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POLICY CO-OBRIMNATION AND WORLD ECONOMIC GROWTHe

Continued, vigorous growth in world teade and world economic activity is of
vital importance to all trading nations of the world. It offers an opportunity for
countries which are struggling with debt servicing difficuities to increase their
export earnings and to meet their repayment schedules. More generally, it
represents a means by which developing (ss well as developed) countries can
increase cutput and improve standards of living. In countries which have opted for
an outward looking, export-oriented economic strategy, such as the Asisn newly

industrinlising countries, the role of world trade is even more critical as an engine
of gmwth

It is a matier of great concern, therefore, that in recent years there has
been a number of episcodes of trade friction, and other indications of a general rise
in protectionist sentiments in industrialised countries, particularly the United
States. Morsover, it would appear that there now exist significant risks in the
cutlook for continued world trade and economic growth in the near to medium
term, To a large extent, thess problems have arisen from the substantial trade
and current account imbelances which have emerged among the major
industriglised countries, particularly between the l'nited States on the one hand
and Japan and Germany on the other,

The economic policies adopted in the mejor industrinlised couatries to
correct their external imbalances will have important implications for the world
economy in general, and developing countries in particular. Clearly, if the deficit
countries were {0 impose {rade restrictions, the greatest risk would be that the
other countries would retaliate, and that thia could result in @ full scale trade
war. Even if no increases in protection were implementod, world trada could still
lose buoyarcy if deficit countries were to adopt contractionary policies which
were not offsei by appropriate measures in the surplus countries. It has often
been suggested, therefore, that in the present circumstances international co-
ordination of economic policies provides the best chance of achieving both a
correction of the existing curreat account imba]ances and a reascnable world
economic growth.

The purpose of this paper iz to review the historical background to the
present crisis, the slternative policies which governments could adopt in responze
to the situation, and the role which international policy co-ordination could play in
meintaining and promoting world economic growth.

An earlier version of this paper was presented at & workshop with the theme
"Can World Markets Support Continued Export Expansion by Developing
Countries”, National Centre for Development Studies, Australian Nationsl
University, 1-4 September 1987. The authors are greatly indebted to Heinz
Arndt, Brian Brogan and Warwick McKibin for many helpful suggestions,




Duﬁngmefinthalfofzheiaam. substantial trade and current account
imbaelances emerged in major industrialised economics. The US current account,
as a proportion of gross national product (GNP), deteriorated fron a surplus of 0.4
per cent in 1980 to & deficit of 8.8 per cent in 1988, Purtly as a reflection of this
change, the current saccount surpluses of Japan and Germany ircreased
significantly: by 1888, these surpluses had reached 4.4 per cent and 4.1 per cent,
respectively (see Tabls 1 end Figure 1), Several reasons have been advanced for
the emergence and persistencs of these imbalances, the main one being a
divergence botween the economic policies edopted in the United States ca ths one
Mhund. ;%d Japen and Germany on the other (Marris 1885; International Monetary

1987).

In 1979, mmrmmmmwmmmsmw
targeting in favour of monetary targeting, and also to tighten monetary policy in
WWMWMMWmmmmwMGﬂm

shock. Subsequently, the Reagan edministration introduced substantial income tax
redncﬁm Howaver, government expenditures (particulasly defence) continued
to increass. It has heen estimated (nternational Monetary Fund 1887) that, Guring
the period 1980 t 1985, the cumeulative fiscal stimulus given to aggregrite demand
bymarlaeinMWM@tdeﬁmtamwntedwabmtSpwmtufGNP
(sce ‘Table 1 and Figure 2).°

As e consequence of this monetary tightening and fiscal relaxation, nominal
and real interest rates increased sharply relative to both historical US levels and
those of other industrinlissd countries (see Table 1 and Figure 8). Capitsl inflows
to the United States increased, placing conasiderable upward pressure on the US
dollar, It has been estimated (Morgar Guaranty 1986h) that, between July 1980
and March 1986, the effective valueo!thamdollarmuedb%&immtin
nomingl terms snd 51 per cent in real terms (Table 1 and Figure 4).

The net effect of this policy package on the level of economic activity after
1982 was strongly stimulatory, Initially, there was a sharp decline in investment
expenditure o a share of GNP (from 20.5 per cent in 1979 to 16.6 per ceat in
1382). Bowever, the Economic Recovery Tax Act of 1981 introduced a number of
changes to company taxation which helped to encourage & fairly strong rebound in
investment demand: the share of investment in GNP roge to 19.2 in 1885

1 "Fiscal stimulus" is measured as the change in the structural budget
deficit. The "structural” or "cyclically adjusted” deficit is the budget deficit
which (it is estimated) would be observed if the economy were operating at
or near its normal peak. It is a better indicator of the fundamental stance
of fiscal policy than the actual deficit, as the lsiter tends even under
constant policies to rise when the level of economic activity is low and to
fall when activity is buoyant. For a further discussion of this topic as well
as of the estimation of OECD structural deficits in recent years, see Price
and Muller (1984).

2 It has been suggested (sce, for example, Frankel and Froct 1986) that much
of the Intter part of this appreciaticn was due to the self-fulfilling and
cumulative "bandwegon" effects of the initial appreciaiions on exchange
rate expectations. Other authors (for example, Masson and Blundell-Wignall
1985) place more emphasis on actual and anticipated fiscal policies.




TARE 1: EBoonomic Indicators {Annual Average)

Indicator Onit 1978 1979 1980 1881 1882 1883 1984 1985 1986

General government fiscal impulse(a)

United States % of GNP 0.0 =0.5 0.7 «0.5 0.5 0.6 0.6 0.7 ~0,3

Japan % of GNP 1.7 -0,5 -0.4 =1.2 -0,1 ~0,2 -1,2 ~1.0 -0,7

Gemﬂy 2 Of GNP 0.4 0.8 '002 "0-5 "109 "014 0;6 ‘—DQB 0;4
Rate of monetary growth(b)

United States % 8.2 7.8 6.2 7.0 6.5 11.1 7.0 9.2 13.4

Japan E 10.8 10,7 2.6 3.3 5.8 3.6 2,8 5.0 6.9

Germany 3 13.5 7.5 2.4 1.1 3.6 10.3 3.2 4.3 8.5
Short temm interest rates(c) , ,

United States 2 11.75 15,25 21,50 15.75 11.50 11.00 10.75 9,50 7.50

Japan 2 4.50 6.51 8.16 6,95 6.28 5.89 5.70 5.7 4,35

Germany 3 5.50 9.75 11.50 13.00 8.75 7.75 7.75 7.25 6.75 "
Rate of growth in real GDP .

United States % 5.3 2.5 "0-2 1-9 ‘205 3i6 6;8 3&0 2.9

Japan % 5.2 5.3 4.3 3.7 3.1 3.2 5.1 4.7 2.4

Germany % 3.3 3.9 1.5 0.0 -1.0 1.9 3.3 2.0 2.5
Nominal effective exchange rate(d) ,

United States index 92.2 90.8 90.7 99,5 109.8 114.2 122.4 127.1 106.0

Japan index 107.0 99,5 95.5 105.8 8.5 107.8 113.0 115.8 150.1
Real effective exchange rate(d)

United States index 90.4 89.9 89.9 100.8 119.3 12,7 119.6 122.5 101.6

Japan index 118.7 105,7 103.0 104.8 92.4 96.8 97.8 96,6 119.3

Germany index 105.7 107.1 103.5 96,9 99.9 101.0 98.0 96.7 103.6
Current account balance

Japan 3 of GNP 1.7 ~0,9 ~1.0 0.4 0.6 1.8 2.8 3.7 4.4

(‘!emny % Of @P 104 "'0.8 -109 -3.8 0.6 a.ﬁ 103 2§4 401

(a) Change frem the previous vear in the structural budget deficit as a percentage of potential GNP. A positive
sign corresponds to an increase in the structural deficit and thus an expansionary impulse; a negative sign
represents a restrictive impulse. (b) 'Narrow money' (Ml). (c) End of year data; commercial bank lending
rates to prime borrowers. (d) Morgan Guaranty index; 1980-1982-100.
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pRyec vithmavmnafxal per cent batwm 1980 and 3570). In the
. meantime, private consumption demand d in 1988 and wmaintained
mhﬁva!y sirong growth betwsen 1984 and 1983. Real private consumption
on aversge, by 4.3 per cect betwoen 1988 and 1988, compared with an
nwmmmﬁwﬁfmwmebammlmmzm

These stimulstory effects were augmented by a (temporary) eesing in
» mmwypnlieyim\ugmtim In 1983 and 1984 the US economy entered one of
the strongest economis ; ries of the post-war pecicd, Recl GNP gréw by 3.6
petmtinlmanﬁs.cmomtmlm, wheseas it had fallen by 2.5 per cent in
1982 (see Tahle 1 and Figure 5). As domesti> demand increased considerably
fmm&mﬁcmﬁm.wtmmwmp&nyWWmamaﬁ
The result was a deterioration in the current account belance, reflecting the
incresse in capital inflow and appewdatioa of the US dollar discussed shove.

In contrast to the US expearience, Mammiamrymmm)ymsm
in Japen and Western Europe (in particular, the Federal Republic of Gernany) was
the weakest in the post-war period. Between 1982 and 1984, domestic demand
increased by € per cent in Japan and lees ther 8 per ceat in Western Burope,
compared with nearly 15 per cent in the United States. (Indeed, increased net
exports to the United States provided much of the stimulus to economic growth in
Japan and Western Europe during this period). Oversll, between 1982 and 1986,
total employment increasod by only 4 per cent in Japan and was unchanged in
Germany, as against a growth rate of 10 per ceat in the United States,

This sharp divergence in domestic demand growth betwoen the United States
and other major industrislised countries mey be explained largely in terms of
differences in fiscal policy, (While fiscal policies diverged, monetary policies
tended to follow similer courses; see Figure 6. In an effort to coatrol inflationary
pressupes arising from initial depreciations of the domestic currencies relative to
the US dollar, and to prevent further depreciations, monetary policies in Japan
and Western Europe were tightened, resuiting in historically high interest rates -
see Table 1 and Figure 3). In both Japan and Germany, the policy veeponse to the
second oil shock was monetary and fiscal restraint, to contain the inflationary
consequences of the stock and to reduce the government budget deficit. The
Iatter objective was prompted by a concern that budget deficits were already too
high (Lleweliyn 1883). Japan maintained a restrictive fiscal policy throughout the
period 1981 and 1986 (see Table T and Figure 2). Apart from =& period of
moderately expansionary fiscal policy in 1984, Germany also adopted s restrictive
stance over this period.

These international differences in economic policy resulted in, first, a
substantial appreciation of the US doller in both nominal and resl terms and,
second, a greater increase in the rate of growth in aggregate demand in the
Urited States than in Japan or Western Europe. Both of these factors tended to
increase net import demand in the United States; Marris (1985) hes estimated that
between 1980 and 1884 they together accounted for 80 per cent of the cumulative
US current sccount deficit of US3103b. By the same token, these factors tended
to increase Japan's and Germany’s net exports. Between 1980 and 1986 the US
trade deficit with Japan rose from USS$1b to USS16b. Using a dynamic simulation
approach, McKibbin, Roubini and Sacha (1987, p. 19) also find that the single
largest factor in explaining the cbserved changes in the United Statea and
Japanese trade balances in each country’s own fiscal policy.

The United States, which was the world’s largest net creditor nation in 1982,
became a net debtor nation in 1985 (for the first time since World War D. The
country’s net external liakilities have increased rapidly in recent years, exceeding
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msmbiorsperﬁentotﬁﬁm bytha end of 1986, and are expected to continue
to rise in line with persistent current account deficits. “ennwhile, net external
sagets of Japan and Germany bave increased sharv’ w nearly US$20Cb aml
US$100b, rezpectiveiy, by the the end of 1986 (OECD  ./b), '

The emergesce and persistence of these substantisl trade and current
account imbalances have led to a buildup of protectionist pressurcs, particularly in
the United States (Williamson 1985) where a sharp contraction has occurred in
most principal trade sectors., The virtual disappesrance of the US agriculiural
trade surplus (azsociated partly with the protectionist practices of other industrial
countries) appears to have caused considerable concern. But the country bas also
incurred @ significant loss in its share of world trade in manufactures.
Manufacturing iz the US sector which has been most sdversely affected by
increased import penetration (Morgan Guaranty 1986¢).

The baildup in peotectionist sestimeni culminated, in early 1987, in the
impositicn of trade sanctions on Jopanese imports of semi-conductors, snd there
wag considerable speculation sbout a US-Japan trade war. Legislation
subsequently under consideration by Congress (such as the Gephardt amendment
which proposed automatic commercial reprisals against countries with large trade
surpluses with the United States) also pointed to the poseibility of similar frictions
in the future. Heightened internationsl protectionism posss a significant threat to
cuatinued growth in world trade and may aggravate the debt servicing mblem: of
many developing countries. Thus, it is in the interests of world economic growth
that non-protectionist steps be taken to correct the trade imbalances.

ALTERNATIVE WAYS TO CORRECT THE IMBALANCES

On 22 September 1985, finance ministers from the *Group of Five® major
industrinlised countries (United States, Japan, Germany, France and the United
Kingdom) agreed that they would implement policies designed tp reduce ths
subetantial current account imbalsnces while preserving satisfactory world
economic growth, (This became imown as the Plaza Agreement, after the hotel
where the ncgotiztions took place). Among other things, it was agreed that the
United States would endeavour to reduce its government budget deficit; that
substantial currency re-aligments were required; and that, if necessary,
governments would co-ordinate their interveations in foreign exchange markets to
achieve these exchange rate adjustmenta.

Following the announcement of the agreement (and the subsequent currency
market intervention) a sharp correction in the major exchange rates occurred.
The US dollar, which bsd peaked in March 1985 and had begun to drift slowly
downward in the intervening months due to expectations of some reduction in the
budget deficit and a slowdown in economic growth, weakened rapidly. By the end
of September 1985 the US dollar had depreciated by 10 per cent against the yen
and by 7 per cent egainst the deutschmark. Subsequeatly, between September
1986 and September 1987 the effective value of the US dollar declined by 25 per
cent in nominal terms and by 24 per cent in real terms.

Despite these substantial exchange rate adjustment, progress in reducing the
current account imbelances has been slow (Morgan Guaraniy 1587). In the March
quarter 1987, for example, the US current account deficit (seasonally adjusted)
narrowed only slightly to 1UUS$37b from the then record US$38b of the December
quarter 1988, (Since then, it has risen aguin, to $43b in the September quarter
1987). This slow progress ia largely sttribatable to lage inherent in the overall
adjustment process. It takes time for changes in exchange rates to be fully
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*passed through® (that is, funymﬂwwdmthedammﬁocumcymaf
importa) and then for production and trade to respond to thess changes in relative
prices. In sddition, the J-curve effects of exchange rate changes tend to
aggravate, in the short run, current account imbalances in terms of the domestic
currencies.

It haa often boen argued, moreover, that the changes in exchange rates that
have occurred so far ave likely, by themselves, to have not only a delgredbut also
Zimited impact on the imbalances (International Monetary Fund 1987; OECD
1987a). This expsctation in partly based on a belier that there has heen a
permanent deterioration in various non-exchange-rate aspects of US
competitiveness - erosion of technological leads, aluggxzh m&uctwity growth,
lack of dynamism in e::pgrt market promotiod, and so on (Commission on Industrial
Competitiveneas 1985).° In sddition, there is some concern that the recent
depreciation of the US dollar may have been achieved rather by a relaxation of US
monetary policy than by a tightening of fiscal policy, and therefore that its
beneficial effects may be eroded over time by rising inflation,

Is the answer to the imbelance problem, then, to allow (or even to enginzer)
further US depreciations? If there were no substantial changes in the mix of
policies and other fundamental factors, further weakenings of the US dollar would
mdeed be likely (due to the accumulating external indebtedness and increased
risks on holding dollar assets) even without government prompting, The risk
associnted with this outcome is that inflationary pregsures could reappear. There
are indications that a imz.ldnp of such presgsures has already occurred. (Consumer
prices rose by 4.5 per cent in the year ended November 1987, compared with 1.1
per cent during 1986.) A resurgence of inflation could prompt the Federal
Reserve to adopt much more stringent monetary policies, poesibly leadmg to an
economic recession in the United States. The consequent reduction in US import
demand would also affect export and output growth in Japan and Western
Europe. Lower cconomic gctivity and higher interest rates in the industrialised
countries would have perious implications for developing countries, particularly
thoee with large external debtas,

What are the alternative courses of action? There appears to be a consenzus
that the United States can substantially reduce its current account deficit by
cutting its government budget deficit (Marris 1985; United Mations 1986;
International Monetary Fund 1987; QECD 1987a). A fiscal contraction, however,
would tend to dampen aggregate demend, with associated risks of recession in the
United States and world economies similar to those discussed above. (Of course,
interest rates would then tend to be lower than in the case of monetary
tightening.) In view of such risks, it has often been suggested that the most
appropriate solution to the current policy dilemma is, for the United States, to
proceed with reductions ir the government budget deficit and, for Japan and
Germany, to increase their government budget deficits sufficiently to offset the
negative effects of the US ¢uts both on their own exports and on world aggregate
demand (Marris 1985; Morgan Guaranty 1987). A wmoderate global monetary
relaxation has also been suggeated as part of this overall strategy.

Dean and Korowzay (1987) examined these issues and attempted to quantify
the vericus influences on the basis of simulations of the OECD’s Interlink model.

3 To the extent that such deterioration did occur, it would have been
exacerbated and hastened by the substantial real appreciation of the dollar
in the early 1980s.
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They i'mznd that & veduction in the US growth rate would be more effective in
reducing the US current account deficit than a correspording increass in non-US
growth. However, slower US growth would involve a global Jowering in economic
growth rates, and the corresponding deterioration in the current accounts of the

 rost of the world would not be confined to the surplus countries. They concluded

by sdvocating “a combinstion of some slowing in the United States, induced by
further reductions in the bndget deficit, 8 degree of faster growth in aur;:lus
coiuntries and some further movement in exchange rates” (p. 30).

This conclusion is in line with the results obtained by Marsis (1985) who
congidered four &lternative approaches to the correction of the current account
imbalances. In the "baseline” case, the US dollar was assumed 1o remain, in both
nominal and real terms, at the average values of the six months to March 1985.
and economic poﬁaeswmmmedtobemcbanged In the "hard
scenario, all adjustments were to be borne by exchange rates, so that the US
dollar would fall by over 35 per cent in real terms. In the "soft landing” scenario,
the United States was assumed to reduce its structural budget deficit to 2.0 per
cent of GNP by 1990. Finally, in the "co-cperative” scenario, the US structural
budget deficit was tobereduced to zero by 1990 and other OECD countries were
to take appropriaste expansionary actions. The simulation results indicate that
GECD economic growth would be stronger, while US inflation and European
unemployment would be lower, in the co-operative scenario than in any of the
other prenarios.

Morgan Guaranty (19882} algo modelled four scenarios in order to agsess the
raqumaments for sdequate adjustment of the US current account within an
gscceptable time. In the baseline case, the effective exchenge rate (both nominal
and real) and OECD economic policies were sssumed to be constant over the
forecast period 1986 to 1980, Undor these sssumptions, the US trade account
deficit would decline somewhat but would level out above US$100b by 1990. (Tt
was US$148b in 1986.) Net external debt wonld rise to US$866b in 1880. This
significant increase in US external debt could result in & crigis of confidence in
the US dollar.

In the second case, the impact of a tightening in monetary policy {in support
of the US dollar} was examined. Res! interest rates would increase sharply, the
S economy would slip into recession and unemployment would rise to 14.8 per
cent in 1990 - more than twice the 1985 level of 7.2 per cent. However, the
current account deficit would be reduced to gbout US$S50b by 1990; the net
external debt would be US$435h by 19980.

Should the authorities allow the US dollar to depreciate further (by 15 per
cent dering 1986 and a further 15 per cent by 1588), as was gssumed in the third
case, the current account deficit would fall markedly (to below USS50b), there
would be moderate economic growth and no significant change in unemployment,
but there would also be a resurgence in inflation (from 1.5 per cent in 1888 t0 6.3
per cent in 19903 and an incresse in nominal intercst rates.

In the fourth case, the implications of policy co-operation betweer. the
"Group of Five" countries were considered. Japan and Western European countrics
were assumed to adopt more expansionery policies such that annual economic
growth in these countries would average 0.6 percentage points above the baseline
case. The US dollar was assumed to decline by about 18 per cent. In these
circumstances, the outcome would be quite siailsr to that in the previous case,
but with lower inflation and nomingl interest rates. "Altogether, this co-operative
approach promises a much better cutcome for the world economy than do
solutions to the US trade problem relying on US acuions alone” (Morgan Guaranty
19864, p. 10).




Though caleulations such as these cannot be taken t00 litetally. they do
viﬂe an indication of the likely scale of the required adjustments, and illustrate
'tlw desivability of international co-cudination in the present context.

TOWARD GREATER HARMONBATION

The Plaze Agreement indicated a mognition by the governments of the
major industrialised countries that the global imbalances were not gustainable in
the medium to long term and that the pmtemad eolution involved international co-
ordination of macroeconomic px licies. Nevertheless, while the participating
governments were puccessful in encourdging subetantial exchange rate re-
alignments, there las been only limited progress toward correcting their
inconsistent fiscal policies.

In the United States, the introduction of the Gramm-Rudman-Hollings
legislation (the Balanced Budiget Act) in 1985 signalied a policy shift toward fiscal
restraint. The budget deficit was reduced considerably from US$221b in fiscal
1986 to US$148b in fiscal 1987. However, recent progress in negotiations between
the Administration and Congress has been limited, despite the renewed pressure
for adjustment following the October 1987 share market fall, and the deficit is not
expected to decline significantly in fiscal years 1988 and 1989 (OECD 1987b).

In J&pan, the government announced, in May 1987, an economic package
designed to increase demestic demand by ¥6 trillion (or US$40b), The package has
since been cut substantially (by about two-thirds). Nevertheless, fiscal policy was
less restrictive in 1986 than in the previous year and probably was broadly neutral
in 1987. In Germany, fiscal policy was neutral in 1986, and probably in 1987 as
well, Further tax cuts are planned for 1988 (including some measures intitially
included in a larger tax reform scheduled for 1930). In short, fiscal policy in
Japan and Germany has also moved in the right direction bt only very slowly. On
the whole, fiscal policy in the major industrialised countries, excluding the United
States, is expected to be slightly restrictive in both 1988 and 1989 (CECD 1987b).

There are a number of possible reasons for the lack of progress to date.
First, it may reflect the continuing divergence in economic priorities between the
major countries. In particular, it is clear that Japen and Germany have been most
reluctant to stimulate their economies significantly, because of their desire to
control inflation and reduce budget deficits. Similarly, progress has been slow in
the United States: the Reagan administration was adamant that it would accept
no reductions in the budget deficit which involve gignificant tex increases, and
that substantial increases in defence gpending must proceed.

Second, despite protestations to the contrary, the various governments may
in fact remain unconvinced of the possible wet benefits fo tbeir own countiizg of
international co-ordination. In the light of recent results in the dynamic game
theory literature (see the Appendix), this scepticism may not be entirely
misplaced, even though its consequences are likely to be sub-optimal from a global
point of view.

Third, government institutions in some countries may be such as to make it
very difficuit to speedily implement agreed changes in policies. For example, in
the United States neither the Administration nor Congress has sole responsibility
for the budget, so that changes in fiscal policy typically involve a long drawn out
process of negotiations. Political events, such as general elections, also often
delay changes in economic policy.
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Largely as a result of tlua lack of progress in implementing co-ordinated
policies, the OECD (1987b) hus forecast only a slight correction in the current
account imbalances in the United States, Japan and Germany by 1988, Some -
progress in reaisting protectionist wessures has been made with the lausch, in July
1987, of the "Uruguay Round” of multilateral trade negotiations under the GATT
(General Agreement on Tariffs and Trade), Nevertheless, the overdll situntion
remains quite serious, and every effort shiould be made to encourage the major
countries to co-operate more effectively in in order to ensure continued gmwth in
world trade and economic activity.

The sharp fall in international share prices which occurred in October 1987
will undoubtedly exert some influence on the economic outlock, The fall occurred
after a five—year period of stesp rises. Notably, the share price rises during the
year prior to the crash were not reflected in a correspondingly rapid increase in
private sector activity, Thus, it would appear that much of the previous boom had
been due to mpeculative activity. In a sense, therefore, the Qctober decline
merely represented & market correction, albeit a rather dramatic one. The fall in
share prices i5 likely to have a dampening effect on economic growth i : 1988 and
19892 through the effects of reduced wealth and weaker consumer snd investor
confidence. However, the share market crash and subseguent US dollar weakness
may induce further co-ordinated policy acticn between the United States, Japan
and Germany.

Whether or not the present global imbalances can be resolved satisfactorily
over the next several years, similar problems are likely to recur in the futurean a
copsequence of inconsistent national economic policies. To correct, and perhaps
even to prevent, such large imbalances, a systematic procedure for international
surveillance and policy co-ordination would be desirable. The role of such a
procedure would be to encourage all countries, when developing their own medium
term sconomic strategies, to teke into account both internationsl repercussions of
such t:;mtegiea and their sustainebility in view of the policies adopted in other
countries.

In this context, it should be noted that in 1986 the International Monetary
Fund’s Interitmn Committee expressed inteest iz the use of indicators relating to
policy actions and economic performaiice, with an emphasis on & mediom term
framework, to serve as a basis for consultations and discussions (International
Monetary Fund 1987). At the Venice Summit in June 1987, finance ministers went
further and agreed on a set of economic indicators for this purpose (The
Economist 1987). It remains to be seen how successful these agreements will be in
bringing about effective international co-ordination.

)

CONCLUSION

The focus of this paper is on the role of international policy co-ordination in
promoting world economic growth. For over 20 years, under the Bretton Woods
system of pegged exchange rates, an implicit form of international policy co-
ordination was achieved, with the United States in the lead and with most other
countries following suit in order to maintain fixed parities egainst the US dollar.
Since the early 1970s, in contrast, the move toward generalised floating has
facilitated greater autonomy in national economic policy meking. Events of the
late 19608 and early 1970s suggest thet many governments have considered this
increased flexibility to be a highly desirable - perhaps even essential - part of
their decision process. A by-product of this greater flexibility, however, has been
the emergence of gignificant differences in economin policy, whi-': have
contributed to substantial and persistent trade imbalances. A! ‘. same time,
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interdependence bas continued to increase through high capital mobility and
improved nieans of communication axi trangport. These developments have led to
calls for greater harmonisation among national economic policies.

Since early 1985, considersble re-elignments have cccwred betwsen the
major currencies (yen/US$ end DM/USS). However, these exchange rate
adjustments are unlikely to be sufficient, by thewselvos, to ensure s rspid and
significant reduction in the external imbalsnces, One important reason is that,
without a convergence in naticnal macroecorvomic policies, domestic demand is
likely to continue to grow more rapidly in the United Staten (relative to domestic
production) than in either Japan or Gezmany.

To date, the US government has made some limitad progress in tightening
fiscal policy, and exports to the United States are likely to grow less rapidly ac a
result of the dampening effect of this action on aggregate demand, and of recen’
exchange rate adjustmients. Neverthelese, further aubstantial reductions in the
budget deficit will probably be necessary, end some have already been planned.
Therefore, in the absence of a corresponding stimulus from fiscal policy in other
countries - particularly Jopan and Germany -~ growth in world trade and world
economic activity ie likely to slow down.

Thus, international policy co-ordination is probebly the best means of
eliminating trade imbalances without endangering world economic growth in the
near term. Yot progress in achieving greater harmonisation between national
policies has been disappointingly slow end modest. This lack of progreas poses
significant risks for continued world economic growth, and deserves special
Attention by all governments.

A koy issue, not discussed here, is whether internationsl policy co-ordination
necessarily implies forgeing sovereignty over nations! policy. The major objective
of co-ordination is to strengthen the medium term prospects for non-inflationary
economic growth. To this end, what is essential is overall consistency in wedivm
term strategies. This would still leave some scope for individual nations to pursue
indzpendent national objectives and pelicies in the short term, which would reflect
differences in emphasis and priorities among countries. In other words, there need
not be any presumption that all countries must; follow aimilar courses of action at
all times.
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As the propositxm that international co-ordination can give better results
than competitive action seemmgly runs counter to the "invisible hand" doctrine, it
is perhaps useful to briefly review its theoretical support. To start with, we note
that many world markets are not perfectly competitive, in that some countries
are not merely atomistic agents but do possess significant market power (in terms
of their ability to influence world prices). 'This represents the breakdown of a
fundamental assumption of the "invisible hand" model, and explains how the
differences in conclusions can arise,

More formally, Hamada (1974) investigates the gainn from co-ordinating
national policies in & situation where the exchange rate is assumed to be fixed and
each of two countries attempts to optimise two policy variables, the inflation rate
and the external account balance, using a single instrument, domestic credit
crestion. He considers three kinds of behaviour:

(1) each country decides on its own mctions, taking the other’n actions as given
but not anticipating them;

(2) each country decides on ita own actions, but one (known es the "leader”) can
anticipate how tlie other will react to its actions; and

(3) the two countries co-operate in deviring a joint plan of actions.

Hamada finds that both (1) and (2) lead to solutions which are not Pareto
optimal (that is, solutions which could feasibly be improved upon from the
standpoint of at least cne participant with no loss to the other), although the
solution under (2) (known as the Stackelberg-Nash solution) leaves the leader
couniry better off then the solution under (1) (known as the Cournot-Nash
solution). In the Cournot-Nash case, both countries will tend to pursue a
contractionary monetary policy, in an attempt to achieve external surpluses and
increasne foreign reserves. Hamadsa also finds that (3) yields a Pareto optimal
solution.

Cooper (1985) extends this annlysis 0 a flexibla ex:hange rate model, where
the targeted policy varigbles are the infiation rate and the rate of change in
output and the policy instrument is the rate of monetary growth. He finds that in
the first (Cournot-Nash) non-cooparative case, esch country will opt for a
contraciionary monetsry policy, in order to appreciate its currency and reduce ita
inflation rate. In so doing, both countries will become worse off (because of falls
in output) than if they had cooperated. In the case of one country electing to be
the Stackelberg leader, the lesder will be betiter off {.han in the Cournot-Nash
solution but still worse off than in the cooperative case.

1 Cooper also shows that, under these particular assumtpions, together with
strong essumptions about symmetry in the effecte of policy acticns, an
sgreement to fix the exchange rate (as under the Bretton Woods system)
would ensure that the cooperative solution is achieved. Note that the
second target variable in Cooper’s model is the rate of growth in output,
whereas in Flamada’s model it is the externsl account balance.




Both of the above models sre siatic games thoory models. OGther analyses
uaing static game theory, such as Ondiz and Sachs {1984) or Canzoneri and Grey
{1985), also point to the optimality of co-ordinating national policies, although the
finding that the Cournot-Nash equilibrium has @ biaz toward contraction is
reversed in some cases.

Recent analyses of this issue have tended to incorporate intertemporal
considerations enc, therefore, to employ dynamic game theory - see, for example,
Buiter and Marston (1385); Curris and Levine (1285); Ishii, McKibbin and Sachs
{1685); unmrmwmmammucmmnmmmmassﬂ. In these
dﬂammm.twqmm&’ﬁmm&m'mmﬂymeomu
important. As a consequencs, ths case for co-ordination iz generally weakenod,
especislly in models whers governments are assumed to Jack credibility with their
private sectors as regards their commitment {o announced policies; for ezample
Miller and Salmon (19853, Oudiz and Sachs (1985), Rogoff (1985), ard Sachs and
McKibbin (1985). In thess models, the gains from co-ordination, as measured by
w co-operative equilibria with Cournot-Nash equilibria, are typically very
3

It is interesting to note, however, that Sachs and McKibbin (19655 found that
the gains to developing countries (which, in their model, do rot participate in the
co-ordination process) could be quite large. Moreover, Ishii, McKibbin and Sachs
{1985) have repcried that, when the gains are measured by comparing co-operative

with "baseline® arjbcdiony (that i3, with cutcomes assuming unchanged
current policy), rather than with competitive cguilibeia {which involve some
degrea of optimigation), they appear quite substantisl. Furthes, Levine and Currie
(1987 found that, if govarnments possces sufficient cz:adibﬂity, international co-
operation is lkely . > be bensficial,
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