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Abstract: This paper discusses the role of monetary and fiscal policy coordination in coping with the financial cri-
sis caused by liquidity shocks, based on Del Negro et al (2017). When liquidity shocks lead to economic recessions
through decreases in asset prices, the fiscal policy of tax reduction can increase the nominal interest rate by issuing
more bonds, and hence provide larger operation space for monetary policy to stabilize the economy, with targeting as-
set price as an interest rule. Hence, with the support of fiscal policy, the conventional monetary policy instruments
can still play the role of stabilization in time of financial crisis driven by liquidity shocks, while quantitative easing is
not a prerequisite. The study of this paper has significant implications for the central banks implementing or consider-
ing the balance sheet expansion policy, and is also meaningful for China’s current and future macroeconomic policy.
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