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Emerging markets briefing 
Emerging markets facing a potential ‘Volcker Shock’? 

In recent days, several emerging markets have been obliged to raise interest rates to try to stem 

downward pressure on currencies resulting from a combination of a reduced global risk appetite 

and the impact of US ‘tapering’. This process may have some way to run, as real interest rates are 

still low or even negative in many major emerging countries. If investors are now demanding a 

significantly higher risk premium be paid to hold emerging assets, the emerging markets may face 

a sharp upward shock to domestic interest rates – perhaps a mini-version of the ‘Volcker Shock’ 

that hit the advanced economies in the early 1980s. This would have varied impacts across 

emerging markets depending on their vulnerability to higher interest rates. Interest rates have also 

risen in China, due to domestic rather than international factors. The effects of this are as yet 

uncertain but the potential risks are an increasing source of concern for investors. 

 

Upward pressure on emerging rates… 

In recent days, a number of emerging markets have 

raised interest rates, largely in response to currency and 

balance of payments pressures. Most strikingly, Turkey 

increased the repo rate by 550 basis points to 10% 

following a depreciation of 7% since the start of the year 

and 13% since mid-December. But interest rates also 

rose by 25bp in India and 50bp in South Africa, with both 

rises unexpected by investors. And these rate rises 

followed a 50bp rise in Brazil two weeks ago. 

 

These increases continue a trend that has been visible 

since mid-2013, of emerging markets being obliged to 

engage in tightening monetary policy despite slowing 

growth, due to external pressures.  

Initially, the interest rate rises in emerging markets seen 

in 2013 appear to have been linked to yields in the US as 

a result of the Fed moving towards ‘tapering’ its asset 

purchases. But this year, the pattern has shifted, with 

evidence of a broader retreat from risk among global 

investors, which has hit emerging markets especially 

hard. A number of country-specific risks have 

exacerbated this, particularly in Latin America and Asia, 

but in addition to this there may also be a more serious 

re-evaluation going on of emerging markets’ medium-

term growth prospects.  

A view is developing that the rapid growth in emerging 

markets in recent years was excessively based on cheap 

liquidity and heavy capital inflows. Against this 

background, a series of sharp interest rate rises will have 

a mixed impact. It may help stabilise currencies in the 

very near term, but is unlikely to assist economic growth 

and may even strengthen pessimistic views about the 

medium-term prospects of the emerging economies. 
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…may have further to go… 

In our view, there is a risk that the current cycle of 

interest rate increases in emerging markets may yet have 

further to go. 

One reason for this is that real interest rates are 

unusually low, and even negative, in many emergers. 

Real rates are massively negative in Argentina and 

Venezuela, and close to zero in India, Indonesia, Mexico, 

South Africa, Thailand and Russia. This is an 

unsustainable situation in the face of firstly, an increased 

risk premium demanded by investors and secondly, a 

heavy reliance on short-term foreign capital inflows to 

fund external deficits. 

The rise in the required risk premium is clearly visible in 

the sharp weakening of emerging currencies over the last 

couple of weeks, the counterpart of which has been a 

drying up of capital inflows. Portfolio capital inflows into a 

number of key emergers already showed clear signs of 

tailing off in late 2013, and high frequency data on foreign 

reserves for countries such as Turkey, Russia and India 

suggests this trend continued and indeed probably 

worsened over the last month. 

Aside from the need to stem the outflow of foreign 

capital, interest rates may also need to rise due to 

burgeoning inflation pressures. This is certainly the case 

in India, Turkey and also Brazil and following recent 

currency moves, inflation also risks moving above target 

in other countries such as South Africa.  

Although the average depreciation in emerging 

currencies over the last couple of weeks has not been 

very large (excepting Argentina and Turkey), it comes on 

top of already significant currency declines last year; 

many emerging currencies are 10-20% weaker than a 

year ago, implying potential significant imported inflation 

pressures. 

How far might interest rises have to go? At present it is 

unclear where the required risk premium for emerging 

countries might settle, but historical trends may give us 

some guide. For a sample of 14 key emergers, real short-

term interest rates averaged 3.4% from 1995-2013, and 

the figure was even higher at 5% from 1995-2007 - 

before the global financial crisis which forced advanced 

economies’ short-term interest rates down to near zero, 

and brought about the advent of quantitative easing that 

flattened yield curves as well.  

These levels are well above those prevailing currently. 

Among our sample of countries only Brazil and Turkey 

have significantly positive real rates and for both these 

countries current levels are still several % points below 

historical averages. Real rates in India are also below 

their historic average (even though this average is 

generally lower – a result in part of financial repression 

and capital controls) with significant gaps for South 

Africa, Mexico and Indonesia too. 

…and will hit growth 

Based on the above there is now a non-negligible risk 

that interest rates will rise sharply across a wide range of 

emerging markets over the coming months, a 

development which might be characterised as a mini-

version of the ‘Volcker Shock’ which hit the advanced 

economies in the early 1980s when central banks 

collectively pushed up real interest rates by several 

percentage points to squeeze out high inflation. 
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Such a development would have clearly negative 

implications for economic growth among the emergers, 

although the potential impact would vary considerably 

across countries depending on their vulnerability to rising 

interest rates. 

This vulnerability will depend on the extent to which firms 

and households are exposed to interest rate risk, and 

also the exposure of the government. In the former case, 

high exposure will mean sharp rate rises translate quickly 

into weaker economic growth, while in the latter case rate 

rises could conceivably lead to problems of fiscal 

sustainability. 

A crude measure of the exposure of the private sector is 

the share of credit to the non-financial sector in GDP. On 

this basis, the key emergers potentially most at risk are 

Thailand, South Africa, Brazil and Turkey. By contrast, 

Mexico and Indonesia look less at risk. 

In terms of public finances, the public debt/GDP ratio is 

one measure of exposure, but also budget deficits and 

the ‘rollover requirement’ of governments – the amount of 

debt that needs to be refinanced (at potentially higher 

interest rates) every year. These latter two measures can 

be combined into the ‘gross financing requirement’ 

(essentially the deficit plus maturing debt). Looking at 

these indicators, countries that could be picked out as 

potentially vulnerable include Venezuela, Hungary, and 

Brazil while countries such as Russia and Indonesia look 

less risky.  

In some countries, the effects of monetary tightening are 

already visible. In Brazil, interest rates began to increase 

in April 2013 and money and credit growth has slowed 

sharply since. Real output has also been hit with GDP 

growth well below trend, forecast at less than 2% this 

year. Further rate rises can only see an even more 

negative outcome. 

India too has seen real money supply growth weaken 

sharply over the last few years thanks to the monetary 

tightening that began in 2010, and additional downside 

risks now exist. Real money supply growth also looked 

dangerously weak in South Africa even before this 

week’s interest rate rise.  

China – the big unknown 

Weaker growth in the emerging markets will be a drag on 

global growth, especially as emerging countries now 

account for around half of global GDP (measured at 

PPP). But it is not outcomes in Turkey or Argentina that 

are likely to be key to determining how large a drag 

materialises, but rather those in China, which dominates 

the emerging market group of countries. 

China is a very different economy from  most other 

emergers, but it too is facing a trend towards higher real 
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interest rates. The 1-month SHIBOR interbank rate has 

increased from less than 2% at the start of 2010 to 

around 6% now, which implies clearly positive real 

interest rates with CPI inflation less than 3% and 

producer price inflation negative. 

It is unclear how much of this rise in real rates will filter 

through to pressure on final borrowers given Chinese 

banks’ relatively low reliance on wholesale funding, 

artificially low deposit rates and widespread state-

directed lending. But it is worth noting that there has 

already been a sharp slowdown in monetary growth over 

the last two years. And borrowing costs faced by firms 

taking credit from the now very large ‘shadow banking’ 

sector are likely to be rather higher than interbank rates, 

and more likely to be forced up by tighter market liquidity 

conditions. 

There has also been a slowdown in economic expansion 

as monetary conditions have tightened. This slowdown to 

some extent is the result of a deliberate attempt by the 

authorities to move towards a more sustainable growth 

path and also to rein in some of the excesses of the 

financial system – in particular the shadow banking 

sector which has grown dramatically in recent years. 

This policy stance, while laudable in the abstract, 

nevertheless carries with it considerable risks. It is not 

clear whether China can easily adjust from a growth 

model based on cheap and abundant credit and massive 

investment rates to one where credit is more sensibly 

priced and investment rates are somewhat lower, without 

suffering a sharp economic slowdown along the way.  

The impact of rising interest rates on financial stability is 

also uncertain – if it contributes to a series of defaults 

(including in the shadow banking sector) among 

borrowers this could spark wider contagion in the 

financial system and ultimately require the authorities to 

step in on a large scale as they did following the surge of 

non-performing loans (NPLs) in the 1990s. Officially, 

NPLs are currently very low but the true health of bank 

balance sheets in China is unclear and it would be 

remarkable if the massive expansion of credit since 2009 

had not generated a considerable volume of doubtful 

assets – although conceivably some of these may now 

be lodged in the shadow banking sector. 

Should China experience serious financial problems as a 

result of rising interest rates, the ramifications for the 

wider world could be considerable. Apart from slower 

growth, advanced economies have considerable financial 

exposures to China. BIS data shows that banks in the 

US, Japan and Europe had exposures of around US$450 

billion in Q3 2013, almost triple the amount at the start of 

2009. European banks are especially exposed with over 

US$300 billion of exposures, equivalent to around a fifth 

of their core tier 1 capital.  
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Overall then, the upward pressure on interest rates 

currently visible carries with it a number of risks both to 

the emerging countries themselves and the broader 

global economy. It would be wrong to jump to overly 

pessimistic conclusions at this point, as periods of 

volatility in emerging markets are not unusual and many 

of them pass without lasting economic damage. 

It does seem likely, however, that 2014 will see 

uncomfortable economic conditions in a number of key 

emerging markets. The clear intention of the US Fed to 

rein in monetary stimulus over the coming months will do 

little to alleviate this. Our expectation of a modest 

improvement in growth across emerging markets this 

year is now at significant risk of disappointment. 


