General Discussion:
Monetary Policy Implications
of Greater Kscal Discipline

Chairman: Gordon Thiessen

Mr. Thiessen:Thank you very much, Helmut. litik the experi-
ence of Gamany and the pragsals of the Hropean Lhion are
certainly very important. Time fagquestions. | can't resistaving
the first question. When | heard Mervyn Kingspleasant arithme-
tic for fiscal policy of a disinflatbnary monetary policy, | must say,
| was thirking about the alternative. Mervyn, in your example, if
you start out with a 6 percent lafion rate, |just wonder how
credible a policy that is—if that’s the alternative to disition? And
| wonder if, in theend, you @n't generate a lot of uncertainty about
future inflation andend up with some substantial uncertaintgrpi-
ums inyour interest rategind lwonder whetheri§cal policy in the
end doesn’t pay equally dearly? To start off with a situation of high
debt and high inflatin, that's a terible place to be. Youah't want
to have to start from there.

Mr. King: That is exactly the right answer. The cost yoour
when you try to bring inflation down is simply recognizing the cost
you have mcurred while allowing inflation toise in the past. At
somepoint, you are going thave to tackle the problem—but it is
better to tackle it edier than later on.

Mr. Thiessen:Okay. Questions?
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Mr. Angell: John, | have a question. You talked about the impact
of moving fromthe present défit as a percentage of GDP in the
United States to zero on intereatas. But | did’t hear you say, or
read inyour paper, if wemade that transition, what would happen
to the price ofjold. What would Bppen to the price of houses? What
would happen to steel scrap prices? Wiatld happen to the price
of oil?

Mr. Taylor: Well, what about the pre of a college education? |
don’t know; you could fit everything in there. | think the answer to
your gold question depends on monetary policy’s reaction to the
deficit reducton. If thecentral bank contiues to assuntiere is no
change in the real interest rate, thenltdveer deficit would lower
inflation and would thexby have an effect on all pricescinding
gold. There may also be someatéle price cnges of the goods
you mention in your quesins, but |would say my aly real
confident answer would be about average prieved that would
depend on inflation. Some of the relative price changes depend on
howthebudget deficit iseduced. You know, is reduction more on
spending? More on taxes? | wollave to have a lot more informa-
tion to get to some of those other relative prices.

Mr. Thiessen:Question over there.

Mr. Wessel:John, I'd like to ask a question in my file-minded
reporter’sway that | think actually represents the wsignilarly
simple-mnded politicianshink about his. It's true that ronetary
policy should be forward-lookg. Moretary policy works with a
lag. Deficit reduction will have a contractionaryesff on the econ-
omy. It might even happen in advance of the actual spending cuts—
truly, defenseontractors aren’t going to hire tiey knowthere are
no contracts down the roadur@ly, people will eact diffeently if
they know their Medicare premiums are going up a year or two in
advance, or the subsidies to colleggucation are disappearing.
Another premise: that ta-term inerest rates, or at least medium-
term in the three-year to five-year window, reflect in part expecta-
tions about what short-term rates gang to beWhy doesn't all
that lead you to conclude that the Federal Reserwaldireduce
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interest rates in advancather han waiting? Perhaps, instead of
doing the whole 100 basis points, digating it for the expectation
that there will be a lot of gipage, and reduce them by 50 or 75 basis
points?

Mr. Taylor: Well, first remember that it is only my simple example
that leads to one-seventh of the 1 percent per yeareté¥h more
deficit reduction in the firgtear, andhat seems like a good ferast,
then, | would say a little bit more interest rate reduction in the first
year makesense. Iltiink the principle of matchinthe fiscal policy,
not necessarily lagging it, but basically doing imsitaneously
makes a lot of sense. Because, first of alglrates will decline if
it's clear what is going on—and long rates are \etgortant in a
number of these mkets. The lowerdng rates would be somewhat
stimulative. In &ct, there could even be somgward pressure on
short ratebecause of aalvorable effect of long rates on the economy
in the shortun. Some econometric model simulatis show that.
So, just to talk it through, it seems to me that if you do it gradually
it makes a lot of sense; it is consistent with the graduailctexh in
the deficit. And the other thing | mention in my paper is ttiedre
are a lot of problems with theentral bank’s making a judgment
about the credibility of the fiscal policy. For example, what if you
make a 75-basisgints change and next yearteficit reduction
doesn’t happen. Are y@oing to say, “I'm sorry, we're going to take
those cuts back because fiscal policy wasn’t credible?” | think that
would be kind of hard to do. So, | thitkose issues are important
too. They may bedrder to explain, but | would add that to my list
of why to go slow in adjusting monetary policy.

Mr. Thiessen:Question down here?

Mr. Barnes: Obviously, the financial markets ageing to give
you a lot of information about the créility of changes in fiscal and
monetary policy.But what youreally want to know is the split
between inflation expectatioasd changes in threal rateand you
can’t determine that in the Uniteda®es. As Mervyn kg pointed
out, the United Kingdomakes have quite a longstory of index-
linked bonds over a period of which there have been big changes in
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fiscal policy. | was wondering if he could tell us if there is any
information that he's gleaned out of the relationship between
index-linked behavioand cowventional bond behavioHow does
the credibility of figal policy changes contlerough in those maeits?

Mr. King: Well, as you say, it is certainly true that the existence
of index-linked bonds makes it much easier to try to form an estimate
of inflation expectationand real mterest rates. Otourse, in the
United Kingdom, a small, open economy, it's not likely that the sorts
of changes to fiscgbolicy that one ses fromyear to year would
actuallyhave a major impact on real U K. rates, because those are
setlargely in the world capital mket. But one can see the impact
over a period of time of adopting what | called “sound policies” on
expected inftion, which hasertainly come down. It is true that we
have not redced expected irdition to a level consistent with our
own stated inflation targefnd that, | tink, is a reflection more on
public opinion inthe United Kingdom. Will public pinion over the
next ten years support the commitment to souridips that we've
seen over the pastten? It is not deetion on anyovernment; it is
on the public as a whole. But | think the use afer-linkedbonds
can be very helpful ineked, th in looking at trends over time and
looking atthe impact oparticular eents, such as the aouncement
of a fiscal consadtiation package on expectations. And | would
commend that use tdfeers.

Mr. Thiessen:Question over here?

Mr. Malkin: Something | haven't heard about is the effect of the
globalization of financial marks over the past five, six, or tgears,
which have been greatly accelerdt To whatlegree can practitio-
ners tell us—and I'm thinking of the two discussants—whether or
not they figure more heavily in theown calcuations, ether the
inability to inflate away debt or, in Mr. King'sase, adpting an
unsustainable policy which the nkats inmediately veto? I'm
thinking aboutedge funds and bond fundswiously moving more
quickly now thanhey would have ten years agoo&sthat, in fact,
change the operation thin a central bank—the way it operates, the
way it thinks?
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Mr. King: Well, if | can give a quick response, and tredlow
Helmut to have more time. It doesn’t changewray one thinks, in
the sense that the way n®iary poicy is set is bylooking atead to
where inflation is likely to go in the absence of a policy change and
then changing policy inrder to hitthe inflation target. But certainly
the existence of highly mobile intermatal capital flows acts,
first, the relationship between national deficits and the interest rate
and, secondly, the speed with which changes irtigatiions about
future monetary policy show up in current interesés. Andhat is
a highly useful reminder tinose who senierest ates in the Wited
Kingdom, but it isimportant not only to stick to, but to be seen to
stick to, the commitment to the inflation targets. So it doesn’t change
the basic framework, but it eimges some of the parametershivi
which that framework is operated.

Mr. Thiessen:Helmut?

Mr. Schieber: Yes, thank you. Of course, we have to take
account the itegration of the internatiaal market, but IHink these
issues make us even more cautious in respect to our assessment of
fiscal policy. If you look at the different courgs, G-7counties or
other countries, yosee hat we have large differences in long-term
interest rates, despite the dgration of the internationaharket.
That meanghat the markts arewell aware of the fiscal positions
of differentcounties and the gesral political situation in different
countries. And it shows clearly which countries have earned the
confidence of thenternational investoand which ones have not.
So, if you want to hve low nominal as well as real interest rates in
an integated nternational capital miet you have to pursuevary
convincing fiscal plicy—and a convincing monetary policy as
well. So | think credibility of fiscal policy and monetary policy are
even more important in a world oftegrated financial markets than
before.

Mr. Malkin: My question was whether or not over a period of,
let's say, a decade or fifteen years, in your experiencehdsimade
a notable difference?
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Mr. Schieber:Yes, | think it has made a considerable difference.
Fifteen years ago, it wasasier to make onetary policy focused
mainly on the dorastic stuation. Now, we have much more to bear
in mind: the considerations tfie interrational investors and mar-
kets as well as the assessment of our own position by the interna-
tional meda. This haghanged dramatically in the ladtéien years.

Mr. Thiessen:It also means that the exchange rate is going to be
an importanthannel for monetary policy—certainly for small, open
economies. A tightening or easing mbnetary policy is certainly
going to show up in the exchange value of yourrency. Okay,
another question.

Mr. Kenen: I'd like to ask Mr. Scieber to elaborate a bit on his
suggestion that an additional treaty might bind the members of the
European Monetary Union. As | undaxstl the preseriteaty, it
already contains a binding commitment on the part of member
countries toavoid excessive budget dgfs—in ather words, to
conform to the 3 percent and 60 percent deficit and debt figures to
which you eferred. | agreehiat the sanctions in the present treaty
are weak. What more would you hope to accomplish by an additional
treaty?

Mr. Schieber:Yes, thank you for this questi. If you look closely
at Article 104C of thélaastricht Treaty, which contains tHexces-
sive deficit procedure,” there is lessvaakness of the sanctions, |
think, than a weakness of theqmedures. It provides very difficult
procedures to come to a sanction, in case of a slippage of fiscal
policy. So what we have in mind is to talk with our future partners
in the EMU about having mainly a quicker response to a slippage in
fiscal policy. For example, one possibility would be to introduce
automatic sanctions and use the procedures of Article 104C only to
allow exemptions from these automatic santsioThiswould
strengthen fiscal discipline substantially, accelerate the working of
sanctions, and change the role of the Ecofin Council, the Commis-
sion, and the Monetary Council. Emptions would only be possible,
for example, in case of a real depression of anewy, ajustified
and accepted working of automatic stabilizers, or sinciteses.
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Mr. Thiessen:We've got time for one more question. Murray?

Mr. Sherwin: As a representative of perhaps one of the smallest
and most open of the economiesward here, I'd like to offer a few
observations orhiese fascinatingssies. | guess our steag position
wouldhave been much the same as Jodyldr's inthe presumgion
that declining iiscal deficits and declining public sector debt would
assist the credibility of monetary policy. Now that we are reducing
public sector debt very sharply, amdieed unning fiscal sypluses,
hasmonetary policy credibility ilNewZealand been enhanced as a
consequence? Frankly, | don’t know. | suspect netcklof a lot has
happened. And that comes back to tloénp that soneone was
making before about small econmeand largenobile international
capital marlets. Thedebt isues and the fiscal issues become impor-
tant at the edgeand in between time what happensis a consequence
of what is going on with international realtes. We do’t make any
presumption that monetary policy shouldgased in line with fiscal
consolidation. Indeed, asstial consolilation has proceedexbace
over the last couple of years, Wwave, if anything, beemghtening
monetary policy. And that is a conseuece of very strong guth
and emerging inflationary pres&s, which we felt obliged to
counter. Finally, just a note on Mervyn King’'s unpleasant fiscal
arithmetic: ‘s, ndeed, that's exactly what we saw. We really had
to run very hard to stand still in those egplyases aseal interest
rates went up, as growth went down, and the fistahson or the
deficit situation became very difficult to hold. The other side of the
coin is the speed of the improvement once weayet the hump,
whichhas been vergiramatic; and | think that mosepple find that
a rather pleasant scenario to be going through.






