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ABSTRACT

In a world rapidly becoming more economically integrated, the spill-
over &ff;nts of policies and actions on other countries have become very
substantial. The 1ssue of how policies can be coordinated in order 10
minimize the negative externalities has arisen. This paper reviews the
record of various forms of policy coordination. 1t explores various aspects
of “constrained decentralized policy making”™ and various levels of policy

coordination. The gains and costs are discussed and some suggestions for

Philippine policy making are given.



Economic Interdependence and Macroeconomic Coordination

by

Cayetano Paderanga, Jr.'

The New Environment

The world 13 rapidly becoming more economically integrated. This was
announced with dramatic flourish by the dismantling of the Eastern European
socialist economies at the turn of the decade and the signing of the World Trade
Urganization accord in Marakkesh in 1993. Rather than a drastic upheaval, the
process has been one of continual opening of individual country markets or of
croups of countries (inspite of the appearance given by periodic announcements of
increasing protectionism and by calls for protection by certain sectors). Figures 1
to 3 show 1otal trade, exports and imports in proportion to gross domestic product
for four ASEAN countries from the 1980's to 1990-94.
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This increased integration in the goods market has been matched by a
parallel integration in financial markets, Figure 4, for example, shows the increas-
ing flow of capital to the developing countries. From 1960's to 1993, there has
been almost a hundredfold increase in annual flows, Tabie 1, shows the average
ratio of capital flows to gross domestic product for some developing countries




during 1980-89. Figure 5 shows the more recent trends of the gross capital flows
ratio.” With the increasing financial flows equity market capitalization has also
increased. Figure 6 shows the increase for the four ASEAN countries. This has
strengthened the integration of the countries' securities and equity markets 1o the
international financial markes. Table 2 shows the inflows of foreign direct
investment (as % of GDP) for selected Asian and Latin Amernican economies and a
similar inference can be dravwn from it
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“This figure uses the financial account of the new BOP format of the Intermational
Financial Statistics.
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Table 1
Rartio of Gross Capital Flows to GDP
(Annual average, in percent)

1980-89 1984-86 1987-80

5.94 Q.77 609

9.10 1010 388

4.96 4.43 7.15

6.20 6.45 .04

21.15 22.99 23.07

5.42 2 425

1.30 1.51 231

3.38 3.46 4.38

3.79 3. F7 3.57

9.15 0.14 10.37

hile 16.70 24 18 15.63
Emgua}' 3,04 457 9.65
‘enezuela 0.48 3.36 9.04
Mexico Q.01 9.05 5. 98

Source: Montiel (1994)
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These data showing increasing integration of world financial markets have
raised fears that countries have become vulnerable to policies and events happen-
ing outside their borders and beyond their control. There is an increasing feeling
of vulnerability to external events and policies undertaken by authorities not
subject to domestic influence. There is also a feeling that policy coordination can
increase the welfare of all participating countries.

Table 2
Inflow of FDI to GDP Ratios
1970 1980 1960
Asia
orea 0.82 0.01 0.30
arwan 0.01 0.10 3.35
ingapore 4.9] 9.36 13.90
[Thailand 0.61 (.58 2.96
alavsia 32 RO S I T
mdﬂnesia 1.44 0.17 0.90
Philippines -0.37 -0.32 1.21
India 0.01 n.a. f.A.
iChina - 0.16 0.96
Latin America
|Chile -0.97 0.76 2.14
Argentina 0.05 (.43 1.93
IMexico 0.84 1.10 1.11
Brazil 0.34 0.80 na) -
[Colombia .60 0.46 1.22
Peru -0.97 0.13 0.0
Venezuela -0.17 0.08 0.93

Source: Urata ( 1994)




Economic Coordination
A. Interdependence among countries

The recent phenomena in international economic relations have led to calls
for econiomic policy coordination. But while the gut impression of desper interna-
tional relationships and heightened vulnerability is easily grasped, the bases and
details of economic coordination require more specification. One proposal
proceads from the increased vulnerability of economies to events happening
outside their pale of control. With increasing global interaction in finance and
communication, the adjustments and anticipation of events around the world are
quite rapid and, because of this, stronger. The impact of external events is both
more difficult to anticipate (and absorb) and larger. Economic policy coordination
(and cooperation) could help in avoiding or moderating the adverse impact of
external events through preemptive and preventive macroeconomic cooperation
or, at least, consuliation.

The other thrust for economic policy coordination stems from the simple
increase in economic interaction because of increased trade, finance, communica-
tion and other channels mentioned earlier. Increased commerce among couniries
brought about by world-wide liberalization and the deepening of multilateral trade
agreements, especially the World Trade Organization, provide opportunities for
interdependent countries. Cooperative or jointly determined macroeconomic
actions can be coordinated for maximum effectiveness. Strictly speaking, itis
only if the openness and the size of the economy are such that it is itself affected
bv the impact of its own actions on the rest of the world that the openness be-
comes interdependent (Cooper, 1983). There are two ways this may operate for
small countries like the Philippines: first. if, as in the present world environment,
countries warily watch cach other and immediately institute countervailing actions
arrainst those which they perceive to have adverse impact on themselves; and
second, if the macroeconomic action’s impact is confined to a smaller area then
neichbaoring countries, even if small, start 1o have strong interdependent relation-
ships’.

*The importance of this phenomenon may be mmierred from the gravity models being
applied to international trade. See for example. Frankel a1 al (1995).

7



Cooper ( 1982) distinguishes four types of interdependence, Srrucrural
interdependence refers to the situation where two or more economies are highly
open with respect to each other that economic events in one strongly influence
economic events in the other. This interdependence implies that each country will
have a strong interest in information about the structure of the other economies.
The ASEAN Free Trade Area (AFTA), for example, is expected to lead to such
close interdependence among the members. That is why there is intensifving
interest in what the other member countries are doing.

Everybody expects increased structural interdependence from the coming
mmplementation of AFTA. What is not so obvious is how each member. even as of
mow. could be watchfully conscious of the real effective exchange rates (REER) of
Ewesy peher member because they are in many cases competing for the same
markets and also thinking of selling to each other. This is interdependence among

E af macroeconomic policy. That is. one country is significantly
iffected by the attainment of targets in another country.

There may also be high interdependence among the exogenous disturbances
to a group of countnies. If disturbances exogenous to 2 group of countries are
highly correlated, these (disturbances) may intensify the externalities due to high
structural interdependence. Unfortunately, the same tendencies which increase
structural interdependence (such as openness. global financial integration, etc.)
may also increase the correlations among exogenous shocks to these economies.

Finally, all of the interdependencies mentioned above give rise to padicy
interdependence. As countries become aware of the externalities among them.
they may start manifesting strategic game behavior when deciding on macroeco-
nomic policy. An international version of the prisoners’ dilemma would he
counter productive for all countries. The "begzar-thv-neighbor” attempts by
countries during the great depression immediately come to mind., On the other
hand, the externalities can also be exploited in order to magnify the benefits {or
lessen the cost) of policies taken in coordination with other countries.

All of the foregoing dimensions of interdependence has led to ine reasmn
calls for economic coordination or cooperation.

B. The need for policy coordination




Interdependence among countries imposes sipnificant externalities or
spillover effects on other countries. Policy actions by some countries have
increasing effects on other economies. Coordination of some form or another is
then seen as a facilitating mechanism for internalizing these externalities (Frenkel,
=t al. 1988). In a departure from the largely self-contained economies in previous
times, countries base their policy decisions on factors that include those which are
bzyond their control. Larger countries which exercise some degree of influence
aver prices, including erucial interest and exchange rates. mav manipulate such
prices to their own advantage and at the expense of others. Coordination is best
seen as a facilitating mechanism for intemmalizing these externalities.

The other argument given for coordination is the presence of international
public zoods. Frenkel, ez al. (1988)

The argument for economic policy coordination under the conditions
mentioned above is not conclusive. There are costs to coordination as will be
discussed below just as there are benefits. And just as in the classical case of
markets for commodities, the optimal choice for an individual country depends on
the costs and benefits leaving things in the uncoordinated situation (the analogue
of leaving things to the market) or committing to the disciplines of economic
policy coordination. This raises a third alternative (i.e, besides coordination and
laissez faire), the acceptance of a common set of rules designed to reduce or make
visible the externalities that countries impose on each other.

Once we accept the conclusion that the uncoordinated environment is
untenable, it is the third alternative which can be the benchmark against which
coordination is compared. Grant, for example, the case where uncoordinated
national policy making imposes costs which overwhelm the benefits of independ-
ent policy decision making. One may choose to lessen the cost of externalities by
accepling mutually agreed-upon rules for evervbody to follow. Within these rules.
countries can implement policies based on the (residuallv) national conditions
alone. The rules may lessen the externalities enough such that the net benefits of
this "constrained decentralized policy making” may be superior to closer coordina-
oM among countries.

In a way, the combination of the Bretton Woods agreement on the Interna-
tional Monetary Fund (and the World Bank) and the General Agreement on Trade
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and Tarifts is an application of the "constrained decentralized system.” Countries
accepted some restraints on their ability to structure trade and tariff policies and
adhered to a system of generally fixed exchange rates in the belief that these
would expand world trade and this would benefit evervbody. The unprecedented
growth in the world economy during the succeeding forty vears is taken by most
observers as an indirect validation of that belicl. [t is also a model of how some
other version of constrained decentralized policy system can operate. Table 3
shows the results of Harrison, Rutherford and Tarr (1993) indicating the short-
term and long-term welfare effects of increasing openness and global integration.
Table 4 focuses on the welfare effects of the agricultural reform component of the
recent Uruguay Round.

Ehe general observation is that the deepening openness in trade through the
WD and the increasing globalization of the financial SVStem requires more
Soorcimation.  Ihe guestion for a country like the Philippines is whether a deepen-
Ing ofthe constrained decentralized system (i.e. additional rules but with esser-
tallv the same mechanism) is superior to one with more formal (and periodic)
coordination.

C. Methods of policy coordination

The exact manner of coordination has many levels and dimensions.
Several aspects of economic policy can be the objects of coordination. Cooper
(1984) identifies three. First. zoals can be coordinated. There is a presumption
that if goals can be coordinated, the relevant macroeconomic policies will auto-
matically coordinated. Goals can he competitive, common or+elated to one
another only through general economic interdependence. Sometimes zoals are
directly competitive as in exchange rate targets where bilateral and multilateral
current account balances are directly affected. Here countries may already get
engaged in strategic game behavior by. for example, pushing for agreements on
goals which favor themselves.

Second, information mizht be "coordinated” or exchanged on goals,
forecasts, economic structure, and intended actions. [ndividual countriés can then
act on the basis of more accurate information on other countries' future economic
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tBe 2 step towards incorporating, though incom-

3de and uming of policy actions might be coordi-
alone_ several levels and combinations of commit-

10us aspects above can be under a strong intercountry

8t envisioned under the European Monetary Svsterm,

pacedurss but with each country reserving policy imple-

ger 2 looser system of periodic talks among the major

Beasts and intended policy actions are discussed.

of the discussions also have to be agreed upon and

sider the exact combination in deciding whether

5 : tageous to themselves. Width or range

ded in the discussion. A zood example of

fe Organization (WTO) which includes in its

—;" RIMs (rade-related investment measures),

5\ and agriculture in addition to trade in com-

| eovered by the General Asteement on Tariffs

Zinction in range of coverage of macroeconomic
g will afford more areas for trade-offs which

greements easier to achieve. On the other hand,

srings in more domestic sectors Lo consult, lessening

niernational negotiations.

Bations refers to the specificity and disaggregation of
_‘- range from broad commitments on macroeconomic
#5 on such specific items as tax policy changes. The issue
0 agreements on, say, the government deficit will have
fteral current account balances depending on how the deficit
L A similar distinction can be made in structural policies.
pore specific agreements are harder to achieve and may put

g =l




Barriers to macroeconomic coordination exists. however. First: interna-
tional policy bargains that involve shared objectives can be frustrated if some
policy instruments are treated as objectives in themselves (e.g. exchange rates),
Second, there can at times be sharp disagreements among countries about the
etfects that policy changes can have on policy targets. Part of the game behavic-
can be expressed in trying to get the others to agree to elasticity estimates which
favor one country. Third. countries may disagree about the impact of policy
instruments on targets. While the differences here can be narrowed by analytics.
studies, national agenda may preclude truthful exchange of information. Fourth.
there remain huge cross-country differences in the degree of interdependence.
‘=ading to differences in willingness to submit to disciplines. Finally, interna-
Bonal bargaining comes after domestic bargaining, i.e. compromises between
growsth and stability at the national level may leave little room for further comp:
Eise a8 the miemnational level.

D. Expenence with clobal economic policy coordination

In some sense the Bretion Woods Agreement in 1944 provided for decen-
tralized national policy making under certain restrictions --- in this case fixed
exchange rates needed for expanding world trade. While there have been varion:
criticisms. that arrangement allowed an enormous increase in trade and an un pres
edented rate and length of economic growth throughout the world, This arrange-
ment unravelled when growth in other countries tipped the sconomic balance
toward more equality between the U.S. on one hand and Japan and Europe on th:
other and when the U.S. could no longer bear the nth country obligations under t:
Bretton Woods agreement (i.e. low inflation and disciplined fiscal balance).

~

The formal rupture in the old arrangement occurred August 15, 1971 when
the Uruted States broke the link between the cold and dollar and the sther coun-
tries consequently had to adjust the values of their currencies, The ten percent fax
on imports that the United States imposed was meant 1o signal how much they felt
the other currencies should adjust their exchange rates with respect to the U.S.
dollar. On December 17-18, 1991, the Smithsonian Agreement attempted to save
the Bretton Woods system by raising the price of gold 1o $38 per ounce and
expanded the exchange rate bands of the major currencies to 2,25 perceént-arounc!
their new par values (up from one percent under Bretton Woods). However. the
system could no longer be salvaged and on February 12, 1973 the United States
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devalued the dollar by ten percent and all the other major countries allowed their
currencies to float against it. This floating rate system has persisted to the present
with all the major currencies (the U.S. dollar, the Deutschmark, the British pound,
the Japanese yen and the Swiss Franc) without any fixed official exchange rate
with each ather.

The breakdown of the Bretton Woods exchange rate system turned out to be
an important stimulus for international economie policy coordination. With
floating exchange rates, governments found out they had more control over their
macroeconomic policies and proceeded to operate in a manner that was relatively
free of the Bretton Woods constraints. However, the enlarced space for discre-
tionary national action led to uncoordinated directions for major economies and
markets, resulling in increased external uncertainty. The consequential difficulties
provided the impetus for the summit conference in 19735 where inflation and
balance of payments issues occupied the ministers' time. Subsequent discussions
were carried out under the Group of Five or Seven framework.

Ad hoe coordination of macroecenomic policies was significantly exercised
for the first time in 1978 at the Bonn conference where Japan and West Germany
agreed to accelerate their growth and the United States commined 1o control 1=
inflation and oil problems. In 1982, the major industrial countries agreed 10
strengthen multilateral surveillance at the Versailles conference. This was
ntensified with increasing elements of policy consultation and coordination with
the Plaza accord in 1985 where an orderly appreciation of major non-dollar
currencies against the U.S. dollar was deemed desirable. Governments and
central banks of the five major nations declared their willingness to cooperate in |
order w achieve this objective. The Louvre Accord and December statement of
1987 confirmed this. A recent example of this cooperation was the episode last
vear when the central banks of major countries {especially the U.S., Japan and
Germany} jointly acted to successfully reverse the appreciation of the ven and the
deutschmark against the U.S. dollar.

Grober (1988) concludes that these summit meetings fell short of policy
coordination in favor of a limited cooperative approach designed to reduce risk
and uncertainty for national policies. Discussion was directed at harmonization of
policies and priorities. judgment on the functioning of economies and of national
strategies rather than on policies themselves. "True policy coordination,” accord-
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ing to him would require participating countries to agree on national measures that
are different from those implemented without coordination.” In reality, and
especially where the process is periodic and continuing, this is difficult to distin-
guish because the discussions will already influence national decisions long before
the inconsistencies become glaring.

A more formal version of policy coordination, of course, follows the
structure proposed for the European Monetary Union under the December 199]
Maastricht treaty became effective in November 1993, In the final stage, envi-
sioned to be implemented by January 1997 (or January 1999 at the latest), ful fill-
ment of the four convergent criteria governing inflation rates, fiscal deficits,
mterest rates and the exchange rate. Under this framework. members will be part
of an sconomic and monetary union with the commencement of a European
Wﬂﬂmmﬂ Banks, the irrevocable fixing of currencies against the ECU,
%m_mmmn of a single currency. Under this system, member
countries gove up almost 2l of their independence for macroeconomic policy
making in return for the attainment of a single commodity and financial market.
The implication is that the expected benefits of a larger market outweigh the loss
of benefits from independent macroeconomic policy action.

E. Economics of Policy Coordination

The gain from economic policy coordination comes from several sources.
First, is the basic increase in welfare coming from increased commerce —- goods
and services included —— among countries. This is the objective of multilateral
trade agreements such as the World Trade Organization. Economic policy
coordination, by further diminishing the uncertainty in the trade and foreign
exchange areas, adds to the intensity and breadth of commerce among the mem-
bers. Althoush it contains other ingredients, the European Common Market is a
good example of how a smaller grouping can enhance trade even beyond alobal
multilateral systems (in this case GATT).

The second source of zain from policy coordination is the reduced uncer-
tainty as countries exchange more information about their economic situation,
structure and policies. The third source also comes from reduced uncertainty
when countries unmistakably convey their intentions in economic discussions. A

16
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Lome from the increased ability of countries to
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supported by the experience of multi-
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squire policies which are in some fundamental sense good
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there are costs to economic policy coordination. The

S of strategic behavior in relation to other countries, e.z.
pe As more information is available and policy reviews are
1o undertake this behavior is drasticallv reducad. The
l‘l}th political and economic, comes from the reduced
m £n and time policy responses to exiernal (and imternal)
o of both developments leads to a reduced ability to design
med 10 2 country's circumstances. The trade-off is of cours=
sstances afforded by the positive externalities of economic policy

pomic Coordination for the Philippines

ne situation

ailippines also shows the general trend of increasing openness. Fiaure
# fotal rade has increased as a proportion of gross domestic product

'_‘- pines and the other ASEAN countries. For the Philippines, the

Ws an increasing percentage since 1986, a recovery since the lowest
_'_5. This can been seen from Figure 7. Figures 4 and 6 also show

flows o developing countries have increased and how the equity
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market capitalization has increased tremendously in the Philippines in the last few
vears'. The gross capital flows ratios and foreign investment inflows for the
Philippines suggest the increasing openness of the capital accounts over past one
and a half decades, particularlv in the nineties.

Philippine External Trade
As % of GDP

#8980 1960 1970 1975 1980 1985 1990 1995

— Expons — imports — Trade |

Figure 7

Gross Capital Flows
RP, % of GDP

1978 1980 1982 1584 1986 1988 1920 1992 1994

Fizure 8

“The absolute values for Thailand and Indonesia are larger but because their economies
are bigger. the percentages are clustered closer.
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An interesting 1ssue 1s the increase inimteraction among ASEAN members with
the implementation of the ASEAN Free Trade Acreement (AFTA) and the
possibility of deepening of the Asia-Pacific Economic Conference (APEC). The
increased trade among the ASEAN members are expected to deepen the inter

Foreign Investment Inflows
: Philippines

Ciellars

U1 3000

Millian U

0 . :
1979 1982 1985 1988 1901 1994

Ficure 9

dependence among these countries. Simulation results by Tuh and Low (1990,
for example, show there will a decrease in domestic income multipliers and an
increase in cross-country multipliers with increasing intra-ASEAN trade. Table 3
show the change in multipliers with a 50 percent increase in ASEAN Trade. That
is, interdependence increases with increasing trade openness. They conclude
further that "better coordination of trade policies and national policies ... become
even more important” under these circumstances. Yap and dela Paz (1990) also
showed that "while the effects of external shocks on domestic economies could be
reasonably estimated in isolation. there is some worth in testing the effects using a
linked model.." An integrated outlook may. therefore. be useful for national
policy making.

“Although their results show decreases (compared to the base runs) in some
macroeconomic vanables with increases in intra-ASEAN trade.
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Table 5
Simulation Resuolts of an Increase ASEAN Trade by 50%
Income Multipliers with respect to change in final demand

Gl 32 (3 34 35
[l2) Period 2
Indonesia Y1 24150 00963 0.0508 0.3554 0.0319
Maiaysia Y2 0.0295 1.5485 0.0374 0.2904 0.0571
ilippines Y3 0.0105 0.0408 3.0867 0.0450 0.0109

¥4 0.1078 0.2967 0.0341 1.2480 0.0786
Y5 0.0200 0.0835 0.0117 0.1117 2.5057

b} 50° imcrease in ASEFAN

Trade

ndonesia Y1 23331 0.1573 0.0766 0.4509 0.0555
lalaysia Y2 0.0479 1.4100 0.0525 0.3399 0.0809
Philippines ¥3 0.0169 0.0579 2.9978 0.0610 0.0173
Singapore Y4 0.1368 0.3472 0.0474 1.1014 0.1031
Thailand Y5 0.0325 0.1184 0.0190 0.1471 2.4077

rbHa} Differential
[

ndonesia Y1 -0.0819 0.0610 0.02539_0.0935 0.0236
Malaysia Y2 0.0184 -0.1385 0.0151 0.0495 0.0239
[Philippines Y3 0.0064 0.0171 -0.0889 0.0160 0.0064
Singapore Y4 0.0291 0.0504 0.0133 -0.1466 0.0245
Thailand Y3 0.0125 0.0350 0.0073 0.0354-0.0980

Source: Yap and dela Paz (1990)

This increasing interaction raises the possibility that the Philippine economy
is now substantially integrated with slobal financial markets. In the last tew
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vears, policy relorms have made it increasingly so (Paderanga, 1996). Sakai
(1994), for example. asserts that Philippine interest rates are more correlated with
New York and Hongkong interest rates than to domestic supply and demand con
ditions. Figures 10 and [ 1 illustrate Sakai's hypothesis. A rough and preliminary
test using the uncovered interest rate parity condition (Paderanga and Tan, 1996)
indicates that the Philippines is financially integrated to the rest of the world®. At
any rate, the current trends in the economy points toward increasing openness and
integration within the next few years to a degree that economic vulnerability and
the need for economic policy coordination have become serious issues.

Interest Rates
US, HK and the Philippines

Fercent

5 - "

1887 1268 1989 18580 1551
:uE{TEj - Hong Kong - Philippines (T2}
Fizure 10

* Montiel's {1994} results using the uncovered interest parity test indicates otherwise.
However. his test covered an carlier period than ours.

]
23 |




Quarterly Interest Rates
US and the Philippines
4 =20
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B. Policy coordination for the Philippines?

The Philippine economy is now more intesrated in trade and financial terms
with the rest of the world and will rapidly become more so in the medium term.
This is especially true for our relationships within ASEAN. It will also be true
within APEC when cooperation there accelerates as recent trends seem to indicate.
The question betore a small, open economy like the Philippines is whether to
commit to economic policy coordination, how deep, and under what arrangements.

The gains from economic policy coordination, including more agreements
in trade and investments, will come from increased access to a larger market.
Under AFTA. the ASEAN market is no longer in doubt. There. our task is how to
adjust to the new conditions. APEC offers increased access just by-the mere
exchange ol information and easier connections even under its most modest
agenda. In both cases, the strategy of the Philippines to develop under open
markets will be tremendously facilitated. Table 6 shows the surge in intra-Pacific
trade duning the 1980's. This has continued unabated up to the present.
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Table 6
Intra-Pacific Trade

1980 and 1999
1980 1990

1. Intra-Pacific trade 378.0 93913

(billion of US %)
2. Intra-MNorth American trade

Dollar value (billions) 102.0  230.0

Share of (1), percent Zaak¥: [ 245
3. Imtra-East Asian trade

Dollar value (billions) 1007 2863

Share of (1), percent 270 305)
4. Trade between North

America and East Asia

Dollar value (billions) 118.6 326.0

Share of (1), percent 514 347

Source: Dobson (1993)

Increased confidence in our ability to weather crises is also enhanced by
{a)increased and earlv exchange of information on economic and political devel-
opments, (b) complementary agreements regarding assistance during crises (for
example, temporary liquidity arrangements to respond to adverse capital flows),
and (c) specific cooperative agreements which may be expected to follow. These
have the immediate effect of decreasing country risk and, therefore, lowering the

g
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cost of capital and of doing business. Increased access to resources resulting from
this can accelerate development.

Costs of policy coordination

The costs of policy coordination consists primarily of the loss of inde-
pendence and ability to maneuver. First, the policy instruments available are less.
For example, in that environment the ability to target the exchange rate or use the
exchange rate to target levels of current account balance is severely curtailed. The
room for strategic behavior 1s rendered extremely limited. No longer available are
the predatory export programs and competitive exchange rates used by Japan and
the NICs in the past’. Second, there may also be restrictions on the depth and
smung of policy instruments which are still available. For one, policy changes
with significant impact on other members will need to be consulted before being
used. A bureaucratic and complicated process may be required before use of some
policy mnstruments. This mayv make decision making unwieldy and inflexible,
resulting in opportunity losses. Finally, because of the limitations on policy
instruments, some development strategies which rely on programs that exploit
strategic behavior may no longer be available. At any rate, this commitment
constrains policy independence 1o some extent.

D. Recommendation

The Philippines needs to recognize that there are costs and benefits to
cconomic policy coordination and act on that basis. In the end. it will have to
decide whether it is a net gain or loss to commit to economic policy coordination.
The following recommendations fall into two pans: First, are suggestions for a
research program to 1) add up the costs and benefits of joining an economic policy
coordination agreement, and 11) identify the areas where policy coordination will
have adverse impact and how to insulate these areas: second. are suggestions for
the government to formulate a strategy agenda for the discussionson policy
coordination.

‘Former Taiwanese Minister for Economic Affairs K.T. Li once asserted in a private
conversation that they did not have an exchange rate policy per se. But after they realigned the
New Taiwan Dollar in the late 1950's. they had a policy of low intlation {which etfectively
achieved real exchange rate depreciation under fixed nominal exchange rates).
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The research program needs to identify the areas of the economy which
would have benefited from an environment without policy coordination (e.g. one
where strategic behavior would have been advantageous for us) and analyze how
the new environment will affect these areas. The costs of inflexibility in decision
making and loss of some instruments may not be easily computed but these still
have to be recognized. These costs will be weighed against the asainst the
benefits of committing to policy coordination (some of which can be estimated, as
in the benefits from increased trade).

The government can then formulate a strategic agenda for approaching the
economic policy coordination discussions. Several components can be identified
this early. First, we can negotiate to exclude certain areas where we expect some
losses. Second, we tan negotiate for temporary differential treatment for countries
under certain conditions. Third, we can also propose a system where INter-country
assistance is available in case of adverse externalities due to policy coordination.
Finally. we can formulate the rules which we feel are optimal for the Philippines
and push for their acceptance.

In the case of economic policy coordination, the correct answer may not be
categorical ves or no. Rather, it may be how we shape the rules and the mecha-
nisms to address the opportunities and problems presented by the changing
environment. The challenge for the Philippines is how to alter its policies and
decision-making and negotiating mechanisms to take full advantags of the
opportunities provided by increased economic cooperation (and wharever coordi-
nation may be collectively agreed upon).
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Appendix:

1978

1982

1983

1936

(987

MNle:

Some International Coordination Agreements

Smithsonian Conference on exchange rates,

"First" economic conference, when inflation and BOP diseguilibria had
upset the world economy. {Subsequent annual meetings of heads of seven
major industrial countries followed using the Group of Five or Seven
tormat).

Bonn Economic Summit: Japan and Federal Republic of Germany agree to
accelerate growth while ULS. agreed to control its inflation and oil prob-
lems. (Ad boc coordination of macroeconomic policies begin).

Versailles Economic Summit: Called for the strengthening of multilazeral
surveillance.

Plaza Accord: Elements of policy coordinarion appeared.

Tokvo Economic Summit: closer and more frequent consultations in-
between annual meetings.

Louvre Accord: Elements of policy coordination reinforced., February,
Statement of the Group of Seven in December also restated this,

Excluded from this list would be the near continuous diséussion and deci-
sion making at the executive boards of the International Monetary Fund and
the World Bank.




