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ABSTRACT

This study examines the international spillovers of U.S. inflationary spells and fiscal concerns on 
policy interest rates in Emerging Market Economies (EMEs) and Developed Economies (DEs). 
Previous research has focused on fiscal concerns in domestic environments, overlooking cross-
border impacts. Using data from EMEs and DEs, we construct a novel index of fiscal dominance 
concerns through Principal Components Analysis to capture international fiscal dynamics. The 
results are confirmed by robustness analysis and show that greater U.S. fiscal challenges affect 
negatively the policy rates in both EMEs and DEs, with a greater impact observed in EMEs. 
Moreover, a low degree of financial repression in EMEs is associated with more significant 
spillover effects from greater U.S. fiscal challenges. Our findings offer insights into the complex 
interplay between financial repression, central bank independence, and global market integration 
in shaping a country's resilience to international financial influences.
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1. Introduction 
 
In the years following the subprime crisis, a global financial crisis that originated in the United States 
(U.S.) in 2007, the world witnessed a surge in public debt to GDP, which was approaching levels seen 
at the end of WWII. This crisis sharply increased mortgage delinquencies and foreclosures in the U.S. 
It also led to a severe global recession, triggering bailouts of systemic institutions and increasing fiscal 
spending by affected countries to stabilize and stimulate their economies. The COVID-19 global 
pandemic triggered another spell of large emergency fiscal outlay. At the end of 2022, fourteen years 
after the Global financial crisis (GFC), public debt to GDP in the United States had risen by 78%, 
reaching a debt level of 121% (Federal Reserve Bank of St. Louis, 2024a), and the federal debt held 
by the public is predicted to rise from 96% to 116% in 2034 (Federal Reserve Bank of St. Louis, 2024b; 
Congressional Budget Office, 2024). The same trend holds for other country groups. For instance, 
Developed Economies (DEs) have seen a rise in public debt to GDP of 57% and Emerging market 
economies (EMEs) of 48% (IMF, 2022). 
 
In light of this, a debate on the possible consequences of growing indebtedness has emerged, such as 
the effects on growth (Herndon et al., 2013; Reinhart & Sbrancia, 2015), the banking sector (Reinhart 
& Rogoff, 2011), and economic sustainability (D’Erasmo et al., 2016), among others. These potential 
consequences should raise serious concerns about the future of the global economy. One notable 
challenge is the possible rise of fiscal dominance, whereby monetary policies may be forced to 
accommodate expansionary fiscal policies. Scholars argue that fiscal dominance concerns may be 
present in the U.S., where the monetary authority is pressured to finance the gap between the fiscal 
authority’s demanded revenue and the amount of bonds that can be sold to the public through 
seignorage (Sargent & Wallace, 1981; Cochrane, 2024), or through financial repression (Reinhart & 
Sbrancia, 2015). 
 
Meanwhile, the world has become far more interconnected, with the U.S. playing a pivotal role. Figure 
1 documents that the role of the U.S. in the global economy has increased substantially. Since 2007, 
U.S. foreign direct investment has more than doubled (U.S. Bureau of Economic Analysis, 2024). 
Much of global trade in goods and services is denominated in U.S. dollars. The dollar is also widely 
used for bilateral trade between countries other than the United States, and the U.S. dollar bond market 
remains the most liquid market, so far preserving the dominance of U.S. policies, affecting global 
financial and economic trends (Goldberg, 2024). Major world events have proven that no country is 
independent from the other. The subprime crisis threw shock waves throughout the world economy, 
the Russian invasion of Ukraine has caused widespread inflation, and the current conflicts in the Middle 
East continue to shake commodity prices and stock markets.  
 
Sargent and Wallace (1981) contrasted fiscally dominant regimes with monetary-dominant regimes, 
arguing that monetary authorities are compelled to adjust to fiscal policies in a fiscally-dominant 
regime. Woodford (1998) argued that even an independent central bank concerned about price stability 
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should be concerned about fiscal policies. More recent studies have shown that fiscally dominant 
regimes are characterized by high inflation (Fratianni & Spinelli, 2001), difficulties in handling adverse 
demand shocks (Ascari et al., 2023), and persistent waves of pessimism (De Grauwe & Foresti, 2023). 
R. Ahmed et al. (2021) extended their view on fiscal dominance by concluding that economies with 
greater exchange rate volatility and commodity price exposure face a stronger link between public debt 
and policy interest rates. These authors provided an international perspective of fiscal dominance. 
However, the research on fiscal dominance in the international context still needs to be explored. 
Interconnectedness has been examined through the lens of, for example, monetary cycles (R. Ahmed 
et al., 2023; Cui et al., 2024; Bruno & Shin, 2015; Kalemli-Özcan, 2019), uncertainty (Bhattarai et al., 
2020; Hoek et al., 2022; Kalemli-Özcan, 2019; Lakdawala et al., 2021) and growth (Kose et al., 2017; 
Shen & Abeysinghe, 2021), but not from the perspective of fiscal dominance. 
 

 

 
This study aims to fill this gap by examining the potential international spillovers of U.S. fiscal 
dominance concerns to EMEs and DEs. The increase in world debt levels, as a consequence of 
expansionary fiscal policies, combined with the increased global interconnectedness, calls for an 
understanding of how the dynamics of fiscal dominance work from a global perspective. The 
dominance of the U.S. dollar has been subject to several threats in the past years, including China’s 
and Russia’s ways of managing trade without the U.S. dollar, and the rise of the BRICS countries. 
However, the U.S. dollar remains the most frequently used currency (Boz et al., 2022), and the U.S. 
still stands as a great hegemon in the global economy (Kose et al., 2017). Furthermore, short of greater 
fiscal discipline, the U.S. may be exposed to greater fiscal challenges (Bordo & Levy, 2021; Selgin, 
2021), making it an ideal country to study in the context of fiscal dominance spillovers. Hence, this 
study intends to answer the following research question: How did greater U.S. Fiscal Challenges affect 
the policy interest rates in EMEs and DEs? To answer this question, we construct an index of the 
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concerns of future fiscal dominance. Specifically, we apply Principal Components Analysis (PCA) of 
fiscal indicators of U.S. debt overhang, constructing an index associated with the odds of future fiscal 
dominance.  This index is our main independent variable. We run fixed effects regressions and Impulse 
Response Functions (IRFs) against the policy rates in EMEs and DEs, controlling for global and 
domestic factors. The main dependent variable, the policy rate, captures how the U.S. affects the 
monetary policy space of foreign countries in light of international spillovers. We divide our analysis 
into EMEs and DEs for comparative reasons. Our results imply that growing U.S. fiscal concerns 
significantly affect the policy rates in both EMEs and DEs. In investigating the factors behind this 
finding, we also ask through what channels does the growing U.S. fiscal challenges affect the policy 
rates in foreign countries. Specifically, we investigate the possible characteristics that make a country 
prone to fiscal dominance spillovers through IRFs with interaction variables. Based on theories and 
previous literature, we examine several domestic and international financial factors, such as the degree 
of financial repression and capital flows and mobility. 
 
Our research brings two novelties to the field of fiscal dominance and interconnectedness. Firstly, we 
introduce a new measurement of fiscal dominance concerns, where the debate on quantifying the 
phenomenon is inconclusive. By constructing a PCA index that captures the dynamics of multiple fiscal 
variables, we contribute to the existing literature by offering a new approach to quantifying the complex 
concept of fiscal dominance. Secondly, we present new findings that restrain policymakers in a global 
economy. The evidence, backed by robustness checks, reveals that U.S. fiscal dominance has spillovers 
to both EMEs and DEs, with a more substantial influence on EMEs. The panel VAR model results 
imply that a lower degree of financial repression in EMEs is associated with more substantial spillovers 
from U.S. fiscal dominance, reflecting a rigidness to global factors in interest rate setting1. This finding 
suggests that financial repression can work as a reduction of vulnerability to global spillovers. 
 
The rest of the paper is structured as follows: Section 2 presents related literature on fiscal dominance 
and international spillovers. Section 3 provides details on the data, followed by a description of the 
methodology in section 4. Section 5 presents the main findings and analysis, and ultimately, section 6 
concludes the paper. 

2. Related Literature on Fiscal Dominance 

While previous studies have primarily focused on the dynamics of fiscal dominance in the domestic 
environment, our work concerns the interconnectedness of the U.S. with foreign countries. This 
literature review will concentrate on U.S. international spillovers and examine the existing 

                                                            
1 A note of caution: this result does not necessarily imply that developing economies should pursue financial repression to 
reduce spillover effects, as there may be other, possibly less costly ways of dealing with the spillover effects, like targeted 
macro-prudential tools, in line with 2023 IMF departmental paper, concluding: 

"Moreover, growing evidence points to the resilience-building effects of macroprudential policy. The evidence is that these 
benefits hold up through time, especially for borrower-based tools, suggesting that preemptive use of such policies can have 
lasting benefits in containing downside risks to growth. In emerging markets, monetary policy, foreign exchange (FX) 
intervention, and macroprudential policies appear to have mutually reinforcing effects on credit. By contrast, such 
reinforcing effects seem to be less important in advanced economies, in that the marginal effect on credit of one policy is 
not much affected by the policy settings of another" (Biljanovska et al., 2023, p. ix). 
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literature on fiscal dominance, shedding new light on this crucial area of study. 
 
Previous literature shows that several U.S. domestic conditions lead to spillover effects inter-
nationally. Spillover effects are more significant for EMEs than advanced economies because of 
several structural and economic conditions (Hoek et al., 2022). For instance, U.S. monetary policy 
spillover effects differ among foreign countries depending on the country's fundamental monetary 
and fiscal policies. The spillover effects are mainly determined by the currency regime, the nation's 
vulnerability (Bowman et al., 2015), and its financial openness (Kearns et al., 2023; Lakdawala et 
al., 2021). Through policy interest rates and the real effective exchange rate, an economy striving 
for greater financial openness and exchange rate stability will have a more vital link with dominant 
economies such as the U.S. (Aizenman et al., 2016; Kearns et al., 2023). More vulnerable 
economies experience more significant spillovers, and their financial markets suffer more (S. 
Ahmed et al., 2017; Hoek et al., 2022). Nevertheless, macroprudential policies and foreign 
exchange reserves have proven to support EMEs' economic stability in the face of global spillovers. 
EMEs can be less connected and affected by the interest rates of centric countries by their 
macroprudential policies (R. Ahmed et al., 2023; Aizenman et al., 2020). 
 
A vast part of the literature on global interconnectedness has studied the transmission channels of 
U.S. monetary policy to EMEs and DEs. The literature identifies various channels through which 
the spillovers occur. For example, a contractionary monetary policy by the U.S. will affect short-
term and, most certainly, long-term market interest rates through the channel of risk premia 
(Kalemli-Özcan, 2019). A shock to the conventional monetary policy can, in turn, lead to a 
significant adverse change in GDP for EMEs and DEs. The effects through the risk and growth 
channels are usually more prominent for EMEs than for advanced economies because of country-
specific risk (Cui et al., 2024; Kalemli-Özcan, 2019). However, examining only U.S. growth shows 
that an increase in U.S. growth will have a larger effect on growth in DEs than on EMEs (Kose et 
al., 2017; Shen & Abeysinghe, 2021). 
 
Furthermore, an increase in U.S. uncertainty harms asset prices, exchange rates, and capital flows 
but increases bond yields as a consequence of higher risk premiums (Bhattarai et al., 2020; Hoek 
et al., 2022; Kalemli-Özcan, 2019; Lakdawala et al., 2021). Changes in the U.S. monetary policy 
also imply international risk spillovers through exchange rate fluctuations (Kalemli-Özcan, 2019), 
bond yields, trade balances, and interest rates (Hashmi & Nsafoah, 2024). Capital flows represent 
another channel of interconnectedness. For example, the expansionary monetary policy by the U.S. 
and other advanced economies after the Global Financial Crisis sped up the capital inflows to 
emerging and developing economies (Ammer et al., 2016). A higher degree of capital inflows, in 
turn, makes policymakers lower the policy rate for inflation-targeting purposes (Crockett, 1993). 
On the other hand, a contractionary monetary policy could instead decrease capital inflows and 
increase interest rates internationally (Ammer et al., 2016; Bowman et al., 2015; Bruno & Shin, 
2015). 
 
While a broad amount of literature analyses U.S. monetary spillovers through various channels, 



   
 

5  

potential U.S. fiscal dominance spillovers still need to be explored. The transmission of fiscal 
policies has been examined from many aspects, such as the effect of fiscal policy news on several 
economic conditions (Corrado & Silgado-Gómez, 2022), or how U.S. fiscal policies impact the 
real and nominal interest rates of emerging economies (Kumar et al., 2024). Nevertheless, to the 
best of our knowledge, no other papers have shown the possible relationships between U.S. fiscal 
dominance concerns and other economies' monetary conditions. Thereby, our research contributes 
to the existing literature on global interdependence, U.S. spillovers, and fiscal dominance. 
 
There is broad consensus that regimes with high fiscal dominance are prone to several 
disadvantages in stabilizing prices and inflation. Regimes of fiscal dominance tend to be 
characterized by persistent waves of pessimism (De Grauwe & Foresti, 2023), associated with 
higher inflation volatility (Kumhof et al., 2010), have difficulties in handling adverse demand 
shocks (Ascari et al., 2023), and have more significant inflation (Fratianni & Spinelli, 2001). In 
periods of high inflation, it is proven that fiscal deficits substantially impact inflation. Unlike 
monetary policies, consolidation could successfully handle high inflation (Lin & Chu, 2013).  
Further, fiscal dominance may be inevitable in specific contexts. During the last two decades, it 
has been argued that public debt has been necessary because of demand shocks in the money 
market. Economic growth could have been negatively affected without expansionary fiscal policies 
(Beckworth, 2021). Nevertheless, in macroeconomic shocks, countries under fiscal dominance are 
impeded from acting on economic stabilization, and fiscal dominance is likely to prevent monetary 
authorities from stabilizing price levels and inflation.  
 
Accordingly, understanding the drivers of fiscal dominance and determining which countries are 
more prone to it is relevant. Research has demonstrated that fiscal dominance is more prevalent in 
EMEs (R. Ahmed et al., 2021; De Resende, 2007) and that fiscal deficits, associated with fiscal 
dominance in the long run, have a more significant impact on inflation in EMEs compared to DEs 
(Catão & Terrones, 2005; Kwon et al., 2009). R. Ahmed et al. (2021) analyzed the short-term 
nominal interest rates and how they were affected by domestic fiscal dominance. They measured 
the effects through inflation, real GDP per capita, exchange rate volatility, commodity price 
exposure, and currency decomposition of public debt. The authors concluded that higher public 
debt ratios to GDP are associated with lower policy interest rates in DEs and EMEs, implying fiscal 
dominance. Further, they found the most robust evidence of fiscal dominance in EMEs. A possible 
explanation is that EMEs have higher exposure to exchange rate volatility and fluctuations in 
commodity prices, resulting in inflation (R. Ahmed et al., 2021). The authors opened the door for 
an international perspective by examining possible international drivers of fiscal dominance. We 
draw upon this article and aim to extend the understanding of the possible channels of fiscal 
dominance by examining the effects of U.S. fiscal dominance on EMEs' and DEs' policy interest 
rates. 
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3. Data and Summary Statistics 

We compiled a panel dataset containing 29 EMEs and 29 DEs, excluding the U.S., over 43 years, from 
1980 to 2023. The classification of countries into EMEs and DEs is based on the International Monetary 
Fund's World Economic Outlook (IMF, 2023). The choice of the sample period is based on the data 
available to the EMEs. However, DEs have data for a more extended period. In order to compare the 
DEs to EMEs, we consider the starting period of our sample, 1980. The choice of the EMEs is based 
on the data availability of the emerging economies, and bilateral trade in goods and services between 
the U.S. and other countries is denominated in U.S. dollars. We exclude several EME countries due to 
a lack of data and missing data during the sample period investigated. For eurozone observations, we 
have aggregated the variables based on each country's level of GDP. We acknowledge that this 
approach might cause complications in the accuracy of the dataset in capturing the variables connected 
to the eurozone policy rate setting. Therefore, as a robustness test, we run regressions without the 
eurozone sample and find that our results are robust. The countries can be found in Table A1 in the 
Appendix. 

3.1   U.S. Fiscal Dominance Index 

The theory of fiscal dominance was first introduced by Sargent and Wallace (1981), and they explained 
it as monetary-fiscal coordination, where fiscal policy dominates monetary policy. In a regime of fiscal 
dominance, the fiscal authority exercises autonomous control over budgetary decisions, including 
deficits, revenue generation through bond issuance, and currency issuance. Consequently, the monetary 
authority is constrained by the demand for government bonds determined by the fiscal authority, 
making it necessary to finance any gap between the revenue required by the fiscal authority and the 
number of bonds that can be sold to the public using currency issuance. If the fiscal deficits cannot be 
covered by bond issuance, the monetary authority must generate money and accept eventual inflation. 
Thus, the constraint usually results in high inflationary pressures because the central bank's goal to 
keep inflation low through policy adjustment is ineffective (Sargent & Wallace, 1981) and in the 
growing use of financial repression.  Financial repression is a policy tool to control and reduce the 
servicing costs of public debt by maintaining low real interest rates, mainly through interest rate 
ceilings, targeted lending to the government by domestic stakeholders, capital controls, and other 
regulatory restrictions. As such, financial repression curtails market-driven interest rate determination 
by limiting financial openness and imposing regulatory constraints. This allows governments to borrow 
at lower costs than they would under free market conditions. Consequently, financial repression leads 
to increased control of capital flows, limits capital mobility, and has significant implications for 
financial stability (Reinhart & Sbrancia, 2015). As highlighted by Reinhart (2012), financial repression 
may be a long-term part of debt reduction strategies, especially when traditional fiscal policy is 
constrained and interest rates are kept low through regulation. 
 
The measurement of fiscal dominance is a crucial aspect that needs to be clarified, and previous 
literature varies in how it defines the concept. To address this, we constructed an index for fiscal 
dominance using the robust Principal Component Analysis (PCA) method (Husson et al., 2011). PCA 
establishes an index for different variables that provide similar information, ensuring a comprehensive 
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and reliable measurement. This method is particularly beneficial as the index will consist of more 
information from a couple of variables instead of just one variable, thereby capturing the dynamics and 
complexities of fiscal dominance more favorably. The PCA index consists of the first four principal 
components and explains 98% of the variance in the data. The components are weighted based on the 
proportion of variance. The detailed components of the PCA are available in Appendix Table A3. We 
built upon the measurement of fiscal dominance from R. Ahmed et al. (2021), Kwon et al. (2009), and 
Blanchard (2005) when choosing the correct variables included in the index. R. Ahmed et al. (2021) 
define fiscal dominance as a measure of public debt to GDP ratio, Kwon et al. (2009) specify the 
concept with a variable of public debt growth, and Blanchard (2005) describes fiscal dominance in the 
context of the relationship between government debt, interest rates and the probability of default. We 
intend to develop a new metric for fiscal dominance by including multiple variables based on the theory 
of fiscal dominance and previous literature when quantifying the concept. Thus, the index consists of 
the following variables: U.S. public debt as a percentage of GDP, U.S. public debt as a percentage of 
government revenue, U.S. government expenditure as a percentage of GDP, U.S. public debt as a 
percentage of money supply, U.S. interest payments made by the federal government as a percentage 
of GDP, and S&P 500 volatility. We chose to use these variables because they consider different 
parameters connected to the definition of fiscal dominance: government debt levels, money supply, 
cost of servicing the government's debt and financing, such as expenditure and revenue. Our choice of 
including variables connected to the money supply, GDP, government revenue, and government 
expenditure is motivated by the studies by Kwon et al. (2009), Kumhof et al. (2010), and De Resende 
(2007), where these variables are used as control variables when measuring fiscal dominance effects. 
Our investigated sample period covers the Global Financial Crisis of 2007-2008; we incorporated U.S. 
financial market volatility as a control for structural change and financial shocks in our investigation. 
Our investigation considers the S&P500 index and transforms it into the conditional volatility index 
using the GARCH (1,1) process. It is important to note that we didn’t consider the implied volatility, 
which is available from 1990, whereas our sample period starts from 1980. Admittedly, there has yet 
to be a clear consensus on the measurement of fiscal dominance, but we strive to capture the complex 
concept of fiscal dominance by integrating these diverse variables through the rigorous PCA method. 
 
Figure 2 below shows the development of the PCA index for fiscal dominance in the U.S. A higher 
value for the PCA index reflects higher concerns of future U.S. fiscal dominance. The observed surge 
in the index and the general increase in U.S. public debt to GDP ratio after the GFC in 2008 as well as 
the spike in 2020 due to COVID-19 motivated us to include control variables for pre- and post-GFC 
and COVID-19. Considering the stylized fact, we hypothesize that if there is a relationship between 
the U.S. fiscal dominance index and the policy rates in the examined countries, this relationship will 
be more significant during the post-GFC period and post COVID-19than during the pre-GFC period. 
These results are presented in the Robustness Appendix (Tables B2 and B3). The use of the PCA index 
in measuring U.S. fiscal dominance provides a comprehensive and reliable measurement, enhancing 
the understanding of the concept and its implications. 
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Table 1 shows the descriptive statistics for our regression’s dependent and independent variables for 
the full sample, EMEs, and DEs. The observations vary between the variables because of the 
availability of the data. The mean, standard deviation for the mean, and minimum and maximum values 
illustrate the high variation in some variables, especially the policy rate (Polrate), inflation (Inflation), 
and financial repression revenues (FR revenue/GDP) for EMEs compared to DEs.  

 

As proxies for financial repression, we use the variables foreign ownership of banks (FOR), state 
ownership of banks (SOB), financial openness (KAOPEN), external debt stocks (Xtdebty), and 
financial repression revenues (FR revenue/GDP). Financial repression revenues are measured 
following Giovannini and De Melo (1993) and Jinjarak (2013), who calculated the difference between 
the average interest rate on external debt and the average interest rate of total debt, multiplied by total 
debt through GDP.We use more recent data collected from the IDS database. The external debt interest 
rates reflect market-based borrowing costs since they are subject to global financial conditions. In 
contrast, domestic debt interest rates are more likely to be influenced by financial repression policies. 
These policies aim to hold government bonds at suppressed yields and keep the average interest rate 
of total debt lower than it would be under free market conditions. Thus, the interest rate differential 
captures the extent to which government policy influences domestic financial markets. A larger gap 
suggests stronger financial repression, indicating that domestic debt is financed at artificially lower 
rates than market-driven external borrowing costs. This proxy effectively quantifies an implicit tax on 
investors and domestic financial institutions, illustrating how much governments save on debt servicing 
by repressing domestic financial markets. Due to data availability, the financial repression revenues 
are estimated to be only for EMEs. Quantifying financial repression is admittedly intricate, given the 
many factors and variables that are at play. We acknowledge that our proxies might not fully capture 
the phenomenon of financial repression, but by using these five proxies, we hope to shed light on some 
of the dynamics involved. The variables for financial repression show that EMEs have less foreign- 
but more state ownership of banks, are less financially open to capital account transactions, and have 
lower levels of external debt stocks to GDP than DEs, indicating a high degree of financial repression 
in EMEs. 

 

Figures 3 and 4 are instrumental in our analysis of transmission channels, as they visually represent the 
relationships between key variables in our estimations. Figure 3a presents a scatterplot showing the 
negative correlations between the U.S. fiscal dominance index and the average policy rates in EMEs. 
Figure 4a shows the corresponding correlation in DEs. This negative correlation aligns with theoretical 
expectations, as fiscal dominance is typically associated with downward pressure on interest rates. 
Figures 3a and 4a exhibit significant outliers for the policy rate, driven by Bolivia, Brazil, Croatia, and 
Peru. As a precaution, we will estimate the baseline Panel VAR model both with and without these 
countries. Additionally, we will test the robustness of the results by estimating winsorized samples at 
the 10th and 90th quantiles, as presented in the Robustness Appendix (Tables B4 and B5).
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4.  Methodology 
 
This section presents the methodology used to examine the spillover effects of U.S. fiscal dominance 
on EMEs and DEs. We apply two complementary approaches: fixed effects panel regressions 
(Wooldridge, 2005), and Panel Vector Autoregression (Panel VAR) from which we extract Impulse 
Response Functions (IRFs) (Lütkepohl, 1990). The fixed effects panel regressions aimed to establish 
the possible presence of spillovers from U.S. fiscal dominance to EMEs and DEs, respectively, while 
controlling for various domestic and global factors, and time-invariant heterogeneity at country and 
income-group levels. Then, the Panel VAR model allows us to delve further by capturing the dynamic 
interactions between U.S. fiscal dominance and policy rates over time, addressing both time-invariant 
heterogeneity and endogeneity from lagged dependent variables. Additionally, the IRFs derived from 
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the Panel VAR allow us to trace the impact of a U.S. fiscal dominance shock on policy rates through 
various transmission channels. By applying IRFs to both individual variables and interaction terms, we 
assess how the strength and timing of spillovers affect different countries based on their economic 
characteristics. Using these two approaches in combination enhances the robustness and credibility of 
our findings and provides a greater understanding of the underlying dynamics of U.S. fiscal dominance 
spillovers. This pairing provides our analysis useful multivariate dynamics, yet retains their credibility 
from comparing country-level observations to themselves over time. 

 

Equation 1 shows our baseline equation for the fixed effects model following a benchmark equation 
proposed by Kwon et al. (2009). Yit is the dependent variable policy rate in country i at time t and Xit 
is the independent variable U.S fiscal dominance, which we derived from the PCA index. Yit−1 is the 
lagged value of the policy rate in each examined country, which we used as a robustness measure, 
and α is the corresponding coefficient for the variable. Zit and Cit refer to control variables in each 
country i. XitZit are the interaction variables between the independent variable U.S. fiscal dominance 
index and each of the other control variables Zit. In this study, the interaction variable, for example 
the financial repression revenues, describes how the effect of U.S. fiscal dominance on the policy 
rate depends on the value of one of the control variables.  β refers to the corresponding coefficients. 
vit is the error term and is assumed to be uncorrelated with the independent variable. The expected 
value of the fixed effects, ηi, is assumed to be uncorrelated with the error terms, vit. A more in-depth 
description and sources for each variable can be found in Table A2 in the Appendix. 

 
For robustness purposes and to determine the channels of the spillovers from U.S. fiscal dominance 
to the policy rate in each examined country, a panel VAR model was constructed according to Abrigo 
and Love (2016): 

           
Equation 2 shows the panel VAR regression of order p with k predictor terms where Yit is a (1 x k) 
vector of dependent variables, Xit is a (1 x l) vector of exogenous covariates, ui is a (1 x k) vector of 
the fixed-effects, and eit is a (1 x k) vector of the error terms. The parameters to be measured are A1, 
A2, . . . , Ap−1, and Ap, which are (k x k) matrices, and B, which is a (l x k) matrix (Abrigo & Love, 
2016). 

 
The analysis was extended by constructing IRFs, according to Lütkepohl (1990), to identify how a 
shock in one variable affected the other variables for a predetermined horizon. We applied IRFs to 
interaction terms to analyze the dynamics of the spillovers and to detect the transmission channels of 
the U.S. fiscal dominance spillovers. Equation 3 below shows the forecast error impulse response 
function for the ith period after the shock: 
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where ϕi = Ik is the (k x k) identity matrix, Aj = 0 for j > p, j is the lag index and ranges from 1 to 
p, and p is the total number of lagged observations included in the model. We composed an 
orthogonal impulse response function which uses Cholesky decomposition to break down the 
covariance matrix to get ∑ = LL′, where ∑ is the correlation matrix, and L is a lower triangular 
matrix with positive diagonal elements. We consider Cholesky's decomposition, ordering the U.S. 
fiscal dominance index first and the policy rate second since a shock in the fiscal dominance index 
can affect the policy rate contemporaneously (Abrigo & Love, 2016) and aligns with the theoretical 
framework in that U.S. domestic conditions affect foreign economies (Kumar et al., 2024). In the 
empirical setting, we ordered the control variable to be third, allowing a shock in the policy rate to 
affect the control variable contemporaneously. When constructing IRFs with the interaction term, 
including the U.S. fiscal dominance and each of the other control variables, the interaction term 
was put first in the order, followed by the policy rate. Equation 4 below shows the orthogonal 
impulse response: 

where ϕi is the forecast error impulse response function for the ith period after the shock and L is 
the lower triangular matrix with positive diagonal elements (Abrigo & Love, 2016). 

 

5. Empirical Results and Analysis 
This section presents our main findings from the fixed effects panel regression and the panel VAR 
model. We divided the regressions into samples of EMEs and DEs, respectively. Our results and 
robustness checks show that U.S. fiscal dominance has significant negative spillovers to both EMEs 
and DEs. Having established this significant relationship, we analyzed the dynamics and transmission 
channels of the spillovers using Impulse Response Functions (IRFs) from the panel VAR model. 
 
5.1 Baseline Model 
Tables 2 and 3 present the baseline results from the fixed effects regressions for the full period (1980-
2023) for EMEs and DEs. The first row of both tables documents a significant negative impact of U.S. 
fiscal dominance on the policy rates in EMEs and DEs, staying consistent across a wide range of control 
variables. The main independent variable is a self-constructed PCA index, which makes the direct 
interpretations of the coefficients difficult. We can, however, conclude that the effects are economically 
significant: a level increase of 1 in the fiscal dominance index leads to a decrease of –0.63 to –1.88 in 
the policy rates in EMEs and a decrease of –0.86 to –1.80 in DEs. 
 
The results of our study align with the theory of interconnectedness and the international influence of 
the U.S. economy. EMEs and DEs are deeply integrated with the U.S., a dominant global economy, 
and its influence on the global market is profound. This interconnectedness is evident across various 
channels, including financial markets, trade relations, capital flows, and policy coordination (Bergin, 
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2018; Cooper, 1985; Corsetti & Pesenti, 2001). For example, the U.S. dollar serves as the world’s 
primary reserve currency, and EMEs and DEs can be significantly affected through global trade and 
financial transactions (Kose et al., 2017). The theory of interconnectedness and U.S. international 
influence can explain that shifts in the U.S. fiscal dominance can impact the value of the U.S. dollar 
and react across international borders, which can impact exchange rates and economic conditions in 
foreign countries. The interdependence between the U.S. and other countries explains the spillover 
effects of U.S. fiscal dominance on policy rates in foreign countries. 
 
For most models, the coefficient for the U.S. fiscal dominance index has a higher negative value for 
EMEs than for DEs, implying a more substantial spillover effect in EMEs. Previous literature 
highlights that spillover effects, which are the unintended consequences of a country's economic 
policies on other countries, tend to be more significant for EMEs. This is due to their vulnerability, as 
they heavily depend on their degree of macroprudential policies and foreign exchange reserves to 
maintain monetary policy independence (R. Ahmed et al., 2023; Aizenman et al., 2020). However, 
even if EMEs are more susceptible to spillover effects, DEs can be more interconnected with the U.S. 
and more impacted by its fiscal dominance because of financial openness and exchange rate stability 
(Aizenman et al., 2016; Kearns et al., 2023). We can observe a significant negative relationship 
between the policy rates in DEs and their Exchange Rate Stability (ERS), as well as between the Central 
Bank Independence index of the monetary policy dimension (CBIE policy). DEs are able to maintain 
low policy rates because of their ERS and CBIE since these two conditions create an environment for 
credibility, economic stability and growth, giving the central bank greater flexibility in setting lower 
policy rates without compromising economic stability or fueling inflation. 
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In addition, it is relevant to discuss why and how U.S. fiscal dominance affects the U.S. policy rate 
and, in turn, the policy rates in EMEs and DEs. U.S. fiscal dominance impacts the policy rate in the 
United States since monetary policy is forced to accommodate fiscal policies. As fiscal authorities 
become more expansive, while the demand for government bonds is restrained, monetary authorities 
are forced to finance the fiscal gap through currency issuance or financial repression, which puts 
downward pressure on interest rates (Sargent & Wallace, 1981; Reinhart & Sbrancia, 2015). In other 
words, fiscal dominance led to a lower policy rate in the U.S. Furthermore, the GFC and the pandemic 
greatly inflated U.S. debt and led to political demand to maintain a low policy rate and adopt debt 
monetization. Financial repression was also a way to liquidate the debt through measures such as 
quantitative easing, implicit caps on interest rates, regulation of the flow of capital, and a tighter 
connection between the government and banks (Reinhart & Sbrancia, 2015). Subsequently, a low 
policy rate in the U.S. can lead to low policy rates in the global economy, considering the hegemonic 
position of the U.S. economy. This direct impact is referred to as monetary policy coordination 
(Cooper, 1985; Kose et al., 2017). A monetary decision in the U.S., for example, a decrease in the 
policy rate, can have not only indirect effects through transmission channels on the policy rates in 
foreign countries but also direct effects. As a result, we have monetary policy coordination if the 
recipient economies follow the policymakers in the U.S. and respond with similar monetary policies. 
Our findings might be a consequence of monetary policy coordination, where fiscal dominance has put 
downward pressure on the U.S. policy rate, and EMEs and DEs have followed accordingly.
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Figure 5 shows the medium-run impact of a shock in the U.S. fiscal dominance index on the 
policy rates in EMEs and DEs, respectively. The IRFs validate the negative relationship from 
the fixed effects regressions. The result shows that a one percentage point increase in the U.S. 
fiscal dominance index provokes about a 0.7 percentage point decrease in the policy rates in 
DEs after one year and continues to have a negative effect for ten years (see Figure 5b). In line 
with previous findings, the effect is more significant for EMEs, with an effect of a 3-percentage 
point decrease after 5 years, as illustrated in Figure 5a. A potential explanation for the more 
significant effect on EMEs can be due to a higher degree of indirect spillovers. Our analysis 
considers direct spillovers as those involving immediate impacts, such as monetary policy 
coordination. 

 

Conversely, we consider indirect spillovers as the transmission of shocks via intermediate 
channels or third-party countries, often through transmission channels, which will be discussed 
in the next section. EMEs might be more susceptible to indirect spillovers because of their 
fundamental economic conditions. The relative negative response in EMEs magnifies over the 
ten years to a greater extent than the relative response in DEs. The difference in response time 
can be attributed to the significant impact on EMEs and a potentially slower reaction to indirect 
spillover effects.   
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Transmission Channels of U.S. Fiscal Dominance Spillovers 

Having established the significant spillover effects of U.S. fiscal dominance on the policy rates 
in the EMEs and DEs, this section extends the analysis by looking at the possible transmission 
channels of this phenomenon. A recent study by Kumar et al. (2024) shows the impact of the 
U.S. fiscal policy shock is different from U.S. monetary policy spillover shock in emerging 
economies. In creating a practical macroprudential framework for working against spillovers, 
it is essential to understand where and why they arise. Therefore, we examine various domestic 
and global factors that might be possible determinants of the spillovers based on previous 
literature and the findings from the main regressions, with a primary focus on financial 
repression and its underlying dynamics. The analysis is done through IRFs with interaction 
variables on the total sample of countries excluding outliers, including both the EMEs and DEs. 
The analysis on financial repression revenues, is only done on EMEs due to data availability. 
Each interaction term includes U.S. fiscal dominance and one of the control variables 
investigated as transmission channels. The IRFs shown in Figure 6 document how the policy 
rate's response to a shock in U.S. fiscal dominance changes depending on the value of one of 
the transmission channels, such as financial repression revenues or capital inflows. 
 
Figures 6a, 6b, 6c, 6d, and 6e document the findings from the IRFs connected to financial 
repression. Figure 6b shows how the medium-run impact of a U.S. fiscal dominance shock on 
policy rates varies depending on a country's financial openness. The data documents that 
countries with greater financial openness or less financial repression face more substantial 
negative spillovers. Therefore, the figure exemplifies how financial repression can diminish 
the effects of fiscal dominance spillover in the U.S. The usage of KAOPEN as a proxy for 
financial repression might be questioned because the variable captures the dynamics of capital 
flows and mobility in addition to financial repression. Hence, this motivates further analysis of 
the dynamics of the impact that several global factors might have on the spillover effect of U.S. 
fiscal dominance. Figure 6a also supports the conclusion that a higher degree of financial 
repression diminishes the negative spillovers from U.S. fiscal dominance spillovers since the 
figure shows a positive relationship between the policy rate and the interaction variable of 
financial repression revenue (FR Revenue/GDP) and fiscal dominance index. However, the 
positive relationship could be more persistent, and there is no significant effect from financial 
repression revenue after approximately one quarter. Figure 6c validates the findings of financial 
repression since it illustrates that as foreign ownership of banks (FOR) increases, a country is 
less financially repressed, and the negative spillovers magnify.  Figure 6e shows that an 
increase in total external debt stocks (Xtdebty) leads to an amplified negative effect on the 
policy rates following a fiscal dominance shock. However, this effect is not significant after 2 
years.  Financial repression is associated with a reduction in external debt and capital inflows 
from other countries. Capital flows become more domestically oriented as many countries have 
incentives to keep capital in the country to finance their high levels of public debt by creating 
a domestic captive audience. 
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In general, the findings from the IRFs in Figures 6a-6e show that high degrees of financial 
repression are associated with low degrees of spillovers from U.S. fiscal dominance. The 
results could be explained by the overall downward pressure on interest rates associated with 
financial repression. For example, governments try to manage their debt with caps on interest 
rates to reduce the cost of servicing public debt, putting additional downward pressure on 
policy rates. With financial repression present, the local financial market is segmented from 
the international market, effectively separating it from global financial dynamics. This 
separation is similar to capital controls, a government's measures to regulate flows from capital 
markets into and out of the country. This results in a lower impact from global factors such as 
fiscal dominance in the U.S. 

A low degree of spillovers could reflect overall low responsiveness to external factors and 
rigidity in interest rate formation, which is associated with financial repression. Previous 
literature illustrates that high degrees of financial repression increase capital flights (Aizenman, 
2008) and create a forced-to-home bias for capital (Reinhart & Sbrancia, 2015). In other words, 
foreign investors move capital to other countries while domestic investors are forced to keep 
capital in the domestic market. A country with higher financial repression loses international 
investor appetite, which makes the country less affected by external factors.  Further, financial 
repression is associated with low degrees of global market integration and high capital controls. 
These characteristics should intuitively lead to lower spillover effects, as we find from the 
variables Financial Openness (KAOPEN) and Foreign Ownership of Banks (FOR). These 
findings can be contrasted by the findings on monetary independence indexes from Figures 6i 
and 6j, which state that as monetary independence increases, the spillovers are enhanced. In 
other words, higher independence results in higher spillovers from the U.S. fiscal dominance 
index, leading to lower policy rates. A potential explanation for this could be that central banks 
adapt to global factors, such as fiscal dominance in the U.S., and set the policy rate accordingly 
instead of obeying external pressure and reducing independence. To analyze some global 
factors, we test the IRFs with the interaction variables: public-, bank- and corporate portfolio 
debt inflows (Figures 6f, 6g, and 6h) and Exchange Rate Stability (ERS) (Figure 6k). To begin 
with, Figure 6k documents that the higher the degree of ERS, the greater the negative spillover 
effects from U.S. fiscal dominance, at least half a year following a shock in the U.S. fiscal 
dominance.  Public, bank, and corporate inflows (Figures 6f, 6g, and 6h) show almost no 
evident heterogeneity among the different types of investments. The results indicate that 
corporate inflows magnify the spillover effects but only during the first couple of years. The 
variables for corporate portfolio debt inflows, along with the results for KAOPEN, represent 
that as a country is more open, it is more prone to spillovers, which is expected given previous 
literature and theory (Kearns et al., 2023; Lakdawala et al., 2021; Aizenman et al., 2016; Kearns 
et al., 2023).  
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Lastly, the medium-run impact of a U.S. fiscal dominance shock on policy rates, as illustrated 
in Figure 6d, varies with state ownership of banks (SOB) in a country. The figure illustrates an 
amplified negative effect of U.S. fiscal dominance on the policy rates with a higher degree of 
state ownership of banks. However, this effect is not significant. This result is puzzling, as it 
contradicts the previous finding that high degrees of financial repression are associated with 
lower spillover effects. Previous studies have emphasized how financial repression reduces the 
financial sector's efficiency, increases intermediation costs, and reduces investments and 
growth (Roubini & Sala-I-Martin, 1992, 1995; Fry, 1980), which might be possible 
explanations for this result. The finding might also be a consequence of the variable’s ability 
to capture the degree of financial repression, which sheds light on the complexity of the 
quantification of financial repression and the need for further research. 
 

5.2 Robustness Checks 
To test the credibility of our findings, we run robustness checks with Mean Group Regressions, 
additional control variables, winsorized samples, samples excluding outliers, exclusion of 
eurozone countries, alternative measurements for U.S. fiscal dominance, and alternative 
specifications for our panel VAR model. The impact of U.S. domestic conditions on foreign 
countries varies depending on country-specific factors, such as trade dependency, foreign direct 
investments, among other factors, which suggests the need for country specific parameters in 
the estimations. To deal with this, we run mean group estimations with our baseline control 
variables. Since Mean Group Regressions are highly sensitive to unbalanced datasets, we run 
them on an alternative sample which consists of only OECD countries, where the data is more 
complete. The results are consistent with previous findings showing a negative impact of U.S. 
fiscal dominance on the policy rate, as reported in Table B1 in the Robustness Appendix.  
 
The additional control variables test government debt sustainability measures, market 
perception measures, and controls for structural change, with collapsing regimes accounted for 
using measurements from Ilzetzki et al., (2019). The results show an overall consistency, as 
reported in Tables B2 and B3 in the Robustness Appendix. The results from the winsorized 
samples are documented in Tables B4 and B5 in the Robustness Appendix and align with 
previous results. Robustness Appendix Tables 7 and 8 document that the findings from the 
fixed effects regressions are also consistent when excluding Bolivia, Brazil, Peru, and Croatia 
which exhibit large outliers in policy rates and inflation. As a precaution to how we aggregate 
eurozone countries based on GDP, we tested the results excluding all eurozone countries in 
Table B6 in the Robustness Appendix, and the results are robust. In addition, we check the 
sensitivity of the eurozone policy rate, and we observe that higher U.S. fiscal dominance 
concerns negatively affect the policy rates in Eurozone member countries. The results are 
consistent with those before (pre) and after (during) the Eurozone.2 The alternative 
measurements are done with variables included in the PCA index for U.S. fiscal dominance, 
based on how previous literature quantifies the concept. The results are reported in the 
Robustness Appendix in Tables B9-B16. While the results are not significant over all 

                                                            
2 The results are available on request. 
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regression models, they show an overall consistency with our previous findings. We conjecture, 
however, that the most appropriate measure for U.S. fiscal dominance is our self-constructed 
PCA index, where the results show an overall significant impact in line with our baseline 
estimations.  
 
Ultimately, we test the stability of the panel VAR model by incorporating control variables, 
testing alternative lag orders, and alternative samples including the outliers. Figures B1, B2, 
B3, B4, and B5 in the Robustness Appendix document that the results stay consistent when 
adding control variables and testing alternative lags. To address possible endogeneity issues 
concerning our main findings on financial repression, we also estimate Local Projections 
following Jordà (2005), which provide consistent impulse responses without relying on the 
dynamic structure of the PVAR. The results, presented in the Robustness Appendix Figure B6, 
support the baseline result of a diminishing impact of financial repression in the presence of 
U.S. fiscal dominance spillovers, as found in Figure 6a. As opposed to the findings from the 
PVAR, the significant effect takes place after two horizons and diminishes after five horizons. 
 
 

6. Conclusion and Policy Implications 
This study delves into the spillover effects of U.S. fiscal dominance concerns on policy rates 
in Emerging Market Economies (EMEs) and Developed Economies (DEs). The research is 
spurred by the surge in U.S. fiscal dominance after the Global Financial Crisis and the 
increasing global interconnectedness. While previous literature has examined the drivers and 
consequences of fiscal dominance from a domestic standpoint, our study stands out by 
exploring this phenomenon in an international context. A key aspect of our approach is the 
development of a novel measurement of fiscal dominance concerns. We have constructed an 
index using Principal Components Analysis, a method that effectively captures the intricate 
concept of fiscal dominance. A fixed effects model was formulated to investigate the 
correlation between the independent variable U.S. fiscal dominance and the dependent variable 
policy rate in both EMEs and DEs. 

 

Additionally, a panel VAR model was developed to probe potential determinants and channels 
for the spillover effects of fiscal dominance in the U.S. The findings of our study carry 
significant weight, providing evidence of a negative relationship between the U.S. fiscal 
dominance index and the policy rates in EMEs and DEs, suggesting policymakers should pay 
attention to the evolution of U.S. fiscal dominance in their interest rate formation. This result 
is in line with the theory of interconnectedness and the global influence of the U.S. economy, 
as well as previous literature on monetary and fiscal spillover effects. Moreover, our findings 
suggest that the spillovers from U.S. fiscal dominance on the policy rates are more pronounced 
in EMEs than in DEs, a trend likely attributed to the higher vulnerability of EMEs due to their 
structural and economic conditions. Furthermore, as long as the U.S. dollar remains the 
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dominant global currency, a higher index of future fiscal dominance induces negative 
spillovers, impacting the less resilient countries.   

 

The study is extended by investigating possible domestic and global factors determining the 
spillover's extent, with a focus on financial repression. The findings from the panel VAR model 
reveal that higher levels of financial repression generally reduce the spillover effects of U.S. 
fiscal dominance on the policy rates of EMEs and DEs. Financial repression isolates domestic 
markets from global financial dynamics, leading to less sensitivity to external shocks. The 
results concerning the transmission channels highlight the complex interplay between financial 
repression, central bank independence, and global market integration in shaping a country's 
exposure to international financial influences. Financial repression has previously been 
recognized as an effective toolkit to cope with debt reduction (Reinhart, 2012) and our findings 
suggest it might as well function as a reduction of international fiscal dominance spillovers. 
However, it is crucial to acknowledge the potential side effects of financial repression, 
including inflationary pressures, capital flow restrictions, and challenges to exchange rate 
stability. These considerations underscore the complexity of the phenomenon and the necessity 
for further research, indicating that our study is part of an ongoing academic conversation that 
requires continued exploration and discussion. 
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