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Motivation

⚫ Covid-19 pandemic revived interest in fiscal determinants of 

inflation

⚫ Inflation reached multi-decade highs

⚫ Strong fiscal stimulus in a number of countries

▪ coupled with supply disruptions, strong demand and 

expansionary monetary policy
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Motivation, II

⚫ Predicting how fiscal policy affects inflation has become more 

important

⚫ Fiscal expansion contributes to increasing aggregate demand and 

inflation, through the effect on economic slack

⚫ In textbook models, fiscal expansion typically leads to exchange rate 

appreciation, which reduces the effect on inflation

⚫ But fiscal expansion could also reduce confidence and increase 

concerns about fiscal sustainability, leading to higher country risk 

and exchange rate depreciation

▪ Particularly relevant for emerging market and developing 

economies (EMDEs)
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Motivation, III

⚫ Are EMDEs more vulnerable today to an increase in fiscal deficits? 

⚫ Higher public debt, including after the Covid-19 pandemic

⚫ Less foreign currency public debt (overcoming “original sin”, 

Eichengreen and Hausmann (1999))… 

⚫ … but foreign investors in domestic debt market still relevant 

(“original sin redux”, Carstens and Shin (2019))

⚫ Increasing adoption of inflation targeting
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Motivation, IV

⚫ Central banks interested not only in modal forecasts but also in risks 

around central forecasts

⚫ Risk management approach to monetary policy

▪ Take actions that reduce the likelihood of very high or very low 

inflation outcomes (eg Greenspan (2004))

⚫ Because tail risks to inflation might shift with fiscal policy, a realistic 

forecast distribution cannot be produced by using ordinary 

regression techniques
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Effect of higher deficits on inflation forecast distribution

Density
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This paper

⚫ Examines how fiscal deficits affect inflation risk in EMDEs

⚫ Uses novel methods for panel quantile regressions with fixed effects

⚫ Also examines how exchange rates respond, “external channel”

⚫ Evaluates how various macro-financial and institutional changes in 

EMDEs affect the deficit-inflation link

⚫ Sample of 26 EMDEs, annual data from 1960 onwards
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Main results

⚫ Fiscal deficits have non-linear effects on inflation

⚫ Deficit-inflation link much stronger in EMDEs than in advanced 

economies (AEs)

⚫ External channel important: exchange rate depreciates, with non-

linear effects, and sovereign risk rises

▪ High FX debt and foreign holdings increase the exchange rate 

effects

⚫ Monetary policy regime matters for deficit-inflation link

▪ Smaller effects in inflation targeting regimes
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Structure of presentation

⚫ Relationship with previous literature

⚫ Methodology and data

⚫ Baseline results

▪ Deficit-inflation, deficit-exchange rate relationships and the 

sovereign risk channel

⚫ Relevance of the monetary policy regime
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Relationship with previous literature

⚫ Effects of fiscal deficits on inflation (eg Catao and Terrones (2005); 

Lin and Chu (2013); Fischer et al (2002))

⚫ Fiscal deficits and exchange rates (eg Monacelli and Perotti (2010); 

Kim and Roubini (2008); Ilzetzki et al (2013))

⚫ How inflation targeting affects inflation and inflation expectations 

(eg Ball and Sheridan (2004); Lin and Ye (2007); Gurkaynak et al 

(2010))

⚫ Non-linearities in the Phillips curve (eg Lopez-Salido and Loria 

(2022); Busetti et al (2021); Forbes et al (2021); Banerjee et al (2020))
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Methodology

⚫ Quantile panel Phillips curves with fixed effects (Machado and 

Santos Silva (2019))

⚫ Allows to analyse how the entire inflation forecast distribution 

changes, instead of focusing on the conditional mean of inflation

⚫ ෠𝑄𝜏(𝜋𝑖,𝑡+1|𝑥𝑖𝑡) = 𝑥𝑖𝑡 ෡𝛽𝑡

▪ where 𝑥𝑖𝑡 = Δ𝑑𝑒𝑓𝑖,𝑡 , Δ𝑦𝑖,𝑡 , 𝜋𝑖,𝑡 , ∆𝑒𝑥𝑐𝑖,𝑡 , ∆𝑜𝑖𝑙𝑖,𝑡

▪ LHS variable: one-year-ahead inflation

▪ RHS variables: change in deficit; real GDP growth; current 

inflation; log change in exchange rate and in oil price
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Methodology, II

⚫ Obtain coefficients at 5%, 25%, 50%, 75% and 95% quantiles

⚫ Distributions smoothed to follow a skewed-t distribution (Adrian et 

al (2019))

⚫ Also consider linear models for various dependent variables

▪ 𝑦𝑖,𝑡+1 = 𝑥𝑖𝑡 ෡𝛽𝑡
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Data

⚫ Annual; time period 1960-2019

▪ Shorter series for many EMDEs

▪ Exclude inflation rates above 600%

⚫ Sample includes 26 EMDEs:

▪ Bolivia, Brazil, Chile, China, Colombia, Dominican Republic, 

Ghana, Hong Kong SAR, Honduras, Haiti, Hungary, Indonesia, 

Israel, India, Korea, Mexico, Nicaragua, Peru, Philippines, Poland, 

Romania, Russia, Thailand, Turkey, Uruguay and South Africa

⚫ 22 advanced economies used as comparison group in some 

estimations
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How do increases in fiscal deficits affect inflation risks? 
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Effects of higher deficits on inflation are non-linear
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Baseline results for EMDEs
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Non-linearities in (other) risk factors

⚫ Higher current inflation increases likelihood of high future inflation

▪ Consistent with more frequent price adjustments at high 

inflation rates (eg Alvarez et al (2019))

⚫ Real GDP growth has larger effects at right tail

▪ Consistent with flatter Phillips curve at low inflation rates (eg

Busetti et al (2021))

⚫ Exchange rate effects also larger at the right tail
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Extensions and robustness tests

⚫ Changes to the model specification

⚫ Considering a longer inflation horizon

⚫ Comparing emerging Asia with Latin America

⚫ Using fiscal shocks instead of changes in fiscal deficits
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Replacing fiscal deficits by fiscal shocks

⚫ Correlation of deficits with other explanatory (macro) variables

⚫ Consider a more exogenous measure by using deviations from an 

estimated fiscal reaction function; similar to Corsetti et al (2022)

▪ Regress primary deficits on lagged primary deficits, lagged level 

of government debt and output gap

▪ Identify fiscal shocks as residuals from the estimated spending 

rule
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Results are robust to using fiscal shocks
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How important is the exchange rate channel?
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Fiscal deficits and “exchange rate-at-risk”
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Evaluating the sovereign risk channel
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EME currency depreciates as deficits rise when FX share of 

debt and foreign holdings are high
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Hyperlink BIS 

 
EMEs FX reserves 

USD trillions  

 
EMEs: AR, BR, CL, CN, CO, CZ, HK, HU, ID, IN, KR, MX, MY, PH, PL, SA, SG, TH, TR and ZA. 

Source: IMF, International Financial Statistics. 
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Higher FX reserves provide insulation against depreciations 
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Relevance of the monetary policy regime
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IT periods are associated with weaker deficit-inflation link
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Significance of IT remains in the post-1985 sample
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Periods of IT also change the deficit-exchange rate link
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Conclusions

⚫ An increase in fiscal deficits has non-linear effects on future inflation

▪ Effects are also much larger in EMDEs than in AEs

⚫ Evidence that the exchange rate channel is relevant in EMDEs

▪ Non-linear effects of fiscal deficits on the exchange rate 

⚫ Evolution of EMDE macro-financial characteristics important; eg

moving away from “original sin”; higher FX reserves

⚫ Inflation targeting associated with much weaker deficit-inflation 

relationship

⚫ Results highlight important country heterogeneity and relevance of 

policy frameworks
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