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remedy for that preblem is resisictive monelary end fiscal policies &l home,
With respect {o the preblem of 2 weak infernziicnal mongiary mechanism,
the best soiution is for the Uniled Siziss to uvitimately eliminate gold from

the process. The action teken on March 17 1o susnend gold selss to privete

markats was a sten in tha rigr-:?: ¢ircclion, but it may not have baen enown

The Special Drawing Righis once egaln enunciated &t the Steckhoim meating

at the end of March is a furthay step forvard ¥ thay can be activaied in time
and in-sufficient volume.
Now that | have given you oy recemmendeiions, will build

a factual and analytical struciure whnich i batieve justifiss trese cenclusions.

Balance of Paymenis Problam

There are essentially two weys 1o correct & halance of paymenis
deficit: through direct controls on intarnational transactions which
force peonle to reduce thair spending, or through monetary and fiscal
policy and the price mechanism which induces pecple fo reduce thelr
spending by changes in the environmant of the market plece. We seem
to have chosen the direct control aliernative, which | consider unfortunate,
unworkable, and, most imporiant, an abridgment of parsonal choica.
The President’s January Ist call for edministrative controls to correct the
United States Balance of Paymenis preblem affects all segments of the
American public, Businessmen can no longer invest in foreign countriss
as freely. Bankers can no longer male foreign lcans as freely. Covernment
officials must conduct international efalrs more on the crileria of the foreien

B

exchangs cost and less on the ¢riebiz of cenarel nationa! interesi.

!"l)
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The use of direct administrative contrels to correct economic

problems has been used widely n ¢thar countries, but we have traditionally

i
0oy

used economic tools o correct econcrac prosiems, The use of administretive
conirols represents a breaiwith cur trediiional way of dealing with econcimic
problems,

Reviewing past expariznces (rith such controls may provide
insights into is possible success for the future,

On two recent occasions the United States has altempied 0
use administrative controls o improvs the balance of payménis. The
Interest Eovalization Tax of 1943 was Cssigned o discourage invesiment
in foreign stocks and honds by ralksing the effective costs of such purchases.
The Voluniary Program of 1965 covered a rauch broader range of capital
movements than the Inlerest Egualizetion Tax, including corcorate ¢irect
investmentis and foreign bank lozns, Etach of these programs weas preceded
by a sharp deterioraticn in the United States balance of paymenis.
Furthermore each was followed by a temporary improvement with a
reduction in the capital outfiow in the particular segments of the balance
of payments at which they were directed. However, cther compoﬂents
of the balance of payments sprang acditional leaks, and the cverall payments
position was not permanentiy Improved. Neither of these pregrams could
be considered successful.

The explanation of this lack of success is that administrative
actions to solve economic preblems run counier 10 the narray self-

[} —

interest of these who are affecled, Trhey heve substaniizl incentives
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to devise metheds to avold controls. A3 pointed out in the Wall Street

Journal, they prefer that ths oresk 3 correcied in the rqarkazplace,
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not at a legisleiive level, The eiscﬁ;_:réim of {he marketplace cannot be evaded

or evoided, but legal restriction ¢¥en can, Evasioncithelaw is di?f%euii

. L e R M T !
[ p{b\fef"i Ebu»’u‘anj if the enforsement DICOSLUTSE ETC VIREL
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i e
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penalties mild. legal avoidance of the intant of the law by discovcrfng and
utilizing "loopholes” in the acministrelive regulations is even more popular.
lnévi’tab!y, the authoritiss in charge ¢f the oregram implement more
restrictive enforcerent methods o provent Hlegal evasion, and proscse
more combrehensive controls to prevert lecal avoidance. This has been

the experience of many foreign counirias and seems 1o L2 what we are coing.

The logic I ouicore of such a progressive movement is 10 pilig
all conceivable loopholes and introduce the most severe penaitiss for

those who break the rules. The end rasull is a compiete, comprenensive
and restrictive set of foreign trade and capiial controis which is o
comp!ek and unwieldy that it is a sericus impadiment to domestic growth
and an efiicient distribuiien of resources. As CGebris! Hauge, President
of the Manufacturers Hanover Trust and pasi Chief Economic Adviser fo
President Eisenhower, observad (at a mesting of the American Chamber
of Commerce in London), 'The resort 10 controls of one scrt or ancther 10
deal with a problem that has ifs roots ¢2ep in the nation's economy is

likely to be increasingly ineffsctive as timegces on, .. "
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Thus, | am rather passimistic about tha succass of the January lst
program, Alithough more comprehansive and more restrictive than our
earlier balance of payments programs of 1953 and 1985, it is stilt far from

being a compizcie set of tradz and capial controls,

An adminisirative program carricd o K exdreme, mighl lemporarily
alleviate the symptoms of our balencs of cayments preblem. The pelitica
cost in the form of loss of freadom ol ¢h ‘::e and the econcmic cost in
the form of misallocation of resources which comes frem distort ing
the.price mechanism, would be subhsiantial, 1 question whethsr vie
should or would be willing 0 pay such a hign price for sclving a probiem
in a segment of our economy which represents only five par cent of our
national income.

L3

[ think it would bz wiser if v atiacked the prime cause of our

present balance of payments problem, the serious demestic inflationary

pressures which have daveloped since 1944, with economic teols. The

sharp detarioration of our halance of trac surpius the sirongest

segment of our overall balance of payments, Is due almost exclusively 10
domestic inflation. Not only will the resolute use of monetary end

fiscal tools to restrain total demand strengthen the balance of paymens,
but it will also be conducive 1o siable and non-infletionary growth in the
domestic economy. The recent tax increase and spanding cut are moves in

the right direction.

International Monelzry Machanism 2rohisn

Putting our domestic hiouse in orcar, however, Is only haif ¢f
e o reneer: L€ JOD. The other half s {0 streriginen the international fina; ncial
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mechanism, which has bscome incraasingly and obviously incapsble
of meeting the long-term naeds of world trade and capital movements,

The present mechanism as esiehlisnad cf Bretion Woods in 1924, Iargely

‘J [.-‘ -, fagy - 7
under the ausnices of the United St es, is das "'ﬂcu to genereie a form
T -~ - Tt L) S ---Lr--' ) fala] i) et L
G inld | loiadi :‘”Clavj i -\J:a liera v: wioa \avhuh— \.O ::Cs Ciﬂg esub OE.

worid trade and finance, just as dor :2stic money Is needed W0 It est the
needs of domestic trace and finance. Untike domestic mon:—:y, there
Is no international central bank to supervisa the growih in international

money, The mechanism has been 2llowad 10 run more or-less on S cwn,

International money s comzosed of monetary geié S1CCKs,
automatic drawing rights on the Internaticnal Monetary FLnu, and
non-resident holdings of British pound s'f:er!mg and United Stetes doliars.
These various components of the intsrnational money sunnly must be freefy
convertible between one andither at e fixed price if they are to be considered
equally valuabie. Holcers must be 25le to shifi from dollars o goid

to sterling without loss, just as in the domestic economy money holders

can shiit beiween currency and demand eﬁposus without loss.,

~ The weakness in the infernztional financial mechanism is the
growing fear in some quariers that this free convertiibilily at fixed prices
will not continue in the future. There are numerous cases where such
expectations have hurt the domestic aconomy. - Cons ider the runs on
Um’tea States banks in the early 1930°s. They renrvesented an atlemst

by paople to shift thelr money holdings oud of ceposiis and into curraney,
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because of fear that daposits would lose thelr convertibilin y. The
short-term solution of the runoa ihe banis in the early 1920's
was a one-week holiday, and the long-term soiution was the develop-
ment of ceposit insurance whizsh, 1'-:», gffect, guarantead deposits up
to 2 certain amount. The integrity ¢f cur comestic monelary
mechanism was resiored by thass actions and has not been seriously

guestioned since.

The sierling devaluation in November 1967 was a shock 10
the international {inancial mechanism, because ong of the component
currencies of the international mongy supgiy thereby lost veluve relative
to the other components. Confidencs in the mecnanism was shaken,
precipitating a movement into the cenponent of the international money
stock which was expected to be of greater value, This is the underlying
reason for the gold rush in the Londen merkst, The shori-term solution
of the run on'the London gold markst was to give that market & two-wes!

hotidgay. The long-term solution thel has been proposed is 1o atiempt to wall

off the privaie market for gold from the official market for gold.

The two-price, or two-market system for gold has teen accomplished
by the United States and the ¢ther members of the gold pool refusing to
buy or seli gold to private persons. In addition, the United States as the
only country in the world which has freely bought and sold gold to cther
governments, will suspend gold sales to any aovernment which buys or
selis oo!J o the private markel, Thiz restriciion anplies to governments

buying gold from thelr own ¢old preiicers. 1t will have 2 major effect on

http://fraser.stlouisfed.org/
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South Africa which will now hava i sell its newly mined goid in the privaie

marksis.

These regulations, if successful, will freeze the stocks of gold
eid by covernments &t thelr srasent level, New suoslies of goid

e}
L

[£2]

2izto

b g tel ot VPRV PPN -
presumakly wenid el o Inlo non-monsizry use, Thenur

Y]

separate the demand for gold s a commedily from the demand for
gold as & component of the infernaticnal money sunnly. The uniguenass
of gold is that it has been simukznecusly a commodity and aiso a

component of the Infernational money supply. By attemoling 1o

separate the commodity cemand for ¢3ic from the monetary cemand for
gold, it is hoped that private speculetion in gold will have no more

effect on the international monetary system then private speculation
in any other commodity.

A two-price system for gold will be successiul only as long
as the commeodity market and the monetary market for gold can be
kept separate. That in turn depends primarily on two factors.
First is that the monetary daemand for gold wiil not grow in the future.
Second is that the commodity price ¢7 gold will not be significantly
higher than.the monetary price of gold. -If the first condition doss
not held, then the moneiary demand for go'd will pul! gold from the
commodity marxet., [f the second condition does not holg, the
commodity demand for gold will pull cold from the monetary siccks.
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The natural forces ¢f ths mzarkeipiace would tend o in-
crease the demand for monsiary ool stozks. Surplus countries would
desire to have some of their increzssd reserves in the form of gold.
On t he other hang, dafich couririas would most Hikely prefer to reduce

the non-go!d portion of thair raservis, Suoh develonments would imply

that the United States must still continue o act as the residual source

of gold supplies to ceniral banks, Unforiunalely, afier the massive

gold losses from December through ifarch of this year, the United States
is in a rather weak position 10 piay that role. Our gold stocks stecd

at $10.4 billicn as of the end of Juns. The United Siates could probably
meet the gold needs of the smaller couniriss, bul not of the large
countries. Thus, if the moneitary cemand for gold is to be kent from
rising, it will be necessary for the major countries of the world 1o
individually and collectively refrain Jrom purchasing gold from the United
States. The only conceivabie incentive these governments would have o
cooperate with us in this way would bz their reluctance 1o see the present
international monelary system, based on & fixed official price ¢f gold,
disappear. It is fronic that 1o preserve the gold ex chﬂnae standard most
of the major countries of the world raust be prepared not to exchange
gold.

A second way in which this system could break down is for the
commodity price of goid to rise significantly above the cfficial monetar

‘,.

cold ware, for example, $70 an ounce,,

C}

price of goid, { the commedity pricc o
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it is quits. kac'y that imaginative prelit-minced speculattrs would manage »
to find seme method of acquiving menelary-stocks of goic which are
officially priced &t 235 an cuncs {rom: serie ceniral banks,

What could cause the cemmidiy orice of cold 1o rise significantly
abova $35 an cunce? As withzny commodiy, that weuld depsnd on the
supply and demand for gold. The mealor source of new ¢old sungliss is

South Africa, which provided so.rne":héng like 70 per cent of new goid
supplies in the last decade. South African gold production increased
from 370 tons in 1956 10 920 tons in i946 due entiraly {0 the discovery
and exploitatiocn of major naw coid-iining regions. In 1967 these new
mines supphed 85 par cent of South Africa's annual cuput. 1is
estimated that at the $35 an ounce price, Scuth Africa's gold production
cannet increase enove its present level, end will probably cecline
sormewhat in the next few years. Thus, a substantial price increase
would be needed {o increase new suppiies of go!d coming onio the market

in excess of the present leve! of $1.5 billion per annum.

With respect to the other sids of the market, there are two
components to the commoedity demand for cold. The first compenent is
the commercial, industrial, and artistic demands. These have grown
in the posiwar pericd al a steady rate because of the rise in real incomes
and the rise in general price level, They tock approximaiely one-hali
of the world's gold production in 1967, The secend non-monetary demand

LR

for gold consists of those cold nurchzses which cannot ke scacifically
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identified with the first demand and = assumed 1o be largely speculative
in nature. It is this speculetive demend for gold which hes shewn the
sharpast variations from yezar 10 year,

jon

As with soecutelion in any commedily, ol
L

S
besad on tha exnecizlions ¢f buving 2% g low orice and salling at 2 higher

price. Most speculation was based ¢ the expecietion that the United States

-would unilaterally increase the price of gold. Now that the United States,

in agresment with the other active ¢old pool countries, has instead
suspended gold sales 1o the privele r:;aa’iel, Driveis spacuiatios

more risky. Therecgre likelyic b ervariziions in the commodily

2.4, LI ]

price or gold and no guaranise thet the price cannot go below $35 en cunce,

-

Therefore, some persons who might ctherwise have speculated in gold

will withdraw from the mariet.

The sharp decline in the volume of activ?’ay in the private ¢ok
markets after the March 17th annocuncement of susoension o. sales by
the gold poo! countries is due to speculators who are ocbviously waiting
to see what further action the centra! bankers will take. I the ceniral
bankers of the major countries refrein from purchasing gold from the
United States and agree to activate an alternztive form of international
reserve asset to supplement the frozen monetary stocks of gold, then
the monetary price of gold couid remain unchangad at $35 an ounce,

“Under these circumstances, speculztion w th ressecttoa rise in the

morziary price of gold would prohzhly decling, CGlven thal ¥

speculative demand for gold is only cne- naif of new preduction at the
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price of $35 an ounce, it is possibie that the commodily price of gold In
tha future might be below $35 an ounce.

The key 10 2 viable inlernetional monetary mechanism is {o

L = A5 -~ n-—l_n T em et - ..-_-..-u Sy a!-
prevant the comm Ry demend for cold from effesiing our Infernational

et ol A R S e A T ,ommi tn o oham e ATl S adie
MONCY SULLY., e GIC—Lr.88 SUrUgilis (o CCid b & 8LEd I 1T Ciredtion,

Whether it is a sufficient siep will ceoend upon the degres of ccoareiion

among the major governments of the world. Cenerally, such ccoperalion

(3]

Is hard to achieve because governments, like persens, so ofien see
the narrow, shori-term disadvanizgss of cooseretion In a stronger iight
than the wider, long-term advantages. Pacple tend to highly discount
both the risks and the benefils associzied with actions 10 affect the
future. 1t generally takes a period ¢f crisis to force paonle and countiries
to subordinate their shori-term interests to achieve some long-term
goai.

An analogy may be drawn from the Cuban missile crisis of 1962.
Prior to that event no effective policy efforts had besen made towards
nuciear disarmament or arms conirol alihougn a considerable amount of
intellectual effort had gone into ana:yzing the substantive Issues. That
crisis led the Uniied States and the Soviet Union t6 the brink of a
nuclear war. The horrors of such & possibility bacame very real in the
minds of poticy makers on both sides. After that event a subsiantial
‘amount of pregress was mads,

With rescact to the internal! :u..! monstary orooienm, the subsiantive

L

issues have been carefully and sxheustively analyzed over the oast four

l

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



Digitized for FRASER

http://fraser.stlouisfed.

_13 -
years and realistic economic solutiors are availebls. What are reguired

]

are policy level decisions to ¢o ahead. If the panic which surrounded
the gold speculation during the Ides of March created the crisis etmosphere

E-aLR )

in the minds of the world's central benkers to go ahead with a changa in
policy, then this will have been the most beneficial monstary devaionment
in the past twenty years.

Perhaps these expectations ¢f cocperation by the worid's major
central banks are tco optimistic. They may siitl insist on meking purchases

from our gold stock and refuse 1o activate a paper gold in suificient

guantity. That lack of cosseration is nct anzarent now and hepefully will
not develon, but it is worthwhile to investigate aliernatives in the eveni
of a breakdown of the present high level of internetional cooperation, If

such g breakdown were 10 bacome aprarent, private speculation ¢f an

increase in the monetary price of go'd would prebably force up the

commodity price of gold, and the Uniled Sigtes would be forced o take

unilateral aciion to correct the prebism. There are only two soiutions
which the United States can unilateraily choose, One is fo raise the
price of gold, and the other is to withidraw completely from the gold market
by suspanding sales io fore igri cenirel banks as well as {o foreign private
persons. 1do not under any circumstance favor raising the price of goid,
it would perpetuate that "parbarous metal" in internationai monetary
use. We hava quiis rightly broen the link behween cold and our domestic
money. We should also brezi the lirk betveen gold
meney. The staply of mongy, neithar intarnzticneal ner demestic, should
not be depandert over the loncer run uson the accidznts of supply and demand
in the marketplace for just cne comredity.

org/
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In the event the paner gold sreposal should break déwn | favor
the United States unilatara! Hy abandening #s promise (o buy and sell
gold at the fixed price ¢f $35 an cunce. Unzegging from gold doss not
mean thet ths Unitad Siatss dollar would auiom ai!c““v b2 davalued.
Devaluation is @ change in Tha prize of the coller refallvs 1o clher
currencies, not refative to goid, 1o see whethar the dollar woudd, in
fact, be devalued, one must consider the nossible razctions of foreign
countries to the unpagging of gold. There are two: first, they couid

continue peaging the valuz of their currencies to the doller. I their

‘currencies were pegoed 1o the ¢oliar at tha present exchange rate, the

dollar would not be devalued in any meaningiul sense. Secong, they
could peg thair _curé'encies to gold, in which case the international
value of the dollar with respact 10 oiher currenciss which are tisd

to gold would fluctuate. This action is unlikely because no cther
country would likely be willing o assume the heavy respons ibijities

of maintaining the gold stendard. They would even’cuaiiy face the same
dilemma presently feced by the United Steles. In addition, they would
be reluciant 1o see their currencles fluctuate with respact to the doliar.
This would upset the trading practices of their exporters and importers
with the United States which accounts for about 20 per cent of the world's
trade. On balance, therefore, it is most ik e!jtha oreign couniries

would continue to peg their currencies o the dollar, even without the

-present gold backing.

If the dollar is tikely fo continue 0 be held by foraigners, even

in the absence ¢f ¢old backing, why ine reluciance of United Seles
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officials to unpeg ¢old? Because of {hs repazied commit m°;: of the Unliad

States to mainiain a fixed price of 00:4 21 £35 nar ounce. The United

[‘)

ain 2
States could hancis this Issue Ly agraeing to compensate those foreign

governmenis which have hold collars rether than purchasing cold
because we asiad inem o Lo 2o, Suth comeensetion would consist of

o) P le e Sippem im Yhaie o - ime 4
allowing ceriain friendly caniral b2n's 10 turn In thelr grean chips for

gold chips if they dasire at the rale ¢7 $35 er ounce of gold,

Some observers are feariul that If we unileterally suspand ¢oid
sales to foreign central banis, the rast of the world, especisily Furcpaen
countries, would not accept new dollar hoidings. They fee! thet th
option {0 purchase gold is necessary © induce fo:feig_ners to accept collars,
To prevent dollars from flocding inte thelr country when they had balance
of payments surpiuses, these countries would impose various 1ynes of
exchange conirols. Let's assume for @ moment that is the case. We would
still be betier off than we are now., At present, the United States is
imposing exchenge controfs on s citizens in order to reduce our balance
of payments deficii in the expeciation that this will increase confidence

in the dollar and reduce purchases from our gold siock. |If we suspend

gold sales, the pressures on the United States {o maintain or expand these
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exchange controls would be reduced. | believe it is balter to face the
poss ibility of the Eurepeans imposing contro!s on United States citizens
than the ceriainty of the United Statas imposing controls on United States

citizens.
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Inany e-ven‘t, the pessibiiily of the Euroneans impesing excn

l

I' LE

controls is small, Firsi, this would 52 the only timz in haqtovythat
a couniry nes imposad exchangs ¢orirols 1o reducs a surplus in its

LX)

balance of pavmen’s rather then foraduce a deficlt, Second, and more
imcoriant, ifthe only issue s oroyiling (hs Euronsans with andther
aliernative to holuing dollers, thare cra wohnlouss now evaiizssle through
Special Drawing Rights of the Interrnaticnal Monetary Fund which cculd

be activaied 1o syphon off undesired dollar balances held by Zuropean

L‘J

central banks.

| mentioned hafore that ecticns 1o solve Imroriant orozlems
usuaily must {2k place in an atmoss hers of crisis so that the narrow
parochial interests of the particinanic is subcrdinaied 1o their colleciive
Jong-term interesis. 1f the gold crizis of early March ¢id not creale a
sufficiently strong crisis aimosshers in the minds of the world's
central bankers, an action by the United States o suspend ¢old saies {0
centrai bankers probably would.,

An international financial mechanism based on dollars and
Special Drawing Rights would be subarior {0 one based on doilars and gold.
Unlike gold, Special Drawing Rights can be expanded with the growth in
trade and are not dependent upon the accidenis of new gold discoveries
for their supply. We nead an internationai mongy based on papsr and

confidence just as we have domestic monegy based on paper and confidence,
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Basically, the value of our currency is sunporiad by our preduction of
ver is depandent on our

goods and services and iis purchasing pows:

willingness 10 inject rational ard responsibie judgment into our

budgetary and mongiary manacsmsns,
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