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IN THE last two years there have been two changes
in the official dollar price of the U.S. gold stock. In
May 1972 Congress approved a change in the official
price of gold from $35 an ounce to $38 an ounce;
Congress approved a further change effective in Oc-
tober 1973 from $38 an ounce to $42.22 an ounce. The
act of changing the official dollar price of gold, under
the situation in recent years where the United States
has not bought or sold gold at the official price, does
not by itself have monetary consequences. However,
subsequent transactions between the Treasury and the
Federal Reserve do have important monetary effects.

This article analyzes the monetary effects of the
two recent changes in the official price of gold. As
will be shown, a change in the price at which the
United States does not buy or sell gold can have an
influence on aggregate demand in the economy, and
does have implications for the level of the national
debt.

Before beginning the analysis, it should be empha-
sized that this article is concerned only with the mone-
tary effects of changing the official price of the gold
held by the United States. During the last five years
the market price of gold has changed daily and has
been much higher than the official gold price.1 Also,
the change in the dollar value of the U. S. gold stock

on the two occasions discussed in this article resulted
solely from official revaluation of the gold stock, not
from changes in the amount of gold owned by the
United States. In the analysis that follows, it is as-
sumed that the Federal Government did not alter
its spending plans as a result of the changed official
price of gold.

In this article the tenn “gold stock” will refer to the
“monetary” or “Treasury” gold stock of the United
States. The Treasury gold stock consists of monetized
gold (gold against which gold certificates have been
issued to the Federal Reserve Banks) plus nonmone-
tired gold (gold against which no gold certificates
have been issued). The Treasury gold stock differs
from the total gold stock of the United States. The
total gold stock also includes gold in the Exchange
Stabilization Fund, a Treasury account that has been
used for stabilization operations in foreign exchange
markets and for official purchases and sales of gold.
Both the Treasury and the total gold stock exclude the
U.S. gold subscription to the International Monetary
Fund,2

First, Treasury actions subsequent to the two recent
changes in the official dollar price of gold are ex-
amined; then Federal Reserve actions and the mone-
tary consequences of the combined Treasury and Fed-
eral Reserve actions are discussed; and finally the
effects of Treasury and Federal Reserve actions on the
national debt are analyzed.

Given an increase in the official dollar value of the
gold stock, the Treasury may decide to hold the in-
creased value of its assets as more “cash,” in which
case, there is no effect on bank reserves or the mone-
tary base. On the other hand, the Treasury may de-

2
Federal Reserve Bank of New York, Glossary: Weekly Fed-
eral Reserve Statements, “Factors Affecting Bank Reserves”
(September 1972), pp. 19 and 20.
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1
1n March 1968, the United States and major European gov-
ernments agreed to discontinue intervention in the private
gold market to stabilize the price of gold. In effect, this deci-
sion established a so-called “two-tier” system under which
central banks agreed to buy and sell gold only at the official
price of $35 an ounce. The two-tier system separated the
official price of gold for transactions among central banks
from the market-determined price. In August 1971, the Presi-
dent announced that temporarily the United States would no
longer redeem dollars for gold. Finally in November 1973,
the United States along with six European countries agreed to
abandon the two-tier gold system. According to Arthur Burns,
Chairman of the Board of Governors of the Federal Reserve
System, at a press conference held on November 13, “the
practical upshot of all this is, that from the standpoint of the
American Government, the U.S. may henceforth sell gold
from its stockpile but the U.S. Government will not buy gold
either from other central banks or from the market, in
present circumstances and in foreseeable circumstances.”
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monetary base. Since the $800 million increase in the
dollar value of the gold stock was absorbed into
Treasury cash holdings,5 there was no net increase in
monetary base which would have provided more bank
reserves to support additional private deposits.

On May 15, 1972, the Treasury took steps to mone-
tize the increased value of the gold stock, This oc-
cuffed as follows: the Treasury issued to the Federal
Reserve Banks gold certificates equal to the increased
official dollar value of the gold stock and, in return,
the Treasury received from the Federal Reserve an
increase of an equal amount in its deposits at the Fed-
eral Reserve Banks, These results are shown in Illus-
tration I.

Illustration I

Assets liabilities

+$800 million Treasury +$800 million gold
deposits at Federal Reserve certificates

Federal Reserve

Assets Liabilities

The Treasury does not buy goods and services di-
rectly with gold. The Treasury disburses its payments
for goods and services from its accounts at the Federal
Reserve Banks. Hence, the Treasury converted the in-
creased dollar value of gold, a non-spendable item, in-
to a spendable item, deposits at the Federal Reserve
Banks. Meanwhile, the increased value of the gold
stock became a 100 percent backing for the gold cer-
tificates which the Treasury issued to the Federal
Reserve,

Referring back to Table I, it can be seen that the
monetary base would still be unchanged. The expan-
sionary effect on the base of a decrease in Treasury
cash holdings was offset by the contractionary effect
of an increase in Treasury deposits at the Federal
Reserve Banks. The amount of base money held by
the public and the commercial banks was still un-
changed.

5Treasury cash holdings represent the funds that the Treasury
technically has at its disposal without drawing on its deposits
at the Federal Reserve or Tax and Loan accounts at com-
mercial banks. This account includes any currency and coin
held by the Treasury in its own vaults plus nonmonetized
gold and silver bullion, silver dollars, and nonsilver coinage
metal. Federal Reserve Bank of New York, Glossary: Weekly
Federal Reserve Statements, “Factors Affecting Bank Re-
serves “ (September 1972), p. 20.

Monetization of Gold

Treasury

-+-$800 million gold
certificates

+$800 million Treasury
deposits

3The actual change in the official value of the Treasury gold
stock was $822 million. For expositional ease, this figure is
rounded to $800 million. As a result of the change in the
official price of gold, total reserve assets of the United States
rose by $1,016 million on May 8, 1972; this consisted of $822
million Treasury gold stock, $6 million in gold holdings in
the Exchange Stabilization Fund, $33 million in the reserve
position at the International Monetary Fund, and $155 million
in SDRs.

4
For a discussion of the monetary base, see Leonall C. Ander-
sen and Jerry L. Jordan, “The Monetary Base — Explanation
and Analytical Use,” this Review (August 1968).
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The monetary base expanded only as the Treasury
subsequently used its newly acquired $800 million to
pay for goods and services. In the week ended May 17,
Treasury deposits at the Federal Reserve Banks de-
creased by over $800 million. The effects of these
transactions are shown in Illustration II, As the Treas-
ury bought goods and services from the private sector
of the economy, there was an increase in demand de-
posits of the public at conunercial banks. Reserves of
commercial banks (member bank deposits at the Fed-
eral Reserve Banks) increased as deposits of the
Treasury at the Federal Reserve Banks decreased. Re-
ferring again to Table I, on the sources side of the
monetary base, Treasury deposits decreased, and
therefore the previously increased dollar value of the
gold stock resulted in an equal rise in the monetary
base, other factors remaining constant.

October 1973 (I~ooreto e.ro. fl/betel Price o Gold
-~ In the week ended October 24, 1973, following
Congressional approval, the official dollar price of
gold was again increased, this time by slightly over 11
percent. The Treasury gold stock, which had been
officially valued at about $10.4 billion in the previous
week, was now valued, with the new official price
of gold, at about $11.6 billion. The official dollar value
of the gold stock rose by about $1.2 billion.6

The U.S. Treasury again, as in May 1972, had a
choice of actions — either neutralize the effect on the
monetary system of this increase in the dollar price of
gold or monetize the $1.2 billion and use it to pay for
goods and services, hence increasing bank reserves
by this amount,

In the week ended October -24, 1973 the dollar
value of the gold stock rose by about $1.2 billion, and
Treasury cash holdings also increased by $1.2 billion.
At this point there was no net effect on the monetary
base. On October 25 the Treasury issued gold certifi-
cates to the Federal Reserve Banks and Treasury
deposits at Federal Reserve Banks increased $1.2
billion. Thus the increase in the official value of the
gold stock was monetized, or, in other words, was
available for the Treasury to use to pay for goods and
services produced by the private sector.

So far, there still had been, no net effect on the
monetary base. Then, over the three-week period

t
As a result of the change in the official price of gold, total
reserve assets of the U.S. rose by $1,436 million on October
18, 1973. The total increase consisted of the following: $1,157
million Treasury gold stock, $8 million in gold holdings in the
Exchange Stnbilization Fund, $54 million in reserve position
at the International Monetary Fund, and $217 million in
SDRs.
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demand depasits

~$80o mitlian goods
and tervices

from October 24 through November 14, as the Treas-
ury made payments, Treasury deposits at the Federal
Reserve decreased by $1.2 billion, and deposits of the
public, the monetary base, and bank reserves were
increased by $1.2 billion (assuming other factors af-
fecting reserves and deposits were unchanged).

Federal 17cc orc3e to /:;bfltfle73#rofl

a Gold

The analysis of the effect of the change in the offi-
cial price of gold has proceeded up to this point with
the assumption that Federal Reserve actions did not
offset the expanding effects of the Treasury’s actions
on the monetary base. By altering its holdings of
Covemment securities, the Federal Reserve can offset
any other factors operating to change the monetary
base.

The following analysis is not intended to ascribe
any policy intent to Federal Reserve actions. The anal-
ysis is only concerned with whether Federal Reserve
open market actions, regardless of the reason for
which they were conducted, offset the effects of the
monetization of gold and subsequent Treasury actions
on the monetary base.

Following the May 1972 change in the official price
of gold and the subsequent actions by the Treasury,
initially the monetary base rose by $800 million. The
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$800 million effect on the monetary base was not off-
set by Federal Reserve sales of Government securities.
From the week ended May 10 through the week
ended May 31, 1972, the Federal Reserve’s average
holdings of Government securities remained tin-
changed.

The private sector had exchanged $800 million of
goods and services for $800 million of noninterest-
bearing debt (monetary base) of the monetary au-
thorities (assuming other factors affecting the supply
of base were unaffected by the transactions following
the change in the official price of gold). In the process
by which commercial banks adjusted their portfolios
to the increased amount of monetary base, the money
stock expanded by a multiple of the increase in the
monetary base. Given the prevailing value of the
money multiplies; an increase of about $800 million in
the monetary base supported about a $2 billion higher
level of the money stock.

The Treasury was able to pay for $800 million of
goods and services without using tax revenues or put-
ting additional upward pressures on market interest
rates by increasing the stock of Government securities
held by the public. However, this does not mean that
the Government sector was able to acquire goods
without any effects on the real disposable income of
consumers. Since the effect on the monetary base was
not offset by Federal Reserve actions, there was a re-
sulting expansion of the money stock, an expansion
of total demand, and ultimately upward pressures on
prices.

Following the October 1973 monetization of gold,
the expansionary effect on the monetary base of the
subsequent Treasury actions was offset by Federal
Reserve sales of Government securities. From the
week ended October 24 through the week ended
November 14, the Federal Reserve reduced its aver-
age holdings of Government securities by about $1.2
billion, an amount equal to the increased dollar value
of the gold stock.

The complete process by which Federal Reserve
actions offset the effect of the monetization of gold
is shown in Illustration III. In the first stage, gold
certificates held by Federal Reserve Banks and Treas-
ury deposits at the Federal Reserve Banks both rose
by an equal amount. In the second stage, the Treas-
ury paid the public for goods and services by writing
checks on its accounts at Federal Reserve Banks. De-
mand deposits of the public rose, demand deposits of
the Treasury at the Federal Reserve Banks fell, and
bank reserves rose.

In the third stage, the rise in bank reserves was
offset as the Federal Reserve sold securities to the
public. U.S. Government securities held by the public
rose and, as they paid for these securities, demand de-
posits of the public fell and bank reserves contracted.
The final result is also shown in Illustration III. The
public had exchanged goods for interest-bearing
Government debt. The monetary base was unchanged
and the money stock was either unchanged or some-
what higher, depending upon the interest rate effects
necessary to induce the public to hold a larger stock
of interest-bearing Government debt.

Federal Reserve open market operations offset the
effect of the Treasury actions on the monetary base
and hence nullified the possible multiple expansion
of the money stock. However, the stock of Govern-
ment securities held by the public was increased as a
result of the Federal Reserve open market sales.

Tire Effect; of Monetization of Gold on the
ivatFr•na.l Debt

For the operations of the Treasury, one of the main
effects of the tsvo increases in the dollam value of the
gold stock was that the Treasury now had an alter-
native means, in addition to using tax revenues or the
proceeds from the sale of Government securities, to
finance its planned expenditures. By monetizing the
increased dollar value of the gold stock the Treasury
was able to pay for $800 million of goods in the spring
of 1972 and $1.2 billion of goods in the fall of 1973
without using tax revenues or issuing more Govern-
ment securities, and hence increasing the amount of
Federal debt subject to the statutory debt limit set
by Congress. This result holds regardless of whether
Federal Reserve actions offset the effects of the Treas-
ury actions on the monetary base.

In the case where the Federal Reserve did not sell
Government securities to the private sector as the
Treasury bought goods and services from the private
sector, as appears to be the case after the May 1972
gold price change, the amount of noninterest-bearing
Government debt (monetary base) held by the pri-
vate sector increased. There was no increase in the
amount of interest-bearing debt (Government secu-
rities) held by the private sector, as would have been
the case if the Treasury had financed its $800 million
expenditure through proceeds obtained by selling
Government securities to the private sector. Hence,
the amount of outstanding Government debt subject
to the national debt ceiling was less than it other-
wise would have been for the same amount of Govern-
ment expenditures.
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In the case where the Federal Reserve engaged in
open market operations and sold Government secu-
rities as the Treasury disbursed the funds it acquired
from monetizing gold, the national debt was also less
than if the Treasury had financed its purchases by
selling securities to the private sector. This situation
occurred in the fall of 1973 and was shown in Illustra-
tion HI. Federal Reserve sales of Government securi-
ties offset the influence of Treasury actions on the
monetary base. The stock of Government securities
held by the Federal Reserve Banks fell and the stock
of Government securities held by the private sector
rose by an equal amount. Government securities held
by the Federal Reserve Banks are also counted in the
Federal debt subject to the debt ceiling. Therefore,
on balance, there was no additional upsvard pressure
on the national debt ceiling.

Whenever the Treasury finances its expenditures by
selling Government securities to the private sector,
then clearly the net nominal interest cost to the
Treasury rises. When the Treasury finances its expen-
ditures through monetization of gold, the effect on
the net interest cost to the Treasury depends upon
subsequent Federal Reserve actions, Net interest pay-
ments made by the Treasury are affected by whether
Federal Reserve actions offset the monetary effects of
Treasury actions following the changed dollar value
of the gold stock.

To understand the effects on the net interest cost
to the Treasury it is necessary to understand that the
proportion of the national debt held by the Federal
Reserve Banks affects the net interest cost to the
Treasury. Interest earned by the Federal Reserve
Banks on their holdings of Government securities, ex-
cept for a small percentage used for operating ex-
penses, is returned to the Treasury.7

Hence, as the proportion held by the Federal Re-
serve of the total outstanding stock of Government
securities rises, the net interest cost to the Treasury
falls. Essentially, the Treasury makes interest pay-
ments to the Federal Reserve on the Government

~The Federal Reserve System returned to the Treasury an
average of 89 percent of current eamh~gs during the past
five years. For an example, see “Earnings and Expeases of
the Federal Reserve Banks in 1972,” Federal Reserve Bul-
letin, january 1973, pp. 35 and 36.
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securities it holds, just as to any other holder of Gov-
ernment securities. Then, the Federal Reserve trans-
fers most of the interest payments back to the
Treasury. For all practical purposes, the amount of
Government securities held by the Federal Reserve
represents interest free debt to the Treasury. Therefore,
when the Federal Reserve sells Government securities
to the private sector, net interest costs of the Treasury
rise. The Treasury must then make interest payments
to the private holders of its securities, and the inter-
est payments are not directly returned to the
Treasury.

When net interest costs to the Treasury rise this
means that Treasury financing requirements also rise
to meet the increased net interest payments. There-
fore, the Treasury must seek to have Congress raise
taxes or must issue more Government securities with
the attendant upward pressures on market interest
rates.

During the most recent monetization of gold, as
discussed earlier, Federal Reserve holdings of Gov-
ernment securities decreased by about the same
amount as Treasury actions subsequent to the mnone-
tization of gold added to the monetary base. Govern-
ment securities held by the private sector rose by
about $1.2 billion, just as they would have if the
Treasury had issued securities to finance its expend-
itures. Hence, the net interest cost to the Treasury
increased by the same amount as if the Treasury had
financed the purchases by sale of securities, although
the total Government debt subject to the debt ceiling
remained unchanged.

However, during the May 1972 monetization of
gold, there was no decrease in Federal Reserve hold-
ings of Government securities. In this case, the private
sector’s holdings of noninterest-bearing Government
debt was increased. Hence, not only was the amount
of Government securities subject to the national debt
ceiling lower, but, also, the net interest cost to the
Treasury was reduced from what it would have been
if the Treasury had financed its expenditures by sell-
ing Government securities. As stated earlier, however,
this process, unless offset, results in an increase in the
money stock and, ultimately, an acceleration in the
rate of inflation.
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