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Connection Between Debt, Oil and Emerging Markets 

 With the Federal Reserve ending their quantitative easing program this October, the common    

belief is “interest rates have nowhere to go but up.” Through monitoring the global economic and         

financial environment, the fundamentals continue to confirm that long-term interest rates will not rise. 

Short-term interest rates (duration 2 years and under) are largely determined by central banks, long-term 

interest rates (10 years and over) are market driven by investors and the demand for credit.  At the         

beginning of 2014, the 10-year interest rate was 3% and the consensus forecast of the 66 most senior 

economists was for it to rise to 3.44% by year end1. Instead of following wall-street consensus, it is       

important to analyze how higher long-term interest rates will affect the economy. With thorough research, 

it is quite clear that the financial and economic systems cannot support higher long-term interest rates.  

 

Debt 

 

Total credit expansion in the United States from 2000 until today has totaled nearly $32 trillion.    

During this time period, real GDP increased by only $3.85 trillion (2.23% annual rate) despite the massive 

debt expansion. China’s debt has grown from $1 trillion in the year 2000 to over $25 trillion today. This 

has contributed to their nominal GDP growing from $1.2 trillion at the turn of the century to over $9.2 

trillion today. Unlike in the United States economy which is consumer based, 50% of China’s GDP comes 

from fixed asset investment. An economic expansion of this type is heavily reliant upon commodities.  

China’s debt is being used to build cities where nobody is living, bridges to nowhere, and industry to    

produce more products than people can afford. (Marketplace/ Link 1) This level of malinvestment would 

have been impossible in a free market economy. Even in China’s planned economy, the ability of debt 

expansion to create growth is limited because the marginal return decreases over time. This means it    

requires even more debt to obtain the same level of growth.  

 

During the commodity boom, companies and countries began to access credit to increase the amount 

of commodities they produce. The “big three miners” (BHP, Vale, Rio Tinto) have increased their debt 

from $12 billion to more than $90 billion presently to fund increased production. “Total debt for listed 

American exploration and production firms has almost doubled since 2009 to $260 billion” (Economist/ 

Figure 1). Anywhere reserves of commodities were available for extraction debt was taken on to finance 

expansion with the belief that prices for these resources would remain high. Capital intensive projects 

such as off-shore drilling and other methods of removal became profitable, until prices dropped.  
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Commodities 

According to the Energy Information Administration, world consumption of oil increased by 13.4  

million barrels per day from 2000 until 2013. Non-OECD countries increased their oil consumption by 16 

million barrels per day while OECD nations decreased theirs by 2.6 million barrels (Figure 2). In the    

developed world, growth is slowing as a result of high debt levels and aging demographics. Technological 

advancements throughout OECD countries have created more efficient systems decreasing consumption 

of oil and other commodities.  Although the United States consumes less oil than it did in 2000, its       

production has increased by over 4 million barrels per day since 2008 (Figure 3). With oil hovering 

around $100 a barrel, hydraulic fracturing became a common technique of extraction. For example, over 

200 drilling rigs now cover the Eagle Ford Shale in South Texas with the first being constructed in 2008.  

With more production and lower consumption, the United States now imports less oil. “OPEC sent the 

U.S. 180.6 million barrels in August 2008, a month before the first Eagle Ford well; in September 2014, it 

shipped about half that, 87 million barrels. That is about 100 fewer tankers of crude arriving in U.S. 

ports.” (WSJ/Link 2) With the U.S. importing less, oil exporting nations began sending cargo ships      

towards Asia, as China’s debt fueled economic expansion continued.   

Slowing growth has contributed to the recent fall in prices as worldwide production is now outpacing 

consumption. As prices fall, the incentive for production declines due to diminishing profit margins. This 

results in a smaller overall supply and leads to stabilizing prices due to simple supply and demand       

economics. However, this process takes time; producers continue to extract resources out of the ground if 

the   price of the commodity exceeds its variable costs. Even if the price is below variable costs          

companies could take on debt (if they find a willing lender) to continue operations in the hope prices will 

rise. As prices decline, existing wells eventually shut down as they become less efficient over time and 

eventually uneconomical. They often aren’t replaced because the total cost of the operation is                

unprofitable. This trend is already beginning; permits for new wells have declined by 40% (Link 3).   

However, there are countries around the globe that have easily accessible oil and suppressed production 

because of political instability. If these countries (Syria, Iran, Iraq, Libya and Nigeria are the largest) were 

to stabilize, production would likely increase because they have reserves where oil is cheap to extract.  

Production will take a significant amount of time to decrease unless prices fall to the point below    

variable production costs. Considering the current slowing global economy and clear systemic risk,     

commodity prices falling further and remaining low for an extended period of time is certainly possible.  

 

Emerging Markets 

 

Although the United States has ramped up its production recently, non-OECD countries (developing 

or emerging) still produce nearly 75% of the world’s oil. Many developing nations suffer from what is 

known as the “resource curse”. They have a large quantity of a certain commodity and their economies 

boom when prices increase and suffer when prices decline. During the past decade, when commodity   

prices were rising developing countries expanded social welfare programs, which increased the standard 

of living. As interest rates approached zero in developed countries after the financial crisis capital flooded 
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into emerging markets searching for yield. Countries became accustom to obtaining higher revenues 

through commodity sales and easy access to credit. The result is that many oil exporting nations now need 

oil above $100 a barrel to balance their budgets because of increased expenses. Saudi Arabia obtained   

nearly 90% of their fiscal revenue from oil and gas sales in 2013. They obtain a higher percentage of their 

revenue from oil than any other country. Higher commodity prices have a reinforcing effect by enabling 

exporting nations to offer subsidies on the resources they sell. As prices increase, oil producing nations 

generate more revenue and are able to provide resources at lower prices to citizens and companies. Saudi 

Arabia spent $48.1 billion on subsidies in 2013 (IEA/ link 4) selling barrels of oil domestically at $5 to $15 

a barrel compared to international buyers who paid more than $100 at the time. The Saudis received over 

85% less revenue from domestic sales compared to foreign.  Subsidies of this magnitude have contributed 

to Saudi oil consumption increasing from 1.5 million barrels per day in 2000 to 2.9 million barrels in 2013. 

As oil prices fall, oil exporting nations take in less revenue and are no longer able to provide as many    

subsidies to their citizens which decrease consumption. Venezuela has increased consumption by offering 

“cut-rate” or discounted oil to neighboring nations. Recently because of fiscal budget constraints,         

Venezuela has needed more revenue from oil and has been providing less discounted oil to acquire the   

market price. “Venezuela’s cut-rate oil exports to countries fell about 20% through October compared with 

the same period last year, says ClipperData LLC, a New York data tracker. And last year, Venezuela’s     

cut-rate oil exports declined 15% from 2012.” (WSJ/ Link 5) As oil prices continue to fall, the $548 billon 

spent on fossil fuel subsidies will be cut as oil exporting nations suffering from funding gaps need to      

increase revenue by selling at market price. Russia, Iran and Nigeria also acquire over half their fiscal     

revenue from selling petroleum (Figure 4). These countries are hoping oil prices rebound. If this is not the 

case, they will have to cut social welfare programs, take on debt or likely a combination of the two. This is 

not easy to do politically in countries where poverty rates are already high and credit ratings are dropping 

with revenues falling.  

 

Since emerging markets have been a driver of global growth, their slowdown is a concern. With less 

revenue, commodity-producing nations will face difficulty repaying loans. According to Ambrose Evans 

Pritchard of The Telegraph, “Emerging Markets have collectively borrowed $5.7 trillion in US dollars, a 

currency they cannot print and do not control. This hard-currency debt has tripled in a decade, split         

between $3.1 trillion in bank loans and $2.6 trillion in bonds.” (Link 6)  Emerging markets may have to 

default on debt denominated in foreign currencies and inflate away debt denominated in their own notes. 

This has already begun happening with Nigeria devaluing the Naira and the Russian Ruble losing nearly 

50% its worth against the dollar. The trend of a strengthening dollar is likely to continue as this situation 

unfolds.  
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Conclusion 

 

 The shale boom in the United States has been one of the only bright spots in the labor since the 

financial crisis (figure 5). Lower oil prices have already caused this trend to slow as permits for drilling 

have dropped. Although this negatively affects income, falling commodity prices also save individuals 

and companies money that buy these resources. Currently, firms are benefiting as their profit margins    

increase from costs declining. For example, any good or service that requires transportation will have        

lower costs because the price of oil has fallen 50%. Industries with little competition will be able to use 

these cost savings to boost profits. However, in competitive markets firms will drop their prices to gain 

market share while keeping the same profit margin. When firms collectively drop prices, it can create    

deflationary trends on a global scale. This creates a problem because deflation makes it more difficult to 

repay extreme global debt levels. United States Treasuries and other high rated bonds will gain value as a 

result of lower inflation (see previous newsletter) and a search for safety. Money is already fleeing      

high-yield bonds, emerging markets and any other equities that have exposure to the commodity market 

as there is fear of continued price declines. Losses may extend to industrial production companies such as 

Deere and Caterpillar. The financial sector may also suffer losses as debt is repaid in devalued currency or 

not at all. The commodity crash of 2014-2015 has the potential to cause a collapse in world financial   

markets not seen since the Eurozone debt crisis of 2012 or even the great recession of 2008.  
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Sources: 

(Figure 1) 

 

http://www.economist.com/news/finance-and-economics/21635505-will-falling-oil-prices-curb-americas-

shale-boom-bind 

(Figure 2) 
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Figure 3) 

 

 

Figure 4) 
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Figure 5) 

 

 

 

 

 

 

 

 

 

 

 

 

Link 1) 

http://www.marketplace.org/topics/world/marketplace-25/chinas-economic-boom-leaves-trail-ghost-cities  

Link 2) 

http://www.wsj.com/articles/tracing-oil-price-plunge-back-to-texas-1418404579?

mod=WSJ_hp_RightTopStories  

Link 3) 

http://www.reuters.com/article/2014/12/02/us-usa-oil-permits-idUSKCN0JG2C120141202 

Link 4) 

http://www.iea.org/subsidy/index.html 

Link 5) 

http://www.wsj.com/articles/an-ailing-venezuela-trims-oil-diplomacy-1417824828?tesla=y&mg=reno64-

wsj  

Link 6) 

http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/11300454/Fed-calls-time-on-5.7-

trillion-of-emerging-market-dollar-debt.html  
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