Commentary:
Monetary Policy Implications
of Greater Fiscal Discipline

Helmut Schieber

The risks generally associated wiplublic indebedness were
already clearlydentified by Adam Snth. In his principal workThe
Wealth of Nationshe wrote: “The practice of fundirftasgradually
enfeebled every state whid¢tasadopted t.” To me this does not
mean that allpublic debthas to be called intqueston, even if
influential politicians here in the United States are oragain
demanding a conigtitional requirement of a bahced budget. On
the other hand, it is true that a government which incurs an increas-
ing level of debt finds itself on a path laeten Scylla and Charylts.

The risk of inflation is one of the pradihs encantered along this
path. Time and again, gernmentshave solvedheir budgetary
problems by simply printing morand more money. Fortunately,
there isnow a wotdwide tenency to block the access of govern-
ments to central dnk cedit. But even then, the irdkionary risk
associated with an expaonsary budget policy is by no @ans
fended off. In countries where the central bank is not independent,
the governmentan, in principle, alleviate itsihancing problems by
inducing monetary policymakers to adopt an accommodating policy
stance. But even independent central barsis be put under con-
siderableolitical and social pressure tailor their monetary policy
course to the government’s borrowing requiesnts. Anywayevery
central bank alays takes the eocomic costs of its stabitiation
policy into account whedetermining its policy stnce. Last but not
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least, an interestate pdicy which is regarded as restrictive often
meets with obgctions aboad, mostly couched in terms of a demand
for a better international coordination of monetary policy.

| do not think | need to dwell any filner in general terms on the
monetary policy implicatins of tudget deficitsand debt. John
Taylor has explaied all of thiscomprehensively and most exly.
Instead, | would like to describe thepexience which we have had
in Germany since the 1970stwperiods of highbudget deficits. In
this respectthere are two quesths: how has the Bulesbank
responded to such develments? And whawasthe ultimate out-
come of its policies? In addition, | would like to make some com-
ments on the fiscal policy preconditions which will have to be met
in Europe if the planned Economic and Monetary Union is to be
implemented asnvisaged.

Western Germany experienced a first dramatic increase in public
indebedness as a result of thecession of the mid970s. The
general government budget deficit rockete&.®» percent of GDP
in 1975, after a surplus hdden recaded in 1973 (nationaccounts
definition). Thisvigorous expansionary swingas primarily aesult
of the “built-in stabilizers,” but it alsowed much to tax cuts and
discretionary igreases in eenditure. Overall, the Bundesbank
approved this anticyclical policy.

The subsequent adjustment process, howewes,less igorous
than had been hoped. Given a weakening econtmand, fscal
policymakers once again reverted to demand management in 1977-
78 (with the G-7 summit held in Bonn in 1978 prdivig an addi-
tional impetus). As a conseguce, the budget deifts remained
substantial, and the ratio public debt to GDP climbed continu-
ously. (See Chart 1.)

The expansionary fiscablicy of that time contributed to a further
worsening of the then oil-price-related deterioration in the German
current account. In the end, the Germanrenir account balance
recoded a huge deficit in 1980, after a largeptushad been regis-
tered in 1978. At that e, the Bundesbank had to bencerned
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Chart 1
Budget Deficits and Public Debt in Germany
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about the reversal in the current account, as it was accompanied by
substantial downward pressure on the deutsche mark. The diégnecia

of the deutsche mark threatenedicusly to increase the pressure on
prices in Germany, after rising oil prices, high inflation rates abroad,
and sharply rising domestic demand had already worked through to
the inflation rate (whichamounted to an annual aege of 5.5
percent in 1980).

In this difficult situatbn, the expansitary trend in German finan-
cial policy, overand above its negative effts on the current
account, also proved to beator of uncertainty which additionally
undermined confidence in the internal and extestedbility of the
deutsche mark. In fact, thewation in the foreign exchange rkats
deteriorated so acutely in February 19Battherewas public talk
of a crisis of confidence with regard to the deutsche mark. In view
of the deuschemark’s signifcance as amternational investment
currency, thiscould quickly have led to an avalanche o#pital
outflows and to even heavier pressure on the exchangdJtte.
mately, theraevas the pantial danger of a vicious circle of depre-
ciation and inflatbn.

In respondng, in February 181, the Bundesbank toaksolute
action. By squeezing duidity and strongly raisinghe cost of
lombard borrowing, it increased the day-to-day money market rate
by 300 basigoints to 12 parent. (SeeChart 2.) As a result, the
external adjustment pcess was quickly pmoted though a slow-
down in domestic demandnd—in line with the improving current
account—confidence in the deutsche maks reganed in the
foreign exchange markets. Furthermoreptigh this “monetary
warning shot acrossits bows,” thesgonmentvas made fully aware
of the unsustainability of its dieft policy. From then on, budget
consolidationwas inceasingly recognized as being an urgent task
and was steadfastly pursued.

German fiscal policy posed new challenges to etary policy-
makers in the wake afeunification. After equilibriumhad been
achieved in the general government budget of 1989, financial sup-
port for eastern Germany once again led to magsidget deficits.
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Chart 2

189

DM Weakness of 1981 and Monetary #licy Reactions

March 19, 1973 (bagning of floating) =100; monthly averages, log scale

190 Exchangerate of the U.S. Dollar against the D-Mark
160

Nominal exchange rate

130 o
i \\\ =7
< N
Real exchange rdte el
- AY
100 Ny
N -
\s\\//
70 1 1 1
1978 1979 1980 1981
Percent DM billion
8 6
Current Account and Inflation
77N
7 7 4
Current account /
right scale -
oL (1ig ) M2
5 V A 0
4~ Change of consumer T2
prices over previous xga’r 4
3 -——\\gsft scalf)__,/ -1
AN
2 1 1 1 '6
1978 1979 1980 1981
Percent
12.0L Key Money Market Rates
10.5}-
9.0 Special Lombard

750 market rate rat

Discount rate

6.0 Lombard rate
45 e
3.0F =<2

15 . | .

1978 1979 1980 1981

'On the basis of comsnerprice movements.
2The rate of theecialLombard (which temporariyeplacedhe normal Lombard) could be
changed dailyand the facility could be discontinued any time.



190 Helmut Schieber

Incidentally, the official data do nathow the full scale of this
developnent. According to the budget definition of thational
accounts (that is, ainly after adjustment ofiew debt for loans
granted), theGerman deficit reached its highest level in the years
1991 to 1993, at a range of between 3 percent and 3.5 percent of
GDP. This did notrclude the funds bormed by theFederal
Railways and the Treuhand privatization agency.

Meanwhile, the Federal Railways and the Treuhand agency have
been privatzed and dissolvedgspectively, with their debt being
completelyassumed by theayernment (and further debt of the
housing agencies in eastern Germavgs partly also assusd).
Given the heavy debt service dmese ohlibations, which is now
included in the buget, and given the earliender-recording of the
relevant budget ddfits, the progress in consttion that has been
achieved sincd994 haseen quite substantial. According to esti-
mates by the Ownization for Economic Cooperation and Develop-
ment (OECD), the German general government budggtit is
likely to fall to 2.3 percent in the cuent year. It would then be
significantly below the deficits of most other G-7 nations.

At the beginning of 1990, when the monetanyion with the
formerGDR was announced, thearkethad already amtipated the
problems and riskassociated with reunification by a surge in
German bond yields. Indeewlying to a “catch-up” boom in eastern
Germany, financed mainly by a generous conversion rate, and owing
to the expansionary budgeolicy, but also on account of a sharp
increase in wages, the wesei@an economy expemced a true
Keynesian boom. Because of this, Germamgorarily decoupled
itself from the cyclical downward trend prevailing among its major
trading partners. As a result, the current account position changed from
large surplises to a deficit. Moreover, in spite of the cquesling
import of foreign resourcet)e pressure on prices increasedrply.

In March 1992, the inflation rateached a peak of 4.8 percent.

In order to counteract the alarmingge movements, the Bundes-
bank further tightned itsmonetary policy stnce until mid-1992.
(See Chart 3.) While the German governmentwas very early convinced
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Chart 3
Price Pressures and Monetary Policy Since 1989
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that the leavy public recourse to the credit nkats had to be
corrected as soon as possible, tmeampromsing stabilization
measures adopted by the Bundesbanttaubt reinforced the fiscal
policymakers’ consolidation efforts. In turn, the emerging prospect
of a credible consolidation strategy, and—even more so—the visible
progress made, increagly helpedthe Bundesbank to lower its
interest rates from their peak v This alsapplies to theBundes-
bank’s most recennterest ratereductions of March and August
1995. Thus, German fiscal and monetaolicymakers are acting in
concert now, after a cleaase of avrong policy mix in the fist few
years after reunification.

The temporary policy mix of an expansionary fiscal pohoygl a
restrictive monetary policglso created mblems in the European
Monetary System (EMS), where the dsatie mark @ys the role of
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an anchor currency. Was unerstandably difficult for some of our
partner countries to orient their monetary policytha interest of
exchange rate ability, to the relatively high level of Germamtéer-

est rates at a timehen theirown cyclical cowitions already
appeared to be quite apt for loweringerest rates. Hoever, in our
partner counies’ own interest, too, it would not habeenappro-
priate to solve these diffictiks by adopting Eessambitious interest
rate policy in Gemany. Any domestically preature relaxation of

the German monetary policgtance would have weakened the
intemal stability of the anchoturrency, and would thukave run
counter to the declared aim of creating a zone of monetary stability
in Europe. Incidentally, previous criticism of Gesin monetary
policy all too easily overlooked the fact that, prior to the turmoil in
the EMS, German money and capital market rates were, as always,
not the highest, but rathéogether with the Dutcand Belgian rates,

the lowest in the EMS area. Opartner counies could therefore
certainly have achieved some loweringtddit interest rateautono-
mously by solving their own problems. Apart from adjusting over-
valued exchange rates, this would primarily have necessitated
tackling the widespread shortcomings in budget policy.

The Economic and Monetary Union (EMU) criteria laid down in
the Maastricht Treaty impose an additionaed for bulgetary
consolidation on the membeangts of the Europedsnion. Accord-
ing to the treaty, countries may join the planned EMU only if their
general government budget deficit, as defined in the national
accounts, amounts to no more than Xpat of GDP, and itheir
grosspublic debtdoes not exceed 60 percent of GDP. Apart from
Luxembourg and Germany, no other country presently meets these
fiscalpolicy preconditons for the start of EMWNeverheless, these
requirements must on no account be watered down, as EMU might
otherwise easily become an inflation aonomity.

Furthernmore, once EMU has been established, thablem will
arise of how a highdegree of budgetary discipline among the
participantzan beensured in the longin. It is true that thexisting
budget surveillance procedure of the EMUeally envisages that
the budget and debt ceilis of 3percent and 60 percent of GDP
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must continue to be observed in the monetary union. However, the
existing regulations do not seem to have sufficient clout to prevent
a member country from adopting an excessively expansionary
budget policy. hus, both théederal government and the Bundes-
bank believe it is necessary to envisage additional routes to
strengthen budgetary discipé. Oneoption would be that only
those countries which participate in EMU sign a separate treaty in
order lastingly to avert excessive budget deficits.

If this were to prove possible, aajor cornerstone would be laid
in Europe for stability-oriented cooperation between monetary and
fiscal policy. However, it is at present highly uncertain whether such
a treatycan be agreed. At all events, it will be cial for achieving
price stability in EMU to make it clear from the outset that the
European Central B&n—as was the caseith the Bundesbank in
Germany—will not be prepared to accontate a fiscal plicy
stance that endangers natary stability. According to theohg-
standing experience of the Bundesbank, tlbeetary policy emer-
gency brakes will have to be applied regely if necessary, to
counteract an overly expansionaigcal policy, even if thereby
adversely affecting short-run economic activity. Such a “custodian”
function of an independent centbank, in patitular vis-a-vis fiscal
policymalkers, is based on theonviction that, in the medium and
longer term, monetary stability constliés an essential precotidn
for economic prosperity and social pregs. Ofcourse, stability-
oriented cooperation between monetary and fiscal policy is prefer-
able toconfrontaton, thusexplaining our efforts to bring alit a
treaty of this type in Europe. Moreover, it is obvious that a central
bank should exhaust all its éghs of consultation, persuasion,
exhortaton, andwarning before itakes any pinful acion. How-
ever, especially in thease of a newntried,and untested central
bank such as thefure Euopean Central Bank will be, it is also true
that no doubts mnst be allowed to arise as to itstérmination not
to shrink from tough measures in the event of a conflict.






