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That (Early) 70s Show 
 

Do you remember the early 1970s? The U.S. was still engaged in a military expedition in 
Southeast Asia and a major new medical entitlement program for seniors had been 
implemented in recent years. As a result, our federal budget was beginning to rack up some 
large deficits – large, at least for those times (see Chart 1). 
 

Chart 1 

Feder al Sur plus {+} or  Deficit {-}

 12-month MovingTotal      Mi l .$

70656055
Source:   U.S.  Treasury /Haver  Analytics
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Budget deficits were not the only deficits we were beginning to rack up. Our current account 
also had slipped into deficit (see Chart 2), a most unusual event for those times. 
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Chart 2 

BOP: Balance on Cur r ent Account

 4-qtr  MovingTotal      SA, Mi l .$

72717069686766656463626160

Source:   Bur eau of Economic Analysis /Haver  Analytics
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After World War II, the world was on a quasi gold standard. The way it worked was that 
other currencies, such as the German d-mark, traded at a fixed exchange rate to the dollar. 
The dollar was fixed at an exchange rate of $35 to an ounce of gold. This implied that if 
Germans began accumulating more dollars than they desired, perhaps because the U.S. was 
running larger trade deficits with Germany, then those unwanted dollars in German hands 
would be exchanged for d-marks. But, in order to maintain the agreed upon fixed exchange 
rate between the dollar and the d-mark, this meant that the German monetary authorities 
had to purchase these excess dollars with freshly-printed d-marks. Hence, the German 
money supply would rise. The German monetary authority could use its newly-acquired 
dollars to purchase U.S. government securities. This did not reduce the supply of dollars, 
but at least it did give the German monetary authority an interest-earning asset. If the 
German monetary authority did not want its money supply to increase, perhaps because it 
might increase inflation, then it could exchange its newly-acquired dollars for gold at the 
Federal Reserve. This loss of gold by the Fed represented a drain on the dollar reserves in 
the U.S. banking system, which, all else the same, would put upward pressure on U.S. 
interest rates and lead to a decline in the U.S. money supply. The decline in the U.S. money 
supply would relieve the upward pressures on the d-mark, allowing the German monetary 
authority to reduce the German money supply through either the sale of gold or the sale of 
German securities from its portfolio. Everyone would live happily ever after if the Fed 
“played by the rules.” 
 
But the Fed was not playing by the rules, especially starting in the late 1960s. As Chart 3 
shows, the U.S. continued to lose gold to foreign central banks, yet the Fed stepped up, 
rather than reducing, the supply of reserves to the banking system starting in the late 
1960s. Why? We had large federal budget deficits to finance what with the war in Southeast 
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Asia and the new Medicare entitlement. If the Fed allowed bank reserves to go down 
because of the gold outflow, U.S. interest rates might move considerably higher. Higher 
interest rates are seldom popular with the body politic. The economy had exited a recession 
in late 1970. It was important for President Nixon’s re-election hopes that the economy be 
in a strong recovery mode going into the 1972 election. The chairman of the Fed in the 
early 1970s had been nominated by the Nixon administration and had a certain fealty to the 
administration. For the Fed chairman to have allowed bank reserves to decrease because of 
the external gold drain and interest rates to rise significantly going into the 1972 election 
would have been “politically incorrect.” 
 

Chart 3 

<  Monetar y Author ity:  Liabilities: Member  Bank Reser ves
Bil  $

    Monetar y Author ity:  Assets: Treasur y Gold Stock  >
Bil  $

706560

Source:   Federal Reserve Boar d /Haver  Analyt ics
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The U.S. view on the inherent weakness of the dollar seemed to be “it’s our currency, but 
the rest of the world’s problem.” But the gold outflow continued unabated into 1971. Unless 
the Fed cut back on the supply of reserves and allowed interest rates to move substantially 
higher, the U.S. might run out of gold that foreign central banks were demanding in 
exchange for their excess dollars. In response, in August 1971, the U.S. suspended the 
payment of gold to foreign central banks and imposed wage and price controls. Free from 
the discipline of gold and with inflation under control by law, the Fed was cutting the fed 
funds rate by October 1971. Notice that in 1971 and the first half of 1972, the Fed kept the 
real federal funds rate unusually low, sometimes below zero (see Chart 4). 
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Chart 4 

Real Fed Funds Rate

Nominal Fed Funds r ate less Y/Y % chg.  i n CPI     %

7372717069686766656463626160
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It is interesting how as the dollar was unhinged from its gold anchor and plunged in value 
against other major currencies starting in 1971, industrial commodity prices surpassed the 
highs set during the Korean conflict (see Chart 5). 
 

Chart 5 

<  KR-CRB Spot Commodity Pr ice Index: Raw Industr ials
1967=100

    JP Mor gan Nar r ow Nominal Effective Exchange Rate Index: U. S.   >
2000=100

7065605550
Sources:   Commodi ty Resear ch Bur eau, J. P. Morgan /Haver  Anal ytics
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As the dollar started weakening against major currencies in 1970, foreign central banks, in 
addition to cashing in their excess dollars for gold, also started buying U.S. Treasury 
securities with their excess dollars. This foreign central bank buying of U.S. Treasury 
securities accelerated in 1971 and 1972 to the degree that foreign official holdings of U.S. 
Treasury securities accounted for just over 16% of the total of these securities outstanding 
(see Chart 6). In 1971 and the first half of 1972, these relatively large purchases of U.S. 
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Treasury securities by foreign central banks appeared to hold U.S. Treasury bond yields 
down. However, in the second half of 1972, as foreign central bank purchases of U.S. 
Treasury securities stabilized relative to the outstanding supply, Treasury bond yields began 
trending higher. 
 

Chart 6 

<  U.S.  Treasur y Secur ities: Foreign Official Holdings/Total Outstanding    
%
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Of course, everything unraveled in 1973. In the spring of 1973, wage and price controls 
were eliminated. As Chart 7 shows, a torrent of pent up inflation was unleashed, with the 
year-over-year increase in the CPI reaching 6% and the fed funds rate reaching 8.50%, 
respectively, by June 1973. (Note that this was before the OPEC oil embargo.)  
 

Chart 7 

<  CPI-U: All Items
    % Change - Year  to Year         NSA, 1982-84=100

    Feder al Funds [effective] Rate  >
% p. a.
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Is history starting to rhyme? The U.S. is running record federal budget and current account 
deficits today. The dollar is under downward pressure. Foreign central banks are once again 
major buyers of U.S. Treasury securities. Chart 8 shows the post-WWII history of foreign 
official holdings of U.S. Treasury securities relative to the total outstanding supply. In 
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2003:Q3, foreign official holdings were about 20%, four percentage points above where 
they were in 1972. The Fed is holding the CPI-adjusted fed funds rate below zero. Last 
Friday, February 27, the JOC-ECRI Commodity Price Index reached a level of 114.0 – a 
post-WWII record high (the horizontal bar running across Chart 9). Although the U.S. 
government’s rhetoric is that it desires a strong dollar, its actions suggest the view of the 
early 1970s – the dollar is our currency, but your (the rest of the world’s) problem.  
 

Chart 8 

U. S.  Tr easury Secur ities:  For eign Official Holdings/Total Outstanding
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Chart 9 

JOC-ECRI Industr ial Pr ice Index: All Items

1996=100

0095908580757065605550
Source:   JOC-ECRI /Haver  Anal yt ics
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I wonder if financial events in 2005 will resemble those of 1973? 
 
 
Paul L. Kasriel, Director of Economic Research (plk1@ntrs.com) 
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