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I Introduction

In the last 30 years, there has been a sig-
nificant increase in the interdependence
of the industrial market economies. World
trade has grown at unprecedented rates
and, especially since the early 1970s, world
financial markets have become more and
more integrated. This experience has al-
tered the environment within which mac-
roeconomic policy is made. Governments
and central banks are now more than ever
aware of the international repercussions of
domestic policy, as well as the effects on the
domestic economy of outside policies.
Despite this growth in economic interde-
pendence, macroeconomic policy is for the
most part still determined by sovereign
governments to satisfy national objectives.
This fact raises the question of whether
what is good policy for a single economy is
also good for its trading partners. Do in-
dividual governments, acting independent-
ly at the national level, choose policies with
undesirable features at the global level?
Would governments do better by co-ordi-
nating their macro policies?

There has been considerable interest in
these questions in recent years, by both
theoretical and policy-oriented economists,
with numerous calls for increased interna-

national co-ordination of macroeconomic
policy, generating a developing literature
on the welfare effects of policy co-ordina-
tion. A large part of this interest probably
stems from the experience of the early
1980s, when the US combination of tight
money and expansionary fiscal policy was
perceived to be exceptionally damaging to
the prospects for recovery in the European
economies. However, there are many other
examples of situations where it was widely
believed that the macroeconomic policies of
the world’s large economies were seriously
‘out of sinc’.!

This paper reviews the issues involved in
international macroeconomic policy co-
ordination. While co-operation between
governments takes place at many levels,
such as in the International Monetary
Fund (IMF), General Agreement on Tariffs
and Trade (GATT) and the European Com-
munity (EC) etc., there has been much less
experience with direct international agree-
ments on discretionary monetary and fiscal
policies. Yet the theoretical literature, util-
izing the techniques of game theory, has
mainly examined the benefits of this type
of macroeconomic policy co-ordination.
Thus, as in many areas in economics, there
is some difficulty in directly applying
theoretical prescriptions to actual policy
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situations.

We begin with a general survey of post-
war experience which has a bearing on
policy co-ordination. Direct policy agree-
ments at the supra-national level have been
rare. Nevertheless, the institutions of in-
ternational trade and finance have con-
strained the choices of national economic
policies to some extent, thereby achieving
co-ordination of a kind. In addition, there
has been a growth in the frequency of high-
level contacts between policy-makers, the
economic summits being the most visible of
these. These venues allow for the exchange
of information and the airing of grievances,
if not always for direct policy agreements.

A later section of the paper presents the
theoretical arguments for macroeconomic
policy co-ordination. When large countries
make policy choices in an interdependent
world, they are involved in a situation of
strategic decision-making. In these situa-
tions economic theory suggests that the
outcome may be significantly different de-
pending on whether or not there is co-
operation among decision-makers. Non-co-
operative policy-making imposes ‘spillover’
effects on other countries, which at the
global level results in an inefficient equi-
librium. Most theoretical literature pre-
dicts welfare gains for all countries from
policy co-ordination, although there are
some exceptions.

Welfare gains may exist in theory. This
does not establish that they are significant
in practice. Because the theoretical litera-
ture ignores the costs of setting up co-
operative institutions, it is not at all clear
that potential gains in these models estab-
lish a case for co-ordination. We present a
number of qualifications based upon recent
studies which suggest that the gains to co-
ordination are small. In some plausible cir-
cumstances, moreover, they may even be
negative.

Despite this qualification, it remains the
case that economic interdependence forces
policy-makers to recognize the inter-
national dimensions of their actions. In a
final section of the paper, we evaluate the

prospects for policy co-ordination, ac-
cepting that it is likely to be carried out to
a limited extent only. A good approach to
international co-ordination we argue,
would be for the US to maintain a balanced
path of monetary and fiscal policies, with
the response of other economies being
somewhat less important. This relates to a
more general point concerning the inter-
pretation of existing macroeconomic policy-
making. If governments are following
inefficient policies at the national level then
the potential benefits from improving
domestic policy may be more important
than those arising from international co-
ordination.

At the outset we should mention an im-
portant distinction between forms of eco-
nomic co-operation. Most structural fea-
tures of the international economy, such as
the world trading system, depend for their
survival on implicit co-operation between
nations, e.g., GATT. These structures are
probably far more important for world wel-
fare than any gains from the co-ordination
of macroeconomic policies. Nevertheless, in
this essay we concentrate solely on the is-
sues involved in co-ordinating the latter
types of policies. Apart from the obvious re-
quirement of restricting our field of analy-
sis in a manageable way, an argument for
this limited focus might be made on the
grounds that in the current international
environment, governments have far more
discretion with respect to monetary and fis-
cal policies than to the broader types of
structural policies.

There is one important qualification to
this argument. Erratic monetary and fiscal
policies, such as in the recent US exper-
lence, can cause significant real exchange
rate misalignments and trade imbalances
that bring forth protectionism in politics,
thereby threatening the trading environ-
ment itself. To the extent that this threat
is real, and protectionism relatively irre-
versible, this just underlines the impor-
tance of the co-ordination of macro-eco-
nomic policies between countries.
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IT The Historical Experience of Policy
Co-ordination

The Bretton Woods agreement of 1944 set
the scene for international policy co-ordina-
tion in the post World War II era. The aims
of the agreement were to provide a stable
system for international balance of pay-
ments adjustment, and to avoid the com-
petitive depreciations which had plagued
the 1930s. All member countries’ exchange
rates were to be fixed relative to the US dol-
lar, and the dollar in turn had a fixed par-
ity in terms of gold. The central institution
of Bretton Woods was the IMF. The IMF
was given the power to make short-term ad-
Jjustment loans to countries with reserve
shortages. A member country could realign
its currency only in the case of ‘fundamen-
tal disequilibrium’. Although the IMF was
at the centre of the agreement, it had no
powers to enforce policy decisions on mem-
ber countries. The main hope was that the
discipline of maintaining the fixed parity
would bring about policy co-ordination.

Things did work this way for a relatively
long time. Most currencies were convertible
by the early 1960s. With the exception of the
Canadian dollar, which was floating over
the period 1950-1962, there were few re-
alignments of major currencies before the
British devaluation of 1967. With the excep-
tion of the US, member countries did con-
strain their monetary policies to maintain
exchange rate parity.

There were some major flaws in the
Bretton Woods system, however. Policy co-
ordination in Bretton Woods took the form
of adjusting domestic monetary policies in
accordance with balance of payments sur-
pluses or deficits. The IMF was to provide
short-term financing for payments im-
balances. Perhaps the biggest flaw was the
lack of discipline it imposed on US
monetary authorities. The dollar became
the reserve currency, and during the 1960s,
the US ran large balance of payments defi-
cits causing a ‘dollar glut’. Confidence in
the dollar weakened progressively, and by
the end of the decade there were calls for a
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devaluation against gold. A series of ex-
change rate crises took place at the same
time as it became obvious that currencies
were seriously misaligned. The increased
degree of international capital mobility
during the 1960s allowed for overwhelming
speculative pressure against central banks,
making it impossible to defend exchange
rate parities.

Academic economists began to extol the
merits of flexible exchange rates. They ar-
gued that the Bretton Woods system was
asymmetric in the sense that deficit coun-
tries (aside from the US) had to take disci-
plinary action to protect reserves, while
surplus countries were unwilling to allow
the domestic monetary expansion neces-
sary to achieve balance of payments adjust-
ment. A flexible exchange rate would
achieve balance of payments equilibrium
automatically, avoiding a prolonged and
painful period of adjustment. In the Bret-
ton Woods system the exchange rate, once
pegged, took on an undue psychological im-
portance which led central banks to go to
extreme lengths to defend it. This could
bring with it a host of distorting financial
restrictions. More important, the nature of
the system forced European countries to
import US-created inflation. Flexible ex-
change rates would allow a country to fol-
low an independent monetary policy and
thereby its own inflation rate (or indeed a
stable price level).

The Bretton Woods system collapsed in
1971 due to the lack of US monetary discip-
line. After an abortive attempt to re-estab-
lish a new set of parities, most currencies
were floating by 1973, and since then there
have been no serious attempts to move back
to a system of fixed rates. Some major cur-
rency blocks exist, though. One example is
the European Monetary System (EMS), set
up in 1978 to establish a set of parities be-
tween the European countries (with the ex-
ception of Britain), and which to date has
been relatively successful.

The move to a flexible exchange rates
system was expected to remove the neces-
sity for co-ordination, and to allow for
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Figure 1 Indicators of real effective exchange rates,
1980-87

greater policy autonomy. The experience of
flexible exchange rates has produced some
surprises in this regard, however. What
was not clearly recognized at the time was
that free international capital flows gener-
ally invalidate the conclusion that floating
exchange rates insulate an economy from
foreign disturbances. If anything, the 1970s
and ’'80s saw an increase in interdepend-
ence between industrial countries. The
major unanticipated feature of the new sys-
tem was the very large variability in both
nominal and real exchange rates. Far from
converging to stable equilibrium levels, ex-
change rates showed great short-term
volatility, as well as persistent long-term
fluctuations around trend.

Figure 1 describes the paths of real ex-
change rates for the US, Germany and
Japan for the 1980-87 period. Real ex-
change rates are market exchange rates ad-
justed for national price levels. If strict
purchasing power parity holds, so that the
domestic currency price of any foreign good
is equal to the price of that same good in the
domestic economy, the real exchange rate
should be unity (in the figure it is normal-
ized at 1976 = 100). A rise in the real ex-
change rate indicates that domestically
produced goods are becoming more expen-
sive than the domestic currency price of for-

eign goods, and thus indicates a loss in com-
petitiveness for domestic export firms and
import competing firms.

Basic economic theory suggests that the
real exchange rate would be determined by
comparative structural features of econo-
mies, such as relative cost and demand vari-
ables. Thus we might expect the real
exchange rate to converge to some fairly
stable level, reflecting these factors, with
the nominal exchange rate on average ad-
justing to differential national inflation
rates.

The experience has been otherwise. The
large swings in real exchange rates evident
from the figure indicate that there were
major changes in cost competitiveness, for
instance the US suffered a 25 per cent loss
of competitiveness in the 1984-86 period.
Likewise, in more recent times, the Ja-
panese economy has experienced a loss in
competitiveness. Moreover, there is little
evidence that these swings are self correct-
ing, or that real exchange rates are ap-
proaching stable equilibrium levels.

There is a widespread belief that the
large real exchange rate fluctuations arose
because of imbalances in policy stances
among major economies. This belief led to
a renewed interest in policy co-ordination.
However, co-ordination now takes the form
of direct communication between finance
ministers and heads of state at economic
summit meetings, rather than the auto-
matic discipline of the fixed exchange rates
era.

Economic summit meetings began in
1975. Their membership is comprised of the
seven major industrial countries: US, Ger-
many, Japan, France, UK, Canada, and
Italy. A number of explicit policy ‘deals’
have been made at these summit venues, al-
though in normal times they serve only as
a platform for consultation and airing of
grievances. The Bonn summit of 1978 con-
cluded an agreement between the US, Ger-
many, and Japan. In return for the US
agreeing to raise the price of oil to world
levels, thus stemming a large trade deficit,
Germany and Japan agreed to reflate at a
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faster rate.

As the 1980s progressed, the main prob-
lem for international policy co-ordination
was the issue of fiscal imbalances. The high
US fiscal deficits raised great concern
among the European economies, still at-
tempting to emerge from the 1981-82 reces-
sion. At numerous summit meetings
attempts have been made to come to grips
with this issue. In February, 1987, a meet-
ing of Finance Ministers in Paris led to an
agreement that called for some fiscal ex-
pansion in Japan and Germany in return
for a US commitment to reduce its budget
deficit. The success of this agreement re-
mains to be seen. In fact it might be argued
that these countries merely agreed to take
actions which they would have followed on
their own anyway.

Apart from the summit meetings, there
are various other venues for discussion of
international policy co-ordination, such as
IMF, GATT, and the Organisation for
Economic Co-operation and Development
(OECD). None of these have any executive
power. Thus, despite the growth in eco-
nomic interdependence between countries
in the last decade, there is no system of well-
defined ‘rules of the game’ for policy co-
ordination as there was in the Bretton
Woods era.

A final comment about the possibility for
co-ordination in practice should be made.
When we look at the formation of policy
within any one country, we realize that
decisions are made in response to various
pressure groups and political priorities.
Even at the national level, policy is con-
strained tightly by these forces. Thus we
should not expect a great deal of flexibility
in policy in response to international pres-
sures. The freedom of action necessary for
international co-ordination is inevitably
going to be circumscribed by domestic con-
siderations. Putnam and Herring (1986)
develop this point in an analysis of the Bonn
1978 summit agreement, where they argue
that the US part of the agreement was
possible only because its directives coin-
cided with the desires of certain domestic
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political pressure groups.

III The Theoretical Case for
Co-ordination

While the historical experience with active
policy co-ordination has been slight, aca-
demic interest has mushroomed. Basic in-
sights from the theory of games have been
applied to strategic interaction between
countries. Models have been developed to
show the inefficiencies of independent,
sovereign policy-making and the potential
benefits for all parties of choosing policies
co-operatively.

The premise behind these models is that
governments are large actors in the inter-
national economy. Their policy decisions af-
fect world demand, interest rates and ex-
change rates. Thus the fiscal or monetary
policies of one government have effects on
the economic welfare of other countries.
These represent ‘spillover’ effects of na-
tional policies. A government, when choos-
ing an optimal mix of policies, will select the
configuration of demand, interest rates,
and exchange rates to do the best it can for
itself. It will not take into account the ef-
fects these actions have on foreign welfare,
however. The foreign government will be-
have identically. In a global equilibrium,
because all governments ignore spillovers
caused by their actions, policy outcomes
generally will be inefficient. A different set
of policies could be chosen which would ac-
tually make all countries better off.
However, the potential gains can only be ex-
ploited by mutual co-operation. There are
no gains to one country adjusting its policy
on its own. It will only gain from the re-
duced ‘spillovers’ from the rest of the world
in a co-operative agreement.

A simple example illustrates this. Im-
agine that the policy-maker wishes to pro-
duce a high level of income, as well as a zero
current account balance. These objectives
are likely to be in conflict, as an expansion
(fiscal) which raises income will worsen the
current account. A domestic expansion will
also raise foreign income, but will improve



the foreign current account, thus allowing
more freedom for the foreign government
to expand and raise employment. Because
the domestic government ignores the con-
sequences of its policy choice on the foreign
economy, at the point where it chooses its
optimal fiscal policy a marginal expansion
would raise foreign welfare. The same
holds true for the foreign economy. Then if
both governments expanded simul-
taneously, both could have high employ-
ment without current account imbalances,
making both better off. Acting individually,
however, neither will take the initiative to
expand as the cost in terms of the current
account deficit is too great. The result is
that both countries follow excessively con-
tractionary policies, and income and em-
ployment in both countries are too low.
Neither has an incentive to deviate from
these contractionary policies. This situa-
tion is referred to as a ‘non-co-operative
equilibrium’.

This particular example captures the es-
sence of the ‘locomotive’ theory of global ex-
pansion propounded by US policy-makers
in the late 1970s. At the time the US was
expanding very rapidly but suffering cur-
rent account deficits. Germany and Japan
were reluctant to expand. The US argued
that balanced recovery required expansion
in all major economies. This required policy
co-ordination among countries.

While this example suggests that in the
absence of policy co-ordination govern-
ments will tend towards excessive contrac-
tion, the conclusion is not general. The
particular characteristics of the global
policy inefficiencies of non-co-operative be-
haviour depend upon the objectives of
governments and the nature of internation-
al market transmission mechanisms. Can-
zoneri and Gray (1985) categorize different
types of non-co-operative policy equilibria
by the nature of ‘spillover’ effects between
countries. If spillover effects are negative,
i.e. an expansionary policy in one country
reduces welfare for the other, non-co-op-
erative equilibrium will tend to display ex-
cessive expansion rather than contraction.

They suggest that this case may best de-
scribe the 1930s, when many countries en-
gaged in competitive devaluations of their
currencies. Exchange rate policies in the
1930s could be essentially described as a
‘beggar thy neighbour’ phenomenon. The
mechanism is described in the classic Mun-
dell-Flemming model. A devaluation raises
demand for the home good and reduces
demand for the foreign good. In this case,
all countries would have gained from a co-
ordinated fiscal expansion rather than com-
petitive devaluations.

It is also possible that there are asym-
metries among countries in the transmis-
sion mechanism. If wages are highly
indexed in Europe, but not in the US, it is
likely that European monetary policy has
negative spillover effects on US output but
US policy raises European output In a
non-co-operative equilibrium then, Euro-
pean monetary policy is too expansionary
while US policy is too contractionary. Co-
operation will lead to a reversal of this sit-
uation.

If one country acts as a leader in the
strategic policy game, it will take into ac-
count ex ante the reaction of other coun-
tries to its policy. It may then always do
better for itself, but this may or may not
lead to a better outcome for the other
country. Canzoneri and Gray suggest that
in the ‘locomotive’ model above if a single
country, such as the US, acted as a leader,
it would expand to a point above the non-
co-operative equilibrium knowing that the
other country (Europe) would respond with
an expansion of its own. In this case both
will be better off, although not as well off as
if they had explicitly co-operated.

The benefits of co-operation in these
models do not depend upon similar objec-
tives for the two parties. Even though coun-
tries such as the US and Germany may have
very different attitudes towards inflation,
there are still mutual gains to be had from
policy co-ordination. How co-ordination is
to be achieved is a much more difficult ques-
tion. There are both bargaining problems,
associated with allocating the global sur-
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plus from co-ordination, as well as enforce-
ment problems, associated with ensuring
that each country sticks to its part of the
agreement. Both are likely to be non-
trivial. The important feature of a non-co-
operative equilibrium is that it is incentive
compatible. Each country is doing the best
it can, acting independently, and no
country has an incentive to alter its policy
stance. A co-operative equilibrium does bet-
ter, but any one government has an incen-
tive to ‘cheat’ on the agreement, provided
that others carry out their part of the bar-
gain.

An important reason for governments to
behave co-operatively is the repeated na-
ture of the relationship between them-
selves and other governments. While it may
make sense to cheat on a once-only agree-
ment, cheating is much less tempting if it
damages the policy-maker’s reputation for
future agreements. Governments may then
stick to agreements in order to establish a
good reputation. Thus the inefficiencies of
non-co-operative behaviour may be exag-
gerated in the one-period games described
above.

The type of policy co-ordination de-
scribed by these models involves direct
agreements on the direction and magnitude
of each country’s monetary or fiscal stance.
For reasons seen in the previous section, it
is unrealistic to expect agreements of this
complexity and detail to be made on a reg-
ular basis. It may thus make more sense to
evaluate the working properties of certain
international monetary or fiscal regimes
which may constrain the degree of non-co-
operative behaviour. Canzoneri and Gray
show that in certain circumstances a fixed
exchange rate regime with one country as
leader can raise welfare for all countries.
However, fixed exchange rates may have
other difficulties. We address these in the
final section.

One of the assumptions behind the in-
efficiency arguments described above is
often overlooked. If countries are so small
that their influence on the world economy
is negligible, then on the principle of the

8§26 Michael Devereux and Thomas A. Wilson

efficiency of competitive markets there will
be no negative policy externalities, and
therefore no need for policy co-ordination.
This is probably the case for most countries
in fact. We see in the next section that at
the international level the individual mar-
ket power of even the largest industrial
economies may be fairly small. Neverthe-
less, it is hard to argue that an economy the
size of the US can be thought of as insignif-
icant in world markets.

The descriptions of the above models,
and certainly the conventional wisdom
among economists, has been that policy co-
ordination among governments can never
be bad, and in most circumstances will be
beneficial. Governments can do at least as
well, and probably better, by co-ordinating.
This conclusion has been overturned in a
couple of recent papers (Rogoff, 1985;
Kehoe, 1986). These papers show that all
governments may find themselves worse
off if they co-ordinate policies! This para-
doxical result stems from the fact that
governments in certain circumstances are
not only involved in a strategic game vis-a-
vis foreign governments, but also against
their own public. The example of Kehoe
may be used to illustrate this. He deals with
the classic problem of the capital levy ex-
tended to two trading economies. That
problem is explained as follows. Imagine
that the government had to finance a given
level of spending. It may do this by taxing
income from labour or capital. In an ex-ante
period, investors are choosing how much
capital to purchase, and clearly this will de-
pend upon the tax rate on capital. Ex ante
then, the government should find it optimal
to announce taxes on both labour and capi-
tal, balancing out the distortions caused by
each form of tax. Ex post however, once in-
vestment has been made, the capital stock
1s sunk, and the government faces a quali-
tatively different problem. With capital
being a fixed stock, a tax on capital is a tax
on pure rents, from the perspective of the
ex post period. Consequently the govern-
ment, if it cannot commit to the ex ante op-
timal tax, will tax only capital to the full



amount desired, and tax labour at a zero
rate. Once capital is sunk, all income from
it is pure rent and it is optimal to tax that
rather than labour income. However, if the
government actually follows this ex post
policy, investors, having foresight about fu-
ture government taxes, will cut back their
capital investment drastically. The govern-
ment finds itself worse off than if it had
stuck to its original set of tax rates on both
activities. Thus if the government finds
that it cannot commit its actions in ad-
vance, it ends up worse off.

Kehoe then extends this to a two-country
environment. He shows that if capital is
mobile between countries ex post, govern-
ments will compete among themselves for
capital. This international competition acts
as a constraint on the total ex post levy that
is put on capital, and thus minimizes the
negative effect on each country’s capital
stock. Now however, let these two govern-
ments co-operate on capital tax rates. Each
will then choose the same tax rate, ex post,
and they will co-operatively agree to impose
a high levy on income from capital. This of
course leads world investors to choose a
very low capital stock. The end result is that
the fall in world investment can be so great
as to reduce the welfare of both countries.
In other words, the tax policy co-ordination
makes everyone worse off. If governments
cannot commit to an optimal set of policies
ex ante, co-ordination does not always pay.

IV Empirical Evaluation of the
Benefits of Co-ordination

Despite the theoretical qualifications de-
scribed in the previous section, inter-
national policy co-ordination is still actively
promoted in some policy circles. Unfor-
tunately, the theoretical models give no in-
dication of the magnitude of the possible
gains from co-ordination. In this section we
describe two recent studies which examine
empirical aspects of co-ordination based on
the use of international macroeconometric
models. Both lead us to be much less san-
guine about the benefits of policy co-ordi-

nation than the standard theoretical mod-
els would suggest.

Oudiz and Sachs (1984) address the
question of the welfare benefits of inter-
national co-ordination of monetary and fis-
cal policy between the US, Japan, and
Germany. They use estimates of inter-
national linkages from two models: the Ja-
panese Economic Planning Agency (EPA)
model, and the Federal Reserve Board’s
Multi-Country Model (MCM), for the early
1980s. They compare a non-co-operative
equilibrium where each country pursues
optimal policies taking foreign policies as
given, with a co-operative equilibrium
where policies are chosen by all countries
together. They obtain estimates of the wel-
fare benefits to each country of co-opera-
tion. Their major conclusion is that these
welfare benefits are very small within the
particular macroeconometric models used.
The benefit to the US of co-operation would
be at most half a percent of GNP. The bene-
fits to Germany would be about the same,
and to Japan somewhat higher. While these
gains are not infinitesimal, they certainly
do not support a claim that policy co-ordi-
nation alone would have pulled the global
economy out of recession in the early 1980s.

The methodology of Oudiz and Sachs is
interesting to examine, as it represents the
first attempt to quantify the gains to co-
operation, taking seriously the theoretical
models. They take projections from the two
macroeconometric models for the 1984-86
period, assuming no major policy changes.
These are called the ‘baseline’ projections.
Each government is assumed to have a util-
ity function which depends upon three tar-
gets; the deviation of output from its trend
level, inflation, and the ratio of the current
account to GNP. Each government has two
instruments; the money stock, and the level
of government spending. The baseline pro-
jection for the three targets in each country
is assumed to be a non-co-operative equi-
librium, i.e. it is assumed that each govern-
ment is independently choosing the ob-
served money stock and government spend-
ing level to maximize its utility function.
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Table 1
Exports and imports as share of country’s GNP, 1982

Trading partner

Country United West Japan
States Germany

United States % % %

Exports - 0.3 0.7

Imports 0.4 1.3

Japan

Exports 3.4 0.5

Imports 2.3 0.2

West Germany

Exports 1.8 0.3

Imports 18 0.8

SOURCE: Oudiz and Sachs (1984).

Given this, and the policy multipliers at the
baseline, one can implicitly solve for the
relative welfare weightings given by each
country to output deviations, inflation, and
the current account surplus. They then as-
sume that each government has a quadratic
utility function in each of the three targets
and given the derived welfare weights, the
parameters of the utility function can be ex-
plicitly solved for. Once we have these par-
ameters, we can solve for a co-operative
equilibrium by choosing money and gov-
ernment spending to maximize the joint
product of all countries’ utility functions.

The co-operative prescription given by
the model is to undertake a co-ordinated
world monetary expansion for the 1984-86
period, sacrificing some inflation for higher
output gains. Paradoxically, the solution
calls for a US fiscal expansion and a Ger-
man and Japanese fiscal contraction. How-
ever, even with these policy alterations, the
overall welfare gains are quite small; for the
US the MCM model predicts a gain equal to
0.17 per cent of GNP over the three year pe-
riod, while the corresponding gain in the
EPA model is 0.03 per cent. The gain for
Japan is the largest, being 0.99 and 0.37 per
cent respectively.

The fundamental reason for the small
size of these welfare gains is made clear by
Oudiz and Sachs. Despite an increasing de-
gree of interdependence in trade, the actual
trade links between these three largest in-
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dustrial countries are relatively small, ex-
pressed as a percentage of GNP. Table 1 il-
lustrates this clearly. US exports to the two
other countries, expressed as a fraction of
US GNP, came to only 1 per cent for 1982.
Even for Japan the same fraction is only 4
per cent. Thus the links upon which policy
co-ordination models are therefore built
are relatively small for the major industrial
countries.

Likewise, the direct policy multipliers
between these countries are small. Table 2
gives estimates of the effects of monetary
and fiscal expansion in each of the three
countries on GNP, the inflation rate, and
the current account ratio for the domestic
and foreign economies. Each policy is de-
signed to produce a 1 per cent increase in
GNP for the home economy averaged over
two years. The table indicates that the cross
country multipliers are fairly small, espe-
cially from Japan and Germany to the US.
While US fiscal expansion would raise Ja-
panese GNP by 0.2 per cent, the equivalent
expansion in Japan would raise US GNP by
only 0.07 per cent.

Oudiz and Sachs point out that their
estimates of the benefits of co-operation
might be somewhat downward biased from
the omission of other industrial economies
in the model. They suggest though that
even if all Europe were grouped together
the welfare gains of co-operation would not
be magnified by more than three, and even
with this magnification, the total gains re-
main small.

A final interesting result of their paper
follows. They find that if, instead of using
the actual baseline for the US, the US base-
line estimates were corrected on the as-
sumption that the US budget deficit was
significantly reduced, the benefits of co-
operation from this corrected baseline are
significantly reduced. In other words, if the
US economy had been in a better monetary
and fiscal balance in 1984-86, there would
have been almost no additional gains from
policy co-ordination. We return to this ar-
gument in the next section.



Table 2

Normalized policy multipliers for output, inflation, and the current account ratio, multicountry model

United States West Germany
Country acting, Size of Inflation Current Inflation Current Inflation Current
and policy policy GNP rate account GNP rate account GNP rate account
ratio ratio ratio

United States

Monetary 3.64 1.00 0.18 -0.02 0.00 -0.09 0.07 -0.18 -0.18 0.02

Fiscal 0.83 1.00 0.12 -0.40 0.17 0.01 0.02 0.29 0.04 0.04
Japan

Monetary 2.67 0.07 0.00 0.03 1.00 0.13 -0.11 -0.07 -0.07 0.00

Fiscal 0.71 0.07 0.00 0.03 1.00 0.1l -0.09 0.01 0.00 0.01
West Germany

Monetary 4.44 -0.11 0.00 -0.02 0.11 0.00 0.00 1.00 0.44 -0.04

Fiscal 1.03 0.10 0.00 0.04 0.05 0.00 0.03 1.00 0.22 -0.54

SOURCE: Oudiz and Sachs (1984).




While these results indicate positive but
low benefits to policy co-ordination, some
recent work by Frankel and Rockett (1986)
is even more damaging. They start from the
following observations. There are many
different macroeconometric models used
for policy evaluation by different countries.
Many of these models have conflicting pre-
dictions for the results of policy changes.
Clearly not all these models can be ‘true,’
and perhaps none of them is. What if
governments choose co-ordinated policies
when one or all of them does not use the
true model in making evaluations? Will co-
ordination still make them better off?
Frankel and Rockett answer this in the
negative, basing their results on experi-
ments carried out with eight of the major
world macroeconometric models.

Their approach is as follows. Grouping
the non-US OECD economies together,
they found the predicted national and in-
ternational multipliers for each model for
the following policy experiments: an in-
crease in the US money supply, and an in-
crease in the non-US OECD money supply.
The models all predict that this expansion
will raise output for the expanding country.
However, there is wide disagreement be-
tween them on both the size and magnitude
of the current account effects of monetary
expansion as well as the cross-country GNP
effects.

Using the same approach as Oudiz and
Sachs, and with the latters’ estimates of
welfare weights, Frankel and Rockett then
investigate the effect of policy co-ordina-
tion. In each case, the policy-maker is as-
sumed to use one of the macroeconometric
models as the estimate of the ‘true’ model.
Perhaps surprisingly, they find that even
when policy-makers disagree on the correct
model of the economy, they will in general
be able to agree on a co-ordinated set of poli-
cies which each believes will raise its wel-
fare relative to the non-co-operative
equilibrium. Each policy-maker can believe
in any of the eight macro models, and any
one of these models could be the true model.
Thus, assuming that in all cases one of the

830 Michael Devereux and Thomas A. Wilson

models is the true model, there are 83 = 512
different cases to consider. A co-operative
agreement is computed in the same manner
as Oudiz and Sachs, and the welfare effect
of this is evaluated using the particular true
model in each case.

If a country knows the true model it will
always benefit from co-operation. But if it
does not, then Frankel and Rockett find
that in a very large number of cases it will
lose. For instance, of the 512 cases con-
sidered, the US gains from co-ordination in
289, loses in 206, and has no gain or loss in
the rest. Thus, in almost half the possible
cases the US would lose from policy co-ordi-
nation. Similar figures apply for the other
countries.

In a more recent paper (Frankel, 1988),
Frankel extends the argument by breaking
the potential uncertainty that policy-
makers face into three categories: 1/ Uncer-
tainty about the actual position of their own
and others economies at any point in time,
2/ uncertainty about the appropriate wel-
fare weights to assign to the various objec-
tives, and 3/ uncertainty about the appro-
priate model of the economy. He argues
that the combination of all these sources se-
riously undermines the case for explicit co-
ordination of fiscal and monetary policies.
The actual international effects of a set of
co-ordinated policies may be very different
from and even in the opposite direction to
those predicted.

However, by the same token, he suggests
that more implicit co-ordination of the ‘ed-
ucational’ and ‘information swapping’ kind
that takes place at summit meetings and
the regular consultations between finance
ministers and central bank governors may
be very beneficial precisely because of the
large degree of imprecision in the policy-
making problem. While not necessarily re-
sulting in precise agreements on co-
ordinated policies, these venues allow for
policy-makers to learn about and poten-
tially improve their own domestic economic
management. We discuss this further in the
next section.



V The Future of International Policy
Co-ordination

What are the prospects for macroeconomic
policy co-ordination? Clearly a literal appli-
cation of the theoretical results on the bene-
fits of co-ordination would be very mis-
leading. There is no international policy-
making body with executive power. This
suggests that national policies will never be
streamlined in the way these models sug-
gest. At the Bretton Woods agreement in
1944, Keynes proposed a plan for what was
effectively a world central bank. The plan
was rejected then, and the prospects for any
such institution now are effectively nil. Co-
ordination can only proceed then on the
basis of the continued self-interest of coun-
tries whose politicians respond almost ex-
clusively to a domestic constituency.

We have documented above the limited
types of co-ordination that are common
among countries. Information exchange at
summit meetings and regular consultation
through international institutions such as
the IMF and OECD will remain important,
but can never really have much of an input
into the decision process itself. Neverthe-
less it is easy to underestimate the value of
clear information and sound advice in
economic policy-making.

The use of discretionary ‘deals’ between
countries seems to be becoming more com-
mon, but by its very nature this process is
hard to institutionalize. It could well be ar-
gued that these deals themselves are the re-
sult of unbalanced policy at the national
level. In this respect they may be even less
important for the growth of regular struc-
tures for policy co-ordination.

Many proposals have been made for in-
ternational monetary reform, principally
by moving towards some type of managed
or fixed exchange rates (see Frenkel, 1987).
In the context of policy co-ordination, this
would institute a ‘rule-based’ system which
would hopefully circumscribe the conduct
of national policies so as to achieve greater
policy harmonization. The great variability
in real exchange rates has led economists to

look back more affectionately at the fixed
exchange rates period. Proponents of these
schemes see the flexible exchange rate sys-
tem itself as being responsible for the high
variability of real exchange rates, and
argue that managed exchange rates would
avoid the welfare costs of real exchange rate
variability. However, a fixed rates system
will only enforce co-ordination as long as in-
dividual countries are willing to play by the
rules. Perhaps the problem was not with
the exchange rate system itself but with the
major policy imbalances between countries,
coupled with the large supply shocks of the
1970s and ’'80s. According to this view, a
managed exchange rate system would have
broken down anyway when faced with such
problems. It seems hard to imagine that the
US would have abandoned either its tax
and spending policies or its monetary disin-
flation program in the early 1980s in order
to protect a fixed exchange rates system.
Thus it is likely that the basic ingredients
for a fixed rates system are not there.

There is a further problem with fixed ex-
change rates, one that was experienced
even towards the end of the Bretton Woods
era. With the ease of international capital
mobility, it may not be possible to maintain
a given parity without the use of capital
controls to contain speculative pressures.
In fact the experience of the EMS supports
this. Many European countries have used
capital controls to protect their EMS pari-
ties.

Still another objection to a fixed ex-
change rate system is that it would not nec-
essarily enforce co-ordination in fiscal
policies. High budget deficits have been at
the root of the international policy problem
in the 1980s. Some analysts would argue
that large movements in budget deficits are
inconsistent with fixed exchange rates
(Feldstein, 1986) although other evidence
fails to support a direct link between ex-
change rates and budget deficits (Evans
1987). It seems at least questionable
whether a managed exchange rate regime,
if workable at all, could on its own enforce
policy harmonization.
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Whatever plan for policy co-ordination is
put forward, the main issue it must deal
with is the predominant role of the US in
the world market economy. The studies
cited above all show much stronger effects
of US macroeconomic policies on Europe
and Japan than of these countries’ policies
on the US. If US policy-makers could be in-
duced to adjust their actions so as to take
the rest of the world into account, then the
policies of Europe and Japan may be of
small importance for successful inter-
national co-ordination. The external effects
of the policies of any one of the EEC coun-
tries, or even Japan, may be so small as to
be ignored in world capital and goods
markets. This leads to the ocbvious question
whether the US can be given any incentive
to behave in this fashion. Under the Bret-
ton Woods system, the US essentially acted
as a world Central Bank. By all accounts it
did not do very well at this.

Fischer (1987) has suggested that the
best that any government could do for in-
ternational policy co-ordination is to keep
its own economy in shape. This accords
with the viewpoint that the main policy
conflicts of recent times were not related to
differing policy tastes or national attitudes
towards inflation versus unemployment in
face of world shocks, but rather arose from
episodes of fiscal and monetary misman-
agement, especially in the US. The models
of policy co-ordination outlined in Section
III assume that each government is maxi-
mizing national welfare in isolation. The
only gains from adjusting policies are stra-
tegic; a country gains only if other countries
also adjust their policies. To many this
would seem a particularly questionable
conclusion. It is not at all inconceivable that
monetary and fiscal authorities choose in-
appropriate and inefficient policies even
from a domestic point of view. There are
then obviously gains to be had even from
unilateral measures to correct these poli-
cies. In many cases we could imagine that
these gains would be spread to the inter-
national level. A clear example would be US
monetary/fiscal policy mix in the early
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1980s and the potential benefits to the rest
of the world from adjusting this. Frankel
(1988) attempts to quantify this argument
by looking at the effect of countries uni-
laterally switching to the ‘correct’” model
for choosing policies independent of others
policies. He estimates that the gains to
other countries from unilateral policy-im-
proving adjustments by one country will ac-
tually be far more beneficial than any
strategic gains from explicit international
policy co-ordination.

VI Summary and Conclusions

The conclusions of our Review may be sum-
marized briefly as follows. If we know the
correct structural model of the economy the
theoretical results demonstrate that there
may be gains from co-ordination. However,
the empirical results suggest that the gains
are small under normal circumstances —
which of course are the circumstances that
such models deal with. Under uncertainty
moreover, even these small gains become
problematical. Even if there is no disagree-
ment about which model to use, but there
is some uncertainty about the parameters
of the model, there may be advantages to
decentralized policy. There may be averag-
ing effects which could reduce the variance
of outcomes. And of course if co-ordination
leads to an increased inside lag for policy
actions, that could make performance
worse, on average. If there is uncertainty
regarding the structure of the models,
policy co-ordination can easily lead to
worsened economic performance.

There are significant assymetries across
countries, particularly across large and
small countries. As a result, whatever gains
from co-ordination there are could prob-
ably be achieved by co-ordination among a
small group of large countries.

Under normal circumstances, estab-
lishing a stable policy framework over the
medium term is probably to be preferred to
activist stabilization policies. Of course this
reduces, if not eliminates, the need for any
co-ordination. However, there are gains



from what we would call international co-
operation as opposed to co-ordination.
There are important gains from exchang-
ing information regarding forecasts and
policy intentions, ideally including fore-
casts ex post of policies - forecasts of econo-
mies including the effects of the planned
policy actions. The gains here we believe
would be much more important for small
countries than for large. Those of us who
participate in developing projections of the
Canadian economy know that a US macro-
economic forecast is an essential first input
into the construction of a Canadian fore-
cast. Vice versa is of course not the case.

Establishing and maintaining standby
co-operative arrangements may facilitate
international policy co-ordination in a cri-
sis situation. Under those circumstances
we would argue that the gains from co-ordi-
nation are probably large. Examples in-
clude coping with a financial market crisis
such as occurred on Black Monday in Oc-
tober, 1987. In such situations, there exists
a large degree of uncertainty in financial
markets. A clear and co-ordinated policy
stance can help to reduce this uncertainty,
shoring up confidence, and thereby stabi-
lize markets. This is probably a good de-
scription of the actual international policy
response to Black Monday.3

The economic gains from international
co-operation on trade and trade-related
policies via GATT and other institutions,
are of much greater importance than the
possible economic gains from macroe-
conometric policy co-ordination. But co-
operation on macroeconomic policies may
help to protect the international trade en-
vironment. Currency misalignments and
other symptoms of macroeconomic imbal-
ances are best corrected by macroeconomic
policy adjustments, not by adopting restric-
tive trade policies.

The role for co-ordination then is still
operative but less glamorous than theory
would suggest. The communication and
learning inherent in the regular meetings
between policy-makers can help to dispel
uncertainty and achieve a convergence of

opinion on appropriate policies to follow at
a national level. In addition, from a purely
political viewpoint, the presence of inter-
national pressures can be used to gather
momentum at the domestic level to make
necessary corrections in macroeconomic
policies.4

Notes

A previous version of this paper appeared in the
International Economics Series DP 87-7 Working
Paper. Thanks are due to the Donner Canadian
Foundation, the Policy and Economic Analysis
Program of the Institute for Policy Analysis and
the University of Toronto.

1  See an historical discussion in Fischer (1988).
Sce Branson and Rotemberg (1980).

3 An obvious rejoinder is that the crisis would not
have happened without the prolonged absence of
co-ordination between the major cconomies in the
preceding years. However, this in itself does not
diminish the case for co-ordination as an im-
mediate response to a crisis.

4 An alternative view is given in Feldstein (1988).
He argues that the process of international co-or-
dination can be used by politicians to delay or
avoid making the required but politically un-
popular adjustments in policy, in the hope that
foreign countries will take more of the burden of
adjustment.
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