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Summary

It is increasingly recognized, especially in a more integrated world
econeomy, thar strucrural pollcies have important implicacions thar transcend
natLonal boundaries. This paper explaores how growing Lnternarlonal economic
integratrion has affected the conduct of structural policles. 1t argues that
the Internationalization of marketrs has Increased the urgency to reduce
domestic distortions through appropriate structural policies for two major
reasons. Flrst, the world economy will fall to reap the full benefits from
liberalizing internarional markets unless the removal of domesric distor-
tions accempanies the globalization of markets. TIn particular, the inter-
narionalization of flnancial markets has tended to raise the welfare cnsts
assoclated with domestic distortions. Second, as the Iintegration of world
markets has proceeded, structural policies have become increasingly
important in affecring domesric demand and in determining the success of
policies aimed at railsing domestic absorption.

After describing the effects of recent investiment Incentlives in the
United States on the rest of the world, the paper investigates the inrerna-
flonal transmission of structural policies more generally. A country that
independently pursues supply=side reforms is likely to attract capltal from
abroad and to worsen its external accounts, especially if these reforms
ralse the after—tax return on domestic capital or increase the fliscal defi-
cit. At the same tfime, orher countries typically experlence capiftal out-
flows, which may expose the costs associated with distortions In thelir econ-
omles.

As regards the Infernarional coordination of structural policies,
varlous difflculties {in formally coordinaring policles) reduce the scope
and deslrabiliry of coordinating reforms in particular areas. However,
there Is a greater need and scope than at present for coordinating trade and
rax pollcies. With respecr to taxation, countries could make a greater
effort, for example, In homogenizing the taxable base for corporate ilncome
taxat lon, the tax treatment of interesr Income and expense, and the faxation
nf energy.

The paper concludes with some 1mplications for structural policv in the
Federal Republic of Sermanve TE sugpests that parcicular structural policgy
measiures there can make an important contribution to the inrernational
macroeconomic adjustrment process by reducing the German investment-savings
imbalance. Such measures have become more urgent and desirable in view of
structnral policy developments in other industrial countries.






AL the April 13, 1988 meeting in Washington, D.C., the Finance
Ministers and Lthe Central Hank governors of the se et major industrial
countries "...agreed that greater attention will be given Lo structural
reforms to increase the [lexibility of their economies and tu improve
prowth and adjustment."” 1/ This reference tu structural reforms was
made In the context of the policy coordination agreement reached al Lhe
1986 lokyo summit and strengthened at the 1987 Venice summit. It
implies the recognition, al the highest otficial ltevel, that these
relorms are important and have 1mplications that transcend national
boundaries.

In claosed economies, structural reforms or supply-side policies
attect only the country initiating Lthem. 2/ Howewver, in today's hipghly
interdependent counomies, they inevitably have spillover ellects on
uther countries, The sine of these etfects 18 likelv 1o depend both on
the site ot the wcuncmy where the reforms occar and vn the degree of
openness of thal wconemy.  Structural reforms in the United Stales,
Cermany and Japan, lor example, can be expected to have noticeable
repercussiouns on Lhe rest of Lhe woold,  However, these ars ooy the uuly
countries cApalble ot generating signiticant spillovers. The remaining
Group ol Seven (G-7) counlries, as well as some olher large countries,
can alsoe canse noh-neglipible external etffects.

The internaticnalication of financial markets (see Ralph Bryvanu.
1957, the Increasing impurtance ¢f loereign trade (see Stanley Fischer,
1987), the growing role played by multinaticnals (which may set up
integrated plants in difterent countries), and the preater mobilicy ol
skalled labor hawve all contributed tn the wrowing interdependenc s ot Lhe
world's economies (see Pables | and 2). This interdependence puaran!wes
that policy developments in a large industrial country will he telu by
fther countries. As Lhe world inexorably moves toward a truly plobal
cconomy, individoaal counlries are becomintg parts ol that econumy, just
a: rhe American states are part of the U.S. economy, 11 1s na lunger
unusual tor, say, an Anerican mullinaticnal company, perhaps using
Japanese technolupy and Turkish labor, Lo produce 10 Germany, and to
sell goods tu Lhe Unidted States,

While in recent years much arlention has been pard to the dumestic
aspects of supply-side pelicies, the international tmphicavions ot Lhe o
policrtes have wenerally been 1gnored.  Howewver, as indicated hy Lhe

gquotation from the statement of the G-7, this situation is changine;

there 18 4 growing recogn?tion that tax reforms, retorms of biodancial
and labur markeis, reforms ob trading practices, and various 1 ypes ol

deregulation aflect ol Just the economy of the ceantry in which they

are introduced but also the =conomies of ether nations,  Some of the

1/ "Statement ot the Growp of Seven' Issued in Washinpton, O, on
April 13, 1988,
i In this paper, the lerms stroctural retorms and sapply-side

policies are used as svnonyms.



Table 1. Exports and Imports in G-7 Countries, 1957-8b

(As percent of GLP)

Exports f.o.b./GDP Imports c.i.f./GDF
1957-66 1967-76 1977-86 1957-66 1967-76 1977-86
United States 3.99 4.97 6.52 3.25 5.26 8.80
Canada 15.29 19.60 24.30 15.65 18.76 22017
Japan 8.34 10.00 11.93 10.20 9.384 10.50
France 10.14 13.52 17.78 10.40 14,51 19.51
Germany 15.18 16,74 25.40 14,20 16.56 22.49
Italy 9.98 15.17 18.85 12,39 16.99 21.15
United Kingdom 14.40 16.38 20.76 16.78 19.95 2.6

Source: IMF, International Financial Statistics.




Table 2. Dimensions of International Bond Markets, 1970-87

{In billions of U.S. dollars)

Eurobonds Foreign Total International

Year Total $-Denominated Bonds Bond TIssues
1970 3.0 -= 1.6 4.6

1971 3.6 - 2.6 6.3

197: 6.3 3.9 3.4 9.7

1973 4.2 2.4 3.6 7.8

1974 2.1 1.0 4.7 6.9

1975 8.6 3.7 11.3 19.9

1976 14.3 9.1 18,2 32.

1977 17.7 11.6 14.5 32.2

1978 14,1 7.3 20.2 34.3

1979 18.7 12.6 22.3 41.0

1980 24.0 16.4 17.9 41.9

1981 31.6 26.8 21.4 53.0

1982 51.6 44.0 26.4 78.0

1983 48.5 3d.4 27.8 76.3

1984 79.5 63.6 28.0 107.4

1985 136.7 97.8 3t.0 167.8

1986 188.7 119.1 39.4 228.1

1987 140.4 56.7 36.8 i77.3

Source: Morgan Guaranty Trust, World Financial MarkelLs, various
issues.




consequences ol the 1ncreased interdependence amone the coonomivs in
relation ta supply=side policies are discussed in the rest of 1his
pa per.

I. Interdependence and the Cost ot Domeslic DistorLivhs

This section discusses how the tnternationalication ol tinancial
markets has increased the urgency Lo reduce domestic disturtiuns Lhroagh
Appropriate structural policies. Regardless ot whether eoonemives are
closed ur vpen, distortions have wellare costs,  For example, an
investment Incentive will always attraclt more capital o Lhe advianiaed
activily Lhan would be the case in the absence of the incentive. [l Lhe
incentive 15 not Justitied by the existence of some aenuine exlernal iy,
there will be a welfare cost assoclated with L. Metallis mutandis, a
disincentive to a given activity, say Uhroupgh the tax system or throayh
a regulation, will always reduce the amount of resources allucated o
that activity. Howewver, Loth the domestic cusrs and worldwide costs
assuctated with these distortions are Likely te be smaller in clused
than 1n open economiest in open wcconcmies with unrestricted movement ol
capital, a distortion associated with a subsidy Lo a given activity ia
Tikely 1o attract more capital Lo thal activity than it would in cloused
cconomies because the supply of capital is more elastic. Similarly,

a distortion that reduces the atler~tlaz rate ot Telurn Lo a g1wven
artivity decreases investment in that activiLy by more Lhan would be Uhe
case in closed economies because investors have the option 1o invest
abread.

The interpnatiovnal ization ot financial markets has, in ellect,
caused investlment Lo become mure sensitive with respecl 1o inCehld ces.
This has raised the retevant elasticities and, thus, the wellare costs
associaled with given distortions. As the inlegration of capital
markels proceeds, Lhe cost of maintaining dislartions in any country
tends Lo 1ncrease. This 1s nol Lhe place Lo provide a rigorous prool ol
the proposition advanced above. 1/ However, a few cxamples mav help
make the basic point in an intuitive fashion.

The existence ot a large tiscal deficit vypically implies a
substantial distortion {see Feldstein, 193%). The "services" provided
by the povernment are "sold" at 1uo low, implicit, tax=prices. In
additiun, the flscal authorities will eventually have Lo ralse Lawres,
which are likely to be distortionary, to cover the debt service. In
clused economy with a high household saving rate, dumestic savings may

1/ Using a two—country inlertemporal equilibrioam model, Lans
Buvenbery (1986) demonstrates how the welfare costs of captral iucome
Laxatinn depend on the depgree ol openness of an econemy.




be sulfrcient Lo finance the tiscal deticit withoul high inlerest
rates, 1/ wspecially if investment opporturitics withon the country
are [imited., This was the [lalian experience over Lhe years. With a
net household saving rate out of disposable houschold income ot over
20 percent, and with a relatively closed capital market, ltaly's tiscal
deficit, until recently, was financed relatively gasily because the
Investment oplions available to Jralian families wers limited.

I't one thiuks of the Italian tiscal deficit as a distortion, itx
cusls were contained by Lhe relative closedness of the lvalivan financial
markel and by the high savings rate of Italian households. lowever, 1o
recent years. ltalians no longer had Lo accepl luw rales of return on
their savings since the Increasing openness of the ltalian tinancial
market allowed them to progressively invest these savings ahroad.
Obstacles 1o capital movements are cqguivalent tu implicit taxes on
savers., The higher the difference between the rate ol return that
savers could have received abroad and the one they actually recelved at
home, the higher is the tmplicit tax rate. Whereas tinmancial liberali-
zation remaved these implicit taxes, it alsa raised the deticit
distortion by torcing the povernment to pay higher real rates of
interest on government bonds {see Francoe Bruni, Alessandro Penati,
and Angelo btorva, 1988). Furthermore, because of the high and growing
ratin of public debrt to gross naticenal product, and because ot Lhe
Increasing likelihood that at some puint the gwovernment eilher will have
Lu i1ncrease Laxes ta pay tor the debt service or will have to rely on
Lhe moneticatioun of the debl, Ttalian real rates are now nol just egual
tu bul generally higher than Lhose in clther industrial countries (Bank
tor International Settlements, 1987, p. 7). Thus, Lhe 1nternational-
zatinn of financial markels has raised the cost of running tiscal
deficite in Italy.

Tax rules procide ancther exanple of the relaticoship bhetwesn open
tinancial markels and weltare costs imposed by distoctions, Mitferent
countries Lreal interest deductions, and especially those connected
with mortpage payments, dilferently tor personal 1nocome Lax purpnsds.

In some cuuntries {the United States, for example), households can take
an almost unlimited tax deduction [or nominal interest payments on Lhelr
home mortgage.  Furthermore, the imooted rental income ol Gwner—accupted
housing is not taxed and capital gains on hemes are taxed only on
accrual, 2/ Other countries (for ceample, Canada and Japan) rigidly

1/ Martin Leldstein (1989%) shows Lhat the wicess burden associalod

with debt financing rises with the resl anterest rate on poblie deto.

2 Phe tax Jepislation ot the United States abllows the deterral o
the capital wains trom Lhe saie of 5 principal residence when anothor
restdence costing at least as much 1s purchased within Lwo years of Ul
sale ol the tormer one. Moreowver, a one-vine cxclosion ol $105,000
capital palns ts allewed 1o home sales lor taspavers 5% yvears of age and
older.  In view of these provisions, the effective tax rale on capdlal
gains from owner-occupled housing 1s Tikely Lo be close to cera.



Limit ynverest deductions on mortgages., Still others, white allowing
Lthese interest deductions, Lax imputed rental income 1n some torm ([ur
evample, Belgiwu, the Netherlands, and Sweden).

A tax rule that favors a given inveslmenl aclivily—-residenlial
construction, lor example--135 likely Lo attract too much capital, trom
an etticiency point of view, Lo that activity. The excessie Investment
In a subsidiced activity will become greater in a world where increasing
tnterngtionat mebility of financial capital causes real interest rates
Lo approach some sort of parily among countries. The experience of the
United States (and some Nurthern European countries) seems Lo support
this canclusion, Tax rules have probably led to overinvesimant in
residentlal construction in the United States and teo underinvestment 11
Japan.,  As a conséguence, Lthese tax rules are likely to have reduced
wellare in both countries. Moreover, these international ditferences in
tayx rules have tended Lo alfect negalively 1the current account of the
balance ot payments of the United States and positively that of Japan
(see Vite Tanzi, 1937a and 193#b: and Mitsuhiro Fukao and Masahara
Hana:aki, 1987)., This ceample points to the need Lo conrdinate amany
industrial countries the tax Lreatment of investment and intoerest incom
as well as Lhe Lrealment of interesl expenses.

The second best theory it weltfare analysis tells us that removing
sume distortiens in a world where many distortions remain does not
necessarily improve welfare., Theretore, liberalizing international
trade and international capital flows (i.e. removing some disturtions)
will nol necessarily improve world efticiency if this process ot
international liberalizatiun 1s not accompanied by domestic liberali-
zation. The world economy will reap the tull benetits trom liberalising
imternat tunal markels only 1f econemic inlegration 15 accompanied by Lhe
removal ol domestic distortions.

1. Relarionship Between Supply-Side and
lemand Manggement Policies

This secticnh outlines various reasons why structural policies
are becouming increasingly important in determining domestic demand as
Internationadl markets become more 1ntegrated.  In closed econamies
atid in Lhe absence of exlreme assamptlens, such as tull Ricardian
Equivalence, expansionary demand management policies often succeed on
raising dumestic absorplion by raising agprepale demand, espectally
1f some usable resources are unemployed or underemployed.  In Lhese
ceonamies, Lhe authorities can raise Lhe le.el of consumption by
increasing dispousable income Lhrough Dhirscal means (tax culs or increased
transtfers). Morecver, Lhev can stimulate investment by lowering the
custl of capital through a nmore expansionary monetary policy. When .
country's economy becomes more clasely integrated with the cconomies ot
other countrics, the success ob depdnd management policies in
stimulating economic activity «111 come to depend progressively more on
the structural policies thal the country pursues. Structural rigiditiea
can easily reduce or even invalidate rhe effectiveness o traditiunal
demand management policies.




To railse absorption and to attract more domestic and forcign
investment in inteprated world tinancial markels, a4 country must be
able to otter a sutficiently comperitive aller-tax rate of return to
induce Investors Lo invest in Lhat country rather than elsewhere.
Macrogecoromic pnlicies are potentially usetul in providing a stable
economic environment [or the econemy. However, if these policies are
not complemented by supply-side retorms, they are not likely to alter,
tor more than the very short run, the rate nl return to capilal. As 3
consequence, these policies are unlikely to raise by themselves the
permanent (as cumpared with the current) income ol cunsumers.,

The rate ot return to 1nvestors and the 1nocoms of consumers can
Le ralsed credibly and permanently only by allevialing structlural
distourtions caused elther by Lax systems or hy implicit taxes due to
regulations wn the use uf laber, capital, or land., The more enforced
regulations constrain the efficient use ot rescurces, the higher are the
implicil Laxes associated with these repulalions, These implicit taxes
must be added Lo the explicil taxes Lo determine the ftull distortive
impact o wovernment intervenlion on economic activities, For example,
regulations related ta the hours when shops can remain open are implicit
taxes Impesed on oat least some ol the resources used in retailing as
well as on consumers whe are forced to do Lthelr shopping 1 hours Lhat
they wvalue more than alternative hours.,

Il countries where labor markers are heavily regulated, where
working hours are rigidly lixzed, where tax syslems introduce large
wedpes between belfoure- and after-taz rates of return, or laver some
activities wwer others, and where investors have the cplion o i1nvesling
abroad, traditional tiscal and monetary policies are not Jikely Lo go
tar in 1ncreasing the rate of growth, and in reducing the rate of
unemployment .

In these countries, knowledgeable policymakers who are aware of he
eilstence ol domestlc distortions but are unable Lo reduce or climinatce
them may be reluctant Lo even attempt to use traditional demaod
management pwlilcies, They recognice that Lhelr counlry would saller o
net weltare luss from anwvesting all 1cts savings domestically, where
these savings would earn a lower before-tax return than abread. It the
country, despile a low hetare—tax return on its domestic capital stack,
attracts loreign savings by ollering loreigners a competitive aller-tax
return, il alse reduces iLs national incume because, in Lhis vase, the
cast of toreign tinancing excesds the belorc-tax return Lo domeslic
investment . 1/

There are olher reasons why structural rather Lhan mairoeconomic
policies alter the mest roum for stimulating domestic demand.  As
regards ti=cal policy, tor example, many countries have pgood reasons Lo

1/ Tanzci (1988a) arpues Lhat an several Asian developing countlries
domestic investment tinanced by lereipn borrowing reduced incomes in
these counlries beciuse ouf Lhe existence of domestic distortions.  hese
distortions misallocated 1nvestment into aclivilies with a productivily
ot capital below the costs of toreign funds.
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aim at reducing governmenl spending, budgel delicits, and public debt
over the mediom term. L/ These legitimate objectives Limit the scope
tor using expansionary tiscal policy to stimulate domestic demand.
Moreover, in some cases, the removal of structural rigidities is needed
Lo achileve demand prowth withoul adverse implications for inflation
objectives.

In view uf the increased importance ol structural policies in

determining domeslic absorption, structural or supplv-side policies arc
becoming a more Important parl of the survel!lunce process conducted by
international organizations, particularly the IMF. 1L 15 becoming

increasingly evident that these policies can conlribule to Lhe reductlion
of exzternal imbalances among industrial countries by redistribuling
absorprion across these counlries,

[11. Interdependence and the Externalities
ol Unilateral Supply=-Side Measures

Th1s secLion analyzes the internatiovnal etfects ot supply-side
reforms on the part of a larpge country., Atter describing the ettect
ot recent investiment incenlives 1n the Unilted States on the rest of
the world, 1L examings Lthe transmission ot structural policies mare
generally, and 1n particular the eftects af these policies on the
external current account and on domestic resource allocaticn,

Perhaps the most important recent example of the Internalional
implications of supply-side polictes 1g provided by the chanue in tax
rules i1ntroduced by the United States in 1981 and 1982. These changes,
and particularly those associated wilth the Accelerated Coust Kecovery
System (ACRS) that sharply reduced, for tax purposes, the lives of
assels, increased by several percentage puints the atler—tax rale of
return on marginal investments in the United States. 2/ However,

Lhe before-tax rate of reLlurn on these Investments did nol change.

tf anything, the ditferential tax treatment of assets and indusiries
breught about by these tax changes may have reduced the average belore-
tax rate ol return on marginal 1nvestmenls,

The considerable increase in the atier-Lax rate of relurn Lo
investment in the United States (in the absence of similar increases in
other counlries) made the American capital market much more alLractiwve
to foreigners and, consequently, contributed Lo increasing capital
inflows 1into the United States. Several authors have highlighted the
importance of Lhis factor in explaining the massive trade and current

1/ Especially in countries with open financial markers, larpe f[iscal
imbalances may hurt domestic investment hecause Lhese Imbalances may
signal high lewvels of future Laxalion.

2/ These changes implied a considerable reduction in the net cost ol
capital coempared with what that cest would have been under 1950 Lax
laws., See U.S. Council of Econemic Adviscors (1982, especially
pp. 122-25)% Stephen Meyer (1984); and Leonard Sahling and M. Akhiar
(1984-85).




accounts deticits crperienced by Lhe Uniciod States 1o recent years. |
According to Hans~Worner Sinn (19870, p. 13, lor cramp e, "4 Cunbur;:"
tive estimate of Lhe long ran ULS. capital imports resulting tram ACRS
was 51 otrillion,” dn oonly a4 few vears Lhe United States wenl from Leing
a net toreign creditor 1o beirne Lhe world's larpest net doreign debtor.
The 1951 and 1880 Lax Ck':.ln',{-;’f- Mere nol o revenue neotral. The U.S5.
tiscal deficit rose sharply o opart because ol the adverse ettect of he
tiscal incentives on tax revenucs. 10 view ol Lhe sine of the U.S.
cconomy, the U.S. tiscal deticit absarbed a large share ot net world
savings. The conbined result of the lTarge tiscal deircit and the
investiment IﬂCcHLi?ES. Lherctore, wis Lo ralse real nleresl ral -

v o1y

nol o only o rn the United States Lut also in the rest ot the world.
Whereas tor oS, investors Lhe ettect of the Inoreass in Inlerest rales

was, al lea=t an part, oftsel by the tax incentives, this was not Uhe

case an ather countries. X In tarope, tor example, rising real

interest rates may have reduced the Tevel of investnent.  Ind recent
hook, Jean-Faul Fitoussy and Fdnond S, Phelps (19520 have in fact argaed

Lhat the slowdown o economic actraity and the sharp incredase In

unempl uyment in Eurupe 1n the 1980s was due largely 1o the "imporied”
increase 10 real Inlerest rales i0 conjunction with The absence of
Eurgpean supply-side medasures aimed At stimulating tnvestment. I
heavily indetied developing countries, higher interest rates nat only
hurt 1ovestment but also increased Lhe cost of aervicing foreign debt.

When o country independent |y pursuaes supply—side retarms that
increase Lhe expected alter-Laxy rate of return 1o investment in Lhal
country, bthe short-run eltecy ds Pikely Lo be an increased tlow of
resources toward that country.  Thus, althouegh supply-side measures are
aimed at raisinmg domestic supply, in the shoerel run they generally raise

domest ic demand relative to domestic vutpul.  This tnevitably leads
lu a deleriuration ol the external corrent account,

There are several reasons why supply—side measures, especiallv |
they raise the return to investment, are likelv 1o change, at least
initially, the investmenl-saving balance 1o favor of investment. Flrst,
supply=side measures, rvpically widen liscal imbilances becanse they are
Glten introduced 1n & rovenae=losiiy manher. AL a 21 cen level of pobiliac
expenditure, tax rates and Las revenuwe may both be reduced, thus setting

Lhe staes tor a Feymnesian-lype expansion.  This is clearly what happenedd

1/ sccerding Lo Paul Masson and Maleolm Froighe (193680, mmivestment
Incentives contribuled Lo these developments.,  Howzwver, shitts o biscal
balances plaved a more important rabe,

24 Other taclurs, such as the chanye In monelary palicy, contribated
Lo Lhe increase in inlercst rales. For the relationship hetween {iscal
deticits and ilnterest rates, sew Vito Tanmi (19853, Martin Feldstein
(1986), and Lans Bovenlbery {19350).

3/ 1Tt its anteresting to nule that on the United States, Lhe ratic ol
RTUSS private domestic investment Lo GNP hardly chaneed in the period
since 1981, For example, 70 wan 1600 percent 1o 1780, 16,9 percent an
181, and around Ino percent in 1955%-27.



in the United States. 1/ Sccond, even if supply side policies are
introduced wilhoul widening the tiscal deticit, to Lhe extenl Lhal Lhese
pelicies elicit a positive reaction on Lhe part of private Ilnvestors,
they may create additional investment demand betoure Lhey generale any
additional ocutput capacity. In other words, Lhe demand-side eticcrs of
structural policies often precede their supply-side eifects.

Third, the reduction in marginal tax raltes on persenal income
generally reduces the sensitivity of income rax revenue wilh respect to
future economic growth, Taxpayers who anticipale a future reduction in
their tax bills may spend more, especially on durable goods, because
they expect a higher present value ol their fulure stream of net-ui-rLax
income. 2/ Fourth, the effect just mentioned may be reinforced if
taxpavers come to believe that the supply-side policies will bring about
higher future incomes because of a4 more efticient use of resources and
higher overall productivity. For example, 1t we assume that many
Amaricans believed Lhe public proncuncements made in the early 1930s
about the future rate of growth of the economy, we may have part of the
explanation tor the low and falling private saving rate 1n the United
States 1n recent years. In the 1980s housshold saving, as a proportion
ot disposable income, fell more sharply in the United Stales and in the
United Kingdom, the two countries that i1mplemented more structural
reforms than in the remaining C-7 countries (see Table 3).

Fifth, unitateral structural policies generally worsen a country's
trade balance by raising its rate of economic growch relative Lo Lhat 1o
other countries. Finally, these policies may imprave the investment
climate in the country introducing those policies compared with Lhe
climate in other countries. Theretore, these measures may altract
foreign investment and porttolio i1nvestment from other countries,.

The effects on agpregate demand and, consequently, on the current
account of the balance of payments in the country that initiates the
supply-side reforms could be otlfsel by accompanying supply-side measures
that succeeded in increasing that country's national rate of saving by a
sufficient amount. In fact, in 1981 the United States authorittes aimed
at raising household savings through the introduction of specific
savings incentives (IRA, etc.).

In addition, the large reduction in Lhe marpginal persunal tax rates
on capital Incomes was expected to stimulate household savings by

increasing the after-tax rate 0! return Lo saving. However, most
evidence now avallable indicates that savings incentives are generally
not wvervy eftective 1n raising the overall level of saving in spite of

theoretical and empirical arguments that have been advanced i1n support
of such incentives. The truth is that we still know very little about
the relative importance of Lhe factors Lhal induce individuals to save

1/ 11 can be argued Lhal the supply-side measures (lowering of tax
rates, etc.) prolonged the duration ot Lhe Kevneslan-type expansion.

2/ This assumes Lhat they duv not react in Lhe way theoriced by
Robert Barro (1974) by taking inLo account Lhe future tax liabilities
associated with a rising stock ot public debt.
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Table 3. Major Industrial Countries: Personal Savings Rates, 1950-a7
(In percent of personal disposable income)

1980 1981 1982 1983 1984 1985 1986 1937

Canada 13.3 15,0 17.8 14 .6 14.8 13.9 11.5 9.3

Univted States 7.1 7.5 6.8 5.4 6.1 4.5 4.3 3.7

Japan 17.9 18.2 16.5 16.3 16.0 16.0 lo.4 16.1

Fratce 17.6 18.0 17.3 15.9 l4.86 13.9 14.0 12.8

Cermany, Fed. Rep. of 14.0 14,8 13.9 12.2 12.8 12.7 13.4 13.5

Italy 20.9  23.5 23,8 22,4 22,2 21.9 20.8B  20.3

United Kingdom 14.2 13.0 12.2 10.5 10.5 9.2 7.5 5.9
Seven major counlries

above i/ 12.0 12.5 11.8 10.5 10.8 9.7 9.5 3.9

Source!

IMF, World Economic Outlook (April 1988).

1/ Composite for group is average of individual countries weighted by the

dollar value of their respective CNPs in 1987.



more or less. Furthermore, the importance of these factors varies
between countries and, possibly, even between ditterent time periods 1In
the same country. Factors that are difficult to influence by economic
policy, such as demographic characteristics, are likely to play
important roles in determining savings behavior. Thus, measures aimed
at stimulating private saving are unlikely Lo compensate for the
widening of the investment-savings imbalance due to the effects of
supply-side policies on both domestic i1nvestment and the fiscal
deficit. Therefore, if supply-side measures are introduced
unilaterally, a deterioration in the current and trade accounts of the
balance of payments is a likely outcome, especially 1f these measures
reduce fiscal revenue.

Let us now examine the eftects of supply-side policies ratsing the
after—-tax return on capital 1n country X on its trading partners Y, The
policy changes in X will relocate capital away from Y by raising real
interest rates on world financial markets. World savings and reduced
investment in Y will finance both X's additional investment and X's
larger fiscal deficit. We have, thus, a sort of crowding out aL Lhe
international level. The more integrated capital markets become. the
more substantial will be the capital movements away from Y.

Structural rigidities in Y also play a role in determining the
transmission effects. The outflow of resources from Y will generally
contribute Lo an initital real depreciation of the exchange rate and a
fall in ¥'s terms of trade. The real depreciation will tavor Lradable
activities compared to nontradable activities and this may lead to
substantial distributional shifts within Y. In the absence uof wage
rigidities, and assuming that labor markets tunction efficiently, real
consumption wages will typically fall. However, 1f these real wages are
rigid in Y, the exodus of capital and the accompanying fall in the terms
of trade are likely to raise the unemployment rate. Thus, Lhe capital
outflow highlights the costs associated with domestic distortions and
rigidities and therefore the need to increase domestic rates of return
on capital through, for example, reforms in the tax system and labor
markets,

For country X, the policy effects are ditfterent. A country that
unilaterally implements major structural retorms typically experiences
large capital inflows, which will cause its exchange rate to appreciale
in real terms, at least for a while. This appreciation will result both

in a loss ol international competiliveness and in significant distri-
butional shifts as nontradable sectors gain at the expense ol tradable
sectors. Inevitably, some workers will louse their jobs and some

tradable industries wil! suffer losses. Even though the displaced
workers could be absorbed in labor~intensive nontradable sectors, and
X's total unemployment rate may in fact fall, trade frictions and
protectionist pressures will typically intensify. Thus, some of the
initial objectives of structural reform may, in part, be frustrated by
these developments.

Large trade imbalances are generally assoclated with increased
uncertainty about policies and exchange rates. Eventually, X's trade
deficits assoctated with a resource allocation biased toward the




nont radable sectors must be reversed when the country startls Lo transter
capital inecome abroad. 10 the misal tgnment ol the =xchange rate extends
over a substaniial period, sav, a2 tew vears, some of ¥'s pradabl
industries may sulfer structural damage. 1/ Some marbets as well ae

sector-speciiic haman and physical capital wav be Toust, thus reguiring
substantial investments Lo regait markels and rebuild capital.

|

[¥. lhe Case tor Coordinating Stractural Betorms

This seclion presenis some ol Lhe arguments n tavoer of
internat tonal poliey coordination tn the stroctural area. 1o al s
addresses sume of the ditticulties in conrdinaling stractural policles,

The prewiaous seclion has pointed ool That o oo hehily
nterdependent world, and with a high deerec o Internatropal capioal
mability, unilaterally pursuing major supplvy-side relorms may general.
substantial spillover eltects on the rest ol the world. In particalar,
und lateral palicies wenerally sel in metion laree Capllal movemenls.
Coordinatien ol structural pulicies mav avold some ol The inlernaliongd
capital and trade tlows thal give rise 1o larve exchangd rate
fluctuations, distributional shills, prolectionistl pressures, IHCreascod
uncertainly aboul muvements in real exchanee rates, and large resvurce
flows between Lradable and nontradable activities associated wilh
dislucation o production tactors.  Thus, coordinalion of slructaral
policies mav prevent that the growing internationalication uwl capital
markets indirectly leads to increasingly clused goods markets.  This
would happen it large capital movements would lead Lo Lreade toensions and
successlul protectiaonist pressures.

We hate alresdy mentioned that the unilateral parsuil ol sLruclar gl
changes avcoempaniced by larpge capital movemenls can weberate sighificant
distribatronal eltects belween as well as within natiens.  Some
structural policivs have mare dicece distribational etfects.  As an
cxample, the unilateral liberalization ot agricultural or trade policres
May cause =xcessive losses for one country or tor particuldr seclurs
wilhin a country. Coordination ot Piberaliczation in vthese arcas will
typicat!ly mitigate some of Lhese mijor distributlong! shitts,

Internationat coordination ¢! structural reforms nat only mitigatcs
large distributional shills but also makes stroclural measures mure
credibles This increased credibilicy 1s likely 1o enhance Lhe

cfticiency galus asscclated with Lhe structural retorms because Lhc
coonemic decision makers will have more contidence that palicymakers

1/ The literalure relating to the adjusatment problems ol countries
richly endowed with natural resources can pruvide some iosipghls inlo
Lhese i55ues. According Lo this "hutch disecas<™ literatnre, tradable
secrars contracl and the real exchangey rate appreciates when Lhe
resource Sector expands.  Sea, For cxangple, Peter Neary and Sweder (o
Wi nbergen (1986).



will not reverse structural measures. Thus, the privale sector will
respond more quickly to the changed sipgnals introduced by the retorms.

Ancther important advaniage ol internaticnal coordination wof
structural pulicies 1s thav iU may prevent Lhe private seolor from
exploitiog, fur its own advantage and at the expense of world wellare,
inetticiencies au the intarnational level. This ewploitation ot
inetficiencies due Lo divergent policies 1s increasingly tacilitated by
Lhe much improved flow of information and by a more =fticient
communicat ion system.

This polint can Lbe 1 llustrated by international dilterences in
Laxation, Gilven the different ways in which corporate profils are now
Ltasxed by ditferent countries--differences that relale Lu rdales, Ln
depreciation allowances, to the treatment ot diwvidends, and so on--the
priviate seclor wil! lacate capital-intensive activities in counlries
providing generous 1nvestment incentives. In thesge countries the
hetore-tax rate of return to capital, In contrast to the atter-Lax
returt, 1s likely tou be beluw that in other countries. The elticient
allucation of resources on a world scale reguires that the betore-rax
rates ol returns io difterent countries, and not the atler-Las returns,
be equalized. Thus, from an efficiency point of view, the "playing
field" should be leveled nol just within a country hut also across
tountries.  If the internavivnal playing ficld 1s not teveled, the
internaticanal mobtlity of capital and other tactors ot production is
likely Lo bring about an equality of atter-tax rates ol retuarn Lo
insestment that dovs not correspond te an equality of hetore-tax rates
ol return. Thus, an unleveled international playing Uield implies an
incfficient allocation of world resvurces.

The second-best theorem in weltare theory points to another
important reason tor the international coordination of structural
pulicies. Removing distortions in one country without coordinating Lhal
action with olher countries will nol automatically improve the world's
allocation of resources. In fact, in particular circumstances it may
even achleve perverse results. For example, the removal of trade
birriers against a product that is heavily subsidized abroad may be
counterprouductive. Similarly, removing capital conirels while
international trade 1s distorted by taritts and quotas may well reduce
weltare (see, e.p.. Szbastian Edwards and Sweder van Wi jnbergen,

1986). Reducing Taxes on investmenl Income in one counlry may reduce
intertemporal distourtions bul may at the same Lime ralse intratemporal
distortions in the allocation of capital If other cuouniries continde Lu
tax savings and investment more heavily. This would, [or example, be
particularly relevant if the supperters of consumprion-based taxes




succeeded 1n replacing existing income taxzes by Lhesze taxes inoa large
industrial economy. 1/

Thus, 4 strany case can be made 1n support ol the proposition that
structural policy changes need Lo be coordinated especially amung 1the
large industrial countries. lhe objective of this coordination should
be the leveling ol Lthe international playing tield so that distortiuns
are removed nol ouly within a country but also across countries,

When policymakers sit down to discuss the possible courdination of
structural policies they will, hawever, tace several ditticultices. The
first problem with the objective ot leveling the international playing
fierd is that it can be leveled at ditferent levels. Thus, in Lhe tuce
ot 1nternational ditterences in socital objectives, some agreemenl rutst
be achieved as Lo the desired levelo To a large exlent structural
pulicies have dittered among countries because the pulicymakers ot Lhose
counlries attached ditterenl weights Lo the various sccial objectives,
perhaps in responee 1o the perceirvwed desires of the citizens. For
example, European countries typically have assigned more importance
v egulty and securily than tu grewth., Labor legislation, tax
lepgislation, and so torth have retlected this. Shouid, tor example,
European labor laws, which on the one hand genzrally provide more
securily tor those already employed but on Lhe olher hand are likoely to
reduce Lhe tolal demand for labor, bLe changed along Lthe lines of the
labor laws in the United States, which encourage more demand for labor
but which reduce the securily ol particular johs? In other words, is
empl oyment creation a more imporlant objective Lhan the job security lor
those already employed?  Or should American laws bLecome more similar to
those ot Europe?  Shuuld current U.3. tax legislation become the nurm
lor Eurcpe or should some middle pround bz taound?

Scecaond, policvmakers wauld tace difftculties when they Loy Lu apgres
on the eftects ot particular structural measures., Fconomists themselves
are often in sharp disagreement on the etfects ot certain policies--tur
example, the effects ol tax incentives on private savings and labur
supply.  These disapgreements become more pronounced when the discussior
relates Lo the eftects of these pelicies in an international context.

1/ Accurding to the caiculations of Lthe U.S. Department of the
reasury, the introduction ot the Accelerated Cost Recovery System
tncreased the joinl subsidy eftect lrom accelerated Jdepreciation and
other investment allowances Lo a level equal to, or even more tavorable
than, an inmediate write—oft. ‘This tax relorm, Lhervtore, could be scen
As an Important step Lowards remowing the intertemporal distortions duc
Lo tncome Laxation. However, the reform dramatically reduced the
profitability requirement for Ameritcan investment Lelow that tor capilal
invested abroad, thereby crzating sigmiticant distertiung in Lhe
waorldelde allacation ot capital.  Sinn {19874, Chapter L1, p.o 363)
argues that the United States conld have prevented thal 1Ls tax referm
caused a less elticient allocation ot world capital. In particalar, the
Urtted States could have introduced the source principle far interest
taxalion In wrder Lu ensure Lhan wore Amerlcan sasines would have boen
invested in dorcipn capital yviclding 4 higher betore-taz rarc ol retarn,



Third, supply-side measures may itnvolse majur redistribul fonal
eftects within a natiun., They, theretore, atfect Lhe vestad interests
of specific groups. Small homopeneous groups lend to be mare eblective
in preventing legistation Lhkat Lhey vppose than hroader and less
homogeneous groups are. The control that pulicymakers of different
countries have over the enactment of structural policies and their
commitment Lo them are likely to wvary considerably.

Finally, there is always the possibility that coordination amony
policymakers may result in collusion to implement policies that are mure
distortiovnary than the policies they replaced. This may happen 1t Lhe
current tavorable winds for supply-side pulicies were replaced by winds
that tavored more state intervenltion, as was Lhe case 1n the 1960s and
early 1970s. For example, as Larry Summers (1987) has argued, the
ability of multinationals to move profits acruss borders by manipulating
transfer prices and altering their means of {inancing has increased Lhe
ditticully af taxing capital income earned by multinalionals. 1V une
believed Lhal capital tazatiuwn is a bad thing, one would welcome Lhis
development because iU makes 11 less likely that future povernments will
face strong incentives Lo tax capital. 1/ However, international
coordination might aliuow governments L0 Increase taxes on capital, eveun
i{f capital is internatiocnally mobile, by Jointly increasing capitlal
taxes and/or exchanging information. This possibility may lead some
observers to arpue that competition 1n Introducing supplv-side retorms
may be preferable Lo cooperation.

[n sum, provided that Lhere 15 some peneral apreemenl among
policymakers on policy objectives; provided that they can agree on how
those objeclives can be promoted by structural changess and provided
that the policymakers have some political lewverage in bringing aboul the
needed changes, there is much to be said in favor ol international
courdination of at least some structural policy changes.

Y. Future Agenda tor Supply-Side Relorms

This section discusses some areas ot structural policy in which
international coardination 1s most urgent. In addition, it draws
some lessons tor supply-side policy 1n Cermany.

Struclural retorms may bLe dictated more by political considerations
than by economic desirability. This 1s Lrue tor both the chotew o
the specilic policies and the urder in which those policies are
introduced. Normally, the easier policies are intraduced first o

1/ In this context seme of Lhe recent literature on the time
consistency of optimal wconomic policies is relevant. Kenneth Ropotr
(1985) shows Lhat international coordination may be undesirable it
optimal policies are time inconsistent. Guide Tabetlint (1987)
demonstrates that international cecoperation may enable governments 1o
wracerbate the fiscal deficil bias that 1s caused by polilical
distortions.,




the politically must dilficull oues are introduced later, 1F at all.
This sequence ol reform is in parl a consequence of the tact thal

Lhe Introduction et the vasier reforms obllen cxpuses the costs of
distortions arising trom the nol-yer-reformed areas. 17 More gencrally,
the internalinonal experience with structural changes cwver Lhe past
decade indicares that the liberalication ob tinancial markets Lypically
comes tirst. (U s then tallowsd by tax retaorms (otten sweelened by Lax
reducticns), Ly oiher public sector retorms Ginclading privatization,
cuts in public spending, and so torth), and, tinally, Ly trade aund labor
mArket s relorms.

Structural relorms shoald nol Le intruduced too treqguentl oy, oo
muach sctiism in Lhis area 1s as undesirable s it is

in the demand
manasemenl arei sInce 1L ralses uncertainLy, even when he changus are
in the right direction. Freguent Lax changes in recenl years, tor
eciample, have crealed tod much uncerLainLy.

Courdination may roduce Ul uncertainly aboul lulure tax pulicy.
When similar refurms are made sinultanecusly in sevcral counlries,
individuals will perceive Lhese retorms as more permanent than when
Lhey are made 10 wnly one counLry by a government LLatl may nol be in
power tar Lo,

Retorms o particular areas, such as labor marke=ts, privatization,
and so torth, can and should be pursued onilaterally since the scope
fur tormally coordinating Lhese retorms dnobg countries is exlremely
limited. FEvern though rhese retorms have international implications,
these implications are only indirect and not obyivces. There are othey
ar=sas, howerer, where the neesd [ur conrdination 1s greater Decause
retorms 1o these areas directly altect olther counlries, Moreowver,
structural rolorms tn these arcas may resall oo sognbicant el bi-
clencies 1o the allocation ol werld resvuerces unless they are caretally
voordinated internationallye  Tmpertant exampls s of these = ructural
areas are Lronde and tas policies.  The need bor coordinatine trode
policies does nel require: claboration. That ter coerdinating some areas
of Lax poliey, oven amony counlries that are fol members ol a4 comman

Market, 1s perhaps less ubnious,

One aspecl of Lax policy that would Lenelin from anternal bonal
conrdination is the determination of the taxable base lor Lhe lmpusitilon
ol corpurale fncome Lasxes. U d= possible lor a countrey Lo crode iLls
Curpordle income Lax base by pranting investment credits and ol lowing
accelerated dopreciation allewances.  Inoa world of ancredsing
internat ional capital mebility, diveraing palicics tn this ares
Lypically lead to a misallocation of the world's pool ol savcinegs Lecans.
Lhey tend to mabe the international plaving Licld less level. Unee
agalu, Lhese desues were less amportant when capital was leoss mabile

tnternat ionallv, 1, o addition Lo coerdinat vy the determination of
the tas bhase, vounlries could also coordinal e the Tewvel of the rate anad

Lio The recent experience of Hew Zealand oo tmplementing sfractaral
1¢ ] illustrates this,



the tax Lreatment ot dividends, 1t would be all tor the better. But
again 1t 1s essential that coordination brings aboul desirable changes
rather than undesirable ones trom the point ot view of world efficiency,

Another aspect of the tax system wvhere there i1s also a need tor
coordinaticn 1s the tax treatment of interesl incomes and interest
deductions. [l'hese aspects are particularly important in determining
household savings as well as 1n determining household spending tor
housing and, perhaps, for other durable goods. Ditferent rules in these
areas have probably contributed Lo the external currenl account
imbalances ol major industrial countries, such as Japan and Lhe United
States. The United States is much more genercus than Japan in allowing
deductibility tor mortpgage payments. AS a Cohsequence, in Conirast 1o
Japan., the Untted States probably allocates much more rescurces Lo
housing than oL should. Morcover, in a country with a low savings rate,
such as the Univted States, interest deductibility for individual
Ltaxpavers worsens lhe Investment—savings 1mbalance.

Both ol these examples relate to Lhe direcl tasation ol capital,
Howewer, Lhe 1nternational aspects of mmdirect tazat)ion need Lo be
caretully examined alsc-~-and not just within the European Communilv as
they normally are. One aspect that has Important international
implications 1s the taxation ot energy. The low tesel 2l cnerpy
taxation in the United States, compared to that in most other industrial
countries, mdy result in an inetficient worldwide allocatiun ol energy
and may also cause an ineftficient alleocation ot capital. As encrgy and
capital vypically are complementary in production, the relatively low
after-tax cust ol energy i1n the United States may atlract tao much
capital to that country by raising the atler-rax return on capilal
relative Le that in most other industrial countries. [ may also lead
to overspending 1n thoese durable poods that use much eneruy
{(refrigeraturs, cars, waler heaters, air conditioners, elc.). L

Let us conclude now with a4 tew words on the implications ot 1his
paper tor structural policy in Germany. The paper supgests Lhal
structural policy measures in Germany could make an important
contribution Lo the international macroecenumic ad Justment process.  As
we have argued, in an integrated world econemy, microeconomic pulicies
and macroeconomie ad justment are increasingly linked. In particular,
pulicies that address rigidities in labor markets and lilt government
regulations would help Lo reduce Lthe German Investment-savings 1mbal ance
through various channels.

First, these supply-side policies would reduce Tmplicit Laxes o
capital employed in Cermany. lhey would, thus, stimulate domestic
investment demand by raising Lhe prufitability of inJestment.

l/ Robert E. Lipsey and Irving E. Kravis (1987) show that U.S.
households 1nvest a larger share of thelr savings in consumer durables
than households 1n other industrial countries.




Second, these policies might provide some stinmulus Lo consumer
demand, especially tor durables, by improving censumer contidence and
Increasing percelved permanent incuomes.

Third, in the absence ot structural policics, the rale of rulurn on
German capital may remain below the rate of relurn wn toreign capital.
Inder these circumstances, policymakers in Hermany may he hesitant Lo
pursue expansionary pullcies tor Lhe reasons discuasscd in osection .

Fuurtt, supply=side measures would incredse the tleatbility ol L
Cerman ecanomy. Fhis would make less costly the changes in the domestic
pdeHCLiDn sLruclure, requirgd by the tnternat ional adjuslmenL process,
awdy trem tradables toward nontradables,  Moreover, relocating
production tactors in a heavily regolated economy typically requires
farpe relative price movements. These relative price eftecls pencrally
imply substantial distributional ettects. 1/ This may make the
restructuring ol the produetion struclure more Jditticult to implewmenl,
hoth econcmically and putitically.

Frith, using slructural policies to stimalate Lhe Germany counomyg
would leave the policvmakers freer 10 pursue policies aimed at reducing
public debt and Fiscal deficits.

Av regards specitic strucltural policies, Lhe worldwide muvemont
Loward reduced marginal taz rates has lett Lhe marginal personal incune
rales 10 Germany above those 1o other maijor industrial countries and, in
particulbar, Lhose 1n the United States and the United Kingdom (see
Tanzi, 19587h}. High marginal tax rates may pul upward pressure un
wagvs, Lhus reducing Lhe prufitability o1 Lthe curporate capital stock
and i1ncreasing the unemployment rate.

The statutory corpurate income Ltax rale ol 50 percent on retained
carnines 2xceeds Lhat of most other industrial countries (see Tanci,
197y, 2/ The higher vorporate tax rate o Cermany may discourage
multinalicnals from investing in Cermanv hecause many American mul Ui~
mationals will he in an excess credit position alter the 198b U.S. Lax
retourm. Moreover, Lhe hivher Cerman corporate Lax rate encourages delit
[inancing. This may wrode Lhe German corpordle Ldax base as
multinationals shift interest expenses Lo Cermany and taxable profits Lo
count riws with lower statutory rates {see Harry Crubert and John Murii,

19870,

Numerous regulations and subsidies an Sermany imply very ditterent
cxplicit and implicil tax burdens on various actizities. These Laxes
vary brom large subsidies {e.p., tor agricultunral activilies or wwner-
gccupied housing) on the one hand, to heavy tases {(2.g., for equity in

I/ Hoevenberyg (1933a) demonstrates that the redistributional ettects
assucialed with capital relocation rise il invesiment behavsior becomes
less wlastic with respect Lo price signals.

o [ the Untted States and the United Ringdem the statutury

Corporale income rates are 34 and 33 percent, respectively,



some corporate sectors) on the other hand. ‘The internativnalization ol

world markets has raised both Lhe national and worldwide welfare costs
associrated with these ditferential treatments.

Finally, structural policies 1n other countries pull capital away
These policies, therelore, expose Lhe costs associated

lrom Cermany,
This,

with German distortions by discouraging invesimenl in Cermany.
in turn, negatively affects Germany's employment creation., The adwerse
employment effects are especially serious 1t ripidities in the lahor
market prevent Lhe real wage from adjusting Lo the consequences ut Uhe
cxodus of capital, which include both a falling terms of trade snd a

declining marginal productivity of labor. 1/ Thus, structural policy
developments in other counlries make German action un Lhis front mure

desirable and more urgent.

1/ Evidence in Michael Burda and Jeftrey Sachs (1987) suppests that
impede jabor market adjusitments and, in

institutional reasons
labor throuph changes in real wages.

particular, the reallocation ot
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