'THE WALL STREET JOURNAL.

FRIDAY, JUNE 29, 1984

Golden Antidote to High Interest

By Lewis K. LLEHKMAN

The threat o wmtlation and punitive in-
terest rates Is the trianscendenl economic
Issue of our times. This financial disorder
15 0 our generation what depression and
the tragedy of unemployment were to our
parents and grandparents. Searching the
20u-year history of the Industrial Revolu-
ton o find a full decade of average inter-
est rates as high as those during the period
of 1974 to 1984, it is necessary to go back to
the French Revolution and the total finan-
cial collapse of France in the years 1789 to
1799. The modern history of interest rates
shows that in periods such as ours there
has been only one way to return to rela-
tively low, long-term interest rates, and
that is by a monetary order based on a
gold-backed currency.

For example, the period of the Ameri-
can Revolution was a time of paper-money
hyperinflation, immense budget deficits
and high interest rates (for example, 26%
lv 0% on long-term government bonds in
1787). As a result of this experience, the
founders in 1789 established the new cousti-
tutiona] republic upon the bedrock of a
currency and credit reform-largely the
iniliative of Alexander Hamilton. Through
the Coinage Act of 1792 he refinanced the
public debt and established a convertible
dollar, based on a gold-and-silver stan-
dard. As a result, low fixed interest rales
of 6%' to 7%a% for long-term government
bounds became commonplace. After the
monetary reform, between 1792 and 1801,
budget deficits were actually exceeded by
budget surpluses. A decade of economic
Lo without flation fullowed domestic
nwobelary reform.

Restoration of Gold Franc

By means of a very sunilar monetary
reforin — restoration of the gold tranc—Na-
poleon ended the French revolutionary pe-
riod of inflation, floating exchange rates
and high interest rates (average yields of
34% in 1799 on government bonds). These
high interest rates, like our own, had been
brought about by government-manipulated
“‘assignats,” the inconvertible paper-
money issues of the French revolutionary
government. The return to gold convert-
ibility brought down interest rates to 6%
tor lower) on government bonds from
1806—with a few years' exceptions—until
World War 1.

As recently as 1959, after two decades
of a flexible franc and comparatively high
interest rates, French President Charles
DeGaulle and Prof. Jacques Rueff re-
formed the domestic monetary system and
launched the Fifth Republic on a decade of
economic growth, exceeding even Ger-
many’'s growth. The Ruelf reforms re-
stored i franc convertible to gold, ended
France's inflation, jowered interest rates.
led to a bLulanced budget and linked the
gould franc to the Bretton Woods system of
fixed exchange rates.

A century and a half earlier in Britain,
the 1819-1821 restoration of the gold stan-
dard had ended an era of comparatively
high interest rates, floating exchange rates
and parliamentary paper-money experi-
ments. These experiments also had begun
during the Anglo-Napoleonic wars—ua 24-
year hnancial nightmare (1795-1819) ot a)-
ternating wartune mtlation and peacetine
austerity and deflation. For example, Brit-

ish long-term government bonds yielded
39 to 5% from 1736 to 1785, From 1795,
when pound convertibility was suspended,
yields almost doubled, peaking at nearly
% in 1798. But in expectation of the return
to gold convertibility of the paper pound in
1819, yields declined almost 50%, and con-
tinued to decline thereafter. The capital
markets of London revived, undergirded
by sterling convertibility to gold, and of-
fered interest rates of 2% to 4% for British
government bonds for almost a century.
In 1879, the U.S. officially ended a 17-
yeir epoch of inconvertibility and financial
disorder. The Civil War and Reconstruc-
tion period, with its paper money (''green-
bucks") and floating exchange rates, was
also 1arked by comparatively high inter-
ust rates. For example, the average yield
on long-term government bonds duriuy: the
18508 was 1.33%. In the first year atter the
suspension of dollar convertibility m 1861-
62, yields ran about 50% higher, to average
about 6.5%. Peuak rates also occurred in
1861- 1862 —6.75% as measured in greenback

yields, higher if measured in gold prices.

During Reconstruction, in expectation
of the return of gold convertibility in 1879,
market yields on long-term government
bunds declined to 3.75%, a 40% decline
from the peak in 1861-1862. During the dec-
ade after dollar convertibility was restored
(1879-1889), average yields declined radi-
cally to 2.13% in 1889, averaging 2.71%. for
the entire decade. The U.S. monetary re-
form of 1879 had reestablished a necessary
condition of low interest rates—the gold
dollar—and linked it to the international
monetary order of the day, a general sys-
tem of multinational currency convertibil-

ity and free trade, upheld at the center by
the  convertible, gold-backed  British
pound.

Why do free convertible currencies and
an international monetary order, based on

. the gold standard, produce such positive

financial effects? Because only a fixed va-
lue for any unit of measurement can be-
stow reliability and trust on the chosen
standard. Faith in a just and lasting value
for an objective standard of economic
measurement and _exchange, namely

Who would arbitranly
depreciate the value of the
yardstick to 30 inches to-
morrow, or gradually aug-
ment its value to 40 inches

one year from now?

money, is crucial for commerce. Confi-
dence in the fixed value of the monetary
standard, the measuring rod of economic
value, is similar to our enduring trust in
the fixed value for the principal measure
of length, the yardstick—always 36 inches.
Who would arbitrarily depreciate the value
of the yardstick to 30 inches tomorrow or
gradually augment its value to 40 inches
one year from now?

That is precisely the arbitrary power
we give today to the Federal Reserve—to
depreciate and appreciate the value (_)f the
monetary yardstick, the dollar. That's be-
cause there is no longer any legal require-
ment to maintain the value of the mone-



tary standard-—that is, a stable dollui, a
convertible currency. And because of uni-
versal floating exchange rates, the Fed is
in fact free, through open-market opera-
tions, to increase or decrease the supply of
credit and money without limit. The flnan-
clal markets are fully aware of this fact,
reminded as they are by the open-market
operations of the New York Fed at 11:45
a.m. almost every day. Indeed, total Fed-
eral Reserve financial-market purchases
and sales of government securities have
reached $2 trillion in a single year. Imag-
ine the destabilizing effect of $2 trillion of
government purchases and sales in the
market for any other product.

By means of open-market operations,
the Fed creates and destroys bank money
without creating or removing new goods
and services during the same market pe-
riod. Thus, on the one hand, too expansive
open-market purchases of government se-
curities by the Fed cause demand to ex-
ceed supply at prevailing prices and infla-
tion gets under way, as happened between
1977 and 1980. Or, on the other hand, open-
market sales of government securities by
the Fed often reduce credit too abruptly
and cause demand to fall short of suppty,
and a drift toward deflation gets under
way. This happened in the fourth quarter
of 1881 and more recently in the third week
of this past May when, just after the col-
lapse of Countinental Hlnols, the Fed o ld
$4.1 billion ot govermment securitics ..

ing to the largest ever weekly drop i t vd-
eral Reserve credit. Uncertainty riout
such Fed operations has raised the 1isk

prenuum 10 nterest rates.

Only a fixed monetary standard can
abolish this risk premium in long-terns in-
terest rates and renew faith in the fixed
vilue of all future money payments on bor-
rowings (bonds, mortgages, stocks and
other long-term financlal contracts). Conlti-
dence in the stable future purchasing
power of a convertible dollar leads directly
to a boom in the supply of savings offered
for long periods at fixed, low rates. This
new supply of savings will tend to lower
the price of credit, i.e. interest rates. Only.
a real currency, legally convertible to gold
at a fixed rate, can bring about these ef-
fects in the capital markets. That is why
the Constitution of our country—original-
ing as it did in 1789 after a catastrophic
inflation of the previous currency of the
Continenta) Congress (*‘not worth a Conti-
nental"') —upholds a gold- or silver-bucked
currency.

In this general understanding, a com:
prehensive economic reform, containing
the solutions to the related problems of in-
flation, the budget deficit, high interest
rates and the hidden threat of deflation
follows directly from the analysis:

1) Reduce as rapidly and humanely as
possible the federal budget deficit. But the
president cannot currently control the defi-
cit without using an indiscriminate, broud-
brush veto of multibillion-dolar appropri-
ations bills. The president needs the line-
item veto he has requested and the legal
forces of a constitutional amendment in
order to require Congress to balance the
budget annually in the future.

2) The economic-reform program also

. should include a renovation of the federal

tax structure—a low, stmple, fair flat tax.
This would create compelling incentives
for more work, saving, investment, new
Jubs and the production of new goods, and
therefore tend to balance supply-and-de-
mand conditions in the market through

econonlic growth, without creating disin-
centives Qy raising tax rates. In truth, an
authentic demand for a balanced budget
#nd low Interest rates can only mean a de-
mand for raising tax revenues through
rapld economic growth without Inflation.
New Monetary Phllosophy Needed

3) At the same time, the Fed must
abandon its failed quantitative monetary
targeting. A new Federal Reserve mone-
tary philosophy must be adopted—one that
will supply, at market rates, the new
money and credit currently needed by
small enterprises, farms and entrepre-
neurs for the profitable production of new
goods and services. So long as new money
is borrowed at market rates to create new
gouds and services, there can be no infla-
tion. If the ratio of new goods to new credit
stays approximately in balance over the
long term, it does not matter how much
new credit and money is created. ]

4) This new Fed target should be part of
a domestic and international monetary re-
form designed to restore a gold-backed dol-
lar.

We know that sustained economic
growth and full employment require a
long-term investment boom and the re-
building of a competitive American econ-;
omy. And that a long-lterm investment’
boom requires the means to finance it. To
restore ample long-term bond markets at’
low, fixed interest rates, we must ensure”
the value of all future money payments to'
those willing to lend their savings for the
long term. This means, by every careful
study of history, a true and reliable mone-
tary standard, and only a gold or silver;
backed currency has been the honest
money of history. '

Mr. Lehrinan, a businessman now ac-
tive in public affairs, was a member of thé
Gold Commission created by Congress in
1951). '



