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I ntroduction

If each of the major industrial countriesindependently conducted
its monetary policy in astable, noninflationary way, would exchange
market stability emergeas abyproduct? What sacrifice to the ultimate
goals of monetary policy would be associated with the coordinated
pursuit of greater exchange rate stability? How much flexibility of
fiscal policy is necessary to avoid over-burdening monetary policy?
What assistance can be obtained from sterilized official exchange
market intervention, and will such intervention be effective if it is
concerted?Will removal of capital controlswherethey still remain,
as wdll as the more general global integration of capital markets,
restrict unduly the room for maneuver of monetary authorities?\Would
a moderate increasein nomina wage-price flexibility be sufficient
to deal with typical real economic shocksthat might impingeon wider
currency areas? Isthere aneed for an explicit nomina anchor under
managed floating and if so, what form should it take?

None of these are new questions. Y et eventsof the past fiveyears
have underscored their continuing relevance. During this period
monetary authorities of mgor industrial countries have been faced
with the multifaceted task of: (1) containing inflationary pressures

*Theauthorsare economic counselor and director, deputy director, and adviser, respectively,
in the Resear ch Department of the International Monetary Fund. The views expressed are
the authors alone, and do not necessarily represent the views of the IMF.
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at atime of high rates of capacity utilization; (2) promoting a con-
figuration of domestic demand and output growth that would reduce
large current account imbalances among the three major countries,
(3) lending support—via both exchange market intervention and coor-
dinated adjustmentsin interest rates—to G-7 pronouncements on the
appropriate pattern of exchange rates; and (4) preventing the syn-
chronized equity market crash of October 1987 from generating either
widespread financial market failures or adide into global recession.
Moreover, thistall order hasbeen placed against a backdropin which
the rel ationshipbetween monetary aggregatesand income has become
less predictable,! fiscal policy hasevolved according to itsown, slower
biological clock,? and the debt problem of developing countries has
made for an increased sensitivity to thelevel of world interest rates.
Last but not least, monetary authoritiesin European Community (EC)
countries have been engaged in preparations for the single European
market in goods and financial servicesin 1992, and in discussions
regarding monetary union.?

The **international** dimension of monetary policy isthuseasy to
motivate. This paper discusses key aspects of theinternational coor-
dination of monetary policy, with particular emphasis on the role
that exchange rate considerations should play in the larger industrial
countries. The next section seeksto clarify the concepts of coordina-
tion and autonomy; then we consider the objectives of the monetary
authorities, and follow that by explaining why we regard benign
neglect, coordinationaround rigidly fixed exchangerates, and restric-
tions on international capital flows all as flawed corner solutions.
Then we assessthe search for additional policy instruments, including
sterilized official intervention, fiscal policy, and structural policies
(aimed at greater wage-price flexibility). In the subsequent section,
we turn to what we regard as more promising policy strategies, at
least for thelong term. Key elementsof such strategiesincludefocus-
ing monetary policy on price stability (or another domestic nominal
magnitude) in the largest economies; using monetary, fiscal and struc-
tural policiesto correct **bad"* external imbalances at their source;

1 Rasche (1987).

2 Tanzi (1988) providesa discussion of the lags associated with implementing fiscal policy
adjustments in the major industrial countries.

3 Delors (1989).
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and specifying exchange rate commitmentsthat arelooser and quieter*
across currency areas than within them. That section also contains
adiscussion of the role of the International Monetary Fund in the
coordination process. Finally, we briefly survey existing model
evidenceon competing policy options and provide some additional
simulations using a global macroeconomic modd (MULTIMOD).

Coordination and autonomy: clarifying basic concepts

The late Henry Wallich (1984, p. 85) defined coordination as
... aggnificant modification of national policiesin recognition
of international economicinterdependence.”’ Such aconcept of coor-
dination encompasses—but a so goes beyond—the adoption of acom-
mon data base and the exchange of information regarding recent
developmentsand policy intentions. Some writers prefer to reserve
the term "coordination™ for agreements among countriesto adjust
policiesin light of shared objectives and/or to implement policies
jointly; less ambitious forms of interaction are often then labelled
aseconomic ‘'‘cooperation.’’s By analogy, policy autonomy implies
greater independence by each country in pursuit of its objectives.
Almost whatever thedefinitionchosen, internationa policy coordina-
tion has been stronger in the four years beginning with the Plaza
Agreement of September 1985 than during thefirst dozen or o years
of managed floating (1973-85).

In our view, neither coordination nor autonomy ought to be regarded
asobjectivesin themselves, instead, they are better seen asfacilitating
mechanismsfor obtaining better policy performance. Coordination
is basically a mechanism for internalizing the externalitiesthat arise
when policy actionsof some countries, particularly the larger ones,
createquantitatively significant spillover effectsfor other countries.
Autonomy, in contrast, relies on independent decentralized policy
decisions at the national level to achieve policy objectives.

From this perspective, it followsthat coordination and autonomy
are both capable of producing good and bad outcomes depending on

4 That is, not disclosed. See Frenkel and Goldstein (1986).
5 Dini (1988), Horne and Masson (1988), Tietmeyer (1988).
6 Frenkel, Goldstein, and Masson (1988a, 1988b).
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how such mechanismsare applied in practice. Postwar experience
highlightsthe point." During most of itsfirst two decades of opera-
tion, the Bretton Woods system of coordinationacted asaforce for
stability in the world economy.® Under the **implicit contract," the
United States as the center of the system accepted the obligation to
conduct its macroeconomic policiesin a prudent, stable way; it was
also passive about its exchange rate as a solution to the *“N-1 prob-
lem.”" As a conseguence of their exchange rate obligations, other
countries gave up independence in their monetary policies; in
exchange, they received implicit assurance that they would be
importing price stability. The move to floating ratesin early 1973
was, in good measure, a responseto the breakdown of that implicit
coordination contract. Specifically, Germany and Switzerland saw
floating and more autonomy as a way to break out of the vicious
circle of disequilibrium exchange rates, heavy exchange market
intervention, and massive capital inflows—and thereby regain con-
trol of their money supplies.® But autonomy gained is by no means
alwaysautonomy wisaly used. Summarizingthe 1973-84 experience
of theindustrial countrieswith managed floating, G-10 Deputiescon-
cluded that -- . . . the (present) system has not adequately promoted
sound and consistent policies.”’1°

The coordination/autonomy debate is logically distinct from the
other longstanding policy debateon rules versus discretion. We say
thisbecauseit is possibleto envisageboth coordination and autonomy
as being implemented under either a rulesor discretionformat. Kenen

7 The theoretical literature likewise offers cases where coordination can generate good and
bad outcomes. Whereas any single country acting alone may be reluctant to expand when
faced with a global deflationary shock for fear of unduly worsening itsexternal balance, coor-
dinated expansion canloosen theexternal constraint and can permit each country to get closer
tointernal balance. On theother hand, if inflation-prone authoritiesare restrained by the con-
cern that unilateral monetary expansion will bring on a devaluation, a coordinated expansion
will weaken discipline by removing that threat; see Rogoff (1985).

8 solomon (1982).

9 Emminger (1977, p.4) has stated: ** For countrieslike Germany and Switzerland, the main--or
even only —reason why they went over to floating in the spring of 1973 was the necessity
to regain control over their own money supply.”” Suzuki (1989, p. 2) has recently offered
asimilar view: ‘. . . after the adoption of the floating rate system, the Bank of Japan was
able to control money supply moreeffectively and, asa consequence, the growth rate of real
GNP and the rate of inflation became more stable."*

10 This 1985 G-10 Deputies Report is reproduced in Crockett and Goldstein (1987).
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(1987), for one, hasargued for a rules-based approach to policy coor-
dination along the lines of Bretton Woods because it economizes on
the scarce resource of willingness-to-coordinate. On the other side,
there is the formidable difficulty of identifying coordination rules
that are robust to changes in the operating environment."* For
example, by placing all exchange rate changes under international
supervision, the Bretton Woods rules of the game achieved their pur-
pose of minimizing competitive exchange depreciations (ala 1930s);
but these same rules became a liability in the late 1960s and early
1970s when the need arose for greater exchange rate flexibility. The
dialoguein the domestic monetary policy context has had similar over-
tones, with adherents of rules stressing the long-term advantages of
predictable policies and of constraints on unknowing or expansionist
policy authorities, and with champions of discretion citing the need
for flexibility to deal with both short-term disturbances and longer-
term structural changes.!? Thusfar, practiceon both the international
and domestic fronts has come closer to thediscretion pole. Successive
G-7 coordination agreements have featured country-specific policy
commitments and concerted official viewson the pattern of exchange
rates but have not specified a new set of rules for the system. By
the same token, monetary authoritiesin several major industrial coun-
tries have continued to announce and to pay attention to monetary
aggregates but have moved closer to an **eclectic’ approach.

Objectives of monetary policy

The goals or objectives of monetary policy are often stated as price
stability, full employment, and sustainable economic growth. Such
a listing, however, obscures an important shift in priorities and in
approach to policymaking as between the 1980s and the two previous
decades. As documented by Polak (1988), control of inflation has
been elevated above avoiding more-than-frictional unemployment,
and rea output targeting has given way to targeting nominal

11 Goldstein (1984).

12 Changesin velocity have heightened interest in **adaptable™ rules or guidelines that use
longer-term trendsin velocity, as well as potentia rather than actual output; see Hallman and
others (1989).



Tablel
Balance of Paymentson Current Account, 1980-88!

1980 1981 1982 1983 1984 1985 1986 1987 1988
Balance on current account
(In billions of U.S. dollars)
United States 153 816 -6.99 -44.29 -104.19 -112.69 -133.25 -143.70 -126.55
Japan -10.75 477 685 2080 3500 49.17 85.85 87.02 7963
Germany, Fed. Rep. of -13.85-3.57 512 531 9.85 16.55 39.38 4524 4861
(In percent of GNP)
United States 0.06 027 -022 -130 =-276 -2.81 -3.14 =317 =260
Japan -1.01 041 063 1.76 2.78 3.67 4.34 3.63 2.78
Germany, Fed. Rep. of -1.69-0.52 078 0.81 158 2.62 4.38 4.02 402

Source: World Economic Outlook
I Including official transfers.
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variables.'* While controversy exists on which intermediate target
(for example, the monetary aggregates, nominal domestic demand,
interest rates, theexchangerrate, variouspriceindexes, or some com-
bination) will producethe best result under a variety of disturbances,
the bottom lineis that price stability is now widely regarded as the
principal priority for monetary policy.'* Sufficeto say that given the
experienceof thelate 1960s and the 1970s, we regard this reorien-
tation of monetary policy as entirely warranted.

Theissueof what monetary policy should do about current account
and exchange rate developments's has, of course, been the subject
of increased concernin light of the huge imbalances recorded since
1984 by the United States, Germany, and Japan, and of the large
swings—and sometimes, ‘‘misalignment’”’—of the U.S. dollar
throughout thedecade;'¢ see Table 1 and Chart 1, respectively. Here,
a more differentiated approach is caled for.

We reject-both the ""dl current account imbalances should be
eiminated'* view and the *‘current accountsdon't matter” view. Nor-
zero current account positionsarise from a variety of sources, some
of which are "*good™* and require no policy intervention, and some
of whichare ‘“bad’’ and do requireintervention. Thisdistinctioncan
best beillustrated by recalling theidentity that expressesthe current
account as equa to thesum of the saving-investment balancesaof both
the public and private sectors. In this context, it is not difficult to

13 Whileavthoritiesoften continueto provide price and quantity componentsof nomina GNP,
these are typically regarded as ** assumptions'* or forecasts rather than **targets."*

14 One attractive interpretation of such an ordering of prioritiesis that price stability is a
necessary (albeit not sufficient) conditionfor the achievement of other objectives. Greenspan
(1987), for example, has argued that ** . . . the mandate for economic policy in the United
States and elsewhereshould be to maintain the maximum growth in real income and output
that is feasible over the long run. A necessary condition for accomplishing that important
objectiveisa stable pricelevel, the responsibility for which has traditionally been assigned,
in large part, to the central bank . . ."’

15 Current accounts and exchange rates are best viewed as intermediate targets in the sense
that departuresfrom targetscan imply unfavorablefeedback effects on the ultimateobjectives
of monetary policy (price stability, economic growth, and so forth).

16 By " misalignment’* we mean a departureof the real exchange rate from its equilibrium
vaue. Williamson (1985) has estimated that asof theend of 1984, the dollar was overvalued
by 39 percent and the yen undervalued by 19 percent.
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Chart 1
Real Effective Exchange Rates, 1980 - 1989
(1980=100)
160 A B CD E F
A. Plaza Agreement, 9/22/85.
B. Tokyo Economic Declaration, 5/4-6/86.
C. Louvre Accord, 2/22/87.

D. Venice Summit, 6/8-10/87.
E. Toronto Summit, 6/19-21/88.
F. Paris Summit, 7/14-16/89.
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envisage several kindsof benign imbalances.!” Oneis an imbalance
that arisesfrom reversible, intercountry differencesin the age distribu-
tion of the population. Such demographic differencescan beexpected
to yield different life-cycle-induced private savings patterns which,
if not paralleled by differing domesticinvestment opportunities, will
find their reflection in current account imbalances. Y et thereis no
presumption that these underlying private saving decisions are sub-
optimal. Consumption-smoothing of a temporary terms-of-trade
shock, and private investment booms that make investment in one
country more productivethan el sewhere, are other examplesof good
imbalances. In such cases, international capital markets are playing

17 Dornbusch (1988) provides a more complete catalogue and analysis of alternative types
of "*good™* and **bad"* imbalances. The samelogic separating”*good'* from **bad"* imbalances
can beused, asin Frenkel (1985), to assessthe relativemeritsof fixed and flexibleexchange
rate regimes.
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their intended function of optimally alocating saving. Contrast this
with the situationwhere the government is borrowing abroad primarily
to financea consumption spree and where, therefore, an unsustainable
net liability position is being established.'® When it comes time to
pay the piper, there will need to be adjustments—probably sharp
ones—to absorption and to relative pricesthat arelikely to be costly
to thecountry and toitstrading partners.!® Here, the current account
imbalanceobvioudy " matters™ and thereisastrong casefor remov-
ing the imbalance at the source by reducing government borrowing
and/or spending.2® Other examples of “'bad’' * imbalancesare those
arising from tax considerationsthat distort pretax redl ratesof return,
or from "*market failures™ of various sorts (including ones where
the present generation in its saving decisionstakestoo little account
of the interestsof future generations, or where private saving and
investment decisions are made on the basis of market pricesthat do
not reflect ** fundamentals').

A strong implicationisthat one needsto know theorigin of acur-
rent account imbalance before one can decide both if it needs cor-
rection, and if so, how to correct it. This, in turn, points up thelimita-
tions of simple**assignment rules™ .that specify how monetary and
fiscal policy should be assigned to interna and externa balance’ —be
it on the basis of the size of respective impact multipliers from
econometric or theoretical models,22 or on the basis of the relative
flexibility of the instruments. Since these assignment rules cannot
distinguish the sourceof thedisturbanceto the current account, they

18 We abstract here from the issue of ** Ricardian equivalence."* If such equivalence holds,
then the government's saving-investment imbalance will have no inter-temporal effects; in
that case, the current account imbalance would still be **benign.**

19 The kind of adjustments necessary, and their growth and inflation implications, are often
referred to as the "*hard landing™* scenario; see Marris (1987). See also Lamfalussy (1987).

20 Another relevant factor, more political than economic, is that large and persistent current
account imbalances— whatever their source—may incite protectionist pressures.

21 A shortcoming of all such simple assignment rules is that they assume no coordination
between monetary and fiscal authorities within a country. Once such coordination is admit-
ted, monetary and fiscal policies can together pursue internal and external balance.

22 The principle that a policy instrument should be assigned to the policy target on which
it hasthe greatest effect isfrom Mundell (1960). Boughton (1988) and Genberg and Swoboda
(1987) have used it to argue that, under floating rates, fiscal policy should be assigned to
external balance and monetary policy to internal balance. Thisisthe reverse of the more tradi-
tional assignment, asdefended in Williamson and Miller (1987). Using a Mundell-type model,
Frenkel (1986) shows that the appropriate assignment depends on the degree of capital mobility.
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run the risk of barking up the wrong tree.?* Suppose, for example,
that there is a shock that increases the rate of return to investment
and that, subsequently, the country runsa current account deficit.24
Suppose further that monetary policy isassigned to maintaining cur-
rent account balance. In that situation, tighter monetary policy could
inappropriately choke off a sustainable investment-led increase in
economic growth.2’ Take another example, thistime where household
saving istoo high because of the existence of a favorable tax incen-
tive, and wherefiscal policy isassigned to external balance. In this
situation, the policy response to a current account surplus may be
an increasein government expenditures that entirely missesthe root
causeof the problem. Therevill, of course, be situationswhereeither
it isdifficult to identify the source of the imbalance, or where the
imbalance cannot be corrected at the source. Onethen entersthedip-
pery world of the second best wherea choice has to be made either
to leave the imbalance alone or to make compensating adjustments
at other than the source of the problem. Such situations are best
handled on a case-by-case basis.

Lest there be any misunderstanding, we do not see benigninfluences
asdominant in thelarge existing current account imbalancesfor the
threelargest industrial countries. In particular, whilethere are demo-
graphic and other structural factors involved, we regard the U.S.
current account deficit as a **bad™* deficit that should be reduced
substantially, primarily through fiscal consolidation. We smply note
that despitelarge net capital inflows, U.S. investment as a ratio to
GNPisat ahistoricaly low level;2¢ that even at thislow investment
ratio, investment still exceeds U.S. national saving by roughly 3 per-
cent of GNP; and that thisfall in national saving reflects both larger
government deficits and lower private saving.?’

23 The problem is analogous to that encountered in trying to choose between interest rate
and money-aggregate targeting, or between fixed and flexible exchange rates, on the basis
of the dominant sourceof disturbances; see, for example, Poole (1970), Frenkel and Aizen-
man (1982), and Aizenman and Frenkel (1985).

24 Theinvestment'shock could, for example, taketheform of adiscovery of anatura resource,
or technological advances that increase the productivity of capita in that country.

25 |mplicit here is the assumption that the country is earning a rate of return that exceeds
the rate of interest paid on borrowed funds.

26 See IMF (1989), Supplementary Note 2.
27 See Bosworth (1989) and Feldstein (1989b).
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So muchfor current accounts. We turn next to the role that exchange
rate stability should play-in the design of monetary policy —anissue
that will be occupying us for much of the remainder of this paper.
At this point, it is enough to make two distinctions.

Oneis between countries with and without strong anti-inflationary
credibility. For the former group, there can be a good justification
for pegging to the currency of a country with an established reputa-
tion for price stability asameansof disciplining both the authorities
and the private sector. If credibility can be so established, it will induce
changes in the structure of the economy, including in the elasticity
of capital flows and in the wage-price determination process.28

In this situation, exchange stability is not in conflict with the
objective of price stability; in fact, it becomes the means by which
the low-credibility country establishes a nominal anchor to achieve
price stability. Credibility for such a " hard currency** policy is not
likely to be achieved costlessly or instantaneously. For example, if
a change in the real exchange rate is needed, it must be achieved
by areduction of costsand pricesin thelow credibility country. Where
there are labor market rigidities, this will involve output losses and
higher unemployment. Y et the credibility of the authorities and of
the exchange rate commitment depends on convincing the private
sector that the authorities are willing to bear those costs. Still, when
all issaid and done, the costs of disinflation could well be lower than
with aternative strategies.??

A classic illustration of this monetary policy strategy is provided
by the EM S experience of the early 1980s. Since disinflation was
then the top priority in virtually al EMS countries and since Ger-
many had the best reputation for pricestability, there was a com-
monality of interests in trying to converge to the German inflation
rate. Monetary policy in Germany thus served as the anchor of the
system. While to date there have been 11 realignments (since the
beginning of the EM Sin 1979), none of them hasresultedin arevalua-
tion relative to the deutsche mark, thus leaving Germany's reputa-

28 See Kremers (1989).

29 In thisconnection, the relevant comparison is not just the difference in inflation behavior
since 1979 between, say EM Sand non-EM Scountries(for example, see Callins [1987]), but
also what have been the costs of disinflation in countrieswith and without a hard currency
policy (for example, see Giavazzi and Giovannini {1988b}).
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tion as an exporter of credibility intact; also these realignmentshave
usually not provided full compensation for past inflation differentials
—s0 that the resulting real appreciation for higher inflation coun-
tries acts as disincentive to inflation.

As Poehl (1987, p. 8) has put it succinctly, < . . . credibility is
the capital stock of any central bank.”” When a central bank doesn't
have it, there can be advantages in tying its hands. Paradoxically,
what looks like less autonomy in monetary policy can, in reality,
be more. Thisisaso relevant to discussions about a European cen-
tral bank. If to convincethe marketsof the credibility of a hard cur-
rency policy, weaker-currency countries haveto follow every interest
ratechangeof the stronger-currency country, theformer may actualy
increase their effective degree of autonomy within a central institu-
tion where they have some influence on the stance of a common
monetary policy.

The second distinction worth emphasizing is between well-behaved
and misbehaved foreign exchange markets. Here, thefocus shiftsfrom
using exchange rate objectives to discipline policies to using them
to discipline markets.

Recall that early advocatesof floating exchange rates assumed that
speculation would be stabilizing. Faith in that proposition has been
weakened somewhat by the development of modes of profitable
destabilizing speculation,3® by studies showing that most activity in
foreign exchange markets represents interbank trading at short
maturities, ! and most of all, by episodesof exchangerate movements
that seem to be unrelated—or even counter —to ‘‘fundamentals.’’32

Thefailureof stabilizing speculationto liveup to its advance bill-
ing makes it imprudent to adopt a strict **hands of f* approach to
foreign exchange markets—particularly sincethe real exchangerate
issuch akey relative pricefor resource alocationin advanced market
economies. At the sametime, wethink it hasyet to be demonstrated
that speculativeexcessesand serious misdignmentsarethe rule rather
than the exception, or that improved macroeconomic policy perfor-

30 Theliteratureon rational " speculativebubbles® and on " noisetrading” is relevant; see
Blanchard (1979) and Frankel and Froot (1987).

31 see Dornbusch and Frankel (1987).

32 s0lomon (1988) singles out the late 1984 to February 1985 and early 1989 periodsasones
where the U.S. dollar was moving counter to fundamentals.
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mance would not favorably influence speculative behavior in these
markets—without going al the way to continuous management of
the exchange rate via monetary policy and publicly announced
exchange rate targets.? To draw an analogy, it is one thing when
handling flammable materialsto exercise caution and to have awell-
maintained sprinkler system in place to deal with accidents. It is
another to have the water spraying down 24 hours a day.

False corner solutions

Even if monetary authoritiesin thelarger industrial countrieswere
in perfect agreement about their objectives, they would still need to
addresshow these objectives should be pursued. In this section, we
anayzethreedternative policy strategiesand explainwhy we regard
each of them as undesirable.

The first one is independent pursuit of (monetary) policy objec-
tives, with benign neglect of theinternational repercussionsof nationa
policy decisions. There would presumably still be international
cooperation via ‘“ . . . exchanging information about current and
future policy decisions,”” but little beyond that.3¢ The underlying
premise, likethe working of the invisible hand under pure competi-
tion, isthat aglobal optimum is best reached by independent, decen-
tralized policy decisions. Our disenchantment with this strategy is
based on four arguments.

First, this policy strategy pays too little attention to potentia
**beggar-thy-neighbor** practices. Unlike the atomistic agentsof the
competitivemodel, larger countriescan exercise gppreciableinfluence
over prices, especialy the real exchange rate.3% As such, one can-
not rule out manipulation of pricesto their own advantage and at
theexpensedf others.3¢ Under floating rates, amix of tight monetary

33 For anevaluationof theoverall performanceof foreignexchange marketsin the post-Bretton
Woods period, see Frenkel and Mussa (1980) and Frenkel (1981).

34 Fddstein (1987).
35 Cooper (1985, 1987), Fischer (1987).

36 Tobin (1987, p. 68) expresses asimilar sentiment: *“ . . . butin its (coordination) absence,
| suspect nationalistic solutionswill be sought —trade barriers, capital controls, and duad exchange
rates. War among nations with these weapons'is likely to be mutually destructive. Eventualy,
they, too, would evoke agitation for international coordination."*
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and loose fiscal policy will produce an appreciated currency which
enhancesa country's own disinflation efforts—but at the expense of
disinflation efforts of partner countries. Coordination is a way of
discouraging such beggar-thy-neighbor practices.

Second, thisoption givesinsufficient weight to a reasonabledegree
of (real) exchange rate stability as apublic good that can be under-
supplied if somelarge suppliersact in adecentralizedway. Onedoes
not haveto bean advocate of fixed rates to concede that decentralized
policy decisionswhich inducelarge and unpredictablechangesin redl
exchange rates create international external diseconomiesfor other
policy authorities, as well as for private economic agents. Firms,
for example, may hedge against such uncertainty by investing abroad
across currency zones even if it means sacrificing cost and scale
advantages associated with exporting from what would otherwisebe
the lowest cost location.” It is for this reason that even some sup-
porters of largely decentralized policymaking see a need for some
concession to coordination. Corden (1986, p. 431), for instance, con-
cludesthat, "'. . . each country benefits the other by maintaining
relatively stable policies which will minimize real exchange rate
changes in either direction. Coordination consists.essentially of a
reciproca agreement to modify policiesthat generatereal exchange
rate instability.”’

Third, the benign neglect approach underestimates the contribu-
tion that coordination can make to achieving a country's own
objectives—either by providing it with a counterweight to pressure
from domestic pressure groups, or by restraining through peer
pressure misguided policy actionsof partner countries. On thelatter
count, we agree with Williamson's (1988, p. 4) assessment that
‘... prudence demands that a country retain the right to opt
out . . . if therest of theworld isgoing off course. But it is better
till to be part of a functioning system which gives some assurance
that the rest of the world will not veer off course.*

Finally, the benign neglect approach overestimates, we think, the
effective degree of autonomy that exists in today's interdependent
global economy. Not only have simple ratios of imports or exports
to GNP increased from levels of the 1960s but capital markets have

37 Cooper (1988)
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also become more integrated. Openness by itself places constraints
on the conduct of monetary policy regardless of the exchange rate
regime chosen. *® The exchange rate regime influences the form that
these constraints take.*® Under fixed exchange rates and high inter-
national mobility of capital, authoritieslose control over the money
supply, that is, over the instruments of monetary policy. Flexible
exchange rates permit control over the money supply but also imply
more rapid adjustment of exchange ratesand prices to money supply
changes, as well asa sensitivity of current exchange rates to expec-
tations of future policy action; this constrainsthe ability to influence
some targets of monetary policy (for example, the level of real out-
put).4°

Nothing we have said contradicts the contribution that ** putting
one's own house in order** can make to greater exchange market
stability. We question not whether this is a necessary condition—
but rather whether it is a sufficient condition. Similarly, we do not
see coordination as preventing countries from pursuing policies that
areintheir own best interest” or as substituting for them; we instead
argue that this " best interest™* should take account of the spillover
effects of domestic policy choices. To be sure, there are obstacles
to coordination, ranging from intercountry differences of view about
how the world works, to treatment of certain policy instrumentsas
objectives in themselves. Some of these obstacles are also present
in the domestic context, while others can, wethink, be reduced over
time. 4!

A second policy strategy could be coordination around a set of
fixed (or adjustable) exchange rates, that is, bringing back Bretton
Woods or expanding the EMS. Again, we do not see this strategy
asfitting the bill —at least not for the larger industrial countries with
good anti-inflationary credibility.

To begin with, such a fixed (nominal) rate strategy is unlikely to

38 Duisenberg (1988, p. 40) offersan even stronger verdict: ¢ . . . it isan illusion to think
that, in theabsenceof an exchangerate obj ective, domestic policies would be free from con-
graints. In fact, the choiceis to accept the policy constraintsbeforehand or to facethe more
damaging consequences when they are ultimately enforced by the market."

39 Frenkd and Mussa (1981).
40 Frenke (1983) and Feldstein (1989a).

41 Theseobstaclesto coor dinationare discussed morefully in Frenkel, Goldstein and Masson
(1988a).
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produce enough flexibility in real exchange rates to accommodate
typica changesin rea economic conditions, including permanent
changesin theterms of trade, secular intercountry differencesin rates
of productivity growth, and long-term shiftsin saving and invest-
ment propensities.*? In theory, the required adjustment in real
exchange rates could come just as well from adjustmentsin nomina
wages and prices with fixed nominal exchangerates. But in practice
the™ " stickiness™ of nomina wagesand pricesmakesit morerealistic
to get most of the job done by allowing the nomina exchange rate
to adjust.43

Second, our ability to identify the equilibrium real exchange rate
is subject to wide margins of error. In our paper presented at last
year's Jackson Hole symposium,** we outlined the limitations of tradi-
tional approaches to estimating equilibrium rates (ranging from
purchasing-power-parity to the underlying-balanceapproach). This
arguesfor eschewing narrow exchange rate bandsand for challeng-
ing the market only when differencesbetween official estimatesof
the equilibrium rate and the market rate are **large.”

A third difficulty isthat exchangeratetargetsare better for disciplin-
ing errant monetary policies than errant fiscal policies—yet the lat-
ter have often been the real culpritsin recent adjustment problems.
In fact, exchangerate targets can even send the wrong signd for fiscal
adjustment;** for example, when fiscal expansion prompts the cur-
rency to appreciatetoward the top of the band, it sendsasignal for
looser monetary policy, thereby inappropriately **monetizing™* the
deficit.4¢

A fourth shortcoming, hinted at earlier, isthat rigid exchangerate
targets would divert monetary policy too often from its primary

42 |f exchangeratesare fixed in nominal terms, they would also need to be adjusted periodically
to compensate for inflation differentials.

43 Frenkel and Mussa (1980).
44 Frenkel and Goldstein (1988by).
45 Frenkel and Goldstein (1988a).

46 See Frenkel and Goldstein (1986). It is no coincidence that second generation target zone
proposals (for example, Williamson and Miller {1987]) contain a fiscal policy rule, whereas
first generation proposals spoke only of monetary policy. Note also that the Delors Report
(1989) sees the need for binding cross-country rules that impose upper limitson budget deficits
of individual countriesand preclude access to direct central bank credit—andthisin addition
to closer monetary coordination and greater fixity of exchange rates.
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responsibility of promoting internal balance. There will, of course,
be periods when internal and external considerationspoint monetary
policy in the same direction.4? But when the two conflict, the inter-
nal target should almost always take precedence. As Schlesinger
(1988, p. 32) has argued:

... nor can it in thefuture becomethe central banks main
function, regardless of the prevailing circumstances, totry to
implement fixed targetsfor exchangerate movements.. . . Cen-
tral banks most importantfunction . . . residesin thefact that
they collectively bear the ultimate responsibility for the 'global .
rate of inflation' and that each individual mgjor central bank
is responsible for the stability of the purchasing power of its
own currency.’”’

We can see no close substitutes for monetary policy in carrying out
this crucial domestic stabilization task.

Last but not least, the credibility of exchange rate targets hinges
directly on the commitment of policy authorities to achieve them.4#
In this sense, it is questionable whether a firm anchor for exchange
rate expectationscan be established on the cheap. Thiscommitment
to exchange rate targetsis not likely to be uniform across countries
sincesome will have moreat stake in maintaining stability than others.
Specificaly, incentives are gpt to be greater for small, open economies
thanfor large, moreclosed ones; for country groupsthat have strong
bilateral trade patterns; and for country groups where exchange rate
stability is part and parcel of larger integration objectives. In this
connection, Giavazzi and Giovannini (1988b) note that because of
the large share of intra-EC trade in tota trade, EC countries have
astronger incentive to limit fluctuations of intra-EC exchange rates

47 suzuki (1989) identifiesthe September 1985 to December 1986 period as one wherethere
was no seriousinconsistency between domestic objectivesof Japanese monetary policy and
international considerations; from the beginning of 1987, however, he does see a conflict.

48 Mussa (1986, p. 203) putsit well: * This commitment does not necessarily entail specific
rules for monetary and fiscal policy . . . but rather, a general commitment to do whatever
is necessary (within limits) to sustain official parities."
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than of exchange rates vis-a-vis non-EC currencies;*® moreover, they
point to the importance of stability of intra-EC exchange rates for
the survival of the common agricultura policy.

Y et athird policy strategy would beto throw **sand in the wheels™
o theinternational capital markets, by accepting restrictionsor trans-
actions taxeson capital flows. In brief, thisstrategy is based on the
assessment that such restrictionswould belesscostly tothereal side
of the economy than either subordinating macroeconomic policies
to exchange rate targets, or accepting the kinds of exchange ratefluc-
tuations associated with greater policy autonomy.*® Since we have
expressed our lack of enthusasmfor such ** sand-in-the-wheels'* pro-
posals on other occasions,s! we smply note here four serious
objections.

First, to beeffective, these proposal srequire universal implemen-
tation.>? Yet there is always an incentive for some country to cap-
ture more of the world's business by not imposing the tax. If only
the geographic location of speculation changes—and not its volume
or nature—little will be accomplished.

Second, too littleis known about asset price behavior in markets
with different levelsof transactionstaxesto be confident that it will
pendize only bad speculators and socialy unproductive capital
flows—without affecting good ones.>* For example, are asset price
volatility and misaignmentssystematically lower in say, real estate
markets (with high transactionscosts) than in financial markets(with
lower ones)? Are *"bubbles’ less prevaent in fine art and wine
markets (again where transactions costs are relatively high) than in
stock markets? If restrictionsor taxesare not successful at separating
productive from unproductive flows, we would be sacrificing some
of thebenefitsaf liberalization, includingincreased returnsto savers,

49 While some smaller EC countries have opennessratios of 60-70 percent—and whileeven
Germany, France, Italy, and the United Kingdom have ratios of 25-30 percent—the share
of importsin GNP for the EC asa whole (in 1987) is only about 12 percent; the analogous
figuresfor the United Statesand Japan are 10and 11 percent, respectively. See Giavazzi and
Giovannini (1988b).

50 Tobin (1980).
51 Frenkd and Goldstein (1988b).

52 Another consideration is resources spent by speculatorsin finding a way around the
regulations.

53 Mussa (1989).
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alower cost of capital to firms, and better hedging instrumentsagainst
a variety of risks.

Third, we worry that restrictionson capital flows—even if they
affected bad flows more than good ones—could weaken support for
**outward looking™’ policies more generally and possibly spread to
other areas, including the foreign trade sector.

Fourth, once sand has been thrown in the wheels, it may be dif-
ficult to get out, as rent-seeking groups coalesce around the
restrictions.

Sear ching for additional policy insgruments

When an economist hears of one policy instrument being asked
to serve two masters, his (Tinbergenesque) instinct is to look for
another instrument. In this section, we briefly appraise prospectsfor
assisting monetary policy through foreign exchange market interven-
tion, fiscal policy, and structural policies.

The appeal of exchange market intervention is that, if effective,
it would alow authorities to influence the exchange rate while
monetary policy was taking care of internal balance. The relevant
concept in thiscontext is sterilized intervention, that is, intervention
which is not alowed to affect the monetary base (and thus amounts
to an exchange of domestic for foreign bonds).

Sterilized intervention is posited to affect exchange rates through
two channels. Oneis via portfolio effects. Specificaly, by atering
the relative outside supplies of (imperfectly substitutable) assets
denominated in domestic and foreign currency, intervention changes
the risk characteristicsof the market portfolioand induces changes
in exchangerates.3* The second channel isthesignalling effect. The
line of argument here is that exchange rates reflect expectations of
future macroeconomic policies, that monetary authoritieshave insde
information on future monetary policy, and that they can credibly
signal futuremonetary policy viaintervention.®s Interventionissaid
to be agood signalling device because.authorities are ** putting their
money where their mouth is,** because (if sterilized) signalscan be
given without affecting the real economy, and because intervention

54 Branson and Henderson (1985).
55 Mussa (1981) and Dominguez (1989).
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can be deployed rapidly and around theclock.3¢ Thissignalling effect
is sometimesalso argued to be more powerful when intervention is
"*concerted™ (that is, undertaken by several countriessimultaneoudly)
becauseit diminatestherisk of authoritiesoperatingat cross-purposes.

Thelast officia study on the subject, namely, theJurgensen Report
(1983), did not offer much encouragement; it concluded that sterilized
intervention was a relatively wesk instrument of exchangerate policy,
with limited effectiveness beyond the short run. Some have argued,
however, that the post Plaza Agreement experience merits a reap-
praisa of that verdict. Even if the contribution of intervention plus
jawboning to the depreciation of thedollar from September 1985 to
February 1987 is regarded as little more than “‘kicking the ball down
the hill,"" they see the subsequent relative stability of key exchange
rates as prima facie evidence of intervention's efficacy .5’

Obstfeld (1988) has recently completed an examination of the
effectivenessof interventionover the 1985-87 period. His main con-
clusions can be summarized as follows. First, the dominant policy
determinantsof broad exchange rate movementsof recent years have
been monetary and fiscal actions, not sterilized intervention. Second,
except possibly in 1987, the scale of intervention has been too small
(relativeto huge outstanding asset stocks) to have significant port-
folioeffects. Third, thesignassent by intervention have been effective
only when they have been backed up by the prompt adjustment of
monetary policies, or when other events (for example, unexpected
trade balance developments) have coincidentaly atered market sen-
timent. Finally, the most convincing intervention operations have been
"*concerted'" ones. This last conclusion is also consistent with the
resultsof theonly existing empirical study that had access to daily
intervention data for the 1985-87 period. Specifically, Dorninguez
(1989) found that concerted intervention had a larger and longer-
term influence on exchange rate expectations than did unilatera
intervention.

From al this we conclude that while sterilized intervention may
be helpful at timesin calming disorderly foreign exchange markets
or in signalingauthorities views about the appropriatenessof market

56 Obstfeld (1988).
57 williamson (1989).
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exchange rates, it is not likely by itself to be powerful enough to
extricatean overburdened monetary policy from two-hat policy dilem-
mas. Within these limitations, one can probably maximize**the bang
for abuck™ by implementing interventionin a concerted, coordinated
way.

Another popular candidatefor the second policy instrument is fiscal
policy. In some coordination schemes, it is assigned to maintaining
internal balance (say, nominal domestic demand),38 whilein others,
it is paired with external targets (the current account).*® In defining
an appropriate rolefor fiscal policy, consideration needsto begiven
to the following factors.

First, it isafact of life that fiscal policy issignificantly less flexi-
ble than monetary policy in virtually all major industrial countries.
Contrast, for example, the frequency in the United States of meetings
of the Federal Open Market Committee with the frequency of budget
submissions to Congress. This meansthat under current institutional
arrangements, it is not realistic to envisage fiscal policy as playing
a short-term stabilization role—be it on either the domestic or exter-
nal side.

Second, we think fiscal policy should be framed primarily within
a medium-term perspective. An appropriate fiscal policy should be
guided by considerations of long-term efficiency, resource alloca-
tion, incomedistribution, and economic growth—rather than by short-
term considerations of demand management and fine tuning. The
emphasis should be on establishing the right incentives for working,
saving, and investing—with monetary policy carrying the bulk of the
domestic stabilization load. Thedelaysand difficulties associated with
correcting thelarge U.S. federal budget deficit undercut the case for
greater flexibility of fiscal policy. Instead, they make the case for
greater medium-term fiscal discipline. Too often in the past have
industrial countriesaccepted‘“ . . . apermanent increasein the debt-
to-GDP ratio in order to achieve short-term objectives . . . ;’’% see
Table 2. The priority should be to ensure that the aggregate stance
of fiscal policy is subject to a long-run constraint that precludes

58 williamson and Miller (1987).
59 Genberg and Swoboda (1987) and Boughton (1988).
60 Bruce and Purvis (1988, p. 29).
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Table 2
Major Industrial Countries:
Debt Outstanding at Central and General Government
Levels, 1978-88!

(In percent of GNP/GDP)?

1978 1982 1986 1987 19883

Central government

Gross Debt

Canada 30 K%} 48 49 _
United States 35 38 52 54 55
Japan 31 47 59 61 59
France 15 17 24 24 26
Germany, Fed. Rep. of 14 19 21 22 22
[taly 57 63 86 90 94
United Kingdom 44 48 51 50 45

Net debt
Canada 12 20 37 38 —
United States 22 25 37 38 33
Japan 3 12 14 10 8
France? -1 0 11 13 14
Germany, Fed. Rep. of — — — — —
Italy 35 48 72 77 81
United Kingdom 9 18 15 16 13
Genera government

Gross debt

Canada 59 64 82 82 -
United States 47 48 65 66 67
Japan 42 61 73 76 74
France 26 31 36 37 37
Germany, Fed. Rep. of 29 38 41 42 43
Italy 62 66 88 93 96

United Kingdom 58 58 56 54 49
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Table 2 — Continued

1978 1982 1986 1987 19883

Net debt
Canada 12 17 37 38 —
United States 29 31 41 42 43
Japan 11 23 26 22 19
France# —_ 4 12 13 14
Germany, Fed. Rep. of 7 19 19 20 21
Ity 47 51 77 81 85
United Kingdom 25 29 25 26 22

Source: Fund gtaff estimatesbased on the following nationa publications: United States: Board
of Governorsof the Federal Reserve System. Flow of Funds Accounts, Financial Assetsand
Liabilities. Year-End, 1964-1987, and Federal Reserve Bulletin (various issues); Japan:
Economic Planning Agency, Government of Japan, Annual Report on National Accounts (various
issues); Federal Republic of Germany: Monthly Report of the Deutsche Bundesbank (May
issue); Italy: Relazione Annuale all ’Assemblea Generale Ordinaria dei Participanti, Banca
d’Ttalia; Canada: The Fiscal Plan, Department of Finance (February 1989): France: Institut
de Prtvisions Economiques et Financiéres pour le Dtveloppement des Entreprises, Revue de
I’Ipecode; United Kingdom, Central Statistical Office.

1 Book value of debt outstanding at the end of the yearf
2 Canada, France, Italy, and the United Kingdom: in percent of GDP.
3 Data for 1988 are preliminary.

4 For 1985-88 data are estimated by adding the fiscal deficit to the corresponding stock of
debt in the previous year.

excessive debt accumulation. Once such a constraint is firmly
established, there may arise unusual situations that warrant a depar-
ture from longer-term objectives..\We would expect them to be few
and far between. The existence of automatic stabilizers in the tax
system'already provides some counter-cyclical element in fiscal policy
without the need to go to constant fine tuning.

Fiscal policy is, by its very nature; a more disaggregated policy
instrument than monetary policy. However inconvenient thisis for.
us macroeconomists, there isincreasing evidence that the effects of
fiscal policy actions depend critically on how those actions are car-
ried out.s! Does a cut in the deficit take place through reductions

61 Frenkel and Razin (1987).
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in expenditures or increasesin taxes? Do expenditure changes fall
primarily on tradable goodsor on nontradables?Dotax changesaffect
mainly investment or saving? Aretaxes of the lump sum variety or
specific? Does the country undertaking the fiscal action have a cur-
rent account deficit or surplus? Are the fiscal measures permanent
or transitory? It all matters.

To sum up, the way in which fiscal policy is managed will have
an important influenceon theenvironment in which monetary policy
must operate in pursuit of its objectives. By promoting proper
incentives for long-run resource allocation and by avoiding an
excessive accumulation of debt, it can improve prospectsfor sus-
tainable noninflationary growth and for exchange market stability.
In some respects, it may even be able to compensatefor certain con-
straints imposed on monetary policy. For example, as increasing
international capital mobility links real interest rates across coun-
tries, structural tax policies represent a way of altering the mix
between consumption and investment at any given real interest rate. 62
But fiscal policy isnot well suited for resolving short-term dilemma
situations faced by monetary policy.

Thisis not the placeto attempt an appraisal of the scopefor struc-
tural policy changesin industria countries.* That would constitute
apaper initsalf. Thereis, however, onedement of structural policy—
namely, measures to increase wage and price flexibility —that has
a direct bearing on the task facing monetary authorities.

As suggested earlier, some industrial countries will have an
incentive to give greater weight to exchange rate targetsin thedesign
of monetary policy than will others. For those who do opt for greater
exchange ratefixity, domestic wagesand prices haveto carry more
of the burden of responding to changesin supply or demand condi-
tions. Indeed, in acommon currency area, al of the adjustment in
real exchange rates hasto occur viainflation differentials. Other things
equal, thelower theflexibility of wagesand prices, the greater will
be the output and employment | ossesassociated with unfavorable real
economic shocks. It isin this context that structural policies which
increasethe flexibility of the economy can make an important con-

62 Fddstein (1988).

63 structural policiesindudethosethat raisethe productivecapacity of the economy and those
that increase its flexibility.
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tribution. These would include trade policies that enhance competi-
tion, goods marketsderegulation, and labor market reforms. Among
the latter, measures that reduce barriers to occupational and regional
mobility and that |lower the social charges associated with hiring new
workers, or in shifting them between sectors, are apt to be particularly
helpful. Mundell (1957) singled out labor mobility asa key criterion
for an optimal currency area more than 30 years ago. It is just as
relevant today.

Even in those industrial countries that are willing to rely more on
nominal exchange rate flexibility to achieve needed adjustments in
real exchange rates, structural policies have aroleto play in seeing
that nominal exchange rate changes get ** passed through®* to relative
traded goods prices. Policiesthat, for example, reduce nontariff bar-
riers to imports and increase competition in the trade and distribu-
tion network, can increase the effectiveness of exchange rate changes
and thereby decrease the size of the exchange rate change needed
to obtain a given alteration in competitiveness.

A positive development of the 1980s has been the increasing
awareness of the supply-side implications of structural policies. ¢
These structural policies should be viewed as complements—rrather
than as substitutes— for appropriate macroeconomic policies. They
should provide a stable framework in which monetary and exchange
rate policies can operate with greater effectiveness in achieving their
ultimate objectives.

Toward more promising policy strategies

Identifying policy strategiesthat are not likely to work isonething.
Finding strategiesthat will isanother. In this section we discuss some
broad guidelines for the conduct of economic policy in today's
interdependent global economy,. These should not be confused with
proposals. For one thing, several of our suggestions are already
present in the ongoing policy coordination process, while others are
feasible only over thelong term. Thus, rather than advancing a com-

64 Gyohten (1988) seestheG-7 coordination processas now in athird stage where theemphasis
ison structural measures; in contrast, he characterizesthe first and second stagesas emphasizing
exchange rate realignment and macroeconomic policies, respectively.
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prehensive proposal for reformof the international monetary system,
our aim is smply to stimulate discussion.

We begin with the notion that any successful exchangerate system
needs some mechanism for avoiding both global inflation and global
deflation. In our view, the responsibility for establishing a nom nal
anchor fallsto thelargest industrial countries. Specifically, monetary
policy in these countries should be directed toward price stability
S0 as to maximize prospectsfor sustainable noninflationary growth.
Fiscal policy canassist in establishinga nomina anchor by forgoing
excessive debt accumulation that itself would handicap the ability
of the monetary authorities to carry out their task.

A relevant question is whether maintenance of such a nomina
anchor requires something beyond the existing commitments of
domestic monetary authorities. In this connection, it has been pro-
posed that monetary policy in the larger industrial countries might
target a common basket, such as the prices of a group of primary
commodities. As noted by its proponents, such a basket has a number
of potential advantages:$ (1) commodities are traded daily in auc-
tion markets so that the price index can be calculated almost con-
tinuously; (2) theindex has relevancefor many countriessince most
commodities are produced, consumed, and traded on a worldwide
basis; and (3) internationally traded commodities are relatively stan-
dardized, minimizing both quality measurement problems and
systematic productivity biasesas between tradablesand nontradables.
The problem, however, is that stabilizing such a commodity price
index would not likely stabilize the broad price index of goods and
servicessincetherewill be changesin thecommodity termsof trade—
a shortcoming that it shareswith al partial baskets.® In fact, it is
precisely because of such changesin thetermsof trade that we see
such commodity basketsasa possible**indicator** or early warning
signal —rather than as a target—for monetary policy,%” and as one
among many indicatorsat that.

On a broader level, we see little to suggest that more explicit
international anchoring rules have consistently produced better
inflation performance. Cooper (1982), for example, documentslarge,

65 Heller (1987).
66 Cooper (1988).
67 Angell (1987) and Boughton and Branson (1988).
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long-run swingsin wholesale prices—on the order of 30-70 percent
in both directions—during the nineteenth century gold standard.
Similarly, Meltzer (1986) found that short-term predictionerrorsfor
prices were much higher during the gold standard than during the
1950-80 period.

We see this responsibility for price stability as acollective one of
the largest industrial countries, rather than as the responsibility of
any one country alone. In this sense, it is how.more appropriate to
speak of the ““N-3*’ (or **N-5"" or "*N-7"*) countries, rather than
the ““N-1"" countriesfor the system. This collective orientation, in
turn, reflectsthegreater symmetry in economicinfluence among the
major industrial countriesthat characterizestoday's global economy
vis-a-vis 20, or even 10, yearsago; see Table 3. No longer isthere

Table 3
Shares of Selected Countriesin World Totals

United Fed. Rep.
States Japan of Germany Other

Share of Nationd Currencies

in Totad Identified
Officid Reserve Holdingst
1975 851 0.6 6.6 7.7
1987 67.1 7.0 14.7 11.2
Share of World Trade?
1956 16.2 33 7.4 73.1
1987 141 8.0 11.0 66.9
Share of World Output®
1962 415 44 6.7 474
1987 285 150 7.1 49.4

1 IMF Annual Report, 1980 and 1988.
2 Based on the sum of imports plus exports. |FS Supplement on Trade Statistics, Supplement
Series No. 15, 1988.

3 GDPat market prices. IFS Supplement on Qutpur Statistics, Supplement SeriesNo. 8, 1984,
and IFS Yearbook 1987.
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an obvious hegemon which combines a dominant position in inter-
nationa tradeand finance, an unblemished record for price stahility,
and awillingnessto assumethe obligation of beingthe ““N-1"" country.
Indeed, one way of characterizing the policy coordination process
is as a pragmatic mechanism for dealing with shared leadership.

This trend toward greater symmetry also partly explains why
exchange rates aone are not likely to serve as the nomina anchor
for the system. Not all countriescan simultaneoudly rely on a fixed
(nominal) exchange rate to guide their monetary policies. At least
one country has to set the inflation rate for the system as a whole.
Collective agreement on real exchange rate targetsis likewise not
the answer to the nominal anchor problem since real ratesare con-
sistent with any inflation rate.¢8

What would be the role of coordination in such a system? There
are at least two immediate functions (aside from policing beggar-
thy-neighbor codes). Oneis to mobilize peer pressureto strengthen
individual country commitmentsto their internal balance objectives.
The second isto dedl with potential **adding up** problemsthat arise
when the joint outcomeof individua country internal balancetargets
isglobal inflation or deflation.®® Solomon (1988), for example, sees
insufficient attention to such adding up problems as having contributed
to the buildup of global inflationary pressuresin 1972-73 and to the
depth of the global recession in 1981-82.

Our second basic guideline is that exchange rate commitments
should betailored to the characteristicsand circumstancesof individua
economies. Moreover, weinterpret this guideline as suggesting that
exchangerate commitments should belooser and quieter in thelargest
industrial countriesthan in smaller, more open economies—someof
which may even eventually opt to join regional currency aress.

Thisisemphatically not acall for benign neglect of exchange rates.
As pointed out earlier, we regard a reasonable degree of exchange
rate stability for key currenciesas apublic good for the system. The
issueis how that public good should be produced and in what amounts?

68 Adamsand Gros(1987) providea lucid analysisof the nominal anchor problem associated
with real exchange rate targets.

69 Such " adding up" problemsalso apply to the level of world interest rates, and to the
aggregate monetary-fiscal policy nix. Thishas been termed ** absolute coordination® (Cur-
rie, Holtham and Hughes-Hallett [1988]).
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In seeking to promote exchange market stability, the larger
industrial countries would assume a set of responsibilities. First and
foremost, by setting the stance of monetary and fiscal policy on a
stable, noninflationary course and by endeavoring to correct bad
external imbalancesat their source, they would provide a more stable
focus for exchange rate expectations.” The issue is not whether
misalignments on the order of 1983-85 can recur; it is whether they
can recur when fiscal policy is better disciplined and when external
imbalances are much smaller. While the counter-factual isunobserv-
able, we think that more disciplined policies would go a long way
toward more disciplined exchange markets. That is also why we
regard the coordination of policiesas the key element of the ongoing
G-7 coordination process. Second; authoritiesin these countrieswould
regularly develop their own (quiet) estimates of equilibrium real
exchange rates. As we indicated earlier, these estimates are likely
to be subject to substantial margins of uncertainty. Nevertheless,
unless one accepts the view that **the market rate isalwaysthe right
rate,"" an independent evaluation is needed. Third, in those(it is hoped
unusual) cases wherethereisa ™ large™ differencebetween the market
rate and the consensus official view of the equilibrium rate consis-
tent with fundamentals, authorities would intervene. This interven-
tion could take the form of a statement of official views on the
desirable direction of exchange rate movements, of concerted,
sterilized exchange market intervention, and—if necessary — of coor-
dinated adjustments in monetary policies. The Plaza Agreement and
itsaftermath isagood casein point. Again, we emphasizethat these
are contingent responsibilities— contingent upon strong evidence of
bubbles or large misalignments in exchange markets.

Although such exchange rate commitmentson the part of thelarger
countries would be looser than in many target zone schemes, they
would not necessarily be less effective. This is because the stabiliz-
ing effect of any official exchange rate commitment on expectations
depends on its credibility. One can argue that a looser commitment
wherein authorities **keep their powder dry** for large, clear-cal
misalignments and do not claim that the primary assignment of
monetary policy isfor external balance, will be more credible than

70 The likelihood that the 1990s will start with a significantly better inflation performance
on the part of the largest countries than did the 1980s should itself be a positive factor.
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a (nominaly) tighter and louder commitment. In evaluating the
credibility of acommitment, market participantsare also apt to weigh
the costs of exchange rate instability against the costs of reduced
monetary control. We would submit that for the largest economies,
the costs of reduced monetary control are perceived to belarge enough
to tip the balance in favor of exchange rates only when exchange
markets are seriously misbehaved.?!

Let us turn next to the rationale for tighter and louder exchange
rate commitments— perhaps even eventually common currency
areas— for the smaller, more open economies.

In the section on clarifying basic concepts, we outlined the attrac-
tion of **tying one's hands'™ on monetary policy for a central bank
that does not haveits own strong anti-inflationary credibility.”? Such
a hard currency policy is likely to be most beneficial and credible
when there is a conservative central bank to anchor to, and when
theeffectsof international cost competitivenessand of price arbitrage
in tradable goodsloom large in the economy. The conservativecen-
tral bank ensures that the loss of monetary independence is compen-
sated by imported price stability. Openness makes the output and
employment costs of inflationary behavior hit home harder and faster.
In this regard, we would note that each of the three ** poles’™ (North
America, Europe, and the Pacific) often mentioned as possible
regional currency areas has at least one—in fact, usually more than
one—strong central bank with a good reputation for price stability.
Also, as previously mentioned, the smaller industrial and newly
industrialized economies have relatively high openness ratios:

A second motivation for stabilizing the exchangerateisto minimize
the adverse effects of exchange rate variability and uncertainty on
the volumeof trade flows.?* The incentivesto avoid such uncertainty
71 Suzuki (1989, p. 6) seems to share this assessment when he concludes: ** Although the
degree of economic integration among European countries, the United States and Japan is

much less than in the European Community, exchange rate stability is still desirable if it can
be achieved at a small cost.”

72 Chouragui (1988) also argues that the nominal exchange rate may be superior to monetary
aggregates asa disciplining mechanism sinceit isan instantly observable market price, which
if stabilized, will not be subject to the problemsof interpretation which often arise with monetary
targets.

73 Mussa (1986) provides strong evidence that variability of real exchange rates is typically
much greater under floating than under pegged rates. The second link between exchange rate
variability and trade flows has proved much harder to document; see International Monetary
Fund (1984), Gotur (1985).
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should be higher for moreopen economies, and for those trade flows
that account for alarge percentage of acountry's total trade. On this
latter point, a rough cal culation suggests that ifexchangerates within
each of three regional currency areas weretruly fixed, approximately
one-third of world (non-oil) trade would be conducted at fixed rates,
see Table4. Note alsothat if exchange rates were moreclosely tied
together within regiona currency areas, exchange rate variability
across zones would presumably be of lesser concern (since thelatter
would affect a smaller share of world trade).

Table 4
Non-Fuel Merchandise Trade Matrix, 1985

(In billionsof US Doallars)

TO

United States Japan and European
and Canada Adian NIEs Community Other

FROM
United States
and Canada (98.7) 43.3 48.4 78.6
Japan and Asian NIEs 117.1 _(82.7) 37.7 78.8
European Community 66.8 22.4 (312.5) 1851
Other 41.8 " 31.0 84.2 (98.5)

Source: United Nationsdataon exports. Figuresin parenthesesgive trade within theregional
grouping.

Stabilizing exchange rates within regions would also build upon
existing regiond integration efforts. Theseincludethe single market
program and discussionsof monetary union in Europe, the Canada-
U.S. Free Trade Agreementin North America, and the sharpincrease
in intraregiona trade and investment among Japan, the newly
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industrialized economies, and other ASan countries.” Larger integra-
tion objectives can give exchange rate commitments enhanced
credibility because authoritieshave more a stake in keeping them.
Despitethese potential advantages, itwould be amistaketo under-
estimate the obstacles that stand in the way of tighter exchangerate
commitments—and even more so, of regional common currency
areas— particularly over the short term. Four of them merit explicit
mention. First, the pace of, and commitment to, increased regional
integrationclearly differ acrosspoles. Europe—with its now 10 years
of successful operation of the EMS, its plansfor 1992, its agenda
for increased monetary policy coordination, and its larger integra-
tion objectives—hasgone way beyond where North Americaor the
Pacific are, or where they may want to go. In a similar vein, the
extent of intraregional tradeis greater in Europe than in either North
America or Asia; Asian countries, in particular, now conduct a
substantial share of their trade with the United States (see Table 4).
Second, greater fixity of exchange rates within regions leaves
unanswered the question of how to respond to real shocks that impact
more severely on some countriesin the currency areathan on others.
Thispointsup theimportanceof factor mobility, real wageflexibility,
and a tax and fiscal transfer system that operates at the level of the
exchange rate union. Each of these adjustment and financing
mechanismswould need to be better developed. Third, in asystem
of currency areas characterized by two-tier exchange rate com-
mitments, there needs to be some coordination of exchange rate policy
across the two tiers; the problem of formulating a consistent dollar
policy for the EMSasawholeisacasein point. Finally, care would
need to be taken to ensure that regiona currency areas adopted an
outward-looking stance and contributed to better global allocation
of resources. Some countries—particularly if they have their own
strong anti-inflationary credibility —may, in fact, view these obstacles
as prohibitive, and opt instead for other exchange arrangements.
At this stage no one can know with any confidence whether the
systemwill evolvein a ¢“tri-polar’” direction. Theoutcome will depend
as much on political developmentsas on economicones. Wedo think,

74 Japan'stradewith therest of Asia hasincreased dramatically, from 18 percent of Japan's
total importsand exportsin 1976 to morethen 25 percent in 1988IV-891. Also, the Japanese
manufacturingindustry hasincreased sharply itsoffshor eproduction in theregion; see Maid-
ment (1989).
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however, that a successful exchange rate regime should recognize
that the optimal degree of exchange rate flexibility is probably not
the same across countriesand that optionsfor reducing exchangerate
variability also include reducing the number of exchange rates, that
is, creating single currency areas.

Thefina topic wetake up in thissectionistheroleof theInterna-
tional Monetary Fund in the coordination process. The Fund has,
for some time now, been assisting the G7 exerciseof policy coor-
dination.’”s Thisisin addition to the Fund's own surveillanceactivities,
including ArticleIV consultation discussions with individual member
countriesand the twice-yearly discussions by the Fund's Executive
Board and the Interim Committee of the staffs World Economic
Outlook.

The standard justificationfor having an internationa institution par-
ticipate in policy coordination isthat it facilitates.use of a common
data base and providesa sourceof impartia analysisfor any dialogue
on policy consistency. When the coordinating group is small, the
international institution may also contribute a systemic perspective
on proposed policy agreements, while still keeping the group small
enough for administrativeefficiency.

A fairly detailed descriptiondf the procedurd framework underlying
current coordination efforts can be found elsewhere.”¢ We smply
note here that the broad policy guidelines discussed earlier raise a
host of thorny analytical issues. Theseinclude: how to check the con-
sistency of large-country internal balance objectives; how to estimate
the"*adding up'* effectsof large-country monetary and fiscal policy
stances; how to distinguish**good™* from **bad"™* externa imbalances;
how to evauate the relative costs of alternativeways of correcting
bad imbalances; and how best to estimateequilibrium real exchange
rates. In our view, agood start has been made on someof these prob-
lems, in part through the application of **economicindicators™ and
theanalysisof alternative medium-term scenarios. Sufficeto say that
more remains to be done to strengthen the analytical foundation of

] 75 The Managing Director of the Fund began to participate in the surveillancedibcussions
of the G-5 Ministersand Governorsin 1982 following the Versailles Summit. A Fund staff
representativebegan to participatein certainmeetingsof G-5 Deputiesin 1986. TheG-5 was
extended to the G-7 in 1987.

76 Crockett (1988).
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policy coordination and that the Fund is committed to contributing
to that effort.

Modd evidence

Thereisaburgeoning literature on the use of econometric models
to evaluate questions,of policy assignment and of internationa
macroeconomic policy coordination.”” Thisliteratureis relevant to
our earlier discussion because it provides some empirical feel for
the relative importance of factorsthat may lead authorities to prefer
one policy strategy over another. At the risk of overestimating the
consensusyet reached acrossdifferent modelsand studies, a number
of conclusions stand out.

Perhaps the main one is that policy rulesthat do better for some
kinds of shockstend to do worsefor other kinds. We seethat as sup-
porting our argument that the first-best policy strategy is to make
the policy response contingent upon the source of the shock. When
thisis notfeas ble, then the second-bestisto assign policy instruments
to targetson the basis of the relative variance of shocks hitting that
economy.

A second messageisthat fixity of nommnal exchange rates performs
on balanceless well than freely flexible exchange rates, at least for
the three largest industrial countries?® (although the results depend
to some extent on how the fixed-rate anchor is modeled). A related
finding—albeit a till hotly debated one—is that variability in exchange
rates (dueto speculativebubbles, fads, or changesin subjectiverisk
perceptions) does not seem to be an important cause of variability
in other macroeconomic variables.”® Again, we find this evidence
consistent with our case against rigid exchange rate commitments.

A third conclusion isthat monetary policy isrelatively ineffective
in hitting narrow real exchange rate targets.® Not surprisingly, this
points toward wide bands if the exchange rate is to be used as an
intermediate target. .

77 See Bryant and others(1989), which includesmodel simulationresultsaswell asa survey
of other evidence.

78 Taylor (1988).

79 Taylor (1988) and Frenkel, Goldstein,and Masson (1988c). Miller. weller, and William-
son (1988), however, dispute this.

80 Frenkel, Goldstein and Masson (1988c).
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L esson number four isthat an attempt to precisely target variables
such as nomina income or rea exchange rates risks throwing the
economy into adynamically unstable pattern.®! Moreover, this risk
appearsto be quite sensitive to the choice of the target path for the
real exchange rate.® We interpret this as favoring *‘gross-tuning”’
over "fine-tuning™ and asemphasizing theimportanceof getting an
accurate estimate of the equilibrium real exchange rate (if it isto
be a policy target).

Wewould regard the evidencedealing with coordination rulesthat
aim at two target variablesas moretentative. Much of thisliterature
has been focused on acomparison of assignment rules with thetradi-
tional assignment pairing monetary policy with external balanceand
fiscal policy to internal balance,?? and with the **reversed assign-
ment* preaching the opposite.8 Asindicated earlier, we have strong
reservations about both these assignments since such rules pay
insufficient attention to the source of the shocks. This being said,
the simulation resultsthusfar suggest that the traditional assignment
outperforms the reversed assignment.®* But these results may be
misleading. Specifically, they assume that the requisite flexibility
existsfor fiscal policy. In the more likely .case where government
spending is subject to time lags and other congtraints related to the
political process, the reversed assignment sounds more sensible. In
such a framework, fiscal policy might be adjusted to an external
balance target, but only infrequently, in response to a clear signa
that current account devel opmentswere unsustainable. In fact, once
fiscal policy isassumed to belessflexible, the better ssmulation per-
formance of the traditional assignment largely disappears. 86

In the section on monetary policy objectives, we argued against
orienting monetary policy exclusively toward domestic targets,
without any weight given to external repercussions. At the sametime,
we argued for a selective and flexible response to both domestic and

81 McKibbin and Sachs (1988).

82 1pid.

83 Williamson and Miller (1987).

84 Genberg and Swoboda (1987) and Boughton (1988).

85 Currie and Wren-Lewis (1988) and Frenkel, Goldstein and Masson (1988c).
86 Frenkel, Goldstein, and Masson (1988c).
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foreign shocks. We illustrate these key points below usng smula-
tionsaf agloba macroeconomic modd developedin the Fund, namdy
MULTIMOD. Given space limitations, the presentation hasto be
abbreviated, but one hopesit can still giveaflavor of themain forces
at work.

We comparethe response of the U.S. economy to shocksto U.S.
consumptionor investment, and al soto changesin the foreign demand
for U.S. exports and for U.S. assets, under severa different
assignments of policy instruments to targets.®?

The three policy rules that we consider are the following:

(1) nomina GNP targeting using short-terminterest rates (with
no external objective),

(2) assigningthe short-term interest rateto a target for the real
effective exchange rate, and government spending to nominal
domestic demand; thisis the ‘‘blueprint’’ of Williamson and
Miller (1987),

(3) assigningthe monetary policy instrumentto nominal GNP,
and government spending to the current account balance; that
IS, the ""reversed assignment."

Chart 2 compares the resulting paths for several macroeconomic
variables, in response to a positive shock occurring in 1988 to con-
sumption or to investment in the United States, and equal in each
caseto 1 percent of U.S. GNP.®2 In the short run, the GNP effects
of thetwo shockson impact aresimilar: they put pressureon supply

87 Themodel used is presented in Masson and others (1988), with the modificationsdescribed
in Frenkel, Goldstein and Masson (1988c). The policy rules are implemented dlightly dif-
ferently than in that paper, however. The ** blueprint™ rule is assumed to use a linear feed-
back relationship of real exchange rates onto interest rates, rather than the cubic equation of
theearlier paper whichwasfound to give unsatisfactory resultswhen the magnitudeof exchange
rate changes differed markedly between countries. The **reversed assignment™* rule targets
nominal GNP here, rather than nominal domestic demand as previously, in order to make
it more comparable to the nominal GNP targeting rule. The latter two rules have a higher
feedback coefficient of nominal GNP in the interest rate equation than previously, permitting
a sharper differentiation of these two rules from the blueprint rule. Qualitatively, however,
the conclusions of the earlier paper still obtain.

88 The shock is a temporary one, but it has persistent effects because the residuals in the
equations for consumption and investment exhibit autocorrelation, and because of dynamics
related to asset stock accumulations and lagged adjustments.
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Chart 2
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Chart 2 (continued)

Responsesof US Variablesto Temporary
Consumptionand I nvestment Shocks
(each equal to 1% of GNP in 1983)
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Chart 2 (continued)

Responsesof U.S. Variablesto Temporary
Consumption and I nvestment Shocks
(each equal to 1% of GNP in 1988)
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and tend to force up prices. However, their medium-run implica-
tionsare quitedifferent. If consumptionincreaseswithout an increase
in aggregate supply, it may bring about a persistent current account
deficit whichisunsustainable.?® In thecaseof an increasein invest-
ment, the aggregate demand increase will also be associated with
an increase in aggregate supply. Starting from a balanced current
account, the investment increase will initialy be associated with a
deficit, but if theinvestmentsare profitabl e, the subsequentincrease
in supply will later returnthe current account to balance. In thelight
of their different implications, the appropriate policy responses to
the two types of shocks are also different. None of the rules con-
sidered here, however, is designed to distinguish between the two
types of shocks.

Nominal GNP targeting tends to be dower to neutralize the con-
sumption shock in the smulations. There are two related reasons.
First, unlike the other rules, it must rely solely on monetary policy.
Second, the strength of the feedback from nomina incometo interest
rates is limited by the danger of instrument instability; too strong
areaction would requireareversal asthelagsin effectsof monetary
policy on redl activity and prices worked themselvesout, leading to
a whipsaw movement in interest rates.®® As a result, price level
pressuresbuild up, as doesatrend deteriorationin the current balance,
which only tends to stabilize at the end of the ssimulation period.

The other two rules benefit from an extra instrument —government
spending—and also respond to an external indicator —either the real
exchange rate or the current baance—which gives useful informa-
tion about subsequent effectson output and prices. The shock to con-
sumption leads to large current account deficits, which are not
automatically reversed. The reversed assignment rule, because it
resiststhis trend movement through cutting government spending,
ismost successful in stabilizing output and prices, moreover, monetary
policy leans against the increasein nominal income, and tightens

89 Whether the current account path i sunsustainable dependson the initial external position,
and also whether real interest ratesexceed real growth rates. If thelatter istrue, then growth
will not solve external imbalances, someadjustment in spending will eventually be necessary.

90 The feedback coefficient was chosen in such a way as to give the closest control of the
target, while not producing instrument instability.
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moderately. In contrast, the blueprint assignment of monetary policy
to the real exchange rate leads to some easing of monetary policy
because the consumption shock (increasing the demand for U.S.
goods) leadsto somered appreciationof thedollar, which isresisted
by lower interest rates. Thus, from the point of view of thedomestic
targets of price stability and income stabilization, monetary policy
ismoving in an inappropriatedirection; this is offset to some extent
by atightening of fisca policy in responseto theincreasein domestic
demand.

The shock to U.S. investment, whilegiving rise to similar short-
term effects (that is, stimulusto economic activity, acurrent account
deficit, and exchange rate appreciation) has very different medium-
term implications. The two rulesthat respond to external indicators
tend to resist the investment boom to a greater extent than does
nominal income targeting. As a result, they yield a lower level of
output, a higher price level, and smaller current account surplus at
the end of the simulation period. Here, unlike the case of the con-
sumptionshock, the hypothesized extrainstrument (fiscal policy) does
not necessarily lead to a better outcome.

The genera lesson illustrated by these simulations is that the
responseto short-run deviationsfrom macroeconomic targets should
be conditioned on an assessment of the likely nature and medium-
term implicationsof the underlying shocks. Chart 3 plots outcomes
under the samethree policy rules, thistime when faced with shocks
to two externa variables. One is a shock to foreign portfolio
preferences, which is assumed to lead to a shift out of dollar assets,
causing a5 percent depreciation on impact of thedollar against other
industrial country currencies.®! Such a shock can be interpreted as
""misalignment"* in the sense of Williamson and Miller (1987): the
exchange rate changeis not the result of achangein theequilibrium
competitive position of the United States, nor of achange in the sus-
tainable capital flows facing the United States.

The blueprint rule attempts to offset the shock by raising U.S.
interest rates. It is broadly successful in insulating aggregate output
and the pricelevel (aswdll asthe real exchangerate) in the medium

91 Thereafter, therisk premium isassumed to returnto itsbasdinelevel, in accor dance with
an estimate basad on higtorical data of the degree of persistence of these shocks.
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Chart 3
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Percent Deviation
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Chart 3 (continued)
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term. However, the resulting higher interest rates crowd out to some
extent domestic investment, and lead to lower aggregate supply.
Moreover, higher interest rates causeadeteriorationof the U.S. net
investment income balance (given its position as a net debtor), and
the current account remainsin persistent deficit after the first year.
The other rules allow more stimulus to output in the short run as
a result of improved competitiveness, but.only a moderate amount
of increased inflation. Unless exchange rate stability has other
advantages not captured in the simulations, the superiority of the
blueprint rule is not clear-cut.

The second external shock is (a negative) oneto U.S. exports (a
5 percent declinein manufactured export volumes). It hasasitsprin-
cipd initia effect, adeterioration of the U.S. current account balance,
aswdl asafdl in U.S. GNP. The reversed assignment rule attacks
these symptoms directly, by tightening fiscal policy and easing
monetary policy, at least initidly —with conflicting influences on out-
put and prices. Nomina GNP targeting also leads to an easing of
monetary policy, while the blueprint tightens monetary policy to resist
the depreciationof thedollar (it aso eases fisca policy). Which of
thesedifferent policy mixesisthe most appropriate one? Theanswer
isthat it depends on whether the shock is temporary or permanent,
or moregeneraly, onitspersistence. If thereisa permanent decline
in the demand'for U.S. goods, then in equilibrium a real dollar
depreciationisappropriate; if temporary, then some smoothing may
be desirable. The export shock reported in Chart 3istemporary, but
exhibitsconsiderablepersistence. How much of its effect should be
resisted dependson a judgment about the costs of various variables
being away from long-run equilibrium.



228 Jacob A. Frenkel, Morris Goldstein, Paul R. Masson

References

Adams, Charles, and Daniel Gros. ** The Consequences of Real Exchange Rate Rules for
Inflation: Some Illustrative Examples,"" Staff Papers, International Monetary Fund, vol. 33
(September 1988), pp. 439-76.

Aizenman, Joshua, and Jacob A. Frenkel. **Optimal Wage Indexation, Foreign Exchange
Intervention, and Monetary Policy,” American Economic Review, vol. 75 (June 1985),
pp. 402-23.

Angell, Wayne. ""A Commodity Price Guide to Monetary Aggregate Targeting."" Paper
presented for the Lehrman Institute, December 1987.

Blanchard, Olivier. ** SpeculativeBubbles, Crashes, and Rational Expectations,”" Economics
Letters, vol. 3, no. 4 (1979), pp. 387-89.

Bockelmann, H. ""The Nead for Worldwide Coordination of Economic Policies."" Paper
presented at conferenceon ** Financing the World Economy in the Nineties,"* School for
Banking and Finance, Tilburg University, Tilburg, March 1988.

Bosworth, Barry P. "*Recent Trends in Private Saving,"" Brookings Discussion Papers in
International Economics No. 70, February 1989.

Boughton, James. ** Policy Assignment Strategies with Somewhat Flexible Exchange Rates."*
IMF Working Paper WP/88/40, May 1988, published in Barry Eichengreen, MarcusMiller
and Richard Portes, eds., Blueprintsfor Exchange Rare Management. New Y ork: Academic
Press, 1989.

—,andWilliamH. Branson. "*Commodity Pricesasa Leading Indicatorof Infla-
tion." NBER Working Paper No. 2750, October 1988.

Branson, William H., and Dale W. Henderson. ** The Specification and Influence of Asset
Markets,"" in RW. Jonesand P.B. Kenen, eds., Handbook of International Economics,
vol. II. Amsterdam: North-Holland, 1985.

Bruce, Neil, and DouglasPurvis. "' Implementinga Prudent Fiscal Strategy,’’ inJ. Mintz and
D. Purvis, eds., Policy Forumon Macropolicy | ssuesin the Medium Term, John Deutsche
Ingtitute Policy Forum Series no. 14. Kingston, Ont.: Queen's University, 1988.

Bryant, Raph, David Cume, Jacob Frenkel, Paul Masson, and Richard Portes, eds., Macro-
economic Policies in an Interdependent World. Pro'ceedings of a conference held at the
Brookings Institution, December 12-13, 1988. Washington: International Monetary Fund
(forthcoming 1989).

Chouragui, Jean-Claude. ** The Conduct of Monetary Policy: What Have We Learned from
Recent Experience?’ Unpublishedlectureat the European University Institute, Florence,
December 1988.

Collins, Sue. ““Inflation and the EMS."" Paper presented to a Conferenceon the EMS, Perugia,
October 16-17, 1987.

Cooper, Richard N., " The Gold Standard: Historical Factsand Future Prospects,”* Brookings
Paperson Economic Activity: 1 (1982), The BrookingsIngtitution (Washington), pp. 1-45.

. '""Economic Interdependenceand Coordinaionof Economic Policies,"" in Rondd
Jones and Peter Kenen, eds., Handbook of International Economics (Amsterdam: North-
Holland, 1985) vol. 2, Chapter 23, pp. 1194-1234.

— . ""International Economic Cooperation: Islt Desirable?Is |t Likely?'" lecture
presented at International Monetary Fund, October 1987.

. "Toward an International Commodity Standard,” Cato Journal, vol. 8
(Fall 1988).

Corden, W. Max. "' The Logic of the International Monetary Non-System,"* in Fritz Machlup
and others, eds., Refectionson a Troubled World Economy, Essaysin Honour of Herbert
Giersch. London: Macmillan, 1983, pp. 59-74.

. '""Fiscd Policies, Current Accountsand Red Exchange Rates: In Search of a
Logic of International Policy Coordination,"* Weltwirtschaftliches Archiv, vol. 122, no. 3
(1986), pp. 423-38.

Crockett, Andrew. "' The Roledf Internationa Ingtitutionsin Surveillance and Policy Coordina-
tion.”” Paper presented at a conference* MacroeconomicPoliciesin an Interdependent World'*
held at the Brookings | nstitution, December 12-13, 1988, and forthcoming in Bryant and
others (1989).



International Dimensions of Monetary Policy: Coordination Versus Autonomy 229

—, and Morris Goldstein. Strengthening the International Monetary System:
Exchange Rates, Surveillance and Objective Indicators, Occasional Paper No. 50.
Washington: International Monetary Fund, 1987.

Currie, David A., and Simon Wren-Lewis. **A Comparisonof AlternativeRegimesfor Inter-
national Macropolicy Coordination." London BusinessSchool, Discussion Paper No. 07-88,
1988.

—, GerddHoltham, and Andrew Hughes-Hallen."* The Theory and Practiceof Inter-
national Policy Coordination: Does Coordination Pay?" Paper presented at a conference
**Macroeconomic Policiesin an Interdependent World'™* held at the Brookings Institution,
December 12-13, 1988, and forthcoming in Bryant and others (1989).

Delors, Jacques. ** Report on Economic and Monetary Union in the European Community."*
Committeefor the Study of Economic and Monetary Union, European Council, April 1989.

Dini, Lamberto. ** Cooperation and Conflict in Monetary and Trade Policies,"" International
Management and Development Institute. U.S.-European Top Management Roundtable,
Milan, February 19, 1988.

Dominguez, Kathryn. ""Market Responses to Coordinated Central Bank Intervention,”
Kennedy school of Government, Harvard University, unpublished, April 1989.

Dornbusch, Rudiger. " The Adjusment Mechanism: Theory and Problems,™ mimeo, September
1988.

—, and Jeffrey Frankel. ‘“The Flexible Exchange Rate System: Experienceand
Alternatives."" NBER Working Paper No. 2464, December 1987.

Duisenberg, W. F. " ExchangeRate Stability in Europe,"* in Moneyand Financein European
Integration. EFTA Seminar, January 27, 1988.

Emminger, Otmar. " The Role of Monetary Policy Coordination to Attain Exchange Rate
Stability,”” in Robert A. Mundell and JacquesJ. Polek; eds., The New International Monetary
System. New Y ork: Columbia University Press, 1977, pp. 3-24.

Feldstein, Martin. ** The End of Policy Coordination,"* The Wall Street Journal, November 9,
1987. .

. "Comment on Polak 'Economic Policy Objectives in the Major Industrial
Countriesand their Effects on Policymaking,""" in Guth (1988).

. (1989a) "' TheCaseAgaing Tryingto Stahilizethe Dallar,"" American Economic
Review, val. 79 (May 1989), pp. 36-40.

. (1989b) " Tax Policiesfor the 1990s. Persona Saving, Business Investment,
and Corporate Debt,"" American Economic Review, vol. 79 (May 1989), pp. 108-12.

Fischer, Stanley. " Intemational Macroeconomic Policy Coordination."" NBER Working Paper
No. 2224. Cambridge, Massachusetts: National Bureau of Economic Research, May 1987.

Frankel, Jeffrey, and Kenneth Froot. ""Using Survey Data to Test Standard Propositions

Regarding Exchange Rate Expectations,"” American Economic Review, vol. 77 {(March 1987),
pp. 133-53.

Frenkel, Jacob A. " Current Problems of the International Monetary System: Reflectionson
European Monetary Integration,'” Weltwirtschaftliches Archiv, vol. 3, no. 2 (1975), pp.
216-21:

— .'""Fexible Exchange Rates, Prices, and the Roleof 'News": Lessonsfrom the
1970s,” Journal of Political Economy, vol. 89 (August 1981), pp. 665-705.

. Turbulencein the Market for Foreign Exchange and Macroeconomic Policies.
The Henry Thornton Lecture, City University Centrefor Banking and International Finance,
London 1982.

— .""Monetary Policy: Domestic Targetsand International Constraints,”" American
Economic Review, vol. 73 (May 1983), pp. 48-53.

—_."A Noteon 'the Good Fix' and 'the Bad Fix', European Economic Review,
vol.1-2 (June-July 1985).

. "Internationd Interdependenceand the Congtraintson MacroeconomicPolicies,"
Weltwirtschafliches Archiv, vol. 122, no.4 (1986).

__, and Joshua Aizenman. ""Aspects of the Optimal Management of Exchange
Rates,"" Journal of International Economics, vol. 13, (November 1982), pp. 231-56.



230 Jacab A. Frenkel, Morris Goldstein, Paul R. Masson

— ,andMorrisGoldstein. ""A Guideto Target Zones,"" Staff Papers, International
Monetary Fund, vol.- 33 (December 1986), pp. 633-670.

, and . (1988a) "' Thelnternational Monetary System: Developments
and Prospects" Paper Presented to Cato Ingtitute Conference, February 1988 (also Cato
Journal, vol. 8, Fal 1988).

and (1988b) ™" Exchange Rate Volatility and Misalignment:
Evaluating "Some Propomlsfor Reform,” in Financial Market Volatility. Proceedings of
a symposium sponsored by the Federal Reserve Bank of Kansas City in Jackson Hole,
Wyoming, August 17-19, 1988.

, and Paul Masson. (1988a) "‘International Coordination of
Economic Policies: Scope, Methods, and Effects," in Guth (1988).

,and . (1988b) " The Rationaefor, and Effectsof, Inter-
national Eoonomlc Pollcy Coordination."" Paper presented at an NBER Conference, Kiawah
Idand, South Caroling, October 1988, to be published in William Branson, Jacob Frenkel.
and Morris Goldstein, eds., Policy Coordination and Exchange Rates. Chicago: NBER and
University of Chicago Press, forthcoming in 1989.

, and (1988c) **Simulating the Effectsof Some Simple
Coordi nated versus Uncoordinated Policy Rules,’’ paper presented at aconference‘‘Macro-
economic Policiesin an Interdependent World'* held at the Brookings Institution. December

12-13, 1988, and forthcomingin Bryant and others (1989).
_ , and Michadl Mussa. "' The Efficiency of Foreign Exchange Markets and
Measuresof Turbulence," American Economic Review, vol. 70 (May 1980), pp. 374-81.
, and—— . ""Monetary and Fiscal Policiesin an Open Economy,"" American

Economic Review, vol. 71 (May 1981), pp. 252-58.

, and . ""Asst Markets, Exchange Rates and the Balance of
Payments'™ in RW. Jones and P.B. Kenen, eds., Handbook of International Economics,
vol. II. Amsterdam: North-Holland, 1985.

, and Assaf Razin. Fiscal Policiesand the World Economy. Cambridge: MIT Press,

1987.

Genberg, Hans, and Alexander Swoboda. ** The Current Account and the Policy Mix Under
Flexible Exchange Rates'* International Monetary Fund Working Paper WP/87/70,
October 1987.

Giavazzi, Francesco, and Alberto Giovannini. (1988a) "' Interpreting the European Disnflation:
The Role of the Exchange Rate Regime,"" Informacion Comercial Espanola (Madrid,
May, 1988).

,and . (1988b) **Can the EMSbe Exported?Lessons from Ten Yers
of Monetary Policy Coordination in Europe." Paper presented at an NBER Conference,
Kiawah Island, South Carolina, October'1988, to be published in William Branson, Jacob
Frenkel, and Morris Goldstein, eds., Policy Coordination and Exchange Rates. Chicago:
NBER and University of Chicago Press, forthcoming in 1989.

Goldstein, Morris. Have Flexible Exchange Rates Handicapped Macroeconomic Policy?
Specia Papersin International Economics No. 14, Princeton University. Princeton, New
Jersey: Princeton University Press, June 1980.

__ . The Exchange Rate System: Lessonsof the Past and Options for the Future,
IMF Occasiond Paper No. 30. Washington: International Monetary Fund, July 1984.
Gotur, Padma. *"Effectsof Exchange Rate Variability on Trade: Some Further Evidence,"
Saff Papers, International Monetary Fund, vol. 32 (September 1985), pp. 475-512.
Greenspan, Alan. ““Testimony Before Several Subcommitteesof the House Committee on

Banking, Finance, and Urban Affairs.”’ Washington, December 18, 1987.

Guth, Wilfried, moderator. Economic Policy Coordination, Proceedings of an international
seminar held in Hamburg in May 1988. Washington: International Monetary Fund and

. HWWA, 1988.

Gyohten, Tyoo. ‘‘Comment on Polak 'Economic Policy Objectivesin the Mgor Industrial
Countriesand their Effects on Policymaking,""" in Guth (1988).

Hallman, Jeffrey J., Richard D. Porter, and David H. Small. *“M2 per Unit of Potentid GNPas
an Anchor for the Price Level." Staff Study No.157, Board of Governors of the Federa
Reserve System, Washington, April 1989.




International Dimensionsof Monetary Policy: Coordination Versus Autonomy 231

Heller, H. Robert. ** Anchoring the International Monetary System.”" Address before the
International Economic Working Group in Washington, D.C., March 24, 1987.

Home, Jocelyn, and Paul R. Masson. *“Scope and Li mits of International Economic Cooperation
and Policy Coordination," Staff Papers, International Monetary Fund, vol. 35 (June1988).
International Monetary Fund, IMF Survey (March 9, 1987), p.73.

International Monetary Fund. Exchange Rate Vol atllltymd World Trade, Occasiona Paper 28,
Washington, D.C., July 1984.

- World Economic Outlook, Washlngton D.C., April 1989.

Johnson, Manuel H. **Recent Economic Devel opmentsand Indlcatorsof Monetary Palicy.*’
Address before the Money Marketeers of New York University, New York, March 15,
1988 (unpublished). Washington: Board of Governors of the Federal Reserve System.

Jurgensen, Philippe. Report of the Working Group on Exchange Marker Intervention. \Washing-
ton: U.S.Treasury, 1983.

Kenen, Peter B. "*ExchangeRatesand Policy Coordination." BrookingsDiscussionPapersin
International Economics, No. 61, October 1987.

Kremers, Jeroen. " Gaining Policy Credibility in the EMS: the Caseof Irdland."" IMF Working
Paper WP/89/36, February 1989.

Lamfatussy, Alexandre. " Current Account Imbalancesin the Industrid World: Why They
Matter,” in Paul VVolcker and others, International. Monetary Cooperation (1987).

Maidment, Paul. ""The Yen Block,” The Economist, July 15, 1989.

Mams, Stephen. Deficitsand the Dollar: The World Economy at Risk, Policy Analysesin
International Economics, No. 14. Washington: Ingtitutefor I nternational Economics, 1987.

Masson, Paul R., Steven Symansky, Richard Haas and Michagl Dooley. "*MULTIMOD:
A Multi-RegionEconometricModel,"* in International Monetary Fund, Saff Studiesfor the
World Economic Outlook. Washington: International Monetary Fund, 1988.

McKibbin, Warwick J., and Jeffrey D. Sachs. **Implicationsof Policy Rulesfor the World
Economy." Paper presented at aconference"* MacroeconomicPoliciesin an Interdependent
World" held at the Brookings|nstitution, December 12-13, 1988, and forthcomingin Bryant
and others (1989). ,

Méltzer, Allan H. " Some Evidence on the Comparative Uncertainty Experienced under Dif-
ferent Monetary Regimes,"* in C. Campbell and W. Dougan, eds., Alternative Monetary
Regimes. Batimore: Johns Hopkins University Press, 1986, pp. 122-53.

Miller, Marcus, Paul Weller and John Williamson. Paper presented at a wnference ** Macro-
economicPoliciesin an Interdependent\World™ held at the Brooki ngsInstitutidn, December
12-13, 1988, and forthcoming in Bryant and s (1989).

Mundell, Robert A. ** International Trade and Factor'Mobility,"" American Economic Review,
vol. 47 (June 1957), pp. 321-35.

_____ ."TheMoneary Dynamicsof International Adjustment under Fixed and Hexible
Exchange Rates,"" Quarterly Journal of Economics, vol. 74 (May 1960), pp. 227-57.
Mussa, Michael. The Role of Official | ntervention, Occasiona Peper No. 6. New Y ork: Group

of Thirty, 1981.

. "Nomina Exchange Rate Regimesand the Behavior of Real Exchange Rates:
Evidence and Implications,"” in K. Brunner and A. Meltzer, Real Business Cycles, Real

Exchange Rates and Actual Policies. Carnegie-Rochester Conference Series on Public

Policy, vol. 25 (1986), pp. 117-214.

. "Transactions Taxes as a Cure for Asset Price Volatility and Misalignment:
Some Preliminary Thoughts."" University of Chicago, unpublished, March 1989.

Obstfeld, Maurice. ' The Effectivenessof Foreign-Exchangelntervention: Recent Experience.”
Paper presented at an NBER Conference, Kiawah Idland, South Carolina, October 1988,
to be published in William Branson, Jacob Frenkel, and Moms Goldstein, eds., Policy
Coordination and Exchange Rates. Chicago: NBER and University of Chicago Press,
forthcoming (1989).

Poehl, Karl Otto. **Cooperation—A Keystonefor the Stability of the International Monetary
System.” First Arthur Burns Memoria Lecture at the American Council on Germany,
New York, November 2, 1987.

Polak, Jacques J. Coordination of National Economic Policies, Group of Thirty, Occasiona
Paper No. 7. New York: Group of Thirty, 1981.



232 Jacab A. Frenkel, Morris Goldstein, Paul R. Masson

— .""EconomicPolicy Objectivesin the Mgor Industrial Countriesand their Effects
on Policymaking," in Guth (1988).

Poole, William. **Optima Choice of Monetary Policy Instruments in a Simple Stochastic
Macro Model," Quarterly Journal of Economics, vol. 84 (May 1970), pp. 197-216.
Rasche, Robert H. “M1-Velocity and Money-Demand Functions: Do Stable Relationships
Exist?" in K. Brunner and A. Meltzer, eds., Empirical Studiesof Velocity, Real Exchange
Rates, Unemploymentand Productivity, Carnegie-Rochester Series on Public Policy, vol.

27 (1987), pp. 9-88.

Rogoff, Kenneth. ** Can International Monetary Policy Cooperation be Counterproductive?'*
Journal of International Economics, vol. 18 (May 1985), pp. 199-217.

Schlesinger, Hemut. ** Comment on Polak 'Economic Policy Objectivesin the Mgjor Industrial
Countries and their Effects on Policymaking,”" in Guth (1988).

Solomon, Robert. The International Monetary System, 1945-1981. New Y ork: Harper and
Row, 1982.

. '""Potentia Gainsfrom and Obstaclesto Internationa Policy Coordination,""
International Economic Letter, vol. 8, no. 12, December 15, 1988.

. *“U.S. Moneary Policy and Its Dilemmas,"" International Economic L etter,
vol. 9, no. 3, March 14, 1989.

Suzuki, Yoshio. "International Monetary Cooperation: Is it Necessary? If So, How?"
Unpublished paper, presented to the Konstanz Conference, May 25, 1989.

Tanzi, Vito. ""Fiscd Policy and International Coordination: Current and Future Issues."
Conference on Fiscad Policy, Economic Adjustment, and Financial Markets, Bocconi
University, January 27-30, 1988.

Taylor, John. **Policy Andysis with a Multicountry Moddl."" Paper presented at a conference
**Macroeconomic Policiesin an Interdependent World™ held at the Brookings Institution,
December 12-13, 1988, and forthcoming in Bryant and others (1989).

Tietmeyer, Hans. **Comment on Grober,** in Guth (1988).

Tobin, James. "'A Proposal for International Monetary Reform,’* Cowles Foundation Paper
No. 495, Cowles Foundation for Research in Economics. New Haven: Yade University
Press, 1980.

— ."Agendafor International Coordinationof MacroeconomicPolicies in \VVolcker
and others (1987), pp. 61-69.

Volcker, Paul A., and others. International Monetary Cooperation: Essaysin Honor of Henry
C. Wallich. Essaysin International Finance No. 169. Princeton, New Jersey: Princeton
University Press, December 1987.

Wallich, Henry C. " Ingtitutional Cooperationin the World Economy,"* in Jacob Frenkel and
Michagl Mussa, eds., The World Economic System: Performance and Prospects. Dover,
Massachusetts: Auburn House, 1984, pp. 85-99.

Williamson, John. The Exchange Rate System, Policy Analysesin International Economics,
No. 5. Washington: Ingtitute for International Economics, 1983; second edition, 1985.
— ."TheCasefor International Monetary Reform."* Unpublished paper presented

to the Malente Symposium VII organized by the Drager Stiftung, April 19, 1988.

__ ."TheCasefor Roughly Stabilizing the Redl VValueof the Dollar,"" American
Economic Review, vol. 79 (May 1989), pp. 41-45.

,and MarcusH. Miller. Targetsand I ndicators: A Blueprint for the I nternational
Coprdination of Economic Policy, Policy Analysesin International Economics, No. 22.
Washington: Institute for Internationa Economics, September 1987.



