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1. Introduction

The Conference of the International Seminar on Public Economics
on International Aspects of Stabilization Policies was fortunate not only
because authors contributed 11 excellent papers, but also because all dis-
cussants and participants came to the conference well-prepared, and the
discussion at the conference was unusually well-structured and lively. In
these conference proceedings, the editors wanted to preserve in some way
the spirit and atmosphere of the conference, but the obvious procedure of
reproducing oral discussion at the conference from.recorded transcripts
proved to be impractical. We have therefore adopted the compromise so-
lution of presenting here a fairly lengthy introduction which contains not
only summaries of papers and formal discussions but also some comments
by the editors. We have done our best to incorporate in our comments the
essence of the discussion that took place at the conference, but these com-
ments inevitably reflect our own biases, and the editors of this volume are .
solely responsible for the content of this introduction.

There is an extensive literature on stabilization problems in a “closed”
economy setting. Although papers in this tradition do not ignore the ex-
ternal sector entirely, the usual set of assumptions are quite restrictive: ex-
port quantities and import prices are taken as exogenous, and the effects
of the balance of payments on domestic monetary conditions are ignored.
Thus, in these models, it is usually assumed that the government can con-
trol the domestic monetary base, or that it can set the short-term rate of
interest without regard for the levels of foreign interest rates. Works of
American economists are particularly rigid in this respect, mostly because
the closed economy model seemed to provide an adequate description of
the U.S. economy until recently.
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. On the other hand, the international economic literature on sta-
bilization problems in an “open” economy setting often spells out more or
less explicitly how the effects of stabilization policy depend upon external
relations of a country: whether the exchange rate is fixed or flexible;
vs_/hether movement of reserves can be sterilized or not; to what extent for-’
eign' goods compete with domestic production and so on. But these mod-
els are generally not well suited for empirical work because they contain
too §1mplified a description of the domestic aspects of the economy, mak-
ing it difficult to establish the correspondence between variables u,sed in
these models and available data. In addition, they are usually formulated
as completely static models, making their correspondence with data even
more remote. Whﬂe these models are helpful in providing a framework
for eyaluatmg in qualitative terms the effects of alternative policies, the
provide no precise quantitative information, and often even the quali,tativz
results become questionable once the models are broadened to admi
more complex forms of behavior. 0 admt

As the trade and financial links among countries in the world became
stronger through the 1960s, a host of policy questions that. used to be of
mainly theoretical interest have gradually assumed practicél importance
even for a “closed economy” like the United States. Thus, it is ngw of ut:
most importance to know how an economic disturbance in one countr
will affect b_oth t_hat country and other countries, taking into account thz
trade and fmancm}I. linkages between these countries. And it is important
to knoW. how stabilization policy in one country will alter the effectiveness
?}f stabilization policy in another country. The monetary policy pursued in
: ermany, for example, may be an i{npqrtant factor in determining the ef-
ectiveness of fiscal stabilization policy in France or in any other countr
with close ties to Germany. For these types of questions, the traditio a}l,
models described above provide few useful answers. ’ "

Some efforts to deal with these increasingly important questions hav
emerged recently. On the empirical side, two very large-scale efforts sta g
out among others. One is the so called “LINK” project, which combinn
econometric modelg for most of the countries of the WZ)l'ld in one intef:f
dependent dynamic system which describes the behavior of the world
economy. While the project is of enormous scale and has not yet been de-
Zzloped to ;he satisfaction of those directly involved, it has already yielg-
vome;n gum er of useful results, some of which will be reported in this

The second is the work of John Helliwell and his associates in Can-
ada. to link up the. RDX2 Model of Canada and the MPS Model of th
United States. While this work confines itself to only two countries the
models involved, particularly the RDX2 Model, have much more él be
orate trade and financial sectors which provide considerable insight i::t-
;ﬁztﬁgangf;s thrqugh ulzlhich the two economies are linked wgith ong
. er projects, tho i ignifi

ano contributiogs iJn e are:‘,.gh smaller in scale, have also made signifi-
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On the theoretical side, progress has been less dramatic, although re-
cent studies have dealt with specific aspects of stabilization problems in
the international context, such as those of Branson and the Scandinavian
School of economists which are represented in this volume. This pattern
of fairly rapid progress in empirical work and the slow evolution of the-
oretical formulation is not surprising. Analysis of stabilization policies in
an international context involves questions of the dynamic behavior of a
very large system, and until we learn to summarize the essential features
of this large system in relatively small models, theoretical development in
this "area will be limited. Before we can attack general propositions, we
must be able to describe the large system itself in some detail, and the em~
pirical work cited above and others similar to them may be thought of as
attempts at such a detailed description. But in order for such a detailed
description to be acceptable, every component of the large empirical mod-
el must have a sound theoretical basis. Thus further progress in analyzing
international stabilization problems depends upon the interaction between
theoretical and empirical work in this area.

The Conference on International Stabilization Policy, the proceedings
of which are reported in this volume, brought together two groups of eco-
nomists: (1) econometricians who have developed empirical models for
analyzing stabilization policy in individual countries and who are at-
tempting to integrate such models for analyzing stabilization problems in
an international context, and (2) international economic theorists who
have focused on the analysis of stabilization policy in open economies.
The conference was organized in the hope that these two groups would
engage in a mutually beneficial dialogue. In particular, it was hoped that
the econometricians would benefit from a critical review of the theoretical
structure of their work by theorists, and that the theorists would benefit
from an assessment of the empirical implication of their work by eco-
nometricians. The participants felt that the conference was successful from
this point of view, and it is hoped that readers of this voliume will find the

papers and discussions contained in it to be both useful and stimulating.

This volume contains 11 papers and discussions, divided into three
groups. The first group consists of papers by Branson, Gelting, Fleming,
and Dosser, which are more or less theoretical in nature. The second
group consists of papers by Klein and Johnson, Hickman, Helliwell, and
Waelbroeck and Dramais. Each is based on econometric models of
national economies linked together to represent an international economic
system, and the behavior of these linked economies are studied by numer-
ical, simulation analysis. The third group of papers, those by Behrman,

Bajt, and Tatemoto are special studies of stabilization problems in in-
stitutional contexts that are less familiar to American and West-European
economists; less developed countries, East-European socialist economies,
and Japan.

In the remainder of this introduction, we will provide very brief sum-
maries of the papers, and some comments on them by the editors of the

volume.



4  INTERNATIONAL ASPECTS OF STABILIZATION POLICIES
II. Theoretical Studies

In a series of recent papers, Branson has attempted to analyze the im-
pact of monetary and fiscal policies on balance-of-payments conditions in
a model where the portfolio behavior of wealth holders affects the capital
account of the balance of payments. In his contribution to this volume
Branson expands on his earlier work, and develops a model of an OpCI;
economy which incorporates both the stock-adjustment view of capital
flows and an endogenously determined real sector. Employing an ex-
panded IS-LM framework, he analyzes the impacts of various shocks to
the economy on both the flow and stock equilibria.

Branson finds that once the real sector is treated endogenously some
of: the impacts of monetary and fiscal policy on capital flows become am-
biguous. For example, an expansionary fiscal policy will yield a stock-
shift capital mﬂpw, but the sign of the continuing-flow effect is unclear. If
there is a negative transactions demand for foreign securities, the sign. of
the stock-shift cffect. of monetary policy on holdings of forei’gn securities
1s in principle ambiguous, but the sign of the continuing-flow effect is
clear. Branson also notes that if there is an asset which is not inter-
natlonally'traded, monetary policy will be an effective tool for stimulatin
or dtIepreils_smg the level of aggregate demand. ¢

D s comment on Branson’s work, Giorgio Basevi
Branson did not model the impact of foreign int%:rest psae;rln;%sr e:)Snt?l?é
current account. He notes that the induced impact on interest payments
has been shoyvn to be an important factor in determining the net balance-
of-payments impact of various policies to influence capital flows, and thus
should not be neglected. Basevi also urges that Branson incor{)orate the
wealth impact of exchange rate changes and a mechanism for determining

the market value of the real stock of capital. Finally, Basevi argues that .

Branson should specify a transactions demand for foreign assets anal-
ogous to the transactions demand for money, in which the demand for
foreign assets depends, in part, on the volume of external transactions
Bransoq’s formulation and his results are highly suggestive, .and
sl.lc_mlc! provide a starting point for anyone attempting to analyzej sta-
bilization problems in the international context. Much more work will be
required, howe\fer, if such a model is to be used as a guide for the eco-
nometric modeling of integrated economies. One of the most critical prob-
lems to be faced concerns the dynamic adjustment process, for whicI;l the
thepry as dev_e!oped by Branson offers little guide. Base’d on past ex-
Bexilepce, 'empmca.l estimati(?n of such adjustment processes in models in-
dgﬁ\;ﬁg international capital transactions will prove to be particularly
Th.e central concern of Gelting in his contribution to this volume is
the du.'ect _mfluence of prices of goods and services abroad on the
dpmestm prices of a small, very open economy. This linkage is quite dis-
tinct fr(_)m thag associated with the general demand pressure, and has been
the subject of Investigation by Scandinavian economists in r,ecent years. In
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the model studied by Gelting, the prices of traded goods are determined in
the international market, and wages in both exposed and shielded sectors
of the economy are determined by prices and productivity in the exposed
sector. If productivity grows faster in the exposed sector, then prices in
the shielded sector will rise through time inducing adjustments in domestic
absorption of tradeable goods and a deterioration of the balance of trade.
Fiscal expenditure policies whether directed at the exposed or shielded
sectors will likewise lead to a deterioration of the balance of trade.
Gelting concludes that the model implies a natural level of unemployment,
determined by the rate of productivity growth and the rate of inflation
imported from abroad.

To investigate the role of capital mobility in such open economies,
Gelting introduces a simple two sector model and analyzes the effects of
monetary and fiscal policy on employment and prices. His analysis sug-
gests that an increase in fiscal expenditure on the shielded sector output is
more effective in raising total output than increased expenditure on the
exposed sector output, and more effective under flexible than fixed rates
(since monetary policy does not have to be directed toward maintaining
external balance). Gelting concludes with a brief analysis of the harmful
effects of prolonged inflation in an open economy, including a discussion
of the distorting impact of nominal income taxation on the returns from
financial and real assets.

In his comment, Stanley Black points out that Gelting’s model can be
more accurately described as a monetarist than a structuralist model in
the Scandinavian tradition. The cost functions for traded and nontraded
goods depend not on wages and productivity but on the quantity
produced as in the neoclassical theory of production. Black would prefer
a full employment model with flexible wages, or one in which a Phillips
curve relationship explains wage changes as a function of both un-
employment and productivity growth.

There were a number of comments on Gelting’s paper from the floor,
some of which are recorded here. Basevi and Waelbroeck suggested two
conditions in which the application of Gelting’s model would be inap-
propriate. First is the case in which domestic producers of exportables
have sufficient oligopoly power to impose discriminating prices in foreign
and domestic markets for their products. Second is the case in which
there is substantial international mobility of labor so that, even though in-
dustries producing non-traded goods may be shielded from price com-
petition with foreign goods in output markets, they may nonetheless be
competing with foreign producers for internationally mobile labor. Mus-
grave called attention to some ambiguities of the differential impact of the
tax system under inflation. He pointed out that, since the personal income
tax is usually progressive, and the same nominal income is paid to all
lenders, lenders in higher tax ‘brackets will lose relative to lenders in lower
brackets. In addition, since the tax system normally allows depreciation
only at the original cost and fails to allow for increases of replacement
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costs under inflation, the effective rate of tax i ital is i

c1_'eas.ed: Hence, it. is not obvious which type of csgt:?l(lég)tci?lial 'lts ' is
discriminated against under inflation in existing tax systems )i
o rI;/izercl:fspFlemmgl* ;;resen;s an analysis of the stabih'zatio'n implications

roposals to reform the internati

f.ocuses on three aspects of the proposals sket::(l)lre]?ll irlln ?}?ee t?;i:)g?? bHe
line of' Reform: (i) international liquidity; (ii) adjustment to long-t )
ternal 1mb_alance; and (iii) adjustment to short-term external imbgal:;a -

:1;1;)5: ;Tgocg;r_ltt limpai:t is liksly to be a reduction in the extent to which
' ital controls and exchange rate variat
with short.-term payments imbalances. 1ons are used to deal
balarl:lemfmg notes that most of the discussion regarding long-term im-
reservc;ezurc;c::lses on htow tg nﬁprove the adjustment process for the major
Cy country, the United States. He explaj i
has two essential features: @) h , Pat the Daias problem
: oW to make sure that the Uni i
not absolved from makin j i ili Finance its e
g adjustments by its ability to i i ici
through expansion of reserve labiliti mtries, and (1) hooits
e liabilities to other countri d (i
prevent other countries from frustrati in the doflar e
> ating changes in the doll
rate by continuing to i i i Slar, Mors ok
peg their currencies against the doll
ally, he notes that various r e, e e o
ally, eform proposals seek to e i
in fundamental surplus adjust thei Tendily . counirics
] eir exch i i
in fundamenca Surplu lj change rates as readily as countries
Fleming’s analysis of the i justi
) g problem in adjusting to.short term e
: C . ~ Xter

imbalance is an extension of his pathbreaking work on the impactsng;

Il?laelaglsc;eesr t:t ﬁ;ie}[’;e f_i(;larllcinglz capital controls and flexibie exchange rates
€ 1deal policy: (i) would disperse d i is-
turbances widely over man ions; (ii ! shicld the sdomenre g dis-
y nations; (i1) would shield the d i
my by offsetting external shifts in de uld maimie
off mand; and (iii) would imi
domestic impact of changes i : i licy. Undor sho
me: : 8¢S 1n monetary and fiscal policy. U
criteria Fleming concludes that, for co i i ioh dogros of wa
ia ] s untries with a high d f i
mobility, floating rates ar i ing with shore bl
. g e the best policy for dealing with short-term
In his comments on Fleming’
] ng's paper, Peter Kenen suggests
lf(l)zrgi;ngnslzgéﬂf Iziavefi.ogused more on the impacts of various regf%)rm ;?gt
‘ rade-olr between unemployment and pri ili )
believes that we need to k o the ehers, Senen
now much more about how the choj
change rate systems influences pri ility i o evaluate vesion:
price stability in order to evaluat i
proposals for reform. With regard to the ilization implications of (o
] orm. stabilization implications of
stock of internationa] reserves, Kenen maintains that thepsalient poin:};:

. Fl ming S unabl ~
al
Mr. Fle wa. nable to attend the confer ence. His paper was summar 1zed by Pro
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not so much the size of the stock, as how additional reserves are created.
Increases of international reserves which stem from the U.S. balance-of-
payments deficit lead to increases in commercial bank reserves in the cor-
responding surplus countries, while increases due to a rise in the monetary
price of gold or new issues of Special Drawing Rights do not affect
domestic liquidity directly. The former means of reserve creation may lead
to internal inflationary pressures while the latter need have no impact on
domestic stabilization policies. Finally, Kenen takes exception to one of
Fleming’s criteria for evaluating policies toward short-term external im-
balances. He does not think that one should prefer policies which would
spread out domestic instabilities to foreign partners. Moreover, he notes
that this criterion is necessarily inconsistent with the desire to maximize
the domestic impact of stabilization policies.

Richard Herring notes that econometric evidence for the Canadian
economy suggests that an assumption of low capital mobility may be
more appropriate than Fleming’s assumption of high capital mobility for
the short-run analysis. He shows that under the former assumption,
Fleming’s results regarding domestic demand disturbances and policy
changes are reversed. In addition, he shows that Fleming’s short-run anal-
ysis is inconsistent with the stock-adjustment view of capital flows and
that it therefore may lead to questionable results in analyzing floating ex-
change rates.

Emil-Maria Claassen sets out a monetarist model to analyze policies
toward short-term external imbalances as an alternative to Fleming's Key-
nesian model. He finds that Fleming's results are reversed completely
under monetarist assumptions. o

In a rejoinder, Fleming asserts that Claassen’s results differ only be-
cause he has examined a different problem. Fleming analyzed an auton-
omous change in investment, while Claassen focused on an autonomous
change in liquidity preference.

The paper by Dosser is quite different from the three preceding ones
in that he analyzes the stabilization problems which arise when national
governments agree to share stabilization responsibilities with a supra-
national entity. This is a largely unexplored aspect of stabilization policy.
Simply to define the optimum degree and form of policy coordination
proves to be a very complicated problem. Dosser focuses on the co-
ordination of tax systems in the European Economic Community where
both the central authority (EEC Commission) and national authorities
share powers of taxation.

In abstract theory, there is a presumption in favor of complete uni-
fication of all tax systems under the control of the central authority in-
asmuch as this arrangement may be expected to yield the most efficient
allocation of resources. But the political reality is that each national gov-
ernment still retains the ultimate responsibility for its own citizens’ wel-
fare. Thus, under conditions in which external shocks, unemployment and

other cyclical problems may have very different national impacts, it is nat-
ural that each country wish to retain some measure of autonomy in its
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stabilization policies. Thus, a number of questions i i i
Which taxes should be controlled by the cgntral gitﬁ;?gi la:r?(liyvil?iieﬁ
'o’.thers should be retained by national authorities? Should nati(’)nal author-
ities .be free to design taxes under their complete control or should they be
required to adhere to the specific form of taxes, being free only toyde-
termine the rates? Should there be coordination in the use of these taxes
am0¥§ ctzlunjzr.les and tl;le central authority, and if so, to what extent?
€ decisions on these questions are gradually bei . -
bers of_ EEC with or without careful analysgis, and t}; aelgsgserrnig:ell;g IIJneIaIil
countries of the world. In his paper Dosser speculates on how the cietgﬂed
arrangements are likely to develop within the EEC, and presents an agen-
da fo_r research to analyze the consequences of such developments ongth
effectlvene_ss of stabilization policies in the EEC. : )
‘ .In _thelr comments, Cooper and Corden analyze the problem of co-
ordination of stabilization policies from a somewhat different, and more
abs'tragt framework. Corden identifies the conditions under, which co-
ordination of stabilization policies is necessary among countries. Corde
concludes that ma.intenance of fixed exchange rates is the most ir.nportanrz
single facto_r making the coordination of stabilization policies necessar
Coopel,' reviews hl_s own past work in the context of recent experience anss
Dosser’s speculation of how events are likely to unfold in the EEC
.Co_oper. concludes that if monetary unification is a serious objective ther;
1t implies fixity of exchange rates and hence the strict harmonizati,on of
national monetary policies. If this step is taken before free and easy move-
ment of labor among member countries is assured, then, in the sh}(])rt run,
it is important that each country be left free to use national fiscal polic ’
fo_r countercyclical purposes. Over the course of time, the national ercjzono}-’
mies will become more closely linked through market’s for goods and ser-
vices, and conventional fiscal policies for each country will become I
anq l_ess effectn{e, thus necessitating more and more reliance on re iox?x:j
policies of tax incentives and subsidies. Eventually, it will become ieces-
sary to goordlpate these regional policies because otherwise the income
dlstrlbuFlon will become very skewed in favor of the mobile factors of
production for which different regions are competing. i

III. Econometric Studies

Papers in this part are all based on analysis of natj i
models llpked.together into an integrated syst}:am, altﬁzﬁggilh::: r1ls0 :1:31;(-;
stantial diversity among the systems used by four sets of authors. Pa ers
by :Iohnson an@ Klein, and by Hickman are based on the “LINK”’ systl()em
This system integrates 12 structural models of the principal industriaj
economies and several smaller regional models to form a single system si-
mult.ancously determining output and trade levels in every countr
Helliwell reports an analysis based on the system which links the RDXSS
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Model of Canada and the MPS Model of the United States, while Wael-
broeck and Dramais analyze a system consisting of fairly small, symmetric
models for EEC countries.

The reliability of any conclusion that one may obtain by working
with these systems, then, depends on two factors: the ability of individual
country models to approximate the behavior of the domestic economies
individually; and the accuracy with which the linkages among countries
are depicted in these systems. Models for some major individual countries
have been in existence for some time, and their strengths and weaknesses
are understood reasonably well. On the other hand, some of the country
models, and especially the ways in which international linkages are de-
scribed in these models, are comparatively new; their reliability under a
variety of conditions has not been reviewed as thoroughly as, for instance,
models for the United States and for Canada. For these reasons, with the
exception of Helliwell’s paper which is based on the coupling of two well-
tested models, the results reported in this part of our conference should be
viewed as still experimental in nature.

Johnson and Klein begin their paper by providing an informative dis-
cussion of simulation techniques for large-scale econometric models. The
simulation experiments using the LINK system shed light on two different
issues: (a) the effect of integrating a set of national models into a global
one, and (b) the effects of changes in the “conditions of international
trade.” The authors discuss how different the results of national sim-
ulations can be when international repercussions are taken into account
(through linkage mechanisms). Using the integrated system, they then
analyze the effect of changes in international “conditions” on income,
prices and trade in each country. The set of experiments conducted in-
clude changes in exchange rates, raw material prices, domestic wage rates,
and restrictions on the supply of oil.

Anton Barten, commenting on the paper by Johnson and Klein, lists
a number of questions for which a system like LINK may provide an-
swers. He then reviews the results of experiments reported by Johnson
and Klein, and attempts to assess their reliability by comparing them
against his own expectation of how the present international economic
system is likely to behave. He finds that, in general, the results obtained
from LINK make the world economy more stable than he expected, part-
icularly in its price behavior. We shall comment on this point a little later
in connection with the paper by Hickman.

In a second comment, Alan Peacock wonders how the results of
Johnson and Klein, and of Hickman would be altered if reactions of eco-
nomic policy-makers of individual countries to external and internal con-
ditions are explicitly taken into account. In their reply, the authors accept
Peacock’s suggestion as a possibility in future experiments, pointing out
that it presents no technical difficulty. .

There was lively discussion on this paper from the floor, some of
which is recorded here. Barten observed in his comment that exchange
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rate policy does not influence the balance of
. : payments very much i
}_(‘)'ng run beqau_se prices and wages adjust to exchange rag <:hangelsn 1'tl}"l::
mdb;ck, this implied that excliange rate policy is an effective way o.f in-

ﬂu;ncmg domestic prices. Lindbeck also disagreed with Barten’s formu-

tion of policies. Stanley Black observed that th i

e effectivenes
rate changes on the bala_ir}ce of trade must depend on the ascc?gr;};gl:la?r%e
monetary and fiscal pollcm;s, and that the LINK simulations reporteg bf

iI:/zh?; i{fistl}?kalccct)mgar_lying 1monetary and fiscal policy is more support-
, ely to be 1n realistic situations, the -effectiv.
) ene
rate Ic?ihanglc_els on the balance of trade should be greater * of exchange
ert Hickman in his contribution a i i
R [ ] i nalyzes the international trans-
311)533%22 income P;nﬁ prices using the LINK econometric model ofatnhse
nomy. Hickman uses the system to cal 1
C : ) te own and
country income and price multipli i it o
: pliers associated with cha i
ogenous expenditure. The calculations vi i esponse. of
{ ; . yield a more variable
prices, leading to a somewhat s isi i T the ey
. Urprising result that in general the j
national propagation of pri i than that of il
nation g price movements is weaker than that of real
frongger)cI;ﬁgtI;;ltChannf}ll through which price changes are transnﬁtted
f 0 another within the LINK syster is vi i
In merchandise. Hickman himself ! the confaromr 0 trade
: €. , and others at th nf
that. if o, H [, an : ¢ conference, thought
t, y downward bias in estimates of th i
national propagation of price m Jor reason o 1t b
ovements, the major r for it i
absence of the monetary Jj ’ o5 in the cureens e
oy y linkages between countries n the current LINK
Whoi;ilggegh\::}rlzt()tglers at thehconference, including the present editors,
€I¢ 1s another serious source of d ias i ’
results reported by Hickman Hi the Toptich emihe
I - Hickman chose to use the implic]
of gross national product or of i ot s the i faator
: gross domestic product as th in indi
tor of prices. These deflator Al cators of oes-
' . s are perfectly valid indi ices i
their propes vol e, de a indicators of prices in
: , ey are not well-suited for ‘th i
ternational transmission of prj they are price ok
price movements because th, ice indi
of the value added. As th iti i i 1o ces
. e definitions in the A di i ¥
paper show, the prices of imports are the value aduos mams
. , th > netted out of the value-add i
index. Hence import prices cannot have a direct impact on the CSS]EI’&C:

H)

?rllgféxtlz)ef }saéié:lee 1‘1211?;( og é’uzial goods is explained as a function of the price
i €-added quantity, and the price of i i
1S an acceptable procedure provided th 4 o e i peh s
S an : : ] g at extreme care is used in -
timation and simulation, since it is well known that in this fom?l?ltz?tif);
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downward biases can easily be introduced in the estimation of the impact
of prices of raw materials and other imports on the final goods prices. It
is quite possible that results reported by Hickman are subject to bias from
this type of problem.

It may be noted that the results reported by Waelbroeck and Dramais
using their Desmos model, in which monetary linkages are also neglected,
indicate that the transmission of price effects is stronger than the trans-
mission of income effects. In the Desmos model, the representative price
is a consumer price index rather than the GNP deflator, although one still
suspects that the statistical estimates of the price equations are subject to
biases discussed in the preceding paragraph. Since the LINK system con-
tains a far larger number of countries than the Desmos model, the com-
parison is not very meaningful, but it is mildly suggestive, and reinforces
our impression that the estimates of international transmission of prices
reported by Hickman are probably biased downward.

In his contribution to this volume John Helliwell joins together and
simulates two of the most fully articulated national econometric models:
the RDX2 model of the Canadian economy and the MPS model of the
U.S. economy. Helliwell describes a series of simulation experiments trac-
ing the effects of stabilization policies (usually changes in government ex-
penditures) initiated in either country or macroeconomic variables in both
countries. Several of the simulation experiments are designed to demon-
strate the relative importance of the three principal channels by which sta-
bilization policies are internationally transmitted: trade flows, capital
flows, and migration. Helliwell’s results indicate that U.S. fiscal policy
does have substantial effects on Canadian variables and that these effects
vary depending on which channels of transmission are operative during
the particular simulation experiment. In contrast, Canadian fiscal policy
is shown to have rather small effects on U.S. variables.

Helliwell finds that in both the United States and Canada, monetary
policy has a strong comparative advantage over fiscal policy in dealing
with the balance of payments. This comparative advantage holds over the
entire eight-year simulation period even though portfolio adjustment
effects and induced interest and dividend payments are taken into
account.

In his comment on Helliwell’s paper, Stephen Goldfeld warns that
some of the simulation results for the United States may reveal more in-
formation about the econometric model than the U.S. economy due to the
rudimentary state of the international sector of the MPS model. On the
other hand, he finds that the implications about the structure of the Can-
adian economy seem more plausible due to the comparative richness of
the foreign sector in the RDX2 model. Goldfeld urges that Helliwell shift
the historical period for simulation in future experiments in order to de-
termine how sensitive the results are to the period simulated. He notes
that in nonlinear models the multipliers may vary widely in different his-

torical contexts.
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rence Klein commends Helliwell’s simulation experiments for
heir careful design and makes several suggestions for additional studies.
in proposes that in future work the two models be linked in long-run
simulations. He also suggests that experiments be designed to estimate the
_ effects on Canada and the United States of several of the special factors
~ which influence the bilateral balance of payments such as the Interest
Equalization Tax, EXPO, the U.S. draft provisions during the Viet Nam
War, and the automobile trade agreement.
As indicated earlier, in contrast to the precedi
broeck and Dramais base their results on sitgulatiogsg ;?I:Zyziepneari’f Ylieci:
els of nine EEC countries which have been especially constructed to in-
sure simple and _syrnmetric specifications across all countries. Even 1)
their system contains 258 equations, indicating how eésily an ec.onometri ’
model encompassing several countries can reach enormous size )
The model, Desmos, may be broken into four blocks of e‘quationS' a
factor demand bl_ock, an income and expenditure block, a wage- rice
bloc'k and a trade linkage block. The factor demand block ’is notewo%th
fpr its use of tl}e Hickman-Coen technique to enforce consistency in e}-l
timation of capital and labor demand functions with the underlyi}xll rg-
duction f_unctlon. And the trade linkage block incorporates a reﬁngrgent
glfu:ililﬁgligil;paniau _techn@i:lue for explaining export market shares by in~
1ve capacit i i i i
Cluding explanatofy va}rli:;ll é;atlon and relative production capacity as ad-
. Waelbroeck and Dramais report simulation experiments showing th
Impacts on macroeconomic variables in the EEC of changes in thg exf-:
ogenous components of aggregate demand and of changes in exchan
rates, interest rates and labor migration. There appear to be strong int -
actions among macroeconomic variables in each of the countries fnd (;31':
ilélsteatl}lleilrl:(quer'lglngl _syI(Ijunetry of specifications, each country de;nonstrz-
1vidualized pattern of responses
Waelbroeck and Dramais conclude by sh(I)Jwing hot\(; :Ii(e(i)rg frilozilg (:S;lu(;gkbs
used to help negotiators from the nine EEC countries coordinate nati afl:
pohmes_ to achieve common goals. won
_ Keith Johnson suggests that the specifications of Desmos may be too
simple to represent adequately the impacts of monetary and fiscal polic
In view of experience with the LINK models, he is especially skg ti ZI
about the way in which tax and transfer policies and the distributigncof
Incomes betweer} wages and profits are implicitly lumped together in th
equz‘iyml)ln deterrlmning disposable income. ¢ e
onnson also questions the use of a capaci i
shar_e equations inasmuch as Waelbroeck ang legmrgiesail:;ee l;ss?;e%xfgr:
capital is both 'variable and malleable in the short run. He notes that
under these conditions, the traditional justification for d;:ﬁning ca aci:l
output by evalpatmg the production function at full employment wifh thy
capital sto.ck fixed is no longer meaningful. Finally, Johnson warns thae
the analysis of the “controllability” of the Desmos, model, which relie:
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solely on the signs of the policy multipliers, may be seriously misleading.
He reworks the analysis assigning typical orders of magnitude to the pol-
icy responses and reaches different conclusions than did Waelbroeck and
Dramais concerning the impacts of combinations of policy instruments.

Large scale econometric studies covering more than one country and
linkages among them have a very short history. Those who are engaged in
these studies face much more formidable difficulties than those who are
working with national models not so much because of the size of the sys-
tem but because of uneven availability of data and unsettled conceptual
problems. Three of the four papers presented in this part of the volume
reflect this state of the art and despite enormous skill, ingenuity, and hard
work on the part of authors, the reliability of the results of these studies
are somewhat less than the comparable results obtained from national
models.

The exception to this statement is the paper by Helliwell. There are
three basic reasons why his paper is an exception. Helliwell began his
work with two models which are not only better articulated and tested
than many others and have more careful specification of financial sectors,
but are rather similar in their general conceptual framework. Second, the
data bases for the United States and for Canada are more broadly com-
patible with each other than for any other pair of countries. Third, for
these countries it has proved feasible to formulate monetary sectors which
take into account the most important international monetary linkages. In
the case of the U.S. economy, it has been generally possible to sterilize ex-
ternal flows of capital, and control domestic monetary and financial con-
ditions. Conditions in the United States, in turn, have tended to dominate
monetary and financial conditions in Canada, so the two economies can
be treated as a single system largely independent of the rest of the world.
In the RDX2 model, Helliwell and his associates have formulated an elab-
orate financial sector to incorporate linkages between the U.S. and Can-
adian economies. Thus, in contrast to the other studies, Helliwell’s study
has succeeded in explaining national monetary conditions by explicitly
treating monetary linkages between the countries in his system.

Even with these special advantages, it was a formidable task for Hell-
iwell and his associates to bring the coupled system to the stage where it
is functioning as well as it is. That they have been so successful is a clear
indication that it is possible to perfect linked econometric models of sev-
eral countries to the level where conclusions. based on them are as reliable
as those from the best national models. We are all well aware of the dif-
ficulties and uncertainties associated with numerical estimates of the be-
havior of an economy based on an econometric model, even a very good
one like RDX2. Subject to the same difficulties and uncertainties, the day
when we shall be using these linked econometric models for stabilization

purposes will not be too far away.
IV. Special Case Studies

The papers in preceding parts of this volume are primarily concerned
with western industrialized countries, although the LINK system includes



24 _INTERNATIONAL ASPECTS OF STABILIZATION POLICIES

less developed parts of the world and the socialist. countries in a some-
what Cursory manner. Some would contend that this focus on western in-
dv_.lstrlal countries is entirely appropriate arguing that socialist countries
with central economic plans do not have economic fluctuations, and that
the .problems of less developed countries are not those of cyélical fluc-
tuations but of production bottlenecks and supply constraints. While there
may be some truth in these propositions, the reality cannot be quite as
simple as it suggests. Unless the central planning is absolutely perfect, and
ce}pable of r.esponding to all unforeseen contingencies effortlessly ’there
vyﬂl be occasions, even in centrally planned economies, when the p’roduc-
tion and final demands do not match. And certainly le’ss developed coun-
tries must also experience difficulty in managing the level of final de-
mands in such a way as to utilize fully the available resources and to
maintain external balance. In what follows, Bajt and Behrman examine
?}112 r;lagure of shﬁrt-run economic fluctuations and policies to deal with
respectzselc}:fntra v planned economies and less developed countries,
Aleksander Bajt investigates patterns of instability in the socialist
countries through a series of quite distinct analyses. His first analysis cen-
ters on the question of which sectors in the socialist economies are re-
sponsible for generating medium-term cycles. He concludes on the basis of
correlations between the rates of growth of investment and sectoral output
that most instability arises from investment cycles generated by the lgn-
ning process itself. The investment cycles, however, have declined ix? im-
portance as planners have gained experience over the past two decades
Th}: second analysis deals with short cycles, especially in Yugoslavia.
which according to Bajt have been less important in the socialist econoz
mies than in the west. Finally, in the last section, the author tests a theory
for t'he Yugoslav wage structure explaining intertemporal movements in
relative wages across industries. The last analysis bears on the question of
wach: 1n}?at:ic_>n in the socialist countries.
n his .1scussion of this paper, Richard P i
thor has failed to discuss stapbilli)zation policy sgtiis r%?;igss toouzég?l%gf e
15223)??11128 l:{)et\yeen stc>cialjst countries. Portes notes that the foreign tia?é
S im fosks . : )
sect count¥y e an%?}rle?lt in transmitting fluctuations in expenditure from
_Jere Behrman observes that previous analyses of le
gg;lzilst'have fott,:lused more on questions of grg,wth thanssoge:l%orit)g?lgcsotg:
bilzz 10(1)1s e?rfo e:rklls. ianww of the difficulties which stabilization prob-
designpand usoerof si her C$3 however, interest recently has grown in the
e e Ba hl ization models analagous to those designed for de-
; ries. Behrman outlines the basic building blocks of a short-
term macroeconomic model, comparing each sector within the model to
its counterpart for a developed country. He shows that the determination
of wages and employment is different in economies with both traditional
at_ld_ modern sectors, and that the investment and government sectors have
distinct cl}aracterlstics in economies with substantial foreign and public
sectors. Finally, he emphasizes the potentially destabilizing role which the

«,
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foreign sector can play in economies dependent on critical raw materials,
intermediate goods and capital imports.

Hansen criticizes Behrman for suggesting that the focus of aggregate
demand stabilization is in the modern sector. Countries at the pre-
industrial level may experience severe stabilization problems leading to in-
flation and balance-of-payments difficulties. With regard to the larger
question of designing models for the less developed countries, Hansen -
suggest reliance on Walrasian-type models of individual markets where
hard data exist in preference to the aggregate macro models common {0
developed countries. The Walrasian models permit more detailed spec-
ification of the manner in which policy instruments or €xogenous dis-
turbances affect the individual markets.

Japan is a special case. The structure of its economy and the gov-
ernment policies guiding its development appear to be different from
those for other industrialized countries and are not well known to eco-
nomists in the United States and Europe. Yet, because it is very large and
it has grown very much faster than other countries, the impact of the be-
havior of the Japanese economy on world economic conditions is very
substantial, creating an impression that some of the instability of the
world economy before the Arab oil embargo was caused to some extent
by the behavior of the Japanese economy.

Tatemoto® attempts to clarify the role played by the Japanese econo-
my in the world and in particular the implications of the economic poli-
cies of the Japanese government on world economic conditions by re-
viewing the development of the 1960s. Tatemoto asserts that
macroeconomic policy in Japan is better characterized as growth policy
than as stabilization policy inasmuch as monetary and fiscal policy have
been employed largely to affect the long-run growth path of the economy
rather than to minimize fluctuations around the growth trend. In general,
Japanese policy-makers have pursued an “easy money with surplus bud-
get” policy, with occasional alterations in monetary policy to correct an
external payments imbalance.

Tatemoto maintains that it is not very useful to distinguish between
export- and investment-led growth in the Japanese context. He notes that,
although part of investment was induced by exogenous shifts in export
demand, a considerable amount of investment reflected a government pol-
icy of attempting to anticipate growth in export demand. Thus Japanese
exports and investment are fundamentally interrelated.

Tatemoto rejects the notion that rapid Japanese growth was a cause
of world economic instability observing that the total elasticity of
Japanese exports with respect to import demand in the rest of the world
is exactly twice the eleasticity of Japanese imports with respect to
Japanese GNP. Thus, he concludes that Japan's large balance-of-pay-
ments surplus after 1968 was due to an insufficiently high Japanese

#Professor Tatemoto was unable to attend the conference. His paper was summarized
by Mr. Krause.
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growth rate (or to an excessive growth in import demand in the rest of
the world). Although he faults Japanese policy for not havmg‘ revalued
the yen sooner, he asserts that it should not be criticized for stimulating
excessively rapid growth.

In his comment on Tatemoto’s paper, Lawrence Krause suggests that
the Japanese government’s consistent underestimate of the growth rate
was itself a means of increasing the growth rate. Because the official es-

an examination of the behavior of export prices, Krause concludes that
Japanese growth was not export-led from 1960-68, but that it was export-
led from 1968 through 1971 when the Vietnam-induced price inflation in
the United States may have been the dominant factor. Krause closes by
questioning whether the elasticity of Japanese exports with respect to im-
port demand in the rest of the world should be regarded as a fixed pa-
rameter. Regarding it as endogenously determined, Krause asserts that in-
vestment-led growth and the consequent expansion of industrial capacity
yielded the high Japanese export elasticity. In this sense, Krause believes
that while the rapidity of Japanese growth may not have been 2 cause of
world instability, the unbalanced structure of Japanese growth may have
been a destabilizing factor.

With regard to export-led growth versus investment-led growth,
Akihiro Amano suggests that the multiplier impact of a change in in-
vestment expenditure is smaller than that of an equal change in export de-

tiplier is several times larger than the investment multiplier. Amano sug-
gests that the most serious problem Japanese growth has caused for the
rest of the world has been one of the adjustment to payments imbalances.
He believes, however, that greater exchange rate flexibility will reduce ad-
Justment costs and enable the rest of the world to better share the fruits of
Japan’s rapid economic growth.

There are many questions of international economic stabilization poli-
cies which none of the papers in this volume addresses, and even for those
questions with which this volume is concerned, no participant at the con-
ference would claim to have definitive answers. Nevertheless, by bringing
together several diverse strands of research activities, all of which are

aimed toward the ult_1mate_ objective of more effective stabilization of in-

some perspective of where we are, and that it will serve as a useful guide
for economists and policymakers in highlighting where work is most need-
ed in order to improve the performance of international stabilization
policies.




