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The United Staies is currently twice biessed with sericus
internaticnal sconomic prodisms. One predism is @ weak balancs of
pavments, and the cther is a weak internaticna! monetary mechanisim,
Tha balance cof payments problem stems from the domestic infiationary
prezsures that have daveloned in the last three vears. The United States
is 70t unigue with respact to this problem which any country can exgpect:
fo face if it atlempts, through public paticy, to force econemic growin
bevond oroductive capacity which eventualiy produces serious inflation.
However, the cther internationa! econcniic problem we presenily face
is, in many ways, unigue. It is the grewing and obvious weaknéess in the
international menetary mechenism, The United Stetes is the architect
¢ that mechanism, and the doller is is major bulwark.

Many people tend to confuse these two nrobiems, suggesting
solutions 10 cur iniernational economic probiem without specifying
which jroblem the soiution is designed o correct. Although these
wo nroblems are interrelated, they are not the same and cannot
be dealt with by tha same methods. Once we realize these are two
¢iseases, we can censidar appropriate remedies for each. In my opinion,
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Witih respect 10 the preblem of a weak infernetional monetary mechanisi,
the best solution is for the United States 1o ultmately eliminate gold from
2 step taken on Marcn 17 to suspend gold seles to private
markels was a step in the right direction, but it may not have been enough.
The Spacial Drawing Rights once again enuncizied at the Stockholim meeting
fast waekend is 2 jurther step forward if they ¢an be activated in time and
in sufficient voluma.

New that | have given ycu my recommendations, 1 will build
a fectue! ard anzlytical structure wivich 1 balieve justifies thess conclusions.

L)

atance of Favmeanls Prodiem

There ara essentially two ways 1o correct a balance of paymentis
deficit: through direct controls on international fransactions which
forces people to reduce their spending, or through monetary and fiscal
policy and the price mechanism which induces people to reduce thelr
spending by changes in the environment of the market place. We seem
o have chosen the direct control alternative, which | consider unfortunate,
unworkable, and, most important, an abridament of personal choice.
When implemented, the President's January Ist call for administrafive
controls 10 correct the United States Balance of Payments problem will
affect all segments of the American public. Private citizens will no longer
be able to travel as freely. Businessmen will no longer be able o invest
in foreign counirize as fresly. Banders wiii no longer be able to make
foreign loans as freely, Covermmsnt offizizls will conduct international

aifelrs more onthz ¢rlieris of the Torsign excinange cosi anc less on the
crizaria of generai naticnz: inlsrast,

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER

Lo

6 vse of Jirsct administrative controls 1o correct economic
Dr0bi has bean used widely in ¢iher countries, but we have

tradiionally used economic tools o corract econoric problems. The
Dresilent's January Ist program represents a break with our traditional
way of ceeling with economic srobiems,

Reviewing other experiances with such controls may.provide
insights into its possible success.

Cn two recent cecesions tha United States has attemptlad {o
Use edminisirative conirc's to improve the balance of payments. The
Interest Equalizadon Tax of 1963 was designed to discourage investment
in foreign stocks and bongs by raising the effcctive costs of such
purcnases. The Voluntary Program of 1965 coveréd a rmuch broacer
rangs of capital movements than the Interest Equalization Tax, including
corporate ¢irect investments and foreign bank loans. Each of these programs
was preceded by a sharp ceterioration in the United States balance of
payments. Furthermore each was féllowsd by a temporary improvement
with a reduction in the capital outflow in the particular segments of-the
balance of payments at wxich they ware directed. However, other
components of the balance of payments sprang additional leaks, and the
overall paymenis posmon was not permanently improved. Neither of
ihese programs could ba considered successiul.

Tre explanevion of this fack ¢f success is that adminisirative
actions 10 scive 6Conomic promiems run counter to the narrow self-
interest of thoss who are affected. They have substantial incentives
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fo Jovise methods o avoid controis, As nointed out in the Wall Strest
Journel, they prefar thai the problem would be corrected {n the

markeiplace, notat a legistative lavel. The discipline ¢f the marketplace

cannol he evadsd or aveided, put legal res ricuon orien can, Evasion

mo*cemer’f procedures
erewesiand the penait?es miki. Legei avcidance of the intent of the lav
by discovering and wlilizing "loopholss™ in the administrative regulations
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fezal avoidancs. Tinis has bsen ths exna:ience of many foraign countries

The iogica: outcome of such 2 progressive movemerni is 10 plug
ail concelvabie loophoies and introduce the most severe penaliles

for those who break the rules. The end result is a complete, comprehensive
and restriciive sst of forefgn frade and capital controis v\fhich IS so

comsi

[5}]

X and unwieldy that it Is a serfous impediment 1o domastic

1

growih end an efficient disiribution of resources. ln addition, &s
Gabriel Hauge, President of the Manufacturers Hanover Trust and past
Chief Economic Adviser 1o President Eisenhower, observed {at a meeting
¢f the American Chamber ¢f Commerce in London), “Thea resort {o

s ¢f one scit or another to deal with a problem that has its
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Taus, f o rel-sr passinmisiic ahout the success of the Jantary ist
grescem. Although more comssshensive and more resirictive than our
.ar balapnce o fp 2nts programs of 1953 and 1665, I is still far from

tein: & complale o3t of trade and capital conticls,

~0 adminisirative rogrem carried to its extreme, might temporarily
alleviaie the sym icms of cur bziance of payments probiam. The a..a....:cal
cost in tha form of ioss of frezdom of ¢h.oice and the eccomic cost in
the form of misaliocation of resources which comas from distorting
the price mecher.ism, would bs subsiantial. 1 question whether we
shouid or wouid bz wilfing tc pay such a high price for solving a problem
in & segment of our econcmy which represants ¢aly five per cent of our
nauonal income.

I think & would bz wiser if we atiacked the prime cause of our
present be.zace of payments problem, the serious domestic infiationary
pressures which r.ave dsvelopad sinca 1954, with economic tocis. The
starp caterioration of our balance of trade surplus, the strongest
seoment of our overall balance of payments, is due almost exclusively to
domestic inflation. Not only will the resclute use of monetary and
iiscal tools to restrain total demand strengthen the balance of payments,
but it will alse be conducive {o stable and non-ir7lationary growth in the
dcmestic eccnomy.

A"Dtﬂ -ﬁ "~ '
inferpziicasi Monstary [fachaniem Preblem

PLiiag Cur d0ne3tic neuse in order, however, is only haif ¢f
tha leb, The ether hail s W0 strangthsn the internztional financial
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d trade and ceoial rmovements.
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Inizrnational money is composed of monetary gold stocks,
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automatic Grewing righis on the International Monetary Fwa and

non-resident holdings of Britlsh pound sterling anc United States collars.
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gse various components of the international money supply must be freely

converiibis between one enother at a fixed price if they are 10 be consicered

The weaknass in the international financial machanism is the
growing fear In some <uariers that this free convertibility at fixed prices
will not continue in the future. There are numearous casas where such

xpeciations have hurt the domestic econon‘;y. Consider the runs on

B 1 A L I Frm Jim &1 ' A1 r
United Steies banls in the early 1930's. They resresented an alten pt
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by tecriz 10 shift thelr money noldings out of feposits and info currency,
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bacause of fear that deposits would lose their convertibility, The
short-term solution of the run on the banks in the early 1930's
was a one-week holiday, and the long-term solution was the develop-
ment of deposit insurance which, in effect, guaranteed deposits up
to a certain amount. The infegrity of our domestic monetary
mechanism was restored by these actions and has not been seriously
questionad since.

The sterling devaluation in November 19467 was a shock to
the inlernational financial mechanism, because one of the component
currencies of the international money supply had lost value relative
fo the other components. Confidence in the mechanism was shaken,
precipitating a movement into the component of the international
money stock which was expected o be of greater value. This is the
underlying reason for the gold rush in the London market, The
short-term solution of the run on the London gold market was to
give that market a two-week holiday. The long-term solution that
has been proposed is to attempt to wall off the private market for gold
from the official market for gold.

The two-price, or two~-market system for gold will be
accomplished by the United States and the other members of the gold
poo! refusing to buy or sell gold 1o private persons. 1n addition,
the United States as the only country in the world which has freely
bought and sold gold to other governments, will suspend gold sales
to any government wiich buys or selis gold to the private market.
This restriction applies to governments buying gold from their own
gold producers. 1t will have a major effect on South Africa which
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aas usualy agasd Lomssiiczny produced gold to its international
reservss i periods ¢ 5ziznce ¢ oaymeni:s surplus and drawn down
these resarvas ¢uring periods of balance of payments deficit.
Thase regulations, if st ccess:u!, will freeze the stocks of
gold he!:i by governments at tnzir present level. New supplies of

coid presumebly would all go into non-monetary use. The purpose

"'C'

snay

s {0 s:parate the demand for geld as a commegity from the demesd
for coid as a comnenent of the Interneticnal monay supply. The
unicusness of golé at it has been simulianecus:y a commogity
end aiso a comicaent of the International monay suzply. By
attempting 10 separate the commodity Cemand for old from the
monetary demand for gold, i is hopsd that privawe speculation in
gold wiil have no more effect on the inter:.clional monaiary sysiem
than private speculation in any cther commodity.

A two-prica system jor gold wiil be successful only as long
as ... commodity market and-the monetary market for gold can be
kept separate. That in wurn depends primarily en two factors.

First is that the monhetary demand for ¢ cod will notg*ow in the future.
Second is that the commedity price of gold will not be significantiy
higher then the monetary price ¢f gold. i the first condition coes
not hoid, then the mone‘tary demand for gold will pull gold from the

camocily market, 17 the sacend condition does not hold, the
commeliy demend Lol will St celd frem ine monetary stocks.
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"l forgas of ng markeinlace would tend 10 in-

creass tme demand for monstary gold siocks. Surplus countries would
Casirg 75 have some of thalr increased ressrves in the form of gold,

Cn the ciher hand, defivii countries would most likely prefer o reduce
.8 non-goid portion o tnsir reserves, Such developments would imply
inat the United Satss must still coalinue ic act as the rasidual sourca
of goid supolies 1€ central vanks. Unfortunately, alter the massive

cold 10s:es from Decembar through Mareh of this year, the Uniled Staues
Is tnereihsrwszs Josiisnic play th‘..g rcig. Cur geld siccks stood

£ 5104 biltion as of the end of March. The United Siates could probabiy

i

meet the gold needs of “he smaller countries, but not of the larger
countrizs. Thus, if the monsiery damand for geid is to be kept from
rising, it will be necassary for the major couniries of the world o
individualiy anc collactively refrain from purchasing goid from the United
States. Tne only conceivai:e incentive these governments would have to
cooperaie with us in his way would be their reiuctance to see the present
International monstary system, based-on a fixed official price of gold,
disappear. i is ironic that to preserve the goia exchange standard most
of the major-countries of the world must bs prepared nct to exchange
gold.

A second way ..» which this system could break down is for the
commodiy prica of cold o rise sioniiicantly above the cfficial monetary
prica of goid, 1fihs commodily price of goid were, for example, $70 an'cince,
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# s auie ks 3' 2 Imaginatys crofi-minded ooeculators would manage

{0 fing scme methed ¢ accuiring monestary stocks of goid which are
cEiclaliy priced at $35 an ocunze from some central banks.

What could cause ths commodity prics of gold to rise significantly
abova $35 ar ounce? As wiii: any commodity, that would depend on the
supp- and demand for gold. The major source of nsw gold suppliss is
Soutn Af-lea, which providad somet:ing ke 70 per cent of new gold
supplies In the last decade, South Afrizan gold preduction increased

re: 2,300 tons 0 1938 9,230 tons In 19656 cdue entirely ¢ the discovery
ané sxplolation of maior new goid-mining regions. 1n 1967 these new
minas supplied 83 per cent of South Africa’s annual output, 1t is
esiimated that at the $35 an ounce price, South Africa's gold production
cannot Increase above its present iavel, and will probabdiy deciine
scaswhat in the next few years. Thus, a substantial price increase
would be needed to increase new supnlies of goid coming onto the market
in excess of the prasent level of $1.5 billicn per annum.

With rsspact to the other side of the market, there are two
components 0 the commodity dcemand for gold. The first component is
the commercial, industrial, and artistic demands. These have grown
in the pcsiwar period at a steady rate because of the rise In real incomes
and the rise in gsr.eral price level. They toox approx:mately one-half
cf the worad's o sroduction in 1967, The sacond non-monetary demand
vor ¢o.d consists of Thoss goid surchases which cennot be spacifically
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srand and are assumed to be largsly speculative

in nature. It is this specuiative demand for gold which has shown the

sharpest variations from ye.r to yeer.

As with spscuistion in any cominedily, gold speculation is
basca on the expaciations of buying &t a iow orice and selling at a higher

ihat the Unied States

11 Was Dasec on the expactztion

would uniiaterally incrsze the orics of goid. Now that the United States,
with e cther active ¢old sool countries, has instead
suspanced ¢old sales to the privats marksi, pz'iva’ie speculation will be
more risky. Thers are iikaly 10 be grezier variaticns in the price of
coid and no guarantee that the price cannot go below $35 an ounce.
Thereicre, soi.e persons wine might otherwise have speculaied in gold

will withdraw from the market.

The sharp deciine in the veiume of activity in the private gold
markels afier the March I7ih announcement of suspension of sales by
.the goid pcol countries is due 1o speculators who are obviously waiting
to sas what furiher aciion the centra! banikers wil take. 1f the central
bankers of the major couniries refrain from purchasing gold from the
Unitsd Siales and agree 0 activaie an alternative form of international
reserve asset {o supplement the frozen monstary stocks of gold, then
the monetery prica ¢f gold coul ramain unchanged at $35 an ounce.
Jdnder thass circumstences, spaculation with resseci o a rise in the

swonalary orics ¢f golawolia sroaealy daclina, Cliven that the non-

cosculative demand for ¢old is oniy one-hali of hew production at the
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price of $35 ar. oun~e, Rt Is porcivle that the commodity price of gold in

A

the future micht be beiow 335 an ounce.

The key o a viatls internationa! monstary mechanism is to
prever.t the commodity demand for gold from affecting our iaternational
Ponsy suppiy. The two-prics structure for gold is a step in that dirsction.
Whether it ’s & sufficient step wr... Jspend upon the degree of cooperaticn
arr:ong the malcr gevernments of tha world, Generally, such cooseration

s hard to achisve becausse governments, iike parsons, so coften see
the narrow, shori-tsrm cisadvaniages of cocperation in a stronger light
than the wider, leng-tarm advaniagss. People iend to highly discount
17 the risks and the benefits assoclated with actions to afféct the
future. It generaily takes a pariod of crisis to force people and countries
{o subordinate their short-term irterests to achieve some long-term
goal,

An analogy mzyv be drawn orom the Cuban missile crisis of 1962.
.Prior to that eve it no eifective policy efiorts had beer: made towards
nuclear disarmamant or arms control although a considerable amount of
intellectua. effort had gone into analyzing the substantive issuss. That
crisis led the United States and the Soviet Union to the brink of a
nuclear war. The horrors ¢f suct. 2 possibility became very real in the
minds cf po!icy makers on both sides. After that event a substantial
amoun: 07 crogress was mzds,

v raspali Wt ineonalionat monsiery groblam, the substantive
fssues r..: sion 2ransiiy and exhiaustively analyzed over the past four
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vaars and re2lisls aconomic soluticns are avallable. What are required
are 5e..cy level decicions o go ahead. 17 the penicw..ich surrounded
1re gold epect. ntion during the ldes of March created the crisis atmosphere
In tha minds ¢? the wer’d's central bankers to go ahead with a change in
poiicy, then this will have besn the most beneficial monetary development
in tha past twenty years.

Parhiaps thess expectations of coopsrztion by the world's major
cenira: banks are too cptimistic. They may still :nsist on making purchases
from our goid stock and refuse w <livate a peper gold in sufiicient
cuariity, That 12¢k of cooperation is not epparent riow and hopefu:ly wii
not dsveion, but & Is worihwhile 19 investigate alternatives in the event
o7 a breakdown of the pressri high .wve! of international cooperation, [f
such a breakdown were 10 become apparent, privaie speculation ¢ an
Increase ir. the mongiary price of goid wou!d probably force up the
commodily prics of goi, and the United States would be forced to take
uniiateral action to correc. ine problem. There are on.y wo solutions
which the United Siates can unileterally choose. One s 1o raise the
price of gold, and the othar is to withdraw completely from the gold market
by suspending sales o forsign central banks as well as to foreign private
parsons. 1 do not under any circumstance favor raising the price of gold.
1t would perpetuate that ""barbarous metal” in international monetary
use. Wa have quite rightly broken the 1ink batwsen gold and our domestic
menay. We shoo:d aiso breax ths link bstwezn go'd and international
mensY. ThdSwuiiy i mongy, nolner ingrnoional nor Jomestic, should
ba dependent ovsr (he .ongsr run upon the accidents of supply and demand
in the marketplace for just one commodity.
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proposal chorid break dewn, 1 favor
the United Statss unileteraily clandening s promise @ buy and sell
cold at tha fixed crica €7 ¢35 = sunce. Unpegging from gold deoss not
mezn “ha the Uned Siztss Soifar would automatically be devalusd.
Davaluation is 2 change in the price of the doliar relative to other

iative goi . 10 ses whether the cu..ar wouiﬁ, in

counisss 1o the unpezsing of go} . thereare two: first, they cou!d

~af] PR S Sl ) AE L A e s L 1 1 H
coniinls Jageing the valus of thelr currenciss to the cdoilar, if thelr
. - - ne -~ - "ﬂ-:"\f' A » n’ 1t - & -‘-‘ﬁ
cLrrencias wers (oogea to the doilar at the prasent exchange rate, the

dotiar would not 5e cevelued in any mesaningiul sense. Second, thay
could peg their currencies 1o geld, in which case the international
value of the dollar with resgect ¢ other currencies which are tied
to goid would fluctuate. This action s uniiiely bscause no other
country would likely be wilting o assume the heavy responsibilities .

of mainteining the gold standard. They would eventually face the same
dilemm:z presentiy faced by the United States. In addition, thay would
be refuctant to see their currensies fluctuate with respect tc the dollar.
This would upsat the trading practices of (.eir exporiers and imporiers
with that couritry with which about 20 per cent of the world's trade is
coriducied. On balance, tharefore, it is most likely that foreign countries
would continus 10 neg thelr currencies to the dollar, even withbut the
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cfficiais To unpeg 64Qil? 3acause of m2 repeated commitment ¢f the United
srice of gold 2t $25 per cunce. The United
iates o uld handis this issua by 2greeing 1o compansate these foreign
governme:.l which have neld {tliars rather than purchasing gold
because ws asied them to do sc. Such compensztion would consist of
aucwing certeln friendiy csntrel banks ic turn in their grean chips for

Al

zv dasire al ihe rata ¢f $35 per our.cs of gold,

Sorma chsarvers ere fearful thal if we unitaterally suspend gold

9‘,\:. o'oﬁ Lmemr ¥
e AW LW,

537 07 the world, especizily European
couniries, weouid nct acespt rew dollar hcidings. They fesi that the

opticn 10 purchase goid is necessary 10 inducs foreionsrs to accept dollers.
To prevent dollers from flocding into their country when they had balance
cf sayinents surpiuses, inese countries would impose various types of
exchange corirols, Lat's assume for a moment thet is the case. Ve would
siili be bewer off than we ere now, Atrpresent, the United States is -
Imposing axchange controls on iis citizens in oréer to reduce our balance
of payments deficit in the expactstion that this will ir.crease confidence

in the doilzr and reduce purchasas from our gold stock. If we suspend
goid sales, the pressurss on the United States 10 maintain or expand these
exchange conirols would 52 reduced. 1 beligve it is betier to face the .
possibility o? ihe curopears imposing controls on United States citizens
then the 2z -2inty of the United Steles imnosing conirols on United States

L2 N,
CizZ3ns.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



1<,

-t e
LY

1 gvant, the goss Lillty of the Europeans imposing sxchange

il Zosmall, Firs?, UL would ba the on'y time In history that
s oo hEn ircosed axchange conicos o raduct a surplus in its

i

talancs OF saymenit rather than do reduce a deficit, Second, and more
impcrient, if {3 only Issue is oroviding the Evropeans with another
«..arnalive 1o holding dolizrs, these zre lechnigues now available through
Spaciai Drave.ag Rights of the Inlernational Monstary Fund which could

ev Py 1 >, ~ 2R el o s - T . t q“. -y -
baagtiveiad to syuhon oFF undss.osq Zellar tzlancss held by Zuropean

§ meniioned before that actions to solve imporiant probiems
usually must teke place In an etmosphars of crisis so that the narrow
parochiai interests of 2he'particivarts is subordinated to their collective
long-term: Interssts. 1fihe ¢oid crisis of early iarch did not create a
sufficiently sirong crisis atmosphere in the minds of the world’s
centrel bankers, an actio:. by the United Siates 1o suspend cold sales to

central bankers prodably would.

An Internaticnal financial mechanism based on dollars and
Spscial Drawing Rights vould be superior to one based on dollars and gold.
Untike ¢oid, Special Drawing Rights can be expanded or contracted with the
nesds ¢f trads and ara not dependent upon the accidents of new gold
¢iscoverias for their supsly. -We naed 2n international money based
O paper and confidencs Just as we have domestic money bzsed on paper

ans conficence, Rzzizlly, havalls of curcurrency Is supooried by

ﬂ

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis


http://intpcrta.it

- ” -
our production ¢f geods and services and its purchasing power is
dependent on our willingness 1o inject rational and responsible judgment
into our budgetary and monetary management,
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