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service sovereign debt obligations. During the middle of 2022, we believed credit rating

downgrades and a wave of sovereign defaults were likely to materialize. While sovereign

stresses indeed mounted over the course of 2022 and 2023, we now believe the most

challenging period for emerging and frontier market sovereigns is over as sovereign debt

profiles and asset positions have improved. Going forward, should our outlook for central

bank policy rate cuts and a weaker dollar come to fruition, sovereign default risks could

ease more substantially over time.
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Emerging Market Sovereign Default Risks Are Receding

Not long ago, the global economic backdrop offered serious challenges for emerging market countries.
Dynamics surrounding monetary policy, financial markets, global economic growth and politics were
less than ideal for stability in the developing world. Which is likely why—combined with economic
mismanagement at the local level—so many emerging and frontier governments experienced
sovereign debt repayment issues over the course of 2022 and into 2023. In fact, during the summer
months of 2022, we published a series of reports focusing on sovereign debt dynamics in emerging
markets. We pointed out how debt servicing costs had risen considerably despite overall debt
burdens being lower relative to advanced economies. We also highlighted that an elevated number
of governments across the emerging markets had debt trading at distressed levels, and probabilities
of sovereign default and credit rating downgrades were elevated. We even went so far as to identify
which countries were at risk of default in the near future as a difficult global landscape was likely to
persist for the time being. Fast-forward to 2024 and the problems that once weighed on emerging
sovereign repayment capacity have not completely disappeared but, in our view, have subsided.
Central banks around the world, in particular the Federal Reserve, have ended tightening cycles and
are approaching interest rate cuts. The U.S. dollar, while still strong relative to historical levels, has
broadly slowed its pace of appreciation and is off recent highs. Global growth has been resilient, and
the political and social volatility that spawned from cost of living pressures has also cooled. While

the global economy is not without challenges and uncertainties, we believe the global landscape

has evolved in a way where emerging market sovereign default risks have come down and the most
challenging post-COVID period for widespread sovereign stress in the developing world is in the past.

In August 2022, when the global backdrop was arguably most concerning for emerging markets, we
developed a framework to identify sovereigns potentially at risk of default. In 2022, our analysis was
useful to highlight at-risk sovereigns, some of which did ultimately miss debt payments, but also
nations likely to experience crisis conditions in the near future. We recently updated this framework
not only to get a sense for country-specific default risks, but also to discern the overall direction of
sovereign stress. As mentioned, we believe the direction of sovereign credit risk is on an improving
trajectory, a view supported by our analysis of the global economy but also revealed by our sovereign
default framework. Our framework is built around four indicators that we believe appropriately
capture debt repayment capacity. These indicators are centered around the sovereign debt profile as
well as components of the sovereign's asset position, and include:

* Gross Government Debt (% of GDP)
¢ Interest Expense (% of government revenue)
e Foreign Currency Denominated Debt (% of total outstanding sovereign debt)

e Foreign Exchange Reserves (months of import coverage)

We selected these metrics to assess the size and cost of sovereign debt burdens, the currency
composition—local currency vs. foreign currency—of government debt to ascertain sensitivity to
dollar strength, as well as liquid reserve assets that can be used to service coupon payments or make
maturity payments. As far as the methodology for our framework, we use a scorecard approach

to aggregate these variables and determine an overall level of sovereign default sensitivity. Our
framework incorporates IMF forecasts for each indicator. We then use IMF projections to create
arolling 12-month forecast to ensure a forward-looking view of the evolution of sovereign debt
profiles and asset positions, rather than where these metrics stand today. We also selected a very
specific universe of countries to analyze. Our framework is designed to capture the more systemically
important emerging market nations—such as China—as well as some of the largest and most liquid
frontier nations, such as Nigeria. While frontier economies may not be systemically important the
same way countries like China are, should one or more frontier sovereigns in our universe default,
financial markets could be briefly rattled. And finally, we excluded sovereigns that are currently in
default, such as Zambia and Sri Lanka. While these sovereigns would flash as highly at risk, we left
these countries out of our universe in an effort to identify only new sovereign default candidates.

The results of our updated framework are in the following tables, and more specifically, in the
“Sovereign Default Sensitivity March 2024” column. As far as how to interpret the analysis, sovereigns
at the top of the table and highlighted in red and orange (Figure 1) are most at risk of default or
experiencing a form of sovereign stress based on the indicators included in our framework. According
to our framework, Ukraine is most at risk—which makes intuitive sense, given the ongoing military
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conflict with Russia—followed by The Maldives, Argentina, Bahrain, El Salvador, Pakistan and so on.
We also include the forward-looking assessment for each of the indicators built into our framework
and how countries fare on each variable. Using Pakistan as an example, debt levels are only moderately
elevated and sovereign debt is more or less balanced between FX and local currency denominated
debt; however, debt servicing costs are high and central bank FX reserves are dangerously low. When
we aggregate these variables, we determine Pakistan has an elevated default or sovereign stress risk
based on a weak debt profile and limited external asset buffers. Indeed, Pakistan has been on the
brink of default for years and has turned to the IMF on multiple occasions for emergency funding
to avoid missing debt payments. Pakistan showing up toward the top of our list is comforting in the
sense that our framework and methodology is still practical and has a degree of being able to predict
sovereign crises to it. On the other hand, there are plenty of sovereigns our framework identifies
as having little default risk (Figure 2). These countries are highlighted in green with the United Arab
Emirates exhibiting the least amount of default risk of the countries in our universe. The UAE has an
ideal sovereign debt profile—low debt that is mostly denominated in local currency—while central
bank FX reserves and sovereign wealth fund assets are more than adequate to act as buffers. Other
sovereigns, such as China, Saudi Arabia, Kuwait and Qatar, also have limited sovereign stress risks.
Figure 1 - High to Moderate Default Risk Figure 2 - Moderate to Low Default Risk
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While identifying countries with elevated or little default risk is certainly a worthwhile exercise,
examining sovereign default risk for the entire developing world is arguably more imperative at the
moment. And according to our framework, generally speaking, default risks across the emerging

and frontier markets are receding. To make that assessment, we compared our framework's current
assessment to the output from our original analysis in August 2022, which we show in the “Sovereign
Default Sensitivity August 2022” column above. Our framework identifies 12 sovereigns where default
risks have retreated. At the same time, default risks have risen in only eight sovereigns, suggesting
debt profiles and asset positions have broadly turned a corner, and at a high level, overall sovereign
stress risks are lower relative to mid-2022, when stresses were arguably at a peak. In addition, the
composition of the countries where default risks have changed is interesting, and we can draw a similar
takeaway. Costa Rica, Egypt, Turkey, Ecuador, Nigeria and Kuwait are examples of countries where
sovereign stress risks have fallen. In aggregate, the economies our framework identifies as less likely

to default have a nominal GDP worth ~3.5% of global GDP. On the other hand, The Maldives, Bahrain,
Mongolia, Bolivia, Malaysia and Israel represent select sovereigns our framework identifies as where
default risks are rising. While certain sovereigns from this group—particularly Malaysia and Israel—are
sizable and could disrupt markets should they miss payments, the majority of this set of economies are
relatively small. In aggregate, sovereigns that have seen default risk rise—including Malaysia and Israel
—have a nominal GDP worth a little over 1% of global GDP. Point being, a greater number of countries,
as well as larger and more systemically important sovereigns, have seen risks of a credit event ease
since the middle of 2022, giving us more confidence that overall EM and frontier default risks are

moderating.

Financial markets seem to agree with our framework's results. Year to date, the J.P. Morgan EMBI
Spread—an index designed to measure the basis point spread of emerging market sovereign dollar
bond yields over U.S. Treasuries—has fallen noticeably. To that point, the EMBI Global Spread is down
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32 bps this year on top of 200+ bps of narrowing since the index's high point in mid-2022 (Figure 3).
In fact, emerging market sovereign spreads are currently the narrowest they have been in the post-
COVID era and are approaching pre-COVID levels. Of course, this is not to say that no government
could default on their sovereign bond obligations in the near future. Our framework does suggest that
vulnerabilities exist as many emerging and frontier nations are exposed to dollar strength through

a sizable portion of foreign currency denominated debt, while FX reserve positions are not quite
sufficient, broadly speaking. While these vulnerabilities are unlikely to disappear, we do believe these
vulnerabilities will not trigger broad repayment capacity issues nor another wave of sovereign defaults
at this time. To that point, we believe the U.S. dollar is set to cyclically weaken over the second half

of 2024 and into 2025 (Figure 4). In our view, dollar weakness will be a function of Federal Reserve
interest rate cuts and an easing of global financial conditions that creates a risk-on sentiment among
market participants. Should dollar depreciation indeed materialize, dollar-denominated coupon and
maturity payments will become more serviceable and exposure to FX debt may actually become a
positive characteristic of many sovereign debt profiles. Dollar depreciation may also lead to central
banks replenishing FX reserve stockpiles. Should local currencies experience appreciation pressure,
central banks would have little rationale to intervene in FX markets to further support their respective
currencies. In this scenario, FX reserve accumulation could occur and asset positions would improve. As
mentioned, the EMBI spread index is approaching pre-COVID levels, and if our longer-term U.S. dollar
outlook plays out, spreads could fall below January 2020 levels.

Figure 3 Figure 4
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We developed this framework as a starting point to identify sovereign default risks. Of course, our
framework does not include all metrics of debt and fiscal sustainability nor does it pick up risks related
to the political will to repay debt. Our framework also does not fully capture governments that receive
donor support from friendly nations or any future financial assistance from programs agreed to

with multilateral institutions such as the IMF. If we include friendly nation support, Bahrain may have
inherently less default risk. Bahrain is toward the risky end of our framework's assessment; however,
the government receives significant financial support from Saudi Arabia that reduces sovereign
default risk substantially. If we were to include official sector support, countries such as Pakistan and
Egypt may move toward having less sovereign default risk, as both the governments are working

with the IMF and currently receiving funding disbursements. We purposely exclude multilateral lender
programs as there is always a risk governments cannot meet economic targets and disbursements end
suddenly. There is also a risk that financial support from other countries dwindles or tensions build in a
way that alters the nature of relations between countries. Separately from our analysis, we would not
be shocked if smaller non-systemically important countries not in our sample universe (such as Laos)
defaulted on its obligations in the near future. While any sovereign default is significant in some sense,
a Laos default may not carry the same amount of weight as the countries in our framework and would
likely have only very limited impact on broader global financial markets.

4| Economics



Is Peak Emerging Market Debt Distress in the Past?

Subscription Information

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

Via The Bloomberg Professional Services at WFRE

Economics Group
Jay H. Bryson, Ph.D.
Sam Bullard

Nick Bennenbroek
Tim Quinlan

Sarah House
Azhar Igbal
Charlie Dougherty
Michael Pugliese
Brendan McKenna
Jackie Benson
Shannon Grein
Nicole Cervi
Patrick Barley
Jeremiah Kohl
Aubrey George
Delaney Conner
Anna Stein

Coren Burton

Chief Economist

Senior Economist
International Economist
Senior Economist
Senior Economist
Econometrician

Senior Economist
Senior Economist
International Economist
Economist

Economist

Economist

Economic Analyst
Economic Analyst
Economic Analyst
Economic Analyst
Economic Analyst

Administrative Assistant

704-410-3274
704-410-3280
212-214-5636
704-410-3283
704-410-3282
212-214-2029
212-214-8984
212-214-5058
212-214-5637
704-410-4468
704-410-0369
704-410-3059
704-410-1232
212-214-1164
704-410-2911
704-374-2150
212-214-1063
704-410-6010

Economics

Jay.Bryson@wellsfargo.com
Sam.Bullard@wellsfargo.com
Nicholas.Bennenbroek@wellsfargo.com
Tim.Quinlan@wellsfargo.com
Sarah.House@wellsfargo.com
Azhar.lgbal@wellsfargo.com
Charles.Dougherty@wellsfargo.com
Michael.D.Pugliese@wellsfargo.com
Brendan.Mckenna@wellsfargo.com
Jackie.Benson@wellsfargo.com
Shannon.Grein@wellsfargo.com
Nicole.Cervi@wellsfargo.com
Patrick Barley@wellsfargo.com
Jeremiah.J.Kohl@wellsfargo.com
Aubrey.B.George@wellsfargo.com
Delaney.Conner@wellsfargo.com
Anna.H.Stein@wellsfargo.com

Coren.Burton@wellsfargo.com

Economics | 5


http://www.wellsfargo.com/economicsemail

International Commentary 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 or such earlier date as may be indicated for a particular price or forecast. The
views and opinions expressed in this report are those of its named author(s) or, where no author is indicated, the Economics Group; such views and opinions 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. © 2024 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 Act 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 contréle prudentiel et de résolution and the Autorité des
marchés financiers. WFSE does not deal with retail clients as defined in 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

6 | Economics



	Important Disclosures

