THE INTERNATIONAL GOLD STANDARD: A NEW PERSPECTIVE

1. Introduction

Asearly as 1923, John Maynard Keynes declared that the choice of an international monetary regime
involved an unplessant dilemma Keynes argued that “If... the externd price-levd lies outside our
control, we must submit either to our own interna price-level or to our exchange being pulled about by
externd influences. If the externd price-leve isingtable, we cannot keep both our own price level our
exchanges stable. And we are compelled to choose... choose’*

The mogt sgnificant practicd implication of Keynes contention is, of course, that a nation must
choose ether to maintain ‘fixed exchange rates between its own and foreign currencies by
participating in the internationa gold standard or to maintain reasonable ability in domestic levels of
prices, output, and employment. Following Keynes, most economists today are inclined to accept the
view that the operation of the gold standard tends to be inconsistent with the maintenance of domestic
macroeconomic sability. Indeed, thisis one of the mgor congderations that led many economists and
informed economic policymakers during the Bretton Woods era to conclude that a regime of
fluctuating exchange rates is superior to afixed exchange-rate system.

In this paper, | shdl suggest that the generally accepted explanation of the impact of the
international gold standard on the gability of an individua nation's domestic economy rests on an
overly aggregative gpproach to monetary and baance-of-payments theory. This gpproach tends to
obscure rather than eucidate important issues whose understanding is vita in assessng the relative
merits of competing internationd monetary syssems. The issues in question include: 1. The type of
price variations that are necessary to adjust baance-of-payments disequilibria under the gold
dandard; 2. The meaning of the terms "inflation” and 'deflation” in the context of an "open’ nationa
economy; and 3. The internationa transmisson of husness cycles or "macroeconomic ingtability”
under fluctuating exchange rates.

In addressing these issues below, | shdl attempt to rehabilitate and extend the approach of a
number of economisgts writing in the 1930's who pioneered the development of a micro-oriented
"process andysis of monetary and balance-of-payments phenomena’. These writers include the
prominent monetary economists, Ralph Hawtrey?, Friedrich A. Hayek?, and Lione (later Lord)
Robbins®, and the less well-known Michad A. Heilperin® and F. W. Paigh’.
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2. Price Changes and Balance-of-Payments Adjustment under the Gold Standard

The belief that there exigs a dilemmatic tradeoff between fixity of exchange rates and sability of
domestic economic activity can be traced partly to the conventiond explanation of how disequilibriain
the badance of payments are normdly adjusted under the gold standard. According to this
explanation, the norma operation of the baance-of-payments adjusment mechanism necessarily
subjects a participating nation to recurrent bouts of inflation and deflation of its money supply and,
therefore, of itsprice leve.

To illudrate this, let us suppose that there occurs a decline in the foreign demand for an important
export product of a particular nation. Starting from an initid pogtion of baance of-payments
equilibrium, the immediate effect of the fdling off of the nation's exports is a deficit in its externd
payments and an associated outflow of gold. The loss of gold results in an overdl decrease in the
nationa money stock, because, under the gold standard, gold serves both as hand-to-hand currency
and as resarves for bank notes and checkable deposits. The contraction in the domestic money
supply, ceteris paribus, causes a deflation of the price leve in the deficit nation. With domestic prices
now lower relative to prices generdly prevailing in the rest of the world economy, the nation's exports
are dimulated while its imports decline, resulting in the eventud restoration of equilibrium in its balance
of payments.

During the course of the equilibration process, however, the required deflation of domestic money
and prices may severdly depress domestic economic activity, occasioning substantial unemployment of
productive resources and losses of real output. Thisis epecidly likely to be the outcome in modern
economies, characterized, asthey are, by prices and wage rates that tend to be 'sticky downward.'

Now, it is widdy admitted that this textbook description of the 'price-specie-flow' adjustment
mechaniam gives a highly overamplified picture of the baance- of- payments adjustment process under
the gold standard and must be consderably augmented to gpproach a redigtic explanaion of the
process. But what is not generaly understood is that it is podtively mideading. The source of the
problem is the tendency to use the concept of a'nationa price level' when theorizing about the baance
of payments.

As Hellperin Points out, such 'datistical congtructions’ seem

“... to provide a comfortable way out of the perplexing multiplicity and heterogeneity presented by the
economic world and the Processes that are taking place therein... But the multiplicity does exist and by
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ignoring it one fdls into erroneous or meaningless statements about he world and about economic
processes. Averages more often conced redlity than reved it and have to be used cautioudy, evenin
homogeneous collections, but they are amply without meaning in collections that are not
homogeneous. There is no such thing in the real economic world as the 'generd price leve;' but what
exigs are prices, and it is the movements of prices and the changes in the Structure of money vaues
(including prices, incomes, debts) that are of red interet and of intense importance for the
understanding of economic phenomena”®

By focudng andyds on nationd Price levels, one is naturdly led to conclude that what is required in
the case of a deficit (surplus) isagenerd deflation (inflation) of domestic prices. But this hides the fact
that what is redly needed to restore baance-of-payments equilibrium, for example, in a deficit
gtuation is a rdative decline of particular prices, which hardly quaifies as a "deflaion” in the usud
sense of the term.

As an example, let us suppose that there develops a worldwide decline in the demand for U.S.
whest, precipitating a deficit in the U.S. baance of payments. This development will initiate afal in
specific prices, incomes, and cash balances in the U.S. Certainly the firgt effects will include a decline
in the price of wheat and a contraction of the incomes and cash baances of wheat farmers. And there
will later emerge secondary effects on prices and incomes in the farm machinery and other industries
that directly supply wheet farmers with capital or consumers goods. Thus, if, asaresult of the decline
in thelr incomes, American wheat farmers substantidly reduce their consumption of domestic beer, its
price will fal and the incomes and money holdings of workers and stockholders in the domestic beer
industry will begin to shrink. Without going into more detail, there will occur tertiary and further effects
of the deficit on the domestic economy.

Now, it is this sequentid process of declining prices and incomes that servesto provide individuas
with the incentives to undertake those actions necessary to adjust the deficit. For example, foreigners
will be induced to increase their purchases of whest, farm equipment, and beer by the lower prices of
these goods, thereby expanding U.S. exports. On the other hand, there will occur a shrinkage of U.S.
imports as lower incomes and the threet of insufficient money baances simulae those in American
industry experiencing adverse shifts in demand to cut their spending on foreign products. Importswill
contract further, as U.S. residents begin to subgtitute relatively cheaper domestic products for foreign
products, e.g., domestic beer for imported brews.

It is important to redize that these equilibrating processes of sequentia price and income variations
operate without respect to imaginary nationa borders. The magnitude and even the direction of the
change of a particular good's price does not depend, therefore, upon the nation in which the good is
offered for sde. In the foregoing example, foreign barley growers, who, let us assume, were favored
by the initid shift in demand away from U.S. wheat, may have a aufficiently high income dadticity of
demand' for California wines (and other U.S. products) so that one of the more immediate responses
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to the baance-of-payments disequilibrium is a rise in the demands for and prices of these goods.
Moreover, as these equilibrating processes proceed to work their way throughout the world economy,
further redigtributions of income and redirections of expenditures occur that may very well cause the
prices of many other goods produced in the deficit nation to rise’.

In generd, as Hayek explains.

The important point in dl this is that what incomes and what prices will have to be dtered in
consequence of the initid change will depend on whether and to what extent the vaue of a
particular factor or service, directly or indirectly, depends on the Particular change in demand
which has occurred, and not whether it is ingde or outsde the same 'currency area.' We can see
this more dearly if we picture the series of successve changes of money incomes, which will
follow on the initid shift of demand, as single chains, neglecting for the moment the successve
ramifications which will occur a every link. Such a chain may either very soon leadto the other
country or firg run through a great many links a home. But whether any particular individud in
the country will be affected will depend on whether he is a link in that particular chain, thet is
whether he has more or lessimmediately been serving the individuas whose income has first been
afected, and not Smply on whether heisin the same country or not™°.

Hayek concludes that this disaggregated approach to baance-of- payments andysis reveds “...
how superficid and mideading the kind of argument is which runs in terms of the prices and the
incomes of the country, as if they would necessarily move in unison or even in the same direction. It
will be prices and incomes of particular industries which will be affected and the effects will not be
essentidly different from those which will follow any shifts of demand between different industries or
localities” ™

In fact, it is the unwarranted concentration upon aggregates and averages in conjunction with a
quirk of datistica compilation that has prevented economists from grasping the smple truth that all
prices in a given naion need not move in the same direction to equilibrate the baance of payments.
As Hayek points out, it is ‘the purely accidental fact' that price levels are congtructed for pricesin a
nationa areathat leads to the mistaken belief ... that in some sense dl prices of a country could be sad
to move together relatively to pricesin other countries." Needlessto say, The fact that the averages of
(more or less arbitrarily selected) groups of prices move differently in different countries does of
course in no way prove that there is any tendency of the price structure of a country to move as a
whole relatively to prices in other countries*

To sum up, the variations of particular prices, incomes, and cash baances that are the essence of the
bal ance- of- payments adjustment mechanism under the gold standard do not conditute a generd
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deflation of money and prices, such as that which accompanied the retirement of the Greenbacks in
the U.S. in the 1870's or the collapse of the U.S. banking system in the early 1930's. In fact, the
effects on prices and incomes that result from a decline in foreign demand for a domestic product are
quditatively no different from the effects that would be produced by a decline in demand for the same
product which originates domesticaly. Both cases reflect the usud response of the market to
diminished relative demand for a particular good an the part of market participants, wherever they
resde. To labd this market process “deflationary” in the one case and not in the other is confusing
and serves no useful purpose.

3. TheMeaning of the Terms'Inflation' and " Deflation” in an Open Economy

This brings me to the second issue, regarding the gpplicability of the terms “inflation” and
“deflation” in describing the effects of money flows that normdly take place between naions
participating in the internationa gold standard.

Under the gold standard, gold serves in effect as a homogeneous international currency. Each
member nation, therefore, does not conditute an independent ‘currency ared but is merdy a
condtituent of alarger currency area, comprising the nations that employ gold as the generd medium of
exchange. A mogt important, dthough often ignored, implication of this fact is tha changes in the
quantity of money in a particular nation on the gold sandard have no more and no less sgnificance
than changes in the quantity of money in a particular Sate, city, or even household existing within a
purely netiond fiat-currency area.

Barring a change in the world's supply of gold, a long-run net transfer of money from one gold-
gandard nation to another will occur only in regponse to a rdative change in the aggregate demands
for money between the two regions. But the same is true today of a net transfer of dollar balances
from one region to another within the U.S. or dollar currency area. In the latter case, we would hardly
refer, let us say, to the loss of dollars in New Jersey and the acquisition of these currency units by
New Y ork residents as congtituting a monetary deflation and inflation respectively. Thus to assert that
the fluctuaions in nationa stocks of money under the internationa gold standard congtitute deflation or
inflation is to confuse “redidributions of money between areas’ that are components of a unified
currency areawith changesin “the quantity of money in aclosed system.”**

Lord Robbins gives a paticularly incisive illudration of this point'. He considers a closed
economy with a unified monetary sysem in which a shift in conditions of supply or demand, eg., a
discovery of vauable minerd resources or a changed fashion in tourism, produces an increase in the
relative vaue of product and factor servicesin aparticular area. In these circumstances, it is natura to
expect a generd rise of prices and incomes in the area.  And it would prove inconvenient and
confusing to labd this Phenomenon “inflationary.” “You only have to carry the thing to its limit and

B |bid., P. 24.
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congder the rise of prices and the accompanying rise of incomes of a single industry, due to any of the
causes | have mentioned, to see how very odd that would be.”*°

But the same reasoning is applicable to the effects of internationd movements of money under the
gold standard. As Robbins explains:

“ ... exactly the same thing can occur in nationa areas which are parts of the world economy. If
the demand for their product rises in comparison with the demand for the Products of other
aress, or if the volume of these products forthcoming in markets of elastic demand increases,
then, in aregime of fixed exchange rates, the way in which the workers and owners of productive
resources Stuated there can receive the increased share of world production which is avarded to
them by the market is just this. that domestic incomes and prices of home products rise pari pasu,
and the increase of red incomes comes via increased power to buy import goods, goods with
import ingredients, or various kinds of foreign services ... Movements of this sort therefore can be
conceived in a world in which the movements of price levels in the world as a whole are not

inflationary.”*

There is a Plausible objection to the foregoing discusson which notes that, in contrast to
redistributions of money baances between regions within a nationd currency area, transshipments of
monetary gold reserves between nationd sovereignties generdly involve multiple expanson and
contraction of national money stocks. In other words, the nation losing gold experiences a reduction
in its money stock that is greeter in absolute amount than the gold outflow. Conversdly, the money
stock of the nation gaining gold expands by amultiple of the gold influx.

While this is certainly an accurate description of the way in which internationa gold flows affected
nationa money supplies under the ‘dlasscd” gold standard, it by no means follows that this is an
inherent feature of the operation of the gold standard itself. Rather, it is a direct consequence of the
fact that, in the nineteenth century, the banking systems of most nations were organized dong the lines
of what has been called the "nationd reserve system.”*’

Under this system, the ultimate cash reserves, gold, for dl the nation's banks were centrdized in the
hands of the centrd bank. The gold reserves served as immediate backing for central bank note and
deposit lidbilities, which, in turn, condituted the reserve base for the notes and deposits of the
commercid banks. The latter were held, dong with centra bank notes and gold itsdf, in the money
balances of the public. Since both the centrd bank and the commercid banks generally held cash
reserves againg only a fraction of ther liabilities, the money and credit structure of each naiond
economy resembled an inverted pyramid, with a relaively narrow base of gold supporting a much
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larger superdtructure of bank notes and deposits convertible into gold. As a result, whenever gold
began to leave its vaults to finance a baance-of-payments deficit, the centrd bank would be
compdlled to respond by goplying measures designed to hdt the outflow in order to mantain its
accustomed or required retio of gold reserves to liabilities. it generdly accomplished this god by
rasng the discount rate and thereby discouraging the discounting and borrowing of the commercid
banks. The centrd bank was thus able to contract its outstanding note and deposit liabilities. This; in
turn, placed pressure on the commercia banks to reduce their own note and deposdt liahilities, snce
the supply of reserve assets in the system had fdlen. Eventudly, the generd deflation of money
engineered by the centrd bank would affect domestic prices, causing a cessation and reversal of the
deficit and the associated gold outflow.

This “secondary” and artificia monetary contraction, piled on top of the naturd monetary effect of
the origind gold outflow, was only necessary, because, under the nationa reserve system, the centra
bank generdly hed a smdl gold reserve reldive to the totd stock of bank liabilities convertible on
demand into gold. Obvioudy, no such secondary deflation would need occur in a system where the
money supply conssted solely of full-bodied gold coin and notes and demand deposits backed 100
percent by gold. Nor would it be likely to take place in a competitive free banking syslem where
there existed no political lender of last resort. In this case the Strivings for profit amidst the rivary of
competitor banks would lead each bank to identify and maintain the minimum stock of reserves
sufficient to meet temporary disequilibria in the regiona baance of payments without having to resort
to drastic alterations of its supply of notes and deposits to the public®®.

To conclude this section, the internationd gold standard is not necessarily incompatible with
domestic macroeconomic stability. The flows of gold that regularly occur through a nation's balance of
payments are not exogenous causes of inflation or deflation. They are rather an endogenous response
to rdaive shifts in the aggregate demands for money between different nations within the gold-
standard currency area and are therefore explicable on the same principles as intranationd flows of fiat

curreny.

Thisis not to deny that a system-wide variation in the vaue of money could develop in which every
member nation was compelled to participate. In the mogt likely case, inflation or deflation would
occur when the augmentation of the world's monetary gold stock during a given Period exceeded or
fdl short of the increase in world output in the same period. In the long run, however, such overdl
movements in world prices tend to be sdf-reversing since gold production is directly related to the
purchasing power of money™.

'8 For a modern explication of free banking theory, induding a discussion of the market forces that determine the individual
bank's optima reserve position, see Lawrence H. White, Free Banking in Britain: Theory, Experience, and Debate, 1800-1845.
New Y ork: Cambridge University Press, 1984, especidly chapters 1 and 5.

19 Theoretical daborations of this point are provided by Milton Friedman, "Commodity-Reserve Currency inidem., Essaysin
Postive Economics, Chicago: The University of Chicago Press, 1953, 206-208; and Joseph T. Sderno, “ Gold Standards: True
and Fase” The Cato Journal, 3, (Spring 1983), 251-55. An empiricd illustration can be found in Michadl David Bardo, “The
Classicd Gold Standard: Some Lessons for Today.” Review of the Federal Reserve Bank Louis, 63, (May 1981), 2-17.
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4. Fluctuating Exchange Rates and the Autonomy of National Monetary Policy.

This brings us to the fina objection to the internationa gold standard on the grounds of its dleged
incompatibility with domestic macroeconomic stability. Granted that the "normd’ operation of the gold
standard secures tolerable long-run price sability in the world economy, is it not gill the case thet it
facilitates the domedtic importation of random shocks or monetary Policy errors originating abroad?
For example, arise in prices generated by an abnormaly expansonary monetary policy in a large
nation will result in a baance-of-payments surplus and influx of gold for a nation pursuing areativey
non-inflationary monetary policy. If it srictly adheres to the gold standard, the latter nation will be
denied recourse to an “autonomous’ or “independent” Monetary policy designed to dampen the
inflationary impact on domestic prices. Conversdly, a contraction of economic activity abroad will
generate a baance-of- payments deficit and loss of gold reserves for the nation in question, due to a
fdling off of demand for its products on depressed world markets. The resulting contraction of its
money stock will create excess supply in the domestic goods market, thus depressng domestic
prices, employment, and real income.

All this, it is generdly held, can be avoided a very little cost by the smple instrumentdity of a
fredy-floating nationd fiat currency. Under this monetary regime, when expansonary pressure is
exerted on a nation from abroad, the exchange rate will smply float upward, obviating the need for
bal ance- of- payments adjusment via inflation of domestic money and prices. Contrariwise, foreign
depressions will be stopped dead at the nation's borders by a painless depreciation of the exchange
rate, which subgtitutes for the grinding shrinkage of money, prices, and economic activity imposed by
the gold standard®.

While this argument is very plaugble, it is open to chalenge on the grounds that it ignores the
effects of inflation and deflation on relaive prices. It is true that some advocates of floating exchange
rates have recognized this issue and atempted to ded withit.

For ingance, Gottfried Haberler has admitted that "... floating does not provide complete
protection from recession abroad, because it from purely monetary disturbances from abroad, which
can be defined as foreign induced changes in the money sipply. But floating does not protect a
country form red disturbances. And the effects of recessons are not purely monetary in nature.
Nonmonetary (real) aspects of recessons are their differential impact on different commodities and
indudtries (for example, on raw materiads versus manufactured goods and, often overlapping, export
versus import goods) ..."%
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The foregoing is a Sgnificant qudification, which opens the door for the development of a much more
fundamentd criticism of the case for fluctuating exchange rates.

This development was begun by Hellperin in the 1930's. He argued that complete insulation from the
destabilizing effects of foreign monetary policies can never be successfully achieved as long as the
nation's residents are free to carry on any internationa economic reationsat al. Fluctuating exchange
rates cannot insure internd dability -- athough they may indeed stabilize some arbitrarily sdected
Price index -- because a country's interna 'price structure or actua pattern of relaive prices is
primarily determined by world market forces.

According to Hellperin:

The very fact of internationd trade ought to convey a warning to advocates of a choice (between
internd and externd dability)! Huctuaing exchanges mug affect the formation of prices within any
one country, and do 0 to an increasing degree as foreign trade plays a more important Part in the
economy of a country. Countries which are working with imported rav materids could hardly
maintain stable internd prices when exchanges of the countries from which they import raw materias
fdl or rise. If advocates of interna stability, as opposed to internationd stability, would Sate their case
in terms of the dructure of prices and not in terms of average price leves, they would see a once that
their case is very week, unless of course, they go on to condemn the whole of foreign trade as a
disturbing factor and proceed to advocate a policy of autarchy®.

On this bass, Hellperin objects to the view that economic disturbances and fluctuaions are an
imported evil, againg which a country can insulae itself through fluctuating exchange. The main body
of the theory of business cycles is worked out on the assumption of a closed economy. Internationa
relations spread and synchronize economic fluctuations ...”

As a Proponent of the “Audrian” or “monetary overinvesment” theory of the business cycle
developed by Ludwig von Mises and Hayek, Hellperin emphasizes the key role of relative changes
between the prices of capital goods and the prices of consumers goods, which are wrought by
monetary inflation, in Precipitating business fluctuations®. But a system of fluctuating exchange rates
does nat interfere with the internationa transmission of changes in relative prices, it merdy neutraizes
the externa forces acting upon a given naion's absolute level of prices. Indeed, the free-market
proponents of fredy-floating exchange rates tirdesdy proclam that one of the grestest virtues of ther
scheme is that it does not preclude the international changes in relative prices which are needed to
induce a rearrangement of productive activities according to the ever-changing dictates of comparative
advantage.

% Heilperin, International Monetary Economics, 12
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This is precisdy the reason why fluctuating exchange rates cannot successfully insulate a nation from
macroeconomic fluctuations generated doroad.  Although Hellperin himsdlf never extended his andysis
this far, this point can be illugtrated by using the Audrian business-cycle theory to develop a model
sequence of the effects that follow from the initigtion of a purdy nationd inflation in a world of
fluctuating exchange rates.

When the monetary authorities of a foreign nation of significant Sze inflate their nationd fiat money
stock, typicaly via the expansion of bank loans to business borrowers in their own nation, the prices
of capita or 'higher-order' goods are bid up -- not just in the inflating nation but throughout the world
economy, since commodity markets are internationdly integrated. The increase of capitd goods
prices relative to consumer goods prices Sgnas business firms in the relevant indudtries indl nations
to expand the output of capita goods and contract the output of consumer goods. The stimulus to
capital goods production will continue until the inflation is brought to a hdt. At that time, areverse
movement of inflation distorted relative prices occurs and busnessmen findly redize that many of the
long-term investments made in the capitd goods indudtries during the inflationary boom ae
unprofitable and must be liquidated. The revelation of these mdinvestments and misdlocations of
productive factors coincides with the onset of a worldwide recession or depression.

Internationally-integrated capital markets provide a further mechanism for transmitting the business
cycle from country to country. Thus the impulse to (artificialy) lowered interest rates on the money
and capita markets of the country experiencing bank credit expansion will swiftly spread throughout
the world economy, as domestic and foreign investors are induced by the developing interest-rate
differentid to shift their funds to higher Yieding investments abroad. In addition, foreign business firms
will find it profitable to expand their sdes of their securities in that market where security prices have
begun to rise above world levels due to declining interest rates, while regtricting their borrowings and
security offerings on their respective domestic credit markets. Such equilibrating shifts in the supply of
and demand for savings between nationa capitad markets (actualy submarkets) insure that a Srictly
nationd bank credit inflation will tend to uniformly drive down interest rates throughout the world
economy. This fdl in interest rates will give further impetus to the worldwide boom in capital goods
prices and production described above, since lower interest rates promote an increase in the capita

vaues of long-lived Plant and equipment. On the other hand, when the inflating nation cdls a hdt to
further bank credit crestion, an impulse to risng interest rates travels throughout internationa capitd

markets, precipitating a world-embracing collgpse of the capita vaues of investment goods and the
onset of recession.

Aslong asit engages in internationd trade, therefore, a country may undergo a boom-and-bust cycle
with a perfectly 'stable nationd price leve, protected by floating exchange rates, when there occur
reversble reldive-price and interest rate changes in world commodity and capitd markets, which are
the result of an inflationary boom engineered by foreign monetary authorities.  The aleged benefits
of a sysem of fluctuating exchange rates, purchased a the subgtantid cost of the demoalition of an
international money, thus turn out to be only a mirage of

macroeconomic theorizing.






