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A Gold Facade
In The Wall Street Journal, on September 21, 1981,

Columbia University Professor Robert A. Mundell pre-
sented his rationale for a return to some type of gold
standard. Writing under the headline "Gold Would Serve
Into the 21st Century," Professor Mundell proposes
eleven "policy guidelines" to restore what he calls Equili-
brium Atlanticum-Pacificum. These proposals suggest that
Professor Mundell views convertible currencies simply as
another way for Government managers to direct (fine
tune) the economy. A return to the gold standard would
not ensure "equilibrium," instead, it would prompt a free,
and dynamic economy that is responsible not to the
bureaucrats but to private decisions and market condi-
tions. That is why a gold standard fosters a sound, sus-
tainable economy — domestically and internationally.

Professor Mundell begins his article with the observa-
tion that "it is unfortunate that two of the 20th Cen-
tury's most influential monetary economists, Keynes and
Friedman, wrote their major theoretical works for a
closed economy, with scant attention paid to the problem
of international interdependence. Both economists gener-
ally assumed a national closed economy on an inconvert-
ible paper standard, generally ignoring that in the 1930's
as today gold represented the principal external monetary
reserve." Professor Mundell is on very sound ground here.
The closed economy assumed in both the Keynesian and
the Friedmanite system is pure fantasy. The monetarist
notion that an inconvertible paper currency can indefi-
nitely remain the basis of economic life is also fantasy
— at least there is not one instance of it in all recorded
history.

Of the two fantasies, the notion of a "successful"
paper currency is the more pernicious. The patently false
assumption of a closed economy often has been regarded
as simply necessary for "elucidating theoretical matters,"
leaving the practical questions of international trans-
actions to be dealt with on an ad hoc basis, hi contrast,
a currency is either convertible into the monetary com-
modity or it is not. All human experience indicates that
an inconvertible currency will lose its value at an acceler-
ating rate and, unless convertibility is restored, eventually
will lose all its value.

Both Keynes and Friedman did recognize the need for
international monetary arrangements. According to Pro-
fessor Mundell, Keynes favored "adjustable" exchange
rates between inconvertible currencies, with "wage rates"
providing the standard for Keynes's system; Friedman
favors freely floating exchange rates, with a stable rate of
growth of some measure of the money supply as the
standard and goal of policy. Mundell then cites the
experience of the postwar era, and the past 10 years in
particular, during which there was a virtual explosion of
international reserves and prices. Mundell says these

developments ". . . prompt a consideration of the policies
needed to restore convertibility of the U.S. dollar into
gold."

So far so good. Professor Mundell rightly refutes both
the Keynesian and the Friedmanite positions not only be-
cause they provide an inadequate theoretical description
of economic processes (since they ignore international
transactions) but also — and more devastatingly — because
their implementation has resulted in a worldwide de-
bauching of currencies. The gold standard, on the other
hand, was not developed on the basis of theories. The
modern elegant descriptions of international (and do-
mestic) transactions and adjustments when currencies
are defined as fixed amounts of gold were enunciated
long after such practices became widespread. Similarly, a
currency defined as a fixed weight of gold has never for
long lost value at an accelerating rate, or become worth-
less.

Professor Mundell comes to the right general conclu-
sion — that restoration of the convertibility of the dollar
is urgently needed — but his reasoning seems based on a
fundamental misconception of how the gold standard was
implemented in practice. This is implicit in his proposals,
which are set forth in the accompanying table. We invite
readers to study the listed proposals before proceeding.

Equilibrium?

The striking aspect of Professor Mundell's proposals is
that he proposes stabilization of this, coordination of
that, multilateral surveillance here, programmed adjust-
ment there, budgetary policies to mitigate business fluctu-
ations, wage-price controls, tax cuts and increased govern-
ment expenditures to stimulate "aggregate demand" and
reduce unemployment, changes in taxation as a tool of
social policy, and targeting of debt ratios. All of this, in
Professor Mundell's view, is to be adopted by the numer-
ous national authorities in the name of coping with the
reality that "no country in a world community can
establish a monetary policy that does not take account of
the international economic system of which it is a part."

It is astonishing that these proposals come not from a
member of the Trilateral Commission* or from a "main-
stream" economist, but from one of the leading supply-
side economists. We of course cannot tell exactly why
Professor Mundell has come out in favor of centralized —
even supranational •— management (i.e., control) by au-

* The Trilateral Commission, through its Triangle Papers has
consistently advocated centrally designed and coordinated plans
"to assure the smooth management of interdependence," and to
find solutions to "global concerns." A recurrent theme of the
Triangle Papers is the formation of a "new international economic
order ' led by the triangle countries (Western Europe, the United
States, and Japan) who "have the resources and power" needed
for the task. See Research Reports, May 19, 1980, "What Is the
Trilateral Commission, Anyway?".
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thorities. A clue may be provided by his citation from
Keynes, a passage which Professor Mundelicalls "good
poetry but bad economics": ". . . the City of London
gradually devised the most dangerous techniques for the
maintenance of equilibrium which can possibly be imag-
ined, namely, the technique of bank rate coupled with a
rigid parity of the foreign exchanges. For this meant that
the objective of maintaining a domestic rate of interest
consistent with full employment was wholly ruled out.
Since, in practice, it is impossible to neglect the balance
of payments, a means of controlling it was evolved which,
instead of protecting the domestic rate of interest, sacri-
ficed it to the operation of blind forces. Recently, practi-
cal bankers have learned much, and one can almost hope
that in Great Britain the technique of bank rate will never
be used again to protect the foreign balance in conditions
in which it is likely to cause unemployment at home."

Mundell attacks Keynes here because it "reveals his
inability to incorporate the essentials of the efficient
international adjustment mechanisms under fixed ex-
change rates. . . . , " but Mundell does not even bother to
discuss, let alone question, Keynes's assertions that "the
City of London [i.e., the Bank of England and influential
private banks] devised.. . techniques for the maintenance
of equilibrium. . . . "

It is highly questionable that central bankers under a
gold standard were at all concerned with the "mainte-
nance of equilibrium" in the sense of high output and full
employment. Their primary concern was maintaining the

PROFESSOR MUNDELL'S PROPOSAL FOR GOLD-BASED
INTERNATIONAL ECONOMIC REFORM

1. Stabilization of the dollar price of gold, probably in the
$300-$650 range, to be determined by the U.S. in consultation
with its allies.

2. Issuance of a gold coinage (various fractions of an ounce)
with a face value equal to the stabilized gold parity.

3. Stabilization of other currencies — particularly the DM to
the dollar in the DM 1.80 to DM 2.20 range.

4. Attention to the gold "discipline" by the U.S. such that
the U.S. money base is allowed to increase or decrease with gold
purchases and sales.

5. Attention to the balance-of-payments discipline by the
non gold-pegging countries such that the national money base rises
or falls with increases and decreases in holdings of gold and
foreign exchange.

6. Co-ordination of interest rates to prevent excessive dis-
parities from developing between money market centers and gales
of hot money disrupting confidence and purchasing power parity
relationships of exchange rates and price levels.

7. Multilateral surveillance of the balances of payments
problems and exchange rate policies of the major countries within
an OECD-OPEC institutional framework, along with multilateral
discussion of anti-inflation policies and unemployment-stagnation
problems.

8. Programmed adjustment of dollar-gold portfolios of major
reserve holders to encourage more expansive or restrictive mone-
tary policies in the center reserve country or countries (initially
the U.S.).

9. General budgetary policies and if necessary, incomes
policies, should be employed to mitigate the business fluctuation,
with tax cuts and extra government expenditures to stimulate
aggregate demand, and reduce unemployment during recessions,
and budgetary surpluses to restrain aggregate spending in periods
of inflationary boom.

10. Reform of tax rates and structure in the U.S. and other
countries to enhance incentives for more employment saving,
productivity and growth of potential output, to offset distortions
arbitrarily produced by past and anticipated inflation; replacement
of the income tax by a 20% value added tax should be considered.

11. Balance of government budgets over the cycle at levels of
deficits necessary to keep debt ratios at realistic proportion to
GNP, thus making central bank finance of the government-sector
deficits unnecessary.

convertibility of currency, that is, meeting their promises
to pay gold on their demand obligations. Bankers also had
to meet their operating costs, and they hoped to earn a
little more besides. This meant that the major task of a
banker (private or central) was to find the correct balance
between his holdings of liquid but non-income producing
assets such as gold, and illiquid but income-earning loan
assets.

The quest for general economic equilibrium is not a
useful goal of monetary policy. The essential feature of a
growing economy is adjustments in disequilibrium — not
equilibrium. Adjustments by entrepreneurs to new market
situations and the ability to quickly recoup from errors
are the hallmark of sustainable economic growth. Nobody
ever can guarantee that economic life will be easy. Pro-
fessor Mundell's earlier academic writings reveal that
he is well aware of the role of disequilibrium, but his
monetary policy prescriptions are topsy-turvy. They
would try to treat problems with enforced equilibria in
ways that would disrupt short-term adjustments to dis-
equilibria by individual participants in the economy.
Paradoxically, employment and business fluctuations (that
are not induced by government distortions of free market
decision-making) actually improve the overall well-being
of market economies, inasmuch as they reflect adjust-
ments of production to consumer demand, and of con-
sumer demand to available resources. An economy manip-
ulated by government with the view of supporting guar-
anteed employment and permanent levels of income
eventually can only provide well-assured economic
stagnation.

The Classical Gold Standard
in Historical Perspective*

During the 1880-1914 U.S. gold standard era, the
world's money and capital markets were highly effective,
providing highly sensitive international short-term and
long-term equilibriating credit flows. With the dominant
and overriding objective of monetary policy being to
maintain convertibility of the national currency into gold
at the legal parity, outflows of gold forced bankers to
adjust policies to market conditions or to go bankrupt.
This worked to preserve the "promises men live by," or
the sanctity of contracts. Oppositely, gold inflows and
favorable clearing balances in countries, or even regions
within countries, ensured that areas where investment
opportunities were favorable would receive additional
credit and purchasing media. This was a dynamic ten-
dency toward "equilibrium" determined by market
conditions, that is, by private decisions of producers,
traders, and creditors, rather than by committees of
pin-striped bankers and professors in oak-paneled rooms
in distant cities. Contrary to the interpretation of Keynes
(and apparently Mundell), central bankers did not adopt
the goal of maintaining 'reasonable" price stability or of
supporting "equilibrium" at some given level of output.
Such ideas were scarcely mentioned before 1914.

Consistent with modern ideas about proper interest
rate policy for fostering equilibrium, discount rates were
indeed raised with business-cycle expansions and reduced
with contractions, and this may lead some analysts to
infer that those movements reflected a policy goal of
seeking equilibrium. But the discount rates were changed

* Factual assertions in this section are from the research and
conclusions of Arthur I. Bloomfield, Professor of Economics and
Finance at the University of Pennsylvania, in his monograph,
Monetary Policy Under the International Gold Standard: 1880-
1914, Federal Reserve Bank of New York, 1959.
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inversely with international reserve ratio changes, which in
turn moved inversely with business cycles.f In a cyclical
upswing, reserve ratios tended to decline as imports rose
and exports fell, and the central banks were inclined to
raise their discount rates primarily out of concern for
maintaining convertibility. During business contractions
reserve ratios rose, and authorities lowered discount rates
to keep them in line with market interest rates.**

As for Keynes's notion that the "technique of bank
rate" was used in Britain "to protect the foreign balance
in conditions in which it is likely to cause unemployment
at home," there is little evidence of the harsh deflationary
and unfavorable employment effects that Keynes evi-
dently supposed were exerted by discount rate increases
before 1914. This period generally was one of substantial
long-term economic growth. When restrictive credit
policies were implemented, they served mainly to slow or
temporarily halt the rates of expansion in the countries
concerned. Instances of sharp deflations appear to have
been related to government-induced distortions (such as
protective tariffs) or to be corrections of developing
excesses.

Other measures that central bankers took also could
easily lead to the inference that those authorities were
acting to maintain economic equilibrium. These included
some manipulation of the "gold points," some foreign
exchange intervention, and some cooperation among
central banks.

Nevertheless, to repeat, the dominant and overriding
objective of monetary actions was to preserve convert-
ibility of the national currencies into gold at the official
parity. And we submit that this is why national econ-
omies and international conditions were as favorable
as they were during the gold standard era. The gold
standard worked well in spite of some departures by
authorities from allowing its automatic operation, not
because of those interferences.

Professor Mundell should recognize that the interven-
tionist thrust of his proposal for a gold-based interna-
tional monetary system would lead the economy further
along the path of central direction that already has led
to "stagflation." His statist approach most likely would
produce an outcome like that of Keynesian-type policies.
This should be expected because his proposals would be a
"rerun" of those policies, except for having a gold facade.

Keynes's disdain for the adverse long-run consequences
of his notions was revealed by his remark to the effect,
"In the long run we are all dead." Perhaps Professor
Mundell shares that attitude; he does not say what will
happen once we are "into the 21st Century."

t A country's reserve ratio is its international monetary reserves
(gold and foreign currencies) as a proportion of its monetary
liabilities.
** When financial crises broke, central banks often did take
measures to allay the panic and to facilitate orderly liquidation by
lending freely, but at high interest rates ("lender of last resort").

WHAT IS THE "REAL" COST OF LIVING?
The Consumer Price Index (CPI) is the basis of cost-of-

living increases for a large portion of private wage con-
tracts and of Federal wages and transfer payments. The
latter use means that the CPI has a substantial effect on
the level of Federal expenditures. The Labor Depart-
ment's recent announcement of plans to change the
calculation of the homeownership component of the CPI
(to be effective in January 1983) has drawn sharp criti-
cism from labor leaders and generated controversy con-

cerning the accuracy of the CPI as an economic measure.
The fears and criticisms expressed by critics may be
unfounded; indeed, the change to "rental equivalency"
may well produce larger future increases in the CPI than
the old method.

In these times of rapid inflating, much attention is
focused on the CPI, the index used by the Government to
measure the rate of increase in the "cost of living" and
subsequently to make adjustments in billions of dollars of
wages and transfer payments. In fact, payments to indi-
viduals account for 50 percent of Federal budget expen-
ditures, and of those payments 90 percent are indexed,
meaning that approximately two-fifths of Federal expen-
ditures increase as the CPI rises. According to a June
1981 report by the Congressional budget office, each
one-percent rise in the CPI presently causes an increase in
Federal spending of approximately $2 billion. The CPI
has also been widely utilized in the private sector as a
cost-of-living measure for wage adjustments. There-
fore, any factor that distorts the CPI will have an adverse
effect on the economy as a whole.

The CPI measures the price increases of a set group of
consumer goods and services ("a fixed market basket"),
based (or "weighted") on consumer expenditure patterns
during the base period (1972-73 presently). That the basket
is fixed does not allow for consumers' substituting in later
periods relatively cheaper commodities for those purchased
in the base period; therefore, it does not adequately reflect
shifts in consumer purchasing patterns, or way of life. (A
classic illustration of substitution is the consumer's ten-
dency to buy chicken instead of steak when beef prices
increase more rapidly than chicken prices.) The CPI thus
"overstates" the rise in the cost of living.

Another measure of the cost of living is the Implicit
Price Deflator for Personal Consumption Expenditure
(PCE). Unlike the CPI, the PCE is not based upon earlier
spending patterns; its weighting is determined by current
expenditure patterns. By utilizing current spending pat-
terns rather than a fixed earlier spending pattern, the
PCE more adequately measures consumer costs of living
because it reflects consumers' adjustments to ongoing
price changes.

Both of these indexes are used as measures of increases
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in the cost of living, but they do not
measure the standard of living. Neither
takes into account the level of satis-
faction derived by consumers from
their purchasing patterns. For example,
in the case of substituting chicken
for steak, most consumers would
interpret it as a lower standard of
living. Neither index captures this
effect. Because of their different ap-
proaches, the CPI sets an upper limit
on the increase in the cost of living by
not incorporating changes in the spend-
ing patterns, while the PCE sets a
lower limit because of its inadequate
measure of the erosion of the standard
of living. The "real" cost-of-living
increase probably falls somewhere in
between.

Home ownership Costs

During the early 1960's, when
interest rates were relatively low and
prices stable, the two indexes correl-
ated fairly closely, hi part this reflects
the fact that 85 of the PCE's 115
components are taken directly from
the CPI. But during the late 1960's
and into the 1970's, changes in the
indexes diverged from time to time. As
the accompanying chart shows, the
divergence was widened in the late
1970's, largely because of the ways the
two indexes treat the costs of one
item: owner-occupied housing.

The late 1970's was marked by
dramatic increases in the costs of becoming a homeowner.
Of the five separate elements used in measuring the cost
of homeownership (purchase price, mortgage interest
costs, property taxes, property insurance, and mainte-
nance costs) the CPI is primarily distorted by rises in
current mortgage interest costs. This is because, in effect,
the CPI measures homeowner costs as though all home-
owners bought and financed their houses every price
period. Therefore, the rapid increase of the costs of
becoming a homeowner have an impact on the CPI that
far outweighs housing outlays in most families' budgets.
In contrast, the PCE utilizes a "rental equivalency' to
calculate homeowners' costs. This treats the homeowner
as if he rented his house (at market rates) from himself,
no matter what actual outlays are.

Since 1980, the U.S. Bureau of Labor Statistics has pub-
lished an experimental consumer price index that uses ren-
tal equivalency in place of the present homeownership com-
ponent. The experimental series, now called CPI-X1, con-
siderably shrinks the late 1970's gap between increases in
the CPI and the PCE. From 1975 to the end of 1980, the
divergence of the CPI and PCE was 19.7 percent. With
CPI-X1, the percentage of divergence is reduced by 12.6
percentage points, to 7.1 percent. The Labor Department
recently announced that, beginning in January 1983, the
official CPI will be revised to approximate the CPI-X1 series.

As an approximate measure of changes in most peo-
ple's cost of living, this revision will be an improve-
ment. Yet, many critics have charged the administration
with tampering with the system of price measures as a
way of holding down Government expenditures in those
spending areas where increases are tied to the CPI and of

A CRUMBLING INVESTMENT MYTH:
OWN YOUR OWN HOME!

In 1965, the average price of a buyer's home would have to sell for
new home purchased with a 20
percent down payment and a con-
ventional mortgage was about
$25,000. Today, the same house
is worth about $70,000.

Subtracting all the selling costs
and the unpaid balance of the mort-
gage leaves $53,000, which is the to-
tal equity accumulated by the 1965
buyer. This increase in equity equals
a compound annual rate of return of
about 15 percent in current dollars
and 8 percent in constant dollars.
Few investments have done as well
over the past 16 years.

The 1981 home buyer cannot ex-
pect similar "success." Given high
mortgage interest rates, the 1981
buyer must have his house appre-
ciate 50 percent more rapidly than
the prices of other things rise in the
next 16 years in order to match the
percentage return of the 1965
buyer. To put these figures into
perspective, houses appreciated 1
percent more than the prices of
other things between 1965 and
1979. Since then the differential has
vanished.

At an average 12 percent rate of
increase in general prices, the 1981

approximately $1.2 million in 1997
to match the 1965 buyer's return.
This is not likely.

A more likely picture is that the
1981 buyer's $70,000 home will ap-
preciate at the general 12 percent
rate, making the 1997 selling price
about $400,000. The owner's equity
then would be about $320,000, or
about $56,000 in 1981 dollars. This
"nest egg" would be less than the real
value of his payments to own the
house. He would get a negative rate
of return, if interest rates stabilize at
their current high levels. But the
1981 buyer probably will have the
opportunity to refinance his mort-
gage at a lower rate, which could
make his return slightly positive. If
price increases accelerate so that the
real value of his mortgage and his
monthly payments are greatly re-
duced, today's home buyer could
reap real gains in the same fashion as
his 1965 counterpart.

Although it is apparent that a
home is now unlikely to provide a
superior investment return, home-
ownership probably will remain a
major means of "forced savings" for
many householders.

restraining other wage increases similarly linked to the
CPI. In fact, there is a distinct possibility that in 1983
the CPI could rise at a faster rate than it would if the re-
vision were not made.

Given the high interest rates in today's marketplace,
prospective buyers cannot expect the same gains from
home equity as occurred in previous years, because the
current high costs of homeownership will substantially
reduce the overall investment returns. (See box.) In the
years from 1965 to 1979, new homeownership costs
increased by 50 percent over rental costs, even after tax
advantages were taken into account. If demand for rental
housing increases, this differential could narrow, i.e.,
rental rates could increase relative to homeownership
costs. Therefore, in 1983 the new CPI conceivably could
be hit with rising rental costs at a time when mortgage
interest rates and homeownership costs were falling.
Cost-of-living wage adjustments based on the CPI then
would again overcompensate the income earner or transfer
payment recipient.

PRICE OF GOLD

Final fixing in London

1980
Nov. 20

$630.50
Nov.

$411

1981
12 Nov.

.50 $401
19

.00
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