Commentary:
Monetary Policy Implications
of Greater Fiscal Discipline

Mervyn King

Central banks are often accused of being obsessed witiant
This is untrue. If they are obsessgith anything, it is with fiscal
policy. Why should this be so?

Discussions of fiscal policy often ginate with centrabanks.
This conference isrganized by one; the Bank of England was
created to help the British government finance its deficit; and it was
in the Federal Reserve Bank of Minneap@igarterly Reviewhat
in 1981, Tom Sargent and Neil Wallaaghfished their well-known
article “Some Unpleasant Monetarist Arithmetic.” Thémsic
propositionwas that if the fiscal authoritysets its budgetsde-
pendently of the monetary authority, then the latteghinbe forced
to tolerate a higher inétion rate than itwould prefer in oder to
generate sufficient revenue from seigniorage to satisfy the govern-
ment budget constraint.

I have never found this proposition very convincing. Thgdas
compelling, and the originapaper contains a number of other
interesting and subtlegints.But, as an empirical matter, theopio-
sition is of little current relevance to the major industrialrmgdes.
This is for two reasons. Firgeigniorage—financing the deficit by
issuing currency rather than bonds—is very small relativehiero
sources of revenue. Sewhover the pasiecade oso,governments
have become increasingly committed to price stability. In some
cases, they haveansferred the power over monetary policy to an
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independent central bank with the specific objective of price
stability. In others, thehave stakedheir reputation on meeting a
pre-announced inflation tagg. This seahange in the conventional
wisdom about price stability leaves no room for inflatiobad out
fiscal policy. It also suggests that John Taylor could have written a
companion paper entitled: “Fiscal Policy Implications of Greater
Monetary Discipline.”

In his admirably clear paper, John Taylor makes three noéitg
First, a lower debt-to-GDP ratio redes the incentive forayern-
ments to generate surprisereases in if&tion in order to educe
the real burden of the debt. Henceajer fiscal disciplinegises the
credibility of monetary policy. As Taylor points out, the theoretical
arguments are clear, the empirical evidence muchsessshall
return to this link between inflamn, credibility, and the fiscal
position below.

Taylor’s second main point concerns the role ofhatary policy
during the transition to lower deficits, a highly releviastie in both
this country and myown. Should a défit reduction @ckage lead
the central bank to lower short-term interest rates? Taylor suggests
that the answer to this question is a straightforweasl Nominal
interest rates should fall by the reduction in the rearatt rate
which results from the lower deficithls agument, however, hinges
critically on the assumption that a fiscal consolidation will lower the
long-run eal interest ate in the economy. Albugh this may be true
of the United $ates, it is not bviously thecase insmall open
economiesjncluding several among the G-7, in a world where
capital is highly mobe. Rather, there is are compelling evidence
that it is theaggregatefiscal deficit of the G-10 or the Organization
for Economic Cooperation and Development (1B as a whole,
which influencesreahiterest rates. Of greater impamce, havever,
is the observation that central banks should not cut interest rates
today in response to a deficit reduction pegpi which, even if
enacted in current legislati, will lower deficits only in the future.
Expectations of lower deficits will reduce expectetufe short-
term real ates, and hence the cemt long-term eal rate. But the
central bank should reduce short-term nominal interest rates only
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when thdower deficits lave actuallynaterialzed and produced the
anticipated reductions in short-term resties Moreover, there is no
reason to change the wayonetary policy iset. Changes ireal
interest rates arenly one of manydctors which must be takémto
account when setting shegrm rates. Mdets would expect a
central bank committed to its inflation target to wait before
adjusting short rates. A central bank which cut short rates in
anticipation of lower future real rates might endanger its own
credibility, thus offsetting the fall in long rates resulting from the
fiscal consolidation.

Taylor’s third mairpoint is that a serious attack on budget deficits
would constrain the future use of fiscal policy as a counter-cyclical
instrument, thus necessiting a greater responginess of moatary
policy to deviations of GDP fromend. Athough | fully share John’s
view that the focus of fiscal consolidation should be on the siraict
deficit, | do not bekve that there is likely to be aafor problem in
practice. The pnciple should be to allow the cle to affect the
deficit through changes in the cyclical components of revenue and
taxes. The awmatic stabilizers wilcome into play whatever the
legislators try tofinpose, and a balanced budget amendment which
failed to take into account cyclical fituations in the éficit would
quickly fall into disrepte. Greater transparency in fiscal policy, as
recommended in the paper Bjan Auerbach and embodied in the
1994New Zealand Fiscal Responsibility Act, would not only be a
natural partner for in@ased transparency ofonetary policy, but
would also be more likely tdocus attention on the underlying
budgetary problem than anbérary rule.

| want to comment briefly on the relationship betweetatidn,
credibility, and the fiscal position. Johraylor is certainly correct
to argue that, in the major industrizdid countiies, it is not the
revenue contribution of seigniorage whepectednflation is posi-
tive, but periodic episodes afnexpectednflation which have
reduced debt-to-GDP ratios. In the Gsgigniolage revenue is
small. Table 1 shws that seigniorage has typically been much less
than 1 percent of GDP in eackahde since the war, and the figure
has fallen even further with the reduction in inflation otber past
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Table 1
G-7 Seigniorage as Percent of GDP

Year Canada France Germany ltaly Japan UK us. @7

1950s 0.3 15 11 1.9 0.7 05 02 0.7
1960s 0.4 11 0.6 1.6 1.2 0.4 03 0.7
1970s 0.7 0.7 10 3.2 1.3 0.8 05 1.0
1980s 0.2 0.4 0.3 1.8 0.7 0.1 04 0.5
1990-94 0.1 -0.2 0.6 1.2 0.3 0.2 04 0.4

Average 0.5 0.7 0.7 1.9 0.8 0.4 04 0.7

Sources: Grilli, Masciandarand BRbellini (1991) and Hudson and Nolan (1995)
(@G DP weighted average

decade. Only in Italy is seigniorage over 1qmet of GDP. In
contrast, episodes of unexpectedly higheitibn in the G-have led

to sharp falls in the ratio of debt to GDP. As an egnmChart 1
shows theevolution of the ratio of natimal debt to GDP and the
inflation rate in the UnitedKingdom since 1960. The periods in
which the debt-to-GDP ratio fell most sharply were the 1970s and
late 1980s fdbwing a tise in inflation.Thesize of the deficit, itself,
also affected the ratio—especially in the late 1960s and early
1990s—as can be seenfr@hart 2. Buta few years of unexpectedly
high inflation can do wonders for debt ratios.

As Taylor points out, the credibility hypothesis implibattlower
deficits should be associated with lower rates of inflation as the
pressures toeduce the debt burden by inflation are reduced. This
was not true in the 1980seither in the United States, as shown in
the paper, nor in the rest of the G-7. Table 2 shows the results of a
pooled regression for the G-7 offlation over five-year periods on
the debt-to-GDP ratio a&he beginning of the period and wtdry
dummies. The initial debt-to-GDP ratio, rather than the ratio of the
current deficit to GDP, is the appropriate measure of the fiscal
position. For each country the sample peridbig0 to 1993, giving
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Chart 1

Panel 1: UK National Debt as a Percent of GDP
(1965-1994)
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Chart 2

UK General Government Financial Surplus/Décit
as a Percent of GDP (1965-1994)
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a total of 49 observations. Nasificant relationship is discernible,
and the sign on the debt term is negatalthough the credibility
hypothesis implieshtat it should be positive. Do these results con-
tradict the view that high debt levels undermine rasist to infla-
tion? Not necessarily, is the answer. In my view, the explanation of
the lack of any clear empirical link from debt to inflation is that there
was achange in the intellectudlasis ofmacroeconomic policy in
several cantries during the sample period, a move toward the
pursuit of prce shbility and a sustinable fiscal posiwn—"sound
policies” in fact. These werguccessful in reducing inflation in the
1980s and 990s, although fiscal consolidation had not yet reduced
significantly the stock of debt which remained at high levels.

One consequence of this change netary policy regime is that
the attempt to bring flation down—resulting in lower inflation
than expected—Iled to a fiscal problemslHift to a regime with a
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Table 2

Regression of Inflatiod?
on the Gross Debt: GDP Rati§’
Sample period 1960-1999

Coefficient t-ratio
Debt: GDP ratio -0.058 -2.2
Constant 1.74 54
Dummy variables (constant +/-)
United States -3.94 -2.2
Germany -6.70 -34
France -3.04 -1.6
Italy 0.36 0.2
Japan -4.69 -2.3
Canada -3.09 -1.7

R%=0.29
(a)Average inflation rate over five years
®lpebt: GDP ratio at beginning of five-year period

(C)Split into seven sub-samples of five years each (except 1990-1993). One set of
obsewations foreach G-7 country, giving 49 observations in all.

lower avernge infation rate but one in which the new policy does
not have total @dibility immediately aises the déctive real inter-
est rate orgovernment debt. fiis creates a need for extevenue
to finance the higher debt-financing costs incurrgti@transitional
period during which credibility is being established. Fis teason
the current situation in many antries, with gwernments commit-
ted to permanently low inflation, suggests to me thatdfare, as |
mentioned earlier, fiscal policy implidahs of greater monetary
discipline. The details of this are set out in anamix to my
discussion which, turning Sargent and Wallace on their heads, | have
entitled, “Some Unpleasantd€al Arithmeic.”

The argument is straightfaard. A successful policy ofisinfla-
tion slows the growth of nomal GDP, butdoes not reduce the
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Figure 1

Primary Surplus Required for Constant
Debt to GDP Ratio

required interest payments on conventional mahdebt util the

new policy acquires credibility. Expected inflation will decline more
slowly than actual inflation. The level of theipary surpgus con-
sistent with a constant debt-to-GDP ratio will rise in the short term
by an amount proportional to the initial debt-to-GDP ratio and the
reduction in the average inflatioate. In the longemun, the pimary
surplus caneturn to its originaldvel when inflation expectations
have adjusted, as shown in Figure 1. Famties with a poor track
record of inflation that ppcess may take some time. To take an
example, suppose that the initial debt-to-GDP ratio was 50 percent
and stable, and the change immatary policy regime lowered the
average inflation rate from 6 percent a year tefgent a year. Then

to hold the debt-to-GDP ratio constant would require an immediate
jump in the pimary surpgus of no less than 2 percent of GDP. If
expectatbns adjustednhalfway to the newegime after five years,
then the increase in theiprary surplus wald still be 1 percent of
GDP after five years. Given this unpleasant fiscal arithmetic, what
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might be done? The first, and most obvious, step is to finance more
of the deficit by the issue of index-linkbdnds. These would enable
the government to borrow at the originaht rate of interest. The
second is to speed up the rate at whichdifility in the new
monetary regime is buitip. For example, in emtries withoutone,

the creation of an independent central bank would appear, if not
irresistible, then at least very attractive.

It is clear that the commitment to, andbation of, “sound poli-
cies” has not been confined to a small select group of countries, as
any observer of the latnational Monetary Fund Interim Committee
meetings could testify. Acceptance that macroeconomic gie§
should beset with their long-term impact on the price level and
public finances firmly in mind hasad aneffect on both monetary
and fiscal policy. Greater discipline in one aregolicy has had
implications for the other. Contraction of budget diééi has posed
guestions for monetary policy, as John Taylas described. But it
is argwable that an even greater challenge is the consequence of a
commitment to price stability foridcal policy. Credibility is not
easily acquied, and &hange of monetary policy regime can create
what | have called unpleasant fiscal arithmetic.

The test of theommitment of governments to sound pis will
be whether they can combine a monetary policy dedicated to price
stability with a fiscal policy consistent with sustainable levels of
public debt. Some countries have reached thisipasibthers find
soundness auglity difficult to achieve in two dimnsions. In
Europe, especiallysuccess in stabilizingpoth the monetary and
fiscal position is not yet assenl. Thenext few years will be crucial
in determining whether the move to sound poligias a émporary
fashion or an indefinitehange in the approach to economic policy.

| started by asking why central banks appear obsessed with fiscal
policy. The answer is that central banks doapiate in a vacuum.
They are accountable to publipigion. In recentears, the greater
public acceptance of the goal of price stability leen, to use a
favorite central banking word, welcome. Butés led to npleasant
fiscal arithmetic. his has compourded the existing fiscal problems.
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And since soundness in two dimensions has been rare, it raises the
fear that the commitment to price stability will, in the future, come
under threat as unexpected inflation looks to be an attractive expe-
dient for reducing the deliiurden. Histocal experience would
reinforce hat concern. It is vital, #refore, that upleasant fiscal
arithmetic not lead us back to uspkantmonetary arithmetic.
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Appendix:
Some Unpleasant Fiscal Arithmetic

The transition from a regime of inflation at an average rarg tif
a rate offy leads to some unpleasant fiscal arithmetshadll ignore
the revenue generated byg@brage, and, for the time being, assume
that deficits must be financed by conventional nominal bonds rather
than by index-linkedovernment bonds. All such instremts will be
assumed to be onmeriod bonds. The dyndos of government debt
is given by the differential equation:

(A1) D =-P+r"D

whereD dendes the stock of geernment debtP the level of the
primary surplus, andN the interest rate on one-peribdnds. Let
lowercase variables denote the ratio of the cowading uppecase
variables to GDP. Then (Al) may be written as

(A2) d =dir-g-m)-p.

Define the real interest rate as

(A3) d =di(r-g)+(En-m] -p.

Supposéhat att=0 there is a regime change framF 15 to TT= Ti.
This defines the change in behavior of the central bank. But suppose
that the central bank cannot achieve imragstiredibility for the new
regime in the sense that expectations of inflation adjust only slowly
to the newregime. In paticular, asumethat expectations adjust
exponentially and converge asymptotically to the new inflatia®e.r
Then at time, expected inflation is given by

(A4) Er=m - (Th — To) €%

In order to hold the debt-to-GDP ratio constant at its original level
do, the primary surplus must follow the path
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(A5) pe=(r —g) do + (T, — T4) dp €.

Hence, the change in theipary surplusmecessary for a constant
debt-to-GDP ratio is

(AB) Ap: = (Th — Th) dog®t.
This profile is shown in Figure 1.

Tax smoothing arguments wouldggest that this profile for the
primary surplus would not be optimal. In general, it would be better
to raise taxes or cut penditures so astognease the pmary surplus
by a constant proportion of GDP. Denote the increase in thapyi
surplus as a pportion of GDP byz. Then

(A7) p(t) =p(0) +z
The dynamics of the debt-to-GDP ratio is given by

(A8) d(t) = Bo + Ba d(t) + B2d(t)e™@
where
(A9) Bo=—(p(0) +2
1=r—9
B2 =10 - T,

Unfortunately, this differential equation for the debt-to-GDP ratio
has no closed-fornsolution. Different values of imply different
paths ford. For sufficiently large vales ofz, d declines whout limit,
and for sufficiently smalvaluesd increases whiout limit. At inter-
mediate values of d may riseand then fall, or asymptote to a value
given byd., =dy + Z/(r — g).
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