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What types of foreign firms are most affected when the Federal Reserve raises its policy rate?  Recent empirical 

research used cross-country firm level data and information on input-output linkages and finds that the impact on 

sales and investment spending is largest in sectors with exposure to trade in intermediate goods. The research also 

finds that financial factors drive differences, with U.S. monetary policy spillovers having a much smaller impact on 

firms that are less financially constrained. 

The Global Monetary Tightening Cycle 

The Fed and other monetary authorities have embarked on a tightening that has taken interest rates to their highest 

level since before the Great Recession. The speed and magnitude of rate hikes have provoked speculation that this 

tightening could end up being more restrictive than needed to bring inflation back to targets, and thus could lead to 

a greater reduction in economic activity than necessary. In particular, it has been argued that the historic 

interconnectivity of the global economy amplifies the contractionary impact of monetary tightening—an 

amplification that central bankers are failing to factor into their rate decisions. 

https://www.project-syndicate.org/commentary/fighting-inflation-by-coordinating-monetary-policy-by-shang-jin-wei-2022-09
https://www.piie.com/blogs/realtime-economic-issues-watch/uncoordinated-monetary-policies-risk-historic-global-slowdown
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Recent work helps shed light on this debate by assessing the effect of U.S. monetary policy on foreign firms. Using 

cross-country firm-level data for 1995—2019, this research examines how U.S. monetary policy shapes global firms’ 

sales and investment spending. The richness of the sample enables the authors to explore not merely the impact of 

these shocks on the average foreign firm, but also how country- and firm-specific characteristics intensify or dampen 

this impact. In addition, they use information on country-sector input-output linkages from the World Input-Output 

Database (WIOD) to determine how exposure to globalization via trade connectivity plays into international 

transmission of U.S. monetary policy. 

U.S. Monetary Tightening Curbs Foreign Firms’ Sales and Investment Spending 

The authors employ a panel regression model to identify and quantify the international transmission of Federal 

Reserve policy to foreign firms. In order to measure the spillover specifically from U.S. policy, they first control for 

local factors using macroeconomic indicators (including domestic real GDP growth, short-term interest rates, 

exchange rate fluctuations, and financial market volatility), and firm characteristics (including size, net worth, and 

the change in cash flows). To measure changes in U.S. monetary policy, they use a constructed monetary policy 

shock variable that isolates the “surprise” component of a Fed policy rate change. 

 

The baseline model identifies a large and statistically significant negative impact of a U.S. monetary policy tightening 

on investment and sales for the average foreign firm. In particular, a 100-basis point monetary tightening in a given 

year lowers the ratio of investment spending to fixed assets in the subsequent year by an amount equivalent to the 

sample average of the annual change in this ratio observed in the data. As for sales, the authors follow the literature 

and measure the impact on sales relative to the level of a firm’s fixed assets. Here, a 100-basis point tightening 

lowers the sales to fixed assets ratio by an amount (in absolute value) nearly three times the magnitude of the 

median increase in the sales ratio observed in the data sample.       

Splitting the sample into industrial economies and emerging market economies (EMEs), the authors find that the 

estimated negative effect of a U.S. monetary policy on sales and investment is stronger in emerging market 

economies than foreign industrial economies, where a 100-basis point U.S. monetary policy tightening has roughly 

20 (50) percent higher impact on the average foreign firm’s investment (sales) in EMEs. 

A More Globalized World Amplifies Spillovers 

To explore the baseline results further, the authors test for a few competing channels through which U.S. monetary 

policy shocks are transmitted to foreign firms. First, they investigate whether exposure to the globalization forces—

specifically, trade exposure and integration in global value chains (GVC)—can impact the extent to which a foreign 

firm is affected by U.S. monetary policy. The analysis finds firms with a higher ratio of exports to total output curb 

investment spending more in response to a tightening than similar firms with lower such ratios. Intriguingly, when 

these total export ratios are separated into final and intermediate exports ratios, it is only intermediate goods trade 

that significantly amplifies the impact of a tightening. The key result is that integration in the GVC amplifies the 

impact of a tightening on foreign firms’ real outcomes. 

The results for intermediate exports and a network-based measure of GVC importance hold whether one considers 

overall trade or bilateral trade with the U.S. only, showing that it is not merely specific exposure to the U.S. demand 

that amplifies the effect of a U.S. tightening, but also exposure to the fluctuations in global demand stemming from 

this tightening. The trade exposure regression results are economically significant: Moving from the bottom to the 

top quartile of global intermediate exports exposure implies that more exposed firms’ subsequent year’s investment 

share falls by about 25 percent more relative to the average firm in response to a 100-basis point U.S. monetary 

policy tightening. 
 
 

https://www.newyorkfed.org/research/staff_reports/sr1039
https://www.federalreserve.gov/econres/feds/files/2019043pap.pdf
https://www.federalreserve.gov/econres/feds/files/2019043pap.pdf
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Less Financially Constrained are (Partially) Insulated 

The authors next investigate the effect of a firm’s financial conditions and find that the contractionary effect of U.S. 

monetary policy on foreign investment spending is smaller for firms that are less financially constrained, a result that 

is robust across several proxies for financial constraints. The authors quantify the degree to which the effects of U.S. 

monetary policy shocks are attenuated by moving across the size-distribution of firms from smaller to larger, with 

size here used as a proxy for how financially constrained a firm is. In general, the effect of U.S. monetary policy is 

significantly smaller for large firms. For example, a firm in the upper decile of the firm-size distribution suffers half 

the impact of such a tightening as the average firm. A key finding, then, is that large firms that are heavily involved 

in the trade of intermediate goods are fairly sheltered from shifts to tighter U.S. monetary policy. 
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