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Are emerging economies 
prepared as the global liquidity 
tap turns off? 
By: Rumki Majumdar and Akrur Barua

If you have your ears on the chatter about the 
water crisis in Cape Town, South Africa, you could 
indeed be worried about a similar scenario in your 
home town.1 The potential crisis has manifold im-
plications, bringing sleepless nights to policymakers, 
many of who are already grappling with a liquidity 
crisis of another kind. As many major central banks 
in advanced economies turn their backs on years of 
ultra-loose monetary policy, global liquidity taps 
are likely about to be turned off. 

The issue has its origins in 2008–2009, when 
major advanced economies’ central banks em-
barked on ultra-low interest rates and rapid balance 
sheet expansion to prop up their economies in the 
face of a global downturn. Liquidity shot up in these 
economies as a result and bond yields fell. Natu-
rally, many global investors turned their attention 
elsewhere for higher returns and soon an unprec-
edented volume of funds found its way into emerg-
ing economies’ bond markets. While this fund flow 



was initially welcome, the surge in liquidity also 
made many of the receiving economies vulnerable 
to sudden capital outflows while raising nonfinan-
cial sectors debt and banking sector risks. And this 
vulnerability has only increased in recent days. 
With the United States Federal Reserve (Fed) now 
charting a journey away from the days of large bal-
ance sheets and ultra-low interest rates, the Bank of 
England (BoE) raising rates for the first time in 11 
years in November 2017, and the European Central 
Bank (ECB) also hinting at joining the bandwagon, 
the potential impact on global liquidity, especial-
ly in emerging economies, is worrying investors 
worldwide.2  

Economic fundamentals within advanced econ-
omies further complicate the issue. For example, 
the pace at which their economies are recovering 
and their labor markets are strengthening seems 
unsustainable as growth in the workforce and in 
productivity in many of these economies remain 
weak.3 The likely impact on inflation and inflation 
expectations could result in a much tighter mon-
etary policy in these economies, thereby pushing up 
their sovereign bond yields. If that happens, inves-
tors might shift their investments back to advanced 
economies. Given the outstanding volume of capital 
that has penetrated the world around, a reverse out-
flow of even a small fraction of it can have a mean-
ingful impact on some emerging markets. What 
emerging economies would hate to see, especially 
when global growth and trade are on an upswing,4 is 
a surge in capital outflows jeopardizing their growth 
prospects. 

Will such capital outflows, if they happen, result 
in a situation similar to (say) the Asian financial 
crisis of the 1990s for emerging economies? Not 
likely. Emerging economies today are in much bet-
ter shape than they were during the 1990s. Their 
economic fundamentals are relatively stronger and 
their currency reserve positions are much improved. 
Their banking systems are more prudent and vigi-
lant, thereby providing stability to the financial sys-
tem. In short, most of these emerging economies 
are much better placed to handle financial turbu-
lence than in the past.

The road to liquidity highs 

Since the turn of the century, one of the domi-
nant drivers for capital flows across the world has 
been high global liquidity spilled over due to the 
monetary policy from advanced economies—often 
referred to as the “push” factors.5 Prior to the 2008 
crisis, looser financial conditions in advanced coun-
tries through the acceleration of banking sector cap-
ital flows led to higher liquidity. Post the crisis, the 
composition of liquidity changed as cross-border 
bank loans dropped and the monetary authorities of 
the United States, Euro Area, the United Kingdom, 
and Japan adopted “unconventional” monetary 
policy. These policies, which included credit easing, 
quantitative easing (QE),6 forward guidance, and 
signaling pushed global liquidity to new peaks (see 
figure 1). Initiated with a view to prop up asset pric-
es and keep their respective economic and financial 
systems well-oiled, these policies had two immedi-
ate impacts. First, it expanded these four central 
banks’ balance sheets to a mammoth $16 trillion 
(or close to 20 percent of world GDP).7 Second, this 
unprecedented volume of funds soon made its way 
into the bond markets of emerging economies due 
to a combination of factors, such as their improving 
growth prospects, rising interest rate differentials, 
and low-risk premium for debt securities.8   

Issuance of debt securities by the residence of 
issuer increased in double digits in emerging econo-
mies (at pre-crisis levels) between 2010 and 2014; 
after a brief hiatus amid fears over Fed tapering and 
asset bubbles, the pace of issuances again picked up 
post 2016.9 In contrast, debt issuances grew only 
marginally in advanced economies. 
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Strong capital flows triggered rapid credit 
growth within many emerging economies even as 
credit growth stalled in developed ones. In fact, by 
the end of 2017, the market value of total credit to 
emerging economies outpaced that to developed 

ones. Most of the credit flowed into the corporate 
sector, while the household sector also witnessed a 
strong growth in credit in emerging economies (see 
figure 2).
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Source: Bank for International Settlements (sourced from Haver Analytics); Deloitte Services LP economic analysis. 

Figure 1. QE pushed up global liquidity after the crisis of 2008–2009 
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Source: Bank for International Settlements (sourced from Haver Analytics); Deloitte Services LP economic analysis. 

Figure 2. Corporations and households were key benefactors of the emerging market 
credit surge
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What happens when 
the tap is turned off?

For those skeptical about any impact of the 
shrinking balance sheets of advanced economies’ 
central banks on emerging economies, a quick re-
cap of events in 2013 can serve as a good reminder. 
That year, as the then chairman Ben Bernanke an-
nounced a possible cut to the Fed’s asset purchases, 
yields in the United States shot up. The resulting 
lessening of interest rate differentials with the Unit-
ed States caused sharp capital outflows and curren-
cy depreciation in many emerging economies. The 
same fears, albeit in different degrees, are apt to be 
still relevant today.  
• A key worry is about the composition of 

credit itself: While capital inflows are impor-
tant in boosting credit growth by augmenting 
funds from domestic savings, the nature and 
composition of such capital flows are important. 
Primarily, non-foreign direct investment (non-
FDI) is associated with higher credit growth 
rates, including household and corporate sector 

credit offtake.10 More importantly, large capital 
inflow episodes have been found to almost dou-
ble the probability of having a banking or curren-
cy crisis with debt-driven portfolio investment a 
key contributor to increasing the probability of a 
crisis.11 So, what is the makeup of capital inflows 
since 2010 into emerging markets? A quick look 
at the debt-related foreign portfolio investment 
(FPI) flows relative to FDI reveals that almost all 
emerging nations witnessed an increase in the 
former relative to the latter from the onset of 
the crisis to mid-2014, except for Brazil, South 
Korea, and Russia (see figure 3). Figure 4 also 
shows that the proportion of debt-related FPI 
was significantly higher for Malaysia, Mexico, 
Turkey, South Korea, and South Africa.  

• Liquidity dry-up at a time of high house-
hold debt: A potential dent to liquidity in 
emerging markets will come at a time of high 
household debt in emerging economies. In Asia, 
between 2008 and 2016 as exports slowed down, 
policymakers turned to their domestic constitu-
ents, mainly households, for growth. Due to a 
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Source: Bank for International Settlements (sourced from Haver Analytics); Deloitte Services LP economic analysis.

Figure 3. Debt-related FPI surged relative to FDI for key emerging economies
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combination of loose monetary policy, rising 
incomes, and a wide variety of financial instru-
ments, household debt went up sharply in parts 
of Asia (see figure 4).12 Foreign inflows aided this 
trend as it boosted private nonfinancial sector 
borrowings (seen earlier in figure 1). As a result, 
the household debt burden in key Asian econo-
mies is now higher than the comparative figure 
for the United States at the start of the Great Re-
cession. Figure 4 also shows us that while house-
hold debt is high for economies such as Malaysia 
and Thailand, it has also been rising rapidly in 
China. For households already grappling with 
high debt, any squeeze in liquidity arising from 
capital outflows will likely impact their ability to 
service their existing debt, overall credit qual-
ity, and private consumption—a key driver of 
economic growth.

• The threat of higher debt servicing costs 
for corporate and government sectors: 
Debt ratios have climbed up rapidly in a few 
emerging economies, not only in the private sec-
tor (primarily in nonfinancial corporate sectors 

as seen in figure 2) but in the government sector 
as well (figure 5). With a reversal of capital flows, 
debt servicing costs will likely pose risks to busi-
nesses as well as governments that have been 
piling on debt over the past six to eight years.

In India, for example, the ratio of liabilities 
of the nonfinancial corporate sector to nominal 
GDP went up from 74.4 percent in 2008 to 90.3 
percent in 2012 before moderating a little by 
2016.13 In Turkey, the ratio more than doubled 
between 2008 and 2016.14 Rising debt servicing 
cost in these countries will likely impact input 
costs and prices, impairing investment pros-
pects and business sentiments. 

On the fiscal side, higher debt servicing cost 
could be harmful for countries desperate to 
get their public finances in order (such as Bra-
zil). Pressure on the fiscal side, in the absence 
of counterbalancing measures, could also mean 
impacts on sovereign ratings, leading to a fur-
ther hike in borrowing costs.

• Banks have much to fear from a liquid-
ity squeeze: Capital outflows combined with 
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Note: * Hong Kong: We have taken loans and liabilities of households; ** Thailand: We have used 2003 figures 
instead of 2002; 2016 figures are estimates by Oxford Economics based on latest available higher frequency data 
for the year; for China and Thailand, the estimates start in 2015 and for India in 2013.
Source: Oxford Economics (Global Economic Databank); Deloitte Services LP economic analysis.

Figure 4. The surge in Asian household debt has happened mostly after 2008
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high private sector debt—households and corpo-
rates—may lead to a perfect storm for banks’ as-
set quality, some of whom are already grappling 
with high nonperforming loans (NPLs) relative 
to total assets (see figure 6). In India, for exam-
ple, NPLs as a share of total gross loans has gone 
up from 2.8 percent in Q3 2011 to 9.7 percent 
in Q3 2017 as banks deal with corporate bank-

ruptcies and a real estate slowdown. In Brazil, in 
contrast, the rise in NPLs over the past couple 
of years has been primarily due to a deep reces-
sion. While countries such as Thailand, China, 
and Malaysia, are relatively better off, any rise in 
debt servicing costs along with high household 
debt and links to real estate cycles may prove to 
be a potent cocktail for banks. 
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Source: Oxford Economics (Global Economic Databank); Deloitte Services LP economic analysis. 

Figure 5. Government and nonfinancial private sector debt have gone up in key emerging 
economies
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Source: International Financial Statistics (sourced from Haver Analytics); Deloitte Services LP economic analysis.

Figure 6. Nonperforming loans in some of the emerging economies have gone up  
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• That sinking feeling about the current 
account: A key concern for policymakers in 
emerging economies will likely be the impact 
of capital outflows on the current account defi-
cit and thereby domestic currency. Foreign in-
flows—both direct and portfolio—are key for 
emerging markets to bridge their current ac-
count deficits. Any portfolio outflows, therefore, 
may lead to higher risks from external balances. 
At risk may be countries such as Turkey that not 
only have a large current account deficit (see fig-
ure 7), but also have a larger share of short-term 
funds in total foreign capital inflows. Any dent 
to external balances will likely hit emerging mar-
ket currencies. Currency destabilization can add 
to imported inflation and rising external debt 
servicing costs for emerging economies. 

Emerging economies better 
placed to handle any outflow

The possibility of any crisis linked to capital out-
flows brings out comparisons with the Asian finan-
cial crisis and Russian crisis of the late 1990s. The 

comparison, however, is likely unwarranted despite 
risks. Compared to the 1990s, emerging economies 
today, for example, hold nearly five to ten times 
more foreign exchange reserves, giving them sub-
stantial resources to protect their currencies. Lower 
levels of external debt and external debt servicing 
compared to the late 1990s also bolster the coun-
tries’ standing (see figure 8). Furthermore, the 
banking systems of most major emerging econo-
mies are more robust today and more prudent to 
withstand shocks than in previous crises such as the 
Asian financial crisis caused by capital outflows. 

Most importantly, long-term prospects for 
emerging economies remain attractive, as growth 
rates are expected to exceed those of the United 
States and other major developed economies. The 
International Monetary Fund expects average 
growth in emerging and developing economies (5.0 
percent per year) to outpace corresponding growth 
in advanced economies (1.8 percent) between 2018 
and 2022.15 Besides, the recent economic strength 
in a few advanced economies, without being accom-
panied by increased productivity and workforce, 
doesn’t seem to garner much confidence among in-
vestors about the sustainability of the recovery. 
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Source: International Monetary Fund (sourced from Haver Analytics); Deloitte Services LP economic analysis.

Figure 7. Sharp capital outflows will make it difficult to finance current account deficits
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While recent memories of the vulnerability in 
emerging economies post the US Fed’s “taper tan-
trum”16 in 2013 might be worrying, one cannot deny 
that the episode played an important role in correct-
ing the very economic fundamentals that whirled 
these emerging economies into a roller coaster 
ride. The influx of foreign capital contributing to 
asset bubbles has already been recognized in many 
key emerging markets and policymakers are vigi-
lant. For example, the link between foreign capital, 
low interest rates, household debt, and real estate, 
which poses risks for key Asian economies, has been 
identified by countries such as Singapore, Malaysia, 

and China (including Hong Kong).17 In turn, they 
have put curbs on both foreign and domestic funds 
for such assets. 

Of course, risks in the financial system won’t 
just disappear, but keeping an eye on all possible 
risks, volatility in emerging economies is expected 
to be short-lived as advanced economies close the li-
quidity tap. Funds will likely continue to flow in the 
medium term despite low global liquidity—rather, 
these economies might witness a shift in the capital 
composition, thereby improving the quality of capi-
tal that flows in. 
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Source: International Financial Statistics, World Bank (sourced from Haver Analytics); Deloitte Services LP 
economic analysis.

Figure 8. International reserves, external debt, and debt servicing ability have improved
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