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Book and slides

• Updated versions of the slides can
be downloaded from the book web
page www.globalfinancialsystems.org
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License

• These slides are licensed under Creative Commons BY-NC-ND 4.0
(creativecommons.org/licenses/by-nc-nd/4.0)

• Non-commercial use is permitted, but not distribution of modified versions

• Material credited to a source on the slide itself is excepted and remains with
its original owner
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Chapter 19 and 20

• These slides contain the first part of Chapter 19
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Sovereign debt
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Sovereign debt
• Sovereign debt is money owed by the central government

• not municipal governments, state-owned enterprises or the central bank
• a central government guarantee of their debt is a contingent liability until it

is called

• Two types
1. domestic debt
2. external debt

• A missed or delayed payment, a repudiation or a distressed exchange is a
sovereign default

• It is not the same as a private default (discussed below)

• If the market has doubts about the repayment capabilities of a government,
it will demand higher interest rates making refinancing problematic and
triggering a sovereign debt crisis
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Why governments issue debt

• Finance fiscal deficits when expenditure exceeds revenue

• Smooth spending across economic cycles

• Fund infrastructure and development projects

• Manage the government’s cash flow through the year
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External debt

• Debt owed to non-residents; often issued under foreign law and/or in foreign

currency, but not necessarily

• Typically issued in international capital markets or borrowed from foreign
commercial banks
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Domestic debt

• Domestic debt has always been a major part of a country’s debt stock,
averaging almost two-thirds of total public debt in the 20th century

• Advanced economies can borrow in their own currency at lower risk premia

• Own-currency debt gives governments ways to cut its real value without a
contractual default

• By creating inflation, governments can lower the real value of their debt
stock

• As the US did after WWII via inflation and financial repression
• QE alone is not equivalent to this. The key channel is sustained negative real

interest rates
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Defaults, restructuring, rescheduling

• Most defaults end in a negotiated restructuring rather than repudiation

• Rescheduling is a restructuring that changes the timing of payments, while
others also change principal or interest

• Restructuring mechanisms:
• Maturity extension — pushing repayment dates further out
• Coupon reduction — lowering interest payments
• Principal haircut — reducing face value of debt
• Currency redenomination — changing payment currency

• Creditors prefer a negotiated restructuring to repudiation because:
• Maintains some creditor recovery
• Preserves market access possibilities
• Avoids complete breakdown in creditor relations
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Encouraging lenders to agree

• The holdout problem — minority creditors can block restructuring and
demand full payment while others accept haircuts

• Exit consents — bondholders who accept the deal vote to strip non-payment
terms from the old bonds, making them less attractive to holdouts, on a
threshold set by the contract

• Collective action clauses (CACs) permit a majority, or supermajority, of
creditors to modify key terms of the bonds, including principal and interest
payments

• CACs are now standard in new international bonds and increasingly
aggregate the vote across series, so a holdout minority finds it much harder
to block a deal as Elliott did to Argentina
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What about European sovereign debt?

• Issued in euros. Member states do not have monetary sovereignty over the
euro

• In some countries mostly held by foreigners, in others by domestic agents
• Much pre-2012 Greek debt was under Greek domestic law. In 2012 Greece

retrofitted collective action clauses (CACs), which let a qualified majority of
bondholders bind the rest, to restructure these bonds

• That was the route taken in the private sector involvement (PSI), rather than
redenominating

• Greek-law bonds were restructured, while many foreign-law bonds were
excluded or settled separately
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Sovereign default

• Inherently different from the bankruptcy of a company

• Countries are not liquidated under bankruptcy law

• Default often reflects a cost-benefit calculation by the government, but it
can also follow from foreign-exchange scarcity, sanctions or administrative
failure

• Most country defaults happen long before a nation really runs out of
resources

• There is no sovereign bankruptcy regime — no automatic stay, no priority
rule and no court that can bind every creditor

• Repayment depends therefore not only on the ability of the government but
also on its willingness to do so
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Why repay sovereign debt

Reputation risk default can close future access to international capital markets,
though these costs are often conditional on regime and policy change

Trade disruption including trade finance and claim enforcement in friendly
jurisdictions

Discouragement of FDI defaults erode perceptions of property rights and firm
security

• Venezuela kept paying its bonds well into its crisis, widely read as protecting
its oil shipments and Citgo from seizure, before defaulting comprehensively
in 2017
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Databases on sovereign default

• Reinhart and Rogoff (2009) — eight centuries of external and domestic
default, plus banking, inflation and currency crises

• Laeven and Valencia (2026) — systemic banking crises since 1970, with
fiscal costs and output losses

• Beers, Ndukwe, and Berry (2025) — annual stocks of government debt in
default, by creditor type, since 1960

• Cruces and Trebesch (2013) — investor haircuts in 180 restructurings of
external debt with private creditors, 1970–2010
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History — advanced economies
Reinhart and Rogoff (2009)

• Sovereign default has been common — even among today’s rich countries
• Spain defaulted 13 times between the 16th and 19th centuries
• France defaulted eight times before 1800
• Greece has spent about half the years since independence in 1829 in default

or restructuring

• They defaulted mainly on external debt while they were still developing
• Only after WWII did they stop being serial defaulters

• deeper domestic capital markets, borrowing in their own currency, stronger
institutions and more diversified economies
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History — the developing world

• As advanced economies stopped defaulting, the developing world took over

• With newly gained independence, new states borrowed heavily on
international markets, often for infrastructure and war

• Commodity busts and rising global interest rates then triggered waves of
default — the 1820s, the 1930s and the 1980s Latin American crisis

• Several 20th-century emerging economies (India, Indonesia, Brazil) defaulted
more than once, though counts vary by source
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External defaults

• An external default is strongly correlated with global economic factors,
especially commodity prices, interest rates and capital flows because
sovereign borrowing is procyclical

• Countries overborrow when times are good — high commodity prices, low
global rates — precisely when they need it least

• When capital inflows suddenly reverse, they are left exposed and frequently
default
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How the debt ratio evolves

• The debt-to-GDP ratio rises with the effective interest rate and falls with
nominal GDP growth

• A primary surplus reduces it, a primary deficit adds to it

• When the interest rate exceeds nominal growth, merely stabilising the ratio
requires a primary surplus

• Maturity and currency determine how fast a rate shock reaches the budget
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Vulnerabilities

• Many countries tend to satisfy their funding needs by borrowing short-term,
issuing debt with maturities between one and three years, which carries a
lower interest rate

• This introduces rollover risk and makes a country vulnerable to a liquidity

crisis

• Many emerging markets can only borrow in foreign currency

• This introduces exchange-rate risk and makes a devaluation more costly
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Debt tolerance

• How can some countries function with debt around 205% of GDP (Japan,
see below) while others default at 40%?

• Debt tolerance: the level of debt a country can sustain without triggering a
crisis

• Debt/GDP is not the only relevant metric — debt service relative to revenue
or exports, the maturity profile and foreign-currency exposure matter as
much
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Debt intolerance

• Debt intolerance — many emerging markets struggle at external debt levels
that advanced countries manage comfortably

• Weak institutions and short political horizons make external borrowing an
easy way to postpone fiscal adjustment

• Safe thresholds depend on a country’s repayment history, indebtedness and
record of inflation and macroeconomic stability
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Contrasting debt tolerance

• Many countries default at debt levels that look modest

• Mexico defaulted in 1982 with external debt at 47% of GDP, Argentina in
2001 with public debt just over 50%, which then jumped once the peg broke

• Historically only a minority of defaults occurred above 100% of GDP, many
below 60% and a non-trivial share below 40%

• There is an endogeneity problem — weak institutions lead to defaults, which
further weaken institutions and lower future debt tolerance
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Vulnerabilities — the transition dynamic

Funding ample

Economy grows

Below debt
threshold

Debt threshold
exceeded

Sudden stop

Crisis,
GDP falling

A small shock can
trigger the transition
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Japan

• Japan borrows in yen and its debt is largely held domestically
• Funding costs stayed very low for decades — the average rate on

outstanding government bonds was 0.83% in FY2024 — so it tolerates debt
around 205% of GDP

• Higher inflation that lifts interest rates would raise fiscal costs
• Outright default risk remains low given domestic holdings and central bank

support
• The high debt burden limits Japan’s room for fiscal and monetary manoeuvre

• That era is now ending as the BoJ raises rates — Chapter 22 takes up the
case
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Enforcement
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Domestic and foreign issues

• Debt issued at home under domestic law

• Terms governed by domestic law can be changed by legislation (an Act of
Parliament), subject to constitutional and property rights constraints

• Foreigners usually insist on foreign courts (New York or London)
• Argentina’s long holdout battle was fought under New York law
• The pari passu ruling barred it from paying restructured bondholders without

the holdouts, forcing a 2016 settlement at a large premium
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No sovereign bankruptcy court

• There are no international courts for enforcing sovereign debt

• The IMF proposed an international legal mechanism for sovereign debt
(SDRM) in 2001–03, but it was not adopted

• Instead, collective action clauses became the market-based alternative
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Military enforcement (historical)
• Before WWII, creditors often enforced by military force — gunboat

diplomacy or occupation
• Control usually centred on the customs houses — tariffs were the largest

and most easily seized revenue, collected at the ports
• Egypt’s fiscal crisis led to European financial control. The UK occupied

Egypt in 1882 (protectorate declared in 1914)
• The Ottoman Empire defaulted in 1875. In 1881 European creditors created

the Ottoman Public Debt Administration to control key revenues
• A European naval blockade enforced creditor claims against Venezuela in

1902–03
• The crisis prompted the US Roosevelt Corollary (1904) — the US would

police the hemisphere’s finances to keep the European powers out
• Under it the US ran customs receiverships and occupations across the

Caribbean — the Dominican Republic, Nicaragua and Haiti (next slide)
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Haiti
New York Times, 2022

• Haiti won its independence from France in 1804, the first free Black republic
• In 1825 France sent warships and demanded 150 million francs to recognise

it — compensation to former slaveholders for their lost “property”
• Far more than France had charged the US for the whole of Louisiana in 1803
• An 1838 settlement cut the remaining balance, bringing the total to about 90

million

• Unable to pay, it borrowed from French banks — by 1914 over
three-quarters of the national budget went to servicing the indemnity and
the loans raised to pay it, a lasting drain on the state’s finances

• In 1915 the US invaded and occupied Haiti for 19 years — guarding the new
Panama Canal and its own interests, not to collect France’s debt

• It took over the customs and the national bank, and by 1922 the debt had
passed into American hands — paid off in full in 1947

https://www.nytimes.com/2022/05/20/world/americas/haiti-history-colonized-france.html
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Newfoundland
• Only liquidation of a country for debt reasons

• Was a British dominion with self-governing status before the crisis

• By 1933, its public debt was about three times its GDP, and its export
economy collapsed

• Newfoundland asked the UK for help. The reply was “No part of the British
Empire has ever yet defaulted on its loan obligations” ... “Bankruptcy is at
best an ugly word and carries a stigma which a nation even more than an
individual would do well to avoid.”

• Newfoundland temporarily gave up responsible government to a
UK-appointed Commission of Government

• Two referenda in 1948 on whether to join Canada or regain independence

• Joined Canada in 1949 after narrowly voting for Confederation in the second
referendum, though independence had led the first



Global Financial Systems © 2026 Jon Danielsson · CC BY-NC-ND 4.0 · page 32 of 48

Sovereign debt Enforcement Today Bibliography

Modern enforcement mechanisms

• Creditors can no longer send gunboats and no court can compel payment, so
enforcement works through what default costs the sovereign

• Markets impose the first cost — downgrades, wider spreads and lost access
to funding

• Creditors can accelerate the debt and sue in the courts named in the bond

• A judgment reaches only commercial assets abroad — immunity protects
diplomatic property, central bank reserves and warships

• The pressure to settle therefore depends on where the assets are and how
much the sovereign needs to borrow again
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Paris Club

• An informal group of 22 official bilateral (government-to-government)
creditors that meets in Paris

• It reschedules sovereign debt, and for poorer countries reduces or cancels it

• Common Framework applicants include Chad, Zambia, Ethiopia and Ghana

• China is not a member. It has taken part only as an ad hoc creditor
(discussed later)
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Extreme legal steps and vulture funds

• Sovereign debt can live for years, even centuries (e.g., Haiti and Russia)

• Distressed debt may attract vulture funds — investors who buy it cheaply,
then sue for full repayment

“. . . billionaire Paul Singer, who in 1996 paid $11m for discounted Peruvian debt
and then threatened to bankrupt the country unless they paid him $58m ... In
order to keep a good standing in international financial markets, Peru paid.

Singer and his New York-based investment fund, Elliott Associates, have since
sued the Republic of Congo (Congo Brazzaville) for $400m for a debt bought at

$10m.”
The Guardian, 2007
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Carrots and sticks

• Carrots — a haircut can be offset with a higher coupon, collateral or a
value-recovery instrument, though a longer maturity is relief to the sovereign
rather than a sweetener

• Sticks — sovereigns can suspend or threaten payments to bring creditors to
the table

• Pari passu clauses rank claims equally — in the Argentine case a New York
court read this to require ratable payment, an interpretation later contracts
expressly disavow
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Enforcement effectiveness
• Despite limited legal tools, sovereign debt enforcement has moderate success
• Evidence of effectiveness:

• Most sovereign defaults since 1990 ended in restructuring, not outright
repudiation

• Haircuts average about 37%, so creditors recover around 60% in present
value of the old face amount, with wide variation

• Many countries return to markets within a few years, conditional on policy
credibility

• Notable failures:
• Argentina’s 15-year legal battle with holdouts
• Venezuela’s ongoing default despite foreign assets
• Russia’s 1918 repudiation — creditors recovered little until settlements

decades later (UK 1986, France 1997)

• Overall, an imperfect but functional system
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Sovereign debt today
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Countries in serious difficulty with sovereign debt

today
BoC–BoE (Bank of Canada–Bank of England) Sovereign Default Database
Beers, Ndukwe, and Berry (2025)

• About US$425 billion of sovereign debt was in default in 2024, across 86
governments, down from $471 billion in 2023

• The largest foreign-currency bond defaults in 2024 were Venezuela ($53bn),
Russia ($49bn), Lebanon ($43bn), Ukraine ($27bn) and Sri Lanka ($15bn)

• This list is not comprehensive and classifications can differ

• Defaults since 2020 include Mali, Sri Lanka, Belarus, Ukraine, Ghana,
Lebanon, Zambia, Ecuador and Suriname

• 19 defaults on Fitch-rated sovereign bonds across 13 countries between 2000
and 2019 — the broader BoC–BoE definition counts far more
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Debt trading at distressed levels

• In mid-2026 Venezuela, Lebanon and Belarus remain in outright default,
with Ethiopia still restructuring

• Bonds of several others trade at distressed levels, with spreads above 1,000
basis points

• Of those that defaulted since 2020, Suriname, Zambia, Ukraine, Ghana and
Sri Lanka completed restructurings in 2023–24
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From the Paris Club model to fragmented creditors

• International sovereign bonds are usually governed by New York or English
law

• Paris Club members coordinate their bilateral claims, with the IMF providing
emergency finance and conditionality

• Some of the poorest countries had their debt cancelled outright

• But this cooperative system assumed a small club of mostly Western
creditors

• The creditor base has now shifted — non-Paris Club lenders hold the
majority of debt in many distressed countries
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The role of China
• China has now become a very large creditor — Chinese state, state-owned

companies and private creditors

• Often mixed with the Belt and Road Initiative

• China is the largest bilateral creditor of many countries now in or near
default — Zambia, Sri Lanka, Ghana and Suriname among them

• Sovereign debt in default to China jumped 49% to about US$54 billion in
2024

• China has also become a rescue lender — about $240 billion of emergency
loans to 22 distressed countries by 2021, mostly via central-bank swap lines

• By 2022 some 60% of its overseas loan portfolio was owed by countries in
distress, up from under 5% in 2010

• Many contracts include confidentiality clauses, so the loan terms are not
publicly disclosed
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Why China restructures differently

• China prefers bilateral resolution and takes part in the Paris Club only as an
ad hoc creditor

• It typically resists nominal haircuts, preferring maturity extensions and
interest rate reductions

• China is not set up for restructuring, which needs permission from the State
Council. A write-down may mean that bureaucrats made a mistake

• In traditional creditor nations, official and commercial lending are
institutionally separate, with established debt relief policies for official loans

• In China, multiple state-linked lenders operate with mixed mandates. Many
loans are treated as commercial, and traditional official-sector relief practices
are often contested
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The consequences

• Restructurings have become more protracted and harder to conclude
successfully

• Non-Chinese creditors are concerned that any debt relief could indirectly
finance repayments to Chinese lenders

• There are similar concerns about emergency financing being used to service
Chinese claims

• The G20 Common Framework has aimed to bring China into multilateral
workouts, but progress has been slow
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Zambia — a case study

• Defaulted in 2020, the first African country to default during COVID-19

• Chinese lenders hold about a third of Zambia’s external debt

• Applied for Common Framework treatment in early 2021
• Restructuring took nearly three years due to:

• Disagreements between Chinese and Western creditors
• China pressed for the multilateral development banks to contribute too,

though they keep preferred creditor status
• Disputes over what constitutes commercial versus official debt

• Agreement with official creditors in 2023 and a Eurobond exchange in June
2024 — by the end of 2025 deals covered most of the debt being
restructured

• Illustrates how creditor coordination failures delay recovery
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Other contemporary challenges

• Private creditor coordination has become more difficult with diverse
bondholders

• IMF resources strained by multiple simultaneous crises

• Geopolitical tensions beyond China (Russia, Middle East) affect willingness
to co-operate

• New instruments — climate and disaster clauses, debt-for-nature swaps —
add further parties and terms
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Where this leaves us

• The cooperative workout model — Paris Club, IMF, comparable treatment
— assumed a small, aligned group of creditors

• That world is gone — claims are now split across China, private bondholders
and others with divergent interests

• The Common Framework is the agreed replacement, but it is slow, reaches
only eligible low-income countries and does not bind every creditor

• The cost falls hardest on the poorest countries, where defaults now drag on
for years
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Buchheit’s lessons

• Don’t let a sovereign debt problem become a banking crisis

• Don’t delay recognising that debt levels are unsustainable

• Keep track of government obligations, including hidden and sub-national
debt — Argentina’s provinces, Spain’s regions, China’s local governments

• Ask for enough relief that you need not restructure again — Latin America
in the 1980s, Greece

• Be ruthlessly efficient. Sovereign debt crisis comes along with other
problems that need addressing

• Be evenhanded and treat all creditors the same (except perhaps trade
credit). Resist geopolitics and long-term promises
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