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In a widespread bid to rebalance global investment 
positions, interest rates have risen substantially 
while EM currencies have been sold off in a 
particularly aggressive way. Those EMs with 
structural deficits in their fiscal and current 
accounts have been most affected by this trend, 
with their currencies depreciating sharply over the 
period. The South African rand, for example, 
experienced 14% depreciation in the 4 months 
leading up to August 31, directly contributing to a 
spike in inflation and subdued consumer demand. 

Other EMs, including India, Indonesia, Turkey, and 
Brazil had similar experiences in the broad selloff. 
Each of these countries has in fact attempted to 
defend the strength of their currency by selling their 
foreign exchange (FX) reserves into the 
market. Despite these measures, the 
depletion of FX reserves does not 
appear to have had a material impact on 
EM currency strength. On the contrary, 
by committing to defend a currency 
from depreciation, a central bank 
effectively opens itself up to a 
speculative attack, luring hedge funds 
with deep pockets to short-sell the 
currency, driving it ever weaker until the 
bank eventually becomes unwilling or 
unable to continue its defence. 

The G20 summit in Russia saw further attempts by 
EMs to stabilise their currencies over the long term. 
The so-called ‘Contingency Reserve Arrangement’ 
(CRA), which will pool $100 billion of member 
countries’ international reserves, was firmly agreed 
upon at the meeting, paving the way for its 
establishment within 12 months.  Unfortunately for 
South Africa, while the fund appears substantial in 
absolute terms, it pales in comparison to the size of 
global currency markets. In its most recent Central 
Bank Survey, the Bank for International 

Settlements found that $100 billion 
dollars represents approximately 2 days 
of turnover in the Rand/Dollar currency 
pair. With clearly limited firepower relative 
to the market, the CRA is therefore at 
best an unnecessary administrative cost 
to BRICS nations, and at worst may be 
setting the bloc up for even more intense 
speculative activity in the future. The end 
result would then be a far cry from what 
central banks are currently trying to 
achieve. Any attempt to use the CRA 
would simply leave member countries 
with fewer FX reserves with which to pay 

off their international debt, raising the risk premium 
and therefore the cost of international capital. 
Empirical evidence does not paint a positive 
picture of the practice either; the famous example 
of currency speculators “breaking” the Bank of 

England in 1992 highlights the unsustainable and 
self-defeating nature of trying to resist powerful 
market forces in this manner. 

A more sensible course of action is thus to simply 
let private speculative forces play out. While short 
term volatility may dent portfolio inflows and create 
short term inflation uncertainty, a policy-led 
commitment to letting the exchange rate float will 
over the long term subdue potential speculators, 
reducing the frequency of currency collapses. 
Indeed, a true decline in the unconditional volatility 
of EM currencies and reserves will require a deeper 
structural reform over the long term. While EM 

government debt levels are generally fairly low when 
compared to the developed world, unsustainable 
expenditure in the form of massive consumption 
subsidies are in many cases creating concerning 
internal and external imbalances. Rising costs of 
living in other cases are creating social tensions that 
are manifesting themselves in frequent and 
increasingly intense protests across the emerging 
world. These are the issues that are fundamental to 
driving long term volatility. Addressing the structural 
imbalances of emerging markets will be the most 
sustainable long term solution to unwelcome 
currency movements.    
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The prospect of a world without quantitative easing has shaken up emerging market 
(EM) economies over recent months. 
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