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News from the financial markets

Emerging markets under pressure - A general conflagration is not to be anticipated

The emerging markets are currently in the spotlight.
Due to the massive currency price losses in places, the
question arises as to whether there is now the threat of
payment defaults. However, the situation between the
different countries is significantly more heterogeneous
than was the case, for example, in the 1980s and 1990s.
Some countries are coping better than others with the
currency price losses. Therefore, a general conflagration
accompanied by an extensive payment default in the
emerging markets is not to be anticipated.

Emerging market currencies have been grappling with
depreciations since the start of the year; however, price
losses have accelerated again in the last two months.
While in the first few months of the year the fear of more
significant interest rate increases by the US central bank
(the Fed) and the trade conflicts had a negative impact,
fears of a Turkish payment default ultimately led to a new
escalation level.
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In a broader consideration, initial indications of a certain
scarcity of US dollars are likely to manifest themselves
herein. This is not necessarily deducible at first glance.
Why should the US dollar be scarce if the currency can be
bought anywhere at the valid exchange rate in each case?
The Fed is in the middle of a balance sheet total reduc-
tion. In other words, the previous quantitative easing has
now become the exact opposite, a so-called quantitative
tightening. Thus, the 'printed money’ from the crisis years
is being recollected again. The balance sheet total is set
to being reduced monthly by USD 50 bn in the peak. In a

simple construct, we have calculated a real aggregated
money supply for this and given it the name ‘USD global
money supply’. This monetary aggregate includes the
central bank money directly controllable by the US central
bank and the USD reserves of foreign central banks at the
Fed. Finally, we have converted this aggregated money
supply into a real size using the US inflation rate. Admit-
tedly, this may sound slightly technical, but the result is
simple: the real USD money supply decreases considera-
bly year on year. The reversing of the expansive US mone-
tary policy is thus in full flow.
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It is noticeable that during many episodes with negative
growth of the USD global money supply, the tensioning in
the emerging markets tended to increase. All the coun-
tries that depend on a steady inflow of US dollars due to a
high-deficit current account balance (the latter is reflected
mainly in a trade balance deficit) can come into difficulties
in such phases. The current situation of Turkey or Argen-
tina matches these criteria. Additionally, foreign debt is
very high in these countries. If the foreign currency re-
serves for this in turn are also relatively low, the situation
intensifies further. The following graph illustrates this. The
outstanding foreign debts, the foreign currency reserves
and the current account balance deficit are shown.
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Foreign debt, foreign currency reserves and current account
balance in % of GDP
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The graph shows that the level of foreign debt differs
widely. Turkey, Argentina and South Africa stand out
negatively. Itis in fact the case that Turkey and Argentina
are currently spearheading the negative news. However,
the situation in South Africa must be put into perspective
somewhat at second glance. Why is that? Foreign debt is
not to be equated to liabilities in a foreign currency; ra-
ther, the definition merely indicates that it is held by for-
eign creditors. In practice, however, the following applies:
foreign investors often shy away from the currency risk of
the country in question and instead prefer so-called hard
currencies, especially USD or EUR. Therefore, many gov-
ernments and companies in emerging markets take on
debt not only in their national currency, but also, for ex-
ample, by means of USD - simply in order to increase
their investor base. Empirically, therefore, it is mostly seen
that foreign debt largely coincides with liabilities in a
foreign currency. In the following chart, the currency
composition of the foreign debt for a few emerging mar-
kets is shown. Here, South Africa stands out positively.
Approximately 60% of the foreign debt is denominated in
South African rand, for which reason the situation at the
Cape of Good Hope turns out to be less precarious at
second glance.

If the debt of a state or a company is denominated in its
own currency, this is less critical, as the central bank of the
country can rush to its aid in an emergency. In general,
this would mean that the monetary watchdogs can, in an
extreme case, actuate the printing press. It is different
with foreign currency liabilities. Debt service requires that
the USD, for example, be available in sufficient quantity. If
considerable price losses occur in the local currency (as in
Turkey, for instance), the outstanding foreign currency

liabilities increase on the same scale. On the other hand,
if USD is no longer generated in sufficient supply or if, in
the worst case scenario, the banking sector even loses
access to the foreign currency supply, there is the threat
of a payment default.
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The level of foreign debt, the supply of foreign currency
reserves and the current account balance situation differ
greatly. This alone considerably reduces the risk of a
general conflagration. However, further aspects come
into play. We want to provide a brief overview of the
countries that are currently in the dock.

Turkey: There is no sugarcoating it; the situation on the
Bosphorus is extremely critical. The country’s banking
sector is carrying along a big mountain of foreign cur-
rency debt. At the same time, President Erdogan dam-
aged the confidence of foreign investors when he called
into question the independence of the central bank. If
foreign banks now reduce or withdraw the supply of USD
or EUR to the Turkish financial sector, there is the threat
of a financial crisis. Recently, the Turkish central bank
raised the key interest rate more than expected by 625
basis points to 24%. This brings back at least some con-
fidence. Investors are still sceptical whether the central
bank can escape restraints of the government in the long
run.

Argentina: The Argentinian government already recog-
nised in the spring months that there was a storm brew-
ing. At the start of June, the highly indebted country
agreed with the IMF on a loan in the amount of USD 50
billion. The agreement provided for an ‘immediate pay-
ment’ in the amount of USD 15 billion, which was already
granted in June. In view of the intensifying devaluations
of the Argentinian peso, Argentina has now requested
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an early payment of further instalments of the loan. The
Washington-based institution showed itself cooperative,
likely also to prevent further contagious effects. A pay-
ment default by Argentina thus becomes less likely.

South Africa: The country is already in the middle of a
recession. Both in the first and in the second quarter of
2018, the gross domestic product declined. Above all
the ongoing drought afflicted the important agricultural
sector in the second quarter. However, the second half
of the year is likely to produce at least moderately posi-
tive growth rates. Then again, the planned expropriation
of white farmers still offers considerable political conflict
potential. On the plus side, the country can report a
relatively small proportion of foreign currency liabilities
within the foreign debt. Additionally, the country’s raw
material income promises a steady inflow of USD. How-
ever, to call it as it is: despite certain plus points, the
country remains susceptible with its relatively high for-
eign debt.

Brazil: Foreign debt is comparatively low. Additionally,
the foreign currency reserves for this are at a relatively
high level. From this perspective, it is hard to target the
tropical state. Therefore, the considerable devaluations
of the Brazilian real this year compared to the USD are
not likely to constitute an existential risk for the country
as a whole. The presidential elections in October have
risks attached to them for the country and its creditwor-
thiness. According to polls, the right-wing populist Jair
Bolsonaro is leading. Riots after the election cannot be
ruled out. In short: even though, in view of a relatively
low foreign debt, the current creditworthiness risks are
low, political uncertainties remain with the upcoming
presidential elections.

Indonesia: Measured against its GDP, Indonesia’s foreign
currency liabilities are rather low compared to countries
such as Turkey or Argentina. Even though the Indonesian
rupiah compared to the US dollar is at its lowest level
since the outbreak of the Asian financial crisis in 1998,
the currency’s weakness should not lead to a serious
crisis. Nevertheless, the increase in debt servicing costs
is likely to lead to growth losses. However, a GDP growth
of over 4% should be possible in the current year none-
theless.

India: The macroeconomic foreign currency liabilities are
at 12% of GDP and are thus manageable. The foreign
currency reserves are at 14% of GDP. The Indian central
bank (RBI) has already countered the devaluations of the
rupee with two interest rate increases. The key short-
term interest rate is now 6.50%. However, the currency’s
recent price fall has so far remained without response
from the central bank, which is likely to have led to addi-

tional sale pressure. Meanwhile, the Indian economy is
one of the fastest-growing in Asia this year. On balance,
the devaluations of the rupee will not lead to an Indian
financial crisis.

Russia: The Russian rouble also went to the dogs during
the recent sale wave of emerging market currencies.
Foreign debt is at 34% of GDP. However, the actual lia-
bilities in foreign currencies are at only 23% of GDP,
which also corresponds approximately to the country’s
foreign currency reserves. Thus, the Russian currency’s
weakness can be stemmed. Paradoxically, the important
Russian energy sector can even benefit at present from
the currency’s weakness, as the oil price is at an all-time
high measured in rouble.

Emerging markets cannot be lumped together. Although
the respective national currencies are currently under
considerable devaluation pressure, the price losses do
not have the same negative consequences everywhere.
For this very reason, a ‘conflagration’ accompanied by a
series of payment defaults is not to be anticipated. To
reassure the market in the short term, clear signals are
now required from the central banks of the emerging
markets. It must become clear that the currency losses
are not being watched inactively - interest rate increases
thus have a reassuring effect. In this case, we do not
expect further significant currency losses. On the other
hand, in the medium term, the Fed's interest rate in-
crease cycle is likely to remain a burden, which, in turn,
makes significant upward revaluations of the respective
currencies less likely.

News from the financial markets - Emerging markets under pressure - A general conflagration is not to be anticipated- 17 September 2018 3/4



¥y BANK

VP Bank AG

Aeulestrasse 6
9490 Vaduz - Liechtenstein
T +423 235 66 55 - F +423 235 65 00 - info@vpbank.com

VP Bank (Schweiz) AG

Talstrasse 59
8001 Zdirich - Switzerland
T+4144 226 24 24 - F +41 44 226 25 24 - info.ch@vpbank.com

VP Bank (Luxembourg) SA

26, Avenue de la Liberté
L-1930 Luxembourg - Luxembourg
T +352 404 770-1 - F +352 481 117 - info.lu@vpbank.com

VP Bank (BVI) Ltd

VP Bank House - 156 Main Street - P.O. Box 2341
Road Town - Tortola VG1110 - British Virgin Islands
T+12844941100-F +1284494 11 44 - info.bvi@vpbank.com

VP Bank Ltd Singapore Branch

8 Marina View - #27-03 Asia Square Tower 1
Singapore 018960 - Singapore
T +65 6305 0050 - F +65 6305 0051 - info.sg@vpbank.com

Dr Thomas Gitzel, Chief Economist

Important legal information

This document was produced by VP Bank AG (hereinafter: the Bank) and distributed by the companies of VP Bank Group. This docu ment does

not constitute an offer or an invitation to buy or sell financial instruments. The recommendations, assessments and statements it contains repre-

sent the personal opinions of the VP Bank AG analyst concerned as at the publication date stated in the document and may be changed at any

time without advance notice. This document is based on information derived from sources that are believed to be reliable. Although the utmost

care has been taken in producing this document and the assessments it contains, no warranty or guarantee can be given that its contents are
entirely accurate and complete. In particular, the information in this document may not include all relevant information regarding the financial

instruments referred to herein or their issuers.

Additional important information on the risks associated with the financial instruments described in this document, on
the characteristics of VP Bank Group, on the treatment of conflicts of interest in connection with these financial instru-
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