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I.find the debate in which we are engaged today, which concerns
how to organizethe G7 processof policy coordinationin the short
run, and possibly also, how to institutionalizean international mone-
tary systemin thelong run, a productiveone. | believeit is proving
more productive than **fixed versus floating exchange rates' or
"*monetary versus orthodox theories of the balance of payments,*
in large part, because the parties are less entrenched in positions
encrusted by ideological baggage and morewilling to learn, to adapt,
and to converge. At least, | believe that to be true of myself, and
| find encouraging evidencein this paper that it isalsotrueof Frenke,
Goldstein, and Masson.

Let me start by listing a number of topicson which | endorse the
positions espoused in the paper.

Agreed propostions

(1) The proposition that the choice between policy coordination
and autonomy should be made on the basis of which can yield the
best results, rather than treating either asa priori desirable. | agree
with their judgment that,.on that criterion, coordination is worth
pursuing.

(2) Thethesisthat the choice between coordination and autonomy
is distinct from that 'between rules and discretion.

(3) Rejection of both the propositionthat current imbal ances should
awaysand everywhere be eliminated, and the proposition that cur-
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rent imbalances are a matter of no consequence.

(4) The lost faith in the belief that speculation can be relied on
to be stabilizing. The corollary of this is that the authorities have
a duty to develop their independent evaluation of equilibrium real
exchange rates; | detect encouraging convergence on this issue.

(5) Rejectionof what theauthorsterm ** threeflawed comer solu-
tions.”

(6) Theargument that thelarge marginof error inherent in calcula
tions of equilibrium exchange rates impliesa need for wide bands.

(7) The argument that, whilk a commodity price basket may be
a useful early warning signal, it should not be a target.

(8) The proposition that the multi-polar world of the future will
require a nomina anchor provided collectively by the majbr three
(?) countriesinthesystem. (I note, however, that the authorsdo not
yet seem to have any very specific vision of the form that this col-
lective provision might take. They neither endorse nor criticizethe
""blueprint'* proposal to use collective monetary policy to pursuea
collectivetarget for thegrowth of nominal demand [Williamson and
Miller 1987], nor do they offer an aternativemechanismfor imple-
menting the principle they endorse.)

(9) The proposition that exchange rate commitments should be
looser among the G-3 than, for example, within Europe, where many
smaller countriesmay find a relatively rigid exchange rate peg a useful
way of linking themselves to the system.

That is alot of agreement. In contrast, | can find only two hard
propositions with which | disagree.

Announcement of the band

Thefirst isthat exchange rate bands among the G-3 should be not
only wide but also “‘quiet,” that is, kept secret from the public. To
support this preferencethey arguethat speculative excesses and serious
misalignmentsare probably the exception rather than the rule; they
express the hope that improved macro policy might influencespecula-
tivebehavior favorably; and they seemto believethat announcements
are terribly costly. The latter belief is not stated explicitly but has
to beinferred from their analogy to a sprinkler system that is left
permanently on. If they really believe announcement to be costly,
they owe it to us to explain the nature of those costs rather than to
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takerefugein analogy. Likewise, one can hopethat improved macro
policy will improve speculative behavior, but it would be unwiseto
rely on it. Bubbles and fads are, after al, deviations from the rate
justified by thefundamentals, so it isnot clear that better fundamen-
tals should be expected to resolve the problem.

| agree that speculative excesses and serious misalignments are
probably the exception rather than the rule (although the rise of the
dollar in 1989 suggeststhey arenot al that exceptional). | aso agree .
that intervention and changesin monetary policy should be contingent
responsesto large differences ** between the market rate and the con-
sensusofficia view of theequilibriumrate consistent with fundamen-
tals."* But keeping the band secret preventsit from filling two vital
roles:

(1) creatingKrugman’s "*biasin theband'* which helpsto minimize
the contingencies which will cal for intervention and changes in
monetary policy (Krugman 1987) and . .

(2) improving public policy debate along the lines sought by the
U.S. Congress when it included the exchange rate reporting provi-
sions in the Omnibus Trade Act, a quest so far thwarted by the
Treasury's obsession with secrecy.

Monetary policy and price stability

My second disagreement with Frenkel and the others concernstheir
propositionthat monetary policy should be focused on achieving price
stability. | realize that challenging this proposition in an audience
containing many central bankers exposes me to the danger of being
misinterpreted as the sort of clown who would tell the Pope that he
.should not pray, solet mequickly affirmthat my disagreement does
not stem from any lack of fiddlity to thegod of pricestability. Rather,
| wish to argue that price stability should be pursued by macroeco-
nomic policy in total, rather than just by monetary policy.

Thetroubleis, that if onearguesthat the monetary authority should
concern itsdlf only with pricestability, oneinvitesthe fisca authority
to adopt a strategy of concerning itself only with real growth, the
other half'of theassignment urged by Mundell (1971) in hisinfamous
articleon the palicy nnx. If the Mundellian assgnment isimplemented
in a non-Mundellian world where both monetary and fiscal policy
influence nominal income which, in turn, determinesboth output and
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(the changein) inflation almost regardlessof the monetary-fiscal mix
that produced that income level, the resulting outcome is entirely
predictable: high real interest rates and the rising debt/GNP ratios
shown in Table 2 (and rightly deplored by Frenkd-Goldstein-Masson).

| accept that thereis a second-best political economy argument for
telling central bankersthat their primeresponsibility isto secureprice
stability, since otherwise, theremay be no counterweight to the Dar-
mans of thisworld. But in designingguidelinesfor theG-7, let done
principleson which to base arestored international monetary system,
we should not settlefor second best. And thereis absolutely no doubt
that it is possible to expect better macroeconomic outcomes if one
can use both the expansionary thrust of fiscal-monetary policy to
manage the level of nominal demand and the fiscal-monetary mix
to manage, when needed to counter misalignments, the exchangerate.
Frenkel and the others acknowledgeas much in afootnote. It ismuch
to beregretted that their criticismof the notion of assgnmentismarred
by their endorsement of a rigid assignment of monetary policy to
price stability aone.

Assgnment

Ironically, on severa occasions Frenkel -Gol dstein-Massoncom-
plain about the assignment in the Williamson and Miller (1987)
"blueprint.”” | ambeginningto think that we may have made a tac-
tical error in describing our proposalsthat way, since that language
seems to have spawned a number of misconceptions. | increasingly
suspect that many of our differences are cosmetic rather than
Substantive.

The reason for choosing the language of assignment to describe
apart of our proposals was to emphasize the truth of the argument
developed by Robert Solomon in his comment on the Frenkel-
Goldstein-Masson paper. Specifically, once one has agreed that there
are limits to the exchange rate misalignments that policy should
tolerate, there is no option but to be willing to change interest rate
differentialsin order to manage exchange rates, since unsterilized
intervention is the one policy instrument that can berelied on to work.
(Frenkel and the others acknowledgethis explicitly, and seem will-
ing to go aong with theimplications, even though they clearly hope
that the occasionto resort to exchange rate oriented monetary policy
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will ariseonly rarely.) And once one hasagreed that monetary policy
may have to be used to manage the exchange rate, one has to face
the possible need for a second instrument to achieve an intermediate
target for thegrowth in nomina domestic demand. Fiscal policy fits
thebill. So we summarized apart of our proposalsas assigning interest
differentialsto achieving exchange rate targets and fiscal policy to
achieving the target growth rate of domestic demand.

As noted above, however, our presentation seemsto have nurtured
a whole range of misconceptions. Let me spell these out.

(1) One misconception isthat the blueprint assignsmonetary policy
to external balance and fiscal policy to internal balance. Thisisjust
not so. We summarized our proposals as assigning international dif-

ferences in monetary policy to an intermediatetarget, the exchange
rate, and fiscal policy to another intermediate target, the growth of
nominal domestic demand. Thus the Frenkel-Gol dstein-M assonsum-
mary misrepresentsour summary in two crucial respects. First, it
fails to note that at the world level, monetary policy is assigned as
they would wish, to the control of a relevant nomina magnitude;
itisonly international differencesin monetary policy that are assigned
to exchange rate management. Second, we did not assign the two

" policy instruments.to the two objectives of internal and external
balance, but to the two intermediatetargets of exchange rates and
demand growth; those two intermediate targets are, of course,
calibrated to pursue internal balance (continuously) and external
balance (in the medium run), but to omit mentioningtheintermediate
targetsobscuresthe essential logic of the proposal, whichisto limit
random deviations of exchange rates from the level appropriate to
medium-run needs.

(2) Another misconceptionis that the blueprint implies treating
all incipient changesin payment imba ancesthe same way, as**bad.”’
Not so. The derivation of current balance targets is indeed an
imprecisescience, but it rests on the same factorsthat Frenkel and
the others consider in discussing whether or not a shock (such as
an investment boom) should be financed or adjusted. If an invest-
ment boom is big enough to be discernibleto the authorities, they
can argue with their G7 peersthat this creates a need to appreciate
the exchange rate target and allow a correspondingly larger expan-
sion of domestic demand. And if it is not big enough to be discern-
ibleto theauthoritiesor convincing to their peers, then theappreciation



242 John Williamson

needed for the deficit to be financed rather than adjusted awvay can
surely be accommodated within the band.

(3) A third misconception—for which, however, | fear Marcus
Miller and | must bear some responsibility, since we omitted the
implicationsof the wideband from our summary of the assgnment—is
that the blueprintleaveslittle scopefor monetary policy to contribute
to the management of domestic demand. In fact, if badly behaved
foreign exchange markets are the exception rather than the rule, a
country in acyclicaly typica situation will normally’be able to use
monetary policy for that purpose. And even countriesout of line with
the world conjuncturewill normally beableto get substantial domestic
leverageby allowing their exchange rates to leave the center of the
band. (Perhaps recognition of this under-emphasized feature of the
blueprint will make it more palatable to Frenkel and the others?)

(4) A fourth misconception apparently provoked by our casting
the blueprint in terms of assignment is that the whole proposal is
heavily dependent on frequent changes in tax rates. My own view
isthat, under normal circumstances, it will be quite sufficient if the
annual budgetary process pays proper attention to the budget's
implications for aggregate demand as well as to the allocative and
distributiveobjectivesthat providetherationalefor having a budget
atdl. | cannot understand the objectionsto fisca flexibility of Frenkel-
Goldstein-Masson. In what way islong-run efficiency compromised
by ensuring that the cyclically-adjusted deficit is appropriateto the
sateof thecycle?Why doesit matter that theimpact of afisca change
depends on the form of that change? And why do the **delays and
difficultiesassociated with correctingthelarge U S federal budget
deficit undercut the case” —rather than underscorethe need—"*for
greater flexibility of fiscal policy?"*

On reflection, | have decided that the guideline for fiscal policy
embodied in the blueprint cbuld be materially improved by incor-
porating asamedium-runrulethefiscal thrust of the** reverseassgn-
ment."" That is, each country would be asked to identify the medium-
run fiscal stance compatible with its current account target, a sus-
tainable debt position, and a normal real interest rate. It would then
choose a medium-run (say, five-year) path for adjusting its fiscal
deficit toward the target position. Deviations from that target path
might then be dlowed in theinterest of stabilizing demand. One hopes
this reformulation will help the process of convergence.
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Conclusion

This paper contains many constructivepropositions about how to
organize macroeconomic policy coordination among the industrial
countries. Perhapsits principa defect isthat theauthorsaretoo timid;
they alow their analysis to be unduly constrained by the positions
that the G-7 authorities are presently prepared to endorse. In seek-
ing waysto urge these governmentsforward toward more effective
policy coordination, | would suggest that they think lessabout assign-
ment and more about the choice of intermediate targets.
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