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 Alterna tie
International Monetary Systems

Recent years have witnessed an ever-increasing degree of monetary disorder worldwide.
Over the past decade, and particularly during the last year and a half, the U.S. bond and
money markets have been characterized by unprecedented interest rate swings. It is now
generally agreed that financial market volatility is primarily caused by changing inflationary
expectations and that these changing expectations, in turn, reflect volatile fluctuations in
monetary growth. However, wide differences of opinion do remain on how to best efiminate
excessive monetary growth and corresponding inflationary pressures.

The stated aim of current Federal Reserve policy is to slowly reduce domestic monetary
growth. Despite this goal, the dramatic swings in monetary growth which have occurred
during this credit cycle have raised questions about whether it is possible to achieve a steady
reduction in monetary growth under the existing international monetary mechanism.
Accordingly, the long-term viability of the current international monetary structure is again
coming under question.

The purpose of the ICEPS symposium on monetary systems was to discuss three possible
alternatives to the existing international monetary framework. An examination of these three
alternative international monetary mechanisms raised critical questions about the existing
system. In so doing, the ICEPS symposium provided a number of insights on how best to
eliminate inflation and the financial-market instability which it was brought about.

The speakers, and their recommended currency regimes, were as follows: (1) Louis L.
Lehrman (gold standard)-—President, Lehrman Institute and Chairman of the Executive
Commiftee, Rite-Aid Corporation; (2) Professor Wilson E. Schmidt (flexible currencies)—
Professor of Fconomics, Virginia Polytechnic Institute and U.S. Executive Director-Designate
of The World Bank. Author of The U.S. Balance of Payments and The Sinking Doliar; (3) Dr.
Fugenie D, Short {currency denationalization}—international economist, Southeast Banking
Corporation, and Fellow, The International Center for Economic Policy Studies.



George Gilder— As Program Director of The In-
ternational Center for Economic Policy Studies,
I welcome you to this afternoon’s forum. The
subject is “Alternative International Monetary
Systems.” Our chairman for today’s session is
james B. Ramsey, chairman of the economics
department of New York University. He is the
author of several books on econometrics and
energy, among other subjects, and he's a very
tough and incisive moderator as | can attest
from previous sessions. So without further ado,
I'd like to introduce James Ramsey.

James Ramsey--Thank you, George. We have
three major speakers. The rules of the game,
roughly, are as follows, First of all, | would fike to
introduce the major speakers in turn. They will
have a chance to have their say for about 15 to
20 minutes.

Now, our three speakers for today-—our
first, Mr. Lewis E. Lehrman, who favors a true
gold standard. | say a gold standard since in his-
tory there have been several various versions
and attempts, and he is going to propagate one
of them, so it's best—if one is to criticize—to
criticize that which is being propagated rather
than some other. Mr. Lehrman endorses the
classical gold standard but opposes the gold-
exchange and reserve currency systems. Next
will be Professor Wilson Schmidt from VP1 and
also the infamous —for some, famous— Shadow
Open Market Committee. He is going to recom-
mend that we move from dirty floats to clean
floats. Last is Dr. Eugenie Short, economist for
the Southeast Banking Corp. in Florida, who is
going to argue for a competitive, non-govern-
ment supply of money. In short, this lady has the
courage of Milton Friedman’s convictions.

For some brief opening remarks, last time |
moderated an {CEPS conference | tried to guide
the listeners slightly. t do this because, as an “in-
tellectual” {'m not really, but people think | am)
| have the intellectual arrogance to suggest that
there are things that people should pay attention
to when the speakers speak. One thing that |
would like you to consider today is the distinc-

tion between economic effects and efficient
economic arrangements in the abstract versus
the effects of the political mechanism and the
actual outcome that would evolve from those
abstracts given the nature of the political pro-
cess. Indeed, the cynic might say that there is no
economic system which some politician some-
where at some time cannot beautifully foul up.
The caveat regarding political power is moder
ately well Hlustrated by a debate | had with then-
Senator Muskie. [ had pointed out that if one
was concerned about governmental deficits that
there was an easy, quick, and relatively painless
way to eliminate them within 24 hours; namely,
we should make sure that each politician was
petsonally responsible to one one-hundred thou-
sandth part of whatever the deficit might be. As |
predicted, within 24 hours the entire: - deficit
would be eliminated; in fact, if you gave. th i

had me, and he replled "Congress would '
redefine the word ’defuc:t " He was. nght

cessful resolution of the monetary syste'
recognize the effects of the powerful
pressures and the propensity of politi
seek most effectively (indeed, for many.of
far more effectively than you or ) their own self-
interest. And with that, ladies and gentiemen,
may | give you our first speaker today, Mr. Lewis
E. Lehrman of the Lehrman Institute, who is
going to argue that the answer to this. ticklish
and partiaily political problem is to advocate a
gold standard. Ladies and gentlemen Mr
Lehrman.

Lewis E. Lehrman—Thank you very much, hm
Last winter, on the pages of the Wall Street Jour-
nal, Milton Friedman wrote, “Despite vigorous
efforts by the Fed to implement the October 6,
1979 Volcker monetary policies [otherwise
known as the "Saturday Night massacre”] mone-
tary growth has varied over a wider range since
October 6, 1979, than in any period of com-
parable length for at least the last two decades.
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“It's a serious question in a free and open society
whether one should have— expressly conveyed
by statute—a monopoly in the money markets.”

Lewis Lehrman, Lehrman Institute

That fact is recognized by the Fed itself,” Mr.
Friedman went on, “by its defenders and by its
critics.” Professor Friedman's remarks go to the
heart of the problem of the Federal Reserve sys-
term. The Fed's governors honestly believe they
can attain a goal that is not within their power to
reach, namely, to fix the guantity of money in
circulation in the market—a world market
bounded by four billion people, trillions of
dollars and active participants, whose supply
and demand for dollars in the market varies ac-
cording to taste and market conditions. These
governors also believe they can finetune the
world’s most complex economy by changes in
credit policy and by monetary-base manipu-
lation.

Monetary-base manipulation leads to the
Fed’s daily interventions in the money and capi-
tal markets. One only has to be in the financial
markets as a bond-buyer to know the extent of
Fed interventions and the destabilizing effects
they have when they are unanticipated, or even
when they are anticipated. These so-called Fed
“open-market operations” have led to the sys-
ternatic expansion of the government securities
portfolio of the central bank. Now, not only has
this process indirectly financed the government
deficits of which the government securities in
the Fed's portfolio are merely the represen-
tation, but they have led to a perennial eight to
nine percent increase in total, adjusted Federal
Reserve bank credit and monetary-base expan-
sion {about three to four times the rate of growth
of real output over two decades).

Through this mechanism of open market
operations - the buying and selling of govern-
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— Lewis Lehrman

ment securities on a discretionary basis by the
Federal Reserve system — the Fed has become
the engine of world inflation. Now, it's important
to understand that in a free market order, neither
the amount of money in circulation nor its
growth rate can be determined by the central
bank. For, quite simply, the Fed does not possess
all the necessary global market information; nor
does it have the proven operating techniques, as
recent and past history demonstrate. Nor does it
have the providential foresight fo anticipate the
expected rate of growth of real output, the ex-
pected level of cash balances actually to be
desired in the future, and the amount of dollars
demanded in a market which s fully integrated
through the mechanism of arbritrage among the
various countries of the major trading nations. It
is true that the Fed can influence the conditions
governing the supply of money and credit, but it
is the users of money in the market who deter-
mine their demand for it. It is you and |, partici-
pants, buying and selling, trading, desiring new
goods and services, desiring to repay debt, who
alone determine the level of dollar cash bal-
ances that we desire to hold. And in no market
interval can the Federal Reserve system pre-
cisely specify that quantity of cash balances
which we determine to hold for our own
account,

Moreovey, it is also true that no money-
supply growth rate during a specific market per-
iod is necessarily correlated with a specified rate
of inflation. The money supply cannot even be
precisely defined or measured, as all of you in
this room know from reading the newspapers
day in and day out. The Federal Reserve rede
fines the money stock on an annual basis, if it
does not do so quarterly and monthly! it's either
M,, M,A, M,B, M;, M,, L. or any proxy which
seems to show a higher correlation coefficient
for a certain preceding market period which
gives the analysts at the Fed a certain degree of
comfort for their failures in the past, The fact of
the matter is that the Federal Reserve system has
gone through systematic redefinitions of the
money supply since the enactment of the stat-
ute itself in1913 —either every decade, or as has
been the case recently, every year.

My view is that instead of the Promethean
urge to specify the quantity of money in circula-
tion through reserve requirement manipulations,
open market operations, and insufficient move-
ments of the discount rate, the goal of the cen-
tral bank should be reasonable price level stabil-
ity. That's what the American people want, and
in a free and open society, their will should pre-
vail. Reasonable price level stability is a goal
that can be achieved. Not perfectly — no human
institution can be perfect. But we have a whole
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“For the purposes of anchoring the price level over the

long run, we should establish the dollar
as a weight of gold.” — Lewis Lehrman

history of monetary policy where reasonable
price level stability was achieved over decades,
indeed, over generations,

f think it's a serious question in a free and
open society, whether indeed one should have,
expressly conveyed by statute, a monopoly in
the money markets, But if we must have a mo-
nopoly central bank, we have learned — George
Stigler having shown to my satisfaction — that a
monopoly operates efficiently only when it
simulates the operations of the market. For
these purposes, | have recommended in the past
the use of the discount rate, which is the price of
credit, as the mechanism by which the flow of
new money through the sluice gates of the cen-
tral bank is controlled. And though the discount
rate is a superior technique for allocating the
quantity of credit in the markets, it is only good
in the short run. The discount rate or open
market operations is a technique for making the
supply and demand for credit elastic in the
markets, with respect to the trade cycle.

For the purposes of anchoring the price
level over the long run, one establishes the
dollar as a weight of gold. One chooses gold not
because it is a perfect commodity for this pur-
pose, but because it is the least imperfect of the
commodities which history, economic analysis
and theory give to men and women to use for
the exchange medium in an advanced industrial
society. For that again we have the data and the
statistics. [n my view they are compelling, even
if they will not produce a utopia. Comparing any
period of the gold standard (which lasted, in ef-
fect, from 1821 in England until the recent post-
Second World War period with the emergence
of dirty floating exchange rates, the end of the
gold standard, and substantial manipulation of
the credit markets by the central bank) suggests
that on all counts the gold standard {(a) produced
reasonahle price stability over the long run,
never varying by more than two percent annu-
ally per vear, (b} accompanied stable rates of
gain in income and output (in pre-World War |
American history, subsequently placed under
the Federal Reserve managed currency regime),
and () accompanied high rates of investment
and savings with people sure of the future value
of their savings, given the constant purchasing
power of gold. It's for those reasons that |
recommend it for your consideration, and as a
means by which President Reagan will be able to
bring about not only stability in the credit and
bond markets but a stable dollar. If we remem-
ber that President Reagan’s two economic goals
are an end to inflation and sustained economic
arowth, we have but to look to the classroom of
history to observe that the successful history of
the West is accompanied by the gold standard.
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Ramsey—Qur next speaker is Professor Wilson
Schmidt, Virginia Polytechnic Institute and the
Shadow Open Market Committee, who is going
to recommend that, while we currently enjoy
“dirty floats,” environmental protection laws
ought to lead us to “clean floats.”
Wilson Schmidt—Thank you, Jim. I'd like to
thank Bill Hammett for organizing this con-
ference. it's a pleasure to meet on the dais peo-
ple with whom | basically agree on almost every-
thing-except this particular issue.

| have a quotation from what Lewis Lehe-
man wrote in the Morgan Stanley monthly publi-
cation in May of this yeas, called “The Case for
the Gold Standard” | quote, “The technical
meaning of the gold standard is that countries
that belong to it are prepared to buy and sell, at
the official rate, all the gold offered and all the

gold demanded.” | think Lewis Lehrman is
wrong. He is a fixed exchange rate man. “Gold
standard” means fixed exchange rates.

In 1948, | was in my second year of gradu-
ate studies at the University of Virginia (and may
| say that this is an unusual occasion — you have
two University of Virginia Ph.D.s on the same
dais — this is the first time in the history of New
York that this has occurred). | was sitting there in
the class, and it was an exciting period of time.
Frank Shakespeare will probably remember it.
The Fund had just been created, the World Bank
had just been created, Ragnar Nurkse here at Co-
lumbia had written a fabulous book called The
International Currency Experience. He told us all
how bad floating rates were in the 1930s, and in
1948 1 was sitting there absorbing all that infor-
mation and all of those ideas. Then one morning
Roy Mikesell, who was my professor —whom
some of you may know —said, “If you reaily
believe in free enterprise, you'd be in favor of
floating exchange rates.”” And it hit me like a
rock. | was being duped by the Fund and the

MANHATTAN REPORT —SPECIAL EDITION






