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1, Introduction

bz early as 1923, .John Mavynard Xeynes declared that the choice of an interna-
tional monetary regime involved an unpleasant dilemma. Kevnes argued that "If ...
the external price-level lies outside our contrel, we must submit either to our
own internal price-level or to our exchange being pulled about by external influ-

ehces. If the external price~level is instable, we cannct keep beoth our own price
level gnd our exchanges stable. And we are compelled to choose ... " choose
LeemI1] '

The most significant practical implication of Keynes' contenticn is, of course,
that a nation must choose either to maintain "fixed™ exchange rates between its
own and foreign currencies by participating in the internatiornal gold standard or
to maintain reasonable stabilitvy in domestic levels of prices, output. and employ-
ment. Following Kevnes, most economists today are inclined to accept the view
that the operation of the gold standard tends to be incensistent with the mainte-
nance of domestic macroeconomic stability. Indeed, this is one of the major con-
siderations that led many economists aznd informed economic policymakers during the
Bretton Woods era to c¢onciude that a regime of fluctuating exchange rates is su-
perior to a fixed exchange-rate system.

In this paper, I shall suggest that +the generally accepted explanation of the
impact of the international gold standard on the stability of an individual na-
tion's domestic economy rests on an overly aggregative approach toc monetary and
bazlance-of-payments theory. This approach tends to obscure rather than elucidate
important issues whose understanding is vital in assessing the relative merits of
competing international monetary systems. The issues in guestion include: 1.
The tvpe of price variations that are necessary to adjust balance-of-payments di-
seguilibria under %he gold standard: 2. The meaning of the terms "inflation™ and
rdeflation™ in the context of an "open™ national economy3; and 3. The international
transmission of business c¢vcles or "macraeconomic instability®™ under fluctuating
exchange rates.

In addressing these issues below, I shall attempt to rehabilitate and extend
the approach of a number of economists writing in the 1930's who pioneered the de-
velopment of a micro-oriented "process analysis™ of monetary and balance-of-pav-
wments phenomenal2]. These writers include the prominent monetary economists,
Ralph Hawtrey[3l, Friedrich A. Hayvek[4}, and Lionel {later Lord} Rokbins{5], and
the less well-known Michael A. Heilperin[é] and F. W. Paish[7].

2. Price Changes and Balance-of-Pavments Adjustment under the
Gold Standard

The belief that there exists a dilemmatic tradeoff between fixity of exchange
rates and stability of domestic economic activity can be traced partly to the con-
ventional explanation of how disequilibria in the balance of pawvments are normally
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adiusted under +the gold standard. According to this explanation, the normal
operation of the balance-of-payments adjustment mechanism necessarily subjects a
participating nation +to recurrent bouts of inflation and deflation of 1its money
supply and, therefore, of its price level.

To illustrate 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
initial position of balance-of-pavments equilibrium, the immediate effect of the
falling off of the nation's exports is a deficit In its external pavments and an
associated outflow of gold. The loss of gold results in an overall decrease in
the national money stock, because, under the gold standardr, gold serves both as
hand-to-hand currency and as reserves for bank notes and checkable deposits. The
cantraction in the domestic money supply, ceteris paribus, causes a deflation of
the price level in the deficit nation. With domestic prices now lower relative to
prices generally prevailing in the rest of the world econemy, the nation'™s exports
are stimulated while its imports decline, resulting in the eventual restoration of
equilibrium in its balance of payvments.

During the course of the equilibration process, however, the required deflation
of domestic money and prices may severely depress domestic economic activity., oc—
casioning substantial unemployment of productive resources and losses of real out-
put. This is especially likely to be the outcome in modernh economies,; character-
ized, as they are, by prices and wage rates that tend to be "sticky downward.™

Mow, it is widely admitted that this textbook description of the "price-specie-
flow™ adjusiment mechanism gives a highly oversimplified picture of the balance-
of-payments adjustment process under the gold standard and must be considerably
augmented to approach a realistic explanation of +the pracess,. But what 1is not
generally understood is that it is positively misleading. The source of the prob-
lem is the tendency to use the concept of a "national price level™ when theorizing
about the balance of pavments.

As Heilperin points out, such "statistical constructions™ seem

... to provide a comfortable way out of the perplexing multiplicity and
heterpgeneity presented by the economic world and the processes that are
taking place therein ... But the multiplicity does exist and by ignor-
ing it one falls into erroneous or mezaningless statements about the
world and about ecenomic processes. Averages more often conceal reality
than reveal it and have to be used cautiously, even in homogeneous caol-
lections; but they are simply without meaning in collections that are
not howmogeheous. There is no such thing in the real economic world as
the '"general price leveli' but what exists are prices, and it is the
movements of prices and the changes in +the structure of money values
(including prices, incomes, debts) that are of real interest and of in-
tense importance for the understanding of economic phenomena.®[81

By focusing analysis on national price levels, one is naturally led to conclude
that what is required 1in the case of a deficit (surplus} is & general defiation
(inflation) of domestic¢ prices. But this hides the fact that what is really need-
ed to restore balance-~of-payvments equilibrium, for example, in a deficit situation
is a relative decline of particular prices, which hardly qualifies as a "defla-
tion™ in the usual sense of the term.
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As an example, let us suppose that there develops a worldwide decline in the
demand for U. 5. wheat, precipitating a deficit in the U.S5. balance of pavments.
This development will initiate a ¥all in specific prices, incomes, and cash bal-
ances in the U.S. Certainly the first effects will include a decline in the price
of wheat and a contraction of the incomes and cash balances of wheat farmers. And
there will later emerge secondary effects on prices and incomes in the farm ma-
chinery and other industries that directly supply wheat farmers with capital or
consumers'! goods. Thus, if, as a result of the decline in their incomes, American
wheat farmers substantially reduce their consumption of domestic beer, its price
will fall and +he incomes and meney 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 e¢con-
omy .

Mow, it is this sedquential process of declining prices and incomes that serves
to provide individuals with the incentives to undertake those actions necessary to
adiust the deficit. For example, foreigners will be induced +o increase their
purchases of wheat, farm equipment, and beer by the lower prices of these doods,
thereby expanding U.S5. exports. On the cother hand, there will occur a shrinkage

of U.S, dimports as lower incomes and the threat of insufficient money balances
stimulate those in American industry experiencing adverse shifts in demand to cut
their spending on foreign products. Imports will contract further, as U.S. resi-

dents begin to substitute relatively cheaper domestic products for foreign prod-
ucts, e.g.» domestic beer for imported brews.

It is dimportant o0 realize that these equilibrating processes of sequential
price and income variations operate without respect #o imaginary national borders.
The magnitude and even the directien of the change of a particular good's price
does not depend, therefore, upon the nation in which the good is offered for sale.
In the foregoing example, foreign bkarley growers, who, lat us assume, were favored
by the initial shift in demand away from U.S. wheat, may have a sufficiently high
“income elasticity of demand™ for California wines (and ather U.S. products) s
that one of the more immediate responses to the balance-of-payments disequilibrium
is a rise in the demands for and prices of these goods. Moreover, as these equi-
librating processes proceed to woerk their way throughout the world economy, fur-
ther redistributions of income and redirections of expenditures occur that may
very well cause the prices of many other goods produced in the deficit natien to
risel9].

In general, as Havek explains:

The important point in all +this is that what incomes and what prices
will have to be altered in conseguence of the initial change will depend
en whether and to what extent the value of a particular factor or ser-—
vice, directly or indirectlys depends on the particular change in demand
which has cccurred, and not whether it is inside or outside the same
"ecurrency area.' We can see this more clearly if we picture the series
of successive changes of money incomes, which will follow on the initial
shift of demand, as single chains, neglecting for the moment the succes-
sive ramifications which will cccur at every link. Such a chain may ei-
ther very soon lead to the other country or first run through a great
many links at home. But whether any particular individual in the coun-
try will be affected will depend on whether he is a link in that partic-
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ular chain, that is whether he has more or less immediately been serving
the individuals whose income has first been affected, and not simply on
whether he is in the same country or notllC].

Havek concludes that this disaggregated approach to balance-of-pavments analy-
sis reveals "... how superficial and misleading the kind of argument is which runs
in terms of the prices and the incomes of the country, as if they would necessari-
1y move in unisan or even in the same direction. It will be prices and incomes of
particular industries which will be affected and the effects will not he essen-
tially different from those which will follow any shifts of demand between differ-
ent industries or localities."[11]

In fact, it is the unwarranted concentration upon agdregates and averages in
conjunction with a quirk of statistical c¢ompililation that has prevented ecconomists
from grasping the simple truth that ail prices in a given nation need net move in
the same direction to equilibrate the balance of pavments. As Havek points out,
it is ™the purely accidental faci" that price levels are constructed for prices in
a national area that leads to the mistaken belief "... that in some sense all
prices of a country c¢ould be said to move together relatively %o prices in other
countries.™ Needless to sav, ™The faci that the averages of (more or less arbi-
trarily 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.™[12]

To sum up, the variations of particular prices, incomes, and cash balances that
are the essence of the balance-of-pavments adiustment mechanism under the gald
standard do not constitute a general 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 af the U.S. banking system in the early 19%30°'s. In fact, the effects
on prices and incomes that result from a decline in foreign demand for a domestic
product are qualitatively no different from the effects that would be produced by
a decline in demand for the same product which originates domestically. Both cas-
es reflect the usual response of the market to diminished relative demand for a
particular good on the part of market participants., wherever they reside. To la-
kel this market process "deflationary™ in the one case and not in the other is
confusing and serves no useful purpose.

3. The Heaning of the Terms "Inflation™ and ®Deflation™ in an Open Economy

This brings me to the second issue, regarding the applicability of the terms
"inflation® and "deflation™ in describing the effects of monev flows that normally
take place between nations participating in the international gold standard.

inder the gold standard,; gold serves in effect as a homogeneous international
currency. Each member nation, therefore, does not constitute an independent "cur-
rency area” but is merely a constituent of a larger currency area, comprising the
nations that employ gold as the general medium eof exchange. A most important, al-
though often ignored, iImplication of this fact is that changes in the guantity of
money in a particular nation on the gold standard have no mere and no less signif-
icance than changes in the quantity of money in a particular state, city, wor even
household existing within a purely national fiat-currency area.
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Barring a change in the world's supply of gold, & long-run net transfer of mon-
ey from one gold-standard nation to another will occur only in response to a rela-
tive change in the aggregate demands for moneyv between the two regions. But the
same is true todav of a net transfer of dollar balances from one region o another
within the U.S5. or dollar currency area. In the latter case, we would hardly re-
fer, let us say, to the loss of dollars in New Jersey and the acquisitien of these
currency uUnits by New York residents as constituting a monetary deflation and in-
filation respectively. Thus to assert that the fluctuations in national stocks of
money under the international gold standard constitute deflation or inflation is
to confuse "redistributions of money between areas™ that are components of a uni-
fied currency area with changes in Tthe quantity of money in a closed system.¥[13]

Lord Robbins gives a particularly incisive illustration of this point[14]. He
considers a closed economy With a unified monetary system in which a shift in con-
ditions of supply or demand, e.g., a discovery of valuable mineral resources or 2
changed fashiaon in tourism, produces an increase in the relative value of product

and factor services in a particular area. In these circumstances, it is natural
to expect a general rise of prices and incomes in the area. And 1t would prove
"inconvenient and confusing te label +this phenomenon "inflationary.™ "You only

have to carry the thing +teo its limit and consider the rise of prices and the ac-
companving rise of incomes of a single industry, due to any of the causes I have
mentioned, to see how very odd that would be.T{15}

But the same reasconing is applicable to the effecis of international movements
of money under the golé standard. As Robbins explains:

",.. exactly the same thing can occur in national areas which are parts
of the world economy. If the demand feor thelr product rises in compari-
son with the demand for the products cf other areas, or if the volume of
these products forthcoming in markets of elastic demand increases, then,
in a regime of fixed exchange rates, the way in which the workers and
owners of productive resources situated there can receive the increased
share of world production which is awarded %o them by the market is just
this: that domestic incomes and prices of home products rise pari pas-
sy, and the increase of real 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."[161]

There is a plausible objection to the foregoing discussion which notes that, in
contrast to redistributions of money balances between regions within a national
currency area, transshipments of monetary gold reserves between national sover-—
eignties generally involve multiple expansion and contraction of national money
stocks. In other words, the nation losing gold experiences a reduction in its
maney stock that is greater in absolute amount than the gold outflow. Conversely,
the monev stock of the nation gaining gold expands by 3 multiple of the gold in-
flux.

While this is certainly an accurate description of the way in which interna-
tional gold flows affected national money supplies under +the "classiczl™ 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,
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in the nineteenth century, the banking systems of most nations were organized
along the lines of what has been called the "national reserve system."[17]

Under this system, the ultimate cash reserves, gold, for all the nation's banks
were centralized in the hands of the central bank. The gold reserves served as
immediate backing for central bank note and deposit 1liabilities, which, in turn,
constituted the reserve base for the notes and deposits of the commercial banks.
The latter were held, along with central bank notes and gold itself, in the money
balances of the public. Since both the central bank and the commercial banks gen-—
" erally held cash reserves against only a fraction of their liabilities. the money
and credit structure of each national eccnomy resembled an iInverted pvramid, with
a relatively narrow base of gold supporting a much larger superstructure of bank
notes and deposits convertible into gold. As & result, whenever gold began to
leave its vaults to finance a balance-ocf—payments deficit, +the central bank would
be compelled to respond by applying measures designed to¢ halt the outflow in order
to maintain its accustomed or required ratio of gold reserves to liabilities. It
generally accomplished this goal by raising the discount rate and thereby discour-—
aging the discounting and borrowing of the commercial banks. The central bank was
thus able +o contract its outstanding note and deposit liabilities. Thiss, in
turn, placed pressure on the commercial banks to reduce their own note and deposit
liabilities, since the supply of reserve asseis in the system had fallen. Eventu-
ally., +the general deflation of money engineered by the central bank would affect
domestic prices, causing a cessation and reversal of the deficit and the associat-

ed gold outflow.

This "secondary" and artificial manetary contraction, piled on top of the natu-
ral monetary effect of the original gold outflow, was only necessary; bhecause, un-—
der the national reserve system, the central bank generally held a small gold re-
serve relative to the +total stock of bank liabilities convertible on demand into
osold. Obviouslv, no such secandary deflation would need occur in a system where
the money supply consisted solely of full-bodied gold coin and notes and demand
deposits backed 100 percent by gold. Nor would it be 1likely to take place in a
competitive free banking system where there existed no political lender of last
resort. In this case the strivings for profit amidst the rivalry of competitor
banks would lead each bank to identify and maintain the minimum stock of reserves
sufficient to- meet temporary disequilibria in the regional balance of pavments
without having to resort to drastic alteraticns of its supply of notes and depos-—
its to the publiclls8l].

To conclude this sections the international gold standard is not necessarily
incompatible with domestic macroeconomic stability. The flows of gold that regu-
larly occur through a nation's balance of payments are not exogenous causes of in-
flation or deflation. They are rather an endegenous response to relative shifts
in the aggregate demands for money between different nations within the gold-stan-
dard currency area and are therefore explicable on the same principles as intrana-
tjonal flows of fiat curreny.

This is not +to deny that a system-wide wvariation in the value of money could
develop in which every member nation was compelled to participate. Iin the most
likely case: inflation or deflation would occur when +the augmentation of the
world's monetary gold stock during a given period exceeded or fell short of the
increase in world output in the same period. In the long run, however, such opver-—
all movements in warld prices tend to be self-reversing since gold production is
directly related te the purchasing power of moneyil9}.
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4. Fluctuating Exchange Rates and the Autonomy of National
Monetary Policy.

This brings us te the final objecticon te the international goid standard on the
grounds of its alleged incompatibility with domestic macroecaonomic stabilitv.
Granted that the "normal™ operation of the gold standard secures tolerable long-
run price stability in the world economy, is it not still the case that it facili-
tates the domestic importation of random shecks or mpnetary policy errors origi-
nating abroad? For example, a rise in prices generated by an abnormally
expansionary monetary policy in a large nation will result in a balance-of-pay-
ments surplus and influx of gold for a nation pursuing a relatively noninflation-
ary monetary policy. If it strictly adheres to the gold standard,; the latter na-
tion will be denied recourse to an "autonomous™ or "independent™ monetary policy
designed to dampen the inflationary impact on domestic prices. Conversely, a con-
traction of economic activity abroad will generate a balance—-of-payments deficit
and loss of gold reserves for the nation in question, due to a falling off of de-
mand for its products on depressed world markets. The resulting contraction of
its money stock will create excess supply in the domestic goods' market, thus de-
pressing domestic prices, emplovment, and real income.

All this, it is generally held, can be avoided at very little cost by the sim-
ple instrumentality of a freely-floating natiocnal fiat currency. Under this mone-
tary regime, when expansionary pressure is exerted on a nation frem abroad, the
exchange rate will simply float upward, obviating the need for balance-of~pavments
adjustment via inflation of domestic meney and prices. Contrariwise, foreign de-
pressions will be stopped dead at the nation's borders by a painless depreciation
of the exchange rate, which substitutes for the grinding shrinkage of money, bPric-
es, and economic activity imposed by the geld standardI20].

While this argument is very plausible, it is open to challenge on the drounds
that it ignores the effects of inflation and deflation on relative prices. It is
true that some advocates of floating exchange rates have recognized this issue and
attempted to deal with it.

For instance, Gottfried Haberler has admitted that "™... floating does not pro-
vide complete protection from recession abroad, because it shields & countiry only
from purely monetary disturbances from abroad, which can be defined as foreign-in-
duced changes in the money supply. But floating does not protect a country from
real disturbances. And the effects of recessions are not purely monetary in na-
ture. Nonmonetary (real) aspects of recessions are their differential impact on
different commodities and industries (for example, on raw materials versus manu-
factured) goods and, often overlapping, export versus import goods) goods...™[21]

The foregoing is a significant qualification, which opens the door for the de-
valopment of a much more fundamental criticism eof +the case for fluctuating ex-
change rates.

This develoepment was begun by Heilperin in the 1%30'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 +o carry on
any international economic relations at all. Fluctuating exchange rates cannot
insure internal stability -— although they may indeed stabilize some arbitrarily-
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selected price index —- because a country's internal "price structure™ or actual
pattern of relative prices is primarily determined by world market forces.

According to Heilperin:

The very fact of international trade ought +to convey a warning to advo-
cates of a choice (between internal and external stability)! Fluctuat-
ing exchanges must affect the formation of prices within any one coun-
try, and do so to an increasing degree as foreign trade plays a more
important part in the economy of a countryv. Countries which are working
with imported raw materials could hardly maintain stable internal prices
when exchanges of the countries from which they import raw materiails
fall or rise. If advocates of internal stability, as opposed to inter-—
national stabkility, would state their case in terms of the structure of
prices and not in terms of average price levels, they would see at once
that their case is very weak, unless of course, they go on to condemn
the whole of foreign trade as a disturbing factor and proceed to advo-
cate a policy of autarchvi22].

On this basis, Heilperin objects to the view that "... econemic disturbances
and fluctuations are an imported evil; against which a country can insulate itself
through fluctuating exchange. The main body of the theory of business cycles is
worked out on the assumption of a cloased economy. International relations spread
and synchronize eccnomic fluctuations..."{23]

As a proponent of the MAustrian™ or ™monetary overinvestment™ theory of the
business cvcle developed by lLudwig von Mises and Havek, Heilperin 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 busi-
ness fluctuationsf24l. But a system of fluctuating exchange rates does not inter-
fere with the international transmission of changes in relative prices; it merely
neutralizes the externsl forces acting upon a given maticon™s absoclute level of
prices. Indeed, the free-market proponents of freely-floating exchange rates
tirelessly proclaim that one of the greatest virtues of their scheme 1is that it
does not preclude the international changes in relative prices which are needed to
induce a regrrangement of productive activities accerding te the ever—-changing
dictates of comparative advantage.

This is precisely the reason why fluctuating exchange rates cannot successfully
insulate a nation from macroeconomic fluctuations generated abroad. Although
Heilperin himself never extended his analysis this far, this point can be illus-
trated by using the Austrian business-cvcle theory to develop a model sequence of
the effects that follow from the initiation of a purely national inflation in a
world of fluctuating exchange rates.

When the monetary authorities of a foreign nation of significant size inflate
their national fiat money stock, typically via the eXxpansion of bank 1lovans to
business korrowers in their own nation, +the prices of capital or Thigher-order™
goods are bid up == not just in the inflating nation but throughout +the world
economy, since commodity markets are internationally integrated. The increase of
capital goods' prices relative io consumer goods' prices signals business firms in
the relevant jindustries in all nations to expand the ocutput of capital goads and
cantract the output of consumer goods. The stimulus to capital goeds'™ production
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will continue until the inflation is brought to & halt. At that time, a reverse
movement of inflation— distorted relative prices occurs and businessmen finally
realize that many of the long-term investments made in the capital goods indus-
tries during the inflationary boom are unprofitable and must be liauidated. The
revelation of these malinvestments and misallocations of productive factors coin-
cides with the onset of a2 worldwide recession or depression.

Internationallv-integrated capital markets provide a further mechanism for
transmitting the business cycle from country to country. Thus the impulse to (ar-
tificially) lowered interest rates on the money and capital markets of the country
experiencing bank credit expansion will swiftly spread throughcout the world econo-
my » as domestic and foreign investors are induced by the developing interest-~rate
differential to shift their funds t¢ higher vielding investments abroad. In addi-
tion, foreign business firms will find it profitable +to expand their sales of
their securities in that market where security prices have begun £to rise above
world levels due to declining interest rates, while.restricting their borrowings
and security offerings on their respective domestic credit markets. Such equili-
brating shifts in +the supply of and demand for savings hetween national capital
markets {attually submarkets) insure that a strictly national bank credit infla-
tion will tend to uniformly drive down interest rates throughout the world econo-
my . This fall in interest rates will give further impetus to the worldwide boonm
in capital 90o0ds' prices and production described above, since lower interest
rates promote an increase in the capital values of long-lived plant and equipment.
On the other hand, when the inflating natien calls a halt to further bank credit
creation, an impulse %o rising interest rates travels throughout international
capital markets; precipitating a world-embracing collapse of the capital values of
investment goods and the onset of recession.

As long as it engages in international trade, therefore, a country may undergo
a boom-and-hust cvcle with a perfectly "stable™ national price level, protected by
floating exchange rates,; when there occur reversible relative-price and interest-
rate changes in world commodity and capital markets,; which are the result of an
inflationary boom engineered by foreign monetary authcrities. The alleged ben-
efits of a system of fluctuating exchange rates, purchased at the sukstantial cost
of the demolitien of an international money. thus turn out to be only a mirage of
macroeconomic theorizing.
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