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Executive Summary 
 Towards the end of 2019, multiple risks that could have had significant impacts on the global 

economy subsided. A Phase I trade deal between the U.S. and China was secured, while the 
U.K. was able to exit the European Union with a withdrawal deal in place.  

 However, there is always the risk that an exogenous shock—an event unforeseen by market 
participants—could occur and severely disrupt financial markets. This has been particularly 
evident with the recent outbreak of the coronavirus in China, which is expected to have negative 
impacts on economies around the world.  

 In this report, we compare economic fundamentals of multiple emerging economies in an effort 
to determine how vulnerable each is to an unforeseen market shock. In addition, we examine 
each country’s ability to respond to a crisis from a fiscal and monetary standpoint, and 
determine potential economic slowdowns as a result. 

 When aggregating economic vulnerability, fiscal policy space and monetary policy space we 
determine an “overall shock vulnerability,” which we define as most at risk to a significant GDP 
slowdown. According to our framework, Argentina, South Africa, Turkey, Poland and India are 
most at risk in the event of an unforeseen market shock.  

Coronavirus Introduces the Question 
The second half of 2019 proved to be significant as many of the risks to the global economy began 
to recede. A Phase I trade deal between the United States and China was agreed, while Boris 
Johnson’s Conservative Party was able to secure a majority in U.K. Parliament which led to an 
orderly withdrawal from the European Union. While these were not the only risks to the global 
economy, U.S.-China trade tensions and Brexit seemed to have had a significant influence over 
financial markets for most of last year, and, in particular, currency markets. Now that these risks 
have diminished, the outlook for emerging economies and risk-sensitive currencies, in our view, 
has improved.  

However, despite some of the more systemic risks fading, the possibility of an exogenous shock to 
the global economy and financial markets is always present. An exogenous shock is an event that is 
unforeseen by economists and market participants. These types of shocks can carry enough weight 
to have a prolonged and sustained impact on the global economy and also have the potential to 
disrupt financial markets. The outbreak of the coronavirus in China is clearly evidence that 
exogenous shock risk always exists as financial markets and risk assets have sold off sharply as a 
result of the virus, while further downgrades to China growth forecasts, and potentially global 
growth forecasts, are likely imminent.  

The coronavirus epidemic raises the question: how prepared are emerging economies for an 
exogenous shock? In this report, we introduce a framework to identify which countries are, or are 
not, vulnerable to an unforeseen shock to the market. We use forecasted fundamentals of multiple 
emerging economies to administer our analysis, and in addition, we analyze each country’s ability 
to respond to a crisis through fiscal and monetary policy support. 

How Do We Determine Economic Vulnerability? 
In assessing which emerging economies could be vulnerable to an exogenous market shock, it is 
necessary to examine some key fundamental indicators that determine the economic health of a 
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particular country. In an effort to define economic vulnerability, we use a scorecard approach and 
analyze five variables: GDP growth, headline inflation, the unemployment rate, the current account 
balance and a measure of political risk. In order to make our analysis as forward-looking as 
possible, we used an average of the International Monetary Fund’s (IMF) 2020, 2021 and 2022 
forecasts for each variable mentioned above, with the exception of political risk.  

We first look at GDP growth to examine vulnerability to an unforeseen shock to the market. 
Countries with a relatively low growth rate could be particularly susceptible to a sudden market 
downturn and fall into a sharp recession that may be difficult to avoid. As we do not explicitly 
forecast GDP growth for most emerging countries, we opted to utilize the most recent forecasts 
from the IMF World Economic Outlook (WEO) to make our growth assumptions. In this context, 
we view growth of less than 2.0% to be especially weak and label countries with these growth 
prospects as highly vulnerable, while countries with growth rates of 4.0% or higher are likely better 
positioned to manage a shock and exhibit essentially no vulnerability. Countries with forecasted 
growth between 2.0%-4.0%, in our view, display only a moderate level of vulnerability.  

The second variable we consider is average annual inflation, also obtained from the latest IMF 
WEO. Elevated inflation represents another source of vulnerability within a country as rapid price 
growth is likely to erode purchasing power and would likely lead to lower economic activity. In our 
view, emerging countries with an average rate of inflation above 6.0% are highly vulnerable to an 
exogenous shock to the market, while countries with price growth between 3.5%-6.0% are 
moderately vulnerable, and economies with inflation below 3.5% can manage a jolt.  

We next take into account the unemployment rate, as domestic consumption is typically an 
important driver of emerging market economies. High rates of unemployment are usually 
associated with lower rates of consumption and slower economic growth, while a sudden market 
shock could ultimately lead to local businesses becoming more cautious and even higher rates of 
unemployment. Utilizing the IMF WEO forecasts for jobless rates, we consider an economy with an 
unemployment rate above 10.0% as highly sensitive to a shock, between 5.0% and 10.0% as 
moderately vulnerable, and below 5.0% as exhibiting no vulnerability.    

A current account deficit, specifically in emerging countries, is often viewed as a structural 
weakness as a country will need to find ways to finance that deficit. Portfolio flows and direct 
investment are options, but emerging market financing can be volatile with a tendency for outflows 
in times of stress. We view countries with a current account deficit of 2.5% of GDP or wider as 
particularly vulnerable, while countries with a current account surplus may be better positioned to 
manage a stress scenario and are less vulnerable to shifts in investor sentiment and capital flows.   

The last variable we incorporate is political risk. In our view, political risk is a key factor to consider 
when analyzing emerging economies and making a vulnerability assessment. In order to measure 
political risk, we utilize an index created by the PRS Group. The political risk indicator examines 
an administration’s policies towards business and investment, while also seeking to measure a 
country’s policymaking framework and institutional strength. A higher PRS score indicates a strong 
political framework with no immediate risk, while countries with a lower score have a fragile 
policymaking framework and a relatively unstable political environment, which could create 
negative sentiment towards a country and result in an elevated level of vulnerability.  

Which Countries are Economically Vulnerable? 
Our framework identifies Argentina as the most economically vulnerable country. Following the 
surprise election of Alberto Fernandez and Cristina Kirchner, elevated political uncertainty resulted 
in a sharp deterioration in the economy’s growth prospects, with the economy currently in recession 
again. Heightened political risk has also resulted in a collapse of the peso, which left the central 
bank unable to contain inflation, with CPI forecasted to be close to 40% on average through the end 
of 2022. The collapse in the peso has helped narrow the current account deficit. However, with 
capital controls reintroduced and the currency somewhat stable for now, it is possible the current 
account deficit widens more than the IMF forecasts, which would add another layer of vulnerability 
to Argentina’s economy in the event of a sustained exogenous shock.  
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South Africa is another economy that is highly vulnerable. Since the financial crisis of 2008-2009, 
potential growth for the South African economy has deteriorated significantly. The economy never 
fully recovered from the impact of the global recession, while issues at state-owned power company 
Eskom have negatively impacted business operations, contributing to the decline in potential 
growth over the years. As growth prospects have faltered, unemployment has continued to rise, 
with a forecasted jobless rate of close to 29% by the end of 2020. One can also tack on political 
uncertainty stemming from the administration of former President Jacob Zuma as well as elevated 
political risk associated with current President Cyril Ramaphosa. In addition, despite lower oil 
prices since the end of the commodity super-cycle in 2014-2015, South Africa’s current account 
deficit has remained wider than 2.5% of GDP and is expected to widen even further in coming years. 
The combination of fundamental economic weakness and political risk allows us to infer that South 
Africa is highly vulnerable to a shock and could experience a sharp decline in GDP growth.   

Our analysis also identifies Turkey as highly vulnerable, predominantly a result of elevated political 
risk, which has arguably led to relatively high inflation. Over the last two years, multiple 
developments challenged the independence of the Turkish central bank, including Erdogan 
suggesting that he was taking more control of monetary policy, while also calling for a re-run of 
local elections in Istanbul after his AK Party lost to a key rival. In addition, President Erdogan 
appointed his son-in-law as finance minister, while also replacing the head of the central bank with 
someone more willing to accommodate his views on easier monetary policy. Erdogan’s views on 
monetary policy ultimately led to runaway inflation in 2018 and a sharp selloff of the lira, with that 
weaker lira compounding the inflation issue. As of now, inflation is on a downward trajectory; 
however, it is still elevated in our view, while the IMF forecasts it to accelerate.  

The table below represents our full economic vulnerability analysis for many of the emerging 
economies we follow and forecast. We suggest countries highlighted in green have “no 
vulnerability” to an unforeseen shock to the market, while countries highlighted in orange are only 
“moderately vulnerable.” Countries marked as red we believe are “highly vulnerable” and could 
come under the most stress in a shock scenario.  

 
 
 

Figure 1 
 

 

Source: International Monetary Fund, PRS Group and Wells Fargo Securities 

Forecasted 

Economic 

Vulnerability

GDP Growth

(%)

Headline 

Inflation

(%)

Unemployment 

(%)

Current Acct 

Balance 

(% of GDP)

Political Risk

China L L L L L H

Hungary L M L L M L

Poland L M L L M L

Thailand L M L L L H

Philippines L L L M M M

India M L M M M M

Colombia M M L M H M

Indonesia M L L M H M

Russia M H M L L H

Mexico M H L L M M

Chile M M L M H M

Brazil M M M H M M

Turkey H M H H M H

South Africa H H M H H M

Argentina H H H H M H
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Fiscal Space in Emerging Markets is Mixed 
In a separate analysis, we created a framework to determine which emerging countries have room 
to utilize fiscal stimulus as a way to support their economies in the event of a severe shock  
(Figure 2). We use the same scorecard approach and methodology to execute this analysis and 
utilize two IMF forecast variables—fiscal balance as a percent of GDP and gross debt as a percent 
of GDP. Our results indicate that emerging countries, in aggregate, are mixed in having adequate 
amount of policy space to support the economy through fiscal expansion. In some cases, extreme 
budget deficits or elevated amounts of debt result in no or limited fiscal space, while sound 
management of government finances provides fiscal space.    

Our model indicates that South Africa has the least amount of fiscal space. The majority of these 
challenges stem from the 2008-2009 financial crisis, while issues at Eskom have also contributed 
significantly. Following the financial crisis, the South African budget deficit widened to 3.5% of 
GDP from only 1% and has subsequently continued to widen with the IMF forecasting a 5.5% budget 
deficit by 2022. Troubles with Eskom have also resulted in the government being forced to borrow 
additional funds and spend additional off-budget resources to help the company avoid default and 
sustain operations. In this context, gross debt is expected to reach 70% of GDP, up from only 30% 
around the time of the financial crisis. Going forward, the government has pledged to provide 
ongoing financial support to Eskom, which risks an even wider budget balance and higher debt 
levels than the IMF currently forecasts if conditions at the company deteriorate more than 
expected.  

Brazil is another country we highlight as having no fiscal space to support the economy in a sharp 
downturn. Wide fiscal deficits have been common in Brazil. However, the end of the commodity 
super-cycle in 2014-2015 resulted in significantly lower government revenues. In addition, 
corruption charges were brought against the highest levels of government during the same time 
frame, leading to a lack of confidence in Brazil’s institutions and resulting in even lower revenues. 
In an effort to combat this dual shock, Brazil’s government was forced to borrow heavily from 
international capital markets, raising the debt burden to over 90% of GDP. As of now, the IMF 
forecasts Brazil’s debt burden to increase to close to 95%, with the fiscal deficit expected to widen 
to over 6% of GDP. However we do note, the government is taking steps to shore up its finances, 
specifically the passing of the pension reform bill in late 2019. In addition, the government is 
looking to implement tax reform measures to increase the tax base, which should also help narrow 
the deficit and could lead to less government borrowing. Despite these positive measures, our 
framework still suggests no fiscal space, and even if tax reform does get approved, it is unlikely 
Brazil will improve in our analysis.    

Argentina is another country with potentially no fiscal space available. Following a 15-year absence, 
Argentina was able to return to global capital markets in 2016 by curing investor holdouts following 
a sovereign debt default in 2001. Once able to tap capital markets, Argentina potentially took on 
too much debt, specifically debt denominated in U.S. dollars. Following a collapse of the peso in 
2018 and again in 2019, Argentina’s debt load has become unsustainable. In the event of a shock, 
borrowing additional funds would be challenging and thus unlikely in our opinion. The IMF 
program has placed fiscal spending on a downward trajectory; however, a budget deficit is still 
likely, and with the new populist government of Alberto Fernandez and Cristina Kirchner it is likely 
the deficit begins to widen again as subsidies and similar types of spending policies get reinstated.   

Given the broadening scope of the coronavirus outbreak, the Chinese government could consider 
implementing fiscal stimulus measures to support the economy. However, according to our 
framework, China is likely to have a fiscal deficit over 6% in the coming years, which will limit the 
amount of fiscal space the Chinese government has. After decades of near double-digit growth, 
economic growth in China, the world’s second largest economy, has moderated. In response to the 
slowdown, the government used proactive fiscal policy measures focusing on tax cuts as well as 
aggressive infrastructure spending. More recently, the Chinese government injected cash into its 
financial system in an effort to manage the effects from the spread of the coronavirus. In addition, 

Our framework 
suggests that 
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official gross debt1 is forecasted to be around 70% of GDP; however, the IMF measure of augmented 
debt—which includes state-owned firms—is closer to 100% of GDP, which could place limitations 
on borrowing as well. All combined, we deem China as having no fiscal space. 

As mentioned, there are some emerging countries that are better prepared from a fiscal standpoint. 
Russia in particular is better placed despite harsh international sanctions and the collapse of oil 
prices in 2014. The government has responded effectively and has been able to maintain a relatively 
balanced budget. In addition, it has been able to implement new fiscal rules to account for lower oil 
prices, which has contributed to low levels of debt and the rebuilding of fiscal buffers such as 
sovereign wealth funds. Outside of China and India, emerging Asian governments such as Thailand, 
Indonesia and the Philippines all have space to increase fiscal spending if they choose. Debt levels 
in emerging Asia are likely to remain relatively low, while fiscal balances are slightly in deficit, but 
not to a degree where they cannot be financed without undue difficulty. 

 

A Bit More Room on Monetary Policy 
More accommodative monetary policy is another tool to provide support for a struggling economy 
and we use the same scorecard approach to determine which central banks in emerging economies 
have room to cut policy rates (Figure 3). The first variable we consider in our analysis is real interest 
rates, which is the current policy rate minus the latest year-over-year inflation print. Once again we 
make our analysis as forward-looking as possible using an average of market implied policy rates 
for the end of 2020, 2021 and 2022 and an average of IMF forecasted inflation rates for the same 
years. Central banks that operate with a higher real interest rate are typically more willing to cut 
policy rates when economic conditions call for lower rates. In our table, we identify countries with 
an expected high real interest as having real interest rates of at least 1.50%, and highlight them in 
green. Central banks that operate with real rates below 1.50%, but still in positive territory, have 
limited space and are highlighted in orange, while economies with negative real interest rates are 
marked as red.  

Another variable we use is inflation and how far current inflation rates are from the central bank’s 
target. In most cases, a central bank is more willing to cut interest rates when inflation falls within 
its designated target range. For the countries we analyze, Chile, Russia and Turkey do not have a 

                                                             
1 Includes provincial government debt. 

Figure 2 
 

 

Source: International Monetary Fund and Wells Fargo Securities 

Forecasted Fiscal 

Space 1

Forecasted Fiscal 

Balance                 

(% of GDP)

Forecasted Gross 

Debt

(% of GDP)

South Africa H H H

Brazil H H H

India H H H

China H H H

Argentina H M H

Poland H H M

Turkey M H L

Mexico M M M

Hungary M M M

Philippines L M L

Chile L M L

Indonesia L M L

Colombia L L M

Thailand L M L

Russia L M L

1  Red indicates "No Fiscal Space," Orange indicates "Moderate Fiscal Space," Green indicates 

"Adequate Fiscal Space"
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range, but rather just a specific target rate of inflation. In order to address this, we assume a range 
of +/-1.50% around the target—this is the midpoint of other emerging central bank inflation target 
ranges. Once this range was determined, countries with inflation below the lower end of the central 
bank’s target range were deemed as having adequate policy space on this variable, while countries 
with inflation above the target range we consider as not having space to cut rates, with China being 
the exception. 

The last variable we use is our proprietary measure of FX vulnerability. We developed this indicator 
by utilizing a combination of a country’s current account balance, interest rate differential with the 
United States, FX reserve position and a political risk indicator to determine a currency’s 
vulnerability to an unexpected shock. We included FX vulnerability in our assessment of monetary 
policy space as certain emerging currencies can be very sensitive to changes in policy rates. That is, 
cuts in interest rates can result in a sharp sell-off. Due to the potential sell-off in the currency, highly 
vulnerable currencies (highlighted as red) can act as an obstacle for central banks in certain 
emerging economies, while for medium- and low-vulnerability currencies (orange and green, 
respectively) this may not be as important of a consideration. 

Given our analysis, we determine that most central banks in emerging economies have some room 
to cut policy rates; however, the countries highlighted as green in the “Monetary Policy Space” 
column have the most room to ease monetary policy. We label these countries as having adequate 
policy space, which we define as comfortably having space to cut interest rates two or more times. 
Countries highlighted in orange have limited policy space, as these countries are lacking in at least 
one of the key indicators we use in our framework, and define this as central banks that can cut 
policy rates one or two times. Our framework also identifies a few central banks that we believe do 
not have space to cut policy rates. These countries either have extremely high inflation, as in the 
case of Turkey and Argentina, or have negative real interest rates, such as in Chile. All of these 
countries also have high levels of FX vulnerability, which if each central bank moved forward with 
policy rate cuts at this time, would likely result in a significant depreciation of the currency. 

 
 
 
 

 

Figure 3 
 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities 

Country 

Forecasted 

Monetary Policy 

Space 1 2

Real Interest 

Rate                         

(%)

Inflation From 

CB Target                      

(%)

FX Vulnerability 

Indonesia H H H M

Russia H H H M

Brazil H H H M

Colombia M M H M

Mexico M H H H

Thailand M L H L

Philippines M H H H

China M M M L

India M M H H

South Africa M M H H

Hungary L L H H

Poland L L H H

Argentina L H L H

Chile L L H H

Turkey L M L H
1 Green indicates "Adequate Monetary  Policy  Space", Orange indicates "Lim ited Monetary  Policy  

Space", Red indicates "No Monetary  Policy  Space"
2 Adequate Monetary  Policy  Space represents scope for >2 rate cuts, Lim ited Monetary  Policy  Space 

represents scope for 1-2 rate cuts, No Monetary  Policy  Space represents scope for 0 rate cuts
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What is the Final Score? 
The last model we introduce is a level of “overall shock vulnerability” (Figure 4), which essentially 
aggregates each country’s score on economic vulnerability, fiscal space and monetary policy space. 
We define overall vulnerability as the potential impact to economic growth as a result of a 
significant disruption to the global economy and financial markets. In our view, we estimate that a 
prolonged exogenous shock to the market could result in a potential 3-5 percentage point decline 
in GDP growth from the prior year’s annual growth rate for highly vulnerable countries, while 
moderately vulnerable countries could experience a 2-4 percentage point decline and non-
vulnerable countries would see only a limited impact of a 0-2 percentage points.  

Given the amount of vulnerabilities and our methodology, Argentina, South Africa, Turkey, Poland 
and India are most at risk of a significant growth deceleration. This makes intuitive sense to us as 
Argentina, South Africa and Turkey have been in and out of recession for years, while India has 
already experienced a growth slowdown as a result of economic imbalances. There are a few 
moderately vulnerable countries to which we are paying particular attention, specifically Brazil, 
Chile and Mexico. Brazil’s prospects remain subdued, while forecasts continue to get downgraded, 
and Chile continues to deal with the economic fallout from political protests beginning in late 2019. 
We believe downside risks to Chile’s economy could be more elevated than the IMF forecasts 
especially with our view that the constitutional rewrite process will be contentious. In addition, the 
Mexican economy experienced a full-year contraction in 2019, while sluggish momentum is likely 
to carry into 2020 as well. Heightened political risk has resulted in a significant slowdown in 
business fixed investment, while lower oil production at Pemex has contributed to the GDP 
slowdown. We believe these risks are likely to hover over the economy for an extended period of 
time, and could potentially get worse. 

As mentioned, the recent coronavirus is a good example of how an exogenous shock can impact an 
economy. In this context, the economy that is top of mind is China and according to our framework, 
the impact on the Chinese economy could be somewhat notable. To frame this, in the midst of the 
virus we have already downgraded our annual 2020 GDP forecast to 5.5% from a prior forecast of 
5.9%. Our framework supports this level of downgrade for now, but if the virus intensifies, our 
framework provides a sense of how much we may downgrade 2020 GDP forecast. If the virus were 
to intensify and have a long-term impact on the Chinese economy, it is likely we would further 
downgrade our GDP forecast for China. This framework gives some insight into how much lower 
our GDP forecast could fall.   

Figure 4 
 

 
Source: Wells Fargo Securities 

Country 

Overall                    

Shock 

Vulnerability 1 2

Forecasted 

Economic 

Vulnerability

Forecasted        

Fiscal Policy 

Space

Forecasted 

Monetary Policy 

Space

Thailand 6 2 2 20

Indonesia 5 1 2 2

Russia 5 1 2 20

Philippines 5 2 2 10

Colombia 4 1 2 10

Mexico 3 1 1 10

China 3 2 0 10

Hungary 3 2 1 00

Brazil 3 1 0 20

Chile 3 1 2 00

India 2 1 0 10

Poland 2 2 0 00

Turkey 1 0 1 00

South Africa 1 0 0 10

Argentina 0 0 0 0

1  Red indicates "Highly  Vulnerable", Orange indicates "Moderately  Vulnerable", Green indicates "No Vulnerability "

2 "Highly  Vulnerable" defined as a potential 3%-5% decline in GDP from prior y ear, "Moderately  Vulnerable" defined as 

a potential 2%-4% decline in GDP from prior y ear, "No Vulnerability " defined as potential 0%-2% decline in GDP from 

prior y ear 
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vulnerability.” 
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a significant 
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