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Trump says Powell is a 'total stiff' — but also
says he won't fire him

The president continued his attacks on the Federal Reserve chair, but reiterated that Powell will
stay in the job
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Trump slams Jerome Powell as 'Mr.
Too Late, calls Fed chairman a 'major
loser'

Trump called for Powell and the Federal Reserve to move forward with ‘preemptive cuts' to interest rates

GMT+2- Updated April 21,2025

Trump warns of economic slowdown
unless Fed cuts rates, triggering selloff

By Howard Schneider and Ismall Shakil
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Trump Renews Call for Rate Cut, Slams
Fed Chair

President hinted last we

that he might look to fire Jerome Powell

@ shae A mesze £ isen ame

Introduction



Common view: the fiscal-monetary policy mix should be congruent

“[Expansionary fiscal policy...] adds to the challenges faced by monetary policy in bringing
inflation back to target”

OECD Economic Outlook (lIss. 1, 2023)
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Common view: the fiscal-monetary policy mix should be congruent

“[Expansionary fiscal policy...] adds to the challenges faced by monetary policy in bringing
inflation back to target”

OECD Economic Outlook (lIss. 1, 2023)

“Tighter fiscal policy... should complement efforts by monetary authorities, ... making it
possible for central banks to increase interest rates less.”

IMF Fiscal Monitor (April, 2023)
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Common view: the fiscal-monetary policy mix should be congruent

Had monetary and fiscal policy moved in tandem, the recovery could have been quicker.

The monetary/fiscal policy mix was more effective during the pandemic. Again, the ECB
conducted a very accommodative monetary policy. But this time, it was accompanied by an
expansionary fiscal stance.

Lately, however, monetary and fiscal policy have gotten mixed up again, although with both
policies now having traded places. The recent energy crisis and its impact on inflation led to
a monetary tightening, while fiscal policy continued to be very loose. This monetary/fiscal
policy mix is equally undesirable.

K. Knot, President of the Netherlands Bank, ECB policy panel, EEA congress (August 27, 2024)
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This paper: we challenge the common view of policy congruence

In an open economy, fiscal and monetary policy should be divergent

> In a high inflation environment, monetary and fiscal authorities should pull in opposite
directions even if they fully co-operate (share the same loss function)
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This paper: we challenge the common view of policy congruence

In an open economy, fiscal and monetary policy should be divergent

> In a high inflation environment, monetary and fiscal authorities should pull in opposite
directions even if they fully co-operate (share the same loss function)

> Why? Comparative policy advantage due to the exchange rate channel = policy specialization

* Optimal co-ordination entails contractionary monetary policy and expansionary fiscal policy

This prescription holds under quite general conditions
1. Reduced form static model
2. Canonical NK model for a small open economy
3. Additional bells and whistles
4. SOE-TANK model with fiscal transfers
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Some related literature

> Monetary-fiscal policy co-ordination
Mundell (1962), etc
Lombardo and Sutherland (2004), Blanchard and Summers (2020), Bilbiie, Monacelli, Perotti (2024)
Adam and Billi (2008)
Currency union: Beetsma and Jensen (2005), Gali and Monacelli (2008), Ferrero (2009)
> Fiscal policy when monetary policy is constrained
* Gabaix (2020), Billi and Walsh (2022), Wolf (2024), Mian, Straub and Sufi (2024)
» Debt dynamics and fiscal vs monetary dominance
* Sargent and Wallace (1981), Leeper (1991), Leith and Wren-Lewis (2000), Leeper and Leith (2016),
Bianchi, Faccini and Melosi (2023)
> Fiscal policy multipliers
* Hall (2009), Ramey (2011, 2018)

* Haavelmo (1945), Blinder and Solow (1973), Gali, Lopez-Salido and Vallés (2007), McKay and Reis
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» Transfers and household heterogeneity

* Bilbiie (2021), Acharya, Challe, Dogra (2023), Auclert, Monnery, Rognlie and Straub (2024), Bilbiie et
al. (2024)
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A reduced form static world

Domestic demand: y=y'—a,r+a,e+a,g+v
CPI inflation: T=T°+Y,y+7v,et+u
Exchange rate: e=e—(r—r")+z

Policy mandate: minimize a simple loss function in inflation and the output gap:

L=1+Ay

The argument
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The argument in a nutshell

L=1m+A)

Suppose an inflation shock hits the economy, 7t 1. Two cases:
(A) Only MP responds

* Classic policy trade-off, optimal MP achieves Tt =1, >0,y =, <0
(B) MP as in (A) but now FP weighs in

* At first, a FP expansion leads to T > 7t,, § > §,
* Suppose MP responds by raising r until =y,
* But then, T = iz < 71, as long as MP has greater influence than FP on 7t

Observations about case (B):
> Strictly better outcome than case (A): £ < £,
> Implies a divergent policy mix
> Always policy divergence, but signs change if MP has less influence than FP on 7

The argument



Graphical representation

The argument
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Taking stock

» When is policy divergence optimal?
* Trade-off situations = always
* Sometimes even absent trade-offs

» |If MP and FP trade-offs become more similar

* Policy divergence more frequently
* Policy divergence stronger in magnitude

> Closed economy as a special case: optimal policy mix is indeterminate, consistent with Gabaix
(2020) and Wolf (2025)

Key requirements
» Comparative advantages, MP and FP have unequal “sacrifice ratios”
» CPI stability mandate
* If not, we're back to divine coincidence (Woodford (2000), Gali 2005)
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A NK MODEL WITH FISCAL POLICY

Model



Simple extensions of Justiniano and Preston (2008, 2010)

> Core: canonical SOE-NK model of Gali and Monacelli (2005)

> Wage rigidities a la Erceg, Henderson and Levin (2000)

> Consumer habits, price indexation, policy inertia

> HtM vs. Ricardian households a la Bilbiie (2008)

> Active fiscal policy: public spending, lump-sum taxes, and debt

» Model details

Model



Policy

Policy mandate approximated by a simple quadratic loss function
© .
L= [EtZ:Bj [né,tﬂ + )‘yt2+j]
j=0
Optimal policy under coordination: minimize £, wrt. r, and T,

Restriction: fiscal policy needs to ensure stationary public debt dynamics

by = 'B_1bt—1 +0:— Ty

Haavelmo theorem: “if taxes and public purchases increase by the same amount, then aggregate
demand in the economy will increase” (Haavelmo, 1945)

» Sufficient condition: aggregate MPC < 1
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OPTIMAL MONETARY-FISCAL POLICY INTERACTIONS

Optimal policy #12



Optimal policy responses to an inflation shock
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Optimal policy responses to an inflation shock
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Optimal policy responses to an exchange rate shock
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Optimal policy responses to demand shocks
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Extensions

. Policy transmission with HtM (high MPC) households CEEEE
. When inequality matters for policy makers G

. When fiscal adjustment is costly CEE
. “Liz Truss” effects

A
B
C. The role of automatic stabilizers
D
E
F

G

. Complementarity between private and public consumption
. Inflation shocks originating abroad

Extensions



LIZ TRUSS EFFECTS




The Liz Truss effect

In the baseline model only monetary policy (and the risk premium) affects the exchange rate

> The Liz Truss effect: announcement in September 2022 of a significant debt-financed fiscal
expansion caused considerable concern in financial markets and led to a sharp depreciation
of the British pound

> We let the stock of public debt influence the risk premium on domestic currency

rp, = —&nfa, + &, b, + &
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Optimal coordination with Liz Truss effects
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Liz Truss: policy divergence even with demand shocks
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LIMITS TO THE POLICY SPACE
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Adjustment costs and other limits to the policy space

Policy may be restricted in practice
» Uncertain effects of policy, transmission lags
> Tax distortions, spending misallocations
> Debt induced fiscal consolidation
> Political economy considerations
> Financial stability concerns
> Distributional consequences

These restrictions imply less instruments than targets = Tinbergen principle violated
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Adjustment costs and other limits to the policy space

Policy may be restricted in practice
» Uncertain effects of policy, transmission lags
> Tax distortions, spending misallocations
> Debt induced fiscal consolidation
> Political economy considerations
> Financial stability concerns
> Distributional consequences

These restrictions imply less instruments than targets = Tinbergen principle violated

Simple illustration: adjustment costs in the loss function

L= (T[l?)z +)‘yy1% +)‘gg§ +)‘r(r?)2

Policy costs



Optimal coordination with adjustment costs
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MP adjustment costs may imply policy congruence

Divergence overturned if (i) sufficiently large MP adjustment costs and (ii) sufficiently muted
exchange rate response

Modified UIP in the simple model:
e=e’—0(r—r")+z

Policy congruence only if
A > 6A,Y, (o, + 6a,)
V4

Lessons:
1. Fiscal adjustment cost irrelevant
2. UIP violation (6 < 1) not sufficient, need A, > 0 as well
3. If A, > 0and 6 < 1: FP and MP more similar = larger hikes needed = larger costs, may
discourage MP

Policy costs



If large enough MP adjustment costs: FP may need to “take over” MP
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Automatic stabilizers may optimally increase macro volatility

Fixed tax share

0.5

—Var(y)
—Var ()
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Notes: the horizontal axis represents the value of §,, the vertical axis the variance of output and inflation relative to the case

with passive fiscal policy (zpy = 0). Conditional on inflation shocks only.
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Concluding remarks

Popular view: monetary and fiscal policy should be congruent, i.e. pull in the same direction

Our paper challenges the validity of this view in an open economy
> Key: exchange rate channel = MP has comparative advantage in stabilizing inflation
» Comparative advantage = policy specialization and divergence
» High inflation environment tends to call for divergent policies
> Especially relevant for many SOEs
* Trade wars, heightened energy prices, and other supply-side shocks

MP trade-off

Important policy implications in quite general settings

Conclusions
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Model details

A =EAp, + (i —Em ) +v, (1)
o
)‘t:_m (c;—he_y) ()]
v = ¢ {ac,+ (1= a)[y; +n(tot, +q)]} +(1—¢,) g, ®)
Y, =a,+n, (4)
Ty, = Yo Teq = BE, (T, 000 = Vi) — Ky (W, — (@0, = X)) + 2, (5)
T e = YhTh, 1o = BE (T 00 = Vi Ty o) — Ky (@ — W, — (1= Q) tot,) + 2, (6)
Tt = V5T, = BE, (nf,r-1 - anf,t) — K (otot,—q,) + 75t @)
m=0am,,+(—a)m, (8)
W, =W,_, + M, — T, (9)
tot, = tot,_, + M — Ty, (10)
G =qr, +De, + 1 —m, (1)
nfa, = B~ 'nfa,_, + tb, (12)
th, :yt—cy[ct+(1—or)tott:|—(1—cy)gt (13)
i, =i +EDe,, ,— Enfa, +¢, (14)
b =B""b_,+ (1 - Cy) (9:— ) (15)
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Calibration

Textbook calibration as a baseline: 8 =0.99,0 =1, ¢ =2, =0.65,0, = 6, = ef =0.75, h =0.75,
Yw="Yh=7Yf=0.5=0.01,A =0.25.
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Optimal coordination with restricted households

Appendix
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Public-private sector complementarity
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Role of automatic stabilizers
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A foreign inflation shock
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