Non-Technical Summary of 

MONETARY AND FISCAL POLICY INTERACTION:

THE CURRENT CONSENSUS ASSIGNMENT IN THE LIGHT

OF RECENT DEVELOPMENTS
It is generally accepted (except perhaps in Chicago) that when interest rates fall to almost zero, fiscal policy has to take over from monetary policy as a countercyclical tool. But if fiscal policy can support demand when interest rates are zero, could fiscal policy not work alongside monetary policy at other times? 
This is not the consensus view. What we call the ‘conventional assignment’ is that, in normal times, it is for monetary policy to stabilise the business cycle. The focus of aggregate fiscal policy should be on stabilising the public debt, not stabilising output and inflation. This consensus has emerged over the last few decades, and is much less nuanced than James Meade’s own views. But is it supported by current research?

In the last decade or so there have been important developments in the way academics model and analyse business cycles. New Keynesian economists have made a start on measuring the impact of booms and recessions on social welfare, and comparing these to the costs of changing taxes or government spending. So it is an opportune time to re-evaluate the conventional assignment in the light of this research.
There are practical and political reasons for preferring monetary policy to fiscal policy as a stabilisation tool. Interest rates can be changed much more quickly. Governments may be happy to cut taxes in a recession, but will neglect to raise taxes in a boom.  But are there also purely macroeconomic reasons for preferring monetary policy as a way of controlling demand and inflation? 
This paper surveys the recent literature, and suggests the answer is yes. Interest rates are a more efficient way of stabilising inflation for two main reasons. First, while both fiscal and monetary policy act to change demand, monetary policy also has additional and helpful supply side effects. Second, if we assume that society has got the size of government roughly right on average, then moving spending or taxes around to stabilise inflation moves us away from this desired level, and this has costs. Monetary policy, however, gets straight to the heart of the Keynesian problem, which is that we have the wrong real interest rate because prices are adjusting slowly.

There are two important caveats to this result. The first has already been mentioned: interest rates might hit a lower bound. Given a combination of implementation lags and uncertainty, this may mean using fiscal policy not just when we hit a zero bound, but when there is a good chance that bound may soon be reached. Second, tax changes can play an important role in either directly offsetting particular distortionary shocks, or in correcting relative prices that have become distorted by sticky prices. An example of the former for the UK might be taxing capital gains on property to discourage a housing market bubble. 

The other side of the conventional assignment is that interest rates should not be used to help control government debt. In this case, there does not seem to be a purely macroeconomic case to support the consensus. When debt is high, as it is today in many countries, keeping interest rates low can be an effective means of reducing debt, even when we allow for the costs this incurs in terms of higher inflation. The argument for this aspect of the conventional assignment therefore must be more political. If central banks get involved in the control of debt, this may encourage governments to avoid taking difficult decisions on tax and spending, and recent research confirms that this leads to the worst outcome for social welfare. 
