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The Bretton Woods Prescription= 
Monetary Price Rules for Today 

- R David Ranson, H C Wainwright & Co., Economics Inc. 

The Bretton Woods monetary system, which was the final phase in the decline 
and fall of the gold standard, pegged all convertible currencies to the U.S. dollar, 
and the dollar to gold at $35 an ounce. In theory, these price rules guaranteed 
that every participating currency was "good as gold", while in practice, markets 
guessed (usually correctly) that many countries would adjust their pegs, with the 
result that some currencies were more nearly "as good as gold" than others. 

By 1974 the Bretton Woods system was repudiated in favor of a non-system in 
which all currencies floated with respect to one another, and all floated with 
respect to gold. Since that time inflation has become the norm, interest rate 
spreads are wide and variable, and financial markets have become highly volatile 
- all indications are that the Great Float has failed, and that it is time for another 
change in regime. 

Historical patterns show adverse effects from three major sources of monetary 
instability: in currency values, in precious metal prices, and in interest rates. Past 
experience suggests, therefore, a threefold price rule for modern times, going far 
beyond the Bretton Woods agreement. Currency boards could establish 
immutably fixed exchange rates between participating currencies and the dollar. 
The dollar itself could be pegged to a commodities basket (including gold). 
Finally, dollar interest rates could be held to levels as low and as stable as during 
World War II. 
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"Frankly, the thing that broke up the old Bretton Woods system 

was persistently high U.S. inflation." 

- Patrick Minford, 

University of Liverpool 

Which Caused Which? 

decadal average 

1959-68 1969-78 

AVERAGE 
change in the price of gold 1% p.a . 21 % p.a. 

change in the foreign-exchange value 0 -2.6 
of the dollar 

producer-price inflation 0.8 7.5 

Treasury bill rate 3.7 6.0 

1979-88 

14% p.a. 

0.7 

4.5 

9.0 

To the contrary. While Bretton Woods prevailed, inflation and interest rates remained low. 

The breakdown of Bretton Woods led to persistently high U.S. inflation and interest rates. 



RISE AND FALL OF BRETTON WOODS 
Some Key Events 

AVERAGE AVERAGE 
INFLATION RATE T-BILL RATE 

July 1944 United Nations conference drafts 
agreement to form an International 
Stabilization Fund (the IMF) to make 
currencies convertible 

Dec. 1946 U.S. registerS a parity for the dollar 
$1 = 0.8886706 gm fine gold with 
the IMF; most other nations peg 
their currencies to the dollar 

Oct. 1961 U.S. forms London Gold Pool to 
maintain free market price of gold 1947-64 1.4% 2.1% 
at $35/oz. 

Sept. 1963 U.S. Treasury intervenes to hold 
the free market price of silver 
at $1.293/oz. 

1965 Minting of silver coins discontinued 

Mar. 1965 U.S. removes its commitment to redeem 
Federal Reserve bank notes in gold 1965-67 2.0 4.4 
at $35/oz. 

May 1967 U.S. Treasury allows the free market 
price of silver to float 

July 1967 Redemption of silver certificates 
is ended 

March 1968 Gold pool dissolved, free market price 
of gold floats 

Aug. 1971 Gold window ($35/oz price for central 1967-71 3.3 5.8 
banks) closed 

Dec. 1971 Smithsonian Accord attempts to 
reaffirm fixed exchange rates 

Feb. 1973 Dollar officially devalued, currencies 1971-73 6.5 4.3 
begin to float 

1977 Sec. Blumenthal "talking down" 1973-77 9.1 6.2 
the dollar 

Oct. 1979 Federal Reserve abandons 1977-79 10.6 7.4 
interest-rate targeting 

1979-80 20 12.5 

SOURCES: 

Franz Pick & Rene Sedillor, AU w. Monies of the World, New York: Pick Publishing Corporation, 1971 . 
Marc A. Miles, "The Case for a Price Rule Such as the Gold Standard," Testimony before the U.S. Gold Commission, Washington, 
D.C., November 13, 1981. 
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Gold Predicts Inflation 

percentage 10 
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Good Growth and Low Inflation Are Entirely Compatible 

1970 -90 

When real GNP growth exceeded 3 percent, 

inflation averaged: 

When real GNP growth was less than 2.5 percent, 

inflation averaged: 

4.6% 

8.7% 

Experience suggests that it's not growth that's bad for inflation, but inflation that's 
bad for growth ... 

During the two highest inflation years ( 197 4 and 1980), real GNP declined at an 
average rate of 0.3 percent! 
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Inflation Destroys Jobs 

The Historical Record, 1953-90 

average 
increase 

in consumer 
prices 

average growth of employment 

The Nineteen-fifties (1953-62) 
4 highest-inflation years 2.3% 
4 lowest-inflation years 0.5 

The Nineteen-sixties (1962-71) 
4 highest-inflation years 4.9% 
4 lowest-inflation years 1.8 

The Nineteen-seventies (1971-80) 
4 highest-inflation years 11.3% 
4 lowest-inflation years 5.4 

The Nineteen-eighties (1980-89) 
4 highest-inflation years 6.4% 
4 lowest-inflation years 3.1 

:same 
year 

0.8% 
1.4 

1.6% 
2.2 

1.1% 
3.5 

1.6% 
2.1 

next 
year 

0.3% 
2.4 

2.0% 
2.4 

1.0% 
3.4 

0.7% 
2.8 

Data: Consumer price index, all urban consumers; civilian employment (Labor Force Survey) . 
Source: Bureau of Labor Statistics 

Contrary to the textbooks, inflation is inversely related to the growth of the economy. Decade by 
decade, lower-inflation years are associated with higher employment gains than higher-inflation 
years. 

1-3 

cumulative 

1.1% 
3.8 

3.7% 
4.7 

2.0% 
7.1 

2.4% 
4.9 
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percentage change 
in bond prices 

Gold and Bonds: 
A Consistent Relationship 

prior year 
percentage change 
in the price of gold 
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1968 1972 1976 1980 1984 1988 1992 
bond prices 
gold prices one year earlier 

Data: calendar-year averages of daily gold prices (London and New York); and of monthly IO-year Treasury 

bond prices (computed from yields published by U.S. Treasury Office of Market Finance). 
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Gold Prices and Bond Yields 

Seven Countries, 1970-90 

average following-year change in government bond yields 

(basis points) 

following following following 
6 years of largest 7 intermediate 6 years of largest 

country gold-price increase years gold-price decline 

United States 106 b.p. 30 b.p. -91 b.p. 

Canada 129 16 -83 

France 123 -69 -5 

Germany 58 11 -55 

Italy 125 35 -113 

Japan 48 -19 -64 

United Kingdom 119 -4 -78 

Note: gold price measured in terms of local currency 
Sources: Federal Reserve Board; International Monetary Fund 

Gold-price changes (in local currency) predict bond yields one year ahead in many 
major countries. 
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PIE ratio 
of the S&P 500 

Inflation and the Market's P/E1 

·· wholesale 
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1. End-of-September price divided by following calendar-year earnings. 
Note: Based on earlier work by John P. Renshaw. 
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AVERAGES FOR1 

14 years in which 
gold prices rose: 

7 years in which 
gold prices fell: 

Difference 

Gold Prices Anticipate Fed Policy 

1968 - 90 

year-over-year 
year-over-year 

percent change in 
the price of gold 

basis-point change in federal funds rate 
prior same year 2nd year 
year year following following 

33% 5 b.p. 45 b.p. 105 b.p. 

-15 

48 

12 

-7 

-43 

88 

-158 

263 

Gold is not only a leading indicator of inflation. Its 
lead time is so long that it also anticipates responses 
by the Federal Reserve to inflationary pressures. 

III-1 

17 b.p. 

-35 

52 
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Growth Rate 
(Percent Per Annum) 

7 

6 

5 
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Interest Rates Drive the Business Cycle 

1958 1962 1966 1970 1974 1978 1982 1986 1990 1994 

------ actual calendar-year growth of real GDP 

.. ........ ....... . .. .... . real GDP growth estimated from current and past changes in T-bill rates alone 

Interest rate changes dominate fluctuations in the national output. The link, allowing for both 
instant and delayed effects, is so tight that neither fiscal policy, nor any other independent factor, 
can be of comparable importance. 
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Monetary Policy and the Economy, 1956-date: 

( 1) A Very Long Time Delay 

Annual growth of industrial production 

6 months 
lat.er 

12 months 
lat.er 

18 months 
lat.er 

24 months 
later 

AVERAGES 
for those years that the federal funds rate: 

rose more than 300 b.p. 
{three years) 

rose between 100 and 
300 b.p. (eight years) 

changed by less than 
100 b.p. {twelve years) 

fell between 100 and 
300 b.p. {six years) 

fell more than 300 b.p. 
(three years) 

1.1% 

2.5 

5.0 

3.7 

2.7 

-2.6% -3.8% -1.1% 

0.5 0.3 1.0 

5.0 5.5 4.7 

6.2 5.9 6.0 

7.4 7.8 6.3 

Data: year-to-year changes in (1) annual averages of daily closing rates on federal funds: (2) industrial production totals for 
years centered at the end of June or at the end of December. 

On average, a change in the fed funds rate takes nearly 18 months or so to reach its 
maximum effect on the economy. Even after two years, not all of the impact has been felt. 
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Monetary Policy and the Economy, 1956-date: 

(2) Immediate Impact May be Perverse 

AVERAGES 

Contemporaneous 
growth of industrial production 

for those years that the federal funds rate: 

rose more than 300 b.p. 
(three years) 

rose between 100 and 
300 b.p. (nine years) 

changed by less than 
100 b.p. (thirteen years) 

fell between 100 and 
300 b.p. (six years) 

fell more than 300 b.p. 
(three years) 

EXTREME CASES 

4.6% 

5.0 

6.0 

-0.8 

-3.2 

There were fifteen occasions that the fed funds rate dropped more than 100 basis points in a single 
month. During the two following months, industrial production declined, on average, at an 8 percent 
annual rate. 

There is no sign of any immediate positive impact from an interest-rate reduction. Rather 
the reverse. An interest rate cut may damage the economy in the short run. Of course, the 
weaker the economy, the greater the probability that the Federal Reserve will cut interest 
rates. But the relationship works both ways. 
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"The Federal Reserve has neither an interest-rate nor 

an exchange-rate objective. " 

- Paul Volcker,·1981. 

Gold and Monetary Stability 

decadal average 

1959-68 1969-78 

STANDARD DEVIATION 
change in the price of gold 3% p.a. 30% p.a. 

change in the foreign-exchange value 0 5.4 
of the dollar 

producer-price inflation 1.3 5.0 

Treasury bill rate 1.0 1.3 

1979-88 

39% p.a. 

12.3 

5.6 

2.6 

A decade after the breakdown of Bretton Woods, the price of gold slowed its rise, and the 

dollar ceased falling in terms of foreign currency. But the dollar's volatility increased, and 

inflation and interest rates became more volatile too. 
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Monetary Policy and the Economy, 1956-date: 

(3) Instability is a Drag on Growth 

AVERAGES 
for those years that the federal funds 
rate changed (up or down) by: 

more than 300 b.p. 
( three up years; three down) 

between 100 and 300 b.p. 
(nine up years; six down) 

less than 100 b.p. 
(thirteen years) 

Cont.emporaneoUB annual growth of 
industrial production real GNP 

0.7% 1.6% 

2.7 2.8 

6.0 4.0 

Data: year-to-year changes in calendar-year averages of (l) daily closing effective rates on federal funds; (2) industrial production 
and real GNP totals. 

On average, the less the federal funds rate changes in any one year, the more the economy 
grows. 
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Federal Reserve Policy and Stock Prices, 1956 - 91 

Instability is a Drag on the Market 

12-month change in S&P price index 

same 3 months 6 months 9 months 12 months 
time later later later later 

AVERAGES FOR: 
11 years during which federal funds 

rate rose more than 100 b.p. 2% 3% 0% -1% 0% 

15 years of relatively stable 
federal funds rates 12 5 5 3 4 

8 years during which federal funds 
rate fell more than 100 b.p. 1 10 16 20 16 

contrast between rising and 
falling rates -1 6 16 21 17 

A B 

15 month s 

later 

2% 

8 

10 

5 

Note: Changes in the federal funds rate are measured for the month of December compared to December of the year before. 
Percentage changes in stock prices are measured from the beginning of each 12-month period to the end. They are 
continuously compounded to facilitate addition and subtraction. 

A. In the immediate term, any big change in the federal funds rate, whether up or down, 
is adverse to stock prices. 

B. Stock prices react strongly to the direction of changes in the interest rate after an 
average delay of nine months. 
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Industry Stock-Price Responses 
to changes in the federal funds rate 

44 sensitive industry groups, 1956 - 88 

Stock-price changes accompanying: December-to-December change in federal funds rate 
years of greater relatively years of greater 

than 100 b.p. increase stable years than 100 b.p. decrease 

Aluminum 9% 6% -14% 
Gold mining 17 10 - 1 
Oil - integrated companies - domestic ··10 12 -6 
Electronics - semiconductors 9 26 -6 
Machinery - diversified 4 15 - 11 
Metals - miscellaneous 8 11 -6 
Transportation - railroads 5 13 -8 
Financial - major regional banks 7 4 -6 
Computer systems - excluding IBM 1 20 -10 
Medical products & supplies 10 18 1 
Transportation - composite 7 21 -2 
Oil - composite 6 12 -3 
Heavy duty trucks & parts -5 17 -11 
Computer software & services 19 23 15 
Computer systems 3 21 -1 
Paper & forest products 2 8 1 

Composite 500 stocks 2 11 1 

Aerospace/Defense -1 13 -1 
Electrical equipment 1 15 1 
Financial - property-casualty insurance 5 10 5 
Containers - paper 2 13 3 
Coal -1 12 2 
Beverages - soft drinks 4 14 11 
Chemicals -5 11 2 
Steel -5 10 -12 
Building materials 0 8 7 
Broadcast media 2 21 11 
Containers - metal & glass -1 11 9 
Utilities - composite -3 7 8 
Auto parts - after market -5 19 7 
Publishing 1 17 13 
Publishing (newspapers) 2 20 16 
Transportation - airlines -9 14 5 
Household furnishings & appliances -6 16 8 
Retail stores - department stores -1 12 14 
Retail stores - food chains -3 10 12 
Retail stores - composite -5 13 10 
Retail stores - drug stores -2 24 14 
Shoes -3 11 14 
Foods 0 11 17 
Automobiles -12 14 7 
Transportation - truckers -6 28 14 
Retail stores - general merchandise chains -11 19 9 
Automobiles - excluding General Motors -13 17 10 
Manufactured housing -7 30 22 

Stocks generally suffer from unstable interest rates. But large interest-rate changes also trigger substantial rotation 
within the stock market. An interest-rate decline elevates the prices of retail stocks, autos and housing at the expense 
of metals, computers and banks. 
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(a) 

AVERAGES FOR: 
years of 5 percent 
or more growth 

years of less than 
5 percent growth 

years of negative 
growth 

AVERAGES FOR: 
years of 5 percent 
or more growth 

years of less than 
5 percent growth 

years of negative 
growth 

Growth and the Dollar 

1968 - 90 

Economic growth predicts the foreign-exchange value of the dollar 

percentage change in dollar's value 

same following 2nd year 
year year following 

-4.2% -2.0% -5 .8% 

-0.6 -3.4 -1.0 

2.1 5.4 4.3 

(b) Economic growth predicts the price of gold 

percentage change in the price of gold 

same following 2nd year 
year year following 

31.4% 44.5% 45 .2% 

8.9 17.l 12 .7 

26.8 -4.1 1.1 

Sources: Federal Reserve Board - foreign exchange-race index . 
Department of Commerce - gross national product. 
Handy & Harman - price of gold. 

cumulative 

-12.4% 

-3.9 

12.8 

cumulative 

192.5% 

45.6 

12.7 

Rapid economic growth has historically preceded depreciation of the dollar, while negative growth 
has preceded appreciation. The presencly anticipa ted crack for growth in 1990-92 implies a stable 
dollar in the foreign exchange market for 1992. 
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Federal Government Policy and the Economy : 

A Circular Chain Reaction 

THE 
ECONOMY 

9 mths. 

EQUITY MARKETS 

9 mths. 

INTEREST 
RATES 

Y-3 

18 mths. 

EXCHANGE-RATES 
AND THE 

PRICE OF GOLD 

Fuelled in part by predictable policy changes in Washington, 
the postwar period has been characterized by a cycle of 
inflation - high interest rates - recession - disinflation 
- low interest rates - recovery - and, again, inflation. 
Each link in this chain is quantifiable, and subject to a 
lengthy and predictable time-lag. 
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SUMMARY 

The Bretton Woods system was the final phase in the decline and 
fall of the gold standard. Its prescription included the pegging 
of all convertible currencies to the U. S. dollar, and the peg
ging of the dollar to gold at $35 per ounce. In theory, these 
price rules guaranteed that every participating currency was as 
good as gold. In practice, markets guessed (usually correctly) 
that many countries would adjust their pegs -- so that some 
currencies were more nearly as good as gold than others. 

Over the period 1968-74 the Bretton Woods system was repudiated 
in favor of a nonsystem in which most currencies floated with re
spect to one another, and all floated with respect to gold. In 
the past years, inflation has become the norm everywhere. Inter
est-rate spreads are now wide and variable, financial markets 
have become highly volatile, and investment time horizons have 
collapsed.· The Great Float has failed, and it's time for another 
"regime change." 

Even the gold standard, however, failed to keep inflation and 
interest rates fully stable. As far back as the sixteenth cen
tury, Europe was intermittently flooded by gold discoveries in 
the New World. Both Britain and the United States sometimes 
abandoned the gold standard during wartime. And occasional 
banking panics put pressure on gold reserves and convertibility. 

Historical patterns show adverse economic effects from three 
distinct forms of monetary instability: in currency values, in 
precious-metals prices, and in interest rates. They suggest that 
a world devoid of such fluctuations would grow far faster and 
more consistently than the world we inhabit today. 

Experience therefore suggests a threefold price rule for modern 
times, going far beyond the Bretton Woods stabilization. Curren
cy boards would establish immutably fixed exchange rates between 
participating currencies and the dollar. The dollar itself would 
be pegged to a commodity basket (including gold). And dollar 
interest rates would be held to levels as low and stable as 
during World War II. 
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Price of 

10-year Treasury bonds 

(1968 = 1) 

What if Gold had Remained Stable? 
Price Appreciation of Treasury Bonds 

2,---------'------------------___;_------~ 
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1. 6 
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0 . 8 
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0 . 2 

..... 
························· ... · 

.... 

HYPOTHETICAL 
(stable gold price) 

ACTUAL 
(actual gold price) 

0 ,___....,__.......___.____.__.....__........__._____.___._----J_J....._...J...._....J._---4-__J__J....__..J.__J__J___J__L-.J..._...J._.......J 

1968 1972 1976 1980 1984 1988 1992 

The tight relationship between the price of gold and the price of Treasuries can be used 

to estimate how bond prices might have behaved if the $35 per oz. rule had survived. The 

difference is 2 percent per annum. 
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What if Interest Rates had Remained Stable? 
Growth of Real GNP 

····· 

HYPOTHETICAL 

(stable interest rates} 

(actual interest rates} 

1950 1956 1962 1968 1974 1980 1986 1992 

The tight relationship between interest-rate fluctuations and real GNP can be used to 

estimate how GNP might have grown if the 1 percent interest rate prevailing in 19 51 had 

been preserved. The difference is half a percentage point per annum. 
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