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There's No Substitute for . . . Gold
"There's No Substitute for Money Management," read

the title to a column by Lindley H. Clark, Jr. in The Wall
Street Journal dated March 31, 1981. The basis for Mr.
Clark 's comments was a paper presented by Robert E.
Hall of the Hoover Institution and Stanford University at
a conference on inflation held in Washington D. C. on
February 27 and sponsored by the National Bureau of
Economic Research. Both Professor Hall's paper and Mr.
Clark's comments deserve attention for their flagrant mis-
conceptions about money and the role of gold in a
monetary system. These specious assertions about gold's
role are especially dangerous now, because they might kill
before birth serious consideration of restoring gold as the
monetary unit just at the time it is so desperately needed.

Professor Hall provided this summary of his position in
the introduction to his paper:

"Steadily worsening inflation has brought renewed
interest in the gold standard as a way to stabilize the pur-
chasing power of the dollar. Only a few economists
openly advocate the return to the gold standard; most
regard it as a dangerous anachronism. My purpose in this
paper is to explore the good and bad features of the gold
standard and its generalization, the commodity standard,
without taking a stand for or against the idea. A properly
managed commodity standard emerges as a potential
competitor to a properly managed fiat money system as a
way to achieve price stability. Both systems require good
management. Simply switching from our existing badly
managed fiat money to a badly managed commodity
standard might well be a step backward.

"The basic findings of the paper are:
" 1 . During the years of the gold standard in the

U.S. (1879-1914), inflation was kept to reasonable levels,
but cumulated over decades so that the long-run pur-
chasing power of the dollar declined by 40 percent. The
gold standard does not meet the requirement of long-run
stabilization of the real value of the dollar. Moreover,
recent instability in the world gold market would have
brought alternating periods of severe inflation and de-
flation had the U.S. been on the gold standard.

"2. An acceptable commodity standard could be based
on a package of several commodities, chosen so that the
historical association of the price of the package and the
cost of living has been close. An example of such a
package contains ammonium nitrate, copper, aluminum,
and plywood.

"3. Even with the best choice of a commodity stan-
dard, it is necessary to redefine the standard periodically.
Monthly changes in the commodity content of the dollar
should be used according to a fixed rule. Such a rule can
promise almost exact long-run stability in the cost of living.

"4. Whatever type of commodity standard is adopted,
the government should not hold reserves of the com-

modity. Manipulation of reserves and intervention in com-
modity markets defeats the anti-inflationary purpose of
the commodity standard.

"5. Though a good commodity standard would have
been far superior to the actual monetary policy of the
past 2 decades, better management of the existing system
based on fiat money might have done as well or better.
The commodity standard is not inherently superior to fiat
money as a way to stabilize the cost of living. The com-
modity standard is just as subject to abuse as is the
existing system."

As we describe below, Professor Hall's paper is an
exercise in make-believe, as is all too often the situation
for many "studies" about money. He imagines possible
monetary arrangements and then offers them as practi-
cable alternatives to a system tested over thousands
of years, just as though the fact that he could imagine the
creation of a monetary arrangement establishes its func-
tionality. His is a dream world, the equal of those who
assert that fiat money need not be inflationary in prac-
tice, in spite of hundreds of episodes across history
and the world demonstrating the contrary.

Elusive Perfection

Let us turn first to Professor Hall's findings sum-
marized in his paragraph number one. To begin with, he
did not provide in his paper the basis for his assertion
that the long-run purchasing power of the dollar declined
by 40 percent during the years of the gold standard,
1879-1914; therefore, we could not check his specific
calculations. However, we examined a number of price
series and found none that confirmed his assertion. In
terms of an all-items Consumer Price Index, the total loss
of purchasing power over the period was 7 percent, and
the loss calculated from an all-items Wholesale Price Index
was about 9 percent. On a compound annual rate of
change basis, the average loss per year was 0.2 percent
in terms of consumer prices and 0.3 percent in terms of
wholesale prices during that period. Even if the figure of
40 percent is accurate, the average annual loss would be
only about 1.5 percent per year.

Admittedly, the gold standard did not perfectly pre-
serve the purchasing power of claims denominated in
gold dollars, but the performance was much better than
at any time since "management" of the currency became
more active under the Federal Reserve System, imple-
mented in 1913. Moreover, over very long periods of time
the purchasing power of gold, and of currencies denomi-
nated as a fixed quantity of gold, has been very stable
relative to that of fiat currencies or currencies that
have been devalued. This was acknowledged by Professor
Hall; yet, he still could write, "The gold standard does
not meet the requirement of long-run stabilization of the
real value of the dollar."
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What, then, is the acceptable level of performance for
meeting that requirement? The answer, we think, can be
gleaned from an understanding of the function of a mone-
tary unit. In broad terms, it is to foster economic ex-
changes (transactions), including those involving long-
run performance as well as short-run and current perfor-
mance. For the unit thus to function effectively, people
must have confidence that the exchange value of the unit
itself will remain more or less stable over time so that the
future performance contracted for in terms of those units
will have at the time of performance roughly the ex-
change value (buying power) expected at the time the
contract is entered. Activities involving future perfor-
mance in monetary units go beyond notes, bonds, mort-
gages, etc.; they also include usual accounting functions
used to evaluate long-run investment opportunities and
later to assess actual developments.

Perhaps these purposes will be clearer from a consid-
eration of the effects of an ill-functioning monetary unit.
For an example we need search no further than the U.S.
dollar and U.S. economy today. Now that the dollar is
depreciating rapidly, the time frame over which commit-
ments (both financial and fixed capital) are being made is
continually shortening. Long-term bonds are difficult to
sell, except at unusually high rates. When those rates are
offered in order to satisfy the demands of the buyers
(creditors) the issuer then is left with the task of finding
potentially profitable uses for the borrowed funds. But
long-term projects involve assessments of returns expected
from the project over many years and those returns defy
reliable estimating because of the unknowns associated
with the changing value of the monetary unit. Even once
undertaken, "simply" accounting for actual performance
is difficult because historical cost accounting practices
depend on the old purchasing power of the monetary
unit. These problems are evident today. Understandably
they have promoted more speculative, short-run "invest-
ments" at the cost of longer-term capital projects, and
real economic growth is slow.

The "acceptable" level of stability for a monetary unit
may be clearer from the above description of its role.
That level of stability is not "perfection"; rather, it is
enough stability in the long run to permit reliable esti-
mates of long-term future performance and projects.
The gold dollar provided that essential stability, or so is
attested by the overall rapid rate of economic growth
during that period.

As for Professor Hall's assertion that "recent [since
1968] instability in the world gold market would have
brought alternating periods of severe inflation and de-
flation had the U.S. been on the gold standard," it is
ludicrous. In the body of his paper, Professor Hall con-
cedes that the instability probably would not have been
so great if the United States were on the gold standard,
but he concludes, nevertheless, that "large changes in the
price level would certainly have occurred." Perhaps
general prices would have increased substantially for a
period because of such shocks as the OPEC oil price hike,
but with a gold standard the large price increases almost
surely would not have become chronic. It is nearly certain
that the great instability in the price of gold was attribut-
able to: (1) waves of greater or lesser fears about the
future exchange value of paper dollars and (2) the refusal
of the monetary authorities of the world, who hold a
substantial fraction of the world's gold in their vaults, to
participate in the market for gold in any significant sense.
Professor Hall's assertion ignores the very basis of a
gold standard, which is the offer of the issues of currency
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to buy or sell gold in any quantity at a fixed price.

The Multi-Commodity Monetary Unit

After "proving" that the gold commodity standard was
not "acceptable," Mr. Hall moved on to dream up his
own multi-commodity standard (see his summary para-
graph numbers 2 and 3). He calls it ANCAP, and initially
it would be the quantities necessary to equal (in 1967
prices) 33 cents worth of Ammonium iVitrate, 12 cents
worth of Copper, 36 cents worth of Aluminum, and
19 cents worth of Plywood. Mr. Hall asserts that this
combination of commodities tracked well the changes in
the Consumer Price Index during the postwar period, and
thus if the dollar were this resource unit, the purchasing
power of the dollar would have changed much less than it
did in the past 2 years.

To his credit, Professor Hall acknowledges that the
qualities of those commodities would have to be specified
so that every resource unit would be alike, and he also
recognizes that the commodities in fact would have to be
available (warehoused) at specified locations to meet
claims against the commodities (resource unit). This
would not be as easy as it would for a gold dollar, he
admits, but he claims it could be done much as com-
modities traded on futures markets are warehoused today.

These features of Professor Hall's plan give it a veneer
of credibility, but it suffers a number of fatal flaws. One,
the period over which he "tested" his unit was the
postwar period in the United States, which is far from a
long test of that particular composition of the unit. In
comparison, gold has been tested for thousands of years,
and although not perfect, has met the test better than
any other things tried. A second major flaw, and this
alone would make the plan useless in our opinion, is that
holders of claims against this resource unit (dollar
holders) would in fact be hard-pressed to take delivery
and thus to use in fact the commodities rather than the
claims against the commodities. Why is that important?
Ask the escapees from South Vietnam, the "boat people"
from Vietnam, and the refugees from Cambodia who were
able to buy their way to freedom with gold and to take
some of their wealth with them in the same form. If
governments could be trusted not to abuse their people or
their people's wealth, a commodity standard would be
unnecessary. History plainly demonstrates, however, that
governments cannot be so trusted; therefore, a useful
commodity standard must make it practicable for the
holders of commodity currency units to take possession
of the commodity itself. How many sheets of plywood
would you, Mr. Hall, care to take delivery of and try to
hold as a store of value or to physically exchange for
other things?

The aforementioned defects of a composite commodity
standard raise great doubt about its usefulness. Even more
condemning, however, is the misdirected objective of the
standard itself, that is, to stabilize the value of the dollar in
terms of some price index. This objective confuses, at least
in part, cause and effect. In the short run, changes in the
price index often reflect real changes in the economy, as for
example when OPEC tripled the price of crude oil in 1973.
That price hike ensured that general prices would rise for a
time, until downward price adjustments could be made for
other items, which would require some time to pass. Such
changes in general prices are necessary to induce appro-
priate changes in economic activity; including over time
adjustments to the output of the monetary commodity or
commodities. Yet, Professor Hall's stabilization program
would immediately trigger adjustments in the monetary



unit. With the composition of the resource unit as specified
by Professor Hall, output adjustments more quickly could
be made in those commodities than in many of the other
things produced in the economy, which might more appro-
priately be adjusted.

Because of the limited deposits of gold and the large
investment required to mine and refine gold, changes in
the rate of gold production are usually small. Moreover,
when the major use of gold is monetary, changes in
new production or use in arts and industry result in
only small changes in the "above ground" stocks. This
introduces an element of steady expansion to a mone-
tary system based on gold. This provides time for appro-
priate economic adjustments from temporary, short-run
price effects while also providing for adjustments to the
output of the monetary commodity if its exchange value
in relation to other things in general changes over ex-
tended periods of time.

In contrast, the type of resource unit envisioned by
Mr. Hall probably would introduce its own distorting
adjustments to output and hence to future price levels.
The commodities in Professor Hall's resource unit are
periodically produced and consumed in amounts that
greatly exceed inventories at any point in time. Which
means that temporary market conditions would be ad-
justed by some means (rationing? production allocations?)
other than the price system or that the specification of its
resource unit would be unstable. Just as Professor Hall is
seemingly oblivious to the fact that the price of gold is
fixed under a gold standard, he ignores the experiences
that caused the gold standard to evolve from "bimetal-
ism." A commodity money based on more than one
commodity will result in either chronic shortages or
surpluses of one or, if the ratios are adjusted to reflect
market conditions, will not be a "standard" at all.

Management by Whom?

We agree with Mr. Hall's conclusion in his paragraph
number 4. As soon as government takes on the respon-
sibility and power to influence the amount of purchasing
media in use, it gains the opportunity to abuse that
power. Inevitably, governments have abused it. In Pro-
fessor Hall's plan, government would be called upon to
change the quantities of commodities composing the
monetary resource unit. Thus, government still would
have a major role and opportunity for abuse. This led
Professor Hall and Mr. Clark to the seemingly obvious
conclusion that "good" management of money would be
as necessary under a commodity standard as under a fiat
money standard.

Professor Hall, once again, chooses to ignore the
essential nature of the gold standard. The gold standard is
"unmanaged" only in the sense that the role of the pin-
striped central bankers and Treasury officials becomes
that of simply bookkeepers and clerks. If the government
simply states how much gold is in a unit of currency and
accepts taxes and pays its debts in that currency, the
"management" of the currency devolves upon individuals
and businesses interacting in the marketplace.

Mr. Clark spotted the alternative: "There is a final
alternative that Mr. Hall does not discuss. An unmanaged
commodity standard would be likely to produce more
stability than we've had lately. Through some sort of
monetary constitution we could oblige our government to
stick to such a standard through whatever happens." Yet
he dismissed this alternative quite perfunctorily: "It's
possible that we may get to the point where that seems
the best of the alternatives. For the moment though, it
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seems wise to give management something more of a
chance. Proper management, if we can achieve it, could
give us stable prices that would undergird stable growth.
The unmanaged substitutes for such an approach have less
to offer."

Centralized management of the monetary system has
been tried, and found wanting. Why must use of the
decentralized management of money through the market
mechanism be postponed until the monetary situation
degenerates into utter chaos and the economy collapses?
To us, the prudent course would seem to be to allow free
banking and the evolutionary development of alternative
private monetary units. Perhaps a resource unit like that
imagined by Professor Hall would prove to be most use-
ful. We doubt it, however. Our "money" would be on
gold. After all, its proven itself over thousands of years.
But if Mr. Hall should care to bet on ANCAP, we should
respect his right to do so. All we ask is that the rest of us
not be forced to bet likewise.

TMI: TWO YEAR

The accident at the Three Mile Island Unit Two re-
actor resulted in a setback for the growth of nuclear
power. Calm assessments of events there have only served
to demonstrate the safety of nuclear power, particularly
relative to other forms of energy conversion. Nuclear
power is once again poised for rapid growth.

On March 28, 1979, at 4 a.m., Three Mile Island Unit
Two, an 845-megawatt reactor, was running at 98 percent
of capacity when turbine feedwater was interrupted. The
reactor "scrammed" normally, but a pressure relief valve
stuck open, causing cooling water to be lost into the
containment building. Within seconds the emergency core
cooling system began functioning, but an operator,
misled by the control panel and confused by several
alarms, overrode the emergency cooling system allowing
the water level in the reactor to drop low enough to
expose part of its core. By the time the relief valve was
closed, steam had reacted with hot zirconium fuel rod
cladding and produced a hydrogen bubble that restricted
the flow of cooling water. During the total of more than
8 hours the fuel rods were exposed, some overheated. But
as of this date there is no evidence that "meltdown"
occurred, certainly none that impaired the integrity of the
reactor vessel.

During the next 5 days the public heard and read more
about nuclear electric power than since its commercial
beginning in 1957 at Shippingport, Pennsylvania. But the
public did not learn more. Nuclear opponents and the
media sensationalized the event, each to their own ends.

The reactor did not oblige its critics. Without sufficient
oxygen inside the reactor vessel the hydrogen bubble
could not explode and was safely removed. Some hydro-
gen and air did explode inside the containment building,
but the explosion was contained, disproving the notion
that the containment might rupture from small internal
explosions. The radiation effect for the nearest neighbor
was an estimated 85 millirems, which is less than that
received from nature in 1 year or from a body x-ray in a
few moments. In short, this non-lethal accident success-
fully demonstrated the superior safety of defense-in-depth
nuclear power plant design. Several commissions were
funded to provide regulatory and public bodies with a
description of the events at Three Mile Island (TMI) and
to determine what is needed to prevent its repetition.
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Health surveys of the surrounding communities success-
fully combated specious claims of increased stillborn and
food and farm land contamination.

The events at Three Mile Island showed that previous
risk estimates of nuclear accidents were reasonably ac-
curate. Also, much was learned about the interaction of
fission products and about the reactor that suggests the
public risk from even more severe accidents is much lower
than previously expected. Another benefit was the dem-
onstration of the relative slowness with which a reactor
malfunctions. Compared to the sudden fury of dam
breaks, mining disasters, oil platform collapses, and
the assorted explosions and fires associated with oil, gas
and chemical processing, distribution, and storage, TMI
provided little outward sign of any problem.

The only identified effect on the public was "mental
stress" caused by widespread misinformation during and
after the accident. This was a result of the way in which
events were reported by the media and by officials. Such
phobic reactions are not unique to the technology of
nuclear power generation, they are a state of mind.
Similar reactions briefly retarded the growth of earlier
innovations such as the railroads, the automobile, and
even the generation and distribution of electricity itself.

Nevertheless, the accident was expensive. The un-
damaged Unit One, shut down for refueling at the time of
the accident, was not allowed to restart. To date, the
utility has been forced to purchase replacement power at
a cost of roughly $2 billion. Additionally, both units were
removed from the utility's rate base and applications for
rate relief were denied. Estimates for repair of Unit Two
have climbed past $1 billion. These factors have caused
both the utility and its parent company to lose credit

standing and their financial situation has deteriorated.
Recently, the utility narrowly avoided bankruptcy after
the Public Utility Commission granted a partial $51.8
million rate increase and the utility's bankers agreed to a
$19 million extension of credit.

More widespread economic harm resulted from a
moratorium on nuclear plant licensing and the licensing
slowdown after the moratorium was lifted. At present,
eleven plants totalling 12,492 megawatts (worth about
$10 million a day in lost electric revenues) await NRC
approval. All eleven plants have the latest post-TMI safety
features but are idle only because the NRC is "too busy"
to do the review.

As a result of these delays the rapid growth of nuclear
power was interrupted (as shown in the accompanying
chart). Even so, a historic nuclear power milestone was
passed in 1980. For the first time, nuclear power gener-
ated more kilowatt-hours than did oil-fired power. But
this occurred only because oil-fired power decreased
faster than did nuclear in the aftermath of TMI. When
the NRC permits the eleven idle but completed plants to
begin operation, nuclear power will quickly move to third
place in electric power generation, again surpassing hydro-
electricity. At typical utilization levels these plants will
produce about 65 billion kilowatt-hours per year.

During 1980, domestic nuclear power generated ap-
proximately 250 billion kilowatt-hours worth $15 billion.
At present, 99 additional plants are contemplated by the
industry. These would produce more than two times as
much power as the 75 plants now licensed (because the
newer plants are larger, on average). When completed, the
total of 174 licensed and planned nuclear power plants
are expected to generate nearly 900 billion kilowatt-hours
annually worth $53 billion (1980 dollars). Such an output
is comparable to the current output of coal-fired plants,
and about two and one-half times that now produced
with natural gas. Given the usefulness of natural gas for
other purposes and its rising price, it is unlikely to remain
the second largest primary energy source for electricity
production for long.

In sum, nuclear power has won the most severe contest
yet encountered by the industry. The cleanup work, once
thought to be impossible, reportedly can proceed without
radiation-related death or injury to workers and the
public and with available technology. (The nuclear power
industry recently agreed to share in the cleanup costs.) As
the cleanup progresses and with the restart of Unit One,
the utility will be in a position to regain financial
standing.

Since March 1979, the average price of petroleum and
natural gas used for electric power generation has more
than doubled. As fuel adjustment charges have jumped
accordingly and as the facts about TMI are calmly as-
sessed, nuclear power is once again poised to emerge as
the major factor in our energy future.
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