Monetary Policy Implications
of Greater Fiscal Discipline
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After nearly a quarter century of large budget deficits—causing
the public debt to double from 20 percent to 42 percent as a share of
GDP in the industrialized countries—the need foeager fiscal
discipline appears to be reaching a @ssis. Last springaalanced
budget amendment to the U.S. Constitution passed in the House of
Representativeand came close to passing in the Senate—a swing
of only one vote wouldhave made the difference. In June of this
year, a Congressional budget resalnti calling for abalanced
budget by the year 2002, was egd to by the House and Senate,
with the President disagreeing only about the exatd.dn Europe,

a key citerion for adnission to the European Monetary Union is a
substantially redced budget deficit for many countries. Wdugh
structural budget deficits remain largiee chances are now greater
than they have been in many yethiet deftits will decline as a share
of GDP and that stmger discipline will be put in place to prevent
them from rising again in the future.

The long-run economibenefits of budget deficit reduction have
received extensive invagation by economists and policyalgists.
Economic research—both theory and econometric models—provides
evidence that lower budgeleficits will lower real nterest rates,
increase investment, and thereby increase productivitytiy and
real incomes. The increase in investment witlanlikely be less
than the reduction in the budget deficit because copsaomand
net exportswill rise as thébudget deficit declines. Moreover, the
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size of the realnterest rate eduction will depend on whether the
budget deficit reductionakes place through spending cuts, tax
increases, or taxeforms. On balance, however, most ecoetric
studiesindicate that aeduction in the budget deficiill i ncrease
private invesmentand thereby énefit long-run economic gweth.!

This benefit is the main economic reason to introduce greater
discipline in fiscal policy.

But what are thenonetary policy implicabns of greater fiscal
discipline, andvhat do these imjations, in turn, imply about other
economic goals such as price stability and output stability? Would
the credibility of monetary policymakers be increasdidereby
improving the efficiency ofmonetary policy? Would there be less
pressure to inflate?H®uld particular monetary policy acotis be
taken—such as a reduction in the short-term inter@s or an
increase in money gwth—during atransition to lower budget
deficits? $ould the day-to-dagperationsof monetary policy—the
more systematic response of the monetary instruments to events in
the economy—adapt if greater fiscal discipline prevents deficits
from increasing during future recessions? Would such anatitap
sacrifice or enhance the ability of tbentral banks to achve price
stability? How do the answers to these question depend on the form
that greater fiscal disciplineakes or the speed at which it is
achieved?

The purpose of thipaper is to examine these queas about
monetary policy and toaiserelevant theorétal, empirical, and
historical issues for dcussion. Athoughthe questions areripor-
tant, they have received muess atention by researchersan have
guestions about thivng-run benefits of greateistal discipline.
There still is considerableonfusionand disagreement about the
answers.

| begin by considering the mst straightforward and direct con-
nection between monetary policy and fiscal policy:gbeernment
budget constraintThe government budget constrairas mplica-
tions for central bank credibility and the pressure on central banks
to inflate. Second, | examine the questions aboutatayy policy
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during atransitionperiod to lower budget defisi. Third, | caosider
the operationof monetary policywhen fiscal policy is legally or
constitutionally constrained.

The government budget constraint, time inconsistency,
and price stability goals

There areseveral ways in which a change in fiscal policy can
directly affect the ability of a central bank to meet its priebisty
objectives. All are related to the governmentiget constraint.

Inflationary financing of government expenditures

The simple accounting identity called the government budget
constraint links the budget deficit directly to monetary policy. That
is, achange in the budget deficit necessarily demthe amunt of
interest-bearing governmentids or highpowered maey needed
to finance the deficit. If greater fiscal discipline reduces the budget
deficit, for exampe, then the growth of the sum of interest-bearing
debt and base money is reduced. Of course, as long as the govern-
ment has access to théebt marlet, a reduced deficit does not
necessarily reduce the growthrabney. In other wads, for govern-
ments withaccess to credit marketkere is nmecessary connection
between the size of theudget deficit and the amount of money
creation because changes in buelget deficitcan be financed by
issuing government bonds.

On the aher hand, for goernmentsthat have relied on money
creation to finance a significant fraction gbvernment expendi-
tures, or that do not have easy accessdadicmarlets, a redction
in the budget deficit would havelarge effect on mey creation
and a beneficial effect on price stability. For this reasnmget
deficit reduction is an essential first step in reducing money
growth and infation in many developing countries and economies
in transition.

In the United Statesyhere the fraction of government expendi-
tures that is financed by money growth is very snmaither money
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growth nor inflation haveshown much tendency to vary with the
size of the budget deficit. Thearly 180s provide an excellent
historical example: when the budget deficit rose sharply in the
United States, the rate of iation declined sharply. More generally,
the correlation between the size of the budget deficit as a share of
GDP and high-powered money growths been esstally zero in
recent U.S. history. Hence, though of greaportance insome
developing countries, the government budget constraint provides
little reason to believe that greater fiscal discipline and the resulting
reduced budget defts would be good for price stability in the
United States or other industrialized countries that depend little on
money creation for revenues.

The debt and the effectiveness of monetary policy

Sargent and Wallace $81) have emphasized another possible
monetary policy implication of the government budget constraint.
Suppose that high gernment defcits and debtaise the reahterest
rate to a level above the growth rate of the economy. Thewetary
actions aimed at reducing thate of infation can have perverse
effects andctually increase inflation. Given a pattlar level of the
budget deficit, a deease in mney growth today designed to reduce
inflation, will increase the amount of debt relative to GDP, as bond
finance rephceamonetary financehis will raise nterestpayments
and the size of the future budgisficit relative to GDP, requiring
more money growth in the future.

In such a sitation, lowerdebt levels—if they broughthe real
interest atebelow the growth rate of the economy, could restore the
effectiveness of monetary policy in controlling inflation, and thereby
ease the job of monetary policymakers. Lower money growth would
be expected to lead to lower, not higher, inflation.

Another possible relation between the debt and the effectiveness
of monetary policyhas beemointed out in a recent paper by Fair
(1985). He argues that high government debt levels can reduce or
even reverse the negative impact of higher interest rates in slowing
down the economy and thus in reducing inflation. The reason for the
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reduced sensitivity ofiterest rates ithat debt holders’ inaoes rise
with higher interestates; higher incmesstimulate consumption,
offsetting the intertemporaubstitdion effects of hgher interest
rates on spending. By simulating his econometric model diie
economy, Fair estimates that the increase in debt ldrified Sates

in the last twenty-five yearsassignificantly reduced theffective-
ness ofmonetary policy. Observe that Fair's analysis does not
require that theeaal interest rate be@bove the growth rate of the
economy as does the Sargent and Wallace analysis.

Time inconsistency and public debt repudiation

During the B80s, as budget deits were rishg, several impdant
theoretcal papers were published analyzing the effects of budget
deficits and goernment debt on the credibility of monetary policy.
See Lucas and Stokey983), Persson, dPsson, and Svensson
(1987), Calvo (1988), and Bohn (188 These papers grew out of
earlier research on time inconsistency by kydl and Prescott
(1977), whicthad provided the formal riahale for achieving policy
credibility in an expectational Phijls curve context. In such models
policymakers are confronted with the temptation to inflate in order
to temporarily reducenemployment.

The more recent analysis of government debt and deficit is
very similar tothe Kydland-Prescott argument about théaitidn-
unemploynent tradeoff. Theclassic timeinconsistency problem
arises in the case gbvernment debltecause of the temptation of
the government to repudiate that debt ond¢eag been issued. The
technical explanatiorgoes as follows: using taxes to pay interest on
an existing debt is fiefficient” relative to repudiation of the debt
because of the deadweight loss of taxation; on the other hand, repudia-
tion, if it is unanticipated, isSke a lump-sum taand does naaffect
efficiency. This provides the temptation to repudiate the debt.

As long as governent debt is not indexed to Iafion, a surprise
increase in inflatiorengineered by monetary policy is equivalent to
repudiation; the governamt pays back its debt in flars which are
worth less in purchasing power than the dollars it originally borrowed.
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The analysis by Calvadl@88)shows that the teptation to repu-
diate or inflate thalebt away increases with tisize of the debt
relative to GDP. lmother words, the tendency ftbre central bank to
inflate is an increasing function of the level of the debt, and in this
sense, aeduction in the deldtan reducegressures on the central
bank. Alternatively stated, the centralrik gains in credibility. The
theoretical literature is cleaherefore, hat greaterigcal discipline
which reduces garnment debt will have davorable eféct on
central bankcredibility. Lower defcits slould be associated with
lower rates of inflation.

Whathas thehistoricalexperience been? Asemtioned above, in
the United States there appears to have been little correlation
between deficits or debtand inflation. Aslxd rose sharply as a share
of GDPin the late 1970s aredrly 1980s, the inflatiorate declined.
One could argue, perhapbat the debt-to-GDP ratilvas not risen
high enough for the time inconsistency effects to take over. But, in
my view, the reason that inflatiocame down and stayed down
despite the rising difits is that the Fed and the political environ-
ment in which the Fed operatkeas not succumbed to tinmecon-
sistency pressures. Central bangdibility has mt, infact, appeared
to suffer from the increased debt, at least in the United States. As
the debt increased in the 1980s and the inflation rate decreased,
the credibility of central banks rose rather than fell, according to
most accounts.

However, this history of government debid inflation does not
imply that greateri§cal disciplinavould entail a pererse reduction
in credibility. Most likely, the increased credibilignd increased
price stability of manyentral banks in the 1980s were influenced
by other factors rather than the deficit, such as a more realistic
assessmnt of the bng-run vesusshort-run Philips curve. Perhaps
even a better recognition of the dangers absslof crediility as
explained by research on time inconsistency was a factor! In
addition, the histodal negative coalation betveen infation and
deficit may be due to a reverse causation: lower inflation reduced
government tax revenues through a reductiorratlet ceep in the
tax system.
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Monetary policy during a transition to lower deficits

Having examined the ralionship between the level of the deficit,
or the debt, and onetary policy, | now consider issues that arise
during a period of transition from a high dsfito a low deficit. What
is the role of monetary policy during such a transition period while
the budget deéfit is being educed? Bould money growth be
increased t@ushion the short-run impact of deficit reduction on the
economy? Or, if the central bank is following an interest oatsted
policy, should the short-term interest rate be reduced? If such a
reduction in the shorterm inteest rate is warraetl, byhow much
and how fast should the reduction be?

This issue was discussed amatir debated in théJnited Sates
when multiyear detit reduction plans wre introduced in 1990, and
again in 1993. The same question is beasged today as fiscal
consolidation is beingidcussed in th&nited Statesand Europe.
An examination of the expexnnce during those daar episodes—
including a reconsideration of the economialgsis that was done
at the time—and some simple macroeconomic r@agsuggests,
in my view, straightforward and speciimswers to thespiestions.

The monetary effects of a decline in the real rate of interest

Supposehat the central bank is fowing an inerest rate-oriented
policy in which the short-term interest rate is changed according to
the deviations of inflation from an inflation target and to the devia-
tions of real GDP fronpotential GDP. As a matter of descriptive
policy analysis, such an assumption closely approximates the
actions of monetary policymakers iacent year$.Suppose also
that the economy is in a situation where inflation is about equal to
the central bank’s inflation target and that ttaiget is vewed as
optimal andappropriate; thus there is no need to change monetary
policy to a regime with a lower (or diier) inflation rate. To be
speciic, supmse hat this target inflationate is 2 percent.

Implicit in any such mterest mte-oriented monetary policy is a
view on the part of policymakers of thenlg-run equilibrium (or
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natural) real interest rate in the economy. Supposeltbeduse of

a fiscal consolidation, this long-run real interederin the economy

is expected to decie. There is considerable agreement among
economists that a reduction in the budget deficit would bring
about such a decline. For example, the Congressional Budget
Office estimates that reducing the U.S. budget deficit to zero
would reduce the long-run real interest rate by about 1 percentage
point by the year 2002. The International Monetary Fund estimates
that the world real interest rate would decline by about 1 percent-
age point if greater fiscal discipline in the Organization for
Economic Cooperation and Development (OECD) countries as a
whole led to areturn to the lower budget deficits exgrared in the
early 1970s. Simulations of econometric models give similar
calculations3

If there is such a reduction in the long-run real interas, then
the central bank—following an interest rate-oriented policy—
should adapt its policy, or else there will be a change in the rate of
inflation. If the central nk continues to follow itgrevious nterest
rate policy in thedce of alecline in the long-run real intest rate,
then it will set an interest rate which is too high; this will have the
effect of reducing demand in the economy aredeby tend to lower
the inflation rate below the target iaflon rate.Because in this
scenario the target ilation rate is already viewed agppropriate,
this would be a mistake. Alteatively, if the central bank lowered
its interest rate by themount by which théong-run eal interest
rate is expected to fall (say 1 pentage point)ten the infation rate
would remain near the target rate of inflation.

This relationship between changes in the long-terah interest
rate and the itation rate is illustrated in Figge 1. The nominal
interest ate set by theentral bank is on the verticakis and the
current inflation rate is on the horizontal axis. The solid, upward-
sloping lines show two interest rate jgglrules for the central bank:
when inflation ises above thtarget inflation ate (shown to be 2
percent in the diagram) the central bank takes actioctease the
interest ate. The dashed lines with a slope ofdégreesshows the
relationship between theminalinterest rate and the iafion rate
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Figure 1
Effect of Change in Real Interest Rate
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for a giverreal interest rate—assumed to be 2 percent for the upper
dashed line and 1 percent for the lower dashed line in the diagram.

Along-run equilibrium occurs where tldashed and solid lines in
Figure 1 intersect. At point A, faxample, the real interesdte is
equal to its long-run equilibrium value of 2 percent and the central
bank is following its monetargolicy rule. The infation rate is also
on target at 2 percent.

Now suppose that the equilibrium reatdrest rate falls. This is
represented as a downward shift in the dashed line from 2 percent
to 1 percent; thatis, if the decline in the reédiest rate is percent,
then the line shifts down by 1 percent. If the policy ribes not
change, then a downwasthift in the eal interest rate will bring
about a decline in the inflation rate to point C in Figure 1. Observe
that the decline in the inflatiorate is substntially larger than the
decline in the realnterest rate. This “muiplier” effect occurs
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because of the responsiveness of the interest rate to thtoimf
rate—as seen by thesitive, but nowertical,slope of the monetary
policy rule.

The diagram also indicates how an adaptation of theetary
policy rulecan peventsuch a shift in the infltion rate; in particular,
if the policy rule is simply shifted down by 1 percent, then the
inflation ratedoes not change despite the decline irldhg-run real
interest rate. Inhis casehe long-run equilibrium would be at point
B in the diagram where the inflation rate remains at 2 percent.

The implication of this angkis is that, even if the central bank is
concerned only with price stability, it should reduceritstest rate
target by the amount that thenlg-run eal interest rate declines.
Thus we have a stigitforward answer to the first part of the
guestion about the role of monetaglicy during a fscal consoli-
dation—the interest rate should be lowered and it should be lowered
by the amount that the hg-run eal interest rate isexpected to
decline.

Interest rate path during a transition to lower deficits

Thus far | have made the casedhifting the monetary policy rule
(again viewed as an approximation to emtrpolicy operations) by
lowering the interest rate by a specific ambuut how fast should
the inteest belowered? When thigjuestion came up during the
debates about the 1990 and 1993 budget deals in thed Btates,
some argued that the Fed should reduce its interest rate target by a
large amount immediately when the budget deals were passed into
law. Is this ggood straggy? For example, if thehg-run real interest
ratewould fall by 1 percersige pint as a result of a mujtear budget
deficit reduction, then should tleentral lank lower themterest rate
by 1 percerdge point inmediately as the multiyear program is
adopted?

For several reasons, | would now recoemd against such an
immediate decline in the interestte, especially if theentral bank
is explicitly following an interest rate-orieed policy. Rather |
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would recommend gradually reducing the interest rataughly the
same pace as theadiget deficit actually declined along its traimsi

path. Expectational models of the termusture of interest rates, as
well as historical experience, give considerable rationale for this view.

First, moving theriterest ate by a large amount immediately is
unnecessary if it is clear to markets that the short-term interest rate
will eventually come down. It is the long-term irgst rate, not the
short rate, that has the potential to decline by a lot in the short run,
and all thisrequires is an expectation that future short-teates
will decline.

Second, a rapid reduction in the short-term interest rate by the
monetary policymakers puts them in a position of having to ratify
the credibility of the new fiscal policy. Having the central bank act
as an arbiter in what is likely to bepalitical debate about the
credibility of the government wouldise questions about the inde-
pendence of the central bank.

Third, despite the best inteahs, deficit reduction strategies have
a tendency not to bring about as much deficit reduction asdst.
If the central bank gets oaihead of the fiscal &orities, then it
may have to reverse its path if the deficit reduction path is halted.

A preferred strategy is simply to bring theardst rate down at
about thesame speed as the budget deficiethced. Forexample,
if a 1 percentage point reduction in tlearinterest rate is pdicted
by econometric analysis, and the deficit reductransition path is
seven years long (with the samraount of reduction occurring each
year), hen it is appropriate to reduce the interest ratalimut 15
basis pints peryear, cumulating to 1 percexge wint over gven
years; a ten-year deficit reduction path (again with equal deficit
declines eaclyear) would imply 10 basis pais peryear interest
rate adjustment. These changes in monetary policy may appear remark-
ably small, and they would be nearly invisible compared to the typical
fluctuations in nterest rates durirguch a longransition period. But
recall that the decline in the lofsigrm interestate would be much
larger as future short-term ine=t rates are imbedded inéoasts.
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The operation of monetary policy with budget deficit limits

Thus far | have concentrated oraps for educing the budget
deficit without distinguishing beteen thestructural deficit and
cyclical fluctuatons in the de€it. However, in addition to reducing
the budget deficit, proposals tojimsegreater fscal discipline often
call for legislation or constitutional action to keep the budget deficit
from rising in the future. These legislated limits also prevent fluc-
tuations of thébudget deficit over thieusiness cycle. Intber words,
in addition to reducing the strustl budget deficit taero, fiscal
discipline proposals frequently alsedp the actual budget deficit
at zero. For example, the bataubudget amendment to thesS.
Constitution that naowly failed inthe U.S. Senate earlier this year,
called for balancing the actual budget deficit. Thus incdme of a
cyclical slowdown in real GDP growth which reducedrtaxenues,
there would be a requirement to raigres or cut spending in order
to keep the budget from going into éf* Many have expressed
concern that such actions forced on fiscal policy by the balanced
budget amendment would make recessions worse. Fosatine
reason, they couldterfere with price stabilitgoals.

Cyclical fluctuations in the budget deit are hugeand a policy
which eliminated them would, at the least, alter the cyclical behavior
of the economy for several busiss cyclesChart 1 slows the
behavior ofthe U.S. budgedeficit during the 1987-1993 business
cycle surrounding the 1990-91 recession. Observe how the deficit
rose bynearly 3 percent of GDP from theom of late 1988 through
the end of theacession irt991. Snce then it has declined again.

This behavior of the ddget is closely related to the state of
economic activity. A aseapproximation of cuent fiscal plicy in
the United States is that the budget defibi} &s a share of GDP
rises by 0.5 times the percentagdgviation ) of real GDP from
potential GDP (the samariable in the monetary policy rule dis-
cussed above)hat is, a iscal policy rule which closelgpproxi-
mates the actual deficit 3 = -0.5*Y + SwhereS s a constant.
Observe that the paramefgeequals the structural deficit as a share
of GDP; it is egal to about 3.5 percent on asge during the
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Chart 1
Budget Deficit and Fiscal Policy Rule
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1987-1994 paod shown in Chart 1. For a balanced structural deficit
with a cyclically fluctuating actual defit, we would setS = 0.

The correlaibn between thdeficit and GDP imgtit in the policy
rule is shown in Chart 1. Hve shifted up the path of the fiscalipy
rule from a balanced structural defick & 0) to more closely
represent recent policy by raisiGdrom 0 to 3.5; this shifts up the
path of the policy rule. It issmarkable how closely the actual idéf
follows this simple fiscal plicy rule when adjusted thave the
current structural deficit.

In my view, ideal fiscal reformwould preserve the cyclical
variation in the actual deficit while forcing the structural deficit
to be zero; that is, the ideal policy wouldbe -0.5*Y. However,
many balanced liget amendments would elinatethe sensitiity
of the deftit (D) to the real economyY]; in other words, the
balanced budget amendment which is on the tabl®ba® rather
thanS = O
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How can thecyclical sensitivity of the budget to the state of the
economy be preserved in thteek of ebalarced budgeamendment?
Here are two possible ways.

First, as a ratter of fscal policy practicepolicymakers could run
a structural budget surgs. A surplus is certaly not ruled out by a
balanced budget amendmeatd byrunning a structural surplus,
fiscal policy could automatically become more expansionary
during recessions and not create a deficit. For example, if the
structural suplus was 1 percent of GDP, then the surplus could be
reduced (equivalent to an increase in the deficit) by a full 1 percent of
GDP without creating a defit. For the fiscapolicy ruleD = -0.5*Y,
this wauld provide an autoatic stbilizer for declhes of real GDP
relative to potential GDP of 2 percent, greater than 9@0191
recession, andnly slightlyless than the 2.5 average of post World
War Il recessins in the United &tes.

A second approach is to change the language of the balanced budget
amendment to allow for automatic cyclical fluctuations in the budget
and periods of deficit during recessions. There are several ways to
do this. For example, consider the budget amendment proposal in
Friedman and Friedman (1979). This proposal requires simply that
the growth rate offederal governrant spending not exceed the
growth rate of GDP during the recent past, such asrthwiqusyeatr.

Then, ina downturn when GRffowth declines, government spending
would not have to be cut—it could remain at the previous year’s level
helping to stabilize the economy. Moreover, if the budget amend-
ment focused on spending rather than taxes, as in the Friedmans’
proposal, then the tax revenues could rise and fall as the economy
fluctuated. In a slump, tax revenue could édflandthe budget could

go into surplus. True, this type of proposal does not stipulate struc-
tural budget balancélowever, with the constint paced on spend-

ing as a share of GDP, it is likely that a political force that has kept
taxes below spending in recent years—the hope that keeping taxes
low would put downward pressure on spending—would disappear.

Both of these approaches are illustrated in Figure 2 which shows
the deficit as a share of GDP on thetigad axis (D) and real GDP
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Figure 2
Alternative Budget Reforms
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measured as a deviation from potential GDP on the horizontal axis
(Y). There are three downward sloping lines in thefégall have

the samenegative slopd€0.5). The uppermst line is the cuent
situation in the United States. Observe how the increase and
decrease in the budget deficittire 1990s is accurately traced out
by the line with a slope 00.5. Thisuppermost line implies a
substantial stictural budget deficit as a percent of GDP. The ideal
budget reform foachieving greater fiscal discipline, in my view, is

to lower this line to one of the other twads inthe diagram.

The lower two lines illstrate the two possibilitiesnentioned
above. The lowest line illustrates a situation of a structural budget
surplus of 1 percent. As real GDP declines from potential GDP in
this diagam, the surplus isedwced, but as long as thkeviation
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remains less than 2 percent, the budget does not go inta.defie
middle line in Figure 2 illustrates a situation dfalanced structural
deficit as might be achieved with the limitation of spending growth,
but lettingtax revenue fluctuate as mentionedad. Clearly this
middle line alows for fluctuations in the budgeteficit and could
help stabilize real output and inflation.

Although not shown in the diagm, a balanced budget law which
did not allow for cyclical fluctuations in the deficit would imply a
flat line with zero slope (at least for was of real GDP less than
potential GDP) passinchtoughthe 0 deitit point in Figure 2.
Clearly thiswould not allow automatic ineases in the deficit to
help stabilize the economy.

Implications for monetary policy

The implications of budget reform for toperation of monetary
policy demend on which of the different possibilities for reform in
Figure 2 one has inimd.

For the two reforms that allow the budget deficit to fluctuate
cyclically, no adjustment in monetary policy would hecessary.
These bdget reforms allow the same budget deficit fluctoasi as
currently exst. If monetary policy reacts optimally to inflation and
real GDP now, there would be no reason to change the policy.

However, if the cyclical flatuations inthe deficit are eliminated,
then it is likely that some change imonetary policy would be
appropriate. In terms of the monetaryipglrule mentioned above,
the response of thaeterest ate to real GDP or to inflation might
have to be adjusted. The question about the implications of greater
fiscal discipline for moatary policy then boils down to a question
about how much, if at allhese response efii cients in the monetary
policy rule shoulathange. In my view, the mogtély change would
be an increase in the response of the interest rate to real GDP. This
would appear to be appropriate evearit focuses entirely on price
stability as the monetargolicy goal. The question isow much
should the response be increased?



Monetary Policy Implications of Greater Fiscal Discipline 167

Chart 2
Three Alternative Policy Responses
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| have tried to answer this question by siating different policy
rules in a ratinal expectations econometric model of theyest
seven industrialized economies. See Tayl®9@). Although more

research with this model, and with other models, is needed, a brief
overview of the preliminary research that is emerging might be useful.

Chart 2 summazes the angisis. It shows some results from three
stochastic simulations of my multicountry model. The shocks for the
stochastic simulatins are drawn fromistorical expernce in the
1970sand 1980sThey include shoks to vitually all sectors of the
economy. The three pathkigtrate the impact on real GDP of three
different policy scenarios: (A) currentonetaryand fiscal plicy
rules, (B) curent monetary policy rule only (no autatic fiscal
stabilizes), and (C) moreesponsive monetary policy rule only.

The real GDP path labeled (8hows how real GDP would behave
with these shocks if policy rulesmilar to hose used cuoently (and
discussed above) were in place.
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The path labeled (B3hows whatwould happen witithe same
shocks to the economy if the amtatic budget stabilizers were
removed. Note that in thisase, the flatuations in real GDP are
larger. Thus, according to thesanulations, the cuent fiscal policy
rule appears to be effective in improving outgiatbility.

Path (C) in Chart 2 slws what would happen if theanetary
policy rule were made to be more responsiveed GDP fluctua-
tions than the rule in path (B), but with the budget stadis again
turned off. The response coefficient of the interest rate to real GDP
is raised from 0.5 to 1.@bserve that the size of thaidtuations in
real GDP is diminished somewhat by this changeanetary policy,
restoring some of the stability thataslost by the removal of the
automatic stabilizers. The amgals shows that a somewhat more
responsive monetary policy might be appropriate in a situation
where the automatic stalzrs are eliminated. Moreover, these very
preliminary results show that the appropriate change in monetary
policy might not be drge, but much more research is needed to
determine what size of an adjustment is needed.

Summary and conclusion

In this paper | have anatgd the moatary policy implications of
a move to greater fiscal discipline in the Unitedt&¢ and other
industrialized countries. The mapoints can be summarized as
follows:

(1) While, in theory, redced deficits and debt in thénited States
should improve adibility of monetary policy and make price
stability goals easier to achieve, tmpirical evidence in the United
States indicatehat this effectis likely to be very smalurrently,
money creation finances only a very small amount of expenditures
in the United States, and other efforts to bolstetreébank credi-
bility seem to have domated the negative eftts of ligher debt.

At least as they cuoently operate, monetary policymaks appar-
ently view credibility and pce shbility as important enough that a
lower debt-to-GDP ratio will add little to cramlity.
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(2) If monetary policy is guided by intereate actionsather than
money supply adbns, then it should adapt to a worldlout budget
deficits by lowering the imrest rate target by the aomt that the
real interestate is expected to change due to the elatim of the
deficit. If such action is not taken, the ingl target for inflation
will change and price stability will be sacrificed. Howevebuitiget
deficit reduction poceeds gradually, then monetamiipy should
also adapt gradually. For example, a seven-year program to reduce
the deficit would be accompanied by a seven-year monetary adjust-
ment program with the interest rate target being adjusted gradually
by approximately the same amowsatch year.

(3) There are several ways to achieveager fiscal discipline over
the stuctural defcit while preserving the automatic stabilizers of
fiscal policy. If these automatic stalzéirs are not preserved then
monetary policy may need to adapt. Although it is \aifficult to
estimate thesize of theadaptation that is needed, it is likely to be
characterized by an increase in the responsivenesscoést ates
to deviations of real GDP from potential GDmRig'is an arewhere
further research would be very useful.

In conclusion, it is worthwhile emphasizing that, while deficit
reduction in the United Stes may noyield the monetary credibility
and price stabilityeffects predicted by simple theoretical deds,
and while deficit redction mayeven makenonetary policymaking
slightly more complated during the transition, the benefits to the
economy—nhigher productivity growtand higher ealincomes—
are substantial. Greater fiscal discipline remains a highlyat#si
goal to pursue.

Author’s Note: This esearch was supported by thentée for Economic Policy Research at
Stanford University and by a grant from the National Science Foundation at the National
Bureau of EonomicResearch. | am grateful to Ronald McKinnon, Thomas Sargent, Inseok
Shin, and Vol&er Weiland for helpful coments and assiatce.
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Endnotes

1Estimates of the effects of budget deficit reduction are provided, for example, in Taylor
(1993), Bryant, Mann, artdooper(1993), and the May 199&/0rld Economic Outlookf the
International Monetry Fund.

2see Taylor (1992) for a description@fch a monetary policy rule.
3See the simulations in Taylor (1993), fomexple.

4In the case of a recession or emergencybtidget could be brought indeficit with a
super-majority vote o€ongress.
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