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THE TWO MOST RECENT SHOCKS T0 EMERGING COUNTRIES (THE 2022-2023
TIGHTENING OF US MONETARY POLICY, AND THE ELECTION OF TRUMP AT
THE END OF 2024) HAVE NOT AFFECTED THEIR FINANCING CONDITIONS. BUT

IN THE COMING MONTHS, THEY COULD TIGHTEN AS A RESULT OF RISING
GEOPOLITICAL RISK IN PARTICULAR. HOWEVER, THE ADVERSE IMPACT ON
EMERGING ECONOMIES SHOULD NOT BE OVERSTATED.
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EMERGING COUNTRIES: FINANCIAL VULNERABILITY IS LOWER THAN IT ONCE WAS.

decade, and has actually decreased slightly.

Since 4 November, emerging countries’ financial conditions have
eased overall, despite fears of a negative Trump effect.

e The currencies of the 30 main emerging countries have
depreciated against the US dollar by 1% on simple average (-1.8%
for the median). However, the depreciation rate has not worsened
(-0.3% as a monthly equivalent, compared to -0.5% between the
end of 2023 and 4 November 2024 as a simple average as well as
a median).

e CDS premiums on dollar sovereign bonds have remained generally
stable (-8 basis points on simple average, -6 bps for the median),
with the Romanian premium as the sole exception, with a modest
increase of 27 bps. The total cost of borrowing in dollars for
sovereign borrowers from emerging countries has fallen accordingly,
with the yield on US government bonds remaining stable at 4.3%
for a 10-year security (after temporary spike at 4.8% in mid-
December).

e Government borrowing costs in local currency have also
decreased for 70% of the main emerging countries, albeit with
some notable exceptions, in descending order: Brazil, Chile, South
Africa, Romania and Vietnam. Most importantly of all, the currency
depreciation has not deterred half of the central banks from cutting
their key interest rates.

 Since the start of the year, EM international bond issues have
reached EUR bn 81 in just 2 months, compared with EUR 181 bn
for the entire year 2024, which was already a very good vintage.

The main reason for the lack of pressure on financing conditions
in emerging countries is that investment flows in bond markets
remained strong until January, according to the Institute for
International Finance's (IIF) monthly trackers for non-resident
portfolio investment inflows (bonds and equities) for the 25 main
emerging countries. Bond inflows remained at USD 31 billion per
month on average between July and January (USD 36.1 billion
excluding China). They largely offset the withdrawals on the
equity markets recorded since October (USD -4 billion on average,
including USD -2.5 billion excluding China).

Given that geopolitical uncertainties have intensified in recent
months, bond investments remaining high is even more noteworthy.

The two most recent shocks to emerging countries (the 2022-2023 tightening of US monetary policy, and the election
of Donald Trump at the end of 2024) have not affected their financing conditions. However, supporting factors have
weakened since the second half of last year. In the coming months, financing conditions could tighten as a result of rising
geopolitical risk in particular. However, the adverse impact on emerging economies should be viewed in perspective,
given the low transmission of the two recent external shocks to interest rates. Although exchange rates have continued
to depreciate against the dollar, the vulnerability of debt to foreign exchange risk is moderate or low for households and
non-financial companies. And, contrary to a popular belief, the vulnerability of companies has not increased over the past
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An explanation often given for this is the continuation of carry trade
transactions. In a sample of 8 main financial markets in emerging
countries (Brazil, Mexico, India, Indonesia, Hungary, Poland, Turkiye
and South Africa), there is indeed a fairly close correlation between
non-resident bond investments for these 8 countries and the
Bloomberg carry trade index (i.e. the bond yield spread between the
investment currency and the reference financing currency, divided by
the volatility of the investment currency).? However, there was a joint
downturn in the two sets of figures during the second half of 2024.

Sustained bond investment activity has been supported through
other channels than the traditional determinants (US monetary
policy, yield spreads and growth performance). The other most likely
sources are international bond issues (which were steady throughout
2024) and institutional investors which are not just looking to make
carry trade transactions when investing (sovereign funds).

1 This is only the case, with very few exceptions, for emerging countries. This is not the case for developing countries, many of which have seen their risk
premiums on dollar-denominated financing rise. As a result, their vulnerability has increased all the more, as they will be hit with the cuts to development

aid announced by the US administration.

2 The sensitivity of bond investment flows (in % of GDP) to the carry trade index is 0.4 according to our estimates on a panel of 15 main emerging countries
(excluding China), which means that a permanent 100 basis increase in bond yield spread (scaled by volatility) generates USD 25 bn in bond inflows over a year.
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In 2025, developments in the traditional determinants will
have a neutral impact (with the increasingly likely prospect of
monetary status quo in the United States), or will adversely affect
(downgraded growth forecasts) bond investments. In addition, the
geopolitical risk is rising due to the Trump administration’s trade
and foreign policy. . This could lead to higher currency volatility,
which would then reduce the appeal of carry trade transactions.
In addition, geopolitical uncertainty could prompt institutional
investors with a long-term investment strategy to shift their
diversification policy more towards dollar-based support. The
uncertainty could even lead central banks in emerging countries
that have initiated monetary easing to be more cautious.

As a result, financing conditions for emerging countries could
tighten this year However, the adverse impact on emerging
economies should be viewed in perspective, given the low
transmission of the two recent external shocks (the tightening of
US monetary policy in 2022 and the election of Donald Trump at
the end of 2024) to interest rates. The main source of risk comes
from the depreciation of exchange rates. However, once again,
the impact should not be overestimated at least for non-financial
private borrowers.® Contrary to common belief, companies and
households do not have a great deal of foreign currency debt, and
they no longer have as much debt as they did at the end of 2019
or even at the end of 2015.

economic-research.bnpparibas.com

Households generally have a minimal amount of foreign currency
debt (1% of GDP on average, 0.2% for the median and a maximum
of 29% on a sample of about forty countries), as regulations in
many countries prohibit it. For companies, a distinction must
be made between external debt and domestic debt in foreign
currencies, as the latter is the main source exposure to fx risk
in particular. This is because the external debt of non-financial
companies, which are often very large companies (or multinationals,
is frequently covered by income in foreign currencies from exports
of goods and services. Therefore, at an aggregate level, external
debt is a source of foreign exchange exposure if the ratio is high
and if it drifts upwards. However, when using both the data from
the IIF and the Bank of International Settlements, this ratio of
external debt-to-G&S exports was 13.1% on average in September
2024, and 11% for the median (with very high variability, however,
the maximum ratio is 85%). The average and median for this ratio
are currently lower than they were at the end of 2019 and at the
end of 2015. Finally, non-financial companies’ domestic debt in
foreign currencies is moderate (5.9% of GDP on average, 10.6% on
the median) and the ratio has also fallen over the past decade.

Frangois Faure

Data visualisation and cartography: Tarik Rharrab

3 For sovereign borrowers, the assessment is more mixed. Foreign currency indebtedness has increased over the last decade and is high for a number of Latin
American countries. It is also high for Egypt and Tirkiye (but for Turkiye, domestic financing can easily replace external financing). On the contrary, foreign
currency indebtedness is low for Asian countries and Central European countries. See Emerging markets: which sovereign debts are most vulnerable to rising

global financial volatility? by Lucas PLé.

The GCC States, which are all oil- and gas-producing countries, also have dollar debt but their income provides a natural hedge against the risk of dollar
appreciation. Besides, Bahrain would not theoretically be supported by Saudi Arabia.
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ECONEWS

Find our scenario and forecasts

INTERNATIONAL TRADE

Another round of threats. Donald Trump has confirmed that additional tariffs will be imposed on imports from Canada and Mexico from 4 March. However,
a reduced rate could be applied if both these countries were to adopt tariffs similar to those imposed by the United States on China. A further 10pp will
have to be added to this on Chinese products, which have already been subject to an additional tariff of the same order since 4 February.

ADVANCED ECONOMIES

United States

The warning signs are mounting. The consumer confidence index, measured by the Conference Board, fell by 7 points in February to 98.3 (the lowest since
June 2024), due to deteriorating expectations, which fell below the 80 threshold, which is viewed as a sign of a recession. In January, while core inflation
measured by the PCE slowed to +2.6% y/y (-0.2 pp), household consumption fell -0.5% m/m in real terms, the biggest monthly drop for 5 years. In the
same month, orders for durable goods rose for the first time since October (+3.1% m/m). The Atlanta Fed's GDPnow is now forecasting a contraction in Q1
GDP (-0.4% q/q), due to a surge in imports. The House of Representatives passed a budget resolution including USD 4,500 billion in tax cuts over 10 years,
partially offset by USD 2,000 billion in budget cuts. It is now up to the Senate to vote on a budget.

European Union / Eurozone

The European Commission has unveiled its ‘Clean Industrial Deal” and its first Omnibus laws to simplify regulations. These include measures to reduce
energy costs (acceleration of permits for green infrastructure, long-term energy contracts, and revamp of state aid rules), a EUR 100 billion decarbonisa-
tion fund, and a platform for joint purchases of critical materials. In particular, the Omnibus laws extend the exemption from the CSRD reporting (by two
years for non-exempt companies). On the macroeconomic front, negotiated wage growth in the Eurozone slowed to 4.1% in Q4 2024, from 5.4% in Q3, and
median household inflation expectations in the Eurozone for the year ahead fell to 2.6% in January (2.8% in December). New car registrations dropped by
2.5% y/y in January 2025. However, the economic sentiment index reached its highest level in five months in February, buoyed by an increase in Germany
and France.

France Inflation has improved, but not employment. Inflation fell to 0.9% y/y in February (harmonised index) from 1.8% in January, due to the 15%
cut in the regulated electricity tariff. The French economy shed 90,000 net jobs in Q4 (68,000 in the private sector and 22,000 in the public sector).
Household confidence rebounded from 92 in January to 93 in February (89 at the low point in December, 95 in September 2024, 100 on long-term
average). However, households are more concerned about unemployment (+55 in February compared with +48 in January and +29 in September). The
opportunity to buy a property is declining (8% of households in February, compared to 9.5% in December). Property prices for existing homes rose by
0.1% g/q in Q4 (-0.1% g/q in Q3 and -0.5% in Q2), and the number of transactions in existing homes over a 12-month period rebounded (792,000 at the
end of 2024, compared to 780,000 at the end of September 2024).

Germany No rebound in economic indicators. Germany’s GfK consumer confidence index fell to -24.7 points in March (compared to -22.6 in February).
The Ifo business climate indicator stood at 85.2 points in February 2025, which is stable compared to January. Germany’'s seasonally adjusted
unemployment rate held steady at 6.2% in February 2025, remaining at its highest level since October 2020. Inflation is unchanged from January, at
2.8% yly in February 2025. The likely future Chancellor, Friedrich Merz, wants an additional budgetary effort of EUR 200 billion for defence. One option
would be to put it to a vote before 24 March in the outgoing assembly (where the parties opposed to this plan do not have a blocking minority), but
this will be difficult.

Spain Rising electricity prices should continue to fuel inflation. Inflation remained stable at 2.9% y/y in February. Production prices rose by 2.6% y/y in
January (+0.3 pp over one month) due to increasing energy prices (+8.6% y/y). The core index is close to the ECB's target (2.1%; -0.3 pp over one month).
The Economic Sentiment Indicator (ESI) slowed (102.3; -2 pts over one month) due to deteriorating confidence in industry (-6.2; -1.8 pt).

Italy Consumer confidence returned to its highest level in three years (-13.6 in February; +1.2 pts over one month). The Economic Sentiment Indicator
continued to stagnate, falling back below 100 this month (99.8; -0.4 pt). Confidence in industry remains negative (-8.2; +0.0 pt), with production and
employment expectations for the coming months deteriorating for another month.

United Kingdom The CBI's distributive trade survey is gloomy. The index of expected order volumes for the coming month fell to its lowest
level in four years. According to Nationwide, house prices hit a new record high in February (+0.4% m/m and +3.9% y/y). The UK government
has announced an increase in defence spending, with the aim of raising it from the current 2.3% of GDP to 2.5% in 2027 and 3.0% after 2029.
The initial increase will be financed by a reduction in development aid spending.

Japan Opposing trends for hard data. Industrial production deteriorated in January, to -1.1% m/m (-0.9 pp), marking the third month of contrac-
tion in a row. Conversely, retail sales rose (+0.5% m/m, +1.3 pp). Finally, core inflation (excluding unprocessed food) in the Tokyo metropolitan
area, a leading indicator of national earnings, slowed in February (+2.2% y/y, -0.3 pp).
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Emerging markets: which sovereign debts are most vulnerable

to rising global financial volatility?

February inflation: sharp drop expected in France,
stability in the rest of the Eurozone

German election: A government by Easter?

Is the United States so disadvantaged in terms of customs duty?

Germany: after the elections, a wind of change?

2019 - 2024: Debts in face of crises

US tariff offensive: a (non-exhaustive) risk map

United States: 'What's up with long-term rates?

Eco Perspectives - Emerging Economies | 1t quarter 2025

Five Reasons Trumponomics Need not Weaken Europe, Even the Opposite

EcoPulse of February 2025

France: trade deficit down and current account nearly in balance

Eurozone: The increase in the credit impulse
prevented a contraction in GDP in Q4 2024

Central Europe: Moving up the value chain

To bring down oil prices, Trump must take little action and stay patient

Inflation tracker - January 2025 | Inflation is rising: should we be worried?
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