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Abstract. This paper constructs a theoretical framework for analyzing the 

volatility of capital flows in emerging markets during a Federal Reserve interest 

rate hike cycle, based on the theories of interest rate parity, international capital 

flows, and risk transmission mechanisms. The Federal Reserve has initiated 

multiple rounds of interest rate hike since 2022, making this round of tightening 

cycle one of the most rapid and substantial in the past four decades.By reviewing 

existing literature, it reveals the pathways of capital flows through the interest 

rate channel, exchange rate channel, asset price channel, and debt transmission 

mechanism. The study finds that emerging market capital flows are highly 

sensitive to the spillover effects of Federal Reserve policies and are influenced 

by a combination of domestic economic fundamentals, external risk sentiment, 

and the geopolitical environment. This paper proposes systematic strategic 

recommendations from four levels: macroeconomic policy, financial markets, 

international cooperation, and corporate responses, aiming to provide theoretical 

and policy references for stabilizing capital flows and preventing financial risks 

in emerging market countries. 
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1 Introduction 

When the monetary policy of the Federal Reserve is adjusted in terms of highly 

integrated global finance, its spillover effects are high. The interest interest rate increase 

of the Fed which is one of the fundamental matters in the global financial sphere affects 

the capital flows within the emerging markets significantly. Traditionally, many 

financial crises including the Latin America debt crisis of 1980s and the Asian financial 

crisis of 1997 have been closely correlated to the US increasing their interest rates with 

complicated transmission process and extensive repercussions.  

In an attempt to deal with the most aggressive rise in inflation pressures in four 

decades in March 2022, the Fed began the most aggressive process of raising interest 

  
© The Author(s) 2026
L. C. Yoong (ed.), Proceedings of the 2026 2nd International Conference on Financial Innovation and Marketing
Management (FIMM 2026), Advances in Economics, Business and Management Research 408,
https://doi.org/10.2991/978-94-6239-801-6_63

https://doi.org/10.2991/978-94-6239-801-6_63
http://crossmark.crossref.org/dialog/?doi=10.2991/978-94-6239-801-6_63&domain=pdf


 

 

 

            591The Fluctuation Mechanism, Transmission Path, and … 

rates since the 1980s, the federal funds rate moving nearer to zero toward a 5.25%-

5.50% target range in less than two years. This dramatic change of policy resulted in 

quickening of the global dollar liquidity, substantial appreciation of the dollar index, 

and mass withdrawal of foreign capital by the emerging markets. At the same time, debt 

levels in the global economy at the post-pandemic stage are as high as they were at any 

previous time, the ratio of debt to emerging markets also grows significantly; the 

geopolitical tension does not decrease, on the contrary, on global capitals, global supply 

chains restructuring and deglobalization trends create new conditions to change the 

logic of how resources are distributed internationally[1]. This is why the challenges of 

managing capital flows faced by emerging markets have never been as high in the past. 

The aim of the study is to develop a theoretical framework which will combine 

interest rate parity and international capital flows and the mechanism of risk 

transmission using a systematic review of the existing literature. This model helps to 

explain the multichannel transmission steps through which Fed interest rate increment 

cycle is affecting the capital flow in the developing economies. The research method 

used is the literature review, wherein it concentrated on theoretical frameworks, and 

empirical data on the interest rate channel, exchange rate channel, asset price channel 

and debt transmission channel. It aims at authoring emerging market countries 

systematical response to risk at the policy coordination and market development as well 

as international cooperation levels.  

Practically, this paper will address the immediate need of the emerging markets 

countries to stabilize their financial position and avoid systemic risk throughout this 

round of interest rates increases. A large variation in the capital flows will have effects 

on the exchange rates, foreign exchange reserve, the real economy, and the banking 

system and the extent to which they will be influenced is huge in individual countries. 

Such difference incorporates copious aspects such as the resilience of economies 

particularly during crises, policy structures, and the quality of institutions. These 

heterogeneous mechanisms of impacts can only be analysed systematically and only 

then forward looking and differentiated response strategies can be developed. 

Simultaneously, the financial stability of emerging markets is limited by the leaking 

out policy of the developed countries as the emerging markets increase their 

international impact. Such structural contradiction, in turn, will require the 

enhancement of international policy coordination, the creation of regional financial 

safety nets, and the reform of the international monetary system that will decrease the 

overdependence of the emerging markets upon the one system and make these markets 

more resilient to external shocks. 

2 Literature Review and Theoretical Framework 

2.1 Studies of the Spillover Effect of the Federal Reserve Federal Reserve 

Monetary Policy 

The existing literature has mainly settled on the notion that the monetary policy of the 

Federal Reserve has major spill-over effects, especially on the realm of the capital flows 
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to emerging economies in terms of interest, exchange rate and asset prices [2]. Some 

researches have suggested that domestic economic aspects of emerging markets (like 

foreign exchange reserves, fiscal deficit, and inflation rates) are the primary elements 

in diffusing the severity of such spillover impacts. 

2.2 Theoretical Thesis of Emerging Market Capital flow Fluctuation 

Mechanisms 

The interest rate parity theory posits that the Federal Reserve increases its interest rates 

which increases yields in the US Treasuries, indicates a reversal of arbitrage capital 

outflow in the emerging markets; the portfolio balance theory points out that global risk 

appetite changes, causing a nuclear reallocation of capital; as mentioned the debt 

transmission mechanism, links the pressure of emerging markets in repaying dollar-

denominated debt to an intensified push of arbitrage capital out of the emerging 

markets. 

3 Fluctuation Mechanism of Emerging Market Capital Flows 

During The Fed'S Interest Rate Hike Cycle  

3.1 Direct Transmission Mechanism 

The direct transmission mechanism of the Fed's interest rate hikes to emerging market 

capital flows is mainly achieved through three core paths: interest rate parity 

transmission, asset price revaluation transmission, and exchange rate expectation 

transmission.. 

Interest Rate Parity. The interest rate parity theory explains that at an ideal situation 

when capital is free and the transaction cost is insignificant the difference in interest 

rates between two nations is expected to equal the anticipated exchange rate change 

thereby this means that the returns obtained on assets owned by investors in the various 

countries would be equal. Increase in interest rates in the US has a direct impact in 

increasing the interest rate between the US and emerging markets which subsequently 

cause arbitrage capital to flow in to the US as a result. The policy interest rate increase 

directly increases the yield premium of dollar assets, including the US Treasury bonds, 

which increases their relative attractiveness[3]; an increase in the interest rate augments 

the anticipation of dollar appreciation, which boosts the actual desired revenue of dollar 

assets further. A combination of these two factors makes the majority of international 

investors to redefine their asset portfolios with a decreasing proportion of asset 

allocation towards assets of an emerging market, and an increasing proportion of asset 

allocation towards dollar assets. 

Asset Price Revaluation Transmission. The asset price revaluation transmission 

mechanism operates through global portfolio rebalancing. First, rising interest rates 
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directly depress the valuation levels of risky assets such as stocks, leading to a more 

significant adjustment in emerging market stock markets. Second, rising US Treasury 

yields alter the risk-reward ratio of global asset classes, prompting institutional 

investors to reallocate their assets. Finally, the combined effect of increased market 

volatility and decreased risk appetite will result in a substantial sell-off of emerging 

market assets.  

Compared to the interest rate parity theory, the asset price revaluation mechanism 

differs significantly in its transmission characteristics. The interest rate parity theory 

emphasizes the response of arbitrage capital to spot interest rate differentials, primarily 

affecting short-term money market flows; while the asset price revaluation mechanism 

reflects more the allocation adjustments of medium- and long-term capital, involving 

the flow of funds among financial market participants in stocks, bonds, and other 

financial instruments. In terms of timeliness, interest rate parity transmission typically 

manifests immediately after policy announcement, while the impact of asset price 

revaluation exhibits a gradual and pro-cyclical characteristic, often accelerating 

outflows during periods of heightened market volatility. 

Exchange Rate Expectation Transmission. As the Federal Reserve enters the cycle 

of rates raise, the augmented yield benefit of assets that are launched in dollars hikes 

the dollar exchange rate, which causes a drop in currency in the emerging markets [4]. 

First, the expectation of currency depreciation by international investors that will fester 

the ex-dollar returns on investments prompted them to take a maintaining initiative to 

shrink their exertion in emerging market investments. Second, inference of future 

depreciation heightens the curbing expenses dampening the electronic appeal of 

arbitrage deals. Last but not least, depreciation expectation encourages the domestic 

residents and businesses to accumulate more foreign currency assets. The combination 

of these pressures tends to put a positive feedback loop of expected depreciation - 

capital outlay - actual depreciation. This is of particular interest to the emerging 

economies, of which the frequency of a floating exchange rate systems yield, the 

empirical studies indicate that once an agreement is reached on the devaluation in the 

market, capital flight can go to 3-5 times normal selling. When the policy interventions 

do not possess credibility, they might contribute to the escalation of the expectation 

volatility. 

3.2 Indirect Transmission Mechanism 

Structural changes in international risk appetite are tend to occur in response to federal 

reserve interest rate increases. Given that cycles of interest rate hikes are normally 

associated with a heightened risk aversion, risk sentiment indices like the VIX index 

indicate that a rise in interest rates is accompanied by heightened risk aversion. The 

impact of this change directly on the risk exposure management of investors in the 

emerging markets is as follows: on the one hand, safe-haven funds are out of high risk 

assets into safe assets, including the US Treasury bonds; on the other hand, because of 
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the Value at Risk (VaR) constraints, leveraged investors have to sell their positions in 

emerging markets [5]. 

The appreciation of the dollar at the same time exerts a negative effect on the 

commodity prices, which affects the emerging economies, that rely on resources, twice. 

The emerging economies that depend on the export of commodities see their revenues 

decrease, on the other hand, the weaker perspective regarding the resource sector makes 

the associated assets less attractive. Records indicate that prices of commodities 

decrease by a mean of 6-8 in case the dollar index increases by 10 percent. It is 

especially in capital-flows in resource-based economies like Latin America and Middle 

East that this transmission of prices takes place.  

The capital flow volatility is also enhanced by the procyclical nature of international 

banks along with institutional investors. Global financial institutions tend to implement 

three strategies in an environment that has been increased in interest rate such as 

tightening of cross-border credit standards, risk weighing of emerging markets as well 

as the reduction in the duration of the asset. Those actions have a direct impact on 

capital supply by credit provisions. The increases made to the interest rates in the US 

have resulted in a reduction of the rates at which international banks loan to emerging 

markets. More specifically, the contagion effects can be caused by risk management 

changes by large European and American banks on market and asset prices. 

3.3 The Effect of the New Markets 

Capital Flow Volatility Vulnerability. The exposure of the emerging markets mainly is 

based on its dependence on the dollars-denominated debts. In simultaneous cases of 

dollar appreciation and increase in interest rates, the emerging markets experience both 

a debt bearing burden with the local currency value go on the foreign currency debt; 

and simultaneously, the rollover costs are also rising due to the increase in interest rates 

[6]. Mismatch in the maturity of debt further increases the risks involved, and 

economies that have a high level of short-term debt will be more susceptible to the 

shocks in liquidity.  

Secondly, they are also prone to vulnerability due to poor regulatory systems. The 

level of financial regulation is lower than the level of market development in emerging 

markets. Most of these emerging markets have poor systems of monitoring cross-border 

flows of capital and risk accumulation is therefore not easily recognized early enough; 

the financial innovation lacks sufficient regulations and there is a lack of regulations on 

newer forms of businesses like derivatives trading and electronic currencies. Such 

institutional inefficiencies restrict the ability to respond to policy and can cause 

regulatory arbitrage amid crises.  

In the meantime, the emerging markets possess poor fundamentals. The common 

predicaments of account deficits, lack of foreign exchange reserves, high inflation and 

slow economic growth are major frailty of the market trust. Specifically, the capital 

outflows will put more strain on the economies, which have twin deficits (fiscal deficit 

and a current account deficit) in the period of the Fed rate hikes. 
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4 Capital Flow Fluctuations In The Emerging Markets Case 

Study 

In a period of Fed Rate Hike Cycle This was the typical example of capital flow changes 

during a Fed rate hike cycle; the Latin American debt crisis of the 1980s. In the years 

1979-1981, the federal funds rate began to shoot up by a sharp margin of 11 percent to 

19 percent in an attempt by the Federal Reserve to quell the inflation and prices. 

Through this change in policy, a systemic debt crisis occurred in Latin America: the 

interest rate parity mechanism saw a mass repatriation of international capital out of 

Latin America to the United States, which caused an immediate disruption of capital 

inflows to the region; the dollar index shot up, and suddenly the real burden of dollar-

denominated debt of Latin American countries skyrocketed; and a change in global 

risk-taking attitude prompted a collective retrenchment of lending by international 

commercial banks, causing a sharp reduction in net capital inflows to Latin America. 

The structural weaknesses that exist in the Latin American countries which included 

the use of fixed exchange rates, strong dependency on export of commodities to grow 

the economy and where there was a highly dollarized debt structure further enhanced 

the devastating effect of external shocks to them[7]. 

The answer to this crisis was a lesson to the policies. The crisis management methods 

need to be more timely and, as the debt restructuring program, which was conducted 

with the assistance of the International Monetary Fund, took almost a decade, means 

that such a program needs to be carried out in a more timely manner. The financial 

liberalization reforms that were being encouraged by the Latin American countries 

following the crisis in fact worsened further capital flow volatility, showing a need that 

opening of financial markets must be encouragement in concert with development of 

regulatory capacity[8].  

5 Strategy Analysis 

New markets have to create a collective defense mechanism in the macroeconomic 

policy to manage the volatility of the capital flows due to the increase in the interest 

rates of the Fed.  

Monetary policy wise, there should be some tight and stable interest rate policy. 

Firstly, to prevent balance trying to outflow capital and put domestic currency under 

pressure to devalue, there is a need to moderately increase interest rates as a way of 

preserving interest rate difference with other major economies; secondly, over 

tightening will discourage the domestic economic growth and hence the central bank 

must have a clear understanding of when and how many times to implement the policy. 

Meanwhile, using a rigid exchange rate system is prone to attack by speculators and 

therefore it is important to make the exchange rate system flexible [9]. In the case of 

floating exchange rate, intervention must be ensured in conditions of excessive 

volatility of the market. The fiscal policy must be counter-cyclical. In times of 

economic boom, fiscal space is supposed to be built up to create adequate fiscal buffers; 

when outflow pressures on capital markets are in play then fiscal spending is supposed 
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to be increased moderately to bring about stabilization of aggregate demand and market 

confidence but the magnitude and composition of fiscal increases must be wary of 

creating debt sustainability problems.  

Adjustment of fiscal policy should aim at streamlining the expenditure system by 

investing more in economic productive and long term development enhancing areas 

including the construction of infrastructure, investment in human capital and 

technological innovation. Moreover, there is need to have in place in fiscal risk early 

warning mechanism, monitor more on implicit debt and contingent liabilities as well as 

ensure that the fiscal policy does not damage the medium- and long-term fiscal health 

in responding to short-term shocks. 

It is also important to enhance financial oversight. A capital flow management 

instrument with multiple levels should be built, which consists of price-based 

instruments that characterize the short-term capital flow speculative capital flows and 

macro-level banking system measures. At the same time, the resilience of the domestic 

financial system needs to be enhanced, the adequacy ratios of bank capital and liquidity 

regulatory standards, especially through more rigid supervision of foreign currency 

business, should be increased [10]. The monitoring framework of systemic risks should 

cut across the whole banking, securities, and insurance industries, and the shadow 

banking system should be enhanced and monitored. Moreover, the domestic currency 

bond market should be developed to alleviate overdependence on the foreign currency 

debt, and the foreign exchange derivatives market should be enhanced to give the 

enterprises the effective exchange rate risk hedging instruments.  

6 Conclusion 

This paper presents a systematic explanation of the volatility process of capital flows 

in the emerging market during the period of raising the interest rates by the Federal 

Reserve by developing three dimensions of the framework of analysis, which are the 

transmission of interest rate parity, transmission of asset price revaluation and 

transmission of exchange rate expectations. According to the study, the Fed monetary 

policy causes the capital outflow pressure by the emerging markets in three versions 

that include: the interest rate parity transmission, the asset price revaluation 

transmission, and the exchange rate expectation transmission. These transmission 

effects are very much connected to the structural features of emerging markets in 

themselves the level of dollarization, the financial regulatory system, the basic 

macroeconomic fundamentals all the factors influence the variations in the capability 

of different economies to absorb the external shock. Past experiences indicate that the 

external shocks will trigger systemic financial risks when structural vulnerabilities are 

presented with the external shocks. Due to the results of the research, multi-level 

response strategies are also proposed in this paper.  

In the future, the monetary policy of the Fed will proceed in the normalization phase, 

and the problems related to capital flows management of the emerging markets will 

take new forms: the emergence of digital currencies can switch the pace and trends of 

cross-border capital flows, and changes in the geopolitical environment can add 
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structural contrast to global financial markets. New concerns in the evolution of studies 

in the field must be limited on the study of advanced matters like innovation in capital 

flow regulatory structures in the digital finance era, a mechanism of interaction between 

the green finance and international capital flows, and financial stability tools to the 

emerging economies under the restructuring of supply chains. The only way that the 

emerging market countries may develop a strong risk prevention and control system in 

the ever-attached global financial environment, and ensures a virtuous cycle of financial 

stability and economic growth is through a persistent theoretical innovation and 

exploration.  
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