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I ntroduction and overview

Thegrowing integration of world capital marketshasled to major
changesin theenvironment for monetary policy. It hasbroadened the
rangeof considerationsthat need to be taken into accountin decisions
about the choice of exchangerate regime. It has undermined the use
o intermediatetargetsfor domestic monetary policy. And it hasmade
international policy coordinationboth morecomplex and moreimpor-
tant. In exploring theseissuesthe perspectiveof thispaper will be that
of practical decisionmaking, rather than theory.

A good place to start isthe so-called ' impossibility theorem.” This
holdsthat policy authorities cannot simultaneously and continuously
follow the three objectives of free capital mobility, fixed exchange
rates, and an independent monetary policy.

Something hasto give. But isit asimplematter of choosing one of
the threegoal s to abandon, and then pursuing the other two? Thisis
an oversmplification. Even with extensive capital controls, thereare
limits on how far it is possible to pursue an independent monetary
policy without putting exchangerate stability at risk. And eveniif the
exchangerate is allowed to float, monetary policy cannot be entirely
independent of what is happening to the externa vaue of the cur-

rency.
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The question cannot be put in absolute terms. Now that global
capital marketshave become integrated, theissueisrather oneof the
relative importance attached to exchange rate stability and domestic
monetary independence. n seekingan optimal tradeoff, policymakers
will have to be aware of capital market responses to their policy
actions.

In any discussion of the impact of increased capital flows on
monetary policy, afirst step is to assess the extent to which capital
mobility hasgrown. Thefirst section of this paper exploresin more
detail thefactorsthat have contributed to greater capital movements.
It provides some statistics to illustrate the explosive growth of cross-
border capital flows in the past few decades. And it considers the
extent to which the global capital market is now fully integrated, or
whether significant differencesin investor preferences remain, such
that monetary authorities can indeed influence conditions in their
respective markets.

From one perspective, it can be argued that capital mobility is now
effectively perfect, in that formal impedimentsto cross-border capital
flowshave been removed in al the mgjor industrial countries,and the
volumeof transactions hasincreased manyfold. Arguing aong these
lineswouldlead oneto the conclusionthat expectedyiel dsin different
currencies (after due alowancefor expected exchange rate changes)
would be equalized. Currency denomination would then become
largely irrelevant in borrowing and lending decisions, even under
conditionsof floating. Domestic monetary policy could affect therate
of inflation in domestic currency but not the effective interest rate
faced by borrowersand lenders.

Alternatively, and in my view more redisticaly, one can view
national capital markets as still being separated by the currency
preferences and habits of market participants. Uncertainties with
regard to thefutureevol ution of interest and exchangerates mean that
agents are not indifferent as to the currency denomination of their
assets and liabilities. In addition, tax considerations influence the
preferred form of yield (interest return versus capital appreciation).
Moreover, stickiness in domestic wages and prices means that resl
interest rates can vary from country to country even if theyieldsin
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different currencies do not. This suggests that domestic monetary
policy retainsthe power to influenceeconomicbehavior, and can have
asignificant effect on cyclical developments.

Clearly, the scope for an independent domestic monetary policy is
greater if exchange rates float. But floating has its own costs, espe-
cidly if it leads to volatility and uncertainty in real exchange rates.
Monetary authorities need to balance these costs against the advan-
tages of greater freedom in setting domestic policies. The second
section o the paper therefore discusses the choice of exchange rate
regimein conditions of capital mobility.

The polar choicesarefreefloating and fully fixed exchange rates.
The argumentsin favor of each arefairly well known, and the basis
for areconciliation of the argumentsexistsin the optimum currency
arealiterature.! (Unfortunately, the theoretical insights of thislitera-
ture have proved difficult to trandate into practica guidance for
decisionmaking.)

A magor policy issue, particularlyin thewake of theturbulencein the
Europeanexchangeratemechanism (ERM) over thepast year, iswhether
"middle way" solutions, involving fixed-but-adjustable exchange
rates, have been rendered more unstable by the growth of capital
flows. In my view they have, so that a protracted period of fixed-but-
adjustable rates with narrow marginsis unlikely to provideasmooth
"glide path” for the eventual achievement of European Monetary
Union (EMU).

After acountry has chosen itsexchangerate policy regime (fixed,
floating, or fixed-but-adjustable) it then has the task of adapting its
domestic monetary policy to this environment. The third section of
the paper deal swith a number of issues connected with the formula
tion and implementation of monetary policy when capitd is mobile.
In other words, what should be the ultimate objectivesof policy, and
what instruments and intermedi ate targets should be employed?

Thisisarelatively simple matter for countriesthat have chosen to
fix irrevocably to adominant anchor, although even for them, issues
arise as to how much of theroomfor maneuver provided by exchange
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rate bands should be exploited. The issue is more complex and
substantivewheregreater exchangerateflexibility isconcerned. Once
again, theroleof thecapital movementscan be acomplicatingfactor.
Capital movements can obscure the signals being provided by, for
example, monetary aggregates. In addition, asiswell known, policy
actions can lead to exchange rate "' overshooting, when the speed of
responsein goods and financial markets differs.2

Understandingtheissuesinvolvedin the choice of domestic policy
regime hasbeen grestly advanced by thetheoretical insightsprovided
by theliterature on rational expectations, time-consi stency, and repu-
tation effects. The new framework for monetary policy in the United
Kingdom, which | will describe briefly in this section, owes much to
our growing understanding of theroleof credibility.

The fourth and last section of the paper covers the question of
international cooperation. This is a more contentiousissue than it
might appear at first sight. Someinfluential observers3have argued
that international policy coordination is, in effect, a snare and a
delusion.Countriesshoul dfocuson getting their own macroeconomic
policiesright. Open trade and free capital marketswill do thejob of
international adjustment, and will in the long run provide a more
stableexchange rate environment than will result from activist coor-
dination.

Thereismuch in this view with which to agree. Certainly, respon-
sible international behavior has to be based on stability-oriented
domestic macroeconomic policies. And market forces ought to play
the dominant role in determining trade and investment flows, and the
pattern of exchange rates. Going against the grain of market views
has almost invariably met with failure.

In my view, however, there remains an important role for policy
coordination. Itisbased fundamentally on what we havelearned about
the behavior of international capital flows. International capital flows
clearly influence the transmission of monetary conditions across
countries. Experience also seems to suggest that they can lead to
sustained misalignmentsin exchange rates. The overvaluation of the
U.S. dollarin theearly 1980sis perhapsthe most striking example of
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this. Why should such misalignmentsoccur?Part of thereason liesin
the overshooting phenomenon referred to earlier. Partislesseasy to
explain, but may be related to "herd ingtinct” among investors, dis-
cretereappraisalsof prospectsfor political stability, and other hard-
toquantify factors.

In thisfourth section of the paper, therefore, | will try to evaluate
thecasefor international coordinationof monetary policies.| will also
touch on the objectives that coordination can legitimately seek to
achieve, as wdll as proceduresfor coordination. Such coordination
can be pursued both within fixed rate regions, such as the ERM, as
well asamong the three major currency blocs.

Thegrowth of capital flows

The past two or three decades have seen enormouschangesin the
world's capital markets.** If anything, the pace of change has accel-
erated in the past ten years. In large part, this has been areflection of
the growing ascendancy of the free market philosophy, and the
recognitionthat theefficient functioning of capital marketsisacentral
element in improving resource allocation in the real economy.

An important step in the growth of cross-border financial transac-
tions was the removal of exchange controls. In the 1970s most
industrial countries retained quite far-reaching exchange controls.
The United States, Canada, Germany, the Netherlands, and Switzer-
land were themajor exceptions. Now, virtually al industrial countries
have abolished such restrictions. As a result, domestic and offshore
markets have becomeincreasingly integrated.

Just assignificanthasbeen liberali zationand deregul ation in domes-
tic markets. Asrecently asten or fifteen yearsago, significant restric-
tions existed in most countries, covering geographical location and
spread of businessof financial firms; interest rates paid to depositors;
accessto new issue markets; and so on. At thesametime, cartel-type
arrangements among financia institutions were officialy tolerated
and sometimes used to support quantitative and even interest rate
controls on lending.
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By the early 1990s, most of these controlshad disappeared. Those
that remained were greatly reduced in scope. None of the large
industrialized countriesnow retainceilingsor other major constraints
on lending. Reserve requirements on banks have been lowered, and
compulsory portfolio investment requirements on other financia
institutions have been eased.

Themoreliberal regulatory environment undoubtedly contributed
to developmentsin financial technol ogy. (Of course, thecausality was
two-way: financial technology madeit easier to avoid regul ations, and
thus hastened their demise.) Whatever the precise causal sequence,
the spectrum of available financial instruments has been greatly
enlarged. This has partly been the result of traditiona financia
instruments being issued in new countries and currencies. More
significantly, perhaps, derivative instruments have been developed to
facilitate new forms of hedging and position taking.

Information technology has played arolein this. High-speed com-
puters havedramatically lowered the costsof processinginformation
and executing transactions. This has, in particular, facilitated the
development of highly sophisticated derivative products. It has made
possible an explosion of gross financia transactions, relative to
underlying asset stocks.

Other devel opments that have contributed to the growth of capital
markets include securitization, and theincreasing ingtitutionalization
of investment activity. Securitization has greatly increased the share
of financial liabilitiesand claims that are readily tradable. And the
concentration of portfolio management in more sophisticated institu-
tional investors has resulted in growing demand for (and supply of)
derivative products, as well as an increased willingness to trade
securities across currency boundaries.

The combination of domestic financial liberalization, the removal
of cross-border controls, and technol ogical advance has resulted.in a
dramatic growth in international financial transactions. A few statis-
ticswill servetoillustratethispoint. In the United States, for example,
grosstransactionsin bondsand equities betweendomesticand foreign
residentswerejust under 3 percentof GNP in 1970, had risento almost



Monetary Policy Implications of Increased Capital Flows 337

10 percent of GNP in 1980, and were not far short of 100 percent in
1990 (Table 1). Thefiguresfor the United Kingdom are even more
striking. Although data are not available for the early years, the
existenceof exchangecontrol ssuggeststhat cross-border transactions
in securities must have been very small in 1970, yet amounted to
almost 700 percent of GNPin 1990. Other countriesal so show sizable
increases, and the fact that thelevel of transactionsis still far below
that of the United Kingdom suggests there is substantial scope for
further growth.

Tablel
Cross-Border Transactionsin Bondsand Equitiesl
(asapercentaged GDP)
Countries 1970 1975 1980 1985 1990
United States 28 42 93 364 %25
Japa’] n.a. 15 70 605 1186
Gemany 33 5.1 75 39 575
France na. na. 8.4> 214 533
Ity na. 09 11 40 267
United Kingdom na. na. na. 3675 690.1
Caneda 5.7 96 9.6 267 638

;Gross purchases and sales of securities between residents and nonresidents.
1982.
Source: BIS Annual Report 1992, p.193

Derivativemarketsareamorerecent phenomenon, but their growth
has been no less striking, as may be seen from Table2. Perhaps most
relevantinthecontext of theimplicationsfor monetary policy, foreign
exchangetransactions averaged some $880 billion aday in 19926—
roughly sixty times the volumeof world trade in goods.

What does all this mean for domestic monetary policy?

Oneextreme would be to argue that world capital marketshad now
become s perfect that thecost of finance waseffectively equal in al
markets, with differencesin nominal interest rates simply offsetting
expected exchange rate changes. This would imply that shiftsin
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The Expansion of Selected Financial Derivative Markets

(notional princ[i)pal amountsin billions
of U.S. dollars!)

Instruments 1986 1987 1983 1989 1990 1991
Exchange-traded 583 724 1,300 1,762 2,284 3518
instruments
Interest rate options 516 609 1,174 1,588 2,054 3,231
and futures
Currency options 49 74 60 66 72 77
andfutures
Stock index options 18 41 66 108 158 210
and futures
Over-the-counter 500 867 1,330 2,402 3,451 4,0802'3
instruments
Interest rate swaps 400% 683 1010 1,503 2312 2750%
Currency and 100° 184 320 449 578 700%°
interesf/currency
swaps

_ _ _ 450 561 630
Grand total 1,083 1,591 2630 4164 5735 6900™
Memorandum items: 0.27 031 047 0.64 076 1007
Ratio of grand total
to: Intebrnational
claims’ of BIS
reporting banks
OECD GDP 0.10 0.13 0.19 0.29 035 040
! Amounts outstandi ng at yearend.
2Estimate.
3Tune.

4 Adjusted for reporting of both currencies.
?Caps, collars, floors, and swaptions.

‘cross-border and local foreign currency claims.

'Estimates on the basis of June figures.
Source: BIS Annual Report 1992, p. 192.



Monetary Policy Implications of Increased Capital Flows 339

domestic monetary policy had rather little effect on real economic
activity evenin theshortrun. Thealternativeview isthat theexistence
of different currencies,whoserel ative valuescan change, does distin-
guish assets with different denominations. Economic agents will, as
a result, respond to changes in interest rates on domestic assets.
Monetary policy, in other words, can affect economic activity in the
short run, aswell asthe rate of inflationin the long run.

The argument that capital movements can negate an independent
monetary policy, even when exchange rates are floating, runs as
follows: economic agents allocate their portfolios so that returns,
denominated in a common currency, areequalized a the margin. In
making this calculation, they will add capital appreciation (deprecia-
tion) to any running yield. If the authoritiesin one country lower the
yield on short-term assets, their currency will fall in exchange mar-
kets, so that theinterest rate changeisexactly offset by acorrespond-
ing change in the expected appreciation (depreciation) over the
holding period. If ultimate borrowers and lenders are indifferent to
thef or min whichthey pay (or receive) theyield on an asset, they will
""see through” the change in the nomina interest rate, and avoid
changing their behavior.

The paradigm just sketched could be considered perfect currency
substitutability. It leadsto aconclusion madefamiliar by McKinnon.”
Thisisthat domesticmonetary policy affectsessentially theexchangerate
among currencies. Monetary conditions(that is, interest rates adjusted
for exchange rate changes) can only be changed by collective action
by issuing monetary authorities acting together to affect the world

money supply.

To my mind, the foregoing analysis overlooks two crucia factors
which, in the red world, restore some freedom of maneuver to
monetary authorities. First, goods and factor prices are agood dedl
more sticky than theexchangerate. When monetary policy causesthe
exchangeratetofall to maintain capital market equilibrium, nosmilar
adjustment takes place in goodsand factor prices. An exchange rate fall
is therefore associated with afall in real factor costs (that is, factor
costsexpressedin world prices). Thisleadsto an increasein competi-
tivenessand a "' crowding-in" of domestic production.
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A second factor helping restore autonomy to domestic monetary
policy isimperfect substitutability among assetsin different curren-
cies. Although portfolio holders ought in principle to be indifferent
between interest return and capital appreciation, it ishard to believe
that risk aversion does not play a role. Exchange rate changes are
notorioudy hard to forecast, and interest differentials have proved to
be extremely poor predictorsof futurecurrency movements.® In such
cases, many investors and borrowers are likely to remain in their
"preferred habitat™ of domestic markets, notwithstandingsomeincen-
tive to go outside.® In addition, where borrowing is constrained by
current cash flow, achangein thecurrent servicingcostsaof borrowing
may affect behavior,even whentheoverall costsof borrowingremain
unchanged. A further impact on behavior may be introduced by
differencesin the tax statusof incomeand capita gains.

My tentative conclusion is that, even when there is considerable
capital mobility, countries can acquire a degree of monetary policy
independenceif they are prepared to forego control of theexchange
rate. In moreconcrete terms, acut in domesticinterest rateswill have
an effect on domestic savings/investment decisions that will not be
offset by an accompanyingexpectation of subsequent appreciation of
theexchange rate.

Capital flowsand the choicedof exchangerateregime

Thechoicedf exchangerate regimeisakey elementin establishing
theenvironment for domestic monetary policy. Thissection therefore
considersa number of issuesrelated to thisdecision. Redlistically, of
course, the choice is mainly relevant for small and medium-size
countries. The currencies of the three mgor countries, the United
States, Japan, and Germany, arelikely tofloat against oneanother for
theforeseeablefuture. Other countries, however, can chooseeither to
let their currencies float freely, to peg them irrevocably to another
currency or groupof currencies, or to adopt someintermediateregime
of fixed-but-adjustablerates. Thisquestionisparticularly relevant for
European currencies.

Beforegettinginto the substance, abrief terminological digression
may be helpful. | will reserve the definitionfixed exchangeratefor a
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Stuation in which the authorities of the country concerned have
expressed their intention not to changetheir currency's parity interms
of its peg and this commitment is regarded as fully credible by the
markets. | will definea floating exchangerate as one where the value
of acurrency isallowedto vary continuously in responseto changing
market conditions. A fixed-but-adjustable arrangement is one where
markets perceive the possibility of a step change in the value of a
currency as a result of an administrative decision. This taxonomy
obvioudy does not capture all possible regimes: acrawling peg, for
example, involves paritiesand margins, but can be designed to avoid
discrete changes in market rates. Target zones aso can combine
elements of fixity and flexibility without requiring step changesin
rates.

Thedegree df capital mobility can be animportant considerationin
which exchange rate regime to adopt in practice. It will be my
contention in this section that capital mobility adds to the stabilizing
properties of both fully fixed and freely floating exchange rates.
However, it adds to the destabilizing propertiesof fixed-but-adjust-
able systems. This means that countries are pushed toward the two
endsof the spectrum that runsfrom fully fixed to fully flexiblerates,
leavingfewerin the middle ground. And it meansthat when countries
wish to shiftfromoneend of thespectrum to theother (say toestablish
a monetary union) they should do so only when conditionsare right
and without lingering too long in an intermediate stage.

Before examining the impact of capital flows on the choice of
exchange rate regime, it is perhaps wise to begin by asking what
functions we expect an exchangerate regime to serve. At the most
generd level, an exchange rate regime should contribute to the
achievement of internal and external balancein participating national
economies.

To be dightly more specific thegoalsare:
—to enable countriesto pursue domestic macroeconomic poli-

cies that permit the achievement of noninflationary growth,
without undue cyclica fluctuation,
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—to promote the international adjustment process through
achieving and maintaining sustainablereal exchange rates, and

—to facilitate the removal of impedimentsto or distortionsin
international trade and investment.

Fixed exchange rateshave been favored by their advocatesbecause
they are thought to provide a better environment of stability for the
growth of trade. In addition, for countriesproneto inflation, linking
to a stable anchor has often been seen as imparting a welcome
counterinflationary discipline. It is accepted that exchangeratefixing
means giving up an independent monetary policy. But the subordina-
tionof domestic policiesto an externa constraint isnot necessarily a
bad thingif cyclical conditionsin the**follower™ and*'leader'* country
do not get too far out of lineand if movementsaway from sustainable
real exchangerates are corrected relatively quickly.

It hasalwaysbeen recognized, of course, that smply fixingnominal
exchange rates does not ensure real rates that are either stable or
sustainable. A mechanismisneeded to make surethat domestic prices
move in a way that is consistent with overall balance of payments
equilibrium. Capital mobility can helpin thisconnection by ensuring
that ""good" balancedf paymentsdeficits(that is, those that reflect an
efficient use of world saving) are financed by sustainable capital
inflows. It also, | will argue, addsto the pressureto correct ™ bad" (that
is, unsustai nable) deficits.

Under fully fixed exchange rates, capital flows can help avoid
fluctuations in the domestic price level in response to reversible
movementsin thebalance of payments. Consider thecaseof acountry
with asudden increasein investment opportunities(say, asaresult of
oil discoveries). In theabsence of capital flows, domestic absorption
would haveto be cut back in order to "*make room" for the resources
used in the new investment. This processwould be reversed once the
output of the investment came on stream. With freedom of capital
movements, however, the country can tap international savings. Its
current account will initially deteriorate, and will strengthen sub-
sequently astheyield from theinitia investment builds up.
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Capital flowsal sohel pto stabilizefixed rate systems(providedthey
are credibly fixed) by preventing structural disequilibriafrom build-
ing up over time. In the absence of capital flows, a current account
deficit caused by lossof competitiveness can be financed by reserve
drawdowns and official borrowing. The effect of a weaker trade
position on domestic economic activity can be offset, for atime, by
easier monetary and fiscal policy. Eventually, however, the perpetu-
ation of inflation differentials can no longer be sustained (perhaps
because borrowing opportunitiesare exhausted). A painful and poten-
tially wasteful process of deflation becomes necessary if the fixed
exchangerate isto be maintained.

With capital mobility, however, an incipientl ossof competitiveness
can, in principle, lead more quickly to self-correcting developments.
Monetary policy cannot be eased to offset the effect of adeclining
trade positionon overall economicactivity. Fiscal policy, too, will be
constrained by the ability of domestic savers to direct their savings
abroad if they perceive the government to be over-borrowing. The
realization by |abor market bargai nersthat they cannot be™ bailed out™
by continuing inflation should help limit unredlistic wage bargains.
(Admittedly, this influence does not appear to have worked very
effectively in Germany followingreunification.) In general, however,
capital mobility helpsensurethat alossof competitivenessgivesrise
to corrective disinflationary pressuresin atimely fashion.

With floating exchange rates, too, increased freedom of capital
movementsis likely to be a stabilizing factor. If foreign exchange
markets handle mainly transactionsarising from the current account,
theprincipal sourceof exchangerate™ smoothing™ isofficial interven-
tion. If official reservesare limited, current account imbalances can
lead to undesirable volatility in the exchange rate. The existence of
efficient capital markets should alow " good deficitsto be financed
without achangein theexchangerate. Unsustainable deficitscan be
corrected through a rapid movement of the exchangerate to a new
equilibrium, at whichlevel capital inflowscan be attracted during the
period in which the current accountis strengthening. In principle, the
deeper the market for acurrency, the more stable should itsexchange
rate be in the face of temporary shocks.
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Thus, the growth of capital flows, and the growing sophistication
of international investment, should be beneficial to the working of
floating exchange rates. Broadly speaking, | believe this theoretical
expectation appliesin practice. To go further and claim that floating
ratesthereby produce optimal resultsis a more debatableproposition. It
assumestha market participantscan identify sustainablerea exchange
rates and act so as to bring actual exchange rates toward them (the
efficient markets hypothesis). Experience does not allow us to be
sanguine on this point. Nevertheless, it is not clear how far thefault
lies with the policy signals the authorities have given, and how far
with market imperfections as such. Either way, a case can be made
for adegreeaf policy coordination to manage the working of floating
rates. | will return to thisissuein thefinal section of the paper.

The stabilizing properties of capital flows are very different when
exchangeratesare fixed but adj ustabl e. Fixed-but-adjustableratesare
compatiblewith exchange market stability in the absence of capital
mobility, but become more difficult to manage as capital markets
become more integrated. This is not to say that such systems are
necessarily unstable: but the preconditionsfor successful operation
become more demanding.

In the absence of capital mobility, fixed-but-adjustable exchange
rate systems offer an attractive "middle way" between the polar
choicesof irrevocablefixing and freefloating. The element of fixity
helpsavoid the volatility that might otherwisearisefrom cyclical and
other reversiblefluctuationsin the current account position. And the
"safety-valve" of parity adjustments allows unsustainable disequili-
briato be corrected without painful domestic deflation or inflation.

Thetrick, of course, isto be able to distinguish between reversible
fluctuations in the current account and unsustainable disequilibria.
Doubtless, policymakers have often got it wrong. But when capita
movementsare limited, they will at least not be forced into making
unneeded changesin exchangeratesbecause of overwhelming market
pressure. Nor will they be required to subordinatedomesticeconomic
objectivesin order to control pressure on the exchange rate.

The situation is quite different when capital markets are fully
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integrated. The calculation that private agents make is not Smply
whether adeficitisreversibleor fundamental ,but whether theauthori-
ties may be forced into a reaignment. And if so, when and by how
much? It is quite possible for speculatorsto believe the existing
exchangerate to be compatiblewith current account equilibrium, but
till to take positionsagainst a currency. For example, if a portfolio
manager believes there is a 20 percent chance that a currency will
devaluehy 10 percentin the next two weeks, and an 80 percent chance
that it will not, an interest differential of 50 percent in favor of the
suspect currency would be required to justify continuing to hold it.

There are, moreover, self-reinforcing factors at work. The more
pressure builds against a currency through capital flows, the more
other market participants may come to believe the authorities will
succumb. If the pressure is absorbed by intervention, markets will
know that thefinancial resourcesto continueinterveningarefinite. If
pressure is resisted by increasing interest rates, any incompatibility
withdomestic policy requirementswill be noted. Thisincompatibility
with domestic requirements will be particularly acute if short-term.
money market rates are quickly passed forward into politically sensi-
tivelending rates. Thisisthe casein the United Kingdom where the
great bulk of home mortgages are adjusted in line with changesin
money market rates.

The vulnerability of fixed-but-adjustablerate systemscan beillus-
trated by developmentsin the ERM over thelast year. Following the
Danish referendum, and in the run-up to the French referendum,
market participants realized that ERM paritiescould not necessarily
be regarded as the basisfor locked paritiesin StageIII of EMU. At
thesametime, they wereincreasingly awareof thecyclical disparities
in the position of member countries. Germany, the anchor, was till
struggling with theinflationary consequencesdf reunification, while
many other countrieswerein, or headed toward, recession, with rising
unemployment.

Portfolio managers had to take a view on the chance of existing
parities being changed. Initially, most of them concluded the danger
was not imminent, probably because pressures on officia reserves
remained moderate, and al countries had made a strong political
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commitment to hold their existing parities. But as movementsout of
suspect currenciesbuilt up, pressuresbecame self-reinforcing. Where
pressureswere met by increasesin interest rates, market participants
had to ask how long such ratescould be maintained, given their basic
inconsistency with domestic economic requirements. Where coun-
trieschoseto useintervention or borrowing, the questionwas how far
they would be prepared to i ncur additional indebtedness, with therisk
of foreign exchangelossesif devaluation could not be avoided.

Interestingly, a distinction can be drawn between those countries
(the Netherlands is the best example) that were regarded by the
markets as having afully fixed relationship with the deutsche mark;
and otherswhose situation was regarded asat | east potentially subject
to realignment. France and Denmark were in the latter category,
although both successfully resisted realignment pressures until mid-
1993. Countries with fully credible pegs (which in 1992 included
Belgium and Austriaas well as the Netherlands) were not subject to
major capital flows. They were therefore able to survive the initial
turbulence without pressure on their exchange rates or any need to
change interest rates (Chart 1). Countries with fixed-but-adjustable
pegs al had to make major changesin interest ratesin the "'wrong™
direction from a domestic perspective, in order to preserve their
exchangerates.

What should we regard as the main lessonsof the ERM crisisfor the
selection of exchange rate regimes? First, it is clear that for those
countries who are able and willing to bind their economic policiesto
thosedf theanchor country, thereareadvantagesin convincing markets
that the instrument of exchange rate adjustment has been effectively
abandoned. The more markets believe that other forms of adjustment
will dwaysbe used in preference to exchange rate realignment, theless
likely is exchange market pressure to emergein thefirst place. The
Netherlandsand Austria have reached this position, and it protected
them from much of theturbulencein the ERM. Other countries made
vdiant efforts to put themsdves in the same position. In the end,
however, markets were not convinced that their policiescould be sus-
tained. This was because divergencesin cyclical positionshad become
so significant that the subordinationof monetary policy to theexchange
rate link was perceived as economically and politically unredlistic.
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Chart 1
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A second conclusionis that those countriesthat are thought willing
to avail themselvesof exchangerateflexibility should not becometoo
committedto any particularexchangerate. Solong as marketssuspect
that a central rate can change, it will be costly to preserveit when it
comes under pressure. Those countriesthat have not yet established
an adequate anti-inflationary track record would be better advised to
retain moreflexibility than existed in the period 1987-92. Thiscould
either be through floating, or through the use of wide margins (wider
than 2 1/4 percent) and a willingness to undertake timely realign-
ments. In particular, it isdesirablethat realignmentsshould normally
be smaller than the width of the band. This was recognized in the
Basle-Nyborg agreement as necessary to avoid the "one-way bet"
natureof speculating on a parity change.!©

Third, and thisis perhapsthemore novel conclusion, theroutefrom
flexibility to fixity should not be the gradual one of progressive
hardening. Rather, countries should establish atrack record of price
stability during a period in which their exchange arrangements are
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relatively flexible. The attempt to use "hard exchange-rate con-
straintsto enforce price level convergencewhen theinitial positionis
one of substantia inflation divergence has considerable dangers.
International portfolio managers will inevitably be skeptical about
whether external disciplineswill be allowed to work when domestic
disciplines have proved inadequate. Such skepticism means that
destabilizing capital flowsare aconstant risk when marketsperceive
an inconsistency between the objectives of internal and external
balance. Accordingly, any move to " hard exchange rate constraints
should only take place when the prospective need for exchange rate
adjustments has been virtually eliminated.

I mplementing monetary policy
under alter nativeexchangerateregimes

Oncethemonetary authoritieshave chosen an exchangerate regime
for their currency the question arises of the operating guidelinesfor
domestic monetary policy. In other words, what should be theinter-
mediate objective of policy and what should act as the trigger for
changesin policy settings? Here too, capital flowsare an important
element of theenvironment affecting policy decisions.

Under fixed exchangerates with full credibility and no margins, the
question becomes trivial. Arbitrage will equaize interest rates
throughout the monetary area, and at al maturities, for equivaent
assetsdenominatedin different currencies. Thiswould be thesituation
of Stagelll of EMU, beforeacommon currency wasintroduced. Itis
not different in substance to the situation that prevailsin a single
currency arealikethe United States.

A dightly moreinteresting caseis wherefixed exchangeratesexist
with full credibility, but with margins of fluctuation around parities.
This would roughly correspond to the situation of the Netherlands
within the ERM. In principle, while monetary policy will be' keyed
to that of theanchor currency theexistenceof marginsought to permit
ameasuredf flexibility in interest rate policy. If marginsareat 2 1/4
percent, an ERM member with full credibility ought to be able to
reduce its short-term interest rates below German levels by, say, 2
percent for about a year, without falling out of the band. Its currency
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would declineto apoint a which the expected subsequent apprecia-
tion back to thecentral rate would compensate for the lower interest
yieldin the meantime.

In practice, theauthoritiesof countriessuch astheNetherlandshave
been very reluctant to use theflexibility that might be thought to exist
in principle. They generally consider thecredibility of their fixed rate
to be at risk if they allow the exchange rate to depart more than
marginally from thecentral rate.!! Thusthe Netherlandshasfor some
time observed de facto marginsfor the guilder of about one-half of 1
percent around the central rate.

The conclusion to be drawn is that, in a fixed rate system, the
introductionaf narrow marginsprovidesonly limited additional room
for maneuverin monetary policy. Capital flowsareequilibratingonly
s0 long as fluctuationsin theexchangerate are kept within very strict
limits. This meansthat interest rate differentials must be kept small.

What about systemsthat avowedly usefixed-but-adjustableexchange
rates? In this case, the potential for destabilizingcapital movements
isclear.Monetary policy hasto beformulatedin order to preventsuch
pressuresfrom arising.

Dilemmas abound, as recent experience has shown. If **follower
countries align their interest rate policy on the anchor, they may find
it ingppropriate for their own domestic needs. This may be because
they are at adifferent stagein theeconomic cycle, or because under-
lyinginflation differentialsrequireadifferent nomina rateto produce
the same real yield. Consider the case of a country with relatively
strong inflationary pressures, linked to a currency with better price
stability. If the high inflation country has the same nominal interest
rates as its partner, rea interest rates will be lower, and economic
activity will bestimulated further. Inflation will tend torise. If, on the
other hand, it raisesinterest rates to combat inflation, it will experi-
enceheavy capital inflowsthat push itscurrency to thetop of the band.
Thiswastheexperienceof Spainand Italy during much of the1990-92
period. It isa dilemmathat has come to be known as the "Wadlters
Critique” of the ERM.12
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The reportsof the Monetary Committee and EC Governors Com-
mittee!314 on the lessons to be learned from the exchange rate
turbulence of 1992-93 attempt to address this question. They recom-
mend that theinterest rate policiesof ERM membersshould beclearly
directed todefenseof theexchangerate, if they aretocarry conviction.
They dsorecommendthat, whereeconomicfundamenta shavediverged,
exchange rate'adjustment should be undertaken promptly, before
market pressureshave been ableto build up. Theserecommendations
areeasy to state, but much harder to carry into practicein thedilemma
situationslikely to characterizetheactual operation of afixed-but-ad-
justable exchangerate system.

Lastly, | turn to theissue of implementing monetary policy under
floating rates. The complication introduced by capital flowsis that
they may obscure the signals used to guide monetary policy, or act
against the obj ective of domestic monetary policy.

It might be thought that the common pursuit of monetary policies
aimed at price stability ought also to produce stablecapital flows, and
thus stable red exchange rates. Certainly, in the absence of stable
counter-inflationary monetary policies, the prospects for exchange
rate stability aredim.

The "monetarist” corollary would be for countries with an inde-
pendent monetary policy to adopt the objective of stable growth in
their domestic money supply. Provided there is a reasonably robust
rel ationship between money and nominal GNP, the pursuit of such a
rule by al countries should stabilize exchange rates and inflation
rates. Theknowledgethat monetary authoritieshavecommittedthem-
selves to a stabilizing rule would enable private agentsto plan with
confidence. Any tendency for exchange rates to move away from the
medium-termegquilibrium consi stentwith the monetary rulewould be
countered by capital flows.

Unfortunately, experience does not suggest that the relationship
between money and GNPisrobust enough to perform thestabilizing
role that a monetarist rule would assign to it. (Though doubtless
monetaristsmight accuse policymakersof underminingastablerela
tionship by excessiverecourseto discretionary policy shifts!)
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In most countries that have used monetary aggregatesas aguideto
policy, previoudy stable relationships have tended to break down.
Thereasonsarenot fully clear,and may vary from country to country.
Financial liberalization has undoubtedly played a part. A greater
variety of assets, and new ways of holding transactions and precau-
tionary balances, have brought unpredictablechangesin the sharesof
wealth economic agents choose to hold in the form conventionally
classifiedasmoney." Greater mobility of capital hasal socontributed
to obscuring the meaning of monetary aggregates. When exchange
market conditionsarestabl e,foreign currency denominated assetscan
perform thefunction of adding to domestic liquidity. When markets
are more disturbed, inflows and outflows of funds can have tempo-
rarily significant effects on the monetary base.

Faced with these uncertainties, monetary authorities have been
obliged to rely lesson monetary targets, and more on discretionary
assessments of monetary conditions. Even those that still believe
monetary aggregateshaveacrucial roleto play, such asthe Deutsche
Bundesbank, have been forced to alow targets to be missed for
extended periods without taking countervailingaction.

Theweakeningof the traditional relationships between money and
nominal GDP posesa difficult issuefor policymakers. Toreturnto a
purely discretionary policy regime puts credibility at risk. How,
economic agentsmay ask, can we assess the objectivesof policy, and
the likely reaction to different types of economic disturbance? How
can we trust the authorities not to weaken or abandon their commit-
ment to stated policy goals?

In the United Kingdom, the authorities have attempted to deal with
thecredibility issue by specifyingasprecisely aspossiblethe ultimate
objective of monetary policy, then being as transparent as possible
about the decisionmaking process. The framework is similar, in its
broad lines, to that employed in some other countries operating with
inflation targets(Canada, New Zealand, Sweden, and Finland, among
others).

The point of departureis uncontroversia enough. It is the proposi-
tion that the ultimate goal of monetary policy is to deliver price
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stability, durably and credibly. In order to provide guidance to eco-
nomic agents, and a yardstick to measure success, we havequantified
theinflation objective. It isto hold inflation of the Retail Price Index
(RP1) in the range 1-4 percent during the lifetime of the present
parliament (that is, probably until 1996 or 1997).15 In the latter part
of thisperiod, it isintended to reduce inflation to thelower haf of the
target range, whilein thelonger run, price stability probably implies
RPI inflation in the range 0-2 percent.

There is no single intermediate objective, such as a monetary
aggregate, as an operatingtarget for monetary policy. In theterminol -
ogy of Bryant and others, there is a "one-stage™ decisionmaking
procedure, not a two-stage one.1¢ U K. experience does not suggest
that therel ationshi pbetween any potential intermediatetarget and the
ultimateobjective isreliableenough to improveon thedirect pursuit
of the ultimate objective.

In the absenceof intermediateobjectives, what acts asatrigger for
a policy response? | believeit is easiest to think of U.K. monetary
policy asdriven by a singleindicator: namely, theforecast for infla-
tion one to two years ahead. Thisforecast is built up from a careful
assessment of the variousfactors that determineinflation: the current
level of cost and price increases, progpective changesin demand pres-
sures, devel opmentsin monetary aggregates, changesin theexchange
rate, asset price developments, commodity price trends, and so on.

These variousinfluences are not captured in asingleor composite
indicator. Instead, we have attempted to be as transparent as possible
in revealing the basis on which our assessment of inflation trendsis
made. As pat of this process, the Bank of England publishes a
comprehensive quarterly analysis of inflation trends and prospects.
Thisisset out in the Bank of England Quarterly Bulletin and isaso
separately available.!” We cannot hope, of course, that inflation
forecastswill dwaysberight. What wedo aim at i sto convincemarket
participants that the assessment is unbiased and professional. Over
time, therefore, it should provide the appropriate basis for stability-
oriented use of monetary instruments.

The instrument of monetary policy isthe authorities control over
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short-term interest rates. In practice, we recognize that monetary
conditionsinvolve more than smply looking at thelevel of nominal
short-term rates. An assessment of expected inflation is necessary to
obtain red interest rates; and changesin the exchangerate act asan
independent influence tightening or easing perceived monetary con-
ditions. Subject to these cavests, the authorities would act to tighten
monetary conditions when the " news" about price pressures one to
two yearsout showed an increasein inflation. We would aim to keep
monetary conditionstight for solong asour inflation forecast showed
alikelihood of inflation being outsidethe top of thetarget range.

I nter national coor dination of monetary policies

This section deals with the issue of how far countries should
coordinate their monetary policiesin the face of increased capital
mobility. Internationa policy coordinationhasreceivedmixed reviewsin
recent years. Despitethe potentia benefitssuggested by game theory
(for example, the Prisoner's Dilemma), doubts persist.

Itisnot hard to imaginesituationsin which policy coordination can
be counterproductive. Consider, for example, a casein which coun-
tries agreeto try and stabilize exchange rates through adjustmentsin
interest differentials. If an enlarged fiscal deficit in one country is
tending to push uptheequilibriumreal exchangerate (aswith theU.S.
dollar in the early 1980s), its monetary policy might have to be
excessively accommodative to restrain the rise. In other words, if
fiscal policy is overexpansionary, monetary policy may have to be
overexpansionary as well, to balance the effect on theexchangerate.
The result would be higher inflation.

Thefact that policy coordinationcan be misappliedisnot, of course,
an argument against coordination per se. But it isareasonto beclear
about policy objectives, and theinteraction among variousobjectives.

In a fully fixed exchange rate system, the issue of coordination
among membersof the systemis straightforward. There can only be
one monetary policy, and arbitrage will act to keep interest rates
together throughout the system. There is, of course, an important
guestion as to whether the monetary policy is set by a hegemonic
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"*anchor"' country, or is shared in some fashion between membersof
the system. But this does not changethe fact that, under irrevocably
fixed exchange rates, coordinationinvolvesall countriesfollowing a

single monetary policy.

Of more interest in present circumstances is the issue of policy
coordination in asituation of fixed-but-adjustableexchangerates. A
system such as the European exchange rate mechanismisdesigned to
emphasize mutuality in policy obligations. Three areas in which
coordination is required can be distinguished: first, the choice of
exchangerate parities; second, adjustment of monetary policies(that
is, interest rates); third, exchange market intervention.

It seems reasonable that there should be mutual agreement in the
setting of parities, if there are mutua obligationsin the defense of
parities. Unless creditor countriesfeel that they have ' bought in” to
theexisting pattern of exchangerates, it isprobably unredistic to ask
them to do morein defending it if it comes under pressure.

To help ensure greater support for parities, the reports of the
Monetary Committeeand Central Bank Governors Committeeon the
September crisis have suggested procedures aimed at facilitating a
more continuous review of the appropriateness of exchange ratesin
the ERM.!® One can be skeptical, of course, about how much flexi-
bility will be achieved. The exchange rate is a highly sensitive
variable, and deval uationis nearly alwaysviewed asapolitical defeat.
An expressed willingness,in the abstract, to consider realignmentis
not the samething asdoing it in a concrete case. If the ERM isto be
revived and strengthened it will be important, therefore, to devise
proceduresthat allow peer pressuresto be brought to bear effectively,
and that help depoliticize exchange rate adjustments.

The second element in managing afixed-but-adjustable exchange
rate system is the use of interest rates to defend against pressures
provoked by capital flows. It was thiselement that produced the most
vocal criticism of the working of the ERM in the September 1992
crisis. Some membersof the system werefaced with the requirement
to raisedomesticinterest rates to very highlevelsto counter incipient
capital outflows. Moreover, there was a self-reinforcing character to
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interest rate increases. A moderate increase induced someeconomic
agentsto view thenew level as™unsustainable™ in adomestic political
context, and therefore to attempt to move more funds out of the
currency. A furtherinterest rateincreasewasthen required, and soon.

Inafully symmetricsystem, therewould probably be somesharing
of the interest rate adjustment burden. Policymakers would take a
collective view on theaggregate monetary policy appropriateto meet
the counterinflationary goals of thefixed rate areaas awhole. Once
a suitable aggregate monetary policy was in place, pressures on
exchangerates could then be met by broadly symmetricinterest rate
adjustments. Countriesfacing downward pressureon their exchange
rate would increase interest rates, while those experiencing capital
inflows would lower rates. The mere knowledge that such a system
of burden sharing wasin place could contributeto the stability of the
system by discouraging capital flowsin thefirst place.

While the symmetric approach hasaclear rationalein theory, it has
drawbacksin practice. Chief among these isthefear that it would be
seen as diluting the anti-inflation discipline of the system. The Ger-
man authorities believe that to compromise on their domestic coun-
terinflation objectives would undermine the anchor role of the
deutsche mark, to the long-run detriment of al participantsin the
system. Given the nature of the Bundesbank's domesticlegal respon-
sibility, it is hard not to sympathize with thisview. Until, therefore,
the credibility of al members of a fixed-rate system is effectively
established, it is perhaps unredlistic to expect the anchor country to
modify its monetary policy in order to ease pressureson its partners.
Thecorollaryisthat divergent policy needsarebound to lead to mgjor
strainsin the system.

The third element in the cooperative management of a fixed-but-
adjustable exchangerate regimeconcernsintervention arrangements.
In the ERM, intervention obligations are mutual and unlimited when
two currenciesreach the permitted margin of fluctuation against one
another. Thisgivesriseto two sortsof problem. First, thosecountries
whichintervenearesubject to risk of lossin theevent of arealignment.
Thecreditor country lendsits currency to thedebtor country a afixed
ECU conversionrate. If arealignment takes place beforethetransac-
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tion is unwound, both the creditor and thedebtor will suffer aloss, in
terms of their own currency, when reserve holdings return to their
original level. (This has been particularly resented by creditor coun-
tries when they felt that the exchange rate they were called upon to
defend was unrealistic.)

The second complaint is that capital flows financed by margind
intervention enlarge the money stock in the creditor country. Precise
sterilization of capital inflows is not easy, particularly when the
amountsinvolved arelarge. Thiscomplicates monetary management
and makes theinterpretation of monetary conditionsdifficult. In the
second haf of 1992, for example, salesdf deutsche marks by Euro-
pean central banks (including thoseof the Nordic countries) reached
DM 284 billion, equivalent to some 18 percent of thestock of German
M3 in mid-1992. Of this, DM 188 hillion was used to defend ERM
parities.!® This contributed to the very rapid rise in broad money
during the same period.

Various techniques can be imagined to limit intervention obliga-
tions, or to spread the burden of risksdifferently. But such techniques
risk underminingthecredibility of interventionin defending rates. If
there were ceilings on the volume of intervention, this fact would
amost certainly become known to market participants, perhaps pro-
voking additional capital flowswhen it was thought that the ceilings
were being approached. And if the burden of exchange risk were
shifted, so asto protect creditorsagainst | oss, thiscould beinterpreted
as aweakening of their commitment to defend existing parities.

The approach which seems to have been preferred by EMS mem-
bers20 prior to the ERM crisisof July/August 1993 involved a pack-
age. On theone hand, countrieswould accept the need to maketimely
exchange rate realignments when "*fundamentas™ diverge. On the
other, there would be agreater mutual commitment to defend parities
when exchange rates were judged to be appropriate. This defense
would involve a willingness on the part of wesk currencies to use
interestrates promptly; and by creditor countriesto extend visibleand
extensive financial support. This gpproach was used with successin
thedefense of the Danish kronein February 1993.
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Cooperationin managingtheexchangerateconsequencesof capital
flowsis also important between countries with floating currencies.
Capital flows are now 0 large relative to current transactions that
exchangerate movements arelargely driven by changesin theincen-
tivesfor capital flows, at least in the short-to-medium term.

In many circumstances, theinfluence of capital flows on exchange
ratescan be benign. Consider,for example, the casewhenonecountry
experiences an increase in economicactivity, relativeto its partners.
The reasonscould be fiscal stimulusor simple "'animd spirits."” The
result is that the ex ante investment/savings balance shifts toward
spending, and interest rates tend to rise. Rising interest rates attract
capital from abroad, causing the exchange rate to appreciate and
moderating therise in interest rates. The partner country will experi-
enceastrengthening of net exports, due both to the higher activity in
thefirst country and to the improvement in its competitiveness. The
effects of the initial disturbance to demand in the first country are
thereforespread to itstrading partners. At therisk of oversimplifica
tion, it may be said that capital mobility improveswelfareby spread-
ing theeffectsof inflationary and deflationary influences that would
otherwise be " bottled up™ in the country of origin.2!

But actual experience with capital flows under floating exchange
rates has not always been so beneficial. Both theory and observation
suggest that capital movements can cause exchange rates to " over-
shoot™ their long-termequilibrium, in responseto short-term distur-
bances. The smple reason for this, first clearly identified by
Dornbusch,?? is that different markets tend to reach equilibrium at
different speeds. Marketsin financia assetsequilibrate very quickly,
thosefor goodsand physical capital moreslowly. Moreover," bubble'
phenomenacan lead to the creation and sudden reversal of market
disequilibria

Whatever the theoretical arguments, it is certainly true that red
exchangerates have been more volatile under floating rates than they
werein the Bretton Woods period. Chart 2 showsfluctuationsin the
real DM/U.S.$ ratefor the period 1955-93. It may be seen that therate
has become markedly more volatile after about 1970.
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Not everyoneseesthisvolatility as a problem. Studies of theeffect
of exchangerate volatility on trade have had mixed successinfinding
substantial effects.23 These studies, however, have generally focused
on exchangeratevolatility over very short periods, for which hedging
techniques are readily available. Most observersremain uncomfort-
ablewith asituation in which medium-term swingsin real exchange
rates far exceed the contemporaneous shift in competitiveness. The
heightened uncertainty that resultsisseen asreducing thewillingness
to engage in international trade and direct investment. Moreover,
shiftsin balance of payments positionsfuel protectionist pressures.

Threetypesof approach to reducingexchangerate volatility among
floating currencies can be distinguished: target zones, “sand-in-the-
whedls," and policy coordination. This paper ends with a brief con-
Sideration of each.

The"target zone” approach has been imaginatively devel oped and
tirelessly advocated by John Williamson.24 Theideaisthat the major
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countries with floatingexchangerates should commit themselvesto
hold their exchange rates within a (perhapsquite broad) band that is
considered consistent with long-term sustainability in the balance of
payments. If exchange rates tend to move outside this range, such
movements would be resisted by the conventional means (interven-
tion, policy statements, changes in fiscal/monetary mix). Different
policy responseswill of coursebe needed, dependingon theperceived
reason for movements in the market rate. The basic target zone
approach can thereforebe enriched by specifying the responseto be
used in particular circumstances. 2

There are two aspects of the target zone proposal that make me
skeptical of itsapplicability, at least in any very formal fashion, to the
currenciesof the three largest industria countries. First, theidentifi-
cation of an equilibrium exchange rate remainselusive. Even the use
of wide bandsis of limited assistance, since negotiation inevitably
focuseson the mid-point of the bandsfirst, then the ranges. Second,
use of monetary policy to target the exchange rates can lead to the
compoundingof an errorin fisca policy. If, for example, an expan-
sionary fiscal policy leads to exchange rate appreciation (as in the
United Statesin theearly 1980s, or Germany more recently), easing
monetary conditions to hold the exchange rate down would serve to
intensify inflationary pressures. Advocates of target zones would
admit that the response to exchange rate movements hasto be differ-
entiated according to the underlying causes. Too often, however, the
inflexibility of fiscal policy islikely to force the authoritiesto use a
monetary policy response, whether or not it isindicated.

The " sand-in-the-wheels" approach is widely associated with the
name of Tobin.26 More recently, Eichengreen and Wyplosz2’ have
argued that some form of control over capital flows offers the most
promising prospect of maintaining stability in the ERM in the run-up
to monetary union. Tobin’s proposal rests on the proposition that
unfettered capital flows can be destabilizing because of "irrationa™
behavior,or by simple“churning,” by privatemarket participants. The
imposition of restrictions (or, better, a tax) on cross-border transac-
tions would discourage destabilizing speculative movements. It
would aso curtail rent-seeking behavior on Wall Street and the City
of London, a further socia benefit in Tobin’s eyes. Moreover, pro-
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vided the tax is set a a low level, the impact on "productive”
international capital flows should be dlight.

| am not very attracted by this proposal either. In thefirst place, it
isdifficultto believethat market participantswill not find waysto get
around it, and to take positions in ways that do not involve the
payment of tax. Second, a tax would impair the efficiency and
stabilizing properties of capital markets by reducing liquidity and
making hedging more difficult. And third, the short-term foreign
exchangerate volatility that isthe object of theproposal is much less
damaging than the medium-term misalignmentsthat distort interna-
tional trade and threaten protectionist pressures.

A more modest rolefor ** sand-in-the-wheels” would be to buy time
in a period of exchange rate turbulence to enable more far-reaching
policy adjustmentsto be agreed and implemented. Something of this
sort occurred during the ERM crisisof September 1992. Some coun-
tries imposed restrictions or taxes on borrowing to finance capital
outflows, while others employed mora suasion to induce domestic
banks to refrain from passing on higher money market rates to
borrowers. Such techniquesprobably hel ped the countries concerned
withstand the immediate crisis. Their usefulness beyond the short
term is open to doubt, however. Even the knowledge that their use
was being considered would make portfolio managers unwilling to
invest in assets whose liquidity might be compromised. The lessons
of experience suggest that any short-term gainsfrom capital restric-
tionsare outweighed by longer-term costs.

The third meansof reducing exchangerate volatility in conditions
of capital mobility is through intensified policy coordination. The
grandly named" G-7 process’ isintended to be the vehicle by which
the mgjor countriesinform each other about their respective policy
goalsand intentions, and strike mutually beneficid bargains. After
theinitial success of the Plazaand L ouvre agreements, however, it is
not easy to detect policy shiftsthat have comeabout as aresult of the
G-7 process.

Yet if exchange rate movementsare driven largely by changesin
relative policy mix, itisessential to addresstheissue of policy mix if
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abasisfor exchangerate stability isto be achieved. And theachieve-
ments are not as meager as is sometimes assumed. There is now a
consensus around the proposition that monetary policy should be
addressed to price stability, as well as a broad agreement as to what
price stability means. Equally, thereisashared desireto bring budget
deficitsdown to more sustainable levels. (The present level of fiscal
deficitsissometimesused to suggest that thisdesirehas no substance.
I think thisoverlooks the hard decisions that have been necessary to
prevent deficits being even higher than they are.)

There is aso the beginnings of agreement on how policies in
individual countriesshould be adjusted in furtheranceof theinterna-
tional adjustment process. In 1992, for example, it waswidely agreed
that Japan should deal with itsslowing in economic activity by fiscal
expansion, while in Germany, the appropriate approach would be
fiscal restraint, balanced by easier monetary conditions. In the United
States, areductionof thefiscal deficit wasseen as helpful in**making
room’ for an improvement in the payments position.

So in my view, there exists a rudimentary basis for a model of
international economicinteractions. | believeit will be morefruitful
to build on and extend this beginning, rather than seek other, more
simplified meansof dealing with international capital flows.

A difficulttask isto developa procedura basisfor ongoing, policy
coordination. In an earlier contribution,?8 | identified threelevelson
which international cooperation and coordination could take place:

—agreement on aset of formal rulesbinding nationa authorities,

—development of operational guidelines on how policies
should respond in typical situations, and

—the establishment of institutional proceduresfor monitoring
and evaluating policieson acontinuing basis.

The first of these seems out of reach, as a way of formalizing
cooperation among the three major economic areas. Apart from
subscribing to the principleof not **manipulating” exchange ratesto
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gain competitive advantage, it seems unlikely that countrieswill find
aformulafor international policy coordination similar to that in, say,
the Bretton Woods System.

Theother two levelsof cooperation could, | believe, be developed
further. Institutional proceduresfor cooperationare now mainly based
on the G-7. These could usefully be developed so as to take into
account economic developments elsewhere in the global economy,
and to permit analytical staffwork to underpin policy coordination.
This points to greater involvement for international organizations.
This should facilitate the other basis for coordination; namely, the
analysisaf policy interactionsamong countries, and thedevel opment
of modelsof policy response.

The continuing integration of world capital marketswill giverise
to evolving challengesfor domestic policymakers. Addressing these
challengeswill, | believe, call for an intensification of international
cooperation on avariety of levels.

Author'sNote: The viewsexpressed in this paper are those of the author and not necessarily
of the Bank of England. Helpful commentson an earlier draft were provided by Tony
Coleby, MorrisGoldstein.Charles Goodhart, Mervyn King, John Williamson, and Paul
Wright.
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