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Nearly 17 percent of emerging-market sov-
ereign debt is trading at distressed levels, 
comprising approximately $237 billion of 

the $1.7 trillion owed by governments of develop-
ing countries to foreign lenders.1 This magnitude 
of sovereign debt trading is indicative of economic 
unrest in the developing world and the resulting 
allocation of limited resources to food, medicine 
and fuel rather than bond coupons. This paradigm 
has emerged prominently in Sri Lanka over the 
past several months, as the nation defaulted on 
its debt and told creditors that it would not repay 
without an agreement to restructure its obligations.2 
Despite this strategy, protests recently erupted 
over the country’s inability to import goods and 
provide essential services.3 Protesters stormed the 
prime minister’s residence and converged on the 
residence of the president, who resigned over his 
handling of the economy before temporarily fleeing 
the country.4

	 Investors and businesspersons with interests in 
international business dynamics should take note 
that the crisis in Sri Lanka is neither self-contained 
nor isolated. On Aug. 11, 2022, Sri Lanka acceded 
to pressure from the U.S. and India to cancel (or at 
least postpone) the planned docking of a Chinese 
naval ship at a key Sri Lankan port.5 Commentators 

have noted that there are underlying strategic moti-
vations for preventing China from establishing a 
military foothold close to the Middle East — just as 
China bristles at the presence of U.S. naval ships in 
the region.6 
	 As other countries, including Ghana, Argentina, 
Ukraine, Egypt and Pakistan, run similar risks of 
default and the associated political strife, they not 
only endanger foreign investment but become 
petri dishes for geopolitical maneuvering and 
widespread economic ripple effects.7 The starting 
point for addressing these challenges is under-
standing the roots of the problem: (1) Why are 
certain developing countries unable to pay back 
their debts, and (2) how were they able to borrow 
so much in the first place? 
 
Understanding the Challenges 
that Developing Countries Face 
When Paying Back Their Debts 
	 Governments developing the infrastructure of 
their respective countries finance these projects by 
borrowing money, typically by issuing bonds or 
notes that may be sold to individuals, organizations 
or even governments of other countries. Like pri-
vate debt, the debt accrued by governments, often 
called “sovereign debt,” is repaid with interest at a 
rate that reflects the risk of default. To determine 
a government’s risk of default, credit-rating agen-
cies will consider numerous factors, including the 
extent of a government’s outstanding debts and its 
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ability to repay those debts vis-à-vis an adequate tax 
base.8 Because these factors will vary across differ-
ent countries, not all sovereign debt is equal. 
	 For example, the U.S. is an economic power-
house with a sophisticated infrastructure and a large 
gross domestic product (GDP). Although the U.S. 
carries substantial debt, lenders believe that the U.S. 
is more than capable of raising sufficient revenue to 
service its debts, which is why U.S. debt is popular-
ly called “risk-free.”9 Sri Lanka, on the other hand, 
does not have a sufficient tax base to support its 
outsized debts.10 
	 Beginning in 2009, Sri Lanka’s government 
began an ambitious spending spree on infra-
structure, building airports, stadiums, roads and 
ports.11 Betting that these projects would stimu-
late tremendous growth in its economy, the gov-
ernment borrowed extensively to finance con-
struction and simultaneously cut taxes to attract 
business to the region.12 Ultimately, this strategy 
did not generate returns sufficient to service the 
debt accrued, and the government began taking 
on new debt simply to service the old debt.13 
This began the downward cycle toward a sover-
eign debt crisis. 
	 As governments begin borrowing new money 
to pay off prior debt, lenders may start to seri-
ously question a government’s ability to pay its 
growing sovereign debt. To offset the risk of 
default, lenders will likely ask for higher interest 
rates on future debt. As interest rates rise, debt 
service becomes a greater and greater burden on 
government resources. Eventually, the govern-
ment may be incapable of rolling over its debt and 
will be forced to default. In 2020, approximately 
71 percent of Sri Lanka’s revenue was allocated 
to debt service.14 
	 Compounding the problem for many develop-
ing countries are the effects of the COVID-19 pan-
demic, which has bottlenecked supply chains and 
curbed international tourism. Most recently, the 
war in Ukraine also put pressure on countries that 
heavily rely on imported fuel and food from the 
region.15 Further adding to the trauma is the recent 
appreciation of the U.S. dollar (caused in part by 
the Federal Reserve’s increase in interest rates). The 
dollar is the world’s reserve currency and is used 

internationally to price goods and settle accounts, 
and much of the debt of developing countries is 
denominated in dollars.16 
	 For example, in Sri Lanka, 64.6 percent of 
its foreign debt is owed in dollars.17 In many 
developing countries, revenues are realized in 
the local currency, and due to the strengthening 
of the dollar, local revenues are reduced in value 
relative to the dollars owed to foreign creditors. 
Further, the Federal Reserve’s recent interest 
rate increases make the dollar more alluring to 
potential investors, resulting in less investment 
in developing countries.18 
 
Factors Permitting the Accrual 
of Inordinate Debt
	 All of this raises a question: How were these 
countries able to borrow so much in the first place? 
Unfortunately, there is more than one answer. 
Following the global financial crisis in 2008, cen-
tral banks in industrialized countries significantly 
slashed interest rates. On the hunt for better returns 
from sovereign debt, lenders turned to lending 
opportunities with developing countries, such as 
Sri Lanka or Ghana. 
	 Another explanation for the increased debt of 
developing countries is a practice critics call “debt-
trap diplomacy,” a strategy China is often associated 
with. According to critics, China lends to develop-
ing countries in knowingly unsustainable amounts; 
these loans are often issued for the development of 
infrastructure that could have important military 
applications (i.e., ports, roads and airports).19 Once 
they are unable to service their debt obligations, 
targets of debt-trap diplomacy are confronted by 
a lender (China) asserting control over the strate-
gic assets as part of its strategy to internationalize 
its economic and military power. Regardless of 
whether China is deliberately “trapping” countries 
with debt, the extent to which China is lending to 
developing countries recently prompted German 
Chancellor Olaf Scholz to declare that “the next big 
debt crisis in the global South will stem from loans 
that China has granted around the world.”20 
	 A recent example of debt-trap diplomacy at 
work can be found in the recent events involv-
ing a Sri Lankan port. China financed the port for 
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Sri Lanka in 2012, but took control of the facility in 2017 
as a result of Sri Lanka’s inability to make debt payments.21 
Shortly thereafter, U.S. Vice President Mike Pence predicted 
that the port “may soon become a forward military base for 
China’s growing blue-water navy.”22 Years later, Sri Lanka’s 
debt crisis has substantially worsened and the maneuvering 
has escalated from provocative predictions to negotiations 
among multiple major world powers regarding the docking 
of naval ships at a small, distressed country in a strategically 
important location. 
	 Although critics debate the incentives that drive increased 
lending to developing countries, the effect is nonetheless one 
that will lead to sovereign-debt crises. To understand the 
magnitude, one should consider that over the past 15 years, 
Sri Lanka’s sovereign debt has multiplied from approxi-
mately $14 billion to more than $50 billion.23 Regardless of 
the driving forces behind excessive sovereign debt, here is 
the remaining question: What options are available for the 
honest-but-unfortunate sovereign debtor?
 
The Debt-Restructuring Toolkit Available 
to Sovereign Debtors
	 In the U.S., the Bankruptcy Code serves as a toolkit filled 
with precision instruments with which debtors may upright 
themselves from grim financial circumstances to a brighter, 
more sustainable future. On the international scene, a robust 
restructuring regime does not exist, which splinters the sov-
ereign debtor’s negotiations with different creditor groups, 
making consensus difficult to reach. Similarly, a fragmented 
class of creditors can embolden a sovereign debtor to fully 
drive the restructuring process and force onerous compro-
mises on the creditors. 
	 For example, during the height of the global financial 
crisis in 2008, Ecuador declared two government bonds to be 
“illegitimate,” suspending payments before buying the bonds 
back at 35 cents on the dollar and subsequently retiring 
them.24 Conversely, in 2005, holdout creditors (comprised 
of U.S. hedge funds) rejected Argentina’s debt-restructuring 
plan, which contemplated a haircut of 30 cents on the dollar, 
leading to a 14-year dispute, during which time the country 
was locked out of capital markets and suffered severe social 
unrest. Ultimately, the holdout creditors agreed to a haircut 
of only 75 cents on the dollar.25 
	 However, there are resources to which the sovereign 
debtor may avail itself, including financing from interna-
tional bodies such as the International Monetary Fund (IMF). 
The IMF’s main role is to act as a lender of last resort to 
financially distressed countries. To that end, the IMF creates 
standards to guide good-faith negotiations between creditors 
and debtors and acts as an oversight body that determines 
the debt relief needed by a debtor to implement a success-

ful restructuring. The IMF monitors the debt-restructuring 
process and provides financing to distressed governments as 
needed and at 0 percent interest. 
	 As a condition of lending, the IMF requires borrow-
ers to adhere to certain guidelines designed by the IMF 
to right-size the borrower’s finances. In Sri Lanka’s case, 
the government recently agreed to raise taxes on higher-
income individuals and corporations, among other chang-
es, in order to access a $2.9 billion loan from the IMF.26 
Despite its benefits, the IMF still has limitations and is 
not an analog to the powerful Bankruptcy Code. Due to 
the IMF’s limited scope, the terms of the debt instruments 
themselves have evolved to reflect the possibility of a nec-
essary restructuring.
	 Sovereign debtors and their creditors, when negotiating 
debt instruments, are increasingly including specific terms 
and conditions that contemplate a possible future restruc-
turing. For example, these debt instruments increasingly 
feature collective-action clauses (CACs), which provide 
that if a supermajority of bondholders (often 75 percent) 
vote in favor of a restructuring, the minority bondhold-
ers are bound by this decision.27 CACs have evolved over 
time and now apply across multiple bond issuances, thus a 
CAC in one bond issuance is effective to subsequent bond 
issuances. The forecasted effect of a CAC provision is an 
elimination of the problem of holdout creditors in future 
sovereign-debt restructurings.
	 Another trend that is becoming more commonplace in 
sovereign debt instruments is the inclusion of a creditors’ 
committee provision. Although creditors’ committees are 
common in the U.S., they are much less utilized in sover-
eign debt restructurings. In addition, because there is no 
U.S. Trustee available to convene a creditors’ committee 
in sovereign-debtor cases, their formation is left to the par-
ties to negotiate. Therefore, the parties may incorporate an 
“engagement clause,” which commits the parties to designate 
a creditors’ committee with which the sovereign debtor will 
negotiate in good faith.28 Relative to the Bankruptcy Code, 
these provisions appear to offer little comfort in the way of 
cohesion and predictability, but collective-action mecha-
nisms (such as those previously outlined) are nonetheless 
strong tools that aid a sovereign debt restructuring.
 
Takeaways 
	 On the horizon, the eurozone may experience a resur-
gence of sovereign debt crises not seen since the Great 
Recession. For example, Greece’s government debt-to-GDP 
ratio, which stood at 127 percent in 2009, reached 211 per-
cent in 2020. In addition, Italy’s mountain of debt recently 
reached €2.88 trillion, which eclipses by far the €300 billion 
debt accrued by Greece prior to its sovereign debt crisis in 
2009.29 Current trends suggest that Europe’s problems will 
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only grow worse as Russia’s invasion of Ukraine prompt-
ed European nations to invoke costly sanctions and pursue 
expensive alternatives to Russian energy, while inflation 
simultaneously accelerates. 
	 Regardless of the impending troubles in Europe, the 
trend seems clear that more and more budgets of develop-
ing nations will be allocated to debt service, which will lead 
to a decrease in quality services and a corresponding fall in 
economic output. Austerity and raising taxes will only go 
so far, and as a result, foreign investors should anticipate 
increasing demands to restructure sovereign debt obligations. 
Sovereign-debt restructuring — like corporate-debt restruc-
turing — is typically bitter medicine, but it may also be the 
only practical solution for rehabilitating and enabling the 
sovereign debtor to fund creditor recoveries while averting 
humanitarian crises.  abi
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