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Key messages
• This autumn, US monetary policy could be significant for emerging economies. The 

Federal Open Market Committee could raise rates as soon as September.

• Near-term economic risks from a US rate rise could be offset, in part, by US dollar-
denominated reserves increasing in value, leaving room for currency intervention.

• Developing and emerging economies with external financing gaps, high dollar debt and 
those that are undiversified, could face increasing difficulty attracting investment.

US monetary policy in focus
Investment, rather than inflation, a key risk for emerging economies
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An autumn rate rise
This autumn, US monetary policy will be worth watching, given its potential to affect developing 
economies’ economic outlook.1 The Federal Open Market Committee (FOMC) is split on the timing of 
rate rises.2 Some committee members deem it necessary to raise the policy rate as soon as next month, 
as indicated by New York Fed President Dudley,3 or even twice by the end of the year, as Atlanta Fed 
President Lockhart has suggested.4 According to the financial markets, a December rise in the target range 
for the federal funds rate is most likely – one year after the 2015 increase and just over one month after 
the US presidential election.

US monetary policy typically garners attention because it responds to underlying changes in the US 
economy, which are often a harbinger of global economic developments. Additionally, changes in the 
US policy rate influence longer-term rates in emerging and developing economies, a correlation that has 
increased since the 2008 financial crisis.5 US interest rates also affect the US dollar, which has a special 
role as a global reserve currency, and influences global trade balances, as a result of its use in trade 
invoicing. Given this, we consider groups of developing and emerging economies that could face increased 
difficulty in attracting inward investment.

Near-term risks are manageable
Emerging and developing countries’ currency reactions to a change in US monetary policy are unlikely 
to be big enough to noticeably shift domestic inflation. On the one hand, as the US dollar appreciates 
with a US rate rise, risk aversion may mean that currencies perceived as riskier will weaken as funds are 
repatriated to the US. In floating exchange rate regimes, this can lead to inflation. However, only  
currency depreciations that surpass 10–20% typically trigger significant exchange rate pass-through 
inflation effects.6
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Emerging market currency weakness in response to dollar strength would largely help exporters through 
a more competitive exchange rate. However, dollarised or US-dollar pegged economies, such as those of 
Hong Kong, Venezuela and Saudi Arabia, could see export competitiveness decline as a result of US dollar 
strength. An offsetting factor is that economies with large US dollar reserves would see the value of those 
reserves increase. This allows for extra spending power for potential currency intervention, if necessary.

The harder challenge: attracting investment
As US interest rates rise, and the US dollar strengthens, certain countries could face increasing difficulty 
in attracting investment finance. This is because the rise in US interest rates will catalyse investment flows 
back to the US as a result of risk aversion or home bias for US-based investments. There are two groups 
of economies that could face this challenge. 

Countries with high US dollar-denominated debt are vulnerable to abrupt changes in investment inflows 
as the dollar rises. This includes larger emerging economies, such as China, India and Brazil, which 
saw dollar-denominated loans rise exponentially7 during US quantitative easing. Sub-Saharan African 
economies are already seeing a significant credit slowdown given recent growth dynamics.8 Those with 
high dollar debt, such as Ghana’s, are vulnerable. Equally, economies with large financial sectors, and 
large external financing gaps, such as Kenya and South Africa, with current account deficits of around 
7% and 5%, are exposed to rising domestic borrowing costs as US rates rise.

Additionally, economies most in need of investment to facilitate structural change could face increased 
difficulty. Largely undiversified resource exporters, such as Nigeria, Angola and the Democratic Republic 
of Congo, look particularly at risk. To start, US dollar strength typically has a dampening impact on 
oil and commodity prices.9 Added concern that real interest rates (the nominal rate deflated by the 
inflation rate) are rising prematurely in response to US developments, in relation to low productivity in 
these economies, could hurt the inward foreign direct investment that would help diversification.  
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