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Abstract: The control rule for government debt and the financial risk are often ignored in the existing
dynamic stochastic general equilibrium models. Based on the classical NK-DSGE model, this paper incorporates
fiscal pressure and fiscal consolidation into the financial system, and discusses the macro effect of economic policy
through a dynamic stochastic general equilibrium model. Further, this paper discusses the optimal policy under
different government macro management objectives. It was found in this paper that, firstly, China’s expansionary
fiscal expenditure has a remarkable effect of counter—cyclical regulation. However, the increase of government debt
scale not only leads to the reduction of fiscal space, but also inhibits the effectiveness of the fiscal reverse cycle
policy, and will also affect the pricing mechanism of the financial market. Secondly, the rules of fiscal
consolidation have negative effects of weakening expansionary fiscal expenditure, and enhance the economic effect
of fiscal policy’s counter—cyclical regulation. Thirdly, the mix of macro prudential policy and fiscal consolidation
not only inherits the advantages of the original macro prudential policy, but also makes full use of the economic
cyclical uplink, reduces the scale of government debt, ensures that the deficit and debt enter a stable downlink
channel and reserve fiscal space. Fourthly, the mix of macro prudential policy and fiscal consolidation is better
than macro prudential policy. That indicates it may not be enough to rely solely on macro prudential tools to solve
financial instability. Finally, the extended macro prudential policy with fiscal consolidation will eliminate or weaken
economic frictions or economic distortions. It will make the economy achieve an effective balance, and
fundamentally improve social welfare.

Key Words: fiscal consolidation; financial stability; macroprudential supervision; optimal policy; government
debt
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