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Abstract

This paper addresses the relationship between debt and interest rates within the context of the European Monetary
Union which, after ten years since its creation, constitutes a convenient framework to test any sensible explanation.
My findings highlight that a substantial fraction of European interest rate is accounted for by domestic fiscal
fundamentals. Identification of the relative importance of fiscal variables requires joint modelling of international rates
to distinguish between the effects of their common dynamics from credit risk implications of worsening fiscal
conditions. The estimated model also quantifies liquidity premia.
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1 Introduction

Explaining persistent though time-varying differences in European rates poses a twofold
problem. Challenges consist both in identifying global and local forces behind the dy-
namics of interest rates and in understanding possible interactions between the two in
order to disentangle and quantify individual effects. The role of global factors, however,
has remained, to a large extent, hidden behind the standard definition of European yield
spread, namely the excess yield over the German rate. Much literature has indeed focused
mainly on idiosyncratic features of bonds and issuers confident that the external sources
of variation, albeit important, would be netted out by the definition of the dependent
variable. Unfortunately, high correlations of so-defined yield spreads show that such a
solution is not sufficient to confine the analysis to local factors as sole determinants of
spreads. Neither common measures of liquidity nor individual debt-GDP ratios display
common variation (see Favero et al. 2007) and, as such, explanations of highly correlated
fluctuations of yield differentials relative to the German Bund have to be found elsewhere.

This paper argues that the link between debt and interest rates clearly emerges if
the joint dynamics of international rates is properly characterized. The effect of debt on
interest rates works via its credit risk implications. Equivalently, European interest rate
spreads can be decomposed in three factor: an international risk term (global factor); a
credit risk term and a liquidity premium (local factors). Quantification of those effects
leads to the conclusion that both fiscal fundamentals and liquidity conditions are priced;
that debt/GDP ratios explain a large share of yield differentials and that liquidity premia
are roughly proportional to average levels of bonds outstanding.

Next section briefly overviews difficulties connected with the empirical research in
the field and discusses proposed solutions. Section 3 presents the data and the model.
Results are described in section 4. Last section concludes.

2 Motivation

The empirical literature has tested the role of fiscal fundamentals (debt-GDP or deficit-
GDP) on either levels of long-term rates (Faini 2005; Ardagna et al. 2004; Ardagna 2004)
or, with regard to European rates, interest rate spreads (Codogno et al. 2003; Favero et
al. 2007; Gomez-Puig, 2006; Bernoth et al. 2006; Pozzi and Wolswijk, 2008; Manganelli
and Wolswijk, 2009). As briefly outlined in the introduction, however, joint and simul-
taneous effects of both global and local factors determine the behavior of bond yields.
The standard definition of European yield differentials, namely the excess yield over the
German rate, potentially neglects part of the external source of variation. Relating inter-
est rate levels to fiscal variable may be equally misplaced if global determinants are not
properly characterized. This sort of concerns has been acknowledged in the literature.
Instrumental to quantify the effect of debt on interest rate levels, several variables com-
plement standard regressions. Stock market prices - as proxy for anticipated investment
profitability - expected growth rates and monetary policy, worldwide debt but also mea-
sures of financial integration and liberalization are used. This highlights that conditioning
on common external factors is regarded as essential to detect any effect.

This paper addresses the relationship between debt and interest rate from a new
perspective. I investigate spreads relative to the U.S. rate. This strategy is motivated
by the theoretical discussion presented in Faini (2006). An expansionary fiscal policy in
one EMU country, he argues, may have no impact on its spreads (relative to other EMU



members) but, in a large class of models, affect the aggregate level of the interest rate. In
this way he stresses the importance of fiscal spill-overs among EMU members. That might
conceivably explain difficulties to identify unambiguously the credit risk component of the
spread. More generally, if European rates share a common trend, investigating spreads
over the German rate would be frustrating. The observed co-movement of spreads may
eventually reflect different sensitivities to one or more prime drivers. Taking the difference
with reference to an exogenous benchmark - the U.S. rate - would widen the scope of the
study and improve chances of identification.

However, I don’t take the stationarity of such a spread for granted as in most of
the literature. I rather examine whether movements of European rates are linked to
the corresponding U.S. rate in an equilibrium relationship. The VECM technology then
provides a suitable framework. Building on the findings of Lo Conte (2008), I argue that,
the observed non-stationarity nature of spreads, suggests that stochastic trend(s) are
not shared in the same proportions among Furopean and U.S. rates. Had the inclusion
of a variable to re-establish a stationary equilibrium relationship with the spread, that
variable would describe the common stochastic trend or equivalently the common global
component of the spreads. Such a way of proceeding is convenient because it allows to
characterize spreads in terms of exogenous factors: an assumption that can be easily
tested in a VECM setting. Moreover, given the definition of spread I use here, results
shall be interpreted in a fairly straight way. The correction with the swap curve, leaves
the spreads as proxies of few residual factors. Only differences in the credit risk, properly
called risk premium, liquidity premium, taxes and other minor distortions should account
for yields differentials.

The present paper extends the results of Lo Conte (2008). There it is shown that the
dynamics of European spreads is led by two exogenous trends which are best characterized
by the yield-to-maturity on the 10-years U.S. Treasury note and the yield-to-maturity on
high-rated U.S. corporate bonds. Being the U.S. financial market far the most important
in the world and the 10-years note the most widespread risk free security for that maturity,
information conveyed in their yields are valid syntheses of developments in international
capital markets: the 10-years U.S. Treasury note is found to be the benchmark against
which European bonds are priced. Here I study the role of fiscal fundamentals in a partial
model. This choice is motivated by the fact that such type of statistical formulation is
suitable to model cases where some variables are determined within the system but others
are under the full or partial control of the government or a decision of the policy maker
(Lutkepohl, 2005). In my case arbitrage forces prevent yield differentials to deviate from
an estimated long-run equilibrium. The equilibrium level is beyond the control of each
single issuer in that it stems from a convolution of global investment decisions and policy
actions which can at best be listed. Nonetheless, local factors are the terms at which
fluctuations around the equilibrium level occur or, equivalently, the exogenous conditions
upon which pulling and pushing forces operates.

3 The model
Following Favero et al. (1997), I define the spread as follows:

Sl = (¥ = V%) = (1€ - o) )

where Sp! is the spread of country 7 at time ¢; Y} is the yield to maturity of the 10-
years constant maturity government bond index of country i at time ¢; ;U9 is the yield
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to maturity of the 10-years constant maturity bond index of United States’ government
at time #; Y;"€ and Y;%*$ are the 10-years fixed interest rate (middle rate) on swap
denominated in Euro and U.S. Dollar respectively. The baseline model is a VEC(1) with
two exogenous variables which takes the following form:

Axy= Iz 1+7y2,4¢ (2)

where A is the first difference operator, x; is a (3 X 1) vector of endogenous variables,
II=af is a (3 X 3) matrix of parameters, v is a (3 X 2) matrix of parameters, 2 is a
(2 X 1) vector of exogenous variables and ¢; is a (3 X 1) vector of Gaussian residuals.
Endogenous variables are the spread as in (1) for country i, the yield-to-maturity of
the 10-years constant maturity U.S. government bond index and the yield-to-maturity of
the Moody’s Aaa seasoned bond index. Debt-GDP ratio of country ¢ and outstanding
amounts of country i’s bond index are my proxy for fiscal fundamentals and liquidity
respectively and they are both gathered in the vector z;. Datastream is the source for
monthly financial data, debt-GDP ratios are collected from Eurostat (OECD data for
the U.S.) at annual frequency, monthly data on outstanding amounts come from national
sources!. The sample goes from January 1999 to December 2007.

In Codogno et al. (2003), trading volumes are the best performing liquidity indicator;
Favero et al. (2007) prefers bid-ask spreads out of a set of five alternative measures.
None of them use outstanding amounts which first appear in Gomez-Puig (2006) where,
however, the whole bunch of domestic debt securities is claimed to be a valid proxy of
liquidity. Similarly, Bernoth et al. (2006) uses share of domestic debt outstanding over
total debt of EU countries. Finally, in Manganelli and Wolswijk (2007) liquidity premia
are determined residually. Admittedly, outstanding amounts are not the only possible
proxy of liquidity, not even the most direct measure of transaction costs. However,
they are truly exogenous (Codogno et al. 2003): a feature that is not shared by other
candidates such as bid-ask spreads, turnover ratios, quote sizes which are derived directly
from the marketplace. In addition my proxy traces exactly benchmark changes that occur
in the domestic indexes and, contrary to aforementioned alternatives, it is invariant to
changes in the market where data are collected. The latter is a somewhat desirable
property given different constraints placed on dealers in distinct markets. Time and price
parameters are often set among markets’ rule and participants are required to comply
with them in order to retain their membership or their primary dealer status (Dunne et
al. 2006). An example is the maximum spread requirement on the pan-European trading
platform MTS, which adds to informal pressure exerted by issuers to dealers in order to
quote tightest possible bid-ask spreads (Pagano and Von-Thadden, 2004).

As far as fiscal fundamentals are concerned, debt-GDP ratio is the most popular mea-
sure. Table I presents summary statistics and Figure 1 plots debt-GDP ratios for the
seven EMU members in the sample. A first glance at the data describes very different
conditions: Italy and Belgium show highest ratios; Germany, France and Austria display
on average pretty much the same level of relative indebtedness; Spanish series lies be-
low any others. It’s interestingly to note that individual ratios do not share a common
trend. Belgium and Spain’s debt ratios have fallen monotonically; German and France
series show similar profiles alternating ascending and descending broken trends; Austrian
series stays stable and, overall, shows the smallest standard deviation. So made series

'For complete description and summary statistics of bond indexes, outstanding amounts and data
source see Lo Conte (2008).



should rule out the chance of being substitutes of a specific deterministic trend in the
data. Figure 2 plots spreads against debt-GDP ratios. It shows that there is no obvious
relationship with spreads: unconditionally, larger ratios correspond to both higher (Italy,
Belgium, Austria, Netherlands, Spain) and lower (France, Germany) spreads. Although
debt-GDP data are available at quarterly frequency, the additional variation due to the
seasonality of tax revenues would harm estimates without adding any relevant informa-
tion. Fully comprehensive measure of creditworthiness would be more appropriate to
quantify credit risk - implicit obligations such as pensions and government guarantees
(Draghi et al. 2003) make debt-GDP ratio a weak indicator for potential default - but
the lack of comparable data explains my choice.

4 Evidence

Table II presents estimates of the model (2) outlined in the previous section. First
three columns in the tables report the roots of the system. The trace test is a standard
procedure to test for the presence of cointegrating relations. Unfortunately, its critical
values are not valid when exogenous series enter the model. A look at how close roots are
to the unit circle is informative though not a rigorous test. In my case, however, (weak
exogeneity) restrictions on the two U.S. variables overidentify the model and therefore the
LR test in the last column turns out to be a valid alternative. The loading factor (a?)
and the betas coefficients ( 5¢; Baaa; €) are reported in the tables together with the
coefficients (73, 7i,) in the spread’s equation attached to the two exogenous variables
namely the debt-GDP ratio and the liquidity proxy. In the cointegrating vector spread’s
coefficient is normalized to one and it is not reported in the table.

Consistently with the findings in Lo Conte (2008) a single long-run equilibrium re-
lationship is spotted in each model: both the U.S. rate and the corporate index affect
significantly the equilibrium level of European yield spreads relative to the U.S. Yield
differentials also react to levels of both the debt-GDP ratio and the amount of the bench-
mark bond outstanding at that date. The debt variable turns out to be significant in
each model with the only exception of the Austrian case. The sign is always positive
as expected. A 10% increase in the debt-GDP ratio implies a response of the relevant
spread that goes from two basis points for Italy and Belgium to seven basis points for
Germany. The liquidity proxy affects negatively spreads and it is significant for France,
Belgium, Austria, Spain and The Netherlands, it is virtually zero for Italy and Germany,
the countries with the two most liquid bonds. Cross-country variation of the coefficient
fylsf; delivers a simple message. A concave relationship is apparent between the degree
of liquidity and the “gains”from liquidity a bond enjoys: whenever the availability of a
benchmark bond reaches a given threshold in the market, no additional liquidity advan-
tage arises from even larger issues. Marginal “gains”are, however, increasing the larger
the gap from the threshold. Austria, which shows the smallest amount of bonds out-
standing in the sample would observe a 1,3 basis points reduction of its spread increasing
the average issue size of one billion. Restrictions placed on the loading factors are not
rejected in any model.

In Table III, I add as additional exogenous variable the debt-GDP ratio of United
States while in Table IV both the domestic and the U.S. debt-GDP ratios are consolidated
in one variable given by their difference. Individually the two debt series are significant in
five and four cases respectively. The domestic debt-GDP ratio displays always a positive
coefficient; negative coefficients appear in front of the U.S. debt-GDP ratio except in the



German and Austrian cases where, however, they are highly not significant. Larger debt
ratios imply higher yield on long-term bonds. This occurs both for European and for U.S.
government bonds. As a consequence, spreads relative to the U.S. rate, are increasing
functions of domestic debt and decreasing functions of U.S. debt. When the difference in
debt ratios is included (Table IV), positive and significant effects are shown. As the gap
in debt ratios widens, so does the spread. The Italian case is of special interest. Italy has
the largest level of relative indebtdness in the sample. Its coefficient on the debt variable
of Table IV is the largest (0.011). It is almost twice as much that of Spain and more than
three time the corresponding value in the model for the France and German spread. The
magnitude of the coefficient implies that the entire Italian spread would vanish had the
difference between the Italian debt-GDP ratio and the U.S. equivalent to narrow from
an average actual level of 71 to 16 percentage points (Table V). For remaining countries,
even if debt-GDP ratios were to fully converge to the U.S. level and the difference to
close, the reduction I shall observe on spreads would not account more than 25% of the
current average level. Results, both in Table IIT and in Table IV, are not quantitatively
different for what concerns estimated liquidity effects which preserve their significance.
The LR tests in the last column validate the restrictions imposed.

To the specification of Table IV, I add as an additional regressor the debt-GDP ratio
of the Euro Area 12 (Euro Area)? to control for independent effects of aggregate debt on
the general level of interest rates in the entire market of European government securities.
This choice is motivated by evidence in both Faini (2005) and Ardagna (2004) who point
out that, in a financially integrated area, national fiscal policies affect interest rates
primarily to the extent that they influence aggregate fiscal balances. Table VI report
estimation results. Although coefficients on differences between domestic and U.S. debt-
GDP ratios continue to be positive and significantly different from zero for most countries
(negative but not significant in the Austrian model), the evidence regarding the role of
aggregate debt is mixed. Out of seven sovereign spreads analyzed, three are positively
affected by shocks to the debt-GDP ratio of the Euro Area (German, French, Austrian).
For the Spanish and the Belgian spread the effect, albeit positive, is not significantly
different from zero; virtually nil response is observed for the Italian case, where, however,
I observe a negative sign; finally, worsening of the fiscal situation of the Euro Area
leads to a contraction of the Dutch spread. In Table VII, I use a distinct measure of
aggregate debt-GDP for each country. Such a measure is given by the Euro Area debt-
GDP ratio net of the contribution of the country whose spread is being modelled. This
solution eliminates the overlapping information content of the two debt-related exogenous
variables and as such I expect it to improve upon results of Table VI especially for those
countries which experienced a steady decline in their domestic debt-GDP ratios and
therefore largely contributed to dynamics of the debt-GDP ratio of the Euro Area. The
new variable turns out to be significant in five cases: France, Germany, Austria but also
Spain and Belgium; it is still not significant for Italy and it remains negative and highly
significant in the Dutch case. More importantly, remaining coefficients are not affected
by the change in the aggregate debt measure and their estimates are consistent with the
previous results.

To summarize, I tested the role of domestic fiscal balances (debt-GDP ratio) in a
partial model. Much of the evidence presented points to a significant effect of fiscal
conditions on domestic spreads. Consistent results are found for what regards liquidity

2The Euro Area 12 includes Germany, France, Italy, Spain, Belgium, The Netherlands, Austria,
Portugal, Ireland, Greece, Finland, Luxembourg,.



effects. Estimates show that the magnitude of liquidity premia depends on the avail-
ability of bonds in the market, strictly measured by a narrow definition of outstanding
amounts. The paper also addresses the importance of fiscal variables of the entire Euro
Area and their effects on the overall level of European rates. I complement the baseline
specifications of Table IV with measures of aggregate debt to show that in a financially
integrated area, additional effects on interest rates arise from common macroeconomic
fundamentals.

5 Conclusion

This paper investigates the relationship between fiscal fundamentals and interest rates
within the framework developed in the literature on European yield differentials. It nat-
urally extends previous findings (Lo Conte, 2008) but also borrows from the literature on
the macroeconomic effects of debt (Faini, 2005; Ardagna et al. 2004). Results contribute
to both fields.

The challenge posed by the persistence of yield spreads in the Monetary Union is the
characterization of the types of risks embedded in bonds issued in the same currency by
different, though economically integrated, sovereign governments and the quantification
of their pricing. Major complications arise from difficulties to disentangle local and
global factors. The task is far from trivial because effects are intertwined. Multiple
global factors can hardly be identified in isolation and the influence they exert on interest
rates is likely to depend on idiosyncratic features. This paper claims that joint modelling
of international rates provides a sufficient solution to account for the effects of global
determinants and allows to quantify the relative importance of idiosyncratic features of
bonds and issuers.

Results provide additional evidence to the link between debt and interest rate. Al-
though the paper is aimed at quantifying the credit risk component of yield differentials
and to assess the role of fiscal variables in the determination of the spreads and is not
intended to give a fully-fledged description of the channels through which government
debt affects domestic interest rates, nonetheless it offers a suitable framework to check
the predictions of the theory. Consistently with previous finding, this paper documents
the role of both domestic and aggregate debt with corroborating evidence.
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TABLE I: DESCRIPTIVE STATISTICS

debt/GDP ratio
(percentage points)

Ger Fra Ita Net Spa Bel Aus

mean 63.28 61.54 106.87 51.78 49.26 98.81 64.32
median 63.80 62.90 105.80 52.00 48.70 98.60 64.80
st.dev. 327 338 3.03 410 841 9.18 213




by 199p, T

i3 ooy~ ooy 0 oYy
4 b1 I=Ippy/
7 v b 2 oYy S — 2
st | | ngop | F | S L T gy | ¥LP TV S 1] 0 Snv
&Mm ) b g dsO ngq
HO S |
"XOpUl pUuOq pauosess vry S APOOJN 93 Jo Ajumjewt 03 Ik oy st "oy,
‘Xopul PUO( JUSUWIUISA0S G[) A}LINJRUL JUR)SUOD SILOA-()T O} U0 AjLInjeut 0} peik oyl st ’q )
‘Xopul puoq A)JLINJeu Jue)suod sieak-()] ¢ AIJUNod Jo Junomwe JUrpur)sINo ay) St W@.S
‘2 A13UNoo Jo oner J(9-19ep oY) SI WE&@
‘4 L13unod jo peoads oyy st Ids
(21:2002-T0:6661) STYI0 *(ZT:L00C-CT:666T) SPURMOIAN *(Z1:L002-10:000) ©LIsNY :opdureg
‘(senea-d) [senea-)] sejewrryse HHA
(9z2°0) [0T'2—] [sz°1] [79°1] [66°¢—] [tz ez L—]
39°C €10°0— T000 67V0'T 8ATO0— <COT0— 0990— ¢60 ¢c¢60 KO sSny
(0g0) [aL 2] [sT7] l6c7] [toe—] [e6'T-] [78:9-]
el 0TI00— <000 6860 €ST0— 6L00— 9€90— 160 160 €0 T°d
(z20) [18'2-] [2°¢] [76°L] l6z2—] [062-] [0z 2~]
1¢°1 6000— %000 TO06'0 LOT'0— SOT'0— TI8S0— 160 160 Lg'0 wds
(1¢0) [672—] [ce 7] (89°7] [76'c-] [28'1-] [z9'9-]
el L000— €000 #8890 TIITO— T1900— 2990— 7#60 ¥60 O0O¥V0 IN
(9°0) [sT0-] [g6°€] [e-1] [c0€—] [88c—] [6:9—]
980 000°0— €000 6¢80 00T 0— 60T0— WPLS0— 680 680 1Iv0 ®3l
(9£0) ez e—] [sg7] [z 1] [99'2—] [08'2—] [0z'8—]
00°C G000— €000 ¢<¢060 GCT0— 1I800— TGL0— L8O ¥#80 Tc0 e
(¢v°0) [og'0-] [ce9] [27°1] [281-] [eeT-] [1z°2-]
1.1 10000— 4000 00¢'T SGIT0— 990°0— 9S#90— 060 6L0 €0 B
()2 o w.sms\ ePL 2 PPV gl S0¢ o) €4 T4 Ty

THAONW LgHd DILSHINOA I dT14dV],



by Sm9p, 192p 1

O S R T Il N O O 1O Il IR [0 ™ S0 1]x| 0 | = SV
as” P by, SAMPP;  199P lds as sy
&.m%\ &w\»\ &m\ﬁ !
"XOpUI PuO(q pauosess eey s APOOJ\ o) JO Ajlmjent 01 p[eId oyl st 'noy/
‘XopUul PUOQ JUSUWIUIZA0S §[) AILINJRUL JURISUOD SIROA-()T O} UO AJLINjew 0} P[IA o3 ST *Q )
‘Xopul puoq A}LINjent JUejsuod SIeos-()7 ¢ AIJUNOD JO JUNOWe SUTPULISINO 9} ST Wv.i
‘SN Jo oner JAD-199P 91 ST 'S )39ap
12 A13Unoo Jo onel J(-19ep oY) SI WBQB
‘. L13unoo jo peoads oy st jds
(2T:L002-T0:666T) STUI0 1(ZT:L002-CT:666T) SPURLIYIN (ZT:L002-10:0007) B1ysny :ojdureg
‘(senpea-d) [senea-)]| sejewir)se DA
(€2°0) [80°2] [vL 0] [12°0] [£6°0] [c22-] es1-] [81°2-]
96°¢C €T100— €000 0000 €8T'T G8T'0— RB600— T9G°0— 80 880 LEO Sy
(e7°0) (892—] ree—] vz €l [8°1] l61'1-] [€0z—] 89—
89T 0TO'0— 9000— €000 #6590 9600— S8ITO0— SE€S0— 980 980 €v0 Id
(ev°0) 662~ l9z°¢—] [9.°7] [s0°1] [220-] [122-] [L1°2-]
891 600'0— 9000— 9000 9670 LS00— 6ET0— ¥8G0— 980 980 L&0 wdg
(99°0) (17l [92%—] [89°2] [990-] [6€0-] [59°2—] [58°9-]
¢80 2000— 6T00— 9000 €.L70— ¢c00— TET0— 88G0— 680 680 6£0 N
(z50) [6€"0—] [v6z—] [18°7] (e8] [0g"0-] IR [ee -]
6C'1T 100°0— ST00— OT00 T190°T €c00— €PT0— 6T90— 80 880 90 ®©H
(£2°0) [ec ] [11°0—] [621] [0z1] [£92—] 822 [0z'8—]
06°C G00'0— 0000— €000 ¥880 SCI'0— 9800— TGL0— €80 €80 0c0O ®-HY
(s€°0) [Ly0-] [80°0] [vez] [07°1] [rs1-] [eeT-] [1°2-]
60°C 100°0— 0000 9000 69¢T ¥IT'0— LS00— S¥P90— L8O 6.0 7vEOQ I©H
(2)z. o wws\ mbzwmb meb 5 OV ¢f Sy ) ) ) T

TIAOW LIdd SN ANV DILSAINOA :[[[ d14dV],

10



by 199p ) T

3 VDY DY 0 ﬁw@a\q
b1 1=t}
? L b1 E] DDy SN _ ;
St M1q9op ook gL | T -G ) [0 g g 1] o@ m%ﬁd
. b 9 H|w&% ds 1
L |

"XOpUl pUuOq pauosess vry S APOOJN 93 Jo Ajumjewr 03 Ik oy st "oy,
‘Xopul PUO( JUSWIUISA0S G[) £}LINJRUL JUR)SUOD SILOA-()T O} U0 AjLnjeut 0} peik oy st ’q )
‘Xopul Puoq AJINJeTI JURISUOD SI1LdA-()] ¢ AIJUNO0D JO Junoure Surpue)sino oty st hHe)
‘SN Jo o1yl J(IH-1GOP A} snurw ¢ £IIUNOD JO O1peI J(D-IYOP ) ST 12qap .
‘2 £19unoo jo peods oty st Ids .
"(21:L002-T0:6661) S0 :(Z1:L008-CT:666T) SPURIYIN *(£1:L002-10:000¢) LIy :o[dureg
‘(senea-d) [senea-)] sejewrryse HHA

(gg0) [L2c—] [62°0] (087 [66°2—] [86'1—] [e72—]

1C'¢C ¢T00— 71000 2960 6LT0— TOTO0— 6SS0— 060 060 80 sny
(09°0) (0] [Le7] [gL°g] (06 1] [80°2—] [9679—]

00T OTO0— <2000 TE€E80 ¢€¢I0— L600— LES0— 060 060 ¢¥oO0 TI°d
(89°0) (86 7—] [L87] [L5°T] [26°0—] [62°¢—] (L7 2]

20T 800°'0— 9000 0TS0 6S00— LET'0— %8G0— 680 680 L£0 w®dg
(6<°0) [61°¢] e [92€] [eeg—] [z g—] [68'9—]

GO'T 2000— G000 6STY0 ¢€800— 8L00— 8L90— 71760 ¥60 0V0 IWN
(89°0) [ez'0—] [92°9] [66°¢] [96°0—] [8g -] [eg2—]

GL0 0000— TT1I00 e6¥¥' 1T <Cv00— €CT'0— 2090— 060 060 620 ®II
(12°0) (22T lerel [15°2] [827—] [69°¢—] vz 8]

60°¢ ¥000— €000 ¥ILZ0 VPITO— T600— TGL0— 880 880 120 ®©i4
(gz°0) [reo-] [122) les'1] F0z—] [29'2—] [212-]

GL'C T000— €000 66640 <CL00— €800— ¥E€90— 060 060 G0 D
Qoo G MEL o Vg SAg 4ot W U

THAOW ILddd SN SOSHHA DILSHINOA ‘AT dT14dV],

11



TABLE V: CREDIT RISK COMPONENT
(percentage points)

Ger Fra Ita Net Spa Bel Aus
A: debt-GDP gap (mean) 27.52 25.75 71.11 1537 13.5 63.04 28.73

B: spread (mean) 0.363 0.428 0.606 0.416 0.484 0.514 0.449
C: 4P, (Table IV) 0.003 0.003 0.011 0.005 0.006 0.002 0.001
D: A*C 0.083 0.077 0.782 0.077 0.081 0.126 0.029
E: D/B 22.7 181 129.1 185 16.7 245 6.4

Sample: Austria (2000:01-2007:12); Netherlands (1999:12-2007:12); others (1999:01-2007:12).
debt-GDP gap is the debt-GDP ratio of country 7 minus the debt-GDP ratio of U.S.
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FIGURE 2 (A): SPREAD VS DEBT-GDP RATIOS
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FIGURE 2 (C): SPREAD VS DEBT-GDP RATIOS
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