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EXECUTIVE  
SUMMARY

One might imagine that a government and its 
central bank work together to ensure that their 

actions complement rather than contradict each 
other and that the most appropriate monetary and 
fiscal tools are used to tackle any given problem. 
This was often the case historically, with many 
European countries between the second world war 
and the inflation crisis in the 1970s using monetary-
fiscal coordination to achieve strong growth, 
develop industrial sectors, bring down government 
debt, and invest in the future. 

While not entirely absent, monetary-fiscal 
coordination has felt more sporadic and coincidental 
in Europe since the 1970s. There have been times 
when it has been notably lacking. In other parts of 
the world, however, monetary-fiscal coordination 
has more recently been deliberately deployed. 

There are urgent challenges that monetary-fiscal 
coordination could help to address. For example, in 
many countries, two factors jeopardise unlocking 
the public and private green investments nations 
need to combat climate change. First, the higher 
interest rate environment makes borrowing and 
investment more expensive. Second, fiscal rules 
encourage fiscal consolidation for many countries. 
NEF analysis, for example, showed only three EU 
countries could meet EU climate and social targets 
from borrowing while staying within fiscal rules1. 
Good monetary-fiscal coordination could help 
overcome these challenges.

In addition, keeping monetary policy and fiscal 
policy in strict silos with set responses (eg interest 
rate hikes are always the best tool to tackle inflation) 
has hampered countries’ abilities to address 
crises. For example, in the previous decade, even 
unorthodox monetary policy responses failed to 
sufficiently raise consistently deficient demand in 
the absence of fiscal policy support. Meanwhile, 
recent supply-side inflation has illustrated that 
traditional responses to inflation have limited 
effect in certain circumstances. A country should 

use the most appropriate tools at its disposal to 
address crises. This is particularly crucial given that 
because of climate change and geopolitical tensions, 
economic disruption may occur more frequently in 
the future. We therefore argue that more intentional 
monetary-fiscal coordination would help central 
banks meet their primary price stability mandates, 
while also allowing governments to increase public 
investments towards agreed objectives, including 
climate action. 

Monetary-fiscal coordination is becoming harder 
to ignore. Central banks have been operating 
since the 2008 financial crisis using a broader 
definition of their price stability mandates than 
had previously been the case. For example, buying 
government debt has raised concerns about central 
bank independence and the role of a central bank 
in supporting government finances, while buying 
select corporate debt has exposed the myth of 
central bank ‘market neutrality’. Meanwhile, there 
has been extensive debate around many central 
banks now addressing climate change as part of 
their price and financial stability mandates.

As another example, central banks are recording 
losses on their balance sheets and moving into 
negative capital positions due to large interest 
payments on their reserves created during 
quantitative easing (QE) programmes. They are also 
making losses from unwinding QE. In cases, such 
as the UK, this results in large transfers from the 
government to the central bank, with this money 
being passed on to commercial banks. How central 
banks share profits and losses with treasuries is thus 
finding newfound importance.

Inflation has also become a decisive issue for 
elections and political stability. Rising prices, 
particularly in essentials such as food, energy, and 
housing, have a direct and visible impact on voters’ 
everyday lives. Public dissatisfaction with inflation 
often erodes trust in the government, making it a 
key battleground in electoral contests. Ensuring 
price stability through monetary-fiscal coordination 
is therefore not only an economic imperative but 
also a political necessity to maintain democratic 
legitimacy and counter the rise of extremist forces.

How monetary and fiscal policies should optimally 
coordinate and respond to problems depends on 
the inflationary environment, the underlying causes 
of inflation, and other economic factors. Figure 1 
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gives an overview of fiscal and monetary policy tools 
which could be used by governments and central 
banks in different types of inflation scenarios. 
During deflationary episodes, for example, central 
banks have a range of tools at their disposal, 
including interest rate cuts, yield curve control, 
QE, strategic QE, direct and reversible financing 
of government and public investment banks, 
direct and irreversible financing of governments 
or public investment banks, direct and irreversible 
transfers for citizens, and minimum lending ratios. 
Governments, meanwhile, could take advantage 
of lower interest rates to invest to promote 
future growth and price stability. Moreover, if the 
stagnation is a result of government underspending, 
then governments should not expect central banks 
to compensate for this, especially as monetary policy 
can become limited as we saw when interest rates 
were cut to zero. Instead, the government should 
loosen fiscal policy to get the economy out of 
stagnation.

In contrast, during times of high inflation driven 
by supply problems, the range of tools central 
banks could use include raising interest rates to 
a sufficient level to prevent wage-price spirals, 
discounting interest rates for sectors where 
investment is needed to overcome supply problems, 
and using targeted collateral easing to help facilitate 
the financing of sectors that could help tackle 
current or future sources of price instability. The 
government, meanwhile, could address supply 
bottlenecks, enhance emergency storage capacity, 
impose windfall profit taxes where appropriate, and 
enforce antitrust laws. There may also be situations 
where price controls are relevant, particularly in 
uncompetitive markets where companies have 
enough market power to push prices upward. 
In addition, before inflationary incidents occur, 
governments should explore supply chain 
weaknesses and look to take measures to address 
vulnerabilities before they develop into problems. 

FIGURE 1. A DIAGRAM FOR BETTER MONETARY-FISCAL COORDINATION

NEF categorisation of fiscal and monetary policies by which tools are best suited for different types of 
inflation. Policies listed are a mixture of short-term responses and long-term strategies to bring inflation 
down. Longer term policies are placed within inflation scenarios where their expansion or use can be 
more easily justified to meet both government and central bank objectives in that specific context.

Source: Authors’ own
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Finally, central banks could raise interest rates 
in high-inflation environments fuelled by excess 
demand. They could also take a targeted tightening 
approach, by slowing down the sectors driving 
inflation more forcefully than those less responsible 
or, given the impact climate change could have 
on the economy and price stability, slowing down 
carbon-intensive sectors more rapidly than the rest 
of the economy. Tools for targeted tightening could 
include collateral framework adjustments, strategic 
quantitative tightening, or credit controls or ceilings. 
Governments, meanwhile, could use progressive 
taxation to take the heat out of the economy. 
Furthermore, if significant public investment had 
already occurred during low-inflation periods, 
subsequent cuts to public spending during high-
demand inflation could effectively temper demand 
without compromising essential political objectives.

As outlined in this report, it is possible to 
design a governance framework that permits 
improved monetary-fiscal coordination, while 
protecting democratic mandates and central bank 
independence. 

First, governments should clarify central banks’ 
secondary mandates to indicate how broader 
government economic policies could be supported. 
This should involve providing a short list of 
government policy objectives that monetary 
policymakers could realistically contribute to 
(this already happens in the UK, but not in the 
EU). Having political institutions specifying clear 
secondary goals would not undermine central 
bank independence, as central banks would retain 
complete autonomy in making monetary policy 
decisions. The primary mandate would also remain 
superior to any secondary mandate to support 
broader government policy goals. This means that 
central banks could overlook any secondary goal that 
it felt reasonably and demonstrably conflicted with 
its price stability mandate.

Second, we suggest creating an independent and 
deliberative advisory board (called, say, the Economic 
Coordination Council, or ECC), composed of 
representatives from a range of fiscal, monetary, 
and banking experts (but not from the central bank, 
government, or other policymaking institutions), 
along with other relevant experts, such as from 
climate science or trade bodies. The ECC should 
explore how to achieve policy coordination; for 
example, by identifying contradictory policies and 

under-exploited instruments. It should extensively 
consult with government and central bankers, and 
publicly release independent policy recommendations 
to help advise both the executive and the central 
bank. Neither the central bank nor the government 
should be required to implement these policies 
(the autonomy and independence of both should 
be maintained). However, if they choose to not 
implement the ECC’s recommendations, they should 
be required to explain their reasoning publicly. This 
would help increase transparency and accountability 
in both monetary and fiscal policymaking. 

In addition, there is currently very little 
accountability when monetary-fiscal coordination 
is lacking. If the ECC concluded that either the 
government or the central bank was missing key 
opportunities to coordinate, or where the effect of a 
lack of coordination was problematic, then this could 
be flagged. It could also inform parliament about 
political or legislative barriers to better monetary-
fiscal coordination. For example, central bank 
mandates could be amended to allow monetary 
financing under very specific circumstances, such as 
during times of sustained excessively weak demand, 
low inflation, and where interest rates are already 
at or near zero. Legislation could also be amended, 
where necessary, to allow central banks to directly 
(reversibly or irreversibly) finance independent 
public investment banks, which may come with 
fewer risks than financing a government directly. 
In addition, strict fiscal rules could be ill-advisedly 
holding back a government from taking vital action 
to fulfil fiscal or monetary policy objectives. Finally, 
stronger fiscal coordination may also be a pre-
requisite for strong monetary-fiscal coordination in 
multi-government jurisdictions, such as the EU.

All relevant decision-making bodies should formally 
recognise the existence of the ECC and commit to 
contributing to its work and carefully considering its 
recommendations. Other ways to achieve political 
buy-in could include giving each policymaking 
institution responsibility for directly appointing a 
subset of the ECC’s expert members. They could also 
each appoint one of their representatives as co-chair 
of the ECC, so they have skin in the game and a 
first-hand understanding of the work in progress 
in the ECC. These co-chairs would act as conveners 
and witnesses of the deliberations, but would not 
be involved in the deliberations themselves or in 
proposing recommendations, and they would not 
have voting powers. 
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1. INTRODUCTION

Our current macroeconomic policy framework 
is broken. It does not allow us to optimally 

respond to crises and take preventative action to 
help stop problems from emerging. As German 
economist Isabella Weber argues,2 “price spikes in 
essentials can topple governments,” while ensuring 
price stability has the potential to secure electoral 
success. Price spikes in essentials – driven by 
constrained supply, surging demand, and profit-
driven pricing decisions – have not only fuelled 
general inflation but have also disproportionately 
impacted poorer households, underscoring the 
urgent need for coordinated strategies to stabilise 
prices and shield the most vulnerable.

The past two decades have seen the western world 
move from economic crisis to economic crisis, 
including the 2008 financial crisis, the European 
debt crisis, concerns around ‘secular stagnation’ 
(an epoch of poor economic growth stemming 
from structurally low private demand),3 and the 
economic fallout from the Covid-19 pandemic 
and geopolitical tensions, including the recent 
cost-of-living crisis. As we will explore in Chapter 
2, government and central banks have worked 
well together at times to help manage these 
crises; however, there have also been times of 
discoordination, and sometimes even contradictory 
actions by governments and central banks, which 
in both cases would have been helped by active 
coordination efforts. 

Moreover, as explored throughout this report, it is 
questionable whether the best tools were always 
deployed to tackle the problems at hand. At times, 
both central banks and governments have been 
constrained in their thinking, particularly due to 
orthodox mindsets about the roles that both play 
in the economy and who is responsible for tackling 
certain types of crises. The evolving relationship 
between a government and its central bank is also 
becoming harder to ignore, due to central banks 
starting to interpret their price stability mandates 
more broadly, and implicit (sometimes explicit) 

relationships between the central bank balance 
sheet and government finances.

Monetary policy uses interest rates, financial 
regulation, and other tools to influence the 
money supply, macroeconomic conditions, 
and financial stability, to keep inflation (and 
sometimes unemployment) low and stable. Fiscal 
policy, meanwhile, uses government spending 
and taxation to influence demand, savings and 
investment, income distribution, and resource 
allocation across different sectors of the economy. 
Fiscal policy is administered by governments, 
while monetary policy is usually delegated to 
independent central banks. Monetary-fiscal 
coordination ensures government and central bank 
actions complement rather than contradict each 
other, and that the most appropriate monetary and 
fiscal tools are used to tackle any given problem.

Monetary-fiscal coordination could help address 
urgent challenges. For example, in many countries, 
two factors jeopardise unlocking the public and 
private green investments nations need to combat 
climate change. First, the higher-interest-rate 
environment makes borrowing and investment 
more expensive. Second, fiscal rules require fiscal 
consolidation for many countries. NEF analysis, for 
example, showed only three EU countries could 
meet EU climate and social targets while staying 
within fiscal rules.4 Well-designed monetary-fiscal 
coordination could help overcome these challenges. 

We often appear to be living in a world of 
overlapping emergencies which makes proactive 
policies to minimise risk and disaster preparedness 
to deal with potential upcoming shocks even 
more important. For example, we can already start 
to see the economic fallout from more frequent 
extreme weather events.5 Moreover, climate change 
and heat extremes will only increase inflationary 
pressures.6 Intentional monetary-fiscal coordination 
is an opportunity to better prepare our economies 
and societies to mitigate future crises and adapt to 
the potential economic, environmental, and social 
effects thereof. Discoordination of monetary-fiscal 
policy, on the other hand, can also lead to one 
authority having to overwork to meet its mandates, 
sometimes producing unwanted side effects, while 
coordination could make achieving an objective 
much easier. 
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Inflation has also become a decisive issue for 
elections and political stability. Rising prices, 
particularly in essentials such as food, energy, and 
housing, have a direct and visible impact on voters’ 
everyday lives. Public dissatisfaction with inflation 
often erodes trust in the government, making it a 
key battleground in electoral contests. Ensuring 
price stability through monetary-fiscal coordination 
is therefore not only an economic imperative but 
also a political necessity to maintain democratic 
legitimacy.

Currently, elected governments can mandate 
their central banks with secondary objectives 
alongside their primary price stability mandate. 
Yet central banks’ independence means they are 
free to interpret and implement these objectives 
as they wish, leading to “independent policy 
coordination”.7 Central banks could use their 
tools to support governments in meeting their 
democratically elected goals, where this doesn’t 
jeopardise central banks’ primary price stability 
mandate. Equally, governments could use their 
tools to support central banks in meeting their 
democratically decided price and financial stability 
mandates, where this also satisfies government 
goals. Importantly, there may be scenarios where 
central banks consider the tools that governments 
have more effective at fighting inflation and 
governments believe central banks have better 
tools to meet other economic goals. To maximise 
possibilities and promote flexible and effective 
policy solutions, bilateral coordination is a key step 
beyond independent coordination which has been 
limited to discretionary additional policies. 

Moreover, central bank and government goals are 
often actually interlinked. For example, meeting 
environmental objectives can foster long-term price 
stability by avoiding or mitigating the inflationary 
impacts of climate change.8 Similarly, addressing 
labour constraints can help reduce supply-driven 
inflation. As one final example, social objectives 
can foster long-term financial stability by lowering 
inequality, reducing people’s reliance on debt, 
and reducing the prevalence of overleveraged 
individuals and firms whose bankruptcy can 
have spillover effects leading to a financial crisis.9 
Economic policies cannot be compartmentalised; 

a unified, collaborative approach is essential 
for addressing the multifaceted challenges of 
the modern world. As we saw in Figure 1 in 
the previous chapter, there are many fiscal and 
monetary policy tools which could be used by 
governments and central banks in different types of 
inflation scenarios.

It is worth noting that some soft bilateral 
coordination between governments and central 
banks already takes place as part of the EU’s 
Economic and Financial Committee and Economic 
Policy Committee under the umbrella of the 
Economic and Financial Affairs Council (ECOFIN). 
In the UK, the treasury and the Bank of England 
have regular meetings and exchange letters on 
policy issues. While these discussions occasionally 
align objectives, they do not constitute a deliberate, 
transparent, or structured framework for 
coordination, leaving room for improved coherence 
in achieving monetary and fiscal objectives.

This report explores the history of monetary-fiscal 
coordination in the EU and the UK and how it 
could be used today to help economies tackle crises 
and generate prosperity. In Chapter 2, we explore 
the concept, along with historical and international 
examples. Chapters 3, 4, and 5 describe the ways 
that monetary and fiscal policy could be better 
coordinated under low, supply-driven, or demand-
driven inflation, respectively. Chapter 6 proposes 
institutional arrangements that could facilitate 
monetary-fiscal coordination while protecting 
the independence of central banks. Chapter 7 
summarises our recommendations and concludes.
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2. A BRIEF HISTORY 
OF EUROPEAN 
MONETARY-FISCAL 
COORDINATION  
AND SEPARATION,  
1945 TO NOW

The current macroeconomic framework in most 
advanced economies is officially built on a 

strict separation of democratically set fiscal policy 
implemented by governments, and democratically 
mandated monetary policy implemented by 
independent central banks. However, this was 
not always the case. The separation has also been 
increasingly blurred in recent times. The following 
gives a brief history of how monetary and fiscal 
policies have been coordinated and separated.

2.1 POST-WAR MONETARY-FISCAL 
COORDINATION

After the first and second world wars, many 
European countries had amassed large debts 
but were also entering new political climates. 
Governments made spending commitments to 
build welfare states with more generous social 
security programmes and universal public 
services,10 while also implementing ambitious 
industrial strategies.11 Such expenditure was 
facilitated by both fiscal and monetary policies 
being accommodative to this post-war expansion.12

Many central bank policies of the time helped 
explicitly13 by guaranteeing low interest rates on 
government debt or providing special lending 
channels for areas aligned with government goals.14 
The Banque de France, for example, offered direct 
central bank credit through rediscounting facilities, 
with ‘rediscounting ceilings’ in place to limit how 
much such a facility could be used. These ceilings, 
however, were designed to give priority access to 
certain sectors, like industry, agriculture, energy, 
transportation, and housing, which the government 

deemed important.15 As another example, the Bank 
of England targeted a 2.5% interest rate on long-
term borrowing during Attlee’s government, a rate 
supported by Bank of England bond purchases16. 
Further descriptions of such policies and historical 
examples are provided in Chapters 3–5. 

During this period, European economies grew 
at historic rates.17 This, combined with the 
accommodative low interest rates from central 
banks helped rapidly shrink post-war debt-to-
GDP ratios.18 However, some describe this is a 
period of “financial repression”19 as savers earned 
less than inflation due to such low interest rates, 
highlighting the trade-offs that can result from 
closer coordination.

2.2 THE SEPARATION OF MONETARY AND 
FISCAL POLICY 

Monetary-fiscal coordination started to break down 
in the 1970s when the USA stopped using the 
gold standard, where the dollar had been pegged 
to a certain amount of gold. The gold standard 
helped but did not guarantee stable prices.20 
The Bretton Woods system, which had pegged 
international currencies to the dollar (and had 
been struggling for some time21), collapsed, causing 
extensive foreign exchange volatility.22 Alongside 
this, the Organization of the Petroleum Exporting 
Countries (OPEC) oil crisis increased energy costs.23 
Meanwhile, governments implemented fiscal 
measures to combat unemployment,24 with central 
banks taking a similar approach and running loose 
monetary policy.25 Despite these multiple factors 
leading to high prices, political narratives in the 
UK coalesced around trade unions as the cause 
of inflation due to wage-price spirals,26 ushering 
in many anti-union laws in the aftermath.27 A 
more holistic view might see this as a very limited 
explanation with wage-price spirals rising out 
of the conflict over resources that these other 
inflationary factors initially caused.28 The lasting 
effect of anti-union legislation has made sure 
the brunt of the cost of inflation episodes fell on 
workers.29 

More widely, central banks were also heavily 
criticised for the decade of inflation; it was believed 
that their governance and focus needed revision.30 
Many economies experienced high inflation and 
unemployment at the same time (stagflation), 
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which had previously not been thought possible. 
This led to changes in theories around the Phillips 
Curve; specifically, the mainstream belief shifted 
to there being no long-term trade-off between 
inflation and unemployment31. Combatting 
inflation thus became a central bank’s primary 
goal,32 with the rise of theories of monetarism and 
rational expectations playing a role in the shift.33 
However, these theories tended to blame inflation 
almost solely on government mismanagement and 
interference in monetary policy. It was believed 
that independence would therefore help a central 
bank achieve its inflation goal34 as well as give it the 
credibility to anchor market participants’ inflation 
expectations. Governments might, for example, 
lean on central bankers to lower interest rates 
close to elections purely for an electoral boost,35 
but central bank independence would help shield 
central bankers from such forces. Governments 
across the world subsequently made central banks 
independent.36  In addition, central banks reduced 
their holdings of government debt, as their support 
for government deficits was now discouraged.37 

The risk of fiscal dominance, where governments 
use monetary policy tools to achieve fiscal goals 
at the expense of price and financial stability 
objectives, was certainly not unfounded. During 
the Korean war, for example, there was a tussle 
between US President Truman and the Federal 
Reserve.38 The Fed wanted to raise rates to combat 
inflation, while Truman wanted low interest rates 
to help fund the war effort. An uneasy compromise 
was reached whereby 5-year debt would be 
supported for a while longer.39 Similarly, President 
Johnson was angry when the Fed raised rates 
during the Vietnam war. He also tried to pressure 
the Fed, but this time the Fed held its ground.40

There thus emerged the model of central banking 
we see today – independent central banks with a 
primary focus on combating inflation and ensuring 
financial stability. While wider objectives, such as 
directing credit towards certain strategic sectors or 
supporting government finances, were dropped. 
Many central banks were, however, given secondary 
mandates to support broader government 
economic policy, but these secondary mandates are 
often sidelined and poorly defined. This is discussed 
in detail in Chapter 6.

Lower inflation was common by the mid-1990s, 
and it remained fairly low until the Covid-19 
pandemic.41 However, economists are still 
debating whether this was the result of the new 
central banking model, or whether central banks 
were simply fortunate enough to benefit from 
international drivers of inflation subsiding and 
new deflationary forces, such as globalisation,42 
technological progress,43 and demographical 
trends.44 

Furthermore, as governments made central 
banks more independent, they also deregulated 
the private banking sector.45 In fact, some argue 
that central bank independence encourages 
governments to deregulate,46 as it can be leaned 
on as a tool to give short-term benefits to the 
electorate, for example, increasing the volume of 
lending to fund consumption or home ownership. 
However, this deregulation coincided with, and 
likely helped cause, ever-more common financial 
crises,47 culminating in the 2008 financial crisis. 
As the next section explores, the response and 
aftermath provided a distinctly different fiscal-
monetary mix. 

2.3 THE 2008 FINANCIAL CRISIS AND 
FOLLOWING MONETARY-FISCAL 
DISCOORDINATION

The financial crisis and its aftermath showcased 
the need for coordinated monetary and fiscal 
policies. The eurozone crisis provided a clear 
example of how the objectives of central banks 
and fiscal authorities can intertwine, with 
spiralling government borrowing costs leading to 
financial stability concerns. Therefore, monetary 
authorities had to intervene to end the crisis. 
Subsequently, throughout the 2010s, central banks 
used expansionary measures while some fiscal 
authorities implemented austerity measures. These 
opposing stances helped contribute to the period 
of economic stagnation shared by many countries 
after the 2008 financial crisis. Therefore, better 
coordination in this period could not only have 
prevented or lessened the depth of the crisis but 
could also have increased prosperity. This section 
explores these ideas in more detail.
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To stop the financial crisis, governments provided 
unprecedented fiscal support to the banking sector. 
Yet for some countries in Europe, this pushed debt 
to high levels which markets perceived as risky. 
In the eurozone, the lack of explicit central bank 
backing of sovereign debt caused the spreads 
between interest rates for different European 
countries to rise significantly.48 Financial markets 
demanded higher interest rates, making it harder 
for countries to finance deficits. In addition, 
countries struggling with these costs were also 
less likely to recapitalise their banking sector, 
instead providing fiscal guarantees,49 which only 
pushed problems down the line. A vicious cycle of 
self-fulfilling expectations began when increased 
expectations of default caused interest rates to rise, 
which further increased expectations of default,50 
ultimately resulting in major political instability. 

To stop the crisis, bailout packages and monetary 
interventions were required, but these came with 
strict conditions. For example, the European Central 
Bank’s (ECB’s) acceptance of Greek bonds as 
collateral (therefore allowing banks with ownership 
of Greek debt to access more liquidity) was subject 
to the Greek government’s compliance with the 
demands of the Troika.51 Furthermore, the bailout 
packages received by Greece, Ireland, Portugal, 
Spain, and Cyprus came with strict austerity 
requirements. Here a lack of proper coordination 
channels forced governments to accept the 
conditions of central banks, despite evidence 
suggesting such conditions deepened aspects of the 
crisis.52 

Ultimately, the fiscal crisis was only resolved 
after ECB President Marco Draghi’s statement 
that the ECB would do “whatever it takes”53 and 
the subsequent announcement of the Outright 
Monetary Transactions programme (which also 
required countries to agree to economic reform 
measures54) to provide the ECB with the ability to 
do so. This thereby implied central bank backing 
for sovereign debt. The effectiveness of Draghi’s 
speech in calming financial markets is itself a 
demonstration that had such a guarantee been 
clear before the crisis, the vicious cycles described 
earlier might not have even started. Therefore, how 
central banks are expected to support governments 
during a crisis is a clear area where coordination 
could make a difference. 

As the 2010s continued, the policy stances of fiscal 
authorities and central banks further diverged. 
Perhaps encouraged by the EU’s strict fiscal rule 
framework, even countries not in direct fiscal crisis 
took on austerity measures as high government 
debt was seen as a problem. Government budget 
cuts were widely adopted across countries. 
However, these austerity measures largely failed 
to reduce debt55 and likely added to the stagnation 
economies faced56 while also increasing poverty 
and inequality.57

The low growth and low inflation in this period 
meant central banks became the only game in 
town. After cutting interest rates to near-zero levels 
they then experimented with unconventional 
measures like quantitative easing (QE). QE 
involved central banks buying government and 
corporate bonds to provide liquidity to the financial 
sector to try to amplify the effect of low interest 
rates.

Further unconventional measures included targeted 
lending schemes (ie targeted longer-term refinancing 
operations or TLTROs). With such programmes, 
central banks offered banks the chance to lock in 
lower interest rates on their loans, provided they 
increased lending to businesses (or, in some cases, 
households or small and medium enterprises 
(SMEs)). Again, this policy aimed to amplify the 
effect of low interest rates. 

However, QE and TLTROs were relatively 
ineffective58 at resolving the low growth and low 
inflation of the period, particularly given the 
quantities of money spent. As recently recognised 
by ECB board member Isabel Schnabel, “Asset 
purchases are more powerful for stabilising markets 
than for stimulating the economy.”59 This led many 
economists to question the ability of central banks 
to handle such a task alone and to conclude that 
austerity in the aftermath of the crises had held 
back recoveries in many countries.60 

Whether the unconventional tools central banks 
used were already too dull to stimulate the 
economy properly, or government austerity nullified 
the effects, policies working in opposite directions 
certainly did not help. Clearer recommendations 
from central banks that government spending 
would help stimulate the economy, or recognition 
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that monetary policy tools were limited in this 
regard, might have been able to orient policies 
towards a better solution.

Furthermore, the activist monetary policy in this 
period exposed how central bank ‘market neutrality’ 
– the idea central banks can act without affecting 
relative market prices – is something of a myth. All 
central bank policy decisions have different effects 
on different types of assets, and so impact relative 
prices.61

For example, QE has been linked to rising wealth 
inequality due to its transmission channels 
focusing on appreciating the value of financial 
and physical assets.62 In addition, corporate QE 
required central banks to choose which corporate 
bonds they bought, improving credit conditions for 
the businesses affected.63 With 60% of the ECB’s 
corporate debt portfolio linked to the most carbon-
intensive sectors, it is hard to see how this can 
be presented as neutral. Therefore, while central 
banks could never really neutrally intervene in the 
economy, the unconventional policies deployed 
after the financial crisis exposed this even further.

Moreover, despite their theoretical independence, 
central banks’ implementation of QE has had 
significant fiscal implications on government 
treasuries by essentially monetary financing 
portions of government debt, swapping bonds for 
reserves. While this meant governments received 
profits from central banks while the income 
from bonds outstripped the interest they paid on 
reserves, these have turned to losses with higher 
interest rates on reserves, with some treasuries 
directly on the hook. In fact, the large amounts 
of reserves created from QE combined with 
high interest rates have meant private banks are 
receiving a large windfall in income, likely helping 
their record-breaking profits. We explore this issue 
further in Box 1 in Chapter 4.

Therefore, coordination isn’t just an issue of 
securing the best policy outcomes; it is also a way 
central banks can get away with policies that have 
wide-ranging distributional and fiscal implications 
with little scrutiny and accountability. 

2.5 THE COVID-19 PANDEMIC AND COST-OF-
LIVING CRISIS 

During the pandemic, both fiscal and monetary 
authorities deemed a stimulus necessary. EU 
countries provided fiscal stimuli,64 loan guarantees, 
and access to the eurozone’s bailout fund for 
healthcare.65 The European Commission suspended 
fiscal rules and launched the Next Generation EU 
package, including loans and grants funded by joint 
debt, moving towards greater EU fiscal unification. 
The UK spent £410bn on public services, business, 
and individual support.66

Central banks maintained low interest rates and 
stepped up QE. The ECB, for example, introduced 
the Pandemic Emergency Purchase Programme 
(PEPP), while the Bank of England conducted 
£450bn of additional QE in 2020. The ECB also 
extended targeted lending operations to support 
the real economy,67 lowered the interest rate on 
the programme,68 and eased collateral eligibility 
requirements, for example, by allowing Greek 
government debt to be accepted as collateral.69 
The Bank of England similarly rolled out a term 
funding scheme with additional SME incentives,70 
bought corporate debt, and reduced supervisory and 
prudential policy measures.71 

While communications around QE were focused 
on traditional central bank goals, such as ensuring 
the effective functioning of bond markets or helping 
inflation return to target, a Finacial Times survey 
found that the “overwhelming majority” of investors 
surveyed believed that the Bank of England’s true 
motivation was to support government debt.72

Post-pandemic inflation, driven by excess savings, 
supply-chain disruptions, and the Ukraine war, 
caused fiscal and monetary policies to diverge. 
Central banks shifted to restrictive policies. The 
Bank of England raised rates and began quantitative 
tightening in 2022, while the ECB reduced QE and 
hiked rates, using bond buying to assist struggling 
countries. Governments increased spending to 
address the cost-of-living crisis, with EU fiscal 
rules suspended until 2024. However, some of the 
fiscal support was directed at price-suppressing 
measures, and so was consistent with monetary 
policy. For example, Spain, France, Greece, and the 
Netherlands implemented comprehensive price 
controls or decreased value-added tax (VAT) rates 
and other energy-specific taxes.
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In 2022, the ECB also introduced the transmission 
protection instrument (TPI), which enabled the 
ECB to buy eurozone country government bonds if 
it believed interest rate spreads between different 
eurozone countries did not reflect economic 
fundamentals.73 There is no precise science 
around which part of a yield reflects economic 
fundamentals and which part is down to market 
mispricing, so there would inevitably be subjectivity 
in any such interventions.74 The TPI was designed 
to ensure smooth monetary policy transmission 
across the eurozone, and was justified under the 
ECB’s secondary mandate but raised concerns about 
encouraging irresponsible borrowing and monetary 
financing.75 The TPI also directly supported fiscal 
rules, as the ECB specified it would only buy 
bonds from countries following the Union’s fiscal 
framework. So far, the TPI has not been used; 
however, the mechanism is in place, so that the 
ECB is poised, if necessary, to support government 
borrowing, even if this is not the official intention, 
representing a key way fiscal and monetary policies 
interact. 

2.6 CENTRAL BANKS AND CLIMATE CHANGE

In recent years, central banks have acknowledged 
the impact of climate change on their primary 
price stability and financial stability mandates,76,77 
and have taken steps to incorporate climate 
considerations into their operations. The Bank of 
England and the ECB, for example, both took steps 
to ‘green’ their corporate bond purchases,78,79 while 
the ECB has started to consider climate change 
in its collateral framework80 and capital adequacy 
requirements.81 In 2024, the Bank of England also 
announced steps to adjust haircuts on collateral 
accepted, to account for the impact of energy price 
shocks on mortgage repayments, and risks from 
more frequent and severe flooding.82 More details 
on all such central bank climate policies can be 
found in Chapters 3–5.

Such action represents a broader interpretation of 
central bank primary mandates than previously had 
been the case. Unsurprisingly, such moves have 
drawn criticism from those concerned that they 
risk undermining central bank independence by 
politicising central banks, with the mission creep 
also potentially jeopardising their ability to focus 
on combatting inflation.83,84 Some argue that central 

banks are wrongly being forced to address climate 
change to compensate for insufficient government 
action.85

Others argue central banks should be going further; 
for example, by following the lead of central 
banks in  Japan and China by implementing green 
targeted lending schemes to help facilitate the 
financing of green projects, and so help reduce 
dependency on price-volatile global fossil fuel 
markets.86 The ECB’s green collateral and capital 
adequacy proposals have also been criticised for 
not sufficiently addressing climate risks.87,88 Such 
demands reflect how central banks have played a 
proactive role in the past to provide special financial 
conditions for sectors aligned with government 
objectives. Overall, this shows some central banks 
are already trying to coordinate with governments 
to tackle climate change. More direct and explicit 
coordination would only strengthen the ability of 
central banks to respond, while ironing out issues 
over who is ultimately responsible for what.
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3. MONETARY-FISCAL 
COORDINATION 
IN TIMES OF HIGH 
SUPPLY-DRIVEN 
INFLATION

Demand-pull inflation occurs when there is 
excessive demand, such that the demand for 

goods and services exceeds supply. In such cases, 
interest rate rises dampen spending in the economy, 
thus depressing demand and inflation. 

In contrast, cost-push inflation is caused by the 
supply of goods or services falling; for example, 
due to supply chain disruption overseas following a 
natural disaster.

Interest rate hikes can’t address the causes of 
such inflation without crashing the economy to 
significantly bring down demand, and they risk 
hindering investment required to boost supply.89 
However, they can help stop a currency from 
depreciating (which fuels inflation for importing 
nations) if overseas central banks are also hiking 
rates,90 and reduce knock-on domestic effects, such 
as wage-price spirals, where people demand higher 
wages due to the higher cost of living, and this, 
in turn, increases input costs and thus inflation, 
with this inflation spiral potentially continuing 
indefinitely. However, one should note that while 
central bankers deeply fear wage-price spirals, 
there are doubts about how often they emerge in 
practice.91

The USA and Europe recently experienced supply-
side inflation due to the Covid-19 pandemic and 
the Russian invasion of Ukraine.92 Central banks 
responded by raising interest rates significantly.93 
While domestic indirect inflation did emerge (but 
without turning into large wage-price spirals94), 
many economists argued that, in some countries, 
inflation was not primarily a result of wage 
pressure. Economist Isabella Weber, for example, 

suggested that recent EU domestic inflation must 
be understood in the context of “seller-driven 
inflation”, where companies shift a significant cost 
burden onto consumers by hiking prices to protect 
or expand their profit margins.95 She warned that 
this was a particular risk when high demand for 
essential goods, such as food and energy, intersects 
with supply shortages, providing sellers with 
considerable pricing power. She and Ivan Wasner 
found that, in many supply-constrained sectors 
in the EU and USA, firms had both the incentives 
and the power to limit supply, thereby boosting 
or maintaining profits, and that inflation in these 
countries had been exacerbated by increased 
corporate pricing power.96 

As we will explore in this chapter, relying solely 
on interest rate hikes is not necessarily the best 
response in such situations. Other tools can more 
directly address supply-side inflation. In addition, 
while central banks will always want to slow the 
economy somewhat during times of high inflation 
to prevent wage-price spirals from emerging, 
excessive interest rate hikes could make it difficult for 
governments and businesses to invest to alleviate 
supply chain disruption, by pushing borrowing 
costs up to an unnecessarily high level, while having 
a minimal effect on underlying causes of inflation. 
While neither central banks nor governments will 
generally have the tools to fully address supply 
chain disruption, both must do what they can to 
help ease problems, both now and to prevent such 
problems from emerging again in the future.

As an example of the importance of this, NEF 
analysis highlighted that rising interest rates 
increased the costs associated with transitioning 
away from expensive fossil fuels, by making 
investing in renewables, electrifying transportation, 
and retrofitting social housing more expensive.97,98 
Renewables projects require high upfront capital 
investment,99 but they then generate significant 
savings once in operation (because they free us 
from purchasing expensive fossil fuels on global 
markets100). This higher cost of capital will have 
impeded the attainment of future price stability, 
by delaying crucial green investments that would 
shield us from price shocks in the volatile global 
fossil fuel market. In 2023, global renewables funds 
saw record outflows due to rising interest rates 
and soaring material costs, which squeezed profit 
margins.101 As another example, in the UK, interest 
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rates raising financing costs contributed to a failed 
offshore wind power provision auction.102

In addition, excessively penalising the rest of the 
economy through very high interest rates can 
cause a recession, resulting in people becoming 
unemployed,103,104 permanently reducing their 
life-time earnings105,106 and inducing inequality that 
can persist.107 Even outside of recessions, raising or 
lowering interest rates has distributional effects,108 
as different household income groups have different 
holdings of assets and debt and different exposures 
to changes in the unemployment rate or wages.

Next, we outline the fiscal policies governments 
could use to help counteract supply-side inflation 
and the monetary policies central banks could 
use so their response is targeted and minimises 
contradictions with secondary mandates.

3.1 FISCAL POLICIES IN RESPONSE TO HIGH 
SUPPLY-SIDE INFLATION

A large-scale fiscal stimulus is not an adequate 
response to any inflationary situation and imported 
supply-side disruption can be difficult for both 
governments and central banks to directly address. 
However, governments may sometimes be in a 
position to help at least partly resolve these sources 
of inflation, or address vulnerabilities so they do 
not reemerge in the future. While any government 
spending in times of high inflation needs to be very 
carefully thought through, by taking targeted action 
governments may enhance productivity and ease 
supply-side issues, while also potentially having 
the bonus of tackling broader economic and social 
challenges, such as the climate crisis. Concerns 
about the economy overheating due to targeted 
spending could also be addressed, if necessary, via 
progressive tax rises. The following strategies are 
examples of targeted actions that governments 
could take against causes of current and future 
supply-side inflation:

• Addressing supply bottlenecks109 is crucial for 
overcoming challenges in manufacturing caused 
by problems with global supply chains, trade 
rules, and climate-related disasters. Bottlenecks 
create significant constraints in various sectors, as 
existing suppliers are often unable or unwilling 
to increase output, and entry for new companies 
is challenging. The government may be able 

to eliminate barriers directly or allocate public 
resources to incentivise the growth of new 
producers (public or private) capable of meeting 
demand. The UK government, for example, 
took steps in 2021 to address a severe shortage 
of lorry drivers that was threatening to bring 
deliveries of key goods to a standstill.110 Steps 
included allowing more migrant lorry drivers, 
free intensive training boot camps, and improved 
roadside facilities. Labour availability can often 
be a key supply constraint that the government 
can help address through skills policies and other 
measures. Meanwhile, investments in renewable 
energy could, as discussed in Chapter 3, help 
reduce exposure to future fossil-fuel-driven 
global price shocks. Similarly, the expansion of 
social and affordable housing could help alleviate 
inflationary pressures in the rental sector.111 
Implementing industrial policies or investments 
to eliminate production bottlenecks could not 
only help control inflation and enhance the 
economy’s capacity but also help tackle other 
societal problems, such as housing crises or 
climate change. 

• Enhancing emergency storage capacity for 
a broader spectrum of commodities would act 
as a buffer mechanism against geopolitical 
events. For example, during the recent energy 
price increases, the European Council agreed 
to increase gas storage ahead of the next cold 
season and reduce energy demand.112 Recent 
debates about strategic autonomy in the EU 
have suggested stock-piling solar panels in case 
of increased geopolitical tensions with China, 
who produce the vast majority of global solar 
panels.113

• Introducing windfall profit taxes114 can serve 
as an additional tool, discouraging firms from 
inflating prices in times of crisis to boost profit 
margins, thereby reducing the likelihood or 
severity of price shocks. Both the UK115 and the 
EU,116 for example, introduced an oil and gas 
windfall tax in response to the recent energy 
price crisis.117 Some economists have suggested 
a “tax on inflation policy”,118 where firms pay a 
tax tied to their price hikes. Modelling found that 
such a tax would complement monetary policy 
in mitigating demand shocks and reducing price 
volatility.119
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• Using price controls during periods of high 
inflation. This could take the form of fiscal 
policy, where government compensates firms 
by subsidising them for reduced prices. For 
example, the UK government subsidised energy 
companies during the recent energy price crisis 
to facilitate lower consumer energy prices.120 
Alternatively, prices could be capped without 
subsidising suppliers. Spain, for example, 
capped rent increases during the cost-of-living 
crisis without providing compensation for 
landlords.121 Economists, such as Isabella Weber 
and Wasner, who (as discussed earlier) argue 
that the current inflation in the EU and the USA 
has been exacerbated by increased corporate 
pricing power, advocate for price controls to curb 
corporate greed. Opponents of price controls 
argue that they disrupt market price signals 
of scarcity and risk causing a misallocation of 
resources.122 Despite these criticisms, there may 
be situations where price controls are useful, 
particularly in uncompetitive markets or in 
markets where high demand for essential goods 
intersects with supply shortages. In such cases, 
companies may often have enough market 
power to excessively push prices upward.

• Enforcing anti-trust laws123 and designing 
industrial policies that increase market 
competition when one or more companies have 
monopoly or oligopoly power. In these instances, 
the best response to price increases is for the 
government to enforce antitrust laws, crack 
down on illegal price fixing, and use industrial 
policy to incubate new private businesses in 
the sector or introduce a public option. These 
policies can limit price increases while also 
fostering fair and competitive markets. 

3.2 MONETARY POLICIES IN RESPONSE TO 
HIGH SUPPLY-SIDE INFLATION

To ground inflation expectations, central banks will 
always want to raise interest rates somewhat to 
slow the economy during times of high inflation. 
However, excessive interest rate hikes could make it 
difficult for governments and businesses to invest 
to alleviate supply chain disruption. Central banks 
could instead raise interest rates to a sufficient 
level to prevent wage-price spirals, while at the 
same time providing less contractionary conditions 
for necessary supply chain investments. Such 

investments could be focused on improving the 
productive capacity of essential goods and services, 
and/or in the upgrade of production processes to 
reduce reliance on scarce materials or energy inputs 
(eg fossil fuels). These investments could help 
alleviate sources of inflationary pressure. 

While central banks loosening monetary policy 
for any part of the economy during times of high 
inflation would be controversial, thus requiring 
excellent communication from central banks, 
concerns about the economy overheating from 
such policies could be addressed, if necessary, 
with progressive tax rises. Moreover, even if the 
government did not implement necessary tax 
changes, it would be worth having slightly higher 
rates in the rest of the economy, or keeping rates 
higher for longer, to facilitate addressing supply-
side vulnerabilities that are the root causes of 
inflation (and that could potentially also result in 
future inflationary episodes). Concerns around 
central banks taking political distributional 
decisions and deviating from market neutrality, by 
favouring some sectors over others, are discussed in 
Chapter 6. 

Tools that would allow a central bank to take a 
differentiated approach by easing conditions for 
certain key sectors include the following: 

• Sectoral discount interest rates or 
differentiated rates. Central banks could offer an 
interest rate level that is below its key interest 
rate for strategic sectors. Reducing borrowing 
costs for such sectors when interest rates are 
high could help tackle current or future sources 
of price instability and also help meet central 
banks’ secondary objectives. For example, in 
response to the 1974 oil shock, Banque de France 
offered banks a favourable rediscounting rate 
(and reserve requirement exemptions) for credit 
dedicated to energy-efficiency improvements in 
industrial sectors.124 In the contemporary context, 
it is often proposed that central banks should 
adopt a “green interest rate” for investments 
dedicated to the energy transition.125,126,127,128 
The Bank of Japan, for example, recently 
re-introduced a preferential interest rate to 
stimulate green lending by banks.129 China 
has a similar policy,130 while French President 
Emmanuel Macron has called for the European 
Central Bank (ECB) to take such an approach.131
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In such cases, countries should ideally have a 
robust ‘green taxonomy’132 in place, to prevent 
greenwashing.133 Countries without a taxonomy, 
however, could operate pilot schemes that focus 
on clear-cut green activities, such as financing 
renewable energy or home loans for energy 
efficiency measures, heat pumps, solar panels, 
etc., although Japan instead scrutinises each 
bank’s internal green frameworks, and then the 
banks determine their own qualifying loans.134

• Targeted collateral easing. Central banks 
could adjust collateral requirements to facilitate 
the financing of sectors that could help tackle 
current or future sources of price instability, 
and also help meet central banks’ secondary 
objectives. For example, China’s central bank 
broadened its collateral rules in 2018 to include 
green bonds, which reduced costs for issuers.135 
Such measures potentially encourage banks 
to lend to projects in target areas, because the 
central bank guarantees that banks will be able 
to refinance these loans with fresh liquidity from 
the central bank.136 

By expanding acceptable collateral, the central 
bank could be taking on more risk; however, 
it is common practice for central banks to buy 
risky assets to help meet economic challenges.137 
In response to the 2008–09 financial crisis, for 
example, the Federal Reserve bought very large 
quantities of mortgage-backed securities to 
help stabilise banks and provide liquidity.138 
Meanwhile, during Covid-19, the ECB eased 
collateral requirements to improve bank lending 
and liquidity.139 

Unfortunately, by expanding acceptable 
collateral, the central bank is also potentially 
encouraging commercial banks to do riskier 
lending. However, one could argue that the large 
financial risks posed by not adapting to climate 
change quickly enough140 would probably 
outweigh the financial risks introduced by a 
central bank accepting slightly lower credit-rated 
bonds as collateral (a dramatic loosening of 
standards is not suggested). 

• Other exemptions and incentives can be 
designed to reduce the tightening effect on 
specific sectors of the economy. When the 
Bundesbank and Banque de France still ran 
credit ceiling policies, for example, they also 
applied exemption rules for export credit. Such 
policies were particularly effective when their 
economies faced imported inflation shocks, 
as supporting exports helped minimise the 
associated trade deficits, and thus helped 
strengthen currencies.141

Adopting such policies would require the 
development of new institutional processes to 
relieve central banks from deciding on political 
priorities. Careful design of these processes will be 
crucial to safeguarding central bank independence. 
We will explore such institutional arrangements in 
Chapter 6.
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4. MONETARY-FISCAL 
COORDINATION 
IN TIMES OF 
EXCESSIVELY  
LOW INFLATION

The strict separation between monetary and 
fiscal policy was designed to maximise a central 

bank’s ability to respond to inflationary pressures 
without political influence. However, inflation may 
not always be a primary threat to economic stability, 
as there are times when demand is consistently 
deficient, and economies are operating well below 
capacity for a sustained period.

There are two main reasons for coordination in a 
low-inflation environment. First, the central bank 
has more room to support its secondary objectives 
in such a situation (however, doing so requires 
input from political institutions, as discussed in 
Chapter 6). Second, when the central bank hits the 
zero lower bound, the fiscal policy stance becomes 
an important determinant of the transmission of 
monetary policy. Typically, a restrictive fiscal policy 
hampers the transmission of accommodative 
monetary policy by depressing demand.142 As a 
result, the central bank may have to compensate 
for a too-timid fiscal policy by excessively loosening 
monetary policy, which can cause unwanted side 
effects. Quantitative easing (QE), for example, has 
been criticised for fuelling wealth inequality,143 
potentially creating asset bubbles,144 insufficiently 
boosting demand,145 and, more recently, creating 
large losses on central bank balance sheets146 (Box 
1) If fiscal policy better supports monetary policy 
during times of sustained deficient demand, then 
more unconventional monetary policy steps may 
not be required.

4.1 FISCAL POLICIES IN RESPONSE TO LOW 
INFLATION

A low-inflation, low-interest rate environment 
should prompt governments to increase borrowing 
for investment spending, fortify their economies, 
and build the foundations of long-term prosperity. 

• Investments in education, healthcare, and 
childcare offer myriad social and economic 
benefits. These investments establish the 
groundwork for a healthier, more productive, 
and fairer society, ultimately fostering 
economic growth and stability. For instance, 
enhancing education not only improves 
individual learning outcomes but also boosts 
workforce productivity.147 A well-educated 
population is better equipped to adapt to 
evolving economic demands and drive long-
term growth and competitiveness. Similarly, 
healthcare investments result in healthier 
populations and increased and improved labour 
force participation.148 Additionally, childcare 
investments aid working families by facilitating 
parental participation in the labour force, 
advancing gender equality, and promoting early 
childhood development,149 all of which have a 
positive impact on prosperity and growth.150

• Investments in climate solutions improve 
resilience. Climate solutions, such as 
renewable energy production, energy efficiency 
measures, enhanced public transport, and a 
strong domestic green tech industry, reduce 
dependency on fossil fuel imports, making 
countries more resilient to energy-driven price 
shocks. Moving away from expensive and 
volatile fossil fuels towards cheaper and more 
stable renewable energy will make electricity 
prices more stable in the medium run.151,152 
Green investments, including in renewables, are 
already leading to more affordable consumer 
energy prices.153 Even in the short to medium 
term, the rapid deployment of renewable energy 
in Europe between 2021 and 2023 reduced 
electricity prices by 3%, 8%, and 15% in 2021, 
2022, and 2023, respectively.154 
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• In addition, aligning our economies and 
societies within planetary boundaries reduces 
the risks of climate- and biodiversity-related 
price shocks, for example, as a result of more 
frequent wildfires, major floods, and droughts 
due to climate change. The European Central 
Bank (ECB) finds that as climate change brings 
more frequent and more severe weather shocks, 
the volatility and heterogeneity of inflation 
may increase and hotter summers may result in 
more frequent and persistent upward pressures 
on inflation.155 Significantly greater public 
investments for mitigation and adaptation are 
needed to avert the worst effects of climate 
change.

Borrowing enables governments to spread 
investment costs over time, avoiding immediate 
impacts on tax and spending decisions, and 
avoiding one generation paying for actions that 
could yield benefits for multiple generations. 
Borrowing can be self-sustaining when investing 
in long-term assets that boost growth over 
an extended period,156 such as investment in 
education, transportation infrastructure, or 
renewable energy. If the proceeds of borrowing are 
being invested wisely, therefore, there is no reason 
to assume that this borrowing will undermine debt 
sustainability.

In the past, some economists argued that 
such public spending would crowd out private 
investment157 (eg if increased government 
borrowing pushes up interest rates), leading to 
no long-term boost to economic activity. The 
International Monetary Fund (IMF), however, 
has presented evidence that multiplier effects for 
certain investments may increase over time, as 
crowding-out effects wear off and the benefits of 
the policy are experienced in full.158 For example, 
the IMF assumes that infrastructure and green 
investment multipliers increase for 20 years. Even 
putting this debate aside, since the 2008 financial 
crisis most economists now agree that government 
spending can boost economies during times of 
reduced economic activity when interest rates 
are already near zero and crowding out will be 
minimal.159

4.2 MONETARY POLICY IN RESPONSE TO  
LOW INFLATION

Central banks will generally cut interest rates in 
times of sustained deficient demand – sometimes 
even down to zero or even below. As we have seen, 
the government should also invest to help avoid 
economic stagnation and take advantage of a low 
interest rate period. The central bank, however, 
may need to further support the economy or help 
facilitate government action using unorthodox 
monetary policies, which could also contribute to 
central banks’ secondary objectives. Unorthodox 
monetary policies include the following:

• Quantitative easing. QE is when the central 
bank buys government and/or corporate bonds. 
The purchases are primarily in the secondary 
market, although some corporate QE did involve 
purchases in the primary market, ie directly from 
the issuer. QE helps to lower interest rates, and 
so encourages borrowing and combat deflation. 
Recent examples of QE are detailed in Chapter 
2. QE can require a huge scale of bond purchases 
to achieve its intended effects on overall financial 
conditions.160 While QE has been effective at 
stabilising financial markets, it suffers from 
concerns that it creates asset bubbles and market 
distortions which boost wealth inequality and 
fail to adequately stimulate demand, despite 
large sums of money being created.161 It can also 
risk major financial losses for the central bank 
(Box 1). Other options may therefore be seen as 
more effective.

• Strategic QE or Green QE. This would direct 
QE programmes towards specific government 
objectives, such as boosting investments in 
the green transition.162 For example, this could 
involve purchasing government green bonds, 
bonds issued by green companies or by public 
development banks, to fund green infrastructure 
or social housing. The ECB has already partly 
adopted this proposal by tweaking the rules of 
its corporate sector purchase programme (CSPP) 
in 2021 to tilt purchases towards bonds issued 
by green companies.163 The Bank of England also 
took steps to green its corporate bond-buying 
programme.164 
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• Yield curve control (YCC). YCC describes a 
policy where central banks state they will buy 
or sell government bonds until specific interest 
rates are achieved. As YCC attempts to target 
only a specific term interest rate, other term 
interest rates can be left unaltered. Compared 
to QE, only small amounts of active buying or 
selling need to occur for the interest rate change 
to take effect, as a credible signal of the central 
bank’s intent can in itself move markets towards 
the target.165 Notwithstanding, YCC suffers 
from many of the same drawbacks as QE with 
regard to limited efficacy at stimulating demand, 
exacerbating wealth inequality, and causing 
market distortions (which can be particularly 
acute). Moreover, YCC can leave a central bank 
vulnerable to sudden shifts in market conditions, 
as its commitment to keeping a given bond 
maturity at a certain interest rate may require 
large purchases or sales. The Reserve Bank of 
Australia’s disruptive exit from its Covid-19 
pandemic-era YCC policy was precipitated by 
such unforeseen shifts.166 However, the relatively 
successful dismounts from YCC by the Federal 
Reserve after the second world war and more 
recently by the Bank of Japan in 2024 illustrate 
that exit risks can be mitigated with sound 
planning and clear communication of the central 
bank’s intentions and principles.167,168 

• Direct financing of governments or public 
development banks. This involves the central 
bank using newly created money to extend a 
line of credit or purchasing bonds at the point of 
issuance (rather than via the secondary market). 
The Bank of England, for example, extended 
its overdraft facility for the Treasury during the 
Covid-19 pandemic.169 Unlike QE, this approach 
would be less likely to exacerbate wealth 
inequalities or create asset bubbles in the capital 
markets. Moreover, direct financing would be 
more balance-sheet efficient than QE, requiring 
a smaller overall level of money creation for the 
same effect. Central banks, however, deliberately 
conducted government bond QE through the 
secondary rather than primary markets, as they 
wanted to avoid giving the impression they were 
helping finance governments, which they feared 
could undermine their perceived separation from 
political decision-making.170 

While buying bonds or granting loans are reversible 
forms of central bank financing, a central bank 
can also irreversibly finance the government 
or a development bank. ie without requiring a 
corresponding asset in return. The biggest barrier to 
direct financing is the fear that it could undermine 
central bank independence and un-anchor inflation 
expectations. Strong institutional arrangements, 
separations, and communications are thus essential 
and are discussed further in Chapter 6.

• Direct transfers to citizens. This is a policy 
whereby a central bank would distribute newly 
created money, not backed by public debt, 
directly to citizens. For example, the central 
bank could open an account for each resident 
and credit it with a certain amount.171,172 Central 
banks have widely refrained from distributing 
money to citizens, arguing that distributional 
decisions should be taken by fiscal authorities 
and parliaments, not central banks (an argument 
that was notably not applied in the case of 
QE).173 Coordination could overcome the 
political issues of direct transfers if parliaments 
and fiscal authorities pre-authorised central 
banks to make equal lump sum payments to all 
residents when the circumstances justify doing 
so.174 However, to maximise the effect of this 
policy and more progressively use public money, 
it would be preferable to target the transfers to 
lower-income households with larger marginal 
propensities to consume.175 

• Finally, central banks could also implement 
minimum lending ratios or targets, wherein 
they impose volume-based targets on banks 
for lending to specific activities. Minimum 
lending ratios for priority sectors have in recent 
years been implemented by the Reserve Bank 
of India and Bangladesh Bank.176,177 In the 
EU, there has been discussion of mandating 
a minimum proportion of banks’ mortgage 
portfolios to energy-efficiency renovations.178 
The establishment of bank transition plans could 
also involve volume-based lending targets.179 
However, minimum lending ratios or targets are 
typically implemented to address key financing 
gaps, rather than to boost the economy in times 
of deficient demand. They also run the risk of 
encouraging poor lending decisions if banks get 
worried about missing quotas, meaning sound 
design and proactive supervision are crucial.
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BOX 1: CENTRAL BANK LOSSES 

Central banks incur various costs through the implementation of monetary policy, such as via the 
interest paid on central bank reserves, or through transactions made on open markets. Usually, a 
central bank’s other sources of income can cover these costs. These include seigniorage profits (the 
difference between the cost of creating cash and its value), regulatory levies imposed on financial 
market participants, and the interest received on loans and other assets. In normal times, central 
banks’ incomes have outweighed their costs, generating a profit which has often been shared with 
treasuries.180 

Recently, central banks have responded to high inflation by increasing interest rates. Because many 
central banks now pay interest on all reserves, which are abundant in the post-QE environment, 
higher interest rates come at a massive cost. At NEF, we have calculated that these interest 
payments are worth over £211bn in interest payments between December 2021 and July 2028 to 
the banking sector in the UK.181 These costs are so great that many central banks cannot cover 
them with their usual streams of income and are reporting losses.182 

In some cases, central banks will draw down capital (previously retained profits) to fund their 
losses, but if losses are large enough a central bank could be left with no capital to draw upon. 
Fortunately, a central bank’s ability to create money means this doesn’t matter operationally – 
money can always be created to meet obligations. However, this can move central banks into a 
negative capital position.

Despite there being little or no technical argument against it, many central banks have gone to 
great lengths to avoid leaving themselves with negative capital, citing anticipated impacts on public 
and political perception.183,184 As negative capital is often sustained through money creation, central 
bankers may worry it could lead to a loss of control of inflation (whether directly via uncontrolled 
increases to the money supply, or indirectly via the unmooring of inflation expectations). Yet central 
banks in Chile, Mexico, and the Czech Republic have operated with negative capital for lengthy 
periods without losing control of inflation.185 Regardless, central banks have employed various 
options to avoid this position. 

Currently, the UK is exceptional in requiring its treasury to fund its QE-related losses upfront 
via an indemnity agreement. In the USA and the ECB, losses are kept on the central bank 
balance sheet under ‘deferred assets’ until they are paid off via future profits. These deferred 
assets essentially act as an accounting trick, keeping track of any losses to be paid back in future 
before restoring/increasing the capital buffer. However, either case imposes fiscal costs on the 
government, whether in costly transfers to the central bank now or in foregone profit from the 
central bank later. 

Central bank losses are most likely to arise from policies designed to stimulate demand, as these 
are times when it makes the most sense for central banks to spend money into the economy. 
Different policy tools have different implications for central bank losses. For example, QE and 
YCC occur via asset purchases on secondary markets and therefore these assets can contribute to 
the income of the central bank. Losses will occur when the interest on these assets is lower than 
the interest on the liabilities created to fund their purchase (often central bank reserves). Valuation 
losses can also be made upon the sale or maturity of these bonds. Private markets are likely to 
exploit opportunities where central banks make large sales/purchases, further exaggerating these 
losses. 
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With direct financing of governments or public development banks, losses would likely be 
smaller. Favourable terms could be arranged between the central bank and the government, 
without losses being exacerbated by the placation of private profit interests. However, for direct 
transfers to citizens, losses would stay on the central bank’s balance sheet and could compound. 
While such transfers could start out as non-interest-bearing liabilities, ie cash, this may end up 
deposited in banks and converted to central bank reserves. Since there is no corresponding central 
bank asset, any interest paid on these reserves would create new liabilities without corresponding 
income, further pushing the central bank into losses and negative equity.

The size of the losses would depend on how much is spent. Some argue that direct monetary 
financing could have been more effective than the indirect methods used post-financial crisis like 
QE.186 Therefore, even though direct transfers are loss-making, the lifetime losses may have been 
smaller than those resulting from QE, given the smaller scale of the programme required. Similarly, 
strategic QE would likely require a smaller programme than generic QE to achieve the same 
stimulative effect. 

Central banks can address losses via their reserve remuneration policies, such as by requiring 
banks to hold a certain quantity of reserves that bear no interest. This is described as tiering reserves 
– a policy notably advocated by NEF in the UK187 and Paul de Grauwe in the eurozone.188 In fact, in 
2023 the ECB’s tiered reserve system managed to reduce losses by €5.4bn.189 Tiered reserves would 
effectively tighten monetary policy, as banks may seek to maintain profits and pass on the loss of 
income to customers in the form of lower deposit rates and higher lending rates. Therefore, the 
adoption of tiered reserves must be coordinated with the setting of the headline interest rate to 
achieve the overall desired monetary policy stance (ie tightening/loosening financial conditions). 

Overall, the losses incurred by monetary policies are a neglected aspect of monetary-fiscal 
coordination that requires close examination. Alongside appraisal of the profit or loss-making 
impacts of monetary policy itself, central banks and fiscal authorities must also revisit their 
conventions for sharing these profits and losses. After all, these are conventions, not economic 
laws. Moreover, given central banks’ macroeconomic stabilising role, it would be a paradox if their 
accounting fluctuations led to complicate policymaking in the short term. Authorities must make 
conscious, coordinated decisions about when central banks should create deferred assets or go 
into negative capital positions vs when fiscal authorities should recapitalise them. These decisions 
should take into account their economy-wide consequences without allowing either monetary or 
fiscal priorities to dominate.
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5. MONETARY-FISCAL 
COORDINATION 
IN TIMES OF HIGH 
DEMAND-LED 
INFLATION

In Chapters 3 and 4, we discussed situations where 
inflation is structurally lower than the central bank 

target or when the standard interest rate response 
will struggle to tackle the source of inflation on its 
own. But what if the central bank faces textbook-
style inflation, characterised by demand exceeding 
supply (often witnessed in an economy operating at 
full capacity), a wage-price spiral, and unanchored 
inflation expectations? Here central banks will 
rightly be expected to raise interest rates, leading to 
higher borrowing costs for households, businesses, 
and the government, and ultimately suppressing 
demand. 

But once again, we would argue that the optimal 
response does not rest only on central banks. A 
coordinated response with fiscal authorities could 
deliver superior returns for both price stability and 
other public priorities, such as employment and the 
green transition. Meanwhile, in addition to putting 
up interest rates, central banks could implement 
a targeted tightening approach whereby it would 
penalise more abruptly certain sectors that directly 
cause inflationary pressure.

5.1. FISCAL POLICY IN RESPONSE TO HIGH 
DEMAND-LED INFLATION 

During periods of robust economic activity, 
fiscal policy assumes a pivotal role in managing 
inflationary pressures and fostering macroeconomic 
stability. To reduce demand-led inflation, 
governments should reduce aggregate demand 
in the economy. This can be achieved through 
reducing government spending and/or by 
increasing taxation. Decreasing government 
spending slows economic activity as the 
government purchases fewer goods and services. 

Increasing tax revenues slows economic activity 
by decreasing individuals’ disposable incomes and 
companies’ profits, likely causing them to decrease 
spending on goods and services. We now briefly 
outline principles and goals that governments could 
pursue in times of high demand-fuelled inflation, 
to help tackle inflation while supporting, or at least 
not undermining, other government goals.

• Decrease inequality to improve transmission 
mechanisms. A recent quantitative analysis190 
found that income inequality can erode 
the effectiveness of monetary policy. It 
can potentially hinder the effectiveness of 
the transmission mechanism, as wealthier 
households tend to be less responsive to 
monetary stimulus in their consumption 
behaviour. This is due to a surplus of savings, 
and debt repayments taking up a smaller portion 
of their income. For example, Cathrine Mann, 
a member of the Monetary Policy Committee 
at the Bank of England, has highlighted that it 
has been harder to curb inflation due to wealthy 
segments of the population still enjoying 
extensive discretionary spending, despite higher 
rates.191 

• Strengthen automatic stabilisers. Automatic 
stabilisers are fiscal policies that will 
automatically have a greater effect during times 
of strong economic growth or during a recession. 
They allow the government to naturally expand 
during low-demand crises and consolidate 
when the economy is booming. For example, 
implementing more progressive taxes could 
moderate consumption during times of high 
demand-driven inflation (and have the benefit of 
increasing government revenues to enable good 
social security provision that provides a boost to 
the economy in opposite times, when demand 
is excessively low and an increasing number of 
people become unemployed). 

• Quality public services mean reduced public 
spending can temper demand without 
negative effects. If significant public investment 
has already occurred during low-inflation 
periods, subsequent cuts to public spending 
during high-demand inflation can temper 
demand without compromising essential 
political objectives, like providing quality 
education and healthcare, and advancing climate 
action goals. 
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5.2. MONETARY POLICY IN RESPONSE TO HIGH 
DEMAND-LED INFLATION

As in Chapter 4, central banks could adopt a 
differentiated approach, where not all sectors are 
subject to the same monetary policy response. 
This time, however, instead of relaxing conditions 
for certain priority sectors, the central bank could 
adopt a targeted tightening approach, where it 
would penalise more abruptly certain sectors that 
are directly causing inflationary pressure on the 
economy, or sectors which contribute less to, or 
even contradict, government priorities. For example, 
by slowing down the sectors driving inflation 
more forcefully than those less responsible, the 
central bank might curb inflation quicker and more 
efficiently, with the added advantage of imposing 
more moderate interest rate hikes on the rest of the 
economy. Alternatively, given the recognition by 
many governments and central banks of the impact 
climate change could have on the economy and 
price stability,192 it could be appropriate for a central 
bank to slow down carbon-intensive sectors more 
rapidly than the rest of the economy during periods 
of demand-led inflation.

In addition to raising rates across the economy 
to curb demand, here are some tools a central bank 
could use to implement targeted tightening:

• Greening the collateral framework. A 
central bank could adjust the eligibility rules 
of its collateral framework to impose limits 
or exclusions for the most carbon-emitting 
companies.193 This would not only incentivise 
banks to reduce purchasing bonds issued by 
these sectors or loans extended to these sectors, 
but it would also reinforce the central bank’s 
tightening objective, by reducing the pool of 
assets that banks can use to get liquidity from 
the central bank. The European Central Bank 
(ECB) is already taking such an approach, having 
announced that it will soon limit the amount of 
collateral it will accept that is associated with 
carbon-intensive activities.194 It could go one step 
further by applying a haircut regime on carbon-
intensive assets.195

Critics of greening collateral frameworks argue 
that this approach would not be risk-based 
(and collateral is primarily a risk management 
tool); however, there are large financial risks 
associated with climate change.196 In addition, as 
discussed in the previous chapter, central banks 

already ease collateral requirements during a 
crisis to improve bank lending and liquidity, 
which demonstrates that central banks already 
view their collateral regimes as having a role to 
play in monetary policy and that they shouldn’t 
necessarily simply reflect the riskiness of 
individual securities.

• Green quantitative tightening. Central banks 
looking, in response to high inflation, to unwind 
previous QE by selling off purchased securities 
in a process known as quantitative tightening, 
could prioritise selling off more carbon-intensive 
corporate bonds, if they have accumulated such 
bonds on their balance sheets (the ECB and 
Bank of England have, but the FED has not). 
This would reduce the price of such assets in 
the secondary market, and so increase financing 
costs for relevant companies in the primary 
markets, as what happens in secondary markets 
affects the attractiveness of those companies’ 
bonds in primary markets.197 Green quantitative 
tightening would mirror the actions some central 
banks have taken (Chapter 3) to green their QE 
purchases.

• Credit controls and ceilings. By limiting 
(directly or indirectly) the amount of credit that 
will be extended to certain sectors, central banks 
could help manage inflation by holding back 
overly expansionary sectors, while also at times 
helping to tackle or prevent speculative bubbles. 
Between 1948 and 1952, 198 and again in 1980,199 
for example, the USA imposed credit controls on 
consumer credit to combat inflation. The 1948 to 
1952 controls specified minimum downpayments 
and maximum maturities. As another example, 
the Banque de France operated credit ceilings 
in 1958–59, 1963–65, and 1968–70, but certain 
areas were often exempt, including export credit, 
construction, investment in agriculture, and 
stockpiling cereals.200 Credit ceilings could prove 
very useful today in supporting the phasing 
out of fossil fuels, as illustrated by the Chinese 
central bank’s recent use of credit ceilings on 
“high pollution, energy consuming and resource 
dependent industries” between 2006 and 2013.201 

Credit controls raise concerns about distorting 
the efficient allocation of resources, and thus 
reducing overall productivity.202 The USA’s credit 
controls between 1948 and 1952, for example, 
were criticised for sub-optimally allocating credit, 
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although some liked the policy as a longer-
term strategy for preventing households from 
taking on excessive levels of debt.203 Meanwhile, 
experiences, such as in the UK during the 1960s, 
where credit controls were used to try to control 
overall credit in the economy, had problems 
with diverting credit to other uncontrolled 
channels, with authorities sometimes playing a 
cat-and-mouse game to crack down on these 
uncontrolled channels.204 If, however, credit 
ceilings were being used solely for the goal of 
reducing activity in a few sectors, then diverting 
bank lending to other sectors would not be a 
concern. In fact, it could be a bonus. For example, 
bank lending in the UK is frequently criticised 
for being overly skewed towards financial 
and real estate lending, rather than business 
lending.205 The notion that banks optimally 
allocate credit when left to their own devices is, 
thus, questionable.

Another criticism is that tightening domestic 
bank lending conditions for certain sectors 
could simply shift corporate financing away 
from domestic bank lending and towards bond 
issuance on the international capital markets. 
Without capital controls regulating the flow of 
capital in and out of the country, it is argued that 
international investors become the workaround. 
This argument is valid; however, large companies 
already have access to the international capital 
markets and extensively use them, and as there 
is not unlimited demand from international 
investors for company debt, tightening domestic 
credit for certain business sectors would 
meaningfully reduce their options. In the UK, 
for example, bank lending is the source of half of 
UK companies’ debt.206 However, while smaller 
companies do have non-bank financing options, 
they are generally more dependent on bank 
lending than larger companies,207 so it would be 
important for central banks to consider this. One 
option would be to make smaller businesses 
exempt from credit controls or impose reduced 
controls on them.

Adopting such policies would require the 
development of new institutional processes to 
relieve central banks from the responsibility of 
deciding political priorities. Careful design of these 
processes is crucial to safeguarding central bank 
independence. The next chapter explores such 
institutional arrangements.
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6. HOW TO DESIGN 
GOVERNANCE OF 
MONETARY-FISCAL 
COORDINATION

A rich discussion already exists in the literature 
on how coordination between monetary and 

fiscal policymakers could take place, including 
contributions from several senior central bankers 
and other influential financial policymakers and 
academics. 

For example, former Federal Reserve Chairman, 
Ben Bernanke, has discussed a mechanism 
for allowing helicopter money in exceptional 
circumstances. 

Ask Congress to create, by statute, a special 
Treasury account at the Fed, and to give the Fed 
(specifically, the Federal Open Market Committee) 
the sole authority to “fill” the account, perhaps up 
to some prespecified limit. At almost all times, the 
account would be empty; the Fed would use its 
authority to add funds to the account only when 
the FOMC assessed that an [Money-financed fiscal 
program] of specified size was needed to achieve the 
Fed’s employment and inflation goals. Should the 
Fed act, under this proposal, the next step would be 
for the Congress and the Administration—through 
the usual, but possibly expedited, legislative 
process—to determine how to spend the funds…208

Meanwhile, Adair Turner, former Chairman of the 
British Financial Services Authority, has similarly 
argued that it’s possible to make institutional 
changes to manage the risks involved in sometimes 
allowing monetary financing. In his view, it would 
be possible to envisage a framework where the 
Bank of England’s Monetary Policy Committee 
would be able “to recommend that in order to meet 
the inflation target in the most effective fashion, 
there should be a temporary increase in the fiscal 
deficit financed entirely by permanent central bank 
money creation.”209 

Similarly, the UK’s Fabian Society proposed the 
creation of an Economic Policy Coordination 
Committee (EPCC).210 This committee would 
be composed of representatives from a range of 
economic institutions, including the Treasury, the 
National Infrastructure Bank, the Office for Budget 
Responsibility (OBR), and the Confederation 
of British Industry. The body would not form 
recommendations but would facilitate a better 
understanding of needs and concerns among the 
different bodies and of how policies and objectives 
interact with each other. It would also be a forum 
where different bodies could try to persuade each 
other. Minutes of meetings would be publicly 
available, to aid accountability.

In a similar vein, Eric Monnet, Professor at the 
Paris School of Economics, has proposed the 
establishment of a European Credit Council, 
under the authority of the European Parliament, to 
“discuss the now broad implications of monetary 
policy decisions in Europe and to debate the 
interpretation of the central banks’ mandate”.211 
One important motivation for establishing it would 
be to bolster parliamentary deliberations on the 
course of monetary policy and the interpretation 
of the European Central Bank (ECB) mandate, 
in the hope of pre-empting critics of the central 
bank going to the Court of Justice when they 
disagree on the use of unconventional monetary 
policy instruments. It would also help in defining 
the boundaries of the possible role of the central 
bank in addressing climate change, and discussing 
“potential coordination of European policies related 
to financial issues more generally”, thus providing 
political cover for the central bank to venture in this 
direction.

These contributions all propose creating a 
framework for democratically legitimate institutions 
to provide input on the central bank’s policy 
to optimise its distributive effects. This type of 
coordination enables political institutions to take 
responsibility for the distributional consequences of 
policy, by deciding where money should go, while 
leaving the central bank to decide on the extent to 
which unconventional instruments should be used, 
ie the quantity of funds provided. The goal is thus 
not to interfere with the central bank’s policies, 
but to address the distributive trade-offs that the 
central bank itself is not comfortable deciding on.
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Some degree of informal coordination between 
governments and central banks already occurs 
within the framework of the EU’s Economic and 
Financial Committee and the Economic Policy 
Committee, both operating under the Economic 
and Financial Affairs Council (ECOFIN). However, 
this coordination is neither explicit nor aimed 
at achieving specific objectives. It also lacks 
transparency, taking place behind closed doors 
without a deliberate, structured framework, 
highlighting the potential for greater coherence in 
pursuing monetary and fiscal goals.

In the next sections, we put forward our proposals 
for what institutional mechanisms could be 
established in the UK and the EU to systematically 
optimise the macroeconomic policy mix. 

As a minimalist proposal, we argue that clarifying 
the central banks’ secondary mandates would go 
a long way to enabling central banks to act upon 
them more forcefully. However, the creation of an 
independent coordination council would provide a 
more comprehensive inter-institutional approach 
to advise on coordinating the policy mix. We then 
discuss whether these options require legislative 
changes.

6.1 CLARIFYING SECONDARY MANDATES

As introduced in Chapter 2, central banks 
typically already have secondary mandates to 
support broader government economic policies. 
For example, Article 127 (1) of the Treaty on the 
Functioning of the EU (TFEU) stipulates that 
“without prejudice to the objective of price 
stability”, the ECB shall also support the general 
economic policies in the European Union with 
a view to contributing to the achievement of the 
Union’s objectives, as laid down in Article 3 of the 
Treaty on the European Union (TEU). 

Accordingly, Article 3(3) of the TEU provides that 
the EU shall strive for “the sustainable development 
of Europe based on balanced economic growth 
and price stability, a highly competitive social 
market economy, aiming at full employment and 
social progress, and a high level of protection and 
improvement of the quality of the environment”.

In theory, the existence of such secondary objectives 
should be sufficient for a central bank to act upon 

priorities other than price stability (while ensuring 
price stability is still its primary focus and that other 
actions do not undermine this objective). It should 
also create political space for stronger cooperation 
between central banks and the institutions 
responsible for setting and executing economic 
policies, such as governments or the European 
Council. However, most observers would agree that 
central banks generally have little focus on their 
secondary objectives.212

This general lack of engagement with secondary 
objectives has often been explained by their 
vagueness. In the absence of clear instruction 
(which is rarely forthcoming), is a central bank 
supposed to interpret and decide which of a 
government’s many economic policies should be 
supported? In the words of ECB board member 
Benoit Cœuré: 

Setting priorities between different objectives is 
what politics is all about. You [parliamentarians] 
all do it, and it is done by governments that 
are accountable to parliaments. We in the ECB 
Governing Council are not equipped to do that. 
Don’t ask us to say whether it is more important 
to penalise companies that have too high a carbon 
footprint, to penalise companies that sell arms 
or to penalise companies that employ children in 
developing countries.213

Central bankers are naturally reluctant to make 
such choices, as they don’t want to politicise the 
central bank and so potentially undermine its 
independence. Moreover, it wouldn’t be desirable 
for central banks to take such decisions – these are 
decisions that democratically elected governments 
should take, not technocrats.

Having fewer goals to pursue with decisive and 
strong policy action would be preferable to a 
broader set of goals, or vague goals, that would 
hamper a central bank’s ability to act. Thus, it 
would help if democratic EU institutions put 
forward a short list of government policy objectives 
that monetary policymakers could realistically 
contribute towards. The UK government already 
effectively does this via annual remit letters. 
For example, climate change was specified as a 
priority for the first time in 2021 (while in 2023 it 
was removed from the priority list).214 In the EU, 
however, such a process is clearly missing. 
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A group of experts and former policymakers has 
suggested delegating the prioritisation of the ECB’s 
secondary mandate to the European Parliament.215 
The European Parliament’s yearly vote on the ECB 
annual report could help formulate a narrowed-
down list of ‘general economic policies in the 
Union’, which, as discussed, the ECB should 
support according to Article 127 of the TFEU. 

Professor Alexander Thiele offers an alternative 
view, where the European Council could exploit 
its authority under Article 121(2) of the TFEU to 
“formulate a draft for the broad guidelines of the 
economic policies of the Member States and of 
the Union”. Such guidelines could be used by 
the Council to “specify the ECB’s contribution to 
economic policy in the EU through its secondary 
mandate. (…) for instance the fight against the 
climate crisis as an objective to be pursued by the 
ECB as a matter of priority, but also specify the 
permissible instruments to which the ECB should 
have recourse in this context.”216 

In a paper by the ECB’s Legal Department, 
the authors recognise the role of the European 
Parliament and the European Council in clarifying 
the ECB’s secondary mandate. They write:

Policies that are given priority by the competent 
institutions should therefore be considered priorities 
also by the ECB alongside other criteria. (…) 
any clear prioritisation given by the institutions 
mentioned above to certain policies and objectives 
should guide the ECB’s priorities.217

Whether the prioritisation is done by the European 
Parliament, the European Council, or both, we 
recognise limitations in the abilities of these 
institutions to produce a meaningful prioritised 
shortlist of secondary mandates.

First, we see limitations in the abilities of MEPs to 
build expert knowledge of all the policy trade-offs 
and sophisticated legal and technical matters at 
play. Members of Parliaments tend to be generalists, 
and even those participating in specialist 
committees, such as the UK’s Treasury Select 
Committee or the European Parliament’s ECON 
Committee, are unlikely to have the time to build 
the required expertise.218 There are also concerns 
that the Parliament’s view on the secondary 
mandate would be the result of weak compromises 

between political groups, subject to shifting 
political priorities and the balance of power in the 
European Parliament. In addition, if a government 
or parliament regularly changes secondary mandate 
priorities, then this could lead to the central bank 
devoting resources to developing expertise in a 
given area one year, only to find this is not relevant 
to the secondary mandate in the following year, 
and that it must instead start again and build 
up expertise in a completely different area. Such 
volatility would seriously hamper a central bank’s 
ability to act upon its secondary goals. 

We equally doubt the capacity of intergovernmental 
bodies, such as the European Council, to come 
up with recommendations that would be precise 
enough and see a risk that such deliberations 
become negotiation tokens for other issues, 
especially given the unanimity rule. Moreover, the 
accountability and transparency of the European 
Council is notably weak.219

In short, clarifying secondary mandates would 
be a useful step but not a silver bullet. There are 
inevitably limitations to democratic processes; 
however, as discussed in the next section, there 
may be ways to help improve quality, debate, 
levels of engagement, and transparency in the 
democratic process. It is also important to make it 
clear that the primary mandate would have priority 
for the central bank over any secondary mandate 
to support broader government policy goals. Just 
as today, the central bank would retain complete 
autonomy in making monetary policy decisions, 
including deciding whether to act upon the 
possible secondary objectives suggested by political 
bodies. The central bank would retain the authority 
to disregard any secondary goal if it felt it would 
conflict with its price stability mandate (fulfilling 
secondary mandates could also, in some cases, help 
achieve primary mandates). It would however be 
obliged to justify publicly such decisions.

6.2 ENSURING SUFFICIENT FISCAL CAPACITY 
AND LEGALISING DIRECT FINANCING OF 
GOVERNMENT SPENDING UNDER CONDITIONS 

In the EU, one might question whether fiscal policy 
is coordinated enough across member states to 
successfully be coordinated with monetary policy. 
While effective and rapid policy coordination is 
less likely to happen if its execution is restricted 
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by overly tight fiscal rules, contingent on the 
adoption of budgetary decisions by all the national 
parliaments, the greater establishment of EU-
level fiscal instruments, such as a joint borrowing 
capacity, EU-level taxation, and social transfers 
mechanisms, would greatly aid monetary-fiscal 
coordination. 

Some big steps towards this have already been 
achieved in recent years. Amid the Covid-19 crisis, 
the European Commission was authorised to 
borrow from financial markets for the first time 
to help fund countries’ responses to the resulting 
economic slowdown. This borrowing allowed the 
Commission to create the Support to mitigate 
Unemployment Risks in an Emergency (SURE) 
fund and the NextGenerationEU fund (NGEU). 
All member states were eligible for these funds 
(although not all chose to apply for loans), provided 
certain criteria were fulfilled. Following the Russian 
invasion of Ukraine and the fossil fuel price spikes, 
for example, the NGEU required member states 
to prioritise investments that met objectives such 
as energy savings, the diversification of energy 
supplies, and the accelerated roll-out of renewables.

Such pan-European borrowing and funds could 
help counteract economic divergences between 
countries resulting from the monetary union.220,221 
The NGEU has been found to have helped 
counteract economic divergences and foster 
economic stability and growth222 and real output.223 
The NGEU will, however, run out in 2026, and 
with some member states opposed to continuing 
to issue EU-level debt it is not yet clear whether it 
will be replaced. If it is not replaced with a new EU 
instrument that allows member states to continue 
(or even increase) their public investments, recently 
agreed fiscal rules will require significant cuts 
to national budgets.224 This will limit the extent 
to which fiscal policy can be used to strengthen 
economies or help facilitate price stability.

With more economic, price, and social instability 
likely in the coming years, it is thus paramount 
that the EU looks towards further developing 
its fiscal policy architecture. The creation of 
further central capacity for borrowing would help 
macroeconomic stabilisation at the national and 
aggregate level,225,226 and could create the necessary 
fiscal space to ensure member states can increase 
green public investments sufficiently to meet their 

climate mitigation and adaptation objectives. To 
fund additional EU fiscal capacity, the deployment 
of new EU-wide taxation measures, such as an 
EU-wide corporation tax, is being discussed.227 
Other taxes including an EU-wide wealth tax228 
or EU-wide frequent flyer levy229 should also be 
considered. 

In both the EU and the UK, fiscal rules could 
be constraining governments’ abilities to act, 
for example, to help tackle potential sources of 
supply-side inflation to reduce the likelihood of 
similar cost-of-living crises emerging again in 
the future. In some situations, minimising debt 
is the most appropriate priority; however, there 
are many complex macroeconomic factors behind 
how much a government can sustainably borrow, 
and these cannot be captured in a simple ratio 
between government debt or the deficit and 
GDP.230 Fiscal rules are thus a highly imperfect, 
simplistic tool, that is more politically useful than 
economically watertight. There are many situations 
where it would not be economically optimal for 
a government to be unable to invest to help, for 
example, resolve a supply-side crisis or improve 
economic resilience to climate change. 

To complement expanded fiscal capacity, legislative 
changes could allow central banks to directly 
finance government spending under strict 
conditions. Many central banks are legislatively 
prohibited from direct financing of government 
spending. This is the case for the ECB (Art. 123 
TFEU), but not for the Bank of England that, for 
example, has the ways and means facility, an 
overdraft facility for the UK government (although 
this is an example of reversible not irreversible 
financing). As explored in Chapters 2 and 4, there 
are many reasons to be wary of central banks 
directly financing governments (either reversibly 
or irreversibly). However, rather than banning the 
practice outright, it should be possible to build 
sufficient institutional checks and safeguards into 
the system to enable even irreversible financing to 
be used in cases when it is not only appropriate but 
also desirable, such as during times of sustained 
excessively weak demand, low inflation, and where 
interest rates are already at or near zero. Specifying 
the inflationary conditions under which such 
schemes could be activated would be less prone 
to potential abuse than saying it could be used in 
times of crisis, which is vague.
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While legislative change in a single country 
parliament would be relatively straightforward, 
Treaty change in the EU is notoriously difficult. 
However, it is not impossible, with crises often 
providing such opportunities. 

Legislation could also be amended, where 
necessary, to allow central banks to directly 
(reversibly or irreversibly) finance independent 
public investment banks, which may come with 
fewer risks than financing a government. Unlike 
other policies central banks have pursued to 
support the private sector, such as corporate QE, 
financing a public investment bank that in turn 
lends to strategic parts of the private sector, would 
also mean the central bank (and the government) 
wouldn’t have to pick the specific companies that 
benefit.

6.3 ESTABLISHING AN ECONOMIC 
COORDINATION COUNCIL (ECC)

Clarifying and prioritising central bank secondary 
mandates would go a long way towards 
empowering central banks to consider a broader 
set of considerations than price stability alone. 
However, as discussed in the previous section, and 
as demonstrated by the UK, where the Bank of 
England already receives annual remit letters, by 
itself it does not guarantee strong monetary-fiscal 
coordination. For example, the impact of QE on 
the UK government’s balance sheet through the 
indemnity provided to the Bank of England appears 
to only very recently be getting the attention it 
deserves (thanks to large losses materialising). The 
arrangement should have been properly thought 
through and scrutinised from the offset. Moreover, 
as discussed in Chapter 2, there are many other 
examples of poor monetary-fiscal coordination in 
the UK.

To help mitigate such limitations and risks, we 
suggest the creation of an independent and 
deliberative advisory board, called, say, the 
Economic Coordination Council (ECC). 

Mission of the ECC
This independent council would create a 
deliberative forum to analyse the monetary 
and fiscal policy mix, detect policy challenges 
or contradictions, and explore under-exploited 
opportunities to improve economic coordination 

and outcomes. It would provide recommendations 
to the government or, in the EU context, to the 
European Commission and the European Council 
or parliament, on the central bank’s secondary 
mandate (so helping to overcome some of the 
problems flagged in the previous section) and on 
other aspects of monetary and fiscal coordination. 

For example, it could issue a shared analysis of 
the current economic outlook, and subsequent 
advice on how policymakers (both monetary and 
fiscal) could better align their policies and achieve 
shared goals. Importantly, the ECC could flag when 
governments or central banks are missing key 
opportunities to coordinate, or even taking actions 
contrary to monetary-fiscal coordination. It could 
also inform parliament about political or legislative 
barriers to better monetary-fiscal coordination.

The ECC could also recommend how objectives 
could be well implemented, which could help give 
the central bank political cover for controversial 
decisions. For example, the ECC’s advice would 
be extremely useful where the law is subject to 
different interpretations, as is notoriously the case 
with the “principle of an open market economy 
with free competition” that is enshrined in the EU’s 
Treaty (Art. 127 TFEU). Had the ECC existed 10 
years ago, it could have issued recommendations 
on the “issuer limits” that the ECB self-imposed 
(and changed repeatedly) to avoid QE being 
perceived as monetary financing of government 
debts (which, resulted in a legal case at the German 
Constitutional Court231). Looking forward, the 
ECC’s advice on whether and how a green interest 
rate could be implemented could prove very 
valuable, especially for countries that do not have a 
green taxonomy. 

The ECC could also play a crucial role in advising 
governments on fiscal policy. For instance 
by identifying situations where it would be 
economically suboptimal for governments to 
refrain from investing in addressing critical 
challenges, such as resolving supply-side crises or 
enhancing resilience to climate change. The ECC 
could also provide guidance on how to allocate 
proceeds from monetary financing, whether for 
one-off investments in infrastructure and long-
term projects, direct ‘helicopter money’ transfers 
to citizens, or a combination of both. While long-
term investments are typically more advantageous 
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for sustained economic growth, there may be 
circumstances where an immediate consumption 
stimulus is necessary to avert a recession, and 
the ECC could help determine the most effective 
approach for each context.

Neither the central bank nor the executive 
branches of government (or the EU executive) 
would be required to implement the ECC’s 
recommendations; the autonomies of both should 
be maintained. However, if they choose not to 
implement the ECC’s recommendations, they 
should be required to explain their reasoning 
publicly, for example when testifying to 
parliamentary hearings or in their annual reports, 
thereby increasing transparency and accountability. 
The reasons invoked could be anything, from 
the risk of jeopardising price stability to a lack of 
resources or expertise.

Membership composition and inter-
institutional embedding
There are key ingredients to ensure the success of 
the ECC. First, it would require relevant expertise 
and active (perhaps time-intensive) participation. 
Second, it would need a diversity of thoughts, 
backgrounds, and deliberative procedures. 
Third, and perhaps most importantly, it would 
require institutional buy-in by existing bodies, to 
ensure that the ECC’s recommendations are not 
immediately ignored. 

The ECC would thus need to be composed of a mix 
of independent (ie not from the central bank, the 
government, or other policymaking institutions) 
experts from a wide range of policy areas. As 
pointed out by Smoleńska (2023):

The interinstitutional accountability literature 
emphasises that deliberation achieves best 
results when the parties involved are “sufficiently 
distinct.” This means that even largely technocratic 
deliberation should ensure that the economic 
policy take on credit policy is challenged from the 
perspective of other fields such as climate science or 
other social sciences.232 

From this perspective, it’s clear that the range of 
expertise should go beyond banking, fiscal policy, 
and monetary policy. For instance, the involvement 
of climate and social policy experts seems logical. 

The mandate of the members should run for several 
years and be renewed sequentially, to ensure 
continuity of the work of the ECC. 

The deliberations should be organised to favour not 
only open criticism but also mutual understanding. 
Thus, the members of the ECC should be 
entitled and encouraged to request hearings and 
extensive conversations with various policymaking 
institutions’ representatives. Representatives from 
policymaking bodies should frequently provide 
input, present their institution’s economic analysis, 
and answer questions from the expert members. 
It is also key that each of these institutional 
perspectives would be challenged in light of other 
institutional perspectives.

Where appropriate, the ECC, while composed 
of independent experts, could be hosted within 
existing institutional bodies, to increase the 
likelihood that institutions pay attention to 
recommendations. In the EU context, for example, 
the ECC could be hosted by the European 
Parliament, which would provide for the ECC’s 
secretariat and budget instead of the existing 
monetary expert panel.233 This panel of experts was 
set up by the ECON committee to provide advice to 
MEPs on matters related to central banking ahead 
of the quarterly hearings of the ECB President (the 
so-called Monetary Dialogue), but its impact has 
often been questioned.

All relevant decision-making bodies (eg in the EU 
context, the Council, Eurogroup, and the European 
Commission) should formally recognise the 
existence of the ECC and commit to contributing 
to its work and carefully considering its 
recommendations. Other ways to achieve political 
buy-in could include giving each policymaking 
institution responsibility for directly appointing a 
subset of the ECC’s expert members. They could 
also each appoint one of their own representatives 
as co-chair of the ECC, so they have skin in the 
game and a first-hand understanding of the 
work in progress in the ECC, and be well-placed 
to transmit the ECC’s conclusions back to their 
respective institutions. These co-chairs would act 
as conveners and witnesses of the deliberations, 
but would not be involved in the deliberations 
themselves or in proposing recommendations, and 
they would not have voting powers. 
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As with any independent public body, the ECC 
should be accountable to parliament, such as 
by being available to give evidence and explain 
reasoning and decisions to relevant parliamentary 
committees. 

Finally, the ECC must be properly resourced. For 
example, the UK’s OBR’s committee and advisory 
board do not contain Treasury representatives. 
However, there have been concerns about the 
OBR sometimes relying on support from Treasury 
civil servants, because of minimal resources.234 Its 
macroeconomic model was also inherited from 
the Treasury, and it is often staffed by former 
Treasury civil servants.235 These concerns illustrate 
the importance of having as full a separation as 
possible and the importance of properly resourcing 
such a body (which treasuries will inevitably 
control). For example, enough time and resources 
should be allocated so members can build up the 
required knowledge outside their specialist areas.
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7. CONCLUSION

The role of central banks in the economy is 
not fixed; it evolves in response to changing 
contexts and new challenges. In recent decades, 
strict independence has been prioritised, with 
central banks focused primarily on price stability. 
Closer coordination between governments and 
central banks can deliver price stability, economic 
development and progress, sustainable public 
finances, and future-oriented investments. This 
is not just a lesson of the past; recent supply-
side shocks have highlighted the critical role of 
monetary-fiscal coordination in ensuring price 
stability. Looking ahead, economic challenges 
posed by climate change as well as greater 
geopolitical risks make such alignment even more 
essential. 

The aftermath of the 2008 financial crisis saw 
central banks take on expanded roles, deploying 
unorthodox tools and interpreting their mandates 
more broadly. As we face unprecedented challenges 
like climate change, economic shocks, and 
strained public services, it is essential to rethink 
and optimise the relationship between fiscal and 
monetary authorities, rather than allowing it to 
evolve reactively and inefficiently.

There is also a political imperative to do so. 
Inflation has become a decisive issue for elections 
and political stability. Rising prices, particularly in 
essentials such as food, energy, and housing, have 
a direct and visible impact on voters’ everyday 
lives. Public dissatisfaction with inflation often 
erodes trust in the government, making it a key 
battleground in electoral contests. Governments 
that fail to address inflation risk empowering 
extremist movements, which exploit economic 
grievances to gain support by offering simplistic 
and divisive solutions. Ensuring price stability 
through monetary-fiscal coordination is therefore 
not just an economic imperative but also a political 
necessity to maintain democratic legitimacy and 
counter the rise of extremist forces. 

As we have shown in this paper, effective 
monetary-fiscal coordination is critical to 
addressing today’s pressing issues, whether 
it’s tackling supply-driven inflation, enhancing 
resilience to future crises, or advancing climate 
goals. The tools available to central banks and 
governments must be tailored to the specific 
economic context. For example, during deflationary 
periods, governments can leverage low interest 
rates for public investment, while central banks 
can deploy quantitative easing (QE) or even direct 
financing of strategic investments. In contrast, 
during inflation driven by supply constraints, 
governments should address bottlenecks and invest 
in long-term solutions, while central banks can 
adopt targeted measures to ensure price stability 
without stifling growth. Similarly, during demand-
driven inflation, progressive taxation and sector-
specific tightening can be deployed to cool the 
economy while preserving critical investments in 
public goods and climate resilience.

A governance framework that fosters coordination 
while preserving democratic mandates and central 
bank independence is not only feasible but also 
urgently needed. Governments should provide 
clear guidance on how central banks can support 
broader policy goals without compromising their 
primary price stability mandate. Furthermore, an 
independent advisory body – such as the proposed 
Economic Coordination Council (ECC) – could 
help bridge the gap between monetary and fiscal 
authorities by identifying policy contradictions, 
offering evidence-based recommendations, and 
increasing transparency and accountability in 
decision-making.

The ECC would provide a neutral forum for 
expert advice, ensuring that governments and 
central banks were better equipped to coordinate 
their actions in pursuit of shared objectives. By 
flagging missed opportunities, addressing legal 
and institutional barriers, and offering public 
recommendations, the ECC could foster more 
effective and accountable policymaking. Its success 
would depend on meaningful engagement from 
all key institutions, supported by mechanisms 
to ensure buy-in and cooperation without 
undermining their autonomy.
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The challenges ahead demand a unified approach. 
Whether it’s combating inflation, mitigating 
climate change, or safeguarding economic stability, 
coordination between fiscal and monetary 
policy is no longer optional – it is imperative for 
ensuring resilient and inclusive economies that can 
withstand the crises of today and tomorrow.
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