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Tire Unilcs Statoes i curreitly twice blossed vith sericus

internetiorai cconomic provlons, Ons problem is & weak halence of -
payments, aid the other is & vie into national menciery mechinis.
Thie vasance of prymeiiis prodlam steins from {he domestic intlationary
pressurs thet have ceveinped in the last threo years. The Uniied Stetes
is net unigua with respeat 1o this problsm warich ahy countyy cen ¢vpoo
to fure i R atienmpis, threugh pudlic pelicy, W feree ecenamie gresih
bayord profuctie cavaelly wiich cvoistonlly preduses serlous infistich.
How ver, tne Gunar inlernaiicnal ecoi-Ginie problem wo preitnuy ¢
is, i manyweys, unloye, it b the groving end Covious veakanss in the
Iator nationa! maneiery mechanism, The Unuod Stes §s ths archiioct
of inat echanism, and the dotiar is iis major hulwzi K,

Many peonle tond to confuse thioso e probloms, suzeiing
solutions (0 our internathnal ectistivia probtsa vilhont seiciiving
which preplas the soiwimn is dosireod {0 correct. Although (hasc
Lo fredlons are iniorrebaicd, thoy @i ool tho saine and cente
be Cecli with: by the some methods. Cune wo restizo those erc Lo
diseasys, we cen geasidor epproprizic remedics for erch,  In my ¢pinion,
1he temeding signeules In e Trosidsnt's Jantery Ist mesyoga ' corvedd
the Ml acoal nayien® pronloi ern noe ke eivctbe, The only stcossiud

remcay 1o That prosicn 15 restriclive mong=ty ai fiscal rolicic: et heme,

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



-
With respoct 10 ihe proolzm of & viezl iniernationa! monsiary mechznisin,
the basl solution is for {ive United Siates 1o uliimately eliminate gold from
{he process. The siep teken on fMarch 17 1o suspend gold sales 1o private
markets was a slep in the right direction, but it may nol have been enough.
The Spacial Drawing Rignis once ag=in enunciated at the Stockholm meeting
last weekend is a further step forwerd if they can be aclivated in time and
in sufficient volume,

Now thal I heave given you my recommendations, | will build
a factual and analytical structurc which 1 belicve justifies 1hese conclusions.
Balance of Payments Problem

There arc essentially iwo ways to correct a balance of payments
deficit: {hrough direct cunirols ¢n international transactions which
forces peonle to reduce their spending, or through monetary and fiscal
policy and the price mechanism <thich induces people to reduce their
spending by changes in the environment of the market place. We seem
tfo have chosen the direct conirol aliernative, which ! consider unfertunate,
unworkable, and, most imporiant, an abridgment of personal choice.
When implemented, the President's January st call for adminisirative
controls to correct the United States Balance of Payinents problem will
affect all segments of the American public. Private citizens will no longer
be able 10 travel as freely. Businessmen will no longer be able to invest
in foreign countiries as freely, Banters will no longer be able to make
foreign loans as frecly, Governinant officials will conduct inlernational
affairs more on the crileria of ihe fereign exchange cost and less on the
criteria of general national interost.
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The use of direct eominisiraiive controls to correct economic
problems heas heen used vridely in olher countries, butive have
{raditionally uscd economic 1ools {0 cuirect cconomic proniems. The
President's Januvary ist program represents a break with our traditional
way of dealing with economic problems.,

Reviewing other experiences with such controls may provide
insights into its possinle sticcess.

On two recent occasions the Uniled Siates has atlemntied to
use adminisirative conlrols 1o irprove the balance of payments, The
Interest Equalizaiion Tax of 1963 was designed o discourage invesiment
int foreign stocks and bongs by raising the efiective cosis of such
purchases. The Voluntary Program of 1985 covered a much broacer
range of capital moverents than the Interest Equalization Tax, including
corporate direct invesimenls and foreign hanik loans, Each of these programs
was prececed py a shatp deterioration in the United Siates halance of
paymentis. Furihermore each vas followed by a temporary improvement
with a reduction in the capital outflow in the particular segments of the
balance of payments at which they were directed. However, other
components of {he balance of payments sprang additional leaks, and the
overall paymenis position was not parmanently improved. Neither of
these programs could be considered successiul.

The explanation of this fack of success is that adgministrative
actions 1o solve economic problems run counier to the narrow self-
inlerest of those who are affecicd. They have subslenlial incentives
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to devise methods to avoid conirols. As pointed out in the Wall Street
Journal, they vrefer that e proolom viould be correcied in the
markelnlace, not ai & legislative level, The discipline of the markeiplace
cannot be evadad or avoided, but legal restriction ofien can. Evasion
of the law Is difficult 1o prevent, espocially if the enforcement procedures
are weak and the penallies mild. Legal avoidance of the intent of the law
by discovering and ulilizing “loopholes” in the administrative regulations
is even more popular. Ineviiably, the authorities in charge of the
program implement more restrictive enforcement methods to prevent
illegal evasion, and propose morc cemprehensive controls to prevent
legal avoidance. This has bech the experience of many foreign countries
and secms 10 be what we are doing.

The fogical ouicome of such a progressive movement is to plug
all conceivable loopholes and introduce the most severe penallies
for those who break the rules. The end resull is a complele, comprehensive
and restriclive set of foreign trade and capital contrels which is so
complex and unwieldy that il is a serious impediment to domestic
growih and an efficient distribution of resources. In addition, as
Gabriel Hauge, President of the Manufaclurers Hanover Trust and past
Chief Economic Adviser 1o President Eisenhower, observed (at a meeting
of the American Chamber of Comnierce in London), "The resort 1o
conirols of one sorl or another lo deal with a problem that has its
roots decp in the nalion's economy is likely 1o be increasingly
ireffective as time gosson . . . "
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Thus, | am rather cessimisiic about the success of the Jantary Isi
program. Although more comorehensive and more resirictive than our
earlier balance of paymenis pregrams of 1953 end 1965, it is still far from
being a complete sct of traac and capiis] controls.

An adiminisirative program carried to its extreme, might temporarily
alleviale the symploms of our balance of paymentis problem. The polilical
cosl in the form of loss of frecdom of choice and the economic cost in
the forin of misailocation of resources which comes from dislorting
the price mechanism, would be substantial. | quastion whether we
should or would be willing 1o pay such a high price for solving a problem
in a segment of our economy which represents only five per cent of our
national income,

I think it would be wiser if we atiacked the prime cause of our
present balance of paymenis problem, the serious domestic inflationary
pressures which have ceveloped since 1984, with economic tools. The
sharp deterioration of our balance of trade surplus, the strongest
segment of our overall balance of payments, is due almost exclusively o
domestic inflation. Not only will the resolute use of monelary and
fiscal {ools to restrain total demand strengthen 1he balance of payments,
but it will also be conducive to stable and non-inflationary growth in the
domeslic economy.

International Monetary Mechanism Probiem

Putling our domesiic house in order, however, is only hali of
the job. The other half is 1o strengthen the inlernational financial

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



Digitized for FRASER
http://fraser.stlouisfed.org/

- 6 -
mechanisim, wihich has become increasingly and obviotisly incapouie
of meeting the long-icrm needs of world trade and capiial movements.,
The preseni mechenism as estonlishiod at Bretion YWoods i1y 1944, largely
under the auspices of 1he United States, is designed 1o generate a form
of inlernational money. This money is needed to mect the needs of
world trade and finance, jusl as domncstic money is needed to meet the
needs of domestic trade and finance. Unlike domestic raoney, there
is no inlernational ceniral bank to supervise the growlth in international
moncy. The mechanism has baei allowed 10 run more or less on its own,

International money is composed of monelary gold stocks,
automatic drawing rights on the Internetional Monetary Fund, and
non-resident holdings of British pound sterling anc United Siates dotlars.
These various componenis of the international moniey supply must be freely
converiible belvreen one another &l a fixed nrice if they are to be considered
equally valuable. Holders must be able to shift from dollars to gold
to sterling without loss, just as in the domestic economy money holders
can shift botween currency and demand deposits vithout loss.

The vieakness in the international financial mechanism is the
growinyg fear in some quat tors that this free converlibility at fixed prices
will not continue in the future. There are numerous cases where such
expectations have hurt the domesiic economy. Consider the runs on
United Slates banks in the early 1930's. They represented an attempt
by people fo shift their money holdings out of doposits and into currency,
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because of fear that deposiis would loce their convertiniliyy. The
shori-ierm solution of the run ch the banks in the carly 193%s
was a one-week holiday, and ihe long-lerm solution was the develop-
ment of deposit insurance shich, In efiect, guaranteed deposits up
to a certain amount, The integrity of our domestic mon¢iary
mechanism was resiored by these actions and has not bcen seriously
questioned since.

The sterling devaluation in November 19467 was a shock to
the inlernational financial mechanism, pacause one of the component
currencies of the internetional money sunply had losi valus relative
to the othar componants, Confidence in the mechanism vias shaken,
precipiteling a movement into the compenent of the inicrnational
money stock which was expacled to be of greater value. This is the
underlying reason for the gold rush in the London markel, The
short-term solution of the run on the london gold mariket was 1o
give ithat markei a two-week holiday. The long-term solution that
has been proposed is to atlempt 1o wall off ihe private market for gold
from the official markel 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
pool refusing to buy or sell gold {o private persons. In addition,
the Uniled Stales as the only country in the world which has freely
bought and sold gold to other governments, will suspend gold sales
to any government vthich buys or sells gold 1o he private market.
This restriction epplies to governments cuying gold from their oun
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has usuvally added domesticlly sreduces gold to iis internationsi
reserves in periods of pelonce of paymenis surplus and drawn down
thesc reserves during periais of balance of payments aeficit.

These regulations, if successful, will freeze the stocks of
gold held by governmenis at their present level, New supplies of
gold presumably would all go inlo non-monetary use. The purpose
is to separate the demand for gold as & commodity from the demend
for gold as a component of the iniernational money supply. The
uniqueness of gold is that it has been simultaneous ly & commodity .
and also @ component of 1he international monsy supply. By
attempting to separate the commodily cemand for gold from the
monetary demand for gold, it is hoped that private speculation in
gold will have no more cifect on the internatichal monetary sysiein
than privaie speculation in any other commodity.

A two-price system for gold will be successful only as long
as the commodily market and 1he monetary market for gold can be
kepl separaie. That in turn depends primarily on iwo factors.

First is {hat the monetary demand for gold will not grow in the future,
Second is that the commodity price of gold will not be significanily
higher than the monetary price of gold. If the first condition does
not hold, then the monetary demand for gold will pull gold from the
commodily markel. 1f the second condition dogs not hold, the
commodity cemand for goid will pull gold from the monetary stocks.
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The naturel forces of the marietylace vould tend 1o in-
crease the demend for monziery gold stocks, Surplus countries would
desire to have soms of th2ir increased reserves in the form of gold.
On the other hand, c¢aficit countries viould most likely nrefer to reduce
the non-gold portion of iheir reserves. Such developments would .imply
that the United Steies must still continue to acl as the resigual source
of gold supolies o central banks, Unforiunately, afier the massive
gold losses from December through March of ihis year, the United States
is in a rather weak position {o play that role. Our gold siocks slood
at $10. 4 billien as of the end of March. The United Stales could probably
meet the gold neads of the smaller countriss, but not of the larger
countries. Thus, if the monewery demand for gold is 1o be kept from
rising, it will be necessery for the Inajor couniriss of the vorld 1o
individually and collectively refrain from purchasing gold from the United
States. The only conceivable incentive these governmenis would have to
cooperaie with us in this way would be lheir reluctance to see the present
internaiional monstary sysiem, based on a {ixed official price of gold,
disappear. It is ironic that to preserve the geld exchange standard most
of the major countries of the viorld must be prepared not 1o exchange
gold.

A second viay in which this system could break down is for the
commaiity price of gold to rise siynificantly above the official monetary
price of gold. If the commodivy price of gold viere, for exemgle, $70 an olince,
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il is quite likely thel imaginative profit-nindad spsculzitors would manzage
to find some methea of acquiring monctary stocks of gold which are
officially priced ai $33 an ounce froin some ceniral banks,

What could cause the commodity price of gold to rise significantly
above $35 an ounce? As with any commedily, {hat vould depend on the
supply and demand for gola. The major source of naw gold supnlies is
South Airica, which provided something like 70 per cent of nsvs gold
supplies in the last dzcade. Soutiy African gold production increased
from 3,700 tons in 1953 to 2,503 {ons in 1935 due entirely {o the discovery
and exploitation of major newy gold-mining regions. 1n {967 these naw
mines supplied 63 par cent of South Africa's annual ouul, 1tis
esiimaled that at the ¢35 an ounce price, South Africa’s gold preduction
cannot increase above ils present level, snd will prebably decline
somewhat in the next few years. Thus, a subsiantial price increase
would be necded to increase new supnlies of gold coming cnto the marlket
in excess of the presant level of $1.5 billion per annum.

With respect to the cther sice of the market, there are iwo
componenis 1o the commodity demand for gold. The first component is
the commercial, industrial, and artistic demands. These have grown
in the postwar period at a steady rale because of the rise in real incomes
and the rise in general price level. They ook approximately one~-half
of Lhe world's gold production in 1967, The second non-monelary demand
for gold consisis of those gold purchases which cannot be specifically
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identified with the first cerand and are assumed {o be largely snaculsiive
in natyre. 1t is this specuiative Gemand for gold which has shoxn the
sharpesti variations froin year to year,

As with speculation in any commodity, gold speculation is
based on the gxpeciations of buying &t & lov price and seliing at a higher.
price. Most speculation wes bascd on the expectation that the United States
would uniiaterally increase the price of geld., Now that the United States,
in agreement with {he other active gold poal countries, has instead
suspendad gold sales to the rivaie market, private sceculation will be
more risky. There are likely to be greater variations in the price of
gold and no guarantee that the price cannot go below $35 an ounce.
Therefore, some persons who might otherwise have spaculaled in gold
will withdraw from 1he market,

The sharp decline in the volume of aclivity in the private gold
markeis afier the March 17th announcement of suspension of sales by
the gold pool countries is due to speculators who are obviously wailing
to see what further action the ceniral bankers will fake. 1f the cenlral
bankers of the major countiries refrain from purchasing gold {rom the
Unilcd States and agree 1o activaie an aliernative form of international
reserve asset to sunnlement the frozen monetary stocks of gold, then
the monetary price of yold could remain unchanged al $35 an ouince.
Under these circumstances, soeculation with respect 1o a rise in the
monelary price of gold wouid pro.ably decline. Given that the non-

specttiative demana for guld is enly ong- heli of nex produciion &t the
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price of $35 an ounce, it is possinle {hat the commodity price of gold in
the future might he below $35 an ounce.

The key to a viablz international mengtary mechanism is {0
prevent ihe commodily demznd fer goié from afiecting our international
moncy supnly. The tvo-price structuie for gold is a step in that direction,
Whether it is a sufficient step will depend upon the degree of cooparation
among ihe major governments of the world, Cencrally, such coonaration
Is hard 1o achieve because gove rninents, like persons, o ofien see
the narrow, shori-term disadvantagss of cooparation in a stronger light
than the wider, long-term advanieges. People tend to highly discount
poth the risks and ihe banefits associated vsith actions 1o affect the
future. 1t generally takes a pariod of crisis to force peoule and countrias
to suborainale thelr shori-term irdorests 1o achieve some leng-term

goal,

An analogy may be drawn from the Cuban missile crisis of 1962,
Prior to that event no efiective policy efforts had been made towards
nuclear disarmament or arms control although a considerable amount of
intellectual effort had gone into analyzing the substaniive issues. That
crisis led the Uniled Stales 2nd the Soviet Union to the brink of a
nuclear war, The horrors of such a possibility became very real in the
minds of policy makers on both sides. After {hat event a substantiol
amount of projress was mae,

With respect 1o the internetiona! monctary problem, the substontive

issues have beein carefully and exhaustively anaiyzed over the past (sur
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years and rcalistic economic salutions are availeble. What are reasuired
are policy level decisions 10 go ghead, 1 the panic wiich surrounged
the gold specuiation quring the Ides of March crezted the crisis atimoesphere
in the minds of the world's cendrel hankers 10 go ahcad wiih a change in
policy, then this will have been the most beneficial moneiary devalepment
in the past twenly years.

Perhaps these expectations of cooperation by the world's major
central banks are 100 optimistic. They may still insisi on making puichases
from our gold slock and refuse to aclivale a paper gold in suificient
quantity. That lack of cooperation is not epparent now and hozefully will
not develon, but it is worthwnile {0 invesligale alicrnatives in the event
of a breskdovin of the present high level of internztional cooperetion. If
such a breakdown were 1o become apparent, private speculation of an
increase in the monetary price of gold would proably force up ihe
commodity price of gold, and the United States would be forced to lake
unilateral action 1o correci the problem. There are only two soiutions
which the United Staies can unilalerally choose. One is o raise ihe
price of gold, and the other is 1o withdraw completaly from the gold markel
by susnending sales to foreign cential banks as well as 1o foreign piivate
persons. 1do not under any circumstence favor raising the price of gold.
i would perpetuate that "barbarous melal” in international monetary
usc. We have quile rightly broken the link betvreen gold and our domastic
money. We should also break ihe link belwreen gold and internztional
money. The supnly of monay, neither interaational nor domestic, sheuld
be gependent over the longer run uson the eccigents of suunly and demand
in 1he marketplace for just one cuintmodity.
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i the event ihe paoor gold preposel should break down, 1 favor
the United Siawes unilaicratly abandoning its promise 1o buy and sctl
gold at the fixed price of $35 an ounce. Unpegging from gela doas not
mean that the United Staies dotlar would automelically be davaluzd,
Devaluation is a change in the price of the dollar relative to other
currencies, not relative to gold. To scez whether the dollar would, in
fact, be devalued, one must consider the possible reactions of foreian
countries 1o the unpejging of gold. There are iwo: firsi, they could
continue pegging the valug of their currencies to the dollar. I their
currencies were pegjed 1o the doller at the present exchange rate, the
dollar vould not be devaluad in any meaningful sense. Second, they
could peg their currencies 10 gold, in which case the inlernational
value of the dollar with respect 1o other currencies which are lied
{o gold would fluctuaie. This action is unli%ely because no other
country would likely be willing 10 assume the heavy responsibilitics
of mainiaining the gold standard. They would eventually face the same
dilemma presently faced by {he Unitod Stales. In addition, they would
be reluclant to see their currencies flucluale with respect to the dellar.
This would upset the trading practices of their exporiers and imporiers
with that country with which about 20 per cent of the world's trade is
conducted. On balance, therefore, it is most 'Iikely {hat foreign countries
would continue to peg their currencies to the dollar, even without the
present gold backing.

H the dollar is likcly 1o continua 1o be heaid by {oreigners, even

in the ansence of gold backing, why the reluciance of Uniied States
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officials to unuog goid? Because o7 the repsaied connmitment of {he United
States 1o maintain a fixed price of golo at $35 por ounce. The Uniled
States “could handle this issue by agreeing lo compansate 1hose foreign
governments which heve held dollers rather than purchasing gold
because we asked them to do so. Such compensalion woutld consist of
allowing certain friendly central banks {0 lurn in their green chips for
gold chips if they desire at the raie of $35 per ounce of gold,

Some observers are fearful that if we unilaterally suspend gold
sales to foreign centrel banks, the rest of the world, especially Euionean
countries, would not accept new dollar holdings. They feel that the
option 10 purchase gold is necessary 10 induce foreigners to acceut doilars.
To prevent aollars from flooding inlo thelr country when they hed balence
of payments surpluses, these countries would impose various tynss of
exchange controls. Let's assume for a moment that is the case. We viould
still be better off than we are nox. At present, the United Stales is
imposing.exchange controls on its citizens in order 1o reduce our balance
of payments deficit in the expectation that this will increase confitenca
in the doller and reduce purchases from our gold stock. 11 we suspend
gold sales, the pressures on 1he Uniied Siates to mzintain or expand these
exchange controls would be reduced. 1 belisve it is betier 10 face the
possibility of the Europeans imposing controls on United States citizens
than the ceriainiy of the Uniled Slates imposing controls on United States
citizens.
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In any event, the possibility of the Euroseans imposing exchange
conirols is small. First, tiris wouid be the only lime in history that
a country has imposed exchangc controls 10 reduce a surplus in its
balance of payments ralher than to reduce a deficit, Second, and more
imporiant, if the only issug is providing the Eurongans with anoiher
allernative 1o holding dollars, lhere are technigues noy available through
Special Drawing Rights of the International Monetary Fund which could
be activated 10 syphon off undesired dollar balances held by Eurcpean
central banks.

| mentionod pefore that actions to solve imporiant problems
ustially must take place in an atmosphere of crisis so {hat the narrew
parochial interesis of the particivants is subordinated 1o their collective
fong-lerm interests. If the gold crisis of early March did not create a
sufficiently strong crisis atmosphere in the minds of the worlgd's
central bankers, an action by the United Stales to suspand goid szles to
central bankers probably would.

An international financial mechanism based on dollzais end
Special Draviing Rights would be supearior to one based on dollars and gold.
Unlike gold, Special Draviing Rights can be expanded or contracted with the
needs of trade and are not dependent upon the accidents of new gold
discoveries for their supnly. We neced an international money based
on paper and confidence just as we have domesiic money based on paper

and confidence. Basically, the value of our currency is sunsortad by
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our production of gocds and services and RS purcnzsing nover s
dependent on our willinghess to injsct retional and resnonsicle jusgment
into olir buggelary and mongtary mahagsment,
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