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Credit Conditions Emerging Markets:  
Inflation, The Unwelcome Guest 

Key Takeaways  

– Overall: Risks are increasing for emerging markets (EMs) as inflation keeps accelerating in 
many key countries, adding to existing challenges. On the bright side, higher prices are partly 
fueled by the strong economic rebound. COVID-19's economic impact is decreasing and 
vaccinations are progressing, but the recent emergence of the omicron variant threatens the 
positive momentum.  

– Risks: Risk for an extended period of high inflation and lingering high prices has risen for 
many EMs. Rising prices could also prompt a faster-than-expected normalization of Fed 
interest rates, possibly leading to tighter financing conditions and market volatility. 
China’s shifting policy stance and real estate woes could depress growth, which could 
spill over to EMs' key trade partners. A resurgence of COVID-19 cases could hit hard, since 
vaccination rates remain low in many EMs. 

– Credit: The negative rating bias (the percentage of ratings with negative outlooks or on 
CreditWatch negative) has stabilized across most EMs but remains high in emerging Asian 
markets, where the pandemic's effects are still weighing on issuers' credit quality amid 
worsening financing conditions.  

 

(Editor's note: S&P Global Ratings' Emerging Markets Credit Conditions Committee took place on Nov. 22, 2021.) 

Higher fuel and food prices, supply-chain disruptions, and a robust economic rebound are 
stoking inflation. EMs in Asia remain the notable exception. Risk of an extended period of higher 
inflation in some EMs remains, especially if supply-chain disruptions continue. Prolonged price 
pressures from supply-chain problems can lead to a rise of core prices in countries with weakly 
anchored inflation expectations.  

Households could bear the brunt of inflationary pressures, and social tensions are building up. 
Inflation has a greater impact on households in EMs compared with those in developed 
economies, since spending on food, gas, and transport represents a larger portion of their 
disposable income. EM households also have lower savings and are vulnerable to job losses or 
medical emergency, both consequences of the pandemic. Rising energy costs, alongside elevated 
food prices and unemployment, raise concerns about potential social instability in several EMs, 
ultimately reducing policy predictability.  

Higher interest rates could give EM banks a boost if inflation is temporary. However, if interest 
rates rise too high and too fast, nonperforming loans and credit losses could soar as debt service 
needs for loans at variable rates increase. Such a scenario would have the potential to slow credit 
supply and demand, and hinder economic activity. 

So far, rated EM corporations have been absorbing higher costs, but stress could build if 
inflation lasts much longer. Companies have offset cost increases in various ways, including 
through demand offsets, demand shifts, product-mix adjustments, hedging, indexation, positive 
operational gearing, cost pass-through, and curbing pay growth. Persisent supply chain 
disruptions, high input prices, and potentially steeper labor costs could erode companies' profit 
margins and cause temporary disruptions in production.  

A deeper slowdown in China could have knock-on effects on EM economies. This could hurt big 
exporters to China, such as those EMs relying on China’s demand for metals and raw materials, 
including Chile and South Africa, and others that depend more on energy demand.  

Financing conditions have tightened. This is mostly due to rising benchmark yields. Overall, 
funding costs have risen toward pre-pandemic levels. In EMEA and Latin America, central banks 
have been working on rate normalization, pushing up benchmark yields. In Asia, we see the 
opposite. Central banks in EM Asia are not yet raising rates but spreads have widened, 
particularly in the high-yield space, leading to higher overall funding costs.  
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Top Emerging Markets Risks  
Risk level 

 

Risk trend 

               Very high           High                Elevated      Improving             Unchanged      Worsening 

Risk levels are based on the likelihood and systemic impact of such an event occurring over the next one to two years. Typically, these risks 
are not factored into our base case rating assumptions unless the risk level is very high. Risk trend reflects our current view on whether the 
risk level could increase or decrease over the next 12 months. 
 
COVID-19 aftershocks posing persistent challenges for highly indebted governments and low-rated corporations 
The quick recovery from the pandemic as economies reopen is causing a dislocation between supply and demand, 
creating new difficulties, including inflationary pressure and the potential for higher interest rates domestically and 
abroad. Furthermore, as economies rebound, governments will need to carefully time the withdrawal of stimulus and 
support measures. Central banks in many EMs have already begun raising interest rates, still facing the dilemma of 
anchoring inflation expectations, supporting short term growth, and keeping financing conditions stable. Excessive 
monetary tightening could expose heavily-indebted corporations to additional pressures and the risks of downgrades 
and defaults, especially among entities in the ‘B’ and ‘CCC’ rating categories. Considerable fiscal consolidation is 
necessary to stabilize government debt levels in many EMs but this comes with substantial risks. These include weaker 
real and nominal GDP growth due to extended pandemic effects, premature stimulus withdrawal (fiscal and monetary), 
failure to cut spending due to political resistance, and materializing contingent liabilities. In our view, failure to stabilize 
debt will probably weaken credit quality. 

 

 
Faster normalization of U.S. monetary policy could lead to volatile financing conditions and reduced access to credit 
markets 
Inflation in the U.S. has accelerated to levels not seen in 30 years, and the risk of a prolonged period of high prices is 
increasing. While sequential consumer price index inflation has moderated, and supply-side bottlenecks are starting to 
show signs of easing, these factors complicate the Fed's efforts to convince markets that the latest price increases are 
largely transitory. We forecast policymakers will lift the benchmark federal funds rate in September next year, three 
months earlier than we previously predicted. Rapid, uneven market repricing would weigh heavily on low-rated corporate 
issuers, as well as on EMs., especially those relying heavily on foreign funding and with large external and/or fiscal 
imbalances. 
 

 

The prevalence of COVID-19 across key EMs, slow vaccination progress, and new variants could dampen the 
economic recovery 
The new omicron variant is a stark reminder that the pandemic is far from over. Vaccinations have sped up in most key 
EMs. However, many countries remain far away from widespread immunity thresholds (70%-80% of population fully 
vaccinated), especially in EM Asia and Sub-Saharan Africa. Countries with low vaccination levels remain vulnerable to 
heightening contagion waves and new variants. The emergence of a new variant of concern (omicron) has elevated the 
risk of one-off lockdowns and further containment measures, which could undermine consumption and investment. 
More coordinated and decisive efforts are needed to vaccinate the world’s population to prevent the emergence of new, 
more dangerous variants. 
 

 

China's policy stance may cloud credit and growth trajectories 
The government’s intent to reduce income disparity and prioritize social values (“common prosperity”), and reduce 
dependence on foreign technology and economies ("dual circulation"), increases the likelihood of lower economic and 
income growth. First, crackdowns on real estate, technology, gaming, and education may widen to other private-sector 
industries. While curbs on overborrowing may moderate debt overhangs, rapid execution of new policies could further hit 
business and consumer confidence, fueling contagion risk. Second, a further weakening of U.S.-China relations amid 
"dual circulation" would raise the costs of trade, intellectual property, investments, and financial transactions between 
these economies. Third, China's enforcement of environmental regulations has led to power outages, hitting production 
and supply chains. Fourth, should geopolitical disputes over the South China Sea intensify, this would be detrimental for 
investment, trade and supply flows within and outside the area. China's policy and economic developments affect others 
reliant on the regional colossus for exports or finance (e.g., emerging markets) and imports (e.g., component parts). 
 
Wide income inequality, increasing poverty, and poor access to health services are spurring social unrest  
Rising energy costs, food prices, and unemployment could trigger bouts of social instability in several EMs, ultimately 
reducing policy predictability. This is especially the case in Latin America, where several countries have already 
experienced periods of widespread protests this year, in some cases, causing a watering down of proposed fiscal 
consolidation bills (Colombia). A busy electoral cycle in the region this year and next implies a greater likelihood of less-
known candidates, with less predictable policies, becoming more popular. 
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