  F e d e r a l  R e s e r v e  S y s t e m  who o b s e r v e d  o n  F e b r u a r y  1, 1980:  

"Our p o l i c y ,  v iewed  i n  a l o n g - t e r m  p e r s p e c t i v e ,  
rests o n  a v e r y  s i m p l e  p r e m i s e  -- t h a t  t h e  i n f l a -  
t i o n a r y  p r o c e s s  is u l t i m a t e l y  r e l a t e d  t o  
e x c e s s i v e  g r o w t h  i n  money a n d  c r e d i t .  T h i s  

* * * C o n t i n u a t i o n  f rom p r e v i o u s  p a g e .  

Congressman  C h a l m e r s  P. W y l i e  -- I t  is much more t r u e  t o  s a y  t h a t  t h e  
e v o l u t i o n  o f  t h e  Gold  Commission w e n t  t h r o u g h  a  s t a g e  i n  i t s  d e v e l o p -  
m e n t a l  p r o c e s s  i n  w h i c h  its c r e a t i o n  was o n e  o f  a number o f  p o l i t i c a l  
" c a r d s "  b e i n g  p l a y e d  i n  a n  a t t e m p t  to  o b t a i n  f u n d i n g  t o  i n c r e a s e  t h e  
q u o t a  o f  t h e  U n i t e d  S t a t e s  i n  t h e  I n t e r a n a t i o n a l  M o n e t a r y  Fund. 
S e c t i o n  1 0  o f  P u b l i c  Law 96-389 c r e a t e d  t h e  Gold  Commiss ion.  P r i o r  
s e c t i o n s  g a i n e d  v o t e s  by t a k i n g  p o l i t i c a l l y  p o p u l a r  p o s i t i o n s  o n  
Ta iwan ,  t h e  P a l e s t i n e  L i b e r a t i o n  O r g a n i z a t i o n ,  a n d  E l  S a l v a d o r .  S e c t i o n  
3 a s s u a g e d  f i s c a l  c o n s e r v a t i v e s  by  s t a t i n g ,  "The C o n g r e s s  r e a f f i r m s  
i t s  commitment t h a t  b e g i n n i n g  w i t h  F i s c a l  Y e a r  1 9 8 1 ,  t h e  t o t a l  b u d g e t  
o u t l a y s  o f  t h e  F e d e r a l  Government  s h a l l  n o t  e x c e e d  i t s  r e c e i p t s . "  

"Congressman Henry  S. R e u s s  -- Many o t h e r  e c o n o m i s t s  h o l d  d i f f e r e n t  
a n d  more s o p h i s t i c a t e d  v i e w s .  
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r e l a t i o n s h i p  is o f  c o u r s e  a complex o n e ,  and 
t h e r e  a r e  many f a c e t s  o f  i t  t h a t  a re  s e n s i t i v e  
t o  nonmone ta ry  economic  v a r i a b l e s .  B u t ,  i n  
s p i t e  o f  a l l  t h e  n u a n c e s ,  it  is c l e a r  t h a t  
i n f l a t i o n  c a n n o t  p e r s i s t  o v e r  t h e  l o n g  r u n  i n  
t h e  a b s e n c e  o f  e x c e s s i v e  m o n e t a r y  g r o w t h . "  

I t  is n o t  o u r  p u r p o s e  h e r e  t o  s e t t l e  t h e  l o n g - s t a n d i n g  
d i v i s i o n  among e c o n o m i s t s  o n  t h e  c a u s e s  o f  i n f l a t i o n .  Our 
p u r p o s e  is  s i m p l y  t o  p r e s e n t  some p e r t i n e n t  background  in fo rma-  
t i o n  o n  t h e  s t a t e  o f  t h e  U.S. economy i n  t h e  d e c a d e  and  a h a l f  
p r e c e d i n g  O c t o b e r  7 ,  1980 .  

I n  C h a r t  1-2 ,  t h e  q u a r t e r l y  r a t e  o f  i n f l a t i o n  a t  a n n u a l  
ra tes ,  c a l c u l a t e d  f rom t h e  i n d e x  numbers  f o r  t h e  d e f l a t o r ,  are 
p l o t t e d  t o g e t h e r  w i t h  t h e  t r e n d  ra te  o f  i n f l a t i o n  g e n e r a t e d  by a 
t w e l v e - q u a r t e r  moving a v e r a g e  o f  l a g g e d  m o n e t a r y  g r o w t h . 4  A 
f a i r l y  close l i n k  be tween  t h e  two ser ies  may b e  o b s e r v e d ,  w i t h  
t h e  major e x c e p t i o n s  o f  s e v e r a l  q u a r t e r s  i n  1974-1975 and  
1979-1980.5  Both  o f  t h e s e  e p i s o d e s  c a n  b e  e x p l a i n e d  by t h e  
l a r g e  r ise i n  t h e  r e l a t i v e  p r i c e  o f  e n e r g y ,  d e f i n e d  as  t h e  
a n n u a l  ra te  o f  c h a n g e  i n  t h e  p r o d u c e r  p r i c e  i n d e x  o f  f u e l s  and  
r e l a t e d  p r o d u c t s  and power  minus  t h e  GNP p r i c e  d e f l a t o r  (see 
C h a r t  1-1). Though t h e  i n f l a t i o n  s i n c e  t h e  1 9 6 0 s  may be  
r e g a r d e d  a s  p r i m a r i l y  a m o n e t a r y  phenomenon,* i t  is s t i l l  
e s s e n t i a l  t o  a c c o u n t  f o r  t h e  f a c t o r s  t h a t  p r o d u c e d  e x c e s s i v e  
mone t a ry  g r o w t h  as w e l l  a s  o t h e r  i n d e p e n d e n t  s o u r c e s  o f  i n f l a -  
t i o n .  

T a b l e  1-1 p r e s e n t s ,  on  a n  a n n u a l  b a s i s ,  a s  w e l l  as f o r  
s i x  s u b p e r i o d s ,  a number o f  r e l e v a n t  m e a s u r e s  o f  economic  
p e r f o r m a n c e  c r u c i a l  to  a n  u n d e r s t a n d i n g  o f  t h e  d e v e l o p m e n t  o f  
U.S. i n f l a t i o n  f rom 1960  t o  1980.  Columns 1-5 g i v e  t h e  a n n u a l  
( a n d  s u b p e r i o d  a v e r a g e )  r a t e s  o f  g r o w t h  o f  t h e  money s t o c k ,  
d e f i n e d  as  M l B ,  r e a l  G N P ,  t h e  GNP p r i c e  d e f l a t o r ,  t h e  CPI, and 
t h e  r e a l  p r i c e  o f  e n e r g y .  Columns 6-11 g i v e  t h e  a n n u a l  ( a n d  
s u b p e r i o d  a v e r a g e )  unemployment r a t e ,  t h e  F e d e r a l  b u d g e t  
s u r p l u s  ( d e f i c i t )  as  a r a t i o  to  a c t u a l  GNP, t h e  h i g h  employment 
s u r p l u s  ( d e f i c i t )  a s  a  r a t i o  t o  h i g h  employment  GNP, t h e  r a t i o  
o f  f u n d s  r a i s e d  by t h e  U . S .  Government  t o  t o t a l  f u n d s  r a i s e d  
by t h e  n o n f i n a n c i a l  s e c t o r ,  t h e  b a l a n c e  o f  paymen t s  s u r p l u s  
( d e f i c i t )  o n  a n  o f f i c i a l  s e t t l e m e n t s  b a s i s ,  t h e  d o l l a r  v a l u e  
o f  t h e  U.S. m o n e t a r y  g o l d  s t o c k ,  and  t h e  t r a d e - w e i g h t e d  d o l l a r  
exchange  r a t e  ( b e g i n n i n g  1 9 6 7 ) . ~  

W e  b e g i n  by d e s c r i b i n g  b r i e f l y  s i x  s u b p e r i o d s  o f  t h e  p a s t  
t w o  d e c a d e s  b e f o r e  t u r n i n g  t o  a  more d e t a i l e d  e x a m i n a t i o n  o f  
t h e  s a l i e n t  f a c t o r s  t h a t  a c c o u n t  f o r  t h e  p e r s i s t e n c e  o f  i n f l a -  
t i o n ,  d e s p i t e  r e c u r r e n t  a t t e m p t s  t o  c u r b  i t .  

*Congressman Henry S .  Reus s  -- I d i s s e n t  f rom t h i s  s t a t e m e n t .  
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Notes t o  T a b l e  1-1 

a Y e a r - t o - y e a r  p e r c e n t  c h a n g e .  

Ave rage  o f  f i r s t  t h r e e  q u a r t e r s  s e a s o n a l l y  a d j u s t e d  
d a t a .  

U.S. n e t  o f f i c i a l  r e s e r v e  a s se t s  minus  n e t  f o r e i g n  
o f f i c i a l  assets  p l u s  a l l o c a t i o n s  o f  S D R s .  

S e e  n o t e  a t o  T a b l e  2-1 be low.  

S e e  n o t e  h t o  T a b l e  2-1 be low.  

S e e  n o t e  d t o  T a b l e  2-1 below.  

g  S e e  n o t e  e t o  T a b l e  2-1 be low.  

S o u r c e  by Column 

1-4 ,  6-8, 10 :  .-- Economic ---- Report ----------- o f  t h e  P r e s i d e n t ,  J a n u a r y  1 9 8 1 ,  
T a b l e s  B-59, B-3, R-31, B-74 as  r a t i o  
o f  B-1 ,  B-62, B-99. F o r  C o l .  8 ,  b e f o r e  1 9 7 2 ,  
~ c o n o m i c  Report, J a n u a r y  1979  T a b l e  B-62; ------- 
F e b r u a r y  1970 ,  T a b l e  C-52. 
F o r  ~01s. 2  and  9 ,  f u l l  y e a r  d a t a  f o r  1 9 8 0 ,  
f rom .- S u r v x  ---- o f  C u r r e n t  ----- B u s i n e s s ,  March 1981 ,  
pp. S-6 and  5 0 ,  l i n e s  38 and  57.  

5: F e d e r a l  R e s e r v e  Bank o f  S t .  L o u i s  d a t a  bank.  

9: 1960-78: Surve_y_of C u r r e n t  B u s i n e s s  60 - ---------- 
(November 1 9 8 0 ) :  24-5; 1979-80: i b i d .  6 1  
(May 1 9 8 1 ) :  3.  

11: T a b l e  2-1 be low.  

12:  -- F e d e r a l  R e s e r v e  -------- B u l l e t i n  64 ( A u g u s t  1 9 7 8 ) :  200; 
67 ( O c t o b e r  1 9 8 1 ) :  A-68. 



. 1960-1964. T h i s  p e r i o d  o f  s t a b i l i t y ,  which  a c t u a l l y  began  
. I  1958 ,  was c h a r a c t e r i z e d  by l ow  m o n e t a r y  g rowth  a n d ,  by 
h i s t o r i c a l  s t a n d a r d s ,  a low r a t e  o f  i n f l a t i o n .  P r o d u c t i v i t y  
g rowth  w a s  f a v o r a b l e  and  s i g n i f i c a n t  e x t e r n a l  s h o c k s  were 
a b s e n t .  T h e s e  y e a r s  s e r v e  as  a benchmark f o r  t h e  s u c c e e d i n g  
p e r i o d s .  

2 .  1965-1970. The o n s e t  o f  s t e a d i l y  r i s i n g  i n f l a t i o n  i n  
t h i s  p e r i o d  is g e n e r a l l y  a s s o c i a t e d  w i t h  t h e  f i n a n c i n g  o f  t h e  
Vietnam war and  expanded  F e d e r a l  s o c i a l  p r o g r a m s .  Both a  r i se  
i n  t h e  r a t e  o f  m o n e t a r y  g rowth  and  i n  f i s c a l  d e f i c i t s  may b e  
o b s e r v e d  i n  co lumns  1 and 7 .  Dur ing  t h e  p e r i o d  1965-1970, 
b o t h  m o n e t a r y  and  f i s c a l  p o l i c y  were g e n e r a l l y  e x p a n s i o n a r y  
d e s p i t e  t w o  s i g n i f i c a n t  a t t e m p t s  t o  r e v e r s e  t h e  i n £  l a t  i o n a r y  
p r o c e s s .  Mone t a ry  g r o w t h  w a s  m a r k e d l y  r e d u c e d  i n  1966 i n  a n  
e p i s o d e  commonly d e s i g n a t e d  as  " t h e  c r e d i t  c r u n c h , "  and i n  1 9 6 9 ,  
a  d e c r e a s e  i n  m o n e t a r y  g rowth  s u p p l e m e n t e d  a 1968  t a x  i n c r e a s e .  
The m o n e t a r y  g o l d  s t o c k  d e c l i n e d  i n  e v e r y  y e a r  s i n c e  1960  
e x c e p t  1968-69,  t h e  d e c l i n e s  r e f l e c t i n g  t h e  ro le  o f  t h e  
U n i t e d  S t a t e s  a s  t h e  w o r l d ' s  c e n t r a l  b a n k e r  and t h e  more r a p i d  
rise i n  U.S. i n f l a t i o n  t h a n  e l s e w h e r e .  

3 .  1971-1973. I n  t h e  b e l i e f  t h a t  t h e  i n f l a t i o n  r a t e  was 
slow i n  f a l l l ~ g  i n  r e s p o n s e  t o  t h e  r e c e s s i o n  i n  b u s i n e s s  
a c t i v i t y  i n  1970  and  as  a way o f  s t a u n c h i n g  t h e  g rowing  b a l a n c e  
o f  paymen t s  d e f i c i t s ,  t h e  Nixon A d m i n i s t r a t i o n  s o u g h t  a q u i c k  
s o l u t i o n  by r e s o r t i n g  t o  d i r e c t  c o n t r o l s  on  p r i c e s  and wages 
i n  Augus t  1971 .  The p o l i c y  was i n  e E f e c t  f o r  t h e  n e x t  t h r e e  
y e a r s .  I n i t i a l l y ,  wages  and p r i c e s  were f r o z e n  f o r  n i n e t y  
d a y s .  S u b s e q u e n t l y ,  manda to ry  wage and  p r i c e  g u i d e l i n e s  were 
imposed t h a t  were g r a d u a l l y  r e l a x e d .  

The measured  i n f l a t i o n  r a t e  d e c l i n e d  i n  1 9 7 1  and  1972 ,  a n d  
t h e r e  was s a t i s f a c t i o n  w i t h  t h e  r e d u c t i o n  i n  t h e  i n f l a t i o n  
numbers .  Y e t ,  i n  r e t r o s p e c t ,  m o n e t a r y  g r o w t h  was o v e r e x p a n s i o n a r y  
d u r i n g  t h e s e  y e a r s  and t h e  f i r s t  h a l f  o f  1973 .  C o n s e q u e n t l y  
when t h e  c o n t r o l s  we re  e a s e d  i n  1 9 7 3 ,  t h e  p e n t - u p  e x c e s s  
demand q u i c k l y  r e s t o r e d  t h e  i n f l a t i o n  r a t e  t o  i t s  u n d e r l y i n g  
t r e n d  r a t e . 7  To h a l t  f u r t h e r  d e p l e t i o n  oE i t s  mone ta ry  g o l d  
s t o c k ,  t h e  U n i t e 3  S t a t e s  c l o s e d  t h e  g o l d  window i n  August  1 9 7 1 ,  
and  i n  1 9 7 3  abandoned  t h e  a t t e m p t  t o  m a i n t a i n  f i x e d  f o r e i g n  
exchange  r a t e s  f o r  t h e  d o l l a r .  

4. 1974-1975. These  u n u s u a l  y e a r s  were d o m i n a t e d  by two 
se t s  o f  f o r c e s :  c o n t r a c t i o n a r y  money g r o w t h  and a n  e x t r a o r d i n a r y  
rise i n  t h e  r e a l  p r i c e  o f  e n e r g y  f o l l o w i n g  t h e  Arab  o i l  embargo  
of 1 9 7 3  ( s e e  C h a r t  1-1 and  T a b l e  1-1, c o l .  5 ) .  Some r e g a r d  t h e  
e n e r g y  p r i c e  rise a s  r e t r i b u t i o n  f o r  t h e  i n f l a t i o n  t h e  U n i t e d  
S t a t e s  e x p o r t e d  t o  t h e  rest o f  t h e  w o r l d  i n  t h e  1 9 6 0 s .  

The s u p p l y  s h o c k  r a i s e d  t h e  i n f l a t i o n  r a t e  w e l l  above  t h e  
t r e n d  ra te  f o r  s e v e r a l  q u a r t e r s  i n  t h e  two y e a r s ,  s u b s t a n t i a l l y  
r educed  real  o u t p u t  g r o w t h ,  a n d  r a i s e d  t h e  unemployment r a t e  
( T a b l e  1-11 c o l s .  3 and 6 ) .  



5. 1976-1978. A s  a c o n s e q u e n c e  of t h e  1974-75 r e c e s s i o n ,  t h e  
unemployment ra te  rose t o  a l e v e l  u n p r e c e d e n t e d  i n  t h e  post -World  
War I1 p e r i o d .  I n  r e a c t i o n ,  t h e  money g r o w t h  r a t e  was a c c e l e r a t e d ,  
and  f i s c a l  p o l i c y  became g e n e r a l l y  e x p a n s i o n a r y .  Once t h e  e f f e c t s  
o f  b o t h  t h e  removal  o f  p r i c e  c o n t r o l s  and t h e  e x t e r n a l  e n e r g y  
s u p p l y  s h o c k  had  worked t h e i r  way t h r o u g h  economic  p r o c e s s e s ,  t h e  
i n f l a t i o n  r a t e  f e l l  t o  i t s  t r e n d  r a t e  i n  1976 .  I n  1977  and 1978  
t h e  i n f l a t i o n  r a t e  moved up a g a i n .  

6 .  1979-1980. A f u r t h e r  a s s a u l t  on t h e  i n f l a t i o n  p rob l em i n  
1979  by  means o f  mone t a ry  and  f i s c a l  r e s t r a i n t  was t h w a r t e d  b y  a 
s e c o n d  r ise i n  t h e  real  p r i c e  o f  e n e r g y .  But  i n  t h e  f a c e  o f  o v e r a l l  
m o n e t a r y  r e s t r a i n t  i n  1980 ,  t h e  e f f e c t  o f  t h e  e n e r g y  p r i c e  rise on 
t h e  r a t e  o f  i n f l a t i o n  p r o v e d  to  be  t e m p o r a r y .  

Why t h e  S e t b a c k s  t o  S u c c e s s  o f  A n t i - I n f l a t i o n  P o l i c i e s ?  

We now examine  some o f  t h e  r e a s o n s  t h a t  e x p l a i n  t h e  l a c k  o f  
s u c c e s s  t h a t  h a s  a t t e n d e d  e f f o r t s  s i n c e  t h e  mid-1960s t o  a c h i e v e  
a p e r m a n e n t  r e d u c t i o n  i n  t h e  i n f l a t i o n  ra te .  

1. The In f l a t i on -Unemploymen t  T r a d e o f f .  - Hidden  w i t h i n  t h e  b r i e f  
s k e t c h o f  t h e  e v e n t s  of  t h e  pa s t  t w o  d e c a d e s  is a dilemma i n  t h e  
i m p l e m e n t a t i o n  of a n t i - i n £  l a t i o n  p o l i c i e s  -- t h e  s o - c a l l e d  t r a d e o f  f  
be tween  i n f l a t i o n  and  unemployment.  E m p i r i c a l  e v i d e n c e  l e n d s  
s u p p o r t  t o  t h e  v iew t h a t  b o t h  m o n e t a r y  and  f i s c a l  p o l i c y  h a v e  a 
l a g g e d  e f f e c t  on economic a c t i v i t y  measu red  i n  c u r r e n t  p r i c e s .  
The i n i t i a l  e f f e c t  o f  c o n t r a c t i o n a r y  m o n e t a r y  and  f i s c a l  p o l i c y  is  
on t h e  l e v e l  o f  real  o u t p u t  and t h e  unemployment ra te  ( w i t h i n  o n e  
t o  t h r e e  q u a r t e r s  a f t e r  t h e  p o l i c y  is i n  p l a c e ) .  The i n i t i a l  
e f f e c t  is  t e m p o r a r y .  I t  is a t t r i b u t a b l e  to  t h e  l a g  i n  t h e  a d j u s t m e n t  
o f  wage a n d  p r i c e  e x p e c t a t i o n s  and  i n f l e x i b i l i t y  o f  c o n t r a c t s .  
The u l t i m a t e  e f f e c t  o f  c o n t r a c t i o n a r y  m o n e t a r y  p o l i c y  is  on  t h e  
p r i c e  l e v e l  and  t h e  r a t e  o f  i n f l a t i o n .  The t i m e  t h a t  e l a p s e s  
b e f o r e  t h e  i n f l a t i o n  r a t e  is r e d u c e d ,  however ,  is  measured  i n  
s e v e r a l  y e a r s ,  n o t  i n  s e v e r a l  q u a r t e r s . *  

A c c o r d i n g l y ,  a t t e m p t s  to  r e d u c e  i n f l a t i o n  by m o n e t a r y  means 
have  q u i c k l y  l e d  t o  r e d u c e d  r e a l  o u t p u t  g r o w t h  and i n c r e a s e d  
unemployment.  These  r e s u l t s  have  o c c a s i o n e d  a r e v e r s a l  o f  t h e  
c o n t r a c t i o n a r y  p o l i c y  b e f o r e  i t  c o u l d  s u c c e e d  i n  s i g n i f i c a n t l y  
r e d u c i n g  t h e  i n f l a t i o n  r a t e .  The p a t t e r n  is o b s e r v a b l e  f o l l o w -  
i n g  t h e  r e d u c t i o n  i n  mone t a ry  g r o w t h  i n  1 9 6 9 ,  which i n i t i a l l y  
l e d  t o  t h e  r e c e s s i o n  i n  real  o u t p u t  and rise i n  unemployment 

*Congressman Henry S. Reus s  -- T h i s  a n a l y s i s  is f l awed  i n  two 
r e s p e c t s .  F i r s t ,  t h e  h i s t o r y  o f  p o s t w a r  r e c e s s i o n s  is t h a t  i n f l a t i o n  
f a l l s  r a p i d l y  as  o u t p u t  and employment  f a l l .  Second ,  t h i s  s u c c e s s  
a g a i n s t  i n f l a t i o n  h a s  n o t  b e e n  s u s t a i n e d  i n  s u b s e q u e n t  b u s i n e s s  
e x p a n s  i o n s .  



i n  1 9 7 0  ( C h a r t  1-2 and  1 - 3 ) .  The c o n t r a c t i o n a r y  p o l i c y  was 
t h e n  r e v e r s e d .  A s imi la r  s e q u e n c e  o c c u r r e d  i n  1974-1975, when 
c a n t r a c t i o n a r y  m o n e t a r y  p o l i c y  f rom mid-1973 and  1974 l e d  i n  
1974-1975 t o  a d r a m a t i c  d e c l i n e  i n  r e a l  o u t p u t  and  a  r i s e  
i n  unemployment,  p a r t l y  a s s o c i a t e d  w i t h  t h e  u n e x p e c t e d  e n e r g y  
s u p p l y  s h o c k .  The s e q u e l  f o r  t h e  n e x t  t h r e e  y e a r s  was a n  
i n c r e a s e  i n  m o n e t a r y  g r o w t h  t o  l e v e l s  n o t  r e a c h e d  s i n c e  1973 .  

The e v i d e n c e  t h u s  s u g g e s t s  t h a t  a p o l i c y  o f  n o n i n f l a t i o n a r y  
mone t a ry  g r o w t h  b e f o r e  1980 was n e v e r  m a i n t a i n e d  l ong  enough t o  
r e a p  t h e  b e n e f i t s  o f  t h e  p o l i c y .  The d i s t i n c t i o n  be tween  t h e  
s h o r t - r u n  u n d e s i r a b l e  e f f e c t s  o f  s u c h  a p o l i c y  and t h e  l ong - run  
d e s i r a b l e  e f f e c t s  h a s  a p p a r e n t l y  n o t  b e e n  u n d e r s t o o d  by t h e  
p u b l i c  or p o l i t i c a l  l e a d e r s .  The n e g a t i v e  e f f e c t s  on  o u t p u t  
and  employment  o f  mone t a ry  r e s t r a i n t  h a v e  b e e n  p e r c e i v e d  as 
l i k e l y  t o  l a s t  f o r e v e r ,  w i t h  no r e c o g n i t i o n  t h a t  t h e  b e n e f i t s  
o f  r e d u c e d  i n f l a t i o n  w i l l  t h e n  emerge  and  h a v e  a p o s i t i v e  e f f e c t  
on o u t p u t  and employment.  

I t  is n o t  s u r p r i s i n g  or  i r r a t i o n a l  f o r  t h e  p u b l i c  t o  v iew 
t h e  cos t  o f  a p o l i c y  o f  m o n e t a r y  r e s t r a i n t  as h i g h  and  u n r e l e n t i n g  
and t h e  b e n e f i t s  d u b i o u s .  I n  t h e  d e c a d e  and  a  h a l f  b e f o r e  1980 ,  
t h e y  e x p e r i e n c e d  t h e  costs and  h a r d l y  a n y  b e n e f i t s  o f  d e c e l e r a t i n g  
money g r o w t h .  The e x p e r i e n c e  i n  some o t h e r  c o u n t r i e s  is 
d i f f e r e n t  and  t h e  p u b l i c  p e r c e p t i o n  o f  t h e  e f f e c t s  o f  non- 
i n £  l a t i o n a r y  m o n e t a r y  p o l i c y  is c o r r e s p o n d i n g l y  d i f f e r e n t .  

T h e r e  is a lso no  w i d e s p r e a d  p u b l i c  u n d e r s t a n d i n g  of t h e  
i n f l a t i o n a r y  l ong - run  e f f e c t s  o f  r a p i d  money g rowth .  The p u b l i c  
and  many p o l i t i c a l  l e a d e r s  a l so  f a i l  t o  r e c o g n i z e  t h e  d i s t o r t i o n s  
and d i s i n c e n t i v e s  c a u s e d  o v e r  t h e  l o n g  r u n  by p e r s i s t e n t  accelera- 
t i n g  i n f l a t i o n .  These  p r o d u c e  l o n g - r u n  e f f e c t s  on o u t p u t  and 
employment t h a t  a r e  l a r g e l y  u n r e c o g n i z e d  by t h e  p u b l i c .  

Thus t h e  p o l i c y  o f  " b u y i n g "  more o u t p u t  and  employment  
g rowth  is t e m p t i n g  and p o l i t i c a l l y  a p p e a l i n g ,  f o r  t h e  b e n e f i t s  
a r e  immed ia t e  a n d  t h e  c o s t s  are p o s t p o n e d  and  u n r e c o g n i z e d .  A 
p o l i c y  o f  d e c e l e r a t i n g  money g r o w t h  is n o t  a p p e a l i n g ,  f o r  t h e  
costs a re  immed ia t e  and  t h e  b e n e f i t s  a r e  d e l a y e d  and n o t  
r e c o g n i z e d  by m o s t  o f  t h e  p u b l i c .  

F i n a l l y ,  w e  n o t e  t h a t  t h e  l a g  i n  t h e  r e s p o n s e  o f  i n f l a t i o n  
t o  d e c e l e r a t i n g  money g rowth  seems to  b e  g e t t i n g  s h o r t e r .  The 
r e a c t i o n  t i m e  o f  e x p o r t ,  i m p o r t ,  and  commodity p r i c e s  h a s  s p e e d e d  
up s i n c e  m a r k e t  p a r t i c i p a n t s  have  begun t o  p a y  a t t e n t i o n  t o  
t h e  m o n e t a r y  g r o w t h  r a t e  and s i n c e  t h e  f l o a t i n g  o f  d o l l a r  f o r e i g n  
e x c h a n g e  ra tes .  

2 .  Sectoral E f f e c t s .  The impac t  o f  a n t i - i n f l a t i o n  a c t i o n s  
f a l l s  d i s p r o p o r t i o n a t e l y  o n  c e r t a i n  sectors.  Reduced p r o v i s i o n  
o f  r e s e r v e s  to  t h e  bank ing  s y s t e m  r e s t r i c t s  t h e  volume o f  l o a n s  
t o  small b u s i n e s s  and  t h e  accompanying  i n c r e a s e  i n  i n t e r e s t  
rates res t r ic ts  h o u s i n g  d e p e n d e n t  on  m o r t g a g e  f u n d s .  S h o r t -  
term i n t e r e s t  r a t es  may rise i m m e d i a t e l y  when money g rowth  





d e c e l e r a t e s  b u t  i t  t a k e s  t i m e  u n t i l  t h e  s u b s e q u e n t  d e c l i n e  
i n  i n f l a t i o n  l e a d s  t o  a  f a l l  i n  i n t e r e s t  ra tes .  I f  t h e  
r e s p o n s e  i s  e x p a n s i o n  o f  F e d e r a l  p r o g r a m s  t o  a l l e v i a t e  t h e  
d i s t r e s s  o f  s m a l l  b u s i n e s s  a n d  t h e  m o r t g a g e  m a r k e t ,  a n t i -  
i n f l a t i o n  a c t i o n s  may b e  n u l l i f i e d . "  

I n f l a t i o n ,  when n o t  f u l l y  a n t i c i p a t e d ,  h a s  s i g n i f i c a n t  
d i s t r i b u t i o n  e f f e c t s .  G e n e r a l l y ,  d e b t o r s  g a i n  a t  t h e  e x p e n s e  
o f  c r e d i t o r s ,  a s  d o  t h o s e  w i t h  i n c o m e s  i n d e x e d  t o  i n f l a t i o n  
r e l a t i v e  t o  t h o s e  o n  f i x e d  i n c o m e s .  Home-owners i n  p a r t i c u l a r  
h a v e  b e e n  b e n e f i c i a r i e s  of i n f l a t i o n .  

3 .  I n f l a t i o n a r y  E x p e c t a t i o n s .  I n f l a t i o n a r y  e x p e c t a t i o n s  
o n  t h e  p a r t  o f  t h e  p r i v a t e  sec to r  h a v e  b e e n  r e i n f o r c e d  bv 
t h e  e v i d e n c e  o f  t h e - p a s t  1 5  y e a r s  t h a t  i n f l a t i o n  h a s  o n l ?  
b e e n  t e m p o r a r i l y  r e d u c e d  i n  r e s p o n s e  t o  c o n t r a c t i o n a r y  p o l i c y .  
H e n c e ,  when a new r o u n d  o f  c o n t r a c t i o n  i n  m o n e t a r y  q r o w t h  
g e t s  u n d e r  way,  t h e  p u b l i c  may r e g a r d  t h e  new r o u n d  as  o n l y  
t e m p o r a r y ,  a s  i n  pas t  e p i s o d e s ,  a n d  n o t  r e d u c e  t h e i r  e x p e c t a t i o n s  
of f u r t h e r  i n f l a t i o n .  The r e s i s t a n c e  o f  e x p e c t a t i o n s  t o  
m o d i f i c a t i o n  p r o l o n g s  a c t u a l  i n f l a t i o n  b y  a f f e c t i n g  wage 
demands  a n d  p r i c i n g  d e c i s i o n s  a n d  m a i n t a i n i n g  upward p r e s s u r e  
o n  i n t e r e s t  ra tes .  

I n f l a t i o n  e x p e c t a t i o n s  a r e  b e l i e v e d  t o  h e  i n c o r p o r a t e d  
r a p i d l y  a n d  c o m p l e t e l y  i n  asset  p r i c e s  t h a t  a re  d e t e r m i n e d  
i n  a u c t i o n  m a r k e t s .  A c o m p a r i s o n  o f  C h a r t s  1-1 a n d  1 - 4  
r e v e a l s  t h a t  movements  i n  a  l o n g - t e r m  i n t e r e s t  r a t e  ( t h e  
y i e l d  o n  AAA c o r p o r a t e  b o n d s )  o v e r  t h e  w h o l e  p e r i o d  are  
c l o s e l y  a s s o c i a t e d  w i t h  t h e  t r e n d  r a t e  o f  i n f l a t i o n .  S h o r t - t e r m  
i n t e r e s t  r a t e s  ( s u c h  a s  t h e  t h r e e - m o n t h  T r e a s u r y  b i l l  r a t e )  
a re  aore v o l a t i l e ,  r e f l e c t i n g  b o t h  a  n e g a t i v e  r e s p o n s e  t o  
s h o r t - t e r m  c h a n g e s  i n  m o n e t a r y  g r o w t h  a n d  a p o s i t i v e  r e s p o n s e  
t o  e x p e c t e d  i n f l a t i o n . *  S i n c e  t h e  f r e e i n g  o f  t h e  g o l d  
m a r k e t  i n  1 9 6 8 ,  t h e  p r i c e  o f  g o l d  h a s  a l s o  s e r v e d  a s  a good 
b a r o m e t e r  o f  m a r k e t  a n t i c i p a t i o n s  o f  i n f l a t i o n .  A s  c a n  h e  
s e e n  i n  C h a r t  1 -5 ,  i ts  movements  a re  v o l a t i l e  b u t  c l o s e l y  
r e l a t e d  t o  b o t h  w o r l d  a n d  d o m e s t i c  i n f l a t i o n  r a t e s .  

T o  t h e  e x t e n t  t h a t  e x p e c t a t i o n s  o f  i n f l a t i o n  a r e  embedded 
i n  l o n g - t e r m  c o n t r a c t s ,  b o t h  e x p l i c i t l y  and  i m p l i c i t l y ,  i n  l a b o r  
a n d  p r o d u c t  m a r k e t s ,  a n  a t t e m p t  to  r e d u c e  i n f l a t i o n  by c o n t r a c -  
t i o n a r y  m o n e t a r y  g r o w t h  m u s t  i m p o s e  r e a l  h a r d s h i p ,  a t  l e a s t  

*Congressman  i l e n r y  S .  R e u s s  -- I a m  p l e a s e d  t o  see a c k n o ~ l e d g e m e n t  
h e r e  o f  t h e  h i g h l y  d i s c r i m i n a t o r y  e f f e c t  o f  i n o n e t a r i s t  a n t i - i n f l a t i o n  
p o l i c y ,  w h i c h  d o e s  i n d e e d  f a l l  most h e a v i l y  o n  s m a l l  b u s i n e s s ,  a u t o s ,  
h o u s i n g ,  a g r i c u l t u r e ,  a n d  c a p i t a l  i n v e s t m e n t .  
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u n t i l  c o n t r a c t s  c a n  be a d j u s t e d .  Y e t  t h e  e x t e n t  to  which 
c o n t r a c t s  w i l l  be r e n e g o t i a t e d  d e p e n d s  on  w h e t h e r  t h e  p a r t i e s  
e x p e c t  t h e  p o l i c y  to  be e n d u r i n g  or q u i c k l y  r e v e r s e d . *  

4. S t r u c t u r a l  Changes. A number o f  s t r u c t u r a l  changes  i n  
t h e  economy, i n d e p e n d e n t  o f ,  or  i n t e r a c t i n g  w i t h ,  t h e  r a t e  o f  
m o n e t a r y  growth  c o n t r i b u t e d  t o  t h e  d i f f i c u l t y  of a c h i e v i n g  
p o s i t i v e  r e s u l t s  w i t h  a n t i - i n f l a t i o n  a c t i o n s .  Four  s u c h  
c h a n g e s  a r e  d i s c u s s e d :  ( a )  d e c l i n i n g  p r o d u c t i v i t y  growth;  
( b )  r i s i n g  v e l o c i t y ;  ( c )  p e r s i s t e n t  F e d e r a l  budge t  d e f i c i t s ;  
( d )  f o r e i g n  i n f l u e n c e s  on t h e  open  economy. 

( a )  D e c l i n i n g  p r o d u c t i v i t y  g r o w t h .  Growth i n  o u t p u t  p e r  man- 
h o u r  h a s  d e c l i n e d  i n  t h e  U n i t e d  S t a t e s  ( a s  i t  h a s  i n  most 
i n d u s t r i a l i z e d  economies )  s i n c e  t h e  mid-1960s.  S i n c e  r educed  
p r o d u c t i v i t y  growth  i m p l i e s  a  lower t r e n d  r e a l  g rowth  r a t e ,  a  
g i v e n  r a t e  of  monetary  g rowth  w i l l  be a s s o c i a t e d  w i t h  a  h i g h e r  
r a t e  o f  i n f l a t i o n .  

( b )  R i s i n g  v e l o c i t y .  Income v e l o c i t y  o f  c i r c u l a t i o n  o f  M1B 
( t h e  r a t i o  o f  G N P  t o  t h e  most w i d e l y  used  monetary  a g g r e g a t e )  
h a s  been  r i s i n g  on a v e r a g e  a t  s l i g h t l y  o v e r  t h r e e  p e r c e n t  p e r  
y e a r  s i n c e  t h e  l a t e  1950s .  The t r e n d  r e f l e c t s  t h e  p r o c e s s  o f  
f i n a n c i a l  i n n o v a t i o n ,  t h a t  is ,  t h e  s u b s t i t u t i o n  o f  new t y p e s  
o f  payments  media f o r  c u r r e n c y  and  d e p o s i t s . * *  Because o f  
t h i s  deve lopmen t ,  a  g i v e n  r a t e  o f  mone ta ry  growth  w i l l  be 
a s s o c i a t e d ,  o t h e r  t h i n g s  e q u a l ,  w i t h  a  more r a p i d  r a t e  o f  
i n f l a t i o n .  I n f l a t i o n a r y  e x p e c t a t i o n s  w i l l  be i n c o r p o r a t e d  
i n  m a r k e t  i n t e r e s t  r a t e s  and  h e n c e  w i l l  t e n d  t o  r a i s e  v e l o c i t y .  
A l though  t h i s  phenomenon f i g u r e s  s i g n i f i c a n t l y  d u r i n g  hype r -  
i n f l a t i o n s ,  t h e  e v i d e n c e  d o e s  n o t  s u g g e s t  t h a t  e x p e c t a t i o n s  
have  been  a  s i g n i f i c a n t  f a c t o r  a f f e c t i n g  v e l o c i t y  d u r i n g  t h e  
p a s t  t w o  d e c a d e s .  

*Congressman Henry S. Reuss  -- T h i s  t r u i s m  l e a v e s  u n s t a t e d  
t h e  f a c t  t h a t  government  p o l i c y  c a n  h e l p  by f a c i l i t a t i n g  t h e  
a d j u s t m e n t  of  e x p e c t a t i o n s  and c o n t r a c t s .  The A d m i n i s t r a t i o n  
h a s  i g n o r e d  t h i s  f a c t ,  and  so t h e  c o s t s  o f  s u p e r t i g h t  money have  
been  u n n e c e s s a r i l y  h i g h .  

**Governor  J .  C h a r l e s  P a r t e e  -- The t r e n d  i n c r e a s e  i n  v e l o c i t y  may 
a l s o  be a s s o c i a t e d  i n  p a r t  w i t h  t h e  t r e n d  i n c r e a s e  i n  i n t e r e s t  
r a t e s ,  which h a s  made it more c o s t l y  t o  h o l d  low o r  z e r o  y i e l d i n g  
money a s s e t s .  



( c )  P e r s i s t e n t  F e d e r a l  b u d g e t  d e f i c i t s . *  B u d g e t  d e f i c i t s  hamper  ----- ------ -- 
a n t i - i n f l a t i o n  po l ic ies  i n  t w o  ways .  ?hey may i n d i r e c t l y  c a u s e  a n  
i n c r e a s e  i n  m o n e t a r y  g r o w t h  when t h e  a u t h o r i t i e s  a t t e m p t  t o  o f f s e t  
t h e  h i g h  i n t e r e s t  ra tes  a s s o c i a t e d  w i t h  bond f i n a n c i n g  o f  t h e  d e f i c i t .  
A l t e r n a t i v e l y ,  b u d g e t  d e f i c i t s  may i n c r e a s e  v e l o c i t y  when t h e  d e f i c i t  
i s  f i n a n c e d  b y  t h e  s a l e  o f  g o v e r n m e n t  s e c u r i t i e s ,  i n  c o m p e t i t i o n  
w i t h  p r i v a t e  b o r r o w e r s  f o r  p r i v a t e  s o u r c e s  o f  f u n d s .  The rise i n  
m a r k e t  i n t e r e s t  r a tes  l e a d s  t o  a r ise i n  v e l o c i t y  a n d ,  f o r  a g i v e n  
r a t e  o f  m o n e t a r y  g r o w t h ,  a h i g h e r  i n f l a t i o n  r a t e .  B o t h  e f f e c t s  h a v e  
u n d o u b t e d l y  b e e n  p r e s e n t  i n  U . S .  h i s t o r y .  A c o n t r o v e r s y  e x i s t s  i n  
t h e  l i t e r a t u r e  o n  t h e  r e l a t i o n  b e t w e e n  b u d g e t  d e f i c i t s  a n d  m o n e t a r y  
g r o w t h . 9  One c h a n n e l  e m p h a s i z e d  i n  p a p e r s  s u p p o r t i n g  s u c h  a l i n k  
i s  t h e  r e s p o n s e  o f  t h e  F e d e r a l  R e s e r v e  t o  i n c r e a s e s  i n  i n t e r e s t  
r a t e s  a s s o c i a t e d  w i t h  d e f i c i t s .  The  e f f e c t  o f  F e d e r a l  R e s e r v e  p r o -  
c e d u r e s  b e f o r e  O c t o b e r  1 9 7 9  was  t h a t  a n  i n c r e a s e  i n  m o n e t a r y  g r o w t h  
would  accompany  a rise i n  i n t e r e s t  ra tes .  T a b l e  1-1 s h o w s  t h a t  t h e  
r a t i o  o f  t h e  F e d e r a l  b u d g e t  d e f i c i t  t o  GNP is n o t  c l o s e l y  c o r r e l a t e d  
w i t h  e i t h e r  m o n e t a r y  g r o w t h  o r  i n f l a t i o n  o n  a n  a n n u a l  b a s i s ,  o r  e v e n  
i n  a c o m p a r i s o n  o f  s u b p e r i o d  a v e r a g e s . * *  However ,  t h e r e  i s  a s i g n i f -  
i c a n t  c o r r e l a t i o n  b o t h  o n  a n  a n n u a l  a n d  a s u b p e r i o d  a v e r a g e  b a s i s  
beween t h e  r a t i o  o f  t h e  h i g h  e m p l o y m e n t  b u d g e t  d e f i c i t  t o  h i g h  
employment  G N P  a n d  m o n e t a r y  g r o w t h  a n d  i n £  l a t i o n .  lo H i g h e r  g o v e r n m e n t  
s p e n d i n g  by i t s e l f ,  w i t h o u t  r e g a r d  t o  i t s  e f f e c t  on  b u d g e t  d e f i c i t s ,  
h a s  a l s o  b e e n  l i n k e d  t o  m o n e t a r y  g r o w t h . l l  

* C o n g r e s s m a n  C h a l m e r s  P. W y l i e  -- B u d g e t  d e f i c i t s  r e q u i r e  T r e a s u r y  
s e c u r i t y  s a l e s .  L a r g e  d e f i c i t s  a n d  l a r g e  d e b t  management sa les  
t a k e  l a r g e  p e r c e n t a g e s  o f  p e r s o n a l  a n d  c o r p o r a t e  s a v i n g s  t o  c lear  
t h e  m a r k e t .  The l a r g e r  t h e  d e f i c i t  t h e  smaller  t h e  r e s i d u a l  s a v i n g s  
r e m a i n i n g  t o  f i n a n c e  p r i v a t e  i n v e s t m e n t ,  i n c l u d i n g  i n v e s t n e n t  i n  
p l a n t  a n d  e q u i p m e n t .  W i t h o u t  i n v e s t m e n t  i n  p l a n t  a n d  e q u i p m e n t ,  
p r o d u c t i v i t y  slows a n d  i n f l a t i o n  rises, i n v e n t o r i e s  a r e  u n s o l d ,  
and  unemployment  s p r e a d s .  T h i s  is  a s i g n i f i c a n t  p a r t  o f  t h e  p r o b l e m  
i n  t h e  a u t o m o t i v e  sec tor  o f  o u r  economy i n  O h i o  a n d  M i c h i g a n .  

I n  a d d i t i o n ,  t h e  p r o c e s s  by  w h i c h  l a r g e  d e f i c i t s  t a k e  l a r g e  
p e r c e n t a g e s  o f  p e r s o n a l  a n d  c o r p o r a t e  s a v i n g s  a l s o  b r i n g s  h i g h e r  
i n t e r e s t  r a t e s  a s  t h e  T r e a s u r y  p r ices  i t s  s e c u r i t i e s  t o  c l ea r  t h e  
m a r k e t ,  t o  s e l l .  T h i s  l e a d s  t o  t h e  c u r r e n t  s i t u a t i o n  i n  w h i c h  
l a r g e  c o r p o r a t i o n s  o b t a i n  a  h i g h e r  r a t e  o f  r e t u r n  o n  t h e i r  p o r t f o l i o  
o f  g o v e r n m e n t  s e c u r i t i e s  t h a n  t h e y  d o  o n  t h e  c o r p o r a t e  a s s e t s  
u n d e r  t h e i r  management .  I n  t h e s e  i n s t a n c e s  c o r p o r a t e  s a v i n g s  a r e  
a v a i l a b l e  b u t  F e d e r a l  d e f i c i t s  a re  r o b b i n g  w o r k e r s  o f  j o b s  b e c a u s e  
managements  c a n  g e t  h i g h e r  y i e l d s  f r o m  U . S .  T r e a s u r i e s  t h a n  f r o m  
o u t l a y s  f o r  p l a n t  and  e q u i p m e n t .  F o r  e x a m p l e ,  t h e  B e n d i x  C o r p o r a t i o n  
i n  Detroi t  h a s  s a i d  t h a t  t h i s  is  w h a t  it is d o i n g  w i t h  i t s  $ 5 0 0  
m i l l i o n  p o o l  o f  c a s h  t o  m a x i m i z e  i t s  c o r p o r a t e  r a t e  o f  r e t u r n .  
( S e e  t h e  W a l l  S t r e e t  J o u r n a l ,  J a n u a r y  29 ,  1 9 8 2 ,  p .  5 2 . )  .---- ---------- 

**Congressman  H e n r y  S. R e u s s  -- The r e l a t i o n s h i p  b e t w e e n  d e f i c i t s  
a n d  i n f l a t i o n  d e p e n d s  o n  t h e  s t a t e  o f  demand;  t h e r e f o r e  a s i m p l e  
c o r r e l a t i o n  o f  t h e  d e f i c i t / G N P  r a t i o  t o  i n f l a t i o n  a n d  money g r o w t h  
is  n o t  h e l p f u l .  



The connection between bond-financed deficits, rising 
velocity, and inflation is also not empirically established. 
Since the mid-1950s, years of rapid inflation are not generally 
years when financing the Federal budget pre-empted a large 
share of total financial funds. l2 The subperiod averages 
also show the same result. 

(d) Foreien influences on the olen economJ.* Under the Rretton ---- ------------- -------- 
Woods system, deficits in the U.S. balance of payments increased 
in the 1960s. Initially, the deficits were rega;ded as 
satisfying a rising world demand for international reserves, 
since the dollar served as the world's principal reserve asset. 
As the deficits persisted, they were regarded less benignly 
as a reflection of excess monetary growth. Secause the 
dollar served as the principal reserve asset in the post-World 
War I1 period, there was less pressure on the United States 
by her trading partners than might otherwise have been the 
case to respond to the persistent balance of payments deficits 
by monetary and fiscal restraint. Moreover, the deficits 
served to increase world liquidity and so transmit infla- 
tionary pressures to other countries that either voluntarily 
or involuntarily fell in step with U.S. inflation rates. 

The decline in the U.S. monetary gold stock and in the 
gold reserve ratio against Federal Reserve notes by the latter 
1960s heightened concern abroad that convertibility of the 
dollar into gold was threatened, concern that culminated in 
runs on the dollar in 1967 and 1968, the establishment of 
che two-tier gold market in 1968, and the abandonment in 
August 1971 of the U.S. commitment to convert dollars held 
by foreign official agencies into gold. 

Thus rather than acting as a constraint on domestic 
inflation, the Rretton Woods fixed-exchange rate system did 
not do so and also served to transmit U.S. inflation abroad. 
Finally, when convertibility domestically and internationally 
conflicted with overall domestic policy goals, it was 
abandoned. '--- 

In 1971 and 1973, the dollar was devalued, and since then, 
the exchange rate of the dollar has floated. Under a floating 
exchange rate system, the international economy provides even 
less of a constraint on domestic monetary and fiscal policy. If 
a country has a more rapid inflation rate than the rest of the 
world, then the exchange rate, which can be viewed as a measure 
of the purchasing power of its money relative to that of other 
countries, will steadily depreciate. The U.S. dollar 

*Congressman Henry S. Reuss -- The discussion which follows 
is interesting but not relevant to the purposes of the Gold 
Commission. 



e x c h a n g e  r a t e  h a s  d e p r e c i a t e d  o v e r  t h e  p e r i o d  s i n c e  1 9 7 1  as  a 
whole  b u t  t h e r e  h a v e  b e e n  s e v e r a l  s i g n i f i c a n t  u p s w i n g s  d u r i n g  
t h e  p e r i o d  ( C h a r t  1-6 a n d  T a b l e  1-1, col .  1 2 ) .  

T h e o r e t i c a l  a r g u m e n t s  h a v e  b e e n  made t h a t  u n d e r  f l o a t i n g  
e x c h a n g e  r a t e s  f o r e i g n  i n f l u e n c e s  c a n  s t i l l  h a v e  e f f e c t s  o n  
d o m e s t i c  pr ices  a n d  a c t i v i t y ,  i n d e p e n d e n t  o f  d o m e s t i c  p o l i c y .  
One v i e w  i s  t h a t  t h e  w o r l d  is  c h a r a c t e r i z e d  b y  h i g h  c a p i t a l  
m o b i l i t y ,  a n d  a  r i s e  i n  i n t e r e s t  r a t e s  i n  o n e  c e n t e r  i s  r a p i d l y  
t r a n s m i t t e d  t o  a n o t h e r  so t h a t  v e l o c i t y  b e h a v i o r  i s  s i m i l a r  
i n t e r n a t i o n a l l y .  I f  h i g h  c a p i t a l  m o b i l i t y  were a  f a c t ,  t h e n  
f i n a n c i a l  a sse t s  d e n o m i n a t e d  i n  d i f f e r e n t  c u r r e n c i e s  would  b e  
p e r f e c t  s u b s t i t u t e s .  T h i s  c o n c l u s i o n  b r e a k s  down i f  a sse t s ,  
t h a t  is ,  s e c u r i t i e s ,  a r e  n o t  p e r f e c t  s u b s t i t u t e s  i n t e r n a t i o n a l l y  
b e c a u s e  o f  r i s k  w i t h  respect t o  e x c h a n g e  r a t e  c h a n g e s  or  t o  
c a p i t a l  c o n t r o l s .  Wi th  i m p e r f e c t  a s se t  s u b s t i t u t a b i l i t y ,  t h e r e  
may b e  movements  i n  r e l a t i v e  n a t i o n a l  i n t e r e s t  r a t e s  i n s u l a t e d  
f r o m  t h e  r e s t  o f  t h e  w o r l d .  

A n o t h e r  v i e w  i s  t h a t  i n d e p e n d e n t  m o n e t a r y  p o l i c y  c a n n o t  
s u c c e e d  u n d e r  f l o a t i n g  e x c h a n g e  r a t e s  b e c a u s e  o f  c u r r e n c y  s u b s t i -  
t u t i o n ,  t h a t  is, a n  e f f o r t  t o  r e s t r i c t  m o n e t a r y  g r o w t h  d o m e s t i -  
c a l l y  w i l l  b e  f r u s t r a t e d  b y  t h e  s u b s t i t u t i o n  o f  c u r r e n c i e s  i s s u e d  
b y  o t h e r  c o u n t r i e s .  The a r g u m e n t  i s  t h a t  t h e  e f f e c t  o f  r e d u c i n g  
t h e  g r o w t h  r a t e  o f  t h e  d o m e s t i c  money s t o c k  is  t o  i m p o s e  a  t a x  o n  
d o m e s t i c  money h o l d e r s ,  c a u s i n g  t h e m  t o  s w i t c h  i n t o  h o l d i n g  
f o r e i g n  m o n e t a r y  assets i n c l u d i n g  E u r o d o l l a r s .  Two p r o b l e m s  
u n d e r m i n e  t h e  a r g u m e n t .  One is  c o n c e p t u a l .  The communi ty  i s  
c o n c e r n e d  w i t h  t h e  rea l  v a l u e  o f  i t o  money h o l d i n g s  -- w h a t  
t h e s e  w i l l  buy  -- and  r e c e i v e s  a f l o w  o f  r e a l  s e r v i c e s  f r o m  i t s  
r e a l  money b a l a n c e s .  T h u s  a p o l i c y  w h i c h  r e d u c e s  t h e  r a t e  o f  
g r o w t h  o f  t h e  n o m i n a l  money s t o c k  a n d  t h e  p r i c e  l e v e l  r e d u c e s  
t h e  i n f l a t i o n  t a x  o n  d o m e s t i c  r e a l  b a l a n c e s ,  a n d  p r o m o t e s  
h o l d i n g  l a r g e r  r e a l  money b a l a n c e s .  The s e c o n d  p r o b l e m  is 
e m p i r i c a l ,  w h e t h e r  t h e  e x i s t e n c e  o f  f o r e i g n  c u r r e n c y  d e p o s i t s  
a s  a p o s s i b l e  s u b s t i t u t e  h a s  h a d  a s i g n i f i c a n t  i m p a c t  o n  t h e  
demand f o r  d o m e s t i c  r ea l  money b a l a n c e s .  W h i l e  t h e o r e t i c a l l y  
p o s s i b l e  e m p i r i c a l  e v i d e n c e  i n  s u p p o r t  o f  t h e  v i e w  is mixed 
a t  bes t .  1 3  

J u s t  a s  a f l o a t i n g  e x c h a n g e  r a t e  makes  p o s s i b l e  m o n e t a r y  
i n d e p e n d e n c e ,  i t  c a n  a l s o  i n s u l a t e  a  c o u n t r y  f rom e x t e r n a l  r e a l  
s h o c k s .  F l o a t i n g  e x c h a n g e  r a t e s  c u s h i o n e d  t h e  U.S. economy 
a g a i n s t  t h e  e f f e c t s  o f  t h e  rise i n  o i l  p r i c e s  i n  1979-1980.  
The d e c l i n e  o f  t e n  p e r c e n t  i n  t h e  e x c h a n g e  r a t e  f r o m  1 9 7 2  t o  
1973-1975 ( b r i d g i n g  t h e  d e v a l u a t i o n  o f  t h e  d o l l a r  a n d  t h e  
s t a r t  o f  f l e x i b i l i t y )  a n d  a g a i n  i n  1979-1980 w a s  a s o u r c e  o f  
i n s u l a t i o n ,  s i n c e  t h e  e x t e n t  o f  t h e  d e c l i n e  w a s  g r e a t e r  t h a n  
would  b e  e x p l a i n e d  b y  t h e  t r e n d  r a t e  o f  i n f l a t i o n .  N e v e r t h e l e s s ,  
t h e  f o r e i g n  o i l  s h o c k  d i d  t e m p o r a r i l y  r a i se  t h e  d o m e s t i c  i n f l a t i o n  
ra te .  I t  d i d  so t h r o u g h  t w o  c h a n n e l s .  F i r s t ,  t o  t h e  e x t e n t  t h a t  
t h e  r i s e  i n  i m p o r t e d  o i l  p r i c e s  w a s  n o t  f u l l y  a b s o r b e d  by t h e  
e x c h a n g e  r a t e ,  i t  h a d  a d i r e c t  e f f e c t  o n  t h e  d o m e s t i c  p r i c e  
l e v e l .  S e c o n d ,  a d e p r e c i a t i n g  e x c h a n g e  r a t e  i t s e l f  t e n d s  t o  r a i s e  
t h e  d o m e s t i c  p r ice  l e v e l  b y  r a i s i n g  t h e  p r i c e  o f  i m p o r t s  i n  g e n e r a l .  





The e f f e c t s  on t h e  i n f l a t i o n  r a t e  a r e  t empora ry  u n t i l  e x p e n d i t u r e  
and p r o d u c t i o n  a r e  d i r e c t e d  away from t h e  more e x p e n s i v e  o i l - i n t e n s i v e  
s e c t o r s  of  t h e  economy. 

5. Incomes P o l i c i e s . *  Some o b s e r v e r s  b e l i e v e  t h a t  t h e  r e a s o n  
a n t i - i n f l a t i o n  p o l i c i e s  have  n o t  s u c c e e d e d  is t h a t  demand r e s t r a i n t  
by i t s e l f  is too c o s t l y  t o  p u r s u e .  They a r g u e  t h a t  incomes p o l i c i e s  
t h a t  a t t e m p t  t o  i n f l u e n c e  t h e  s e t t i n g  o f  wages and p r i c e s  d i r e c t l y  
w i l l  d e c r e a s e  i n f l a t i o n  and i n c r e a s e  t h e  growth  of  o u t p u t  and employ- 
ment t h a t  r e s u l t  f rom any  g i v e n  d e g r e e  o f  demand r e s t r a i n t .  One 
such  p o l i c y  t h a t  h a s  some s u p p o r t  would u s e  t h e  t a x  s y s t e m  t o  p r o v i d e  
i n c e n t i v e s  t o  f i r m s  and w o r k e r s  t o  slow t h e  r a t e  of  i n f l a t i o n .  
~ i f f e r e n t  v e r s i o n s  of  t ax -based  incomes p o l i c y  ( T I P )  e x i s t .  I t  is 
acknowledged t h a t  a  T IP  c a n n o t  s u b s t i t u t e  f o r  demand r e s t r a i n t .  The 
p o l i c y  c a n  o n l y  supp lemen t  i t .  

C o n c l u s i o n  

The b a s i c  economic problem t h a t  h a s  p l a g u e d  t h e  Un i t ed  S t a t e s  ( and  
t h e  rest  o f  t h e  w o r l d )  s i n c e  t h e  mid-1960s h a s  been  t h e  p e r s i s t e n c e  
and a c c e l e r a t i o n  o f  i n f l a t i o n , * *  w i t h  i t s  a s s o c i a t e d  economic d i s -  
t o r t i o n s ,  d i s i n c e n t i v e s  and  r i s k s .  W e  have  r ev i ewed  t h e  d i f f i c u l t i e s  
e n c o u n t e r e d  by t h e  U.S. mone ta ry  and f i s c a l  a u t h o r i t i e s  o v e r  t h i s  
p e r i o d  i n  t h e i r  s u c c e s s i v e  a t t e m p t s  t o  p u r s u e  a n t i - i n f l a t i o n  p o l i c i e s .  
The p r o v i s i o n  to  create t h e  Gold Commission was a n  e x p r e s s i o n  o f  d i s -  
s a t i s f a c t i o n  w i t h  t h e  u n s u c e s s f u l  outcome o f  t h e s e  p a s t  a t t e m p t s . * * *  

To d e t e r m i n e  i f  g r e a t e r  s u c c e s s  is p o s s i b l e  i n  t h e  f u t u r e ,  i t  
is i m p o r t a n t  t o  advance  p r o p o s a l s  t h a t  c a n  cope  w i t h  t h e  d i f f i c u l t i e s  
t h a t  have a t t e n d e d  p o l i c y m a k e r s '  p a s t  e f f o r t s  i n  d e a l i n g  w i t h  t h e  
problem o f  i n f l a t i o n .  Our mandate  is t o  c o n d u c t  a  s t u d y  t o  a s s e s s  
t h e  role of g o l d .  To d o  so, w e  examine t h e  h i s t o r i c a l  r e c o r d  o f  
U . S .  e x p e r i e n c e  w i t h  g o l d  ( C h a p t e r  2 ) r  d i s c u s s  t h e  d i f f e r e n t  forms  
of  t h e  g o l d  s t a n d a r d  and a l t e r n a t i v e  mone ta ry  s t a n d a r d s  ( C h a p t e r  3 ) ,  
and d e s c r i b e  a  h o s t  o f  p r o p o s a l s ,  some i n v o l v i n g  a  role f o r  g o l d ,  
some n o t , * * * *  t h a t  have been s u b m i t t e d  t o  u s  a s  t h e  means f o r  
a c h i e v i n g  p r i c e  s t a b i l i t y  ( C h a p t e r  4 ) .  

"Congressman Henry S .  Reuss  -- T h i s  is a  t o t a l l y  i n a d e q u a t e  t r e a t -  
ment of  a most i m p o r t a n t  t o p i c .  Incomes p o l i c i e s  a r e  w i d e l y  a c c e p t e d  
a s  n e c e s s a r y  w i t h i n  t h e  economics  p r o f e s s i o n  and by t h e  Congres s  (see 
t h e  J o i n k  Economic R e p o r t ) .  C e r t a i n l y  incomes p o l i c i e s  e n j o y  v a s t l y  
w i d e r  s u p p o r t  among t h e  American p e o p l e  t h a n  d o e s  t h e  g o l d  s t a n d a r d .  

**Congressman Henry S .  Reuss  -- S t a g n a t i o n ,  unemployment, and 
d e c l i n i n g  real l i v i n g  s t a n d a r d s  s i n c e  1973  a r e  a l s o  i m p o r t a n t  p rob lems .  

***Congressman Henry S. Reuss  -- Nonsense.  

****Congressman Henry S .  Reuss  -- W e  have  no b u s i n e s s  d e s c r i b i n g  
p r o p o s a l s  n o t  r e l a t e d  t o  g o l d .  

Governor  Henry C .  W a l l i c h  w i s h e s  t o  be a s s o c i a t e d  w i t h  Congressman 
Keuss ' comment. 



The t e s t  of t h e  u s e f u l n e s s  o f  t h e s e  p r o p o s a l s  i s  t h e  e x t e n t  
t o  which t h e y  a r e  immune t o  t h e  k i n d s  o f  p r e s s u r e s ,  n o t e d  i n  
t h i s  c h a p t e r ,  t h a t  have  p r e v e n t e d  t h e  ach ievemnt  of a  s t a b l e  
p r i c e  l e v e l .  



Notes t o  C h a p t e r  1 

1. The d e f i n i t i o n  o f  i n f l a t i o n  as  a  s u s t a i n e d  r ise i n  t h e  p r i c e  
l e v e l  h a s  n o  i m p l i c a t i o n s  a s  t o  i t s  c a u s e .  I t  m e r e l y  s t a t e s  
t h a t  a  rise i n  t h e  p r i c e  l e v e l  t h a t  l a s t e d  f o r  o n e  d a y ,  o n e  
month ,  o n e  q u a r t e r ,  or  o n e  y e a r  would  n o t  q u a l i f y  as  a n  
i n f l a t i o n .  A r i s e  o v e r  a  p e r i o d  o f  y e a r s  would .  

S y m p a t h i z e r s  w i t h  t h e  v i e w s  of t h e  " A u s t r i a n "  b r a n c h  o f  
e c o n o m i c s  a r e  o p p o s e d  t o  t h e  u s e  o f  t h e  c o n c e p t  o f  " t h e  
price l e v e l . "  T h e y  h o l d  t h a t  i t  is v i r t u a l l y  i m p o s s i b l e  t o  
c o n s t r u c t  a pr ice  i n d e x  t h a t  a c c u r a t e l y  r e f l e c t s  c h a n g e s  i n  
t h e  v a l u e  o f  money. They  see t h e  d i f f i c u l t y  a s  h e i g h t e n e d  
d u r i n g  a n  i n f l a t i o n a r y  e n v i r o n m e n t  when r e l a t i v e  p r i c e s  
c h a n g e  more t h a n  t h e y  o t h e r w i s e  would  a n d  a p r i c e  i n d e x  
f a i l s  t o  c a p t u r e  t h e s e  e f f e c t s .  I n s t e a d ,  t h i s  g r o u p  d e f i n e s  
i n f l a t i o n  a s  a rise i n  t h e  s u p p l y  o f  money. S e e  t h e  w r i t i n g s  
o f  s u c h  A u s t r i a n s  a s  Ludwig Von Mises, ----- The  T h e o r y  o f  M o n e ~  - 
a n d  C r e d i t ,  London: J o n a t h a n  Cape ,  1 9 5 2  ( r e p r i n t e d  b y  ---- 
t h e  F o u n d a t i o n  f o r  Economic  E d u c a t i o n ,  1 9 7 1 ) ;  a n d  Murray  - 
R o t h b a r d ,  ------ Man, E c o n o x  ------ a n d  S t a t e ,  L o s  A n g e l e s :  Nash 
P u b l i s h i n g ,  1 9 6 2 .  

2.  On t h e  l i m i t a t i o n s  a n d  d e f i c i e n c e s  o f  t h e  c o n s u m e r  p r i c e  
i n d e x  a n d  f e a s i b l e  i m p r o v e m e n t s  i n  i t ,  see P h i l l i p  Cagan 
a n d  G e o f f r e y  H .  ~ o o r e ;  ---------- The Consumer  P r i c e  I n d e x ,  A m e r i c a n  
E n t e r p r i s e  I n s t i t u t e  S t u d i e s  i n  Economic  P o l i c y ,  1981 .  

3 .  S t a t e m e n t  b e f o r e  t h e  J o i n t  Economic  C o m m i t t e e  o f  t h e  
U . S .  C o n g r e s s ,  i n  .--- F e d e r a l  --------- R e s e r v e  B u l l e t i n ,  F e b r u a r y  1 9 8 0 ,  
pp .  1 3 7  - 4 3  ( q u o t a t i o n  o n  p .  1 4 0 ) .  

4 .  The  f o r m u l a  f o r  t h e  t e c h n i q u e  u s e d  is  

4 
Here p,  m ,  r e f e r  t o  t h e  q u a r t e r l y  c h a n g e  i n  t h e  l o g a r i t h m s .  
W e  a d o p t e d  a 1 2 - q u a r t e r  l a g  b e c a u s e  i t  p r o d u c e d  t h e  lowest 
s t a n d a r d  e r ror  o f  est imate ( a  m e a s u r e  o f  t h e  d i s p e r s i o n  o f  
t h e  e r ro r  term a s s o c i a t e d  w i t h  t h e  r e g r e s s i o n  l i n e )  o f  
s u c c e s s i v e  l a g s ,  r a n g i n g  f r o m  4 q u a r t e r s  t o  20 q u a r t e r s .  
O t h e r  i n v e s t i g a t o r s  h a v e  f o u n d  a 1 2 - q u a r t e r  l a g  a l s o  worked 
best  f o r  t h e  p e r i o d  o f  t h e  1 9 7 0 s .  W e  omit o t h e r  v a r i a b l e s ,  
s u c h  a s  v e l o c i t y  o f  c i r c u l a t i o n ,  b e c a u s e  t h e  r e g r e s s i o n  is  
d e s i g n e d  t o  m e a s u r e  t h e  t r e n d  o r  u n d e r l y i n g  r a t e  o f  i n f l a -  
t i o n  t h a t  is t o  s e r v e  a s  a  b e n c h m a r k .  A d d i t i o n a l  e x p l a n a t o r y  
f a c t o r s  c a n  be a d d e d  as  r e q u i r e d  when t h e  a c t u a l  i n f l a t i o n  
r a t e  d e v i a t e s  f r o m  t h e  t r e n d  r a t e .  



The equation (in logarithms), for the period 1959:I to 
1981:II, relating the quarterly change in the implicit 
deflator to a 12-quarter moving average of the quarterly 
change in money (defined as M1 for the years 1956 - 1958, 
thereafter as MlR) is (t values shown in 

R~ = 0.7669 
SEE = 0.0034 
DW = 2.081 
e = 0.407 

The t value is a test statistic for 

parentheses): 

( In mt - In mt-1 )t-1 

the statistical 
significance of the regression coefficient. A value greater 
than 2 generally indicates a significant coefficient. 

R~ measures the proportion of the variation of the dependent 
variable (the inflation rate) which is explained by variation 
of the independent variable (lagged money growth). 

DW is the Durbin-Watson Statistic, a test statistic for 
the presence of serial correlation. A value close to 2 
generally indicates the absence of serial correlation. 

(rho) is the first-order serial correlation coefficient. 
~t measures the correlation between errors in adjacent time 
periods. When Q equals zero, no first-order correlation is 
present, while a large value of f implies the existence of 
such serial correlation. 

The equation uses M1R as the measure of the money stock 
because it has generally been accepted as the money aggregate 
most closely related to nominal income ( G N P  in current dollars) 
and the price level. Other definitions of money would not 
significantly alter the result. 

5. The equation on which the predicted inflation rate is 
based was estimated using the Cochrane-Orcutt procedure -- 
a method to correct for serial correlation in time series 
regression models. This is a standard statistical technique. 
One interpretation of the predicted inflation rate so con- 
structed is that it represents not only monetary influences 
but other unspecified influences as well. An alternative 
interpretation is that the Cochrane-Orcutt procedure corrects 
for lagged inflation or lagged money growth not represented 
in the underlying equation. There is no basis for choice 
between the two interpretations. If the first interpre- 
tation is accepted, omitting the correction for serial 
correlation in the estimation of the equation on which the 



predicted inflation rate is based, the predicted inflation 
rate will represent only the influence of money. Chart 
1-A-1 repeats Chart 1-2, except that the predicted infla- 
tion rate omits the auto-correlation correction. It does 
not appear that the omission of the auto-correlation 
correction in generating the predicted inflation rate in 
Chart 1-A-1 obliterates the general relationship between 
actual and predicted inflation rates. The exceptions remain 
in the years 1974-1975 and 1979-1980. 

The relationship when the equation is estimated for the 
full postwar period will reveal exceptions reflecting dis- 
turbances special to the pre-1961 period, such as the impact 
of price decontrol after World War I1 and the Korean War 
episode, but these exceptions are fully consistent with the 
views expressed by Chairman Volcker in the text quotations. 

6. The concept of the high (or full) employment is designed 
to show what the surplus or deficit in the budget would be 
if the economy were moving along its potential growth path 
free of fluctuation in business activity. 

The definition of the balance of payments used in the 
table puts changes in international reserves below the line 
and focuses on the change in reserves as a product of the 
overall balance of payments deficit. 

7. See Michael R. Darby, "Price and Wage Controls: The 
First Two Years," and "Price and Wage Controls: Further 
Evidence," in The Economics of price and Wage Controls, K. .------------------ --A 

Brunner and A.H. Meltzer, eds., Carnegie-Rochester Conference 
Series on Public Policy, vol. 2, 1976, pp. 235-63; 269-71. 
Alan S. Blinder and William J. Newton conclude that "catch- 
up inflation caused by the ending of controls carried the 
price level permanently 1 percent above what it would have 
been without controls." See "The 1971-1974 Controls Program 
and the Price Level: An Econometric Post-Mortem," N R E R  
Working Paper no. 279, September 1978. 

8. The relationship between interest rates and monetary 
growth is complex. In the past, interest rates tended to 
move negatively in response to short-term movements in 
monetary growth and positively in response to longer-term 
movements. In recent years, however, the negative short- 
term response of interest rates has not been regularly 
observed. One interpretation of the change in the pattern 
of interest rate behavior is that the market has come to 
regard any increase in monetary growth, however short- 
lived, as betokening a rise in future inflation rates and any 
decrease in monetary growth as betokening a subsidence of 
inflation. Hence interest rates recently have at times 
moved positively with short-term monetary growth. 

9. R . J .  Gordon, "World Inflation and Monetary Accommodation 
in Eight Countries," Brookin5s Papers on Economic Activity ------- ---- ---------- ---.------ 
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( 1 9 7 7 : 2 ) :  409-68; and  W.A. N i s k a n e n ,  " D e f i c i t s ,  Government 
S p e n d i n g ,  and  I n f l a t i o n :  What is t h e  Ev idence?"  J o u r n a l  o f  -----   one tar^ Economics  4 ( A u g u s t  1 9 7 8 ) :  591-602, d i s p u t e  t h e  ------- 
v a l i d i t y  o f  t h e  l i n k .  W.D.  McMi l l i n  and  T.R. B e a r d ,  "The 
S h o r t  Run Impac t  o f  F i s c a l  P o l i c y  on  t h e  Money ~ u ~ ~ l ~ , "  
S o u t h e r n  Economic J o u r n a l  47 ( J u l y  1 9 8 0 ) :  122-35; and  M . J .  
Hamburger and  B .  Zwick,  " D e f i c i t s ,  Money and  I n f l a t i o n , "  
J o u r n a l  o f  Mone ta ry  Economics  7  ( J a n a u r y  1 9 8 1 ) :  141-50,  ----- ------ 
f i n d  a s i g n i f i c a n t  i m p a c t  o f  d e f i c i t s  on  m o n e t a r y  g rowth .  

P h i l i p  Cagan h o l d s  t h a t  t h e  n o m i n a l  d e f i c i t  e x p r e s s e d  
a s  a p e r c e n t a g e  o f  G N P  i s  o v e r s t a t e d  i n  r e a l  t e r m s  ( see  
"The R e a l  F e d e r a l  D e f i c i t  and  F i n a n c i a l  M a r k e t s , "  The A E I  --- 
Economis t .  (November 1 9 8 1 ) :  1 - 3 ) .  T h i s  is s o  b e c a u s e  i n t e r e s t  
paymen t s  on  t h e  F e d e r a l  d e b t ,  which  are  r e f l e c t e d  i n  t h e  
d e f i c i t ,  i n c l u d e  c o m p e n s a t i o n  f o r  t h e  d e p r e c i a t i o n  o f  t h e  
d e b t  i n  r e a l  terms. Hence t h e  d e f i c i t  s h o u l d  b e  r e d u c e d  by 
t h e  p r o d u c t  o f  t h e  f e d e r a l  d e b t  i n  p r i v a t e  h a n d s  and t h e  r a t e  
o f  i n f l a t i o n .  E x p r e s s i n g  t h e  d e f i c i t  m inus  t h e  d e c l i n e  i n  
r e a l  v a l u e  o f  t h e  F e d e r a l  d e b t  a s  a p e r c e n t  o f  GNP r e d u c e s  
t h e  nomina l  d e f i c i t  c o n s i d e r a b l y .  

10 .  I n  T a b l e  1-1, w e  r e p o r t  t h e  r a t i o  o f  t h e  h i g h  employment 
b u d g e t  d e f i c i t  t o  h i g h  employment GNP c o n s t r u c t e d  by  t h e  
Depa r tmen t  o f  Commerce. The c o n c l u s i o n  t h a t  t h e r e  is a  
close r e l a t i o n  be tween  m o n e t a r y  g r o w t h ,  i n f l a t i o n ,  and  t h e  
r a t i o  is o b t a i n e d  f rom a  new set  of e s t i m a t e s  o f  p o t e n t i a l  
( h i g h  employment )  GNP, p r e p a r e d  by J a c k  Tatom. S e e  h i s  
" P o t e n t i a l  O u t p u t  and t h e  R e c e n t  P r o d u c t i v i t y  D e c l i n e , "  
F e d e r a l  R e s e r v e  Bank o f  S t .  L o u i s  Review 84 ( J a n u a r y  1 9 8 2 ) :  .----------------- 
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C h a p t e r  2 

The P a s t  Role o f  Gold i n  t h e  U.S. Moneta ry  Sys tem* 

From 1834  t o  1973 ,  w i t h  t h e  e x c e p t i o n  o f  t h e  y e a r s  
1 8 6 2  t h r o u g h  1878  and  o f  a n  i n t e r l u d e  o f  l ess  t h a n  a  y e a r ' s  
d u r a t i o n  i n  1933-34,  t h e  U n i t e d  S t a t e s  a d h e r e d  t o  some form 
o f  a g o l d  s t a n d a r d .  The p u r p o s e  o f  t h i s  r e v i e w  i s  t o  examine  
t h e  o p e r a t i o n  o f  t h e  s u c c e s s i v e  t y p e s  o f  g o l d  s t a n d a r d s  i n  
U.S. e x p e r i e n c e  ( i n c l u d i n g  f o r  e a c h  t y p e  t h e  e v i d e n c e  o n  t h e  
s t a b i l i t y  o f  t h e  p r i c e  l e v e l  and o f  real  o u t p u t ) ,  a s  w e l l  as  
t h e  

may 

1. 

2 .  

3 .  

4 .  

5 .  

6 .  

i n t e r v e n i n g  e p i s o d e s  o f  f l o a t i n g  exchange  r a t e s .  

C h r o n o l o g i c a l l y ,  U.S. e x p e r i e n c e  w i t h  t h e  g o l d  s t a n d a r d  
be  c h a r a c t e r i z e d  as  f o l l o w s :  

1834-1861: a d e  f a c t o  g o l d  s t a n d a r d  i n  a  l a r g e l y  
b i m e t a l l i c  i n t e r n a t i o n a l  m o n e t a r y  s y s t e m  

1862-1878: t h e  g r e e n b a c k  s t a n d a r d  

1879-1914: a g o l d  s t a n d a r d  w i t h o u t  a  c e n t r a l  bank ,  
and a  f r a c t i o n a l  r e s e r v e  b a n k i n g  s y s t e m ,  a s  p a r t  o f  
a n  e x p a n d i n g  i n t e r n a t i o n a l  g o l d  s t a n d a r d  

1914-1933: a managed g o l d  s t a n d a r d ,  u n d e r  t h e  
F e d e r a l  R e s e r v e  S y s t e m ,  which  w a s  l e g a l l y  o b l i g e d  
to  m a i n t a i n  minimum g o l d  r e s e r v e s  a g a i n s t  i t s  
mone t a ry  l i a b i l i t i e s ,  i n  a  s h o r t - l i v e d  p o s t w a r  
i n t e r n a t i o n a l  g o l d  e x c h a n g e  s t a n d a r d  

1933-1934: a f l o a t i n g  d o l l a r  i n  a n  i n t e r n a t i o n a l  
m o n e t a r y  s y s t e m  s p l i t  be tween  a d e p r e c i a t e d  s t e r l i n g  
a r e a  and  a  g o l d  b l o c  c l i n g i n g  t o  p a r i t y  

1934-1948: t h e  i n t e r w a r  and World h a r  I1 and immed ia t e  
p o s t  w a r  managed g o l d  s t a n d a r d ,  i n  a  f r a g m e n t e d  i n t e r -  
n a t i o n a l  mone t a ry  s y s t e m  

"Governor  Henry C .  W a l l i c h  -- I d i s s o c i a t e  myse l f  f rom a  number 
o f  t e c h n i c a l  and  h i s t o r i c  p o i n t s  p r e s e n t e d  i n  t h i s  c h a p t e r .  

Congressman Henry S. Reuss  -- So d o  I .  S e e  my " a d d i t i o n a l  
d i s s e n t i n g  v i e w s . "  



7 .  1948-1968: t h e  B r e t t o n  Woods d o l l a r / g o l d  s t a n d a r d  
s y s t e m ,  w i t h  p r o g r e s s i v e  d i l u t i o n  o f  t h e  g o l d  
r e s t r a i n t s  on U.S. mone t a ry  c o n d u c t  

8 .  1968-1973: t h e  breakdown o f  t h e  B r e t t o n  Woods s y s t e m  

9 .  1973-1981: t h e  U n i t e d  S t a t e s  on  a n  i n c o n v e r t i b l e  
p a p e r  d o l l a r  s t a n d a r d  

U.S. E x p e r i e n c e  on t h e  Gold S t a n d a r d  

1. 1834-61 -- a d e  f a c t o  g o l d  s t a n d a r d  

B e f o r e  1879 ,  t h e  U n i t e d  S t a t e s  w a s  l e g a l l y  on a b i -  
nletal l ic  s t a n d a r d ,  b u t  f rom 1834  u n t i l  t h e  C i v i l  War 
s u s p e n s i o n  o f  s p e c i e  paymen t s ,  d e  f a c t o  i t  was on t h e  g o l d  
s t a n d a r d .  The Min t  r a t i o  e s t a b l i s h e d  by t h e  Co inage  A c t  
o f  1792  made t h e  d o l l a r  e q u i v a l e n t  to  24.75 g r a i n s  o f  f i n e  
g o l d  and  t o  371 .25  g r a i n s  o f  f i n e  s i l v e r ,  or a r a t i o  o f  1 5  
to  1.l The Min t  r a t i o  a t  t h a t  t i m e  matched  t h e  m a r k e t  
r a t i o .  S u b s e q u e n t l y ,  a g r e a t  i n c r e a s e  i n  Mexican  and  S o u t h  
American s i l v e r  o u t p u t  l e d  t o  a d e c l i n e  i n  t h e  m a r k e t  v a l u e  
of  s i l v e r  r e l a t i v e  to  t h a t  o f  g o l d  or  a r a t i o  a p p r o x i m a t i n g  
15-1/2 t o  1. Hence s i l v e r  was o v e r v a l u e d  a t  t h e  Mint  and  
r e l a t i v e l y  l i t t l e  g o l d  was b r o u g h t  t h e r e .  I n s t e a d ,  g o l d  was 
s h i p p e d  a b r o a d  whe re  t h e  p r i c e  was h i g h e r .  D e  f a c t o  d u r i n g  
t h e  p e r i o d  b e f o r e  1834 ,  t h e  U n i t e d  S t a t e s  was on a  s i l v e r  
s t a n d a r d .  

On J u n e  28 ,  1834 ,  t h e  Co inage  A c t  o f  1834  changed  t h e  
Min t  r a t i o  t o  16 .002  t o  1, l e s s e n i n g  t h e  g o l d  w e i g h t  o f  a 
d o l l a r  t o  23 .2  g r a i n s  o f  f i n e  o l d  and l e a v i n g  unchanged 
t h e  s i l v e r  w e i g h t  o f  a d o l l a r . ?  B e f o r e  1 8 3 4 ,  100  o u n c e s  
o f  p u r e  g o l d  o r  1500  o u n c e s  o f  p u r e  s i l v e r  i n  c o i n  would 
d i s c h a r g e  a d e b t .  A f t e r  1834 ,  t h e  d e b t  c o u l d  b e  p a i d  w i t h  
94 o u n c e s  o f  p u r e  g o l d  i n  c o i n .  Bu t  s i n c e  s i l v e r  w a s  
u n d e r v a l u e d  a t  t h e  Min t ,  i t  was d r i v e n  f rom c i r c u l a t i o n .  
O f f e r i n g  1 4 7 5 . 5  o u n c e s  o f  s i l v e r  w a s  s u f f i c e n t  a t  t h e  m a r k e t  
r a t i o  to  o b t a i n  94 o u n c e s  o f  g o l d .  The C o i n a g e  A c t  i n  e f f e c t  
d e b a s e d  t h e  c u r r e n c y .  Some s u p p o r t e r s  o f  t h e  A c t  were aware 
t h a t  it  .would d r i v e  s i l v e r  o u t  o f  c i r c u l a t i o n .  I t  was i n d e e d  
t h e i r  o b j e c t i v e  t o  a c h i e v e  a g o l d  s t a n d a r d  and  a pe rmanen t  c i r -  
c u l a t i o n  o f  g o l d  c o i n s .  O t h e r s  u r g e d  t h a t  a s  t h e  m a r k e t  v a l u e  
o f  s i l v e r  r e l a t i v e  t o  g o l d  had  b e e n  f a l l i n g  f o r  many y e a r s  
b e f o r e  1 8 3 4 ,  i t  would c o n t i n u e  t o  do so i n  t h e  f u t u r e  and 
t h e r e f o r e  t h e  Min t  u n d e r v a l u a t i o n  o f  t h e  metal would s o o n  b e  
e l i m i n a t e d .  T h a t  p r e d i c t i o n  was wrong.4  



The A c t  o f  1834 was s u p p l e m e n t e d  i n  1837  by a l a w  
c h a n g i n g  t h e  p r o p o r t i o n  o f  a l l o y  t o  p u r e  m e t a l  i n  g o l d  t o  
c o r r e s p o n d  t o  t h a t  i n  s i l v e r .  I t  e s t a b l i s h e d  t h e  r a t i o  o f  
a l l o y  a t  o n e - t e n t h ,  c h a n g i n g  t h e  q u a n t i t y  o f  p u r e  g o l d  f rom 
23.2  t o  23.22 g r a i n s . 5  F o r  e a c h  d o l l a r  w e i g h t  i n  g o l d ,  t h e r e  
is a c o r r e s p o n d i n g  p r i c e  o f  g o l d  p e r  f i n e  t r o y  ounce  o f  480 
g r a i n s  (48'0/23.22 = $ 2 0 . 6 7 ) .  The Min t  r a t i o  be tween  s i l v e r  
and g o l d  c o i n s  became 15 .98  t o  1 (371 .25 /23 .22 ) .  

The g o l d  d i s c o v e r i e s  i n  R u s s i a ,  A u s t r a l i a ,  and C a l i f o r n i a  
f rom 1848  on  p roduced  a f a l l  i n  t h e  m a r k e t  v a l u e  o f  g o l d ,  
a c c e n t u a t i n g  t h e  d i s c r e p a n c y  be tween  t h e  Min t  and t h e  m a r k e t  
r a t io s ,  By 1 8 5 1 ,  a s i l v e r  d o l l a r  was w o r t h  a b o u t  104  c e n t s  
o f  a g o l d  c o i n ,  so no  o n e  would u s e  s i l v e r  i n  s e t t l e m e n t  
o f  d e b t s .  S i l v e r  w a s  used  as a commodity ,  n o t  as  money.6 
S i n c e  s u b s i d i a r y  s i l v e r  c o i n a g e  was p r o p o r t i o n a l  t o  t h e  w e i g h t  
of  t h e  d o l l a r  p i e c e ,  i t  a l so  d i s a p p e a r e d  f rom c i r c u l a t i o n .  
By 1 8 5 0 ,  t h e r e  was a  g o l d  s t a n d a r d  w i t h o u t  a d e q u a t e  s u b s i d i a r y  
money f o r  r e t a i l  t r a n s a c t i o n s .  The d e m o n e t i z a t i o n  o f  s i l v e r  
may b e  d a t e d  f rom t h e  A c t  o f  F e b r u a r y  21,  1853 ,  r a t h e r  t h a n  
t h e  c u s t o m a r y  d a t e  o f  1873 .  The A c t  r e d u c e d  t h e  number o f  
g r a i n s  o f  p u r e  s i l v e r  i n  1 0 0  c e n t s  f rom 371.25 t o  345 .6 ,  
a  r e d u c t i o n  o f  n e a r l y  7  p e r c e n t  which  exceeded  t h e  d i f f e r e n c e  
be tween  t h e  v a l u e  o f  t h e  g o l d  d o l l a r  and s i l v e r  d o l l a r . 7  
The m a r k e t  v a l u e  o f  t h e  p u r e  s i l v e r  i n  s u b s i d i a r y  s i l v e r  
c o i n s  w a s  t h u s  less  t h a n  t h e  g o l d  d o l l a r  ( f i r s t  m i n t e d  i n  
1849;  b e f o r e  t h e n ,  o n l y  l a r g e r  d e n o m i n a t i o n s  had been  
c o i n e d )  .8  The f a c e  v a l u e  o f  s u b s i d i a r y  c o i n s  a c c o r d i n g l y  
was g r e a t e r  t h a n  t h e i r  v a l u e  i n  b u l l i o n .  The s u p p l y  o f  
s u b s i d i a r y  c o i n s  w a s  l e f t  t o  t h e  d i s c r e t i o n  o f  t h e  S e c r e t a r y  
o f  t h e  T r e a s u r y ,  and t h e i r  l e g a l  t e n d e r  l i m i t e d  to  a sum 
n o t  e x c e e d i n g  f i v e  d o l l a r s .  The A c t  a l s o  f o r  t h e  f i r s t  t i m e  
imposed a  c h a r g e  f o r  s e i g n i o r a g e ,  which u n t i l  t h e n  had been  
a n  e x p e n s e  b o r n e  by t h e  Government ,  a l t h o u g h  s u b s i d i a r y  
c o i n s  were n o t  s u b j e c t  t o  s e i g n i o r a g e .  (The  Resumpt ion  
A c t  o f  1 8 7 5  r e p e a l e d  t h e  ~ h a r g e . ) ~  

The o v e r v a l u a t i o n  o f  g o l d  a t  t h e  Min t  t h a t  made t h e  
d o l l a r  a g o l d  c u r r e n c y ,  when t h e  U n i t e d  S t a t e s  was l e g a l l y  
on  a b i m e t a l l i c  s t a n d a r d ,  w a s  r e i n f o r c e d  by t h e  g o l d  d i s -  
c o v e r i e s  a f t e r  1848.  I n  F r a n c e ,  a l s o  l e g a l l y  on  a b i -  
me t a l l i c  s t a n d a r d  f rom 1 8 0 3  o n ,  t h e  c i r c u l a t i o n  was a l m o s t  
e x c l u s i v e l y  s i l v e r  s i n c e  t h e  m a r k e t  r a t i o  was h i g h e r  t h a n  
t h e  Min t  r a t i o  o f  15-1/2 t o  1. When t h e  g o l d  d i s c o v e r i e s  
a f t e r  1848  d e p r e s s e d  t h e  v a l u e  o f  g o l d ,  a s  i n  t h e  case o f  
t h e  U n i t e d  S t a t e s ,  t h e  d i v e r g e n c e  be tween  t h e  Min t  and m a r k e t  
r a t i o s  s e r v e d  to  s h i f t  t h e  f r a n c  to  a g o l d  s t a n d a r d  d e  f a c t o . 1 0  
Only  Great  B r i t a i n  was on  a f u l l - f l e d g e d  g o l d  s t a n d a r d  d u r i n g  
t h e  p e r i o d  a f t e r  1821 ,  when c o n v e r t i b i l i t y  was r e s t o r e d  a f t e r  



t h e  N a p o l e o n i c  Wars. S i n c e  G r e a t  B r i t a i n  was t h e  w o r l d ' s  
l e a d i n g  t r a d i n g  c o u n t r y  and t h e  London money m a r k e t  was t h e  
hub o f  i n t e r n a t i o n a l  c a p i t a l  movements ,  t h e  g o l d  s t a n d a r d  had 
i n t e r n a t i o n a l  s c o p e  d e s p i t e  t h e  l i m i t e d  number o f  c o u n t r i e s  
f o r m a l l y  a d h e r i n g  t o  i t .  

E x t e r n a l  and i n t e r n a l  s h o c k s  i n t e r a c t e d  d u r i n g  t h e  d e c a d e  
b e g i n n i n g  1 8 3 4 ,  r e s u l t i n g  i n  a  h i g h l y  u n s t a b l e  p e r f o r m a n c e  by 
t h e  U.S. economy. The c h i e f  e x t e r n a l  s h o c k  was B r i t i s h  i n  
o r i g i n .  B r i t i s h  e a g e r n e s s  to  i n v e s t  i n  t h e  U n i t e d  S t a t e s  i n  
t h e  e a r l y  1 8 3 0 s  n e c e s s i t a t e d  a  U.S. t r a d e  d e f i c i t ,  made p o s s i b l e  
by  a rise i n  U.S. p r i c e s  above  t h o s e  p r e v a i l i n g  i n  B r i t a i n .  
Thanks t o  a n  i n f l o w  o f  s p e c i e  i n t o  U.S. bank r e s e r v e s ,  t h e  
money s u p p l y  expanded ,  c a u s i n g  U.S. p r i c e s  t o  r ise.  ( I t  is  
n o t  c l e a r  t h a t  Andrew J a c k s o n ' s  war  o n  t h e  Second Bank o f  t h e  
U n i t e d  S t a t e s  had a n y  i n d e p e n d e n t  c o n s e q u e n c e s  f o r  mone ta ry  
e x p a n s i o n . )  U l t i m a t e l y ,  loss o f  s p e c i e  by t h e  Bank o f  England 
l e d  i t  i n  1836  t o  r e s t r a i n  t h e  c a p i t a l  o u t f l o w  t o  t h e  U.S. 
I t  r a i s e d  t h e  d i s c o u n t  r a t e  i n  J u l y  and A u g u s t ,  r e f u s e d  t o  
d i s c o u n t  b i l l s  o f  exchange  drawn o n  m e r c a n t i l e  h o u s e s  engaged  
i n  t h e  Anglo-American t r a d e ,  e v e n  a t  t h e  h i g h e r  r a t e s ,  and 
a s  a  r e s u l t ,  p roduced  f i n a n c i a l  p r e s s u r e  i n  t h e  U n i t e d  S t a t e s  
by e a r l y  1837.11 

S i m u l t a n e o u s l y  w i t h  t h e  e a r l y  c a p i t a l  o u t f l o w  from 
B r i t a i n ,  a  s u r g e  i n  B r i t i s h  demand f o r  U.S. raw c o t t o n  
t r i g g e r e d  a  l a n d  boom. Between 1 8 3 3  and  1 8 3 6 ,  l a n d  s a l e s  by  
t h e  F e d e r a l  Government a t  a  c o n s t a n t  p r i c e  s e x t u p l e d .  N e w s  
o f  t h e  S p e c i e  C i r c u l a r  i n  J u l y  1836 ,  r e q u i r i n g  payments  t o  
l a n d  a g e n t s  i n  s p e c i e ,  c o n c e r n e d  t h e  Bank o f  England b e c a u s e  
o f  t h e  i m p l i e d  rise i n  t h e  demand f o r  s p e c i e  i n  t h e  U n i t e d  
S t a t e s .  D o m e s t i c a l l y ,  t h e  p l a n n e d  d i s t r i b u t i o n  to  t h e  s t a t e s  
i n  f o u r  e q u a l  i n s t a l l m e n t s  ( o n l y  t h r e e  t o o k  p l a c e )  o f  t h e  
s u r p l u s  a c c u m u l a t e d  by t h e  F e d e r a l  Government  f rom i t s  l a n d  
sales ,  s t a r t i n g  J a n u a r y  1, 1 8 3 7 ,  m i g h t  a l s o  have  imposed 
a  h a r d s h i p  o n  t h e  banks  a s  f u n d s  were t r a n s f e r r e d  from o n e  
i n s t i t u t i o n  t o  a n o t h e r . 1 2  

F i n a n c i a l  p r e s s u r e  i n  t h e  U n i t e d  S t a t e s  i n  e a r l y  1837 
was a g g r a v a t e d  by  a  f a l l  i n  t h e  p r i c e  o f  c o t t o n ,  a s  B r i t i s h  
demand d e c l i n e d .  A s  a  r e s u l t ,  d e b t s  s e c u r e d  by c o t t o n  
became f r o z e n ,  m e r c h a n t s  h o l d i n g  s u c h  d e b t s  went  b a n k r u p t ,  
and b a n k s  w i t h  s u c h  l o a n s  i n  t h e i r  p o r t f o l i o s  suspended  
s p e c i e  payments  a s  a n  a l t e r n a t i v e  to  t h e  repayment  o f  d e b t s  
t o  B r i t a i n  a t  a  f i x e d  exchange  r a t e .  I n  e f f e c t ,  t h e  U n i t e d  
S t a t e s  d e v a l u e d  t h e  d o l l a r  d u r i n g  t h e  p e r i o d  o f  s u s p e n s i o n  
when f o r e i g n  exchange  was a v a i l a b l e  o n l y  a t  a premium.13 



The s u s p e n s i o n  c o n t i n u e d  f o r  a y e a r .  I n  1838 ,  t h e  
economy r e v i v e d  when B r i t a i n  resumed c a p i t a l  e x p o r t s ,  b u t  
i n  1 8 3 9 ,  l o s s  of  s p e c i e  a g a i n  p rompted  t h e  Bank o f  England  
t o  raise t h e  d i s c o u n t  r a t e .  A s  i n  1 8 3 7 ,  b o t h  t h e  s u p p l y  o f  
c a p i t a l  t o  t h e  U n i t e d  S t a t e s  and t h e  demand f o r  i t s  c o t t o n  
f e l l .  The s u c c e s s o r  P e n n s y l v a n i a - c h a r t e r e d  Bank o f  t h e  
U n i t e d  S t a t e s ,  which had e x t e n d e d  l o a n s  on  c o t t o n  when t h e  
p r i c e  was h i g h ,  su spended  s p e c i e  paymen t s  i n  O c t o b e r  1839 ,  
f o l l o w e d  by b a n k s  i n  t h e  S o u t h  and West. Nine s t a t e s  de-  
f a u l t e d  on  t h e i r  bonded i n d e b t e d n e s s  i n  1 8 4 1  and  1842 ,  
s h u t t i n g  o f f  f u r t h e r  c a p i t a l  f l o w s  f rom Europe  u n t i l  t h e  
1 8 5 0 s .  Bank f a i l u r e s  were w i d e s p r e a d ,  t h e  s u p p l y  o f  money 
f e l l  s h a r p l y ,  and  d e f l a t i o n  r u l e d ,  1839-43.  

Banking  p a n i c s  a l s o  o c c u r r e d  i n  1848  and  1857 ,  b u t  o n l y  
t h e  l a t t e r  o n e  was accompanied  by r e s t r i c t i o n s  o n  c o n v e r t i -  
b i l i t y  and  a premium on  gold .14 

The g o l d  s t a n d a r d  e x p e r i e n c e  o f  t h e  U n i t e d  S t a t e s  b e f o r e  
t h e  C i v i l  War was d o m i n a t e d  by  t h e  role  o f  t h e  Bank o f  
Eng land .  The s t a n d a r d  imposed r ea l  a d j u s t m e n t  c o s t s  on  
t h i s  c o u n t r y .  E x t e r n a l  s h o c k s  p r o d u c e d  boom and  d e p r e s s i o n  
t h a t  f u r t h e r  a m p l i f i e d  t h e  e f f e c t s  o f  i n t e r n a l  s h o c k s .  A d j u s t -  
ment  costs were t h e  p r i c e  t h e  U n i t e d  S t a t e s  p a i d  f o r  main- 
t a i n i n g  a f i x e d  exchange  r a t e  w i t h  s t e r l i n g .  When t h e  costs 
became e x c e s s i v e ,  s p e c i e  paymen t s  were s u s p e n d e d .  

The r e c o r d  o f  t h e  q u a r t e r - c e n t u r y  f rom 1834  o n  r e v e a l s  
t h e  m a g n i t u d e  o f  a d j u s t m e n t  costs.  W h o l e s a l e  p r i c e s  a t  a n n u a l  
r a t e s  v a r i e d  as fo l lows :15  

1834-37 ( + 8  p e r c e n t ) ;  1837-43 ( -7  p e r c e n t ) ;  1834-47 
( + 5  p e r c e n t ) ;  1847-49 (-5 p e r c e n t ) ;  1849-55 ( + 5  p e r c e n t ) ;  
1855-61 (-4 p e r c e n t ) .  

The estimates o f  real  o u t p u t  f o r  t h e  p e r i o d  1834-59 a r e  
n o t  c o n t i n u o u s  w i t h  t h e  p o s t - C i v i l  War e s t i m a t e s . 1 6  A t  a n n u a l  
ra tes ,  t h e y  a l so  s u g g e s t  n o t  much g r e a t e r  s t a b i l i t y  t h a n  i n  
w h o l e s a l e  p r i c e s :  

1834-36 (-1 p e r c e n t ) ;  1836-39 (+6  p e r c e n t ) ;  1839-40 
(-1 p e r c e n t ) ;  1840-53 ( + 6  p e r c e n t ) ;  1853-54 (-4 p e r c e n t ) ;  
1854-59 (+4  p e r c e n t ) .  

2. 1862-1878 -- t h e  g r e e n b a c k  s t a n d a r d 1 7  --- - 
E a r l y  i n  1862 ,  c o n v e r t i b i l i t y  o f  Union c u r r e n c y  i n t o  

g o l d  w a s  s u s p e n d e d  a s  a r e s u l t  o f  money c r e a t i o n  i n  t h e  



N o r t h  to h e l p  f i n a n c e  t h e  C i v i l  War, d i s t u r b a n c e s  i n  f o r e i g n  
t r a d e ,  t h e  g e n e r a l  u n c e r t a i n t y  a r i s i n g  o u t  of t h e  war ,  and  
t h e  bor rowing  t e c h n i q u e s  o f  t h e  T r e a s u r y .  From t h e n  u n t i l  
r e s u m p t i o n  o f  s p e c i e  payments  o n  J a n u a r y  1, 1879 ,  t h e  Un i t ed  
S t a t e s  was l e g a l l y  on a  f i d u c i a r y  s t a n d a r d  -- t h e  g r e e n b a c k  
s t a n d a r d .  ~ e s p i t e  s u p p o r t  f o r  i n c o n v e r t i b l e  c u r r e n c y  by 
many b u s i n e s s  g r o u p s  b e f o r e  and d u r i n g  t h e  war ,  and growing  
fa rm s u p p o r t  a f t e r  t h e  war a s  a g r i c u l t u r a l  p r i c e s  f e l l ,  
s u s p e n s i o n  o f  payments  was g e n e r a l l y  r e g a r d e d  a s  t empora ry .  

Dur ing  s u s p e n s i o n ,  g r e e n b a c k s  c i r c u l a t e d  s i d e  by s i d e  
w i t h  g o l d ,  w i t h  t h e  p r i c e  o f  g o l d  i n  terms o f  g r e e n b a c k s  
v a r y i n g  from day  t o  day .  A f l o a t i n g  r a t e  o f  exchange  e x i s t e d  
be tween  t h e  two c u r r e n c i e s .  The m a j o r  m o n e t a r y  u s e  o f  g o l d  
was f o r  f o r e i g n  t r a n s a c t i o n s ,  Fo r  f q r e i g n  payments ,  g o l d  
was e q u i v a l e n t  t o  f o r e i g n  e x c h a n g e ,  s i n c e  G r e a t  B r i t a i n  i n  
p a r t i c u l a r  m a i n t a i n e d  a  g o l d  s t a n d a r d .  D e a l e r s  a s  w e l l  a s  
o t h e r s  h a v i n g  e x t e n s i v e  f o r e i g n  t r a n s a c t i o n s  t h e r e f o r e  
found i t  c o n v e n i e n t  t o  m a i n t a i n  g o l d  b a l a n c e s  a s  w e l l  a s  
g r e e n b a c k  b a l a n c e s .  To accommodate them, N e w  York b a n k s ,  
and  p e r h a p s  o t h e r s  a s  w e l l ,  had t w o  k i n d s  o f  d e p o s i t  a c c o u n t s :  
t h e  u s u a l  d e p o s i t s  p a y a b l e  i n  g r e e n b a c k s  o r  t h e i r  e q u i v a l e n t ,  
and s p e c i a l  d e p o s i t s  p a y a b l e  i n  g o l d .  The g o l d  d e p o s i t s  were 
e x p r e s s e d  i n  " d o l l a r s "  l i k e  t h e  g r e e n b a c k  d e p o s i t s ,  b u t  t h e  
d o l l a r  s t o o d  f o r  t h e  p h y s i c a l  amount o f  g o l d  t h a t  had corres- 
ponded t o  a  d o l l a r  b e f o r e  t h e  C i v i l  War and was t o  a g a i n  
a f t e r  1879.  Dur ing  t h e  p e r i o d  o f  s u s p e n s i o n ,  t h i s  p h y s i c a l  
amount of  g o l d  was w o r t h  more t h a n  a  d o l l a r  i n  g r e e n b a c k s  -- 
i t  was w o r t h  w e l l  o v e r  t w o  d o l l a r s  i n  g r e e n b a c k s  from mid-1854 
t o  e a r l y  1865 .  

Gold a l s o  r e t a i n e d  a n  a p p r e c i a b l e ,  t hough  minor  r o l e ,  
i n  d o m e s t i c  payments .  Customs d u t i e s  were p a y a b l e  i n  g o l d .  
I n  a d d i t i o n ,  t h e  T r e a s u r y  made v i r t u a l l y  a l l  i n t e r e s t  and 
p r i n c i p a l  payments  on i t s  d e b t  i n  g o l d  a t  t h e  p r e - C i v i l  War 
mone ta ry  v a l u e .  Some p r i v a t e  d e b t  i n s t r u m e n t s  r e q u i r e d  
payment o f  i n t e r e s t  o r  p r i n c i p a l  i n  g o l d .  F i n a l l y ,  t h e  
N e s t  C o a s t  remained  l a r g e l y  on  a  s p e c i e  b a s i s .  I n  t h e  r e s t  
of  t h e  c o u n t r y ,  p r i c e s  were  q u o t e d  i n  g r e e n b a c k s ,  and g o l d  
o f f e r e d  i n  payment  was v a l u e d  a t  i t s  c u r r e n t  m a r k e t  premium 
i n  g r e e n b a c k s .  On t h e  West C o a s t ,  b y  c o n t r a s t ,  p r i c e s  were 
q u o t e d  i n  g o l d ,  a t  t h e  pre-war  p a r i t y ,  and g r e e n b a c k s  o f f e r e d  
i n  payment were v a l u e d  a t  t h e i r  c u r r e n t  m a r k e t  d i s c o u n t  i n  
(gold.  

B e f o r e  t h e  C i v i l  War, t h e  exchange  r a t e  between t h e  U.S. 
d o l l a r  and  t h e  B r i t i s h  pound v a r i e d  a round  $4.86 w i t h i n  a  
na r row i n t e r v a l  d e t e r m i n e d  by  t h e  costs  o f  s h i p p i n g  g o l d .  
From 1852 o n ,  t h e  exchange  r a t e  was n o t  so l i m i t e d  and moved 
f a r  o u t s i d e  t h o s e  l i m i t s .  I t  was d e t e r m i n e d  by  t h e  demand 
f o r  and  s u p p l y  o f  f o r e i g n  e x c h a n g e ,  and  t h e r e  was no l e g a l  
commitments on  t h e  p a r t  o f  t h e  U n i t e d  S t a t e s  t h a t  p r e v e n t e d  
t h e  exchange  r a t e  f rom t a k i n g  a n y  v a l u e  t h a t  was n e c e s s a r y  
t o  b a l a n c e  i n t e r n a t i o n a l  paymen t s .  



The e s s e n t i a l  r e q u i r e m e n t  f o r  a  r e t u r n  t o  t h e  p r e w a r  
p a r i t y  was t h a t  t h e  exchange  r a t e  so d e t e r m i n e d  b e  w i t h i n  t h e  
i n i t i a l  r a n g e  d e t e r m i n e d  b y  t h e  g o l d  p o i n t s .  Once t h e  C i v i l  War 
was o v e r ,  t h e  mos t  i m p o r t a n t  f a c t o r  a f f e c t i n g  t h e  exchange  ra te  
be tween  t h e  U.S. d o l l a r  and t h e  B r i t i s h  pound was t h e  movement 
o f  i n t e r n a 3  p r i c e s  i n  t h e  U n i t e d  S t a t e s  r e l a t i v e  t o  p r i c e s  i n  
B r i t a i n .  A d r a s t i c  d e c l i n e  i n  U.S. p r i c e s  be tween  1867  and 
J a n u a r y  1879  made r e s u m p t i o n  p o s s i b l e .  The p r i c e  i n d e x  f e l l  a t  
t h e  r a t e  o f  5 . 4  p e r c e n t  p e r  y e a r  (see C h a r t  2 -1 ) .  Over  t h e  same 
p e r i o d ,  t h e  q u a n t i t y  o f  money r o s e  a t  t h e  r a t e  o f  1 . 3  p e r c e n t  
p e r  y e a r .  An e x c e e d i n g l y  r a p i d  r i s e  i n  o u t p u t  was t h e  p r i m a r y  
f a c t o r  p r o d u c i n g  t h e  d e c l i n e  i n  p r i c e s .  

S p e c i e  r e s u m p t i o n  was a  major p o l i t i c a l  o b j e c t i v e  o f  t h e  
p e r i o d  and  t h e  q u e s t i o n  w h e t h e r  t h e  gove rnmen t  was p r o c e e d i n g  
toward  t h i s  o b j e c t i v e  t o o  r a p i d l y  o r  too s l o w l y  w a s  a m a j o r  
p o l i t i c a l  i s s u e .  Government a c t i o n  p l a y e d  a m i n o r ,  if c r u c i a l ,  
s u p p o r t i n g  role i n  c o n t r i b u t i n g  t o  s u c c e s s f u l  r e s u m p t i o n .  I t  
may have  c o n t r i b u t e d  t o  t h e  r a p i d  e x p a n s i o n  o f  o u t p u t  t h r o u g h  
i t s  p o l i c i e s  on  s a l e  o f  p u b l i c  l a n d ,  l a n d  g r a n t s  t o  r a i l r o a d s ,  
and o t h e r  s i m i l a r  m e a s u r e s  which  c o n t r i b u t e d  to  t h e  e x p a n s i o n  o f  
t h e  West. Bu t  s u c h  gove rnmen t  a c t i o n  w a s  n o t  o f  t h e  k i n d  t h a t  
anyone  a t  t h e  t i m e  o r  s i n c e  would h a v e  r e g a r d e d  a s  e x p l i c i t l y  
d i r e c t e d  t oward  a c h i e v i n g  r e s u m p t i o n .  

Government  a c t i o n  had mixed e f f e c t s  on  t h e  m i l d  ra te  o f  
g r o w t h  o f  t h e  q u a n t i t y  o f  money o u t s t a n d i n g .  On t h e  o n e  h a n d ,  
f e d e r a l  and  s t a t e  l e g i s l a t i o n  l a i d  t h e  f o u n d a t i o n  f o r  t h e  r a p i d  
g r o w t h  o f  commerc i a l  b a n k i n g ,  p a r t i c u l a r l y  s t a t e  b a n k s  a f t e r  
1 8 6 7 ,  t h a t  p roduced  i n c r e a s e s  i n  t h e  r a t i o s  o f  d e p o s i t s  t o  r e s e r v e s  
and d e p o s i t s  t o  c u r r e n c y .  I n  a d d i t i o n ,  t h e  e l i m i n a t i o n  o f  r e s e r v e  
r e q u i r e m e n t s  a g a i n s t  n a t i o n a l  bank  n o t e s  i n  1874  l i b e r a t e d  r e s e r v e s  
t h a t  e n c o u r a g e d  a  r i s e  i n  t h e  d e p o s i t - r e s e r v e  r a t i o .  The r i s e  
i n  t h e  d e p o s i t  r a t i o s  t e n d e d  t o  i n c r e a s e  t h e  q u a n t i t y  o f  money 
o u t s t a n d i n g ,  and t h e r e b y  t o  i n h i b i t  p r i c e  d e c l i n e s  and t o  p o s t p o n e  
t h e  a c h i e v e m e n t  o f  t h e  p r e r e q u i s i t e s  f o r  s u c c e s s f u l  r e s u m p t i o n .  
On t h e  o t h e r  h a n d ,  t h e  gove rnmen t  d i d  s u c c e e d  i n  b r i n g i n g  a b o u t  
a  m i n o r  r e d u c t i o n  i n  t h e  s t o c k  o f  h igh-powered  money, m o s t l y  
t h r o u g h  u s e  o f  g o v e r n n e n t  s u r p l u s e s  and d e b t  r e f u n d i n g  o p e r a t i o n s  
t o  r e t i r e  C i v i l  War c u r r e n c y  i s s u e s  f rom 1 8 6 5  t o  1 8 6 9 ,  and i t  
t h e r e b y  h e l p e d  o f f s e t  t o  a  l i m i t e d  e x t e n t  t h e  e f f e c t  o f  t h e  
rises i n  t h e  d e p o s i t  r a t i o s .  

I n  v i e w  o f  t h e  r e c u r r e n t  p o l i t i c a l  p r e s s u r e s  to  expand  t h e  
g r e e n b a c k  i s s u e s  -- t o  which t h e  gove rnmen t  i n  f a c t  y i e l d e d  i n  
1873-74 f o l l o w i n g  t h e  b a n k i n g  p a n i c  o f  1873  and t h e  s u b s e q u e n t  
b u s i n e s s  c o n t r a c t i o n  -- and  t h e  p o l i t i c a l  d i f f i c u l t y  t h e n  as  now 
o f  o b t a i n i n g  b u d g e t  s u r p l u s e s  t o  r e t i r e  d e b t ,  t h e  a c h i e v e m e n t  o f  
e v e n  a  m i n o r  d e c l i n e  i n  h ighpowered  money w a s  n o t  a n e g l i g i b l e  
a c c o m p l i s h m e n t .  

The Resumpt ion  Act o f  J a n u a r y  1 4 ,  1875 ,  which announced  
t h e  i n t e n t i o n  t o  resume s p e c i e  paymen t s  a t  t h e  p re -war  p a r i t y  





on  J a n u a r y  1, 1879 ,  c o n t a i n e d  a v a r i e t y  o f  p r o v i s i o n s  d e s i g n e d  
t o  a p p e a l  t o  s i l v e r  a d v o c a t e s  ( r e p l a c e m e n t  o f  f r a c t i o n a l  c u r r e n c y  
-- a C i v i l  War p a p e r  i s s u e  -- by s i l v e r  c o i n s ) ;  p a p e r  money 
a d v o c a t e s  ( r e m o v a l  o f  e x i s t i n g  l i m i t s  on  t h e  a g g r e g a t e  i s s u e  
of  n a t i o n a l  bank n o t e s  and l i n k i n g  t h e  r e t i r e m e n t  o f  g r e e n b a c k s  
-- t h e  a g g r e g a t e  o u t s t a n d i n g  n o t  t o  f a l l  below $300 m i l l i o n  -- 
t o  t h e  i n c r e a s e  i n  n a t i o n a l  b a n k n o t e s ;  f o r  e v e r y  f i v e  d o l l a r  
i n c r e a s e  i n  n a t i o n a l  bank n o t e s  t h e  T r e a s u r y  was t o  r e t i r e  
f o u r  d o l l a r s  i n  g r e e n b a c k s ) ;  and  g o l d  s t a n d a r d  a d v o c a t e s  ( i t s  main  
p r o v i s i o n s ) .  The A c t  a u t h o r i z e d  t h e  S e c r e t a r y  o f  t h e  T r e a s u r y  
b o t h  t o  u s e  s u r p l u s  r e v e n u e  and  t o  s e l l  bonds  i n  o r d e r  t o  
a c c u m u l d t e  a  g o l d  r e s e r v e .  A t  t h e  t i m e ,  t h e  A c t  was l i t t l e  
more t h a n  t h e  e x p r e s s i o n  o f  a p i o u s  hope a n d ,  i n s o f a r  a s  i t  
had a n y  c o n t e m p o r a r y  e f f e c t ,  it was t o  h e i g h t e n  t h e  o p p o s i t i o n  
to  r e s u m p t i o n .  

T h a t  o p p o s i t i o n  was r e f l e c t e d  i n  t h e  f r e e  s i l v e r  movement 
t h a t  arose i n  t h e  mid-1870s.  The Mone ta ry  Commission t h a t  was 
formed l a t e  i n  1876  by  a  j o i n t  r e s o l u t i o n  o f  t h e  C o n g r e s s  
p r e s e n t e d  a y e a r  l a t e r  o n e  m a j o r i t y  and  t w o  m i n o r i t y  r e p o r t s .  
The m a j o r i t y  a r g u e d  a g a i n s t  r e s u m p t i o n  as  " n o t  p r a c t i c a b l e  
u n d e r  t h e  c i r c u m s t a n c e s ,  u n t i l  t h e  l a w s  making g o l d  t h e  sole 
meta l l i c  l e g a l  t e n d e r  a re  r e p e a l e d . "  Some o f  t h e  m a j o r i t y  
recommended t h e  o l d  s i l v e r  d o l l a r  of 4 1 2 . 5  s t a n d a r d  g r a i n s  
( e q u i v a l e n t  to  371 .25  g r a i n s  o f  f i n e  s i l v e r ) ;  t h e  rest 
recommended a  l e g a l  r e l a t i o n s h i p  be tween  s i l v e r  and g o l d  o f  
1 5 . 5  t o  1 i n s t e a d  o f  t h e  o l d  r e l a t i o n s h i p  o f  1 5 . 9 8  t o  1, a c h i e v a b l e  
e i t h e r  by r e d u c i n g  t h e  s i l v e r  c o n t e n t  o f  t h e  s i l v e r  d o l l a r  to  
339 .9  or  by i n c r e a s i n g  t h e  g o l d  c o n t e n t  o f  t h e  g o l d  
d o l l a r .  They f a v o r e d  t h e  f o r m e r  i n f l a t i o n a r y  e f f e c t .  One 
m i n o r i t y  r e p o r t  r e j e c t e d  s i l v e r  a s  u n s u i t a b l e  f o r  a s t a n d a r d  
o f  v a l u e  b u t  recommended d e v a l u a t i o n  o f  t h e  g o l d  d o l l a r  by 
a b o u t  2 . 6  p e r c e n t .  The s e c o n d  m i n o r i t y  r e p o r t  s u p p o r t e d  t h e  
p r i n c i p l e  o f  s i l v e r  r e m o n e t i z a t i o n  o n l y  on c o n d i t i o n  t h a t  a n  
i n t e r n a t i o n a l  c o n f e r e n c e  would a c c e p t  s i l v e r  a s  a  u q i v e r s a l  
l e g a l  t e n d e r . 1 8  T h e r e  was c l e a r l y  a r a n g e  o f  v i e w s  on  t h e  
p r o p e r  m o n e t a r y  s t a n d a r d ,  w i t h  some d i e h a r d  a t t i t u d e s  toward  
r e s u m p t i o n  a t  t h e  p r e - C i v i l  War p a r i t y .  L a t e  i n  1877 ,  t h e  
House p a s s e d  a  b i l l  t o  r e p e a l  t h e  Resumpt ion  A c t .  The b i l l  
was d e f e a t e d  i n  t h e  S e n a t e  by o n e  v o t e .  T h i s  p a p e r - t h i n  d e c i s i o n  
t u r n e d  o u t  to  be p o l i t i c a l l y  d e c i s i v e .  

The d e c l i n e  i n  t h e  q u a n t i t y  o f  money i n  t h e  l a s t  y e a r s  
b e f o r e  r e s u m p t i o n ,  which h e l p e d  f o s t e r  t h e  p a r t i c u l a r l y  r a p i d  
p r i c e  d e c l i n e  i n  t h o s e  y e a r s ,  i n  p a r t  owed s o m e t h i n g  t o  t h e  
d e c l i n e  i n  t h e  t w o  d e p o s i t  r a t i o s  a s s o c i a t e d  w i t h  bank 
s u s p e n s i o n s  i n  1877-78,  i n  p a r t  t o  t h e  i n f l u e n c e  o f  t h e  
Resumpt ion  A c t .  The c l a u s e  i n  t h e  Resumpt ion  A c t  r e q u i r i n g  
a  w i t h d r a w a l  o f  $4  o f  g r e e n b a c k s  f o r  e v e r y  $5  o f  new n a t i o n a l  
bank n o t e s  was i n t e r p r e t e d  i n  a  manner  t h a t  s e r v e d  to  c o n t r a c t  
t o t a l  c i r c u l a t i o n .  The f a i l u r e  t o  d e d u c t  t h e  v o l u n t a r y  
s u r r e n d e r  o f  n a t i o n a l  bank n o t e s  i s s u e d  by b a n k s  r e t i r i n g  
t h e i r  n o t e s  f rom t h e  g r o s s  i n c r e a s e  i n  n a t i o n a l  bank n o t e s  
by o t h e r  banks  e f f e c t i v e l y  r e d u c e d  o u t s t a n d i n g  n o t e  i s s u e s .  l9 



Both  b e f o r e  and i m m e d i a t e l y  a f t e r  r e s u m p t i o n ,  t h e  T r e a s u r y  
i n  i ts  r e f u n d i n g  o p e r a t i o n s  went  to  g r e a t  l e n g t h s  t o  a v o i d  t h e  
i n t r o d u c t i o n  o f  e v e n  t e m p o r a r y  d i s t u r b a n c e s  o f  a n y  magn i tude  i n  
t h e  f o r e i g n  e x c h a n g e  m a r k e t .  I n  1877-79,  t h e  T r e a s u r y  r e f u n d e d  
a b o u t  h a l f  t h e  a v e r a g e  o u t s t a n d i n g  i n t e r e s t - b e a r i n g  p u b l i c  d e b t ,  
t o  t a k e  a d v a n t a g e  of lower r a t e s  o f  i n t e r e s t .  F o r  f o r e i g n  h o l d e r s  
o f  s e c u r i t i e s ,  c a l l s  o f  o l d  bonds  were  so t imed  t h a t  o n e  c o l l e c t i o n  
of  s e c u r i t i e s  was r e p l a c e d  by a n o t h e r  o r ,  i f  o f f s e t t i n g  s a l e s  o f  
new bonds  were n o t  p o s s i b l e ,  s u r p l u s  f rom c u r r e n t  a c c o u n t  was 
a v a i l a b l e  t o  pay  f o r  o l d  bonds  r e t i r e d  w i t h o u t  e x p o r t  o f  U.S. 
g o l d .  Dur ing  t h e s e  y e a r s ,  i n  f a c t ,  t h e  U n i t e d  S t a t e s  was a  n e t  
i m p o r t e r  o f  o v e r  $5  m i l l i o n  i n  g o l d ,  d e s p i t e  a  r e p a t r i a t i o n  o f  
o v e r  $300 m i l l i o n  o f  U.S. Government s e c u r i t i e s  b y  f o r e i g n e r s .  

The Resumption A c t ,  and t h e  b o r r o w i n g  and a c c u m u l a t i o n  o f  
a  s p e c i e  r e s e r v e  u n d e r  i t s  p r o v i s i o n s ,  had t h r e e  e f f e c t s ,  
work ing  i n  d i f f e r e n t  d i r e c t i o n s ,  o n  r e s u m p t i o n .  

1. I n s o f a r  a s  t h e  A c t  and t h e  s p e c i e  r e s e r v e  i n s t i l l e d  
c o n f i d e n c e  i n  t h e  p r o s p e c t i v e  m a i n t e n a n c e  o f  s p e c i e  paymen t s ,  i t  
i n h i b i t e d  e i t h e r  a  s p e c u l a t i v e  w i t h d r a w a l  o f  f u n d s  f rom t h e  
U n i t e d  S t a t e s  o r  a  s p e c u l a t i v e  a c c u m u l a t i o n  o f  s p e c i e ,  and enhanced  
t h e  w i l l i n g n e s s  o f  f o r e i g n e r s  to  h o l d  U . S .  d o l l a r  b a l a n c e s .  Had 
t h e r e  been  n o  Resumpt ion  A c t ,  r e p a t r i a t i o n  by f o r e i g n e r s  o f  U.S. 
s e c u r i t i e s  i n  1876-78 m i g h t  w e l l  h a v e  been  g r e a t e r  t h a n  i t  was.  
More i m p o r t a n t ,  by s e t t i n g  a d e f i n i t e  exchange  r a t e  t h a t  was t o  
be  a t t a i n e d  and a  d e f i n i t e  d a t e  a t  which  i t  was t o  be  a t t a i n e d ,  
t h e  A c t  o f f e r e d  t h o s e  s p e c u l a t o r s  w i t h  c o n f i d e n c e  t h a t  t h e  
gove rnmen t  would i n  f a c t  s u c c e e d  i n  a c h i e v i n g  t h o s e  a i m s  a n  
i n c e n t i v e  t o  p r o c e e d  s o  a s  t o  h o l d  i t  t h e r e .  I n  f a c t ,  t h e  m o n t h l y  
a v e r a g e  premium o n  g o l d  d ropped  be low 2 p e r c e n t  by  March 1878  
and n e v e r  t h e r e a f t e r  rose above  t h a t  l e v e l .  T h i s  e f f e c t  c l e a r l y  
f a v o r e d  r e s u m p t i o n .  

2 .  The sa le  o f  bonds  was a n  o p e n  m a r k e t  o p e r a t i o n .  
The s a l e  o f  bonds  a t  home f o r  g o l d  was e q u i v a l e n t  t o  s e l l i n g  
bonds  f o r  g r e e n b a c k s  and t h e n  u s i n g  t h e  p r o c e e d s  to  p u r c h a s e  
g o l d ,  w i t h  t h e  e f f e c t  o f  a n  open  m a r k e t  p u r c h a s e  combined w i t h  
a n  e q u i v a l e n t  open  m a r k e t  s a l e ,  t h e  t w o  t o g e t h e r  l e a v i n g  
t h e  t o t a l  m o n e t a r y  b a s e  u n a f f e c t e d .  I n  p r a c t i c e ,  t hough  g o l d  
was n o t  t h e  l e g a l  s t a n d a r d ,  i t  was used  f o r  mone ta ry  p u r p o s e s  
a l o n g s i d e  g r e e n b a c k s .  I n  c o n s e q u e n c e ,  i n s o f a r  a s  t h e  g o l d  
p u r c h a s e d  came from g o l d  h e l d  f o r  m o n e t a r y  p u r p o s e s  by e i t h e r  
t h e  d o m e s t i c  p u b l i c  o r  t h e  d o m e s t i c  h a n k s ,  i t  d i d ,  i n  t h e  f i r s t  
i n s t a n c e ,  r e d u c e  t h e  r e s e r v e  b a s i s  o f  t h e  s y s t e m .  However, t h e  
hanks  and  o t h e r s  c o u l d  a l w a y s  r e p l a c e  g o l d  h o l d i n g s ,  i f  t h e y  s o  
w i s h e d ,  by  p u r c h a s i n g  g o l d  o r  i t s  e q u i v a l e n t ,  s t e r l i n g ,  i n  t h e  
f r e e  m a r k e t  a t  home o r  a b r o a d  a n d ,  i n  f a c t ,  t h a t  is what  happened .  
The i n c r e a s e  i n  t h e  T r e a s u r y ' s  g o l d  r e s e r v e s  was n o t  a p p r e c i a b l y  
a t  t h e  e x p e n s e  o f  t h e  high-powered money h o l d i n g s  o f  t h e  p u b l i c  
or t h e  b a n k s .  T h i s  e f f e c t  was e s s e n t i a l l y  n e u t r a l  w i t h  r e s p e c t  
t o  t h e  g r o w t h  o f  high-powered money. 



3 .  S i n c e  g o l d  was t h e  e q u i v a l e n t  o f  f o r e i g n  e x c h a n g e ,  
t h e  T r e d s u r y ' s  p u r c h a s e  o f  g o l d  c o n s t i t u t e d  a n  i n c r e a s e  i n  t h e  
demand f o r  f o r e i g n  e x c h a n g e .  I n s o f a r  a s  i t  bor rowed  a b r o a d  
r e s o u r c e s  t h a t  would  o t h e r w i s e  n o t  h a v e  b e e n  a v a i l a b l e  f o r  
l o a n s  to  t h i s  c o u n t r y ,  i t  i n c r e a s e d  t h e  s u p p l y  c o r r e s p o n d i n g l y .  
B u t  some o f  i t s  b o r r o w i n g  a b r o a d  m u s t  h a v e  b e e n  a t  t h e  e x p e n s e  
o f  o t h e r  l e n d i n g  t o  t h i s  c o u n t r y  ( l e n d i n g  was  g o i n g  o n  e v e n  
t h o u g h  t h e  n e t  c a p i t a l  movement f r o m  t h i s  c o u n t r y  was o u t w a r d ) ;  
t o  t h a t  e x t e n t ,  t h e  s u p p l y  was  i n c r e a s e d  less t h a n  t h e  demand 
e v e n  by f o r e i g n  b o r r o w i n g .  B o r r o w i n g  a t  home h a d  t h i s  e f f e c t  
t o  a n  e v e n  g r e a t e r  e x t e n t .  By b o r r o w i n g  a t  home, t h e  T r e a s u r y  
a c q u i r e d  r e s o u r c e s  t h a t  would  h a v e  b e e n  u s e d  i n  o t h e r  ways ,  
some o f  w h i c h  m i g h t  h a v e  i n v o l v e d  a  demand f o r  f o r e i g n  e x c h a n g e .  
A t  mostr h o w e v e r ,  o n l y  p a r t  o f  t h e  r e s o u r c e s  would  h a v e  b e e n  
u s e d  to  p u r c h a s e  f o r e i g n  e x c h a n g e ,  w h e r e a s  t h e  T r e a s u r y  u s e d  
a l l  o f  them i n  t h i s  way. The r e s u l t  o f  t h e  g r e a t e r  i n c r e a s e  
i n  demand t h a n  i n  s u p p l y  was  t o  make t h e  g r e e n b a c k  p r i c e  o f  
s t e r l i n g  h i g h e r  t h a n  i t  o t h e r w i s e  would  h a v e  b e e n .  The e f f e c t  
t h e r e f o r e  made r e s u m p t i o n  more d i f f i c u l t ;  i t  r e q u i r e d ,  t h a t  
i s ,  a d e c l i n e  i n  d o m e s t i c  p r i c e s  s u f f i c i e n t  n o t  o n l y  to  b a l a n c e  
f o r e i g n  p a y m e n t s  o n  c u r r e n t  a c c o u n t  a t  t h e  d e s i r e d  e x c h a n g e  
r a t e  b u t  a l so  t o  p r o d u c e  a l a r g e  e n o u g h  b a l a n c e  o f  p a y m e n t s  
s u r p l u s  t o  f i n a n c e  t h e  a c c u m u l a t i o n  o f  t h e  s p e c i e  r e s e r v e .  
W h e t h e r  t h e  R e s u m p t i o n  A c t  o n  b a l a n c e  h i n d e r e d  or  h e l p e d  r e s u m p t i o n  
t h e r e f o r e  d e p e n d s  o n  w h e t h e r  t h i s  e f f e c t  w a s  more or less 
i m p o r t a n t  t h a n  t h e  e f f e c t s  o n  c o n f i d e n c e  a n d  s p e c u l a t i o n ,  a n d  
o n  t h e  g r o w t h  o f  h igh-powered  money. 

W h a t e v e r  t h e  c o n c l u s i o n  o n  t h i s  score, t h e  c e s s a t i o n  o f  
g o v e r m n e n t  b o r r o w i n g  t o  b u i l d  u p  a g o l d  r e s e r v e ,  o n c e  r e s u m p t i o n  
h a d  t a k e n  p l a c e ,  removed a  s o u r c e  of p r e s s u r e  o n  t h e  e x c h a n g e  
r a t e  and  p e r m i t t e d  d o m e s t i c  p r i c e s  t o  r i se  s h a r p l y  i m m e d i a t e l y  
a f t e r  r e s u m p t i o n ,  w i t h o u t  p r o d u c i n g  b a l a n c e - o f - p a y m e n t s  p r o b l e m s .  

3 .  1879-1914 -- a - g o l d  s t a n d a r d  w i t h o u t  a  c e n t r a l  bank20  

The s u c c e s s  o f  r e s u m p t i o n  d i d  n o t  e n d  u n c e r t a i n t y  a b o u t  
the m o n e t a r y  s t a n d a r d .  F o r  n e a r l y  t w o  d e c a d e s  t h e r e a f t e r  , 
t h e  U . S .  f i n a n c i a l  s c e n e  was  d o m i n a t e d  by  c o n t r o v e r s y ,  which  
had  s t a r t e d  i n  t h e  s e v e n t i e s ,  o v e r  t h e  p l a c e  o f  s i l v e r  
i n  t h e  m o n e t a r y  s y s t e m .  

The r a p i d  e x p a n s i o n  o f  o u t p u t  i n  t h e  W e s t e r n  w o r l d  d u r i n g  
t h o s e  d e c a d e s  a n d  t h e  a d o p t i o n  o f  a g o l d  s t a n d a r d  o v e r  a n  a r e a  
f a r  w i d e r  t h a n  b e f o r e  a d d e d  s u b s t a n t i a l l y  t o  t h e  demand for 
g o l d  f o r  m o n e t a r y  p u r p o s e s  a t  a n y  g i v e n  p r i c e  l e v e l  i n  terms 
o f  g o l d .  T h a t  e x p a n s i o n  i n  demand more t h a n  o f f s e t  a  c o n t e m p o r a r y  
e x p a n s i o n  i n  s u p p l y ,  a s  a r e s u l t  b o t h  o f  i n c r e a s e d  p r o d u c t i o n  
o f  g o l d  a n d  improvement  o f  f i n a n c i a l  t e c h n i q u e s  i n  e r e c t i n g  a  
l a r g e r  s u p e r s t r u c t u r e  o f  money o n  a g i v e n  b a s e  o f  g o l d .  The 
r e s u l t  w a s  a  s l o w  b u t  r a t h e r  s t e a d y  downward t e n d e n c y  i n  p r o d u c t  
p r i c e s  t h a t  p r o l o n g e d  a n d  e x a c e r b a t e d  t h e  p o l i t i c a l  d i s c o n t e n t  
i n i t i a t e d  by t h e  r a p i d  d e c l i n e  i n  p r i c e s  a £  ter  t h e  e n d  o f  t h e  
C i v i l  War. " G r e e n b a c k i s m "  a n d  " f r e e  s i l v e r "  became t h e  r a l l y i n g  



c r i e s .  The s i l v e r  f o r c e s  were s t r o n g  enough  t o  o b t a i n  c o n c e s s i o n s  
t h a t  s h o o k  c o n f i d e n c e  i n  t h e  m a i n t e n a n c e  o f  t h e  g o l d  s t a n d a r d ,  y e t  
t h e y  were n o t  s t r o n g  enough t o  o b t a i n  t h e  s u b s t i t u t i o n  o f  s i l v e r  f o r  
g o l d  as  t h e  m o n e t a r y  s t a n d a r d .  The m o n e t a r y  h i s t o r y  o f  t h i s  p e r i o d  
i s  t h e r e f o r e  o n e  o f  r e p e a t e d  c r i ses  o f  l e g i s l a t i v e  b a c k i n g  and  f i l l i n g .  

The p o l i t i c a l  campaign  o f  1895  on  t h e s e  i s s u e s  was c o n d u c t e d  
w i t h  n o t o r i o u s  b i t t e r n e s s  i n v o l v i n g  b o t h  c l a s s  and s e c t i o n a l  c o n f l i c t s .  
F e a r  and  smea r  t e c h n i q u e s  were  u s e d  f r e e l y  o n  a l l  s i d e s .  The f r e e -  
s i l v e r  a d v o c a t e s  s u c c e e d e d  i n  c a p t u r i n g  D e n o c r a t i c  s t a t e  c o n v e n t i o n s  
and i n  maneuve r ing  a d o p t i o n  o f  a f r e e - s i l v e r  p l a n k  i n  t h e  D e m o c r a t i c  
n a t i o n a l  c o n v e n t i o n ,  which c h o s e  W i l l i a m  J e n n i n g s  Bryan  a s  c a n d i d a t e . *  
The N a t i o n a l  S i l v e r  p a r t y  a n d  t h e  P e o p l e ' s  p a r t y  -- a n  a g r a r i a n  
p a r t y  -- d e f l e c t e d  f rom i t s  e x t e n s i v e  r e f o r m  program by  t h e  hope o f  
v i c t o r y  on t h e  s i l v e r  i s s u e ,  a l s o  n o m i n a t e d  Bryan .  A c o n s e r v a t i v e  
Democra t i c  g r o u p  s e c e d e d ,  h e l d  a n  i n d e p e n d e n t  c o n v e n t i o n ,  and nomina t ed  
i t s  own c a n d i d a t e  ( J o h n  M .  P a l m e r ) .  The R e p u b l i c  p a r t y  nomina t ed  
McKinley who was p e r s u a d e d  t o  a c c e p t  a l o n g  w i t h  t h e  n o m i n a t i o n  a 
p l a t f o r m  f a v o r i n g  t h e  g o l d  s t a n d a r d  u n t i l  " i n t e r n a t i o n a l  a g r e e m e n t  
w i t h  t h e  l e a d i n g  commercial n a t i o n s  o f  t h e  e a r t h  . . . c a n  b e  o b t a i n e d "  
f o r  c o i n i n g  g o l d  and s i l v e r  a t  a f i x e d  r a t i o .  A rump g r o u p  s e c e d e d  
f rom t h a t  c o n v e n t i o n  and wen t  o v e r  to  t h e  Democra t s .  

The e l e c t i o n  was won b y  t h e  R e p u b l i c a n s ,  l a r g e l y ,  i t  h a s  6 e e n  
c l a i m e d ,  b e c a u s e  t h e  f a rm  v o t e  swung t o  t h e  p a r t y  a s  a  r e s u l t  o f  t h e  
r i se  i n  p r i c e  and  q u a n t i t y  o f  f a r m - p r o d u c t  e x p o r t s  d u r i n g  t h e  f a l l  
o f  1896 .  Once t h e  p a r t y  was i n  power ,  R e p u b l i c a n  p o l i t i c a l  a c t i o n  
f o r  m o n e t a r y  r e f o r m  w a s  r e s t r a i n e d .  B r y a n ' s  s t r e n g t h  a t  t h e  p o l l s ,  
however ,  c o m p e l l e d  t h e  R e p u b l i c a n s  t o  k e e p  a  campaign p r o m i s e  t o  
p r o p o s e  a n o t h e r  i n t e r n a t i o n a l  c o n f e r e n c e  i n  Europe  t o  r e m o n e t i z e  
s i l v e r .  The d e f e a t  o f  t h e  s i l v e r  i n f l a t i o n i s t s  had improved t h e  
U n i t e d  S t a t e s t  b a r g a i n i n g  p o s i t i o n ,  b u t  by  t h a t  t i m e ,  r i s i n g  g o l d  
o u t p u t  had s n a t c h e d  f rom t h e  s i l v e r  a d v o c a t e s  t h e  c h a n c e  o f  a c h i e v i n g  
a n  i n t e r n a t i o n a l  b i m e t a l l i c  s t a n d a r d .  N o t  u n t i l  March 1 4 ,  1 9 0 0 ,  
however ,  w a s  t h e  Gold S t a n d a r d  A c t  p a s s e d .  I t  d e c l a r e d  t h e  g o l d  d o l l a r  
t o  b e  t h e  m o n e t a r y  s t a n d a r d  o f  t h e  c o u n t r y  and  p r e s c r i b e d  a r e s e r v e  
o f  $150 m i l l i o n  i n  t h e  T r e a s u r y  f o r  t h e  r e d e m p t i o n  o f  p a p e r  money. 

The d e f e a t  o f  W i l l i a m  J e n n i n g s  Bryan  i n  t h e  P r e s i d e n t i a l  e l e c t i o n  
o f  1896  marks  i n  r e t r o s p e c t  t h e  end  o f  t h e  p e r i o d .  H i s  d e f e a t  happened  
t o  f o l l o w  g o l d  d i s c o v e r i e s  i n  S o u t h  A f r i c a  and  A l a s k a  and  t h e  p e r -  
f e c t i o n  o f  t h e  c y a n i d e  p r o c e s s  f o r  e x t r a c t i n g  g o l d .  These  d e v e l o p m e n t s  
p roduced  a r a p i d  e x p a n s i o n  o f  t h e  w o r l d ' s  p r o d u c t i o n  o f  g o l d .  B r y a n ' s  
s e c o n d  d e f e a t  i n  t h e  p r e s i d e n t i a l  e l e c t i o n  o f  1900 s e a l e d  t h e  doom 

*Congressman Henry S.  Reus s  -- I i n c l u d e  a t  t h i s  p o i n t  a n  e x c e r p t  f rom 
t h e  s p e e c h  made by  W i l l i a m  J e n n i n g s  Bryan  a t  t h e  Democra t i c  c o n v e n t i o n :  

" T h e r e  a re  t w o  i d e a s  o f  g o v e r n m e n t .  T h e r e  a r e  t h o s e  who b e l i e v e  
t h a t ,  i f  you w i l l  o n l y  l e g i s l a t e  t o  make t h e  w e l l - t o - d o  p r o s p e r o u s ,  
t h e i r  p r o s p e r i t y  w i l l  l e a k  t h r o u g h  o n  t h o s e  be low.  The D e m o c r a t i c  
i d e a ,  however ,  h a s  been  t h a t  i f  you l e g i s l a t e  t o  make t h e  masses 
p r o s p e r o u s ,  t h e i r  p r o s p e r i t y  w i l l  f i n d  i t s  way up t h r o u g h  e v e r y  
c l a s s  which  rests upon them." 



o f  s i l v e r  as  a  m a j o r  i s s u e  d o m i n a t i n g  n a t i o n a l  p o l i t i c s .  The g o l d  
s t a n d a r d  h a d  f i n a l l y  t r i u m p h e d  i n  t h e  U n i t e d  S t a t e s .  The  price r e v e r -  
s a l ,  w h i c h  f a r m e r s  had s o u g h t  t o  a c h i e v e  w i t h  s i l v e r ,  was p r o d u c e d  
a f t e r  1 8 9 7  by t h e  p r o d i g i o u s  i n c r e a s e  i n  t h e  i n t e r n a t i o n a l  s u p p l y  
o f  m o n e t a r y  g o l d .  I t  was s u f f i c i e n t l y  l a r g e  to  f o r c e  a n  upward 
p r i c e  move'ment o v e r  t h e  n e x t  t w o  d e c a d e s  d e s p i t e  a  c o n t i n u e d  g r o w t h  
i n  w o r l d  o u t p u t .  The "money" i s s u e  r e t r e a t e d  f r o m  t h e  c e n t e r  o f  
p o l i t i c a l  c o n t r o v e r s y .  The g r a d u a l  r ise i n  p r i c e s  r e n d e r e d  t h e  g o l d  
s t a n d a r d  s e c u r e  a n d  u n q u e s t i o n e d  i n  t h e  U n i t e d  S t a t e s  u n t i l  World  War I .  

M o n e t a r y  d i s t u r b a n c e s  d u r i n g  t h e  p e r i o d  f r o m  1 8 7 9  to 1914  
were a s s o c i a t e d  w i t h  b a n k i n g  d i f f i c u l t i e s  i n  1 8 8 4 ,  1 8 9 0 ,  1 8 9 3 ,  and  
1 9 0 7 .  Under  a f r a c t i o n a l  r e s e r v e  b a n k i n g  s y s t e m ,  t h e  p u b l i c ' s  
w i t h d r a w a l  o f  c u r r e n c y  f r o m  t h e  b a n k s  n o t  o n l y  r e d u c e d  t h e  b a n k s '  
r e s e r v e s  b u t  a l so  p r o d u c e d  a m u l t i p l e  c o n t r a c t i o n  i n  d e p o s i t s .  I n  
some e p i s o d e s ,  a s  i n  t h e  p e r i o d  1834-1861 ,  t h e  b a n k s  r e s t r i c t e d  
c o n v e r t i b i l i t y  o f  d e p o s i t s  i n t o  c u r r e n c y .  A s  a  c o n s e q u e n c e ,  c u r r e n c y  
s o l d  a t  a  premium,  which  was e q u i v a l e n t  t o  a  d e p r e c i a t i o n  o f  t h e  
d e p o s i t  d o l l a r  i n  terms o f  g o l d  o r  f o r e i g n  e x c h a n g e .  T h e s e  m o n e t a r y  
d i s t u r b a n c e s ,  h o w e v e r ,  were a t t r i b u t a b l e  t o  t h e  U . S .  b a n k i n g  s t r u c t u r e  
r a t h e r  t h a n  t h e  g o l d  s t a n d a r d  s y s t e m ,  a s  w a s  c l e a r  f r o m  t h e  case 
o f  b a n k i n g  d i f f i c u l t i e s  i n  1 8 7 3 .  The n e e d  f o r  r e f o r m  o f  t h e  
b a n k i n g  s t r u c t u r e  was w i d e l y  a c k n o w l e d g e d  a f t e r  1 9 0 7 .  

T o  f o r m  a  judgment  a b o u t  U.S. e x p e r i e n c e  u n d e r  t h e  g o l d  s t a n d a r d ,  
w e  c a n  e x a m i n e  t h e  b e h a v i o r  o f  p r ices  a n d  r e a l  p e r  c a p i t a  o u t p u t  
( C h a r t s  2-1 and  2 - 2 ) ,  and  o f  t h e  m o n e t a r y  g o l d  s t o c k  a n d  t h e  p u r -  
c h a s i n g  power o f  g o l d  ( C h a r t  2 - 3 ) .  The  t r e n d  o f  t h e  w h o l e s a l e  p r i c e  
i n d e x  f o r  t h e  p e r i o d  1834-61  and  1879-1914 was  s l i g h t l y  downward,  w i t h  
a marked d e g r e e  o f  v a r i a n c e  a b o u t  t h e  t r e n d . 2 1  D e s p i t e  a s h a r p  d e c l i n e  
i n  e s t i m a t e d  h o l d i n g s  b e t w e e n  1 8 9 0  a n d  1 8 9 6 ,  t h e  t r e n d  o f  t h e  U . S .  
mor ie ta ry  g o l d  s t o c k  was p o s i t i v e  frorn 1 8 7 9  t o  1 9 1 4 . 2 2  The t r e n d  
o f  t h e  p u r c h a s i n g  power  o f  g o l d  was p o s i t i v e  ( a  f a l l i n g  pr ice  l e v e l )  
f r o m  1 8 7 9  t o  1 8 9 6 ,  n e g a t i v e  ( a  r i s i n g  p r i c e  l e v e l )  frorn 1 8 9 7  t o  1 9 1 4 ,  
r e f l e c t i n g  t h e  more r a p i d  g r o w t h  i n  U . S .  m o n e t a r y  g o l d  t h a n  i n  r e a l  
o u t p u t  i n  t h e  l a t e r  p e r i o d .  D e v i a t i o n s  f r o m  t r e n d  i n  t h e  m o n e t a r y  
g o l d  s t o c k  were n e g a t i v e l y  a s s o c i a t e d  w i t h  d e v i a t i o n s  frorn t r e n d  i n  
t h e  p u r c h a s i n g  power  o f  g o l d ,  w i t h  some t e n d e n c y  f o r  t h e  p u r c h a s i n g  
power  d e v i a t i o n s  t o  l e a d  t h e  m o n e t a r y  g o l d  s t o c k  d e v i a t i o n s .  T h i s  
would  be  c o n s i s t e n t  w i t h  a t e n d e n c y  f o r  t h e  p r i c e  l e v e l  t o  r e v e r t  
t o w a r d s  a  l o n g  r u n  s t a b l e  v a l u e  u n d e r  t h e  pre-World  War I g o l d  s t a n d a r d ,  
t h o u g h  o v e r  t h e  s h o r t  r u n  i n f l a t i o n  or  d e f l a t i o n  was  e x p e r i e n c e d .  

A s  m i g h t  b e  e x p e c t e d ,  t h e  t r e n d  o f  U . S .  r e a l  p e r  c a p i t a  income 
was s t r o n g l y  p o s i t i v e  f r o m  1 8 7 9  t o  1 9 1 4 ,  b u t  w i t h  s u b s t a n t i a l  
v a r i a n c e  a b o u t  t h e  t r e n d .  23 

I n  sum, c o n t e m p o r a r i e s  r e g a r d e d  t h e  p re -Wor ld  War I g o l d  s t a n d a r d  
a s  a  s u c c e s s f u l  commodi ty  s t a n d a r d ,  i n t e r n a t i o n a l  i n  s c o p e  f r o m  t h e  
l a t e  n i n e t e e n t h  c e n t u r y  on. I t  p r o v i d e d  l o n g - r u n  s t a b i l i t y  d e s p i t e  
s h o r t - t e r m  p r i c e  i n s t a b i l i t y .  Y e a r s  m i g h t  e lapse b e f o r e  a  t e n d e n c y  
t o  d e c l i n e  or  r i s e  i n  t h e  p r ice  l e v e l  w a s  r e v e r s e d .  R e a l  o u t p u t  
g r o w t h  a r o u n d  a  r i s i n g  t r e n d  was n o t  s t e a d y  b u t  t h e  i n s t a b i l i t y  w a s  
a t t r i b u t e d  t o  s p e c i a l  f e a t u r e s  o f  t h e  U . S .  b a n k i n g  s t r u c t u r e .  
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R e l a t i v e  to  G r e a t  B r i t a i n ,  t h e  Un i t ed  S t a t e s  was o n l y  a  s m a l l  
c o u n t r y  i n  t h e  w ~ r l d  economy. The Bank o f  England domina ted  t h e  
wor ld  economy, i n f l u e n c i n g  i n t e r n d t i o n a l  f l o w s  of c a p i t a l  and managing 
t h e  g o l d  s t a n d a r d  on a  nar row g o l d  b a s e  , s o  t h a t  t h e  rest  o f  t h e  wor ld  
had to  k e e p  i n  s t e p  w i t h  i t s  a c t i o n s .  With t h e  mone ta ry  s y s t e m s  of  
many c o u n t r i e s  l i n k e d  t o g e t h e r  t h r o u g h  f i x e d  exchange  r a t e s ,  i n t e r -  
n a t i o n a l  payments  imba lances  l e d  t o  movements i n  money s u p p l i e s ,  
p r i c e  l e v e l s ,  t h e  r e l a t i v e  p r i c e s  o f  e x p o r t s  and  i m p o r t s ,  incomes 
and i n t e r e s t  r a t e s .  

The e x t e n t  t o  which t h e s e  r e s u l t s  were due  to  r e l a t i v e  i n t e r -  
n a t i o n a l  p e a c e ,  r e l a t i v e l y  f r e e  i n t e r n a t i o n a l  t r a d e ,  f a c t o r  m o b i l i t y  
w i t h i n  and across c o u n t r i e s ,  t h e  c o n c e n t r a t i o n  o f  wor ld  c a p i t a l  and 
money m a r k e t s  i n  London, and t h e  w i l l i n g n e s s  o f  g o l d  s t a n d a r d  
c o u n t r i e s  to  m a i n t a i n  f i x e d  p a r i t i e s  c a n  be judged by compar i son  
w i t h  t h e  a b s e n c e  o f  t h e s e  c o n d i t i o n s  i n  t h e  post-World War 1 d e c a d e s .  

24 
4 .  1914-1933 -- a  managed g o l d  s t a n d a r d  ---- - - 

The F e d e r a l  Rese rve  A c t  was p a s s e d  i n  1913  unde r  p e a c e t i m e  
c o n d i t i o n s  when i t  was t a k e n  f o r  g r a n t e d  t h a t  t h e  g o l d  s t a n d a r d  
would p r e v a i l .  The A c t  i n c l u d e d  a  g o l d  s t a n d a r d  r u l e  i n c o r p o r a t e d  i n  
g o l d  r e s e r v e  r e q u i r e m e n t s  f o r  F e d e r a l  R e s e r v e  n o t e s  and d e p o s i t s  and 
a l s o  a  " r e a l  b i l l s "  r u l e ,  a c c o r d i n g  t o  which t h e  c r i t e r i o n  f o r  
d e t e r m i n i n g  t h e  q u a n t i t y  o f  money would be  l i n k e d  to " n o t e s ,  d r a f t s ,  
and b i l l s  of  exchange  a r i s i n g  o u t  o f  a c t u a l  cominelrcial t r a n s a c t i o n s "  
( s e c t i o n  1 3 ) ,  o f i e r e d  f o r  d i s c o u n t  a t  r a t e s  t o  be  e s t a b l i s h e d  " w i t h  a  
view o f  accommodating commerce and b u s i n e s s s "  ( s e c t i o n  l 4 d ) .  Both 
were r e g a r d e d  a s  q u a s i - a u t o m a t i c  i n  t h e i r  o p e r a t i o n .  Taken l i t e r a l l y ,  
t h e  two r u l e s  were c o n t r a d i c t o r y .  Ma in t enance  o f  t h e  g o l d  s t a n d a r d  
means t h a t  t h e  s t o c k  o f  money must  be  w h a t e v e r  is n e c e s s a r y  t o  b a l a n c e  
i n t e r n a t i o n a l  payments .  The r e a l  b i l l s  r u l e  s e t s  no e f f e c t i v e  l i m i t  
t o  t h e  q u a n t i t y  o f  money. 

The A c t  was no  s o o n e r  p a s s e d  t h a n  t h e  c o n d i t i o n s  t a k e n  f o r  
g r a n t e d  c e a s e d  t o  h o l d .  B e f o r e  t h e  F e d e r a l  Rese rve  Sys tem began 
o p e r a t i o n s  i n  November 1914 ,  World War I had begun.  Very soon  t h e  
b e l l i g e r e n t s  e f f e c t i v e l y  l e f t  t h e  g o l d  s t a n d a r d  and a  f l o o d  o f  g o l d  
s t a r t e d  coming t o  t h e  Un i t ed  S t a t e s  t o  pay  f o r  p u r c h a s e s  by t h e  
A l l i e s .  Between September  1917 and J u n e  1919 t h e  Un i t ed  S t a t e s  
c o n t r o l l e d  g o l d  e x p o r t s  by e x p o r t  l i c e n s e s  and i n  e f f e c t  suspended  
i n t e r c o n v e r t i b i l i t y  between p a p e r  money and g o l d .  The g o l d  s t a n d a r d  
c r i t e r i o n  se t  a  l a r g e l y  i n e f f e c t i v e  l i m i t  on t h e  t o t a l  q u a n t i t y  o f  
money. A wor ldwide  g o l d  s t a n d a r d  was r e - e s t a b l i s h e d  f o r  a  b r i e f  
p e r i o d  i n  t h e  1 9 2 0 s ,  y e t  t h e  g o l d  s t a n d a r d  n e v e r  a g a i n  p l a y e d  t h e  
r o l e  t h a t  t h e  f r a m e r s  o f  t h e  A c t  t o o k  f o r  g r a n t e d .  The r e a l  b i l l s  
c r i t e r i o n  f a r e d  no b e t t e r .  Once t h e  U n i t e d  S t a t e s  e n t e r e d  t h e  war ,  
l o a n s  on government  s e c u r i t i e s  began t o  r i v a l  commerc ia l  p a p e r  a s  
c o l l a t e r a l  f o r  Rese rve  Bank r e d i s c o u n t s .  The Rese rve  System was 
a u t h o r i z e d  t o  i s s u e  n o t e s  a g a i n s t  r e d i s c o u n t e d  assets o t h e r  t h a n  
c o m n ~ e r c i a l  p a p e r ,  m a i n l y  members' 15-day n o t e s  s e c u r e d  by government  
bonds.  Thus t h e  F e d e r a l  Rese rve  Sys tem began  o p e r a t i o n s  w i t h  no  
e f f e c t i v e  l e g i s l a t i v e  c r i t e r i o n  f o r  d e t e r m i n i n g  t h e  q u a n t i t y  o f  
money. 



 his c o n c l u s i o n  c a n  b e  documented  by  compar ing  t h e  a c t u a l  c o u r s e  
o f  e v e n t s  w i t h  what  would h a v e  happened  u n d e r  a f u l l y  o p e r a t i v e  g o l d  
s t a n d a r d .  The w a r t i m e  e x p e r i e n c e  u n d e r  a g o l d  s t a n d a r d  m i g h t  n o t  
have  d i f f e r e d  f rom what  a c t u a l l y  o c c u r r e d :  t h e  l a r g e  i n f l o w  o f  g o l d  
u p  to  t h e  e n t r y  o f  t h e  U n i t e d  S t a t e s  i n t o  t h e  war would h a v e  p r o d u c  
a p r i c e  r ise t h r o u g h  1918  s imi l a r  t o  a c t u a l  e x p e r i e n c e .  The b i g  
d i f f e r e n c e '  would have  emerged be tween  t h e  end o f  t h e  w a r  and  1920' 
when n e a r l y  h a l f  o f  t h e  m o n e t a r y  e x p a n s i o n  f rom 1914  o n  o c c u r r e d  
b e c a u s e  t h e  F e d e r a l  R e s e r v e  s u b o r d i n a t e d  m o n e t a r y  p o l i c y  t o  t h e  

/ 
a l l e g e d  n e c e s s i t y  f o r  f a c i l i t a t i n g  T r e a s u r y  f u n d i n g  o f  t h e  f l o a t i n g  
d e b t  p l u s  u n w i l l i n g n e s s  to  see a d e c l i n e  i n  t h e  p r i c e s  o f  gove rnmen t  
bonds .  The m o n e t a r y  e x p a n s i o n  and  t h e  accompanying  i n f l a t i o n  l e d  t o  
a n  o u t f l o w  o f  g o l d  a f t e r  t h e  l i f t i n g  o f  t h e  embargo d e s p i t e  t h e  g r e a t  
denand  a b r o a d  f o r  U.S. e x p o r t s  and  d e s p i t e  t h e  d e p a r t u r e  o f  most 
c o u n t r i e s  f rom a f i x e d  p a r i t y  be tween  t h e i r  c u r r e n c i e s  and e i t h e r  
g o l d  o r  t h e  d o l l a r .  The e n s u i n g  d e c l i n e  i n  t h e  r e s e r v e  r a t i o  o f  t h e  
F e d e r a l  R e s e r v e  Sys tem f i n a l l y  c o m p e l l e d  a c t i o n  t o  s l a c k e n  m o n e t a r y  
g r o w t h .  The i n i t i a l  a c t i o n  -- a s h a r p  rise i n  d i s c o u n t  r a t e s  i n  
J a n u a r y  1929  -- p r o d u c e d  a r e v e r s a l  o f  t h e  g o l d  o u t f l o w  o f  May. The 
f o l l o w i n g  a c t i o n  -- a s e c o n d  rise i n  d i s c o u n t  r a t e s  i n  J u n e  1920  t o  
t h e  h i g h e s t  l e v e l  i n  F e d e r a l  R e s e r v e  h i s t o r y  u n t i l  1973  -- was a  
d e l i b e r a t e  a c t  o f  p o l i c y  i n v o l v i n g  a  r e a c t i o n  s t r o n g e r  t h a n  w a s  
n e e d e d ,  s i n c e  a  g o l d  i n f l o w  had a l r e a d y  begun .  I t  was s u c c e e d e d  by a  
heavy  g o l d  i n f l o w  and a  n e g a t i v e  r a t e  o f  m o n e t a r y  g r o w t h  o v e r  t h e  
f o l l o w i n g  y e a r ,  a s  b o t h  b i l l s  d i s c o u n t e d  b y  t h e  F e d e r a l  R e s e r v e  and 
i t s  p o r t f o l i o  o f  gove rnmen t  s e c u r i t i e s  were s h a r p l y  r e d u c e d .  Whole- 
s a l e  p r i c e s  were n e a r l y  h a l v e d  b y  J u n e  1 9 2 1  f rom t h e i r  l e v e l  i n  May 
1920 .  R e a l  o u t p u t  f e l l  p r e c i p i t o u s l y .  

The p o s t w a r  i n c r e a s e  i n  t h e  q u a n t i t y  o f  money o c c u r r e d  b e c a u s e  t h e  
F e d e r a l  R e s e r v e  Sys tem d i d  n o t  o b s e r v e  t h e  r u l e s  o f  t h e  g o l d  s t a n d a r d  b u t  
e x e r c i s e d  d i s c r e t i o n .  The s u b s e q u e n t  c o l l a p s e  o c c u r r e d  b e c a u s e  t h e  
power t o  manage money was n o t  l i m i t e d  by t h e  r e q u i r e m e n t  t o  m a i n t a i n  
g o l d  r e s e r v e  r e q u i r e m e n t s .  Had t h e r e  b e e n  no  d i s c r e t i o n ,  n e i t h e r  t h e  
p o s t w a r  i n c r e a s e ,  n o r  t h e  p o s t w a r  c o l l a p s e  need  h a v e  o c c u r r e d .  O t h e r  
t h i n g s  e q u a l ,  t h e  c o n v e r s i o n  f rom a w a r t i m e  t o  a p e a c e t i m e  economy 
would l i k e l y  have  l o w e r e d  t e m p o r a r i l y  t h e  l e v e l  o f  e c o n o ~ n i c  a c t i v i t y ,  
b u t  t h e  F e d e r a l  R e s e r v e  e x a c e r b a t e d  t h e  s e v e r i t y  o f  t h e  c o n t r a c t i o n .  

The p r i c e  and  o u t p u t  movements o f  t h e  post -World  War I y e a r s  i n  
t h i s  c o u n t r y  were p a r t  o f  a  w o r l d w i d e  movement. Th roughou t  most o f  
t h e  w o r l d ,  f o r  v i c t o r s ,  v a n q u i s h e d ,  and n e u t r a l  a l i k e ,  p r i c e s  rose 
s h a r p l y  b e f o r e  or  i n t o  1920  and f e l l  s h a r p l y  t h e r e a f t e r .  About t h e  
o n l y  c o u n t r i e s  t h a t  e s c a p e d  t h e  p r i c e  d e c l i n e  were t h o s e  t h a t  were t o  
e x p e r i e n c e  h y p e r i n f l a t i o n .  Though many n a t i o n a l  c u r r e n c i e s  were n o t  
r i g i d l y  t i e d  e i t h e r  t o  g o l d  o r  t o  t h e  d o l l a r ,  c e n t r a l  hank  p o l i c i e s  
n e v e r t h e l e s s  p roduced  l i n k a g e s  s u f f i c i e n t l y  s t r o n g  to  r e s u l t  i n  common 
movements o f  p r i c e s  i n  mos t  n a t i o n a l  c u r r e n c i e s .  F l e x i b l e  exchange  
r a t e s  we re  r e g a r d e d  a s  a  t e m p o r a r y  e x p e d i e n t  p e n d i n g  r e t u r n  to  g o l d ,  
and m o n e t a r y  a u t h o r i t i e s  e v e r y w h e r e  s o u g h t  t o  f a c i l i t a t e  s u c h  a  r e t u r n  
t o  f i x e d  p a r i t i e s .  The r e s u l t s  u n d e r  managed f i d u c i a r y  c u r r e n c i e s  
were t h e r e f o r e  s i m i l a r  t o  t h o s e  t h a t  would h a v e  b e e n  e x p e r i e n c e d  w i t h  
f i x e d  p a r i t i e s .  



Dur ing  t h e  b a l a n c e  o f  t h e  1 9 2 0 s ,  t h e  F e d e r a l  R e s e r v e  Sys tem d i d  
n o t  p e r m i t  g o l d  movements t o  a f f e c t  t h e  q u a n t i t y  o f  money o u t s t a n d i n g .  
I n f l o w s  were o f f s e t  by o p e n  m a r k e t  sa les  o f  gove rnmen t  s e c u r i t i e s ,  
o u t f l o w s ,  by o p e n  m a r k e t  p u r c h a s e s .  F e d e r a l  R e s e r v e  c r e d i t  a f t e r  
1923  moved i n v e r s e l y  w i t h  movements i n  t h e  g o l d  s t o c k .  The Sys tem 
a c h i e v e d  s t a b l e  economic  g rowth  w i t h  f a l l i n g  w h o l e s a l e  p r i c e s ,  b u t  
t h i s  a c h i e v e m e n t  was l a r g e l y  a t  t h e  e x p e n s e  o f  economic  s t a b i l i t y  i n  
G r e a t  B r i t a i n  and  t h e  p e r i p h e r a l  c o u n t r i e s  t i e d  t o  s t e r l i n g .  B r i t a i n ' s  
r e t u r n  to  g o l d  i n  1925  a t  a  p a r i t y  t h a t  o v e r v a l u e d  s t e r l i n g  would 
have  c a u s e d  h e r  l e s s  d i f f i c u l t y  i f  p r i c e s  i n  t h e  U n i t e d  S t a t e s  had 
r i s e n  i n s t e a d  o f  f a l l e n  t h e r e a f t e r .  The U n i t e d  S t a t e s  would t h e n  
have  g a i n e d  less  g o l d  or  l o s t  some, and  t h e  p r e s s u r e  on  t h e  pound 
would have  been  e a s e d .  When F r a n c e  r e t u r n e d  t o  g o l d  i n  1928 a t  a  
p a r i t y  t h a t  u n d e r v a l u e d  t h e  f r a n c  and  a l s o  d i d  n o t  p e r m i t  g o l d  i n f l o w s  
t o  a f f e c t  its money s t o c k  and p r i c e s ,  t h e  B r i t i s h  p o s i t i o n  was f u r t h e r  
undermined .  

The m o n e t a r y  s t a n d a r d  t o  which  most c o u n t r i e s  had r e t u r n e d  by 
1929  was t h e  go ld -exchange  s t a n d a r d .  They k e p t  t h e i r  mone t a ry  r e s e r v e s  
i n  t h e  form o f  b a l a n c e s  o f  o t h e r  c u r r e n c i e s  c o n v e r t i b l e  i n t o  g o l d  a t  
f i x e d  p r i c e s ,  n o t a b l y  s t e r l i n g  and  d o l l a r s ,  r a t h e r  t h a n  i n  t h e  form 
of  g o l d  i t s e l f .  O f f i c i a l  a g e n c i e s  i n  s u c h  c o u n t r i e s ,  u s u a l l y  t h e  
c e n t r a l  b a n k s ,  o f t e n  f i x e d  exchange  ra tes  d i r e c t l y  by s t a n d i n g  r e a d y  
t o  buy o r  s e l l  t h e  n a t i o n a l  c u r r e n c y  a t  f i x e d  rates i n  terms o f  o t h e r  
c u r r e n c i e s ,  r a t h e r  t h a n  i n d i r e c t l y  by  s t a n d i n g  r e a d y  to  buy o r  s e l l  
g o l d  a t  f i x e d  p r i c e s  i n  terms o f  t h e  n a t i o n a l  c u r r e n c y .  

S i n c e  t h e  go ld -exchange  s t a n d a r d ,  l i k e  t h e  g o l d  s t a n d a r d ,  i n v o l v e d  
f i x e d  exchange  ra tes ,  i t  a l s o  meant  t h a t ,  so l o n g  a s  t h e  s t a n d a r d -  was 
m a i n t a i n e d ,  p r i c e s  and  incomes  i n  d i f f e r e n t  c o u n t r i e s  were i n t i m a t e l y  
c o n n e c t e d .  They had t o  behave  s o  as  t o  p r e s e r v e  a  rough  e q u i l i b r i u m  
i n  t h e  b a l a n c e  o f  payments  among c o u n t r i e s .  The go ld -exchange  
s t a n d a r d ,  howeve r ,  made t h e  i n t e r n a t i o n a l  f i n a n c i a l  s y s t e m  more 
v u l n e r a b l e  t o  d i s t u r b a n c e s  b e c a u s e  i t  r a i s e d  t h e  r a t l o  o f  claims t o  
g o l d  a v a i l a b l e  t o  meet t h o s e  claims. 

The l i n k s  by f i x e d  ra tes  o f  e x c h a n g e  e n s u r e d  a  wor ldwide  d e c l i n e  
i n  income and  p r i c e s  a f t e r  1929 ."  A s  is w e l l  known, s h o c k s  i n  one  
c o u n t r y ' s  income,  employment ,  and  p r i c e s ,  t e n d  t o  be t r a n s m i t t e d  to  
income,  employment ,  and  p r i c e s  o f  i t s  t r a d i n g  p a r t n e r s  u n d e r  a  f i x e d  
exchange  ra te  s y s t e m .  The e v i d e n c e  is c lear  t h a t  t h e  U n i t e d  S t a t e s  
was i n  t h e  van  o f  t h e  movement and  n o t  a f o l l o w e r .  I f  d e c l i n e s  
e l s e w h e r e  were b e i n g  t r a n s m i t t e d  t o  t h e  U n i t e d  S t a t e s ,  t h e  t r a n s m i s s i o n  
mechanisnl would b e  a b a l a n c e  o f  paymen t s  d e f i c i t  i n  t h e  U n i t e d  S t a t e s  
a s  a r e s u l t  o f  a d e c l i n e  i n  p r i c e s  and  incomes  e l s e w h e r e  r e l a t i v e  t o  
pr ices  and  i ncomes  i n  t h e  U n i t e d  S t a t e s .  T h a t  d e c l i n e  would l e a d  t o  
a  g o l d  o u t f l o w  from t h e  U n i t e d  S t a t e s  wh ich ,  i n  t u r n ,  would t e n d  -- 
i f  t h e  U n i t e d  S t a t e s  f o l l o w e d  g o l d - s t a n d a r d  r u l e s  -- to  lower t h e  
s t o c k  o f  money and t h e r e b y  income and p r i c e s  i n  t h e  Un i t ed  S t a t e s .  

"Congressman Henry S. Keuss  -- The v i ew  e x p r e s s e d  h e r e  o f  t h e  e v e n t s  
l e a d i n g  up t o  t h e  Great D e p r e s s i o n  is c o n t r o v e r s i a l  and n o t ' s h a r e d  
by a l l  e c o n o m i s t s .  



However,  t h e  U.S. g o l d  s t o c k  rose d u r i n g  t h e  f i r s t  t w o  y e a r s  o f  t h e  
1929-33 c o n t r a c t i o n  and  d i d  n o t  d e c l i n e ,  d e m o n s t r a t i n g  t h a t  o t h e r  
c o u n t r i e s  were  b e i n g  f o r c e d  to  a d a p t  to  o u r  m o n e t a r y  p o l i c i e s  r a t h e r  
t h a n  t h e  r e v e r s e .  

The i n t e r n a t i o n a l  e f f e c t s  we re  s e v e r e  and  t h e  t r a n s m i s s i o n  r a p i d ,  
n o t  o n l y  b e c a u s e  t h e  go ld -exchange  s t a n d a r d  had r e n d e r e d  t h e  
i n t e r n a t i o n a l  f i n a n c i a l  s y s t e m  more v u l n e r a b l e  t o  d i s t u r b a n c e s ,  b u t  
a l so  b e c a u s e  t h e  U n i t e d  S t a t e s  d i d  n o t  f o l l o w  g o l d - s t a n d a r d  r u l e s .  
The F e d e r a l  R e s e r v e  d i d  n o t  p e r m i t  t h e  i n f l o w  o f  g o l d  t o  expand  t h e  
U.S. money s t o c k .  I t  n o t  o n l y  s t e r i l i z e d  i t ,  i t  wen t  much f u r t h e r .  
The U.S. q u a n t i t y  o f  monzy moved p e r v e r s e l y ,  g o i n g  down as t h e  g o l d  
s t o c k  went  up. I n  Augus t  1 9 2 9 ,  a t  t h e  s t a r t  o f  t h e  b u s i n e s s  con-  
t r a c t i o n ,  t h e  U.S. q u a n t i t y  o f  money was 10 .6  t i m e s  t h e  g o l d  s t o c k ;  
by  Augus t  1931 ,  i t  was 8 . 3  times t h e  g o l d  s t o c k .  The r e s u l t  was 
t h a t  o t h e r  c o u n t r i e s  n o t  o n l y  had t o  b e a r  t h e  whole  b u r d e n  o f  a d j u s t -  
ment  b u t  a l s o  were f a c e d  w i t h  c o n t i n u e d  a d d i t i o n a l  d i s t u r b a n c e s  i n  
t h e  same d i r e c t i o n ,  t o  which  t h e y  had t o  a d j u s t .  

The e f f e c t s  f i r s t  became s e v e r e  i n  t h o s e  c o u n t r i e s  t h a t  had  
r e t u r n e d  t o  t h e  g o l d  s t a n d a r d  w i t h  t h e  smallest a c t u a l  g o l d  r e s e r v e s ,  
and  whose f i n a n c i a l  s t r u c t u r e  had b e e n  most s e r i o u s l y  weakened by 
World War I -- A u s t r i a ,  Germany, Hungary,  and Rumania. To s h o r e  up 
t h e  f i n a n c i a l  s y s t e m s  o f  t h o s e  c o u n t r i e s ,  i n t e r n a t i o n a l  l o a n s ,  i n  
which t h e  R e s e r v e  Sys tem p a r t i c i p a t e d ,  were a r r a n g e d .  But  so l o n g  as  
e i t h e r  t h e  b a s i c  p r e s s u r e  on  t h o s e  c o u n t r i e s  d e r i v i n g  f rom d e f l a t i o n  
i n  t h e  U n i t e d  S t a t e s  was n o t  r e l i e v e d ,  o r  t h e  f i x e d - e x c h a n g e  r a t e  
l i n k  which  bound them t o  t h e  U.S. d o l l a r  w a s  n o t  s e v e r e d ,  s u c h  
a s s i s t a n c e  was a t  b e s t  a t e m p o r a r y  p a l l i a t i v e .  I n  c o u n t r y  a f t e r  
c o u n t r y ,  t h a t  is what  i t  p r o v e d  t o  b e .  A s  t h e y  e x p e r i e n c e d  f i n a n c i a l  
d i f f i c u l t i e s ,  t h e  U n i t e d  S t a t e s  was i n  t u r n  a f f e c t e d  by t h e  r e f l e x  
i n f l u e n c e  o f  t h e  e v e n t s  i t  had  s e t  i n  t r a i n .  

The f i r s t  m a j o r  c o u n t r y  t o  c u t  t h e  l i n k  was B r i t a i n ,  a f t e r  r u n s  
on  s t e r l i n g  p r e c i p i t a t e d  by  F r a n c e  and  t h e  N e t h e r l a n d s .  B r i t a i n  
abandoned  t h e  g o l d  s t a n d a r d  i n  Sep t ember  1931 .  The i n t e r n a t i o n a l  
m o n e t a r y  s y s t e m  s p l i t  i n  t w o ,  o n e  p a r t  f o l l o w i n g  B r i t a i n  to  form t h e  
s t e r l i n g  a r e a ;  t h e  o t h e r  f o l l o w i n g  t h e  U n i t e d  S t a t e s ,  i n  t h e  g o l d  
b l o c .  The t r o u g h  o f  t h e  d e p r e s s i o n  i n  B r i t a i n  and  i n  o t h e r  c o u n t r i e s  
t h a t  accompanied  B r i t a i n  i n  l e a v i n g  g o l d  was r e a c h e d  i n  t h e  t h i r d  
q u a r t e r  o f  1932 .  

$ 

I n  t h e  two weeks  f o l l o w i n g  B r i t a i n ' s  d e p a r t u r e  f rom g o l d ,  c e n t r a l  
b a n k s  and  p r i v a t e  h o l d e r s  i n  a  number o f  f o r e i g n  c o u n t r i e s  c o n v e r t e d  
s u b s t a n t i a l  amounts  o f  t h e i r  d o l l a r  asse t s  i n  t h e  N e w  York money m a r k e t  
t o  g o l d .  The U.S. g o l d  s t o c k  d e c l i n e d  by t h e  e n d  o f  O c t o b e r  t o  a b o u t  
i t s  l e v e l  i n  1929 .  The F e d e r a l  R e s e r v e  Sys t em,  which  had n o t  r e sponded  
t o  a n  i n t e r n a l  d r a i n  f rom December 1930  t o  Sep t ember  1 9 3 1  as  a series 
o f  r u n s  on  b a n k s ,  bank f a i l u r e s ,  and  s h i f t s  f rom bank d e p o s i t s  to 
c u r r e n c y  by a n x i o u s  d e s p o s i t o r s  p r o d u c e d  downward p r e s s u r e  on  t h e  
U.S. q u a n t i t y  o f  money, r e s p o n d e d  v i g o r o u s l y  to t h e  e x t e r n a l  d r a i n .  
A s h a r p  r ise i n  d i s c o u n t  r a t e s  ended  t h e  g o l d  d r a i n  t e m p o r a r i l y  b u t  
i n t e n s i f i e d  bank f a i l u r e s  and r u n s  on b a n k s .  I n  1931 ,  u n l i k e  t h e  
s i t u a t i o n  i n  1920 ,  t h e  S y s t e ~ n ' s  r e s e r v e  r a t i o  was f a r  above  its l e g a l  



minimum. The System o v e r r e a c t e d  t o  t h e  g o l d  o u t f l o w  and m a g n i f i e d  
t h e  i n t e r n a l  d r a i n .  

The F e d e r a l  Rese rve  System j u s t i f i e d  i t s  p a s s i v i t y  i n  r e l a t i o n  
t o  t h e  i n t e r n a l  d r a i n  by r e a s o n  o f  a s h o r t a g e  of  f r e e  g o l d .  The law 
s p e c i f i e d  t h a t  t h e  System h o l d  a g a i n s t  F e d e r a l  Rese rve  n o t e s  o u t -  
s t a n d i n g ,  t h e  volume of  which had i n c r e a s e d  w i t h  t h e  i n t e r n a l  d r a i n ,  
a  r e s e r v e  o f  4 0  p e r c e n t  i n  g o l d  and a d d i t i o n a l  c o l l a t e r a l  o f  6 0  
p e r c e n t  i n  e i t h e r  g o l d  o r  e l i g i b l e  p a p e r  (wh ich  c o n s i s t e d  o f  con- 
m e r c i a l ,  a g r i c u l t u r a l ,  o r  i n d u s t r i a l  l o a n s ,  o r  l o a n s  s e c u r e d  by U.S. 
government  s e c u r i t i e s  r e d i s c o u n t e d  by  member banks ;  l o a n s  t o  member 
banks  s e c u r e d  by  p a p e r  e l i g i b l e  f o r  r e d i s c o u n t  o r  by government  
s e c u r i t i e s ;  and b a n k e r s 1  a c c e p t a n c e s ,  i . e . ,  " h i l l s  bough t "  i n  F e d e r a l  
Rese rve  a c c o u n t i n g  t e r m i n o l o g y ) .  Because  t h e  System d i d  n o t  have  
enough e l i g i b l e  p a p e r  t o  f u r n i s h  6 0  p e r c e n t  of t h e  c o l l a t e r a l  f o r  
F e d e r a l  Rese rve  n o t e s ,  p a r t  o f  t h e  g o l d  i n  e x c e s s  o f  minimum r e q u i r e -  
n e n t s  had to b e  p l e d g e d  f o r  t h i s  p u r p o s e .  The amount o f  g o l d  
n o t  needed t o  meet e i t h e r  minimum g o l d  r e q u i r e m e n t s  or  c o l l a t e r a l  
r e q u i r e m e n t s  was t h s r e f o r e  less  t h a n  t h e  amount of e x c e s s  g o l d  
r e s e r v e s .  The F e d e r a l  Rese rve  Sys tem a s s e r t e d  t h a t  t h e  s h o r t a g e  o f  
f r e e  g o l d  was a n  i m p o r t a n t  f a c t o r  p r e v e n t i n g  t h e  System from e n g a g i n g  
i n  open  m a r k e t  p u r c h a s e s .  Such p u r c h a s e s  would have  r educed  e l i g i b l e  
p a p e r  h o l d i n g s  s t i l l  f u r t h e r  by r e d u c i n g  r e d i s c o u n t s  and t h e r e f o r e  
c o u l d  have  been  conduc ted  o n l y  to  a v e r y  l i m i t e d  e x t e n t  w i t h o u t  
e l i m i n a t i n g  f r e e  g o l d  e n t i r e l y .  Whatever  t h e  v a l i d i t y  of  t h e  F e d e r a l  
Rese rve  v i e w ,  t h e  G l a s s - S t e a g a l l  A c t  o f  F e b r u a r y  2 7 ,  1932 ,  d i s p o s e d  
of  t h a t  probl-em by p e r m i t t i n g  government  bonds  i n  t h e  Rese rve  Banks '  
p o r t f o l i o s  a s  w e l l  a s  e l i g i b l e  p a p e r  t o  s e r v e  a s  c o l l a t e r a l  a g a i n s t  
F e d e r a l  Rese rve  n o t e s  i n  a d d i t i o n  t o  t h e  4 0  p e r c e n t  minimum g o l d  
r e s e r v e .  

The downward movement o f  money, income,  and p r i c e s  i n  t h e  U n i t e d  
S t a t e s  was r e v e r s e d  f o r  a  few months  i n  t h e  s econd  q u a r t e r  o f  1 9 3 2 ,  
when t h e  F e d e r a l  Rese rve  u n d e r t o o k  a  program o f  open  m a r k e t  p u r c h a s e s ,  
f o l l o w i n g  which t h e r e  was w i d e s p r e a d  r e v i v a l  i n  t h e  r e a l  economy i n  
t h e  summer and f a l l .  The t e r m i n a t i o n  o f  t h e  program d u r i n g  t h e  summer 
was f o l l o w e d  i n  t h e  s i x  months  f rom O c t o b e r  1932  by mount ing  b a n k i n g  
d i f f i c u l t i e s ,  l e a d i n g  t o  s t a t e  b a n k i n g  h o l i d a y s .  By F e b r u a r y  1933 ,  
f e a r s  o f  a renewed f o r e i g n  d r a i n  added  t o  t h e  g e n e r a l  a n x i e t y .  F o r  
t h e  f i r s t  t i m e ,  a l s o ,  t h e  i n t e r n a l  d r a i n  p a r t l y  t o o k  t h e  form o f  a  
s p e c i f i c  demand f o r  g o l d  c o i n  and  g o l d  c e r t i f i c a t e s  i n  p l a c e  o f  
F e d e r a l  Rese rve  n o t e s  or o t h e r  c u r r e n c y .  The F e d e r a l  Rese rve  System 
r e a c t e d  a s  i t  had i n  September  1931 ,  r a i s i n g  d i s c o u n t  r a t e s  i n  
F e b r u a r y . 1 9 3 3  i n  r e a c t i o n  t o  t h e  e x t e r n a l  d r a i n  b u t  n o t  s e e k i n g  t o  
c o u n t e r  e i t h e r  t h e  e x t e r n a l  o r  i n t e r n a l  d r a i n  by e x t e n s i v e  open  
m a r k e t  p u r c h a s e s .  I n  t h e  f i r s t  few d a y s  o f  March, heavy  d r a w i n g s  o f  
g o l d ,  b o t h  i n t e r n a l  and e x t e r n a l ,  r e d u c e d  t h e  N e w  York F e d e r a l  R e s e r v e  
B a n k ' s  r e s e r v e  p e r c e n t a g e  be low i t s  l e g a l  l i m i t .  With some r e l u c t a n c e ,  
t h e  F e d e r a l  R e s e r v e  Board suspended  r e q u i r e m e n t s  f o r  t h i r t y  d a y s .  On 
March 4 ,  t h e  F e d e r a l  Rese rve  Banks remained  c l o s e d  a s  d i d  a l l  t h e  
l e a d i n g  e x c h a n g e s .  A n a t i o n w i d e  b a n k i n g  h o l i d a y  was p r o c l a i m e d  a f t e r  
m i d n i g h t  on  March 6 by t h e  incoming  a d m i n i s t r a t i o n .  A l l  banks  were 
c l o s e d  u n t i l  March 9  and g o l d  r e d e m p t i o n ,  g o l d  s h i p m e n t s  a b r o a d  o r  
d e a l i n g  i n  f o r e i g n  exchange  were suspended  d u r i n g  t h e  bank h o l i d a y .  



The Emergency Banking A c t  o f  March 9 ,  1933 ,  g r a n t e d  t h e  P r e s i d e n t  
emergency powers  o v e r  bank ing  t r a n s a c t i o n s  and o v e r  f o r e i g n  exchange  
d e a l i n g s  i n  g o l d  and c u r r e n c y  movements. The n e x t  d a y ,  March 1 0 ,  t h e  
P r e s i d e n t  i s s u e d  a n  e x e c u t i v e  o r d e r  e x t e n d i n g  t h e  r e s t r i c t i o n s  on 
g o l d  and f o r e i g n  exchange  d e a l i n g s  beyond t h e  banking  h o l i d a y  p r o p e r  
and ,  i n  e f f e c t ,  p r o h i b i t i n g  g o l d  payments  by bank ing  and nonbanking  
i n s s i t u t i o n s  a l i k e ,  u n l e s s  p e r m i t t e d  by t h e  S e c r e t a r y  o f  t h e  T r e a s u r y  
u n d e r  l i c e n s e .  These measu res  were t h e  p r e c u r s o r s  t o  a  f a r - r e a c h i n g  
a l t e r a t i o n  i n  t h e  l e g a l  s t r u c t u r e  of  t h e  mone ta ry  s t a n d a r d .  

25 
5.  1933-1934 -- a  f l o a t i n g  d o l l a r  

D e s p i t e  t h e  e f f e c t i v e  s u s p e n s i o n  of  g o l d  payments  i n  March 
1933 ,  t h e  p r i c e  o f  g o l d  o r  t h e  r a t e  o f  exchange  between t h e  d o l l a r  
and c u r r e n c i e s  t h a t  remained r i g i d l y  l i n k e d  t o  g o l d ,  hovered  a round  
" p a r "  f o r  o v e r  a month. The s u s p e n s i o n  was r e g a r d e d  a s  p a r t  o f  
t h e  bank ing  emergency and h e n c e  e x p e c t e d  t o  be t empora ry ;  f o r e i g n  
exchange  t r a n s a c t i o n s  were  s t r i c t l y  c o n t r o l l e d  and l i m i t e d ;  t h e  
A d m i n i s t r a t i o n  made no o f f i c i a l  announcement  t h a t  it p roposed  to  
p e r m i t  t h e  d o l l a r  t o  d e p r e c i a t e  or  be  d e v a l u e d ;  and a f t e r  some 
weeks,  s e v e r a l  l i c e n s e s  t o  e x p o r t  g o l d  were g r a n t e d .  Moreover ,  t h e  
t e c h n i c a l  g o l d  p o s i t i o n  was s u f f i c i e n t l y  s t r o n g  so t h a t  t h e r e  was 
l i t t l e  d o u b t  t h e  p r e c e d i n g  g o l d  p a r i t y  c o u l d  have been  m a i n t a i n e d  
i f  d e s i r e d ;  t h e  r a t i o  o f  t h e  g o l d  s t o c k  t o  t h e  t o t a l  s t o c k  o f  money 
was h i g h e r  t h a n  a t  any time s i n c e  1914. 

One i m p o r t a n t  s t e p ,  u n p r e c e d e n t e d  i n  t h e  Un i t ed  S t a t e s ,  was 
t a k e n  d u r i n g  t h i s  p e r i o d .  On A p r i l  5 ,  a n  e x e c u t i v e  o r d e r  f o r b a d e  
t h e  "hoa rd ing1 '  o f  g o l d  and r e q u i r e d  a l l  h o l d e r s  o f  g o l d ,  i n c l u d i n g  
member banks  of  t h e  F e d e r a l  R e s e r v e  Sys tem,  t o  d e l i v e r  t h e i r  h o l d i n g s  
o f  g o l d  c o i n ,  b u l l i o n ,  o r  c e r t i f i c a t e s  t o  F e d e r a l  Rese rve  Banks o n  
o r  b e f o r e  May 1 e x c e p t  f o r  r a r e  c o i n s ,  r e a s o n a b l e  amounts  f o r  u s e  
i n  i n d u s t r y  and t h e  a r t s ,  and a maximum o f  $100 p e r  p e r s o n  i n  g o l d  
c o i n  and g o l d  c e r t i f i c a t e s .  The g o l d  c o i n  and g o l d  c e r t i f i c a t e s  
were exchanged  f o r  o t h e r  c u r r e n c y  or d e p o s i t s  a t  f a c e  v a l u e ,  and 
t h e  b u l l i o n  was p a i d  f o r  a t  t h e  l e g a l  p r i c e  o f  $20.67 p e r  f i n e  
ounce .  The " n a t i o n a l i z a t i o n "  o f  g o l d  o u t s i d e  F e d e r a l  Rese rve  Banks 
was l a t e r  c o n ~ p l e t e d  by o r d e r  o f  t h e  S e c r e t a r y  o f  t h e  T r e a s u r y ,  
d a t e d  December 28, 1933,  e x c e p t i n g  o n l y  r a r e  c o i n s  and a  few o t h e r  
minor  items from t h e  r e q u i r e m e n t  t h a t  a l l  g o l d  c o i n ,  g o l d  b u l l i o n ,  
and g o l d  c e r t i f i c a t e s  be d e l i v e r e d  to  t h e  T r e a s u r e r  o f  t h e  U n i t e d  
S t a t e s  a t  f a c e  v a l u e  c o r r e s p o n d i n g  t o  t h e  l e g a l  p r i c e  o f  $20.67 p e r  
f i n e  ounce .  The e x p i r a t i o n  d a t e  f o r  t h e  s u r r e n d e r  o f  g o l d  was 
l a t e r  s e t  f o r  J a n u a r y  1 7 ,  1934 ,  when t h e  m a r k e t  p r i c e  o f  g o l d  was 
i n  t h e  ne ighborhood o f  $33 p e r  f i n e  ounce .  

An e x e c u t i v e  o r d e r  of A p r i l  20,  1933 ,  e x t e n d i n g  and r e v i s i n g  
t h e  g o l d  embargo,  and comments by t h e  P r e s i d e n t  a t  h i s  news c o n f e r e n c e  
t h e  p r e c e d i n g  day  ended t h e  p e r i o d  o f  s t a b i l i t y  i n  t h e  p r i c e  o f  
g o l d .  The P r e s i d e n t  made i t  c lear  t h a t  t h e  A d m i n i s t r a t i o n  i n t e n d e d  
to  p e r m i t  t h e  d o l l a r  t o  d e p r e c i a t e  i n  terms of  f o r e i g n  c u r r e n c i e s  
a s  a  means o f  a c h i e v i n g  a  rise i n  d o m e s t i c  p r i c e s .  The o r d e r  
a p p l i e d  t h e  r e s t r i c t i o n s  on f o r e i g n  exchange  t r a n s a c t i o n s  n o t  o n l y  
t o  banks  l i c e n s e d  unde r  t h e  e x e c u t i v e  o r d e r  o f  March 1 0 ,  b u t  a l s o  t o  



a l l  p e r s o n s  d e a l i n g  i n  f o r e i g n  exchange .  On t h e  same d a y ,  t h e  
Thomas amendment t o  t h e  A g r i c u l t u r a l  Ad jus tmen t  A c t  w a s  o f f e r e d  i n  
Congres s .  The amendment e n a c t e d  i n t o  law o n  May 1 2 ,  and e x p l i c i t l y  
d i r e c t e d  a t  a c h i e v i n g  a price r i se  t h r o u g h  t h e  e x p a n s i o n  o f  t h e  
money s t o c k ,  c o n t a i n e d  a  p r o v i s i o n  a u t h o r i z i n g  t h e  P r e s i d e n t  t o  
r e d u c e  t h e  g o l d  c o n t e n t  o f  t h e  d o l l a r  t o  a s  low a s  50 p e r c e n t  o f  
i t s  f o r m e r  w e i g h t .  The d o l l a r  p r i c e  o f  g o l d  i m m e d i a t e l y  s t a r t e d  
r i s i n g ,  which is t o  s a y  t h a t  s o  a l so  d i d  t h e  d o l l a r  p r i c e  o f  f o r e i g n  
c u r r e n c i e s ,  i n c l u d i n g  t h o s e  l i k e  t h e  F rench  f r a n c  t h a t  remained  on 
g o l d  and t h o s e  l i k e  t h e  pound s t e r l i n g  t h a t  had gone o f f  g o l d  a t  a n  
e a r l i e r  d a t e .  I n  t h e  n e x t  t h r e e  mon ths ,  t h e  m a r k e t  p r i c e  of  g o l d  
rose t o  $30 a n  o u n c e ,  and t h e r e a f t e r  f l u c t u a t e d  e r r a t i c a l l y  be tween  
a low o f  a b o u t  $27  and a  h i g h  o f  n e a r l y  $35 u n t i l  J a n u a r y  30 ,  1 9 3 4 ,  
when t h e  Gold R e s e r v e  A c t  was p a s s e d .  Dur ing  t h a t  p e r i o d ,  t h e  
Un i t ed  S t a t e s  had a  f l o a t i n g  exchange  r a t e  d e t e r m i n e d  i n  t h e  m a r k e t  
f rom d a y  t o  d a y ,  a s  i n  t h e  p e r i o d  f rom 1862  t o  1879. However, 
t h e r e  was c o n s i d e r a b l y  g r e a t e r  gove rnmen t  i n t e r v e n t i o n  i n  t h e  
marke t .  On Sep tember  8, 1933,  a n  o f f i c i a l  g o l d  p r i c e ,  t o  be  f i x e d  
d a i l y  a t  t h e  e s t i m a t e d  wor ld  m a r k e t  f i g u r e  less s h i p p i n g  and 
i n s u r a n c e  cost ,  was e s t a b l i s h e d .  The T r e a s u r y  a g r e e d  t o  buy g o l d  
a t  t h a t  p r i c e  t o  g i v e  American m i n e r s  a p r i c e  a s  h i g h  a s  t h e y  c o u l d  
have  o b t a i n e d  by e x p o r t  i n  t h e  a b s e n c e  o f  t h e  e x p o r t  embargo. 

S t a r t i n g  i n  O c t o b e r ,  t h e  gove rnmen t  i n t e r v e n e d  a c t i v e l y  t o  
r a i s e  t h e  p r i c e  o f  g o l d .  The R e c o n s t r u c t i o n  F i n a n c e  C o r p o r a t i o n  
was a u t h o r i z e d  t o  buy newly mined d o m e s t i c  g o l d  f rom O c t o b e r  25 o n ,  
and a few d a y s  l a t e r ,  t h r o u g h  t h e  a g e n c y  o f  t h e  F e d e r a l  R e s e r v e  
Banks,  t o  buy g o l d  a b r o a d .  The p u r c h a s e  p r i c e  was r a i s e d  a l m o s t  
d a i l y .  F o r  a  time, t h e  l a r g e - s c a l e  RFC p u r c h a s e s  a b r o a d  made t h e  
announced p r i c e  f o r  newly mined d o m e s t i c  g o l d  t h e  e f f e c t i v e  m a r k e t  
p r i c e .  From t h e  end  o f  November, however ,  u n t i l  t h e  end  o f  J a n u a r y  
1934 ,  t h e  announced p r i c e  exceeded  t h e  m a r k e t  p r i c e  a b r o a d .  

The a im o f  t h e  g o l d  p o l i c y  was t o  r a i s e  t h e  p r i c e s  o f  f a r m  
p r o u u c t s  and raw m a t e r i a l s .  Most f a rm p r o d u c t s  and raw m a t e r i a l s  
e x p o r t e d  by t h e  U n i t e d  S t a t e s  had  a w o r l d  m a r k e t ,  h e n c e  t h e  d e c l i n e  
i n  t h e  f o r e i g n  exchange  v a l u e  o f  t h e  d o l l a r  meant  a  r o u g h l y  
p r o p o r t i o n a l  r i s e  i n  t h e  d o l l a r  p r i c e  o f  s u c h  commodi t i e s  a s  c o t t o n ,  
p e t r o l e u m  p r o d u c t s ,  l e a f  t o b a c c o ,  w h e a t ,  and s i m i l a r  i t e m s .  

The d e c l i n e  i n  t h e  f o r e i g n  exchange  v a l u e  o f  t h e  d o l l a r  was 
i n i t i a l l y  a  p r o d u c t  o f  s p e c u l a t i v e  s a l e  o f  d o l l a r s  i n  t h e  e x p e c t a t i o n  
o f  d e v a l u a t i o n  -- a  s h o r t - t e r m  c a p i t a l  o u t f l o w .  The d e c l i n e  w a s  
s u s t a i n e d  by s h i f t s  i n  t h e  demand s c h e d u l e s  f o r  i m p o r t s  and t h e  
s u p p l y  s c h e d u l e s  o f  e x p o r t s  p roduced  by t h e  c e s s a t i o n  o f  i n t e r n a l  
d e f l a t i o n .  P r i c e s  rose i n  t h e  U n i t e d  S t a t e s  r e l a t i v e  to  p r i c e s  i n  
o t h e r  c o u n t r i e s .  I f  t h e  exchange  v a l u e  o f  t h e  d o l l a r  had n o t  
f a l l e n ,  t h e  p r i c e  rise would have  d i s c o u r a y e d  e x p o r t s  and e n c o u r a g e d  
i m p o r t s .  These  f o r c e s  were s u b s e q u e n t l y  r e i n f o r c e d  by U.S. p u r c h a s e  
of g o l d  a t  home and a b r o a d .  

U.S. p u r c h a s e  o f  g o l d  i n v o l v e d  a r e d u c t i o n  i n  t h e  s u p p l y  of  
goods  f o r  e x p o r t ,  s i n c e  g o l d  is a  p o t e n t i a l  e x p o r t  good ,  and  h e n c e  
a  r e d u c t i o n  i n  t h e  demand f o r  d o l l a r s  by h o l d e r s  o f  o t h e r  c u r r e n c i e s  



( t o  buy t h e  d o m e s t i c a l l y  p roduced  g o l d ) .  The p u r c h a s e  o f  f o r e i g n  
g o l d  i n v o l v e d  a n  i n c r e a s e  i n  t h e  demand f o r  goods  f o r  i m p o r t  (namely ,  
g o l d )  and hence  i n  t h e  s u p p l y  o f  d o l l a r s  o f f e r e d  i n  exchange  f o r  
f o r e i g n  c u r r e n c i e s  ( t o  buy f o r e i g n  g o l d ) .  The combined e f f e c t  was 
t o  c r e a t e  a  p o t e n t i a l  d e f i c i t  i n  t h e  U.S. b a l a n c e  o f  payments  a t  t h e  
f o r m e r  exchange  r a t e .  Given a  f l e x i b l e  r a t e ,  t h e  p o t e n t i a l  d e f i c i t  
was c l o s e d  by a  d e p r e c i a t i o n  o f  t h e  d o l l a r  s u f f i c i e n t  to g e n e r a t e ,  
t h r o u g h  a n  i n c r e a s e  i n  e x p o r t s  o r  a d e c l i n e  i n  i m p o r t s  or  a  movement 
o f  s p e c u l a t i v e  f u n d s ,  a n  amount o f  f o r e i g n  c u r r e n c i e s  e x c e e d i n g  t h e  
amount demanded f o r  o t h e r  p u r p o s e s  by enough to  pay  f o r  t h e  g o l d .  

T h e s e  e f f e c t s  depended v e r y  l i t t l e  on t h e  f a c t  t h a t  g o l d  was 
t h e  commodity p u r c h a s e d .  Given  a  f l o a t i n g  exchange  r a t e ,  e s s e n t i a l l y  
t h e  s a n e  e f f e c t s  on t h e  d o l l a r  p r i c e s  o f  i n t e r n a t i o n a l l y  t r a d e d  
goods  would have  f o l l o w e d  from t h e  same d o l l a r  volume o f  government  
p u r c h a s e  of  whea t  o r  per fume,  o r  from t h e  e c o n o m i c a l l y  e q u i v a l e n t  
p rogram,  a d o p t e d  a f t e r  World War 11, o f  b u i l d i n g  up s t o c k p i l e s  of 
f o r e i g n - p r o d u c e d  s t r a t e g i c  goods .  A s  it  was, t h e  u s e  o f  g o l d  a s  
t h e  v e h i c l e  n e c e s s a r i l y  meant  a n  a c c u m u l a t i o n  o f  g o l d ,  j u s t  a s  t h e  
u s e  of whea t  o r  perfume would have  meant  t h e  a c c u m u l a t i o n  of  t h a t  
commodity. 

The c h o i c e  of  g o l d  a s  t h e  v e h i c l e  d i d  have  a n  i m p o r t a n t  e f f e c t  
on t h e  i m p a c t  of  t h e  progran)  on  f o r e i g n  c o u n t r i e s .  I n  t h e  f i r s t  
p l a c e  -- and  a  c o r r e s p o n d i n g  e f f e c t  would be p r e s e n t  f o r  any  
p a r t i c u l a r  commodity -- t h e  program had a  s p e c i a l  impac t  on  g o l d -  
p r o d u c i n g  c o u n t r i e s .  I n  t h e  s econd  p l a c e  -- and t h i s  e f f e c t  would 
be  p r e s e n t  o n l y  f o r  a commodity s e r v i n g  a s  t h e  b a s i s  o f  a  monetary  
s t a n d a r d  -- i t  had a  s p e c i a l  impac t  on g o l d - s t a n d a r d  c o u n t r i e s .  
Be ing  commit ted  t o  s e l l  g o l d  a t  a  f i x e d  p r i c e  i n  terms o f  t h e i r  own 
c u r r e n c y ,  t h e s e  c o u n t r i e s  n e c e s s a r i l y  e x p e r i e n c e d  p r e s s u r e  on t h e i r  
g o l d  r e s e r v e s ,  which i n  t u r n  n e c e s s i t a t e d  e i t h e r  abandonment o f  t h e  
y o l d  s t a n d a r d  or  i n t e r n a l  d e f l a t i o n a r y  p r e s s u r e .  Those c o u n t r i e s  
were p l a c e d  i n  t h e  p o s i t i o n  o f  h a v i n g  t o  a d j u s t  downward t h e i r  
whole nomina l  p r i c e  l e v e l .  

The d e v i c e  used t o  a c h i e v e  a  d e c l i n e  i n  t h e  exchange  v a l u e  o f  
t h e  d o l l a r  -- borrowing  f u n d s  ( t h r o u g h  t h e  i s s u e  o f  RFC s e c u r i t i e s )  
t o  p u r c h a s e  g o l d  -- was n o t  u n p r e c e d e n t e d .  The i d e n t i c a l  d e v i c e  
was employed b e f o r e  1879 b u t  t h a t  t i m e  f o r  p r e c i s e l y  t h e  o p p o s i t e  
p u r p o s e :  t o  promote  a rise i n  t h e  exchange  v a l u e  o f  t h e  d o l l a r .  
A s  n o t e d  a b o v e ,  t h e  m e c h a n i c a l  a s  opposed  to  t h e  p s y c h o l o g i c a l  
e f f e c t s  of  t h e  a c c u m u l a t i o n  o f  a  g o l d  r e s e r v e  r e n d e r e d  r e s u m p t i o n  
more r a t h e r  t h a n  less d i f f i c u l t .  

A m a j o r  o b s t a c l e  t o  u s i n g  g o l d  a s  a  v e h i c l e  f o r  l o w e r i n g  t h e  
exchanye  v a l u e  o f  t h e  d o l l a r  and t h e r e b y  r a i s i n g  p r i c e s  was t h e  
e x i s t e n c e  of t h e  s o - c a l l e d  g o l d  c l a u s e  i n  many government  and 
p r i v a t e  o b l i g a t i o n s  and i n  p r i v a t e  c o n t r a c t s .  T h a t  c l a u s e ,  whose 
u s e  d a t e d  back t o  t h e  g r e e n b a c k  p e r i o d  a f t e r  t h e  C i v i l  War, r e q u i r e d  
payment e i t h e r  i n  g o l d  p r o p e r ,  or  i n  a  nomina l  amount o f  c u r r e n c y  
e q u a l  t o  t h e  v a l u e  o f  a  s p e c i f i e d  w e i g h t  o f  g o l d .  I t  was d e s i g n e d  
p r e c i s e l y  t o  p r o t e c t  l e n d e r s  and o t h e r s  a g a i n s t  c u r r e n c y  d e p r e c i a t i o n .  
T h i s  c l a u s e ,  i f  honored ,  would have m u l t i p l i e d  t h e  nomina l  o b l i g a t i o n s  



of  t h e  f e d e r a l  government  and o f  many p r i v a t e  b o r r o w e r s  f o r  i n t e r e s t  
and p r i n c i p a l  o f  d e b t  by t h e  r a t i o  o f  t h e  new p r i c e  o f  g o l d  t o  t h e  
o l d  p r i c e  o f  g o l d .  A c c o r d i n g l y ,  a  j o i n t  r e s o l u t i o n  was i n t r o d u c e d  
i n  Congres s  on May 61 and  p a s s e d  on J u n e  5, 1933 ,  a b r o g a t i n g  t h e  
g o l d  c l a u s e  i n  a l l  p u b l i c  and p r i v a t e  c o n t r a c t s ,  p a s t  and f u t u r e .  
I n  F e b r u a r y  1935 ,  t h e  Supreme C o u r t ,  by a  f i v e - t o - f o u r  d e c i s i o n ,  i n  
e f f e c t  uphe ld  t h e  c o n s t i t u t i o n a l i t y  o f  t h a t  r e s o l u t i o n .  Not u n t i l  
t h e  A c t  o f  O c t o b e r  28,  1977 ,  was t h e  p r o h i b i t i o n  a g a i n s t  g o l d  
c l a u s e s  removed, and e x p r e s s  a l l o w a n c e  f o r  t h e i r  u s e  p r o v i d e d .  

A t  t h e  o u t s e t ,  t h e  g o l d  p o l i c y  was one  o f  t w o  m u t u a l l y  i ncon-  
s i s t e n t  p o l i c i e s  w i t h  r e s p e c t  t o  t h e  mone ta ry  s t a n d a r d  s i m u l t ~ n e o u s l y  
pu r sued  by P r e s i d e n t  R o o s e v e l t .  The o t h e r  was t h e  o r g a n i z a t i o n  of 
a  World Monetary and Economic C o n f e r e n c e  which convened i n  London i n  
J u n e  1933.  P r e s i d e n t  Hoover had s e t  i n  t r a i n  t h e  a r r a n g e m e n t s  f o r  
t h e  c o n v o c a t i o n  o f  t h e  Confe rence  i n  May 1932 ,  and i t  was o r i g i n a l l y  
s c h e d u l e d  t o  b e  h e l d  i n  J a n u a r y  1933 .  The aim o f  t h e  Confe rence  
was to  a c h i e v e  c o o p e r a t i v e  a c t i o n  on i n t e r n a t i o n a l  economic p r o b l e m s ,  
and hopes  were  h i g h  t h a t  it would p r o d u c e  a n  ag reemen t  s t a b i l i z i n g  
f o r e i g n  exchange  a r r a n g e m e n t s .  But t h e  C o n f e r e n c e  was n e a r l y  a  
comple t e  f a i l u r e .  One r e a s o n  was t h a t ,  w h i l e  it was i n  p r o c e s s ,  
t h e  P r e s i d e n t  a p p a r e n t l y  d e c i d e d  d e f i n i t e l y  t o  a d o p t  t h e  p a t h  o f  
c u r r e n c y  d e p r e c i a t i o n .  He s e n t  a  message t o  t h e  C o n f e r e n c e  on J u l y  
2,  1933 ,  which d i s a s s o c i a t e d  t h e  Un i t ed  S t a t e s  f rom any  a t t e m p t  t o  
a c h i e v e  what  was d e s c r i b e d  a s  a  " t e m p o r a r y  and  p r o b a b l y  a n  a r t i f i c i a l  
s t a b i l i t y  i n  f o r e i g n  exchange  on t h e  p a r t  o f  a  few l a r g e  c o u n t r i e s "  
and was te rmed a  " s p e c i o u s  f a l l a c y . "  The message was a t  t h e  t i m e  
g i v e n  much o f  t h e  p u b l i c  blame f o r  t h e  f a i l u r e  o f  t h e  C o n f e r e n c e .  
However, w h a t e v e r  t h e  P r e s i d e n t  migh t  have  s a i d  and however c o n s i s t e n t  
u.S. p o l i c y  m i g h t  have been ,  i t  seems d u b i o u s  t h a t  t h e  economic 
p r e c o n d i t i o n s  e x i s t e d  f o r  a  v i a b l e  exchange  s t a b i l i z a t i o n  ag reemen t .  
The f u n d a m e n t a l  d i f f i c u l t i e s  were t h e  p r o b a b l e  i n c o m p a t i b i l i t y  o f  
t h e  exchange  r a t e s  o f  t h e  s t e r l i n g  b l o c  and  o f  t h e  n a t i o n s  t h a t  
s t i l l  remained  on g o l d ,  and t h e  u n w i l l i n g n e s s  a t  t h e  time of  t h e  
g o l d - b l o c  c o u n t r i e s  t o  change  t h e i r  g o l d  p a r i t i e s .  

The p e r i o d  o f  a  v a r i a b l e  p r i c e  f o r  g o l d  came to  an  end on 
J a n u a r y  3 1 ,  1 9 3 4 ,  when t h e  P r e s i d e n t ,  u n d e r  t h e  a u t h o r i t y  of  t h e  
Gold Rese rve  A c t  p a s s e d  t h e  d a y  b e f o r e ,  r educed  t h e  g o l d  c o n t e n t  of  
t h e  d o l l a r  t o  13 .71  g r a i n s  and t h u s  s p e c i f i e d  a  buy ing  and  s e l l i n g  
p r i c e  of  $35  a n  ounce  f o r  g o l d  (480/13 .71  = $ 3 5 ) .  H e  t h e r e b y  
d e v a l u e d  t h e  g o l d  d o l l a r  t o  59 p e r c e n t  o f  i t s  f o r m e r  w e i g h t .  Under 
t h e  terms o f  t h e  A c t ,  t i t l e  t o  a l l  g o l d  c o i n  and b u l l i o n  was to  be 
v e s t e d  i n  t h e  U n i t e d  S t a t e s ;  a l l  g o l d  c o i n s  were t o  b e  wi thdrawn 
from c i r c u l a t i o n  and m e l t e d  i n t o  b u l l i o n  and f u r t h e r  g o l d  c o i n a g e  
was t o  be  d i s c o n t i n u e d ;  t h e  S e c r e t a r y  o f  t h e  T r e a s u r y  was t o  c o n t r o l  
a l l  h o l d i n g s  and  d e a l i n g s  i n  g o l d ;  and  t h e  P r e s i d e n t  was a u t h o r i z e d  
t o  f i x  t h e  w e i g h t  o f  t h e  g o l d  d o l l a r  a t  a n y  l e v e l  between 50 and 60 
p e r c e n t  o f  i ts p r i o r  l e g a l  w e i g h t .  

S i n c e  t h e  T r e a s u r y  had f o r m e r l y  v a l u e d  i t s  own g o l d  h o l d i n g s  
a t  $20.67 a n  o u n c e ,  and p a i d  o n l y  t h a t  p r i c e  f o r  g o l d  i t  a c q u i r e d  
from p r i v a t e  i n d i v i d u a l s ,  commerc ia l  banks ,  and t h e  F e d e r a l  Rese rve  
Sys tem,  it r e a l i z e d  a  l a r g e  " p a p e r "  p r o f i t  f rom t h e  r e v a l u a t i o n  o f  



t h e  d o l l a r ;  which is to  s a y ,  t h e  T r e a s u r y  c o u l d  p r i n t  a d d i t i o n a l  
p a p e r  money e n t i t l e d  "go ld  c e r t i f i c a t e s "  t o  a  nomina l  v a l u e  o f  
n e a r l y  $3 b i l l i o n  w i t h o u t  a c q u i r i n g  a d d i t i o n a l  g o l d  and y e t  conform 
t o  t h e  l e g a l  r e q u i r e m e n t  t h a t  it h o l d  a  s p e c i f i e d  w e i g h t  o f  g o l d  
(now l e ss  t h a n  b e f o r e )  f o r  e a c h  d o l l a r  p r i n t e d .  Those g o l d  
c e r t i f i c a t e s  c o u l d  n o t  he l e g a l l y  h e l d  by p r i v a t e  i n d i v i d u a l s ,  b u t  
t h e y  c o u l d  be h e l d  by F e d e r a l  R e s e r v e  Banks.  A c c o r d i n g l y ,  t o  
r e a l i z e  i t s  " p r o f i t s , "  t h e  T r e a s u r y  had t o  t u r n  o v e r  g o l d  c e r t i f i c a t e s  
t o  t h e  F e d e r a l  Rese rve  Sys tem,  r e c e i v i n g  i n  r e t u r n  a d e p o s i t  c r e d i t  
t h a t  i t  c o u l d  c o n v e r t  i n t o  F e d e a l  R e s e r v e  n o t e s  o r  pay  o u t  by check .  
S t r i p p e d  o f  i ts  l e g a l  t r a p p i n g s ,  t h e  economic e f f e c t  was i d e n t i c a l  
w i t h  a  s i m p l e  g r a n t  of  a u t h o r i t y  to  t h e  T r e a s u r y  to p r i n t  and  p u t  
i n  c i r c u l a t i o n  n e a r l y  $3 b i l l i o n  o f  f i a t  c u r r e n c y  i n  a d d i t i o n  t o  
t h e  $ 3  b i l l i o n  i n  g r e e n b a c k s  a l r e a d y  a u t h o r i z e d  by t h e  Thomas 
Amendment t o  t h e  A g r i c u l t u r a l  Ad jus tmen t  A c t .  

Of t h e  p a p e r  p r o f i t ,  $ 2  b i l l i o n  was a p p r o p r i a t e d  t o  a 
s t a b i l i z a t i o n  fund s e t  up u n d e r  t h e  c o n t r o l  o f  t h e  S e c r e t a r y  o f  t h e  
T r e a s u r y ,  who, w i t h  t h e  a p p r o v a l  o f  t h e  P r e s i d e n t ,  was a u t h o r i z e d  
t o  d e a l  i n  g o l d ,  f o r e i g n  e x c h a n g e ,  and s u c h  o t h e r  i n s t r u m e n t s  o f  
c r e d i t  a s  h e  deened n e c e s s a r y  f o r  t h e  p u r p o s e  o f  s t a b i l i z i n g  t h e  
exchange  v a l u e  o f  t h e  d o l l a r .  Of t h e  b a l a n c e  o f  t h e  p a p e r  p r o f i t ,  
$645 m i l l i o n  w a s  used f o r  t h e  r e d e m p t i o n  o f  n a t i o n a l  bank n o t e s ,  
which s i m p l y  s u b s t i t u t e d  o n e  form o f  f i d u c i a r y  c u r r e n c y  f o r  a n o t h e r ;  
$ 2 7  m i l l i o n  w a s  t r a n s f e r r e d  t o  t h e  F e d e r a l  R e s e r v e  Banks f o r  making 
i n d u s t r i a l  l o a n s ;  $ 2  m i l l i o n  w a s  c h a r g e d  o f f  to  losses i n  m e l t i n g  
g o l d  c o i ~ i ;  and $141 m i l l i o n  re inained i n  t h e  G e n e r a l  Fund c a s h  b a l a n c e .  

Thus t h e  i n t e r l u d e  d u r i n g  which t h e  Un i t ed  S t a t e s  w a s  n o t  on  a  
g o l d  s t a n d a r d  w a s  c o n c l u d e d .  The t y p e  o f  g o l d  s t an r l a rd  o n  which i t  
o p e r a t e d  t h e r e a f t e r  is t h e  s u b j e c t  o f  t h e  s e c t i o n  t h a t  f o l l o w s .  

6 .  1934 - 1948 - -- t h e  i n t e r w a r ,  World War 11, and p o s t w a r  managed 
g o l d  s t a n d a r d d b  

The o f f i c i a l  p r i c e  o f  g o l d  remained  f i x e d  a t  $ 3 5  a n  ounce  from 
F e b r u a r y  1, 1934,  u n t i l  March 31 ,  1972 ,  when t h e  o f f i c i a l  p r i c e  was 
a l t e r e d  t o  $33 .  I n  t h i s  s e n s e ,  t h e  d a t e  i n  1934 marked t h e  r e t u r n  
t o  a  g o l d  s t a n d a r d .  But  t h e  g o l d  s t a n d a r d  t o  which t h e  LJ:litell 
S t a t e s  r e t u r n e d  was v e r y  d i f f e r e n t ,  b o t h  d o m e s t i c a l l y  and 
i n t e r n a t i o n a l l y ,  f r o n  t h e  one  i t  had l e f t  less t h a n  a  y e a r  e a r l i e r .  
The T r e a s u r y  b o u g h t  a l l  g o l d  o f f e r e d  t o  i t  by d o m e s t i c  p r o d u c e r s  a t  
t h e  p r i c e  o f  $35 a n  ounce and  s o l d  a t  t h i s  p r i c e  t o  l i c e n s e d  d o m e s t i c  
i n d u s t r i a l  u s e r s .  I n t e r n a t i o n a l l y ,  t h e  T r e a s u r y  b o u g h t  and s o l d  
g o l d  a t  t h e  ' ixed  p r i c e  i n  m o n e t a r y  t r a n s a c t i o n s  w i t h  f o r e i g n  
n o n e t a r y  a u t h o r i t i e s .  The h o l d i n g  o f  g o l d  c o i n  and b u l l i o n  was 
f o r b i d d e n  to  p r i v a t e  i n d i v i d u a l s  i n  t h e  Un i t ed  S t a t e s ,  e x c e p t  f o r  
u s e  i n  i n d u s t r y  and t h e  a r t s  and f o r  numismat ic  h o l d i n g s ,  and g o l d  
n o  l o n g e r  c i r c u l a t e d  d o m e s t i c a l l y .  The F e d e r a l  Rese rve  c o n t i n u e d  
t o  have a g o l d  r e s e r v e  r e q u i r e m e n t ,  b u t  t h e  s t a t e  o f  t h e  r e s e r v e  
was n o t  a  d i r e c t  i n f l u e n c e  on  p o l i c y  a t  a n y  time €ran 1q33  u n t i l  
t h e  t h r e a t e n e d  d e p l e t i o n  o f  t h e  g o l d  r e s e r v e  i n  t h e  p e r i o d  f rom 1948 
t o  1958 ,  u n J e r  t h e  Brl?t ton Noods a r r anqe rnen t s .  I1 1 9 4 5 ,  . ~ : ~ s n  t h e  
System was a p p r o a c h i n g  t h e  t h e n  e x i s t i G g  r e q u i r e m e n t  ( 4 0  p e r c e n t  f o r  



F e d e r a l  R e s e r v e  n o t e s  and 35  p e r c e n t  f o r  F e d e r a l  Rese rve  d e p o s i t s ) ,  
t h e  law wss changed t o  r e q u i r e  a un i fo rm 2 5  p e r c e n t .  

F ixed  buy ing  and s e l l i n g  p r i c e s  f o r  g o l d  were no l o n g e r  t h e  
n a i n  r e l i a n c e  f o r  m a i n t a i n i n g  r i g i d  exchange  r a t e s  w i t h  o t h e r  
c u r r e n c i e s ,  e v e n  t h o s e  of  c o u n t r i e s  n o m i n a l l y  on g o l d .  I n s t e a d ,  a  
new f i n a n c e  i n i n i s t r y  o r g a n  was c r e a t e d ,  t h e  s t a b i l i z a t i o n  f u n d ,  
w i t h  powers  t o  engage  i n  open  m a r k e t  p u r c h a s e  and s a l e  o f  f o r e i g n  
exchsngt.  and g o l d  t o  i n f l u e n c e  exchange  r a t e s .  Dur ing  t h e  l a t e  
i 9 3 0 s ,  most o f  t h e  s o - c a l l e d  g o l d - b l o c  c o u n t r i e s  f i n a l l y  l e f t  g o l d ,  
and n o m i n a l l y  f l o a t i n g  exchange  r a t e s  w i t h  government  i n t e rv .g .n t ion  
t h r o u g h  s t a b i l i z a t i o n  f u n d s  became t h e  r u l e .  Dur ing  t h e  w a r ,  many 
c o u n t r i e s  f i x e d  " o f f i c i a l "  exchange  r a t e s  b u t  s o u g h t  t o  m a i n t a i n  
t h e m  by e x t e n s i v e  c o n t r o l  o v e r  f o r e i g n  exchange  t r a n s a c t i o n s ,  
i m i t a t i n g  t h e  d e v i c e s  d e v e l o p e d  by Hja lmar  S c h a c h t  f o r  Germany i n  
t h e  1 9 3 0 ~ ~  r a t h e r  t h a n  by £ r e 3  p u r c h a s e  o r  s a l e  a t  f i x e d  p r i c e s  of  
e i t h e r  g o l d  or  f o r e i g n  exchange .  S i n c e  t h e n ,  a n  even  w i d e r  v a r i e t y  
of m u l t i p l e  exchange  r a t e s  came i n t o  u s e .  

A f t e r  1934 ,  t h e  ro le  o f  g o l d  i n  t h e  U n i t e d  S t a t e s  was n o t  t h a t  
of t h e  b a s e  o f  t h e  d o m e s t i c  m o n e t a r y  s y s t e m .  R a t h e r  i t  became a  
commodity whose p r i c e  was o f f i c i a l l y  s u p p o r t e d  i n  t h e  same way a s  
t h e  p r i c e  of  w h e a t ,  f o r  example ,  was u n d e r  v a r i o u s  a g r i c u l t u r a l  
s u p p o r t  p rog rams .*  The ma jo r  d i f f e r e n c e  is t h a t  t h e  s u p p o r t  p r i c e  
f o r  a g r i c u l t u r a l  p r o d u c t s  was p a i d  o n l y  to  d o m e s t i c  p r o d u c e r s ,  t h e  
g o l d - s u p p o r t  p r i c e  t o  f ~ r e i y n  mone ta ry  a a t h o r i t i e s  a s  w e l l .  I n  
a d d i t i o n ,  t h e  a g r i c u l t u r a l  p r o d u c t s  accumula t ed  were f r e e l y  s o i d  a t  
t h e  s u p p o r t  p r i c e s  to  anyone ,  t h e  g o l d  o n l y  t o  c e r t a i n  f o r e i g n  
p u r c h a s e r s  and to l i c e n s e d  d o m e s t i c  i n d u s t r i a l  u s e r s .  I n  c o n s e q u e n c e ,  - 

t h e  g o l d  program set  a  f l o o r  u n d e r  t h e  w o r l d  p r i c e  o f  g o l d  i n  t e r m s  
o f  d o l l a r s .  

The s u b s t i t u t i o n  i n  1934 o f  a  f i x e d  p r i c e  f o r  g o l d ,  r a t h e r  
t h a n  a  v a r i a b l e  p r i c e  a s  unde r  t h e  e a r l i e r  p u r c h a s e  program i n  1933  
and e a r l y  1934 ,  meant  t h a t  t h e  number of  d o l l a r s  s p e n t  on g o l d  was 
no l o n g e r  u n d e r  t h e  d i r e c t  c o n t r o l  of TJ.S. a u t h o r i t i e s .  Having 
f i x e d  t h e  p r i c e ,  t h e y  were  commit ted  t o  buy a l l  t h a t  was o f f e r e d  by  
f o r e i g n  m o n e t a r y  a u t h o r i t i e s  and d o m e s t i c  p r o d u c e r s .  Rut t h e  
e f f e c t s  of  such  p u r c h a s e s  were t h e  same a s  u n d e r  t h e  e a r l i e r  program. 
F o r  t h e  U n i t e d  Si:ai.es, t h e  p u r c h a s e s  mean t  a n  i n c r e a s e  i n  t h e  d o l l a r  
v a l u e  of  o t h e r  e x p o r t s  r e l a t i v e  t o  t h e  d o l l a r  v a l u e  o f  i m p o r t s ,  
t h a n k s  to  a rise i n  p r i c e s  of  i n t e r n a t i o n a l l y  t r a d e d  goods  r e l a t i v e  
t o  d o m e s t i c  goods  t h r o u g h  t h e  combined e f f e c t  of c h a n g e s  i n  exchange  

* H e r b e r t  J .  Coyne -- Many e c o n o m i s t s  would g e n e r a l l y  c o n s i d e r  g o l d ' s  
ro le  more d i s t i n c t i v e  t h a n  t h a t  o f  a n  o r d i n a r y  commo~li ty  i n  t h i s  
p e r i o d .  I n d e e d ,  D r .  Schwar t z  s t a t e s  i n  t h e  hook s h e  a u t h o r e d  w i t h  
M i l t o n  F r i edman ,  A Monetary H i s t o r y  o f  t h e  u n i t e d  S t a t e s ,  1867-1960 
( o n  p .  473 )  t h a t :  "The l i n k  be tween  g o l d  p u r c h a s e s  and T r e a s u r y  
a u t h o r i z a t i o n  t o  c r e a t e  high-powered money i s ,  o f  c o u r s e ,  t h e  main 
remnant  o f  t h e  h i s t o r i c a l  r o l e  o f  g o l d ,  and s t i l l  s e r v e s  t o  g i v e  
g o l d  soine s p e c i a l  monetary  s i g n i f i c a n c e . "  



r a t e s  and i n  d o m e s t i c  p r i c e  l e v e l s  o f  t h e  v a r i o u s  c o u n t r i e s .  F o r  
g o l d - p r o d u c i n g  c o u n t r i e s ,  t h e  p u r c h a s e s  meant  a  h i g h e r  p r i c e  f o r  
o n e  o f  t h e i r  p r o d u c t s ,  h e n c e  a n  e x p a n s i o n  i n  t h e  g o l d  i n d u s t r y  
r e l a t i v e  t o  o t h e r  i n d u s t r i e s  and  a  r ise i n  income.  F o r  g o l d - s t a n d a r d  
c ~ u n t r i e s ,  t h e  p r i c e  f i x e d  f o r  g o l d  i n  t h e  U n i t e d  S t a t e s  d e t e r m i n e d  
t h e  r a t e  o f  exchange  be tween  t h e i r  c u r r e n c i e s  and  d o l l a r s .  They 
e i t h e r  had t o  a d j u s t  t h e i r  i n t e r n a l  p r i c e  l e v e l  t o  t h a t  new r a t e  -- 
i n  t h e  p r o c e s s  p r e s u m a b l y  d i s p o s i n g  o f  some o f  t h e i r  r e s e r v e s  as  
measu red  i n  o u n c e s  o f  g o l d  -- o r  t o  change  t h e i r  own f i x e d  p r i c e  o f  
g o l d .  F o r  a l l  g o l d - s t a n d a r d  and  g o l d - p r o d u c i n g  c o u n t r i e s  e x c e p t  
t h e  u n i t e d  S t a t e s  and f o r  n o n g o l d - s t a n d a r d  and n o n g o l d - p r o d u c i n g  
c o u n t r i e s ,  t h e  g o l d  p u r c h a s e s  meant  a r e s h u f f l i n g  o f  i n t e r n a t i o n a l  
t r a d e  i n  r e s p o n s e  t o  a d e c r e a s e d  U.S. demand f o r  p r o d u c t s  o t h e r  
t h a n  g o l d ,  and  a n  i n c r e a s e d  demand f o r  s u c h  p r o d u c t s  by g o l d -  
p r o d u c i n g  c o u n t r i e s ;  t h e  p rog ram mean t  a n  i n c r e a s e d  s u p p l y  o f  
p r o d u c t s  f r o n  t h e  U n i t e d  S t a t e s  and  a  d e c r e a s e d  s u p p l y  o f  p r o d u c t s  
other t h a n  g o l d  f rom g o l d - p r o d u c i n g  c o u n t r i e s .  F i n a l l y ,  i n t e r n a t i o n a l  
t r a d e  had  t o  a d j u s t  t o  m e a s u r e s  a d o p t e d  by  g o l d - s t a n d a r d  c o u n t r i e s  
t o  mee t  l o s s  o f  t h e i r  r e s e r v e s .  

The p r i c e  f i x e d  f o r  g o l d  i n i t i a l l y  o v e r v a l u e d  t h e  p r o d u c t  and 
t h e r e f o r e  s t i m u l a t e d  a  r a p i d  i n c r e a s e  i n  p r o d u c t i o n  and  a  r a p i d  
a c c u m u l a t i o n  o f  gove rnmen t  s t o c k s .  P r o d u c t i o n  i n  t h e  U n i t e d  S t a t e s  
i n c l u d i n g  i t s  p o s s e s s i o n s  rose f rom less t h a n  2 .6  m i l l i o n  o u n c e s  i n  
1933  t o  5 m i l l o n  i n  1940;  i n  t h e  w o r l d  f rom 25 m i l l i o n  o u n c e s  i n  
1 9 3 3  t o  41 m i l l i o n  i n  1940 .  The r i s e  i n  p r i c e s  o f  o t h e r  c o m m o d i t i e s  
and s e r v i c e s  f rom 1940  t o  1948  l o w e r e d  t h e  r e l a t i v e  p r i c e  o f  g o l d  
and r e d u c e d  U.S. g o l d  o u t p u t  ( 1 9 4 8 )  be low i t s  1933  l e v e l ,  t h o u g h  
w o r l d  o u t p u t .  s t i l l  exceeded  t h e  l e v e l  o f  t h a t  y e a r .  

T h e r e  w a s  an  i n i t i a l  s h a r p  j u n p  i n  t h e  U.S. g o l d  s t o c k  from 
J a n u a r y  t o  F e b r u a r y  1934  t h a t  was a c c o u n t e d  f o r  p r i m a r i l y  by  t h e  
r e v a l u a t i o n  o f  g o l d ,  b u t  p a r t  w a s  p roduced  by  t h e  s u b s t a n t i a l  amount 
o f  g o l d  i m p o r t e d ,  a s  f o r e i g n e r s  t o o k  a d v a n t a g e  o f  t h e  h i g h e r  b u y i n g  
p r i c e  t h a t  b e c a n e  o f f i c i a l  o n  J a n u a r y  31. Gold was a l m o s t  i m m e d i a t e l y  
s h i p p e d  t o  t h e  U n i t e d  S t a t e s .  I n  t h e  s i x  weeks f rom F e b r u a r y  1 t o  
March 1 4 ,  more t h a n  $0 .5  b i l l i o n  o f  g o l d  ( v a l u e d  a t  t h e  new p r i c e )  
was i m p o r t e d .  Once th.2 i n i t i a l  r u s h  o f  g o l d  i m p o r t s  e n d e d ,  t h e  
g o l d  s t o c k  c o n t i n u e d  t o  r ise a t  a  f a i r l y  s t e a d y  r a t e  to  t h e  e n d  o f  
1337 .  U n t i l  F r a n c e  l e f t  g o l d  i n  l a t e  1 9 3 6 ,  r o u g h l y  h a l f  o f  U . S .  
g o l d  i m p o r t s  came from F r a n c e .  F o r  t h e  n e x t  y e a r ,  F r a n c e  was a n e t  
i m p o r t e r  of  g o l d  f rom ti12 U n i t e d  S t a t e s  r a t h e r  t h a n  a n e t  e x p o r t e r .  
Dur ing  t h e  l a s t  q u a r t e r  o f  1 9 3 7 ,  a l a r g e - s c a l e  w i t h d r a w a l  o f  f o r e i g n  
s h o r t - t e r m  b a l a n c e s  f o l l o w e d  rumors  t h a t  f u r t h e r  d e v a l u a t i o n  o f  t h e  
d o l l a r  w a s  b e i n g  c o n s i d e r e d  as  a p o s s i b l e  c o u n t e r - c y c l i c a l  i w a s u r e .  
Wi thd rawa l  of European  s h o r t - t e r m  f u n d s  f rom t h e  U n i t e d  S t a t e s  c e a s e d  
i n  J u l y  1938 .  These  c o m t e r  movenen t s  r o u g h l y  o f f s e t  t h e  f o r c e s  
making f o r  a  c o n t i n u e d  f l o w  o f  g o l d  t o  t h i s  c o u n t r y ,  so t h e  t o t a l  
g o l d  s t o c k  r ema ined  f a i r l y  s t e a d y  f rom autumn 1937 to  autumn 1938 .  
Munich t h e n  l e d  t o  a  f u r t h e r  f l i g h t  of c a p i t a l  f rom Europs  and a 
sudden  i n c r e a s e  i n  t h e  r a t e  o f  g o l d  i n f l o w .  The  o u t b r e a k  o f  war 
s i m p l y  m a i n t a i n e d  t h e  r a t e  o f  t h e  g o l d  i n f l o w .  The i n t e n s i f i c a t i o n  
o f  B r i t a i n ' s  war  e f f o r t  a f t e r  t h e  f a l l  o f  F r a n c e  i n  n a r l y  1940  and  
h e r  a t t e m p t  t o  t a p  American s u p p l i e s  o f  war  m a t e r i a l ,  a s  s h e  had i n  



World  War I ,  p r o d u c e d  a f u r t h e r  i n c r e a s e .  F i n a l l y ,  t h e  e n a c t m e n t  
of l e n d - l e a s e  i n  e a r l y  1 9 4 1 ,  w h i c h  r e l i e v e d  B r i t a i n  a n d  h e r  a l l i e s  
o f  t h e  n e c e s s i t y  o f  a c q u i r i n g  d o l l a r s  t o  f i n a n c e  w a r  p u r c h a s e s ,  
b r o u g h t  a n  e n d  t o  t h e  r a p i d  g r o w t h  of t h e  g o l d  s t o c k .  I n  sum,  t h e  
g o l d  s t o c k  i n  t h e  T r e a s u r y  rose f rom 2 0 0  m i l l i o n  o u n c e s  when t h e  
s u p p o r t  p r i ce  was  f i x e d  i n  e a r l y  1 9 3 1  t o  6 3 0  m i l l i o n  o u n c e s  b y  t h e  
end  o f  1 9 4 0 ,  a  r ise t h a t  was 1-3/4  times a s  much as  a g g r e g a t e  w o r l d  
o u t p u t  d u r i n g  t h e  i n t e r v e n i n g  p e r i o d .  The  g o l d  s t o c k  d e c l i n e d  
somewhat  d u r i n g  t h e  w a r ,  b u t  a n  i n f l o w  i n  1946-48 ,  a r i s i n g  f r o m  t h e  
demand f o r  U.S. g o o d s  o f  w a r  d e v a s t a t e d  a n d . n e u t r a 1  c o u n t r i e s ,  
b r o u g h t  t h e  s t o c k  t o  n e a r l y  a n  a l l -  t i m e  h i g h  i n  1 9 4 8  ( e x c e e d e d  o n l y  
i n  1 9 4 9 ) .  

The  r i s e  i n  t h e  d o l l a r  p r i c e  o f  c u r r e n c i e s  o f  g o l d - b l o c  
c o u n t r i e s  was  a t  f i r s t  n u c h  g r e a t e r  t h a n  t h a t  of  c u r r e n c i e s  n o t  
l i n k e d  t o  g o l d .  From J a n u a r y  1 9 3 3  t o  S e p t e m b e r  1 9 3 4  t h e  r i s e  w a s  
7 0  p e r c e n t  f a r  t h e  c u r r e n c i e s  o f  F r a n c e ,  S w i t z e r l a n d ,  B e l g i u m ,  t h e  
N e t h e r l a n d s ,  a n d  I t a l y ,  a n d  l e s s  t h a n  5 0  p e r c e n t  f o r  t h e  pound 
s t z r l i n g .  The g o l d - s t a n d a r d  c u r r e n c i e s  t h e r e f o r e  a p p r e c i a t e d  n o t  
o n l y  r e l a t i v e  t o  t h e  d o l l a r  b u t  a l s o  r e l a t i v e  t o  o t h e r  c u r r e n c i e s .  
The d i f f e r e n t i a l  a p p r e c i a t i o n  m e a s u r e d  t h e  s p e c i a l  i i n p a c t  o f  o u r  
g o l d  p r i c e - s u p p o r t  p r o g r a m  o n  t h e  p o s i t i o n  o f  t h e  g o l d - s t a n d a r d  
c o u n t r i e s .  The fact t h a t  t h e y  l o s t  g o l d  m e a n t  t h a t  t h e y  b o r e ,  a s  
i t  were, a l a r g e r  p a r t  o f  t h e  e f f e c t  o f  t h e  e x p a n s i o n  o f  U . S .  
e x p o r t s  a n d  c o n t r a c t i o n  o f  u .S .  imports o t h e r  t h a n  g o l d  t h a n  o t h e r  
c o u n t r i e s  d i d ,  and t h e r e b y  c u s h i o n e d  t h e  i n i t i a l  i m p a c t  o n  t h o s e  
o t h e r  c o u n t r i e s .  

Had n o t h i n g  e l se  i n t e r v e n e d ,  t h e  g o l d - s t a n d a r d  c o u n t r i e s  woul?  
h a v e  had t o  r e d u c e  t h e i r  i n t e r n a l  p r i c e  l e v e l s  r e l a t i v e  t o  t h o s e  o f  
o t h e r  c o u n t r i e s  i n  o r d e r  t o  s t a y  o n  g o l d ,  t h a t  is ,  i n  o r d e r  t o  
r e n d e r  s o m e t h i n g  l i k e  t h e  new s t r u c t u r e  o f  e x c h a n g e  ra tes  c o n s i s t e n t  
w i t h  n o  p r e s s u r e  o n  t h e  b a l a n c e  o f  p a y m e n t s .  I n  f a c t ,  s o m e t h i n g  
e l se  d i d  i n t e r v e n e ,  b u t  i t  i n t e n s i f i e d  r a t h e r  t h a n  e a s e d  t h e  p r o b l e m  
o f  t h e  g o l d - s t a n d a r d  c o u n t r i e s .  Go ld  p u r c h a s e s  u n d e r  t h e  f i x e d  
p r i c e - s u p p o r t  p rogra ln  c o i n c i d e d  w i t h  a  f l i g h t  o f  c a p i t a l  t o  t h e  
U n i t e d  S t a t e s  f rom E u r o p e  l a r q e l y  i n d u c e d  b y  p o l i t i c a l  c h a n g e s :  
f i r s t ,  t h e  r i s e  t o  power  o f  H i t l e r  i n  Germany w h i c h  l e d  t o  a l a r g e -  
s c a l e  a t t e m p t  t o  t r a n s f e r  c a p i t a l  o u t  o f  Germany; t h e n  t h e  i n c r e a s i n g  
f e a r s  o f  w a r  w h i c h  l e d  t o  f l i g h t  o f  c a p i t a l  f r o n  F r a n c e ,  B r i t a i n ,  
and  o t h e r  E u r o p e a n  c o u n t r i e s .  

I f  t h e  U n i t e d  S t a t e s  had  c o n t i n u e d  i t s  f l o a t i n g  e x c h a n g e - r a t e  
p o l i c y  o f  1 9 3 3  a n d  h a d  f i x e d  n o  f i r m  p r i c e  a t  w h i c h  i t  was  w i l l i n g  
to b u y  t h e  w o r l d ' s  g o l d ,  t h e  c a p i t a l  f l i g h t  would  h a v e  p r o d u c e d  a n  
a p p r e c i a t i o n  o f  t h e  U.S. d o l l a r  r e l a t i v e  t o  o t h e r  c u r r e n c i e s ,  w h i c h  
w o u l d  h a v e  d i s c o u r a g e d  e x p o r t s  f r o m  t h e  U.S. and  e n c o u r a g e d  i m p o r t s  
i n t o  t h e  U.S. T h a t  o u t c o m e  w o u l d  h a v e  p r o d u c e d  t h e  u n f a v o r a b l e  
b a l a n c e  o f  t r a d e  r e q u i r e d  a s  t h e  p h y s i c a l  s i d e  o f  t h e  c a p i t a l  i m p o r t  
-- a n d  i n c i d e n t a l l y ,  wou ld  h a v e  w o r k e d  a g a i n s t  o n e  o f  t h e  d o m e s t i c  
o b j e c t i v e s  o f  N e w  Deal p o l i c y ,  n a m e l y ,  t o  r a i se  e x p o r t s  r e l a t i v e  t o  
imports a s  a means  o f  s t i m u l a t i n g  e m p l o y m e n t .  I f ,  i n s t e a d ,  t h e  
l1.S. a n d  o t h e r  c o u n t r i e s  i n v o l v e d  h a d  a l l  b e e n  o n  a g o l d  s t a n d a r d  

t h e  n i n e t e e n t h  c e n t u r y  v a r i e t y ,  t h e  a t t e m p t  t o  t r a n s f e r  c a p i t a l  t o  



t h e  U.S. would have  i n c r e a s e d  g o l d  r e s e r v e s  i n  t h i s  c o u n t r y ,  e v e n  
w i t h o u t  a  r ise i n  t h e  d o l l a r  p r i c e  o f  g o l d ,  and d e c r e a s e d  g o l d  r e s e r v e s  
a b r o a d ;  i t  would have  i n c r e a s e d  p r o p o r t i o n a t e l y  t h e  money s t o c k  i n  
t h e  U.S. and  t h e r e b y  have  proinoted a rise i n  d o m e s t i c  p r i c e s  and  
income;  and i t  would have  d e c r e a s e d  t h e  money s t o c k  a b r o a d  and t h e r e b y  
have  promoted a  f a l l  i n  p r i c e s  and income i n  f o r e i g n  c o u n t r i e s .  
These  c h a h g e s  would have  t e n d e d  t o  p r o d u c e  p r e c i s e l y  t h e  same s h i f t  
i n  r e l a t i v e  p r i c e s  and t h e  same u n f a v o r a b l e  b a l a n c e  of t r a d e  a s  t h e  
a p p r e c i a t i o n  of  t h e  d o l l a r  u n d e r  t h e  h y p o t h e t i c a l  f l o a t i n g  exchange  
r a t e s  would have  done .  

S i n c e  t h e  f l i g h t  of  c a p i t a l  c o n s t i t u t e d  a n  i n c r e a s e d  demand f o r  
d o l l a r s ,  i t s  e f f e c t  on exchange  r a t e s  and o n  U . S .  t r a d e  i n  commodi t i e s  
and s e r v i c e s  o t h e r  t h a n  g o l d  were i n  p r e c i s e l y  t h e  t h e  o p p o s i t e  
d i r e c t i o n  t o  t h o s e  o f  t h e  g o l d  p r i c e - s u p p o r t  program and t e n d e d  t o  
o f f s e t  them. T h e r e  was s i m u l t a n e o u s l y  a n  i n c r e a s e d  o f f e r  o f  d o l l a r s  
f o r  g o l d  on t h e  p a r t  of t h e  U.S. Government and and a n  i n c r e a s e d  
demand on t h e  p a r t  of  f o r e i g n e r s  f o r  d o l l a r s  t o  h o l d .  By t r a d i n g  
a s s e t s  hell1 a b r o a d  f o r  g o l d  and  t r a n s f e r r i n g  t h e  g o l d  t o  t h e  U.S. 
T r e a s u r y ,  f o r e i g n e r s  c o u l d  a c q u i r e  d o l l a r s  and t h e  T r e a s u r y  c o u l d  
a c q u i r e  g o l d  w i t h o l ~ t  i n  a n y  way a f f e c t i n g  t h e  r e s t  of  t h e  U.S. b a l a n c e  
o f  payments .  To  t h e  e x t e n t  t h a t  such  o f f s e t t i n g  o c c u r r e d ,  t h e  g o l d  
program d i d  n o t  a f f e c t  U . S .  t r a d e  c u r r e n t s  and  t h e  r e l a t i v e  p r i c e s  
o f  i n t e r n a t i o n a l l y  t r a d e d  goods  i n  ways r e f e r r e d  t o  e a r l i e r .  S i n c e  
s u c h  c h a n g e s  i n  t r a d e  c u r r e n t s  and r e l a t i v e  p r i c e s  t e n d e d  to  r e d u c e  
t h e  amount of  g o l d  o f f e r e d  f o r  s a l e  t o  t h e  U n i t e d  S t a t e s  a t  i t s  
f i x e d  p r i c e ,  t h e  c a p i t a l  i n f l o w  meant  t h a t  t h i s  c o u n t r y  a c q u i r e d  a  
l a r g e r  amount of  g o l d  a t  $35  a n  ounce  t h a n  i t  o t h e r w i s e  would have .  
Xence,  w h i l e  t h e  c a p i t a l  i n f l o w  a n d  t h e  g o l d  p r i c e - s u p p o r t  program 
had o p p o s i t e  e f f e c t s  on U . S .  exchange  r a t e s  and on  U . S .  t r a d e  i n  
commodi t i e s  and s e r v i c e s  o t h 2 r  t h a n  g o l d ,  b o t h  t ended  t o  r a i s e  i t s  
g o l d  s t o c k .  Fo r  g o l d - s t a n d a r d  c o u n t r i e s  t h a t  were t h e m s e l v e s  s u b j e c t  
t o  a  c a p i t a l  o u t f l o w  -- t h a t  i s ,  f o r  a l l  t h e  i m p o r t a n t  g o l d - b l o c  
c o u n t r i e s  t h a t  had remained  on g o l d  a f t e r  1933  -- t h e  c a p i t a l  
o u t f l o w  r e i n f o r c e d  r a t h e r  t h a n  o E f s e t  t h e  e f f e c t  o f  t h e  g o l d  p r i c e -  
s u p p o r t  program. I t  r e q u i r e d  a n  a d d i t i o n a l  r e d u c t i o n  i n  i n t e r n a l  
p r i c e  l e v e l s  beyond t h a t  c a l l e d  f o r  by t h e  s u p p o r t  p rogram.  E x p o r t s  
had d o  be s t i l l  l a r g e r  r e l a t i v e  t o  i m p o r t s  i f  t h e y  were t o  f i n a n c e  
t h e  c a p i t a l  o u t f l o w  w i t h o u t  a  c o n t i n u e d  o u t f l o w  o f  g o l d .  

The d e f l a t i o n  t h a t  would have  been  r e q u i r e d  by t h e  combined 
e f f e c t  of t h e  U.S. g o l d  p r i c e - s u p p o r t  p rogram and t h e  c a p i t a l  o u t f l o w  
was more t h a n  t h e  g o l d - b l o c  c o u n t r i e s  were w i l l i n g  t o  u n d e r g o ,  a s  
p e r h a p s  t h e  e f f e c t  o f  e i t h e r  a l o n e  m i g h t  a l s o  have  been .  A c c o r d i n g l y ,  
i n  t h e  f a l l  of  1936 ,  F r a n c e  and S w i t z e r l a n d  d e v a l u e d  t h e i r  c u r r e n c i e s  
i n  c o n j u n c t i o n  w i t h  a t r i p a r t i t e  ag reemen t  be tween  t h e  U n i t e d  S t a t e s ,  
F r a n c e ,  and G r e a t  B r i t i a n .  The gove rnmen t s  o f  Belgium and t h e  
N e t h e r l a n d s ,  which f o l l o w e d  s u i t ,  and S w i t z e r l a n d  a l s o  s u b s c r i b e d  t o  
t h e  ag reemen t  .27 

A l l  t h e s e  c o u n t r i e s  s e t  up exchange  s t a b i l i z a t i o n  f u n d s .  The 
T r i p a r t i t e  Agreement o f  September  2 5 ,  1936 ,  p r o v i d e d  t h a t  s t a b l i z a -  
t i o n  fund  h o l d i n g s  of  f o r e i g n  c u r r e n c i e s  would be  used t o  a v o i d  
u n d e s i r a b l e  f l u c t u a t i o n s  i n  exchange  r a t e s .  Arrangements  f o r  



mutua l  c u r r e n c y  s u p p o r t  were u n d e r t a k e n ,  based  on d a i l y  g o l d  
s e t t l e m e n t s  a t  p r e a r r a n g e d  p r i c e s .  Each d a y  t h e  a u t h o r i t i e s  o f  
t h e  s i x  c o u n t r i e s  would c a b l e  e a c h  o t h e r  t h e  p r i c e s  i n  terms o f  
t h e i r  own c u r r e n c i e s  a t  which t h e y  would s e l l  and buy g o l d  f o r  t h e  
n e x t  twen ty - fou r  h o u r s .  Each p a r t y  would t h e n  d e c i d e ,  w i t h o u t  
r i s k  of  exchange  losses ,  t h e  buy ing  and  s e l l i n g  r a t e s  f o r  t h e  
c u r r e n c i e s  o f  t h e  o t h e r  p a r t i c i p a n t s .  F o r e i g n  b a l a n c e s  a t  t h e  end 
of e a c h  d a y  were c o n v e r t i b l e  i n t o  g o l d  a t  t h e  g u a r a n t e e d  p r i c e .  
The Agreement was a  p r e c u r s o r  of  t h e  swap a r r a n g e m e n t s  t h a t  t h e  
i n d u s t r i a l i z e d  c o u n t r i e s  p e r f e c t e d  d u r i n g  t h e  B r e t t o n  Woods p e r i o d  
of i n t e r n a t i o n a l  mone ta ry  a r r a n g e m e n t s .  Under t h e  Agreement ,  t h e  
U.S. Exchange S t a b i l i z a t i o n  Fund p u r c h a s e d  f o r e i g n  c u r r e n c i e s  i n  
N e w  York a t  r a t e s  t h e  f o r e i g n  f u n d s  d e t e r m i n e d  and t h a t  d a y  c o n v e r t e d  
t h e s e  c u r r e n c i e s  i n t o  g o l d  ea rmarked  t o  i ts  a c c o u n t  ab road  or  
r e l e a s e d  t o  i t  from f o r e i g n  ea rmarked  h o l d i n g s  i n  t h e  u n i t e d  S t a t e s .  
Ma in ly ,  however ,  g o l d  i m p o r t s  i n t o  t h e  U n i t e d  S t a t e s  were s o l d  
d i r e c t l y  by  f o r e i g n  mone ta ry  a u t h o r i t i e s  o r  p r i v a t e  i m p o r t e r s  t o  
t h e  U.S. T r e a s u r y .  

I n  p u r c h a s i n g  g o l d ,  a s  i n  p u r c h a s i n g  a g r i c u l t u r a l  o r  o t h e r  
commodi t i e s ,  t h e  U.S. Government c a n  b e  s a i d  to  have  t h r e e  s o u r c e s  
of  f u n d s :  t a x  r e c e i p t s ,  b o r r o w i n g ,  o r  money c r e a t i o n .  The one  
d i f f e r e n c e  i s  t h a t  t h e  s u p p o r t  program f o r  o t h e r  commodi t i e s  
( e x c e p t i n g  s i l v e r )  c a r r i e d  w i t h  i t  no a u t h o r i z a t i o n  to  c r e a t e  
money, whereas  t h e  s u p p o r t  p rogram Eor g o l d  d i d ,  t h e r e b y  a u t o -  
m a t i c a l l y  p r o v i d i n g  t h e  f i n a n c i a l  means f o r  i t s  c o n t i n u a n c e .  
T r e a s u r y  d e p o s i t s  a t  F e d e r a l  R e s e r v e  Banks c o u l d  b e  i n c r e a s e d  
t h r o u g h  g o l d  p u r c h a s e s  by  g o l d  c e r t i f i c a t e  c r e d i t s  e q u a l  t o  t h e  
amount o f  g o l d  p u r c h a s e d  times t h e  o f f i c i a l  p r i c e  o f  g o l d .  Excep t  
f o r  a  minor  h a n d l i n g  c h a r g e  (1 /4  o f  1 p e r c e n t ) ,  t h i s  was a l s o  i n  
p r a c t i c e  t h e  amount t h e  T r e a s u r y  s p e n t  by d rawing  a  c h e c k  on  i t s  
d e p o s i t s  i n  a c q u i r i n g  g o l d .  Gold p u r c h a s e s  were u s u a l l y  f i n a n c e d  
i n  t h i s  way; h e n c e ,  i n c r e a s e s  i n  t h e  g o l d  s t o c k p i l e  produced  no  
a u t o m a t i c  b u d g e t a r y  p r e s s u r e .  The l i n k  be tween  g o l d  p u r c h a s e s  
and t h e  T r e a s u r y  a u t h o r i z a t i o n  t o  c r e a t e  high-powered money was 
t h e  main remnant  of  t h e  h i s t o r i c a l  role o f  g o l d ,  and seemed 
t o  g i v e  g o l d  some s p e c i a l  mone ta ry  s i g n i f i c a n c e .  The one  i m p o r t a n t  
o c c a s i o n  when a  d i f f e r e n t  method o f  f i n a n c e  was used was i n  1 9 3 7 ,  
when t h e  T r e a s u r y  " s t e r i l i z e d "  o l d  by p a y i n g  f o r  g o l d  w i t h  f u n d s  
r a i s e d  t h r o u g h  s e c u r i t y  i s s u e s .  3 8  

I t  is e a s i e r  t o  d e s c r i b e  t h e  g o l d  p o l i c y  o f  t h e  U n i t e d  S t a t e s  
d u r i n g  t h e  y e a r s  1934-1945 t h a n  i t  i s  t o  d e s c r i b e  t h e  r e s u l t i n g  
mone ta ry  s t a n d a r d  o f  t h e  U n i t e d  S t a t e s .  I t  was n o t  a  g o l d  s t a n d a r d  
i n  t h e  s e n s e  t h a t  t h e  volume o f  g o l d  o r  t h e  m a i n t e n a n c e  o f  t h e  
nomina l  v a l u e  o f  g o l d  a t  a  f i x e d  p r i c e  c o u l d  be  s a i d  t o  d e t e r m i n e  
d i r e c t l y  o r  even  a t  s e v e r a l  removes t h e  volume o f  money. I t  was 
c l e a r l y  a  f i d u c i a r y  r a t h e r  t h a n  a  commodity s t a n d a r d ,  b u t  i t  is 
n o t  p o s s i b l e  t o  s p e c i f y  b r i e f l y  who managed i t s  q u a n t i t y  and o n  
what  p r i n c i p l e .  The F e d e r a l  Rese rve  Sys tem,  t h e  T r e a s u r y ,  and s t i l l  
o t h e r  a g e n c i e s  s u p e r v i s i n g  t h e  b a n k i n g  s y s t e m  a f f e c t e d  t h e  q u a n t i t y  
o f  money by  t h e i r  a c t i o n s  i n  a c c o r d a n c e  w i t h  a 
o b j e c t i v e s .  I n  p r i n c i p l e ,  t h e  F e d e r a l  R e s e r v e  

wide v a r i e t y  o f  
System had t h e  



power  t o  make t h e  q u a n t i t y  o f  money a n y t h i n g  t h a t  i t  w i s h e d ,  w i t h i n  
b r o a d  l i m i t s ,  b u t  i t  s e l d o m  s t a t e d  i t s  o b j e c t i v e s  i n  t h e s e  terms. 
I t  some t imes ,  a s  when i t  s u p p o r t e d  t h e  p r i c e s  o f  gove rnmen t  s e c u r i t i e s  
f rom 1 9 4 2  t o  1 9 5 1 ,  e x p l i c i t l y  r e l i n q u i s h e d  i t s  c o n t r o l .  And i t  c l e a r l y  
was n o t  u n a f f e c t e d  i n  i t s  a c t i o n s  by  g o l d  f l o w s .  So l o n g  as  t h e  e x -  
change  r a t e  be tween  t h e  d o l l a r  and  o t h e r  c u r r e n c i e s  w a s  k e p t  f i x e d ,  t h e  
b e h a v i o r  o f  r e l a t i v e  s t o c k s  o f  money i n  v a r i o u s  c o u n t r i e s  w a s  n e c e s -  
s a r i l y  close t o  what  would b e  p roduced  b y  g o l d  s t a n d a r d s  y i e l d i n g  t h e  
same exchange  r a t e s ,  e v e n  t hough  t h e  mechanism m i g h t  b e  q u i t e  d i f f e r e n t .  

7 .  1948-1968 -- t h e  B r e t t o n  Woods d o l l a r / g o l d  s t a n d a r d  systemag 

The i n t e r n a t i o n a l  m o n e t a r y  s y s t e m  t h a t  was d e s i g n e d  a t  t h e  B r e t t o n  
Woods C o n f e r e n c e  i n  1944  r e f l e c t e d  p r o f e s s i o n a l  v i e w s  o n  t h e  d e f e c t s  
o f  t h e  a r r a n g e m e n t s  t h a t  h a d  p r e v a i l e d  i n  t h e  1 9 3 0 s .  P r o t e c t i o n i s t  
t r a d e  p o l i c i e s ,  exchange  c o n t r o l s ,  and c o m p e t i t i v e  c u r r e n c y  d e p r e c i a t i o n  
o f  t h e  pre-World  War I1 p e r i o d  were t h e  c a u t i o n a r y  e x p e r i e n c e s  t o  be 
a v o i d e d  by t h e  p o s t w a r  w o r l d .  Removal o f  c o n t r o l s  o n  t r a d e  and payments  
unde r  a  s y s t e m  of f i x e d  e x c h a n g e  ra tes ,  w i t h  a d j u s t m e n t  o f  p a r i t i e s  
l i m i t e r 1  t o  " f u n d a m e n t a l "  d i s e q u i l i b r i u m  i n  t h e  b a l a n c e  o f  paymen t s ,  
a c c o r d i n g l y  were t h e  g o a l s  o f  t h e  s y s t e m  c r e a t e d  by  t h e  d e l e g a t e s  t o  
t h e  C o n f e r e n c e .  The l e n d i n g  f a c i l i t i e s  o f  t h e  I n t e r n a t i o n a l  Moneta ry  
Fund were t o  b e  a v a i l a b l e  t o  s u p p l e m e n t  INF members '  g o l d  and  f o r e i g n  
exchange  r e s e r v e s  to  p r o v i d e  them l i q u i d i t y  when i n  t e m p o r a r y  b a l a n c e  
o f  paymen t s  d e f i c i t .  

Under  t h e  B r e t t o n  Woods Agreement  o f  1 9 4 4 ,  t h e  A r t i c l e s  o f  
Agreement  o f  t h e  I n t e r n a t i o n a l  Mone ta ry  Fund p r 3 v i d e d  t h a t  c u r r e n c y  
p a r  v a l u e s  s h o u l d  b e  e x p r e s s e d  i n  terms o f  g o l d  o r  t h e  U.S. d o l l a r  
e x p r e s s e d  i n  g o l d .  IPlF ~nemSers  were  r e q u i r e d  t o  p a y  25  p e r c e n t  o f  
t h e i r  q u o t a  s u b s c r i p t i o n s  i n  g o l d ,  w i t h  some d i s c r e t i o n  a l l o w e d  t o  
r e d t ~ c e  t h e  g o l d  p r o p o r t i o n  f o r  c o u n t r i e s  w i t h  a  weak r e s e r v e  p o s i t i o n .  
Gold s u b s c r i p t i o n  payments  became a  p e r m a n e n t  asse t  o f  t h e  Fund 
a v a i l a b l e  t o  s u p p l e m e n t  i t s  l e n d i n g  r e s o u r c e s ;  many t y p e s  o f  t r a n s -  
a c t i o n s  be tween  t h e  IMF and i t s  members were  r e q u i r e d  t o  he  made i n  
g o l d ;  and members were  r e q u i r e d  t o  m a i n t a i n  t h e  g o l d  v a l u e  o f  IMF 
h o l d i n g s  o f  t h e i r  c u r r e n c i e s .  Thus  g o l d  was t o  p l a y  a  c e n t r a l  r o l e  
i n  v i r t u a l l y  211  a s p e c t s  o f  IP4F o p e r ~ i t i o n s ,  and o f  c o u n t r i e s '  
i n t e r n a t i o n a l  inone ta ry  o b l i g a t i o n s  a s  d e f i n e d  i n  t h e  IMF A r t i c l e s . *  

A s  t h ?  B r e t t o n  Woods s y s t e m  e v o l v e d  i n  p r a c t i c e ,  n o s t  c o u n t r i e s  
m a i n t a i n e d  t h e  l e g a l  p a r  v a l u e s  f o r  t h e i r  c u r r e n c i e s  b y  i n t e r v e n i n g  i n  
t h e  e x c h a n g e  m a r k e t s  t o  i n a i n t a i n  e x c h a n ~ e  r a t e s  f o r  t h e i r  c u r r e n c i e s  a t  
s p e c i f i e d  l e v e l s  i n  terms o f  t h e  U.S. d o l l a r .  O n l y  t h e  U n i t e d  S t a t e s  
met i t s  p a r  v a l u e  o b l i g a t i o n s  by u n d e r t a k i n g  f r e e l y  t o  buy and  s e l l  
go113 i n  o f f i c i a l  t r a n s a c t i o n s  a t  t h e  o f f i c i a l  p r i c e  -- t h e  d o l l a r ' s  
p a r  v a l u e .  The  e n t i r e  s y s t e m  o f  exchange  r a t e s  was t h u s  l i n k e d  t o  
g o l d  t h r o u g h  t h e  c o n v e r t i b i l i t y  u n d e r t a k i n g s  o f  t h e  U n i t e d  S t a t e s .  

*Congressman Henry S. R e u s s  -- T h i s  i n t e r p r e t a t i o n  d i s t o r t s  t h e  
n e a n i n g  o f  t h e  B r e t t o n  Woods s y s t e m  and e x a g g e r a t e s  t h e  r o l e  o f  g o l d  i n  
i t .  I n  f a c t ,  t h e  B r e t t o n  Woods s y s t e m  was d e s i g n e d  t o  a l l o w  exchange  
r a t e s  t o  v a r y  i n  a n  o r d e r l y  w3y, n o t  t o  f i x  them. I t s  a u t h o r s ,  
i n c l u d i n g  Keynes ,  v iewed i t  a s  t h e  v e r y  a n t i t h e s i s  o f  a  g o l d  s t a n d a r d .  



The e s t a b l i s h m e n t  o f  p a r  v a l u e s  f o r  c u r r e n c i e s  was an  i m p o r t a n t  
item on t h e  F u n d ' s  agenda .  Canada,  F r a n c e ,  t h e  N e t h e r l a n d s ,  t h e  
Uni ted  Kingdom and t h e  Un i t ed  S t a t e s  d e c l a r e d  t h e i r  p a r  v a l u e s  i n  
December 1946;  Germany and  J a p a n  i n  1953 ,  s h o r t l y  a f t e r  t h e y  became 
members; and I t a l y ,  n o t  u n t i l  1960. Some of  t h e s e  p a r i t i e s  were 
s h o r t - l i v e d .  A n  a b o r t i v e  a t t e m p t  a t  c o n v e r t i b i l i t y  of  s t e r l i n g  
i n  1947 ended i n  September  1949 ,  when t h e  pound was d e v a l u e d .  The 
N e t h e r l a n d s  t h e r e u p o n  d e v a l u e d  t h e  g u i l d e r ,  and F r a n c e ,  which had 
had s e p a r a t e  r a t e s  f o r  f i n a n c i a l  and commerc ia l  t r a n s a c t i o n s ,  
u n i f i e d  them, d e p r e c i a t i n g  t h e  f r a n c  v i s - a - v i s  s t e r l i n g .  

I n  p r i v a t e  g o l d  m a r k e t s  u n t i l  1953 ,  t h e  p r i c e  o f  g o l d  was a t  
a  premium, b a t  t h e  IMF r u l e  r e q u i r e d  mone ta ry  a u t h o r i t i e s  t o  r e f r a i n  
from s e l l i n g  g o l d  a t  premium p r i c e s .  I n  March 1354 ,  s e v e r a l  months  
a f t e r  t h e  premium had been  e l i m i n a t e d ,  r e f l e c t i n g  b a l a n c e  o f  s u p p l y  
and demand, t h e  London g o l d  m a r k e t  r e o p e n e d .  Fo r  t h e  rest  o f  t h e  
d e c a d e ,  t h e  p r i c e  o f  g o l d  i n  p r i v a t e  m a r k e t s  remained  a t  $35 a n  
o u n c e .  

With t h e  r e t u r n  of  many European  c u r r e n c i e s  t o  c o n v e r t i b i l i t y  
i n  1959 ,  t h e  a c h i e v e m e n t  of  t h e  B r e t t o n  Woods c o n c e p t i o n  o f  i n t e r -  
n a t i o n a l  mone ta ry  no rma lcy  seemed o n l y  a  m a t t e r  o f  t i m e .  The o u t -  
f l o w  o f  d o l l a r s  i n  U.S. o f f i c i a l  a i d ,  m i l i t a r y  s p e n d i n g ,  and  p r i v a t e  
i n v e s t m e n t ,  and  economic r e c o v e r y  i n  Europe and J a p a n  had e n a b l e d  
f o r e i g n e r s  t o  add t o  t h e i r  h o l d i n g s  o f  d o l l a r s  and g o l d .  A p a r t  
from t h e  1950-51 Korean war u p s u r g e ,  U.S. p r i c e s  were g e n e r a l l y  
s t a b l e  u n t i l  t h e  m i d d l e  of  t h e  d e c a d e  o f  t h e  ' 6 9 s ,  and t h e i r  r a t e  
of  r ise g e n e r a l l y  l o w e r  t h a n  i n  t h e  r e s t  o f  t h e  w o r l d .  Money 
s u p p l i e s  i n  t h e  res t  0 2  t h e  wor ld  ( e x c e p t  i n  t h e  U.K.) grew a t  a  
f a s t e r  r a t e  t h a n  i n  t h e  U.S. p e r h a p s  as a r e s u l t  of t h e  U.S. 
c o n t r i b u t i o n  t o  t h e  b ~ i l d u p  o f  o t h e r  c o u n t r i e s 1  mone ta ry  r e s e r v e s .  
The d o l l a r ' s  s t a t u s  as t h e  r e s e r v e  c u r r e n c y  o f  t h e  i n t e r n a t i o n a l  
econony seemed i m p r e g n a b l e .  Commercial  b a n k s  and  p r i v a t e  f i r m s  
c o u l d  make f o r e i g n  payments  i n  t h e i r  c o n v e r t i b l e  c u r r e n c i e s  w i t h o u t  
t h e  a p p r o v a l  of c e n t r a l  banks .  T a r i f f  and  q u o t a  r e s t r i c t i o n s  on  
commodity t r a d e  among t h e  i n d u s t r i a l i z e d  c o u n t r i e s  were  e a s e d  and 
f o r e i g n  t r a d e  grew a t  a r a p i d  r a t e  d u r i n g  t h e  p e r i o d .  I n t e r n a t i a n a l  
t r a n s f e r s  o f  c a p i t a l  g rew,  w i t h  N e w  York a t  t h e  c e n t e r  o f  t h e  
f l o w s ,  and  t h e  d o l l a r  assumed t h e  ro le  a s  t h e  v e h i c l ?  c u r r e n c y  i n  
which t h e  b o r r o w e r s  o b t a i n e d  c a p i t a l  and t h e  i n v e s t o r s  l e n t  t h e i r  
s a v i n g s .  

The s u c c e s s f u l  o p e r a t i o n  o f  t h e  s y s t e m  depended  on f o r e i g n  
c e n t r a l  b a n k s  i n t e r v e n i n g  w i t h  t h e i r  own c u r r e n c i e s  a g a i n s t  t h e  
d o l l a r  t o  m a i n t a i n  p a r  v a l u e s ,  and t h e  Un i t ed  S t a t e s  s t a n d i n g  
r e a d y  to  buy o r  s e l l  g o l d  a t  $35 p e r  ounce  i n  trans,3c:ki-ans w i t h  
f o r e i g n  m o n e t a r y  a u t h o r i t i e s .  The U.S. b a l a n c e  o f  payments  a c c o r d i n g l y  
was d e t e r m i n e d  l a r g e l y  by t h e  exchange  p a r i t i e s  o t h e r  c o u n t r i e s  
e s t a b l i s h e d .  I n  g e n e r a l ,  o t h e r  c o u n t r i e s  d e s i r e d  s u r p l u s e s  t h a t  
would add to  t h e i r  d o l l a r  r e s e r v s s ,  and  t h e  s y s t e m  t e n d e d  t o  p r o d u c e  
a  s t e a d i l y  weakening U.S. b a l a n c e  o f  payments  and growing  d o u b t s  
a b o u t  t h e  s u s t a i n a b i l i t y  of  t h e  V.S. g o l d  c o n v e r t i b i l i t y  commitment.  



A p o r t e n t  of  t h e  t r o u b l e d  f u t u r e  o f  t h e  sys t em was t h a t  1960 
yas i:iif? f i r s t  y e a r  i n  which U.S. g o l d  r e s e r v e s  d e c l i n e d  be low t h e  
l e v e l  of i t s  t o t a l  l i q u i d  l i a b i l i t i e s  to  a l l  f o r e i g n  h o l d e r s  o f  
a s s e t s  denomina ted  i n  d o l l a r s  ( T a b l e  2-1) .  

Concern o v e r  t h e  c o n t i n u i n g  c o n v e r s i o n  of  d o l l a r s  i n t o  g o l d  
l e d  t h e  T r e a s u r y  t o  a c t i v a t e  t h e  Exchange S t a b i l i z a t i o n  Fund. I n  
i t s  i n i t i a l  o p e r a t i o n s  on  March 1 3 ,  1961 ,  a c t i n g  t h r o u g h  t h e  F e d e r a l  
Rese rve  Bank o f  N e w  York as  i t s  a g e n t ,  t h e  Fund s o l d  f o r e i g n  D-marks 
t o  r e d u c e  t h e  premium o n  t h a t  c u r r e n c y . 3 0  On F e b r u a r y  1 3 ,  1962 ,  
t h e  Bank was a l s o  a u t h o r i z e d  t o  buy o r  s e l l  f o r e i g n  c u r r e n c i e s  o n  
b e h a l f  of  t h e  F e d e r a l  Open Marke t  C o m m i t t e e  i n  b o t h  s p o t  and fo rward  
m a r k e t s .  For  t h i s  p u r p o s e  a c c e s s  t o  a  s t o c k  o f  f o r e i g n  c u r r e n c i e s  
i n  a d d i t i o n  to  t h o s e  a c q u i r e d  from t h e  S t a b i l i z a t i o n  Fund was 
needed .  The F e d e r a l  R e s e r v e  t h e r e f o r e  n e g o t i a t e d  a  ne twork  o f  
swap f a c i l i t i e s  w i t h  t h e  c e n t r a l  banks  o f  o t h e r  c o u n t r i e s .  The 
swap p r o v i d e d  a  s p e c i f i c  amount of f o r e i g n  c u r r e n c y  i n  exchange  
f o r  a n  e q u i v a l e n t  d o l l a r  c r e d i t  f o r  t h e  f o r e i g n  c e n t r a l  bank ,  w i t h  
e a c h  p a r t y  p r o t e c t e d  a g a i n s t  l o s s  due  t o  a  change  i n  t h e  p a r  
v a l u e  of  t h e  o t h e r  p a r t y ' s  c u r r e n c y .  I n v e s t e d  b a l a n c e s  o f  b o t h  
p a r t i e s  e a r n e d  t h e  same r a t e  o f  i n t e r e s t ,  f o r e i g n  b a l a n c e s  i n  
s p e c i a l  U.S. T r e a s u r y  c e r t i f i c a t e s ,  F e d e r a l  Rese rve  b a l a n c e s  i n  
i n t e r e s t - e a r n i n g  d e p o s i t s  a b r o a d .  B a l a n c e s  were  a v a i l a b l e  f o r  
payments  to  t h e  o t h e r  p a r t y  o r  f o r  f o r e i g n  exchange  m a r k e t  t r a n s a c t i o n s .  
The  swap was a  c r e d i t  l i n e ,  u s u a l l y  f o r  3-month p e r i o d s ,  r e n e w a b l e  
a t  m a t u r i t y .  By d rawing  on  t h e  c r e d i t ,  b o t h  p a r t i e s  i n i t i a l l y  
r a i s e d  t h e i r  g r o s s  r e s e r v e s .  The F e d e r a l  R e s e r v e  n o r m a l l y  used 
t h e  p r o c e e d s  of  a  swap t o  a b s o r b  f o r e i y n  o f f i c : i a l  d o l l a r  h o l d i n g s ;  
t h e s e  t r a n s a c t i o n s  i n  e f f e c t ,  p r o v i d e d  fo rward  c o v e r  t o  f o r e i g n  
o f f i c i a l  d o l l a r h o l d e r s ,  r e d u c i n g  t h e i r  i n c e n t i v e  to  conve rk  : l : ) l l a r s  
i n t o  g o l d .  

Repayments of  s h o r t - t e r m  swap c r e d i t s  meant  a  c o r r e s p o n d i n g  
d e c l i n e  i n  g r o s s  r e s e r v e s .  F o r  t h e  1J.S. t h i s  c o u l d  e n t a i l  a 
loss  of g o l d .  To d e t e r  t h i s  e v e n t u a l i t y ,  t h e  U . S .  began i s s u i n g  
nonmarke tab le  s e c u r i t i e s ,  w i t h  m a t u r i t i e s  of 15  months  t o  t w o  y e a r s ,  
denomina te?  i n  t h e  h o l d e r ' s  c u r r e n c y ,  t o  fund  o u t s t a n d i n g  swap d e b t .  

A f u r t h e r  i n d i c a t i o n  o f  U . S .  c o n c e r n  a b o u t  g o l d  was t h e  pro-  
h i b i t i o n  a f t e r  mid-1961 on  h o l d i n g  o f  g o l d  o u t s i d e  t h e  U.S. by 
U.S. f i r n s  and h o u s e h o l d s ,  and on  March 3 ,  1 9 5 5 ,  t h e  a b o l i t i o n  of 
g o l d  r e s e r v e  r e q u i r e m e n t s  a g a i n s t  F e d e r a l  Rese rve  d e p o s i t s .  

A f o c u s  oE p r e s s u r e  on  t h e  U . S .  d o l l a r  was t h e  London g o l d  
m a r k e t .  I n  March 1960 ,  t h e  price rose above  $35 a n  o u n c e ,  a s  
European c e n t r a l  banks  and  p r i v a t e  i n v e s t o r s  b o u g h t  g o l d  f o r  
d o l l a r s .  The Bank of England s o l d  g o l d  t o  s t a b i l i z e  t h e  p r i c e ,  
h u t  t h e  U . S .  T r e a s u r y  i n i t i a l l y  was n o t  w i l l i n g  t o  r e s t o r e  t h e  
Rank ' s  h o l d i n g s .  Hence,  when a  r i s e  i n  t h e  p r i c e  of  g o l d  o c c u r r e d  
i n  O c t o b e r ,  t h e  Bank d i d  not  i n t e r v e n e .  On O c t o b e r  2 7 ,  w i t h  t h e  
p r i c e  r e a c h i n g  $ 4 0  an  o u n c e ,  t h e  T r e a s u r y  a g r e e d  t o  s e l l  g o l d  t o  
t h e  Bank, r e s e r v i n g  f o r  t h e  Rank t h e  d e c i s i o n  o n  i n t e r v e n t i o n  i n  



Table 2-1 

U.S. Monetary Gold Stock and Liquid L i a b i l i t i e s  t o  Foreigners 

(mi l l ions  of do l l a r s  ) 

End Total  Total Liquid 
of  Monetary L i a b i l i t i e s  t p  

Year Gold Stocka A l l  Foreignersc 
(1 ( 2 )  ( 3 )  

1954 21,793 12,454 
1955 21,753 13,524 
1956 22,058 15,291 
1957 22,857 15,825 
1958 20,582 16,845 
1959 19,507 19,428 
1960 17,804 20,994 

21,027 
1961 16,947 22,853 

22,936 
1962 16,057 24,068 
1963 15,596 26,361 

26,322 
1964 15,471 28,951 

29,002 
1965 13,806b 29,115 
1966 13,235 29,904 

29,779 
1967 12,065 33,271 

33,119 
1968 10,892 33,828 

33,614 
1969 11,859 41,735 

41,894 
1970 11,072 43,291 

43,242 
1971 10,206 64,166 

64,223 
1972 10 ,487d 78,680 
1973 11,652e 87,620 
1974 11,652 120 ,32yf 

' 1975 11,599 127, b3Zf 
1976 11,598 152, 468f 
1977 11,719 193 ,977f 
1978 11,671 244 ,577f 
1979 11,172 268,451.f 
1980 11,160 295 ,627f 
1981 11,151 343 ,683f 



Notes t o  T a b l e  2-1 

S o u r c e :  C o l .  ( 2 ) :  T r e a s u r y  B u l l e t i n ,  December  1 9 6 5 ,  IFS-1;  
J u l y  1 9 7 5 ,  I F S - 1 ;  F e b r u a r y  1 9 8 2 ,  IFS-1.  

C o l .  ( 3 ) :  T r e a s u r y  B u l l e t i n ,  J u l y  1 9 7 5 ,  IFS-2 ;  
F e b r u a r y  1 9 8 2 ,  IFS-2 .  

( a )  The  S t o c k  i n c l u d e s  g o l d  s o l d  to  t h e  U . S .  b y  t h e  IMF w i t h  
t h e  r i g h t  o f  r e p u r c h a s e ,  a n d  g o l d  d e p o s i t e d  b y  t h e  IMF to  m i t i g a t e  
t h e  impact o n  t h e  U.S. o f  f o r e i g n  p u r c h a s e s  f o r  t h e  p u r p o s e  o f  
m a k i n g  g o l d  s u b s c r i p t i o n s  t o  t h e  IMF u n d e r  q u o t a  i n c r e a s e s .  

( b )  T h e  f i g u r e  e x c l u d e s  $ 2 5 9  m i l l i o n  g o l d  s u b s c r i p t i o n  t o  t h e  
IMF i n  J u n e  1 9 6 5  f o r  a U . S .  q u o t a  i n c r e a s e  t h a t  became e f f e c t i v e  
F e b r u a r y  2 3 ,  1 9 6 6 .  

( c )  T h e  t o t a l  i n c l u d e s  s m a l l  a m o u n t s  d u e  t o  t h e  IMF a r i s i n g  f r o m  
g o l d  t r a n s a c t i o n s ,  a m o u n t s  d u e  t o  o f f i c i a l  i n s t i t u t i o n s ,  c o m i n e r c i a l  
b a n k s  a b r o a d ,  t o  o t h e r  f o r e i g n e r s ,  a n d  t o  n o n m o n e t a r y  a n d  r e g i o n a l  
o r g a n i z a t i o n s .  N o n l i q u i d  l i a b i l i t i e s  t o  o f f i c i a l  i n s t i t u t i o n s  i n  
t h e  s o u r c e  b e g i n n i n g  1 9 6 2  t h r o u g h  1 9 7 3  h a v e  b e e n  d e d u c t e d .  Years 
f o r  w h i c h  t w o  e n t r i e s  a r e  s h o w n  show d i f f e r e n c e s  b e c a u s e  o f  c h a n g e s  
i n  r e p o r t i n g  c o v e r a g e .  F i g u r e s  o n  t h e  f i r s t  l i n e  a re  c o m p a r a b l e  
w i t h  t h o s e  f o r  t h e  f o l l o w i n g  d a t e s .  

( d )  Change  i n  p a r  v a l u e  of t h e  d o l l a r  o n  May 8 ,  1 9 7 2 ,  i n c r e a s e d  t h e  
r e c o r d e d  v a l u e  o f  t h e  t o t a l  g o l d  s t o c k  by S 8 2 8  m i l l i o n .  

( e )  Change  i n  s a r  v a l u e  o f  t h e  d o l l a r  o n  O c t o b e r  1 8 ,  1 9 7 3 ,  i n c r e a s e d  
t h e  r e c o r d e d  v a l u e  o f  t h e  g o l d  s t o c k  b y  $ 1 , 1 6 5  m i l l i o n .  

( f )  I n c l u d e s  c a t e g o r i e s  o f  l i a b i l i t i e s  p r e v i o u s l y  c l a s s i f i e d  a s  
n o n l i q u i d .  



t h e  m a r k e t .  European c e n t r a l  banks  soon  a f t e r  a g r e e d  t o  r e f r a i n  
frcm S a y i n g  g o l d  i n  t h e  London m a r k e t  f o r  mone ta ry  p u r n o s e s  when- 
e v e r  t h e  p r i c e  rose above  $ 3 5 . 2 0 ,  t h e  U.S. p r i c e  p l u s  s h i p p i n g  
c o s t s .  When t h e  p r i c e  f e l l  be low t h e a t  l e v e l  i n  1951 ,  t h e  c e n t r a l  
banks  r e t u r n e d  t o  t h e  m a r k e t .  However, i n  O c t o b e r  1961 ,  when t h e  
p r i c e  a g a i n  was r e a c t i n g  t o  h e i g h t e n e d  demand, a n  ag reemen t  t o  
c r e a t e  a  " g o l d  p o o l "  was r e a c h e d  among t h e  U.S. and s e v e n  European 
c e n t r a l  banks .  Each nernber u n d e r t o o k  t o  s u p p l y  a n  a g r e e d  p o r t i o n  
of  n e t  g o l d  s a l e s  t o  s t a b i l i z e  t h e  g o l d  m a r k e t ,  a s  t h e  Bank o f  
England ,  a s  a g e n t  f o r  t h e  g r o u p ,  d e t e r m i n e d  t o  be  a p p r o p r i a t e .  
The members of  t h e  p o o l  s u b s e q u e n t l y  a g r e e d  n o t  to  buy g o l d  
i n d i v i d u a l l y  on t h e  x a r k e t ,  h u t  t o  g i v e  t h e  Bank o f  England t h e  
r i g h t  to  buy o n  t h e i r  j o i n t  a c c o u n t  when g o l d  s u p p l y  exceeded  demand, 
t h e  amount p u r c h a s e d  t o  be  d i s t r i b u t e d  i n  p r o p o r t i o n  t o  e a c h  
c o u n t r y ' s  c o n t r i b u t i o n  to  t h e  p o o l .  The p o o l  f u n c t i o n e d  u n t i l  a  
s u r g e  o f  buy ing  l e d  t o  t h e  s u s p e n s i o n  o f  t h e  a r r a n g e m e n t  i n  March 
1968.  During t h e  p e r i o d  o f  t h e  p o o l ' s  o p e r a t i o n ,  t h e  p a r t i c i p a n t s  
s o l d  a n e t  t o t a l  o f  $ 2 . 5  b i l l i o n  of g o l d  o n  t h e  London m a r k e t ,  of 
which $1 .5  b i l l i o n  was p r o v i d e d  by t h e  U n i t e d  S t a t e s .  

A key  deve lopmen t  for t h e  i n t e r n a t i o n a l  monetary  s y s t e m  t h a t  
was n o t  p e r c e i v e d  a s  such  a t  t h e  t i m e  was t h e  a c c e l e r a t i o n  o f  t h e  
monetary  g rowth  r a t e  and  t h e  s u b s e q u e n t  a c c e l e r a t i o n  o f  t h e  U.S 
i n f l a t i o n  r a t e  i n  t h e  f i n a l  y e a r s  o f  t h i s  s u b p e r i o d .  What was 
p e r c e i v e d  was t h e  c u m u l a t i v e  g rowth  o f  d e f i c i t s  i n  t h e  rJ.S. b a l a n c e  
of p a y a e n t s .  Assets denomina ted  i n  d o l l a r s  g rew i n  e x c e s s  o f  t h e  
demand f o r  them by  t h e  rest o f  t h e  w o r l d .  T h e i r  c o n v e r s i o n  i n t o  
g o l d ,  by s h r i n k i n g  U.S. g o l d  r e s e r v e s ,  t h r e a t e n e d  one  o f  t h e  b a s i c  
u n d e r p i n n i n g s  of  t h e  B r e t t o n  Woods s t r u c t u r e ,  namely,  c o n v e r t i b i l i t y  
o f  d o l l a r s  i n t o  g o l d .  

The B r e t t o n  Woods s y s t e m  m i g h t  have  been  a b l e  t o  s u r v i v e  a n  
end o f  g o l d  c o n v e r t i b i l i t y .  I t  c o u l d  n o t  s u r v i v e  t h e  i n f l a t i o n a r y  
p o l i c i e s  o f  t h e  c e n t e r  c o u n t r y  t h a t  c h a r a c t e r i z e d  t h e  d e c a d e  from 
t h e  mid-60s on .  C r i s i s  management by t h e  IMF and t h e  c e n t r a l  
banks  of t h e  l e a d i n g  i n d u s t r i a l i z e d  c o u n t r i e s  became t h e  h a l l m a r k  
of  t h e  i n t e r n a t i o n a l  mone ta ry  s y s t e m  d u r i n g  t h e  heyday  o f  B r e t t o n  
~ o o d s . 3 ~  The c h i e f  c u r r e n c y  u n d e r  p r e s s u r e ,  a p a r t  from t h e  
d o l l a r ,  was s t e r l i n g .  P e r s i s t e n t  o r  r e c u r r i n g  U . K .  b a l a n c e  o f  
payments  d e f i c i t s  i m p a i r e d  t h e  c r e d i b i l i t y  o f  s t e r l i n g ' s  e x t e r n a l  
v a l u e ,  a l r e a d y  i n s e c u r e  by r e a s o n  o f  t h e  s i z e  o f  s t e r l i n g  b a l a n c e s  
h e l d  wor ldwide  r e l a t i v e  t o  U.K. g o l d  and  f o r e i g n  exchange  r e s e r v e s .  
P r i v a t e  a g e n t s  d i s p l a y e d  l a c k  o f  c o n f i d e n c e  i n  t h e  d o l l a r  and 
s t e r l i n g * h y  s h i f t i n g  t o  c u r r e n c i e s  whose e x t e r n a l  v a l u e s  were 
r e g a r d e d  a s  s t a b l e  o r  l i k e l y  t o  a p p r e c i a t e  ( d u r i n g  t h i s  p e r i o d ,  
t h e  D-mark and g u i l d e r ) .  Repea ted  r e s c u e  o p e r a t i o n s  t o  s u p p o r t  
t h e  exchange  v a l u e  o f  s t e r l i n g  were overwhelmed i n  November 1967.  
S t e r l i n g ,  however ,  was a  s i d e s h o w .  The main a c t  was t h e  d o l l a r ' s  
pe r fo rmance .  

The g o l d  m a r k e t  was t h e  m a r k e t  i n  which  p a r t i c i p a n t s  e x p r e s s e d  
l a c k  o f  c o n f i d e n c e  i n  t h e  d o l l a r - b a s e d  i n t e r n a t i o n a l  mone ta ry  
sys t em.  A f t e r  t h e  d e v a l u a t i o n  o f  s t e r l i n g  i n  November 1967 ,  t h e  



v u l n e r a b i l i t y  o f  t h e  d o l l a r  t o o k  c e n t e r  s t a g e .  I n  t h e  w i n t e r  o f  
1967-68, a  s u r g e  o f  demand f o r  g o l d  t h r e a t e n e d  b o t h  t h e  London g o l d  
p o o l  and t h e  $10 b i l l i o n  s t a t u t o r y  b a c k i n g  f o r  F e d e r a l  R e s e r v e  
n o t e s .  On March 1 2 ,  1968 ,  t h e  U.S. g o l d  r e s e r v e  r e q u i r e m e n t  was 
a b o l i s h e d .  O s t e n s i b l y ,  t h e  g o l d  s t o c k  was t h e n  a v a i l a b l e  f o r  con- 
v e r s i o n  of  d o l l a r s  h e l d  by f o r e i g n  c e n t r a l  banks .  On March 1 7 ,  
however ,  t h e  London g o l d  m a r k e t  was c l o s e d  t o  a v o i d  f u r t h e r  U.S. 
g o l d  l o s s e s .  The members o f  t h e  g o l d  p o o l  announced t h a t  t h e y  would 
no  l o n g e r  s u p p l y  g o l d  t o  t h e  London or  any  o t h e r  g o l d  m a r k e t  and 
t h a t  t h e y  no l o n g e r  f e l t  i t  n e c e s s a r y  t o  buy g o l d  f rom t h e  m a r k e t .  
O f f i c i a l  t r a n s a c t  i o n s  be tween  c e n t r a l  hanks  were t o  be conduc ted  
a t  t h e  unchanged o f f i c i a l  p r i c e  o f  $35 a n  o u n c e ,  b u t  t h e  g o l d  
p r i c e  f o r  p r i v a t e  t r a n s a c t i o n s  was t o  be  d e t e r m i n e d  i n  t h e  m a r k e t .  
C e n t r a l  b a n k s  were s t i l l  f r e e  t o  buy U.S. T r e a s u r y  g o l d  f o r  d o l l a r s  
b u t  some i n  f a c t  r e f r a i n e d  f rom d o i n g  s o .  Gennany had e x p l i c i t l y  
f o r s w o r n  c o n v e r t i n g  i t s  d o l l a r  h o l d i n g s  i n t o  g o l d  i n  May 1967.  

One measu re  t h e  U . S .  a u t h o r i t i e s  m i g h t  have  t a k e n  was a  rise 
i n  t h e  d o l l a r  p r i c e  o f  g o l d ,  t h u s  i n c r e a s i n g  t h e  v a l u e  o f  t h e  
s t o c k  and t h e  f l ow o f  r e s e r v e  a s s e t s .  I f  o t h e r  c o u n t r i e s  d i d  n o t  
f o l l o w  s u i t  by a d o p t i n g  a  p r o p o r t i o n a l  i n c r e a s e  i n  t h e  p r i c e  o f  g o l d  
i n  t h e i r  c u r r e n c i e s ,  t h e  U . S .  i n  t h i s  way m i g h t  have  o b t a i n e d  a  
d e v a l u a t i o n  of  t h e  d o l l a r .  Had t h e  p r i c e  o f  g o l d  r i s e n ,  t h e  g o l d  
demands of  o t h e r  c o u n t r i e s  m i g h t  have  been  s a t i s f i e d  w i t h o u t  t h e  
rundown i n  U.S. r e s e r v e  a s s e t s .  Some c o u n t r i e s  migh t  a l s o  have  
r e v a l u e d  b e c a u s e  of  t h e  i n f l a t i o n a r y  c o n s e q u e n c e s  o f  t h e i r  payments  
s u r p l u s ,  g i v e n  t h e  go ld -based  i n c r e a s e  i n  t h e i r  a s s e t  h o l d i n g s .  

The U.S., however ,  r e s o l u t e l y  opposed  a  change  i n  t h e  mone ta ry  
p r i c e  o f  g o l d .  Such a c t i o n  would have  r e q u i r e d  a n  A c t  o f  Congres s  
which would have  produced  a  l o n g  and u n s e t t l i n g  d e b a t e  i n  t h e  two 
Houses ,  d u r i n g  which t i m e  t h e  f o r e i g n  exchange  m a r k e t s  would have  
b e e n  d i s t u r b e d .  Moreove'r, t h e r e  was no  a s s u r a n c e  t h a t  o t h e r  
c o u n t r i e s  would n o t  make c o r r e s p o n d i n g  c h a n g e s  i n  t h e i r  own 
p a r  v a l u e s ,  and i t  was f e a r e d  t h a t  c o n f i d e n c e  i n  t h e  s t a b i l i t y  
of  t h e  mone ta ry  sys t em would be  s e r i o u s l y  i m p a i r e d  by a  change  
i n  t h e  o f f i c i a l  d o l l a r  p r i c e  o f  g o l d .  Given t h e  f i x e d  p r i c e  
o f  g o l d  when n a t i o n a l  p r i c e  l e v e l s  were r i s i n g ,  g o l d  became a n  
u n d e r v a l u e d  a s s e t  v i  t h  a  r e s u l t i n g  g o l d  s h o r t a g e .  

The measures a d o p t e d  t o  a v o i d  exchange  r a t e  c h a n g e s  were 
i n t e n d e d  i n  p a r t  t o  l i m i t  i n t e r n a t i o n a l  t r a n s m i s s i o n  o f  p r i c e  
changes  . 3 2  S u r p l u s  c o u n t r i e s  t r i e d  t o  a v o i d  p r i c e  i n c r e a s e s ;  
d e f i c i t  c o u n t r i e s ,  p r i c e  d e c l i n e s ,  b o t h  a s  e x t e r n a l  c o n s e q u e n c e s  
o f  t h e i r  b a l a n c e  o f  payments  p o s i t i o n s .  I n t e r m i t t e n t l y ,  depend-  
i n g  on c y c l i c a l  c o n d i t i o n s ,  c o u n t r i e s  i n  b o t h  c a t e g o r i e s  t o o k  
s t e p s  t o  r i g h t  payments  i m b a l a n c e s .  

S i n c e  p a l l i a t i v e s  to  improve t h e  b a l a n c e  o f  payments  proved  
i n e f f e c t i v e ,  d e f i c i t s  had t o  he f i n a n c e d  e i t h e r  by d rawing  down 
r e s e r v e s  o r  s e e k i n g  e x t e r n a l  c r e d i t  o r  bo r rowing  f a c i l i t i e s ,  
w h i l e  s u r p l u s e s  o b v i o u s l y  i n c r e a s e d  r e s e r v e  a c c u m u l a t i o n s .  During 
t h e  heyday  o f  t h e  B r e t t o n  Woods s y s t e m ,  d e s p i t e  t h e  g rowth  o f  d o l l a r  
a s s e t s ,  t h e  adequacy  of i n t e r n a t i o n a l  l i q u i d i t y ,  i n  t h e  s e n s e  of 



t h e  q u a n t i t y  o f  i n t e r n a t i o n a l  mone ta ry  r e s e r v e s ,  was w i d e l y  d e b a t e d .  
D i s c u s s i o n s  d u r i n g  t h i s  p e r i o d  growing  o u t  o f  c o n c e r n  f o r  t h e  
s u p p l y  o f  r e s e r v e s  l e d  t o  t h e  c r e a t i o n  o f  S p e c i a l  ~ r a w i n g  R i g h t s  
by t h e  IMF.33 U n t i l  1 9 6 5 ,  i n t e r n a t i o n a l  r e s e r v e s ,  however ,  
were  l i m i t e d  t o  g o l d ,  c o n v e r t i b l e  f o r e i g n  exchange ,  and r e s e r v e  
p o s i t i o n s  i n  t h e  IMF. 

C o n t r a r y  t o  t h e  e x p e c t a t i o n  of  t h e  way t h e  B r e t t o n  Woods s y s t e m  
would o p e r a t e ,  f i n a n c i n g  o f  payments  i m b a l a n c e s  f o r  t h e  most p a r t  
was a r r a n g e d  t h r o u g h  c r e d i t s  gove rnmen t s  e x t e n d e d  on a  b i l a t e r a l  
b a s i s  and t h r o u g h  i n t e r n a t i o n a l  bo r rowing  and l e n d i n g  a c t i v i t i e s  
of  commerc ia l  banks .  Thus ,  f a c i l i t i e s  f o r  i n t e r n a t i o n a l  bo r rowing  
and l e n d i n g  a c t i v i t i e s ,  a p a r t  f rom t h e  IMF d rawing  f a c i l i t i e s ,  
became a n  i n c r e a s i n g l y  i m p o r t a n t  p a r t  of  t h e  sys t em.  

O f f i c i a l  d o l l a r  r e s e r v e s  o f  t h e  s u r p l u s  c o u n t r i e s  were 
augmented a t  t i m e s  by  a c t i o n s  t h o s e  c o u n t r i e s  t o o k  i n  t h e  Euro- 
d o l l a r  m a r k e t .  D o l l a r s  a c q u i r e d  by t h e i r  c e n t r a l  banks  and d e p o s i t s d  
i n  t h e  E u r o d o l l a r  m a r k e t  e i t h e r  d i r e c t l y  o r  t h r o u q h  t h e  Rank f o r  - - 
I n t e r n a t i o n a l  S e t t l e m e n t s  would u s u a l l y  be  r e l e n t  t o  p r i v a t e  
b o r r o w e r s  who c o u l d  r e s e l l  t h e  d o l l a r s  to  t h e  c e n t r a l  b a n k s .  

I n  sum, wor ld  r e s e r v e s  grew r a p i d l y  d u r i n g  t h e  p e r i o d .  

8 .  1968-1973 -- t h e  breakdown o f  t h e  B r e t t o n  Woods s y s t e m  -- 
The d e v a l u a t i o n  of  s t e r l i n g  i n  November 1967 was n o t  r e g a r d e d  

a s  t h e  p r e l u d e  t o  c h a n g e s  i n  t h e  p a r  v a l u e s  o f  o t h e r  c u r r e n c i e s ,  
t h e  d e v a l u a t i o n  o f  t h e  d o l l a r  i n  terms o f  g o l d ,  t h e  r e a l i g n m e n t  
of  exchange ra te  r e l a t i o n s h i p s  among t h e  m a j o r  c u r r e n c i e s ,  and 
t h e  s u b s t i t u t i o n  o f  a  s h o r t - l i v e d  r eg ime  o f  c e n t r a l  r a t e s  f o r  
t h e  p a r  v a l u e  s y s t e m  -- a l l  o f  which t o o k  p l a c e  be tween  November 
1967 and  December 1971.  I n s t e a d ,  i t  was hoped t h a t  b a l a n c e  i n  
t h e  u.S.  and U.K. e x t e r n a l  payments  was f i n a l l y  o n  t h e  p o i n t  o f  
a c h i e v e m e n t ,  and  t h a t  t h e  c r e a t i o n  o f  a  S p e c i a l  Drawing R i g h t s  
F a c i l i t y  i n  t h e  IMF would p r o v i d e  t h e  b a s i s  f o r  f u t u r e  e x p a n s i o n  
of  o f f i c i a l  r e s e r v e s ,  s u p p l e m e n t i n g  d o l l a r s ,  s t e r l i n g ,  g o l d ,  and 
o t h e r  r e s e r v e  a s s e t s .  

The hope was b e l i e d .  The p a t t e r n  o f  d e f i c i t s  and s u r p l u s e s  
p e r s i s t e d  and  worsened i n  1970 and 1971.  The U . S .  c u r r e n t  a c c o u n t  
s u r p l u s  d w i n d l e d  and t h e  U.S. c a p i t a l  a c c o u n t  d e f i c i t  g rew d r a m a t i -  
c a l l y ,  p r o d u c i n g  c u r r e n t  a c c o u n t  s u r p l u s e s  and c a p i t a l  i n f l o w s  i n  
o t h e r  c o u n t r i e s .  The a l l o c a t i o n  o f  SDRs i n  1970-72 p r o v i d e d  a d d i -  
t i o n s  t o  a l r e a d y  m a s s i v e  a c q u i s i t i o n s  o f  d o l l a r  r e s e r v e  a s s e t s . 3 4  

A s  i n  t h e  heyday  o f  t h e  B r e t t o n  Woods s y s t e m ,  d i s b e l i e f  of 
m a r k e t  p a r t i c i p a n t s  i n  t h e  pegged e x t e r n a l  v a l u e s  o f  c u r r e n c i e s  
p r e c i p i t a t e d  t u r b u l e n c e  i n  t h e  f o r e i g n  exchange  m a r k e t .  

The p e r s i s t e n t  o u t f l o w  o f  f u n d s  f rom t h e  U.S. overwhelmed 
f o r e i g n  exchange  m a r k e t s  i n  t h e  f i r s t  few d a y s  o f  May 1971.  On 
May 5 ,  s e v e n  European c o u n t r i e s  c l o s e d  t h e i r  f o r e i g n  exchange  
m a r k e t s ,  and  f i v e  o t h e r s  on  s e v e r a l  c o n t i n e n t s  w i thd rew t h e i r  
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s u p p o r t  f o r  t h e  d o l l a r  and suspended  d e a l i n g s  i n  D-marks, g u i l d e r s ,  
and S w i s s  f r a n c s .  On May 9 ,  b o t h  Germany and  t h e  N e t h e r l a n d s  
announced t h a t  t h e i r  c u r r e n c i e s  would f l o a t ,  s i n c e  t h e y  c o u l d  
n o t  m a i n t a i n  exchange  ra tes  w i t h i n  t h e  e s t a b l i s h e d  m a r g i n s .  

I n  March 1971 ,  b e f o r e  t h e  p a n i c  of  t h e  f o r e i g n  exchange  
m a r k e t ,  t h e r e  was a  r e q u e s t  f rom s e v e r a l  European c o u n t r i e s  f o r  
c o n v e r s i o n  o f  o f f i c i a l l y  h e l d  d o l l a r s  i n t o  g o l d  t o  e n a b l e  them 
t o  pay  f o r  a n  i n c r e a s e  i n  t h e i r  IMF q u o t a s .  The p a y o u t  r e d u c e d  t h e  
U.S. g o l d  s t o c k  t o  t h e  lowest l e v e l  s i n c e  1936.  The d o l l a r  o u t f l o w  
meanwhile  a c c e l e r a t e d ,  l e a d i n g ,  a s  n o t e d ,  t o  t h e  f l o a t i n g  o f  
European c u r r e n c i e s .  The i m b a l a n c e  be tween  U . S .  g o l d  r e s e r v e s  
and o u t s t a n d i n g  d o l l a r  l i a b i l i t i e s  and t h e  weakening U . S .  b a l a n c e  
o f  payments  p o s i t i o n  o c c a s i o n e d  t h e  c h a n g e s  t h e  u.S. i n t r o d u c e d  
on August  1 5 ,  1971 ,  t o  a c h i e v e  a  d o l l a r  d e v a l u a t i o n .  C h i e f  among 
them ( b e s i d e s  a  p r i c e  and wage f r e e z e ,  t a x  i n c r e a s e s  and f e d e r a l  
government  s p e n d i n g  c u t s )  was a  1 0  p e r c e n t  i m p o r t  s u r c h a r g e  o n  50 
p e r c e n t  of  t o t a l  U.S. i m p o r t s .  The c o n v e r t i b i l i t y  o f  t h e  d o l l a r  
i n t o  g o l d  was f o r m a l l y  s u s p e n d e d ,  a s  was t h e  u s e  o f  t h e  swap n e t -  
work t h r o u g h  which d o l l a r s  c o u l d  b e  exchanged w i t h  c e n t r a l  b a n k s  
f o r  o t h e r  c u r r e n c i e s .  The e f f e c t  was t o  o b l i g e  o t h e r  c o u n t r i e s  
t o  h o l d  d o l l a r s  o r  t o  t r a d e  them f o r  a  p r i c e  d e t e r m i n e d  i n  t h e  
marke t  and so r e v a l u i n g  t h e i r  c u r r e n c i e s .  F o r e i g n  exchange  m a r k e t s  
a b r o a d ,  e x c e p t  i n  J apan ,  s h u t  down. The J a p a n e s e  i n i t i a l  a t t e m p t  
t o  m a i n t a i n  t h e  pegged r a t e  of  t h e  yen compe l l ed  them t o  p u r c h a s e  
$ 4  b i l l i o n  i n  t h e  two weeks a f t e r  August  15.  The yen  was t h e n  
f r e e d  t o  f l o a t  upward; o t h e r  c u r r e n c i e s  f l o a t e d  w h e n  exchange  
m a r k e t s  were reopened  on  Augus t  23.  F r a n c e  i n t r o d u c e d  a  d u a l  
exchange  m a r k e t ,  w i t h  t r a d e  and g o v e r n n e n t  exchange  d e a l i n g s  
based  on t h e  p a r  v a l u e ,  f i n a n c i a l  exchange  d e a l i n g s  a t  a  
f l o a t i n g  r a t e .  R e s t o r a t i o n  o f  a r epegged  s y s t e m  of exchange  
r a t e s ,  however ,  remained  t h e  g o a l  o f  t h e  U.S. and i t s  p a r t n e r s .  

A f t e r  much n e g o t i a t i o n ,  a r e a d j u s t m e n t  o f  c u r r e n c y  p a r i t i e s  
was a r r a n g e d  a t  a  m e e t i n g  a t  t h e  S m i t h s o n i a n  I n s t i t u t i o n  i n  
Washington on  December 17-18, 1971 .  I n  r e t u r n  t h e  U.S. a g r e e d  
t o  w i thd raw t h e  i m p o r t  s u r c h a r g e .  The p a r  v a l u e s  o f  f o u r  
c u r r e n c i e s  were r e v a l u e d  by p e r c e n t a g e s  r a n g i n g  from 2-3/4 
(Be lg ium,  N e t h e r l a n d s )  t o  7 .7  p e r c e n t  ( J a p a n ) ,  w i t h  t h e  p r o v i s o  
t h a t  2-1/4 p e r c e n t  m a r g i n s  oE f l u c t u a t i o n s  ( r e p l a c i n g  t h e  f o r m e r  
1 p e r c e n t  m a r g i n )  above  and below t h e  new s o - c a l l e d  " c e n t r a l "  
exchange  r a t e s  were p e r m i s s i b l e .  The Canadian  d o l l a r  c o n t i n u e d  
t o  f l o a t .  The S m i t h s o n i a n  ag reemen t  a l s o  s p e c i f i e d  t h a t  t h e  
o f f i c i a l  d o l l a r  p r i c e  o f  g o l d  would h e n c e f o r t h  b e  $38 ,  a  f o r m a l  
d e v a l u a t i o n  of t h e  d o l l a r  o f  7 . 9  p e r c e n t .  While  t h e  d o l l a r  
remained  i n c o n v e r t i b l e ,  t h e  new o f f i c i a l  d o l l a r  p r i c e  of g o l d  
i m p l i e d  a  d e p r e c i a t i o n  o f  t h e  g o l d - v a l u e  o f  t h e  d o l l a r  r a t h e r  
t h a n  an  a p p r e c i a t i o n  o f  t h e  d o l l a r  v a l u e  o f  o t h e r  c u r r e n c i e s .  

The c e n t r a l  r a t e s  e s t a b l i s h e d  a t  t h e  S m i t h s o n i a n  m e e t i n g  
crumbled d u r i n g  t h e  n i n e  months  f o l f o w i n g  t h e  f l o a t i n g  of  s t e r l i n g  
i n  J u n e  1372.  Once a g a i n ,  t h e  d i s b e l i e f  o f  m a r k e t  p a r t i c i p a n t s  
i n  t h o s e  r a t e s  was r e v e a l e d  i n  t h e  g o l d  and f o r e i g n  exchange  



m a r k e t s .  The London f r e e  m a r k e t  p r i c e  o f  g o l d  rose w i t h  few 
r e v e r s a l s .  Money g rowth  and i n £  l a t i o n  r a t e s  c o n t i n u e d  t o  
r i s e  i n  t h e  U.S. and  b o t h  t h e  b a l a n c e  o f  t r a d e  and t h e  U.S. 
b a l a n c e  o f  paymen t s  d e f i c i t  s o a r e d ,  w i t h  a c o r r e s p o n d i n g  
s u r g e  i n  d o l l a r  h o l d i n g s  o f  t h e  i n d u s t r i a l i z e d  European  c o u n t r i e s  
and J a p a n .  C a p i t a l  c o n t r o l s  were imposed i n  1972  by t h e  N e t h e r l a n d s  
and J a p a n  b e f o r e  s t e r l i n g  was f l o a t e d  and Germany f o l l o w e d  s u i t  
a f t e r w a r d s .  On F e b r u a r y  1 0 ,  1973 ,  J a p a n  c l o s e d  i t s  f o r e i g n  
exchange  m a r k e t  and  suspended  s u p p o r t  o f  t h e  d o l l a r .  N e w  c e n t r a l  
v a l u e s  were s e t  i n  a h u r r i e d  round  o f  n e g o t i a t i o n s ,  a l t h o u g h  t h e  
l i r a ,  y e n ,  C a n a d i a n  d o l l a r ,  t h e  U . K .  and I r i s h  pounds ,  and t h e  
S w i s s  f r a n c  a l l  f l o a t e d .  Aga in ,  t h e  o f f i c i a l  d o l l a r  p r i c e  o f  
g o l d  was r a i s e d  ( t h i s  time t o  $ 4 2 . 2 2 ) ,  l e a v i n g  unchanged t h e  g o l d  
v a l u e  of o t h e r  c u r r e n c i e s .  The new c e n t r a l  r a t e s  d i d  n o t  s t a u n c h  
t h e  f l o w  o f  d o l l a r s  a b r o a d ,  and a  f u r t h e r  crisis  e r u p t e d  i n  
Narch 1973 .  T h i s  time t h e  m a j o r  i n d u s t r i a l  c o u n t r i e s  d i s c o n t i n u e d  
p e g g i n g  t h e i r  exchange  ra tes  to  t h e  d o l l a r .  The EEC c o u n t r i e s  
i n  t h e  s n a k e ,  which  had  been  a c t i v a t e d  i n  A p r i l  1972 ,  p l u s  Sweden 
and Norway a g r e e d  t o  a j o i n t  f l o a t ,  w i t h  Germany r e v a l u i n g  by 
3 p e r c e n t  ( i n  terms o f  SDRs) i n  r e l a t i o n  t o  t h e  o t h e r  members. 
Canada, J a p a n  and  S w i t z e r l a n d  f l o a t e d  i n d i v i d u a l l y ,  as  d i d  a  
h a n d f u l  o f  o t h e r  c o u n t r i e s .  Though a  1 a r g e . g r o u p  o f  non- 
i n d u s t r i a l i z e d  c o u n t r i e s  pegged to  t h e  d o l l a r ,  t h e  d o l l a r  
c u r r e n c y  a r e a  wor ldwide  c o n t r a c t e d ;  smaller g r o u p s  of c o u n t r i e s  
pegged t o  t h e  F r e n c h  f r a n c  o r  t o  t h e  pound .  

I n  r e t r o s p e c t ,  it is l i k e l y  t h a t  u n d e r  a n  a d j u s t a b l e  peg  
s y s t e m ,  s u c h  a s  t h e  i 3 r e t t o n  Woods s y s t e m  t u r n e d  o u t  to  b e ,  which- 
e v e r  c u r r e n c y  is a t  t h e  c e n t e r  u l t i m a t e l y  becomes o v e r v a l u e d .  
The r e a s o n  is t h e  asymmetry o f  a c t i o n  o f  t h e  n o n r e s e r v e  c u r r e n c y  
c o u n t r i e s  i n  t h e  s y s t e m .  An o v e r v a l u e d  c u r r e n c y  t e n d s  to  i n d u c e  
prompt  r e a d j u s t m e n t  b e c a u s e  weak e x p o r t s  and  e x c e s s i v e  i m p o r t s  
c r e a t e  p r e s s u r e  f o r  a c t i o n .  On t h e  o t h e r  hand ,  a n  u n d e r v a l u e d  
c u r r e n c y  t e n d s  n o t  t o  p r o d u c e  p r e s s u r e  f o r  r e a d j u s t m e n t  b e c a u s e  
s t r o n g  e x p o r t s  and  weak i m p o r t s  a re  e a s y  t o  l i v e  w i t h .  On n e t ,  
t h e  n o n r e s e r v e  c u r r e n c y  c o u n t r i e s  t h a t  demanded a c t i o n  by t h e  
U n i t e d  S t a t e s  t o  r i g h t  i ts b a l a n c e  o f  paymen t s  p roduced  
d e v a l u a t i o n s  o f  t h e i r  c u r r e n c i e s  a g a i n s t  t h e  d o l l a r .  

9. 1973-1981 -- t h e  U n i t e d  S t a t e s  o n  a n  i n c o n v e r t i b l e  p a p e r  
s t a n d a r d  

When pegged  ra tes  were abandoned  i n  March 1 9 7 3 ,  i t  was 
i n i t i a l l y  assumed t h a t  f l o a t i n g  was a  t e m p o r a r y  e x p e d i e n t  t o  b e  
s u c c e e d e d  by a r e f o r m e d  p a r  v a l u e  s y s t e m .  T h e  U.S. t o o k  t h e  
l e a d  i n  o p p o s i n g  t h e  r e t u r n  t o  s u c h  a s y s t e m .  The d i s p e r s i o n  
o f  i n f l a t i o n  rates  among t h e  i n d u s t r i a l i z e d  c o u n t r i e s  and t h e  
h i g h e r  v a r i a b i l i t y  o f  r a t e s  i n  i n f l a t i o n  s i n c e  t h e  l a t e  1 9 6 0 s  
e n f o r c e d  more f r e q u e n t  c h a n g e s  o f  e x c h a n g e  r a t e s .  Under t h e  
e a r l i e r  s y s t e m ,  c h a n g e s  i n  p a r  v a l u e s  were d e l a y e d  u n t i l  f o r e i g n  
exchange  m a r k e t  crises were p rovoked .  The l e s s o n  s i n c e  t h e  s h i f t  
i n  March 1 9 7 3  w a s  t h a t  f l o a t i n g  p r o v i d e d  more f l e x i b i l i t y .  The 
U . S .  v i ew  p r e v a i l e d .  With  t h e  s u s p e n s i o n  o f  o f f i c i a l  g o l d  con- 
v e r t i b i l i t y ,  a n d  w i d e s p r e a d  d e p a r t u r e s  f rom t h e  IMF's p a r  v a l u e  



p r o v i s i o n s ,  n e g o t i a t i o n s  were h e l d  t o  c o d i f y ,  i n  t h e  form o f  
amendments t o  t h e  IMF Ar t i c l e s ,  t h e  i n t e r n a t i o n a l  m o n e t a r y  
a r r a n g e m e n t s  t h a t  had e v o l v e d  i n  p r a c t i c e .  

Under amendments t o  t h e  IMF Ar t i c l e s  a g r e e d  i n  e a r l y  1975  
and implemented i n  A p r i l  1 9 7 8 ,  g o l d  was f o r m a l l y  removed f rom i t s  
p r e v i o u s  c e n t r a l  ro le  i n  t h e  IMF and  IMF p a r  v a l u e  o b l i g a t i o n s  were 
e l i m i n a t e d .  The o f f i c i a l  IMF g o l d  p r i c e  was a b o l i s h e d ,  a s  were a l s o  
p a r  v a l u e ,  g o l d  c o n v e r t i b i l i t y ,  and m a i n t e n a n c e  o f  g o l d  v a l u e  
o b l i g a t i o n s .  Gold was e l i m i n a t e d  a s  a  s i g n i f i c a n t  i n s t r u m e n t  
i n  IMF t r a n s a c t i o n s  w i t h  members, and t h e  IMF was empowered t o  d i s p o s e  
o f  i ts  l a r g e  g o l d  h o l d i n g s .  Al though t h e  amended IMF Articles 
d o  p r o v i d e  f o r  t h e  f u t u r e  p o s s i b i l i t y  o f  e s t a b l i s h i n g  a  s y s t e m  
o f  s t a b l e  b u t  a d j u s t a b l e  p a r  v a l u e s ,  s u c h  a  d e c i s i o n  by  t h e  Fund 
would r e q u i r e  a n  8 5  p e r c e n t  a f f i r m a t i v e  v o t e  by t h e  IMF members, 
t h u s  g i v i n g  t h e  Un i t ed  S t a t e s  a n  e f f e c t i v e  v e t o .  The p r o v i s i o n s  
i n  t h e  amended IMF ~ r t i c l e s  r e l a t i n g  t o  e s t a b l i s h m e n t  o f  p a r  
v a l u e s  s p e c i f y  t h a t  t h e  common d e n o m i n a t o r  o f  t h e  s y s t e m  s h a l l  
n o t  be g o l d  or a  c u r r e n c y .  

I t  was w i d e l y  b e l i e v e d  t h a t  t h e  d e s i r e d  s t o c k  o f  r e s e r v e  
a s s e t s  would c o n t r a c t  i n  a  wor ld  o f  f l o a t i n g  exchange  r a t e s  com- 
p a r e d  t o  a  wor ld  o f  pegged r a t e s .  I n  f a c t ,  o f f i c i a l  h o l d i n g s  o f  
r e s e r v e  a s s e t s  have  i n c r e a s e d  i n  e v e r y  y e a r  s i n c e  t h e  f l o a t .  
From 1950 t o  1969 ,  on a v e r a g e ,  w o r l d  r e s e r v e s  i n c l u d i n g  g o l d  
rose b y  less  t h a n  3 p e r c e n t  p e r  y e a r ,  t h e  f o r e i g n  exchange  com- 
p o n e n t  by 5  p e r c e n t  p e r  y e a r .  From t h e  end of  1969 t o  t h e  end 
o f  1972 ,  t h e  a v e r a g e  a n n u a l  r a t e  o f  i n c r e a s e  o f  f o r e i g n  c u r r e n c y  
r e s e r v e s  was 4 3  p e r c e n t .  S i n c e  1973 ,  t h e  a v e r a g e  a n n u a l  r a t e  of  
i n c r e a s e  h a s  been  1 5  p e r c e n t .  The main s o u r c e  o f  g rowth  o f  f o r e i g n  
c u r r e n c y  r e s e r v e s  s i n c e  1973 ,  a s  i n  e a r l i e r  y e a r s ,  h a s  been  i n  t h e  
form o f  d o l l a r s .  The a p p a r e n t  demand f o r  r e s e r v e s  h a s  i n c r e a s e d  
e v e n  u n d e r  f l o a t i n g  r a t e s .  

A s i g n i f i c a n t  change i n  t h e  d i s t r i b u t i o n  of  f o r e i g n  exchange  
r e s e r v e s  h a s  o c c u r r e d  s i n c e  O c t o b e r  1973  a s  a  r e s u l t  o f  t h e  rise 
i n  t h e  p r i c e  o f  o i l .  T o t a l  f o r e i g n  exchange  r e s e r v e s  o f  i n d u s t r i a l  
o i l - i m p o r t i n g  c o u n t r i e s  h a v e  i n c r e a s e d  a t  a  s l i g h t l y  s l o w e r  p a c e  
t h a n  r e s e r v e s  o f  a l l  c o u n t r i e s ,  which s e x t u p l e d  s i n c e  1970 ,  b u t  
t h e  m a j o r  o i l - e x p o r t i n g  c o u n t r i e s ,  which i n  1970 h e l d  o n l y  a b o u t  
8 p e r c e n t  of  t o t a l  wor ld  f o r e i g n  exchange  r e s e r v e s ,  by  t h e  end o f  
t h e  d e c a d e  h e l d  a b o u t  o n e - q u a r t e r  of t h e  t o t a l .  The m o t i v a t i o n s  
of o i l - e x p o r t  i ng  c o u n t r i e s  f o r  h o l d i n g  f o r e i g n - c u r r e n c y  denomina ted  
a s s e t s  a r e ,  however ,  c l e a r l y  q u i t e  d i f f e r e n t  f rom t h o s e  o f  i n d u s t r i a l  
c o u n t r i e s .  

Al though o t h e r  c u r r e n c i e s  have  i n c r e a s e d  t h e i r  roles as r e s e r v e  
c u r r e n c i e s  i n  r e c e n t  y e a r s ,  t h e  d o l l a r  h a s  c o n t i n u e d  t o  s e r v e  a s  t h e  
main r e s e r v e  c u r r e n c y ,  a c c o u n t i n g  f o r  on  t h e  o r d e r  o f  f o u r - f i f t h s  
of t h e  w o r l d ' s  o f f i c i a l  f o r e i g n  exchange  r e s e r v e s .  To t h e  e x t e n t  
of i n t e r v e n t i o n ,  a s  u n d e r  pegged r a t e s ,  t h e  U.S. h a s  s e t t l e d  i t s  
payments  d e f i c i t s  i n  d o l l a r s ,  which f o r e i g n e r s  w i l l i n g l y  add to  
t h e i r  a s s e t  h o l d i n g s  and u s e  i n  payments  to o t h e r  c o u n t r i e s .  
( T h e r e  h a s  been  n o i n t e r v e n t i o n  i n f o r e i g n  exchange  m a r k e t s  by t h e  



U . S .  f o r  a y e a r  and  it is f o r s e e a b l y  n i l ,  so t h e r e  are no c u r r e n t  
paymen t s  i m b a l a n c e s . )  The d o l l a r  a l so  r e m a i n s  t h e  main o f f i c i a l  
i n t e r v e n t i o n  c u r r e n c y  i n  f o r e i g n  exchange  m a r k e t s ,  and s e r v e s  as  
a common v e h i c l e  c u r r e n c y  i n  t h e  i n t e r b a n k  m a r k e t  f o r  f o r e i g n  
e x c h a n g e .  I n  e f f e c t ,  t h e  wor ld  h a s  a d o p t e d  a n  i n c o n v e r t i b l e  
d o l l a r  s t a n d a r d .  

One c h a n g e  i n  t h e  i n t e r n a t i o n a l  r e s e r v e  p r o f i l e  was t h e  
c r e a t i o n  on  March 1 3 ,  1 9 7 9 ,  o f  t h e  Eu ropean  Moneta ry  Sys tem -- 
r e p l a c i n g  t h e  " s n a k e " ,  t h e  European  j o i n t  f l o a t  -- by n i n e  
European  c o u n t r i e s  (Be lg ium,  Denmark, F r a n c e ,  Germany, I t a l y ,  
Luxembourg, and  t h e  N e t h e r l a n d s ;  t h e  U . K .  is  a  member b u t  d o e s  n o t  
p a r t i c i p a t e  i n  i n t e r v e n t i o n  a r r a n g e m e n t s ) .  The c e n t e r  o f  t h e  s y s t e m  
is  t h e  Eu ropean  C u r r e n c y  U n i t  ( a  b a s k e t  o f  a l l  n i n e  c u r r e n c i e s ) ,  
i s s u e d  by t h e  Eu ropean  Monetary  C o o p e r a t i o n  Fund i n  a n  amount 
e q u a l  to a d e p o s i t  o f  20 p e r c e n t  o f  g o l d  and  d o l l a r  r e s e r v e s  o f  
p a r t i c i p a t i n g  c o u n t r i e s ,  t o  b e  u s e d  f o r  s e t t l e m e n t  o f  i n t e r v e n t i o n  
d e b t s .  ECUS, now i n c l u d e d  i n  f o r e i g n  e x c h a n g e  h o l d i n g s  o f  t h e  
p a r t i c i p a t i n g  c o u n t r i e s ,  d o  n o t  i n c r e a s e  w o r l d  mone t a ry  r e s e r v e s ,  
e x c e p t  f o r  r e v a l u a t i o n  c h a n g e s .  The E C U s  i s s u e d  v a l u e  g o l d  on  
t h e  b a s i s  o f  e i t h e r  t h e  a v e r a g e  m a r k e t  p r i c e  o f  t h e  s i x  p r e c e d i n g  
months  or t h e  a v e r a g e  m a r k e t  p r i c e  on  t h e  d a y  b e f o r e  i s s u e ,  
w h i c h e v e r  is lower. 

Wi th  g o l d  v a l u e d  a t  m a r k e t  p r i c e ,  w o r l d  g o l d  r e s e r v e s  a t  
t h e  end  o f  1979  were l a r g e r  t h a n  f o r e i g n  exchange  r e s e r v e s .  
The U.S. and  a number o f  o t h e r  c o u n t r i e s ,  however ,  c o n t i n u e  
t o  v a l u e  t h e i r  g o l d  asse t s  a t  t h e  o l d  o f f i c i a l  p r i c e  o f  $42.22 
p e r  o u n c e ,  d e s p i t e  t h e  a b o l i t i o n  o f  a n  o f f i c i a l  IMF p r i c e  f o r  
g o l d .  

A f t e r  t h e  f l o a t ,  t h e  U.S. t o o k  t h e  p o s i t i o n  t h a t  g o l d  
s h o u l d  b e  d e m o n e t i z e d .  An o p p o s i n g  v i e w  was promoted  p r i n c i p a l l y  
by F r a n c e .  Deve lopments  r e f l e c t  t h e  e x t e n t  t o  which  one  or t h e  
o t h e r  d o m i n a t e d  i n t e r n a t i o n a l  d e c i s i o n s .  A t  i s s u e  was t h e  u s e  
of  g o l d  i n  o f f i c i a l  t r a n s a c t i o n s  a t  t h e  f r e e  m a r k e t  p r i c e ,  and 
t h e  s u b s t i t u t i o n  o f  g o l d  f o r  t h e  d o l l a r  i n  i n t e r - c e n t r a l  bank 
s e t t l e m e n t s  a t  a f i x e d  b u t  h i g h e r  o f f i c i a l  p r i c e .  

The p r e s c r i p t i o n  a g a i n s t  o f f i c i a l  t r a n s a c t i o n s  i n  t h e  g o l d  
m a r k e t  t h a t  had been  a d o p t e d  i n  March 1968  was t e r m i n a t e d  i n  
November 1 9 7 3 ,  b u t  t h e  o f f i c i a l  p r i c e  o f  $42.22 p o s t e d  i n  
F e b r u a r y  1 9 7 3  w a s  so f a r  below t h e  p r i v a t e  m a r k e t  p r i c e  t h a t  
c e n t r a l ' b a n k s  were u n w i l l i n g  t o  buy a n d  s e l l  g o l d  among them- 
s e l v e s  a t  t h e  o f f i c i a l  p r i c e .  The c e n t r a l  b a n k s  were e q u a l l y  
r e l u c t a n t  t o  s e l l  g o l d  on  t h e  p r i v a t e  m a r k e t  i n  v i ew  o f  t h e  
p o s s i b l e  d e p r e s s i v e  e f f e c t  o f  sa les  on t h e  m a r k e t  p r i c e  o r  i n  
a n t i c i p a t i o n  o f  t h e  o p p o r t u n i t y  t o  s e l l  i n  t h e  f u t u r e  a t  a 
h i g h e r  p r i c e .  I n  December 1973 ,  t h e  IMF t e r m i n a t e d  a r r a n g e -  
m e n t s  made f o u r  y e a r s  e a r l i e r ,  u n d e r  wh ich  i t  had  been  p r e p a r e d  
to  p u r c h a s e  g o l d  f rom S o u t h  A f r i c a .  

I n  J u n e  1 9 7 4 ,  c o u n t r i e s  i n  t h e  Group  o f  Ten a g r e e d  t h a t  
g o l d  c o u l d  b e  u sed  as  c o l l a t e r a l  f o r  i n t e r - c e n t r a l  bank l o a n s  



a t  a pr ice  o t h e r  t h a n  t h e  o f f i c i a l  g o l d  p r i c e ,  and  i n  S e p t e m b e r ,  
I t a l y  o b t a i n e d  a l o a n  f rom Germany o n  t h e  p l e d g e  o f  I t a l i a n  
g o l d  v a l u e d  a t  a  m u t u a l l y  a g r e e d  pr ice .  I n  December, t h e  U.S. 
and  F r a n c e  a g r e e d  t h a t  c e n t r a l  b a n k s  were a t  l i b e r t y  i n  v a l u i n g  
g o l d  h o l d i n g s  f o r  b a l a n c e  s h e e t  p u r p o s e s  t o  u s e  t h e  m a r k e t  p r ice ,  
which t h e  Bank o f  F r a n c e  p r o c e e d e d  t o  d o .  

E a r l y  i n  1975 ,  t h e  c o u n t r i e s  i n  t h e  Group  o f  Ten and 
S w i t z e r l a n d  a g r e e d  f o r  a two-year  p e r i o d  n o t  t o  i n c r e a s e  t h e  
sum o f  t h e i r  and t h e  I M F ' s  g o l d  h o l d i n g s  and t o  c o n t r i b u t e  
no  s u p p o r t  t o  t h e  p r i c e  o f  g o l d  i n  t h e  f r e e  m a r k e t .  I n  
Augus t  1 9 7 5  a g r e e m e n t  was r e a c h e d  by a n  IMF committee t h a t 3 5  

-- t h e  o f f i c i a l  p r i c e  o f  g o l d  would b e  a b o l i s h e d  

- - members would n o t  be o b l i g e d  t o  u s e  g o l d  i n  
t r a n s a c t i o n s  w i t h  t h e  Fund 

-- a p a r t  o f  t h e  F u n d ' s  g o l d  h o l d i n g s  would be  s o l d  a t  
a u c t i o n  f o r  t h e  b e n e f i t  o f  d e v e l o p i n g  c o u n t r i e s  and 
a n o t h e r  p a r t  would b e  r e t u r n e d  t o  member c o u n t r i e s  
i n  p r o p o r t i o n  t o  t h e i r  q u o t a s .  

The f i r s t  p u b l i c  a u c t i o n  o f  p a r t  o f  t h e  F u n d ' s  g o l d  h o l d i n g s  was 
h e l d  i n  t h e  J u n e  1976 .  A f o u r - y e a r  sales program was s c h e d u l e d .  
I n  t h e  f i r s t  two y e a r s ,  1 6  a u c t i o n s  were h e l d  a p p r o x i m a t e l y  e v e r y  
s i x  weeks ,  w i t h  a g g r e g a t e  sa les  o f  1 2 . 5  m i l l i o n  o u n c e s .  The 
b a l a n c e  o f  1 2 . 5  m i l l i o n  o u n c e s  was s o l d  m a i n l y  i n  24 a u c t i o n  
lo t s  t h r o u g h  May 1980 ,  and  a s m a l l  amount  i n  n o n c o m p e t i t i v e  
sa les .  R e s t i t u t i o n  of  25 n i l l i o n  o u n c e s  t o  member c o u n t r i e s  
o v e r  a  f o u r - y e a r  p e r i o d  w a s  c o m p l e t e d  i n  December 1 9 7 9 / J a n u a r y  1980 .  

The U.S. r e p e a l e d  t h e  p r o h i b i t i o n  a g a i n s t  g o l d  h o l d i n g  
by U.S. r e s i d e n t s  a s  o f  December 3 1 ,  1 9 7 4 ,  and  T r e a s u r y  o f f e r e d  
g o l d  a t  a u c t i o n  t o  h e l p  meet t h e  e x p e c t e d  i n c r e a s e  i n  p u b l i c  
demand f o r  g o l d .  The f i r s t  a u c t i o n s  were h e l d  i n  J a n u a r y  
and J u n e  1975 ,  when t h e  T r e a s u r y  d i s p o s e d  o f  1 . 3  m i l l i o n  o u n c e s .  
N o  a u c t i o n s  were h e l d  i n  1976  and  1977 .  They were resumed i n  
1978  and  1 9 7 9 ,  when t h e  T r e a s u r y  s o l d  4.0 and 11.8 m i l l i o n  o u n c e s ,  
r e s p e c t i v e l y ,  m o t i v a t e d  b o t h  by  t h e  d e s i r e  t o  r e d u c e  t h e  U.S. 
b a l a n c e  o f  payments  d e f i c i t  on  c u r r e n t  a c c o u n t  and by t h e  b e l i e f  
" t h a t  n e i t h e r  g o l d  n o r  a n y  o t h e r  commodity p r o v i d e s  a  s u i t a b l e  b a s e  
f o r  m o n e t a r y  a r r a n g e m e n t s . " 3 6  

The g o l d  s a l e s  were e q u i v a l e n t  to  open  m a r k e t  o p e r a t i o n s ,  
i n  t h e i r  economic  e f f e c t ,  a p p r o x i m a t i n g  $0.8  b i l l i o n  i n  1 9 7 8  
and $ 3 . 3  b i l l i o n  i n  1979 .  Gold sa les  by t h e  T r e a s u r y  r e d u c e d  
t h e  p u b l i c ' s  d e p o s i t s  and a l s o  bank r e s e r v e s .  The sa les  
t h u s  i n i t i a l l y  may have  s e r v e d  as  a p a r t i a l  o f f s e t  t o  
F e d e r a l  R e s e r v e  o p e n  m a r k e t  p u r c h a s e s  o f  gove rnmen t  s e c u r i t i e s  
t h a t  i n c r e a s e d  t h e  p u b l i c ' s  d e p o s i t s  and bank r e s e r v e s .  I t  
w a s  a p a r t i a l  o f f s e t  o n l y  b e c a u s e  t h e  Sys t e rn ' s  p o r t f o l i o  o f  
government  s e c u r i t i e s  showed a n e t  i n c r e a s e  o f  $7 .7  b i l l i o n  



i n  1978  and  o f  $6.9  b i l l i o n  i n  1979 .  I t  was a n  o f f s e t  
i n i t i a l l y  o n l y  d e p e n d i n g  on  t h e  T r e a s u r y ' s  u s e  o f  t h e  p r o c e e d s  
o f  t h e  g o l d  s a l e s .  To t h e  e x t e n t  t h a t  t h e  T r e a s u r y  used  t h e  
p r o c e e d s  t o  r e t i r e  g o l d  c e r t i f i c a t e  c r e d i t s  and  t h e r e b y  
r educed  i ts  d e p o s i t s  a t  t h e  F e d e r a l  R e s e r v e ,  t h e  m o n e t a r y  
e f f e c t s  o f  t h e  g o l d  s a l e s  were  c o n t r a c t i o n a r y .  However, t o  
t h e  e x t e n t  t h a t  i t  d i s b u r s e d  t h e  r e m a i n d e r  o f  t h e  f u n d s  i t  
a c q u i r e d ,  t h e  T r e a s u r y ' s  a c t i o n  r e s t o r e d  t h e  p u b l i c ' s  
d e p o s i t s  and hank  r e s e r v e s ,  s o  t h e  c o n t r a c t i o n a r  e f f e c t  on  
t h e  money s u p p l y  o f  t h e  g o l d  s a l e s  w a s  l i m i t e d .  3y 

S i n c e  1979 ,  t h e  T r e a s u r y  h a s  s o l d  no  g o l d  b u l l i o n .  I n  
J u l y  1 9 8 0 ,  howeve r ,  i t  began  t h e  s a l e  o f  h a l f - o u n c e  and one-  
o u n c e  g o l d  m e d a l l i o n s ,  i n  a c c o r d a n c e  w i t h  P .L  95-630,  November 
1 0 ,  1978 .  The l e g i s l a t i o n  p r o v i d e d  t h a t  n o t  l ess  t h a n  1 m i l l i o n  
t r o y  o u n c e s  o f  f i n e  g o l d  p e r  y e a r  b e  s t r u c k  i n t o  m e d a l l i o n s  
and s o l d  t o  t h e  p u b l i c  o v e r  a  f i v e - y e a r  p e r i o d  a t  a p r i c e  
c o v e r i n g  t h e  m a r k e t  v a l u e  o f  t h e  g o l d  c o n t e n t  p l u s  a l l  c o s t s .  
A t  t h e  end  o f  1 9 8 1 ,  U.S. Government  g o l d  i n v e n t o r i e s  amounted 
t o  2 6 4 . 1  m i l l i o n  o u n c e s .  

Direct  o f f i c i a l  i n t e r v e n t i o n  to  m a i n t a i n  t h e  open  m a r k e t  
p r i c e  o f  c u r r e n c i e s  w i t h i n  n a r r o w  l i m i t s  h a s  n o t  l e s s e n e d  
u n d e r  f l o a t i n g  r a t e s  compared w i t h  t h e  pegged  p a r i t y  s y s t e m .  
~ n t e r v e n t i o n  i n  some c o u n t r i e s  is  a s s i g n e d  t o  n a t i o n a l i z e d  
i n d u s t r i e s  t h a t  bo r row f o r e i g n  c u r r e n c y  i n  o r d e r  t o  buy t h e i r  
own c u r r e n c y  on  t h e  f o r e i g n  e x c h a n g e  m a r k e t ,  i n  I t a l y  and  t h e  
U.K. w i t h  gove rnmen t  p r o v i s i o n  o f  i n s u r a n c e  a g a i n s t  f o r e i g n  
exchange  loss ;  i n  F r a n c e  w i t h  no  s u c h  p r o v i s i o n .  I n  J a p a n  
and sometimes F r a n c e ,  d o l l a r  d e p o s i t s  h e l d  by t h e  gove rnmen t  
a t  coinrnercia l  b a n k s  a r e  u sed  f o r  i n t e r v e n t i o n .  I t a l i a n  and  
F rench  commercial b a n k s  i n t e r v e n e  a t  t h e  g o v e r n m e n t ' s  b e h e s t .  
C e n t r a l  bank  i n t e r v e n t i o n  may t h u s  b e  c o n d u c t e d  by  a  v a r i e t y  
o f  i n s t i t u t i o n s  a t  t h e  d i r e c t i o n  o f  t h e  m o n e t a r y  a u t h o r i t i e s .  

I n t e r v e n t i o n  b y  m a j o r  i n d u s t r i a l  c o u n t r i e s  h a s  b e e n  
m o t i v a t e d  b y  a number o f  c o n s i d e r a t i o n s  d u r i n g  t h e  p e r i o d  
s i n c e  g e n e r a l i z e d  f l o a t i n g  began  i n  e a r l y  1973 .  The U n i t e d  
S t a t e s  h a s  i n t e r v e n e d  p r i m a r i l y  t o  a v o i d  d i s o r d e r l y  m a r k e t  
c o n d i t i o n s  and  a t  times ( n o t a b l y  a f t e r  O c t o b e r  1 9 7 8 )  t o  
correct s e v e r e  movements i n  t h e  d o l l a r ' s  v a l u e  n o t  r e l a t e d  
t o  f u n d a m e n t a l  e conomic  c o n d i t i o n s .  S i n c e  e a r l y  1981 ,  U.S. 
p o l i c y  h a s  b e e n  t o  i n t e r v e n e  o n l y  i n  case o f  s e v e r e  c o n d i t i o n s  
o f  m a r k e t  d i s o r d e r .  O t h e r  c o u n t r i e s  a l s o  h a v e ,  f rom time t o  
t i m e ,  j o i n e d  i n  e f f o r t s  t o  m a i n t a i n  t h e  v a l u e  o f  t h e i r  
c u r r e n c i e s  w i t h i n  n a r r o w  m a r g i n s  a r o u n d  c e n t r a l  v a l u e s  
e s t a b l i s h e d  i n  terms o f  o n e  a n o t h e r .  Such e f f o r t s  have  b e e n  
s u p p o r t e d  b y  b o t h  i n t e r v e n t i o n  and  o t h e r  p o l i c i e s .  

T h e r e  was a p p a r e n t l y  l i t t l e  i n t e r v e n t i o n  d u r i n g  t h e  f o u r  
months  f o l l o w i n g  t h e  f l o a t  i n  F e b r u a r y  1973 .  The p r o g r e s s i v e  
d e c l i n e  i n  t h e  w e i g h t e d  e x c h a n g e  r a t e  o f  t h e  d o l l a r  be tween  
F e b r u a r y  and  J u l y  1973  v i s - a - v i s  a g r o u p  o f  m a j o r  c u r r e n c i e s  
l e d  t o  a d e c i s i o n  by  t h e  g o v e r n o r s  o f  t h e  c e n t r a l  b a n k s  o f  



t h e  Group  o f  Ten to  s u p p o r t  t h e  d o l l a r .  I n  J u l y  1973 ,  t h e  
F e d e r a l  R e s e r v e  began  t o  i n t e r v e n e  i n  t h e  N e w  York e x c h a n g e  
m a r k e t  t o  a v o i d  " d i s o r d e r l y  m a r k e t  c o n d i t i o n s . "  I n t e r v e n t i o n  
was e f f e c t e d  w i t h  t h e  F e d e r a l  R e s e r v e ' s  own s m a l l  h o l d i n g s  o f  
f o r e i g n  c u r r e n c y  o r  by a c t i v a t i n g  t h e  much l a r g e r  t o t a l  o f  
f o r e i g n  c u r r e n c y  r e s o u r c e s  a v a i l a b l e  t h r o u g h  swap a g r e e m e n t s .  

C o n c e r t e d  exchange  i n t e r v e n t i o n  w a s  a g r e e d  to by t h e  
F e d e r a l  R e s e r v e ,  t h e  Bundesbank ,  and  t h e  S w i s s  N a t i o n a l  Bank 
i n  May 1974 ,  a f t e r  s e v e r a l  mon ths  o f  d o l l a r  d e p r e c i a t i o n .  
The d o l l a r  s t r e n g t h e n e d  u n t i l  S e p t e m b e r  when renewed weaknes s  
d e v e l o p e d  t h r o u g h  March 1975 .  The e x p l a n a t i o n  g i v e n  by  t h e  
Board o f  G o v e r n o r s  was: 38 

C o n t r i b u t i n g  t o  t h i s  d e c l i n e  i n  t h e  d o l l a r ' s  
e x c h a n g e  v a l u e  was t h e  asymmetry  i n  i n t e r v e n t i o n  
p o l i c i e s  be tween  c o u n t r i e s  w i t h  weake r  c u r r e n c i e s  
and  t h o s e  w i t h  s t r e n g t h e n i n g  c u r r e n c i e s .  I n t e r -  
v e n t i o n  sales  o f  d o l l a r s  b y  c o u n t r i e s  s u p p o r t i n g  
weaker  c u r r e n c i e s  e x c e e d e d  p u r c h a s e s  o f  d o l l a r s  
by  c o u n t r i e s  r e s i s t i n g  t h e  a p p r e c i a t i o n  o f  t h e i r  
c u r r e n c i e s .  The n e t  e f f e c t  o f  t h e s e  o p e r a t i o n s  
was to  add  t o  t h e  m a r k e t  s u p p l y  o f  d o l l a r s ,  d e p r e s s i n g  
t h e  d o l l a r ' s  a v e r a g e  e x c h a n g e  r a t e .  

E x p l i c i t  t hough  l i m i t e d  a p p r o v a l  o f  management o f  f l o a t i n g  
exchange  ra tes  was e x  r e s s e d  by t h e  IMF i n  g u i d e l i n e s  it 
i s s u e d  i n  J u n e  1974 .  38 A c c e p t a n c e  o f  i n t e r v e n t i o n  as  d e s i r a b l e  
t o  c o u n t e r  d i s o r d e r l y  m a r k e t  c o n d i t i o n s  was r e i t e r a t e d  i n  a  
November 1975  m e e t i n g  t h a t  p r e c e d e d  t h e  r e v i s i o n  o f  t h e  IMF's 
Ar t i c l e s  o f  Agreement  i n  1976 .  

The d o l l a r  showed l i t t l e  weaknes s  i n  1 9 7 6 ,  and t h e  
F e d e r a l  R e s e r v e  i n t e r v e n e d  t o  s e l l  d o l l a r s  on  b e h a l f  o f  o t h e r  
c u r r e n c i e s .  I n  J a n u a r y  t h e  I t a l i a n  l i r a  came u n d e r  p r e s s u r e .  
The d e c l i n e  i n  i t s  exchange  v a l u e  weakened t h e  F rench  f r a n c  
w i t h i n  t h e  European  c u r r e n c y  " s n a k e , "  l e a d i n g  t o  s u b s t a n t i a l  
F r ench  i n t e r v e n t i o n .  Mass ive  i n t e r v e n t i o n  t o  s u p p o r t  
s t e r l i n g ,  which  d e c l i n e d  f rom $ 2 . 0 0  i n  March t o  $1.77 i n  mid- 
S e p t e m b e r ,  was p r o v i d e d  by  a  $5 .3  b i l l i o n  s t a n d - b y  c r e d i t  
a r r a n g e d  by t h e  Group o f  Ten c o u n t r i e s ,  S w i t z e r l a n d ,  and  t h e  
Bank f o r  I n t e r n a t i o n a l  S e t t l e m e n t s .  S t e r l i n g ' s  f u r t h e r  
d e c l i n e  l a t e r  i n  t h e  y e a r  l e d  t o  a n  IMF d r a w i n g ,  f u r t h e r  
b o r r o w i n g ,  and a f a c i l i t y  t o  r e d u c e  o f f i c i a l  s t e r l i n g  b a l a n c e s .  
I n t e r v e n t i o n  was a l s o  c o n d u c t e d  t o  m o d e r a t e  a p p r e c i a t i o n s  o f  
t h e  D-mark, t h e  S w i s s  f r a n c ,  and t h e  yen .  

Renewed weakness  o f  t h e  d o l l a r  i n  e a r l y  1977  was masked 
i n  p a r t  by l a r g e  i n t e r v e n t i o n  p u r c h a s e s  o f  d o l l a r s  by  t h e  
Bank o f  England  and  t h e  Bank o f  I t a l y  u n d e r t a k e n  t o  l i m i t  t h e  
a p p r e c i a t i o n  o f  t h e i r  c u r r e n c i e s  and t o  r e b u i l d  t h e i r  r e s e r v e  
p o s i t i o n s .  The F e d e r a l  R e s e r v e  i n t e r v e n e d  o n l y  o c c a s i o n a l l y  
d u r i n g  t h e  f i r s t  t h r e e  q u a r t e r s  b u t ,  a s  t h e  d o l l a r  d r o p p e d  
more s h a r p l y ,  t h e  F e d e r a l  R e s e r v e  i n c r e a s e d  t h e  scale o f  
i n t e r v e n t i o n .  I n  J a n u a r y  1 9 7 8 ,  t h e  F e d e r a l  R e s e r v e  was j o i n e d  



b y  t h e  1J.S. T r e a s u r y  Exchange S t a b i l i z a t i o n  Fund, which  n e g o t i a t e d  
a  new swap f a c i l i t y  w i t h  t h e  Bundesbank.  

The d e c l i n e  i n  t h e  w e i g h t e d  a v e r a g e  exchange  v a l u e  o f  
t h e  d o l l a r  a c c e l e r a t e d  i n  1978  t h r o u g h  t h e  end  o f  O c t o b e r . 4 0  
An a n t i - i n f l a t i o n  program announced  o n  O c t o b e r  24 ( i n v o l v i n g  
f i s c a l  r e s t r a i n t s ,  v o l u n t a r y  wage and p r i c e  s t a n d a r d s ,  and a  
r e d u c t i o n  i n  t h e  c o s t  o f  r e g u l a t o r y  a c t i o n s )  d i d  n o t  m o d e r a t e  
t h e  d o l l a r ' s  s l i d e  on  t h e  exchange  m a r k e t .  On November 1, 
t h e  A d m i n i s t r a t i o n  and  t h e  F e d e r a l  R e s e r v e  t o o k  f u r t h e r  
a c t i o n .  F o r e i g n  exchange  r e s o u r c e s  e q u i v a l e n t  t o  $ 3 0  b i l l i o n  
were m o b i l i z e d  t o  f i n a n c e  i n t e r v e n t i o n  a s  needed  t o  s u p p o r t  
t h e  d o l l a r  i n  c o o p e r a t i o n  w i t h  Germany, J a p a n ,  and S w i t z e r l a n d .  
The F e d e r a l  R e s e r v e  r a i s e d  t h e  d i s c o u n t  r a t e  from 8 1 /2  
p e r c e n t  to  9  1/2  p e r c e n t ,  and  imposed a 2 p e r c e n t  s u p p l e m e n t a r y  
r e s e r v e  r e q u i r e m e n t  on l a r g e  t i m e  d e p o s i t s .  Dur ing  t h e  l a s t  
two mon ths  o f  1 9 7 8 ,  U . S .  e x c h a n g e  m a r k e t  i n t e r v e n t i o n  
i n  s u p p o r t  o f  t h e  d o l l a r  t o t a l e d  $6 .7  b i l l i o n ,  accompanied  by 
s i g n i f i c a n t  p u r c h a s e s  o f  d o l l a r s  by  Germany, J a p a n ,  and 
S w i t z e r l a n d .  By mid-June 1 9 7 9 ,  t h e  d o l l a r ' s  v a l u e  (measu red  
o n  a  t r a d e - w e i g h t e d  b a s i s )  had  r i s e n  f rom i t s  1978  l o w  b y  
a b o u t  t e n  p e r c e n t ,  and  U.S a u t h o r i t i e s  had r e p u r c h a s e d  a 
g r e a t e r  sum o f  f o r e i g n  c u r r e n c i e s  t h a t  had b e e n  s o l d  i n  t h e  
l a s t  two months  o f  1978.  The d o l l a r  t h e n  b e g a n  t o  weaken,  
and u.S. i n t e r v e n t i o n  sales o f  f o r e i g n  c u r r e n c i e s ,  c h i e f l y  D- 
m a r k s ,  resumed.  Gross s a l e s  amounted t o  $9-1/2 b i l l i o n  
e q u i v a l e n t  be tween  m i d - ~ u n e  and e a r l y  O c t o b e r .  I n  a d d i t i o n ,  
t h e  F e d e r a l  R e s e r v e  r a i s e d  t h e  d i s c o u n t  r a t e  t o  11 p e r c e n t  i n  
Sep t ember .  

On O c t o b e r  6 ,  1979 ,  t h e  F e d e r a l  R e s e r v e  announced a wide-  
r a n g i n g  s e t  o f  m e a s u r e s  t o  t i g h t e n  m o n e t a r y  c o n t r o l  ( a  s h i f t  
i n  o p e r a t i n g  p r o c e d u r e s  f rom c o n t r o l  o f  t h e  F e d e r a l  Funds 
r a t e  t o  c o n t r o l  o f  bank  r e s e r v e s ;  a n  i n c r e a s e  i n  t h e  d i s c o u n t  
r a t e  t o  1 2  p e r c e n t ;  a  m a r g i n a l  r e s e r v e  r e q u i r e m e n t  on  b a n k s '  
managed l i a b i l i t i e s ) ,  and  t h e  d o l l a r  began  t o  a p p r e c i a t e .  
A f t e r  A p r i l  1 9 8 0 ,  however ,  t h e  d o l l a r  began  t o  d e c l i n e ,  a 
movement t h a t  w a s  r e v e r s e d  i n  S e p t e m b e r .  From O c t o b e r  1979 
o n ,  t h e  U n i t e d  S t a t e s  i n t e r v e n e d  f r e q u e n t l y ,  o p e r a t i n g  o n  b o t h  
s i d e s  o f  t h e  m a r k e t .  When t h e  d o l l a r  w a s  i n  demand, i t  a c q u i r e d  
f o r e i g n  c u r r e n c i e s  i n  t h e  m a r k e t  and f rom c o r r e s p o n d e n t s  t o  
r e p a y  e a r l i e r  d e b t  and  t o  b u i l d  u p  b a l a n c e s .  The U n i t e d  
S t a t e s  was a b u y e r  f rom F e b r u a r y  t o  March. From l a t e  March 
t o  e a r l y  A p r i l  a n d  beyond ,  i t  s o l d  D-marks, S w i s s  f r a n c s ,  and  
F rench  f r a n c s .  By t h e  end o f  J u l y ,  t h e  U.S. was a g a i n  
a c c u m u l a t i n g  c u r r e n c i e s ,  making n e t  p u r c h a s e s  o f  D-marks and  
lesser amoun t s  of S w i s s  f r a n c s  and F r e n c h  f r a n c s .  By t h e  end  
o f  1980 ,  t h e  U.S. w a s  i n t e r v e n i n g  i n  t h e  f o r e i g n  exchange  
m a r k e t s  v i r t u a l l y  o n  a day- to -day  b a s i s .  F o r  1980 a s  a w h o l e ,  
U.S. a u t h o r i t i e s  were n e t  b u y e r s  o f  f o r e i g n  c u r r e n c i e s  i n  a n  
amount o f  $8 .7  b i l l i o n  e q u i v a l e n t .  

S h o r t l y  a f t e r  t a k i n g  o f f i c e ,  t h e  Reagan A d m i n i s t r a t i o n  
announced i t s  i n t e n t i o n  to  l i m i t  U.S. i n t e r v e n t i o n  o n l y  t o  
i n s t a n c e s  o f  s e r i o u s  m a r k e t  d i s o r d e r .  The r e a s o n  g i v e n  f o r  



t h e  s h i f t  i n  p o l i c y  was t h e  A d m i n i s t r a t i o n ' s  v i ew  t h a t  i n t e r v e n t i o n  
is c o s t l y  and i n e f f e c t u a l  -- and may i n d e e d  be  h a r m f u l  -- and t h a t  
t h e  way t o  res tore  exchange  r a t e  s t a b i l i t y  is  by  t h e  c r e a t i o n  o f  
more s t a b l e  d o m e s t i c  economic  c o n d i t i o n s .  Many f o r e i g n  c e n t r a l  
b a n k s ,  w h i l e  g e n e r a l l y  i n  a g r e e m e n t  w i t h  t h e  b a s i c  p r i n c i p l e s  
u n d e r l y i n g  t h e  A d m i n i s t r a t i o n ' s  v i e w s ,  c o n t i n u e  to  employ a  more 
a c t i v e  i n t e r v e n t i o n  p o l i c y .  I t  is d o u b t f u l ,  however ,  t h a t  s u c h  
i n t e r v e n t i o n  h a s  much e f f e c t  o v e r  t i m e  on t h e  exchange  v a l u e  o f  
t h e i r  c u r r e n c i e s .  

The B r e t t o n  Woods s y s t e m  b r o k e  down i n  p a r t  b e c a u s e  non- 
r e s e r v e  c u r r e n c y  c o u n t r i e s  were u n w i l l i n g  a s  a  g r o u p  t o  a d o p t  t h e  
i n f l a t i o n a r y  p o l i c i e s  t h e  r e s e r v e - c u r r e n c y  c o u n t r y  was p u r s u i n g .  
To a c h i e v e  i n d e p e n d e n t  m o n e t a r y  p o l i c y ,  t h e  o n l y  workab le  exchange  
r a t e  s y s t e m  was f l o a t i n g ,  and i t  was hoped t h a t  f l e x i b l e  exchange  
r a t e s  would p e r m i t  a  c o u n t r y  t o  c h o o s e  i t s  d e s i r e d  long- run  t r e n d  
r a t e  o f  mone ta ry  g r t w t h  and o f  i n f l a t i o n ,  i n d e p e n d e n t  o f  o t h e r  
c o u n t r i e s 1  c h o i c e s .  

Even when autonomy e x i s t s ,  m o n e t a r y  p o l i c y  may p e r f o r m  b a d l y .  
I t  i s  i n  t h i s  c o n t e x t  t h a t  t h e  movement i n  a  number o f  c o u n t r i e s  
d u r i n g  t h e  1 9 7 0 s  toward t h e  improvement o f  mone ta ry  c o n t r o l  mus t  
be  v iewed.  

C e n t r a l  banks  have  t y p i c a l l y  used  s h o r t - t e r m  i n t e r e s t  r a t e s  
a s  t h e  i n s t r u m e n t  to  c o n t r o l  mone ta ry  g rowth .  Under n o n - i n f l a t i o n a r y  
c o n d i t i o n s ,  t h i s  conduc t  p roduced  a  p r o c y c l i c a l  movement i n  mone ta ry  
g rowth .  Under t h e  g a t h e r i n g  i n f l a t i o n a r y  c o n d i t i o n s  s i n c e  t h e  
mid-1960s,  t h e  i n f l a t i o n  premium t h a t  became imbedded i n  i n t e r e s t  
r a t e s  made t h e  i n s t r u m e n t  u n r e l i a b l e  a s  a n  i n d i c a t o r  o f  r e s t r i c t i o n  
o r  e a s e .  R e l i a n c e  on i t  c o n t r i b u t e d  t o  a  s e c u l a r  r i s e  i n  t h e  r a t e  
o f  mone ta ry  g rowth .  C e n t r a l  banks  i n  a  number o f  c o u n t r i e s ,  some 
more w i l l i n g l y  t h a n  o t h e r s ,  i n  t h e  1 9 7 0 s  a d o p t e d  t a r g e t s  f o r  monetary  
growth  w i t h o u t  n e c e s s a r i l y  abandon ing  t h e i r  d e s i r e  t o  h o l d  down 
i n t e r e s t  r a t e s  o r  exchange  r a t e s ,  so t h a t  s u c c e s s f u l  t a r g e t i n g  h a s  
n o t  i n v a r i a b l y  been  t h e  r e s u l t .  I f  i t  was hoped t h a t  p u b l i c  
announcement  of t a r g e t s  f o r  mone ta ry  g rowth  would i t s e l f  r e d u c e  
e x p e c t a t i o n s  of  i n f l a t i o n ,  t h e  f a i l u r e  t i m e  a f t e r  t i m e  t o  a c h i e v e  
t h e  t a r g e t s  h a s  d i l u t e d  any  p o s s i b l e  e f f e c t  on t h e  f o r m a t i o n  of  
e x p e c t a t i o n s .  

The p e r i o d  s i n c e  O c t o b e r  6 ,  1979 ,  when t h e  F e d e r a l  Rese rve  
announced a  new p r o c e d u r e  t o  improve c o n t r o l  o f  mone ta ry  a g g r e g a t e s ,  
i s  p r o b a b l y  t o o  b r i e f  t o  p ronounce  judgment  on t h e  l i k e l i h o o d  
t h a t  t h e  System w i l l  a c h i e v e  i t s  o b j e c t i v e s  o f  d e c e l e r a t i o n  i n  
mone ta ry  g rowth .  The i n c o n v e r t i b l e  p a p e r  n o n e t a r y  s t a n d a r d  
o p e r a t e d  a t  t h e  d i s c r e t i o n  o f  mone ta ry  a u t h o r i t i e s  is on  t r i a l . * *  

*Congressman Henry S.  Reuss  -- While  I s u p p o r t  f l o a t i n g  exchange  
r a t e  a r r a n g e m e n t s ,  I d o  n o t  s u b s c r i b e  t o  t h i s  a n a l y s i s .  

**Congressman Henry S. Reuss  -- On t h e  c o n t r a r y ,  i t  is mone ta r i sm 
t h a t  i s  on t r i a l .  



What is t h e  c u r r e n t  ro le  o f  g o l d ?  IMF members no l o n g e r  
d e f i n e  t h e  exchange  v a l u e  o f  t h e i r  c u r r e n c y  i n  t e r n s  o f  g o l d  
and a c c o u n t  f o r  g o l d  a t  any  p r i c e  c o n s i s t e n t  w i t h  t h e i r  
d o m e s t i c  l a w s .  Gold i s  no  l o n g e r  t h e  n u n e r a i r e  o f  t h e  
i n t e r n a t i o n a l  mone ta ry  s y s t e m .  The i n t r o d u c t i o n  o f  SDKs 
( v a l u e d  i n  t e r m s  o f  a b a s k e t  of  n a t i o n a l  c u r r e n c i e s ,  a s  o f  
~ u l y  1974 ,  r a t h e r  t h a n  i n  terms o f  g o l d )  was i n t e n d e d  t o  
supp lemen t  t h e  d o l l a r ,  g o l d ,  and o t h e r  r e s e r v e  a s s e t s  i n  t h e  
i n t e r n a t i o n a l  mone ta ry  s y s t e m . *  

The m a r k e t  p r i c e  o f  g o l d  u n t i l  1 9 8 0  i n c r e a s e d  more 
r a p i d l y  a f t e r  t h e  f l o a t  t h a n  t h e  p r i c e s  o f  most o t h e r  d u r a b l e  
a s s e t s .  41 The f u t u r e  ro le  o f  g o l d  i n  t h e  i n t e r n a t i o n a l  
mone ta ry  s y s t e m  as  a  r e s e r v e  a s s e t  and a s  a d e t e r m i n a n t  o f  
t h e  w o r l d ' s  p r i c e  l e v e l  may depend i m p o r t a n t l y  on  t h e  

* H e r b e r t  J. Coyne -- Again ,  t h e  Fr iedman-Schwartz  book acknowledges  
t h e  p r e s e n t  mone ta ry  r o l e  o f  g o l d  o n  p. 684 o f  A Monetary 
H i s t o r y  o f  t h e  u n i t e d  S t a t e s ,  1867-1960, i n  t h e  summary c h a p t e r :  

"Today g o l d  is  p r i m a r i l y  a  commodity whose p r i c e  is  pegged 
r a t h e r  t h a n  t h e  k e y s t o n e  o f  t h e  w o r l d  o r  t h e  U . S .  mone ta ry  
sys t em.  However, t h e  l e g a c y  o f  h i s t o r y  and t h e  u s e  o f  g o l d  
a s  a  v e h i c l e  f o r  f i x i n g  exchange  rates  s t i l l  g i v e  it a  mone ta ry  
s i g n i f i c a n c e  p o s s e s s e d  by no  o t h e r  commodity s u b j e c t  t o  
government  p r i c e - f i x i n g . "  ( ~ m p h a s i s  a d d e d )  

I n  a d d i t i o n ,  w h i l e  g o l d  d o e s  n o t  h a v e  a n  o f f i c i a l l y  
d e f i n e d  p o s i t i o n ,  t h i s  p a r a g r a p h  f a i l s  t o  t a k e  i n t o  a c c o u n t  
t h e  a c c e p t a n c e  o f  g o l d  a s  t h e  w o r l d ' s  most i m p o r t a n t  r e s e r v e  
a s s e t  and i t s  c u r r e n t  u s e  i n  f a c i l i t a t i n g  o f f i c i a l  t r a n s a c t i o n s .  
F u r t h e r ,  it  is n o t  men t ioned  t h a t  e f f o r t s  t o  d e m o n e t i z e  g o l d  
have f a l t e r e d .  I n  a d d i t i o n ,  g o l d  h a s  b e e n  u t i l i z e d  i n  t h e  
European Monetary  Sys tem,  g o l d  r e s t i t u t e d  t o  member c o u n t r i e s  
by t h e  IMF was l a r g e l y  k e p t  and n o t  c o n v e r t e d  i n t o  f o r e i g n  
exchange ,  and  l e s s  d e v e l o p e d  c o u n t r i e s  have  had a  t e n d e n c y  
to  b u i l d  t h e i r  g o l d  s t o c k s .  C e n t r a l  banks  i n  g e n e r a l  have  
been n e t  b u y e r s  o f  g o l d  f o r  t h e  f i r s t  t i m e  s i n c e  1972 ,  and 
many c e n t r a l  banks  a r e  r e m o n e t i z i n g  g o l d  and u s i n g  i t  f o r  
government  f i n a n c i n g  p u r p o s e s .  A s  o n e  o b s e r v e r  o f  g o l d  n o t e s ,  
"The s i m p l e s t  way to  acknowledge g o l d ' s  role is t o  buy i t  ." 

I n  t h e  J o u r n a l  o f  Law and Economics ,  J o s e p h  Gold ,  t h e  
f o r m e r  l e g a l  c o u n s e l  o f  t h e  IMF, comments o n  g o l d ' s  p r e s e n t  
and f u t u r e  s t a t u s :  

" I t  is  a  w i d e s p r e a d  v i ew among members t h a t  g o l d  c o n t i n u e s  
to  be  a  r e s e r v e  asse t  and c o n t i n u e s  t o  h a v e  mone ta ry  f u n c t i o n s .  
T h i s  v iew p e r s i s t s  n o t w i t h s t a n d i n g  t h e  change  i n  t h e  l e g a l  s t a t u s  
o f  g o l d  and  t h e  a b s e n c e  o f  i t s  u s e  i n  o f f i c i a l  s e t t l e m e n t s  
o r  i n  s u p p o r t  o f  c u r r e n c i e s . "  



p e r f o r m a n c e  o f  t h e  d o l l a r .  I f  t h e  p e r f o r m a n c e  o f  t h e  d o l l a r  
i m p r o v e s ,  g o l d  may p l a y  a m i n o r  role  e v e n  i f  i t s  u s e  as  a  
r e s e r v e  a s se t  c o n t i n u e s .  F a i l u r e  o f  t h e  d o l l a r  t o  p e r f o r m  i n  
a s t a b l e  f a s h i o n  i n  t h e  f u t u r e  l e a v e s  o p e n  t h e  p o s s i b i l i t y  o f  
a r e s t o r a t i o n  o f  a s i g n i f i c a n t  ro le  f o r  g o l d .  

Summary 

The U n i t e d  S t a t e s  a d o p t e d  a d e  f a c t o  g o l d  s t a n d a r d  i n  
1834 .  T h e r e a f t e r ,  i t  a d h e r e d  t o  some fo rm o f  a g o l d  s t a n d a r d  
w i t h  o n l y  two e x t e n d e d  i n t e r r u p t i o n s ,  o n c e  f o r  1 7  y e a r s  i n  
t h e  1 9 t h  c e n t u r y ,  and a g a i n  i n  t h i s  c e n t u r y ,  f o r  1 3  y e a r s ,  i f  
o n e  d a t e s  t h e  i n t e r r u p t i o n  f rom 1968 ,  when t h e  two-tier London 
g o l d  m a r k e t  was c r e a t e d ;  f o r  1 0  y e a r s ,  i f  o n e  d a t e s  i t  from 1 9 7 1  
when c o n v e r t i b i l i t y  o f  t h e  d o l l a r ,  e v e n  f o r  o f f i c i a l  t r a n s -  
a c t i o n s ,  was f o r m a l l y  s u s p e n d e d ;  f o r  8  y e a r s ,  i f  o n e  d a t e s  i t  
f rom 1973 ,  when f l o a t i n g  exchange  r a t e s  were  a d o p t e d  by t h e  
U n i t e d  S t a t e s  and  t h e  i n d u s t r i a l  c o u n t r i e s .  The p o l i t i c a l  
o b j e c t i v e  o f  r e t u r n i n g  t o  t h e  g o l d  s t a n d a r d  was a c h i e v e d  i n  
t h e  1 9 t h  c e n t u r y  c a s e ,  d e s p i t e  o p p o s i t i o n  f rom s i l v e r  and  
p a p e r  money a d v o c a t e s .  Whether  t h a t  p o l i t i c a l  o b j e c t i v e  
e x i s t s  o r  is c u r r e n t l y  a c h i e v a b l e  c a n n o t  be  d e t e r m i n e d  f rom a 
r e t r o s p e c t i v e  view.  

I n  a d d i t i o n  to  t h e  two e x t e n d e d  i n t e r r u p t i o n s  i n  U.S. 
a d h e r e n c e  t o  a g o l d  s t a n d a r d ,  t e m p o r a r y  s u s p e n s i o n  o f  a few 
weeks t o  a  y e a r ' s  d u r a t i o n  o c c u r r e d  i n  1837 ,  1 8 3 9 ,  1 8 5 7 ,  
1893 ,  1 9 0 7 ,  1917-19,  and  1933 .  I n  a l l  c a s e s  b u t  t h e  l a t t e r  
t w o ,  t h e  y e a r s  i n  q u e s t i o n  c l i m a x e d  p e r i o d s  o f  economic  
e x p a n s i o n  i n  t h e  U n i t e d  S t a t e s ,  f o s t e r e d  by e x t e r n a l  a s  w e l l  
as  i n t e r n a l  f a c t o r s .  The p a c e  o f  t h e  e x p a n s i o n s  r a i s e d  U.S. 
p r i c e s  and  incomes  above  t h o s e  p r e v a i l i n g  i n  t h e  rest o f  t h e  
g o l d  s t a n d a r d  w o r l d .  To b r i n g  t h e  U.S. p r i c e  and nomina l  
income s t r u c t u r e  i n t o  a l i g n m e n t  w i t h  t h a t  o f  i t s  t r a d i n g  
p a r t n e r s  e n t a i l e d  r e d u c t i o n s  i n  t h e  U.S. money s t o c k ,  u s u a l l y  
r e s u l t i n g  f rom a d e c l i n e  i n  U.S. g o l d  r e s e r v e s  and  i n  c a p i t a l  
i m p o r t s  f rom a b r o a d .  P r i c e s ,  o u t p u t ,  and employment s u b s e q u e n t l y  
d e c l i n e d ,  accompanied  by b a n k r u p t c i e s  o f  f i r m s  and  bank 
f a i l u r e s .  S u s p e n s i o n  o f  s p e c i e  payments  i n  t h e  y e a r s  u n d e r  
r e v i e w  was a means o f  m i t i g a t i n g  t h e  c o s t s  o f  d e f l a t i o n a r y  
a d j u s t m e n t  t h a t  m a i n t a i n i n g  p a r  v a l u e s  o f  t h e  exchange  ra te  
imposed .  The d e v a l u a t i o n  i m p l i c i t  i n  s u s p e n s i o n  g a v e  t h e  
economy a b r e a t h i n g  s p e l l .  Wi th  r e c o v e r y ,  t h e  f o r m e r  p a r  
v a l u e  o f  t h e  exchange  r a t e  w a s  r e s t o r e d .  

N o  s p e c i a l  comment is needed  on t h e  World War I r e s t r i c -  
t i o n  o f  i n t e r c o n v e r t i b i l i t y  be tween  p a p e r  money and  g o l d  and 
t h e  f r e e  i n t e r n a t i o n a l  movement o f  g o l d .  The s i t u a t i o n  i n  

"Congressman Henry S.  Reus s  -- I d i s s e n t  f rom t h i s  s t a t e m e n t .  



1933 ,  however ,  d o e s  r e q u i r e  comment. T h a t  y e a r  w a s  i n  no  
r e s p e c t  s i m i l a r  t o  t h e  e a r l i e r  example s  of t e m p o r a r y  d e v a l u a -  
t i o n s .  The y e a r  1933  was a y e a r  o f  a  b u s i n e s s  c y c l e  t r o u g h  
a f t e r  f o u r  y e a r s  o f  d e f l a t i o n .  The d e l i b e r a t e  r e d u c t i o n  i n  
t h e  g o l d  c o n t e n t  o f  t h e  d o l l a r  was a r r a n g e d  t o  a c h i e v e  a  p r i c e  
r i s e  of  nongo ld  c o m m o d i t i e s ,  and  t h e  d e v a l u a t i o n  was n e v e r .  
r e v e r s e d .  Moreover ,  t h e  f i x e d  exchange  r a t e  g o l d  s t a n d a r d  t o  
which t h e  U n i t e d  S t a t e s  r e t u r n e d  i n  1934  w a s  t h e  same i n  name 
o n l y  t o  t h e  p re -1933  g o l d  s t a n d a r d .  

B e f o r e  1914 ,  g o l d  f l o w s  i n  and o u t  o f  t h e  U n i t e d  S t a t e s  
were a n  i m p o r t a n t  d e t e r m i n a n t  o f  t h e  e x p a n s i o n  o r  c o n t r a c t i o n  
o f  t h e  economy. Between 1919  and  1933 ,  l a r g e  o u t f l o w s  o f  
g o l d  o c c a s i o n e d  c o n t r a c t i o n a r y  a c t i o n s  b y  t h e  m o n e t a r y  
a u t h o r i t i e s ;  smal l  o u t f l o w s  and b o t h  l a r g e  and  small  i n f l o w s  
o f  g o l d  were s t e r i l i z e d .  A f t e r  1 9 3 4 ,  b o t h  i n f l o w s  and o u t -  
f l o w s  were  n o t  p e r m i t t e d  t o  d e t e r m i n e  m o n e t a r y  g rowth  and  t h e  
p e r f o r m a n c e  o f  t h e  economy. When t h e  g o l d  r e s e r v e  r a t i o s  
a p p l i c a b l e  t o  F e d e r a l  R e s e r v e  d e p o s i t s  and  n o t e s  were  c l o s e  
t o  t h e  minimum l e g a l  r e q u i r e m e n t ,  t h e  minimum w a s  l o w e r e d  and  
e v e n t u a l l y  a b o l i s h e d .  Gold became a symbol  r a t h e r  t h a n  a n  
e f f e c t i v e  c o n s t r a i n t  o n  t h e  o p e r a t i o n  o f  t h e  m o n e t a r y  a u t h o r -  
i t i e s .  

C h a r t s  2-1 and  2-2 summar ize  t h e  e v i d e n c e  on  t h e  p e r f o r m a n c e  
of  t h e  economy; C h a r t s  2-3 and  2-4 summar ize  e v i d e n c e  o n  t h e  
p u r c h a s i n g  power  o f  g o l d ,  w h e t h e r  t h e  g o l d  s t a n d a r d  w a s  s u s p e n d e d  
o r  i n  e f f e c t .  

T rend  movements i n  p r i c e s  are t h e  m o s t  s t r i k i n g  f e a t u r e  
o f  C h a r t  2-1. From 1834  t o  1 8 6 1 ,  a m i l d  downward t r e n d  p r e v a i l e d ,  
w i t h  p ronounced  c y c l i c a l  u p s w i n g s  and downswings  a round  t h e  
t r e n d .  The g r e e n b a c k  p e r i o d  f rom 1862  t o  1878  shows t h e  s h a r p  
wa r t ime  p r i c e  r i s e  to 1 8 6 5  f o l l o w e d  b y  a d e c l i n e  o f  e q u a l  
magn i tude  s p r e a d  o v e r  t h e  y e a r s  t o  t h e  close o f  t h e  p e r i o d .  
T h a t  d e c l i n e  p e r s i s t e d  d u r i n g  t h e  g o l d  s t a n d a r d  p e r i o d  t o  1 8 9 6 ,  
r e f l e c t i n g  t h e  d i s p a r i t y  be tween  t h e  r a t e  o f  g rowth  o f  t h e  
m o n e t a r y  g o l d  s t o c k  and t h e  e n l a r g e d  w o r l d  demand. The r e v e r s a l  
o f  t h e  downward t r e n d  f rom 1896  t o  1914  r e f l e c t s  t h e  d r a m a t i c  
i n c r e a s e  i n  w o r l d  g o l d  o u t p u t  d u r i n g  t h a t  p e r i o d .  World War I ,  
l i k e  t h e  C i v i l  War p e r i o d ,  shows a s t e e p  p r i c e  i n c r e a s e  t o  
1920 ,  f o l l o w e d  by  t h e  s t e e p  pr ice  d e c l i n e  f rom 1920  t o  1 9 2 1 ,  
r ough  s t a b i l i t y  d u r i n g  t h e  1 9 2 0 ~ ~  and  t h e n  t h e  g r e a t  d e f l a t i o n  
o f  1929-33 t h a t  r e s t o r e d  t h e  w h o l e s a l e  p r i c e  s e r i e s  t o  i t s  p r e -  
World War I l e v e l ,  and  t h e  imp l i c i t  price d e f l a t o r  t o  a somewhat 
h i g h e r  p o i n t  t h a n  t h e  pre-World W a r  I l e v e l .  The c o n t r a c t i o n  o f  
1937-38 is a p p a r e n t  i n  t h e  pos t -1933  upswing  which c o n t i n u e s  
i n t o  and beyond World War 11. The w h o l e s a l e  p r i c e  s e r i e s  shows 
rough  s t a b i l i t y  i n  t h e  e a r l y  1 9 6 0 s ,  w h e r e a s  t h e  i m p l i c i t  p r i c e  
d e f l a t o r  c o n t i n u e s  a n  upward movement. B o t h  ser ies  a c c e l e r a t e  
a £  t e r  t h e  mid-1960s.  





C h a r t  2-2 p l o t s  t h e  d e v i a t i o n s  o f  r e a l  p e r  c a p i t a  income from 
its long- run  t r e n d .  The t r e n d  h a s  been  s t r o n g l y  p o s i t i v e  from 
1870 t o  1980 ,  a s  m i g h t  be  e x p e c t e d .  The re  was s u b s t a n t i a l  v a r i a n c e  
a b o u t  t h e  t r e n d  b e f o r e  1914 b u t  f a r  s m a l l e r  i n  magn i tude  t h a n  
from 1914-47, r e f l e c t i n g  t h e  s h a r p  s w i n g s  i n  t h e  t h r e e  i n t e r w a r  
d e e p  d e p r e s s i o n s ,  1920-21, 1929-33, 1937-38, a s  w e l l  a s  t h e  war t ime  
movements. However, t h e  pre-World War I v a r i a n c e  was m a r g i n a l l y  
g r e a t e r  t h a n  t h e  v a r i a n c e  of  t h e  d e v i a t i o n s  f rom t r e n d  pos t -1948 .  
A compar i son  of  t h e  s t a n d a r d  d e v i a t i o n s  o f  y e a r - t o - y e a r  p e r c e n t a g e  
change i n  r e a l  p e r  c a p i t a  income a l s o  shows l i t t l e  d i f f e r e n c e  
between t h e  pre-World War I g o l d  s t a n d a r d  e x p e r i e n c e  and post-World 
War I1 e x p e r i e n c e :  5.8 p e r c e n t  v s .  5.5 p e r c e n t .  unemployment was 
on  t h e  a v e r a g e  lower i n  t h e  pre-1914 p e r i o d  t h a n  i n  t h e  post-World 
War I p e r i o d ;  6.8 p e r c e n t  v s .  7 . 5  p e r c e n t .  But a g a i n ,  e x c l u d i n g  
t h e  i n t e r w a r  y e a r s ,  unemployment 1946-80 a v e r a g e d  4.8 p e r c e n t ,  
r e f l e c t i n g  t h e  g o v e r n m e n t ' s  commitment t o  m a i n t a i n i n g  employment.  

C h a r t  2-3 compares  t h e  p u r c h a s i n g  power of  g o l d ,  d e r i v e d  
i n  i n d e x  form from t h e  q u o t i e n t  of t h e  p r i c e  o f  g o l d  d i v i d e d  
by t h e  w h o l e s a l e  p r i c e  i n d e x ,  w i t h  t h e  U.S. mone ta ry  g o l d  
s t o c k .  Under t h e  g o l d  s t a n d a r d ,  a  r i se  i n  t h e  p u r c h a s i n g  
power of g o l d  u l t i m a t e l y  i n c r e a s e d  t h e  g rowth  o f  t h e  U.S. 
mone ta ry  g o l d  s t o c k  by  r a i s i n g  t h e  r a t e  o f  wor ld  g o l d  o u t p u t ,  * and i n d u c i n g  a  s h i f t  f rom nonmonetary  t o  mone ta ry  u s e  o f  g o l d .  
Movements i n  t h e  p u r c h a s i n g  power o f  g o l d  t h u s  p r e c e d e d  long-  
tern movements i n  t h e  m o n e t a r y  g o l d  s t o c k .  T h i s  r e l a t i o n s h i p  
u n d e r l a y  t h e  r e v e r s i o n  o f  t h e  p r i c e  l e v e l  t o w a r d s  s t a b i l i t y  
unde r  t h e  g o l d  s t a n d a r d .  P r i c e  i n c r ~ g s e s  o r  d e c r e a s e s  t ended  
to  be r e v e r s e d  a f t e ' r  a  run  o f  y e a r s .  P e r s i s t e n t  i n f  l a t i o n  
of  post-World War I1 e x p e r i e n c e ,  w i t h o u t  a  f o r c e  t o  r e v e r s e  
t h e  t r e n d ,  c o u l d  n o t  have  o c c u r r e d  u n d e r  a  f u l l y  f u n c t i o n i n g  
g o l d  s t a n d a r d .  The a b s e n c e  of  t h i s  p o s i t i v e  a s s o c i a t i o n  
a f t e r  World War I1 be tween  t h e  p u r c h a s i n g  power of  g o l d  and 
long- t e rm movements i n  t h e  mone ta ry  g o l d  s t o c k  r e f l e c t s  t h e  
l o o s e n i n g  of  t h e  l i n k  be tween  t h e  money s u p p l y  and t h e  g o l d  s t o c k .  

Over s h o r t e r  p e r i o d s ,  t h e  r e l a t i o n s h i p  unde r  t h e  g o l d  
s t a n d a r d  was i n  t h e  o p p o s i t e  d i r e c t i o n .  Changes i n  t h e  
monetary  g o l d  s t o c k ,  by i n f l u e n c i n g  c h a n g e s  i n  t h e  money 
s u p p l y ,  p roduced  a  n e g a t i v e  a s s o c i a t i o n  be tween  t h e  p u r c h a s i n g  
power o f  g o l d  and t h e  g o l d  s t o c k .  Thus a n  i n c r e a s e  i n  t h e  

"Congressman Henry S. Reuss  -- N e w  d i s c o v e r i e s  were a  f a r  
more i m p o r t a n t  s o u r c e  o f  change  i n  t h e  wor ld  g o l d  s t o c k  t h a n  
c h a n g e s  i n  demand. 

**Congressman Henry S. Reuss  -- Such p r i c e  s t a b i l i t y  a s  t h e  
world a c h i e v e d  unde r  t h e  g o l d  s t a n d a r d  was measured o v e r  
d e c a d e s  and c e n t u r i e s ,  n o t  y e a r s .  From y e a r - t o - y e a r  p r i c e  
l e v e l  c h a n g e s  were a s  common and a s  s e r i o u s  a s  t o d a y .  



g o l d  s t o c k  would l e a d  t o  a n  i n c r e a s e  i n  t h e  p r i c e  l e v e l ,  and 
f o r  a  g i v e n  nomina l  p r i c e  o f  g o l d ,  lower t h e  p u r c h a s i n g  power 
o f  g o l d .  The n e g a t i v e  a s s o c i a t i o n  may be o b s e r v e d  d u r i n g  t h e  
g o l d  s t a n d a r d  p e r i o d ,  c h a n g e s  i n  t h e  mone ta ry  g o l d  s t o c k  
l e a d i n g  s h o r t - t e r m  movements i n  t h e  p u r c h a s i n g  power o f  g o l d .  

C h a r t  2-4 compares  t h e  exchange  v a l u e  o f  money, computed 
a s  t h e  r e c i p r o c a l  of  t h e  w h o l e s a l e  p r i c e  i n d e x ,  w i t h  t h e  
p u r c h a s i n g  power o f  g o l d .  The two se r i e s  a r e  c l o s e l y  r e l a t e d  
u n t i l  1968 ,  when t h e  t w o - t i e r  m a r k e t  f o r  g o l d  was i n t r o d u c e d .  
The d i r e c t  r e l a t i o n s h i p  u n t i l  1968 r e f l e c t e d  t h e  e x i s t e n c e  o f  
a  f i x e d  nomina l  p r i c e  of  g o l d .  The i n v e r s e  r e l a t i o n s h i p  
t h e r e a f t e r  r e f l e c t s  t h e  i n c r e a s e  i n  p r i v a t e  demand for g o l d  
a s  a  hedge a g a i n s t  i n f l a t i o n  and p o l i t i c a l  i n s t a b i l i t y ,  o n c e  
p r i v a t e  t r a n s a c t i o n s  were d e t e r m i n e d  i n  t h e  f r e e  m a r k e t .  

To c o n c l u d e :  The g o l d  s t a n d a r d  p r o v i d e d  long- t e rm b u t  
n o t  s h o r t - t e r m  p r i c e  p r e d i c t a b i l i t y .  Long-term i n £  l a t i o n  o r  
d e f l a t i o n  u n d e r  t h e  pre-World War I g o l d  s t a n d a r d  would 
p r e d i c t a b l y  b e  r e v e r s e d  a s  g o l d  o u t p u t  was d i s c o u r a g e d  or 
encouraged  b y  d e c r e a s e s  o r  i n c r e a s e s  i n  i t s  p u r c h a s i n g  power.  
Thus t h e  p r i c e  l e v e l  t e n d e d  t o  r e v e r t  toward  a  l ong- run  s t a b l e  
v a l u e  u n d e r  t h e  g o l d  s t a n d a r d ,  p r o v i d i n g  a d e g r e e  o f  
p r e d i c t a b i l i t y  w i t h  r e s p e c t  t o  t h e  v a l u e  of money. S u b s e q u e n t  
to  World War I ,  t h e  d i s c i p l i n e  o f  t h e  g o l d  s t a n d a r d  came t o  be 
r e g a r d e d  a s  a n  impediment  t o  t h e  management of  the economy t o  
a c h i e v e  t h e  o b j e c t i v e s  o f  g r o w t h  and h i g h  employment.  The 
d e e p  d e p r e s s i o n s  o f  t h e  i n t e r - w a r  y e a r s  were t h e  measu re  by  
which t h e  economy u n d e r  a  g o l d  c o n s t r a i n t  was judged t o  be  a  
f a i l u r e .  The l o o s e n i n g  o f  t h e  l i n k  t o  g o l d  a f t e r  World War I 
and i t s  abandonment f i f t y  y e a r s  l a t e r  r educed  long- t e rm p r i c e  
p r e d i c t a b i l i t y .  B e l i e f  i n  l ong- t e rm p r i c e  s t a b i l i t y  e r o d e d  
a s  p u b l i c  p e r c e p t i o n  o f  t h e  a b s e n c e  o f  a  l ong - run  c o n s t r a i n t  
on mone ta ry  g rowth  t o o k  h o l d .  Al though p r i c e  s t a b i l i t y  was 
g e n e r a l l y  i n c l u d e d  among t h e  g o a l s  o f  t h e  post-World War I1 
e r a ,  i n  f a c t  s t a b i l i t y  o f  employment t o o k  p r e c e d e n c e .  I n  t h e  
e v e n t ,  by e a r l y  1981 ,  n e i t h e r  g o a l  was i n  s i g h t .  
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S t a t e s  and  -- t h e  U n i t e d  Kingdom, 1867-1975 ( i n  p r e s s ) ,  
Ch. 4 ,  e x t e n d e d  1976-80,  i n  t h e  same way a s  t h e  f i g u r e s  
were c o n s t r u c t e d  f o r  p r e c e d i n g  y e a r s .  The p r i c e  d e f l a t o r ,  
i n  1929 p r i c e s  i n  t h e  s o u r c e ,  h a s  b e e n  s h i f t e d  t o  a 1972 
b a s e .  The t r e n d  l i n e  shown on C h a r t  2-2 w a s  d e r i v e d  
a s  f o l l o w s :  

= r e a l  p e r  c a p i t a  income.  
= .952 

SEE = . I 0  
n.w. = .342 

An a l t e r n a t i v e  s e r i e s  t h a t  was d i s c u s s e d  a t  o n e  o f  
o u r  r n e r t i n g s  is a Bureau  o f  Labor  S t a t i s t i c s  s e r i e s  o f  
r e a l  n e t  s p e n d a b l e  week ly  e a r n i n g s  o f  a Worker w i t h  t h r e e  
d e p e n d e n t s .  T h i s  s e r i e s  d i v e r g e s  m a r k e d l y  f rom 1962 
o n  f rom a ser ies  o f  real  p e r  c a p i t a  d i s p o s a b l e  p e r s o n a l  
income,  showing  a  p r o g r e s s i v e l y  s t e e p e r  d e c l i n e  t h a t  
d o e s  n o t  c h a r a c t e r i z e  t h e  real  p e r  c a p i t a  d i s p o s a b l e  
p e r s o n a l  income se r i e s  ( o r  t h e  r e a l  p e r  c a p i t a  income 
s e r i e s ) .  

A s  a n  a r t i c l e  by P a u l  Xyscavage ,  "Two d i v e r g e n t  
m e a s u r e s  of  p u r c h a s i n g  power ,  " Month ly  Labo r  Review,  
Aug. 1979 ,  p p .  25-30, e x p l a i n s ,  t h e  r e a l  e a r n i n g s  
s e r i e s  is a f a u l t y  measu re .  I t  i s  c o n s t r u c t e d  f rom 
est imates o f  a v e r a g e  h o u r l y  e a r n i n g s  and a v e r a g e  week ly  
h o u r s  o f  b o t h  f u l l - t i m e  and  p a r t - t i m e  w o r k e r s .  The 
t w o  e s t i m a t e s  are m u l t i p l i e d  t o  o b t a i n  a v e r a g e  week ly  
e a r n i n g s .  From t h e  g r o s s  a v e r a g e  f i g u r e ,  t h e  BLS 
d e d u c t s  t h e  soc ia l  s e c u r i t y  t a x  and  t h e  F e d e r a l  income 
t a x  l i a b i l i t y  a p p l i c a b l e  t o  a m a r r i e d  w o r k e r  w i t h  t h r e e  
d e p e n d e n t s .  The Consumer P r i c e  I n d e x  is t h e n  d i v i d e d  
i n t o  t h e  n e t  s p e n d a b l e  e a r n i n g s  t o  a r r i v e  a t  r e a l  n e t  
s ,pendable e a r n i n g s .  

The k e y  p rob l em w i t h  t h e  series i s  t h e  m e a s u r e  o f  
g r o s s  a v e r a g e  week ly  e a r n i n g s .  I t  i n c l u d e s  n o t  o n l y  



week ly  e a r n i n g s  o f  men, t h e  m a j o r i t y  o f  whom work f u l l  
t i m e ,  b u t  a l s o  t h e  week ly  e a r n i n g s  of  women and 
t e e n a g e r s ,  many o f  whom work p a r t  t i m e .  The e a r n i n g s  
of t h e  l a t t e r  two c l a s s e s  o f  w o r k e r s  p u l l  down t h e  
o v e r a l l  a v e r a g e  f o r  p r o d u c t  i o n  and n o n s u p e r v i  s o r y  
w o r k e r s .  

S i n c e  t h e  ser ies  o f  r e a l  n e t  s p e n d a b l e  week ly  e a r n -  
i n g s  of  a  worker  w i t h  t h r e e  d e p e n d e n t s  is n o t  based  on  
e a r n i n g s  d a t a  f o r  a  w o r k e r  w i t h  t h e s e  c h a r a c t e r i s t i c s ,  
i t  d o e s  n o t  p r o v i d e  a r e l i a b l e  measure  of  h i s  economic  
w e l l - b e i n g ,  a s  t h e  BLS acknowledges .  

A t  t h e  H e a r i n g s  w e  c o n d u c t e d  on  November 1 3 ,  
P r o f e s s o r  Roy J a s t r a m  s u g g e s t e d  t h a t  " t h e  u s e  o f  r e a l  
p e r  c a p i t a  income a s  a  measu re  of  t h e  c o m p a r a t i v e  
f l u c t u a t i o n s  i n  t h e  economy w i t h  and w i t h o u t  t h e  g o l d  
s t a n d a r d "  w a s  m i s l e a d i n g .  S p e c i f i c a l l y ,  he  a r g u e d  t h a t  
u n i o n i z a t i o n  o f  l a b o r  and t h e  g rowth  o f  t r a n s f e r  pay- 
ments  s i n c e  1934 t e n d e d  t o  d i m i n i s h  d e c l i n e s  i n  r e a l  p e r  
c a p i t a  income t h e r e a f t e r .  S i n c e  t r a n s f e r  payments  
d o  n o t  r a i s e  a g g r e g a t e  r e a l  i ncomes ,  i t  is h a r d  t o  see 
why p e r  c a p i t a  r e s u l t s  would b e  a f f e c t e d .  U n i o n i z a t i o n  
migh t  have  i n c r e a s e d  i n s t a b i l i t y  i n s o f a r  a s  i t  r e d u c e d  
income f o r  t h o s e  n o t  c o v e r e d  by  u n i o n s .  I n  any  e v e n t  
w e  r e j ec t  P r o f e s s o r  J a s t r a m ' s  s u g g e s t i o n  t h a t  m a n u f a c t u r i n g  
p r o d u c t i o n  is a  more even-handed measu re  o f  t h e  s e v e r i t y  
of  c y c l i c a l  movements i n  b o t h  g o l d  s t a n d a r d  and p o s t - g o l d  
s t a n d a r d  p e r i o d s .  S i n c e  m a n u f a c t u r i n g  p r o d u c t i o n  h a s  
d e c l i n e d  r e l a t i v e  t o  a g g r e g a t e  G N P ,  i t  is a  s t a t i s t i c a l l y  
b i a s e d  measure  o f  economic  w e l l - b e i n g  o v e r  t h e  p a s t  h a l f  
c e n t u r y .  

2 4 .  Fr iedman and S c h w a r t z ,  H i s t o r y ,  pp.  189-406. 

2 5 .  I b i d . ,  pp. 462-71. 

26. I b i d . ,  pp.  471-76; 508-11; 550-51. 

2 8 .  During t h e  f i r s t  n i n e  months  of 1937 ,  t h e  T r e a s u r y  d i d  
n o t  u s e  t h e  c a s h  b a l a n c e s  i t  c o u l d  c r e a t e  on t h e  b a s i s  
o f  t h e  g o l d  i t  bough t .  I n s t e a d ,  i t  p a i d  f o r  t h e  g o l d  
by bo r rowing  from t h e  p u b l i c  and banks .  What t h e  
T r e a s u r y  t o o k  from t h e  p u b l i c  and t h e  banks  by t h e  s a l e  
of  s e c u r i t i e s  o f f s e t  what  i t  p a i d  t o  t h e  p u b l i c  and  t h e  
banks  by  t h e  p u r c h a s e  o f  g o l d .  A c c o r d i n g l y ,  h i g h -  
powered money d i d  n o t  r e f l e c t  t h e  growth  o f  t h e  g o l d  
s t o c k .  



The o p e r a t i o n  was e c o n o m i c a l l y  i d e n t i c a l  w i t h  t h e  
s t e r i l i z a t i o n  a c t i o n s  o f  t h e  F e d e r a l  R e s e r v e  i n  t h e  
1 9 2 Q s ,  when t h e  Sys tem s o l d  bonds  o n  t h e  o p e n  m a r k e t  t o  
o f f s e t  t h e  i n c r e a s e  i n  high-powered money t h a t  would 
o t h e r w i s e  have  a r i s e n  f rom a  g o l d  i n f l o w .  The T r e a s u r y  
program became e f f e c t i v e  a t  a b o u t  t h e  same t i m e  t h e  
~ e d e r a l  R e s e r v e  was impos ing  t w o  i n c r e a s e s  i n  r e s e r v e  
r e q u i r e m e n t s  on  member banks  ( o n  March 1 and May I ,  1937;  
a n  e a r l i e r  i n c r e a s e  was imposed i n  Augus t  1 9 3 6 ) .  The 
s t e r i l i z a t i o n  program s h a r p l y  r e i n f o r c e d  t h e  e f f e c t  
o f  t h e  r i s e  i n  r e s e r v e  r e q u i r e m e n t s  i n  p r o d u c i n g  m o n e t a r y  
r e s t r i c t i v e n e s s :  t h e  r i s e  i n  r e s e r v e  r e q u i r e m e n t s  i n -  
c r e a s e d  t h e  demand f o r  h igh-powered money; s i m u l t a n e o u s l y  
t h e  T r e a s u r y ' s  a c t i o n  v i r t u a l l y  b r o u g h t  t o  a h a l t  a n  i n -  
c r e a s e  i n  high-powered money which  had b e e n  p r o c e e d i n g  
w i t h  o n l y  mino r  i n t e r r u p t i o n s  s i n c e  1933 .  

A s t a r t  toward  d e s t e r i l i z a t i o n  was made i n  Sep t ember  
1937 ,  when t h e  Board o f  G o v e r n o r s  o f  t h e  F e d e r a l  R e s e r v e  
s y s t e m  r e q u e s t e d  t h e  T r e a s u r y  t o  r e l e a s e  $300 m i l l i o n  
f rom t h e  i n a c t i v e  g o l d  a c c o u n t .  The T r e a s u r y  r e l e a s e d  
t h e  amount  r e q u e s t e d  b y  t h e  F e d e r a l  R e s e r v e ,  b u t  i t  
c o n t i n u e d  t o  s t e r i l i z e  a l l  f u r t h e r  g o l d  p u r c h a s e s ,  
which amounted t o  $174 m i l l i o n  i n  t h a t  month.  Hence 
i n a c t i v e  g o l d  h e l d  by t h e  T r e a s u r y  f e l l  o n l y  $126 
m i l l i o n  i n  Sep t ember  1937 .  

A s  o f  J a n u a r y  1, 1938 ,  t h e  T r e a s u r y  l i m i t e d  t h e  
a d d i t i o n  t o  t h e  i n a c t i v e  g o l d  a c c o u n t  i n  a n y  o n e  q u a r t e r  
to  t h e  amount  by which t o t a l  g o l d  p u r c h a s e s  exceeded  
$100 m i l l i o n ,  and o n  A p r i l  1 9 ,  1938 ,  d i s c o n t i n u e d  t h e  
i n a c t i v e  g o l d  a c c o u n t ,  which t h e n  amounted t o  a b o u t  
$1 .2  b i l l i o n .  I n  t h e  f i r s t  h a l f  o f  1 9 3 8 ,  a c c o r d i n g l y ,  
t h e r e  w a s  a more r a p i d  i n c r e a s e  i n  high-powered money 
t h a n  i n  t h e  g o l d  s t o c k .  The T r e a s u r y  p r i n t e d  g o l d  
c e r t i f i c a t e s  c o r r e s p o n d i n g  t o  some o f  t h e  i n a c t i v e  g o l d  
i n  t h e  T r e a s u r y ,  d e p o s i t e d  t h e  c e r t i f i c a t e s  a t  t h e  
R e s e r v e  Banks ,  and drew o n  t h e  b a l a n c e s  i t  t h u s  
e s t a b l i s h e d  t o  p a y  gove rnmen t  e x p e n s e s  o r  t o  redeem 
d e b t .  The o p e r a t i o n  was e s s e n t i a l l y  a n  o p e n  m a r k e t  
p u r c h a s e  o f  s e c u r i t i e s  u n d e r t a k e n  a t  T r e a s u r y  i n i t i a t i v e .  

I n i t i a l l y ,  t h e  s h i f t  o f  i n a c t i v e  g o l d  f rom T r e a s u r y  
c a s h  t o  T r e a s u r y  d e p o s i t s  a t  t h e  F e d e r a l  R e s e r v e  Ranks 
had no  immed ia t e  m o n e t a r y  e f f e c t .  E f f e c t i v e  d e s t e r i l i z a -  
t i o n  d i d  n o t  o c c u r  u n t i l  more t h a n  a y e a r  a f t e r  f o r m a l  
d e s t e r i l i z a t i o n .  Only a f t e r  F e b r u a r y  1939  d i d  t h e  sum 
o f  T r e a s u r y  c a s h  h o l d i n g s  and  d e p o s i t s  a t  R e s e r v e  Ranks 
d e c l i n e  toward  t h e  l e v e l  t h a t  had  p r e v a i l e d  b e f o r e  t h e  
s t e r i l i z a t i o n  program.  

29. T h i s  s e c t i o n  d r aws  h e a v i l i y  o n  C h a p t e r  2 of  The I n t e r -  
n a t i o n a l  T r a n s m i s s i o n  o f  I n f l a t i o n  ( i n  p r e s s )  by M.R. 
Darhy,  J .R.  L o t h i a n ,  A . E .  G a n d o l f i ,  A . J .  S c h w a r t z ,  and  
A.C. S tockman.  



S e e  " T r e a s u r y  and F e d e r a l  R e s e r v e  F o r e i g n  Exchange 
O p e r a t i o n s , "  i n  F e d e r a l  R e s e r v e  B u l l e t i n ,  S e p t .  1962 ,  
pp .  1138-53. 

M a r g a r e t  G .  d e  V r i e s ,  The I n t e r n a t i o n a l  Moneta ry  Fund 
1966-1971: The Sys tem Under  S t r e s s ,  Wash ing ton ,  D . C . ,  
1 9 7 6 ,  P a r t  F i v e ,  "Exchange Rates i n  C r i s i s , "  pp.  432-48. 

F o r  a d e s c r i p t i o n  o f  t h e  c o n t r o l s  t h a t  were imposed ,  see 
~ n t e r n a t i o n a l  Moneta ry  Fund ,  Annua l  R e p o r t  o n  Exchange 
R e s t r i c t i o n s ,  v a r i o u s  e d i t i o n s .  

Lance G i r t o n  a r g u e s  t h a t  t h e  e m p h a s i s  upon i n t e r n a t i o n a l  
l i q u i d i t y  d u r i n g  t h i s  p e r i o d  and  t h e  s u b s e q u e n t  i n t r o -  
d u c t i o n  o f  SDRs stemmed f r o m  t h e  a p p l i c a t i o n  o f  t h e  r e a l -  
b i l l s  d o c t r i n e  t o  t h e  i n t e r n a t i o n a l  m o n e t a r y  s y s t e m .  
S e e  h i s  "SDR C r e a t i o n  and  t h e  R e a l - B i l l s  d o c t r i n e , "  
S o u t h e r n  Economic J o u r n a l  4 1  ( J u l y  1 9 7 4 ) ;  pp .  57-61. The 
r e a l - b i l l s  d o c t r i n e  is  t h e  n o t i o n  t h a t  i f  b a n k s  r e s t r i c t e d  
t h e i r  a d v a n c e s  t o  t h e  n o m i n a l  v a l u e  o f  t r a d e ,  t h e  money 
s u p p l y  would have  a  d e s i r a b l e  e l a s t i c i t y .  I n  f a c t ,  
i t  would become u n s t a b l e .  The f a l l a c y  i n  t h e  d o c t r i n e  
i s  t h a t  i t  s e t s  no  e f f e c t i v e  l i m i t  t o  t h e  q u a n t i t y  
o f  money. 

By t h e  end o f  t h e  f o u r t h  q u a r t e r  o f  1972 ,  t h e  v a l u e  
o f  SDRs was s l i g h t l y  o v e r  $9 .4  b i l l i o n  o r  6  p e r c e n t  
o f  t o t a l  w o r l d  i n t e r n a t i o n a l  r e s e r v e s  a s  r e p o r t e d  i n  
I n t e r n a t i o n a l  F i n a n c i a l  S t a t i s t i c s ,  J u l y  1974 .  

IMF, Annual  R e p o r t ,  1 9 7 5 ,  p. 44.  

See  Annual  R e p o r t  o f  t h e  S e c r e t a r y  o f  t h e  T r e a s u r y  on  
t h e  S t a t e  o f  t h e  F i n a n c e s ,  1 9 7 8 ,  p. 491 ,  E x h l b i t  6 0 ,  a  
p r e s s  release on t h e  i n c r e a s e  i n  t h e  amount o f  g o l d  
sales ,  announced  Aug. 22 ,  1978  ( "The  sa les  w i l l  make 
a n  i m p o r t a n t  c o n t r i b u t i o n  t oward  r e d u c i n g  t h e  U.S. 
b a l a n c e  o f  paymen t s  d e f i c i t  on  c u r r e n t  a c c o u n t " )  and  
E x h i b i t  6 1 ,  a  s t a t e m e n t  b y  A s s i s t a n t  S e c r e t a r y  B e r g s t e n  
b e f o r e  t h e  S e n a t e  C o m m i t t e e  o n  Bank ing ,  Housing and Urban  
A f f a i r s  i n  which  t h e  q u o t a t i o n  i n  t h e  t e x t  a p p e a r s .  

Only  $42.22 o f  t h e  p r i c e  o b t a i n e d  f o r  e v e r y  o u n c e  t h e  
T r e a s u r y  a u c t i o n e d  was a p p l i e d  to  t h e  r e t i r e m e n t  of 
g o l d  c e r t i f i c a t e s .  The b a l a n c e  was a p p l i e d  to  t h e  
T r e a s u r y ' s  G e n e r a l  Fund. 

Board o f  G o v e r n o r s  o f  t h e  F e d e r a l  R e s e r v e  Sys t em,  6 1 s t  
Annual  R e p o r t ,  1974 ,  p p .  65-65.  

The f i r s t  g u i d e l i n e  s t a t e d :  "A member w i t h  a  f l o a t i n g  
exchange  r a t e  s h o u l d  i n t e r v e n e  on  t h e  f o r e i g n  e x c h a n g e  
m a r k e t  as  n e c e s s a r y  t o  p r e v e n t  or  m o d e r a t e  s h a r p  and  
d i s r u p t i v e  f l u c t u a t i o n s  f rom d a y  t o  d a y  and  f rom week 



t o  week i n  t h e  exchange  v a l u e  o f  t h e  c u r r e n c y . "  A s econd  
g u i d e l i n e  e n c o u r a g e d  i n t e r v e n t i o n  t o  m o d e r a t e  movements 
f rom month t o  month and q u a r t e r  t o  q u a r t e r  "where  f a c t o r s  
r e c o g n i z e d  t o  b e  t e m p o r a r y  a r e  a t  work." A t h i r d  g u i d e -  
l i n e  s u g g e s t e d  c o n s u l t a t i o n  w i t h  t h e  Fund i f  a  c o u n t r y  
s o u g h t  t o  move i t s  e x c h a n g e  r a t e  " t o  some t a r g e t  zone  
o f  r a t e s . "  A f o u r t h  g u i d e l i n e  d e a l t  w i t h  t h e  s i z e  o f  
a  c o u n t r y ' s  r e s e r v e s  r e l a t i v e  t o  p l a n n e d  i n t e r v e n t i o n ;  
a f i f t h ,  w i t h  a v o i d i n g  r e s t r i c t i o n s  f o r  b a l a n c e  o f  
paymen t s  p u r p o s e s ;  a s i x t h ,  w i t h  t h e  i n t e r e s t s  o f  o t h e r  
c o u n t r i e s  t h a n  t h e  i n t e r v e n i n g  o n e .  IMF Annual R e p o r t ,  
1 9 7 4 ,  pp .  112-116. 

40.  The i n d e x  o f  w e i g h t e d  a v e r a g e  e x c h a n g e  v a l u e s  o f  t h e  
d o l l a r  a g a i n s t  t h e  "S-10" c o n t r i e s  p l u s  S w i t z e r l a n d  
( Y a r c h  1973=100)  d e c l i n e d  a t  a n  a v e r a g e  a n n u a l  r a t e  
o f  9 .3  p e r c e n t  be tween  J a n u a r y  and  November 1978 .  
From J a n u a r y  1976  t o  J a n u a r y  1978  i t  had d e c l i n e d  a t  
a 3 .3  p e r c e n t  a n n u a l  ra te .  

4 1 .  The p r i c e  o f  g o l d  f rom t h e  end o f  1 9 7 3  t o  t h e  end o f  
1980  i n c r e a s e d  a t  a n  a v e r a g e  a n n u a l  r a t e  o f  
20.7 p e r c e n t .  By c o m p a r i s o n ,  t h e  t o t a l  r e t u r n s  on  
common s t o c k  and on l o n g - t e r m  c o r p o r a t e  bonds  i n c r e a s e d  
a t  a v e r a g e  a n n u a l  r a t e s  o f  7 . 2  p e r c e n t  and 4.0 p e r c e n t ,  
r e s p e c t i v e l y .  ( T h e s e  f i g u r e s  a p p e a r  i n  R.G.  I b b o t s o n  
and R.A. S i n q u e f i e l d ,  " S t o c k s ,  b o n d s ,  b i l l s  and i n f l a t i o n :  
Y e a r - t o - y e a r  h i s t o r i c a l  r e t u r n s  (1926 -1974) " ;  "Simula-  
t i o n s  o f  t h e  F u t u r e  (1976 -2000) "  i n  J o u r n a l  o f  
B u s i n e s s  4g1  J a n .  1 9 7 6 ,  pp .  11-47,  and  J u l y  1976 ,  pp .  
313 -338 . ) .  The U.S. C P I  o v e r  t h i s  p e r i o d  i n c r e a s e d  a t  
a r a t e  o f  7 . 8  p e r c e n t  p e r  y e a r  o n  a v e r a g e  and  t h e  London 
E c o n o m i s t ' s  w o r l d  commodity p r i c e  i n d e x  i n c r e a s e d  a t  a  
9 .5  p e r c e n t  r a t e .  



C h a p t e r  3 

Types  o f  Moneta ry  S t a n d a r d s  

The o r i g i n a l  meaning of  t h e  term mone ta ry  s t a n d a r d  was t h a t  a  
p a r t i c u l a r  w e i g h t  o f  e i t h e r  g o l d  o r  s i l v e r  s e r v e d  a s  t h e  supreme 
form o f  money w i t h  which a l l  lesser f o r m s  of  money were i n t e r c o n -  
v e r t i b l e .  The term h a s  s i n c e  come t o  be  u sed  a s  meaning a  mone ta ry  
sys te rn ,  t h a t  i s ,  t h e  i n s t i t u t i o n s  and p r a c t i c e s  r e l a t i n g  t o  payments  
f o r  t h e  s e t t l e m e n t  o f  d e b t s .  I n  t h i s  c h a p t $ r ,  we examine  t h e  
c h a r a c t e r  o f  v a r i o u s  t y p e s  o f  m o n e t a r y  s t a n d a r d s ,  i n c l u d i n g  some 
of which w e  have  no examples  i n  modern times. 

I .  A l t e r n a t i v e  S t a n d a r d s  

A mone ta ry  s t a n d a r d  h a s  two a s p e c t s ,  one  d o m e s t i c  and o n e  
i n t e r n a t i o n a l .  The d o m e s t i c  a s p e c t  a p p l i e s  t o  t h e  a r r a n g e m e n t s  
r e g u l a t i n g  t h e  q u a n t i t y  and g r o w t h  r a t e  o f  t h e  i n t e r n a l  mo$y 
s u p p l y .  The i n t e r n a t i o n a l  a s p e c t  a p p l i e s  t o  t h e  a r r a n g e m e n t s  by 
which t h e  e x t e r n a l  v a l u e  o f  t h e  c u r r e n c y  is d e t e r m i n e d .  These  two 
a s p e c t s  a r e  p r e s e n t  f o r  a n y  t y p e  o f  mone ta ry  s t a n d a r d .  I t  i s  
p o s s i b l e  t o  a d o p t  a  p u r e l y  d o m e s t i c  mone ta ry  s t a n d a r d  w i t h  t h e  
e x t e r n a l  v a l u e  o f  a  c o u n t r y ' s  c u r r e n c y  f l o a t i n g  w i t h  r e s p e c t  t o  
o t h e r  c u r r e n c i e s .  On t h e  o t h e r  h a n d ,  a  c o u n t r y  c o u l d  choose  
a r r a n g e m e n t s  t h a t  f i x e d  t h e  e x t e r n a l  v a l u e  of  i t s  c u r r e n c y  w i t h  
r e s p e c t  t o  o t h e r  c u r r e n c i e s .  Whether  o r  n o t  t h e  i n t e r n a t i o n a l  
a s p e c t  would g o v e r n  t h e  d o m e s t i c  a s p e c t  d e p e n d s  on t h e  d e s i g n  of  a  
g i v e n  mone ta ry  s y s t e m .  

The two b road  d i v i s i o n s  o f  m o n e t a r y  s t a n d a r d s  a r e  commodity 
and p a p e r  s t a n d a r d s .  Commodity s t a n d a r d s  may be  b a s e d  on  m e t a l s ,  
o t h e r  commodi t i e s ,  o r  b a s k e t s  o f  commodi t i e s  i n c l u d i n g  m e t a l s .  
M e t a l l i c  commodity s t a n d a r d s  h a v e  u s u a l l y  been  b a s e d  on  s i l v e r  or  
g o l d  or  a  c o m b i n a t i o n  of  b o t h  known a s  b i m e t a l l i s m . 1  Wk l i m i t  
o u r  e x a m i n a t i o n  of  m e t a l l i c  s t a n d a r d s  t o  v a r i a n t s  o f  t h e  g o l d  
s t a n d a r d  b e f o r e  t u r n i n g  t o  t h e  e x a m i n a t i o n  of  o t h e r  commodity 
s t a n d a r d s  and o f  p a p e r  s t a n d a r d s ,  commenting f i r s t  on  d o m e s t i c  and 
t h e n  i n t e r n a t i o n a l  a s p e c t s  o f  e a c h .  F i n a l l y ,  w e  c o n s i d e r  t h e  
s t r e n g t h s  and weaknesse s  o f  t h e  g o l d  s t a n d a r d ' v a r i a n t s  a s  a  g r o u p ,  
of o t h e r  commodity s t a n d a r d s ,  and  o f  p a p e r  s t a n d a r d s .  

i 



A. V a r i a n t s  of  t h e  Gold S t a n d a r d  

The b a s i c  a rgumen t  t h a t  is o f f e r e d  i n  s u p p o r t  o f  a l l  
v a r i a n t s  o f  a  g o l d  s t a n d a r d  is t h a t  g o l d  h a s  i n t r i n s i c  v a l u e  
and t h e r e f o r e  s e r v e s  a s  a  s t a n d a r d  o f  v a l u e  f o r  a l l  o t h e r  
goods .*  I n  a d d i t i o n ,  s u p p o r t e r s  v iew g o l d  a s  a  s t o r e  o f  
v a l u e  b e c a u s e  new p r o d u c t i o n  a d d s  o n l y  a  s m a l l  f r a c t i o n  t o  
t h e  s t o c k  accumula t ed  o v e r  c e n t u r i e s ,  hence  p r i c e s  denomina ted  
i n  t e r m s  o f  g o l d  w i l l  n o t  v a r y  g r e a t l y  from y e a r  t o  y e a r .  I f  
o t h e r  fo rms  of  money e x i s t ,  f o r  example ,  gove rnmen t - i s sued  o r  
bank- i s sued  p a p e r  c u r r e n c y  and bank d e p o s i t s ,  t h e n  c o n v e r t i -  
b i l i t y  i n t o  g o l d  a t  a  f i x e d  p r i c e  would a s s u r e  t h a t ,  e v e n  i f  
i n f l a t i o n a r y  p o l i c i e s  were a d o p t e d ,  t h e  mone ta ry  a u t h o r i t i e s  
would be compel led  t o  abandon such  p o l i c i e s .  An i n c r e a s e  i n  
government  p a p e r  c u r r e n c y  would t e n d  t o  r a i s e  p r i c e s  i n  t e r m s  
of  p a p e r  c u r r e n c y ,  would r e d u c e  t h e  p u r c h a s i n g  power of  p a p e r  
c u r r e n c y ,  and i n d u c e  money h o l d e r s  t o  c o n v e r t  t h e i r  p a p e r  
d o l l a r s  to  g o l d ,  p u t t i n g  p r e s s u r e  on t h e  g o v e r n m e n t ' s  g o l d  
h o l d i n g s .  A t  t h e  same t i m e ,  w i t h  g o l d  a s  a  c o u n t r y ' s  r e s e r v e  
a s s e t ,  a d j u s t m e n t  t o  b a l a n c e  o f  payments  d e f i c i t s  and s u r p l u s e s  
would be  a u t o m a t i c .  Thus a n  i n c r e a s e  i n  t h e  d o m e s t i c  money 
s u p p l y  by u l t i m a t e l y  r a i s i n g  t h e  p r i c e  l e v e l  would r a i s e  t h e  
p r i c e  o f  e x p o r t s  r e i a t i v e  t o  t h e  p r i c e  of  i m p o r t s ,  l e a d i n g  t o  
a  b a l a n c e  o f  payments  d e f i c i t  and a g o l d  o u t f l o w .  I n  a d d i t i o n ,  
t h e  i n c r e a s e  i n  t h e  money s u p p l y  would l o w e r  d o m e s t i c  i n t e r e s t  
r a t e s  r e l a t i v e  t o  t h o s e  a b r o a d ,  i n d u c i n g  a  c a p i t a l  o u t f l o w  
and a f u r t h e r  g o l d  o u t f l o w .  

Ano the r  a t t r i b u t e  c l a imed  f o r  g o l d  s t a n d a r d s  is t h a t  t h e  
r a t e  of  i n c r e a s e  i n  t h e  g o l d  money s u p p l y  would v a r y  au toma t -  
i c a l l y  w i t h  t h e  p r o f i t a b i l i t y  o f  p r o d u c i n g  g o l d ,  and hence  
a s s u r e  a  s t a b l e  money s u p p l y  and s t a b l e  p r i c e s  a t  l e a s t  i n  
t h e  l o n g  r u n .  Thus ,  a  r a p i d  i n c r e a s e  i n  t h e  o u t p u t  of  g o l d ,  
due  t o  g o l d  d i s c o v e r i e s  o r  t e c h n o l o g i c a l  improvements  i n  g o l d  
min ing ,  would r a i s e  t h e  p r i c e s  o f  a l l  o t h e r  goods  i n  terms of  
g o l d ,  making them more p r o f i t a b l e  t o  p r o d u c e  t h a n  g o l d ,  and  
u l t i m a t e l y  l e a d i n g  to  a  r e d u c t i o n  i n  g o l d  o u t p u t .  Moreover ,  
t h e  i n i t i a l  r e d u c t i o n  i n  t h e  p u r c h a s i n g  power o f  g o l d  would 
l e a d  t o  a  s h i f t  i n  t h e  demand f o r  g o l d  f rom monetary  t o  non- 
monetary  u s e ,  t h u s  r e i n f o r c i n g  t h e  o u t p u t  e f f e c t s .  C o n v e r s e l y ,  
a  d e c l i n e  i n  p r i c e s  o f  goods  and s e r v i c e s ,  d u e  t o  t e c h n o l o g i c a l  
improvements  i n  t h e  nongold  sector,  would i n c r e a s e  t h e  p r o f i t -  
a b i l i t y  o f  g o l d  p r o d u c t i o n ,  e n c o u r a g i n g  i n c r e a s e d  g o l d  o u t p u t ,  
which would u l t i m a t e l y  t e n d  t o  r a i s e  t h e  p r i c e  l e v e l .  The 
i n i t i a l  i n c r e a s e  i n  t h e  p u r c h a s i n g  power o f  g o l d  would a l s o  
l e a d  t o  a s h i f t  i n  t h e  demand f o r  g o l d  f rom nonmonetary t o  
monetary  u s e ,  t h u s  r e i n f o r c i n g  t h e  o u t p u t  e f f e c t s .  Long-run 
p r i c e  s t a b i l i t y  would be t h e  r e s u l t .  

*Congressman Henry S .  Reuss  -- T h i s  v iew is ,  o f  c o u r s e ,  
p u r e l y  m y s t i c a l .  



Gold s t a n d a r d s  v a r y  d e p e n d i n g  on  t h e  p r e s e n c e  o r  a b s e n c e  
o f  t h e  f o l l o w i n g  e l e m e n t s :  

1. 

3 

3 .  

4.  

5. 

l a .  

a  n a t i o n a l  money u n i t  

a .  p r e s e n t  

b .  a b s e n t  

nongold  n a t i o n a l  money i s s u e d  by  e i t h e r  t h e  government  
o r  by  a  f r a c t i o n a l - r e s e r v e  commerc ia l  bank ing  s y s t e m  

a  c e n t r a l  bank 

a .  w i t h  g o l d  r e s e r v e s  o n l y  

b. w i t h  m a i n l y  f o r e i g n  exchange  r e s e r v e s  

c o n v e r t i b i l i t y  o f  nongold  money i n t o  g o l d  c o i n  o r  g o l d  
b a r s  

c l a s s e s  o f  h o l d e r s  f o r  whom nongold  money is c o n v e r t i b l e  

100  p e r c e n t  s o l d  c o i n  s t a n d a r d  w i t h  n a t i o n a l  money 

Under s u c h  a  s t a n d a r d ,  t h e  n a t i o n a l  u n i t  is  d e f i n e d  a s  a  
s p e c i f i c  w e i g h t  o f  g o l d  which t h u s  sets t h e  p r i c e  o f  an  ounce  
o f  g o l d  i n  terms o f  t h a t  u n i t .  T h e r e  a r e  480 g r a i n s  o f  g o l d  
i n  a  f i n e  t r o y  ounce .  D i v i d i n g  480 g r a i n s  by t h e  w e i g h t  o f  
t h e  n a t i o n a l  u n i t  i n  g o l d  y i e l d s  t h e  p r i c e .  D e f i n i n g  a  
d o l l a r ,  f o r  example ,  a s  11 .368  g r a i n s  o f  g o l d  se t s  t h e  p r i c e  
o f  an  ounce  o f  g o l d  a t  $42 .22+.  Under a  100  p e r  c e n t  g o l d  
c o i n  s t a n d a r d ,  g o l d  would b e  money, b u t  p r i c e s  wou'd be  
e x p r e s s e d  i n  t e r n s  o f  t h e  n a t i o n a l  u n i t  -- d o l l a r s ,  pounds ,  
m a r k s ,  o r  f r a n c s .  Banks would e x i s t  t o  i s s u e  warehouse  
r e c e i p t s  f o r  g o l d  i n  t h e  n a t i o n a l  money u n i t  and would h o l d  
100  p e r c e n t  r e s e r v e s .  Terms o f  l o a n s  by t h e  bank ing  s y s t e m  
and o t h e r s  would be  e x p r e s s e d  i n  t h e  n a t i o n a l  money u n i t .  
E x p o r t s  o r  i m p o r t s  o f  g o l d  c o i n  would h e  u n l i m i t e d  and f r e e  
o f  t a x e s  and r e s t r i c t i o n s .  

The s u p p l y  o f  money and t h e  p r i c e s  o f  goods  i n  terms o f  
t h a t  money would be d e t e r m i n e d  i n  t h e  m a r k e t  by t h e  demand 
f o r  g o l d  f o r  mone ta ry  and nonmonetary  u s e s 2  and by t h e  s u p p l y  
o f  g o l d ,  which would b e  gove rned  by t h e  o p p o r t u n i t y  c o s t  o f  
p r o d u c i n g  g o l d .  The demand f o r  g o l d  f o r  nonmonetary  u s e  
would b e  gove rned  by t h e  r e l a t i v e  p r i c e  of m o n e t a r y  g o l d  and 
a l l  o t h e r  commodi t ies .  The demand f o r  mone ta ry  g o l d  would be  
gove rned  by  ( a )  t o t a l  w e a l t h  a v a i l a b l e  t o  h o l d  i n  a s s e t  form;  
( b )  t h e  t o t a l  amount of  goods  and s e r v i c e s  p roduced ;  ( c )  t h e  
a v e r a g e  p r i c e  of  t h o s e  goods  and  s e r v i c e s ;  ( d )  t h e  r e t u r n  on  h o l d i n g  
mone ta ry  g o l d  r e l a t i v e  t o  t h e  r e t u r n  a v a i l a b l e  o n  a l t e r n a t i v e  
a s s e t s ;  and ( e )  t h e  t a s t e s  and p r e f e r e n c e s  o f  h o l d e r s  o f  money. 



I n  t h i s  s y s t e m ,  t h e  m a r k e t  would  b e  f r e e  t o  c h o o s e  f o r m s  
o f  money o t h e r  t h a n  g o l d  a n d  w a r e h o u s e  r e c e i p t s .  

G o v e r n m e n t  i n t e r v e n t i o n  i n  t h e  m o n e t a r y  s y s t e m  would  b e  
l i m i t e d  to  i t s  u n d e r t a k i n g  t o  buy  g o l d  f r o m  t h e  p u b l i c  a t  a  
f i x e d  p r i c e  a n d  c o n v e r t i n g  i t  i n t o  c o i n ,  and  t o  s e l l  g o l d  t o  
t h e  p u b l i c  a t  a  s l i g h t l y  h i g h e r  f i x e d  p r ice ,  i f  i t  so c h o s e ,  
t h e  d i f f e r e n c e  b e t w e e n  t h e  t w o  p r i c e s  r e p r e s e n t i n g  h r a s s a g e  -- 
t h e  g o v e r n m e n t  p r o d u c t i o n  f e e  t o  c o v e r  c o s t  o f  c o i n  m a n u f a c t u r e .  

The d e t e r m i n a t i o n  o f  t h e  e x t e r n a l  v a l u e  o f  a n a t i o n a l  
c u r r e n c y  u n d e r  a  1 0 0  p e r c e n t  g o l d  c o i n  s t a n d a r d  may b e  
e x p l a i n e d  w i t h  a n  e x a m p l e  d r a w n  f r o m  a v a r i a n t  o f  t h e  g o l d  
s t a n d a r d  t o  b e  d i s c u s s e d  b e l o w .  The p r i n c i p l e  i s  t h e  same 
f o r  a l l  v a r i a n t s  b a s e d  o n  a  n a t i o n a l  m o n e t a r y  u n i t .  

The e x t e r n a l  v a l u e  o f  t h e  c u r r e n c y  is  f i x e d  i n  terms o f  
g o l d .  F o r  e x a m p l e ,  c o n s i d e r  t h e  r e a s o n  t h e  e x t e r n a l  v a l u e  o f  
pound s t e r l i n g  i n  terms o f  a  d o l l a r  w a s  $ 4 . 8 6 6 5  b e f o r e  Wor ld  
War I and  f r o m  1 9 2 5  t o  1 9 3 1 .  The  d o l l a r  was  d e f i n e d  a s  2 3 . 2 2  
g r a i n s  o f  f i n e  g o l d  a n d  a  pound s t e r l i n g  a s  1 1 3 . 0 0 1 6  g r a i n s  
o f  f i n e  g o l d ,  h e n c e  4 .8665  w a s  t h e  m u l t i p l e  o f  t h e  w e i g h t  o f  
g o l d  i n  a  pound s t e r l i n g  c o m p a r e d  w i t h  t h e  w e i g h t  o f  g o l d  i n  
a  d o l l a r .  T h i s  was a  f i x e d  e x c h a n g e  r a t e  b e c a u s e  t h e  g o l d  
w e i g h t  o f  e a c h  c u r r e n c y  was f i x e d  o r ,  e q u i v a l e n t l y ,  t h e  p r i c e  
o f  g o l d  p e r  o u n c e  was f i x e d .  I f  t h e  U n i t e d  S t a t e s  had  a d o p t e d  
o n e  d o l l a r  p r i ce  o f  g o l d  a n d  t h e  B r i t i s h  a  d i f f e r e n t  d o l l a r  
p r i c e ,  o b v i o u s l y ,  t h e  e q u i v a l e n c e  b e t w e e n  t h e  e x c h a n g e  r a t e  
and t h e  r e s p e c t i v e  w e i g h t s  d e f i n i n g  e a c h  c u r r e n c y  would  h a v e  
d i s a p p e a r e d .  A v a r i a b l e  p r i c e  o f  g o l d  among c o u n t r i e s  would  
h a v e  m e a n t  v a r i a b l e  w e i g h t s  o f  g o l d  r e p r e s e n t e d  b y  e a c h  
c u r r e n c y .  

The l i n k  b e t w e e n  c u r r e n c i e s  is  g o l d  a t  a f i x e d  p r i c e .  
I m b a l a n c e s  i n  i n t e r n a t i o n a l  p a y m e n t s  m i g h t  b e  s e t t l e d  b y  
c l a i m s  o n  t h e  n a t i o n a l  c u r r e n c i e s  o f  o t h e r  c o u n t r i e s  w h i c h  
had  f i x e d  g o l d  e q u i v a l e n t s ,  f i n a n c e d  i n  t h e  e x a m p l e  c i t e d  
m a i n l y  b y  t h e  u s e  o f  b i l l s  o f  e x c h a n g e .  I f  t h e  demand f o r  
and  s u p p l y  o f  a  n a t i o n a l  c u r r e n c y  d i d  n o t  b a l a n c e ,  g o l d  f l o w s  
would  b e  a c t i v a t e d .  T h u s  w h e n e v e r  t h e  d o l l a r  p r i c e  o f  a 
B r i t i s h  pound a t  t h e  o f f i c i a l  o r  p a r  e x c h a n g e  r a t e  o f  $ 4 . 8 6  
d e v i a t e d  b y  more t h a n  o n e  o r  t w o  p e r c e n t  a b o v e  o r  b e l o w  p a r  
( t h e s e  l i m i t s ,  r e f e r r e d  t o  a s  t h e  g o l d  p o i n t s ,  r e p r e s e n t e d  
t h e  cos t '  o f  t r a n s f e r r i n g  -- p a c k i n g ,  s h i p p i n g ,  a n d  i n s u r i n g  
-- g o l d  b e t w e e n  t h e  t w o  c o u n t r i e s ) ,  i t  p a i d  e i t h e r  t o  c o n v e r t  
U . S .  d o l l a r s  i n t o  g o l d  and t r a n s f e r  i t  a b r o a d ,  o r  e l se  t o  
c o n v e r t  B r i t i s h  p o u n d s  i n t o  g o l d  a n d  t r a n s f e r  i t  h e r e .  I f  
U . S .  demand increased, f o r  e x a m p l e ,  f o r  c h e a p e r  B r i t i s h  g o o d s ,  
t h i s  r a i s e d  t h e  d o l l a r  p r i c e  o f  t h e  pound ( t h a t  i s ,  b i l l s  of 
e x c h a n g e ) .  Once t h e  d o l l a r  p r i c e  o f  t h e  pound r e a c h e d  $ 4 . 9 2 ,  
r e f e r r e d  t o  a s  t h e  U . S .  g o l d  e x p o r t  p o i n t ,  i t  p a i d  t o  c o n v e r t  
U . S .  d o l l a r s  i n t o  g o l d ,  s h i p  t h e  g o l d  t o  E n g l a n d  and  p u r c h a s e  
p o u n d s  a t  $ 4 . 8 6 .  C o n v e r s e l y ,  a t  t h e  U.S. g o l d  i m p o r t  p o i n t ,  



which m i g h t  have  been  a s  h i g h  a s  $4 .83 ,  i t  p a i d  t o  c o n v e r t  
pounds s t e r l i n g  i n t o  g o l d ,  s h i p  t h e  g o l d  t o  t h e  U.S., and 
p u r c h a s e  d o l l a r s .  Gold s h i p m e n t s  i n  e i t h e r  d i r e c t i o n  would 
t h e n  a c t  t o  res tore  t h e  p r i c e  of  f o r e i g n  exchange  t o  p a r i t y .  

Thus i t  is  n o t  o n l y  g o l d  f l o w s  from new g o l d  o u t p u t  b u t  
i n f l o w s  o r  o u t f l o w s  r e l a t e d  t o  movements i n  t h e  b a l a n c e  o f  
payments  t h a t  a f f e c t  t h e  s i z e  o f  t h e  d o m e s t i c  money s u p p l y .  
A r e d u c t i o n  i n  a  c o u n t r y ' s  d o m e s t i c  money and  u l t i m a t e l y  i n  
i t s  p r i c e  l e v e l  enhance  t h e  c o u n t r y ' s  a p p e a l  a s  a s o u r c e  o f  
goods  and s e r v i c e s  t o  f o r e i g n e r s  and r e d u c e  d o m e s t i c  demand 
f o r  f o r e i g n  goods  and s e r v i c e s .  An i n c r e a s e  i n  a  c o u n t r y ' s  
d o m e s t i c  money and u l t i m a t e l y  i n  i t s  p r i c e  l e v e l  d i m i n i s h  
t h a t  c o u n t r y ' s  a p p e a l  a s  a  s o u r c e  o f  goods  and s e r v i c e s  t o  
f o r e i g n e r s  and i n c r e a s e  d o m e s t i c  demand f o r  f o r e i g n  goods  and 
s e r v i c e s .  Thanks t o  t h i s  a u t o m a t i c  a d j u s t m e n t  p r o c e s s ,  t h e  
d u r a t i o n  and  s i z e  o f  i m b a l a n c e s  of  i n t e r n a t i o n a l  payments  
would t e n d  t o  be s e l f - l i m i t i n g .  Gold f l o w s  s e r v e  t o  e q u a l i z e  
p r i c e  movements a c r o s s  c o u n t r i e s .  

Economis t s  d e b a t e  t h e  d e t a i l s  o f  t h e  p r o c e s s  j u s t  
d e s c r i b e d . 3  Some a r g u e  t h a t  g o l d  f l o w s  unde r  t h e  g o l d  s t a n d a r d  
b e f o r e  1914 were minimal  and t h a t  p r i c e s  wor ldwide  a d j u s t e d  
r a p i d l y .  T h e r e  was one  w o r l d  p r i c e  l e v e l  and t h e  e x t e r n a l  
a d j u s t m e n t  p r o c e s s  posed  n o  g r e a t e r  p roblem t h a n  i n t e r r e g i o n a l  
a d j u s t m e n t  o f  p r i c e s  w i t h i n  a  c o u n t r y .  These  a r e  r e f i n e m e n t s  
t h a t  need n o t  d e t a i n  u s .  

l b .  Gold s t a n d a r d  w i t h o u t  n a t i o n a l  money 

The k e y  f e a t u r e  o f  s u c h  a  s t a n d a r d  i s  t h a t  t h e  r o l e  o f  
government  would be  l i m i t e d  t o  a s s u r i n g  t h e  w e i g h t  and f i n e n e s s  
o f  c o i n s  m i n t e d  by t h e  p r i v a t e  s e c t o r .  No n a t i o n a l  money 
u n i t  would e x i s t  -- no d o l l a r s ,  pounds ,  m a r k s ,  o r  f r a n c s .  
C o i n s  o f  d i f f e r e n t  w e i g h t s  would c i r c u l a t e  and p r i c e s  would 
be  denomina ted  i n  w e i g h t s  o f  g o l d .  Banks m i g h t  e x i s t  t o  
i s s u e  warehouse  r e c e i p t s  f o r  g o l d  w i t h  a  c o v e r  o f  100  p e r c e n t  
r e s e r v e s .  Borrowing  and l e n d i n g ,  l i m i t e d  t o  t h e  p r i v a t e  
s e c t o r ,  would be  c o n d u c t e d ,  t h e  d e b t  i n s t r u m e n t s  denomina ted  
i n  w e i g h t s  of g o l d .  S e t t l e m e n t  o f  i n t e r n a t i o n a l  payments  
would r a r e l y  b e  made i n  w e i g h t s  o f  g o l d .  I n s t e a d ,  i n t e r n a t i o n a l  
c a p i t a l  f l o w s  would o c c u r  i n  t h e  form o f  i n t e r e s t - b e a r i n g  
d e b t  i n s t r u m e n t s ,  denomina ted  i n  w e i g h t s  o f  g o l d ,  o r  t h e  
t r a n s f e r  o f  o w n e r s h i p  o f  e q u i t i e s  t o  f o r e i g n  h o l d e r s .  

The p r o p o n e n t s  o f  t h e  c o n c e p t i o n  o f  t h e  g o l d  s t a n d a r d  
h e r e  s k e t c h e d  r e g a r d  it a s  s u p e r i o r  t o  a n y  o t h e r  form o f  
mone ta ry  s t a n d a r d  b e c a u s e  i t  e l i m i n a t e s  money c r e a t i o n  by 
b o t h  government  and banks .  I n  t h e i r  v i ew  t h e  r e c o r d  o f  
government  and banks  shows them t o  have  o v e r i s s u e d  t h e  
c u r r e n c y .  I n  a  r e a l  g o l d  s t a n d a r d ,  such  a s  t h e  one  d e s c r i b e d ,  
t h e  q u a n t i t y  o f  g o l d  a v a i l a b l e  f o r  m o n e t a r y  u s e  would d e t e r m i n e  
t h e  l e v e l  o f  p r i c e s .  I f  t h e  demand f o r  g o l d  exceeded  t h e  
s u p p l y ,  p r i c e s ,  e x p r e s s e d  i n  w e i g h t s  o f  g o l d ,  would f a l l .  



I n  t h e  i d e a l i z e d  a r r a n g e m e n t  t h a t  is p r o p o s e d ,  t h e  
marke t  migh t  c h o o s e  fo rms  of  money o t h e r  t h a n  g o l d  and ware- 
house  r e c i p t s ,  i n c l u d i n g  p r o m i s e s  t o  pay  g o l d  on demand o r  
a t  a  f u t u r e  d a t e .  P r i v a t e  c o n t r a c t s  would s p e c i f y  payment 
i n  w h a t e v e r  form was m u t u a l l y  a g r e e a b l e ,  i n c l u d i n g  t h e  u s e  
o f  t e c h n o l o g i c a l  means f o r  e l e c t r o n i c  t r a n s f e r  o f  f u n d s  t h a t  
c o u l d  s i g n i f i c a n t l y  economize t h e  means o f  making payments  
w i t h  p h y s i c a l  g o l d  o r  t h e  need t o  h o l d  g o l d  i n  p h y s i c a l  
p o s s e s s i o n .  

I n t r o d u c i n g  d e  novo a  r e a l  g o l d  s t a n d a r d  would c l e a r l y  
change  t h e  c h a r a c t e r  o f  t h e  e x i s t i n g  p o l i t i c a l  and f i n a n c i a l  
sys tem."  

2 .  Gold s t a n d a r d  w i t h  nongold  money i s s u e d  by e i t h e r  t h e  
government  o r  a  f r a c t i o n a l - r e s e r v e  commerc ia l  bank ing  s y s t e m  

The e a r l i e s t  d e p a r t u r e  from t h e  i d e a l i z e d  1 0 0  p e r c e n t  
g o l d  c o i n  s t a n d a r d  was t h e  c r e a t i o n  o f  s u b s t i t u t e s  f o r  g o l d .  
The m o t i v e  f o r  s u b s t i t u t i o n  was a  r e d u c t i o n  i n  t h e  r e a l  
r e s o u r c e s  employed i n  min ing  g o l d .  P a p e r  money s u b s t i t u t e s  
may be  p roduced  w i t h  much s m a l l e r  r e a l  r e s o u r c e s .  Such 
s u b s t i t u t e s  i n c l u d e d  f i a t  c u r r e n c y  i s s u e s  by governments  
and commercial  bank i ssues  of  n o t e s  and d e p o s i t s ,  w i t h  g o l d  
r e s e r v e s  o f  t h e  government  and hanks  e q u a l  t o  a  f r a c t i o n  o n l y  
of  t h e i r  mone ta ry  l i a b i l i t i e s .  The i n c e n t i v e  to  l i m i t  t h e  
s i z e  o f  t h e  f r a c t i o n  o f  g o l d  r e s e r v e s  was s t r e n g t h e n e d  d u r i n g  
t r e n d  p e r i o d s  when t h e  s u p p l y  o f  g o l d  d i d  n o t  keep  p a c e  w i t h  
t h e  demand f o r  i t  f o r  mone ta ry  and  nonmonetary u s e s .  

F r a c t i o n a l  g o l d  r e s e r v e s  were h e l d  as a n  e a r n e s t  of  t h e  
i s s u e r s '  r e a d i n e s s  t o  c o n v e r t  nongold money i n t o  g o l d  a t  t h e  
p l e a s u r e  of  t h e  h o l d e r ,  a t  a  f i x e d  p r i c e  o f  g o l d ,  n o t  a  
chang ing  m a r k e t  p r i c e  o f  g o l d .  I n  t h i s  s y s t e m ,  d o m e s t i c  
d i s t u r b a n c e s ,  such  a s  banking  p a n i c s ,  c o u l d  a f f e c t  t h e  s i z e  
of  t h e  c o u n t r y ' s  g o l d  r e s e r v e s .  P u b l i c  a l a r m  a b o u t  t h e  
adequacy  o f  t h e  g o l d  r e s e r v e  r a t i o  c o u l d  t r i g g e r  an  i n t e r n a l  
d r a i n  of  g o l d ,  when h o l d e r s  c h o s e  t o  s h i f t  f rom bank n o t e s  o r  
bank d e p o s i t s  t o  g o l d .  I n  t h e  a f t e r m a t h  o f  s u c h  e p i s o d e s ,  
a n  i n c r e a s e  i n  t h e  g o l d  r e s e r v e  r a t i o  was p roduced  u s u a l l y  by 
a  c o n t r a c t i o n  o f  t h e  i s s u e r s '  mone ta ry  l i a b i l i t i e s .  

A f r a c t i o n a l  r e s e r v e  g o l d  s t a n d a r d  a c c e n t u a t e d  t h e  
e f f e c t s  o f  g o l d  f l o w s  on t h e  q u a n t i t y  o f  money. A o n e - d o l l a r  
g o l d  i n f l o w ,  d e p e n d i n g  on  t h e  s i z e  o f  t h e  r e s e r v e  r a t i o ,  
migh t  i n c r e a s e  t h e  d o m e s t i c  q u a n t i t y  o f  money a s  much a s  $8 
o r  $10; a  o n e - d o l l a r  g o l d  o u t f l o w  m i g h t  r e d u c e  t h e  q u a n t i t y  
of  d o m e s t i c  money by a s  much a s  $8 or  $10 ,  w i t h  p a r a l l e l  
e f f e c t s  on d o m e s t i c  s p e n d i n g  and  p r i c e s .  

"Congressman Henry S .  Reuss  -- Why d o e s  t h e  Commission R e p o r t  
t r e a t  t h i s  e c c e n t r i c  i d e a  w i t h  s u c h  m i l d  and noncommital  l a n g u a g e ?  



However,  a s  n o t e d  a b o v e ,  i n t e r n a t i o n a l  c a p i t a l  f l o w s  
a l l e v i a t e d  t o  some e x t e n t  e i t h e r  t h e  s i z e  o f  g o l d  f l o w s  o r  
t h e i r  c o n s e q u e n c e s .  S h o r t - t e r m  c a p i t a l  f l o w s  s e r v e d  t o  r e d u c e  
and smooth  t h e  immed ia t e  f l o w s  o f  g o l d  t h a t  would o t h e r w i s e  
h a v e  b e e n  r e q u i r e d  t o  s e t t l e  paymen t s  i m b a l a n c e s .  Long-term 
c a p i t a l  f l o w s  e n a b l e d  d e v e l o p i n g  c o u n t r i e s  t o  bo r row r e a l  
r e s o u r c e s  f rom d e v e l o p e d  c o u n t r i e s  b y  r u n n i n g  a  p e r s i s t e n t  
e x c e s s  o f  i m p o r t s  o f  g o o d s  and  s e r v i c e s  o v e r  e x p o r t s  o f  g o o d s  
and s e r v i c e s  w i t h o u t  e n t a i l i n g  g o l d  f l o w s .  I n  t h e  e v e n t  o f  a  
rise i n  t h e  d o m e s t i c  q u a n t i t y  o f  money, i n  t h e  s h o r t - r u n ,  
i n t e r e s t  r a t e s  would t e n d  t o  d e c l i n e ,  i n d u c i n g  i n v e s t o r s  t o  
s h i f t  f u n d s  t o  f o r e i g n  money m a r k e t s .  The s i z e  o f  t h e  c h a n g e  
i n  e x p o r t  p r i c e s  r e l a t i v e  t o  i m p o r t  p r i c e s  t h a t  would o t h e r -  
w i s e  h a v e  o c c u r r e d  would b e  r e d u c e d  b y  t h e  r e s u l t i n g  g o l d  
o u t f l o w .  

I n  a f r a c t i o n a l - r e s e r v e  b a n k i n g  s y s t e m  and a  g o l d  s t a n d a r d  
w i t h  a  n a t i o n a l  money u n i t ,  d o m e s t i c  and  i n t e r n a t i o n a l  
c o n v e r t i b i l i t y  o f  c l a i m s  o n  t h e  m o n e t a r y  a u t h o r i t i e s  was t h e  
mechanism t o  i n s u r e  t h a t  nongo ld  money g r o w t h  was h e l d  i n  
c h e c k .  

3 a .  Gold s t a n d a r d  w i t h  a c e n t r a l  bank  h o l d i n s  s o l d  r e s e r v e s  
o n l y  

C e n t r a l  b a n k s  i n  Europe  p r e d a t e d  t h e  g o l d  s t a n d a r d .  
T h e i r  b e h a v i o r  d i d  n o t  a l w a y s  s e r v e  t h e  d i s c i p l i n e  t h e  g o l d  
s t a n d a r d  imposes .  They d i d  n o t  n e c e s s a r i l y  r e s p o n d  t o  a l o s s  
o f  g o l d  d u e  t o  b a l a n c e  o f  paymen t s  d e f i c i t s  b y  a c t i o n s  to  
r e d u c e  t h e  d o m e s t i c  q u a n t i t y  o f  money o u t s t a n d i n g ,  or t o  a 
g a i n  o f  g o l d  d u e  t o  b a l a n c e  o f  paymen t s  s u r p l u s e s  b y  a c t i o n s  
t o  i n c r e a s e  t h e  d o m e s t i c  q u a n t i t y  o f  money o u t s t a n d i n g .  

S c h o l a r s  c o n t i n u e  t o  d e b a t e  t h e  e x t e n t  t o  which  s u c h  
b e h a v i o r  by  t h e  Bank o f  England  and  o t h e r  c e n t r a l  b a n k s  
c h a r a c t e r i z e d  t h e  p e r i o d  b e f o r e  1914 .  A f t e r  World War I ,  
t h e  i s s u e  i s  n o t  i n  d o u b t :  c e n t r a l  b a n k s ,  i n c l u d i n g  t h e  
F e d e r a l  R e s e r v e  Sys t em,  f r e q u e n t l y  c h o s e  n o t  t o  p e r m i t  g o l d  
f l o w s  e i t h e r  t o  expand  o r  c o n t r a c t  t h e  d o m e s t i c  q u a n t i t y  o f  . 
money, o r  t o  d o  so t o  a  l esser  d e g r e e  t h a n  f u l l  a d j u s t m e n t  
would h a v e  r e q u i r e d .  The g o l d  s t a n d a r d  w a s  n o t  a u t o m a t i c  b u t  
managed.  

3b .  Gold s t a n d a r d  w i t h  a  c e n t r a l  bank  h o l d i n g  m a i n l y  f o r e i g n  
e x c h a n g e  r e s e r v e s  

C e n t r a l  b a n k s  a l so  l e a r n e d  t o  economize  o n  g o l d  h o l d i n g s  
by u s i n g  o t h e r  c u r r e n c i e s  a s  r e s e r v e  a s se t s ,  p r i n c i p a l l y  
s t e r l i n g  b e f o r e  1 9 1 4 ,  i n c r e a s i n g l y  d o l l a r s  t h e r e a f t e r .  A 
c o u n t r y  t h a t  h e l d  a l l  o r  a  l a r g e  p a r t  o f  i t s  m o n e t a r y  r e s e r v e s  
i n  t h e  form o f  f o r e i g n  e x c h a n g e ,  t h a t  i s ,  claims o n  a  c o u n t r y  



t h a t  is  o n  a  g o l d  s t a n d a r d ,  w a s  s a i d  t o  b e  o n  a  g o l d  e x c h a n g e  
s t a n d a r d .  G o l d  h o l d i n g s  a r e  n o n - e a r n i n g  assets .  F o r  t h a t  
r e a s o n  t h e  g o l d  e x c h a n g e  s t a n d a r d  h a s  a p p e a l  s i n c e  f o r e i g n  
e x c h a n g e ,  i n  t h e  f o r m  o f  d e p o s i t s  a t  f o r e i g n  b a n k s  o r  f o r e i g n  
t r e a s u r y  b i l l s ,  p r o v i d e s  e a r n i n g  assets .  Of c o u r s e ,  a  c o u n t r y  
h o l d i n g  f o r e i g n  e x c h a n g e  r e s e r v e s  i n  a  c u r r e n c y  t h a t  d e v a l u e s  
s u s t a i n s  losses. 4 

The g o l d  s t a n d a r d  b e f o r e  Wor ld  War I w a s  o f t e n  d e s c r i b e d  
a s  a s t e r l i n g / g o l d  e x c h a n g e  s y s t e m  a n d ,  u n d e r  t h e  B r e t t o n  bloods 
s y s t e m  a f t e r  Wor ld  War 11, a s  a d o l l a r / g o l d  e x c h a n g e  s y s t e m .  
Bo th  were f i x e d  e x c h a n g e  ra te  s y s t e m s  i n  c o n c e p t i o n ,  b u t  t h e  
B r e t t o n  Woods s y s t e m  became a n  a d j u s t a b l e  p e g g e d  e x c h a n g e  
ra te  s y s t e m .  

The par v a l u e  o f  e a c h  n a t i o n a l  c u r r e n c y  was  e x p r e s s e d  
e i t h e r  i n  terms o f  g o l d  o r  i n  terms o f  t h e  U.S. d o l l a r  o f  
1 3 . 7 1  g r a i n s  o f  f i n e  g o l d ,  e a c h  e s t a b l i s h e d  i n  a g r e e m e n t  w i t h  
t h e  I n t e r n a t i o n a l  M o n e t a r y  Fund.  Members o f  t h e  IMF were 
r e s p o n s i b l e  f o r  m a i n t a i n i n g  t h e  p a r  v a l u e  o f  t h e i r  c u r r e n c i e s ,  
w i t h  t h e  U n i t e d  S t a t e s  a l o n e  u n d e r t a k i n g  t h e  f r e e  p u r c h a s e  
and  s a l e  o f  g o l d  a t  t h e  f i x e d  p r i ce  o f  $35 p e r  o u n c e .  O t h e r  
c o u n t r i e s  b o u g h t  a n d  s o l d  t h e i r  c u r r e n c i e s  f o r  d o l l a r s  t o  
m a i n t a i n  t h e i r  p a r  v a l u e s  w i t h i n  a g r e e d  l i m i t s .  S e t t l e m e n t  
o f  i n t e r n a t i o n a l  p a y m e n t s  i m b a l a n c e s  t o o k  p l a c e  m a i n l y  b y  
t r a n s f e r s  o f  r e s e r v e  a s s e t s  i n  t h e  c h i e f  money m a r k e t s .  

C o n v e r t i b i l i t y  o f  many E u r o p e a n  c u r r e n c i e s  was f i r s t  
a c h i e v e d  u n d e r  t h e  B r e t t o n  Woods s y s t e m  i n  1 9 5 8 .  F o r  o n l y  a  
few y e a r s  t h e r e a f t e r  c a n  t h e  s y s t e m  b e  s a i d  t o  h a v e  p e r f o r m e d  
f a i r l y  e f f e c t i v e l y .  F rom t h e  mid-1960s  o n ,  i t  was c h a r a c t e r i z e d  
b y  r e p e a t e d  f o r e i g n  e x c h a n g e  c r i s e s  a s  m a r k e t  p a r t i c i p a n t s  
a n t i c i p a t e d  t h a t  e x i s t i n g  p a r  v a l u e s  were u n s u s t a i n a b l e  and  
s h i f t e d  f u n d s  f rom a  weak c u r r e n c y  t o  a  s t r o n g  c u r r e n c y ,  
e x a c e r b a t i n g  t h e  e x t e r n a l  p o s i t i o n  f o r  b o t h  c u r r e n c i e s .  
C o u n t r i e s  w i t h  u n d e r v a l u e d  c u r r e n c i e s  r e s i s t e d  r e v a l u a t i o n  
and c o u n t r i e s  w i t h  o v e r v a l u e d  c u r r e n c i e s  r e s i s t e d  d e v a l u a t i o n .  

The s y s t e m  o f  f i x e d  b u t  a d j u s t a b l e  p e g g e d  e x c h a n g e  r a t e s  
c o l l a p s e d  u n d e r  t h e  p r e s s u r e  o f  p e r s i s t e n t  d e f i c i t s  i n  t h e  
r e s e r v e  c e n t e r  c o u n t r y ' s  b a l a n c e  o f  p a y m e n t s  a n d  u n d e r v a l u e d  
z u r r e n c i e s  i n  s u r p l u s  c o u n t r i e s .  The  U.S. money s u p p l y  g r e w  
a t  r a t e s  i n d e p e n d e n t  o f  t h e  c o u n t r y ' s  b a l a n c e  o f  p a y m e n t s  
p o s i t i o n ,  c o n t r a r y  t o  t h e  c a s e  u n d e r  a n  i n t e r n a t i o n a l  g o l d  
s t a n d a r d .  Dollar r e s e r v e  a c c u m u l a t i o n s  a b r o a d ,  u n l e s s  
s t e r i l i z e d  by m o n e t a r y  a u t h o r i t i e s ,  e x p a n d e d  t h e  m o n e t a r y  
b a s e s  o f  o u r  t r a d i n y  p a r t n e r s .  A c c o r d i n g  t o  them,  t h e  U n i t e d  
S t a t e s  e x p o r t e d  i n f l a t i o n  t o  t h e  rest o f  t h e  w o r l d  t h r o u g h  
i t s  b a l a n c e  o f  p a y m e n t s  d e f i c i t s .  



4. Gold s t a n d a r d  w i t h  c o n v e r t i b i l i t v  o f  n o n a o l d  monev i n t o  
2 J .' 

g o l d  c o i n  o r  g o l d  b a r s  

I n  t h e  g o l d  c o i n  s t a n d a r d  w i t h  a n a t i o n a l  money u n i t  and 
nongo ld  s u b s t i t u t e s ,  s u c h  as  e x i s t e d  i n  a number o f  c o u n t r i e s  
b e f o r e  1 9 1 4 ,  g o l d  c o i n  c i r c u l a t e d  -- u s u a l l y  a m i n o r  f r a c t i o n  
o f  a g g r e g a t e  d o m e s t i c  money -- and nongo ld  money was r e d e e m a b l e  
i n  c o i n .  A g a i n ,  a s  a way o f  e c o n o m i z i n g  o n  t h e  u s e  o f  g o l d ,  
many c o u n t r i e s  c e a s e d  t o  c o i n  g o l d  a f t e r  1914  ( t h e  U n i t e d  
S t a t e s ,  n o t  u n t i l  1 9 3 3 ) .  Thus  f r e e  c o i n a g e ,  c i r c u l a t i o n  o f  
g o l d  c o i n s ,  and  t h e  l e g a l  t e n d e r  s t a t u s  o f  g o l d  c o i n s  
t e r m i n a t e d .  The a im was t o  c o n c e n t r a t e  a l l  o f  a c o u n t r y ' s  
g o l d  h o l d i n g s  i n t o  r e s e r v e s  a v a i l a b l e  f o r  i n t e r n a t i o n a l  
paymen t s .  Nongold money became c o n v e r t i b l e  i n t o  h e a v y  g o l d  
b a r s .  Such a g o l d  s t a n d a r d  i s  known as  a  g o l d  b u l l i o n  
s t a n d a r d .  

5 .  Gold s t a n d a r d  w i t h  c l a s s e s  o f  h o l d e r s  f o r  whom nongo ld  
money is c o n v e r t i b l e  

Under  a g o l d  c o i n  s t a n d a r d  w i t h  a n a t i o n a l  money u n i t  
and nongo ld  s u b s t i t u t e s ,  a l l  h o l d e r s  o f  nongo ld  money -- 
d o m e s t i c  and f o r e i g n  -- c o u l d  c o n v e r t  i t  i n t o  g o l d  c o i n .  
U n d e r . a  g o l d  b u l l i o n  s t a n d a r d ,  c o n v e r t i b i l i t y  c o u l d  e x i s t  
f o r  b o t h  c l a s s e s  o f  h o l d e r s .  Under  t h e  B r e t t o n  Woods d o l l a r /  
g o l d  e x c h a n g e  s t a n d a r d ,  c o n v e r t i b i l i t y  i n  t h e  U n i t e d  S t a t e s  
w a s  l i m i t e d  t o  f o r e i g n  o f f i c i a l  i n s t i t u t i o n  d o l l a r  a s s e t s .  
F o r e i g n  i n s t i t u t i o n s  w i l l i n g l y  h e l d  d o l l a r s  f o r  t h e  p u r p o s e  
of i n t e r v e n t i o n  s o  l o n g  a s  t h e y  we re  c o n f i d e n t  t h a t  t h e y  
c o u l d  o b t a i n  g o l d  f rom t h e  U n i t e d  S t a t e s  f o r  d o l l a r s  a t  t h e i r  
i n i t i a t i v e .  A g e n t l e m a n ' s  a g r e e m e n t  among c e n t r a l  b a n k s  i n  
c e r t a i n  i n d u s t r i a l  c o u n t r i e s  n o t  t o  p r e s e n t  d o l l a r  b a l a n c e s  
f o r  c o n v e r t i b i l i t y  i n t o  g o l d  f o r  a t i m e  s t a v e d  o f f  t h e  
denouement .  The c h r o n i c  d e f i c i t s  i n  t h e  U.S. b a l a n c e  o f  
paymen t s  and t h e  unwanted a c c u m u l a t i o n s  of d o l l a r s  b y  f o r e i g n e r s  
which  t h r e a t e n e d  to  d r a i n  a l l  U.S. g o l d  f i n a l l y  l e d  t o  f o r m a l  
i n c o n v e r t i b i l i t y  f o r  a l l  h o l d e r s  i n  1971 .  

B.  V a r i a n t s  o f  O t h e r  Commodity S t a n d a r d s  

E c o n o m i s t s  have  l o n g  a r g u e d  t h a t  a  commodity s t a n d a r d  
w i t h  a b u n d l e  o f  commodi t i e s  is s u p e r i o r  t o  a  s i n g l e  commodity 
s t a n d a r d  l i k e  t h e  g o l d  s t a n d a r d . 5  The r e a s o n  i s  t h a t  s u c h  a 
scheme c o u l d  m i t i g a t e  t h e  p r i c e  l e v e l  i n s t a b i l i t y  p roduced  by  
b a s i n g  t h e  s t a n d a r d  on  o n e  commodity l i k e  g o l d ,  b e c a u s e  o f  
u n e x p e c t e d  c h a n g e s  i n  i t s  demand and s u p p l y .  T e c h n o l o g i c a l l y  
induced.  c h a n g e s  i n  r e l a t i v e  cos t s  o f  p r o d u c t i o n  o f  some o f  
t h e  b u n d l e  would b e  o f f s e t  i n  t h e  rest o f  t h e  b u n d l e .  

The u s u a l  p r e s c r i p t i o n  f o r  t h e  b u n d l e  o f  c o m m o d i t i e s  is 
t h a t  i t  would i n c l u d e  s t a n d a r d i z e d  s t a p l e s  l i k e  metals a n d  
m a n u f a c t u r e d  c o m m o d i t i e s  t h a t  a r e  t r a d e d  i n  b r o a d  m a r k e t s .  



The p r e c i s e  c o m p o s i t i o n  v a r i e s  w i t h  t h e  a u t h o r  o f  t h e  p l a n  
f o r  a  commodity s t a n d a r d .  I n  s u p p o r t  o f  s u c h  a  s t a n d a r d ,  i t  
h a s  been  a r g u e d  t h a t  p o s s i b l e  m o n e t i z a t i o n  o f  t h e  b u n d l e  of  
commodi t i e s  would p r o v i d e  p r o d u c e r s  w i t h  a  f l o o r  t o  t h e i r  
incomes ,  w h i l e  c o n v e r t i b i l i t y  i n t o  c u r r e n c y  would impose a  
c e i l i n g  on  khe m a r k e t  p r i c e s  o f  t h e  b u n d l e .  

I f  nonmoneta ry  s t o c k s  o f  t h e  commodi t i e s  a v a i l a b l e  f o r  
u s e  a s  m o n e t a r y  s t o c k s  were s m a l l ,  t h e  q u a n t i t y  o f  money 
would change  p r i i n a r i l y  t h r o u g h  a d d i t i o n a l  c u r r e n t  o u t p u t  o r  
w i t h d r a w a l s  f o r  c u r r e n t  u s e .  S i n c e  t h e  commodity i n d u s t r i e s  
r e p r e s e n t e d  i n  t h e  b u n d l e  would have  a  f a i r l y  e l a s t i c  c u r r e n t  
o u t p u t ,  a n y  d e c l i n e  i n  o t h e r  p r i c e s  would i n d u c e  a  s u b s t a n t i a l  
i n c r e a s e  i n  t h e i r  o u t p u t ,  a d d i n g  t o  t h e  s t o c k  o f  money and 
c u r r e n t  income. O p p o s i t e  e f f e c t s  would o c c u r  w i t h  a n y  rise 
i n  o t h e r  pr ices .  Changes  i n  t h e  q u a n t i t y  o f  money would 
a f f e c t  t h e  volume o f  r e a l  a s s e t s  h e l d  by t h e  p u b l i c  and t h e  
f r a c t i o n  o f  t o t a l  a s s e t s  h e l d  a s  money, c a u s i n g  t h e  community 
to a l t e r  t h e i r  e x p e n d i t u r e s  i n  a  c o u n t e r c y c l i c a l  f a s h i o n .  
Thus ,  commodity c u r r e n c y  c o u l d  have  s u b s t a n t i a l  c o u n t e r c y c l i c a l  
e f f e c t s .  

P l a n s  f o r  a  commodity s t a n d a r d  d i f f e r  on t h e  role o f  
government  and t h e  p r o v i s i o n  f o r  a  r e s e r v e .  The g o v e r n m e n t ' s  
role c o u l d  be l i m i t e d  t o  t h e  announcement  t h a t  t h e  m o n e t a r y  
u n i t  i s  d e f i n e d  a s  s p e c i f i e d  amounts  o f  e a c h  of  t h e  b u n d l e  o f  
commodi t ies .  The p r i v a t e  sector would t h e n  issue f i n a n c i a l  
i n s t r u m e n t s  denomina t ed  i n  t h e  u n i t .  The gove rnmen t  would 
have  no role a s  a n  i s s u e r  o f  c u r r e n c y .  Some p l a n s  e n v i s a g e  
no government  r e s e r v e s  o f  t h e  b u n d l e  o f  commodi t i e s .  I n s t e a d ,  
t h e  p r i v a t e  sector  would h o l d  r e s e r v e s  i n  o r d e r  t o  redeem t h e  
f i n a n c i a l  i n s t r u m e n t s  -- s a y ,  warehouse  r e c e i p t s  f o r  t h e  
b u n d l e  -- i s s u e d  by i t .  S t o r a g e  costs  p re sumab ly  would be  
p a s s e d  on i n  some form t o  t h e  p u b l i c .  Aga in ,  f r a c t i o n a l  
r e s e r v e  h o l d i n g  m i g h t  w e l l  b e  deve lopmen t  o f  a commodity 
s t a n d a r d ,  g i v e n  t h e  i n c e n t i v e  t o  r e d u c e  r e s o u r c e  cos t s  o f  
h o l d i n g  100% r e s e r v e s .  

p r i v a t e  i n d i v i d u a l s  would u s e  t h e  warehouse  r e c e i p t s  t o  
o b t a i n  f rom t h e  i s s u e r s  commodi t i e s  c o v e r e d  by t h e  s t a n d a r d  
and s e l l  t o  t h e  i s s u e r s  f o r  wa rehouse  r e c e i p t s  commodi t i e s  
c o v e r e d  by t h e  s t a n d a r d .  A d e f l a t i o n a r y  t e n d e n c y  would 
e n c o u r a g e  p r o d u c t i o n  o f  t h e  commodity b u n d l e  t h a t  would be  
exchanged  f o r  newly  i s s u e d  warehouse  r e c e i p t s  a t  t h e  f i x e d  
p r i c e ,  t h u s  c o u n t e r i n g  t h e  i n i t i a l  t e n d e n c y .  An i n £  l a t i o n a r y  
t e n d e n c y  would l e a d  p r i v a t e  i n d i v i d u a l s  t o  r e d e e n  t h e  warehouse  
r e c e i p t s  i n  commodity b u n d l e s ,  t h u s  c o u n t e r i n g  t h a t  t e n d e n c y .  
I n  t h i s  way, s e l f - i n t e r e s t e d  a c t i o n s  by i n d i v i d u a l s  i n  t h e  
economy would m a i n t a i n  t h e  s t a b i l i t y  o f  t h e  p r i c e  l e v e l  and 
so p r e c l u d e  d e v i a t i o n s  i n  t h e  price l e v e l  o v e r  t h e  l o n g  r u n .  

I f  a  commodity s t a n d a r d  were a d o p t e d  i n t e r n a t i o n a l l y ,  i t  
c o u l d  p r o v i d e  a n  i n t e r n a t i o n a l  c u r r e n c y  w i t h  f i x e d  exchange  
r a t e s .  



C .  P a p e r  S t a n d a r d s  

Under a  p a p e r  money s t a n d a r d ,  i t  i s  e s s e n t i a l  t o  a n c h o r  
t h e  s y s t e m  t o  a  nomina l  f i a t  r e s e r v e  -- what  e c o n o m i s t s  c a l l  
" o u t s i d e "  money, p r o v i d e d  b y  a  c e n t r a l  bank ,  a n o t h e r  gove rn -  
x e n t a l  agency  o r  e v e n  a  nongovernmenta l  agency .  I n  o u r  
p a p e r  money s y s t e m ,  t h e  m o n e t a r y  b a s e  o f  t h e  F e d e r a l  R e s e r v e  
System s e r v e s  a s  o u t s i d e  money. F i r s t ,  w e  examine  c u r r e n t  
mone ta ry  a r r a n g e m e n t s  and t h e n ,  by c o n t r a s t ,  a r r a n g e m e n t s  
t h a t  would p r e v a i l  u n d e r  a  r a d i c a l  r e s t r u c t u r i n g  o f  t h e  
mone ta ry  sys t em.  

1. C u r r e n t  Monetarv Ar ranaemen t s  

O u r  c u r r e n t  mone ta ry  a r r a n g e m e n t s  r e l y  on t h e  d i s c r e t i o n  
o f  t h e  Board o f  Gove rnor s  o f  t h e  F e d e r a l  R e s e r v e  System.  To 
i n s u l a t e  t h e  Board from s h o r t - r u n  p o l i t i c a l  p r e s s u r e s ,  s a f e -  
g u a r d s  a r e  p r o v i d e d  by t h e  s t a g g e r e d  14 -yea r  terms o f  t h e  
g o v e r n o r s ,  t h e  d e c e n t r a l i z a t i o n  and somewhat autonomous 
r e g i o n a l  Rese rve  Banks,  and t h e  independence  from C o n g r e s s i o n a l  
a p p r o p r i a t i o n s .  Congres s  h a s  no  d i r e c t  s u p e r v i s o r y  
a u t h o r i t y  o v e r  e i t h e r  t h e  Board o r  t h e  Rese rve  Banks,  a l t h o u g h  
t h e  cha i rman  and o t h e r  members of  t h e  Board t e s t i f y  f r e q u e n t l y  
b e f o r e  v a r i o u s  C o n g r e s s i o n a l  committees. T w i c e  a  y e a r ,  a s  
r e q u i r e d  by  t h e  F u l l  Employment and Ba lanced  Growth A c t  o f  
1978 ,  t h e  Board s u b m i t s  a  w r i t t e n  r e p o r t  t o  C o n g r e s s  on  t h e  
s t a t e  of  t h e  economy and t h e  c o u r s e  o f  mone ta ry  p o l i c y  and  
c o n s u l t s  w i t h  t h e  Congres s  on  i t s  r e p o r t .  

I t  is  t h e  r e s p o n s i b i l i t y  of  t h e  F e d e r a l  R e s e r v e  Banks t o  
p r o v i d e  w i t h o u t  l i m i t  t h e  amount o f  p a p e r  c u r r e n c y  t h a t  t h e  
p u b l i c  demands. A l i m i t  on  t h e  q u a n t i t y  o f  p a p e r  money t h a t  
t h e  F e d e r a l  Rese rve  c o u l d  i s s u e  e x i s t e d  b e f o r e  1968 dhen i t  
was r e q u i r e d  by l aw  t o  k e e p  a  25  p e r c e n t  g o l d  b a c k i n g  f o r  
e a c h  d o l l a r  i t  i s s u e d .  I n s t e a d  o f  c o n t r o l l i n g  t h e  amount o f  
c u r r e n c y  i n  c i r c u l a t i o n  -- i t  now c o n s t i t u t e s  a b o u t  o n e - f o u r t h  
o f  t h e  money s u p p l y  a g g r e g a t e  M l ,  d e f i n e d  a s  t h e  s u n  o f  
c u r r e n c y ,  t r a v e l e r s  c h e c k s ,  and a l l  t r a n s a c t i o n  d e p o s i t s  -- 
t h e  F e d e r a l  Rese rve  a t t e m p t s  t o  c o n t r o l  t h e  money s u p p l y .  

Al though r e s e r v e  r e q u i r e m e n t s  on t r a n s a c t i o n  d e p o s i t s  
p r o v i d e  an  e s s e n t i a l  i n s t i t u t i o n a l  s e t t i n g ,  t h e  m o s t  i m p o r t a n t  
d i s c r e t i o n a r y  tool  t h e  F e d e r a l  Rese rve  p o s s e s s e s  f o r  m o n e t a r y  
c o n t r o l  i s  i t s  p o r t f o l i o  o f  government  s e c u r i t i e s .  I t  i s  
t h r o u g h  i n c r e a s i n g  and d e c r e a s i n g  i t s  h o l d i n g s  o f  gove rnmen t  
s e c u r i t i e s  t h a t  t h e  F e d e r a l  Rese rve  i s  a b l e  t o  e f f e c t  c h a n g e s  
i n  t h e  r e s e r v e  p o s i t i o n s  o f  banks  and o t h e r  d e p o s i t o r y  
i n s t i t u t i o n s .  When t h e  F e d e r a l  Rese rve  buys  government  
s e c u r i t i e s ,  i t  p a y s  f o r  them by a d d i n g  t o  t h e  r e s e r v e s  o f  
d e p o s i t o r y  i n s t i t u t i o n s .  F e d e r a l  Rese rve  s a l e s  o f  government  
s e c u r i t i e s  r e d u c e  r e s e r v e s .  I n s t i t u t i o n s  expand  t h e i r  l e n d i n g  
a c t i v i t i e s ,  and h e n c e  i n c r e a s e  t r a n s a c t i o n  d e p o s i t s ,  when 
t h e i r  r e s e r v e s  i n c r e a s e .  The o p p o s i t e  e f f e c t s  o c c u r  when 



t h e i r  r e s e r v e s  d e c r e a s e .  Changes i n  i t s  p o r t f o l i o  t h u s  e n a b l e  
t h e  F e d e r a l  R e s e r v e  to  c o n t r o l ,  o v e r  a  p e r i o d  l o n g  enough 
f o r  t h e  d e p o s i t o r y  i n s t i t u t i o n s  t o  r e a c t ,  t h e  amount o f  t r a n s -  
a c t i o n s  d e p o s i t s  t h e y  c r e a t e .  

C u r r e n t l y ,  t h e  d o l l a r ' s  f o r e i g n  exchange  v a l u e  is 
d e t e r m i n e d  by c h a n g i n g  s u p p l y  and demand i n  t h e  f o r e i g n  
exchange  m a r k e t ,  w h e t h e r  because  f l o w s  o f  goods  and s e r v i c e s  
t o  and from o t h e r  c o u n t r i e s  v a r y ,  o r  b e c a u s e  o f  l ong - t e rm o r  
s h o r t - t e r m  c a p i t a l  movements, c h a n g e s  i n  r e l a t i v e  i n t e r e s t  
r a t e s  o r  e x p e c t e d  p r i c e  b e h a v i o r ,  o r  o f  i n t e r v e n t i o n s  by 
monetary  a u t h o r i t i e s  to  i n £  l u e n c e  t h e  f o r e i g n  exchange  r a t e  
o f  t h e i r  c u r r e n c i e s  v i s - a - v i s  t h e  d o l l a r .  

2 .  P r o p o s a l s  f o r  S i g n i f i c a n t  Change* 

P r o p o s a l s  f o r  s i g n i f i c a n t  change  i n  c u r r e n t  mone ta ry  
a r r a n g e m e n t s ,  w h i l e  m a i n t a i n i n g  a  p a p e r  s t a n d a r d ,  d e r i v e  from 
c o n c e r n  o v e r  t h e  r e c o r d  o f  monetary  i n s t a b i l i t y  a s s o c i a t e d  
w i t h  t h e  o p e r a t i o n  o f  p a p e r  money s t a n d a r d s .  P r o p o s a l s  f o r  
reEorm r a n g e  f rom t h e  i n t r o d u c t i o n  o f  100% r e s e r v e  r e q u i r e m e n t s  
f o r  banks  of  i s s u e ,  t o  r u l e s  l i m i t i n g  t h e  d i s c r e t i o n  o f  t h e  
F e d e r a l  R e s e r v e  Sys tem i n  c r e a t i n g  r e s e r v e s  f o r  t h e  bank ing  
s y s t e m ,  t o  p r o p o s a l s  by F . A .  Hayek and o t h e r s  c a l l i n g  f o r  t h e  
f r e e  p r i v a t e  p r o d u c t i o n  o f  money and c u r r e n c y  c o m p e t i t i o n  
among i s s u e r s  o f  money.6 Advoca tes  o f  b a s i n g  mone ta ry  p o l i c y  
on a  r u l e ,  s u c h  a s  r e q u i r i n g  t h e  F e d e r a l  R e s e r v e  t o  i n c r e a s e  
t h e  money s u p p l y  a t  a  f i x e d  r a t e  o v e r  t i m e ,  c o n t e n d  t h a t  s u c h  
a  p o l i c y  would p romote  p r i c e  s t a b i l i t y  and dampen c y c l i c a l  
c h a n g e s  i n  t h e  economy. For  them, d i s c r e t i o n  is p o l i t i c a l l y  
d a n g e r o u s  and e c o n o m i c a l l y  o b j e c t  i o n a b l e .  

S u g g e s t i o n s  f o r  improving  t h e  p e r f o r m a n c e  o f  o u r  p a p e r  
s t a n d a r d  i n c l u d e  i n t r o d u c i n g  100% r e s e r v e  r e q u i r e m e n t s  f o r  
banks ,  payment  o f  i n t e r e s t  on bank r e s e r v e s ,  and  payment of  
i n t e r e s t  on demand d e p o s i t s .  The a d v a n t a g e  o f  a  100% r e s e r v e  
r e q u i r e m e n t  i s  t h a t  i t  would r e d u c e  mone ta ry  i n s t a b i l i t y  by 
e l i m i n a t i n g  f l u c t u a t i o n s  i n  t h e  b a n k s '  r e s e r v e - d e p o s i t  r a t i o  
and t h e  p u b l i c ' s  c u r r e n c y - d e p o s i t  r a t i o  t h a t  c u r r e n t l y  
i n t r o d u c e  some s l i p p a g e  between t h e  F e d e r a l  R e s e r v e ' s  p r o v i s i o n  
o f  r e s e r v e s  and  t h e  change  i n  d e p o s i t s  t h e  banks  c r e a t e .  By 
p a y i n g  a  m a r k e t  r a t e  of  i n t e r e s t  t o  b a n k s  on t h e i r  r e s e r v e s ,  
t h e  i n c e , n t i v e  t o  e v a d e  t h e  r e q u i r e m e n t  would be  l a r g e l y  
e l i m i n a t e d .  Moreover ,  by pay ing  i n t e r e s t  on demand d e p o s i t s ,  
i n d i v i d u a l s  would h o l d  t h e  optimum q u a n t i t y  of money i n  t h e i r  

*Congressman Henry S.  Reuss  -- The f i n a l  d r a f t  c i r c u l a t e d  t o  
Commission members f o r  comment r e f e r r e d  t o  t h e s e   proposal^, more 
h o n e s t l y ,  a s  " r a d i c a l  p r o p o s a l s . "  



c i r c u m s t a n c e s .  I f  i n t e r e s t  i s  n o t  p a i d  on d e p o s i t s ,  i n d i v i d u a l s  
mus t  t a k e  i n t o  a c c o u n t  t h e  r e t u r n  t h e y  c o u l d  e a r n  on  i n t e r e s t -  
b e a r i n g  a s s e t s ,  r e d u c i n g  c a s h  h o l d i n g s  by  employ ing ,  s a y ,  
more bookkeeping  s e r v i c e s  to  compensa t e  f o r  t h e  loss  o f  n o t  
h o l d i n g  t h e  a l t e r n a t i v e  a s s e t .  S i n c e  money is c o s t l e s s  t o  
p r o d u c e ,  h o l d i n g  s m a l l e r  t h a n  optimum b a l a n c e s  i s  a  w a s t e f u l  
u s e  of  r e a l  r e s o u r c e s .  

I n  t h e  schemes f o r  f r e e  c o m p e t i t i o n  i n  money, p r i v a t e  
s s u e r s  would b e  f r e e  t o  p r o d u c e  a s  much o f  t h e i r  money a s  
hey wished  and u s e r s  o f  money would be  f r e e  t o  c h o o s e  which- 

e v e r  c u r r e n c y  s u i t e d  them b e s t ,  p r e sumab ly  o n e  w i t h  s t a b l e  
buying  power.  Cur rency  c o m p e t i t i o n  would he  c o m p a t i b l e  w i t h  
any  exchange  r a t e  r e g i m e ,  e i t h e r  f l e x i b l e  o r  f i x e d .  

One such  p r o p o s a l  u r g e s  t h e  U n i t e d  S t a t e s  to  a d o p t  
p a r a l l e l  c u r r e n c i e s :  d o l l a r s  and g o l d .  The s u p p l y  o f  d o l l a r s  
and h e n c e  t h e  p r i c e  l e v e l  i n  terms o f  d o l l a r s  would b e  
d e t e r m i n e d  by t h e  F e d e r a l  R e s e r v e  ( b y  d i s c r e t i o n a r y  mone ta ry  
p o l i c y ) ,  t h e  s u p p l y  o f  g o l d  used  a s  money and h e n c e  t h e  p r i c e  
l e v e l  i n  terms o f  g o l d  by t h e  f r e e  m a r k e t .  The r e l a t i v e  
p r i c e  o f  t h e  two c u r r e n c i e s  ( t h e i r  exchange  r a t e s )  would v a r y  
depend ing  on  c o n d i t i o n s  i n  t h e  g o l d  m a r k e t ,  t h e  mone ta ry  
p o l i c y  a c t i o n s  t a k e n  by t h e  F e d e r a l  R e s e r v e ,  and t h e  p u b l i c ' s  
t a s t e  f o r  t h e  t w o  c u r r e n c i e s .  Accord ing  t o  t h i s  scheme,  were 
t h e  c r o s s - e l a s t i c i t y  o f  demand be tween  t h e  two c u r r e n c i e s  
h i g h ,  t h e n  a  f a l l  i n  t h e  p r i c e  o f  t h e  d o l l a r  ( t h a t  i s ,  a n  
i n c r e a s e  i n  t h e  e x p e c t e d  r a t e  o f  change  o f  t h e  g o l d  p r i c e )  
would l e a d  t o  a  m a s s i v e  s h i f t  o u t  o f  d o l l a r s  i n t o  g o l d .  I n  
some r e s p e c t s ,  t h e  e x p e r i e n c e  o f  C a l i f o r n i a  i n  t h e  g r e e n b a c k  
p e r i o d  (1862-78)  was a n  example  of  t h i s  scheme: g o l d  and  
g r e e n b a c k s  c i r c u l a t e d  f r e e l y  a t  f l e x i b l e  r a t e s  and were b o t h  
used a s  exchange  media .  I n  a d d i t i o n ,  p r o p o n e n t s  o f  s u c h  a  
scheme a r g u e  t h a t  s h i f t s  f rom g o l d  t o  d o l l a r s  and from d o l l a r s  
t o  g o l d  would a c t  a s  a  s i g n a l  t o  t h e  F e d e r a l  R e s e r v e  t o  
i n t e r v e n e ,  d e c r e a s i n g  m o n e t a r y  g rowth  when t h e  p u b l i c  s h i f t e d  
away from d o l l a r s  i n t o  g o l d ,  and  i n c r e a s i n g  mone ta ry  g r o w t h  
when t h e  p u b l i c  s h i f t e d  away f rom g o l d  i n t o  d o l l a r s . 7  The 
a d v o c a t e s  o f  f r e e  c u r r e n c y  c o m p e t i t i o n  r e g a r d  i t  a s  needed t o  
a c h i e v e  p r i c e  l e v e l  s t a b i l i t y ,  a s  l e a d i n g  t o  optimum c u r r e n c y  
a r e a s ,  and e v e n t u a l l y  t o  c u r r e n c y  u n i f i c a t i o n ,  a s  u s e r s  o f  
money c h o o s e  t h e  most use£  u l  money.8 

11. S t r e n g t h s  and Weaknesses  o f  A l t e r n a t i v e  S t a n d a r d s  

W e  p r e f i x  an  e v a l u a t i o n  o f  t h e  s t r e n g t h s  and w e a k n e s s e s  
o f  t h e  t h r e e  t y p e s  o f  m o n e t a r y  s t a n d a r d s  w e  have  d e s c r i b e d  by 
t h e  t a b u l a r  p r e s e n t a t i o n  i n  T a b l e  3-1. I t  l i s t s  s e v e n  c r i t e r i a  
o f  d e s i r a b l e  a t t r i b u t e s  o f  a  mone ta ry  s t a n d a r d :  

a .  f l e x i b i l i t y ,  t h a t  i s ,  t h e  a b i l i t y  t o  accommodate r e a l  
economic g rowth  a s  w e l l  a s  f i n a n c i a l  i n n o v a t i o n  



b. r e s i s t a n c e  to  d o m e s t i c  and f o r e i g n  s h o c k s  b o t h  of  a 
mone ta ry  and  nonmonetary c h a r a c t e r  

c .  f reedom from p o l i t i c a l  m a n i p u l a t i o n  

d .  magn i tude  o f  a s s o c i a t e d  r e s o u r c e  c o s t s  

e .  p r o v i s i o n  o f  l ong - run  p r i c e  p r e d i c t a b i l i t y ,  i n  t h e  s e n s e  
of mean r e v e r s i o n  o f  t h e  p r i c e  l e v e l ,  t h a t  i s ,  t h e  p r i c e  
l e v e l  would u l t i m a t e l y  r e t u r n  t o  i t s  i n i t i a l  v a l u e  

f .  p r o v i s i o n  o f  l ong - run  p r i c e  s t a b i l i t y ,  i n  t h e  s e n s e  t h a t  
t h e  p r i c e  l e v e l  would n e i t h e r  rise n o r  f a l l  o v e r  s u b s t a n -  
t i a l  p e r i o d s  

y .  p r o v i s i o n  of  s h o r t - r u n  economic s t a b i l i t y ,  t h a t  i s ,  
s t a b i l i t y  o f  p r i c e s  and r e a l  o u t p u t  

A check  i n  a  column of t h e  t a b l e  i n d i c a t e s  t h a t  t h e  
s t a n d a r d  s a t i s f i e s  t h e  c r i t e r i o n ,  a n  x i n d i c a t e s  t h a t  i t  d o e s  
n o t ,  and a  q u e s t i o n  mark i n d i c a t e s  t h a t  t h e  e f f e c t s  a r e  
u n c e r t a i n . *  

A.  Gold S t a n d a r d  V a r i a n t s  

1. The p u r e  g o l d  c o i n  s t a n d a r d :  a  1 0 0 %  g o l d  c o i n  s t a n d a r d  
( a )  w i t h  n a t i o n a l  money and -- ( b ) - w i t h o u t  n a t i o n a l  --- money 

S i n c e  w e  have  no e m p i r i c a l  b a s i s  on which t o  form a  
judgment w i t h  r e s p e c t  t o  t h e  q u a l i t i e s  o f  a  100% g o l d  
s t a n d a r d  w i t h  o r  w i t h o u t  a  n a t i o n a l  money u n i t ,  o u r  e v a l u a t i o n  
is based  on t h e o r e t i c a l  c o n s i d e r a t i o n s .  

Both s t a n d a r d s ,  i n  common w i t h  a l l  commodity s t a n d a r d s ,  
would be f r e e  f rom p o l i t i c a l  m a n i p u l a t i o n  b u t ,  on t h e  o t h e r  
hand ,  would e x h i b i t  a  number o f  n e g a t i v e  f e a t u r e s .  These  
i n c l u d e  h i g h  r e a l  r e s o u r c e  c o s t s  of  t h e i r  e s t a b l i s h m e n t  and 
o p e r a t i o n ;  i n a b i l i t y  t o  accommodate r e a l  g rowth  i f  t e c h n o l o g i c a l  
p r o g r e s s  i n  g o l d  min ing  and new mine d i s c o v e r i e s  d o  n o t  keep  
p a c e  w i t h  t h e  g rowth  o f  t h e  r e s t  o f  t h e  economy; l ong- t e rm 
i n f l a t i o n a r y  o r  d e f l a t i o n a r y  movements o f  t h e  p r i c e  l e v e l ,  
depend ing  on t h e  r a t e  o f  g rowth  o f  t h e  mone ta ry  g o l d  s t o c k  
r e l a t i v e  t o  t h e  demand f o r  g o l d ;  s u s c e p t i b i l i t y  t o  s h o c k s  

*Congressman Henry S. Reuss  -- I d o  n o t  e n d o r s e  t h e  u n f a v o r a b l e  
compar i son  made h e r e  o f  c u r r e n t  mone ta ry  a r r a n g e m e n t s  w i t h  
r a d i c a l  a l t e r n a t i v e s ,  go ld -based  and o t h e r w i s e .  Our economic 
d i f f i c u l t i e s  stem from a  r a n g e  o f  p o l i c y  and s t r u c t u r a l  
d e f e c t s  which would e x i s t  unde r  any  mone ta ry  s t a n d a r d .  





f r o m  b o t h  home and  f o r e i g n  c h a n g i n g  c o n d i t i o n s  o f  s u p p l y  a n d  
demand,  e a c h  o f  w h i c h  i n  t u r n  c o u l d  p r o d u c e  s h o r t - t e r m  e c o n o m i c  
i n s t a b i l i t y .  

I f  t h e  s t a n d a r d  w i t h  o r  w i t h o u t  a n a t i o n a l  money u n i t  
l i t e r a l l y  were l i m i t e d  t o  o r  b a s e d  o n  t h e  e x i s t i n g  g o l d  s t o c k  
i n  a  c o u n t r y  p l u s  a n n u a l  a d d i t i o n s  f r o m  g o l d  o u t p u t ,  l o n g -  
term i n f l a t i o n a r y  o r  d e f l 3 t i o n a r y  movements  o f  t h e  p r i c e  l e v e l  
would  b e  p o s s i b l e ,  d e p e n d i n g  o n  t h e  r a t e  o f  g r o w t h  o f  t h e  
m o n e t a r y  g o l d  s t o c k  r e l a t i v e  t o  t h e  demand f o r  g o l d .  T h e s e  
movements  i m p o s e  costs  o n  t h e  economy. I t  mat ters  l i t t l e  i f  
a l o a n  c o n t r a c t  i s  d e n o m i n a t e d  i n  a  w e i g h t  o f  g o l d  r a t h e r  
t h a n  a  n o m i n a l  d o l l a r  amount  i f  t h e  c o n d i t i o n s  r u l i n g  when 
t h e  c o n t r a c t  is  e n t e r e d  i n t o  h a v e  c h a n g e d  when t h e  terms o f  
t h e  c o n t r a c t  h a v e  t o  b e  f u l f i l l e d .  L e n d e r s  o r  b o r r o w e r s  c a n  
b e  h a r m e d ,  d e p e n d i n g  o n  w h e t h e r  i n f l a t i o n a r y  o r  d e f l a t i o n a r y  
f o r c e s  p r e v a i l .  F o r e s i g h t  w i t h  r e s p e c t  t o  f u t u r e  l o n g - t e r m  
c h a n g e s  i n  demand f o r  o r  s u p p l y  o f  g o l d  e x c e e d s  i n v e s t o r  
c a p a c i t y  to  e n c o m p a s s  i n  a  l o a n  c o n t r a c t .   his a s p e c t  o f  a  
g o l d  s t a n d a r d  c a n n o t  b e  n e g l e c t e d .  

One o t h e r  a s p e c t  o f  a  g o l d  s t a n d a r d  w i t h  o r  w i t h o u t  
n a t i o n a l  money i s  t h a t  t h e  t r a d i t i o n a l  v i e w  t h a t  g o l d  p r o d u c t i o n  
v a r i e s  p o s i t i v e l y  i n  r e s p o n s e  t o  c h a n g e s  i n  i t s  r e a l  p r i c e  d o e s  
n o t  a p p e a r  t o  be t r u e  c u r r e n t l y 3  (see  C h a p t e r  4 ) .  On t h e  
s u p p l y  s i d e ,  S o u t h  A f r i c a n  m i n e s  p r o d u c e  l e s s  when t h e  p r i c e  
is  h i g h  b e c a u s e  t h e y  c a n  work  p o o r e r  o res ,  a n d  c u r r e n t l y  a n  
i n c r e a s e  i n  t h e  r e a l  p r i c e  o f  g o l d  d o e s  n o t  s h i f t  g o l d  f r o m  
n o n m o n e t a r y  to  m o n e t a r y  s t o c k s .  I f  t h e  p r i c e  o f  g o l d  were 
f i x e d  a n d  i n f l a t i o n a r y  e x p e c t a t i o n s  v a n i s h e d ,  i t  is c o n c e i v a b l e ,  
h o w e v e r ,  t h a t  t h e  r e s p o n s e s  o n  t h e  s u p p l y  a n d  demand s i d e s  
m i g h t  c h a n g e .  

A n o t h e r  f e a t u r e  o f  t h e  t w o  t h e o r e t i c a l  v a r i a n t s  i n v i t e s  
comment -- t h e  f e a t u r e  t h a t  a l l o w s  f o r  p o s s i b l e  i n t r o d u c t i o n  
b y  t h e  m a r k e t  o f  f i d u c i a r y  m o n i e s  b y  i s s u e r s  who p r o m i s e  t o  
p a y  g o l d  b y  w e i g h t  o r  i n  c o i n  o f  t h e  r e a l m  o n  r e d e m p t i o n .  I f  
s u c h  m o n i e s  were n o t  a l w a y s  r e d e e m a b l e ,  a s  t h e  i s s u e r  p r o m i s e d ,  
it is l i k e l y  t h a t  g o v e r n m e n t  would  become i n v o l v e d  i n  t h e  
money c r e a t i o n  process i f  o n l y  t o  e n f o r c e  c o n t r a c t s  and t o  
p r e v e n t  f r a u d .  M o r e o v e r ,  when a n  i s s u e r  f a i l s  t o  f u l f i l l  h i s  
p r o m i s e  to  t h o s e  who e n t e r e d  i n t o  a c o n t r a c t  w i t h  h im,  t h i r d -  
p a r t y  e f f e c t s  a l s o  o c c u r  -- t h e  h o l d e r  o f  t h e  m o n i e s  w i l l  
d e f a u l t  o n  p a y m e n t s  owed b y  h im t o  t h i r d  p a r t i e s .  F o r  t h i s  
r e a s o n ,  g o v e r n m e n t  i s  l i k e l y  t o  b e  d r a w n  i n t o  t h e  money 
c r e a t i o n  process i n  o r d e r  t o  s e t  l i m i t s  o n  t h e  s i z e  o f  t h e  
f i d u c i a r y  i s s u e  a n d  o t h e r w i s e  r e g u l a t e  p r o m i s e s  t o  p a y  g o l d .  
The  r a t i o n a l e  f o r  a g o l d  s t a n d a r d  w i t h o u t  n a t i o n a l  money as  
f r e e  f r o m  g o v e r n m e n t  i n t e r v e n t i o n  i s  weakened  b y  t h e  f e a t u r e  
i n  q u e s t i o n .  I t  u n d e r m i n e s  t h e  c a s e  f o r  a 1 0 0 %  g o l d  c o i n  
s t a n d a r d .  

T h i s  f e a t u r e  a l s o  h a s  a b e a r i n g  o n  t h e  claim made t h a t  
h i g h  r e s o u r c e  costs  a re  a p o s i t i v e  v a l u e  o f  g o l d  s t a n d a r d s .  



I f  t h i s  were so ,  t h e y  s h o u l d  n o t  o c c a s i o n  t h e  i n t r o d u c t i o n  
o f  s u b s t i t u t e s  f o r  g o l d  i n  c i r c u l a t i o n  a n d  i n  r e s e r v e s .  To 
s u g g e s t  t h a t  m a r k e t s  m i g h t  i n t r o d u c e  s u c h  s u b s t i t u t e s  i n  t h e  
i d e a l d z e d  g o l d  s t a n d a r d s  b e l i e s  t h e  c l a i m  made f o r  t h e  
b e n e f i c e n c e  o f  h i g h  r e s o u r c e  costs .  The m a r k e t  w i l l  s e e k  
means  t o  a c h i e v e  a t  lower r e s o u r c e  costs  w h a t  t h e  g o l d  
s t a n d a r d  i s  d e s i g n e d  t o  a c h i e v e  a t  much h i g h e r  r e s o u r c e  costs .  

W e  c a n  s u m m a r i z e  t h e  s t r e n g t h s  o f  t h e  g o l d  s t a n d a r d  
v a r i a n t s  o f  h i s t o r i c  e x p e r i e n c e ,  a n d  w e  c a n  t h e n  i n q u i r e  why, 
g i v e n  t h e s e  a d v a n t a g e s ,  t h e  U n i t e d  S t a t e s  a n d  t h e  rest o f  t h e  
w o r l d  r e t r e a t e d  f r o m  them.  

W e  n o t e  t h e  f o l l o w i n g  a d v a n t a g e s  c o n f e r r e d  b y  a g o l d  
s t a n d a r d .  One: A g o l d  s t a n d a r d  p r o m o t e s  l o n g - t e r m  d o m e s t i c  
and  i n t e r n a t i o n a l  p r ice  p r e d i c t a b i l i t y .  T h i s  c o n d i t i o n  
p r o v i d e s  i n c e n t i v e s  t o  p r i v a t e  m a r k e t  a g e n t s  t o  make l o n g -  
term c o n t r a c t s  w h i c h  a r e  v i t a l  f o r  t h e  e f f i c i e n t  o p e r a t i o n  o f  
a  m a r k e t  economy. I n  a d d i t i o n ,  s u c h  l o n g - t e r m  p r i c e  
p r e d i c t a b i l i t y  m i n i m i z e s  c o n f u s i o n  b e t w e e n  r e l a t i v e  a n d  p r i c e  
l e v e l  movements ,  so t h a t  e c o n o m i c  a g e n t s  d o  n o t  e x p e r i e n c e  
f a l s e  s i g n a l s  w i t h  r e g a r d  t o  r e a l  e c o n o m i c  d e c i s i o n s .  Two: 
Government  i n t e r v e n t i o n  i n  t h e  d e t e r m i n a t i o n  o f  t h e  p r i c e  
l e v e l  a n d  o v e r a l l  l e v e l  o f  e c o n o m i c  a c t i v i t y  is  l i m i t e d  u n d e r  
a  f u l l y  f u n c t i o n i n g  g o l d  s t a n d a r d .  T h r e e :  F i x e d  e x c h a n g e  
r a t e s  c r e a t e  t h e  e f f i c i e n c i e s  o f  a  s t a b l e  i n t e r n a t i o n a l  money 
t h a t  i n t e g r a t e s  t h e  w o r l d ' s  commodi ty  a n d  c a p i t a l  m a r k e t s .  

The  s h o r t  e x p l a n a t i o n  o f  t h e  w o r l d ' s  r e t r e a t  f r o m  a  g o l d  
s t a n d a r d ,  g i v e n  i ts  a d v a n t a g e s ,  i s  t h a t ,  w h e t h e r  a d v i s e d l y  
o r  n o t ,  t h e  w o r l d  came t o  p r i z e  g o a l s  o t h e r  t h a n  t h o s e  o f  
t h e  g o l d  s t a n d a r d .  A l l  g o l d  s t a n d a r d  c o u n t r i e s  c o n f r o n t  
d e s t a b i l i z i n g  c o n d i t i o n s  o n  t h e  s u p p l y  s i d e ,  d u e  t o  g o l d  
d i s c o v e r i e s ,  a n d  o n  t h e  demand s i d e ,  d u e  t o  t h e  s p r e a d  o f  
t h e  g o l d  s t a n d a r d  when a d d i t i o n a l  c o u n t r i e s  a d o p t  i t .  I m p r o v i n g  
t h e  r e a l  p e r f o r m a n c e  o f  t h e  economy was g i v e n  p r i d e  o f  place. 
To a c h i e v e  t h e  i m p r o v e m e n t ,  t h e  t a s k  was a s s i g n e d  t o  g o v e r n ~ a e n t  
management  o f  m o n e t a r y  a n d  f i s c a l  p o l i c y ,  r a t h e r  t h a n  t o  
p r i v a t e  sector  i n i t i a t i v e s .  O n l y  t h e  r o l e  o f  f i x e d  e x c h a n g e  
r a t e s  c a r r i e d  o v e r  t o  t h e  p o s t w a r  w o r l d  b u t  f u n d a m e n t a l l y  
d i v o r c e d  f r o m  t h e  g o l d  s t a n d a r d  r e s t r a i n t s .  Under  B r e t t o n  
Woods, t h e r e  was n o  p r o v i s i o n  t h a t  t h e  i n t e r n a l  s u p p l y  o f  a  
c o u n t r y ' s  c u r r e n c y  was  t o  b e  g o v e r n e d  b y  i t s  g o l d  h o l d i n g s ,  
a s  was  t h e  c a s e  u n d e r  t h e  g o l d  s t a n d a r d ,  n o r  was t h e r e  a 
r e q u i r e m e n t  t h a t  a  c o u n t r y  h a d  t o  u n d e r g o  d e f l a t i o n  o r  i n f l a t i o n  
d o m e s t i c a l l y  t o  b a l a n c e  i t s  e x t e r n a l  a c c o u n t s .  T h i s  d i l u t i o n  
o f  g o l d  s t a n d a r d  d i s c i p l i n e  i s  a n  e x a m p l e  o f  i t s  i n s t i t u t i o n a l  
v u l n e r a b i l i t y .  The g o l d  s t a n d a r d  was  a b a n d o n e d  f o r  s h o r t e r  
o r  l o n g e r  p e r i o d s  w h e n e v e r  a d h e r e n c e  t o  it  was deemed c o s t l y .  



The g o a l  o f  s t a b i l i z i n g  t h e  r e a l  p e r f o r m a n c e  o f  t h e  economy 
i n  t h e  p o s t w a r  p e r i o d  seemed  i n c o m p a t i b l e  w i t h  t h e  g o l d  s t a n d a r d .  
A f u l l y  f a n c t i o n i n g  g o l d  s t a n d a r d  r e q u i r e s  s h o r t - t e r m  a d j u s t m e n t  
o f  t h e  d o m e s t i c  economy t o  cor rec t  b a l a n c e  o f  p a y m e n t s  d i s e y u i l i b r i a .  
Such  a d j u s t m e n t s  e n t a i l  s h o r t - t e r m  p r i c e  i n s t a b i l i t y  a n d  s h o r t - t e r m  
o u t p u t  i n s t a b i l i t y ,  w h i c h  means  f l u c t u a t i n g  employment .  I n  a d d i t i o n ,  
f i x e d  e x c h a n g e  r a t e s  t r a n s m i t  r e a l  d i s t u r b a n c e s  i n  o n e  c o u n t r y  t o  
t h e  rest  o f  t h e  w o r l d .  A t i m e l y  e x a m p l e  is t h e  s i z e  o f  a d j u s t m e n t  
cos t s  t h a t  would  h a v e  o c c u r r e d ,  had  t h e  w o r l d  b e e n  on  f i x e d  e x c h a n q e  
r a t e s  f rom 1 9 7 4  o n .  The i n c r e a s e  i n  t h e  p r i c e  o f  o i l  l e d  t a  d 
r e d i s t r i b u t i o n  o f  i n t e r n a t i o n a l  m o n e t a r y  r e s e r v e s  f r o m  o i l - i m p o r t i n g  
t o  o i l - p r o d u c i n g  n a t i o n s .  Under  f i x e d  e x c h a n g e  r a t e s ,  t h e  d o m e s t i c  
p r i c e  l e v e l  i n  o i l - i m p o r t i n g  c o u n t r i e s  w o u l d  h a v e  b e e n  s u b j e c t  t o  
a  m a s s i v e  d e f l a t i o n .  More g e n e r a l l y ,  u n d e r  f i x e d  e x c h a n g e  r a t e s ,  
a  boom i n  o n e  c o u n t r y  w i l l  l e a d  t o  a n  i n c r e a s e  i n  demand b y  i ts  
r e s i d e n t s  f o r  g o o d s  a n d  s e r v i c e s  i n  t h e  r e s t  o f  t h e  w o r l d .  The 
o p p o s i t e  w i l l  h a p p e n  i n  t h e  c a s e  o f  a  r e c e s s i o n .  

F o r  t h e s e  r e a s o n s  t h e  v a l u e  o f  e x t e r n a l  s t a b i l i t y  i n  m a i n t a i n i n g  
a  f i x e d  r a t e  o f  e x c h a n g e  b e t w e e n  t h e  d o m e s t i c  money and  f o r e i g n  
m o n i e s  came t o  be r e g a r d e d  a s  p u r c h a s e d  a t  t h e  cos t  o f  i n s t a b i l i t y  
i n  t h e  d o m e s t i c  money s u p p l y ,  d o m e s t i c  s p e n d i n g ,  p r i c e s  and  employ-  
m e n t .  The  s i m p l e  r u l e  f o r  g o v e r n m e n t s  t o  m a i n t a i n  a  f i x e d  p r i c e  
o f  g o l d  was o v e r t h r o w n  i n  t h e  1 9 7 0 s ,  b u t  t h e  s e e d s  o f  t h e  d o w n f a l l  
o f  t h a t  r u l e  were sown e a r l i e r  i n  p o s t w a r  y e a r s  a s  c o u n t r y  a f t e r  
c o u n t r y  o p t e d  f o r  m o n e t a r y  i n d e p e n d e n c e ,  f u l l  employment  and  e c o n o m i c  
g r o w t h .  C o u n t r i e s  r e j e c t e d  t h e  r e s t r a i n t s  t h a t  t h e  o p e r a t i o n  o f  a 
f i x e d  e x c h a n g e  r a t e  imposed  o n  t h e  p u r s u i t  o f  t h e s e  w i d e l y  s u p y .  -er 
n a t i o n a l  o b j e c t i v e s .  I n  t h e  U n i t e d  S t a t e s ,  w h e r e  t h e  s h a r e  o f  
i n t e r n a t i o n a l  t r a d e  was  a m i n o r  f a c t o r  i n  a g g r e g a t e  n a t i o n a l  i n c o t l e ,  
t h e  v i e w  p r e v a i l e d  t h a t  t h e  d o m e s t i c  economy s h o u l d  n o t  b e  h o s t a g e  
t o  t h e  b a l a n c e  of p a y m e n t s .  M a i n t e n a n c e  o f  t h e  p r i c e  o f  g o l d  was 
n o t  a n  o b j e c t i v e  o f  e i t h e r  t h e  Employment A c t  o f  1 9 4 6  o r  t h e  
Humphrey-Hawkins F u l l  Employment a n d  B a l a n c e d  Growth  A c t  o f  1 9 7 8 .  

V a r i a n t s  o f  O t h e r  Commodity S t a n d a r d s  
__-_-__--__I__---______-- -____---I 

The p r o p o s e d  commodi ty  s t a n d a r d s  h a v e  n o  e m p i r i c a l  c o u n t e r p a r t s ,  
so w e  c o m p a r e  t h e i r  s t r e n g t h s  a n d  w e a k n e s s e s  w i t h  t h e  g o l d  s t a n d a r d  
a n d  p a p e r  money s t a n d a r d s .  

T e c h n i c a l l y ,  commodi ty  s t a n d a r d s  a p p e a r  t o  b e  s u p e r i o r  t o  a  
g o l d  s t a n d a r d  b e c a u s e  n o n m o n e t a r y  p r o d u c t i o n  o f  c o m m o d i t i e s  t h a t  
m i g h t  b e  i n c l u d e d  i n  t h e  b u n d l e  is  a  l a r g e r  f r a c t i o n  o f  a g g r e g a t e  
o u t p u t  t h a n  is n o n m o n e t a r y  p r o d u c t i o n  o f  g o l d .  The b r o a d e r  b a s e  
m i g h t  t h e r e f o r e  p r o v i d e  a more s t a b l e  p r i c e  l e v e l  u n d e r  a  commodi ty  
s t a n d a r d ,  b u t  i t  is n o t  o b v i d u s  t h a t  t h a t  would  b e  t h e  c a s e .  Had 
p r i c e s  o f  c o m m o d i t i e s  b e e n  e x p r e s s e d  i n  terms o f  a  c u r r e n c y  u n i t  
c o n s i s t i n g  o f  a b u n d l e  o f  c o m m o d i t i e s  r a t h e r  t h a n  i n  terms o f  
g o l d ,  t h e  g e n e r a l  p r ice  l e v e l  p r o b a b l y  w o u l d  h a v e  f l u c t u a t e d  a s  
much as  i t  a c t u a l l y  d i d ,  s a y ,  f r o m  1 8 0 0  t o  1 9 5 0 .  I n  a d d i t i o n ,  
c h a n g e s  i n  t h e  r e l a t i v e  cost o f  t h e  c o m m o d i t i e s  i n  t h e  b u n d l e ,  
j u s t  a s  c h a n g e s  i n  t h e  cos t  o f  g o l d ,  would  c o n t r i b u t e  t o  p r i c e  



i n s t a b i l i t y .  Commodity c u r r e n c y ,  h o w e v e r ,  wou ld  o f f e r  g r e a t e r  
c o u n t e r c y c l i c a l  e f f e c t s  o n  income a n d  t h u s  o n  t h e  money s u p p l y  
t h a n  would  a  g o l d - b a s e d  c u r r e n c y .  

I n  o t h e r  r e s p e c t s ,  t h e  t w o  s t a n d a r d s  a r e  s im i l a r  u n d e r  1 0 0 %  
r e s e r v e  o r  f r a c t i o n a l  r e s e r v e  a r r a n g e m e n t s  a n d  b o t h  c a n  s e r v e  a s  
i n t e r n a t i o n a l  c u r r e n c i e s .  The o n e  r e s p e c t  i n  w h i c h  a g o l d  s t a n d a r d  is  
s u p e r i o r  t o  commodi ty  s t a n d a r d s  is t h a t  g o l d  commands c l e a r l y  b r o a d  
s u p p o r t  by many p e o p l e  and  E u r o p e a n  c e n t r a l  b a n k  g o v e r n o r s  a s  t h e  m o s t  
t r u s t e d  money. Commodity s t a n d a r d s  h a v e  n o  s u c h  e m o t i o n a l  a p p e a l .  
H o l d i n g  s t o c k s  o f  g o l d  may b e  a c c e p t a b l e  t o  t h e  p u b l i c .  H o l d i n g  s t o c k s  
o f  u s e f u l  g o o d s  would  p r o b a b l y  n o t  b e  u n d e r s t o o d  o r  c o u n t e n a n c e d .  

To t h e  e x t e n t  t h a t  a  commodi ty  s t a n d a r d  w i t h  1 0 0 %  r e s e r v e s  
o p e r a t e d  i n  a f u l l y  a u t o m a t i c  f a s h i o n ,  i t  would  b e  p r e f e r a b l e  t o  
a  p a p e r  money s t a n d a r d  w i t h  d i s c r e t i o n a r y  c o n t r o l  o f  t h e  money 
s u p p l y . 1 °  The commodi ty  s t a n d a r d  would  b e  s e p a r a t e  f r o m  t h e  
g o v e r n m e n t  b u d g e t  a n d  less s u b j e c t  t o  o v e r i s s u e .  However ,  i t  
would  s t i l l  b e  s u b j e c t  t o  i n s t a b i l i t y  r e f l e c t i n g  c h a n g i n g  r e l a t i v e  
p r i c e s  and  t h e  r i s k  o f  d e l i b e r a t e  m a n i p u l a t i o n  by c o u n t r i e s  h a v i n g  
monopoly  power  o v e r  o n e  or  more commodities i n  t h e  b u n d l e .  F o r  
e x a m p l e ,  i f  o n e  o f  t h e  c o u n t r i e s  o n  a commodi ty  s t a n d a r d  f a i l e d  to  
a d h e r e  t o  i t ,  s a y ,  by  i m p e d i n g  t h e  f r e e  movement o f  t h e  c o m m o d i t i e s  
i n  t h e  b u n d l e  among t h e  c o u n t r i e s  a d h e r i n g  t o  t h e  s t a n d a r d ,  t h e  
po l i c i e s  o f  t h e  d e s t a b i l i z i n g  c o u n t r y  would  h a v e  d a m a g i n g  e f f e c t s  
o n  t h e  o t h e r s .  R e s t r i c t i o n s  o n  i n t e r n a t i o n a l  t r a d e  would  l i k e l y  
b e  i n t r o d u c e d  g e n e r a l l y .  I n  a d d i t i o n ,  i f  a  s i g n i f i c a n t  c h a n g e  
o c c u r r e d  i n  e i t h e r  t h e  s u p p l y  o f  or demand f o r  o n e  commodi ty  i n  
t h e  b u n d l e  which  is  p r o d u c e d  p r i m a r i l y  i n  o n e  c o u n t r y ,  t h a t  c o u l d  
l e a d  t o  i n s t a b i l i t y ,  were t h a t  c o u n t r y  t o  e x e r c i s e  i t s  monopoly  power .  

W i t h  f r a c t i o n a l  r e s e r v e s ,  t h e r e  is  n o  c l e a r  a d v a n t a g e  o f  a  
commodity s t a n d a r d  o v e r  a p a p e r  money s t a n d a r d  u n l e s s  a d h e r e n c e  t o  
r u l e s  were s c r u p u l o u s l y  o b s e r v e d  u n d e r  t h e  f o r m e r  b u t  n o t  t h e  
l a t t e r  s t a n d a r d .  Under  t h e  commodi ty  s t a n d a r d ,  s h i f t s  f r o m  m o n e t a r y  
t o  n o n m o n e t a r y  s t o c k s  o f  c o m m o d i t i e s  i n  t h e  b u n d l e  c h a n g e  t h e  
s u p p l y  o f  money. I t  is a n  a d v a n t a g e  t h a t  no  s u c h  s h i f t s  o c c u r  
u n d e r  a  p a p e r  money s t a n d a r d .  

The f i n a l  a s s e s s m e n t  is t h a t  commodi ty  s t a n d a r d s  are  more 
complex  a n d  e n t a i l  g r e a t e r  r e s o u r c e  cos ts  t h a n  would  e x i s t  u n d e r  a 
p r o p e r l y  managed p a p e r  s t a n d a r d .  

C .  P a p e r  S t a n d a r d s  

P a p e r  money is v a l u e d  o n l y  b e c a u s e  o t h e r s  w i l l  a c c e p t  i t  i n  
e x c h a n g e  f o r  v a l u a b l e  g o o d s  a n d  s e r v i c e s ,  a n d  n o t  b e c a u s e  o f  a n y  
i n t r i n s i c  v a l u e . "  The c h i e f  a d v a n t a g e  o f  a l l  p a p e r  s t a n d a r d s ,  

*Congressman  Henry  S.  R e u s s  -- The c o n c e p t  o f  " i n t r i n s i c  v a l u e "  
is n o n s e n s i c a l .  P a p e r  money i s  v a l u e d  b e c a u s e  i t  r e p r e s e n t s  a 
c o n v e n i e n t  and  r e l i a b l e  s to re  o f  v a l u e  a n d  l i q u i d i t y ,  a n d  it r e t a i n s  
t h a t  v a l u e  so l o n g  a s  t h e  s o c i e t y  a n d  g o v e r n m e n t  w h i c h  s u p p o r t  i t  
command t h e  c o n f i d e n c e  o f  t h e i r  c i t i z e n r y .  



i n c l u d i n g  t h e  p r e s e n t  one ,  i s  t h a t  t h e y  e x a c t  minimum c o s t s  i n  t h e  
form o f  r e s o u r c e s  used  t o  p roduce  t h e  money s u p p l y ,  and t h e y  a r e  
s u f f i c i e n t l y  f l e x i b l e  t o  accommodate economic growth .  Moreover ,  
i f  accompanied by f l e x i b l e  exchange  r a t e s ,  t h e y  c a n  i n s u l a t e  t h e  
economy from e x t e r n a l  s h o c k s .  

1. -- C u r r e n t  Monetary Arrangements  

For  some o b s e r v e r s ,  t h e  d i s c r e t i o n a r y  c h a r a c t e r  of t h e  p a p e r  
s t a n d a r d  is a n  a d v a n t a g e .  Monetary a u t h o r i t i e s  have a  c h o i c e  of  
p o l i c y  g o a l s  and a r e  f r e e  t o  d e t e r m i n e  how t o  u s e  t h e i r  powers  t o  
a t t a i n  them. A s  p rob lems  change ,  t h e i r  g o a l s  may change .  

O t h e r  o b s e r v e r s  v iew t h e  h i s t o r i c a l  r e c o r d  o f  o u r  f r a c t i o n a l  
r e s e r v e  managed p a p e r  money s y s t e m  a s  one  o f  c o n s i d e r a b l e  i n s t a b i l i t y  
bo th  i n  t h e  s h o r t  run  and t h e  l o n g  r u n  and have  a d v o c a t e d  a  number 
o f  p r o p o s a l s  d e s i g n e d  t o  r educe :  

i n s t a b i l i t y  a s s o c i a t e d  w i t h  f r a c t i o n a l  r e s e r v e  banking  
( 1 0 0 %  r e s e r v e  p r o p o s a l ) ;  

i n s t a b i l i t y  a s s o c i a t e d  w i t h  d i s c r e t i o n a r y  p o l i c y  
(mone ta ry  g rowth  r u 1 e s ) ; a n d  

i n e f f i c i e n c i e s  a s s o c i a t e d  w i t h  t h e  c o s t l e s s n e s s  o f  
p r o d u c i n g  p a p e r  money b a l a n c e s  ( p a y i n g  i n t e r e s t  on bank 
demand d e p o s i t s  ) . 

2 .  P r o ~ o s a l s  f o r  C o m ~ e t i n a  Monies 

F i n a l l y ,  w e  e v a l u a t e  t h e  c a s e  f o r  compet ing  monies .  I t s  
p r i n c i p a l  a p p e a l  l i e s  i n  i t s  r e l i a n c e  on t h e  i m p e r s o n a l  f o r c e s  o f  
t h e  m a r k e t  r a t h e r  t h a n  t h e  monopoly power o f  government .  However, 
u n l e s s  b rand  names c a n  be a t t a c h e d  t o  compe t ing  p r i v a t e  monies ,  
t h a t  is, u n l e s s  t h e  p u b l i c  c a n  be g u a r a n t e e d  t h a t  p r i v a t e  money 
i s s u e r s  w i l l  n o t  o v e r i s s u e  f o r  p r i v a t e  g a i n ,  i t  seems l i k e l y  t h a t  
government  r e g u l a t i o n  w i l l  be n e c e s s a r y .  l1 

N i t h  r e s p e c t  t o  t h e  p r o p o s a l  f o r  a  p a r a l l e l  c u r r e n c y ,  t h e  
e x t e n t  t o  which it would c o n t r i b u t e  t o  p r i c e  s t a b i l i t y  depends  on 
t h e  r e a s o n  s h i f t s  would o c c u r  between d o l l a r s  and g o l d .  I f  a  
s h i f t  o c c u r r e d  b e c a u s e  o f  o v e r i s s u e  o f  d o l l a r s ,  F e d e r a l  Rese rve  
a c t i o n s  t o  r e d u c e  t h e  money s u p p l y  would be d e s i r a b l e .  However, 
i f  a  s h i ' f t  r e f l e c t e d  a  change  i n  t h e  p u b l i c ' s  t a s t e  f o r  g o l d  and 
d o l l a r s  u n r e l a t e d  t o  p r i c e  b e h a v i o r ,  o r  t o  a  shock  i n  t h e  g o l d  
m a r k e t ,  t h e n  s u c h  a c t i o n s  would be u n d e s i r a b l e .  The q u e s t i o n  t h e n  
a r i s e s ,  how would t h e  F e d e r a l  Rese rve  know t h e  source o f  a  s h i f t ?  

U.S. e x p e r i e n c e  unde r  t h e  g r e e n b a c k  s t a n d a r d  is n o t  comparab le  
t o  t h e  p r o p o s a l  f o r  a  p a r a l l e l  c u r r e n c y .  I n  t h e  g r e e n b a c k  e ra ,  t h e  
p r i c e  of  g o l d  was f i x e d  by Great B r i t a i n .  What v a r i e d  was t h e  
d o l l a r  p r i c e  o f  g o l d ,  r e f l e c t i n g  a  c h a n g i n g  v a l u e  o f  t h e  d o l l a r .  
The c o u n t r y  had a  d u a l  c u r r e n c y  s y s t e m  b e c a u s e  d o l l a r s  were used f o r  
d o m e s t i c  p u r p o s e s ,  g o l d  f o r  i n t e r n a t i o n a l  t r a n s a c t i o n s  ( w i t h  t h e  



e x c e p t i o n  of  C a l i f o r n i a ,  where  g o l d  was a l s o  used f o r  d o m e s t i c  
t r a n s a c t i o n s ) .  The f a c t  t h a t  t h e  rest o f  t h e  wor ld  was on  a  g o l d  
s t a n d a r d  m a i n t a i n e d  by t h e  B r i t i s h  e n s u r e d  t h a t  t h e  U.S. a r r a n g e m e n t  
would b e  t e m p o r a r y ,  l a s t i n g  o n l y  u n t i l  t h e  U.S. p r i c e  l e v e l  i n  
terms o f  d o l l a r s  f e l l  enough t o  make r e s u m p t i o n  o f  payments  i n  
g o l d  p o s s i b l e  a t  t h e  p r e w a r  p a r i t y .  Hence m a r k e t  p a r t i c i p a n t s '  
r e l a t i v e  h o l d i n g s  of g o l d  and d o l l a r s  would r e f l e c t  e x p e c t a t i o n s  
on  t h e  t i m i n g  and p a t t e r n  o f  r e s u m p t i o n  r a t h e r  t h a n  t h e  f r e e  marke t  
f a c t o r s  s t r e s s e d  by p r o p o n e n t s  o f  t h i s  p r o p o s a l .  

F i n a l l y ,  t h e  optimum c u r r e n c y  a r e a  ( t h e  maximum g e o g r a p h i c a l  
a r e a  o v e r  which one  money c a n  p r o v i d e  p r i c e  s t a b i l i t y )  may be so 
g r e a t  t h a t  o n l y  t h e  gove rnmen t s  o f  v e r y  l a r g e  economies  c a n  e f f e c t i v e l y  
p r o v i d e  t h e  money s u p p l y . 1 2  Even t h o s e  s y m p a t h e t i c  t o  t h e  p roposed  
change  may c o n c l u d e  t h a t  c u r r e n c y  c o m p e t i t i o n  w i l l  u l t i m a t e l y  
s e l f - d e s t r u c t ,  s i n c e  one  c u r r e n c y  w i l l  ou t compe te  a l l  o t h e r s .  The 
money i n d u s t r y  is  a  d e c l i n i n g  cost  i n d u s t r y  t h a t  is  a  n a t u r a l  
monopoly,  which a t  some s t a g e  would be n a t i o n a l i z e d . 1 3  

111. C o n c l u s i o n  

Each of  t h e  s t a n d a r d s  h a s  a d v a n t a g e s  and d i s a d v a n t a g e s .  
E x i s t i n g  and h i s t o r i c a l  s t a n d a r d s  were a d o p t e d  ( e v o l v e d )  a s  a  
r e s p o n s e  to  d i f f e r e n t  economic and s o c i a l  p r i o r i t i e s  o f  t h e  p e r i o d  
a s  w e l l  a s  i n  r e s p o n s e  t o  t h e  p u r e l y  economic c o n s i d e r a t i o n s  of 
t h e  r e s o u r c e  c o s t s  i n v o l v e d .  Thus t h e  c l a s s i c a l  g o l d  s t a n d a r d  
p r e v a i l e d  i n  a  wor ld  c h a r a c t e r i z e d  by f r e e  m a r k e t s ,  f r e e  m o b i l i t y  
of l a b o r  and c a p i t a l ,  and d i s t r u s t  o f  government  i n t e r v e n t i o n  i n  
b u s i n e s s  a f f a i r s .  I n  t h a t  e n v i r o n m e n t ,  i n  which n a t i o n a l  economic 
growth  and h i g h  employment were n o t  g i v e n  t h e  w e i g h t  a s s i g n e d  t o  
them t o d a y ,  t h e  a u t o m a t i c  work ing  of  t h e  g o l d  s t a n d a r d  w a s  p r e f e r r e d  
t o  t h e  " e v i l s  of  managed money." Hence it  is d i f f i c u l t  t o  make 
t h e  c a s e  f o r  one  s t a n d a r d  o v e r  a n o t h e r  d i v o r c e d  from t h e  p r e v a i l i n g  
c o n c e r n s  of t h e  time. N e v e r t h e l e s s ,  on t h e  g r o u n d s  of  t h e  c r i t e r i a  
l i s t e d  i n  t h i s  c h a p t e r ,  t h e  g o l d  s t a n d a r d  may n o t  be  t h e  s t a n d a r d  
b e s t  s u i t e d  t o  c u r r e n t  p r o b l e m s ,  a s  is  r e f l e c t e d  i n  t h e  recommen- 
d a t i o n s  advanced  by t h e  Commission.* 

*Congressman Henry S. Reuss  -- h e n .  
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The g r e a t  E n g l i s h  e c o n o m i s t  A l f r e d  M a r s h a l l  a l s o  p r o p o s e d  a 
c o m b i n a t i o n  o f  s i l v e r  and g o l d  t h a t  h e  d e s i g n a t e d  s y m m e t a l i s m .  
H e  a r g u e d  t h a t  a  b i r n e t a l l i c  s t a n d a r d  would  i n e v i t a b l y  d e g e n e r a t e  
i n t o  a  s i n g l e  s t a n d a r d  o f  e i t h e r  g o l d  o r  s i l v e r ,  o n e  metal t e n d i n g  
t o  d r i v e  t h e  o t h e r  o u t  o f  c i r c u l a t i o n .  Symmeta l i sm was a p l a n  
t o  make a c o m p o s i t e  b a r  o f  f i x e d  p r o p o r t i o n s  o f  g o l d  o f  g i v e n  
w e i g h t  w i t h  a  w e i g h t  o f  s i l v e r ,  s a y ,  t w e n t y  times g r e a t e r ,  t h e  
g o v e r n m e n t  u n d e r t d k i n g  t o  buy o r  s e l l  o n  demand t h e  c o m p o s i t e  
b a r  f o r  a  f i x e d  amount  oE c u r r e n c y .  N e i t h e r  r n e t a l  s e p a r a t e l y  
would b e  c o n v e r t i b l e  i n t o  c u r r e n c y  a t  a  f i x e d  r a t e  n o r  would  
c u r r e n c y  b e  c o n v e r t i b l e  a t  a  f i x e d  r a t e  i n t o  e i t h e r  m e t a l .  
S e e  Memorials o f  A l f r e d  M a r s h a l l ,  - - - --  e d .  A . C .  P i g o u ,  M a c m i l l a n :  
London,  1 9 2 5 ,  p p .  204-06. 

T h i s  a s s u m e s  t h a t  i t  is cos t less  t o  s h i f t  f rom n o n m o n e t a r y  t o  
m o n e t a r y  u s e  o f  g o l d .  The c o s t  was e i t h e r  b o r n e  by  t h e  M i n t  o r  
p a i d  by t h e  p u b l i c  when g o l d  c o i n s  c i r c u l a t e d  i n  t h e  p a s t .  

S e e ,  f o r  e x a m p l e ,  D . N .  McCloskey a n d  J . R .  Z e c h e r ,  "How t h e  Gold  
S t a n d a r d  Worked,  1 8 8 0 - 1 9 1 3 , "  i n  J . A .  F r e n k e l  and  H . G .  J o h n s o n ,  
e d s . ,  The  M o n e t a q - A p p r o a c h  - t o  t h e  B a l a n c e  o f  P a y m e n t s ,  T o r o n t o :  
U n i v e r s i t y  o f  T o r o n t o  P r e s s ,  1 9 7 6 .  

A s  h a p p e n e d  when s t e r l i n g  was d e v a l u e d  i n  1949  and  1 9 6 7 .  

A s u r v e y  of t h e  p re -1950  l i t e r a t u r e  o n  commodity s t a n d a r d s  may 
b e  f o u n d  i n  M i l t o n  F r i e d m a n ,  "Commodi ty-Reserve  C u r r e n c y , "  i n  
h i s  E s s a y s  ----- i n  P o s i t i v e  E c o n o m i c s ,  C h i c a g o :  U n i v e r s i t y  o f  C h i c a g o  
P r e s s ,  1 9 5 3 ,  PP.  204-50.  S e e  a l s o  R o b e r t  H a l l ,  "The Government  . - -  
and  t h e  M o n e t a r y  U n i t , "  u n p u b l i s h e d  p a p e r  #159  o f  t h e  N a t i o n a l  
B u r e a u  o f  Econoinic R e s e a r c h  I n f l a t i o n  P r o j e c t .  

S e e  h i s  C h o i c e  i n  C u r r e n c y  A Way t o  S t o p  -- I n f l a t i o n ,  - . - -- . - -- The I n s t i t u t e  
o f  Econolnic A f f a i r s ,  O c c a s i o n a l  P a p e r  4 8 ,  London,  F e b r u a r y  1 9 7 6 ;  
D e n a t i o n a l i s a t i o n  o f  Money, An -- A n a l y s i s  o f  t h e  T h e o r y  a n d  P r a c t i c e  - 
o f  C o n c u r r e n t  C u r r e n c i e s ,  The I n s t i t u t e  o f  Economic A f f a i r s ,  
H o b a r t  P a p e r  S p e c i a l ,  N o .  7 0 ,  London ,  O c t o b e r  1976 .  

S e e  J o e  Cobb,  U.S. C h o i c e  i n  C u r r e n c y  Comm.ission,  "Rahn P r o p o s a l  
f o r  C a p i t a l  G a i n s  T r e a t m e n t  o f  Gold  C o i n s , "  ( F e b r u a r y  1 0 ,  1 9 8 2 ) .  

T h e r e '  i s  some h i s t o r i c a l  p r e c e d e n t  f o r  c o m p e t i n g  m o n i e s .  S u c h  a  
s y s t e m  was q u i t e  s u c c e s s f u l  i n  l a t e  e i g h t e e n t h  and  e a r l y  n i n e t e e n t h  
c e n t u r y  S c o t l a n d  a n d  i n  t h e  a n t e b e l l u m  U n i t e d  S t a t e s  ( e x c e p t  f o r  
w i l d c a t  b a n k s ) .  S e e  Lawrence  W h i t e ,  "Free Banking  i n  S c o t l a n d  
P r i o r  t o  1 8 4 4 , "  U n p u b l i s h e d  Ph.D. d i s s e r t a t i o n  (NovernSer 1 -951) ,  
and  Hugh R o c k o f f ,  "The Free B a n k i n g  E r a :  A R e - e x a m i n a t i o n , "  
J o u r n a l  o f  Money, C r e d i t  a n d  B a n k i n g  6  (May 1 9 7 4 ) :  141-68 .  

T h i s  d i s c u s s i o n  d o e s  n o t  i n c o r p o r a t e  g o l d  p r o d u c e r s '  e x p e c t a t i o n s  
a b o u t  movements  o f  t h e  g o l d  p r i c e s ,  n o r  d o e s  i t  i n c o r p o r a t e  
a s s e t - h o l d e r s 1  e x p e c t a t i o n s .  F o r  a d i s c u s s i o n  o f  t h e  t r a d i t i o n a l  



v i e w ,  see J u r g  N i e h a n s ,  T h e  T h e o r y  o f  Money ( J o h n s  H o p k i n s  
U n i v e r s i t y  P r e s s ,  1 9 7 8 ) ,  p p .  140-58 ;  a n d  R o b e r t  J .  B a r r o ,  
"Money and  t h e  P r i c e  L e v e l  u n d e r  t h e  Gold  S t a n d a r d , "  
Economic  J o u r n a l  8 9  ( M a r c h  1 9 7 9 ) :  13-33.  . - - ----- - -- - - -- 

1 0 .  T h i s  a s s u m e s ,  h o w e v e r ,  t h a t  t h e  g o v e r n m e n t  d o e s  n o t  h a v e  
b e t t e r  a c c e s s  t o  s u p e r i o r  i n f o r m a t i o n  t h a n  t h e  p u b l i c  h a s .  

11. S e e  B e n j a m i n  K l e i n ,  "The C o m p e t i t i v e  S u p p l y  o f  Money," 
J o u r n a l  o f  Money C r e d i t  a n d  B a n k i n g  6  (November 1 9 7 4 ) :  L ----------------- 
423-53.  

1 2 .  I n d e e d ,  many c o u n t r i e s  i n  L a t i n  A m e r i c a  a n d  t h e  C a r i b b e a n  
h a v e  t i e d  t h e i r  c u r r e n c y  u n i t s  t o  t h e  d o l l a r .  S e e  M i c h a e l  
C o n n o l l y ,  "Optimum C u r r e n c y  P e g s  f o r  L a t i n  A m e r i c a , "  J o u r n a l  
o f  Money, C r e d i t  and  B a n k i n g  1 4  ( F o r t h c o m i n g ) .  ______ --_ -___ _--__-____ 

1 3 .  S e e  Roland  V a u b e l ,  " F r e e  C u r r e n c y  C o m p e t i t i o n , "  
W e l t w i r t s c h a f t l i c h e s  A r c h i v  1 1 3 ,  1 9 7 7 ,  no .  3 ,  pp .  435-61.  .___-_ -_-__- 



The T r e a s u r y  D e p a r t m e n t  h o l d s  most o f  t h e  U n i t e d  S t a t e s 1  m o n e t a r y  
g o l d  s t o c k  i n  d e p o s i t o r i e s  l o c a t e d  i n  P o r t  Knox, K e n t u c k y  a n d  West 
P o i n t ,  N e w  York;  U.S. A s s a y  Off ices  i n  N e w  York and S a n  F r a n c i s c o ;  
a n d  t h e  D e n v e r  a n d  P h i l a d e l p h i a  M i n t s .  The F e d e r a l  R e s e r v e  Bank 
o f  N e w  York is  c u s t o d i a n  o f  t h e  r e m a i n d e r  o f  t h e  g o l d  s t o c k .  I n  
t o t a l ,  t h e  s t o c k  a m o u n t s  t o  2 6 4  m i l l i o n  o u n c e s .  The T r e a s u r y  
v a l u e s  t h e  s t o c k  a t  $ 4 2 . 2 2  per o u n c e ,  t h e  l a s t  o f f i c i a l  p r i c e  s e t  
i n  1 9 7 3 .  N o  o f f i c i a l  p r i c e  e x i s t s  t o d a y .  The T r e a s u r y  c o u l d  
c h o o s e  t o  r e v a l u e  t h e  g o l d  s t o c k ,  f o r  e x a m p l e ,  a t  c h a n g i n g  m a r k e t  
p r i c e s  w i t h o u t  l e g i s l a t i v e  a p p r o v a l ,  b u t  s u c h  a c t i o n  would  h a v e  no  
e c o n o m i c  c o n s e q u e n c e s ,  b e c a u s e ,  a s  n o t e d  below, t h e  T r e a s u r y ' s  
g o l d - c e r t i f i c a t e  i s s u e  i s  l i m i t e d  by l a w .  

C h a p t e r  4 

E x i s t i n g  Gold  A r r a n g e m e n t s  a n d  P r o p o s a l s  f o r  Change 

We b e g i n  t h i s  c h a p t e r  w i t h  a r e v i e w  o f  t h e  p r e v a i l i n g  set  o f  
g o l d  a r r a n g e m e n t s  i n  t h e  U n i t e d  S t a t e s .  They  s e r v e  a s  a  benchmark  
f rom w h i c h  w e  e v a l u a t e  p r o p o s a l s  f o r  c h a n g e  s u g g e s t e d  by members 
o f  t h e  C o m r n i s s ~ o n ,  w i t n e s s e s  who t e s t i f i e d  a t  t h e  h e a r i n g s  w e  
c o n d u c t e d ,  a n d  i n t e r e s t e d  c i t i z e n s .  A S t a f f  Append ix  repor ts  
f i n d i n g s  o n  t h e  o p e r a t i o n  o f  t h e  g o l d  m a r k e t  a s  i t  f u n c t i o n e d  
when t h e  p r i c e  o f  g o l d  was p e g g e d  b y  g o v e r n m e n t s  and a s  it h a s  
f u n c t i o n e d  s i n c e  1 9 6 8  when t h e  pr ice  o f  g o l d  was f r e e d  t o  f l u c t u a t e  
i n  r e s p o n s e  t o  c h a n g e s  i n  demand a n d  s u p p l y .  The A p p e n d i x  i n c l u d e s  
a d i s c u s s i o n  o f  t h e  a l l o c a t i o n  o f  t h e  s t o c k  o f  g o l d  b e t w e e n  m o n e t a r y  
a n d  n o n i n o n e t a r y  usesr t h e  d e t e r m i n a n t s  o f  demand and  s u p p l y ,  a n d  
a p p r o a c h e s  t o  t h e  d e t e r m i n a t i o n  o f  t h e  e q u i l i b r i u m  p r i c e  o f  g o l d .  
The A p p e n d i x  a l s o  p r e s e n t s  t h e  r e c o r d  o f  g o l d  p r o d u c t i o n  o v e r  p a s t  
c e n t u r i e s  a n d  i t s  r e l a t i o n  t o  t r e n d  movements  i n  commodi ty  p r i c e s .  
The c h a p t e r  c o n c l u d e s  w i t h  a s t a t i s t i c a l  compendium o f  t i m e  series 
r e l a t i n g  t o  w o r l d  a n d  U . S .  o u t p u t  a n d  s t o c k s  o f  g o l d ,  i n d u s t r i a l  
a n d  i n v e s t m e n t  demand f o r  g o l d ,  a n d  t h e  c h a n g i n g  n o m i n a l  and r e a l  
pr ice  of g o l d .  

I .  E x i s t i n g  Gold  A r r a n g e m e n t s  

W e  d i s t i n g u i s h  t h e  e f f e c t s  o f  c u r r e n t  g o l d  a r r a n g e m e n t s  o n  
o p e r a t i o n s  o f  t h e  T r e a s u r y  D e p a r t m e n t ,  t h e  F e d e r a l  R e s e r v e  S y s t e m ,  
a n d  p r i v a t e  c i t i z e n s ,  a n d  o n  t h e  c o n d u c t  o f  i n t e r n a t i o n a l  t r a n s a c t i o n s .  

T r e a s u r v  



The S e c r e t a r y  o f  t h e  T r e a s u r y  is a u t h o r i z e d  by 3 1  U . S . C .  
S e c .  405b  a n d  449 t o  i s s u e  g o l d  c e r t i f i c a t e s  a g a i n s t  a n y  g o l d  
h e l d  by t h e  T r e a s u r y .  P u b l i c  L a w  94-564 ,  S e c .  8 ,  r e t a i n s ,  a s  t h e  
l o y a l  v a l u e  a t  w h i c h  g o l d  c e r t i f i c a t e s  may b e  i s s u e d ,  t h e  l a s t  
p a r  v a l u e  o f  t h e  d o l l a r  o f  $ 4 2 . 2 2  p e r  f i n e  t r o y  o u n c e .  Gold  
c e r t i f i c a t e s  h a v e  b e e n  i s s u e d  t o  t h e  F e d e r a l  R e s e r v e  S y s t e m ,  
p u r s u a n t  t o  t h e  f o r e g o i n g  a u t h o r i t y ,  t o  t h e  f u l l  e x t e n t  o f  t h e  
g o l d  h e l d  by t h e  T r e a s u r y .  

T h e  T r e a s u r y  c u r r e n t l y  m i n t s  no  U.S. g o l d  c o i n s .  I n d e e d ,  31 
U . S . C .  S e c .  3 1 5 b  g r o h i b i t s  t h e  m i n t i n g  o f  U . S .  g o l d  c o i n s  f o r  
d o m e s t i c  c i r c u l a t i o n .  However ,  P u b l i c  Law 95-630 p r o v i d e s  t h a t  
t h e  T r e a s u r y  d u r i n g  e a c h  o f  f i v e  c a l e n d a r  y e a r s  s h a l l  s t r i k e  a n d  
s e l l  t o  t h e  g e n e r a l  p u b l i c  g o l d  m e d a l l i o n s  c o n t a i n i n g  n o t  l e s s  
t h a n  o n e  m i l l i o n  o u n c e s  o f  g o l d .  The m e d a l l i o n s  a r e  t o  b e  s o l d  
a t  p r i c e s  c o v e r i n g  t h e  m a r k e t  v a l u e  o f  t h e  g o l d  c o n t e n t  p l u s  a l l  
c o s t s .  The  f i r s t  s a l e s  o f  m e d a l l i o n s  were made i n  J u l y  1 9 8 0 .  

C u r r e n t l y ,  t h e  T r e a s u r y  h a s  no  p o l i c y  o f  a c t i v e l y  b u y i n g  or  
s e l l i n g  g o l d ,  b u t  t h e  S e c r e t a r y  o f  t h e  T r e a s u r y  h a s  t h e  a u t h o r i t y ,  
p u r s u a n t  t o  3 1  U.S.C. 7 3 3  a n d  7 3 4 ,  t o  s e l l  g o l d ,  a n d  w i t h  t h e  
a p p r o v a l  o f  t h e  P r e s i d e n t ,  t o  p u r c h a s e  g o l d ,  a t  home o r  a b r o a d ,  
i n  s u c h  a m o u n t s  and  manner  and  a t  s u c h  r a t e s  a s  h e  deems t o  be 
i n  t h e  p u b l i c  i n t e r e s t .  Tho S e c r e t a r y  o f  t h e  T r e a s u r y ,  w i t h  t h e  
a p p r o v a l  o f  t h e  P r e s i d e n t ,  a l s o  is a u t h o r i z e d  to  d e a l  i n  g o l d  
a n d  f o r e i g n  e x c h a n g e  f o r  t h e  a c c o u n t  o f  t h e  Exchange  S t a b i l i z a t i o n  
Fund ( E S F )  t h a t  was c r e a t e d  b y  s e c t i o n  1 0  o f  t h e  Gold  R e s e r v e  
A c t  o f  1934 ( 3 1  U.S.C. 8 2 2 a ) ,  i n  a c c o r d a n c e  w i t h  t h e  terms o f  
t h a t  p r o v i s i o n  o f  l a w ,  a s  amended.  ESF a s s e t s  h a v e  n o t ,  h o w e v e r ,  
i n c l u d e d  g o l d  s i n c e  December 1 9 7 4 .  The s t a b i l i z a t i o n  f u n d  c u r r e n t l y  
h a s  a p p r o p r i a t e d  c d p i t a l  of $200 m i l l i o n .  

F e d e r a l  R e s e r v e  S y s t e m  

C u r r e n t l y ,  g o l d  s e r v e s  n e i t h e r  as  c u r r e n c y  n o r  a s  b a c k i n g  
f o r  U . S .  c u r r e n c y .  P u l i c  Law 90-269 amended t h e  F e d e r a l  R e s e r v e  
~ c t  so d s  ts e l i m i n a t e  t h e  r e q u i r e m e n t  t h a t  t h e  F e d e r a l  R e s e r v e  
banks m a i n t a i n  r e s e r v e s  i n  g o l d  c e r t i f i c a t e s  o f  n o t  less t h a n  25 
p e r c e n t  a g a i n s t  F e d e r a l  R e s e r v e  n o t e s  i n  c i r c u l a t i o n .  I n  a d d i t i o n ,  
t h i s  A c t  e l i m i n a t e d  t h e  g o l d  r e s e r v e  r e q u i r e m e n t  f o r  U . S .  n o t e s  
a n d  T r e a s u r y  n o t e s  o f  1 8 9 0 .  R e s e r v e s  now c o n s i s t  o f  t h e  a c c o u n t s  
ot  d e p o s i t o r y  i n s t i t u t i o n s  a t  F e d e r a l  R e s e r v e  Hanks a n d  t h e i r  
h o l d i n g s  of v a u l t  c a s h .  

The  F e d e r a l  R e s e r v e  S y s t e m  h o l d s  as  a n  a s s e t  g o l d  c e r t i f i c a t e s  
i s s u e d  by t h e  T r e a s u r y  a g a i n s t  i t s  g o l d  h o l d i n g s  v a l u e d  a t  $ 4 2 . 2 2  
LJer f i n e  t r o y  o u n c e  o f  g o l d .  The c e r t i f i c a t e s  a r e  a  l i a b i l i t y  
o f  t h e  U n i t e d  S t a t e s  T r e a s u r y  a n d  a s  s u c h  r e p r e s e n t  a F e d e r a l  
R e s e r v e  claim o n  t h e  T r e a s u r y .  

P r i v a t e  C i t i z e n s  --- 

I n  December 1 9 7 3 ,  U.S. c i t i z e n s  were p e r m i t t e d  t o  own 



g o l d  c o i n s  m i n t e d  u p  t o  1 9 5 9  ( b e f o r e  t h a t  d a t e ,  u p  t o  1 9 3 4 ) ,  a n d  
as  o f  December 3 1 ,  1 9 7 4 ,  t o  own b u l l i o n  g o l d .  A s  o f  t h e  l a t t e r  
d a t e ,  t h e y  h a v e  b e e n  f r e e  to  p u r c h a s e ,  h o l d ,  s e l l  o r  o t h e r w i s e  
d e a l  i n  g c l d  i n  t h e  U n i t e d  S t a t e s  a n d  t o  h o l d  y o l d  c e r t i f i c a t e s .  
They are a l so  f r e e  t o  m a n u f a c t u r e  a n d  s e l l  g o l d  m e d a l l i o n s  a n d  
" c o i n s . "  P r i v a t e  c i t i z e n s  a r e  f r e e  t o  i n c l u d e  g o l d  c l a u s e s  i n  
p r i v a t e  c o n t r a c t s  e n t e r e d  i n t o  o n  or  a f t e r  O c t o b e r  2 8 ,  1 9 7 7 ,  t h e  
d a t e  o f  e n a c t m e n t  o f  P . L .  95-147.  S e c .  4 ( c )  o f  t h a t  p r o v i s i o n  o f  
l a w  c o n t i n u e d  i n  e f f e c t ,  h o w e v e r ,  t h e  Gold  C l a u s e  R e s o l u t i o n  o f  
J u n e  5 ,  1 9 3 3 ,  a s  t o  o b l i g a t i o n s  e n t e r e d  i n t o  p r i o r  t o  O c t o b e r  2 8 ,  

t 1 9 7 7 .  T h a t  R e s o l u t i o n  made u n e n f o r c e a b l e ,  a t  o t h e r  t h a n  t h e i r  
d o l l a r  f a c e  v a l u e ,  g o l d  c l a u s e s  i n  o b l i g a t i o n s .  

I n t e r n a t i o n a l  T r a n s a c t i o n s  ---- 

The U n i t e d  S t a t e s  is b a r r e d ,  b y  i t s  o b l i g a t i o n s  u n d e r  
t h e  Ar t i c l e s  o f  A g r e e m e n t  o f  t h e  I n t e r n a t i o n a l  M o n e t a r y  Fund ,  
a c c e p t e d  by t h e  U n i t e d  S t a t e s  ( p u r s u a n t  t o  s e c t i o n  24  o f  t h e  B r e t t o n  
Woods A g r e e m e n t  A c t ,  a s  a m e n d e d )  f r o m  a d o p t i n g  a n  e x c h a n g e  a r r a n g e m e n t  
by  w h i c h  t h e  e x t e r n a l  v a l u e  o f  t h e  d o l l a r  i s  e s t a b l i s h e d  a n d  m a i n t a i n e d  
i n  terms o f  g o l d .  A c c o r d i n g l y ,  g o l d  d o e s  n o t  d e t e r m i n e  t h e  v a l u e  
o f  t h e  d o l l a r  i n  terms o f  o t h e r  c u r r e n c i e s ,  a n d  i t  d o e s  n o t  s e r v e  
a s  a n  i n t e r n a t i o n a l  means  o f  p a y m e n t .  

11. P r o p o s e d  C h a n g e s  i n  Gold  A r r a n g e m e n t s  

he c l a s s i f y  t h e  c h a n g e s  i n  c u r r e n t  g o l d  a r r a n g e m e n t s  t h a t  
h a v e  b e e n  p r o p o s e d  a n d  b r o u g h t  t o  o u r  a t t e n t i o n  i n  f i v e  g r o u p s :  

A. A d o m e s t i c  g o l d  s t a n d a r d  w i t h  a  f i x e d  p r i c e  o f  g o l d  

B .  An i n t e r n a t i o n a l  g o l d  s t a n d a r d  w i t h  a f i x e d  p r i c e  o f  
y o l d  

C .  I n c r e a s e d  u s e  o f  y o l d  i n  d o m e s t i c  F e d e r a l  R e s e r v e  and  
T r e a s u r y  o p e r a t i o n s ,  b u t  n o t  a  r e t u r n  t o  a g o l d  s t a n d a r d  

D.  I n c r e a s e d  u s e  o f  g o l d  i n  i n t e r n a t i o n a l  m o n e t a r y  a r r a n g e -  
m e n t s ,  h u t  n o t  a  r e t u r n  t o  a g o l d  s t a n d a r d  

E .  D e c r z a s e d  r o l e  of  g o l d  a s  a  p o t e n t i a l  p o l i c y  i n s t r u m e n t .  

t i e  e x a m i n e  t h e  m a i n  e l e m e n t s  o f  t h e  p r o p o s e d  c h a n g e s  a n d  
e v a l u a t e  t h e  a d v a n t a g e s  o r  d i s a d v a n t a g e s  o f  e a c h  g r o u p .  

A .  k domestic g o l d  s t a n d a r d  w i t h  a  f i x e d  p r i c e  of g o l d *  

*Congressman  Henry  S .  R e u s s  -- T h i s  s e c t i o n  c o m p l e t e l y  m i s s t a t e s  
t h e  I s s u e .  The major d i f f i c u l t i e s  w i t h  a d o m e s t i c  g o l d  s t a n d a r d  
a r e ,  f i r s t ,  t h a t  i t  would  p l a c e  c o n t r o l  o f  U.S. m o n e t a r y  p o l i c y  i n  
t h e  u n t r i e n d l y  h a n d s  o f  t h e  S o v i e t  Union a n d  S o u t h  A f r i c a  a n d ,  
s e c o n d ,  t h a t  i t  would  c o n t r i b u t e  n o t h i n g  t o  t h e  c o n t r o l  of i n f l a t i o n .  
The t e c h n i c a l  i s s u e s  m e n t i o n e d  b e l o w ,  t h o u g h  i n s o l u b l e ,  a r e  s e c o n d a r y .  



P r o p o s a l s  

To a c h i e v e  l o n g - r u n  p r i c e  s t a b i l i t y , *  a d v o c a t e s  o f  a r e s t o r a t i o n  
o f  a d o m e s t i c  g o l d  s t a n d a r d  recommend t h a t  t h e  Government  e s t a b l i s h  
a  new o f f i c i a l  f i x e d  p r i c e  o f  g o l d  ( t h a t  i s ,  d e f i n e  t h e  w e i g h t  o f  
g o l d  i n  a d o l l a r )  a n d  m a i n t a i n  i t  b y  b u y i n g  a n d  s e l l i n g  g o l d  f r e e l y  
a t  t h a t  p r i c e .  The Government  would  a l s o  d e t e r m i n e  a r a t i o ,  o r  
u p p e r  a n d  lower b o u n d s  o f  a r a t i o ,  b e t w e e n  t h e  m o n e t a r y  g o l d  s t o c k  
and  F e d e r a l  R e s e r v e  n o t e  c i r c u l a t i o n ,  o r  t h e  m o n e t a r y  b a s e ,  t h a t  
t h e  F e d e r a l  R e s e r v e  S y s t e m  would  b e  r e q u i r e d  t o  o b s e r v e ,  r e d u c i n g  
i t s  m o n e t a r y  l i a b i l i t i e s  when t h e  r e s e r v e  r a t i o  d e c l i n e d ,  e x p a n d i n g  
them when i t  rose. L e g a l  t e n d e r  g o l d  c o i n s ,  d e n o m i n a t e d  i n  d o l l a r s ,  
would  b e  i s s u e d  t o  s e r v e  a s  hand- to -hand  c u r r e n c y  and  a s  l e g a l  
r e s e r v e s  f o r  c o m ~ u e r c i a l  a n d  o t h e r  bank  d e p o s i t s .  N o  r e s t r i c t i o n s  
would a p p l y  to  o w n e r s h i p  o f  g o l d  c o i n  o r  b u l l i o n .  Nongold c u r r e n c y  
would  b e  c o n v e r t i b l e  i n t o  g o l d  o n  demand b y  h o l d e r s .  

To i m p l e m e n t  a  r e s t o r a t i o n  o f  a d o m e s t i c  g o l d  s t a n d a r d  i n  t h e  
U n i t e d  S t a t e s  r e q u i r e s  t h e  s o l u t i o n  o f  a  s e r i e s  o f  i n t e r l o c k i n g  
p r o b l e m s .  

E v a l u a t i o n  

1. The b a s i c  p r o b l e m  h a s  b e e n  d e s i g n a t e d  t h e  r e - e n t r y  p r o b l e m :  
how to  d e t e r m i n e  t h e  " r i g h t "  f i x e d  p r i c e  a t  w h i c h  t o  r e s u m e .  I n  
t h e  p a s t ,  when a c o u n t r y  r e i n s t i t u t e d  t h e  g o l d  s t a n d a r d ,  t h e r e  was 
a n  o l d  o f f i c i a l  p r i c e  t h a t  was o n c e  a g a i n  r e s t o r e d  o r  t h a t  s e r v e d  
a s  t h e  b a s e  f o r  r e v a l u a t i o n  or d e v a l u a t i o n .  T h e r e  is no  c o m p a r a b l e  
o l d  p r i c e  t o d a y .  The l a s t  o f f i c i a l  p r i c e  o f  a n  o u n c e  o f  g o l d ,  
$ 4 2 . 2 2 ,  is so o u t  o f  l i n e  w i t h  c u r r e n t  m a r k e t  p r i c e s  t h a t  i t  p r o v i d e s  
n o  g u i d a n c e ,  The r i s k  i n v o l v e d  i n  c h o o s i n g  t h e  wrong p r i c e  is  g r e a t .  
A n  i n c o r r e c t  p r i c e  m i g h t  l e a d  t o  a  huge  i n f l o w  o f  g o l d  and  i n f l a t i o n  
i t  i t  were too h i g h ,  a h u g e  o u t f l o w  a n d  e c o n o m i c  c o r ~ t r a c t i o n  i f  i t  
were too l o w .  

A t  l e a s t  t h r e e  c o n c r e t e  p r o p o s a l s  t o  s o l v e  t h e  r e - e n t r y  
p r o b l e m  e x i s t :  

( a )  A r t h u r  L a f f e r  p r o p o s e s  t h a t  a n  a n n o u n c e m e n t  b e  made 
by t h e  Government  t h a t  some m o n t h s  h e n c e  a d o l l a r  u n i t  o f  
t h e  m o n e t a r y  b a s e  o f  t h e  F e d e r a l  R e s e r v e  S y s t e m  w i l l  b e  l i n k e d  
to  a  f i x e d  q u a n t i t y  o f  g o l d  a t  t h a t  d a y ' s  a v e r a g e  t r a n s a c t i o n  
p r i c e  i n  t h e  London g o l d  m a r k e t . l  T h a t  would  become t h e  
o f f i c i a l ' p r i c e  o f  g o l d  i n  terms o f  d o l l a r s  h e n c e f o r t h .  I f  
i t  t u r n s  o u t  t h a t  t h e  pr ice  so c h o s e n  is too h i g h  o r  too l o w ,  
t h e  p r o p o s a l  g o e s  o n  t o  recommend s u s p e n s i o n  o f  c o n v e r t i b i l i t y .  
The p r o c e d u r e  is t h e n  r e p e a t e d ,  w i t h  a new a n n o u n c e m e n t  t h a t  
c o n v e r t i b i l i t y  w i l l  b e  r e i n s t a t e d  a t  a  f u t u r e  d a t e  a t  t h e  

*Congressman  Henry  S. R e u s s  -- W h e t h e r  t h i s  is t h e  u n s u l l i e d  
m o t i v e  o f  e v e r y  s p e c u l a t o r  who h a s  f l o c k e d  t o  t h e  g o l d  s t a n d a r d  
is o p e n  to  q u e s t i o n .  



p r i c e  t h e n  p r e v a i l i n g  i n  t h e  m a r k e t .  The p r o p o s a l  o p e n s  up 
t h e  p o s s i b i l i t y  f o r  i n s t a b i l i t y  a s  s p e c u l a t o r s  b i d  up t h e  p r i c e  
of g o l d  b e f o r e  t h e  end o f  t h e  f i r s t  announcement  p e r i o d .  Then 
i f  c o n v e r t i b i l i t y  is s u s p e n d e d  b e c a u s e  t h e  p r i c e  t u r n s  o u t  t o  b e  
t o o  h i g h ,  s p e c u l a t o r s  w i l l  u n l o a d  g o l d  and t h e  p r i c e  o f  g o l d  m i g h t  
f a l l  t o o  low b e f o r e  t h e  e n d  o f  t h e  s e c o n d  announcement  p e r i o d .  
Moreover ,  p r o s p e c t s  f o r  s u s p e n s i o n  o f  c o n v e r t i b i l i t y  would i n t r o d u c e  
i n s t a b i l i t y  and undermine  c o n f i d e n c e  i n  t h e  s y s t e m .  

A c o n j e c t u r e  on how y o l d  h o l d e r s  m i g h t  react  t o  t h e  announcement  
by t h e  U n i t e d  S t a t e s  t h a t  i t  w i l l  g o  back  t o  t h e  g o l d  s t a n d a r d  a t  
a f u t u r e  d a t e  i n d i c a t e s  p o s s i b l y  c o n f l i c t i n g  m a r k e t  r e a c t i o n s .  

1 The p r o s p e c t  o f  a f i x e d  p r i c e  f o r  g o l d  m i g h t  s i g n i f y ,  t o  t h o s e  
who h o l d  g o l d  i n  t h e  e x p e c t a t i o n  t h a t  it w i l l  a p p r e c i a t e ,  t h e  
u r g e n c y  o f  s e l l i n g  g o l d  e v e n  b e f o r e  t h e  p r i c e  is  f i x e d ,  i f  t h e y  
f o r e s e e  a  l o w  f i x i n g  p r i c e .  T h a t  m i g h t  l e a d  t o  a  r e d u c t i o n  i n  t h e  

1 m a r k e t  p r i c e  a t  t h e  t i m e  o f  f i x i n g .  F u r t h e r  s a l e s  by s u c h  h o l d e r s  
o n c e  t h e  p r i c e  had been  f i x e d ,  i f  t h e  b e l i e f  were to  p r e v a i l  t h a t  

i 
I t h e  p r i c e  would be  m a i n t a i n e d  i n d e f i n i t e l y ,  would compel  t h e  U n i t e d  

S t a t e s  t o  buy g o l d  t o  p r e v e n t  a  d e c l i n e  i n  t h e  f i x e d  p r i c e .  I f  
s u c h  s a l e s  by t h o s e  h o l d i n g  g o l d  i n  t h e  e x p e c t a t i o n  t h a t  i t  would 
a p p r e c i a t e  d i d  n o t  t a k e  p l a c e ,  o n c e  t h e  i n t e n t i o n  t o  f i x  t h e  p r i c e  
of  g o l d  had  been  announced ,  i t  would s u g g e s t  m a r k e t  s k e p t i c i s m  
t h a t  t h e  p r i c e ,  when p i c k e d ,  would be  " r i g h t . "  

On t h e  o t h e r  h a n d ,  t h e  p r o s p e c t  o f  a  f i x e d  p r i c e  o f  g o l d  f o r  
t h o s e  who h o l d  i t  t o  d i v e r s i f y  t h e i r  p o r t f o l i o s  and as  a hedge  
a g a i n s t  c o n t i n g e n c i e s  m i y h t  e n c o u r a g e  them t o  i n c r e a s e  t h e i r  h o l d i n g s  
i n  t h e  b e l i e f  t h a t  t h e  p r i c e  would be  m a i n t a i n e d .  

( b )  An a l t e r n a t i v e  p r o p o s a l  t o  d e t e r m i n e  t h e  r e - e n t r y  p r i c e  
h a s  been  made by R o b e r t  A l i b e r . 2  S t a r t  w i t h  t h e  p r i c e  o f  g o l d ,  
when p r i c e  s t a b i l i t y  was l a s t  known i n  t h e  U n i t e d  S t a t e s ,  s a y ,  
1961 .  A d j u s t  t h e  d o l l a r  p r i c e  o f  g o l d  i n  1961 ,  $35  p e r  o u n c e ,  by 
t h e  d e c l i n e  i n  t h e  p u r c h a s i n g  power o f  t h e  d o l l a r  i n  t h e  t w o  
s u b s e q u e n t  d e c a d e s .  I n  a d d i t i o n ,  a d j u s t  f o r  c h a n g e s  i n  t h e  rea l  
( r e l a t i v e )  y r i c e  o f  g o l d  t h a t  h a v e  o c c u r r e d  s i n c e  1961 .  The p r o p o s a l ,  
however ,  is  d e f e c t i v e  a s  a way o f  d e t e r m i n i n g  t h e  a p p r o p r i a t e  
r e - e n t r y  p r i c e .  I t  i g n o r e s  t h e  p a r a m e t e r s  o f  t h e  g o l d  demand and  
s u p p l y  f u n c t i o n s ,  which would need t o  be  e s t i m a t e d  b e f o r e  a r e t u r n  
t o  a y o l d  s t a n d a r d  were  c o n t e m p l a t e d .  

( c )  One a p p r o a c h  t o  t h e  p rob l em o f  t h e  p r i c e  a t  which  to  
r e i n s t i t u t e  t h e  g o l d  s t a n d a r d  s e i z e s  on  t h e  o p p o r t u n i t y  t h e  s e l e c t i o n  
o f f e r s  t o  a d o p t  s i m u l t a n e o u s l y  a  1 0 0 %  g o l d  r e s e r v e  a g a i n s t  t h e  
money s u p p l y .  The p r i c e  o f  a n  o u n c e  o f  g o l d  is  t o  b e  d e t e r m i n e d ,  
unde r  t h i s  scheme,  by d i v i d i n g  a money a g g r e g a t e ,  s u c h  a s  t h e  PI1 
measu re  o f  t h e  U . S .  money s u p p l y ,  by t h e  number o f  o u n c e s  o f  g o l d  
h e l d  by t h e  T r e a s u r y .  One s u c h  c a l c u l a t i o n  y i e l d e d  a p r i c e  of 
$1500 p e r  o u n c e .  A v a r i a n t  o f  t h i s  a p p r o a c h  d i v i d e s  t h e  wor ld  
d o l l a r  G N P  by t h e  wor ld  s t o c k  o f  m o n e t a r y  g o l d ,  y i e l d i n g  a p r i c e  
o f  $3500 p e r  ounce .  W e  s e t  a s i d e  q u e s t i o n s  a b o u t  j u s t i f i c a t i o n  



f o r  t h e  p r o p o s e d  a p p r o a c h ,  a n d  comment o n l y  o n  t h e  i n e s c a p a b l e  
c o n s e q u e n c e  o f  a d o p t i n g  e i t h e r  v a r i a n t .  I t  is c l e a r  t h a t  a  m a s s i v e  
i n f l a t i o n  would  r e s u l t  a s  t h e  p r i c e  l e v e l  a d j u s t e d  t o  t h e  h i g h e r  
p r i c e  o f  g o l d .  

2 .  Even i f  t h e  f i x e d  p r i c e  t u r n e d  o u t  t o  b e  " r i g h t , "  a  s e c o n d  
p r o b l e m  is t h a t  a  r e t u r n  t o  a  g o l d  s t a n d a r d  m u s t  b e  a c c o m p a n i e d  by 
a  s t r a t e g y  t o  a s s u r e  a d e q u a t e  m o n e t a r y  y r o w t h .  T h a t  would  d e p e n d  
o n  a n  a d e q u a t e  s u p p l y  o f  g o l d .  World  g o l d  r e s e r v e s  a b o v e  a n d  
b e l o w  g r o u n d  may seem more t h a n  a d e q u a t e ,  q u o t e d  i n  b i l l i o n s  o f  
o u n c e s ,  b u t  t h e  f l o w  s u p p l y  c a n n o t  b e  i g n o r e d .  The e v i d e n c e  is 
t h a t  g o l d  p r o d u c t i o n  r e s p o n d s  s l u g g i s h l y  t o  c h a n g e s  i n  m a r k e t  
p r i c e  a n d ,  s i n c e  t h e  1 9 6 0 ~ ~  h a s  r e s p o n d e d  p e r v e r s e l y  ( see  t h e  
S t a f f  A p p e n d i x  b e l o w ) .  Some o b s e r v e r s  r e g a r d  t h e  f a c t  t h a t  t h e  
b u l k  o f  c u r r e n t  w o r l d  g o l d  o u t p u t  is  p r o d u c e d  by S o u t h  A f r i c a  a n d  
t h e  S o v i e t  Union a s  a  h a r b i n g e r  o f  i n s t a b i l i t y  i n  f u t u r e  y o l d  
o u t p u t .  

3 .  A t h i r d  p r o b l e m  i s  t h e  p o t e n t i a l  f o r  s h o c k s  i n  t h e  g o l d  
m a r k e t  a t  h o n e  o r  a b r o a d .  On t h e  demand s i d e ,  t h e y  m i g h t  a r i s e  
f r o m  c h a n g e s  i n  t h e  demand f o r  g o l d  f o r  h o a r d i n g ,  and  o n  t h e  s u p p l y  
s i d e ,  f r o m  g o l d  d i s c o v e r i e s .  S u c h  p o t e n t i a l  s h o c k s  would  make i t  
d i f t i c u l t  f o r  o n e  c o u n t r y  a l o n e  t o  r e t u r n  t o  t h e  g o l d  s t a n d a r d  
b e c a u s e  i t  would  b e a r  u n i l a t e r a l l y  t h e  a d j u s t m e n t  cos t s  imposed  by 
t h e  s h o c k s .  

I n  t h e  d i s c u s s i o n  o f  t h e  g o l d  m a r k e t  i n  t h e  A p p e n d i x ,  p o s s i b l e  
s o l u t i o n s  t o  sorue o f  t h e  f o r e g o i n g  p r o b l e m s  are  e x a m i n e d .  A d d i t i o n a l  
p r o b l e m s ,  h o w e v e r ,  a f f e c t  t h e  f e a s i b i l i t y  o f  a  r e t u r n  to  a  g o l d  
s t a n d a r d .  

4 .  Under  a d o m e s t i c  g o l d  s t a n d a r d  w i t h  c o n v e r t i b i l i t y  b e t w e e n  
y o l d  a n d  t h e  d o l l a r  a v a i l a b l e  o n l y  t o  r e s i d e n t s  o f  t h e  U n i t e d  
S t a t e s ,  t h e  p r o b l e m  o f  how t o  e n f o r c e  t h e  l i m i t a t i o n  o f  c o n v e r t i b i l i t y  
a p p e a r s  i n t r a c t a b l e .  R e s i d e n t s  m i g h t  b e  r e q u i r e d  t o  d e c l a r e  u n d e r  
o a t h  t h a t  t h e y  were a c t i n g  f o r  t h e m s e l v e s  or  f o r  o t h e r  r e s i d e n t s ,  
b u t  n o t  f o r  f o r e i g n e r s ,  when d e m a n d i n g  g o l d  o r  s u p p l y i n g  g o l d  a t  
t h e  g o l d  window. A l t e r n a t i v e l y ,  g o l d  i m p o r t s  a n d  e x p o r t s  m i g h t  b e  
e m b a r g o e d .  O p p o r t u n i t i e s  f o r  p r o f i t a b l e  v i o l a t i o n  would  a r i s e  
w i t h  d i s c r e p a n c i e s  b e t w e e n  t h e  U . S .  f i x e d  p r i c e  a n d  t h e  w o r l d  m a r k e t  
p r i c e  o f  y o l d .  I n  b o t h  cases,  a n  e n f o r c e m e n t  army o f  i n s p e c t o r s  
would  a p p e a r  to  b e  n e e d e d .  

5 .  A f i f t h  p r o b l e m  c o n c e r n s  i n t e r n a t i o n a l  a s p e c t s  o f  a  u n i l a t e r a l  
r e t u r n  t o  a y o l d  s t a n d a r d  by t h e  U n i t e d  S t a t e s .  The o b j e c t i v e  
would  b e  to  p r e s e r v e  f l e x i b l e  e x c h a n g e  r a t e s  w h i l e  d o m e s t i c  m o n e t a r y  
g r o w t h  would  b e  c o n s t r a i n e d  by a g o l d  r e s e r v e  r e q u i r e m e n t .  However,  
i t  is n o t  o b v i o u s  how t h i s  a r r a n g e m e n t  would  f u n c t i o n .  Under  s u c h  
a n  a r r a n g e m e n t ,  a s h i t t  f r o m  a  f o r e i g n  c u r r e n c y  i n t o  g o l d  by a n  
A m e r i c a n  i n v e s t o r  would  impose  t h e  w h o l e  b u r d e n  o f  a d j u s t m e n t  on  
t h e  f o r e i y n  c u r r e n c y - d o l l a r  e x c h a n g e  r a t e ,  s i n c e  t h e  d o l l a r  p r i c e  
ofr g o l d  would  n o t  c h a n g e .  Assuming s l g n i f  i c a n t  p o r t f o l i o  s h i f t s  by  
~ m e r i c a n s  b e t w e e n  f o r e i y n  c u r r e n c i e s  a n d  g o l d ,  a n d  a l l  o t h e r  t h i n g s  



e q u a l ,  e x c h a n g e  r a t e s  would  t e n d  t o  become more v a r i a b l e  t h a n  t h e y  
a r e  u n d e r  t h e  p r e s e n t  f l o a t i n g  s y s t e m .  I n  a d d i t i o n ,  t h e  r e d u c t i o n  
i n  t h e  g o l d  r e s e r v e  would  l e a d  t o  a  c o n t r a c t i o n  o f  t h e  m o n e t a r y  
b a s e .  The rest of t h e  w o r l d ,  o f  c o u r s e ,  c o u l d  p e g  t o  t h e  d o l l a r ,  
a s  some c o u n t r i e s  d o  now. C o u l d  f o r e i g n  c o u n t r i e s  o b t a i n  g o l d  
f r o m  o r  s e l l  g o l d  t o  t h e  U n i t e d  S t a t e s ?  H o w  would  s u c h  g o l d  t r a n s -  
a c t i o n s  a f f e c t  d o m e s t i c  m o n e t a r y  p o l i c y ?  

6 .  A d v o c a t e s  o f  t h e  g o l d  s t a n d a r d  claim t h a t  i t s  r e s t o r a t i o n  
-- a n d  p o s s i b l y  e v e n  t h e  a n n o u n c e m e n t  o f  a  d e c i s i o n  t o  restore i t  
-- would  i m m e d i a t e l y  r e d u c e  b o t h  t h e  i n f l a t i o n  r a t e  a n d  t h e  l e v e l  
o f  i n t e r e s t  r a t e s ,  a n d  would  e l i m i n a t e  i n f l a t i o n a r y  e x p e c t a t i o n s .  
No t r a n s i t i o n a l  cos t s  a r e  m e n t i o n e d .  However ,  c o n t r a c t s  i n  t h e  
c r e d i t  and  l a b o r  m a r k e t s  a n d  f i n a l  p r o d u c t s  m a r k e t s  r e f l e c t  t h e  
e x i s t i n g  i n f l a t i o n a r y  cos t  a n d  p r i ce  s t r u c t u r e .  A d v o c a t e s  d o  n o t  
e x p l a i n  how t h e  a d j u s t m e n t  o f  t h e  e x i s t i n g  cost  and pr ice  s t r u c t u r e  
t o  w h a t  t h e y  d e s c r i b e  a s  a new n o n i n f l a t i o n a r y  g o l d  s t a n d a r d  c a n  
b e  a c h i e v e d  w i t h o u t  b a n k r u p t c y  a n d  loss  o f  e m p l o y m e n t .  I t  is t h i s  
c o n s i d e r a t i o n  t h a t  m o t i v a t e s  some who a r g u e  t h a t  i t  is p r e m a t u r e  
t o  a d v o c a t e  a r e t u r n  t o  t h e  g o l d  s t a n d a r d  b e f o r e  p r i c e  s t a b i l i t y  
h a s  b e e n  a t t a i n e d . *  

B .  An i n t e r n a t i o n a l  g o l d  s t a n d a r d  w i t h  a  f i x e d  p r i ce  o f  g o l d  

P r o p o s a l s  

Under  t h i s  p r o p o s a l ,  t h e  U n i t e d  S t a t e s  would  m a i n t a i n  f i x e d  
e x c h a n g e  ra tes  w i t h  o t h e r  c o u n t r i e s  b a s e d  o n  t h e  f i x e d  p r i c e  o f  
g o l d  i t  c h o s e  and  t h e  d e f i n i t i o n  o f  t h e  g o l d  c o n t e n t  o f  t h e  d o l l a r  
a n d  o t h e r  n a t i o n a l  money u n i t s .  S u c h  a  s t a n d a r d  c o u l d  b e  a c h i e v e d  
e i t h e r  by i n t e r n a t i o n a l  a g r e e m e n t  or  by e v o l u t i o n  -- t h e  U n i t e d  
S ta tes  c o u l d  b e  t h e  f i r s t  t o  r e i n s t i t u t e  t h e  f i x e d  p r i c e  o f  g o l d  
a n d  o t h e r  c o u n t r i e s ,  p e r s u a d e d  b y  U.S. s u c c e s s  i n  s t a b i l i z i n g  t h e  
domestic p r i c e  l e v e l ,  m i g h t  f o l l o w  s u i t .  I n t e r n a t i o n a l  p a y m e n t s  
i ~ r t b a l a n c e s  would  be  s e t t l e d  b y  g o l d  f l o w s  or  by f l o w s  o f  d o l l a r s  
o r  d o l l a r  a s se t s  c o n v e r t i b l e  i n t o  g o l d  a t  t h e  f i x e d  p r i ce .  The 
m o n e t a r y  b a s e  and  t h e  money s u p p l y  would  v a r y  w i t h  g o l d  f l o w s .  

P r o b l e m s  i n  i m p l e m e n t i n g  a n  i n t e r n a t i o n a l  g o l d  s t a n d a r d  i n  
some respects a r e  s imilar  t o  t h o s e  p r e s e n t e d  i n  i m p l e m e n t i n g  a 
d o m e s t i c  g o l d  s t a n d a r d .  

E v a l u a t i c n  

1. The k e y  p r o b l e m  a g a i n  is  c h o o s i n g  t h e  r i g h t  p r i c e  
f o r  g o l d  a t  w h i c h  t o  f i x  t h e  e x c h a n g e  r a t e . * *  I n  1 9 2 5 ,  G r e a t  

*Congressman  Henry  S .  R e u s s  -- I n  o t h e r  w o r d s ,  t h i s  claim by 
t h e  g o l d  b l o c  i s  c o m p l e t e l y  u n f o u n d e d .  

**Congressman  Henry  S .  R e u s s  -- T h i s  p r o b l e m ,  t h o u g h  v i r t u a l l y  
i n s o l u b l e ,  i s  n o t  t h e  k e y  p r o b l e m .  The k e y  p r o b l e m  is  t h a t  t h e  g o l d  
s t a n d a r d  w o u l d n o t  work a n d  c o u l d  n o t  be s u s t a i n e d  i f  e v e n  t e c h n i c a l  
i s s u e s  o f  i m p l e m e n t a t i o n  c o u l d  be r e s o l v e d .  



S r i t a i n  r e t u r n e d  t o  t h e  g o l d  s t a n d a r d  a t  a n  u n r e a l i s t i c a l l y  h i g h  
y o l d  p r i c e  f o r  t h e  pound .  I n  1 9 4 7 ,  i t  r e p e a t e d  t h a t  m i s t a k e .  I n  
t h e  f i r s t  i n s t a n c e ,  i t  s t r u g g l e d  f o r  s i x  y e a r s  i n  a  v a i n  a t t e m p t  
t o  d e f l a t e  t h e  economy t o  make t h e  g o l d  p r i c e  v i a b l e  i n  t h e  f a c e  
o f  g o l d  o u t f l o w s .  The pound was t h e n  f r e e d  t o  f l o a t .  I n  t h e  
s e c o n d  i n s t a n c e ,  i t  g a v e  u p  t h e  a t tempt  a f t e r  two y e a r s  a n d  d e v a l u e d .  
I n  1 9 2 8 ,  F r a n c e  r e t u r n e d  t o  t h e  g o l d  s t a n d a r d  a t  a n  u n r e a l i s t i c a l l y  
l o w  g o l d  p r i c e  f o r  t h e  f r a n c .  Gold  i n f l o w s  i n t o  F r a n c e  ( a n d  U . S .  
s t e r i l i z a t i o n  o f  i ts  g o l d  i n f l o w )  d e s t a b i l i z e d  t h e  s y s t e m .  

2 .  The  p r e c e d i n g  e x a m p l e s  i n d i c a t e  a  p r o b l e m  t h a t  c o u l d  
a r i s e  were t h e  U n i t e d  S t a t e s  to  c h o o s e  t h e  g o l d  p r i c e  f o r  t h e  
d o l l a r  i n d e p e n d e n t  o f  o t h e r  c o u n t r i e s '  d e c i s i o n s .  A s  i n  t h e  B r i t i s h -  
F r e n c h  e x c h a n g e  r a t e  d e c i s i o n s  i n  t h e  1 9 2 0 s ,  u n i l a t e r a l  a c t i o n s  
c o u l d  p r o d u c e  u n s u s t a i n a b l e  r e l a t i o n s h i p s .  

3 .  A m u l t i l a t e r a l  r e t u r n  t o  t h e  g o l d  s t a n d a r d  would  r e q u i r e  
i n t e r n a t i o n a l  a g r e e m e n t  a n d  amendment o f  t h e  IMF r u l e s .  Y e t  t h e r e  
is n o  e v i d e n c e  t h a t  o u r  t r a d i n g  p a r t n e r s  h a v e  a n  i n t e r e s t  i n  re- 
i n s t a t i n g  t h e  g o l d  s t a n d a r d .  The v i e w s  t h e y  h a v e  e x p r e s s e d ,  i n  
f a c t ,  a r e  n e g a t i v e  w i t h  r e s p e c t  to  t h e  d e s i r a b i l i t y  o r  f e a s i b i l i t y  
o f  a  r e t u r n  t o  t h e  y o l d  s t a n d a r d .  

4 .  A l l  t h e  problems a s s o c i a t e d  w i t h  f i x e d  e x c h a n g e  r a t e s  would 
h a v e  t o  be  d e a l t  w i t h  a g a i n .  Is t h e  U n i t e d  S t a t e s ,  w i t h  a r e l a t i v e l y  
c l o s e d  economy,  w e l l  a d v i s e d  t o  s e e k  f i x e d  e x c h a n g e  ra tes  t h a t  t h r o w  
t h e  w h o l e  b u r d e n  f o r  a d j u s t i n g  i n t e r n a t i o n a l  p a y m e n t s  i m b a l a n c e s  on  
t h e  d o m e s t i c  money s u p p l y ,  i n c o m e s ,  a n d  employment?  

5.  Assuming t h a t  t h e  p r o f i t s  o f  g o l d  r e v a l u a t i o n  c o u l d  be 
s t e r i l i z e d  i n  t h e  U n i t e d  S t a t e s ,  would  t h a t  a l s o  b e  t r u e  o f  t h e  r e s t  
o f  t h e  w o r l d ?  I f  n o t ,  would  t h e  U n i t e d  S t a t e s  n o t  b e  o p e n  t o  t h e  
t r a n s m i s s i o n  o f  i n f l a t i o n  f r o m  f o r e i g n  e c o n o m i e s  t h a t  c h o s e  t o  
m o n e t i z e  t h e  p r o f i t s  o f  r e v a l u a t i o n ?  

6 .  R e s t o r i n g  a n  i n t e r n a t i o n a l  g o l d  s t a n d a r d  implies r e s t o r i n g  
c o n v e r t i b i l i t y  t o  d o l l a r  c l a i m s  of f o r e i g n  g o v e r n m e n t s  a n d  c e n t r a l  
b a n k s ,  n o t  t o  m e n t i o n  p r i v a t e  i n s t i t u t i o n s  and  i n d i v i d u a l s .  Such  
claims c o u l d  b e  e x e r c i s e d  a n d  a f f e c t  t h e  m o n e t a r y  b a s e  w i t h  n o  
r e l a t i o n  to  o n g o i n g  b a l a n c e  o f  p a y m e n t s  f l o w s .  

C .  I n c r e a s e d  u s e  o f  y o l d  i n  F e d e r a l  R e s e r v e  a n d  T r e a s u r y  o p e r a t i o n s ,  
b u t  n o t  a r e t u r n  t o  a g o l d  s t a n d a r d .  

P r o p o s a l s  

Two t y p e s  o f  c h a n g e s  i n  g o l d  a r r a n g e m e n t s ,  c o n s i d e r e d  i n  t h i s  
g r o u p ,  b o t h  b a s e d  o n  a v a r i a b l e  p r ice  o f  g o l d ,  d i f f e r  i n  t h e i r  
a d v o c a t e s '  v i e w  o f  d i s c r e t i o n a r y  F e d e r a l  R e s e r v e  p o l i c y m a k i n g .  One 
t y p e  would  r e d u c e  o r  e v e n  e l i m i n a t e  t h e  F e d e r a l  R e s e r v e ' s  d i s c r e t i o n .  
The o t h e r  t y p e  would  e n h a n c e  i t .  N e i t h e r  t y p e  i n v o l v e s  a r e t u r n  t o  
a g o l d  s t a n d a r d  b u t  e i t h e r ,  i f  a d o p t e d ,  would  make a  s i g n i f i c a n t  
c h a n g e  i n  c u r r e n t  g o l d  a r r a n y m e n t s .  



T h r e e  p r o p o s a l s  o f  t h e  f i r s t  t y p e  d i f f e r  b r o a d l y  i n  con-  
t e n t .  One p r o p o s a l  is t h a t  g o l d  c o i n s ,  b y  w e i g h t ,  b e  i s s u e d  
and  a l l o w e d  t o  c i r c u l a t e  a s  a p a r a l l e l  c u r r e n c y ,  t h e i r  price 
t o  b e  d e t e r m i n e d  by m a r k e t  f o r c e s .  Some p r o p o n e n t s  h a v e  u r g e d  
T r e a s u r y  i s s u e  o f  o f f i c i a l  c o i n s ;  o t h e r s  h a v e  p r o m o t e d  i s s u e s  
by  p r i v a t e  m i n t s .  Some f a v o r  e x e m p t i o n  o f  t h e  c o i n s  f rom 
c a p i t a l  g a i n s  and  sa les  t a x e s .  The u n d e r l y i n g  c o n c e p t i o n  is 
t h a t  p a p e r  money h o l d e r s  c o u l d  e x e r c i s e  t h e  o p t i o n  t o  c o n v e r t  
p a p e r  t o  g o l d  c o i n s  and t h e  p a c e  o f  s u c h  c o n v e r s i o n s  would  b e  
a s i g n a l  t o  t h e  F e d e r a l  R e s e r v e  w h e t h e r  i t s  po l i c i e s  were 
o v e r l y  e x p a n s i o n a r y .  E x e m p t i o n  f r o m  c a p i t a l  g a i n s  t a x e s  
w o u l d ,  h o w e v e r ,  make t h e  c o i n s  d i f f e r e n t i a l l y  a t t r a c t i v e  a n d  
c o n f u s e  t h e  " s i g n a l s "  g i v e n  to  t h e  F e d e r a l  R e s e r v e .  

A n o t h e r  p r o p o s a l  a d v o c a t e s  T r e a s u r y  i s s u e  o f  g o l d - b a c k e d  
n o t e s  o r  b o n d s .  The a r g u m e n t  s u p p o r t i n g  t h e  p r o p o s a l  is t h a t  
t h e  more s t a b l e  p u r c h a s i n g  power o f  g o l d  t h a n  o f  t h e  d o l l a r  
would  p e r m i t  t h e  m a r k e t  y i e l d  o n  s u c h  g o l d - b a c k e d  i s s u e s  t o  
b e  lower t h a n  c u r r e n t  m a r k e t  y i e l d s  o n  d o l l a r  n o t e s  or  b o n d s .  
T h u s ,  u s i n g  t h e s e  i n s t r u m e n t s  would  h o l d  t h e  n a t i o n a l  d e b t  
b e l o w  w h a t  i t  would  o t h e r w i s e  b e ,  a n d  r e s t r a i n  t h e  i n c e n t i v e  
f o r  m o n e t a r y  and  f i s c a l  a u t h o r i t i e s  to  u s e  t h e  i n f l a t i o n  t a x  
a s  a  way o f  r e d u c i n g  d e f i c i t s .  M o r e o v e r ,  g o l d - b a c k e d  b o n d s ,  
by  c o m p e t i n g  w i t h  d o l l a r - b a c k e d  b o n d s ,  would  l i m i t  t h e  F e d e r a l  
R e s e r v e ' s  a b i l i t y  t o  u s e  o p e n  m a r k e t  o p e r a t i o n s  t o  e x p a n d  t h e  
money s u p p l y .  P r o p o s a l s  d i f f e r  w i t h  respect t o  t h e  r e d e m p t i o n  
o f  t h e  i s s u e :  some s p e c i f y  r e d e m p t i o n  a t  t h e  p r i c e  o f  g o l d  a t  
d a t e  o f  i s s u e ,  o t h e r s  a t  d a t e  o f  r e d e m p t i o n ,  o t h e r s  o f f e r  t h e  
o p t i o n  o f  r e d e m p t i o n  i n  d o l l a r s  r a t h e r  t h a n  g o l d .  Some p r o p o s e  
a  c o u p o n  o f  2  o r  3 p e r c e n t ;  o t h e r s  a  c o u p o n  o f  8  p e r c e n t  -- 
s t i l l  much lower t h a n  c u r r e n t  y i e l d s  o n  T r e a s u r y  d o l l a r  i s s u e s .  

The  t h i r d  p r o p o s a l  t o  l i m i t  F e d e r a l  R e s e r v e  d i s c r e t i o n  is 
b a s e d  o n  a  d i f f e r e n t  a p p r o a c h .  I t  would  l i m i t  t h e  g r o w t h  i n  
k l  by t y i n g  t h e  maximum a l l o w a b l e  g r o w t h  o f  c u r r e n c y  i n  e v e r y  
12-month  p e r i o d  t o  t h e  i n c r e a s e  i n  t h a t  p e r i o d  i n  t h e  v a l u e  
o f  t h e  F e d e r a l  R e s e r v e ' s  g o l d  c e r t i f i c a t e s .  The  v a l u e  o f  t h e  
g o l d  c e r t i f i c a t e s  p r e s e n t l y  is  e s t a b l i s h e d  b y  s t a t u t e  o f  t h e  
l a s t  o f f i c i a l  p r i c e  o f  g o l d  w h i c h ,  a s  n o t e d  i n  s e c t i o n  I a b o v e ,  
w a s  $ 4 2 . 2 2  a n  o u n c e .  The p r o p o s a l  i s  t h a t  t h e  o f f i c i a l  p r i c e  
would  b e  i n c r e a s e d  p e r c e n t a g e w i s e  i n  e a c h  p e r i o d  b y  e n o u g h  
(1) t o  o f f s e t  a  p r e d e t e r m i n e d  i n c r e a s e  i n  t h e  c e r t i f i c a t e  
r e q u i r e m e n t ,  s t a r t i n g  a t  9 p e r c e n t  i n  1 9 8 1 ,  p l u s  ( 2 )  t h e  
maximum d e s i r e d  g r o w t h  i n  M 1  b e g i n n i n g  i n  1 9 8 2 ,  p l u s  ( 3 )  a n  
a d j u s t m e n t  f o r  c h a n g e s  i n  t h e  r a t i o  o f  c h e c k i n g  d e p o s i t s  t o  
c u r r e n c y .  The p r o p o s a l  recommends a  33 p e r c e n t  y e a r l y  i n -  
crease i n  t h e  c e r t i f i c a t e  r e q u i r e m e n t  a s  f r o m  9 t o  1 2  p e r c e n t ,  
1 2  t o  1 6  p e r c e n t ,  a n d  so o n .  The p u r p o s e  o f  t h e  i n c r e a s e  is  
t o  r a i s e  t h e  o f f i c i a l  p r i c e  a t  w h i c h  g o l d  c e r t i f i c a t e s  c a n  b e  
i s s u e d  t o  t h e  m a r k e t  p r i ce  o f  g o l d  i n  a b o u t  e i g h t  y e a r s .  
C a p i t a l  g a i n s  a c c r u i n g  t o  t h e  T r e a s u r y  f r o m  r a i s i n g  t h e  p r i c e  
would  b e  u s e d  t o  r e t i r e  F e d e r a l  R e s e r v e  h o l d i n g s  o f  T r e a s u r y  
d e b t ,  l e a v i n g  t h e  m o n e t a r y  b a s e  unchanged  b y  t h e  a c t i o n .  
Gold  c o i n s  would  n o t  b e  c o n v e r t i b l e  a t  f i x e d  p r i c e s ,  b u t  t h e y  



c o u l d  c i r c u l a t e  a s  c o i n s  b y  w e i g h t ,  a s  u n d e r  t h e  p r e c e d i n g  p r o p o s a l .  

A p r o p o s a l  o f  t h e  s e c o n d  t y p e  would  a l l o w  t h e  p r i c e  o f  g o l d  
t o  f l u c t u a t e  w i t h  m a r k e t  f o r c e s  b u t  would  e s t a b l i s h  u p p e r  a n d  lower 
bounds  t o  t h e  r a t i o  b e t w e e n  t h e  v a l u e  o f  t h e  g o l d  s t o c k  a n d  t h e  
m o n e t a r y  b a s e  ( t h e  g o l d  c o v e r ) .  I f  t h e  g o l d  c o v e r  r e a c h e d  e i t h e r  
t h e  u p p e r  or  lower l i m i t ,  t h e  F e d e r a l  R e s e r v e  would  i n t e r v e n e  by 
c o n d u c t i n g  o p e n  m a r k e t  o p e r a t i o n s  e i t h e r  i n  g o l d  o r  g o v e r n m e n t  
s e c u r i t i e s .  The p r o p o s a l  a s s u m e s  f l e x i b l e  f o r e i g n  e x c h a n g e  r a t e s  
f o r  t h e  d o l l a r .  

E v a l u a t i o n  - 

1. The i s s u e  o f  g o l d  c o i n s  b y  w e i g h t  p r o b a b l y  would h a v e  
o n l y  m a r g i n a l  c o n s e q u e n c e s  f o r  F e d e r a l  R e s e r v e  o p e r a t i o n s .  W h e t h e r  
g o l d  c o i n s  a re  s u c c e s s f u l l y  u s e d  a s  money w i l l  d e p e n d  on  t h e  m a r k e t  
tes t .  G i v e n  t h e  p a s t  v a r i a b i l i t y  i n  t h e  p r i c e  o f  g o l d ,  t h e  s h o r t - r u n  
v a r i a b i l i t y  o f  g o o d s  p r i c e d  i n  terms o f  g o l d  c o i n s  may b e  much 
l a r y e r  t h a n  t h a t  o f  g o o d s  p r i c e d  i n  terms o f  d o l l a r s .  T h a t  would  
make t h e  u s e  o f  g o l d  c o i n s  as  a  medium o f  e x c h a n g e  u n l i k e l y .  

No limit is p r o 2 o s e d  o n  T r e a s u r y  i s s u e  o f  t h e  g o l d  c o i n s .  
The p o s s i b i l i t y  t h e r e f o r e  e x i s t s  t h a t  t h e  T r e a s u r y ' s  g o l d  s t ~ c k  
m i g h t  b e  t r a n s f e r r e d  t o  t h e  p u b l i c  i n  t h i s  m a n n e r ,  s h o u l d  t h e i r  
u n l i m i t e d  u s e  s p r e a d .  I t  is assumed  t h a t  o n l y  U.S. r e s i d e n t s  w i l l  
a c q u i r e  t h e  c o i n s  i n  s m a l l  q u a n t i t i e s .  R u t  w h a t  i f  f o r e i g n  s o u r c e s  
o r d e r e d  l a r g e  q u a n t i t i e s  o n  a g i v e n  d a y ?  S u c h  a n  o r d e r ,  p l a c e d  i n  
t h e  g o l d  m a r k e t ,  wou ld  r a i se  t h e  p r i c e .  T h a t  c o n s e q u e n c e  w i l l  n o t  
fo l l ( r>w a t  t h e  T r e a s u r y  sa les  window. 

I f  n o  q u a n t i t y  limit i s  irnposed o n  t h e  i s s u e  of g o l d  c o i n s  by  
t i l e  T r e d s u r y ,  s e t t i n g  a s e i g n o r a g e  f e e  w e l l  i n  e x c e s s  o f  t h e  cos t  
o f  m i n t i n g  would  limit sales  by r e a s o n  o f  t h e  h i g h  p r i c e .  One 
s u g g e s t i o n  a l o n g  t h e s e  l i n e s  is t h a t  t h e  T r e a s u r y  i s s u e  a  one-ounce  
$1000 l e g a l  t e n d e r  c o i n .  I f  a s  many as  25 m i l l i o n  o f  s u c h  c o i n s  
were i s s u e d ,  t h e y  would  e a r n  t h e  T r e a s u r y  a p p r o x i i n a t e l y  $ 1 5  b i l l i o n  
i n  s e i g n o r a g e  a t  c u r r e n t  r n a r k e t  p r i c e s .  The p a y ~ n e n t  i n  d o l l a r s  
f ~ r  t h e  c o i n s  would  r e d u c e  t h e  money s u p p l y  a s  c u r r e n t l y  m e a s u r e d ,  
p r o v i d e d  t h e  T r e a s u r y  r e f r a i n e d  f r o m  a d d i n g  t h e  s e i g n o r a g e  t o  i t s  
g e n e r a l  f u n d s  a n d  t h e  F e d e r a l  R e s e r v e  t o o k  n o  o f f s e t t i n g  a c t i o n .  
I t  is a l l e d g e d  t h a t  a $1000  o n e - o u n c e  c o i n  would  f l u c t u a t e  less i n  
v a l u e  t h a n  a b u l l i o n  c o i n  w o u l d ,  a n d  t h a t  h o l d e r s  c o u l d  u s e  i t  i n  
t r a n s a c t i o n s  or  t o  d i v e r s i f y  t h e i r  p o r t f o l i o s . *  

Some p r o p o n e n t s  o f  a n  i s s u e  o f  g o l d  c o i n s  b e l i e v e  t h a t  
l e g a l  t e n d e r  s t a t u s  would  e n h a n c e  t h e  m o n e t a r y  a t t r i b u t e s  o f  
t h e  c o i n s ,  b u t  o t h e r s  o b j e c t  to t h e  c o m p u l s o r y  a s p e c t  o f  

*Mr. H e r b e r t  J .  Coyne -- The c o i n  s h o u l d  h a v e  a f a c e  v a l u e  o f  $ 1 0 0 . 0 0  
o r  $ 2 0 0 . 0 0  or  e l s e  d e n o m i n a t e d  by f i n e  w e i g h t  o f  g o l d .  I n  a d d i t i o n ,  
b e c a u s e  s e l l i n g  t h e  c o i n  i n  t h e  m a n n e r  p r o p o s e d  a b o v e  would  r e s u l t  
i n  t h e  d e p l e t i o n  o f  U . S .  g o l d  r e s e r v e s ,  i t  s h o u l d  b e  s p e c i f i e d  
t h a t  g o l d  u s e ?  f o r  c o i n  m i n t a g e  s h o u l d  be  c o v e r e d  b y  b u l l i o n  p u r -  
chases i n  t h e  m a r k e t .  



The e x e m p t i o n  o f  g o l d  c o i n s  f r o m  c a p i t a l  g a i n s  a n d  sales 
t a x e s ,  when o t h e r  f o r m s  o f  g o l d  h o l d i n g  were n o t  so f a v o r e d ,  
would  e n c o u r a g e  a  s h i f t  i n  c o m p o s i t i o n  o f  p o r t f o l i o s  t h a t  
i n c l u d e s  g o l d  t o  c o i n s ,  a n d  t h e  a d d i t i o n  o f  g o l d  c o i n s  t o  
some p o r t f o l i o s  t h a t  h a d  n o t  p r e v i o u s l y  i n c l u d e d  g o l d .  * 

2 .  The p r o b l e m  r a i s e d  by a n  i s s u e  o f  g o l d  b a c k e d - n o t e s  
o r  b o n d s  i s  t h a t  i t  o f f e r s  g o l d  h o l d e r s  a n  o p p o r t u n i t y  t o  
d c y u i r e  g o l d  w i t h o u t  i n c u r r i n g  t h e  cost o f  s t o r a g e  a n d  
i n s u r a n c e .  A T r e a s u r y  i s s u e  o f  g o l d - b a c k e d  b o n d s ,  p a y i n g  a  
low r a t e  o f  i n t e r e s t ,  would  permit s p e c u l a t i o n  o n  g o l d  w i t h  
t h e  a d d i t i o n a l  i n d u c e m e n t  o f  t h e  c o u p o n .  The p u r c h a s e  o f  
s u c h  a n  i n s t r u m e n t  would  i n d i c a t e  a n  e x p e c t a t i o n  t h a t  t h e  
m a r k e t  p r ice  o f  g o l d  would  r ise.  The T r e a s u r y  would  b e  
b e t t i n g  a g a i n s t  t h e  m a r k e t ,  w i t h  t h e  p o s s i b i l i t y  o f  T r e a s u r y  
losses. 

However ,  t h e  e x i s t e n c e  a n d  g r o w i n g  u s e  o f  a f u t u r e s  
~ s a r k e t  s e r v e  t o  make many o f  t h e  f o r e g o i n g  p r o b l e m s  i n c o n -  
s e q u e n t i a l .  Go ld  c a n  now b e  h e l d  u n d e r  f u t u r e s  c o n t r a c t s  
w i t h o u t  e x p l i c i t  s t o r a g e  a n d  i n s u r a n c e  cos t s .  S u c h  cos t s  
a r e  i m p l i c i t  i n  t h e  p r i ce  a t  w h i c h  g o l d  is  b o u g h t  f o r w a r d .  
S u c h  cos t s  would  a l s o  b e  i m p l i c i t  i n  g o l d - b a c k e d  T r e a u r y  
s e c u r i t i e s .  S p e c u l a t i o n  i n  g o l d  is p e r m i t t e d  a n d  w i l l  
c o n t i n u e  t o  b e  p e r m i t t e d  w h e t h e r  or  n o t  g o l d - b a c k e d  s e c u r i -  
t i e s  a re  i s s u e d .  A coupon  o n  a  g o l d - b a c k e d  bond would  o n l y  
mean t h a t  i t  would  s e l l  a t  a  h i g h e r  p r i c e  t h a n  a z e r o - c o u p o n  
g o l d - b a c k e d  bond or  a n o t h e r  n o n - i n t e r e s t  b e a r i n g  way o f  
h o l d i n g  g o l d .  T h e r e  would  t h e r e f o r e  b e  n o  n e t  i n d u c e m e n t  
t o  s p e c u l a t e  o n  T r e a s u r y  g o l d - b a c k e d  s e c u r i t i e s .  

3. The  p p o p o s a l  t o  l i n k  t h e  g r o w t h  o f  c u r r e n c y  i s s u e s .  
t o  t h e  p r e d e t e r m i n e d  c h a n g e  p e r  y e a r  i n  t h e  p r i c e  o f  g o l d  
is a  m o n e t a r y  g r o w t h  r u l e  i n  d i s g u i s e .  The same o b j e c t i v e  
c o u l d  be a c c o m p l i s h e d  w i t h o u t  t h e  u s e  o f  g o l d . * *  

4 .  The  p r o b l e m  w i t h  t h e  proposal t o  u s e  t h e  p r i c e  o f  
g o l d  as  a n  i n d i c a t o r  f o r  d i s c r e t i o n a r y  m o n e t a r y  p o l i c y  is  
t h a t  i t  f a i l s  t o  d i s t i n g u i s h  t h e  s o u r c e  o f  movements  i n  
t h e  p r i c e  o f  g o l d .  Movements i n  t h e  p r i c e  o f  g o l d  m i g h t  
r e f l e c t  m a r k e t  r e a c t i o n s  t o  m o n e t a r y  p o l i c y ,  b u t  e q t i a l l y  
t h e y  m i g h t  r e f l e c t  c h a n g i n g  real  f o r c e s  i n  t h e  g o l d  m a r k e t .  

* C o n g r e s s m a n  Henry  S .  K e u s s  -- T h i s  s h i f t  wou ld  come a t  
t h e  e x p e n s e  o f  common s t o c k s  a n d  o t h e r  p r o d u c t i v e  c a p i t a l  
i n v e s t m e n t s  w h i c h  t h e  N a t i o n  r e q u i r e s .  

**Congressman  H e n r y  S .  R e u s s  -- T h i s  is t r u e .  A l s o ,  a l l  
t h e  o b j e c t i o n s  t o  money g r o w t h  r u l e s  w h i c h  y e a r s  o f  e x p e r i e n c e  
i n  t h e  U n i t e d  S t a t e s  a n d  U n i t e d  Kingdeom h a v e  t a u g h t  u s  would  a p p l y .  



An a r g u m e n t  made f o r  o p e n  m a r k e t  o p e r a t i o n s  i n  g o l d  
is t h a t  i t  o f f e r s  t h e  c e n t r a l  b a n k  t h e  o p t i o n  o f  u s i n g  a n  
i n s t r u m e n t  t h a t  w i l l  h a v e  i t s  i n i t i a l  i m p a c t  o n  t h e  p r i c e  
o f  g o l d  r a t h e r  t h a n  o n  i n t e r e s t  r a t e s .  T h u s ,  i f  t h e  c e n t r a l  
bank were c o n c e r n e d  a b o u t  p r o d u c i n g  a  c h a n g e  i n  i n t e r e s t  
r a t e s ,  y e t  d e s i r e d  t o  a f f e c t  t h e  g r o w t h  r a t e  o f  t h e  money 
s u p p l y ,  i t  c o u l d  c o n d u c t  a p p r o p r i a t e  g o l d  o p e r a t i o n s ,  i n  
p r e f e r e n c e  t o  operations i n  g o v e r n m e n t  s e c u r i t i e s .  The 
d u r a t i o n  o f  t h e  d i f f e r e n t i a l  e f f e c t  on  i n t e r e s t  r a t e s  o f  
y o l d  r a t h e r  t h a n  g o v e r n m e n t  s e c u r i t i e s  o p e r a t i o n s  is n o t  
a d d r e s s e d  by t h e  a r g u m e n t .  I t  seems d u b i o u s  t h a t  t h e  
d i f f e r e n t i a l  e f f e c t ,  a s s u m i n g  i t  c a n  b e  d e t e c t e d ,  w i l l  
p e r s i s t  f o r  l o n g e r  t h a n  t h e  b r i e f e s t  i n t e r v a l  -- s a y ,  a  
d a y . *  Gold  o p e r a t i o n s ,  l i k e  g o v e r n m e n t  s e c u r i t i e s  o p e r -  
a t i o n s ,  a f f e c t  bank r e s e r v e s .  I t  is t h e  b a n k s '  r e s p o n s e  
t o  t h e  c h a n g e  i n  t h e i r  r e s e r v e s  t h a t  a f f e c t s  c r e d i t  m a r k e t s .  

I n  a d d i t i o n ,  o p e n  m a r k e t  o p e r a t i o n s  i n  g o l d  would  n o t  
b e  as  e f f e c t i v e  as  t h o s e  i n  g o v e r n m e n t  s e c u r i t i e s  b e c a u s e  
g o l d  is  n o t  a s  c lose a s u b s t i t u t e  a s  g o v e r n m e n t  s e c u r i t i e s  
a r e  f o r  f i n a n c i a l  a sse t s  f i n a n c i n g  r e a l  p r o d u c t i o n  a n d  
c o n s u m p t i o n .  

D .  I n c r e a s e d  u s e  o f  g o l d  i n  i n t e r n a t i o n a l  m o n e t a r y  
a r r a n g e m e n t s ,  b u t  n o t  a  r e t u r n  t o  a g o l d  s t a n d a r d  

P r o p o s a l s  

The p r o p o s a l s  c o n s i d e r e d  h e r e  d o  n o t  i n v o l v e  a  major 
c h a n g e  i n  e x i s t i n g  m o n e t a r y  a r r a n g e m e n t s .  

One p r o p o s a l  a d v o c a t e s  r e v a l u i n g  t h e  U .S. m o n e t a r y  g o l d  
s t o c k  a t  pr ices  c loser  t o  c u r r e n t  m a r k e t  p r i c e s  a n d  u s i n g  t h e  
g o l d  s t o c k  for i n t e r v e n t i o n  p u r p o s e s  i n  t h e  f o r e i g n  e x c h a n g e  
m a r k e t  a n d  t o  s e t t l e  i n t e r n a t i o n a l  p a y m e n t s  i m b a l a n c e s .  

A p r o p o s a l  o f  a  d i f f e r e n t  sort  would  b e  t o  i n i t i a t e  
a c t i o n  a i m e d  a t  a renewed  r e s t i t u t i o n  t o  member c o u n t r i e s  o f  
t h e i r  IMF y o l d  c o n t r i b u t i o n s .  

E v a l u a t i o n  ---- 
N o  r e v a l u a t i o n  o f  t h e  g o l d  s t o c k  is n e e d e d  t o  p e r m i t  

s a l e s  o f $ U . S .  g o l d  f o r  f o r e i g n  c u r r e n c i e s .  G i v e n  c u r r e n t  

* M r .  Herbert J .  Coyne -- W i t h o u t  f u r t h e r  s t u d y ,  i t  is i n -  
a p p r o p r i a t e  f o r  t h e  j u d g m e n t  t o  b e  made t h a t  t h e  d i f f e r e n t i a l  
e f f e c t  o f  u s i n g  g o l d  f o r  o p e n  m a r k e t  o p e r a t i o n s  would  o n l y  
p e r s i s t  f o r  o n e  d a y .  I b e l i e v e  t h i s  a s  y e t  u n e x p l o r e d  
t e c h n i q u e  c o u l d  h a v e  a much more s i g n i f i c a n t  d i f f e r e n t i a l  
ef Eect a n d  b e  a u s e f u l  a d d i t i o n  t o  t h e  F e d e r a l  R e s e r v e ' s  
o p e r a t i o n a l  i n s t r u m e n t s .  



f o r e i g n - e x c h a n g e - m a r k e t  p r ac t i ce s ,  i t  is d i f f i c u l t  t o  
e n v i s a g e  t h e  m e c h a n i c s  o f  s u c h  a n  o p e r a t i o n .  A p r o p o s a l  
to  u s e  g o l d  f o r  s e t t l e m e n t  p u r p o s e s  i n  a  f l o a t i n g - e x c h a n g e  
r a t e  s y s t e m  is a l s o  i n a p p r o p r i a t e .  

A v a r i a n t  p r o p o s a l  is t h a t  a g r e e m e n t s  w i t h  f o r e i g n  
c e n t r a l  b a n k s  b e  n e g o t i a t e d  t o  a c c e p t  g o l d  a t  a m a r k e t -  
r e l a t e d  p r i c e . "  However ,  f o r e i g n  g o v e r n m e n t s  and  t h e  U . S .  
T r e a s u r y  c a n  a l r e a d y  buy  a n d  s e l l  g o l d  a t  m a r k e t - r e l a t e d  
p r i c e s ,  e i t h e r  i n  t h e  m a r k e t  o r  b i l a t e r a l l y .  I t  is t h e r e f o r e  
u n c l e a r  w h a t  i s  t o  b e  n e g ~ t i a t e d .  

The  p r o p o s a l  t o  u s e  g o l d  a s  a n  i n t e r v e n t i o n  v e h i c l e  
e n d o r s e s  i n t e r v e n t i o n  when s u c h  a  p o l i c y  may n o t  b e  i n  t h e  
n a t i o n a l  i n t e r e s t .  I f  i n t e r v e n t i o n  i s  a  p o l i c y  o f  c h o i c e ,  
y o i d  is c l e a r l y  n o t  n e e d e d  t o  a c h i e v e  i t .  

To i n s t i t u t e  r e s t i t u t i o n  o f  IMF g o l d  t o  member c o u n t r i e s  
i n  p r o p o r t i o n  t o  t h e i r  q u o t a s  would  r e q u i r e  a h i g h  m a j o r i t y  v o t e  
o f  t h e  IMF m e m b e r s h i p .  I f  g o l d  i s  r e g a r d e d  a s  a v a l u a b l e  
a s s e t  t o  b e  h e l d  a g a i n s t  e m e r g e n c i e s  by  t h e  U n i t e d  S t a t e s ,  
t h e  same c o n s i d e r a t i o n  s h o u l d  a p p l y  t o  t h e  i n t e r n a t i o n a l  
g o l d  r e s e r v e .  

E .  D e c r e a s e d  r o l e  o f  g o l d  a s  a p o t e n t i a l  p o l i c y  i n s t r u m e n t  

T h e r e  i s  e s s e n t i a l l y  o n l y  o n e  p r o p o s a l  i n  t h i s  g r o u p ,  
namely  t h e  T r e a s u r y  s h o u l d  s e l l  t h e  g o l d  s t o c k  o v e r  a  p e r i o d  
o f  y e a r s  a n d  u s e  t h e  p r o c e e d s  e i t h e r  t o  r e t i r e  F e d e r a l  d e b t ,  
r e d u c e  t a x e s ,  o r  f i n a n c e  t h e  c u r r e n t  d e f i c i t .  A p r o g r a m  o f  
a u c t i o n  s a l e s  c o u l d  b e  d i r e c t e d  t o  s u c h  a g o a l ,  b u t  i t  would  
r e q u i r e  a v o i d a n c e  o f  s p e c u l a t i o n  by t h e  m a r k e t  o n  t h e  t i m i n g  
a n d  m a g n i t u d e  o f  g o l d  s a l e s .  However,  s u c h  sales  w o u l d  r e d u c e  
i n s u r a n c e  a g a i n s t  c o n t i n g e n c i e s .  The e x i s t e n c e  o t  a m o n e t a r y  
g o l d  s t o c k  l e a v e s  o p e n  t h e  p o s s i b l i t y  o f  a r e t u r n  t o  some 
f o r m  o f  a g o l d  s t a n d a r d ,  were t h e  m o n e t a r y  a n d  f i s c a l  
a u t h o r i t i e s  t o  e n g a g e  i n  m a s s i v e  o v e r i s s u e .  The  g o l d  s t o c k  
s e r v e s  as a r e m i n d e r  t o  t h e  a u t h o r i t i e s  t h a t  t h e r e  i s  a n  
o p t i o n  o t h e r  t h a n  money c r e a t i o n  a t  t h e i r  d i s c r e t i o n .  I n  a d d i t i o n ,  
t h e  p o s s i b i l i t y  o f  a f u t u r e  r e t u r n  t o  a  g o l d  s t a n d a r d  p r o b a b l y  
h a s  p s y c h o l o g i c a l  v a l u e  t o  some c i t i z e n s .  

* H e r b e r t  J .  Coyne -- The i d e a  is  n o t  c l e a r l y  p r e s e n t e d  or  examined  
h e r e .  The p u r p o s e  o f  a n  o f f i c i a l  a g r e e m e n t  b e t w e e n  c e n t r a l  
b a n k s  o n  g o l d  t r a n s a c t i o n s  would  b e  t o  f a c i l i t a t e  t h e  u s e  o f  
g o l d  r e s e r v e s  b y  c e n t r a l  b a n k s  a n d  i n t e r n a t i o n a l  m o n e t a r y  
a u t h o r i t i e s  a t  a  m a r k e t - r e l a t e d  p r i c e  t o  s e t t l e  b a l a n c e  o f  
p a y m e n t s  s u r p l u s e s  o r  d e f i c i t s .  Gold  c o u l d  b e  e x c h a n g e d  f o r  
f o r e i g n  c u r r e n c i e s  when c o u n t r i e s  a r e  e x p e r i e n c i n g  d e f i c i t s  
o r  s u r p l u s  c u r r e n c i e s  e x c h a n g e d  f o r  g o l d .  

I t  s h o u l d  b e  n o t e d  t h a t  g o l d  is c u r r e n t l y  u s e d  f o r  t h i s  
p u r p o s e  b y  v a r i o u s  c e n t r a l  b a n k s .  An i n t e r n a t i o n a l  c o d e  o f  
c o n d u c t  would  o n l y  f o r m a l i z e  t h e s e  o n g o i n g  t rdns, iLVt  i ~ > n s .  



1. A r t h u r  B.  L a f f e r ,  R e i n s t a t e m e n t  of t h e  Dollar: The 
B l u e p r i n t  ( A . B .  L a f f e r  ~ s s o c i a c s ,  F e b r u a r y  2 9 ,  1 9 8 0 ) .  

2.  See  n o t e  1 8  o f  t h e  Appendix t o  t h i s  c h a p t e r .  
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S t a f f  A p p e n d i x :  The Gold  M a r k e t  

T h i s  A p p e n d i x  is o r g a n i z e d  a s  f o l l o w s :  

I n t r o d u c t i o n  
H i s t o r y  o f  t h e  g o l d  m a r k e t  b e f o r e  1 9 6 8  
C h a n g e s  i n  l o c a t i o n  a n d  o p e r a t i o n  o f  g o l d  m a r k e t s  
s i n c e  1 9 6 8  
Components  o f  t h e  demand f o r  g o l d  
Components  of t h e  s u p p l y  o f  g o l d  
A p p r o a c h e s  to  d e t e r m i n a t i o n  of e q u i l i b r i u m  p r i c e  o f  g o l d  
R e c o r d  o f  g o l d  p r o d u c t i o n  i n  pas t  c e n t u r i e s  a n d  i t s  
r e l a t i o n  t o  t r e n d  movements  i n  commodi ty  pr ices  
S umrna r y  

I n t r o d u c t i o n  

G o l d  i s  a  commodity. L i k e  a n y  o t h e r  commodi ty ,  i t  w i l l  
p r o d u c e d  o n l y  i f  t h e  p r i c e  a t  w h i c h  i t  c a n  b e  s o l d  w i l l  

e x c e e d  t h e  cos t s  o f  p r o d u c t i o n ,  i n c l u d i n g  t h e  r e t u r n  o n  
c a p i t a l  i n v e s t m e n t ,  wage cos t s ,  a n d  p r i c e s  o f  o t h e r  i n p u t s .  

I n  t h e  p r i v a t e  m a r k e t  t h a t  h a s  o p e r a t e d  s i n c e  1 9 6 8 ,  t h e  
$ r ice  o f  g o l d  f l u c t u a t e s ,  l i k e  t h e  prices o f  o t h e r  w o r l d -  
t r a d e d  cornmmodi t ies ,  t o  b a l a n c e  s u p p l y  a n d  demand.  I n  t h e  
s h o r t  r u n ,  t h e  p r i c e  may b e  v o l a t i l e .  I n  t h e  l o n g  r u n ,  t h e  
p r i c e  m u s t  b e  h i g h  e n o u g h  t o  y i e l d  a r e t u r n  t o  p r o d u c e r s  t h a t  
is  c o m p e t i t i v e  w i t h  o t h e r  u s e s  of t h e i r  c a p i t a l .  S i m i l a r l y ,  
n o  c o m m e r c i a l  u s e r  w i l l  buy g o l d  u n l e s s  i t s  p r i c e  is c o m p e t i -  
t i v e  w i t h  t h a t  o f  s u b s t i t u t e s  a n d  t h e  p r o d u c t  i n  w h i c h  i t  is  
embedded c a n  be s o l d  a t  a  p r o f i t .  I n v e s t o r s  w i l l  c h o o s e  t o  
h o l d  g o l d  o n l y  i f  i t  i s  e x p e c t e d  t o  y i e l d  a  r e t u r n  m e a s u r e d  
i n  p u r c h a s i n g  power t h a t  is  e q u a l  a t  t h e  m a r g i n  t o  t h e  
e x p e c t e d  r e a l  r e t u r n  o n  o t h e r  i n v e s t m e n t  o p p o r t u n i t i e s .  

B .  H i s t o r y  o f  t h e  g o l d  m a r k e t  b e f o r e  1 9 6 8  

O v e r  t h e  c e n t u r i e s ,  g o l d  mined i n  many c o u n t r i e s  a r o u n d  
t h e  w o r l d  h a s  f o u n d  i t s  way to  c e n t r a l  d i s t r i b u t i o n  p o i n t s  
w h e r e  u s e r s  h a v e  b e e n  a b l e  t o  a c q u i r e  i t .  The d i s t r i b u t i o n  
c e n t e r s  u n t i l  1 9 6 8  were u s u a l l y  d o m i n a t e d  b y  g o v e r n m e n t s  
b u t  p r i v a t e  s ec to r  demand w a s  accommodated  i n  t h o s e  m a r k e t s  
f rom new o u t p u t ,  r e c y c l e d  m a t e r i a l ,  o r  f r o m  e x i s t i n g  o f f i c i a l  
s t o c k s  . 

I n  t h e  U n i t e d  S t a t e s ,  t h e  m a i n  g o v e r n m e n t  i n s t i t u t i o n s  



d e a l i n g  w i t h  t h e  g o l d  m a r k e t  h a v e  b e e n  t h e  m i n t s  a n d  a s s a y  
o f f i c e s ,  w h i c h  p u r c h a s e d  n e w l y  mined g o l d ,  a s s a y e d  i t  and  
imports o f  f o r e i g n  g o l d ,  a n d  s o l d  g o l d  o n  demand to  d o m e s t i c  
o r  f o r e i g n  b u y e r s  b e f o r e  1933 .  I n  a d d i t i o n ,  p r i v a t e  g o l d  
r e f i n e r s  and  p r o c e s s o r s  c o n v e r t e d  g o l d  material  i n t o  g o l d  
b a r s  or  p r o c e s s e d  g o l d  f o r  t h e  t r a d e .  T h e r e  were n o  s i g n i f -  
i c a n t  d i r e c t  d e a l i n g s  b e t w e e n  g o l d  p r o d u c e r s  and  i n d u s t r i a l  
u s e r s .  B e f o r e  1 9 3 3 ,  c o m m e r c i a l  b a n k s  a n d  F e d e r a l  R e s e r v e  
Banks  were a l s o  g o l d  b u y e r s  and se l lers .  T h e r e a f t e r ,  p u r c h a s e  
o f  g o l d  was  c o n f i n e d  t o  g o v e r n m e n t  a g e n c i e s  o t h e r  t h a n  t h e  
F e d e r a l  R e s e r v e .  Beg i n n i n g  i n  1 9 3 3 ,  t h e  T r e a s u r y  D e p a r t m e n t  
or  r e f i n e r s  l i c e n s e d  by i t  s o l d  b a r  g o l d  o r  r e f i n e d  g o l d  t o  
l i c e n s e d  u s e r s .  

The w o r l d ' s  p r i n c i p a l  g o l d  m a r k e t  b e f o r e  Wor ld  War I w a s  
i n  ~ 0 n d o n . l  F o u r  b u l l i o n  b r o k e r s  were i n  b u s i n e s s  t h e r e  
l o n g  b e f o r e  t h e  a d o p t i o n  o f  t h e  i n t e r n a t i o n a l  g o l d  s t a n d a r d .  
One o f  t h e m ,  N . M .  R o t h s c h i l d  and  S o n ,  was a g e n t  f o r  many S o u t h  
A f r i c a n  g o l d  m i n e s ,  h a v i n g  e a r l i e r  f i n a n c e d  t h e  i n d u s t r y .  
Once a week t h e  b r o k e r s  m e t  t o  f i x  t h e  p r i c e  o f  g o l d  a n d  
s i l v e r .  The a d o p t i o n  o f  t h e  g o l d  s t a n d a r d  r e s t r i c t e d  t h e i r  
b u s i n e s s ,  s i n c e  t h e  Bank o f  E n g l a n d ' s  (more o r  l e s s )  f i x e d  
b u y i n g  a n d  s e l l i n g  p r i c e s  o f  g o l d  l i m i t e d  f l u c t u a t i o n s  i n  
t h e  p r i c e .  N e v e r t h e l e s s ,  t h e  b r o k e r s  c o n t i n u e d  t o  " f i x "  t h e  
l ~ r i c e  a n d  a r r a n g e  t h e  m a t c h i n g  o f  b i d s  a n d  o f f e r s .  A f i f t h  
b u l l i o n  b r o k e r  b e g a n  o p e r a t i o n s  i n  1 8 5 3 .  

D u r i n g  Wor ld  War I ,  t h e r e  was  n o  i n t e r n a t i o n a l  g o l d  
m a r k e t .  E u r o p e a n  c o n t i n e n t a l  g o l d ,  A u s t r a l i a n  g o l d ,  a n d  U n i t e d  
S t a t e s  g o l d  were a:: e m b a r g o e d .  A l l  g o l d  f r o m  t h e  Union o f  
S o u t h  A f r i c a  had  t o  be  s o l d  t o  t h e  Bank o f  E n g l a n d  a t  t h e  
s t a t u t o r y  p r i c e .  P u r c h a s e r s  o f  g o l d  d i d  n o t  h a v e  access t o  
t h e  w o r l d ' s  s u p p l i e s  b u t  were l i m i t e d  t o  s u p p l i e s  a v a i l a b l e  
i n  t h e i r  own c o u n t r i e s .  

From 1 9 1 9  u n t i l  B r i t a i n ' s  r e t u r n  t o  t h e  g o l d  s t a n d a r d  i n  
1 9 2 5 ,  t h e  b r o k e r s  o n c e  more  r e s u m e d  t h e  d i s t r i b u t i o n  o f  n e w l y  
mined g o l d .  D u r i n g  t h i s  p e r i o d ,  l i c e n s e s  were r e q u i r e d  f o r  
t h e  e x p o r t  f r o m  London o f  n e w l y  p r o d u c e d  S o u t h  A f r i c a n  g o l d ,  
and  S o u t h  A f r i c a n  g o l d  was s o l d  to  t h e  h i g h e s t  b i d d e r  t h r o u g h  
London a g e n t s .  The  demand was c h a n n e l e d  t h r o u g h  b i d s  t h e  
b u l l i o n  b r o k e r s  made o n  b e h a l f  o f  c l i e n t s ,  w i t h  no  u p p e r  
limit t o  t h e  p r i c e  u n t i l  A p r i l  1925 .  

I n  1 9 2 5 ,  S o u t h  A f r i c a n  g o l d  s h i p m e n t s  to  London were 
t e m p o r a r i l y  s u s p e n d e d  when t h e  m i n e s  b e g a n  t o  b r i n g  t h e i r  
o u t p u t  t o  t h e  P r e t o r i a  m i n t  f o r  c o i n a g e ,  a  more p r o f i t a b l e  
c o u r s e  f o r  them t h a n  s e n d i n g  i t  t o  London.  To  allow t h e  
London b u l l i o n  m a r k e t  to  f u n c t i o n  as  t h e  d i s t r i b u t o r  o f  
S o u t h  A f r i c a n  g o l d  t h r o u g h o u t  t h e  w o r l d ,  t h e  S o u t h  A f r i c a n  
R e s e r v e  Bank u n d e r t o o k  t o  buy g o l d  f r o m  t h e  p r o d u c e r s  and  
s e l l  i t  i n  London t h r o u g h  N.M.  R o t h s c h i l d  as t h e i r  a g e n t s .  
The  R e s e r v e  Bank t h u s  became t h e  p r i n c i p a l  b u y e r  o f  g o l d  
p r o d u c e d  i n  S o u t h  A f r i c a .  



The r e l a t i v e  i m p o r t a n c e  o f  t h e  London b u l l i o n  m a r k e t  
i n  t h e  wor ld  d i s t r i b u t i o n  o f  g o l d  d e c l i n e d  i n  t h e  i n t e r w a r  
p e r i o d .  B e f o r e  World War I ,  t h e  g o l d  was d i s t r i b u t e d  t o  new 
and r a p i d l y  d e v e l o p i n g  c o u n t r i e s  b e c a u s e  o f  t h e i r  r e g u l a r  bo r -  
rowings  i n  London. A f t e r  t h e  war ,  t h e  burden  o f  s a t i s f y i n g  
i n t e r n a t i o n a l  demands f o r  g o l d  was s h a r e d  w i t h  t h e  London 
b u l l i o n  m a r k e t  by t h e  American bank ing  s y s t e m .  From t h e  
t i m e  B r i t a i n  l e f t  g o l d  i n  1931  u n t i l  World War 11, t h e  
b u l l i o n  b r o k e r s  o p e r a t e d  a s  t h e y  had from 1919 t o  1925.  
World War I1 c l o s e d  t h e  London g o l d  m a r k e t  a g a i n .  

A f t e r  t h e  war ,  S o u t h  A f r i c a n  and o t h e r  Commonwealth 
g o l d  p r o d u c e r s  began s e l l i n g  g o l d  on o t h e r  f r e e  m a r k e t s ,  
n o t a b l y  i n  Z u r i c h ,  e i t h e r  f o r  d o l l a r s  o r  t r a n s f e r a b l e  ster- 
l i n g ,  and a t  premium p r i c e s  i n  e x c e s s  of  t h e  $35 p e r  ounce  
p r i c e  of g o l d  t h a t  t h e  B r e t t o n  Woods C o n f e r e n c e  had a d o p t e d  
a s  t h e  p a r  v a l u e .  O t h e r  c e n t e r s  t h u s  g a i n e d  b u s i n e s s  
m a i n l y  o f  p r i v a t e  t r a n s a c t o r s  a t  London ' s  e x p e n s e .  The 
Bank o f  England a r g u e d  t h a t  o p e n i n g  t h e  London g o l d  m a r k e t  
would s e c u r e  a  l a r g e r  s h a r e  o f  new g o l d  f o r  c e n t r a l  banks .  
A c c o r d i n g l y ,  t h e  London g o l d  m a r k e t  was reopened  i n  1954 .  
By 1956 ,  85  p e r c e n t  of  t h e  new g o l d  coming on t h e  g o l d  
marke t  was h a n d l e d  t h e r e .  

T h e  London marke t  was t h e  o n l y  two-way f r e e  m a r k e t  f o r  
g o l d  o f  any  s i z e  i n  t h e  wor ld  economy, s e r v i n g  a s  a  m a r k e t  
n o t  o n l y  f o r  s u p p l i e r s  b u t  f o r  u s e r s  a s  w e l l .  T h i s  d i s t i n -  
g u i s h e d  i t  f rom m a r k e t s  e l s e w h e r e ,  such  a s  Hong Kong, Macao, 
B e i r u t ,  Bombay, where l o c a l  demands f o r  g o l d  p r e d o m i n a t e d .  

The m a r k e t  i n  P a r i s ,  i n  c o n t r a s t  t o  London, was a  mono- 
p o l y  o f  t h e  Banque de  F r a n c e ,  which s o l d  g o l d  when it was 
p r o f i t a b l e  t o  d o  so. F r a n c e  p r o h i b i t s  t h e  i m p o r t  and e x p o r t  
of  g o l d  by i t s  i n h a b i t a n t s ,  so t h e  m a r k e t  is l o c a l .  

R i v a l i n g  London were t h e  m a r k e t s  i n  S w i t z e r l a n d  (Geneva 
and p r i n c i p a l l y  Z u r i c h ) .  S i n c e  t h e  Swis s  c o n s t i t u t i o n  r e q u i r e d  
t h e  c e n t r a l  bank t o  m a i n t a i n  a c e r t a i n  l e v e l  o f  g o l d  r e s e r v e s ,  
t h e  S w i s s  N a t i o n a l  Bank t h e r e f o r e  t ended  t o  be a buye r  r a t h e r  
t h a n  a  m a r k e t  manager l i k e  t h e  Bank o f  England o r  t h e  Banque 
de  F r a n c e .  I n  a d d i t i o n ,  commerc ia l  banks  and S w i s s  n a t i o n a l s  
a l s o  h e l d  g o l d  i n  t h e i r  p o r t f o l i o s .  S w i s s  l a w s  p e r m i t t e d  
f o r e i g n e r s  to  t r a d e  f r e e l y  and o p e n l y  i n  g o l d  w i t h o u t  f e a r  
of  d i s c l o s u r e .  Z u r i c h  was l a r g e l y  a  s e c o n d a r y  m a r k e t  t r a d i n g  
p r i v a t e  c u s t o m e r s '  g o l d .  What t h e  S w i s s  m a r k e t  l a c k e d  was 
a  m a j o r  i n t e r n a t i o n a l  f o r e i g n  c u r r e n c y  m a r k e t  comparab le  t o  
London ' s .  The r e l e v a n c e  o f  t h e  exchange m a r k e t  t o  t h e  g o l d  
m a r k e t  was t h a t  a r b i t r a g e  between t h e  g o l d  and f o r e i g n  
exchange  m a r k e t  was t h e r e b y  e n c o u r a g e d .  

The p r e e m i n e n t  role o f  t h e  London g o l d  m a r k e t  u n t i l  
1968 was f u r t h e r  con f i rmed  by t h e  Gold P o o l  a r r a n g e m e n t  
i n s t i t u t e d  i n  1961 ,  f o r  which t h e  Bank o f  England a c t e d  a s  



a g e n t  f o r  e i g h t  major c o u n t r i e s  t o  s t a b i l i z e  g o l d  p r i c e s  
i n  t h e  London m a r k e t  a t  t h e  o f f i c i a l  p r i c e .  W i t h  p r i c e s  
s t a b i l i z e d  t h e r e  t h r o u g h  p u r c h a s e s  and  s a l e s  by t h e  g o l d  
p o o l ,  i t  w a s  u n n e c e s s a r y  t o  i n t e r v e n e  i n  o t h e r  y o l d  m a r k e t s .  

C .  C h a n g e s  i n  l o c a t i o n  and  o p e r a t i o n  o f  g o l d  m a r k e t s  s i n c e  1 9 6 8  

A f t e r  March 1 7 ,  1 9 6 8 ,  when t h e  g o v e r n m e n t s  t h a t  h a d  
c o n s t i t u t e d  t h e  London Gold  P o o l  a g r e e d  t o  t e r m i n a t e  a l l  
g o l d  d e a l i n g s  w i t h  t h e  p r i v a t e  m a r k e t  e i t h e r  a s  b u y e r  o r  
s e l l e r ,  t h e  U.S. T r e a s u r y  amended e x i s t i n g  g o l d  r e g u l a t i o n s  
t o  p e r m i t  d o m e s t i c  p r o d u c e r s  t d  s e l l  a n d  e x p o r t  g o l d  f r e e l y  
t o  f o r e i g n  b u y e r s  a s  w e l l  as to  a u t h o r i z e d  d o m e s t i c  u s e r s .  
A u t h o r i z e d  d o m e s t i c  u s e r s  were p e r m i t t e d  t o  i m p o r t  g o l d  o r  
p u r c h a s e  i t  f r o m  d o m e s t i c  p r o d u c e k s  w i t h i n  t h e  l i m i t s  o f  
t h e i r  l i c e n s e s .  P r i v a t e  t r a d e r s  i n  g o l d  c o u l d  a p p l y  f o r  
l i c e n s e s  t o  a c q u i r e  g o l d  i n  a n y  m a r k e t  f o r  s a l e  t o  U.S. 
i n d u s t r i a l  u s e r s ,  b u t  a l l  t r a n s a c t i o n s  w i t h  f o r e i g n  m o n e t a r y  
a u t h o r i t i e s  were p r o h i b i t e d .  2 

W i t h  t h e  d e m i s e  o f  t h e  Gold  P o o l ,  t h e  London g o l d  
m a r k e t  r e m a i n e d  c l o s e d  f r o m  March 1 8  u n t i l  A p r i l  1 " i n  
d e f e r e n c e  t o  t h e  s t r o n g l y  h e l d  v i e w s  of some s i g n a t ~ r i e s  
o f  t h e  W a s h i n g t o n  a g r e e m e n t  [ t o  e s t a b l i s h  t h e  two-tier 
m a r k e t ]  t h a t  t h e  i n a u g u r a t i o n  o f  t h e  two-tier g o l d  s y s t e m  
would  o t h e r w i s e  b e  p r e j u d i c e d . " 3  U n t i l  March 1 7 ,  S o u t h  
A f r i c a n  g o l d  h a d  b e e n  s o l d  i n  London d i r e c t l y  t o  t h e  Bank 
o f  E n g l a n d  or  t h r o u g h  t h e  London b u l l i o n  b r o k e r s  u n d e r  
t h e  B a n k ' s  s u p e r v i s i o n .  D u r i n g  t h e  t w o  weeks  t h a t  t h e  
London g o l d  m a r k e t  was c l o s e d ,  t h r e e  S w i s s  b a n k s  fo rmed  
a p o o l  t o  buy f r o m  t h e  S o u t h  A f r i c a n  R e s e r v e  Bank a n d  
s e l l  a l l  S o u t h  A f r i c a n  g o l d  o u t p u t  a t  n e g o t i a t e d  p r i c e s .  
T i t l e  t o  t h e  g o l d  was t r a n s f e r e d  t o  t h e  S w i s s  b a n k s  b u t  
d e l i v e r y  o f  t h e  g o l d  c o n t i n u e d  t o  b e  made i n  London.  
Z u r i c h  t h u s  became a p r i m a r y  m a r k e t .  

On A p r i l  1, 1 9 6 8 ,  t h e  London g o l d  n a r k e t  was r e o p e n e d .  
Two f i x i n g s  d a i l y  a t  1 0 : 3 0  a.m. a n d  3  p.m. ( i n s t e a d  o f  a 
m o r n i n g  f i x i n g  o n l y )  were i n s t i t u t e d  a n d  spot  p r ices  were 
f i x e d  i n  U.S. d o l l a r s  i n s t e a d  o f  s t e r l i n g  as  b e f o r e .  I n  
1 9 7 2 ,  t h e  S o u t h  A f r i c a n s  r e sumed  s a l e s  o f  p a r t  o f  t h e i r  
g o l d  o u t p u t  t o  London d e a l e r s ,  d i v i d i n g  i t  b e t w e e n  t h e  
S w i s s  p o o l  b a n k s  and t h e  London d e a l e r s .  ( T h e  s a l e  o f  S o u t h  
A f r i c a n  k r u g e r r a n d s  is c o n d u c t e d  i n  a  m a r k e t  s e p a r a t e  f r o m  
t h e  b u l l i o n  m a r k e t . )  S o v i e t  g o l d  is u s u a l l y  s o l d  i n  t h e  
Z u r i c h  m a r k e t  t h r o u g h  t h e  l oca l  S o v i e t  b a n k .  

O t h e r  g o l d  m a r k e t s  t h a t  were o n c e  p r o m i n e n t ,  l i k e  
B e i r u t ,  h a v e  d e c l i n e d  a n d  b e e n  s u p p l a n t e d  by new m a r k e t s  
( B a h r a i n  a n d  D u b a i )  i n  t h e  P e r s i a n  G u l f .  The  M i d d l e  E a s t  
o b t a i n s  some o f  i t s  y o l d  i n  Z u r i c h  i n  a d d i t i o n  t o  t h e  P e r s i a n  
G u l f  s o u r c e s .  Hony Kong and  S i n g a p o r e  a r e  t h e  s i g n i f i c a n t  
c e n t e r s  f o r  g o l d  p u r c h a s e s  i n  t h e  F a r  E a s t .  



The g o l d  m a r k e t s  so f a r  d i s c u s s e d  h a v e  b e e n  spot  m a r k e t s  
where  t r a n s f e r s  of p h y s i c a l  g o l d  h a v e  t a k e n  p l a c e .  N e w  t y p e s  
o f  g o l d  m a r k e t s  h a v e  r e c e n t l y  e m e r g e d ,  i n  w h i c h  t r a d i n g  i n  
g o l d  f u t u r e s  c o n t r a c t s  p r o c e e d s  n u c h  a s  f u t u r e s  t r a d i n g  i n  
o t h e r  c o m m o d i t i e s .  

I n i t i a l l y  e s t a b l i s h e d  i n  W i n n i p e g  i n  1 9 7 2 ,  g o l d  f u t u r e s  
c o n t r a c t s  d e v e l o p e d  s p e c t a c u l a r  g r o w t h  when s u c h  t r a d i n g  was 
a p p r o v e d  on U.S. commodi ty  e x c h a n g e s  i n  1 9 7 4  b y  t h e  Commodity 
F u t u r e s  T r a d i n g  Commission. From 7 , 0 0 0  c o n t r a c t s  i n  1 9 7 4 ,  
t h e  number g r e w  t o  11 m i l l i o n  i n  1 9 8 0 .  Of t h e  f i v e  commodi ty  
e x c h a n g e s ,  t h e  N e w  York Commodity F u t u r e s  Exchange  (COMEX) 
and  t h e  I n t e r n a t i o n a l  M o n e t a r y  M a r k e t  ( I M M )  a r e  t h e  i n d u s t r y  
l e a d e r s .  The m a i n  e x p l a n a t i o n  f o r  t h e  s u c c e s s  o f  t h e  f u t u r e s  
m a r k e t  is t h a t  g o l d  f u t u r e s  c o n t r a c t s  p r o v i d e  a h e d g e  a g a i n s t  
p r i c e  r i s k  f o r  p r o d u c e r s  a n d  i n d u s t r i a l  u s e r s .  

A movement t o w a r d  a w o r l d  m a r k e t  f o r  t r a d i n g  f u t u r e s  is  
u n d e r  way, t o  p r o v i d e  a 24-hour -a -day  s p o t  a n d  f u t u r e s  g o l d  
p r i c e  r e a d i n g .  An e x c h a n g e  t r a d i n g  g o l d  f u t u r e s  d e n o m i n a t e d  
i n  E r i t i s h  p o u n d s  s t e r l i n g  is  s c h e d u l e d ,  a s  o f  t h i s  w r i t i n g ,  
t o  b e g i n  o p e r a t i o n s  i n  A p r i l  1 9 8 2 ;  a  Tokyo e x c h a n g e  was 
s c h e d u l e d  t o  o p e n  i n  March 1 9 8 2 .  F u t u r e s  t r a d i n g  i n  S i n g a p o r e  
and Hong Kony d a t e s  f r o m  1 9 8 0 .  A m a r k e t  i n  f u t u r e s  is a l s o  
o p e n  i n  S y d n e y ,  A u s t r a l i a .  However ,  t h e  vo lume  i n  N e w  York 
and  C h i c a g o  f a r  s u r p a s s e s  t h a t  i n  o t h e r  l o c a t i o n s .  An i n t e r -  
n a t i o n a l  c o n t i n u o u s  m a r k e t  is  e n v i s a g e d ,  s i n c e  t r a d i n g  h o u r s  
i n  N e w  York and C h i c a g o  a re  m i d n i g h t  h o u r s  i n  Hong Kong and  
S i n g a p o r e ,  w h i l e  L o n d o n ' s  b u s i n e s s  d a y  i s  a b o u t  t o  e n d  b e f o r e  
t r a d i n g  b e g i n s  i n  N o r t h  A m e r i c a .  

F u t u r e s  a r e  c o n t r a c t s  f o r  d e l i v e r y  o f  a  commodi ty  a t  a  
s p e c i f i e d  t ime,  p r i ce  a n d  p l a c e .  O p t i o n s  c o n f e r  t h e  r i g h t ,  
b u t  n o t  t h e  o b l i g a t i o n ,  t o  buy  o r  s e l l  c o m m o d i t i e s  or  
commodi ty  f u t u r e s  o r  o t h e r  i n s t r u m e n t s .  S i n c e  A p r i l  1 9 8 1 ,  
t h e  E u r o p e a n  O p t i o n s  Exchange  o f  Amsterdam h a s  l i s t e d  g o l d  
o p t i o n s .  The M o n t r e a l  S t o c k  Exchange  e s t a b l i s h e d  a  j o i n t  
g o l d  o p t i o n s  m a r k e t  w i t h  t h e  E u r o p e a n  O p t i o n s  Exchange  i n  
F e b r u a r y  1 9 8 2 .  

D .  Components  o f  t h e  demand f o r  g o l d  

l a .  T h r e e  Catesories o f  Demand 

I n  p r i n c i p a l ,  t h e  demand f o r  g o l d  may b e  c l a s s i f i e d  i n  
t h r e e  b r o a d  c a t e g o r i e s ,  w h i c h  a r e  n o t ,  h o w e v e r ,  e a s i l y  d i s -  
t i n g u i s h a b l e  i n  p r a c t i c e :  (1) t h e  n o n m o n e t a r y  demand f o r  
i n d u s t r i a l  f a b r i c a t i o n ;  ( 2 )  t h e  m o n e t a r y  demand f o r  r e s e r v e s  
by  c o m m e r c i a l  o r  c e n t r a l  b a n k s  a n d ,  when c o i n s  c i r c u l a t e d  f o r  
t r a n s a c t i o n s  u s e  b e f o r e  1 9 3 3  i n  t h e  U n i t e d  S t a t e s ,  f o r  c o i n  by 
t h e  p r i v a t e  sector ;  ( 3 )  i n v e s t m e n t  demand by t h e  p r i v a t e  
sec tor .  



Demand f o r  g o l d  f o r  i n d u s t r i a l  f a b r i c a t i o n  c o m p r i s e s  
a  v a r i e t y  o f  u s e s .  The p r i n c i p a l  o n e  t h r o u g h  t h e  a g e s  h a s  
b e e n  t h e  m a n u f a c t u r e  o f  j e w e l r y .  Of l o n g - s t a n d i n g  a l so  h a s  
b e e n  t h e  u s e  o f  g o l d  i n  d e n t i s t r y .  The d e c o r a t i v e  a r t s  a l s o  
h a v e  a l o n g  h i s t o r y  o f  t h e  a p p l i c a t i o n  o f  g o l d  i n  t e c h n i q u e s  
t h a t  were known t o  a n c i e n t  c i v i l i z a t i o n s .  Gold  l e a f ,  l a m i n a t e d  
g o l d ,  g i l d i n g ,  g o l d  p l a t i n g  and  v e r m e i l  h a v e  made u s e  o f  g o l d .  
The c u r r e n t  i n d u s t r i a l  u s e s  o f  g o l d  i n c l u d e  e l e c t r o n i c s ,  
r a y o n  a n d  s y n t h e t i c  t h r e a d  p r o d u c t i o n ,  window g l a s s  u s i n g  
y o l d ,  a l l o y s  f o r  b r a z i n g  a n d  s o l d e r i n g ,  c a t a l y s t s ,  
t e l e v i s i o n  se lec tor  p r o d u c t i o n ,  a n d  m e d i c a l  u s e  ( g o l d  
t h e r a p y  o f  r h e u m a t o i d  a r t h r i t i s ) .  Two o t h e r  u s e s  o f  g o l d  
-- i n  m e d a l s ,  m e d a l l i o n s ,  a n d  f a c s i m i l i e s  o f  o f f i c i a l ,  i . e . ,  
f a k e  c o i n s  a s  w e l l  a s  o f f i c i a l  c o i n s ,  are sometimes 
i n c l u d e d  i n  i n d u s t r i a l  demand a n d  sometimes i n  i n v e s t m e n t  
demand. I n v e s t m e n t  demand i s  e s t i m a t e d  as  t h e  r e s i d u a l  
o b t a i n e d  by s u b t r a c t i n g  t o t a l  e n u m e r a t e d  c o n s u m p t i o n  f r o m  
t o t a l  s u p p l y .  

One p r o b l e m  w i t h  t h e  c l a s s i f i c a t i o n  scheme  i s  t h a t  
j e ~ e l r y  is i n c l u d e d  i n  i n d u s t r i a l  demand,  y e t  f o r  many 
h o l d e r s ,  e s p e c i a l l y  t h o s e  i n  d e v e l o p i n g  c o u n t r i e s ,  j e w e l r y  
r e p r e s e n t s  a f o r m  o f  i n v e s t m e n t .  Even i f  i m p e c c a b l e  d a t a  
o n  t h e  c o m p o n e n t s  o f  t h e  demand f o r  g o l d  were a v a i l a b l e  
a n d ,  a s  w i l l  p r e s e n t l y  b e  shown,  t h a t  i s  n o t  t h e  case, t h e  
mixed i n d u s t r i a l - i n v e s t m e n t  c h a r a c t e r i s t i c  o f  t h e  j e w e l r y  
componen t  complicates t h e  i n t e r p r e t a t i o n  o f  t h e  q u a n t i t a t i v e  
i m p o r t a n c e  o f  t h e  d e t e r m i n a n t s  o f  i n d u s t r i a l  demand f o r  g o l d .  

A s p e c i a l  f e a t u r e  o f  t h e  g o l d  m a r k e t  is t h a t  t h e r e  is 
a v a s t  s t o c k  o f  g o l d  f r o m  p a s t  p r o d u c t i o n ,  t h e  c u m u l a t i v e  
t o t a l  c u r r e n t l y  e s t i m a t e d  a t  b e t w e e n  2 . 8  a n d  a t  l e a s t  3 
b i l l i o n  o u n c e s ,  o f  which  300 m i l l i o n  o u n c e s  may h a v e  b e e n  
l o s t  t h r o u g h  t h e  a y e s .  The a b o v e - g r o u n d  s t o c k s  o f  g o l d  h a v e  
a c c u m u l a t e d  o v e r  t h e  c e n t u r i e s  s i n c e  g o l d  is v i r t u a l l y  i n -  
d e s t r u c t i b l e .  O f  t h e s e  s t o c k s ,  t h e  l a r g e s t  f r a c t i o n  is h e l d  
by y o v e r n ~ n e n t s .  The  b a l a n c e  is h e l d  b y  c o m ~ n e r c i a l  and  
i n d u s t r i a l  u s e r s ,  by  i n v e s t o r s ,  a n d  as  d e c o r a t i v e ,  r e l i g i o u s ,  
and col lectors  (museum) i tems.  I n  t h e  m a i n ,  t r a n s f e r s  f rom 
e x i s t i n g  i n v e s t m e n t  s t o c k s  t o  i n d u s t r i a l  u s e r s  h a v e  b e e n  
l i m i t e d .  R e c y c l e d  s c r a p  g o l d  a n d  t h e  a n n u a l  f l o w  o f  g o l d  
o u t p u t  t o  t h e  m a r k e t  t e n d  t o  b e  t h e  m a i n  s o u r c e s  t o  s a t i s f y  
t h e  demand o f  i n d u s t r i a l  u s e r s .  

l b .  S t a t i s t i c s  o n  Demand f o r  G o l d ,  b y  C a t e g o r i e s  

The  r e p o r t e d  s t a t i s t i c s  f o r  e a c h  o f  t h e  t h r e e  c a t e g o r i e s  
o f  demand f o r  y o l d  a r e  e s t i m a t e s .  Even f o r  t h e  s e c o n d  
c a t e g o r y ,  f o r  w h i c h  r e c o r d s  o f  t h e  b a n k s  a n d  t h e  m i n t s  e x i s t ,  
t h e  s o u r c e s  o f  t h e  s t a t i s t i c s  a r e  n o t  i n  f u l l  a y r e e m e n t .  
F o r  t h e  f i r s t  c a t e g o r y  -- i n d u s t r i a l  demand -- t h e  d e g r e e  
of e s t i m a t i o n  is  g r e a t e r  a n d ,  i n  a n y  o n e  s o u r c e ,  c o v e r a g e  



may v a r y  f rom y e a r  t o  y e a r .  A g a i n ,  t h e  estimates shown i n  
d i f f e r e n t  s o u r c e s  a r e  n o t  i n  f u l l  a g r e e m e n t .  G i v e n  t h e  
m a r g i n  o f  e r r o r  a s s o c i a t e d  w i t h  t h e  estimates o f  t h e  f i r s t  
t w o  c a t e g o r i e s ,  t h e  r e s i d u a l  i n v e s t m e n t  demand o b v i o u s l y  
c a n n o t  be  e s t i r n a t e d  w i t h  a n y  g r e a t e r  a c c u r a c y .  

2 a .  Estimates o f  World Demand f o r  G o l d ,  by C a t e g o r i e s  - ---- 
One estimate o v e r  e x t e n d e d  p e r i o d s  f rom 1 8 3 5  to 1 9 5 2  

a l l o c a t e s  t h e  d i s t r i b u t i o n  o f  g o l d  o u t p u t  among m o n e t a r y  
demand,  t h e  i n d u s t r i a l  a r t s ,  a n d  a b s o r p t i o n  by I n d i a ,  C h i n a ,  
a n d  E g y p t .  The p e r c e n t a g e s  o f  o u t p u t  a r e  a s  f o l l o w s : 4  

P e r i o d  M o n e t a r y  I n d u s t r i a l  E a s t e r n  A b s o r p t i o n  
1835-1889 50 35 1 5  
1890-1929 58 24 1 8  
1930-1952 90 11 -1 

The s i g n i f i c a n c e  o f  t h e  s e p a r a t e  c l a s s i f i c a t i o n  o f  E a s t e r n  
a b s o r p t i o n  ( a b s o r p t i o n  o f  g o l d  by  I n d i a  a n d ,  o f  lesser 
s i g n i f i c a n c e ,  E g y p t  a n d  C h i n a )  was  t h a t  i n  t h e  n i n e t e e n t h  
a n d  e a r l y  t w e n t i e t h  c e n t u r i e s ,  t h e  I n d i a n  masses i n v e s t e d  
much o f  t h e i r  a c c u m u l a t e d  s a v i n g s  by  p u r c h a s i n g  p r e c i o u s  
m e t a l s ,  u s u a l l y  i n  f a b r i c a t e d  f o r m .  When t h e  p r i c e  o f  g o l d  
r o s e  a f t e r  1 9 3 3 ,  t h e y  s o l d  o f f  l a r g e  q u a n t i t i e s  o f  t h e i r  
g o l d .  I n d i a n  b u l l i o n  d e a l e r s  m e l t e d  t h e i r  c l i e n t s '  g o l d  
t r i n k e t s ,  a n d  s e n t  them t o  t h e  M i n t  i n  Bombay t o  b e  r e f i n e d ,  
a s s a y e d  a n d  molded i n t o  b a r s ,  w h i c h  were e x p o r t e d .  S i l v e r  
h a s  s i n c e  s u p p l e m e n t e d  g o l d  i n  E a s t e r n  a b s o r p t i o n .  

B e g i n n i n g  i n  1 8 9 3 ,  t h e  Director o f  t h e  U.S. B u r e a u  o f  
t h e  M i n t  p r e s e n t e d  a n n u a l  est imates o f  w o r l d  c o n s u m p t i o n  o f  
g o l d  i n  t h e  a r t s  and i n d u s t r i e s .  T h e s e  estimates were 
o b t a i n e d  by c o r r e s p o n d e n c e  w i t h  t h e  l e a d i n g  c o u n t r i e s  o f  
t h e  w o r l d ,  a n d  i n i t i a l l y  showed c o n s u m p t i o n  o f  g o l d  i n  
B r i t i s h  I n d i a  s e p a r a t e l y .  B e c a u s e  o f  i n c o m p l e t e  c o v e r a g e ,  
t h e  est imates a r e  c l e a r l y  n o t  c o m p r e h e n s i v e  f o r  t h e  w o r l d .  

The League  o f  N a t i o n s  g a v e  a n n u a l  e s t i m a t e s  f r o m  1 9 1 5  
o f  t h e  c h a n g e  i n  c e n t r a l  bank  r e s e r v e s  ( o m i t t i n g  1918-22 ,  
when R u s s i a ' s  r e s e r v e  w a s  n o t  r e p o r t e d )  a n d  i n d u s t r i a l  con-  
s u m p t i o n ,  a n n u a l l y ,  1922-38.  F o r  1931-38,  t h e  a m o u n t s  o f  
g o l d  r e l e a s e d  by t h e  E a s t  a r e  g i v e n .  D u r i n g  t h e  1 9 2 0 s ,  t h e  
m o n e t a r y  demand a v e r a g e d  twice t h e  i n d u s t r i a l  demand ( w i t h  
t h e  e x c e p t i o n  o f  1 9 2 5 )  a n d  d u r i n g  t h e  1 9 3 0 ~ ~  i n d u s t r i a l  demand 
d w i n d l e d  and  m o n e t a r y  demand a b s o r b e d  n e a r l y  a l l  a n n u a l  o u t -  
p u t  p l u s  t h e  release o f  E a s t e r n  g o l d . 5  S i n c e  1 9 5 0 ,  more  
r e l i a b l e  e s t i m a t e s  h a v e  become a v a i l a b l e .  O n l y  i n  1954-55  
and  1957-58 ,  d i d  t h e  g o l d  p u r c h a s e s  by o f f i c i a l  W e s t e r n  
m o n e t a r y  a u t h o r i t i e s  t o p  o n e - h a l f  o f  t h e  a n n u a l  s u p p l y  o f  
g o l d .  I n  t h e  1 9 6 0 s ,  i n  3 y e a r s ,  t h e r e  were no  o f f i c i a l  
p u r c h a s e s ,  w i t h  a  low o f  u n d e r  7 p e r c e n t  o f  t o t a l  s u p p l y  
and  a  h l g h  o f  4 2  p e r c e n t .  I n  o n l y  2 y e a r s  o f  t h e  1 9 7 0 s  
were t h e r e  a n y  o f f i c i a l  p u r c h a s e s ,  r a n g i n g  o n l y  f r o m  1 0  t o  



u n d e r  1 5  p e r c e n t  o f  t h e  t o t a l  s u p p l y .  T h e  w o r l d  m o n e t a r y  y o l d  
s t o c k  p e a k e d  a t  a b o u t  1 . 2  b i l l i o n  o u n c e s  i n  t h e  1 9 6 0 s .  A l t h o u g h  
t h e  y o l d  r e s e r v e s  o f  c e n t r a l  b a n k s  o f  i n d u s t r i a l  c o u n t r i e s  h a s  
f a l l e n  s i n c e  t h e n ,  a s  m o n e t a r y  a u t h o r i t i e s  r e d u c e d  o f f i c i a l  
r e s e r v e s ,  f o r  t h e  w o r l d  a s  a w h o l e ,  t h e  m o n e t a r y  g o l d  s t o c k  was 
o n l y  m a r g i n a l l y  lower i n  1 9 8 0 .  

I n d u s t r i a l  i n c l u d i n g  j e w e l r y  demand f o r  g o l d ,  w h i c h  h a s  
b e e n  n e g l i g i b l e  u n t i l  t h e  1 9 5 0 s ,  t h e n  r o s e  p r o g r e s s i v e l y  a s  the 
r e a l  p r i c e  d e c l i n e d .  B y  t h e  l a t e  1 9 6 0 ~ ~  i n d u s t r i a l  dernand e q u a l e d  
t o t a l  g o l d  o u t p u t .  

I n d u s t r i a l  demand a b s o r b e d  92  p e r c e n t  o f  t h e  s u p p l y  i n  1 9 7 1  
-- t h e  p e a k  y e a r  f o r  i n d u s t r i a l  demand s i n c e  1 9 5 0  -- a n d  f e l l  a s  
l o w  a s  38 p e r c e n t  i n  o n e  y e a r  o n l y  -- 1 3 7 4 .  I n  9  y e a r s ,  i n d u s t r i a l  
demand a c c o u n t e d  f o r  b e t w e e n  4 0  a n d  5 0  p e r c e n t  o f  t h e  a n n u a l  
s u p p l y ;  i n  7  y e a r s ,  For b e t w e e n  5 0  a n d  6 0  p e r c e n t ;  i n  6 y e a r s  
f o r  b e t w e e n  6 0  a n d  70  p e r c e n t ;  i n  4  y e a r s  f o r  b e t w e e n  7 0  a n d  8 0  
L ' e r c e n t ;  i n  3 y e a r s  f o r  b e t w e e n  8 0  a n d  9 0  p e r c e n t .  

C o i n ,  m e d a l l i o n ,  a n d  n e t  p r i v a t e  b u l l i o n  p u r c h a s e s  f i r s t  
became  s i g n i f i c a n t  a s  a p e r c e n t  o f  t o t a l  s u p p l y  i n  1 9 6 7 - 6 8 ,  t h e n  
d w i n d l e d  i n  1 9 6 3 - 7 2 .  S i n c e  t h e n ,  t h e y  h a v e  r a n g e d  f r o m  20 t o  62  
p e r c e n t  of a n n u a l  t o t a l  g o l d  s u p p l y .  

2 b .  E s t i m a t e s  o f  Demand f o r  G o l d  i n  t h e  U n i t e d  S t a t e s ,  b y  C a t e g o r i e s  - 

T h e  Direc tor  o f  t h e  B u r e a u  o f  t h e  M i n t  g a v e  a n n u a l  es t imates 
i n  d o l l a r  a m o u n t s  o f  t h e  a b s o r p t i o n  of g o l d  b y  U . S .  i n d u s t r i a l  
users f r o m  1 8 8 0  t h r o u g h  1 9 6 7 ;  s i n c e  t h e n ,  t5e estimates a r e  i n  
t r o y  o u n c e s .  h e  y i v e  t h e  s e r i e s  i n  t r o y  o u n c e s  t h r o u g h o u t  i n  
t h e  S t a t i s t i c a l  Compendium. W e  e x p r e s s  t h e  a n n u a l  i n d u s t r i a l  
c o n s u m p t i o n  a n d  t h e  c h a n g e  i n  t h e  U.S. m o n e t a r y  g o l d  s t o c k  ( g o l d  
and b u l l i o n  h e l d  by  t h e  T r e a s u r y  a n d  commercial b a n k s  a n d  t h e  
p u b l i c  b e f o r e  1 3 1 4  t h r o u g h  1 9 3 3 ;  f r o m  1 9 1 4  t h r o u g h  1 9 3 3 ,  h e l d  
a l s o  by  t h e  F e d e r a l  R e s e r v e  B a n k s ) ,  e a c h  a s  a p e r c e n t  o f  U.S. 
a n n u a l  g o l d  p r o d u c t i o n .  We a l s o  y i v e  t h e  a n n u a l  n e t  g o l d  e x p o r t  
or  i m p o r t  d a t a .  

3 .  D e t e r m i n a n t s  of W o r l d  Demand f o r  G o l d :  I n d u s t r i a l  Demand 

T a b l e  4-1 s h o w s  a n n u a l  es t imates  of t h e  c o m p o n e n t s  o f  w o r l d  
g o l d  dernand f r o m  1 9 5 0  t o  1 9 8 0 ,  i n  m i l l i o n s  of t r o y  o u n c e s .  
B e f o r e  the p r i c e  of g o l d  i n  t h e  p r i v a t e  g o l d  m a r k e t  was f r e e d  t o  
d e v i a t e  f r o m  t h e  o f f i c i a l  p r i c e  i n  1 9 6 8 ,  estimates o f  t h e  b r e a k d o w n  
o f  i n d u s t r i a l  a n d  j e ~ e l r y  demand a r e  n o t  a v a i l a b l e :  o n l y  a 
c o m b i n e d  a g g r e g a t e  e s t i m a t e  e x i s t s .  T h e  t a b l e  o t h e r w i s e  s h o w s  
o n l y  n e t  p u r c h a s e s  i n  e a c h  c 3 t e g o r y  l i s t e d .  B l a n k s  i n  a c o l u m n  
i n d i c a t e  t h a t  t h e r e  were n e t  sa les  i n  t h o s e  y e a r s  t h a t  a d d e d  t o  
s u p p l y  a n d  h e n c e  a re  i n c l u d e d  i n  t h e  c o m p a n i o n  t a b l e  f o r  t h e  
a n n u a l  w o r l d  g o l d  s u p p l y .  

What  Edctors d e t e r m i n e  t h e  w o r l d  demand f o r  g o l d ?  F i r s t ,  
w e  c o n s i d e r  i n d u s t r i a l  de inand,  a n d  t h e n  a s s e t  demand.  i)f two 
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p o s s i b l e  a p p r o a c h e s ,  o n e  a n a l y z e s  t h e  d i s 2 g g r e g a t e d  d a t a ,  t h e  
o t h e r ,  t h e  a g g r e g a t e  d a t a .  The  d i s a g g r e y a t e d  a p p r o a c h  est imates 
demand f u n c t i o n s  f o r  e a c h  o f  t h e  co rnyonen t s  o f  i n d u s t r i a l  demand 
a n d ,  i n  a d d i t i o n ,  b r e a k s  i t  down by r e g i o n s  o f  t h e  w o r l d .  The 
a d v a n t a g e  o f  t h i s  a p p r o a c h  is t h a t  i t  c a n  i s o l a t e  t h e  p o s s i b l e  
i n f l u e n c e  o f  c h a n g e s  i n  t h e  c o m p o s i t i o n  o f  demand w h i c h  may 
a f f e c t  a g g r e g a t e  demand.  One e x a m p l e  is  t h e  g r o w t h  o f  g o l d  u s e  
i n  e l e c t r o n i c s  a n d  r e l a t i v e  d e c l i n e  i n  i t s  u s e  i n  d e n t i s t r y .  
A n o t h e r  is t h e  h i g h e r  income e l a s t i c i t y  i n  d e v e l o p i n g  c o u n t r i e s  
t h a n  i n  d e v e l o p e d  c o u n t r i e s .  The  c h i e f  d i s a d v a n t a g e  o f  t h e  
d i s a g g r e g a t e d  a p p r o a c h  is t h e  e x i s t e n c e  o f  m e a s u r e m e n t  p r o b l e m s  
w i t h  respect t o  some o f  t h e  c o m p o n e n t s .  

The  a l t e r n a t i v e  a p p r o a c h ,  summing a l l  p o s s i b l e  i n d u s t r i a l  
u s e s  o f  g o l d ,  i s o l a t e s  t h e  k e y  e c o n o m i c  d e t e r m i n a n t s  o f  t h e  
demand.  T h e s e  i n c l u d e  t h e  r ea l  p r i ce  o f  g o l d  ( t h e  m a r k e t  p r i c e  
d e f l a t e d  by a  w ~ r l d w i d e  p r ice  i n d e x ) ,  t h e  r ea l  p r i c e  o f  c lose 
s u b s t i t u t e s  ( f o r  e x a m p l e ,  s i l v e r ) ,  a n d  w o r l d  r e a l  income.  The 
e f f e c t s  o f  t h e  r e a l  p r i c e  o f  g o l d  o n  t h e  q u a n t i t y  demanded would  
be e x p e c t e d  to  be  n e g a t i v e  -- a  h i g h e r  r e a l  p r i c e  would  r e d u c e  
t h e  q u a n t i t y  demanded ,  o t h e r  t h i n g s  e q u a l .  The  e f f e c t  o f  t h e  
r ea l  price o f  close s u b s t i t u t e s  o n  t h e  q u a n t i t y  o f  g o l d  demanded 
would  b e  e x p e c t e d  t o  b e  p o s i t i v e  -- a h i g h e r  real  p r i c e  o f  a  
close s u b s t i t u t e  would  i n c r e a s e  t h e  q u a n t i t y  o f  g o l d  demanded ,  a 
lower r e a l  p r i c e  o f  a  c lose  s u b s t i t u t e  would  r e d u c e  t h e  q u a n t i t y  
o f  g o l d  demanded.  L i k e w i s e ,  w o r l d  r ea l  income would  be  e x p e c t e d  
t o  e x e r t  a  p o s i t i v e  e f f e c t  o n  t h e  q u a n t i t y  o f  g o l d  demanded.  

A n  e c o n o m e t r i c  e s t i m a t e  o f  a g g r e g a t e  w o r l d  i n d u s t r i a l  demand 
f o r  g o l d  f o r  1950-80 r e v e a l s  b o t h  r e a l  income a n d  t h e  r e a l  p r i c e  
o f  g o l d  t o  b e  t h e  k e y  s t a t i s t i c a l l y  s i g n i f i c a n t  d e t e r m i n a n t s  o f  
demand,  w i t h  s i g n s  i n  a c c o r d a n c e  w i t h  t h e o r e t i c a l  e x p e c t a t i o n s  
(see Append ix  T a b l e  4-A1, p a r t  1 ) .  However ,  t h e  real  p r i c e  o f  
s i l v e r  a s  a m e a s u r e  o f  c lose s u b s t i t u t e s  f o r  g o l d  was f o u n d  t o  
b e  s t a t i s t i c a l l y  i n s i g n i f i c a n t .  W e  u s e d  U.S. rea l  income a s  a 
p r o x y  f o r  w o r l d  r e a l  i n c o m e ,  i n  t h e  a b s e n c e  o f  a  w o r l d  r ea l  
income ser ies  b e f o r e  1 9 6 0 .  I n  t h e  r e g r e s s i o n s ,  t h e  income e f f e c t  
o v e r p o w e r s  t h e  g r ice  e f f e c t .  C o n t i n u e d  g r o w t h  o f  r e a l  income a t  
t h e  r a t e  o f  3 t o  4 p e r c e n t  p e r  y e a r  would  b e  a s s o c i a t e d ,  o t h e r  
t h i n g s  e q u a l ,  w i t h  a 5 t o  7 p e r c e n t  i n c r e a s e  i n  t h e  demand f o r  
g o l d  f o r  i n d u s t r i a l  p u r p o s e s .  I n  a d d i t i o n ,  a o n e  p e r c e n t  r ise 
i n  t h e  rea l  p r i c e  o f  g o l d  would  l e a d  t o  a t h r e e - q u a r t e r s  o f  1 
p e r c e n t  d e c l i n e  i n  t h e  q u a n t i t y  demanded .  

W e  a l s o  e s t i m a t e d  a g g r e g a t e  w o r l d  i n d u s t r i a l  demand f o r  
g o l d  o v e r  t h e  p e r i o d  1969-80 ,  u s i n g  two m e a s u r e s  o f  w o r l d  real  
i n c o m e ,  i n  a d d i t i o n  t o  U.S. r ea l  i n c o m e  (see Append ix  T a b l e  
4-A1, p a r t  2 ) .  The  r e s u l t s ,  u s i n g  a l l  t h r e e  m e a s u r e s  o f  income,  
a re  s i m i l a r .  B o t h  income a n d  p r ice  e l a s t i c i t i e s  a r e  h i q h e r  t h a n  
o v e r  t h e  l o n g e r  p e r i o d ,  s u g g e s t i n g  t h a t  c o n t i n u e d  o f  rea l  
income a t  t h e  ra te  o f  3 t o  4  p e r c e n t  p e r  y e a r  would  b e  a s s o c i a t e d ,  
o t h e r  t h i n g s  e q u a l ,  w i t h  a 9  t o  1 2  p e r c e n t  i n c r e a s e  i n  t h e  demand 
f o r  g o l d  f o r  i n d u s t r i a l  p u r p o s e s 1 6  w h i l e  a o n e  p e r c e n t  r ise i n  



t h e  r e a l  p r i c e  o f  g o l d  would  l e a d  t o  a  c o r r e s p o n d i n g  d e c l i n e  i n  
t h e  q u a n t i t y  demanded. '  W e  c a u t i o n  a g a i n  t h a t  t h e  r e s u l t s  may 
b e  c o n t a m i n a t e d  by t h e  p r e s e n c e  o f  i n v e s t m e n t  m o t i v e s  f o r  
a b s o r b i n g  g o l d  i n  t h e  d a t a  f o r  i n d u s t r i a l  demand.  

4.  D e t e r m i n a n t s  o f  World  Demand f o r  -- G o l d :  A s s e t  Demand - 

A s s e t  demand f o r  g o l d  b y  t h e  p r i v a t e  sector  i s  m o t i v a t e d  by 
r e g a r d  f o r  y o l d  a s  a h e d g e  a g a i n s t  i n f l a t i o n  a n d  a g a i n s t  p o l i t i c a l  
u n c e r t a i n t y .  To b e  a n  e f f e c t i v e  h e d g e  a g a i n s t  i n f l a t i o n ,  g o l d  
m u s t  a p p r e c i a t e  o v e r  t h e  p e r i o d  d u r i n g  w h i c h  it  is h e l d  a t  a 
r a t e  a t  l e a s t  a s  g r e a t  a s  t h e  sum o f  t h e  r e a l  r a t e  o f  i n t e r e s t  
and t h e  ra te  o f  i n f l a t i o n .  I f  t h e  r e a l  r a t e  o f  i n t e r e s t  rises, 
o t h e r  t h i n y s  e q u a l ,  h o l d e r s  w i l l  t e n d  t o  d i v e s t  t h e m s e l v e s  o f  
g o l d .  I f  t h e  e x p e c t e d  r a t e  o f  i n f l a t i o n  r ises,  o t h e r  t h i n g s  
e q u a l ,  i n v e s t o r s  w i l l  w i s h  t o  i n c r e a s e  t h e i r  h o l d i n g s  o f  g o l d  a s  
a n  asse t .  I f  t h e  m a r k e t  r a t e  o f  i n t e r e s t  r ises,  t h e  demand 
f o r  g o l u  w i l l  r i se  o n l y  c o m m e n s u r a t e  w i t h  t h e  e x t e n t  t o  w h i c h  
i n f l a t i o n a r y  e x p e c t a t i o n s  are  f u l l y  i n c o r p o r a t e d  i n  t h e  n o m i n a l  
i n t e r e s t  ra te .  

I n  t h e  c a s e  o f  a n  i n c r e a s e  i n  p o l i t i c a l  u n c e r t a i n t y ,  o t h e r  
t h i n y s  e q u a l ,  t h e  demand f o r  g o l d  s h o u l d  r i s e .  

The  d e t e r m i n a n t s  o f  t h e  w o r l d  n e t  a s s e t  demand f o r  g o l d  
( p r i v a t e  p u r c h a s e s  l ess  s a l e s  of g o l d ) 8  s h o u l d  d e p e n d  p o s i t i v e l y  
o n  t h e  w o r l d ' s  w e a l t h  or  r e a l  i n c o m e ,  n e g a t i v e l y  o n  t h e  rea l  
r a t e  o f  i n t e r e s t ,  a n d  p o s i t i v e l y  o n  e x p e c t a t i o n s  o f  i n f l a t i o n .  
I n  r e g r e s s i o n s  u s i n g  a n n u a l  d a t a  o v e r  t h e  p e r i o d  1 9 6 9  to  1 9 8 0 ,  
w e  f o u n d  l i m i t e d  s d p p o r t  i n  most c a s e s  f o r  o u r  t h e o r e t i c a l  
specification. Only  o n e  r e g r e s s i o n  c o n f i r m e d  e x p e c t a t i o n s  
[Append ix  T a b l e  4-A2, e y .  ( 9 ) ]  . I n  t h a t  r e g r e s i o n ,  t h e  r e a l  
r a t e  o f  i n t e r e s t ,  m e a s u r e d  by t h e  E u r o d o l l a r  r a t e  m i n u s  t h e  
r a t e  o f  c h a n g e  o f  t h e  w o r l d  c o n s u m e r  p r i c e  i n d e x ;  t h e  a c t u a l  
r a t e  o f  i n f l a t i o n ,  b a s e d  o n  t h e  l a t t e r  se r ies ;  a n d  w o r l d  r ea l  
i n c o m e ,  a l l  had t h e  p o s t u l a t e d  s i g n s  and were s t a t i s t i c a l l y  
s i g n i f i c a n t .  M o r e o v e r ,  t h e s e  v a r i a b l e s  e x p l a i n e d  o v e r  8 0  p e r c e n t  
o f  t f ~ e  v a r i a t i o n  i n  n e t  a s se t  demand.  O t h e r  e q u a t i o n s ,  a l s o  
r e p o r t e d  i n  A p p e n d i x  T a b l e  4-k2,  u s i n g  o t h e r  m e a s u r e s  o f  t h e  
v a r i a b l e s ,  were less s u c c e s s f u l .  

A q u a r t e r l y  e s t i m a t e  o f  t h e  asse t  demand f r o m  1 9 6 8  I1 
t h r o u g h  1 9 7 4  I V  r e p o r t e d  i n  t h e  l i t e r a t u r e  e x p l a i n e d  much o f  t h e  
v a r i a t i o n  o f  t h a t  s e r i e s . 9  

E .  Corn l~onen t s  of t h e  S u p p l y  of Gold  

1. Gold  P r o d u c t i o n  

G o l d  was rnined i n  a n c i e n t  times, b u t  t h e  e a r l i e s t  
q u a n t i t a t i v e  e s t i m a t e s  a v a i l a b l e  o f  y o l d  o u t p u t  d a t e  f rom 
t h e  d i s c o v e r y  o f  A m e r i c a .  Be tween  1 4 9 3  and  1 3 8 0 ,  t h e  e s t i m a t e s  
o f  y o l d  mined r a n g e s  b e t w e e n  2 .8  a n d  a t  l e a s t  3 b i l l i o n  



o u n c e s ,  a b o u t  t w o - t h i r d s  o f  w h i c h  was mined i n  t h e  p a s t  50 
y e a r s .  

Be tween  1 4 9 3  a n d  1 8 4 8 ,  t h e  year J E  t h e  C a l i f o r n i a  g o l d  
d i s c o v e r i e s ,  t o t a l  g o l d  mined  is e s t i m a t e d  a t  i n  t h e  r a n g e  
o t  l e s s  t h a n  40 m i l l i o n  to  less  t h a n  1 5 0  m i l l i o n  o u n c e s ,  
o f  which  t h e  U n i t e d  S t a t e s  p r o d u c e d  l e s s  t h a n  2 m i l l i o n  
o u n c e s .  Most o f  t h e  g o l d  p r o d u c e d  by t h a t  d a t e  was h e l d  
by i n d i v i d u a l s  a s  j e w e l r y  or  c o i n s ,  n o t  i n  g o v e r n m e n t  
m o n e t a r y  r e s e r v e s .  The w o r l d  m o n e t a r y  y o l d  s t o c k  i n  1 8 4 8  
was a b o u t  50  m i l l i o n  o u n c e s .  

From 1 8 5 0  t o  1 9 3 3 ,  t o t a l  y o l d  mined is e s t i m a t e d  a t  
900 m i l l i o n  o u n c e s ,  o f  w h i c h  t h e  U n i t e d  S t a t e s  p r o d u c e d  
o n e - t h i r d .  Most o f  t h i s  o u t p u t  was  c o i n e d ,  350 m i l l i o n  
o u n c e s  by  Great B r i t a i n ,  220 m i l l i o n  o u n c e s  by  t h e  U n i t e d  
S t a t e s ,  1 5 0  m i l l i o n  o u n c e s  b y  t h e  r e s t  o f  t h e  w o r l d ,  t h e  
t o t a l  n o t  n e c e s s a r i l y  i n  c i r c u l a t i o n .  By 1 9 3 3  t h e  w o r l d  
m o n e t a r y  y o l d  s t o c k  amounted  t o  580  m i l l i o n  o u n c e s ,  h a v i n g  
i n c r e a s e d  a t  a c o n s i d e r a b l y  f a s t e r  r a t e  t h a n  t o t a l  g o l d  
m i n e d .  

E x c e p t  i n  t h e  d e c a d e s  o f  t h e  1 8 7 0 s ,  1 8 8 0 s ,  and  1 9 2 0 s ,  
u n t i l  1 9 3 3  t h e  o f f i c i a l  p r i c e  o f  g o l d  was  g e n e r a l l y  a t  a  
l ~ r e ~ n i u m  o v e r  p r o d u c t  i o n  cos t s  e n c o u r a g i n g  a n  e x p a n s i o n  o f  
y o l d  o u t p u t  a n d  d i s c o u r a g i n g  commercial u s e .  The i n c r e a s e  
i n  t h e  o f f i c i a l  p r i c e  o f  g o l d  i n  1 9 3 4  a c c o u n t e d  f o r  t h e  h u g e  
r ise i n  y o l d  o u t p u t  t h e r e a f t e r  u n t i l  t h e  1 9 6 0 s ,  when t h e  
d e c l i n e  i n  t h e  rea l  p r i c e  o f  g o l d  e r o d e d  t h e  i n c e n t i v e  t o  
i n c r e a s e  o u t p u t .  

World  y o l d  p r o d u c t i o n  p e a k e d  i n  1 9 7 0 .  U n t i l  r e c e n t  d e c a d e s ,  
i n  t h e  s h o r t  r u n ,  a rise i n  t h e  r e a l  p r i c e  o f  g o l d  would  l e a d  t o  
a n  i n c r e a s e  i n  o u t p u t  and  u l t i m a t e l y  to  t h e  p o s s i b i l i t y  o f  g o l d  
d i s c o v e r i e s .  The r e v e r s a l  o f  t h e  f o r e g o i n g  r e l a t i o n s h i p  i n  r e c e n t  
y e a r s  is a t t r i b u t a b l e  to  t w o  f a c t o r s .  B e f o r e  Wor ld  War I ,  g o l d  
m i n i n y  was a n  e x t e n s i v e  i n d u s t r y ,  w h i c h  means  t h a t  e x h a u s t i o n  o f  
e a s i l y  m i n a b l e  g o l d  l e d  to  a  s h i E t  t o  new s i t e s .  Gold  m i n i n g  
s u b s e q u e n t l y  became more i n t e n s i v e ,  i n v o l v i n g  l a r g e  a m o u n t s  o f  
f i x e d  c a p i t a l ,  so t h a t  a c h a n g e  i n  o u t p u t  r e f l e c t e d  s h i f t s  among 
g r a d e s  o f  ore a t  a g i v e n  s i t e .  I n  a d d i t i o n  t o  t h e  c h a n g e  i n  t h e  
n a t u r e  o f  t h e  process of g o l d  m i n i n g ,  i n s t i t u t i o n a l  c h a n g e  a l s o  
p l a y e d  a ro l e  i n  p r o d u c i n g  a d i f f e r e n c e  b e t w e e n  p re -Wor ld  War I 
and  more, r e c e n t  g o l d  m i n i n g .  T h a t  i n s t i t u t i o n a l  c h a n g e  was  t h e  
s u b s i d i z a t i o n  b y  g o v e r n m e n t s  o f  g o l d - p r o d u c i n g  c o u n t r i e s  o f  t h e  
m i n i n g  o f  l o w e r - g r a d e  ore.  B e c a u s e  o f  t h e  s t r u c t u r a l  a n d  p o l i c y  
c h a n g e s ,  t h e  r e l a t i o n  o f  t h e  rea l  p r ice  o f  g o l d  a n d  g o l d  o u t p u t  h a s  
b e e n  r e v e r s e d .  T h i s  may a c c o u n t  f o r  t h e  d e c l i n e  i n  w o r l d  g o l d  p r o -  
d u c t i o n  s i n c e  1 9 7 0 .  The d e c l i n e  may a l so  b e  r e s p o n d i n g  t o  t h e  
e a r l i e r  d e c l i n e  i n  t h e  r ea l  pr ice  o f  g o l d  and  t h e  d e p l e t i o n  o f  
e x i s t i n g  r e s e r v e s .  

2 .  C h a n q e s  i n  t h e  Maior P r o d u c i n q  Areas 

Fewer  t h a n  a d o z e n  c o u n t r i e s  h a v e  a c c o u n t e d  f o r  t h e  b u l k  o f  t h e  



g o l d  mined  i n  e a c h  c e n t u r y  f o r  w h i c h  estimates e x i s t .  S o u t h  A m e r i c a ' s  
s h a r e  o f  t o t a l  w o r l d  g o l d  o u t p u t  rose f r o m  36 p e r c e n t  i n  t h e  1 6 t h  
c e n t u r y  t o  a p e a k  o f  8 0  p e r c e n t  i n  t h e  1 8 t h  c e n t u r y ,  a n d  t h e n  r a p i d l y  
d w i n d l e d  i n  t h e  1 9 t h  a n d  2 0 t h  c e n t u r i e s ;  c u r r e n t l y  i t  a m o u n t s  t o  
a b o u t  2 p e r c e n t  o f  t o t a l  o u t p u t .  The o u t p u t  o f  E u r o p e a n  g o l d  m i n e s  
d e c l i n e d  f r o m  2 1  p e r c e n t  o f  t h e  w o r l d  o u t p u t  i n  t h e  1 6 t h  c e n t u r y  t o  
6 p e r c e n t  i n  t h e  f i r s t  d e c a d e  o f  t h e  1 9 t h  c e n t u r y .  A major d i s c o v e r y  
i n  R u s s i a  i n  1 8 1 4  r e s t o r e d  t h e  s h a r e  o f  E u r o p e ' s  o u t p u t  by 1840  t o  
t h e  l e v e l  i n  t h e  1 6 t h  c e n t u r y ,  f o l l o w i n g  w h i c h  t h e  r e l a t i v e  i m p o r t a n c e  
o f  t h e  c o n t i n e n t ' s  c o n t r i b u t i o n  d e c l i n e d  t o  1 p e r c e n t  b y  1 9 2 5 .  S o v i e t  
o u t p u t  s i n c e  t h e n  h a s  a c c o u n t e d  f o r  a r i s e  i n  t h e  c o n t i n e n t ' s  con- 
t r i b u t i o n  t o  2 1  p e r c e n t  i n  1 9 8 0 .  U . S .  d i s c o v e r i e s  i n  1 8 4 8 ,  and 
A u s t r a l i a n  d i s c o v e r i e s  i n  1 8 5 1  r a i s e d  t h e  combined  s h a r e s  o f  t h e  two 

i a r e a s  t o  8 0  p e r c e n t  o f  t o t a l  w o r l d  o u t p u t  b y  1 8 5 5 ,  w i t h  a  g r a d u a l  
d e c l i n e  t h e r e a f t e r  t o  56  p e r c e n t  by  1 8 9 5 .  A m a j o r  d i s c o v e r y  i n  Canada 
i n  1 8 9 6  r e s t o r e d  t h e  N o r t h  A m e r i c a n  p l u s  A u s t r a l i a n  s h a r e  o f  t h e  t o t a l  

r to  58 p e r c e n t  i n  1 9 0 5 .  The d e c l i n e  i n  t h e  f o l l o w i n g  d e c a d e s  r e d u c e d  
t h e  combined  s h a r e  t o  l e s s  t h a n  1 0  p e r c e n t  i n  1 9 8 0 .  Gold  o u t p u t  o f  
S o u t h  A f r i c a  made a  s i g n i f i c a n t  c o n t r i b u t i o n  f rom t h e  b e g i n n i n g  o f  I 
t h e  2 0 t h  c e n t u r y ,  r i s i n g  c o n s i s t e n t l y  e x c e p t  i n  t h e  d e c a d e  o f  t h e  
1 9 3 0 s  u n t i l  i t  a c c o u n t e d  f o r  t w o - t h i r d s  o f  t o t a l  o u t p u t  by  1 9 7 0 .  
S i n c e  t h e n  i t  h a s  d e c l i n e d  t o  a b o u t  55 p e r c e n t  i n  1 9 8 0 .  

T h e r e  a r e  t h u s  f l u c t u a t i o n s  n o t  o n l y  i n  t h e  a v e r a g e  a n n u a l  
a g g r e g a t e  o u t p u t  o f  g o l d  b u t  a l s o  i n  t h e  g e o g r a p h i c a l  s o u r c e s  o f  
i n c r e m e n t s  t o  t h e  g o l d  s t o c k .  

T h e  c u r r e n t  n i n e  l e a d i n g  g o l d - p r o d u c i n g  c o u n t r i e s  a c c o u n t i n g  
f o r  9 1 . 4  p e r c e n t  o f  t o t a l  g o l d  o u t p u t  i n  1 9 8 0 ,  a n d  t h e i r  s h a r e s  were 
a s  f o l l o w s :  

C o u n t r y  

R e p u b l i c  o f  
U.S.S.R. 
Canada 
B r a z i l  
U.S.A. 
P h i l i p p i n e s  
A u s t r a l i a  
Ghana 
Zimbabwe 

S o u t h  A f r i c a  

S h a r e  o f  T o t a l  Gold O u t p u t  i n  1980  
( i n  p e r c e n t )  

Note :  R e v i s e d  f i g u r e s  Eor  1980  l o w e r  t h e  p e r c e n t a g e  f o r  S o u t h  
A f r i c a  t o  5 1 , 7  and  r a i s e  t h e  U.S.S.R. p e r c e n t a g e  to  2 3 . 8 .  

The R e p u b l i c  o f  S o u t h  A f r i c a  a n d  t h e  U.S.S.R., t h e  m a j o r  g o l d  
p r o d u c i n g  c o u n t r i e s ,  a r e  r e g a r d e d  by  some o b s e r v e r s  a s  p o l i t i c a l l y  
u n r e l i a b l e  s o u r c e s  of g o l d .  

U . S .  new g o l d  o u t p u t  d e c l i n e d  f rom 1 . 7  m i l l i o n  o u n c e s  i n  1970 t o  
0 . 9 5  m i l l i o n  o u n c e s  i n  1 9 8 0 .  S u p p l y  t o  c o n s u m e r s  a n d  i n v e s t o r s  was 



s u l > p l e n e n t e d  i n  t h a t  y e a r  by p r i v a t e  r e f i n e r s '  r e c o v e r y  o f  s e c o n d a r y  
g o l d  f rom s c r a p ,  a m o u n t i n g  t o  2 . 2  m i l l i o n  o u n c e s ,  a n d  b y  c o m m e r c i a l  
i m p o r t s ,  a m o u n t i n g  t o  4 . 5  m i l l i o n  o u n c e s .  

3 .  World  Gold  R e s e r v e s  

A s  w i t h  a n y  e x h a u s t i b l e  r e s o u r c e ,  t h e  e s t i m a t e  o f  u n d e r g r o u n d  
g o l d  r e s e r v e s  is  b a s e d  o n  c u r r e n t  e c o n o m i c  m i n a b i l i t y .  O t h e r  i d e n f i -  
f i e d  d e p o s i t s  t h a t  a r e  known a r e  n o t  c u r r e n t l y  e c o n o m i c  t o  mine .  I t  
is a l s o  a l w a y s  p o s s i b l e  t h a t  u n d i s c o v e r e d  g o l d  may r e m a i n  t o  b e  f o u n d .  

T h e  b e s t  est imate o f  u n ~ n i n e d  e c o n o m i c a l l y  m i n a b l e  w o r l d  g o l d  
r e s e r v e s  is  t h a t  i t  a p p r o x i m a t e s  1 b i l l i o n  o u n c e s  -- compared  t o  1 . 8  
b ~ l l i o n  o u n c e s  t h a t  h a v e  b e e n  mined o v e r  t h e  p a s t  50 y e a r s .  H a l f  o f  
t h e  1 b i l l i o n  o u n c e s  i s  i n  S o u t h  A f r i c a ,  h a l f  o f  t h e  o t h e r  h a l f  i n  
t h e  U.S.S.R. O t h e r  i d e n t i f i e d  unmined d e p o s i t s  n o t  e c o n o m i c a l l y  
 inabl able c u r r e n t l y  t o t a l  a b o u t  0 . 9  b i l l i o n  o u n c e s .  T h e s e  est imates 
a r e  s u b j e c t  to upward r e v i s i o n .  I t  may b e  t h a t  t h e  r i se  i n  t h e  p r i c e  
o f  g o l d  s i n c e  1 9 7 3  h a s  n o t  y e t  b e e n  r e f l e c t e d  i n  t h e  c a l c u l a t i o n  o f  
d e m o n s t r a t e d  a n d  i n f e r r e d  r e s e r v e s ,  w h i c h  d e p e n d  o n  d e t a i l e d  i n f o r m a -  
t i o n  a b o u t  h u n d r e d s  o f  d e p o s i t s .  

S i n c e  S o u t h  A f r i c a n  r e s e r v e s  a re  so l a r g e  a f r a c t i o n  o f  t o t a l  
w o r l d  r e s e r v e s ,  i t  is i m p o r t a n t  t o  e x a m i n e  k e y  a s p e c t s  o f  t h e  e s t i m a -  
t i o n  of t h a t  c o u n t r y ' s  r e s e r v e s .  I n  1 9 7 0 r  i t  was w i d e l y  b e l i a v e d  t h a t  
i t s  g o l d  m i n i n g  i n d u s t r y  c o u l d  n o t  s u r v i v e ,  g i v e n  r i s i n g  cos t s  o f  
p r o d u c t i o n  a n d  a  f a l l i n g  r e a l  p r i c e  o f  g o l d .  S i n c e  t h e n ,  t h e  i n c r e a s e  
i n  t h e  p r i c e  o f  g o l d  l e d  b y  1 9 8 0  t o  a t e n - f o l d  i n c r e a s e  i n  c a p i t a l  
s p e n d i n g  o n  p r o d u c i n g  m i n e s  p l u s  a d d i t i o n a l  a m o u n t s  f o r  t h e  d e v e l o p -  
ment  o f  new m i n e s  n o t  y e t  i n  p r o d u c t i o n .  W h i l e  m i l l i n g  c a p a c i t y  o f  
t h e  i n d u s t r y  e x p a n d e d  o v e r  t h e  d e c a d e ,  t h e r e  was n o  c o r r e s p o n d i n g  
i n c r e a s e  i n  t h e  o u t p u t  o f  g o l d .  I n  f a c t ,  a n n u a l  o u t p u t  f e l l  s t e a d i l y  
f rom 3 2 . 1  m i l l i o n  o u n c e s  to  21.7  m i l l i o n  o u n c e s .  The r e a s o n  is t h a t  
t h e  a v e r a g e  g r a d e  o f  ore m i l l e d  b y  g o l d  m i n e s  f e l l  f r o m  1 3 . 3  g r a m s  
p e r  t o n  i n  1 9 7 0  t o  7 . 3  g r a m s  p e r  t o n  i n  1 9 8 0 .  T h e r e  is l i t t l e  e x -  
p e c t a t i o n  t h a t  t h e  l e v e l  o f  p r o d u c t i o n  w i l l  rise i n  t h e  1 9 8 0 s ,  b a r r i n g  
a  d r a m a t i c  c h a n g e  i n  t h e  r e l a t i o n s h i p  b e t w e e n  t h e  p r i c e  o f  g o l d  and  
cos t s  o f  p r o d u c t i o n .  The  r i s e  i n  cos ts  h a s  b e e n  a s s o c i a t e d  w i t h  a  
s u b s t a n t i a l  i n c r e a s e  i n  t h e  i n d u s t r y ' s  wage b i l l  a n d  i m p r o v e m e n t s  i n  
t h e  l i v i n g  q u a r t e r s  f o r  b l a c k  w o r k e r s ,  w h i c h  are p l a n n e d  t o  c o n t i n u e .  
Hi(jh c a p i t a l  cos ts  a l so  c o n f r o n t  t h e  i n d u s t r y .  They d e t e r  e x p a n s i o n  
o f  e x i s t i n g  m i n e s  m i n i n g  lower g r a d e  ore ,  a n d  a l s o  t h e  r e o p e n i n g  o f  
m i n e s  t h a t  were u n e c o n o m i c  when t h e  g o l d  p r i c e  was  f i x e d .  

Gold  m i n i n g  i n  S o u t h  A f r i c a  is a l a b o r - i n t e n s i v e  i n d u s t r y .  
M e c h a n i z a t i o n  of t h e  g o l d  f i e l d s  is i m p r a c t i c a l  b e c a u s e  o f  t h e  d e p t h  
a t  w h i c h  m i n i n g  h a s  t o  be c a r r i e d  o u t ,  t h e  h a r d n e s s  o f  t h e  r o c k  t h a t  
h a s  t o  b e  e x c a v a t e d  t o  d e v e l o p  a c c e s s  t u n n e l s ,  t h e  h i g h  t e m p e r a t u r e s  
o f  t h e  r o c k ,  a n d  t h e  n a r r o w n e s s  o f  t h e  o r e b o d y .  Most o f  t h e  p e o p l e  
employed a re  b l a c k  w o r k e r s  whose  f a m i l i e s  r e m a i n  i n  t r i b a l  h o m e l a n d s .  
Movement o f  b l a c k s  i n t o  s k i l l e d  work is  o p p o s e d  b y  many w h i t e  t r a d e  
u n i o n  members ,  p o s i n g  a n  o b v i o u s  l a b o r  p r o b l e m  f o r  t h e  i n d u s t r y .  



The c a l c u l a t i o n  o f  S o u t h  A f r i c a n  ore r e s e r v e s  d e p e n d s  c r i t i c a l l y  
o n  t h e  c o n c e p t  o f  p a y  limit, w h i c h  is t h e  minimum q u a n t i t y  o f  m e t a l  
i n  t h e  m i n e r a l i z e d  r o c k  s u f f i c i e n t  to  y i e l d  t h e  r e v e n u e  t o  c o v e r  
cos t s  o f  m i n i n g ,  p r o c e s s i n g ,  a n d  m a r k e t i n g  g o l d .  The r e s e r v e s  u s u a l l y  
i n c l u d e  o r e  a v a i l a b l e  f o r  e x t r a c t i o n  w i t h i n  a  y e a r .  A l l  g o l d  m i n e s  
i n  S o u t h  A f r i c a  lease m i n e s  f r o m  t h e  S t a t e  s u b j e c t  t o  t h e  r e s t r i c t i o n  
t h a t  t h e  company m u s t  m i n e  t o  t h e  a v e r a g e  v a l u e  o f  i t s  p u b l i s h e d  o r e  
r e s e r v e s .  When t h e  p r i c e  o f  g o l d  was f i x e d ,  t h e  p a y  l i m i t  r o s e  a s  
m i n i n g  c o s t s  i n c r e a s e d ;  s i n c e  t h e  1 9 7 0 s ,  t h e  p a y  l i m i t  h a s  d e c l i n e d  
when t h e  p r i c e  o f  g o l d  h a s  r i s e n  a n d  r i s e n  when i t  d e c l i n e d .  I n  some 
m i n e s ,  a r e l a t i v e l y  m i n o r  c h a n g e  i n  t h e  p a y  l i m i t  c a n  make s i g n i f i -  
c a n t  t o n n a g e s  o f  low g r a d e  o r e  p a y a b l e  o r  u n p a y a b l e ,  w i t h  l a r g e  
e f f e c t s  o n  t h e  t o t a l  o r e  r e s e r v e .  Whereas  p a y  l i m i t s  f o r m e r l y  were 
r e v i e w e d  o n c e  o r  twice a  y e a r ,  t h e  p r a c t i c e  now i s  t o  r e v i e w  them 
m o n t h l y .  The o b j e c t i v e  is t o  l i m i t  t h e  number o f  p l a c e s  t h a t  h a v e  t o  
b e  s t o p p e d  b e f o r e  t h e y  h a v e  b e e n  worked o u t ,  s o  t h a t  g r a d e  c o n t r o l  
c a n  b e  a c h i e v e d  a s  w o r k i n g  p l a c e s  a re  e x h a u s t e d .  

P r o j e c t i o n s  by i n d u s t r y  s o u r c e s  o f  S o u t h  A f r i c a n  g o l d  o u t p u t ,  
a s s u m i n g  a c u r r e n t  g o l d  p r i c e  o f  $305  r i s i n g  t o  $407  by 1 9 8 4 ,  t h e n  
r i s i n g  a t  t h e  same r a t e  as cos t s  u n t i l  2000,  or  a l t e r n a t i v e l y ,  a  
c u r r e n t  p r i c e  o f  $ 4 5 0 ,  r i s i n g  t o  $554 i n  1 9 8 4  a n d  t h e n  r e m a i n i n g  
c o n s t a n t  i n  r e a l  terms u n t i l  2000 ,  a r e  b r o a d l y  s i m i l a r :  a n n u a l  g o l d  
o u t p u t  t o t a l s  2 2 . 5  m i l l i o n  o u n c e s  u n t i l  1 9 8 7  a n d  t h e n  g r a d u a l l y  
d e c l i n e s  t o  1 1 . 2 5  m i l l i o n  o u n c e s  by 2000.  

One o t h e r  d e t e r m i n a n t  o f  S o u t h  A f r i c a n  g o l d  o u t p u t  m u s t  be  
m e n t i o n e d .  A s t a t e  a s s i s t a n c e  p r o g r a m  was i n t r o d u c e d  i n  1 9 6 8  t o  
s u b s i d i z e  g o l d  m i n e s  t h a t  were no  l o n g e r  p r o f i t a b l e ,  t h u s  e n a b l i n g  
m a r g i n a l  m i n e s  t o  r e m a i n  i n  o p e r a t i o n .  I f  t h e  p r i c e  o f  g o l d  s h o u l d  
d e c l i n e ,  t h e  amount  o f  s t a t e  a s s i s t a n c e ,  which  w a s  n e g l i g i b l e  i n  
1 9 8 0 ,  c o u l d  a g a i n  r i se .  The S t a t e ' s  m o t i v e  i n  p r o v i d i n g  a s s i s t a n c e  
was t o  o b t a i n  f o r e i g n  e x c h a n g e  f rom s a l e s  o f  g o l d  o u t p u t  and  i n c i -  
d e n t a l l y  t o  a v o i d  c a p i t a l  c o s t s  o f  r e - o p e n i n g  m i n e s  a t  a l a t e r  d a t e  
when t h e i r  o p e r a t i o n  n i g h t  a g a i n  become e c o n o m i c .  

W h i l e  i n f o r m a t i o n  r e l a t i n g  t o  S o u t h  A f r i c a n  g o l d  m i n i n g  i s  v e r y  
f u l l y  r e p o r t e d ,  f i g u r e s  n e i t h e r  f o r  a n n u a l  o u t p u t  n o r  f o r  r e s e r v e s  o f  
g o l d  a re  p u b l i s h e d  by t h e  U.S.S.R. P u b l i c a t i o n  o f  s t a t i s t i c s  o f  g o l d  
o u t p u t  was p r o h i b i t e d  by t h e  S o v i e t  government i n  1 9 2 6 ,  d a t a  a b o u t  
g e o l o g i c a l  d e p o s i t s  were d i s c o n t i n u e d  i n  1 9 3 4 ,  a n d  t h e  g o l d  r e s e r v e s  
o f  t h e  S t a t e  Bank h a v e  b e e n  secre t  s i n c e  1 9 3 5 .  A ser ies  o f  W e s t e r n  
e s t i m a t e s ,  u s i n g  a v a r i e t y  o f  m e t h o d o l o g i e s ,  h a v e  b e e n  s u b j e c t  to  
s u b s t a n t i a l  r e v i s i o n  f r o m  time t o  time. 

An e a r l y  e s t i m a t e  was b a s e d  o n  a n  a n n o u n c e m e n t  i n  a F i v e  Year 
P l a n  t h a t  p r o s p e c t i n g  h a d  r a i s e d  known d e p o s i t s  f r o m  7 3 . 4  m i l l i o n  
o u n c e s  i n  1 9 2 6  t o  1 1 1 . 5  m i l l i o n  o u n c e s  i n  1 9 3 4 .  The Gold  Min ing  
A d m i n i s t r a t i o n  D i r e c t o r  a t  t h a t  time p r e d i c t e d  t h a t  S o v i e t  g o l d  p r o -  
d u c t i o n  would  s u r p a s s  t h a t  o f  t h e  S o u t h  A f r i c a n  Rand ( t h e  p r i n c i p a l  
S o u t h  A f r i c a n  m l n i n g  d i s t r i c t )  a n d  l e a d  t h e  w o r l d .  The p r e d i c t i o n  
was empty b u t  e n c o u r a g e d  P i e s t e r n  e s t i m a t e s  o f  S o v i e t  o u t p u t  o f  1 8 . 3  
m i l l i o n  o u n c e s  a n d  m o n e t d r y  r e s e r v e s  r a n g i n g  as  l a r g e  as  272 m i l l i o n  
o u n c e s .  



A 1 9 6 0  r e v i s i o n  by t h e  CIA of t h o s e  est imates,  a s  r e p o r t e d  by 
C o n s o l i d a t e d  Gold  F i e l d s  L t d . ,  r e d u c e d  t h e  e s t i m a t e  o f  a n n u a l  o u t p u t  
t o  a r a n g e  o f  4 . 3  m i l l i o n  o u n c e s  t o  4 . 9  m i l l i o n  o u n c e s  and o f  m o n e t a r y  
r e s e r v e s  t o  56 m i l l i o n  o u n c e s .  W e s t e r n  o b s e r v e r s  t h e r e a f t e r  u s e d  t h e  
C I A  f i g u r e s  which  were r e p u t e d l y  b a s e d  o n  a P a r t y  d o c u m e n t  a S o v i e t  
d e f e c t o r  p r o v i d e d .  

C o n s o l i d a t e d  Gold  F i e l d s  L t d .  made a n  e f f o r t  s u b s e q u e n t l y  t o  p r o -  
d u c e  i t s  own e s t i m a t e s ,  i n i t i a l l y  by t r a n s l a t i n g  a n d  c o l l a t i n g  S o v i e t  
p r e s s  r e p o r t s  a n d  t e c h n i c a l  p a p e r s  a v a i l a b l e  i n  t h e  West. The S o v i e t  
s o u r c e s  g a v e  p e r c e n t a g e  e s t i m a t e s  o f  t h e  e x t e n t  t o  w h i c h  t a r g e t s  h a d  
b e e n  met i n  i n d i v i d u a l  g o l d  p r o d u c i n g  a r e a s  and  t h e  r a t e  o f  g r o w t h  o f  
o u t p u t  a n d  a d d i t i o n s  t o  ore  r e s e r v e s .  N o  t a r g e t s  o r  p r o d u c t i o n  
f i g u r e s  were g i v e n  by t h e  s o u r c e s .  I n  1 9 7 4 ,  t h e  company a d o p t e d  a 
d i f f e r e n t  a p p r o a c h  t o  e s t i m a t i n g  S o v i e t  g o l d  p r o d u c t i o n ,  b a s e d  o n  
i n f o r m a t i o n  a b o u t  t h e  t y p e  a n d  s i z e  o f  e q u i p m e n t  and p r o c e s s e s  t h a t  
were b e i n g  u s e d  i n  m i n i n g  a n d  e x t r a c t i n g  g o l d .  R e l y i n g  o n  c o m p a r i s o n  
w i t h  s i m i l a r  w o r k i n g s  e l s e w h e r e ,  t h e  g o l d  c o n t e n t  o f  t h e  ma te r i a l  
t r e a t e d  was e s t i m a t e d  f r o m  t h e  n a t u r e  o f  e a c h  o p e r a t i o n  and  t h e  
numbers ,  t y p e s  a n d  s i z e s  o f  m a c h i n e s  b e i n g  u s e d .  Be tween  t h e  f i r s t  
and  s e c o n d  s t u d y ,  s u b s t a n t i a l  upward r e v i s i o n  o f  t h e  e s t i m a t e s  re- 
s u l t e d  f r o m  a r e - e x a m i n a t i o n  o f  p u b l i c a t i o n s  o n  r e e f  m i n i n g .  More 
a t t e n t i o n  h a d  b e e n  p l a c e d  o n  a l l u v i a l  m i n i n g  i n  t h e  c o m p a n y ' s  f i r s t  
s t u d y  b e c a u s e  t h e  S o v i e t  p r e s s  and  r a d i o  p u b l i c i z e d  d e v e l o p m e n t s  
t h e r e  r a t h e r  t h a n  i n  r e e f  m i n i n g ,  w h i c h  p r e s u m a b l y  c o n t r i b u t e d  more 
t o  a g g r e g a t e  g o l d  o u t p u t  t h a n  p r e v i o u s l y  had b e e n  a s s u m e d .  The 
s e c o n d  a p p r o a c h  y i e l d e d  a n  o v e r e s t i m a t e  b e c a u s e  i t  a s s u m e d  t h a t  
S o v i e t  p r o d u c t i o n  was a s  e f f i c i e n t  as  i n  t h e  West. 

C u r r e n t l y ,  C o n s o l i d a t e d  Gold  F i e l d s  L t d .  h a s  u n d e r  way a  t h i r d  
s t u d y  u s i n g  s a t e l l i t e  p h o t o g r a p h s  i n  a d d i t i o n  t o  t h e  e a r l i e r  t e c h -  
n i q u e s .  A t  t h i s  s t a g e ,  t h e  company e s t i m a t e s  t h a t  S o v i e t  a n n u a l  o u t p u t  
is  i n  t h e  r a n g e  o f  9  t o  11 m i l l i o n  o u n c e s .  A r e v i s i o n  o f  e s t i m a t e d  
S o v i e t  S o v i e t  o u t p u t  h a s  r a i s e d  t h e  a n n u a l  f i g u r e s  t h e  company r e p o r t s .  
The estimate i t  g i v e s  f o r  1 9 8 0  is 1 0  m i l l i o n  o u n c e s .  The company 
a s s u m e s  t h a t  s a l e s  t o  t h e  West by t h e  communis t  b l o c  o f  1 2 . 9  t o  
1 3 . 2  m i l l i o n  o u n c e s  p e r  y e a r  i n  1976-78 r e q u i r e d  d r a w i n g  down 
s t o c k s .  Communist  b l o c  s a l e s  i n c l u d e ,  i n  a d d i t i o n  t o  sales  b y  
t h e  S o v i e t s ,  smaller  a m o u n t s  b y  t h e  P e o p l e ' s  R e p u b l i c  o f  C h i n a  a n d  
N o r t h  Korea. The d e c l i n e  i n  s a l e s  t o  t h e  West by t h e  b l o c  i n  
1978-80 was a t t r i b u t e d  t o  t h e  a v a i l a b i l i t y  o f  a n  a l t e r n a t i v e  s o u r c e  
o f  f o r e i g n  e x c h a n g e  -- o i l  a n d  g a s  sa les  -- a s  w e l l  a s  t h e  a v a i l -  
a b i l i t y  o f  commercial a n d  o f f i c i a l  c r e d i t  f r o m  t h e  West, w h i c h  
r e d u c e d  t h e  n e e d  t o  m a r k e t  g o l d  a b r o a d .  I n c r e a s e d  g o l d  s a l e s  
s i n c e  r e p o r t e d l y  r e f l e c t  a n  i n c r e a s e  i n  demand f o r  f o r e i g n  e x c h a n g e  
w h i c h  t h e  a l t e r n a t i v e  s o u r c e s  h a v e  n o t  s u p p l i e d .  

What is c u r r e n t l y  known or  assumed  a b o u t  w o r l d  g o l d  r e s e r v e s  
t h e r e f o r e  s u g g e s t s  t h a t  g o l d  o u t p u t  u n t i l  t h e  e n d  o f  t h e  c e n t u r y  w i l l  
a t  b e s t  o f f s e t  some p o r t i o n  o f  t h e  d e c l i n i n g  t r e n d  t h a t  e x i s t e d  f r o m  
1 9 7 0  t o  1 9 7 5 .  



I 4 .  C o m p o n e n t s  o f  t h e  W o r l d  G o l d  S u p p l y  

The  s u p p l y  o f  g o l d  d o e s  n o t  d e p e n d  s o l e l y  o n  new g o l d  m i n e d ,  
a l t h o u g h  f o r  t h e  w o r l d  a s  a w h o l e  t h e  p r o d u c t i o n  of m a r k e t  e c o n o m i e s  
is t h e  p r i n c i p a l  c o m p o n e n t .  Most g o l d  p r o d u c e r s  i n  t h i s  sector s e l l  
a l l  t h e i r  a n n u a l  o u t p u t ,  b u t  some may m a r k e t  more o r  l e s s  t h a n  c u r r e n t  

1 o u t p u t .  S o u t h  A f r i c a  w a s  r e l u c t a n t  t o  s e l l  i t s  o u t p u t  i n  1976-77  when 
f t h e  p r i c e  o f  g o l d  d e c l i n e d ,  a l t h o u g h  i t  h a d  a l a r g e  b a l a n c e  o f  pay -  
/ m e n t s  d e f i c i t .  I n s t e a d  o f  s e l l i n g  g o l d ,  i t  a r r a n g e d  a swap o f  8 . 0  
I m i l l i o n  o u n c e s  o r  so o f  g o l d  f o r  f o r e i g n  c u r r e n c y ,  w i t h  t h e  o p t i o n  t o  
1 r e p u r c h a s e  t h e  g o l d  a t  t h e  s w a p  p r i c e  p l u s  i n t e r e s t .  I n  1 9 7 9 ,  i t  
! e x e r c i s e d  t h e  o p t i o n  a n d  b o u g h t  3 . 9  m i l l i o n  o u n c e s  o f  t h e  s w a p  t o t a l ,  
I s e l l i n g  most o f  i t  a t  t h e  t h e n  h i g h e r  p r i c e s ,  a n d  a d d i n g  t h e  r e m a i n d e r  

t o  i t s  g o l d  r e s e r v e s .  I n  o t h e r  y e a r s  s i n c e  1 9 6 0 ,  S o u t h  A f r i c a n  g o l d  
s a l e s  h a v e  b e e n  more o r  l e s s  t h a n  c u r r e n t  o u t p u t ,  d e p e n d i n g  o n  t h e  

I m a r k e t  p r i c e  o f  g o l d ,  t h e  p r i c e  o f  d i a m o n d s  a n d  o t h e r  m i n e r a l s  t h e  

I c o u n t r y  e x p o r t s ,  a n d  i t s  b a l a n c e  o f  p a y m e n t s .  

C a n a d a  h a s  s o l d  g o l d  o n  o c c a s i o n  i n  e x c e s s  o f  c u r r e n t  o u t p u t  t o  
r e d u c e  t h e  s i z e  o f  i t s  g o l d  r e s e r v e s .  A u s t r a l i a  f r o m  t i m e  t o  t i m e  
r e q u i r e s  p r o d u c e r s  to  s e l l  p a r t  o r  a l l  o f  t h e i r  o u t p u t  to  t h e  c e n t r a l  
b a n k .  On t h e  w h o l e ,  g o l d  p r o d u c t i o n  i n  m a r k e t  e c o n o m i e s  f l o w s  t o  
s u p p l y  t h e  m a r k e t s  o f  t h e  w o r l d .  

T h e  s u p p l y  c o m p o n e n t s  o t h e r  t h a n  t h e  o u t p u t  o f  m a r k e t  e c o n o m i e s  
a r e  i n t e r m i t t e n t ,  f l u c t u a t i n g  f r o m  y e a r  t o  y e a r  when p r e s e n t ,  a n d  
a b s e n t  a l t o g e t h e r  i n  o t h e r  y e a r s .  T h e s e  c o m p o n e n t s  i n c l u d e :  

a )  t h e  f l o w  f r o m  c e n t r a l l y  p l a n n e d  e c o n o m i e s ;  

b )  s a l e s  b y  o i f i c i a l  m o n e t a r y  i n s t i t u t i o n s ;  

C )  sa les  o f  p r i v a t e  j e w e l r y  h o a r d s  by r e s i d e n t s  o f  d e v e l o p i n g  
c o u n t r i e s ;  a n d  

d )  s a l e s  o f  p r i v a t e  b u l l i o n  h o a r d s .  

a )  A s  n o t e d ,  t h e  f l o w  o f  g o l d  t o  t h e  m a r k e t  f r o m  t h e  c o m m u n i s t  
b l o c  h a s  f l u c t u a t e d  w i t h  i t s  n e e d  f o r  f o r e i g n  e x c h a n g e .  T h e r e  were 
n o  s a l e s  i n  t h e  f i v e  y e a r s  1 9 6 6 - 7 0 ,  when t h e  b l o c  was a  n e t  p u r c h a s e r .  
S a l e s  a r e  e s t i m a t e d  t o  h a v e  r a n g e d  f r o m  1 3  m i l l i o n  o u n c e s  p e r  y e a r  i n  
1 9 7 6 - 7 8 ,  a s  n o t e d  a b o v e ,  t o  1 . 7  m i l l i o n  o u n c e s  i n  1 9 7 1 .  The  b l o c  i s  
b e l i e v e d  t o  h a v e  s o l d  2 . 9  m i l l i o n  o u n c e s  i n  1 9 8 0 ,  a n d  a n  e s t i m a t e d  
7 . 2  o r  more m i l l i o n  o u n c e s  i n  1 9 8 1 .  

b )  Wet s a l e s  by o f f i c i a l  i n s t i t u t i o n s  s i n c e  1 9 5 0  were l i m i t e d  t o  
t h e  y e a r s  1 9 6 6 - 6 8 ,  1 9 7 1 ,  1 9 7 3 - 7 9 .  T h e y  r a n g e d  i n  s i z e  f r o m  0 . 2  
m i l l i o n  o u n c e s  i n  1 9 7 3  t o  4 5 . 1  m i l l i o n  o u n c e s  i n  1 9 6 7 .  

C )  J e w e l r y  s a l e s  b y  r e s i d e n t s  o f  d e v e l o p i n g  c o u n t r i e s  a m o u n t e d  
t o  1 . 7  m i l l i o n  o u n c e s  i n  1 9 7 4  a n d  4 . 2  m i l l i o n  o u n c e s  i n  1 9 8 0 .  I n  
o t h e r  y e a r s  s i n c e  1 9 5 0 ,  d e v e l o p i n g  c o u n t r i e s  a b s o r b e d  g o l d  j e w e l r y .  



d )  D i s h o a r d i n g  o f  p r i v a t e  b u l . l i o n  h o l d i n g s  s i n c e  1950  c o n t r i b u t e d  
t o  t h e  s u p p l y  o f  g o l d  o n l y  i n  t h e  y e a r s  1969-72 ,  when i t  r a n g e d  f rom 
0 . 1  m i l l i o n  o u n c e s  t o  1 1 . 0  m i l l i o n  o u n c e s .  

T a b l e  4-2 l is ts  t h e  c o m p o n e n t s  o f  t h e  w o r l d  g o l d  s u p p l y  a n n u a l l y  
f rom 1950  to  1 9 8 0  a n d  c o m p a r e s  t h e  t o t a l  w i t h  t h e  c o r r e s p o n d i n g  a n n u a l  
w o r l d  o u t p u t .  The movements i n  s u p p l y  a r e  more e r r a t i c  t h a n  t h o s e  i n  
g o l d  o u t p u t .  

5 .  D e t e r m i n a n t s  o f  M a r k e t  Economy G o l d  P r o d u c t i o n  
P. ---- -- . ----- 

A n  e c o n o m e t r i c  e s t i m a t e  o f  t h e  d e t e r m i n a n t s  o f  t h e  g o l d  p r o -  
d u c t i o n  o f  m a r k e t  e c o n o m i e s  f o r  1950-80 was  o b t a i n e d  by a  r e g r e s s i o n  
o n  c u r r e n t  a n d  l a g g e d  v a l u e s  o f  g o l d  a n d  a  t i m e  t r e n d  a s  a p r o x y  f o r  
t e c h n i c a l  p r o g r e s s .  A s  e x p e c t e d ,  t h e  rea l  p r i c e  a f f e c t s  m a r k e t  
economy p r o d u c t i o n  n e g a t i v e l y  and  w i t h  a  o n e - y e a r  l a y .  l1 1 n  
a d d i t i o n ,  r e g r e s s i o n s  c o v e r i n g  t h e  p e r i o d  1969-80 g a v e  r e s u l t s  s i m i l a r  
t o  tilose f o r  t h e  l o n g e r  p e r i o d . 1 2  A l l  t h e  r e s u l t s  are r e p o r t e d  i n  
Append ix  T a b l e  4-A3. 

F .  D e t e r m i n i n g  t h e  e q u i l i b r i u m  p r i c e  o f  g o l d  

E x c e p t  d u r i n g  p e r i o d s  when t h e  U . S .  d i d  n o t  a d h e r e  t o  t h e  g o l d  
s t a n d a r d ,  t h e  p r i c e  o f  g o l d  h a s  b e e n  f i x e d  by t h e  g o v e r n m e n t .  The 
most r e c e n t  s u c h  p e r i o d  o f  n o n - a d h e r e n c e  may be  d a t e d  f rom 1 9 6 8 ,  when 
t h e  t w o - t i e r  g o l d  m a r k e t  came i n t o  b e i n g ,  w i t h  t h e  t e r m i n a t i o n  o f  t h e  
London Gold  P o o l ' s  e f f o r t s  t o  h o l d  t h e  p r i c e  o f  g o l d  i n  p r i v a t e  
t r a n s a c t i o n s  a t  t h e  o f f i c i a l  p r i c e .  S i n c e  t h e n ,  i t  may b e  s a i d  t h a t  
t h e  p r i c e  o f  g o l d  a t  a n y  moment is d e t e r m i n e d  i n  a  f r e e  m a r k e t  by 
t h e  i n t e r a c t i o n  o f  t o t a l  demand f o r  a n d  s u p p l y  o f  g o l d .  

B e c a u s e  g o l d  is h e l d  f o r  asse t  a s  w e l l  a s  i n d u s t r i a l  p u r p o s e s ,  
and b e c a u s e  t h e  e x i s t i n g  s t o c k  o f  g o l d  is v e r y  l a r g e  r e l a t i v e  t o  
c h a n g e s  i n  t h e  s t o c k ,  i t  is i m p o r t a n t  t o  d i s t i n g u i s h  b e t w e e n  t h e  s t o c k  
and  t h e  f l o w  m a r k e t s  f o r  g o l d .  I t  h a s  b e e n  g e n e r a l l y  a g r e e d  t h a t ,  i n  
t h e  case o f  t h e  g o l d  m a r k e t ,  i n  t h e  s h o r t  r u n  a t  l e a s t ,  c o n d i t i o n s  i n  
t h e  s t o c k  ( a s s e t )  m a r k e t  d o m i n a t e  t h o s e  i n  t h e  f l o w  m a r k e t .  Thus  t h e  
d e t e r m i n a n t s  o f  n e t  a s s e t  demand would  b e  t h e  k e y  f a c t o r s  a f f e c t i n g  
t h e  p r i c e  i n  t h e  a b s e n c e  o f  a n y  s i g n i f i c a n t  sales f rom o f f i c i a l  
s o u r c e s  o r  f r o m  t h e  communis t  b l o c .  I n d e e d ,  e v i d e n c e  by  P e t e r  
24bken,13 t h e  I n t e r n a t i o n a l  Gold  C o r p o r a t i o n  (see  n o t e  7 )  , a n d  O t a n i  
and L i p s c h i t z  (see n o t e  7 )  s u g g e s t s  t h a t  m o n t h l y  a n d  q u a r t e r l y  v a r i a -  
t i o n s  i n  t h e  p r i c e  o f  g o l d  a r e  l a r g e l y  e x p l a i n e d  by  c o n d i t i o n s  i n  t h e  
a s s e t  m a r k e t .  However,  i n  t h e  l o n g  r u n ,  c o n d i t i o n s  i n  t h e  m a r k e t  f o r  
c u r r e n t  g o l d  o u t p u t  a re  t h e  k e y  d e t e r m i n a n t s  o f  t h e  p r i c e . 1 4  I n  
a d d i t i o n  t o  t h e  d e t e r m i n a n t s  o f  i n d u s t r i a l  demand,  t h e  k e y  c o n s i d e r a -  
t i o n  o f  t h e  f l o w  s u p p l y  s i d e  is  m a r k e t  p r o d u c t i o n  o f  g o l d .  E v i d e n c e  
t h a t  it r e s p o n d s  n e g a t i v e l y  t o  v a r i a t i o n s  i n  t h e  r e a l  p r i c e  o f  g o l d  
h a s  j u s t  b e e n  d i s c u s s e d .  T h i s  r e l a t i o n s h i p  r e f l e c t s  t h e  s p e c i a l  con-  
d i t i o n s  i n  t h e  S o u t h  A f r i c a n  g o l d  i n d u s t r y .  However,  i n t e r n a t i o n a l  
p r o d u c t i o n  h a s  e x p a n d e d  i n  t h e  p a s t  a s  a r e s u l t  o f  t e c h n o l o g i c a l  
i n n o v a t i o n  a n d  new d i s c o v e r i e s .  
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I f  t h e  e q u a t i o n s  f o r  t h e  i n d u s t r i a l  demand f o r  g o l d  and  f o r  t h e  
g o l d  o u t p u t  o f  m a r k e t  e c o n o m i e s  a r e  s o l v e d  f o r  t h e  r ea l  p r i ce  o f  
g o l d ,  t h i s  y i e l d s  a  r e d u c e d - f o r m  e q u a t i o n , 1 5  w h e r e  t h e  r ea l  p r i c e  o f  
g o l d  i s  d e t e r m i n e d  b y  t h e  e x o g e n o u s  ( i n d e p e n d e n t )  v a r i a b l e s  o f  t h e  
f l o w  demand and  s u p p l y  e q u a t i o n s :  w o r l d  r e a l  i n c o m e ,  t h e  t i m e  t r e n d  
a s  a  p r o x y  f o r  t e c h n i c a l  a d v a n c e ,  t h e  r e a l  p r i c e  o f  s i l v e r ,  a n d  t h e  
r e a l  p r i c e  o f  g o l d  l a g g e d  b y  o n e  y e a r .  Such  a r e d u c e d - f o r m  e q u a t i o n  
e x p l a i n s  u p  t o  9 3  p e r c e n t  o f  t h e  a n n u a l  v a r i a t i o n  i n  t h e  r e a l  p r i c e  
o f  g o l d .  Adding a  m a r k e t  i n t e r e s t  r a t e  a n d ,  i n  t u r n ,  t h e  a n n u a l  
p e r c e n t a g e  c h a n g e  i n  t h e  p r i c e  l e v e l  o r ,  l a g g e d  money g r o w t h  a s  a  
p r o x y  f o r  p r i c e  e x p e c t a t i o n s ,  t o  a c c o u n t  f o r  f a c t o r s  a f f e c t i n g  t h e  n e t  
a s s e t  demand f o r  g o l d ,  a d d s  4 p e r c e n t  t o  t h e  e x p l a n a t i o n  o f  p r i c e  
v a r i a t i o n s 1 6  (see  Append ix  T a b l e  4-A4. ) I 7  

One way t o  a r r i v e  a t  a n  e u i l i b r i u m  p r i ce  o f  g o l d  is  t o  f o l l o w  
t h e  a p p r o a c h  o f  R o b e r t  A l i b e r . q 8  H e  t a k e s  t h e  p r i c e  o f  $ 3 5  p e r  o u n c e  
i n  1 9 6 1 ,  a y e a r  when t h e  U n i t e d  S t a t e s  had  v i r t u a l  p r i c e  s t a b i l i t y ,  
a s  a n  i n i t i a l  e q u i l i b r i u m  p r i c e .  Assuming n o  o t h e r  f a c t o r s  a f f e c t e d  
t h e  real  p r i ce ,  t h e  n o m i n a l  p r i c e  o f  g o l d  s h o u l d  h a v e  i n c r e a s e d  t o  t h e  
same e x t e n t  a s  t h e  i n c r e a s e  i n  t h e  U.S. p r i c e  l e v e l  s i n c e  1 9 6 1  p l u s  
a r e t u r n  e q u a l  t o  t h e  r e a l  ra te  o f  i n t e r e s t .  The U.S. CPI t r i p l e d  
b e t w e e n  1 9 6 1  a n d  1 9 8 0 ,  h e n c e  t h e  n o m i n a l  pr ice  o f  g o l d  s h o u l d  h a v e  
b e e n  $105  i n  1 9 8 0 .  U s i n g  t h e  w o r l d  CPI c h a n g e ,  t h e  p r i c e  s h o u l d  h a v e  
b e e n  $ 1 5 5 . 1 9  

However,  a s  t h e  d i s c u s s i o n  a b o v e  i n d i c a t e s ,  o t h e r  f a c t o r s  would 
h a v e  a f f e c t e d  t h e  rea l  p r i c e  o f  g o l d  i n  a d d i t i o n  t o  t h e  i n c r e a s e  i n  
t h e  g e n e r a l  p r i c e  l e v e l .  I f  w o r l d  r ea l  income e l a s t i c i t y  o f  demand 
f o r  g o l d  i s  t a k e n  t o  b e  1 . 8 5  ( b a s e d  o n  t h e  r e s u l t s  f o r  1950-80 re- 
p o r t e d  i n  Append ix  T h b l e  4-A1 P a r t  l ) ,  a n d  t h e  i n c r e a s e  i n  w o r l d  
income a p p r o x i m a t e d  8 3  p e r c e n t  ( b a s e d  o n  a n  i n d e x  of w o r l d  r e a l  G N P ) ,  
t h e  demand f o r  o l d  would  h a v e  i n c r e a s e d  by 1 5 4  p e r c e n t  o v e r  t h e  
p e r i o d  1961-80.  Yo  O v e r  t h e  same p e r i o d ,  t h e  t o t a l  w o r l d  g o l d  s t o c k  
i n c r e a s e d  by 3 5  p e r c e n t .  21 T h u s  t h e  e x c e s s  demand f o r  g o l d  amounted 
t o  a b o u t  1 2 0  e r c e n t .  I f  w e  t a k e  t h e  p r i c e  e l a s t i c i t y  o f  demand f o r  
g o l d  t o  b e  -lS2, a n d  p r ice  e l a s t i c i t y  o f  s u p p l y  to  b e  c l o s e  t o  z e r o , 2 3  
t h e n  t h e  r ea l  p r i ce  would  h a v e  i n c r e a s e d  ( o t h e r  t h i n g s  e q u a l )  by  a b o u t  
1 2 0  p e r c e n t  s i n c e  1 9 6 1 .  On t h i s  c a l c u l a t i o n ,  t h e  e q u i l i b r i u m  p r i c e  
o f  g o l d  i n  1980  would  h a v e  b e e n  b e t w e e n  $230  a n d  $340 .  24 T h i s  e x e r -  
c i s e  a s s u m e s  t h a t  f a c t o r s  a f f e c t i n g  t h e  n e t  asset  demand f o r  g o l d  a r e  
t r a n s i t o r y ,  a n d  would  v a n i s h  o n c e  p r i c e  s t a b i l i t y  u n d e r  a  g o l d  
s t a n d a r d  i s  r e s t o r e d .  

Assume t h a t  a t  a p r i c e  per o u n c e  o f  g o l d ,  w i t h i n  t h e  c a l c u l a t e d  
r a n g e  o f  $230  t o  $ 3 4 0 ,  t h e  g o l d  s t a n d a r d  w a s  r e s t o r e d .  I n  t h e  c u r r e n t  
f r e e  m a r k e t ,  a m o n e t a r y  demand e s s e n t i a l l y  d o e s  n o t  e x i s t .  The p r i c e  
c d l c u l a t i o n  r e p o r t e d  h e r e  was b a s e d  o n  e q u a t i n g  t h e  n o n m o n e t a r y  demand 
f o r  and t h e  s u p p l y  o f  g o l d .  Under  a g o l d  s t a n d a r d ,  t h e  g o v e r n m e n t  
sets t h e  p r i c e  a n d  m u s t  s a t i s f y  a l l  demands  f o r  g o l d  a t  t h a t  p r i c e .  
Under a r e i n s t i t u t e d  g o l d  s t a n d a r d ,  a  m o n e t a r y  demand f o r  g o l d  would  
r e c u r .  Only  a f t e r  t h e  m o n e t a r y  demand f o r  g o l d  h a d  b e e n  accommoda ted ,  
would  t h e  n o n m o n e t a r y  demand f o r  g o l d  b e  s a t i s f i e d .  T h u s  t h e  asse t  
demand r e l a t i o n s h i p  i n  t h e  f o r e g o i n g  e c o n o m e t r i c  e x e r c i s e  would  no  



l o n g e r  b e  r e l e v a n t .  The  s u p p l y  e q u a t i o n ,  h o w e v e r ,  wou ld  p r e s u m a b l y  
b e  u n a f f e c t e d  by a  r e t u r n  t o  t h e  g o l d  s t a n d a r d .  The q u e s t i o n  t h e n  
r e s o l v e s  i t s e l f  i n t o  t h e  a d e q u a c y  o f  t h e  s u p p l y  r e l a t i v e  t o  t h e  
p u t a t i v e  2 r o s p e c t i v e  m o n e t a r y  a n d  n o n m o n e t a r y  demand f o r  g o l d .  25 

G .  R e c o r d  o f  g o l d  p r o d u c t i o n  i n  p a s t  c e n t u r i e s  a n d  i t s  r e l a t i o n  t o  
t r e n d  movements i n  commodi ty  p r i c e s  

The r a t e  o f  g r o w t h  o f  w o r l d  g o l d  o u t p u t  o v e r  t h e  c e n t u r i e s  h a s  
waxed and  waned.  C h a r t  4-1 p lo t s  w o r l d  y e a r l y  o u t p u t  o f  g o l d  f r o m  
1 8 0 0  t o  1 9 8 0 .  T a b l e  4-3 compares a v e r a g e  a n n u a l  ra tes  o f  g r o w t h  o f  
w o r l d  o u t p u t  o f  g o l d  ( i n  m i l l i o n s  o f  f i n e  o u n c e s ) ,  f o r  s u b p e r i o d s  
s i n c e  1 8 4 9 ,  w i t h  c o r r e s p o n d i n g  a v e r a g e  a n n u a l  r a tes  o f  c h a n g e  o f  
a v a i l a b l e  m e a s u r e s  o f  t h e  U.S. p r i c e  l e v e l .  

The  t a b l e  l e a v e s  n o  d o u b t  t h a t  g o l d  p r o d u c t i o n  h a s  n o t  i n c r e a s e d  
a t  a  c o n s t a n t  a n n u a l  r a t e  f r o m  s u b p e r i o d  t o  s u b p e r i o d .  A v e r a g i n g  
o v e r  p e r i o d s  o f  h i g h  a n d  l o w  g r o w t h  r a t e s  o f  g o l d  p r o d u c t i o n  o b v i o u s l y  
y i e l d s  a s m o o t h e r  p i c t u r e .  S i m i l a r l y ,  a v e r a g i n g  o v e r  p e r i o d s  o f  a  
f a l l i n g  p r i c e  l e v e l  m a t c h i n g  l o w  g r o w t h  ra tes  o f  g o l d  p r o d u c t i o n  and  
p e r i o d s  o f  a r i s i n g  p r i ce  l e v e l  m a t c h i n g  p e r i o d s  o f  h i g h  r a t e s  o f  g o l d  
p r o d u c t i o n  y i e l d s  a s m o o t h e r  p i c t u r e  o f  p r i c e  c h a n g e .  B u t  f o r  con-  
t e m p o r a r i e s  e a c h  p e r i o d  was  d i s t i n c t  and  e x a c t e d  f i r s t  t h e  costs  o f  
d e f l a t i o n  a n d  t h e n  t h e  co s t s  o f  i n f l a t i o n .  The g r o w t h  r a t e  o f  g o l d  
o u t p u t  h a s  n o t  b e e n  s t a b l e  o v e r  t i m e .  

T h r e e  s u b p e r i o d s  s i n c e  1934  i n v i t e  comment. A n n u a l  r a t e s  o f  
g r o w t h  o f  g o l d  o u t p u t  more t h a n  d o u b l e d  i n  t h e  c l o s i n g  y e a r s  o f  t h e  
i n t e r w a r  p e r i o d ,  1934-40.  The d o u b l i n g  was a  r e s p o n s e  t o  t h e  s h a r p  
i n c r e a s e  i n  t h e  p r o f i t a b i l i t y  o f  g o l d  m i n i n g  t h a t  t h e  U.S. i n c r e a s e  
i n  t h e  o f f i c i a l  p r i c e  f r o m  $ 2 0 . 6 7  t o  $ 3 5  a n  o u n c e  p r o d u c e d .  A t  f i r s t  
g l a n c e ,  t h e  0 . 6 6  a v e r a g e  a n n u a l  r a t e  o f  i n c r e a s e  i n  t h e  U.S. p r i c e  
l e v e l  f r o m  1 9 3 4  t o  1 9 4 0  may n o t  a p p e a r  t o  r e f l e c t  t h e  s u r g e  i n  g o l d  
o u t p u t .  However ,  a  c o m p a r i s o n  o f  t h e  c h a n g e  i n  t h e  a v e r a g e  a n n u a l  
r a t e  o f  i n c r e a s e  i n  t h e  U.S. p r i c e  l e v e l  f r o m  t h e  1920-33  t o  t h e  1934-  
4 0  s u b p e r i o d  ( + 4 . 6  p e r c e n t  per y e a r )  w i t h  t h e  c o r r e s p o n d i n g  c h a n g e  i n  
t h e  r a t e  o f  c h a n g e  o f  g o l d  o u t p u t  ( + 3 . 6  p e r c e n t  p e r  y e a r )  shows  a 
c l o s e  r e l a t i o n s h i p  b e t w e e n  t h e  two v a r i a b l e s .  A f t e r  1 9 5 0 ,  t h e  r a t e  
o f  c h a n g e  o f  t h e  U.S. pr ice  l e v e l  i n  t h e  two s u b p e r i o d s  t h a t  a re  d i s -  
t i n g u i s h e d  n o  l o n g e r  t r a c k s  t h e  r a t e  o f  c h a n g e  o f  g o l d  o u t p u t .  
Pos t -Wor ld  Kar I1 i n f l a t i o n  e x p e r i e n c e  w a s  f u e l e d  b y  means  o t h e r  t h a n  
r i s i n g  g o l d  o u t p u t ,  w h i c h  a c c o u n t e d  f o r  i n f l a t i o n s  b e f o r e  1 9 1 4  t h a t  
were c l e a r l y  l e s s  v i r u l e n t  t h a n  t h e  p o s t w a r  e p i s o d e .  

The r a t e  o f  g r o w t h  of gold o u t p u t  is  n o t  c o n s t a n t  o v e r  t i m e .  
A f t e r  Wor ld  War 11, o u t p u t  g r e w  a t  a b o u t  3 p e r c e n t  per  y e a r  u n t i l  
1 9 7 0 ,  a n d  h a s  s i n c e  d e c l i n e d  a t  a b o u t  1 . 5  p e r c e n t  p e r  y e a r .  The  most 
i m p o r t a n t  g c l d  p r o d u c e r  among m a r k e t  e c o n o m i e s  i s  S o u t h  A f r i c a .  
F a c t o r s  t h a t  would  o p e r a t e  t o  c o n t i n u e  t h e  downward t r e n d  i n  S o u t h  
A f r i c a n  o u t p u t  i n c l u d e  a  g o v e r n m e n t  m a n d a t e d  s h i f t  t o  l o w e r - g r a d e  o r e s  





Table 4-3 

Comparison of Average Annual Rates of Change of World Gold Output and o; 
Various Measures of t he  U.S. Pr ice  Level, by Subperiods, 

1849-1980 

World Gold Output U.S. P r i ce  Level 
Average Annual Fates  Average Annual Rates of 

Period of Change ( i n  percent )  Period Change ( i n  percent)  

1849-1870 2.37 Wholesale Prices  

1869-1896 -2 .I1 (NNP p r i c e  d e f l a t o r )  

1896-1913 1.97 I1 

1920-1933 -3.90 11 

1934-1940 0.66 11 

1950-1968 2.64 (GNP p r i c e  d e f l a t o r )  

1969-1980 6.50 I t  

Source: For gold output ,  s e e  t h e  S t a t i s t i c a l  Compendium, Table 1, below. 

For wholesale p r i ce s ,  1849-70, see  U.S. Bureau of t h e  Census, 

H i s t o r i c a l  S t a t i s t i c s  of t h e  United S t a t e s ,  Colonial Times t o  1970, 

Bicentennial  Edi t ion,  Par t  1, Se r i e s  F-2, pp. 202-203. 

For t h e  d e f l a t o r  i m p l i c i t  i n  net  na t iona l  product, 1869-1940, see M. 

Friedman and A. J .  Schwartz, b n e t a r y  Trends in  t he  IJnited S ta t e s  and 

United Kingdom, 1867-1975, Ch. 4,  appendix of bas ic  annual data  ( i n  

p r e s s )  . 
For t h e  d e f l a t o r  i m p l i c i t  i n  GNP, 1950-80, see  Economic Report of the  

Pres ident  ( t ransmi t ted  t o  t h e  Congress February 19821, Table B-3, p. 

236. 

Note: Rates of change assume continuous compounding, t h a t  i s ,  they a r e  the 

d i f f e r ence  between t h e  n a t u r a l  logarithms of t h e  va r i ab l e  a t  t he  t e r -  

minal and i n i t i a l  da tes  divided by t h e  number of years  separa t ing  those 

da tes .  



when t h e  a v e r a g e  y o l d  p r i c e  r ises,  i n f l a t i o n  e f E e c t s  on  l a b o r  and  
c a p i t a l  cos t s ,  s h o r t a g e s  o f  s k i l l e d  l a b o r  a n d  l a b o r  u n r e s t ,  a s  w e l l  a s  
t h e  h i g h  costs  a s s o c i a t e d  w i t h  d e e p  m i n i n g .  O f f s e t t i n g  t h e s e  f a c t o r s  
a r e  t h e  p o s s i b i l i t y  o f  d i s c o v e r y  o f  new g o l d  f i e l d s  a n d  u r a n i u m  r e v e -  
n u e s ,  s i n c e  t h e  m i n e r a l  is  f o u n d  i n  o n e - s i x t ! ~  o f  S o u t h  A f r i c a n  g o l d  
m i n e s .  Gold  o u t p u t  i n  t h e  U n i t e d  S t a t e s  a n d  C a n a d a ,  i n c l u d i n g  by- 
p r o d u c t  y o l d  p r o d u c t i o n  m a i n l y  f r o m  c o p p e r  m i n i n g ,  h a s  a l s o  d i s p l a y e d  
a  n e g a t i v e  p o s t w a r  t r e n d ,  a l t h o u g h  a  r i se  i n  g o l d  p r i c e s  h a s  
e n c o u r a g e d  r e o p e n i n g  o f  m i n e s  and  e x p l o r a t i o n .  B r a z i l  h a s  become a 
r e c e n t  g o l d  p r o d u c e r ,  a1 t h o u g h  i t s  o u t p u t  i s  n o t  c o n s e q u e n t i a l .  Among 
Communist  c o u n t r i e s ,  t h e  U.S.S.R. i s  t h e  l e a d e r ,  e s t i m a t e d  t o  p r o d u c e  
a b o u t  o n e - f i f t h  o f  t h e  w o r l d ' s  o u t p u t ,  a l t h o u g h  i ts  sa les  a r e  n o t  
g e a r e d  t o  p r o d u c t i o n  b u t  to b a l a n c e  o f  p a y m e n t s  n e e d s .  F o r  t h e  l o n g  
r u n ,  l i t t l e  i n c r e a s e  i n  a n n u a l  w o r l d  g o l d  p r o d u c t i o n  is i n  p r o s p e c t .  

A d v o c a t e s  o f  a  r e t u r n  to  t h e  g o l d  s t a n d a r d  t e n d  to  d i s m i s s  con-  
c e r n  w i t h  t h e  p r o s p e c t i v e  r a t e  o f  g r o w t h  of w o r l d  g o l d  o u t p u t .  Y e t  
t h e  amount  o f  g o l d  a v a i l a b l e  f o r  a n n u a l  a d d i t i o n s  t o  t h e  s t o c k  o f  
m o n e t a r y  g o l d  is a c r u c i a l  f a c t o r  i n  d e t e r m i n i n g  t h e  t r e n d  o f  t h e  
p r i c e  l e v e l  u n d e r  a  g o l d  s t a n d a r d .  I f  t h e  a n n u a l  r a t e  a t  which  t h e  
m o n e t a r y  g o l d  s t o c k  i n c r e a s e s  i s  b e l o w  t h e  r a t e  o f  p o p u l a t i o n  g r o w t h  
and  r e a l  income g r o w t h ,  t h e  c o n s e q u e n c e  is a  d e c l i n i n g  t r e n d  i n  t h e  
p r i c e  l e v e l .  

T h i s  c o n c l u s i o n  f o l l o w s  f r o m  e x t e n s i v e  s t u d i e s  o f  t h e  p e r  c a p i t a  
demand f o r  money t h a t  h a v e  shown i t  t o  b e  d e t e r m i n e d  b y  p e r  c a p i t a  
r e a l  income a n d  a n  i n t e r e s t  r a te  r e p r e s e n t i n g  t h e  y i e l d  o n  a n  a s s e t  
a l t e r n a t i v e  t o  h o l d i n g  money. I f  t h e  s u p p l y  o f  m o n e t a r y  r e s e r v e s  w i l l  
n o t  m a t c h  t h e  g r o w t h  i n  demand f o r  money,  t h e  p r i c e  l e v e l  w i l l  f a l l .  
I t  was  n o t  b y  c o i n c i d e n c e  t h a t  t h e  n e g a t i v e  r a t e  o f  g o l d  o u t p u t  g r o w t h  
f r o m  1 8 7 1  t o  1889  was a s s o c i a t e d  w i t h  a d e c l i n i n g  p r i c e  l e v e l  i n  t h e  
U n i t e d  S t a t e s  a n d  w o r l d w i d e  u n t i l  1 8 9 6 .  The d e c l i n e  i n  t h e  p r i c e  
l e v e l  was t h e  c o n s e q u e n c e  o f  t h e  d e c l i n e  i n  t h e  r a t e  o f  g o l d  o u t p u t  
g r o w t h  c o n c o m i t a n t  w i t h  a r i s i n g  w o r l d  demand f o r  g o l d .  S i m i l a r l y ,  
t h e  d e c l i n e  i n  t h e  p r i c e  l e v e l  d u r i n g  t h e  1 9 2 0 s  was a  c o n s e q u e n c e  o f  
t h e  f a l l  i n  t h e  ra te  o f  y o l d  o u t p u t  d u r i n g  t h a t  d e c a d e .  I n  e a c h  
c a s e ,  t h e  d e c l i n i n g  r a t e  o f  g o l d  o u t p u t  w a s  a r e s p o n s e  t o  a n  e a r l i e r  
d e c l i n e  i n  t h e  r ea l  p r i c e  o f  y o l d .  

A d e c l i n i n g  t r e n d  i n  p r i c e s  may seem a d e s i r a b l e  d e v e l o p m e n t  
a f t e r  d e c a d e s  o f  a  r i s i n g  pr ice  l e v e l .  However ,  s u c h  a  c h a n g e  would  
i m p o s e  two k i n d s  o f  ad j u s t n e n t  costs  upon t h e  economy: (1) t r a n s i t i o n  
cos t s  i n  moving  f r o m  a n  i n f l a t i o n a r y  t o  a d e f l a t i o n a r y  e n v i r o n m e n t ;  
( 2 )  c o n t ' i n u i n g  costs o f  a d e f l a t i o n ,  a s s u m i n g  c o n t i n u a n c e  o f  a  g o l d  
s t a n d a r d .  The cos t s  m i g h t  b e  r e g a r d e d  as  t o l e r a b l e  i f  t h e y  a f f e c t e d  
a l l  m a r k e t s  p r o p o r t i o n a l l y ,  so b o r r o w e r s  a n d  l e n d e r s ,  w o r k e r s  a n d  
e m p l o y e r s ,  r e t i r e d  a n d  a c t i v e  l a b o r  f o r c e  p a r t i c i p a n t s ,  u r b a n  a n d  
r u r a l  f a m i l i e s ,  were a l l  e q u a l l y  b u r d e n e d .  N o  more t h a n  t h e  cos t s  
o f  i n f l a t i o n ,  h o w e v e r ,  w i l l  t h e  cos t s  o f  d e f l a t i o n  b e  so d i s t r i b u t e d .  
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W.A. Brown,  J r . ,  The  I n t e r n a t i o n a l  G o l d  S t a n d a r d  R e i n t e r p r e t e d ,  
NBER, 1 9 4 0 ,  2  V O ~ S . ,  p p .  627-37.  

A n n u a l  R e p o r t  o f  t h e  S e c r e t a r y  o f  t h e  T r e a s u r y  1 9 6 8 ,  p p .  467-70.  

Bank o f  E n g l a n d ,  Q u a r t e r l y  B u l l e t i n ,  J u n e  1 9 6 8 ,  p .  1 0 9 .  

W.J. B u i s s c h a u ,  "Some Notes o n  G o l d  P r o d u c t i o n  a n d  S t o c k s , "  i n  
N a t i o n a l  I n d u s t r i a l  C o n f e r e n c e  B o a r d  Special  S t u d i e s  n o .  4 3 ,  
S h a l l  he R e t u r n  t o  a G o l d  S t a n d a r d  - N o w ?  1 9 5 4 ,  p .  1 6 3 .  - --- 

I n t e r n a t i o n a l  C u r r e n c y  E x p e r i e n c e :  L e s s o n s  o f  t h e  I n t e r - W a r  -- 
P e r i o d ,  L e a g u e  o f  N a t i o n s ,  1 9 4 4 ,  p .  233.  ~ h e r e  t h e y  o v e r l a p ,  
t h e  L e a g u e  o f  N a t i o n s  a n n u a l  es t imates d o  n o t  aqree w i t h  t h e  
a n n u a l  estimates i n  t h e  s o u r c e  c i t e d  i n  n o t e  4 f o r  t h e  p e r i o d  
1930-1952 .  I n  many y e a r s ,  t h e  sum o f  t h e  c h a n g e  i n  c e n t r a l  
h a n k  r e s e r v e s  a n d  i n d u s t r i a l  c o n s u m p t i o n  d o e s  n o t  e q u a l  t h e  
g o l d  s u p p l y .  

U . S .  r e a l  income  g r e w  a t  a n  a v e r a g e  a n n u a l  r a t e  o f  2 . 7 4  p e r c e n t  
f r o m  1 9 6 9  t o  1 9 8 0 ;  r ea l  i n c o m e  o f  7  i n d u s t r i a l  c o u n t r i e s  i n c r e a s e d  
a t  a n  a v e r a g e  a n n u a l  r a t e  o f  3 . 2 2  p e r c e n t ,  a n d  w o r l d  r e a l  i n c o m e  
b y  a n  a v e r a g e  r a t e  o f  3 . 7 6  p e r c e n t .  F o r  s o u r c e s ,  see T a b l e  4A1, 
p a r t  2 .  

The  estimates o f  t h e  d e t e r m i n a n t s  o f  i n d u s t r i a l  demand f o r  g o l d  
r e p o r t e d  h e r e  were o b t a i n e d  f r o m  o r d i n a r y  l e a s t  s q u a r e s  re- 
g r e s s i o n s .  W e  a l s o  u s e d  t h e  t w o - s t a g e  l e a s t  s q u a r e s  p r o c e d u r e ,  
a s  a c h e c k  o n  p o s s i b l e  i d e n t i f i c a t i o n  p r o b l e m s ,  a n d  t h e  r e s u l t s  
were n o t  s i g n i f i c a n t l y  d i f f e r e n t  f r o m  t h o s e  f o r  OLS r e g r e s s i o n s .  
A r e c e n t  s t u d y  u s i n g  a n n u a l  d a t a  o v e r  t h e  p e r i o d  1970-80  r e p o r t e d  
t h e  r e a l  p r i c e  e l a s t i c i t y  a s  - 1 . 2  a n d  t h e  real i n c o m e  e l a s t - i c i t y  
a s  2 .9  ( I n t e r n a t i o n a l  G o l d  C o r p o r a t i o n  L i m i t e d ,  A G o l d  P r i c i n g  
Model  ( A u g u s t  1 9 8 1 :  p. 5 . )  T h e  r e s u l t s  are s imilar  t o  t h o s e  
r e p o r t e d  i n  o u r  A p p e n d i x  T a b l e  4-A2. A q u a r t e r l y  s t u d y  o f  t h e  
p e r i o d  1968-74 r e p o r t e d  a p r i c e  e l a s t i c i t y  o f  -0 .7  a n d  a n  
i n c o m e  e l a s t i c i t y  o f  0 . 6  (L. L i p s c h i t z  a n d  I .  O t a n i ,  "A S i m p l e  
Model  o f  t h e  P r i v a t e  G o l d  M a r k e t ,  1968-74 :  An E x p l o r a t o r y  Econo-  
metric E x e r c i s e , "  ---- IMF S t a f f  P a p e r s  24 (March 1 9 7 7 ) :  p p .  32 -63 . )  

8 .  We a d d e d  t h e  c o n s t a n t  $ 2 0  b i l l i o n  ( t h e  a m o u n t  r e q u i r e d  to  make 
n e g a t i v e  c h a n g e s  p o s i t i v e )  t o  t h e  n e t  a sse t  demand ser ies  t o  a l low 
u s  t o  make t h e  l o g  t r a n s f o r m a t i o n .  T h i s  p r o c e d u r e  d o e s  n o t  i n t r o -  
d u c e  s i g n i f i c a n t  b i a s  i n  o u r  e s t i m a t e s .  N e t  a sse t  demand is 
d e f i n e d  a s  T a b l e  4 - 1 ,  co l .  8 ,  m i n u s  T a b l e  4-2,  co l .  5 ,  f o r  a  
d e f i n i t i o n  e x c l u d i n g  c o i n s  a n d  m e d a l l i o n s .  I n c l u d i n g  c o i n s  a n d  
m e d a l l i o n s ,  t h e  d e f i n i t i o n  is  t h e  sum o f  T a b l e  4-1 ,  co l s .  7 a n d  
8, m i n u s  T a b l e  4 - 2 ,  co l .  5. R e g r e s s i o n  r e s u l t s  i n c l u d i n g  c o i n s  
a n d  m e d a l l i o n s  were s u p e r i o r  t o  t h o s e  e x c l u d i n g  t h e m .  Our  n e t  
a s s e t  demand e q u a t i o n  is a r e d u c e d  f o r m  t h a t  w e  b e l i e v e  c a p t u r e s  



t h e  essential f a c t o r s  t h a t  d e t e r m i n e  t h e  f l o w  n e t  a s s e t  demand 
Lor g o l d .  

9 .  L i p s c h i t z  a n d  O t a n i  ( n o t e  7 ,  a b o v e )  f o u n d  h o a r d i n g  demand f o r  g o l d  
t o  b e  s i g n i f i c a n t  f u n c t i o n s  o f  E u r o d o l l a r  and  Euromark  i n t e r e s t  
r a t e s ,  e x p e c t e d  i n f l a t i o n ,  a n d  w e a l t h  o v e r  t h e  p e r i o d  1968-74.  

1 0 .  The r e s u l t s  were s i m i l a r  f o r  t h e  p e r i o d  1951-80 ,  u s i n g  t h e  w o r l d  
C P I  a s  t h e  d e f l a t o r  ( a v a i l a b l e  o n l y  s i n c e  1 9 5 0 ) ;  f o r  1950-80 ,  w e  
u s e d  t h e  U . S .  w h o l e s a l e  p r i c e  i n d e x  a s  t h e  d e f l a t o r .  S e e  
~ p p e n d i x  T a b l e  A3. 

11. The rea l  p r i c e  l a g g e d  t w o  a n d  t h r e e  y e a r s  d i d  n o t  i m p r o v e  t h e  
r e s u l t s  n o r  d i d  o r n i t t i n y  t h e  time t r e n d  ( A p p e n d i x  T a b l e  A 3 ) .  One 
p o s s i b l e  e x p l a n a t i o n  f o r  t h e  n e g a t i v e  c o e f f i c i e n t  o n  t h e  r ea l  
p r i c e  is t h a t  i t  r e f l e c t s  p r o d u c e r s 1  e x p e c t a t i o n s  a b o u t  t h e  
b e h a v i o r  o f  t h e  f u t u r e  p r i c e  o f  g o l d .  When g o l d  p r ices  are  h i g h ,  
t h e y  may b e  e x p e c t e d  t o  d e c l i n e ,  so p r o d u c e r s  r e d u c e  o u t p u t  i n  
a n t i c i p a t i o n  o f  t h e  p r ice  d e c l i n e .  S e e  S t e p h e n  W .  S a l a n t ,  "The 
V u l n e r a b i l i t y  o f  P r i c e  S t a b i l i z a t i o n  Schemes t o  S p e c u l a t i v e  
A t t a c k , "  J o u r n a l  o f  P o l i t i c a l  Economy ( f o r t h c o m i n g ) .  

1 2 .  The estimate o f  p r i c e  e l a s t i c i t y  o f  g o l d  o u t p u t  r e p o r t e d  b y  
L i p s c h i t z  a n d  O t a n i  f o r  t h e  p e r i o d  1968-74 is - 0 . 1 1 ,  s i m i l a r  t o  
o u r  r e s u l t .  

1 3 .  "The Economics  o f  Gold  P r i c e  Movements , "  F e d e r a l  R e s e r v e  Bank o f  
Richmond,  Economic  Rev iew ( M a r c h / A p r i l  1 9 8 0 ) :  pp.3-13.  

1 4 .  However,  t h i s  s t a t e m e n t  n e g l e c t s  t h e  c o n d i t i o n  f o r  t h e  o p t i ~ n a l  
d e p l e t i o n  o f  a n  e x h a u s t i b l e  r e s o u r c e .  I n  t h a t  c a s e ,  i n  a  
c o m p e t i t i v e  m a r k e t ,  N o t e l l i n g ' s  r u l e  t h a t  t h e  p r i c e  o f  t h e  re- 
s o u r c e  s h o u l d  r i se  by t h e  m a r k e t  r a t e  o f  i n t e r e s t  wou ld  b e  o f  
p a r a m o u n t  i m p o r t a n c e .  S e e  S t e p h e n  W .  S a l a n t  and  D a l e  W .  
H e n d e r s o n ,  " M a r k e t  A n t i c i p a t i o n s  o f  Government  P o l i c i e s  a n d  t h e  
P r i c e  o f  G o l d , "  J o u r n a l  o f  P o l i t i c a l  Economy 8 6  ( A u g u s t  1 9 7 8 ) :  ----- 
p p .  627-48. 

1 5 .  An e q u a t i o n  s y s t e m  is s a i d  t o  b e  complete when it h a s  as  many 
e n d o g e n o u s  ( d e p e n d e n t )  v a r i a b l e s  a s  e q u a t i o n s  ( i n  o u r  e x a m p l e ,  
t w o :  o n e  f o r  t h e  demand f o r  g o l d ,  t h e  o t h e r  f o r  t h e  s u p p l y  o f  
g o l d ) ,  a n d  when i t  c a n  b e  s o l v e d  f o r  t h e s e  v a r i a b l e s .  The  
s o l u t i o n  is c a l l e d  t h e  r e d u c e d  f o r m  o f  t h e  s y s t e m .  The r e d u c e d  
f o r m  i s  c o n v e n i e n t  f o r  c a l c u l a t i n g  t h e  e f f e c t  o f  a c h a n g e  i n  
e x o g e n o u s  ( i n d e p e n d e n t )  v a r i a b l e s  o n  a n  e n d o g e n o u s  v a r i a b l e .  

1 6 .  I n  t h e  e q u a t i o n s  i n  A p p e n d i x  T a b l e  A4, w e  d e f l a t e  t h e  p r i c e s  o f  
g o l d  a n d  s i l v e r  by  t h e  U.S. a n d  w o r l d  C P I .  To b e  c o n s i s t e n t ,  
w e  u s e  t h e  t w o  s e r i e s  a s  m e a s u r e s  o f  p r i c e  c h a n g e .  R e s u l t s  were 
s imi la r  i n  r e g r e s s i o n s  u s i n g  t h e  U . S .  w h o l e s a l e  p r i c e  i n d e x  a s  
t h e  m e a s u r e  o f  a n n u a l  pr ice  c h a n g e .  

1 7 .  The  s t u d y  b y  t h e  I n t e r n a t i o n a l  G o l d  C o r p o r a t i o n  (see n o t e  7 ,  
a b o v e ) ,  u s i n g  m o n t h l y  d a t a ,  e x p l a i n s  most o f  t h e  v a r i a t i o n  i n  t h e  



pr ice  o f  g o l d  w i t h  m e a s u r e s  o f  t h e  rea l  r a t e  o f  i n t e r e s t ,  l a g g e d  
w o r l d  money g r o w t h ,  a n d  a m e a s u r e  o f  w o r l d  p o l i t i c a l  t e n s i o n .  
However ,  t h e  r e p o r t e d  r e s u l t s  d o  n o t  i n c l u d e  Durbin-Watson 
s t a t i s t i c s ,  s u g g e s t i n g  t h a t  t h e y  may b e  m a r r e d  by  a u t o c o r r e l a -  
t i o n ,  a s  are  many o f  t h o s e  r e p o r t e d  h e r e .  

S e e  h i s  s t a t e m e n t  b e f o r e  t h e  Commiss ion ,  November 1 2 ,  1 9 8 1 .  F o r  
a more  c o m p r e h e n s i v e  t r e a t m e n t  o f  h i s  a p p r o a c h ,  see h i s  p a p e r ,  
" I n f l a t i o n a r y  E x p e c t a t i o n s  a n d  t h e  P r i c e  o f  G o l d , "  p r e s e n t e d  t o  
t h e  World  C o n f e r e n c e  a n  G o l d ,  R o m e ,  F e b r u a r y  5 ,  1 9 8 2 .  

The w o r l d  C P I ,  a v a i l a b l e  i n  IMF, IFS  Y e a r b o o k ,  i n c r e a s e d  4 . 4  - 
t i m e s  o v e r  1961-80.  

I f  w e  u s e  t h e  income e l a s t i c i t i e s  o f  t h e  p a s t  d e c a d e ,  r e p o r t e d  
i n  Append ix  T a b l e  A l ,  p a r t  2 ,  a n d  t h o s e  r e p o r t e d  i n  t h e  I n t e r -  
n a t i o n a l  Gold C o r p o r a t i o n  s t u d y  ( a n  a v e r a g e  o f  3 . 2 2  i n  T a b l e  A l ,  
p a r t  2 ,  a n d  2 . 9  i n  t h e  l a t t e r  s t u d y ) ,  t h e  income e l a s t i c i t y  
would  be  c loser  t o  3 .  Such a n  e s t i m a t e  would  ra i se  t h e  i n c r e a s e  
i n  g o l d  demand t o  213 p e r c e n t .  

Based o n  U . S .  d a t a .  

Based o n  t h e  r e s u l t s  shown i n  t h e  Append ix  t a b l e s  and  o t h e r  
s o u r c e s  c i t e d .  

The a s s u m p t i o n  h e r e  is t h a t  t h e  p r i c e  e l a s t i c i t y  i n  t h e  g o l d  
o u t p u t  e q u a t i o n s  i n  Append ix  T a b l e  A3 c a n  b e  t a k e n  a s  a  p r o x y  
f o r  t h e  p r i c e  e l a s t i c i t y  o f  t h e  s h o r t - r u n  s u p p l y  c u r v e .  

U s i n g  t h e  income e l a s t i c i t y  f r o m  t h e  r e c e n t  p e r i o d  would  r a i s e  
t h e  p r i c e  t o  $330 and  $490 .  The h i g h e r  income e l a s t i c i t y  e s t i -  
m a t e s ,  h o w e v e r ,  m u s t  b e  v i e w e d  w i t h  c a u t i o n .  Some of t h e  n e t  
a s se t  demand f o r  g o l d  t h a t  h a s  emerged  s i n c e  1969  may b e  c a p t u r e d  
by t h e  income e f f e c t .  

On t h e  i m p o r t a n c e  o f  knowing n o t  o n l y  t h e  p a r a m e t e r s  o f  t h e  non- 
m o n e t a r y  demand f o r  g o l d  b u t  a l s o  o f  t h e  money-market  m o n e t a r y  
demand fo , r  g o l d ,  i n  e v a l u a t i n g  t h e  ou tcome o f  a r e t u r n  to  t h e  
g o l d  s t a n d a r d ,  see R o b e r t  P.  F l o o d  a n d  P e t e r  M .  G a r b e r ,  "Gold 
M o n e t i z a t i o n  a n d  Gold  D i s c i p l i n e , "  Board  o f  G o v e r n o r s  o f  t h e  
F e d e r a l  R e s e r v e  S y s t e m ,  I n t e r n a t i o n a l  F i n a n c e  D i s c u s s i o n  P a p e r s ,  
Number 1 9 0  ( S e p t e m b e r  1 9 8 1 ) .  

F o r  an a n a l y s i s  o f  t h e  same i s s u e s  f rom a n  a l t e r n a t i v e  a p p r o a c h ,  
see William F e l l n e r ,  "Gold  a n d  t h e  Uneasy  C a s e  f o r  R e s p o n s i b l y  
lvlanaged F i a t  Money, i n  E s s a y s  i n  c o n t e m p o r a r y  ~ c o n o m i c ~ ~ r o b l e m s :  --------- 
Demand, P r o d u c t i v i t y ,  ----- a n d  P o p u l a t i o n ,  1981-1982 e d i t i o n ,  e d .  
W i l l i a m  F e l l n e r ,  Amer ican  E n t e r p r i s e  I n s t i t u t e ,  p p .  97-121.  
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Notes t o  Appendix Table 4-~2 

* S t a t i s t i c a l l y  s i g n i f i c a n t  a t  t h e  5 percent  leve l .  
Technique: OLS = Ordinary l e a s t  squares  

C-0 = Cochrane Orcutt  
A 

Expected U.S. annual r a t e  of p r i c e  change (PI* was obtained by regress ing  

t h e  r a t e  of change i n  U.S. CPI on a m a s u r e  of t h e  long-term r a t e  of change 
n 

of money -- a 3-year moving average of MlB -- lagged one year  (Kt -1) : 

3 = .875 
SEE = .010 

D.W. = 1.80 
p = 0.363 

Expected world annual r a t e  of p r i c e  change was obtained by regress ing  t h e  

r a t e  of change i n  world CPI on t h e  U.S. mney va r i ab l e ,  as i n  equation (1) 

above : 

SEE = .016 

For i n d u s t r i a l  coun t r i e s  covered by r e a l  income measure, s ee  Table 4-A.1, 
p a r t  2. 
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G O L D  PRODUCTION 

Table SC-1 

Geographical Sources of World Gold Output, by Regions, 
Subperiods,  1493-1980 

( i n  percent )  

A u s t r a l i a  
No rt h South and 

Period Europe America America Afr ica  Asia Newzealand Other 

Source: See notes  t o  Table SC-2. 



T a b l e  SC-2 
Annual  E s t i m a t e s  o f  World Gold P r o d u c t i o n ,  1800-1980 

( m i l l i o n s  o f  f i n e  o u n c e s )  
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Table SC-2 ( conc luded)  



Table SC-2 

Sources: 1800-1325: Congressional qecord - Senate ,  Ju ly  4 ,  1952, pp. 

9338-33. The source g ives  annual e s t ima te s  beginning 1871. For 

t h e  cen tu ry ,  1701-1800, f o r  decades, 1801-50, and f o r  quinquen- 

n i a ,  1851-70, e s t ima te s  of aggrega te  output  f o r  each period a r e  

given. We i n t e r p o l a t e d  along a  logar i thmic  s t r a i g h t  l i n e  between 

t h e  mean value f o r  each per iod centered a t  t h e  midpoint: 

1750-1805; 1806-1815; 1816-1825; 1826-1835; 1836-1845; 1846-1852; 

1852.5-1857.5; 1857.5-1862.5; 1862.5-1867.5; 1867.5-1870. I f  t he  

sun of t h e  i n t e r p o l a t e d  f i g u r e s  did not equal  t h e  reported e s t i -  

mated t o t a l ,  we d i s t r i b u t e d  t h e  d i f f e r ence  yea r ly  over each time 

span. 

1926-49: Annual Reports of t h e  D i r ec to r  of t h e  Mint. 

1950-80: J. Aron & Company, Gold S t a t i s t i c s  and Analysis 

( ~ e c e m b e r  1981-January 1 9 8 2 ) ~  p. 21. 

Note: Before 1850 and f o r  l e s s  developed c o u n t r i e s ,  t h e  es t imates  a r e  

s u b j e c t  t o  s u b s t a n t i a l  measurement e r r o r .  For example, f o r  

Ch i l e ,  t h e  i d e n t i c a l  t o t a l  output  -- 385,809 f i n e  ounces -- is  

given f o r  t h e  1821-30 and 1831-40 decades. In add i t i on ,  i n  some 

c o u n t r i e s ,  t o  avoid government t axes  o r  r egu la t i on ,  gold was pro- 

bably so ld  without proper account ing of t h e  output .  
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T a b l e  SC-5 

A n n u a l . E s t i m t e s  of U.S. Gold P r o d u c t i o n ,  1835-1980 
( t h o u s a n d s  of  f i n e  o u n c e s )  
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Table SC-5 (concluded) 

Sources 

1835-1844: U.S. Bureau of Mines, Economic Paper No. 6. 
R .  H. Ridgway , "Summarized Data of Gold 
Product ion,"  1929, p. 1 4 .  

1845-18'70: Annual Report of t h e  Di rec tor  of t h e  Mint 
-9 

1907, p -  13. 

Th i s  source shows t o t a l  gold output  from 1792 t o  183h 
a s  677,000 f i n e  ounces and from 1834 t o  1844 a s  363,000 
f i n e  ounces. 

1871-1925: Congressional Record, Ju ly  h ,  1952, p. 9338. 

1926-1943: Ann.lai  ,r.' s of t h e  Di rec tor  of the  Mint, - -  - 
va r ious  i s sues .  

1950-1980: J. Aron and Company, Symposium on Gold, 
1981, p. 19. 



GOLD STOCKS 

T a t i e  SC-6 
Annunl  S s t i n a t e s  of t h e  World's Total Gold S tock ,  lP90-1??0 

( m i l l i o n s  of f i n e  ounces) 
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Table SC-6 (concluded)  



Table SC - 6 

Source: Figure f o r  1800 is  cumulated t o t a l  of world gold product ion,  

1493-1800 i n  Congressional Record - Senate,  Ju ly  4, 1952, 

p. 9338. Thereaf te r ,  cumulated annual add i t i ons  from Table 

SC - 2. 



%'able SC-7 

World Monetary and Nonmonetary Gold Stock,a 

End of 
Year 

1807 
1808 
1809 

1810 
1811 
1812 
1813 
1814 
1815 
1816 
1817 
1818 
1819 

1820 
1821 
1822 
1823 
1824 
1825 
1826 
1e27 
1 E2" 
1 ?a 

?OiC 
lP31  
1832 
1 8 2  
1e34 
1835 
1836 
1837 
1838 
1P39 

19110 
1841 
1842 
18113 
1844 

Worlc 
Monetal 

37.84 
38.12 
38 . L O  

38.69 
38,99 
39.28 
39.59 
39.87 
40.18 
40.48 
40.79 
4 1  . l o  
111.41 

41.71 
42.05 
112.35 
42.66 
42.99 
43.33 
43.65 
43.99 
44.32 
114.65 

1111.9e 
45.31 
45.66 
45.99 
46.3: 
46.35 
46.35 
46.35 
116.35 
46.35 

116.59 
116.82 
117 .@6 
47.30 
47.53 

k l d  Stock 
Nomonetary 

Annually, 1807-1914 
(mi l l ions  of f i n e  ounces) 

h d  of 
Year 

1845 
1846 
1847 
18118 
18 49 

1850 
1851 
1852 
1853 
18 54 
1855 
1856 
1857 
1858 
1859 

1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
186e 
lPt9 

1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 

1880 
1Q81 
1882 

Worlc 
b n e t a ~  

k l d  Stock 
Nonmonetary h d  of 

Year 

1883 
1884 
1885 
1886 
1887 
1888 
1889 

1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 

1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
190e 
1909 

1910 
1911 
1912 
1913 
1914 

World 
Monetaq 

- -  - 

, I d  Stock 
Nonmonetary 

a Vonetary gold stock includes both o f f i c i a l  gold reserves and bank and nonbank holdings of gold coin. 

Source: 'League of Nations, Interim %port  of the  G o l d  3elegation of the  Financial Conmittee ( ~ e n w a ,  1930),  
Table B, pp. 82-94 (converted fron 2 ' s  t o  ounces by dividing ty ?h/11.5 sh i l l i ngs  per f ine  ounce). 



Table SC-8 

Zstiinated Gold Yoldings of Certral Fbnks and Governrents, Annually, 1913-1??0 
!millions of fine ounces) 

Gold Held by 
Central Banks and Governments 

Gold Held by 
Central Banks and Governments 

En d incl. International Organizations End incl. International Organizations 
o f F.R. IMF of F.R. IMF 

Year estinates 
(1) 

estimates Year estimates 
(2) (1) 

estimates 
( 2 )  



Notes t o  Table SC-8 

System, pp. 913-22. Dollar f i gu res  in  t h e  source converted t o  
ounces. For 1934-41, only ind iv idua l  country f igu res  a r e  given 
( s e e  below) . Total  f i g u r e s  a r e  ours.  
Notes i n  t h e  source on t h e  s e r i e s  f o r  1913-41 follow. 

"The f i g u r e s  represent  phys ica l  gold, i n  t h e  form of coin o r  bu l l i on ,  
held e i t h e r  a t  home o r  abroad by c e n t r a l  banks and governments. They do 
not include gold i n  c i r c u l a t i o n  o r  i n  hoards - t h a t  i s ,  gold held by ordi- 
nary commercial banks, business  concerns,  and p r i v a t e  i nd iv idua l s .  The 
p r i n c i p a l  reason f o r  excluding such gold is  t h a t  s a t i s f a c t o r y  f igu res  a r e  
not  a v a i l a b l e ;  but it is a l s o  considered t h a t  gold i n  t h e  hands of c e n t r a l  
a u t h o r i t i e s  represents  i n  general  t h e  e f f e c t i v e  gold reserves  of t he  world 
and should be s t a t e d  sepa ra t e ly ,  even i f  accura te  f i gu res  f o r  o ther  types 
of  gold holdings could be shown. Where coun t r i e s  have not had i n s t i t u t i o n s  
pe r foming  a l l  t he  recognized c e n t r a l  banking h n c t  ions during the  e n t i r e  
per iod covered by t h e  t a b l e s ,  t h e  gold reserves of government-owned banks 
o r  of banks having i s sue  p r i v i l e g e s  i n  t he  count r ies  concerned have been 
shown i n  t h e  t a b l e s  i n  order  t o  make t h e  compilation as  r ep re sen ta t ive  as  
poss ib le .  Hence t h e  i n s t i t u t i o n s . . . . a r e  not a l l  c e n t r a l  banks i n  t he  
s t r i c t  sense. 

"Total  f i gu res  f o r  t h e  gold reserves  of c e n t r a l  banks and governments 
a r e  not shown . . . a f t e r  January 1934. Those t h a t  a r e  shown a r e  incomplete 
and not M l y  comparable. (3-1 p a r t i c u l a r  repor t  da tes  gold reserves m y  
have ex i s t ed  f o r  some coun t r i e s  not included in t h e  t a b l e  f o r  t h a t  date ,  o r  
t h e r e  may have been unreported holdings i n  coun t r i e s  f o r  which f igures  a r e  
included. 

"In recent  years ,  t h e  compilation of comprehensive f igu res  f o r  o f f i c i a l  
gold holdings has become increas ingly  d i f f i c u l t .  t h e r e  has been a  tendency 
toward o f f i c i a l  secrecy regarding gold reserves  which was strengthened by 
t h e  outbreak of war. One important gold-holding country,  t h e  U.S.S.R., has 
not d i sc losed  i t s  holdings s ince  September 1935, while  t h e  l a s t  report  fo r  
I t a l y  was on December 31, 1940, and f o r  Japan on march 22, 1941. In addi- 
t i o n ,  during t h e  war period a  number of smaller  c e n t r a l  banks in  count r ies  
occupied by t h e  enemy have gone i n t o  l i q u i d a t i o n  o r  have ceased report ing.  

"Further ,  many c e n t r a l  banks have reported f igu res  which f a i l  t o  
d i sc lose  t h e  f u l l  ex ten t  of t h e i r  coun t r i e s '  o f f i c i a l  gold reserves.  In 
some cases ,  notably t h a t  of Germany i n  recent  yea r s ,  t he  c e n t r a l  bank shows 
on& pa r t  of i t s  gold holdings a s  a  s epa ra t e  item. In o the r  count r ies  gold 
has been t r a n s f e r r e d  t o  - or  has been independently accumulated by - spe- 
c i a l  government agencies ,  t h e  ex is tence  of which is known but whic'h operate  
i n  a  g r e a t e r  o r  l e s s  degree of secrecy.  These government fhnds, created in  
most cases  f o r  t he  purpose of s t a b i l i z i n g  t h e  exchange value of t h e i r  
r e spec t ive  cu r r enc ie s ,  were i n i t i a t e d  on a  l a r g e  s c a l e  with t h e  e s t ab l i sh -  



Notes t o  Table SC-8 (continued) 

ment of t h e  S r i t i s h  Exchange Equal izat ion Account i n  1932, and have reached 
t h e i r  g r e a t e s t  developnent i n  t h i s  agency, which s ince  Septenber 1939 has 
held v i r t u a l l y  t h e  whole of t h e  United Kingdom's gold reserves.  

"Since 1932, when t h e  B r i t i s h  Account was es tab l i shed  and when regular  
r epo r t s  ceased on the  l a rge  Russian gold holdings, and e spec i a l ly  s ince  
September 1935, when a l l  Russian r epor t s  were discont inued,  aggregates of 
t h e  r egu la r ly  reported f igu res  have become progress ive ly  l e s s  represen- 
t a t i v e  of t h e  t o t a l  c e n t r a l  gold reserves  of t h e  world. Such s i t u a t i o n s  
have genera l ly  been met i n  t he  pas t  by car ry ing  repor ted  f igu res  forward 
from month t o  month, i n  cases  considered appropr ia te ,  t o  f i l l  gaps in  t h e  
s t a t i s t i c s  f o r  ind iv idua l  count r ies .  Addit ional  de fec t s  which have deve- 
loped i n  t h e  reported f igures  during 1940 and 1941 have prompted t h e  deci- 
s i o n  t o  omit t o t a l  f i gu res  f o r  recent  years  from t h e  present  t a b l e s ;  f o r  
t h e  sake of convenience in  present ing  t h e  t a b l e s ,  t h i s  has been done 
beginning with February 1934. A s  a co ro l l a ry ,  t h e  p r a c t i c e  of covering 
gaps between r epor t s  by car ry ing  forward from month t o  month t h e  last 
reported f i g u r e  f o r  ind iv idua l  coun t r i e s  was discontinued a t  t h e  same time. 

"Many government funds have never reported t h e i r  gold holdings, but  in  
recent  years  t he  t h r e e  leading  exchange funds - t h e  B r i t i s h  Exchange 

' i z a t i o n  Account, t h e  United S t a t e s  Exchange S t a b i l i z a t i o n  Fund 
- p e c i a l  A/c No. I ) ,  and t h e  French Exchange S t a b i l i z a t i o n  Fund - have ren- 

dered c e r t a i n  r epo r t s  on a  delayed b a s i s ;  t h e  French fund reported monthly, 
and t h e  o the r s  a t  quar te r ly  or  semiannual i n t e r v a l s .  The R r i t i s h  and 
French funds discontinued t h i s  p r a c t i c e  following the  outbreak of war in  
September 1939, although t h r e e  s p e c i a l  r epo r t s  on B r i t i s h  gold holdings 
have been published during t h e  war period by t h e  United S t a t e s  Treasury in 
connection with Congressional hearings on Lend-Lease l e  i s l a t i o n . .  . . None 
of  t h i s  information has been incorporated in  [ t h e  t ab l ey  . 

"Further  l i g h t  has been cas t  from time t o  time upon t h e  operat ions of 
c e r t a i n  exchange funds by announcements of gold t r a n s f e r s  betveen then and 
t h e i r  r e spec t ive  c e n t r a l  banks; such t r a n s f e r s  usual ly a r e  r e f l e c t e d  in  
a b m p t  changes in  t h e  reported f igu res  f o r  t he  . coun t r i e s  concerned.. . . 

...." In t h e  case of most of t h e  coun t r i e s  included .... t h e  year end 
f i g u r e s  a r e  a s  of December 31 during t h e  e n t i r e  per iod.  There [ a r e ] .  . . . 
except ions t o  t h i s  r u l e ,  most of which a r e  due t o  t h e  p r a c t i c e  of some 
c e n t r a l  banking i n s t i t u t i o n s  of cons i s t en t ly  repor t ing  on t h e  same day of 
t h e  week, with t h e  r e s u l t  t h a t  t h e  calendar  da te  of t h e i r  year  end report 
d i f f e r s  from one year  t o  t he  next ,  and f a l l s  on December 31 only by chance. 

"Scope and sources of da ta  f o r  ind iv idua l  countr ies . . . .  Under war con- 
d i t i o n s ,  some d i f f i c u l t y  has been experienced in  obta in ing  d i r e c t  repor t s  
on gold r e se rves ,  e spec i a l ly  from c e r t a i n  Ebropean coun t r i e s .  In a  few 
cases  where the  source of t he  f igu res  i s  given a s  ' cu r r en t  balance s h e e t , '  
t h e  information has ac tua l ly  been drawn from r e l i a b l e  i n d i r e c t  r epo r t s  on 
balance s h e e t s ,  such a s  those published by t h e  League of Nations, t he  %nk 
f o r  I n t e r n a t i o n a l  Set t lements ,  and t h e  Swiss National Rank." 



Notes t o  Table SC-8 (concluded) 

Notes i x  t h e  source on t h e  s e r i e s  f o r  19h5-70 follow: 
"[The]  t ab l e . .  . shows qua r t e r ly  da ta  fo r  gold reserves  of 60 count r ies  

a n d  one i n t e r n a t i o n a l  and two regional  organiza t ions ,  a s  wel l  a s  world 
t o t a l s .  !luring World War I1 it was d i f f i c u l t  t o  obta in  r e l i a b l e  informa- 
t i o n  on gold reserves ,  s i n c e  many count r ies  did not d i sc lose  t h e i r  o f f i c i a l  
holdings and a number of o the r s  reported f igu res  t h a t  f a i l e d  t o  d i sc lose  
t h e  f u l l  ex ten t  of t h e i r  holdings. Therefore,  no attempt has been made t o  
show holdings before December 1945. 

"In most fore ign  coun t r i e s  t h e  c e n t r a l  bank o r  bank of i s s u e  holds the 
country 's  gold reserves ,  but  i n  s eve ra l  both the  c e n t r a l  bank and an 
exchange s t a b i l i z a t i o n  fund o r  s imi l a r  governmental a u t h o r i t y  hold the  
reserves.  In o t h e r s  - Canada and t h e  United Kingdom, f o r  example - such 
a u t h o r i t i e s  hold a l l  of t h e  gold reserves.  

"The source of t h e  gold reserve  f igu res  f o r  most coun t r i e s  and f o r  the 
Bank f o r  I n t e r n a t i o n a l  Set t lements  (BIS)  has been e i t h e r  t h e  balance sheet 
o r  t he  s t a t i s t i c a l  b u l l e t i n  of t he  c e n t r a l  bank. Figures  f o r  t he  IMF and 
seve ra l  coun t r i e s  have been obtained from t h e  Fund's monthly b u l l e t i n ,  
I n t e r n a t i o n a l  F inancia l  S t a t i s t i c s .  Although most f i g u r e s  given a r e  : -- 
t h e  end of t h e  m n t h ,  f i g u r e s  f o r  s eve ra l  count r ies ,  p a r t i c u l a r l y  Asian 
coun t r i e s  t h a t  do not i s sue  end-of-month r epor t s ,  r e f e r  t o  t h e  l a s t  report  
d a t e  of t h e  month. 

"Gold reserves  have been reported in  t h r e e  ways - i n  t h e  currency of 
t h e  country,  i n  weight u n i t s ,  o r  i n  U.S. do l l a r s .  Reserves reported in  
fore ign  cur renc ies  have been converted i n t o  d o l l a r s  at r a t e s  t h a t  r e s u l t  i n  
a  va lua t ion  of $35 per  f i n e  ounce, t h e  r a t e  t h a t  was i n  e f f e c t  during the 
period covered by t h i s  sec t ion .  Where gold reserves have been reported in  
weight u n i t s ,  t he  conversions have been made a t  t h e  r a t e  of $35 per f i n e  
ounce. 

"The f i g u r e s  f o r  estimated world gold reserves represeiit  reported 
holdings of c e n t r a l  banks and governments and of reg iona l  and in t e rna t iona l  
organiza t ions ;  unpublished holdings of var ious c e n t r a l  banks and 
governments; and e s t i r a t e d  o f f i c i a l  holdings of coun t r i e s  from which no 
r epor t s  have been received. The f i g u r e s  do not include amounts f o r  the 
U.S.S.R., o the r  Eastern European coun t r i e s ,  and t h e  People's Republic of 
China. 

"The f i g u r e s  f o r  t h e  most pa r t  represent  physical  gold, i n  t he  form of 
co in  o r  bu l l i on ,  held e i t h e r  a t  home o r  abroad. A number of count r ies  have 
gold deposited with t h e  BIS, and they include these  depos i t s  a s  pa r t  of 
t h e i r  gold reserves.  To avoid ove r s t a t i ng  world reserves ,  t he re fo re ,  t he  
f i g u r e s  included i n  Table 14.3 f o r  t he  BIS represent  t h e  Bank's gold a s s e t s  
ne t  of gold depos i t  l i a b i l i t i e s . "  

Colunn 2: IMF, In t e rna t iona l  Financial  S t a t i s t i c s  da t a  tape. 
Differences between columns 1 and 2 appear t o  r e f l e c t  d i f -  
fe rences  i n  coverage of small coun t r i e s  a s  wel l  a s  of e s t i -  
n a t e s  of t h e i r  gold holdings. 



U.S. Monetary Gold Stock, Annually, 1860-1914 
(mi l l ions  of f i ne  ounces) 

U.S. Monetary Gold Stock U.S. Monetary Gold Stock 
Outside i n  Treasury Outside i n  Treasury 

Treasury excluding Treasury excluding 
including Cover fo r  i n  and including Cover fo r  i n  and 

Gold Gold Outside Gold Gold Outside 
June 30 Ce r t i f i c a t e s  Ce r t i f i c a t e s  Treasury Dec. 31 Ce r t i f i c a t e s  Ce r t i f i c a t e s  Treasury . 

(1 1 (2 1 (3  1 (1 1 (2 1 (3  1 

1860 
1861 
1862 
1863 
186L 
1 R C r  

1060 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 

Dec. 31 
1878 
1879 
1880 
1881 
1882 
1883 
1884 
1885 
1886 
1887 
1898 
1889 



Notes t o  Table SC-9 

Yote: 3 o l l a r  f i gu re s  i n  sources  have been converted t o  mi l l ions  of f i n e  
ounces of gold. 

aThe d o l l a r  f i g u r e  f o r  which t h e  ounce equiva len t  i s  shown is 
$1,815,976,319. The d o l l a r  f o r  1914 i n  Table SC-10 i s  $1,526 mil l ion.  The 
major reason f o r  t h e  d i f f e r e n c e  i s  t h a t  $287 mi l l i on  was deducted by t h e  
Federa l  i n  each year  1914-33 because t h a t  amount was not turned i n t o  t h e  
Treasury i n  1934, when gold holdings ou t s ide  t h e  Treasury was prohib i ted .  
The gold t h a t  was not re turned was assumed t o  be l o s t  gold. Even i f  $287 
mi l l i on  i s  added t o  t h e  $1,526, t h e r e  remains a  discrepancy of approxima- 
t e l y  $3 n i l l i o n  between t h e  Federa l  Reserve f i g u r e  repor ted  i n  Table SC-10 
and ',;.p Treasury f i g u r e  shown here.  The Treasury ounce e s t ima te  is  about 
1 4 5  thousand h igher  than t h e  Federal  Reserve with t h e  assumed l o s t  gold 
r e s to red  t o  t h e  s tock  es t imates .  

June 18604une 1878: Annual Report of t h e  Secre ta ry  of t h e  Treasury 
on t h e  S t a t e  of t h e  Finances (A.R. ~ r e a s u r y ) ,  1928, p.  554. 
Dec. 1878-Dec. 1879: A . R .  Treasury,  1898, pp. 124-27 and 13.  ". 
Dec. 1898-Dec. 1902: A . R .  Treasury, 1903, pp. 206 and 212. 
Dec. 1903-Dec. 1908: A . R .  Treasury,  1909, pp. 189-93, 205-08. 
Dec. 1909: A.R. Treasury,  1910, pp. 184 and 192. 
Dec. 1910-Dec. 1914: A.R. Treasury,  1915, pp. 303-06 and 316-15. 

( 2 )  June 1860-~une  1878: Col. 3  minus Col. 1. 
Dec. 1878-Dec. 1897: A Q Treasu , 1898, pp. 59-51 ! " ~ e t  gold i n  

GZGp? 
Dec. 1898-Dec. 1902: A.R.  Treasury,  1903, p.  173. 
Dec. 1903-Zec. 1908: A.R. Treasury,  1909, pp. 189-93, 205-08. 
Dec. 1909: A.R.  Treasury,  1910, pp. 1.84 and 192. 
gec. 1910-Dec. 1914: A.R. Treasury,  1915, pp. 302-06 and 316-18. 

(3) June 1 8 6 0 ~ u n e  1?'e: A.R.  Treasury,  1928, p. 552. 
Dec. 187P-Dec. 1897: A.R. Treasury,  l89e,  pp. 109-11. 
Dec. 1 8 9 5 - ~ e c .  1902: A.3.  Treasury,  1903, pp. 216 and 22C. 
Dec. 1903-Dec. 1908: A.R. Treasury,  1909, pp. 189-93, 205-08. 
Dec. 1909: A.?. Treasury,  1910, pp. 184 and 192. 
Dec. 1910-Dec. 1914: A.R. Treasury,  1915, pp. 302-06 and 316-18. 



T a b l e  SC-10 

U . S .  Planetary G o l d  S t o c k ,  A n n u a l l y ,  1914-1980  
( m i l l i o n s  of f i n e  o u n c e s )  

U.S. Monetary Gold S t o c k  
i n s i d e  

o u t s i d e  i n  and  
T r e a s u r y  T r e a s u r y  o u t s i d e  

and  and  T r e a s u r y  
F e d e r a l  F e d e r a l  a n d  

End R e s e r v e  R e  s e v e  F e d e r a l  
o f  Banks Banks R e s e r v e  

Year i n c l u d i n g  e x c l u d i n g  Banks 
g o l d .  c e r t i f i c a t e s  
I n  c l r c u l a b o n  

U.S. Monetary Gold S tock  
i n s i d e  

o u t s i d e  i n  and 
T r e a s u r y  T r e a s u r y  o u t s i d e  

and and  T r e a s u r y  
F e d e r a l  F e d e r a l  and  

End R e s e r v e  Rese rve  F e d e r a l  
o  f Banks Banks Rese rve  

Year i n c l u d i n g  e x c l u d i n g  B a n k 5  - -- 
o l d  .cer  ~ f i c a t e a  9 n  arc&&on 



Notes t o  Table SC-10 

Dollar  f i g u r e s  in  sources  converted t o  ounces. For t h e  d i s con t inu i ty  
between the  1914 f i g u r e  i n  co l .  3  i n  t h i s  t a b l e  and t h e  corresponding 
f i g u r e  i n  Table SC-9, s ee  note  a i n  t h e  notes t o  t h e  l a t t e r  t ab l e .  Only 
co l .  3 i s  shown here from 1934 on, when gold was t r a n s f e r r e d  t o  t h e  
Treasury by former ho lders .  

Although t.he r i g h t  t o  hold gold was res tored  t o  U.S. r e s i d e n t s  
beginning 1975, no record is  a v a i l a b l e  of t h e  amounts held ou t s ide  t he  
Treasury. 

Source,  by Column: 

1. Banking and Monetary S t a t i s t i c s ,  1914-1941, Board of Governors of 
t h e  Federal  Reserve System, pp. 409-12, sums of gold coin and gold 
c e r t i f i c a t e s  

2. Tbid., p. 536, l e s s  cover f o r  gold c e r t i f i c a t e s  inc ludes  co l .  1 

3. 1914-41: Ib id . ,  P. 544 
1942-70: Panking- and Monetary S t a t i s t i c s  , 1941-1970, Board of 

Governors of t h e  Federal  Reserve System, p. 899 
1971-80: IMF, I n t e r n a t i o n a l  F inanc ia l  S t a t i s t i c s  da t a  t ape  



GOLD SUPPLY AND DEMAND 

Table SC - 11 

Two Estimates o f  Vorld Gold Supply; Change in  O f f i c i a l  Go13 Reserves; and 
Gold Absorption i n  blanufactures and t h e  Arts, Annually 

1914-1938, 1930-1952 
(mi l l i ons  of f i n e  ounces) 

PART 1 

Calendar World Eastern Absorption ( - )  Change i n  I n d u s t r i a l  
Year Output o r  Dishoarding (+) O f f i c i a l  Gold Consumption: 

Reserves Absorption ( - )  
o r  Release (+)  

(1) ( 2 )  ( 3 )  ( 4  

PART 2 



PAR? 2 (cont inued)  

Calendar World Eastern Absorption (-1 Change in  I n d u s t r i a l  
Year Output o r  Dishoarding (+) O f f i c i a l  Gold Consumption: 

Reserves Absorption ( - )  
o r  Release (+) 

(1) (2) (3) 04) 



Table SC - 11 

Note: For Pa r t s  1 and 2,  d o l l a r  f i gu res  i n  the  sources have been convert& 
t o  ounces. 

Par t  1 

Source: I n t e r n a t i o n a l  Currency Ekperience, League of Nations, 1944, p. 
233. Notes t o  t h e  t a b l e  i n  t h e  source c i t e  t h e  U.S. Bureau of t he  
Mint f o r  co l .  1 ( inc luding  U.S.S.R. ou tput )  and co1.4 ( inc luding  
not only new gold but sc rap  and coin used i n  t h e  a r t s ) ;  h u l l  f o r  
I n t e r n a t i o n a l  Set t lements  f o r  co1.2; Federa l  Reserve B u l l e t i n ,  
September 1940, f o r  t r h e  l e v e l s  from which co1.3 i s  computed (no 
change i n  computed f o r  1918-22 because U.S.S .R. ' s  reserves  a r e  not 
r e p o r t e d ) .  

Par t  2 

Source: W . J .  Busschhu, "Some Notes on Gold Production and Stocks" i n  
National I n d u s t r i a l  Conference Board Special  S tudies  no. 43, Sha l l  
We Return t o  a  Gold Standard - Now? 1954, pp. 164-65. The source 
c i t e s  Union Corporation annual. r epo r t s  as t h e  compiler of t h e  
monetary gold stock i n  co l .  3. I n d u s t r i a l  consumption i s  
descr ibed a s  including a  "quant i ty  of gold hoarded in  var ious 
p a r t s  of t h e  world in  processed o r  semiprocessed form, of which in  
1951 between 7 mi l l ion  and 8 mi l l ion  and  i n  1952 s l i g h t l y  m r e  
than  4 mi l l ion  a r e  estimated t o  have been held f o r  hoarding i n  
var ious  p a r t s  of t h e  Western Vorld." 



C
om

po
ne

nt
s 

of
 

A
nn

ua
l 

W
or

ld
 

C
al

d 
D

em
an

d,
 

19
50

-3
98

0 
(m

il
li

o
n

 o
f 

fi
n

e
 t

ro
y

 o
u

n
ce

s)
 

-
 

--
 

Je
w

el
ry

 
an

d 
In

d
u

st
ri

a
l 

C
oi

n 
N

et
 

N
et

 
F

ur
ch

as
es

 
by

 
T

o
ta

l 
In

d
u

st
ri

a
l 

km
an

d 
Je

w
el

ry
 

km
an

d 
D

er
na

nd
 

an
d 

P
ri

v
a

te
 

C
e

n
tr

a
ll

y
 

O
ff

ic
a

l 
D

em
an

d 
S

o
u

rr
e 

E
le

c-
 

D
ev

el
op

ed
 

n
ev

el
o

p
in

g
 

(1
)+

(2
)+

(3
) 

M
ed

al
- 

B
u

ll
io

n
 

P
la

nn
ed

 
W

es
te

rn
 

(6
)+

(7
)+

(0
) 

t 
ro

n
ic

s 
D

en
ti

st
ry

 
M

h
e

r 
\
 

1
)

 
(2

1
 

C
o

u
n

tr
ie

s 
+

(4
 )+

(5
) 

1
 io

n
sa

 
P

u
rc

h
as

es
 

E
co

no
m

ie
s 

A
ge

nc
ie

s 
+

(9
)+

( 1
0

) 
Y

p
n

r 
D

em
an

d 
(3

) 
(4

 ) 
(5

) 
(6

 
(7

) 
(8

 
(9

 
(1

0
) 

(1
1

) 

1 W
O 

12
.0

 
3.

1 
9

-2
 

24
.3

 
1

V
)l

 
13

.0
 

3.
2 

7.
5 

23
.7

 
1 w

,“ 
13

.0
 

4 
-7

 
6.

5 
21

1 .
3
 

10
57

 
12

.5
 

1
.0

 
12

.9
 

26
.4

 
1
 OS

II 
13

.0
 

19
.1

 
32

.1
 

1
 05

5 
13

.5
 

19
.0

 
32

.5
 

10
56

 
15

.0
 

3 
.?

 
13

.9
 

32
.1

 
1 
05

7 
17

.0
 

19
.7

 
36

.7
 

lw
8

 
1

9
 .O

 
19

.4
 

38
.4

 
1
 q5

0 
22

.0
 

21
.5

 
43

.5
 

I 
l~

h
n

 
25

.0
 

5.
8 

8.
4 

39
.2

 
1 q

f,
1 

28
 -0

 
17

.2
 

45
.2

 
1 0

 dl
? 

30
.0

 
2.

5 
10

.5
 

43
.0

 
10

63
 

32
.5

 
23

.4
 

55
.9

 
19

61
1 

31
1.

5 
20

.2
 

54
.7

 
I 

6
5

 
36

.0
 

10
.1

 
6.

3 
52

.1
1 

1 M
6

 
37

.5
 

2.
6 

2.
1 

47
.2

 
1

~
6

7
 

38
.0

 
46

.R
 

0
.1

 
84

.9
 

1
 oh

R
 

2.
6 

2.
0 

1.
9 

29
 -

3
 

35
 .8

 
3.

5 
19

.7
 

0.
9 

59
.9

 
19

69
 

3.
2 

1
.9

 
2.

0 
29

 .?
 

36
.3

 
2.

3 
0.

5 
2.

9 
42

.0
 

10
70

 
3.

0 
1.

9 
7.

0 
34

. 7
 

41
.1

 
3.

2 
0.

1 
7.

6 
52

.0
 

1'
71

1 
2.

8 
2.

0 
2.

2 
17

.8
 

16
.3

 
41

.3
 

3.
4 

41
1 .

7 
1 

07
2 

3.
11

 
2.

1 
2.

4 
22

.6
 

9.
4 

39
.9

 
3.

3 
4.

9 
48

.1
 

10
13

 
1
1
.1

 
2.

1 
7.

3 
13

.8
 

2
-9

 
25

.2
 

2.
4 

17
 .2

 
11

11
 .A

 
19

71
1 

3.
0 

I 
.8

 
2.

2 
8.

9 
14

.2
 

9.
4 

16
.9

 
40

.5
 

19
15

 
2.

2 
2.

0 
1.

9 
10

.2
 

6.
6 

22
.9

 
8.

8 
4.

3 
36

.0
 

10
 rh

 
2.

L 
2.

5 
2.

1 
15

.1
 

14
.9

 
37

.0
 

7 
.5

 
1.

8 
46

.3
 

19
7 

r 
2.

5 
2.

6 
2.

1 
17

.4
 

14
.9

 
39

.5
 

6.
2 

6.
9 

52
.6

 
1

~
1

n
 

2.
R

 
2.

9 
2.

5 
19

.0
 

13
.3

 
40

.5
 

10
.8

 
4.

7 
56

.0
 

1 W
q 

3 
-0

 
2.R

 
2.

b 
17

.7
 

6 
.O

 
31

.9
 

10
.4

 
12

.3
 

54
.6

 
1
 qR

n 
2.

6 
2.

0 
2.
1 

8.
7 

10
.6

 
6.

3 
8.

8 
7.

4 
33

.1
 

S
o

u
rc

e,
 

by
 

C
ol

um
n;

 
A.

 
J

. 
A

ro
n 

k 
C

om
pa

ny
, 

G
ol

d 
S

ta
ti

s
ti

c
s

 a
nd

 A
n

al
y

si
s 

(D
ec

em
be

r 
1

9
8

1
/J

an
u

ar
y

 1
98

2)
 

R.
 

J.
 

A
ro

n 
& 

C
om

pa
ny

. 
C

ol
d 

S
ta

ti
st

ic
s 

an
d 

A
n

al
y

si
s 

(~
o

v
er

n
h

er
 19

78
) 

C
. 

C
o

n
so

li
d

at
ed

 
C

ol
d 

F
ie

ld
s 

L
im

it
ed

. 
C

ol
d 

19
79

 
(J

un
e 

19
79

) 

il
)-

I5
),

 1
96

8-
70

: 
S

ou
rc

e 
C

, 
p.

 
16

 (
co

n
v

er
te

d
 f

ro
m

 m
et

ri
c 

to
n

s 
to

 f
in

e
 c

u
n

ce
s)

 . 
19

71
-7

2:
 

S
o

u
rc

e 
R

, 
p.

 
36

. 
19

73
-8

0:
 

S
ou

rc
e 

A
. 

p.
 

13
. 

(6
)-

(1
0

):
 

S
o

u
rc

e 
A

, 
p.

11
. 

N
ot

e:
 

T
h
i
s
 t

a
b

le
 s

ho
w

s 
th

e
 l

a
te

st
 r

ev
is

io
n

s 
o

f 
da

L
a 

g
iv

en
 

in
 T

ab
le

 4
-1

, 
no

t 
a

v
a

il
a

b
le

 t
o

 u
s 

in
 t

im
e

 t
o

 b
as

e 
th

e 
ec

on
om

et
ri

c 
w

or
k 

we
 

re
p

o
rt

 
o

n
 

th
e

 
re

v
is

io
n
s
. 



Table SC - 13 

Annual World Gold Supply and Gold Output, 1950-1980 
(mi l l ions  of f i n e  t roy  ounces) 

Flow from Jewelry Dishoarding Annual 
ource Production Central ly Net Sales  by of Private  Tota l  Supply A n n ~ a l  

i n  Market Planned O f f i c i a l  Developing Bullion ( 1 ) + ( 2 ) + ( 3 )  World 
Economies Sales  Countries Holdings + ( 4  ) + ( 5  1 Output 

(2 ( 3 )  ( 4 )  ( 5 )  ( 6  1 ( 7 )  

Note: Tnis table shows the latest revisions of data given in Tabie L-2. 



Table SC - 1 4  

2.:. Zxcess of k i d  &por ts  o r  Impcrts; 'Zhange i n  1J.S. Yonetary Gold Stock, 
and Gold IJsed i n  2.S .  Manufactures and Arts 

Annually, 1880-1980 
( m i l l i o n s  of f i n e  t roy  ounces ) 

F i s c a l  Excess of Calendar Change i n  Gold Used i n  
y e a r s  Gold ~ x p o r t s ( + )  Years U.S. b n e t a r y  U.S. Manufactures 
ending o r  Imports ( - )  Gold Stock and Arts 
June 30 

(1 ( 2 )  ( 3 )  

1880 - 3.7 
8 1 - 4.7 
8 2 - 0.1 
8 3 - 0.3 
8 4 - 0.9 
8 5 - 0.9 
86 + 1.1 
8 7 - 1.6 
8 8 - 1.3 
8 9 + 2.4 

1890 + 0.2 
9 1 + 3.3 
9 2 0 
9 3 + 4.2 
94 + 0.2 
95 + 1.5 
9 6 + 3.8 
9 7 - 2.2 
9 8 - 5 .1  
3 9 - 2.5 

1900 + 0.1 
o 1 - 0.6 
0 2 - 0.1 
0 3 + 0.1 
0 4 - 0.9 
0 5 + 1.9 
06 - 2.8 
0 7 - 3.1 
08  - 3.7 
0 9 + 2.3 

1910 + 3.7 
11 - 2.5 
1 2  + 0.4 
1 3  + 0.4 
1 4  + 2.2 
15  - 1.3 

Ju ly  1 - 
Dec.31,1915 -13.7 



'Ihble SC - 14 (cont inued)  

Excess of Change i n  Sold l l s ed  in 
Calendar s o l d  a p o r t  s! + U.S. Abnetary U.S. %nufac tures  
Years o r  ~ rnpor t s  ( -1 Gold Stock and  Arts 



Table SC-14 (concl .  ) 

Excess of Tn'nange i n  Gold Used i n  
Calendar Gold ~ x p o r t s  ( + )  U.S. b n e t a r y  U.S . Manufactures 
Years o r  Imports ( - )  Gold Stock and Arts  

Note: -- i nd ica t e s  l e s s  than 50 ,000 m n c e s .  



Table SC - 1 4  

Source by C o l m  

(1) 1880 - 1970: H i s to r i ca l  S t a t i s t i c s  of t he  United S t a t e s ,  Colonial 
Times t o  1970, Bicentennial  Ed i t i on ,  Par t  2, Washington, D.C., 1975 
S e r i e s  197 and 198, pp. 884-85, converted from d o l l a r s  t o  ounces. 

- - 

A note i n  t h e  source s t a t e s  t h a t  p r i o r  t o  1895, f i g u r e s  r e l a t e  t o  coin 
and bu l l i on  only,  t h e r e a f t e r  t o  o re  also.  1971-1980: U.S. Treasury 
and Department of Commerce. 

( 2 )  F i r s t  d i f fe rences  of co l .  3, Tables SC - 9 and SC - 10. 

( 3 )  Annual Reports of t he  Direc tor  of t h e  Wlreau of t h e  Mint. Dollar amounts 
before  1967 converted t o  ounces. 



Table  SC-15 

Change i n  I!.S. "netary Go13 Stock and Gold Used i n  TJ.S. Manufactures 
and Arts a s  ?e rcen t  of '!.S. Go13 Outpu t ,  Annual ly ,  1~?80-1?Po 

Calendar  Change i n  Gold Stock Gold Used i n  Manufactures 
Years as p e r c e n t  of  U.S. gold ou tpu t  

( 2 )  



T a b l e  SC-15 ( c o n t . )  

C a l e n d a r  Change i n  Gold Stock Gold Used i n  Manufac tu re s  
Yea r s  as p e r c e n t  o f  U.S. g o l d  o u t p u t  

( 2 )  



2 1 8  

Table SC-15 (concl .  ) 

Calendar Change i n  Gold Stock Gold Used in  Manufactures 
Years as percent of U.S. gold output 

( 2 )  
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NOMINAL AND REAL PRICE OF GOLD 

Table  SC-16 

O f f i c i a l  o r  Market Pr ice  of Gold per  Ounce i n  Nominal U.S. Dollars  and in 

1967 U.S. Do l l a r s ,  Annually, 1800-1980 

Re a1 
P r i c e  of Gold Wholesale P r i c e  of 

Per  Ounce P r i c e  Index Gold 
i n  U.S. Dol lars  1967 = 100 (1) + ( 2 )  

(1) ( 2 )  ( 3  1 

O f f i c i a l  P r i c e  

i continued)  
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T a b l e  SC-16 c o n t i n u e d )  

R e  a1 
P r i c e  o f  Gold Who le sa l e  P r i c e  o f  

P e r  Ounce P r i c e  Index  Gold 
in U.S. D o l l a r s  1967 = 100 (1) + ( 2 )  

( 1 )  ( 2  ) ( 3 )  

Market  P r i c e  
23.42 

( c o n t i n u e d )  



2 2 1  

Table  SC-16 (continued! 

Real 
P r i c e  of  Gold Wholesale P r i c e  of 

Per  Ounce P r i c e  Index Gold 
i n  U.S. Dol la r s  1967 = 100 ( I ) +  ( 2 )  

(1) ( 2 )  (3  ) 

1871 23.09 46.0 50.20 
1872 23.23 48.1 48.30 
1873 23.52 47.0 50.04 
1874 22.99 44.6 51.55 
1875 23-75 41.7 56.95 
1876 23.05 38.9 59.25 
1877 21.66 37.5 57.76 
1878 20.84 32.2 64.72 

O f f i c i a l  P r i c e  
1879 20.67 31.8 65 .oo 
1880 I f  35.4 58 *39 
1881 II 36.4 56.79 
1882 I t  38.2 54.11 
1883 11 35.7 57-90 
1884 11 32.9 62.83 
1885 I t  30.1 68.67 
1886 II 29 .o 71.28 
1887 II 30.1 68.67 
1888 11 30.4 67 -99 
1889 11 28.6 72.27 
1890 II 29 .c 71.28 
1 P91 I 1  2P.F) 71 -77 
1892 I 1  26 .9 76.811 
1993 11 27.6 74.89 
1894 I 1  24.7 83.68 
1895 I t  25.2 82.02 
1896 I t  24 .O 86.13 
1 8g7 II 24 .o 86.13 
1898 II 25 .O 82.68 
1899 11 26.9 76.84 
1900 II 28.9 71 -52 
1901 I t  28.5 72.53 
1902 II 30.4 67 *99 
1903 II 30.8 67.11 
1904 T I  30.8 67.11 
1905 11 31.0 66.6P 
1906 II 31.9 64.80 
1907 I t  33.6 61.52 
1908 11 32.5 03.50 
1909 I t  34 .? 59.23 
1910 I! 36 .? 56.94 

(con t inued)  



Table SC-16 (continued) 

- 
Real 

Fr ice  of ?old W.olesale Price of 
Per h n c e  Pr ice  Index Gold 

i n  U.S. Dollars 1967 = 100 (1) 9 ( 2 )  
(1) ( 2 )  (3  1 

Average of Market 
and O f f i c i a l  Pr ices  

26.44 
34.9h 

O f f i c i a l  Pr ice 
35.00 

(cont inued)  



R e  a1 
Pr ice  of Gold Wholesale Pr ice  of 

Per Ounce Pr ice  Index Gold 
i n  U.S. Dollars 1967 = 100 (1) + (2)  

(1) (2 (3 1 

1951 35.00 91.1 38.42 
1952 11 88.6 39.50 
1953 11 87.4 40.05 
1954 11 87.6 39.95 
1955 11 87.8 39.86 
1956 I1 90.7 38.59 
1957 I1 93.3 37.51 
1958 11 94.6 37.00 
1959 I1 94.8 36.92 
1960 11 94.9 36.88 
1961 11 94 5 37.04 
1962 11 94.8 36.92 
1963 11 94 - 5  37.04 
1964 I1 94.7 36.96 
1965 )I 96.6 36.23 
1966 It 99.8 35.07 
1967 11 100 .O 35.00 

Average of O f f i c i a l  
and Market Prices 

Market Price 



1 .  1 F C C - l C ? ? :  . . C o i n e s e  ac t  cf P c r i l  7 ,  1 7 0 ? ,  k 7 h i c ! -  s e t  w e i r k t  cf 
F C : ~  d c l l a r  3 t  ? h . y r  a r s i r s  c f  f i n e  ~ ~ l d .  
b P C / 3 4 . 7 =  e o u a l s  ? l Q . q Q  p e r  o u n c e .  

1 4 - 1 :  C o i n a ~ e  Dct o f  J u n e  2 P ,  1P711, w b i c h  s e t  u e i s h t  o f  
P O I +  d o l l a r  a t  2 7 . 2   rains o f  f i n e  p o l + .  
4 P P / 2 7 . 2  e o u a l s  $ 2 0 . 6 0  Der c u v c e .  F o r  1 P ? b ,  
a v e r a p e  of & l Q . ? Q  f o r  t b e  f i r s t  b a l f  o f  1 P 2 b  a r ?  
o f  & 7 P . 6 0  f o r  t h e  s e c o r r '  h a l f  c f  t h e  v e a r  i? 
"2.nE. 

1 P ? 7 - l F 6 1 ;  l P ? O - l o ? ? :  r c i p a r e  Pct o f  J a n u a r v  1 2 ,  1 P ? 7 ,  w b i c b  
s e t  w e i ~ b t  cf m l d  d o l l a r  a t  2 ' ) . 2 2   rains of f i r e  
s ~ l d .  h P P / ? ? . 2 2  e o u a l s  b ? P . F 7  n e r  o u r c e .  

) ' i t c h e l l ,  - C o l d ,  P r i c e s ,  a n d  \ . ' a p e s  l l n d e r  t h e  
C r e e n b a c l .  t a n ? a r d .  1 T n i v e r s i t v  o f  C a l i f o r n i a  

F . P .  P e a r s o n ,  \ ' o r l d  P r i c e ?  a r d  t b e  " u i l d i n r  
I n d u s t r v .  ,To!-r! ! ' i l e v .  1 0 7 7 ,  P. 1 7 3 .  

r r i c e s  c u c t c r !  a r e  a v e r a p e ?  c f  the n.! ' .  a r f i  p ." .  

i c n c ' o n  r r i c e  f i x i r s s ;  f o r  1 0 7 0 -  l 0 7 b ,  P.".  
f i r i n ~ s  o n l y ;  f o r  l a 7 E - 1 0 7 0 ,  ~ n c t  CPr'FY p r i c e s .  

l o P C :  P n n u a l  a v e r = c ~ o  cf  r ' a i l v  f i r u r e ?  irr r a t a  
I n c o r r c r a t e ?  d a t a t a r e .  The p r i c e s  o u o t e ?  a r e  
p .!'. L o n d c v  c r i c e  f i x i n r s .  



IT.?. p u r e l u  o f  t b e  C e n s u ~ ,  F 7 i s t , c r i c a l  ? t a t  i s t i c ?  
o f  t b e  r ' n i t e d  F t a t e s ,  C o l o v i a l  T i r e s  t o  1 9 7 0 ,  
P i c e ~ t e ~ n i a l  F d i t i o n ,  P a r t  1 ,  Y e r i e s  r -52 ,  
r e .  2 0 2 - 2 0 7 ,  s h i f t e d  f r o r n  1 0 1 0 - 1 8  t o  1 0 6 7  b a s e .  

1 P 0 0 - 1 0 6 0 :  * i k i d  Yeries F - 2 7 ,  o.  l a p .  

107 '1 -1070 :  V.?. P e ~ a r t r e n t  o f  L a b o r .  F u r e a u  o f  L a k r  
F t a t i s t i c s ,  P a n d b o c k  o f  ~ a b o r  F t a t i s t i c s ,  
P e c e ~ k e r   lap^, P u l l e t i r  3 ~ 7 0 ~ - ~ a b l e  1 4 0 ,  

l o P C :  S u r v e v  c f  C u r r e n t  F u s i n e s s ,  P u p u s t  l o Q 1 ,  c .  ?-7, 

p r o d u c e r  ~ r i c e s ,  a l l  c o r ~ o e i t i e s .  



Table SC - 17 

London P r i ce s  of Gold, Monthly, 1968 - 1981 

( d o l l a r s  per  f i n e  t roy  ounce) 

January 
February 
March 
Apr i l  
May 
June 
Ju ly  
August 
September 
October 
FJovember 
December 

January 
February 
March 
Apr i l  
May 
June 
J u l y  
August 
September 
October 
November 
December 

Source: J. Aron & Company, Gold S t a t i s t i c s  and Analysis ( ~ e c .  1 9 8 1 / ~ a n .  1982) ,  
p .  e l .  

Note: Average afternoon prices s e t  by London bullion dealers. 
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