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Introduction

This paper analyzes several proposals for reducing the volatility
and/or misalignment of key-currency exchange rates. The proposals
examined are a system of target zones, the imposition of controls
or taxes on international capital flows, and a strengthening of inter-
national coordination over economic policies. Our purpose is not to
endorse one proposal and to dismiss others. For one thing, some of
the proposals have common elements. For another, some features
of each of the proposalsarealready present in the existing exchange
rate system. Instead, we see evaluation of these proposals as a useful
vehiclefor identifying issuesthat merit attention in any serious exam-
ination of how the functioning of the international monetary system
might be improved.

Asthetitle implies, the proposals discussed here have been con-
cerned with both volatility and misalignment of exchange rates.
"Volatility*™ isinterpreted as short-term fluctuations of nominal or
real exchange rates about their longer-term trends, while **misalign-
ment™* refers to a significant deviation of the actual real exchange
rate from its equilibrium level. Measures of volatility are usualy
motivated by the question of whether exchange rates have been too

The views expressed are the authors' alone and do not necessarily represent the views of the
International Monetary Fund. Thanks are due to Michael Dooley, Robert Flood, and Peter
Isard for comments on an earlier draft.
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noisy. In contrast, estimates of misalignment typically focus on the
issue of whether markets and/or authorities have set exchange rates
at the wrong level, and if so, by how much.

To set the stage for the ensuing discussion of policy proposals,
we review key characteristics of the behavior of major currency
exchange rates over the period of floating rates. In addition, various
criteria or standards for making inferences about excess volatility
and misalignment are examined. Later sections summarize central
features of the proposalsfor target zones, for restricting international
capital flows, and for stronger economic policy coordination, respec-
tively, and introduce several considerations about each proposal that
bear heavily on its advisability and practicality.

Facts and inferences about volatility and misalignment

A logical, prior step to framing proposals for improving the func-
tioning of the exchange rate system is the determination of what's
wrong with the existing system. Put in other words, one hasto deal
with John Connally's *"if itain't broke, don't fix it,"* before one gets
to Will Rogers *"even if you're on the right track, you'll get run
over if you just sit there.* We first turn to volatility and then to
misalignment.

The short-term behavior of major currency exchange rates over
the 1973-88 period can be compactly characterized by five features.

First, exchange rate volatility has been much greater — perhapson
the order of five times as great— duringthe floating rate period than
during the last two decades of the Bretton Woods era of adjustable
par values.!

Second, there hasnot been a tendency for the short-run variability
of exchangeratesto declineover time. If anything, variability appears
to have been marginally greater in the latter half of the floating rate
period than in the first half; see Table 1. This would seem to belie
the notion that variability wasatransitional manifestationof adjusting
to a new set of exchange arrangements.

1 The qualitative natureof thisconclusionholdsfor nominal and real exchangerates, for bilateral
and effectiverates, and for daily, weekly, monthly, and quarterly data; see Crockett (1984).
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Table 1
Short-Term Variability of Asset and/or Auction Prices,
1973-88
Standard Deviation of Average Absolute
Monthly Monthly
Per centage Changes Per centage Changes

1973-88 1973-80 1981-88 1973-88 1973-80 198]-88

1. Nominal Effective
Exchange Rate

U.S. Dallar? 247 220 273 193 167 220
2. Real Effective

Exchange Rate

U.S. Dallar? 256 227 286 204 179 231

3. Index of Nominal
U.S. Equity Prices® 3.98 399 398 3.01 3.08 2.94

4. Index of Real U.S.
Equity Prices* 4.07 404 4.05 3.03 3.11 2.95

5. Index of Nominal

Interest Rates® 8.24 915 7.04 6.25 6.88 5.58
6. Index of Real
Interest Rates® 113.93 15747 1499 4801 8227 11.06

7. Index of Non-Oil
Processing Commaodity
Prices7 286 341 210 217 267 1.64

1 Nominal effective exchange rate vis-a-vis currencies of other large industrial countries.
2 Nominal effective exchange rate deflated by consumer price indices.

3 Standard and Poor's 500 composite index.

4 Standard and Poor's 500 composite index, deflated by U.S. consumer price index.

5 LIBOR on 6-month U S dollar deposits.

6 LIBOR deflated by U.S. consumer price index.

7 Index of 31 non-oil primary-commodity prices, using world export weights and expressed
in SDRs.
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Third, the short-term variability of nominal exchange rates has been
significantly greater than the variability of national price levels,
resulting in large deviationsfrom purchasing power parities; that is,
variability of real exchange rates has primarily reflected variability
of nomina exchange rates.?

Fourth, most exchange rate changes during the period have been
unexpected, as reveaed both by market indicatorsof expected changes
in exchange rates (such as interest rate differentials or the forward
discount)® and by survey data on exchange rate expectations.* In
general, the forward premium or discount has been a relatively quiet
series that has explained little of the variability in actual exchange
rates.s

Fifth, not only hastheforeign exchange market been aweak predic-
tor of exchange rate changes, there is also evidence that it has been
a biased predictor.®

While all of this provides ample support for the claim that major
currency exchange rates have been volatile, surely the moreinteresting
guestions are whether they have been excessively volatile, and if so,
why? Here, the answers are not so straightforward and require grap-
pling with a host of still largely unresolved problems.

To begin with, it is not obvious that the greater variability of
exchange rates observed over the floating rate period derives prin-
cipaly from the exchange rate regimeitself.' It has been found, for
example, that the time-series properties of exchange rates (both spot
and forward) have, on occasion, been strikingly similar across time
periods (e.g., 1962-67 and 1973-75) that span different exchangerate
regimes.® This naturally leads to the suggestion that the appropriate

2 See Frenked and Mussa (1980), and Mussa (1987).

3 See Mussa (1983).

4 See Frankel and Froot (1987).

5 See Levich (1985).

6 See Tryon (1979), Hansen and Hodrick (1980), Frankel (1982), Dooley and Shafer (1983).

7 On thedifficultiesof attributing obser ved differ encesbetween the periods of fixed and floating
rates to the exchange rate regime, see Goldstein (1980).

8 See Frenkd and Levich (1977).
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way to judge excess volatility is to relate exchange rate behavior to
the behavior of underlying economicvariables—thet is, to *‘fundamen-
tals’’—rather than to the exchange rate regime. The rub, however,
with this eminently sensible approach isthat the results have proved
to be quite sensitive to the specification of the underlying model.
A good case in point is the recent study by West (1987). In studying
the variability of the dollar/deutsche mark rate.over the 1974-84
period, hefinds that observed variability isinconsistent (i.e., exces-
sive) with the fundamentals generated by a monetary model, if one
assumes both that purchasing power parity (PPP) holds and that there
are no shocks to the demand-for-money function. On the other hand,
if one incorporates the empirically more plausible assumptions of
departures from PPP and of shocksto money demand, then observed
variability is consistent with the model.

The normative significance of the greater variability of nominal
exchange rates vis-a-vis national price'levels also hardly speaks for
itself. After all, aggregate price indicesare sticky, backward-looking
variables that, typicaly, largely reflect past contracts, whereas
nominal exchange ratesare jJumpy, auction pricesthat anticipatefuture
events. Indeed, the case for exchange rate flexibility is precisely that
you need enough "*flex™" in exchange rates to compensate for the
excessive "*fixity"" of nominal wages and prices.? Absent that flex,
it would be more costly to generate the changes in real exchange
rates needed to adjust to changes in real economic conditions.

This line of argument points directly toward the view that it isto
other asset or auction prices—rather than to goods prices—that one
should look for the appropriate standard of comparison for exchange
rates.'® And the bottom line of such acomparison—as shownin Table
1—is that the short-term variability of nominal and real exchange
rates during the floating rate period has been smaller than that of
interest rates, or'of indices of stock market prices, or of indices of
(non-oil) primary commodity prices.”* One interpretation isthat the

9 The relative fixity of national price levels vis-a-vis nominal exchange rates is also at the
heart of explanations for " overshooting"" of exchangerates in the short run in responseto,
say, unanticipated changes in monetary policy; see Dornbusch (1976a).

10 See Frenkel and Mussa (1980).
11 see also Bergstrand (1983).
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floating rate period has been a turbulent one in which all asset prices
have been volatile. A different oneisthat all asset prices have been
too volatileduring this period (but that judgment would haveto rely
on some other standard).'?

A third route to appraising exchange rate variability is to appeal
to the costs or effects of this variability on the targets of policy (i.e.,
growth, consumption, inflation, an open trading system, etc.). This
approach has a number of distinct strands.

One strand—quite popular during the first decade of floating—
arguesthat highly variableand unpredictable exchange rates are costly
because they inhibit the volume of internationa trade. Empirical
evidence, however, has not been very cooperative. Specificdly, it
has generaly proven difficult to identify a significant influence of
short-term exchange rate variability or uncertainty on trade volumes,
oncetheinfluencedf other factors(i.e., real incomes, relative-traded
goods prices) is held constant.!> Whether this reflects increasing
availability and utilization of hedging mechanisms against exchange
rate risk, or the adaptability of multinational corporations, or other
factors, is not established.

A second more recent tack—best represented in Krugman (1988) —is
that exchange rate fluctuations are excessive not because they mat-
ter so much but rather because they now matter so little. Krugman
(1988) arguesthat the substantial sunk costs associated with enter-
ing aforeign market and the volatility of exchange rates have com-
bined to render trade pricesand volumes unresponsive to exchange
rate fluctuations—in effect, "delinking' ’ the real sector from floating
rates.

In support of thisthesis, Krugman notesthat much lessof thelarge
depreciation of thedollar over 1985-87 has been ** passed-through™*
onto U.S. import prices than would be expected on the basisof earlier
experience. He interprets this as demonstrating the dominance of
**pricing-to-market'* strategiesby foreign producers—especialy by
Japaneseexporters.'* A recent IMF study (1988), however, suggests

12 See Shiller (1981).
13 Crockett (1984); see, however, the findings of Cushman (1983) and De Grauwe (1988).
14 See also Hooper and Mann (1987) on this topic.
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that the unusual behavior of U.S. import pricesduring 1985-87 largely
reflects ** special™* factors, particularly a decline in computer prices,
the growing importance of computersin U.S. trade, and swingsin
commodity prices. Once these specia factorsare taken into account,
recent import-price behavior does not emerge as much out of line
with earlier experience. The apparent implications of the delinking
hypothesis for trade-price el asticities of demand— namely, that such
elasticities should be smaller during periods of high exchange rate
variability, and that the price elasticity should be greater for **large™*
price changes (that overcome sunk costs) than for small changes—
are likewise open to challenge.'* We are, for example, unaware of
any significant decline in estimated price elasticities for industrial
country trade in moving from the Bretton Woods period to the period
of floating rates.'¢ In a similar vein, we know of only one study,
Goldstein and Khan (1976), that tested the dependence of the price
elasticity on the magnitude of the relative price changeand that study
utilized data from the adjustable peg period.!?” We expect the **jury
to be out™ on the delinking thesis until more empirical evidence is
in hand.

Yet athird strand of the costs-of-variability approach looks at the
relative costs of alternative degrees of exchange rate variability in
the face of different shocksto the system. Even if exchange rate fluc-
tuations impose costs on the economy, one needs to compare them
to the costs that would ensue under greater fixity of exchange rates,
including those associated with greater variability of other prices(e.g.,
interest rates, non-traded goods prices, nominal wages, etc.). Costs
are usualy evaluated by reference to the (squared) deviation of out-
put or consumption from its target value. Again, however, implica-

15 See Dixit (1987) for an analysis of the sunk cost model

16 See Goldstein and Khan (1985). In addition, we have compared estimates of trade volume
price elasticities for each of the G-7 countriesfor the periods 1963-76 versus 1963-83, where
the estimates are taken from the IMF World Trade Model. In three cases, the elasticity was
lower in the more recent period; in one case there was no change; and in three cases, the
elasticity was larger.

17 Goldstein and Khan (1976) did not find evidence either that price elasticities were greater
for large than for small price changes, or that the speed of adjustment of actual to desired
trade volumes was faster for large price changes. To the extent, however, that exchange rate
changes under floating are viewed asless ** permanent™* than those under Bretton Woods, one
would nat be able to generalize the findings to a floating rate regime.
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tionsfor the observed degree of exchange rate variability arefar from
clear cut. Tomakealong story short, the punch line of thisliterature
isthat the optimal degree of exchange rateflexibility dependson the
nature of the shocks (e.g., monetary versus real, permanent versus
transitory) and on the structural characteristicsof the economy (e.g.,
the degree of real wage flexibility, the degree of capital mobility,
etc.).'®* When there is a variety of shocks, an intermediate degree
of flexibility isoptimal, but there is no straightforward way of know-
ing whether this optimal degree of flexibility is less or more than
that actually observed. Note also that this literature does not con-
sider the case where shocks are generated or exacerbated by the
foreign exchange market itself (say, viadestabilizing speculation). '

The fact that exchange rate changes have, for the most part, been
unexpected during the floating rate period is often viewed as rein-
forcing the basic forward-looking nature of financial asset prices.
Analogousto the case of a security whose current price reflects the
discounted value of future cash flows, an asset market approach to
exchange rate determination positsthat the current spot exchange rate
should depend on the current expectationof al thevariablesthat drive
exchange rates.2° From here, it isonly a short skip to the proposi-
tion that exchange rates will change only in response to unexpected
movements in those driving variables, that is, to " news.”’

But it is not sufficient to know that news matters. We need to know
what news matters. There have been some attempts in the literature
to relate exchange rate changes to news about current account posi-
tions, cyclical income movements, and interest rate developments—
and with some success.?! Y et this approach cannot help but be loosely
grounded in the absence of areliable model of exchange rate deter-
mination that spells out what news should matter. Asiswell known,
this has proved elusive, as empirical work has found that structural
exchange rate models have poor out-of-sample forecasting
properties— no better than those of ** naive models” —and this even

18 See Aizenman and Frenkel (1982).

19 See Nurkse (1937).

20 See Mussa (1983).

21 see Dornbusch (1980), and Frenkel (1981b).
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when market fundamental shave already been observed.?? This makes
it difficult to ascertain which sources of news could be influenced
in a stabilizing way by policy actions, and if so, by how much.

More serious than the existence of frequent forecast errorsisthe
finding that errors in forecasting changes in exchange rates are
systematically biased. Thisis becausethelatter opensup the possibility
that the foreign exchange market is an inefficient processor of
information.

But we stress the word **possibility** because there is a serious
problem of interpretation. All tests of market efficiency arejoint tests
of the model specifying equilibrium prices and of the hypothesis that
the market efficiently processes information so asto set actual prices
equal to equilibrium ones.2? Since thereis no widely accepted model
of equilibrium prices for exchange rates, we cannot tell whether the
biased pattern of forecast errors is reflecting market efficiency or
instead, whether we merely have specified the wrong model for that
time period.

For this reason, there is little consensus in the profession about
whether large and biased forecast errors for exchange rate changes
reflect large, shifting risk premia; or **peso problems™™; or a series
of collapsing speculative bubbles; or time-varying coefficientson the
fundamentalsdriving exchange rates; or some combination of these
factors.2* Yet knowing why forecasts have systematically gone off
track can beimportant not only for judging whether exchange rates
aretoo noisy but also for knowing what to do about it. For example,
if forecast errors reflected risk premia, and if risk premiaweredirectly
influenced by relativeasset supplies, then there would be an enhanced
potential role for sterilized exchange market interaction in influenc-
ing exchange rates—but there would be no presumption that the
foreign exchange market was inefficient. On the other hand, if the
culprit were speculativebubbles, then inefficiency would be indicated
and the case for relying on market forcesto set exchange rates would
be weakened.

22 See Meese and Rogoff (1983).
23 See Levich (1985).
24 See[sard (1987).
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Moving from the short run to the medium to long term, there are
afew additional characteristicsof exchange rate behavior worthy of
explicit mention.

One isthat real exchange ratesof major currencieshave been subject
to pronounced medium-termswings. The real effectiveexchange rate
of the U.S. dollar appreciated by more than 50 percent between 1980
and 1985, before falling by a roughly equivalent amount in the period
to January of thisyear; see Chart 1.25 Between 1975 and 1976, the
pound sterling fell by 20 percent in rea effective terms, only to rise
by nearly 75 percent between 1976 and 1981. There are many more
examples. 26

Chart 1

Major Industrial Countries
Real Effective Exchange Rates, 1980-88*

A B CD E

160

A Plaza Agreement, September 22, 1985

B Tokyo Economic Declaration, May 4-6, 1986
C Louvre Accord, February 22, 1987

D Vemce Summa, June 8-10, 1987

E Group of Seven Statement, December 22, 1987

United States

140

AN

120

80 JLIJHHII%HHHl!|11{n\|\nl\|||11||Illllll;IIIIIlHHI}LHHH III{IH IIIIHI}IIIHIIJII }IIHII\II\
l

1980 ’81 '82 '83 84 '85 '86 '87 '88

NI

Federal Republic of Germany

*Real effective exchange rates based on normalized unit labor costs in manufacturing.

25 Thefigures refer to real effective exchange rates based on normalized unit labor costsin
manufacturing.

26 See Mussa (1987).
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Accompanying—andmany would say responsible for—theselarge
swingsin real exchange rates have been marked divergencies across
countries in the macroeconomic policy mix.?” More specifically, dur-
ing the 1981-85 period of dollar appreciation, fiscal policy in the
United States was much more expansionary than that in either the
Federal Republic of Germany or Japan; see Table 2. Also, the real
exchange rate swings of thefirst half of the 1980s left in their wake
huge current imbalancesfor thethreelargest industrial countrieswhich
have only recently begun to narrow. Overlaid on dl of this have been
recurrent pressuresfor protectionism, particularly in the United States.

Thismuch isfact. Most observers go further and argue that large
and persistent misalignments of real exchange rates have also been
part and parcel of the floating rate experience— and with costly con-
sequences. To take a representative estimate, Williamson (1985)
places the misalignments of the U.S. dollar and the Japanese yen
asof end-1984 at 39 percent and 19 percent, respectively. Misalign-
ments on the order of, say, 30-40 percent would be larger, both than
those estimated for countrieswho currently participatein the exchange
rate mechanism of the European Monetary System (EMS), 28 and those
estimated for major currencies during the latter part of the Bretton
Woods period.

As noted in the introduction, misalignment issimply aquantitative
judgment about how far a given (real) exchange rate is out of line.
Given the prominent place that misalignment occupiesin the alleged
flaws of the present system, it is instructive to review the leading
methodol ogiesthat have been used to estimate it. Since many of the
broad issues here are similar to those that arose in assessing volatility,
we focus on specific elements that address the correct level of the
exchange rate.

Perhaps the most durable method of calculating the equilibrium
exchangerateisthe purchasing power parity (PPP) approach. In brief,
if one can identify a base period when the country was in externa
balance, then the equilibrium value of the nominal exchange rate in

27 See Branson (1985).
28 See De Grauwe and Verfaelle (1987).



Table 2
Major Industrial Countries: General Government Fiscal Balances and | mpulses, 1980-87!

1980 1981 1982 1983 1984 1985 1986 1987
(In billions of U.S. Dollars)

Fiscal balance (+ surplus, — deficit)

United States -34.50 -29.60 —110.80 -128.60 —105.00 —133.60 —147.80 —107.30
Japan —46.94 —44.86 -39.15 -43.23 —26.25 =13.77 -11.52 —19.38
Federal Republic

of Germany -23.68 -25.17 -21.65 —16.60 -11.87 -7.25 . —10.87 —19.06

. (In percent of GNP)
United States -1.26 -0.97 -3.50 -3.78 -2.78 -3.33 -3.49 -2.39

Japan —-4.41 -3.84 -3.60 -3.66 -2.09 —-103 —-0.58 -0.81
Federal Republic

of Germany —-2.89 -3.67 -3.29 -2.52 -1.90 -1.15 -1.21 -1.69

Fiscal impulse? (+ expansionary, — contractionary)

United States 0.65 —-0.50 0.55 0.57 0.60 0.67 0.22 -1.00
Japan —0.40 -0.78 -0.52 -0.19 -1.22 -0.71 —0.87 -0.16
Federal Republic

of Germany -0.19 -0.51 -1.87 -0.42 0.55 -0.79 0.21 0.23

1 Data are on a ndiond income accounts basis,
2 For definitions,see IMF World Economic Outlook.
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the current period is the base-period value adjusted for the inter-
country difference in inflation rates between the current and base
period.?®

Three problems have limited the usefulness of the PPP approach.
Firg, it isnot easy to find an equilibrium base period. For example,
while Krugman (1985) regards 1980 as a reasonable base period for
the dollar because the measured U.S. current account balance was
near zero, Mussa (1985) does not because the real value of thedollar
wasthen below the average level recorded in al but three of the past
40 years. Second, when real disturbances that alter relative prices
occur between the base and current period, it will be desirable to
have a departure from PPP, in order to take these changes in rea
economic conditionsinto account. Three such factorsare particularly
relevant in the context of the 1970sand 1980s: (1) permanent changes
in the terms of trade (including changes in the real price of oil),3°
(2) sectoral inter-country differencesin labor productivity that are
masked by aggregatepriceindicesand that are biased, not just between
tradable and non-tradable goods,3! but also among tradable goods
industries,3? and (3) shifts from net creditor to net debtor positions
and viceversa. Sufficeto say that the sizeof the necessary adjustments
to PPPis subject to considerabledispute. Third, PPP does not seem
to work, certainly not in the short run, and perhaps not in the long
run either.33

A second increasingly popular aternative is the so-called underlying
balance approach. Here, the equilibrium exchange rate is defined
as the rate that makes the **underlying™* current account (i.e., the
actual current account adjusted for temporary factors) equal to nor-
mal net capital flowsover the next two to threeyears, given anticipated
real output and inflation paths, and the delayed effect of past exchange
rate changes. Thefly in the ointment is how to calculate normal (net)

29 For arecent application of the PPP approach to the yen/dollar exchange rate, see McKin-
non and Ohno (1988).

30 See McGuirk (1983).

31 See Balassa (1964).

32 See Marston (1986) and Baldwin and Krugman (1987).

33 See Frenkel (1981a), Edison (1987), and Dornbusch and Frankel (1987).
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capital flows.3* For one thing, the general equilibrium nature of the
exercise is daunting. For example, normal net capital flows for the
United States are hard to define without reference to desired and/or
likely savings versus investment trends in Europe, Japan, and in the
developingworld; yet those savings/investment trends, in turn, depend
on demographic trends, tax laws, and even on the manner by which
the existing debt problem of the developing countries is eventually
resolved. s Indeed, anything that has a non-transitory effect on the
ex-ante savings/investment balance will affect the equilibrium
exchange rate. There is also the sizable global current-account dis-
crepancy to allocate among countries.3¢ In addition, since normal
net capital flows is a flow rather than a stock concept, it does not
lend itself easily to sustainability criteria. Finally, current account
or balance-of-payments positions do not seem to explain actual
exchange rate changes any better than other factors. In the end, we
wonder how many economists would be willing to ** go the stake™
to defend a normal net capital inflow figure for the United States
of say $10 billion (asin Williamson in 1985) versussay, an estimate
of $50-75 billion? Yet such a change in assumptions could have a
large effect on one's estimate of misalignment.

Next we come to what might be called the sustainability approach.
The basic idea is to identify the market's implicit forecast for the
future path of the exchange rate, based on the current exchange rate,
interest rate differentials, and other data; and to assess the conse-
quencesof thisforecast exchangerate path for the balance of payments
and external indebtedness.?? If thisexercise suggeststhat it will take
"many"* years before the debt-to-GNP ratio stabilizes, and that the
eventual debt-to-GNP ratio will be **high** when it does, then the
market's implicit exchange rate forecast is judged to be ‘‘unsus-
tainable™ .38

34 Thisisnot to say that the underlying balanceapproachis without several significant attributes;
see Goldstein (1984).

35 See Mussa (1985).
36 IMF (1987).
37 See Krugman (1985).

38 For an analysisof alternativeconceptsof sustainability, see Horne (1988).
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This approach is less ambitious than the others in the sense that
it seeks only to identify an unsustainable rate, and by implication,
the likely futuredirection of exchange rate changes (that is, the sign
of misalignment). To get an estimate of the equilibrium exchange
rate, one would have to specify an equilibrium debt-to-GNP ratio
and then solvethe model for the exchange rate that, ceteris paribus,
would yield that outcome. Still, even in itsless ambitious form, the
conclusions can be quite sensitive to the assumptions made about the
rea interest rate paid on foreign debt; the rea interest differential
between home and foreign securities; the share of theinitial current
account imbalance that is due to reversible, temporary factors; and
the effect of the debtor's ** reputation™ on the willingnessof creditors
to put a sizableshare of their portfoliosin further claimson that coun-
try.3® In addition, sustainability is not synonomous with optimality.
An exchange rate path that yields a sustainable debt-to-GNP ratio
could be undesirable because it implies an unsatisfactory outcome
for other policy objectives, such as unemployment.4°

A less direct approach is not to estimate misalignment at all but
rather infer its existence from its adverse effects—much in the same
spirit asoutlined earlier in connectionwith inferring excessvolatility.
Two such effects are most frequently cited as being induced by
misalignment: the generation of boom and bust cycles in tradable
goods industries that leave unemployment in their wake; and the
encouragement of protectionism.

Early work on the sectoral employment conseguences of the
1981-85 dollar appreciation suffered from the post-hoc-propter-hoc
fallacy. It took the sharp decline in the U.S. ratio of manufacturing
employment to total non-agricultural employment in 1979-83 as a
direct consequenceof large overvaluation. Y et this same ratio declined
in 1969-71 when the real exchangerate of the dollar was depreciating,
and rosein 1984 when the dollar was appreciating sharply. In fact,
this ratio has declined in all periods of recession since 1969.4! This
suggeststhree caveats. First, one hasto control for other determinants

39 See Mussa (1985).
40 See Nurkse (1945) and Frenkel (1987).
41 See Obstfeld (1985).
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of employment changes—both cyclical and sectoral —before the inde-
pendent effect of the real exchange rate on sectoral employment pat-
terns can beisolated. Branson and Love (1987) have, in fact, recently
done just that and estimate that the 1981-85 real appreciation of the
dollar cost about one million jobs in U.S. manufacturing. Second,
the link between the real exchange rate and the sector alocation of
resourcesdependson thetype of disturbancemoving the real exchange
rate. Restrictive monetary policy can induce both currency apprecia-
tion and manufacturing contraction, while an increase in foreign
demand for manufacturing will elicit currency appreciation and
manufacturing expansion. Third, even when one knows the indepen-
dent contribution of the real exchange rate to the change in employ-
ment, the judgment still needs to be made if the costs would have
been less under some alternative exchange rate regime.

The effects of misalignment on protectionism are subject to the
same kinds of caveats. Whileit is hard to dispute Bergsten's (1988)
claim that an overvalued currency is the best leading indicator of
protectionist legislation, other factors—includinglong-lasting shifts
in competitiveness with non-exchangerate origins—also have played
an important role.

We have trotted out these multiple criteria for inferring excess
volatility and misalignment—and have highlighted the weaknesses
of each of them—to make a point. But that point is not that **only
God knows the equilibrium exchange rate’’,42 or that the market rate
is always the right rate, or that economists will seldom be able to
recognize unsustainability, or even that there is little scope for
improving the present exchange rate system. It is, instead, that infer-
ences about excessexchange rate volatility and misalignment are sub-
ject to wide margins of error and that the exchange rate experience
of the past 15 years is subject to multiple interpretations. For that
reason, reasonable men have legitimate grounds to differ, both on
diagnosis and on prescription. With this in mind, we proceed to
examine three proposalsfor improving the functioningof the exchange
rate system.

42 Quote attributed to former Japanese Prime Minister Nakasone; see Haberler (1987).
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Tar get Z0nes

The G-10 hascharacterized target zones as an exchange rate system
wherethe authorities** . . . define wide marginsaround an adjustable
set of exchange rates devised to be consistent with a sustainable pat-
tern of balances of payment.’’4* Unlike an adjustable peg system,
there need not be a formal commitment to intervene in al circum-
stances to keep actual exchange rates within the zone. On the other
hand, unlike a pure floating system, authorities are permitted to inter-
vene and indeed, are typically encouraged **to take a view" on the
desirable level of the exchange rate. Two features that distinguish
target zones from managed floating in a broader senseare: the estab-
lishment of atarget zone for the exchange rate for somefuture period;
and the greater influence of the exchange rate on the conduct of
monetary policy so as to keep the actual rate within the zone.

It is possible to distinguish several variants of target zones.**
"Loud" zones, for example, entail public announcementof the zones,
whereas " quiet™ zonesimply confidential disclosurein official circles
(for reasons of exchange rate surveillance, joint intervention, and
policy coordination). In a similar vein, **hard zones would be
characterized by a monetary policy that is geared to maintaining the
exchange rate within a narrow and infrequently revised zone. ** Soft™*
zones can be defined analogously. As with any hybrid exchange rate
system, there is a spectrum along the fix-flex axis.

Three questions about target zones merit particular attention. Will
they help to discipline errant fiscal policies? What policy instruments
will be responsible for internal balance? Would wide and moving
zones be capable of acting as a medium-term anchor for exchange
rate expectations?45

One of the strongest claims made for target zones by their sup-
porters is that they will help to restore discipline and coordination
to the conduct of macroeconomic policies. Inlight of the experience

43 See Crockett and Goldstein (1987).
44 See Frenke and Goldstein (1986)

45 Another key issue is now to calculate the equilibrium exchangerate, but that was cover ed
earlier. For a more comprehensive examination of target zones, see Frenkel and Goldstein
(1986).
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in thefirst haf of the 1980s, the area where disciplineand coordina-
tion are probably most sorely needed is fiscal policy; see Table 2.
Here, advocates of target zones argue that: (1) a threatened breach
of the zone—be it induced by errant fiscal or monetary policy —will
initiate a multilateral review of al that country's policies, with strong
peer pressure for adjustment and coordination; and (2) even if the
authorities opt to alter the target zone rather than fiscal policy, the
domestic political cost of repeated exchange rate adjustments will
impart its own discipline. The influence of EMS considerations in
hel ping to turn around French macroeconomic policy in 1983 isoften
cited as supporting evidence.46

Opponents base their skepticism on a number of grounds. Oneis
thefact that the EMS—with its**harder** exchange rate commitments
and higher political stakes—has not been ableto producefiscal policy
convergence, to say nothing of its 11 exchange rate realignments. 4’
Second, if thetarget zone is defended by monetary policy, then the
exchange ratecan send a"*falsesignal** that would actually exacer-
bate the fiscal problem.*® Specifically, a fiscal expansion that puts
appreciating pressure on the exchange rate would prompt a loosen-
ing of monetary policy to keep the rate fromleaving the zone. Feld-
stein (1988) conjecturesthat this—and not acut in the budget deficit—
would have indeed been the responseif the U.S. had been operating
under atarget zone regimein theearly 1980s. Third, fiscal policy—
with itslong lagsand itsimplementationin the hands of legislatures—
isoften regarded as the most difficult policy to coordinateeffectively
on an international basis.*®

It is probably no accident that whereas first-generation target zone
proposals spoke mainly of monetary policy, second-generation pro-
posals have added a specific rule to rein in fiscal policy; contrast
Williamson (1985) with Williamsonand Miller (1987). In any case,
we need to think more about if and how the exchange rate regime
can disciplinefiscal policy.

46 See Sachs and Wyplosz (1986).
47 See Holtham et al. (1987).

48 See Frenkel and Goldstein (1988).
49 See Tanzi (1988).
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To the extent that monetary policy is the primary instrument
assigned to keeping actual exchange rates within target zones, one
has to ask what policy instruments will be responsible for internal
balance?® Consider the candidates.

Theleading oneisfiscal policy. But fiscal policy in most industrial
countries is hardly flexible enough, rightly or wrongly, to be used
for stabilization policy. It is, instead, geared to longer-term objec-
tives, like reducing the share of government in economic activity or
improving the efficiency of the tax system. A second candidate could
be sterilized exchange market intervention. Y et whatever its usefulness
in dampening short-term volatility or in sending asignal about policy
commitment to markets, its influence on the level of the exchange
rate over the medium to long term is highly suspect.5! Finaly,
Meade's (1984) candidate is labor market policy, specifically, greater
wage flexibility to stabilize employment. The problem isthat no one
knows how to bring it about without a substantial reform of |abor
market institutions.

If other policy instruments are constrained, then monetary policy
may face the prospect of having to wear two hats—one for external
and one for interna balance.5? If that is asking too much, then one
should ask how a target zone system can be structured to ease that
dilemma.

Another key objective of target zonesis to provide an anchor for
(medium-term) exchange rate expectations as a means of reducing
both volatility and misalignment. The anchor is said to derive from
two sources: the authorities announced collective estimate of
equilibrium exchange rates (under loud zones), and the information
that the target zone impliesabout the future course of monetary policy

50 Note that there is nothing sacred about the traditional solution to the assignment problem.
In fact, Genberg and Swoboda (1987) and Boughton (1988) argue that, under flexible rates,
it would be better to assign fiscal policy to external balance and monetary policy to internal
balance. This is because the expenditure-switching and expenditure-reducing effects on the
current account offset each other with monetary policy, but reinforce each other with fiscal
policy.

51 See the Jurgensen Report [1983]

52 A good illustrationof monetary policy faced with seemingly conflicting internal and external
requirements is the U.K. situation in the first quarter of 1988, when there was both infla-
tionary pressure and upward pressure on the exchange rate.
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in participating countries. In considering whether target zones can,
in fact, establish an anchor, the following factors seem relevant.

First, there isthe width of the target zone. Most analysts have sug-
gested that zones should be wideto reflect our substantial uncertainty
about the equilibrium central rate, to provide a buffer against transi-
tory disturbances that don't alter the long-run equilibrium rate, and
to provide better protectionagainst one-way speculativebets. William-
son (1985) speaksof initial zoneson the order of 10 percent on each
side of the central rate. Krugman (1988) is even more cautious and
suggestsinitial zones for the deutsche mark/dollar and yen/dollar rates
of 1.5t02.0and 100to 150, respectively. In contrast, most adjustable
peg systems (including the EMS) have operated with considerably
narrower bands. A widezonecannot, of course, provideavery precise
anchor but it would help to identify very large misalignments; also,
it is likely to prove more durable than a narrow zone.

A second factor isthe frequency with which the zones are revised.
The larger the size of inflation differentials, the more frequent the
changes in real economic conditions, and the less flexible are other
policy instruments, the better the case for frequent revisions. An off-
setting concern isthat frequent revision can endanger the credibility
of thezones. But asthe later years of Bretton Woods demonstrated,
risks don't liein only onedirection. Official exchange rate targets
can aso lose credibility when they arerigid in the face of fundamental
changes.

A third, and to our minds, dominant factor for the anchor debate
is the strength of the authorities’ commitment to the zone—as evi-
denced by their willingness to alter other policies to make their
exchange rate forecasts cometrue. Thisiswhat should tip the balance
between regressive and extrapol ative expectations, and between target
zones as an anchor and target zonesasa one-way bet for speculators.
But, as suggested earlier, thiscommitment to the exchange rate may
not come cheaply. In fact, one selling point for quiet zones is that
it makesit easier for authoritiesto climb down from previousforecasts
when conflicts with other objectives become too costly, or when
economic conditions change.

Finaly, if the anchor stemsfrom the signal that target zones send
about future policies, one might ask why it would not be preferable
to announce the future course of policies themselves? One answer
is that it may be easier to renege on a money supply target than an
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exchange rate target.5* Another is that the authorities may have
superior information on the model linking exchange ratesto policies.
More food for thought.

Restrictionsand taxes on international capital flows

One of the recurring themes in open economy macroeconomics
is that policymakers who seek to simultaneously achieve indepen-
dent monetary policy, fixed exchange rates, and free international
capital markets will wind up frustrated. The best they can do is to
achieveany t wo of the three. International monetary reform isbasi-
cally about which two to pick. For the three largest industrial coun-
tries during the 1973-84 period, the odd man out wasfixed exchange
rates. Inthe EMS, there has been more of a mixed strategy but main-
tenance of capital controls by some members has allowed them to,
at least, get closer to fixed ratesand monetary policy independence. 54
And in the EMS of 1992, the orphan is to be independent monetary
policy.

Seen in this light, the case for throwing **sand in the wheels' of
theinternational capital market—be it viadirect controlsor a Tobin
(1978) worldwideround-tripping tax on foreign exchange—isthe case
against the alternatives. This suggests three important questions. What
is being foregone by opting for less monetary independence? When
open capital markets and fixed rates are paired with monetary inte-
gration, how will real shocks be handled? Would attemptsto restrict
capital flows be effective in stabilizing exchange rates and what
benefits of financial liberalization might be lost in the process?

It is countries with either relatively high or relatively low infla-
tion rates that are typically most worried about reduced monetary
independence. In the former, lower monetary independence is seen
as handicapping effortsto reduce the cyclical component of unemploy-
ment. What's more, many high-inflation countries suffer from weak
fiscal systemswith relatively heavy relianceon theinflation tax. They
are concerned that alower inflation rate will reduce the revenuefrom
seigniorage, run up against tax evasion in seeking to compensate for

53 See Canzoneri (1985).
54 See Giavazzi and Giovannini (1986).
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it by raising other taxes, and thus, complicate what are already dif-
ficult fiscal problems.ss Evenif one argues (as we do) that a reduced
takefrom the inflation tax would generate pressures to make correc-
tive adjustmentsin the fiscal position that would be beneficial in the
long run, there isatransition problem. 3¢ In low-inflation countries,
the concern is with price stability objectives and the preservation of
hard-won anti-inflationary reputations. The memory of the |atter days
o Bretton Woods when disequilibrium exchange rates, heavy
exchange market intervention, and massive capital flows combined
to wrestle control of the money supply away from the authorities,
remains vivid.

When monetary independenceis sacrificed so that fixed exchange
rates and open capital markets can survive, there is another issue
that needs to be faced squarely: how to respond to real shocks that
impact more severely on some regions of the currency area than on
others? One popular reply is that this concern should not be given
much weight, as evidenced by the lack of serious regional problems
inthevast U.S. economy under precisely such institutional arrange-
ments. This missesthe point. Theinteresting questioniswhy the U.S.
economy is ableto accommodate regional shocks relatively well. The
answer, we think, goes back to factors that were emphasized in the
literature on optimal currency areas. factor mobility, real wage flex-
ibility, and a tax and transfer system that operates at the level of the
exchange rate union without the need for direct negotiations among
regions.%? It is a lesson that should not be lost sight of in thinking
about further European financia integration.

So much for background. What will bethe likely effects of capital
controls or taxes themselves?*® Again, a number of factors will bear
heavily on the outcome.

One is whether speculation in the foreign exchange market is
stabilizing or destabilizing. Proposalsthat tax or regulatecapital flows

55 See Frenkd (1975) and Dornbusch (1988).
56 See Goldstein (1988).
57 See Mundell (1961).

58 Therestrictions on taxes can take variousforms, ranging from allocation of trade credit,
to restrictionson outflowsof short-term capital, to restrictionson forward cover, to interest
rate equalization taxes, to a worldwide transactionstax on foreign exchange.
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take as a point of departure that there is too much speculation. But
that view is not universally shared. McKinnon (1976), for example,
also decries the short-run volatility of exchange rates, but attributes
it to too little (stabilizing) speculation. Indeed, early advocates of
floating rates built much of their case on the proposition that specula-
tion would be stabilizing.5® Suffice to say that faith in that proposi-
tion has been undermined by at least two developments: first, the
development of models of rational speculative bubbles that show that
profitable speculation can be destabilizing;5° and second, episodes
of exchange rate movements that seem to be unrelated (or even
counter) to fundamentals.! Still, **episodes’ are not the same as
*usualy** and even those episodes— as suggested earlier — are sub-
ject to multiple interpretations. 2

A second key question iswhether it is appropriate to draw a priori
distinctionsbetween ** productive' and ** unproductive' capital flows,
by reference, say, to the maturity of these flows. The Tobin tax, for
example, isdesigned to penalize short-term flows more than long-
term ones. If it were possibleto so separate the whesat from the chaff,
then one might get the best of both worlds—more exchange rate
stability and capital flowing to its most productive use. But we see
a potential for throwing out the baby with the bath water. A coun-
try, for example, that wants, for legitimate reasons, to engineer a
capital inflow would have to raise its interest rate much more than
otherwise to overcome the effects of the tax, thereby increasing
variability of interest rates. Good speculators who see through the
**Jcurve™ could be casualties of the tax, with adverse implications
for the stability of the market. Short-term flows can help to discipline
bad policies just as they can upset good ones.

Feasibility of implementation is another important consideration.
This is particularly relevant for proposals that require worldwide
implementation to be effective. Given the progressive globalization

59 See Friedman (1953).
60 See Blanchard (1979).
61 See Solomon (1988).

62 Mussa (1985), for example, dismusses much of the findings of speculative bubbles becauise
their underlying theories lack well-defined limits on the behavior of exchange rates.
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of capital markets, thereis awaysan incentivefor some area—and
it need not be a large one—to capture a larger share of the world's
business by not imposingthetax, i.e., by engaging in what has come
to beknownas**regulatory arbitrage.” Clearly, if thetaxesor restric-
tions only change the geographical location of speculation but not
its volume, or nature, little will be gained.

Finally, in view of the continuing trend toward liberalization of
capital markets, it is relevant to factor in the benefits that might be
given up by halting or reversing that trend. These benefits include
lower spreads between lending and deposit rates, increased returns
to savers, alower cost of capital to firms, and better hedging instru-
ments against a variety of risks.5* Also, one cannot dismiss the
possibility that restrictionson capital flowswill weaken the support
for ** outward-looking™* policies more generally and spread to other
areas, epecidly theforeign trade sector. Thiswould, ironically, run
directly counter to the original aim of these capital-flow proposals,
namely, to protect the real sector from the financial one.

Stronger indtitutional coordination of economic policies

International coordination means different thingsto different peo-
ple. A broad definition, due to Wallich (1984), is < . . . asignifi-
cant modificationof national policiesin recognition of international
economic interdependence.’’¢4 A narrower but moreambitiouscon-
cept, taken from Bryant (1987), is -- . . . jointly designed, mutual
adjustments of policy actions.”’¢% In most discussions of coordina-
tion, it isassumed that explicit bargaining occurs and that govern-
ments agree to behavedifferently than in theabsence of the agreement.

The basic rationalefor coordinationis that economic policy actions,
especially those of larger countries, create quantitatively significant
spillover effectsor externalitiesfor other countries, and that aglobal
optimum requiresthat such externalities be taken into account in the

63 See Folkens-Landau and Mathieson (1987).
64 See Wallich (1984), p. 85.
65 See Bryant (1987), p. 5.
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decision-making calculus. Coordination is simply a facilitating mech-
anism for internalizing these externalities. % The influence that large
countries can exercise over their real exchange rates, the role of
**public goods™ in the resolution of inconsistencies among policy
targets, and the potential for joint action to be more effective in
reaching objectives (e.g., by overcoming individual balance-of-
payments constraints) have all been identified as reasons why it can
be optimal to depart from independent decentralized policy making
in the world economy.%”

The recent upsurge of interest in coordination derives, however,
not so much from any reappraisal of the theoretical case for it as
from the march of events over the past three years. The implicit con-
tract that governed the first dozen yearsof floating was one that called
for each country to adopt stable policies at the national level, with
the expectation that exchange rate stability would emerge as an
important by-product. By thefall of 1985, it was apparent that such
stability was not forthcoming. There had been several yearsof undisci-
plined and uncoordinated national policies; huge current account
imbalances had emerged, and there was a sizable misalignment of
thedollar with attendant protectionist pressures. The response—which
began in earnest with the Plaza Agreement of September 5, 1988
and has evolved since then through the Tokyo Economic Summit,
the Louvre Accord, the Venice Economic Summit, a few episodes
of coordinated reductions in interest rates, the Toronto Economic
Summit, and a seriesof meetings of both the G-7 and theIMF Interim
Committee—was the ongoing processof stronger international coor-
dination of economic palicies.

As suggested earlier, the literature has identified two potential
sourcesof misalignment and excessvolatility: bad policies and market
inefficiencies. Successive coordination agreements have attempted
to deal with both sources by specifying policy commitmentsfor each
participant, by expressing a concerted view on the existing pattern
of exchange rates (albeit stopping short of loud target zones), and

66 See Frenkel, Goldstein and Masson (1988).
67 See Cooper (1987) and Frenkel, Goldstein and Masson (1988).
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by pledging closer cooperation on exchange market intervention
policy. Theapproach isajudgmental, rather than rule-based, one. 58

The process of coordination is assisted by a set of economic indi-
cators that includes GNP and domestic demand growth, inflation,
trade and current account positions, monetary conditions, fiscal
bal ances, exchange rates, and a basket of primary-commodity prices.®®

Three issuesare particularly relevant for assessing the practice and
the desirability of enhanced coordination.”® Should coordination be
aregular, ongoing processthat encompassesa wide range of policies,
or would an episodic, narrower approach be preferable? How can
the interests of those not sitting at the table be represented? Arethe
gains to coordination likely to be worth the effort?.

One position isthat, given the constraints, true coordination can-
not be expected to be more than an episodic, regime-preserving effort.
Dini (1988), for example, has recently argued that international con-
siderations still play only asmall rolein policy making, and that only
at times of crisisisacommon interest in coordinated action clearly
recognized. Some might even go further and argue that the reser-
voir of international compromise should be conserved for situations
when there is a high probability of a policy deal and when failure
to reach an agreement would carry a high cost.

A different view, which wesupport, isthat both the likelihood and
effectiveness of coordination will be enhanced when it isa regular,
ongoing process, and for at least three reasons. First, the potential
for multi-period bargaining expands the opportunities for policy

68 |n this sense, the gold standard with its automatic specte flow mechanism, the adjustable
peg system with its clear implications for the subordination of domestic monetary policy to
the exchange rate (except during fundamental disequilibria), the EMS with us parity grid and
divergence indicator, target zone proposals with their trigger for coordination discussions
whenever the actual exchange rate threatens to breach the zone, and pure floating with its
complete prohibition on al officia intervention in the exchange market—all can be considered
less discretionary than the present system.

69 These indicators are employed to help gauge the international implications of domestic
policy changes; to spot likely inconsistenciesamong policy objectives—both within and across
countries; to monitor whether short-term developments are "*on-track™" in terms of longer-
term objectives; and as early-warning signals of emerging global inflationary or deflationary
trends.

70 For more comprehensive appraisals of coordination. see Frenkel, Goldstein, and Masson
(1988), Artis and Ostry (1986), and Fischer (1988).
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bargains (by facilitating, for example, phasing of policy measures).
Second, as suggested in the game-theoretic literature, the existence
of repeated bargaining strengthensthe role of reputational considera-
tions in coordination. In contrast, when coordination is a once-and-
for-al or episodic exercise, there isa higher risk that agreed policies
will never be implemented because of the temptation to renege on
earlier policy commitments when it later becomes advantageous to
do so. Third, once coordination is established as a routine ongoing
process, there is apt to be more freedom of policy maneuver for all
participants than when negotiations are conducted in a crisis atmos-
phere and when disagreements—which, after all, are inevitable—
may be inappropriately seen as signaling the collapse of coordina-
tion itself.

Enough for when to coordinate. Next one needs to ask what to
coordinate.”* The case for supporting a wide-ranging, multi-issue
approach to coordination is that it increases the probability of con-
cluding some policy bargains that benefit all parties; that favorable
spillover effects are generated across negotiating issues; and that
improved economic performance today depends as much on trade
and structural policiesas on exchange rate and demand policies. The
defenseof a narrower approach to coordinationrestson the arguments
that negotiationcosts rise rapidly with the spread of issues under con-
sideration; that prospects for implementation of agreements dim as
the number of jurisdictional spheresexpands (i.e., finance ministers
can negotiate agreements but fiscal policy is typicaly the respon-
sibility of legislatures; trade policy is handled by trade ministries;
and monetary policy is the province of independent central banks);
and that heated disputes on someissues (such asthe stance of monetary
and fisca policies) can frustrate the chance for agreements in other
areas (like defense and foreign assistance) where coordination might
be more fruitful.

In view of these conflicting considerations, it is hard to fault pre-
sent ingtitutional practices on the range of coordination. Those prac-
tices entail high-frequency coordination on narrow issues in a

71 A reated issue to whether to coordinatear ound a single indicator (like the exchange rate)
or around a set of indicators (asin theongoing G-7 coor dination exer cise); see Frenkel, Gold-
stein, and Masson (1988).
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multitude of fora, such as the International Monetary Fund (IMF),
the Organization of Economic Cooperation and Development
(OECD), theBank for International Settlements(BIS), and the General
Agreement of Tariffs and Trade (GATT); less frequent (say, bian-
nual) and wider coordination at a higher level in more limited fora,
such asthe IMF’s Interim Committee, or the Group of Seven major
industrial countries; and even less frequent (annual), wider yet coor-
dination at the highest level (heads of state and of governments at
the economic summits). Thus, there are occasional opportunities for
multi-issue bargaining, but without the exponential increasein negotia-
tion costs that might ensue if this were the order of theday. All things
considered, probably not a bad compromise.

Sincethe policies of thelargest countries generate the greatest ex-
ternalities, and since the costs of negotiation may increase significantly
with the number of players, there are some economic reasons for
favoring a relatively small coordinating group. Yet pointing in the
oppositedirection isthe consideration that a small group could con-
clude policy agreementswhich are beneficia to the direct participants,
but which are not satisfactory to those countries not sitting at the
coordination table.

In this context, it isworth mentioning two features of recent coor-
dination efforts by the G-7. One of them, proposed at the Venice
Economic Summit of 1987 and incorporated in subsequent coordina-
tion meetings, is the addition of aggregate indicators for the Group
of Seven as a whole to the list of individual-country indicators.
Aggregate indicators for the group may include such variables as
the growth rate of real GNP and of domestic demand, the interest
rate, the current account position, and the real exchangerate. A strong
motivation for such aggregate indicators is that they can be helpful
in gauging the impact of G-7 coordination agreements and actions
among the Group of Seven on the rest of the world, with particular
reference to the developing countries. For example, it has been
estimated that each 1 percent change in real GNP in the industria
countries is associated, ceterisparibus, with approximately a 3 per-
cent change (in the same direction) of export earnings in developing
countries. Similarly, a 1 percent change in **world** interest rates
implies roughly a $3-4 billion change in net interest payments by
capital-importing developing countries.

A second notable feature isthat the managing director of the Inter-
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national Monetary Fund participates in these Group of Seven coor-
dination meetings. Since the fund's membership includes not only
the larger industrial countries but also the smaller industrial coun-
tries, as well as most of the developing countries, one rationale for
the managing director's participation is that it provides a systemic
perspective and evaluation on proposed policy agreements, whilestill
keeping the meeting small enough for administrative efficiency.

No one should assume that it is straightforward to achieve effec-
tive coordination of economic policies, or that the coordination pro-
cess, by itself, somehow reduces the importance of sound policies
at the national level.

It is only redlistic to acknowledge that there are at least three
troublesome barriers to coordination. First, international policy
bargainsthat involve shared objectivescan be frustrated if some policy
instruments are treated as objectives in themselves. Schultze (1988),
for example, offersthe view that it would have been difficult to have
reached a bargain on target zonesfor exchangeratesin theearly 1980s
given President Reagan's twin commitments to increased defense
spending and cutting taxes. In some other countries, the constraints
on policy instrumentsmay liein different areas (including structural
policies) but theimplicationsare the same. Second, therecan, at times,
be sharp disagreementsamong countries about the effects that policy
changes haveon policy targets. In some cases, these differences may
extend beyond the size to even the sign of various policy-impact
multipliers. The harder it is to agree on how the world works, the
harder it is to reach agreement on a jointly designed set of policies.
Third, the compromise of growth and inflation objectivesthat emerges
after difficult domestic bargaining may leave little room for further
compromise on demand measures at the international level.”?

As an example of how coordination can take place around an
inappropriate set of policies,” Feldstein (1988) points to the poten-
tial risk that a coordinated attempt to stabilize a pattern of nominal
or real exchange rates could result in an excessive global rate of
inflation. The proposals put forward by U.S. Treasury Secretary

72 See Polak (1981).
73 Also see Rogoff (1985) on a related point.
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Baker and U.K. Chancellor Lawson at the 1987 annual meetings of
the Fund and The World Bank, for a commodity-price-basketindicator
as a potentia **early-warning** signal of emerging aggregate price
developments, attempt to meet such a concern.”

Finally, there isthe bottom line: will coordination actually be worth
the effort? In this connection, some of the recent empirical literature
on the effects of coordination hasyielded two controversia findings.
Oneisthat the gainsfrom coordination arelikely to be **small** for
the larger countries.”® The second is that welfare effects can even
be negative if countries coordinate using the **wrong'* model of the
world economy.7¢

In our view, these findings should not be used as an indictment
of coordinationfor at least five reasons. First, acomparisonof optimal
uncoordinated with optimal coordinated policies may not be general -
izable to the more relevant comparison of suboptimal uncoordinated
with suboptimal coordinated policies. In particular, the link between
pressures for protectionism on the one hand, and recession and
exchange rateson the other, could result in quite a different *‘counter-
factua* (i.e., what would happen in the absence of coordination)
from that assumed in thesestudies.”” Second, some of thegains from
coordination may be unobservable (unwritten pledgesto alter policies
in the future), or difficult to separate from less ambitious forms of
cooperation (exchange of information across countries), or extend
beyond the realm of macroeconomic policy (joint measures to com-
bat terrorism, to harmonize international fare schedulesfor air travel,
and so on). Third, ajudgment that gains from coordination are small
presupposes some standard of comparison. Would the gains from
international coordination be small relative to the gains from coor-
dination of policies across different economic agencies within a
national government? Fourth, empirical estimatesof gainsfrom coor-
dination have typicaly compared policies that do not exploit the

74 On the possible use of commadity-price indicatorsin the conduct of monetary policy, see
Heller (1987).

75 See Oudiz and Sachs (1984).
76 See Frankel and Rockett (1987).
77 See Schultze (1988) and Bryant (1987).
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incentive governments have to adhere to agreements in order to
enhancetheir reputations for consistency. A comparison of “‘reputa-
tiona"" policies shows larger gains.”® Fifth, the danger that coor-
dination may reduce welfare because policymakers use the wrong
model(s) is greatest if they ignore model uncertainty. If, however,
policymakers recognize that they do not know the true model and
take this uncertainty into account, policy may be set in a more cautious
fashion with positive effects on the gains from coordination.”®

When all issaid and done, we think Tobin’s (1987) recent assess-
ment of coordination puts the issue in proper prospective:

**Coordination of macroeconomic policies is certainly not
easy; maybe it is impossible. But in its absence, | suspect
nationalistic solutions will be sought—trade barriers, capital con-
trols, and dual exchange-rate systems. War among nations with
these weaponsislikely to be mutually destructive. Eventually,
they too, would evoke agitation for international coordina-
tion,’’80

78 See Currie e al. (1987).
79 See Ghosh and Masson (1988)
80 See Tobin (1987), p. 68.
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