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 Floating rates have not entirely delivered on some promised advantages:

· Discretionary monetary policy -- It has been abused more often than used well.

· Automatic adjustment to terms of trade shocks (e.g., Australia) -- But some fluctuations are not explainable by fundamentals.

Fixed exchange rates have also failed:

· Crises in emerging markets 1994-2001

· Particular difficulty of pegging to the dollar during this period (e.g., Argentina, Lithuania, E. Asia)

What is the best choice of target or peg?

The Proposal:  A small gold exporting country should peg or target the price of gold in terms of its own currency.  

Producers of other commodities could also Peg the Export Price (PEP).

6 nominal target candidates

and the Achilles heel of each:

Targeted

variable
Vulner-ability
Example

Monetarist rule
M1
Velocity shocks
US 1982

Inflation targeting
CPI


Import price shocks
Oil shocks of 1973, 1980, 2000

Nominal income targeting
Nominal GDP
Measure-ment problems
Less

developed countries

Gold standard
Price

of gold
Vagaries of world gold market
1849 boom;

1873-96 bust

Com-modity standard
Price of agr. & mineral 

basket
Shocks in imported com-modity
Oil shocks of 1973, 1980, 2000

Fixed exchange rate
$ 

(or euro or yen)
Apprecia-tion of $ (or other)
1995-2001

Narrow form of the proposal:

Fix the price of gold in terms of the domestic currency (or vice versa).   Mechanically, intervention could be via the dollar as vehicle currency.

Broad form of the proposal:

Target the price of a basket of export commodities within announced margins.

Why?  

The best of both worlds: 

it’s a nominal anchor, like a fixed exchange rate, plus accommodates trade shocks, like a float.

Simulations:

1) Using actual $ price of gold and exchange rates, compute what local  price of gold would have been under 

3 alternatives to the actual regime:

i) dollar peg

ii) euro peg

iii) yen peg .

4th alternative is to fix the price .

2) Simulate path of exports under 4 alternatives, assuming that deviation from actual would be proportionate to deviation of price (i.e., elasticity = 1).

3) Simulate CA and Debt/Export ratios.

Sample conclusion:

In the late 1990s, when developing countries were hit by three simultaneous adverse shocks (strong dollar, weak commodity markets & scarce international finance), a commodity export peg would have worked well.   

A country that had been pegged to gold, copper, oil, wheat or coffee would have depreciated at the right time, automatically, without the need for a crisis or costly abandonment of the anchor.

Gold Prices

In terms of $, euro and yen:

70s:             ( , esp. in $

80s & 90s:  ( , esp. in $ 1980-82 & 96-2000.

In terms of local currencies:

Some boosted competitiveness by devaluing, e.g., CFA in 1994 or Ghana 2000.
Due to high inflation (e.g., in Ghana, PNG, S. Africa) need to look at real Pgold .

Some offsetting of t/t shocks: in each case, actual Var (real Pgold) < Var ( ) under $ peg.

Exports of gold producers

Declining world P 1996-2000 hurt exports, e.g., in Bolivia & PNG.

A gold peg would have boosted exports, without abandoning anchor as Ghana 2000.
Other examples

Oil

P    ( in 1974 & 79,    

 ( in 1986 & 98.

=> declining X in late 1990s,

e.g., Mexico, Russia, Venezuela;

except where wrenching devaluations,

e.g., Mex. 95, Indonesia 97, Russia 98.

An oil peg would have boosted exports in 1990s automatically.

Copper, wheat, coffee...

Similar stories

Qualifications/disadvantages:

1. Simulation model is very unsophisticated.

2. A gold peg might violate the IMF Articles of Agreement [4(ii)b]

3. If many gold-producers pegged simultaneously, representing a substantial share of world output or stock of gold, it would destabilize the price.

4. Most countries do not have their exports concentrated in one commodity.

5. Pegging to gold would create volatility for other exports (Dutch Disease).

6. The shift in risk from gold to other sectors could lead to a gradual expansion of the gold sector, unwelcome for any countries wishing to diversify.

Objections 4-6 could be addressed by the broader form of the proposal: peg to a basket of exports, with weights evolving over time.
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