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GLOBAL DEBT AND CURRENCY OVERVIEW: The Facts 

 
Setting the scene – What were the actions of global central banks following the 2008 global financial crisis?  

Since the global financial crisis in 2008, global central banks—particularly the large central banks of the United States, 
Europe, China, and Japan—aggressively cut interest rates to levels approaching 0%, releasing a flood of cheap money 
to banks and investors in an attempt to re-stimulate the global economy.  

 

Figure 1: Chart showing the expansion of global central bank Balance Sheets over the 15 year period from 2003 to 2018   

The chart above highlights the scale of funds provided by central banks to global economies over the past ten years. 
Since 2008, central banks have expanded their balance sheets by a total of US$18 Trillion. This was achieved 
predominately through a policy called “quantitative easing”, which was adopted by the United States, European, and 
Japanese central banks.  

Governments around the world required considerable amounts of capital (USD Trillions) to stimulate their economies 
following the severe 2008 financial crisis, and the global central banks decided the best approach was to drive down 
borrowing rates by directly purchasing their government bonds within global financial markets. Their collective 
actions, alongside a promise to keep interest rates pegged at very low levels for the foreseeable future, ensured that 
interest rates remained extremely low, triggering an explosion in debt issuance that eventually returned the global 
economy to ~3% annual growth rates over the past few years.  

With government bond rates fixed to very low yields, investors were forced to switch to purchases of investment grade 
corporate bonds, once again driving down bond yields and pegging them at levels that triggered an explosion in 
corporate bond issuance at ever decreasing increasing interest rates. Eventually, investors were forced to move down 
the quality curve (higher risk), chasing ever-decreasing yields by purchasing high yield corporate (dark blue line) and 
emerging market bonds (light blue). 
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Figure 2: The impact of quantitative easing on the yield of three debt classes: US high yield corporate (dark blue), emerging market USD (light 
blue) and US corporate investment grade (grey) from 2008 to 2018 

China chose a different approach to the quantitative easing policy adopted by other large central banks, instead 
lending discounted funds directly to state-owned banks, who then provided these funds to infrastructure and property 
developers with the goal of causing a rapid expansion in fixed asset investment, particularly within the real estate 
sector. Over the three years from 2009 to 2012, China increased their central bank balance sheet by 110%, growing it 
from $2.2 Trillion up to $4.5 Trillion. This enormous fixed asset investment expansion resulted in a strong recovery in 
global commodity prices, greatly benefiting the broader global economy through job creation and investments in 
commodity projects. The chart below highlights the direct impact of this economic stimulus on the demand for Iron 
Ore (gold line), nickel (dark blue) and copper (red) from 2009 to 2012.  

 

Figure 3: The chart above highlights the enormous price inflexion in base commodity prices over 2009 to 2013 as China implemented its 
economic stimulus package to maintain +8% annual growth following the 2008 global financial crisis  

 
Yield compression from the Bank of Japan funded carry trade  

As we have mentioned above, the conditions of extremely low interest rates and record amounts of lending by global 
central banks resulted in record issuance of debt to yield-hungry global investors. Fearing a slip back into global 
recession, global central banks continued to encourage more debt issuance at record low rates by aggressively 
expanding their balance sheets further over the 2013 to 2016 period. This resulted in almost US$6 Trillion of global 
developing market debt trading at negative yields, with investors effectively paying government’s interest to lend 
them their capital. 
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Figure 4: The flood of central bank capital resulted in a fall in almost US$6 billion of government bonds moving into negative earnings yields 

Investors with the capacity to access cheap bank funding saw the opportunity to put on “a carry trade”, borrowing 
cheap funds from US, Japanese, and European banks to purchase higher-yielding corporate or foreign debt across 
global markets. This carry trade was in particular funded by the Bank of Japan (BOJ) over the period from 2013 to 2016, 
who, threatened by Chinese exports stealing market share from Japanese exporters, aggressively printed and sold Yen 
and succeeded in lowering their currency by 30% from 95/USD to 125/USD.  

The BOJ understood that by lowering interest rates into negative territory, they could create a highly attractive 
opportunity for international borrowers to receive rather than pay interest by borrowing directly from Japanese banks. 
If the investor used the funds to buy a foreign asset, the depreciation of the Yen reduced the total value of principal 
repayment required to pay back the loan, delivering the investor additional profits.  

 

Figure 5: The Yen carry trade in action. Investor borrows funds at 0.1% in Japan and invests in Mexican Peso bonds at 6.5%, earning 6.4% 
difference on the transaction. Due to the BOJ policy of aggressively weakening the Yen, the amount of funds required to repay the borrowing 
also fell, earning the investor additional profits.  

This very successful strategy resulted in a surge in borrowing of US$3.5 Trillion from Japanese Banks over the period 
from 2013 to 2016. With investors earning enormous profits simply by borrowing funds in Yen and investing in foreign 
markets, a large portion of this capital flooded into developing markets, driving yields down to unsustainable levels, 
and higher-quality European government debt into negative yield territory (Figure 4).  

 
The European Periphery Carry Trade 

One of the most prominent examples of the carry-trade since the 2008 global financial crisis occurred in the peripheral 
countries of Southern Europe, particularly Portugal, Ireland, Greece and Spain (collectively referred to as “the PIGS” 
nations). These four countries were heavily indebted and close to bankrupt following the 2008 global financial crisis, 
but their membership in the European Union and its common Euro currency allowed each of them to benefit from the 
aggressive central bank balance sheet expansion undertaken by Mario Draghi of the European Central Bank (ECB). 
Determined to lower interest rates across the EU region, the ECB expanded their balance sheet by US$2 Trillion from 
2009 to 2012 through purchasing outstanding government debt of EU nations, particularly Greece, Spain and Portugal. 
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Figure 6: The yield curve for Greece, Portugal, Ireland and Germany from 2008-2014 

The chart above illustrates the enormous yield compression achieved as a result of the aggressive ECB bond buying 
policy. The message from the ECB was crystal clear: they would stand behind these nations and ensure that none of 
them would fail, effectively “insuring” bond investors. As a result, investors rushed in to aggressively purchase PIGS 
nations’ outstanding debt, causing a massive compression of bond yields over the 2012-2014 period.  

 

Figure 7: European Central Bank policy and the impact on EU countries long-term interest rates 

 
What are the consequences of loose central bank monetary policy? 

One of the key concerns for global investors is the lack of clear understanding by central bankers of the consequences 
of the enormous tidal wave of monetary stimulus they have provided over the past ten years. Whilst we have seen 
some initial tightening from the US, central banks collectively continue to operate a loose monetary policy relative to 
their history over the past fifty years. There is currently US$230 Trillion of global debt outstanding, up from $140 billion 
in late 2007. At some stage, this enormous level of debt needs to either be repaid or refinanced, likely forcing global 
central banks to keep rates low for the foreseeable future to prevent another severe debt crash. In the event that 
markets face anything remotely similar to the 2008 financial crash, global central banks have little firepower left, with 
their balance sheets bloated with US$25 Trillion of assets vs. less than US$8 Trillion at the commencement of 2008.  

 
 

 



 

 pg. 5  September, 2018 

DIGITALX ASSET MANAGEMENT RESEARCH REPORT 

 

Rising risk of inflationary debt contagion across developing markets  

We have previously discussed the financial conditions created from 2013 whereby yield-hungry investors, supported 
by the ideal “carry trade” conditions provided by the Bank of Japan, allowed global developing markets to take 
advantage of the opportunity to borrow enormous sums of foreign money at extremely low interest rates. The massive 
scale of funds offered by global co-ordinated quantitative easing, particularly over 2013 to 2016, quickly drove down 
yields in developing markets to extremely low levels. With significant long-term capital requirements to upgrade 
infrastructure and create jobs for their citizens, most developing countries borrowed considerably beyond a level that 
they could adequately be serviced if interest rates began to rise.  

 
The US Federal Reserve slowly begins its tightening cycle 

With the US beginning to raise the federal funds rate over the past twelve months to 2.25%, and further comments by 
Fed Reserve Chairman Jerome Powell to that the Fed is committed to 3-4 additional rate rises over the next 12-18 
months, investors have started to worry about the impact of a stronger US Dollar on developing markets’ external 
debt balances. If investors begin to believe that developing economies will not be able to refinance their debt at 
reasonable interest rates, we may see a significant sell-off in their local currencies, worsening their outstanding debt 
balances (measured in local currency) and risking a global currency and debt contagion spreading across developing 
markets.  

 

Figure 8: The US Federal Reserve began to discuss plans to tighten rates from 2016 onwards, triggering an increase in the US 10-year bond rate 
from 1.37% in 2016 to current rates above 3%.   

 
Falling local currencies may be signalling troubled waters ahead  

One of the key issues facing heavily indebted developing nations is that most of their debt burden is often issued in 
foreign currency (usually USD as the global reserve currency). If a severe economic or political shock occurs (such as a 
natural disaster, war, or appointment of a heavily socialist government), global financial markets may begin to discount 
the likelihood that a country will be able to full repay their outstanding debt. The first casualty is often the local 
currency, as foreign investors or wealthy local people begin to sell their assets and try to shift their wealth into US 
Dollars or physical metals (gold or silver).  

The government itself may also contribute to a steep fall in their local currency, by aggressively printing their money 
to exchange into US Dollars. These funds may be raised in an attempt to reduce their foreign debt burden, but very 
quickly their actions can lead to a collapse and a resultant explosion in the total value of their foreign debt outstanding 
(in local currency terms). This vicious cycle may eventually lead to the hyperinflation that we have witnessed in 
Zimbabwe and Venezuela over the past twenty years.  
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Figure 9: Following the collapse of the Zimbabwe economy in the early 2000s, the government attempted to print their way out of the problem 
to secure US Dollars. It was a complete disaster, with their currency falling by 1,000,000,000,000,000,000x over a 5-6 year period.  

 
TURKEY – Facing a severe currency crisis in 2018 

Turkey’s economic picture has deteriorated over the past 3-4 years, due to a combination of poor economic policy, 
significant internal political conflict, and a war in neighbouring country Syria (with an enormous refugee influx). 

As a member of NATO and potential EU member candidate, investors were attracted to the ~8% interest rates offered 
on Turkish 10-year bonds. From 2011 to 2015, Turkey borrowed over US$100 billion of additional debt from foreign 
sources, and has now expanded their borrowing to US$470 Billion, a 70% increase over their 2008 balance.  

 

Figure 10: Turkish 10-year bond rates were relatively stable from 2010 to 2015, but began to collapse after failing to secure admission to the 
European Union.  

The critical issue facing Turkey today is their rapidly collapsing local currency, exacerbated by their failure to be 
included as a member to the European Union. Things have gotten significantly worse over the past twelve months, 
following a major conflict with both President Trump and NATO due to disagreements on Turkey’s relationship with 
both Iran and Russia. The Turkish currency has fallen dramatically since 2015, moving from ~2.2/USD to 6.3/USD in 
2018. On a local basis, the collapse in Turkey’s currency has increased Turkey’s foreign currency balance (in local 
currency) from 900 Billion Turkish Lira to almost 3 Trillion Turkish Lira. Living conditions for Turkish people are rapidly 
worsening with annual inflation approaching 100% and Turkey struggling to meet their US$30 billion annual trade 
deficit.  
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Figure 11: Total Turkish Foreign Debt outstanding, measured in US Dollars (orange) and Turkish Lira (blue), illustrates the impact of a declining 
currency value on foreign debt balances 

With total foreign exchange reserves of $110 Billion, Turkey has funds that will provide a degree of cushioning for their 
economy. The Turkish central bank has also been aggressively raising interest rates (in September they hit 24%) in an 
attempt to attract domestic and foreign capital into their banking system and prevent further outflows of capital out 
from their country. Only time will tell if they succeed.   

 
Eleven nations heading down the currency crisis path 

Over the past month, we have analysed the foreign debt balances of over fifty large countries to try and determine 
which other nations could face a currency and debt crisis similar to the one that is currently plaguing Turkey. Whilst 
each country faces its own unique challenges and reasons for their current economic state, we have identified a total 
of eleven countries (besides Turkey) that exhibit a pattern of rapid increased in foreign borrowing and a declining local 
currency over the past 2-3 years. Whilst all of these countries have substantial foreign exchange reserves that may 
cushion the impact of their debt burden, they are under great pressure as a result of expanding their foreign debt 
balances by over 400% since 2008, when measured in their local currency.  

 
LATIN AMERICA 

We have identified five countries across Latin America (Brazil, Mexico, Colombia, Chile, and Argentina) that have 
accumulated a combined increase in foreign debt approaching US$1 Trillion since 2008.  

 

Figure 12: Five Latin American countries have seen a >400% increase in total foreign debt (local currency basis) since 2008, with Argentina 
facing a severe crisis that has resulted in a 1600% increase. 

These five countries are all facing a substantial decline in the value of their local currency is response to a combination 
of internal political and economic issues, as well as possible sales from local and foreign investors concerned about 
their large external debt levels. A weaker currency environment has resulted in their foreign debt balance growing by 
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500% for each country over the past ten years alone. If the US Federal Reserve continues to raise interest rates as 
indicated over the next twelve months, a stronger US Dollar could cause these external debt burdens to grow 
considerably (on a local currency basis), raising questions about the ability of each country to repay these borrowings.  

Of particular concern is Brazil, which now has a total external debt burden approaching US$700 Billion. Brazil continues 
to struggle with domestic political problems at the same time as its need to remain committed to improving the 
livelihoods of its 250 Million citizens. If Brazil fails to solve these political issues soon and improve economic growth, 
it risks a significant capital flight out of its financial system, exacerbating its currency and debt problem from foreigners 
(and wealthy locals) selling the Brazilian Real in favour of US Dollar safety. With US$380 billion in foreign exchange 
reserves, Brazil has some time to solve its political issues before its debt crisis becomes a major Latin American issue. 

Chile and Colombia has both increased their total USD borrowings by ~300% over the past ten years, but a gradual 
weakening of their local currencies by ~50% since 2013 has worsened their debt outlook. Both countries must continue 
to implement reforms that improve economic conditions and growth, allowing them to gradually work down their 
large debt balances.  

Argentina looks to have progressed significantly further down the path towards hyperinflation, with the growth in its 
external debt on a local currency basis now approaching 1600% since 2008. The Peso has fallen by over 80% from 
5.5/USD in 2010 to touch 40/USD in 2018. This has resulted in inflation rates approaching 40% and interest rates 
recently touching 60% as bankers attempt to retain capital within their banking system.  

 
ASIA  

Total External debt across Asia increased by US$5.8 Trillion over the past ten years, with the growth principally driven 
by China (+US$1.3 Trillion), Japan (+US$1.6 Trillion), Hong Kong (+$860 Billion) and Australia (+$650 Billion). With 
greater than 60% of the world’s population, Asia offers investors attractive opportunities and has a strong appetite 
for investment capital. A stronger USD on a rising interest rate picture from the US Federal Reserve raises the risk of 
external debt balances becoming a problem, triggering a possible currency crisis similar to the 1997 Asian financial 
crisis.  

There are four Asian countries (China, India, Vietnam, Indonesia) which have increased their total external debt by at 
least 350% since 2008, when measured in their local currencies.  

The first is China (blue line), which has increased their external debt balance from US$400bn to US$1.7 Trillion over 
the past ten years. There are several unique conditions impacting China that are worth highlighting; 

• With US$3 Trillion of Foreign Exchange Reserves, China has the ability to manage their foreign debt exposure to a 
greater degree than almost all countries in the world, but … 

• China is facing enormous head-winds as a result of trade issues with the United States. President Trump has 
recently imposed 10-25% tariffs on $250bn of their exports into the US in September, with threats to impose more 
tariffs on another $200bn of goods. If China’s exports begin to slow dramatically over the next 6-12 months, it may 
need to use a significant portion of its reserves to finance social programs to support job losses as a result of 
slowing export demand.  

• A substantial portion of China’s $3 Trillion of foreign exchange reserves is likely earmarked for the S$8 Trillion One-
Belt-One-Road global trade initiative. China is looking to create new trading partners across the Eurasian and 
African trade blocs over the next 10-20 years, reducing their exposure to US trade markets.  

• Unlike other nations facing weaker currencies as a result of large external debts, China’s local currency (Renminbi) 
has actually strengthened by 5% since 2008. If China decides to lower its currency rate to make its exports more 
price competitive, their total external debt balance risks becoming a big issue on a global scale. 

• Investors might expect China to simply borrow more foreign debt given their US$3 Trillion of FX reserves. However, 
it is essential to understand that the Chinese have closely studied the cause and consequences of the Russian debt 
crisis in 1998, and will unlikely ever permit foreign debt holders to threaten China and the Communist Party 
leadership structure. Therefore, if required, they will more than likely bring home FX reserves than allow foreign 
debt to get out of control.  
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With total external debt growing from US$220bn to $515bn over the past ten years, as well as a weakening local 
currency (39/USD in 2008 to 72/USD in 2018), India (green line) needs to carefully manage their exposure to foreign 
debt to ensure further currency weakness does not get out of control. India has very strong foreign exchange reserves 
above US$400 billion, which will provide a cushion and enable them to pay down a significant portion of their external 
debt if required.  

 

 

Figure 13: The external debt balances of four Asian nations have grown more than 350% over the last ten years  

India currently imports US$200bn of food products. An additional key risk in the region would be a significant drought 
event (El Nino) from poor monsoonal rains, forcing India to step into already tight global food markets to provide 
sustenance for their 1.1 billion citizens.  

Following the opening up of the Vietnamese economy after being accepted into the world trade organisation (WTO) 
in 2006, investors scrambled to gain exposure to Vietnam through debt offerings used to develop their economy and 
create local jobs. As a result, Vietnam has seen their total external debt increase from US$26 billion in 2008 to US$141 
billion in 2018. A fall in their local currency by 50% over the same ten-year period has resulted in an almost 800% 
increase (yellow line) in external debt (local currency basis). US$50 billion of foreign exchange reserves will provide 
some cushioning to their high debt exposure.  

The final Asian country with a possible debt problem emerging is Indonesia, which through a combination of political 
uncertainty and mounting debt issues, has seen the Rupiah fall by 50% since 2012. With a total external debt of US$365 
billion, up 375% in local dollar terms since 2008, Indonesia may need to rely on its US$120 billion of fixed income 
reserves to assist with managing this large debt balance. Inflation remains subdued at ~4%.  
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OTHER DEVELOPING COUNTRIES 

 

Figure 14: The external debt balances for South Africa and Egypt are becoming a significant issue, as internal political conflict is causing a steep 
decline in their local currency.  

Egypt and South Africa are the remaining two countries that we feel investors need to be very careful about due to 
rapidly escalating debt problems. South Africa is facing great political turmoil that seeks to redistribute land from white 
farmers back to their native population. This has caused the Rand to fall from 8/USD in 2012 to current level of 
14.4/USD, increasing the scale of their foreign debt exposure in local currency by 460% since 2008. Investors remain 
wary that South Africa is following the same path as Zimbabwe in the 2000s, where similar land redistribution policies 
resulted in Zimbabwe’s economy completely collapsing from rampant money printing that lead to +1 Trillion% inflation 
rates.  

Egypt has faced significant political pressure over the past 5 years following a military coup in 2013. The country has 
steadily increased their foreign debt borrowing, especially over the past two years where borrowing has doubled. A 
fall in the Egyptian Pound since 2015 has worsened conditions, placing Egypt in a critical situation whereby their total 
foreign debt in local currency terms is now approaching 800% growth since 2008. With inflation touching 15% in 2018, 
their central bank has raised interest rates to 18% in an attempt to retain capital within their banking system.  

 
Will the US Federal Reserve Bank continue to raise interest rates up to its 4% target rate? 

President Trump is committed to improving the export picture for the US economy, and has aggressively targeted 
China for unfair trade practices whilst also trying to encourage US and foreign manufacturers to shift back to the US. 
The US Federal Reserve also remains committed to gradually reducing the size of assets on the balance sheet, and has 
succeeded, lowering it by US$300 billion since 2015 to US$4.2 Trillion. As previously mentioned, Federal Reserve 
Chairman Powell has stated the plan of the FOMC committee is to keep raising rates by another 3 or 4 times (25 basis 
points per raise) over the next 12-18 months, lifting the US 10 -year bond back above 4%.  

It is likely that tension will increase between the President Trump and The Federal Reserve, as further increases in US 
rates could cause a strong rally in the US Dollar. This will place further pressure on US manufacturers, making their 
products less price competitive vs. other major exporters like China.  

A stronger US Dollar also risks triggering a significant global currency crisis contagion we have highlighted in this report. 
Investors should therefore place very close attention to the currency exchange rates of the 12 nations we have 
highlighted in this report for evidence of currency crisis worsening.  
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Our next report  

The US Dollar and Bitcoin: Could digital assets offer additional protection to investors during a financial crisis?  

Our next major research report to be released in late October will provide evidence explaining how investors within 
developing markets are also turning to Bitcoin to protect themselves from the impact of severe local currency 
weakness. We will also address some of the issues facing the US dollar as the sole reserve currency of the world, and 
put forward our view that investors should begin to prepare themselves by identifying alternate flight-to-safety assets 
such as Bitcoin that may also protect investors during a financial crisis.  

 
Timothy Davies 

Head of Investments 

DigitalX Asset Management  
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Disclaimer and Disclosure  

This publication has been prepared by DigitalX Funds Management Pty. ACN 624482748 (DigitalX). DigitalX declares that it 

may receive remuneration for the compilation and distribution of this research report. DigitalX and its associates also 

declare that they deal in cryptocurrencies (Crypto-assets) as part of their business and consequently may have a relevant 

interest in the Crypto-assets recommended herein (if any). This may include providing services to the issuing company, 

holding a position in the Crypto-assets or acting as principal or agent and as such may effect transactions not consistent 

with the recommendation (if any) in this report. DigitalX and its associates therefore may benefit from any increase in the 

price of those Crypto-assets. DigitalX and its associates may earn brokerage, fees, commissions, other benefits or 

advantages as a result of a transaction arising from any advice mentioned in publications to clients. DigitalX declares that 

it may have acted as an underwriter, arranger, co-arranger or advisor in transaction relating to the issue of Crypto-assets, 

and will have received a fee for its services, for any company mentioned within this report. Any advice contained in this 

document is unsolicited general information only and should not be considered to be financial product advice. You should 

not act on this advice without first consulting your investment advisor in order to ascertain whether the advice (if any) is 

appropriate, having regard to your investment objectives, financial situation and particular needs. Nothing in this report 

shall be construed as a solicitation to buy or sell a Crypto-asset, or to engage in or refrain from engaging in any 

transaction. Investments into Crypto-assets are high risk in nature as Crypto-assets have shown to be highly speculative. 

DigitalX notes ASIC’s published position that cryptocurrencies are not financial products1Crypto-asset related businesses 

have a number of risk factors which may impact on the value of Crypto-assets, including but not limited to: (a) The 

development of new regulatory frameworks involving Crypto-assets around the world; (b) Crypto-assets, like other 

monetary products, are subject to anti-money laundering and counter-terrorism funding legislation. This publication is not 

for public circulation or reproduction whether in whole or in part and is not to be disclosed to any person other than the 

intended recipient, without obtaining the prior written consent of DigitalX. DigitalX believes that the information and 

advice contained herein is correct at the time of compilation, however we make no representation or warranty that it is 

accurate, complete, reliable or up to date, nor do we accept any obligation to correct or update the opinions in it. The 

opinions expressed are subject to change without notice. DigitalX, its officers, agents and employees exclude all liability 

whatsoever, in negligence or otherwise, for any loss or damage relating to this document to the full extent permitted by 

law. We cannot guarantee that the integrity of this communication has been maintained, is free from errors, virus 

interception or interference. 1 Senate inquiry into digital currency Submission by the Australian Securities and 

Investments Commission December 2014 


