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How Might Emerging FX Perform in a 2022 Taper Tantrum?
 
Summary
Central banks around the world have become more concerned around the faster pace of
ination. The Bank of England and European Central Bank recently turned more hawkish
to address inationary pressures, while the Fed has dramatically shifted course on its
outlook for monetary policy. With U.S. CPI hitting a new high since the 1980s, it's possible
the Fed could tighten monetary policy more aggressively than nancial markets expect.
While this is not our base case view at the moment, a 2022 version of the "Taper Tantrum"
could be brewing and emerging market currencies could come under more pressure than
we expect. In this report, we discuss central bank responses to inationary pressures and
use our emerging market FX vulnerability framework to identify currencies most at risk,
as well as emerging currencies that could be more insulated from a Fed monetary policy
surprise. In addition, we examine how emerging market currencies have evolved since the
2013 Taper Tantrum.
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Surging Ination Could Potentially Cause Another "Taper Tantrum"
Elevated ination has dominated most nancial markets-related discussions over the past 12 months
—rightfully so, as ination has trended above central bank targets across the G10 and the emerging
markets. Media outlets, both focused on the economy and nance, as well as more traditional news,
have picked up on the ination story commenting on how price growth is diminishing consumer
purchasing power around the world. As ination has moved higher, policymakers from G10 and
emerging market central banks have adjusted their stance on price growth. Once deemed transitory,
policymakers have largely conceded that ination is no longer a brief and temporary phenomenon due
to pandemic eects, but a potentially longer lasting issue that needs to be urgently addressed. To that
point, the Federal Reserve has picked up the pace of tapering its asset purchases and recently signaled
a strong possibility of raising interest rates at its March meeting. Our U.S. economics team expects
the Fed to lift interest rates over the course of this year and believe the FOMC will raise the Fed Funds
rate 125 bps over the course of 2022. International central banks have become more concerned with
ination as well. Just recently, the Bank of England (BoE) and European Central Bank (ECB) turned
more hawkish in response to elevated CPI readings. Last week, the BoE surprised markets with a
hawkish rate hike and ECB President Lagarde opted not to dismiss the possibility of lifting interest
rates in 2022, a signal the ECB could consider pulling the trigger on its rst rate hike since the 2011.

The shift in monetary policy guidance, especially from the Fed, has been sharp and nancial markets
have certainly responded to the hawkish shift in monetary policy and the monetary policy outlook.
Bond yields around the world have jumped and, in some cases, have risen to pre-COVID levels (Figure
1). In the case of the United States, 10-year Treasury yields are up 46 bps year-to-date and have
clawed back to levels last seen at the end of 2019. Outside of the U.S., yields in the United Kingdom
spiked on a hawkish BoE and are approaching 1.50%, while Japanese Government Bond yields are
around 0.25%, both well above pre-virus levels. Perhaps most interesting, German bund yields entered
positive territory on the back of the perceived hawkish press conference from President Lagarde. Since
mid-2019, German 10-year government bond yields traded with a negative yield; however, in arguably
the most hawkish an ECB president has sounded in some time, bund yields are now sitting at 0.24%.

While the direction of monetary policy, particularly in the United States, is now unquestioned, the
timing and magnitude of central bank rate hikes, especially from the Fed, is still up for debate. As
mentioned, our U.S. economics team now expects the Fed to raise interest rates ve times this year
for a total of 125 bps of tightening, a view shared by some economists at other major investment
banks. Indeed, for 2022 we have also seen some forecasters calling for the Fed to raise interest rates
seven times for a total of 175 bps, while others believe the Fed will go six times for a cumulative 150
bps and skip lifting interest rates in November. We have also seen some market participants suggest
the Fed could lift interest rates 50 bps in March and continue at a similar clip over the course of the
year. And while technically the consensus among market economists is four rate hikes for a cumulative
100 bps of tightening this year, nancial markets are priced for 140 bps of hikes over the next 12
months, further highlighting the dissension around the magnitude of Fed rate hikes. Considering the
range of forecasts as well as market pricing, the balance of risk could be tilted toward more aggressive
Fed tightening as U.S. CPI has now reached 7.5% year-over-year, the highest in decades. Recently, we
noted one of our black swan event risks in 2022 could be an overly aggressive Fed rate hike schedule
that results in a signicant sello in global equity markets. While equity markets would likely come
under pressure should the Fed tighten policy aggressively, we believe emerging market currencies
would also be another asset class most at risk. In that sense, it is possible the Fed could be embarking
on a policy path that creates another "Taper Tantrum" scenario similar to 2013 where emerging
market currencies came under signicant pressure.
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Figure 1

-1.0%

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

-1.0%

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

Dec-2019 Jun-2020 Dec-2020 Jun-2021 Dec-2021

10-Year Government Bond Yields

U.S.: Feb-10 @ 1.97%

U.K.: Feb-10 @ 1.45%

Germany: Feb-10 @ 0.24%

Japan: Feb-10 @ 0.23%

Source: Bloomberg Finance L.P. and Wells Fargo Economics

Figure 2

-21.8%

-18.5%

-13.2%

-12.1%

-11.1%-11.1%

-9.3%
-8.8%-8.8%

-8.0%

-6.9%-6.5%
-6.1%

-5.1%

-1.7%

-0.1%

-25%

-20%

-15%

-10%

-5%

0%

-25%

-20%

-15%

-10%

-5%

0%

INR BRL ZAR TRY IDR COP THB PHP MXN CLP RUB PLN PEN KRW HUF CNY

Emerging Market Currencies
2013 Taper Tantrum Peak-to-Trough Percent Change

Source: Bloomberg Finance L.P. and Wells Fargo Securities

Our Vulnerability Framework Can Identify At-Risk and Insulated Currencies
While we forecast broad currency weakness across the emerging markets in 2022 as well as 2023,
another 2013-style Taper Tantrum situation is not our base case view. However, given the sharp
change in stance on monetary policy and quick rise in bond yields, we certainly cannot rule out the
possibility of another Tantrum scenario materializing in 2022. As a reminder, the 2013 Taper Tantrum
occurred when the Fed surprised nancial markets by signaling it was ready to tighten monetary policy
for the rst time after the Global Financial Crisis. The Fed's announcement in 2013 resulted in capital
ows toward the U.S. dollar and placed depreciation pressure on many emerging market currencies.
To that point, on a peak-to-trough basis the 2013 Taper Tantrum resulted in a 22% depreciation
in the Indian rupee, while currencies such as the Brazilian real, South African rand, Turkish lira and
Indonesian rupiah saw material sellos over the course of a relatively short period of time (Figure 2).
Not all currencies felt the same type of depreciation pressure. Currencies such as the Chinese renminbi
and Hungarian forint traded relatively unchanged, and while the Korean won and Peruvian sol still
weakened, the sellos were contained compared to peer developing currencies.

Our FX vulnerability framework oers an indication of currencies most at risk in a "Taper Tantrum"
scenario. If we ran our model at the beginning of 2013 ahead of that Taper Tantrum, our framework
would have been eective in identifying most of the currencies that experienced outsized
depreciations. Our model would have identied the Indian rupee as the most vulnerable currency,
which as mentioned, sold-o 22% over the course of the 2013 Taper Tantrum episode, the largest
drop among major EM currencies. In addition, our model would have highlighted the South African
rand, Turkish lira and Brazilian real as particularly sensitive, which indeed these currencies did
experience more sizable depreciations during the Taper Tantrum. Comparing Figure 2 above to the
2013 Taper Tantrum FX Vulnerability output below (Figure 3), with few exceptions, our model would
have identied currencies, in almost perfect order, that sold-o the most, from the Indonesian rupiah
(-11%) to the Polish zloty (-6.5%). In addition to recognizing currencies most at risk, our model would
have been successful in determining currencies that were more insulated from the eects of the Fed's
surprise hawkish announcement. In that sense, and again with few exceptions, our framework would
have highlighted the Peruvian sol, Korean won and Chinese renminbi as currencies more protected
from a hawkish Fed.
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Figure 3

Country

2013 Taper 

Tantrum FX 

Vulnerability
1 2

Current Account 

Balance                     

(% of GDP)

Real Int. Rate Diff. 

With U.S.                      

(%)

Import Cover 

(Months)

Political Risk 

Indicator

India H H H M H

South Africa H M M H H

Turkey H M H H M

Brazil M H M L H

Indonesia M H M M M

Colombia M H L M M

Thailand M M H L L

Mexico M M M H L

Hungary M M M H M

Chile M H L M L

Russia M L H L H

Poland L L M M L

Philippines L L M L M

Peru L M M L L

South Korea L L M M L

China L L M L M

1
 Red indicates "Highly vulnerable", Orange indicates "Moderately vulnerable", Green indicates "No vulnerability"

2
 Highly vulnerable represents >20% depreciation, Moderately vulnerable represents 10-20% depreciation, No vulnerability represents 0-10% depreciation

Source: IMF, Bloomberg Finance L.P., PRS Group and Wells Fargo Economics

We updated our framework for Q1-2022 (Figure 4), not only to give a sense of how individual
emerging market currencies could perform in the event of another tantrum episode, but also to show
how developing currencies have evolved since 2013. As far as the most vulnerable currencies, the
Turkish lira has taken over as the currency most likely to experience the sharpest depreciation. With
ination currently running close to 50% and unlikely to meaningfully reverse course anytime soon,
foreign exchange reserves depleted in an eort to defend the value of the currency and political risk
tied to the Erdogan administration elevated, our model says the lira has evolved into the most fragile
currency across the entire emerging markets spectrum. While the lira was highly vulnerable in 2013,
local conditions have deteriorated to the point where the currency has replaced the Indian rupee as the
most fragile emerging market currency. In fairness, credit is due to India, as economic fundamentals
and local political conditions have improved signicantly over the past decade. To that point, India's
current account decit has narrowed, while ination has fallen enough to create positive real interest
rate dierentials relative to the United States. In addition, FX reserves have doubled over the past
decade and now provide the Reserve Bank of India with enough repower to intervene in currency
markets to stabilize the rupee if necessary. And nally, Narendra Modi has been prime minister
since 2014, which in our view, has reduced political risk in India since his election. As local conditions
improved, our model suggests the rupee is signicantly less vulnerable today relative to 2013 and
would likely experience a much less severe depreciation in 2022 should another Taper Tantrum-like
scenario unfold.

The composition of the "Highly Vulnerable" currency group has also changed. While the South African
rand remains vulnerable given low FX reserves and an unsettled political landscape, the Colombian
and Chilean pesos have become more sensitive. In our view, Colombian politics have shifted in a
more concerning direction, especially with the high likelihood of a populist candidate winning this
year's presidential election. As far as the Chilean peso, the real interest rate margin with the United
States has been reduced over time, while FX reserves have dropped below a key threshold level,
which we dene as six months of import cover. We also believe the recent election of the left-leaning
Gabriel Boric as well as the rewriting of the nation's constitution has elevated political risk relative to
2013. According to our model, both the Colombian and Chilean currencies could experience larger
depreciations in 2022 than they saw in 2013. In 2022, the Colombian peso sold o a little over 11%
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and the Chilean peso 8%. In the event of another tantrum scenario, our framework suggests both
currencies could sell o closer to 20%.

For the most part, the "Moderately Vulnerable" and "No Vulnerability" currencies remain the same;
however, there have been some moves within and between each segment worth highlighting. Our
model suggests the Brazilian real could be less sensitive today relative to 2013 as the Brazilian
Central Bank lifted policy rates aggressively over the last year. Today, the real interest rate dierential
associated with the real is close to 9%, a stark dierence compared to only 3% in 2013. In addition,
Brazil's current account decit has narrowed, which also gives the currency a stronger line of defense
against Fed monetary policy actions. In contrast, our framework identies the Polish zloty as more
sensitive today relative to a decade ago. Similar to Chile, FX reserves has dropped below a key
threshold and could be insucient to defend the value of the zloty. In addition, regional political risk
has risen due to a myriad of geopolitical tensions. Poland has found themselves in the middle of these
tensions, and while certainly not the aggressor, involvement and spillover has been unavoidable. As
political risk rises, our framework suggests local and regional political developments can be a source of
depreciation for the zloty, and the currency could experience closer to a 15% depreciation now rather
than just the 6.5% drop seen in 2013. And nally, we highlight the Thai baht. Over the past 10 years
or so, the baht has moved from one of the more vulnerable emerging market currencies to one of the
least sensitive. We can point to Thailand's now structural current account surplus and hefty stockpile of
foreign exchange reserves as rationale for the baht becoming a less volatile currency. In 2013, Thailand
had a current account decit worth close to 2% of GDP. Today, the country maintains a current account
surplus of 3% of total output. In addition to the current account surplus, the baht has a positive real
interest rate dierential associated with it. Positive real interest rates can help the baht attract capital
ows from international investors. In another tantrum-type scenario, these dynamics likely mean the
Thai baht would not depreciate as much as it did in 2013. To that point, the baht sold o over 9% in
2013. Given today's economic and political fundamentals, we would expect the currency to experience
a much more contained sello, perhaps closer to 2.5%.

Figure 4

Country
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FX Vulnerability
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Turkey H M H H H

South Africa H M M H H

Colombia H H M M H

Chile H M M H H

Mexico M M M H M

Indonesia M M M M M

Poland M L M H M

Hungary M L M H M

Philippines M M M M M

Brazil M M L L H

South Korea M L M H L

India M M M L M

Russia L L L L H
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Thailand L L M M L
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1
 Red indicates "Highly vulnerable", Orange indicates "Moderately vulnerable", Green indicates "No vulnerability"

2
 Highly vulnerable represents >20% depreciation, Moderately vulnerable represents 10-20% depreciation, No vulnerability represents 0-10% depreciation

Source: IMF, Bloomberg Finance L.P., Marsh and Wells Fargo Economics
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