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C. Swanson

Assignment 5

The gold standard

 Read the case, The United Kingdom and the Gold Standard: 1925 (pp. 438—457).

1. On page 439 is a rather crude description of the “specie-flow adjustment mechanism,” a concept attributed to David Hume. (“Specie,” pronounced spee-she, is an old-fashioned word for silver and gold coins.) An example is also given.  Your task is to describe this mechanism. Give this description as concretely as you can. Do so without giving examples. (For example, if you were asked to describe the supply and demand mechanism, you would not say: “Suppose the price of carrots increases. Then the demand for carrots would fall.”  Instead you would say: “The price and quantity of a good, such as carrots, is determined by the equilibrium of supply and demand forces. Supply is the quantity provided by firms at a given price, demand is the quantity desired by individuals at a given price and equilibrium is the price (and resulting quantity) such that the supply of firms matches the demand of individuals.”) In your description, make sure to indicate what the main components of the mechanism are, what role they play and what specific purpose the mechism is intended to serve (That is, is its function to prevent inflation, government corruption, war or what?).

2.  Look at the chart on page 456 which gives global gold production.  You must answer the following question: Was there enough gold available for the U.S. to be on a gold standard in 1980, as Ronald Reagan advocated. Show the details clearly of your work. Make the following assumptions. The U.S., being between 20 and 25% of the world’s economy, can purchase 20 % of the world’s gold production for use in monetary affairs.  Also, if the U.S. were on a gold standard it would need 25 dollars in gold for each dollar of currency it created.  Finally, suppose the price of gold was $300 per ounce.  The amount of new currency issued in 1978, 1979 and 1980 can be found on page 94. Present the answer as though you were writing an article for the Wall Street Journal. Also, if there was a surplus or deficiency of gold, give the amount of this surplus or deficiency, rounded to the nearest 5 percentage points.

3. Who was in favor and who was against restoring the gold standard in Great Britain, and what were the reasons in both cases?

4.  If a country such as Great Britain were attempting to raise the value of its currency, what action would it take and what effect would this action have on investment in that country?

