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Summary of “Monetary and Fiscal Policy Interactions in a

Micro-founded Model of a Monetary Union”

by Roel Beetsma and Henrik Jensen

An extensive amount of work has now been done on monetary policy in micro-founded
models with sticky prices. However, this literature has so far paid little attention to the
role of fiscal policy in multiple-country versions of these models and how fiscal policy
and monetary policy interact in the stabilization of shocks. In the context of European
Monetary Union (EMU) the issue of the interaction between monetary and fiscal policy is
important for a variety of reasons. Some of the relevant questions are the following: to
what extent will the burden of country-specific shock stabilization on fiscal policy
increase? Will fiscal constraints hamper stabilization? Is there is a need for the
coordination of monetary and fiscal policies in macro-economic stabilization?

In this paper, we try to address the above-mentioned gap in the literature by
combining monetary and fiscal policy in a micro-founded, two-country model of a
monetary union. The framework extends a recent model developed by Benigno (2001).
We derive the dynamics of the two economies assuming that prices adjust only slowly
and that, in addition to a common monetary policy, there are national fiscal authorities
pursuing active stabilization policies using public spending.

Throughout the paper the objective is to maximize the welfare of the entire union.
This is obvious for the common central bank. However, given that in Europe there is a
discussion about the need to coordinate (fiscal) policies, it is interesting to take also a
supra-national perspective when evaluating the performance of fiscal policies and see
how one could design policies that best serve the common interest. First, we study the
optimal commitment and discretionary policies. Here, we allow for both full optimization
over all instruments (monetary and fiscal) and for the case where fiscal policy is
“passive”. In the latter case, fiscal policies are at their natural levels, because they are
exclusively directed at the efficient provision of public goods and take no part in macro-
economic stabilization.

The optimal policies exhibit a number of interesting features. First, in the absence
of asymmetries in price rigidity, the optimal monetary policy closes the world
consumption gap and forces world inflation to be zero.1 While world inflation is zero,
supply shocks generally cause national producer inflation rates to differ from zero. The
role of the optimal fiscal policy is then to trade off the resulting terms-of-trade gap
against national inflation rates and government spending gaps. Only in the special case of
perfectly correlated supply shocks can the optimal policy mix replicate the efficient flex-
price allocation. In that case, the natural rate of the terms of trade is constant, thereby
leaving national inflation rates perfectly stable with public spending levels at their natural
rates. Second, with equal degrees of price rigidity throughout the monetary union,
monetary policy is not subject to a time-consistency problem, while fiscal policy does
suffer from such a problem. As a result, there are welfare gains to be obtained from the
commitment of fiscal policy. In particular, by committing to a public spending pattern
                                                          
1 By “world” we mean the (weighted) average over the two countries. Further, a “gap”
refers to the deviation of a variable from its stochastic natural rate (i.e., the level under
the efficient flexible-price equilibrium).
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that involves more active stabilization, the common policy-maker influences inflation
expectations in a way that improves the inflation/public spending trade off, thereby
securing more stable national inflation rates and a more stable terms-of-trade gap.
Finally, with differences in price rigidity, the optimal common monetary policy puts a
relatively large emphasis on stabilizing the inflation of the country with the highest
degree of price rigidity. Hence, the other country is characterized by more variable
inflation and employs a more active fiscal stabilization policy.

While it is often argued that monetary unification shifts the burden of stabilizing
country-specific shocks to fiscal policy, it turns out that in our model the relative
advantage of using fiscal stabilization policy is unchanged when the correlation of the
supply shocks decreases. The linear-quadratic structure of the model ensures that the
public spending gap always offsets a given fraction of the macroeconomic fluctuations.

From a welfare point of view, the use of fiscal policy for stabilization appears to
be of relevance. Restricting fiscal policy to be equal to its natural level leads to welfare
losses that, for the parameter combinations that we consider, are equal to a permanent
reduction in consumption of the order of 0.5 to 1 percentage point.

We also explore several types of simple policy rules. It is sometimes argued that
the advantage of such rules is that they are relatively simple to understand and
transparent. As a result, it may be easier to commit to them than to the optimal policy.
We explore rules that have monetary policy close the world consumption gap as much as
possible and keep world inflation as close as possible to zero (so as to approximate the
properties of the optimal monetary policy). Expected welfare losses can then be reduced
further if the public spending gap is made to respond to the terms-of-trade gap, thereby
stabilizing national inflation. In particular, a terms-of-trade deterioration should lead to a
fiscal contraction. This combination of simple policy rules is able to reduce the expected
loss below that under full optimization with discretion. It cannot, however, attain the loss
under the optimal commitment policy. We find a “distance” to the loss under optimal
commitment that is equivalent to a permanent reduction in consumption ranging from 0.3
to 0.6 percentage points.

We also consider a standard Taylor-rule for monetary policy combined with fiscal
policy rules that make the public spending gap a linear function of the output gap. Such a
combination of rules generally performs well and produces expected losses below those
under full optimization with discretion. In fact, the expected losses are surprisingly close
to those obtained under the set of rules described in the previous paragraph (i.e., those
approximately featuring the optimal monetary policy). The optimal fiscal rules are
counter-cyclical and for our baseline parameter combination a 1%-point increase in the
output gap causes a fall in the spending gap of somewhat more than 1%-point.

Reference

Benigno, P., 2001, Optimal Monetary Policy in a Currency Area, mimeo, New York
University.
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