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Institutional Advantage, Monetary Policy Accommodation and the Crowding—in
Effect of Fiscal Policy

LI Rong', LIU Li-fei’
(1. China Financial Policy Research Center, Renmin University of China, Beijing 100872, China;
2. School of Finance, Renmin University of China, Beijing 100872, China)

Abstract: As two main tools of macroeconomic policies, coordination and game between fiscal and monetary
policies have been paid considerable attention by researchers. This paper puts the fiscal and monetary policies
together into the structural vector autoregressive model, then analyzes the response of monetary policy to government
spending shock by adopting short—term and long—term identification assumptions. Empirical results reveal that when
the fiscal shock occurs, the growth rate of money supply (M2) increases significantly, indicating that monetary
authority looses monetary policy to accommodate fiscal policy expansion. Second, this paper introduce the above
empirical findings into a dynamic stochastic general equilibrium model to study the effectiveness of fiscal policy
under monetary policy accommodation. The result shows that the interactions of fiscal and monetary policies can
amplify the effectiveness of fiscal stimulus, and the magnitude of fiscal spending multiplier. This paper gives a
theoretical explanation of the large fiscal multiplier in China found by existing empirical research, from the
perspective of fiscal-monetary policy coordination. Our study suggests to use the institutional advantage of China to
coordinate policy goals of different ministrations. By coordinating fiscal and monetary policies, the government could
enhance the effectiveness of policies to ensure high quality economic development.

Key Words: fiscal policy; monetary policy; fiscal —monetary policy coordination; government spending
multiplier
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