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“The Fed should get out of the business of trying to juice our economy and simply be focused
on sound money and monetary stability, ideally tied to gold.”

Texas Senator and Republican presidential
candidate Ted Cruz supports returning

to a gold standard, and half of the other
Republican candidates do not reject the
idea.’ This level of interest makes the
proposal worth a serious look.

The gold standard attracts people
because gold is tangible. The classical gold
standard—a period of 35 years before World
War | when most trading economies ran a
pure gold standard arrangement—exhibited
long-run price stability. Nostalgia may
play a role in gold's allure.2 In addition, the
credibility of modern central bank policies
took a strong blow in the global financial
crisis, with pointed criticism of efforts to
stimulate inflation through low interest rates
and unconventional monetary policies.

Why hasn't any country gone back on
the gold standard since President Richard
Nixon closed the gold window in 19712 If it
worked then, why not today?

To preview the conclusion, this issue brief
agrees with the consensus of economists
that the current money system works much
better than the gold standard would. We are
much better off allowing an independent
central bank to respond dynamically to
economic conditions than anchoring our
money supply to the whims of a global
commodity market.

—Ted Cruz, Oct. 28, 2015

METRICS FOR A GOOD MONETARY
SYSTEM

Until aspiring bitcoin successors get the
kinks worked out, there is no avoiding
governments meddling in money.3 What
would be the characteristics we should look
for in a government-run system?

1. Price stability: Economists generally
find that inflation between zero and 5
percent avoids the pitfalls of deflation
while minimizing the volatility induced
by inflation.4 Most major economy
central banks have chosen an inflation
target around 2 percent to keep inflation
contained in the optimal range.

2. Growth stability: Economists generally

agree that achieving the first goal is
about the best monetary policy can do

to facilitate stable growth. But if growth
drops well below potential, monetary
policy can play a role in helping return the
economy to health, consistent with the
inflation target.5

3. Financial stability: Most importantly, central

banks need a monetary arrangement that
allows them to act as a lender of last resort
in a crisis, providing liquidity to solvent
financial institutions whose failure would
otherwise jeopardize the economy.

02.23.16

We are much better off

allowing an independent
central bank to

respond dynamically to
economic conditions
than anchoring our
money supply to the
whims of a global
commodity market.


http://bakerinstitute.org

RICE UNIVERSITY’S BAKER INSTITUTE FOR PUBLIC POLICY // ISSUE BRIEF // 02.23.16

FIGURE 1 — CURRENT SYSTEM (A) VS. GOLD STANDARD (B)
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NOTE Under the current system, the Fed manages the value of money relative to goods and services bought by Americans and lets the global dollar price of
gold float. Under a gold standard, the Fed would lock the global dollar price of gold and allow the dollar value of domestically consumed goods and services float.

Inflation was indeed
lower on average
during the classical gold
standard, but at the
cost of higher year-to-
year volatility.

4. Minimal government interference:
In a campaign year dominated by calls
for shrinking the shadow of the federal
government on the economy, minimizing
the scope of government manipulation
belongs on the list of desirable
characteristics.

HORSE RACE: CURRENT SYSTEM VS.
GOLD STANDARD

The big question in this horse race is what
should be the objective for issuing money?
Under the current system the Federal
Reserve (“Fed”) primarily issues money on
the basis of maintaining domestic price
stability. That is, the value of the goods and
services Americans buy should rise relative
to the value of the dollar (i.e., inflation) by
about 2 percent per year. The dollar price of
gold makes no difference (Figure 1a).

Under a gold standard, on the other
hand, the U.S. government (presumably
the Fed) would maintain a constant dollar
price of gold. This eliminates any scope for
discretionary monetary policy. The value
of the dollar relative to things Americans
buy floats in response to gold market
intervention (Figure 1b).

It is important to note that gold is a
global commodity. The Fed must target the
global price of gold. If Indian demand for gold
collapses, or if China limits gold exports, the
Fed would make up the difference by buying
or selling gold, respectively, to maintain a
constant dollar price.

1. Price stability

It is difficult to construct a good comparison
between the two options, since we can't
ever run both under identical circumstances.
Economic models that attempt a direct—but
theoretical—comparison generally find that
while a gold standard produces good long-
run price stability, year-to-year short-run
volatility is higher than what a modern
inflation targeting monetary policy produces.6

Historical comparisons can also yield
some insight. The clearest comparison is
between the period of the classical gold
standard in the U.S. (1879-1914), and the
modern era of inflation targeting, which
began in the mid-1980s.7 Table 1 indicates
that inflation was indeed lower on average
during the classical gold standard, but at
the cost of higher year-to-year volatility.
Further, the U.S. experienced deflation
more than one-third of the time during the
classical gold standard.



SHOULD THE U.S. CONSIDER RETURNING TO THE GOLD STANDARD?

The famous gold rushes of the 19th
century illustrate the difficulty with locking
money supply to gold. A slowing of global
demand for gold below the pace of new gold
production (or a surge of supply beyond
demand) requires the Fed to purchase gold
to keep the market balanced at the pegged
price. This raises the U.S. money supply,
which is stimulative, and inflation tends to
increase. Accordingly, gold demand above
supply causes a contractionary monetary
policy and downward pressure on inflation.

It is no coincidence that the major
gold rushes of the 19th century occurred
in two clusters, first in California (1849)
and Australia (1851), and then in South
Africa (1886) and the Alaskan Klondike
(1896). Gold production slumped for about
a decade in the 1840s, and for about two
decades beginning in 1870. (Figure 2)

In both cases central banks around the
world were forced to sell gold, reduce

their money supply, and induce deflation.
Deflation meant gold could buy more real
goods. Prospecting for gold became a more
profitable enterprise, and eventually major
new gold supplies were found. All of them
were inspired by deflation caused by the
gold standard.

What do current trends suggest would
happen today? Real GDP is a good proxy for
gold demand for nonmonetary purposes.’©
The IMF forecasts world GDP growth above
3 percent for the next few years." The
global gold supply grew at a remarkably
steady rate of 1.6 percent per year in the
20th century and has continued that pace
of growth in this century, according to U.S.
Geological Survey data.”2

If the U.S. were the only country on a
gold standard, the imbalance between global
supply growing at 1.6 percent and demand
growing above 3 percent would require the
Fed to reduce the U.S. money supply at a
pace of at least 1.4 percent of global gold
stocks, or 2.4 percent of the U.S. monetary
base, every year.B As long as the U.S.
economy grows about 1.5 percent annually,
a back-of-the-envelope calculation
suggests that would cause relentless 4
percent deflation.1

TABLE 1 — HISTORICAL INFLATION PERFORMANCE UNDER A GOLD

STANDARD AND MODERN MONETARY POLICY

Federal Reserve

Gold Standard

1985-2014 1879-1914
Average inflation 2.8% 0.0%
Inflation volatility 0.01% 0.04%
Average growth 2.9% 3.9%
Growth volatility 0.03% 0.3%

SOURCES Author’s calculations; “The Annual Consumer Price Index of the United States, 1774-2014;"
and “Statistics on World Population, GDP and Per Capita GDP, 1-2008 AD."8

FIGURE 2 — RATE OF INCREASE OF GLOBAL MINED GOLD STOCK
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A gold standard

would lower the risk
that monetary policy
contributes to asset
price bubbles, at the
cost of discarding active
price and employment
stabilization.

TABLE 2 — HORSE RACE

2. Growth stability

Economic growth was undoubtedly higher
on average during the classical gold
standard than in the past 30 years, but
that would be an unfair comparison, as
monetary policy cannot impact growth in
the long run, only prices.

A more appropriate comparison would
be the volatility of growth, as modern
monetary policy often attempts to smooth
recessions with low interest rates. The
justification is that too low of an economic
growth rate would allow inflation to fall
below its target. Hence, current central bank
stimulus policies are, at the core, motivated
by price stability. The figures in Table 1 show
that growth volatility has been an order of
magnitude smaller in the past 30 years than
it was under the classical gold standard.

3. Financial stability

Financial stability is another criteria that is
difficult to compare carefully. For instance,
the U.S. had no central bank to serve as

a lender of last resort under most of the
classical gold standard. That said, financial
crises were no less common under gold. The
U.S. experienced financial crises in 1884,
1893, 1896, and 1907—roughly once per
decade. And the peg to gold constrained the
lender-of-last-resort capability in countries
with central banks, contributing to financial
crisis during the Great Depression.

Current System

Gold Standard

Price Stability

Growth Stability

Financial Stability

Government Activism | Yes

Strong
Stabilization possible

Possible crisis creation,
strong rescue capacity

Mixed, including
frequent deflation

Stabilization not possible

Unlikely crisis creation,
constrained rescue
capacity

No

Low interest rates implemented in
the pursuit of price stability played a role
in the U.S. subprime mortgage crisis, and
some worry about asset price bubbles in
the current low-interest rate environment.
A gold standard would lower the risk that
monetary policy contributes to asset price
bubbles, at the cost of discarding active
price and employment stabilization.

If a bubble can be identified, other
instruments exist to restrict lending in those
specific markets. Fed Chair Janet Yellen’s
June 2015 testimony identifying potential
bubbles in equity valuations of smaller firms,
social media, and biotechnology firms was
enough to cause a correction. But bubbles are
notoriously difficult to spot ahead of time.

4. Minimal government interference

As the Cruz quote at the top of this brief
indicates, one argument to switch to a gold
standard is that it removes discretion from
the Fed; no longer can monetary policy be
used to stabilize economic growth. Some
are uncomfortable with the independence
of the Fed from elected officials. The
traditional argument for gold in this regard is
to counteract fear that a central bank might
print too much money—either to stimulate
the economy or to finance a fiscal deficit—
and therefore cause runaway inflation. The
slow growth of the global supply of gold puts
a lid on potential inflation.

At present the risk of runaway
inflation appears low. The preponderance
of economic evidence indicates central
bank independence is a key ingredient in
achieving low inflation.’> Rather, we seem
to have the opposite problem of inadequate
inflation. If price stability is the first priority,
monetary policy should aim to generate
more inflation. That means stimulating faster
growth.

Critics of current monetary policy cite
attempts to boost growth through low
interest rates in the early 2000s. But recall
that in 2003-4 deflation appeared to be
a very real threat.’® Interest rates were
lowered for the same reason that they are
low today—to protect against deflation.



CONCLUSION

Whether based on theoretical or historical
comparisons, the gold standard appears less
likely to deliver superior price stability than
the current system. Rather, money supply
would be determined by the vagaries of

the global gold market, which would only
coincide with domestic economic needs by
chance. Even if gold markets were perfectly
stable, the gold standard would likely induce
a damaging level of deflation.

It was precisely the unwillingness of
the U.S. to undertake such a destructive
monetary policy that lead to the 1971
collapse of the “gold exchange standard”
operated under Bretton Woods. Instead, the
money supply continued to grow to support
moderate inflation, which undermined
the tie to gold. Would deflation be more
politically acceptable today?

Indeed, price stability is the reason the
Fed “juices the economy” to raise inflation
up to the target level of 2 percent. Because
prices are most stable with moderate, stable
growth, monetary policy that actively
stabilizes the price level also stabilizes growth
better than the gold standard. Could this
come at the cost of occasionally contributing
to asset price bubbles? Perhaps. But a pure
gold standard may limit the lender of last
resort capacity of the Fed, so it is not clear
that financial stability would improve.

ENDNOTES
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in case the Great Depression returned. How
many people have similar personal stories?

3. Privately issued money is a mess. For
instance, until just after the Civil War many
different privately issued currencies circulated
with a complicated web of exchange rates
and discounts. When the federal dollar finally
became the undisputed coin of the realm,
commerce benefited greatly from reduced
transaction costs.
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