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Sovereign Default Risks Exist Outside The U.S. Too
 
Summary
The United States has managed to avoid default by coming to a debt ceiling resolution; 
however, in the event the U.S. did default on its sovereign debt obligations the 
repercussions would have been severe. Sovereigns around the world likely would have 
followed the U.S. into default, with emerging market countries arguably most vulnerable. 
Despite the worst case scenario being avoided, sovereign default risks in the emerging 
markets still exist. We highlighted elevated default risks in a recent report citing rising 
debt service costs, and in this report, we note that financial markets are also pricing 
relatively high default risk for sovereign borrowers across most emerging market 
regions. While we remain constructive on emerging market currencies, sovereign default 
risks represent a tail-risk to our outlook, and should defaults materialize and gather 
momentum, our outlook could change over time.
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Emerging Market Sovereign Default Risks Still Present
The U.S. debt ceiling standoff has finally come to a resolution, and while the worst case scenario has 
been avoided, a U.S. sovereign debt default could have had significant implications for the global 
economy and financial markets. Ripple effects of an American default would have likely reverberated 
in such a way that a wave of sovereign debt defaults around the world would have followed soon after. 
Spillover effects of a U.S. default would have been felt most acutely in the emerging markets where 
economic conditions are more fragile and public finance profiles more worrisome. But even though 
the United States has avoided default, multiple sovereign debt defaults across the emerging and 
developing economies could still materialize in the near future. We pointed out default risks in a recent 
report where we highlighted how debt service costs in the emerging markets are on a worsening 
trajectory and at the highest they have been in the last fifteen years. Rising debt service costs, along 
with additional external challenges such as a strong U.S. dollar, have placed pressure on sovereign 
repayment capacity over the last few years. With interest rates set to remain elevated for the time 
being, the U.S. dollar resilient, and growth prospects subdued, multiple borrowers are likely facing an 
elevated probability of default.
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Financial markets are also pricing elevated default risks across emerging market regions. To that point, 
emerging market bond and credit default swap prices have evolved in a way that is consistent with 
deteriorating creditworthiness and worsening repayment capacity. One of the indices we watch to 
gauge how market participants view sovereign creditworthiness and the perceived risk of default is 
the J.P. Morgan Emerging Market Bond Index (EMBI) Global Spread. The EMBI index is a weighted 
average of the largest emerging market countries and how their dollar-denominated bonds are trading 
relative to U.S. Treasuries. As the index rises, the yield spread over U.S. Treasury bonds is widening (i.e., 
EM sovereign debt is declining in value relative to the United States) and sovereign creditworthiness is 
worsening. Year-to-date, the EMBI is up 25 bps—which is in addition to a 53 bps rise in the index last 
year—suggesting even weaker repayment capacity and a rising probability of default among emerging 
market sovereign debt issuers. Also, and perhaps just as interesting, as of early June there are 16 
sovereigns that have dollar-denominated bonds trading in “distressed” territory (i.e., yield spread 
over an equivalent U.S. Treasury bond of at least 1,000 bps). This number is greater than the number 
of countries with distressed bonds at the end of 2022, approaching the same number of countries 
that had debt trading at distressed levels during the depths of the COVID crisis in March 2020, and is 
higher than most periods over the past decade (Figure 1). The market value of this distressed debt is 
currently around US$73B, which is also close to the market value of distressed debt in March 2020, 
and greater than the market value of distressed bonds at the end of last year.

Countries with bonds in distressed territory represent some of the fundamentally weaker countries 
as well as countries that have been exposed to exogenous shock events (Figure 2). As far as the 
fundamentally weak countries, sovereigns with either uncured defaults or recent defaults such as 
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Lebanon, Sri Lanka, and Zambia (among others) continue to see yields well into distressed ranges. 
Pakistan also has sovereign debt trading in distressed territory, and while Pakistan has not defaulted, 
the country has been hit by multiple shocks that have the government on the brink of missing 
payments. The Russia-Ukraine conflict and the subsequent rise in commodity prices initiated crisis 
conditions in Pakistan; however, economic conditions have deteriorated further amid natural disasters, 
an overvalued currency, and domestic political instability. IMF financing has stalled as the Pakistan 
rupee has yet to freely float and fiscal slippage imbalances persist, and until an IMF program is solidly 
in place and authorities hit program targets, Pakistani sovereign debt will likely continue to trade at 
an elevated premium to risk-free U.S. Treasury bonds. Argentina, a repeat defaulter, has yet to regain 
investor confidence as the peso is heavily overvalued and large economic imbalances seem unlikely 
to correct in the near future, especially with elections set to take place around the end of this year. 
Also in Latin America, Ecuador, El Salvador and Bolivia have distressed debts, which particularly stem 
from idiosyncratic issues such as political instability in Ecuador, unorthodox policy implementation in 
El Salvador, and a lack of foreign exchange reserves due to protecting a currency peg in Bolivia. And in 
Egypt, commodity price shocks, a lack of commitment to freely floating the pound, and inadequate FX 
reserves have kept sovereign debt in distressed territory for some time now.

While we are not necessarily forecasting a wave of sovereign defaults in the emerging markets to 
materialize, we wanted to further highlight this potential tail-risk to not only the global economic 
outlook, but also to our constructive outlook for emerging market currencies. We highlighted this risk 
when we touched on rising debt service burdens, but another round of sovereign debt defaults was a 
concern shared by public and private sector analysts that we took away from our time at World Bank 
and IMF 2023 Spring Meetings. We should note that of the countries with debt currently trading in 
distressed territory, none of these countries in isolation are large enough to disrupt global financial 
markets nor investor sentiment towards emerging markets. However, should all of these countries 
default in aggregate, financial market disruption could be severe. Last year, we did a deep dive into 
individual countries that could be vulnerable to sovereign default based on underlying economic 
fundamentals. In the near future, we will update this framework and take a forward-looking view on 
where sovereign debt dynamics could be set to worsen materially and which countries could be at risk 
of default. Should we feel that more countries—both systemically important sovereigns and countries 
less influential over global financial markets—are at risk, we could look to incorporate default risk into 
our currency forecasts. However, to reiterate, we remain optimistic on the path ahead for emerging 
market currencies, and sovereign default risks only represent a vulnerability for the time being.

Economics | 3

https://wellsfargo.bluematrix.com/links2/link/html/8ad02262-f233-4c54-a61f-39873286bf80/f63bcbf4-340c-459c-8b0f-fd857ebd09cc
https://wellsfargo.bluematrix.com/links2/link/html/8ad02262-f233-4c54-a61f-39873286bf80/f63bcbf4-340c-459c-8b0f-fd857ebd09cc


International Commentary Economics

Subscription Information

To subscribe please visit: www.wellsfargo.com/economicsemail

Via The Bloomberg Professional Services at WFRE

Economics Group

Jay H. Bryson, Ph.D. Chief Economist 704-410-3274 Jay.Bryson@wellsfargo.com

Sam Bullard Senior Economist 704-410-3280 Sam.Bullard@wellsfargo.com

Nick Bennenbroek International Economist 212-214-5636 Nicholas.Bennenbroek@wellsfargo.com

Tim Quinlan Senior Economist 704-410-3283 Tim.Quinlan@wellsfargo.com

Sarah House Senior Economist 704-410-3282 Sarah.House@wellsfargo.com

Azhar Iqbal Econometrician 212-214-2029 Azhar.Iqbal@wellsfargo.com

Charlie Dougherty Senior Economist 212-214-8984 Charles.Dougherty@wellsfargo.com

Michael Pugliese Senior Economist 212-214-5058 Michael.D.Pugliese@wellsfargo.com

Brendan McKenna International Economist 212-214-5637 Brendan.Mckenna@wellsfargo.com

Jackie Benson Economist 704-410-4468 Jackie.Benson@wellsfargo.com

Shannon Seery Economist 332-204-0693 Shannon.Seery@wellsfargo.com

Nicole Cervi Economic Analyst 704-410-3059 Nicole.Cervi@wellsfargo.com

Jessica Guo Economic Analyst 212-214-1063 Jessica.Guo@wellsfargo.com

Karl Vesely Economic Analyst 704-410-2911 Karl.Vesely@wellsfargo.com

Patrick Barley Economic Analyst 704-410-1232 Patrick.Barley@wellsfargo.com

Jeremiah Kohl Economic Analyst 704-410-1437 Jeremiah.J.Kohl@wellsfargo.com

Coren Burton Administrative Assistant 704-410-6010 Coren.Burton@wellsfargo.com

4 | Economics

http://www.wellsfargo.com/economicsemail


Sovereign Default Risks Exist Outside The U.S. Too Economics

Required Disclosures

This report is produced by the Economics Group of Wells Fargo Bank, N.A. (“WFBNA”). This report is not a product of Wells Fargo Global Research and the 
information contained in this report is not financial research. This report should not be copied, distributed, published or reproduced, in whole or in part. WFBNA 
distributes this report directly and through affiliates including, but not limited to, Wells Fargo Securities, LLC, Wells Fargo & Company, Wells Fargo Clearing Services, 
LLC, Wells Fargo Securities International Limited, Wells Fargo Securities Europe S.A., and Wells Fargo Securities Canada, Ltd. Wells Fargo Securities, LLC is registered 
with the Commodity Futures Trading Commission as a futures commission merchant and is a member in good standing of the National Futures Association. 
WFBNA is registered with the Commodity Futures Trading Commission as a swap dealer and is a member in good standing of the National Futures Association. 
Wells Fargo Securities, LLC and WFBNA are generally engaged in the trading of futures and derivative products, any of which may be discussed within this report.

This publication has been prepared for informational purposes only and is not intended as a recommendation offer or solicitation with respect to the purchase or 
sale of any security or other financial product nor does it constitute professional advice. The information in this report has been obtained or derived from sources 
believed by WFBNA to be reliable, but has not been independently verified by WFBNA, may not be current, and WFBNA has no obligation to provide any updates 
or changes. All price references and market forecasts are as of the date of the report. The views and opinions expressed in this report are not necessarily those of 
WFBNA and may differ from the views and opinions of other departments or divisions of WFBNA and its affiliates. WFBNA is not providing any financial, economic, 
legal, accounting, or tax advice or recommendations in this report, neither WFBNA nor any of its affiliates makes any representation or warranty, express or implied, 
as to the accuracy or completeness of the statements or any information contained in this report and any liability therefore (including in respect of direct, indirect 
or consequential loss or damage) is expressly disclaimed. WFBNA is a separate legal entity and distinct from affiliated banks and is a wholly owned subsidiary of 
Wells Fargo & Company. © 2023 Wells Fargo Bank, N.A.

Important Information for Non-U.S. Recipients

For recipients in the United Kingdom, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated investment 
firm authorized and regulated by the Financial Conduct Authority (“FCA”). For the purposes of Section 21 of the UK Financial Services and Markets Act 2000 (“the 
Act”), the content of this report has been approved by WFSIL, an authorized person under the Act. WFSIL does not deal with retail clients as defined in the Directive 
2014/65/EU (“MiFID2”). The FCA rules made under the Financial Services and Markets Act 2000 for the protection of retail clients will therefore not apply, nor will 
the Financial Services Compensation Scheme be available. For recipients in the EFTA, this report is distributed by WFSIL. For recipients in the EU, it is distributed 
by Wells Fargo Securities Europe S.A. (“WFSE”). WFSE is a French incorporated investment firm authorized and regulated by the Autorité de contrôle prudentiel et 
de résolution and the Autorité des marchés financiers. WFSE does not deal with retail clients as defined in the Directive 2014/65/EU (“MiFID2”). This report is not 
intended for, and should not be relied upon by, retail clients.

SECURITIES: NOT FDIC-INSURED - MAY LOSE VALUE - NO BANK GUARANTEE

Economics | 5


	Important Disclosures

