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ABSTRACT

Fiscal dominance refers to a situation in which persistent fiscal deficits, rising public debt and government financing requirements influence or 
constrain the conduct of monetary policy. This research paper examines the meaning, causes, monetary-policy implications, economic effects 
and possible measures for reducing fiscal dominance, with particular attention to developing economies and the Indian context up to 2016. The 
study explains that fiscal dominance generally emerges when government expenditure remains persistently higher than revenue, resulting in 
continuous borrowing and increasing debt-servicing obligations. Rising public debt creates pressure on government finances because a 
substantial part of expenditure may be required for interest payments and debt repayment. Dependence on domestic banks, financial 
institutions and government securities markets for financing can further increase competition for available savings and credit. The paper also 
highlights the role of weak fiscal institutions, political pressures and limited fiscal adjustment capacity in sustaining fiscal imbalances. A major 
concern associated with fiscal dominance is its interaction with monetary policy. When government borrowing requirements are high, monetary 
authorities may face constraints in raising interest rates because higher rates can increase the government's debt-servicing burden. Similarly, 
excessive fiscal pressures may encourage monetization of deficits or create expectations of monetary support for government financing, thereby 
weakening monetary-policy independence and credibility. Fiscal dominance can also influence inflation through increased demand, monetary 
expansion and weakened confidence in price stability. Persistent government borrowing may crowd out private-sector credit, increase 
borrowing costs and discourage productive investment. These effects can reduce capital formation and adversely influence employment, 
productivity and long-term economic growth. The paper further examines the relationship between fiscal dominance and savings and financial 
markets, particularly the allocation of domestic financial resources toward government securities rather than productive private investment. In 
developing economies, these concerns can become more significant because financial markets may be less developed and governments may 
depend heavily on domestic banks and financial institutions for deficit financing. In India, the relationship between government borrowing and 
monetary policy has been important because of the size of public financing requirements and the role of the Reserve Bank of India in 
maintaining monetary and financial stability. Fiscal consolidation efforts and the evolving monetary-policy framework up to 2016 were 
important steps toward reducing fiscal pressures and strengthening policy credibility. The study concludes that reducing fiscal dominance 
requires sustained fiscal discipline, effective public-debt management, greater transparency in government finances and stronger fiscal 
institutions. At the same time, central-bank independence and credible monetary policy are essential for maintaining price stability and 
anchoring inflation expectations. Development of efficient government securities and financial markets can improve the allocation of domestic 
savings and reduce excessive dependence on banks for government financing. Overall, fiscal and monetary policies must remain appropriately 
coordinated, but such coordination should not undermine the autonomy of monetary authorities. Sustainable public finances, responsible 
borrowing, credible monetary policy and effective institutional reforms are therefore essential for reducing fiscal dominance and promoting 
long-term macroeconomic stability, investment and economic growth.
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1. Introduction

Fiscal dominance refers to a situation in which monetary policy is 
significantly influenced or constrained by the government’s fiscal 
position, particularly its borrowing and debt-servicing require-
ments. When government deficits and public debt become large, 
monetary authorities may face difficulties in conducting an inde-
pendent monetary policy. The central bank may be reluctant to 
increase interest rates because higher rates can raise the govern-
ment’s cost of borrowing and debt servicing. Thus, fiscal conditions 
can directly affect monetary-policy decisions and broader macroeco-
nomic stability.

1.1 Meaning and Concept of Fiscal Dominance

The concept of fiscal dominance highlights the close relationship 
between fiscal policy and monetary policy. Under normal condi-
tions, monetary authorities are expected to pursue objectives such 
as price stability, while the government manages taxation, expen-
diture and public borrowing. Fiscal dominance occurs when persis-
tent fiscal pressures restrict the ability of monetary authorities to 
independently pursue monetary objectives. It therefore represents 
a condition in which fiscal requirements become an important con-
straint on monetary-policy choices.

1.1.1 Definition of Fiscal Dominance

Fiscal dominance can be defined as a situation where the govern-
ment’s financing requirements and debt obligations influence the 
conduct of monetary policy. A highly indebted government may 
depend on relatively low interest rates to contain its debt-servicing 
burden. Consequently, the central bank may face pressure, either 
directly or indirectly, to maintain monetary conditions that facili-
tate government borrowing. Persistent fiscal dominance can 
weaken monetary-policy credibility and make inflation control 
more difficult.

1.1.1.1 Government Borrowing and Monetary Policy Constraints

Government borrowing increases the demand for financial 
resources and can influence interest rates in domestic financial mar-
kets. When borrowing requirements are persistently high, mone-
tary authorities may find it difficult to tighten monetary conditions 
without increasing government financing costs. A rise in policy 
interest rates can therefore create a conflict between controlling 
inflation and maintaining manageable public debt-servicing costs. 
This conflict represents an important feature of fiscal dominance.

1.1.1.2 Fiscal Dominance and Debt-Servicing Burden

A growing public debt creates a corresponding increase in interest-
payment obligations. When debt servicing consumes a substantial 
portion of government resources, policymakers may become 
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increasingly sensitive to changes in interest rates. Higher interest 
rates can increase the fiscal burden and make deficit reduction 
more difficult. As a result, monetary policy may become constrained 
by the government’s need to maintain sustainable debt-servicing 
conditions.

1.2 Emergence and Background of Fiscal Dominance

Fiscal dominance has emerged as an important issue in economies 
where governments have persistent fiscal deficits and increasing 
public debt. Historically, close fiscal-monetary relationships have 
occurred when governments relied heavily on domestic financial 
institutions or central-bank support to meet financing require-
ments. Such conditions can reduce the separation between fiscal 
and monetary policy and create challenges for maintaining price 
stability and monetary credibility.

1.2.1 Fiscal-Monetary Interactions in Developing Economies

The issue is particularly relevant in developing economies where 
financial markets may be less developed and governments may 
depend substantially on banks and domestic financial institutions 
for financing. Large fiscal deficits can place pressure on available 
financial resources and affect interest rates and credit allocation. In 
such economies, monetary authorities may face additional difficul-
ties in balancing inflation control, economic growth, financial sta-
bility and government financing needs.

1.2.2 Fiscal Dominance in the Context of Rising Public Debt

Rising public debt increases the importance of fiscal sustainability 
for monetary policy. As debt accumulates, interest payments can 
become a significant component of government expenditure. If mar-
kets begin to question the government’s ability to manage its obli-
gations, financial instability and inflation expectations may 
increase. Therefore, maintaining fiscal discipline is essential for 
preserving monetary-policy independence and ensuring that gov-
ernment borrowing does not excessively constrain monetary deci-
sions.

1.3 Objectives and Significance of the Study

The study of fiscal dominance is important for understanding how 
government borrowing and public debt can influence monetary-
policy decisions. It examines the relationship between fiscal 
requirements, interest rates, inflation and private-sector credit. 
The subject is significant because persistent fiscal dominance can 
reduce monetary-policy flexibility, weaken confidence in price sta-
bility and affect the allocation of financial resources. Understand-
ing these relationships is therefore essential for evaluating macro-
economic policy.

1.3.1 Understanding Fiscal Pressures on Monetary Policy

Fiscal pressures can limit the ability of the central bank to use 
interest rates and other monetary instruments according to pre-
vailing economic conditions. When government debt is high, an 
increase in interest rates can substantially increase debt-servicing 
costs. The central bank may consequently face a difficult policy 
choice between maintaining price stability and avoiding excessive 
fiscal stress. Fiscal dominance thus illustrates the importance of 
maintaining appropriate coordination between fiscal sustainability 
and monetary-policy independence.

1.3.2 Fiscal Dominance and Macroeconomic Stability

Fiscal dominance can have wider consequences for inflation, invest-
ment, financial markets and economic growth. Persistent fiscal 
pressures may weaken the credibility of monetary policy, increase 
inflation expectations and influence borrowing costs for the private 
sector. Government borrowing may also crowd out private invest-
ment when financial resources are limited. Consequently, sustain-
able public finances, credible monetary policy and effective institu-
tional arrangements are important for maintaining macroeconomic 
stability.

2. Major Causes and Sources of Fiscal Dominance

Fiscal dominance generally develops when fiscal pressures become 
sufficiently strong to influence or constrain monetary-policy deci-
sions. Persistent budget deficits, rising public debt, heavy debt-
servicing obligations, dependence on domestic financial markets 
and weak fiscal institutions are major sources of such dominance. 
When these pressures continue for a long period, the government 
may become increasingly dependent on favourable monetary and 
financial conditions for meeting its financing requirements.

2.1 Persistent Fiscal Deficits

Persistent fiscal deficits are one of the most important causes of fis-

cal dominance. When government expenditure remains consis-
tently higher than government revenue, the resulting deficit has to 
be financed through borrowing or other financing arrangements. 
Continued dependence on deficit financing can increase public debt 
and place pressure on monetary authorities to maintain financial 
conditions that allow the government to borrow at manageable 
costs.

2.1.1 Government Revenue and Expenditure Imbalances

An imbalance between government revenue and expenditure cre-
ates continuous financing requirements for the public sector. Weak 
revenue collection, limited tax capacity, rising administrative 
expenditure, subsidies and development spending can contribute to 
fiscal pressures. When expenditure commitments cannot be 
matched by adequate revenues, the government may increasingly 
rely on borrowing, creating a close link between fiscal requirements 
and financial-market conditions.

2.1.1.1 Financing of Budget Deficits through Borrowing

Budget deficits are commonly financed through the issuance of gov-
ernment securities and other forms of public borrowing. Large and 
repeated borrowing requirements can increase the government’s 
demand for available financial resources. If borrowing costs rise sig-
nificantly, debt-servicing pressures may increase, creating incen-
tives for maintaining relatively favourable interest-rate conditions 
and potentially limiting the central bank’s freedom to pursue 
tighter monetary policy.

2.2 Rising Public Debt and Debt-Servicing Requirements

Rising public debt is another major source of fiscal dominance 
because accumulated debt creates continuing obligations for inter-
est and principal payments. As the stock of debt increases, fiscal pol-
icy becomes more sensitive to changes in interest rates. A govern-
ment with substantial debt may therefore face difficulties accepting 
higher borrowing costs, particularly when monetary authorities 
attempt to tighten policy to control inflation.

2.2.1 Interest Payments and Government Expenditure

Interest payments on public debt constitute an important compo-
nent of government expenditure. A rise in interest rates can 
increase the cost of servicing existing and newly issued debt, 
thereby placing additional pressure on the fiscal position. When 
interest payments absorb a large share of public resources, the gov-
ernment may have less capacity for productive expenditure and fis-
cal adjustment, increasing the potential influence of fiscal concerns 
on monetary policy.

2.2.2 Refinancing and Rollover Pressures

Governments frequently need to refinance maturing debt by issu-
ing new debt. Large refinancing requirements can create rollover 
pressures, particularly when financial-market conditions are 
uncertain or interest rates are increasing. The need to maintain con-
tinuous access to reasonably priced financing may influence fiscal 
and monetary policy choices. Persistent rollover requirements can 
therefore strengthen the relationship between public debt manage-
ment and monetary conditions.

2.3 Dependence on Domestic Financial Markets

Dependence on domestic financial markets can contribute signifi-
cantly to fiscal dominance, particularly where capital markets are 
relatively less developed and domestic banks play a major role in 
financing government expenditure. Heavy government borrowing 
from domestic sources can influence the availability and cost of 
credit. This dependence can create pressure for monetary condi-
tions that support the government’s financing programme while 
also attempting to preserve financial stability.

2.3.1 Government Borrowing from Banks and Financial Institu-
tions

Banks and financial institutions often hold substantial amounts of 
government securities as part of their investment and liquidity 
management activities. When government borrowing require-
ments are high, financial institutions may allocate a significant por-
tion of their resources to public-sector financing. Such dependence 
can reduce the flexibility of monetary policy and may influence the 
distribution of credit between government and private-sector bor-
rowers.

2.3.2 Pressure on Domestic Savings and Credit Markets

Large government borrowing requirements can place pressure on 
domestic savings and credit markets. When the public sector 
absorbs a considerable share of available financial resources, fewer 
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resources may remain for private borrowers. This can contribute to 
higher borrowing costs and reduce private investment. Such crowd-
ing-out effects can weaken productive investment and create fur-
ther challenges for economic growth and financial development.

2.4 Weak Fiscal Institutions and Policy Constraints

Weak fiscal institutions can increase the likelihood of fiscal domi-
nance by limiting the government’s ability to maintain sustainable 
deficits and debt levels. Inadequate fiscal planning, limited trans-
parency, weak expenditure controls and ineffective debt-
management practices can make fiscal adjustment difficult. Where 
institutional mechanisms for maintaining fiscal discipline are 
insufficient, monetary policy may increasingly be expected to 
accommodate fiscal requirements.

2.4.1 Political and Institutional Factors

Political considerations can influence government expenditure, tax-
ation and borrowing decisions. Pressure to maintain subsidies, pub-
lic employment, welfare programmes or other expenditure commit-
ments may make rapid fiscal adjustment politically difficult. Insti-
tutional weaknesses can further delay corrective measures. As a 
result, persistent fiscal imbalances may continue and place greater 
pressure on monetary authorities and financial markets.

2.4.2 Limited Fiscal Adjustment Capacity

Limited fiscal adjustment capacity makes it difficult for govern-
ments to reduce deficits or stabilize public debt when economic con-
ditions become challenging. Structural revenue constraints, rigid 
expenditure commitments and weak expenditure management can 
restrict the scope for immediate fiscal correction. In such circum-
stances, monetary policy may face greater pressure to support 
financing conditions, increasing the risk of fiscal dominance and 
weakening the effectiveness of independent monetary-policy deci-
sions.

3. Fiscal Dominance and Monetary Policy

Fiscal dominance has a direct relationship with the conduct and 
effectiveness of monetary policy. When government borrowing 
requirements and debt-servicing obligations become substantial, 
monetary authorities may face limitations in using interest rates 
and other instruments independently. The central bank must then 
balance price stability with the need to maintain orderly financial 
conditions. Persistent fiscal pressures can therefore reduce mone-
tary-policy flexibility and create challenges for controlling infla-
tion.

3.1 Interaction between Fiscal and Monetary Policy

Fiscal policy concerns government taxation, expenditure and bor-
rowing, whereas monetary policy focuses on money supply, interest 
rates, credit conditions and price stability. In a stable policy envi-
ronment, both policies operate with clearly defined responsibilities 
while remaining appropriately coordinated. Under fiscal domi-
nance, however, large fiscal requirements can influence monetary 
decisions and create pressure for accommodative financial condi-
tions.

3.1.1 Independence of the Central Bank

Central-bank independence is important for ensuring that mone-
tary decisions are based primarily on macroeconomic objectives 
rather than short-term government financing needs. When public 
debt and borrowing requirements are high, the government may 
have an interest in maintaining lower interest rates. Excessive fis-
cal pressure can therefore restrict the practical independence of the 
central bank and weaken its ability to pursue price stability effec-
tively.

3.1.1.1 Constraints on Interest-Rate Policy

Interest rates are an important instrument for managing inflation, 
credit and economic activity. Under fiscal dominance, the central 
bank may hesitate to raise rates because higher rates increase the 
government’s borrowing and debt-servicing costs. This constraint 
can reduce the effectiveness of monetary tightening and may make 
it more difficult to respond adequately to inflationary pressures.

3.2 Government Borrowing and Interest Rates

Government borrowing can significantly influence interest-rate con-
ditions in domestic financial markets. Large public borrowing 
requirements increase the demand for financial resources and may 
place upward pressure on market interest rates. At the same time, 
concerns about rising government financing costs can create pres-
sure to maintain relatively favourable borrowing conditions, pro-
ducing a difficult balance between fiscal requirements and mone-

tary objectives.

3.2.1 Debt-Service Costs and Interest-Rate Decisions

Debt-service costs are closely connected with prevailing interest 
rates and the size of outstanding public debt. When interest rates 
increase, the cost of servicing government debt can rise, particu-
larly as existing obligations mature and are refinanced. Conse-
quently, a highly indebted government may be more sensitive to 
monetary tightening, potentially creating pressure on 
policymakers to avoid interest-rate increases that could intensify 
fiscal stress.

3.2.2 Difficulties in Raising Policy Rates to Control Inflation

A central bank may normally respond to persistent inflation by 
increasing policy interest rates and restricting monetary and credit 
conditions. Under fiscal dominance, such action can increase gov-
ernment borrowing costs and worsen the fiscal deficit. This creates 
a policy conflict in which measures necessary for controlling infla-
tion may simultaneously increase fiscal pressures, thereby limiting 
the central bank’s room for effective monetary tightening.

3.3 Fiscal Dominance and Money Supply

Fiscal dominance can also affect the supply of money when govern-
ment financing requirements influence monetary conditions. Per-
sistent fiscal deficits may generate pressure for monetary accom-
modation, particularly when alternative financing sources are lim-
ited. If monetary expansion becomes closely associated with deficit 
financing, it can affect liquidity, inflation and the overall effective-
ness of monetary-policy instruments.

3.3.1 Monetization of Fiscal Deficits

Monetization occurs when government fiscal deficits are financed, 
directly or indirectly, through the creation of central-bank money. 
Although such financing can provide resources to the government, 
excessive reliance on monetary financing can expand liquidity 
beyond the level consistent with price stability. Persistent moneti-
zation may therefore contribute to inflationary pressures and 
reduce the credibility of monetary policy.

3.3.2 Central Bank Financing of Government Requirements

Central-bank financing of government requirements can create a 
strong link between fiscal needs and monetary expansion. When 
the government depends heavily on central-bank support, mone-
tary authorities may find it difficult to determine liquidity condi-
tions independently. Such dependence can weaken monetary disci-
pline and make it harder for the central bank to respond appropri-
ately to inflation, exchange-rate pressures and other macroeco-
nomic developments.

3.4 Fiscal Dominance and Monetary Policy Credibility

Monetary-policy credibility depends on the confidence that the cen-
tral bank can pursue its stated objectives without being excessively 
constrained by fiscal considerations. Persistent fiscal dominance 
can raise doubts about the willingness or ability of monetary 
authorities to tighten policy when necessary. If financial markets 
and the public perceive monetary policy as subordinate to govern-
ment financing requirements, confidence in price stability can 
decline.

3.4.1 Policy Commitment and Central Bank Credibility

A credible monetary-policy framework requires a clear commit-
ment to maintaining monetary and price stability. Fiscal domi-
nance can weaken this commitment when government borrowing 
needs repeatedly influence interest-rate and liquidity decisions. 
Strong fiscal discipline and appropriate institutional arrangements 
are therefore important for supporting central-bank credibility and 
ensuring that monetary policy remains effective.

3.4.2 Inflation Expectations and Market Confidence

Inflation expectations are influenced by perceptions regarding 
future fiscal and monetary policies. If investors and households 
believe that high public debt will eventually require monetary 
accommodation, they may expect higher future inflation. Such 
expectations can affect borrowing costs, investment decisions and 
financial-market confidence. Maintaining sustainable public 
finances and credible monetary policy is therefore essential for 
anchoring inflation expectations and preserving macroeconomic 
stability.

4. Economic Effects of Fiscal Dominance

Fiscal dominance can produce significant effects on inflation, pri-
vate investment, savings, financial markets and economic growth. 
When fiscal requirements strongly influence monetary and finan-
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cial conditions, the allocation of economic resources may become dis-
torted. Persistent fiscal pressures can also reduce the effectiveness 
of monetary policy and increase uncertainty in financial markets. 
The overall effects depend on the size of fiscal imbalances, the level 
of public debt and the strength of economic institutions.

4.1 Fiscal Dominance and Inflation

One of the major economic consequences of fiscal dominance is 
increased inflationary pressure. When government deficits remain 
high and monetary policy is influenced by financing requirements, 
fiscal expansion may create conditions for excessive growth in 
aggregate demand or monetary liquidity. If such pressures persist 
beyond the economy’s productive capacity, they can contribute to 
sustained increases in the general price level and make inflation 
control more difficult.

4.1.1 Inflationary Pressures from Fiscal Imbalances

Persistent fiscal imbalances can create inflationary pressures when 
government expenditure expands without a corresponding increase 
in revenue or productive capacity. If deficits are financed through 
monetary expansion or supported by accommodative financial con-
ditions, additional liquidity may enter the economy. Continued fis-
cal imbalance can therefore complicate the task of maintaining 
price stability and may reduce the effectiveness of conventional 
monetary-policy measures.

4.1.1.1 Inflation Expectations and Price Stability

Fiscal dominance can affect inflation expectations because house-
holds, businesses and investors may anticipate continued fiscal 
expansion and monetary accommodation. If they expect future defi-
cits to be financed through monetary means, expectations of higher 
inflation may become embedded in economic decisions. Rising infla-
tion expectations can influence wages, prices and investment 
behaviour, making it more difficult for monetary authorities to 
maintain stable prices.

4.2 Fiscal Dominance and Private Investment

Fiscal dominance can affect private investment by changing the 
availability and cost of financial resources. Large government bor-
rowing requirements may absorb a substantial share of domestic 
savings and credit, leaving fewer resources available to private 
enterprises. This can reduce private investment and weaken the 
expansion of productive capacity, particularly when financial mar-
kets are not sufficiently deep to meet both public and private financ-
ing requirements.

4.2.1 Crowding Out of Private-Sector Borrowing

Government borrowing can crowd out private-sector borrowing 
when the public sector competes with businesses for limited finan-
cial resources. Increased demand for credit may place upward pres-
sure on interest rates or reduce the availability of funds for private 
borrowers. As a result, private enterprises may postpone invest-
ment, reduce the scale of projects or face greater financing costs, 
thereby affecting overall economic activity.

4.2.2 Higher Interest Rates and Investment Decisions

Higher interest rates can influence the profitability and feasibility 
of private investment projects. When borrowing becomes expen-
sive, businesses may reduce spending on machinery, infrastruc-
ture, technology and expansion. Under fiscal dominance, fluctua-
tions in interest rates may also reflect concerns about government 
financing requirements, creating uncertainty for investors. 
Reduced investment can ultimately weaken productivity and 
future economic capacity.

4.3 Effects on Savings and Financial Markets

Fiscal dominance can influence the behaviour of savers and the 
functioning of financial markets through its effects on interest 
rates, government securities and credit allocation. Strong govern-
ment demand for financial resources may alter the distribution of 
savings between public and private uses. Persistent fiscal pres-
sures can also increase financial-market uncertainty and affect the 
ability of markets to efficiently allocate resources toward produc-
tive activities.

4.3.1 Interest Rates and Domestic Savings

Interest rates play an important role in determining the incentive 
to save and invest. When fiscal dominance leads to artificially con-
strained interest rates or prolonged financial accommodation, sav-
ers may receive relatively low returns on financial assets. This can 
reduce incentives for financial saving and may encourage alterna-
tive forms of saving. In the long term, weaker financial savings can 

restrict the resources available for productive investment.

4.3.2 Government Securities and Financial-Market Allocation

Government securities provide an important source of financing for 
public expenditure and are generally an important component of 
financial markets. However, excessive government borrowing can 
cause financial institutions to allocate a large share of their 
resources to government securities. This may reduce the funds 
available for private-sector lending and potentially distort finan-
cial-market allocation between government requirements and pro-
ductive private investment.

4.4 Effects on Economic Growth and Macroeconomic Stability

Persistent fiscal dominance can influence long-term economic 
growth by affecting investment, productivity, inflation and finan-
cial stability. When government financing requirements repeatedly 
constrain monetary policy, economic decisions may become less effi-
cient and uncertainty may increase. A combination of high public 
debt, inflationary pressures and reduced private investment can 
weaken macroeconomic stability and limit the economy’s capacity 
to achieve sustained growth.

4.4.1 Resource Allocation and Productive Investment

Fiscal dominance can distort the allocation of scarce financial 
resources when government borrowing receives priority over pri-
vate productive activities. Funds directed toward financing fiscal 
requirements may generate lower productive returns than invest-
ments in infrastructure, technology, manufacturing or enterprise 
development. Efficient resource allocation therefore requires fiscal 
policies that limit excessive borrowing and financial conditions that 
support productive private investment.

4.4.2 Long-Term Growth Implications

The long-term consequences of fiscal dominance can extend beyond 
immediate inflation and borrowing pressures. Persistent crowding 
out, weak private investment and reduced financial efficiency may 
lower productivity and potential economic growth. If fiscal imbal-
ances remain unresolved, rising debt and associated financing costs 
can further restrict development expenditure. Sustainable fiscal 
management and credible monetary policy are therefore essential 
for maintaining long-term growth and macroeconomic stability.

5. Fiscal Dominance in Developing Economies and India

Fiscal dominance is particularly relevant to developing economies 
where governments often face substantial development expendi-
ture, limited revenue capacity and relatively high public borrowing 
requirements. Less-developed financial markets can increase 
dependence on domestic banks and financial institutions for gov-
ernment financing. Under such conditions, fiscal pressures can 
influence monetary policy, interest rates and credit allocation. 
India provides an important context for examining these interac-
tions because of its large public borrowing requirements and evolv-
ing monetary-policy framework.

5.1 Fiscal-Monetary Relationship in Developing Economies

The relationship between fiscal and monetary policy is often closely 
connected in developing economies. Governments may require sub-
stantial financial resources for infrastructure, social programmes 
and economic development, while monetary authorities must main-
tain price and financial stability. When fiscal deficits remain persis-
tent, monetary policy can face pressure to support government 
financing conditions. This may reduce the flexibility available to 
monetary authorities in responding to inflation and other economic 
pressures.

5.1.1 Public Debt and Fiscal Financing Requirements

Developing economies may experience persistent public debt 
because government expenditure frequently exceeds available reve-
nue. Financing these deficits requires regular borrowing from 
domestic and, where appropriate, external sources. As debt accu-
mulates, interest payments become an important fiscal obligation. 
Large financing requirements can therefore increase the sensitivity 
of government budgets to interest rates and create potential con-
straints on independent monetary-policy decisions.

5.1.1.1 Role of Domestic Banks and Financial Institutions

Domestic banks and financial institutions often play a significant 
role in financing government borrowing in developing economies. 
Their holdings of government securities provide an important 
source of funding for public expenditure. However, when a large 
share of financial resources is directed toward government securi-
ties, fewer resources may be available for private-sector lending. 
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This can contribute to crowding out and strengthen the connection 
between fiscal requirements and financial conditions.

5.2 Fiscal Dominance in the Indian Context

In India, the relationship between fiscal policy and monetary policy 
has historically been important because government borrowing and 
public debt have represented significant components of the finan-
cial system. The Reserve Bank of India has played a central role in 
managing monetary conditions and supporting orderly functioning 
of financial markets. Fiscal pressures have therefore remained an 
important consideration in the conduct of monetary policy, particu-
larly in relation to inflation, interest rates and government financ-
ing.

5.2.1 Government Borrowing and Public Debt

Government borrowing has been used to finance fiscal deficits and 
support public expenditure on development and other government 
programmes. A substantial government securities market has 
developed to facilitate this borrowing. However, persistent borrow-
ing increases the stock of public debt and associated interest obliga-
tions. Higher debt-servicing requirements can increase fiscal sensi-
tivity to interest-rate changes and may influence the broader envi-
ronment in which monetary policy operates.

5.2.2 Role of the Reserve Bank of India

The Reserve Bank of India has important responsibilities relating 
to monetary policy, liquidity management, financial stability and 
the government securities market. It also acts as the government’s 
banker and manages public debt-related functions within the 
established institutional framework. Maintaining monetary stabil-
ity while ensuring orderly financial-market conditions requires an 
appropriate balance between fiscal financing needs and the objec-
tives of monetary policy.

5.3 Fiscal Deficits and Monetary Policy Challenges in India

Persistent fiscal deficits can create challenges for monetary policy 
by influencing inflation, interest rates, liquidity and financial-
market expectations. When government borrowing is substantial, 
monetary authorities must consider its possible effects on financial 
resources and market conditions while pursuing price stability. The 
challenge becomes greater when inflationary pressures require 
tighter monetary conditions at a time when the government seeks 
to maintain manageable borrowing costs.

5.3.1 Inflation Management and Interest-Rate Policy

Inflation management can become more difficult when fiscal expan-
sion contributes to aggregate demand or creates expectations of con-
tinued monetary accommodation. Raising interest rates can help 
contain inflationary pressures, but higher rates may also increase 
government borrowing costs. Monetary authorities therefore need 
to balance inflation control with broader financial stability, while 
ensuring that fiscal considerations do not excessively restrict 
appropriate monetary-policy action.

5.3.2 Government Securities Market and Financial Resources

The government securities market provides an important mecha-
nism for financing public deficits and is a major component of 
India’s financial system. Government borrowing can attract sub-
stantial domestic savings and financial-institution resources. 
While this supports fiscal financing, excessive reliance on domestic 
resources can limit credit availability for private enterprises and 
potentially raise financing costs. Efficient development of financial 
markets is therefore important for reducing such pressures.

5.4 Policy Developments up to 2016

By 2016, India had experienced significant changes in its approach 
to fiscal management and monetary policy. Greater emphasis had 
been placed on fiscal consolidation, improved public-debt manage-
ment and strengthening the institutional framework for monetary 
policy. These developments reflected an effort to reduce the possi-
bility that fiscal requirements would excessively constrain mone-
tary decisions and to strengthen macroeconomic stability.

5.4.1 Fiscal Consolidation Efforts

Fiscal consolidation efforts aimed to reduce excessive deficits, 
improve the sustainability of public finances and manage the 
growth of public debt. Measures relating to expenditure control, rev-
enue mobilization and fiscal responsibility were important compo-
nents of this process. Stronger fiscal discipline can reduce govern-
ment dependence on borrowing and create greater flexibility for 
monetary policy, thereby helping to limit the conditions associated 
with fiscal dominance.

5.4.2 Evolving Monetary Policy Framework

The monetary-policy framework in India evolved toward greater 
emphasis on price stability and clearer monetary-policy objectives. 
By 2016, inflation targeting had become an important element of 
the policy framework, supported by institutional arrangements 
intended to strengthen monetary credibility. A more clearly defined 
monetary framework, combined with fiscal discipline, could 
improve policy effectiveness and reduce the risk that government 
financing requirements would dominate monetary-policy decisions.

6. Measures to Reduce Fiscal Dominance

Reducing fiscal dominance requires a combination of fiscal disci-
pline, effective debt management, credible monetary policy and 
strong financial institutions. The objective is to ensure that govern-
ment financing requirements do not excessively constrain mone-
tary-policy decisions. Sustainable public finances can provide 
greater flexibility to the central bank while reducing inflationary 
pressures and improving confidence in financial markets. A bal-
anced approach is therefore necessary to strengthen macroeco-
nomic stability.

6.1 Fiscal Consolidation and Debt Management

Fiscal consolidation is one of the most important measures for 
reducing fiscal dominance. It involves controlling excessive govern-
ment expenditure, strengthening revenue collection and reducing 
persistent fiscal deficits. Effective public-debt management is 
equally important because lower and more sustainable debt 
reduces the government’s sensitivity to changes in interest rates. 
Together, fiscal consolidation and debt management can reduce 
pressure on monetary policy.

6.1.1 Reduction of Persistent Fiscal Deficits

Persistent fiscal deficits increase government borrowing require-
ments and can place pressure on financial markets and monetary 
policy. Reducing unnecessary expenditure, improving revenue 
mobilization and maintaining greater fiscal discipline can gradu-
ally lower financing requirements. A reduction in the fiscal deficit 
can also reduce competition for domestic financial resources and cre-
ate greater room for private-sector borrowing and investment.

6.1.1.1 Sustainable Public Debt Management

Sustainable public-debt management requires careful attention to 
the size, maturity and cost of government debt. The government 
should aim to maintain debt at levels that can be serviced without 
excessive pressure on future budgets. A well-managed debt struc-
ture can reduce refinancing risks and sensitivity to interest-rate 
changes, thereby limiting the possibility that debt-servicing con-
cerns will influence monetary-policy decisions.

6.2 Strengthening Central Bank Independence

Central-bank independence is essential for ensuring that monetary 
policy remains focused on maintaining price and financial stability 
rather than accommodating short-term government financing 
requirements. Clear institutional responsibilities can reduce direct 
or indirect fiscal pressure on monetary authorities. Greater inde-
pendence also strengthens public confidence that interest-rate and 
liquidity decisions will be based on prevailing economic conditions.

6.2.1 Greater Monetary Policy Autonomy

Greater monetary-policy autonomy enables the central bank to 
adjust interest rates and liquidity conditions according to inflation 
and broader macroeconomic developments. When fiscal pressures 
are limited, monetary authorities have greater flexibility to tighten 
or ease policy when necessary. Maintaining such autonomy helps 
prevent government borrowing requirements from becoming a dom-
inant consideration in monetary-policy decisions.

6.2.2 Credible Inflation-Control Mechanisms

Credible inflation-control mechanisms are important for maintain-
ing price stability and anchoring inflation expectations. A clear mon-
etary-policy framework, consistent policy actions and effective com-
munication can strengthen confidence in the central bank’s com-
mitment to controlling inflation. By maintaining credibility, mone-
tary authorities can respond more effectively to inflationary pres-
sures without being excessively constrained by fiscal consider-
ations.

6.3 Development of Financial and Government Securities Markets

Well-developed financial markets can reduce the risk of fiscal domi-
nance by increasing the availability of financing sources and 
improving the allocation of savings. A deeper government securities 
market can help the government manage its borrowing require-
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ments efficiently, while broader financial markets can provide 
alternative channels for private investment. Market development 
can therefore reduce excessive dependence on particular financial 
institutions.

6.3.1 Efficient Allocation of Domestic Savings

Efficient allocation of domestic savings ensures that available 
financial resources are directed toward their most productive uses. 
Transparent and competitive financial markets can help allocate 
savings between government and private-sector activities accord-
ing to prevailing economic conditions. Improved allocation can sup-
port productive investment while reducing the risk that excessive 
government borrowing will absorb a disproportionate share of 
domestic savings.

6.3.2 Reducing Excessive Dependence on Banks

Excessive dependence on banks for government financing can 
restrict the availability of credit for private enterprises. Developing 
bond markets and other financial channels can diversify the 
sources of government finance and reduce pressure on bank 
resources. Greater diversification can support private-sector credit 
and investment while allowing monetary authorities to conduct pol-
icy with fewer constraints arising from government financing 
requirements.

6.4 Institutional and Policy Reforms

Institutional and policy reforms are necessary to create a durable 
framework for limiting fiscal dominance. Strong fiscal institutions, 
transparent budgetary processes and effective debt-management 
mechanisms can improve fiscal discipline. At the same time, clearly 
defined responsibilities between fiscal authorities and the central 
bank can reduce policy conflicts and strengthen the overall credibil-
ity of economic management.

6.4.1 Fiscal Responsibility and Transparency

Fiscal responsibility requires governments to maintain sustainable 
deficits and debt levels while ensuring transparency in public 
finances. Clear fiscal rules, realistic budget projections and regular 
disclosure of fiscal information can strengthen accountability. 
Greater transparency also enables financial markets and the public 
to assess fiscal sustainability more effectively, reducing uncer-
tainty about future government borrowing and monetary pres-
sures.

6.4.2 Coordination without Undermining Monetary Independence

Fiscal and monetary policies need appropriate coordination 
because both influence inflation, growth, interest rates and finan-
cial stability. However, coordination should not mean that mone-
tary policy becomes subordinate to fiscal requirements. Fiscal 
authorities should maintain sustainable public finances while the 
central bank retains sufficient independence to pursue monetary 
and price stability. Such balanced coordination can reduce fiscal 
dominance while supporting overall macroeconomic stability.

7. Summary

Fiscal dominance refers to a situation in which government fiscal 
requirements, particularly persistent deficits and rising public 
debt, place significant constraints on the conduct of monetary pol-
icy. The discussion in this chapter shows that excessive dependence 
on borrowing can influence interest rates, liquidity conditions and 
the overall functioning of financial markets. When the government 
requires continuous financing, monetary authorities may face diffi-
culties in pursuing policies solely on the basis of price stability and 
economic conditions. Fiscal dominance therefore represents an 
important interaction between fiscal discipline, monetary policy 
and macroeconomic stability. Its effects become more significant 
when fiscal pressures remain persistent and the capacity for fiscal 
adjustment is limited.

7.1 Overview of Fiscal Dominance

Fiscal dominance develops when fiscal policy becomes sufficiently 
influential to restrict the independence and effectiveness of mone-
tary policy. Persistent fiscal deficits increase government borrow-
ing requirements, while rising public debt creates continuing obli-
gations for interest payments and debt repayment. Such conditions 
may place pressure on the central bank to maintain favourable 
financing conditions for the government. The resulting interaction 
between fiscal requirements and monetary decisions can affect 
inflation, interest rates, financial-market conditions and investor 
confidence. Fiscal dominance is therefore not only a problem of pub-
lic finance but also an important macroeconomic policy concern.

7.1.1 Major Causes and Policy Constraints

The major causes of fiscal dominance include persistent budget defi-
cits, rapid accumulation of public debt, high debt-servicing obliga-
tions and dependence on domestic financial markets. Government 
borrowing from banks and financial institutions can increase com-
petition for available savings and credit, while refinancing require-
ments may create continuing pressure on financial resources. Weak 
fiscal institutions, political considerations and limited capacity for 
expenditure reduction or revenue mobilisation can further 
strengthen fiscal pressures. These constraints make it difficult to 
achieve fiscal adjustment and may increase the burden placed on 
monetary policy.

7.1.1.1 Implications for Inflation, Investment and Economic 
Growth

Fiscal dominance can have important consequences for inflation, 
private investment and economic growth. Persistent fiscal imbal-
ances may create inflationary pressures, particularly when deficits 
are supported by monetary expansion or when fiscal policy weakens 
confidence in price stability. Heavy government borrowing can also 
crowd out private-sector credit and raise financing costs for produc-
tive investment. Reduced private investment may affect capital for-
mation, employment and long-term productivity. Thus, prolonged 
fiscal dominance can contribute to inefficient resource allocation 
and weaken the conditions required for sustainable economic 
growth.

7.2 Key Policy Lessons

The analysis provides several important policy lessons concerning 
the relationship between fiscal and monetary policy. Fiscal 
sustainability is necessary for maintaining an effective and credible 
monetary policy framework. Government borrowing should remain 
consistent with the economy's capacity to generate revenue and ser-
vice public debt. At the same time, monetary authorities require suf-
ficient autonomy to respond to inflationary pressures and changing 
economic conditions. Development of efficient financial markets, 
improved debt management and greater fiscal transparency can fur-
ther reduce excessive dependence on monetary policy for fiscal 
financing.

7.2.1 Need for Fiscal Discipline and Monetary Credibility

Fiscal discipline and monetary credibility are closely connected in 
maintaining macroeconomic stability. Responsible management of 
government expenditure, revenue and borrowing can reduce pres-
sure on the central bank and provide greater flexibility for mone-
tary-policy decisions. Sustainable public debt also lowers the risk 
that interest-rate decisions will be influenced primarily by govern-
ment financing requirements. At the same time, a credible commit-
ment to price stability helps anchor inflation expectations and 
strengthen confidence among households, investors and financial-
market participants. Fiscal discipline and monetary credibility 
should therefore be treated as mutually supportive elements of 
sound economic management.

7.2.1.1 Prospects for Macroeconomic Stability

The prospects for macroeconomic stability depend on maintaining 
an appropriate balance between fiscal responsibility and monetary-
policy independence. Effective fiscal consolidation, sustainable 
debt management, stronger fiscal institutions and transparent gov-
ernment finances can reduce the possibility of persistent fiscal domi-
nance. At the same time, an independent and credible monetary 
framework can improve inflation control and strengthen market 
confidence. In the Indian context up to 2016, continued fiscal con-
solidation and the evolving monetary-policy framework were 
important steps toward improving policy credibility. Overall, 
reducing fiscal dominance requires sustained fiscal discipline, 
responsible borrowing and effective coordination between fiscal 
and monetary authorities without compromising monetary-policy 
autonomy.
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