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Sovereign risk premium

• Defining sovereign risk premium 
– An increment in interest rate that would have to be paid for by 

investing in a particular country, compared to some benchmark

• Measuring sovereign risk premium 
– Spreads between 10-year treasury yields to the US equivalents, 

the identified benchmark 
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Sovereign risk premiums  

• Sovereign yields
– Extended fisher equation
!" = $" + &"' + ("

– Sovereign yield equation
!" = !)*," − &)*,"' + &"' + ("
$" = $)*," + ("

• Sovereign risk premiums
(" = -./," + 0/,"
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Decomposition of !"
• There are no well-established theories or structural models on 

sovereign risk premiums, !"
• Most studies decompose the risk premiums into a range of risk 

factors highlighting government debt related default risks
• There is an evolving theoretical literature modelling government 

debt and sovereign risk premiums
– Blanchard (1986) and Calvo (1988)
– Bi (2012) and Bi, Shen and Yang (2016)
– Gosh et al. (2016)
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Model of yields and government debt 
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Higher yields mean lower investment
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Review of existing studies

• Implications of existing cross-country studies for Australia unclear
– Baldacci and Kumar (IMF working paper, 2010), IMF Fiscal Monitor (2018)
– Remolona, Scatigna and Wu (BIS Quarterly Review, 2007)
– Haugh, Ollivaud and Turner (OECD working paper, 2009)
– Ardagna, Caselli and Lane (NBER working paper 2004)

• Few studies available on Australia data
– Yan and Brittle (Treasury working paper, 2010)
– Comley, Anthony and Ferguson (Treasury working paper, 2002)
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Contributions of this study 

• Australia’s own experience is not extensive. Our study 
introduces a framework to draw on cross-country experiences 
to inform the discussion on Australia.

• We estimate dynamic heterogeneous panel data models on a 
large dataset covering 20 OECD countries including Australia 
over a 38-year period (1980-2017). 
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What’s driving risk premiums?

• How do public debt and fiscal balance affect the risk premium? 

• Do government contingent liabilities affect the risk premium?

• What other observable characteristics explain changes in the 
risk premium?
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Sovereign spreads
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Sovereign spread against fiscal indicators
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Sovereign spread against contingent liabilities
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Identification

• The long-run behaviour of sovereign yields: 

» !",$: nominal yield on 10-year government bonds for country ! at year %
» &",$: CPI inflation
» !'(,$ and &'(,$ are the US equivalent of !",$ and &",$
» )",$: a vector of fiscal indicators 
» *",$: current account balance, market liquidity, and global risk sentiment
» +,": represents time-invariant, country-specific characteristics (e.g. business cycles)
» -",$: monetary union members; bailout programs
» .",$: the error term
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Empirical framework

• Diagnostic testings 
– Cointegration gpanel error correction model
– !"# ≠ !", ∀ ' (' = 0,…3)g heterogeneous slopes
– Cross-section dependence gcommon correlated effects

• Model selection
– Mean group estimators (Pesaran and Smith 1995)
– Mean group estimators with common correlated effects (Pesaran 2006)
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Heterogeneous dynamic panel data model

• Error correction form

– !"#, …!&#,are the long-run coefficients, whereas '(# … ')# are the 
short-run coefficients

– The error-correction speed of adjustment parameter *# is expected 
to be negative, exhibiting a return of variables to their long-run 
equilibrium 
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Australian results

• Sovereign yield does NOT respond to changes in all debt-
related fiscal indicators, including general gross debt, net debt, 
primary balance, and government contingent liabilities 
measured by household and corporate debt.
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Panel results (1980-2017)
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(1) (2) (3) (4)
yield spread yield spread yield spread yield spread

ec -0.304*** -0.530*** -0.596*** -0.806***
(0.054) (0.062) (0.068) (0.168)

LR
L.US inflation 0.645 0.211 0.208** 0.449**

(0.439) (0.168) (0.104) (0.188)
L.inflation -0.075 0.563*** 0.496*** 0.147

(0.305) (0.135) (0.135) (0.117)
L.gross debt 0.033**

(0.017)
L.primary balance -0.192**

(0.080)
L.current account -0.312**

(0.161)
L.market liquidity -0.190

(0.480)
L.risk aversion 0.681

(0.534)
Monetary unions Yes Yes Yes Yes
Bailout periods Yes Yes Yes Yes
SR
omitted to save space
N 681 591 571 553

(5) (6) (7) (8)
yield spread yield spread yield spread yield spread

ec -0.565*** -0.805*** -0.358*** -0.281***
(0.076) (0.146) (0.049) (0.103)

LR
L.US inflation 0.294 0.144 0.212 -0.062

(0.264) (0.451) (0.230) (0.414)
L.inflation 0.635** 0.566 0.271 0.361

(0.313) (0.731) (0.195) (0.251)
L.net debt 0.019 0.017

(0.024) (0.056)
L.financial asset 0.036

(0.076)
L.household debt 0.020

(0.018)
L.corporate debt -0.030

(0.059)

Monetary unions Yes Yes Yes Yes
Bailout periods Yes Yes Yes Yes
SR
omitted to save space
N 487 487 624 616



Panel results

• Subject to control variables, sovereign yield responds to 
change in gross debt
– For every one percentage point increase in debt/GDP ratio, sovereign 

yield increases by around 0-6 basis points with point estimate at 
around 3 basis points*. 

• Primary balances have explanatory power 
– For every one percentage point increase in primary balance to GDP, 

sovereign yield reduces by around 0-40 basis points with point 
estimate at around 20 basis points*. 

*95 per cent confidence interval
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Sensitivity analysis

• Lag structure 
– AIC selected lags

• Capturing regime changes 
– Ignore post bailout period (2013-2017)

• Common correlated effects
– Mean group estimators with common correlated effects
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Concluding remarks

• What are the implications of these results for Australia?
– When estimating long-run relationships from dynamic 

heterogeneous panels, mean group estimators can provide 
unbiased and consistent estimates of the long-run effects 
(Pesaran and Smith 1995).

– Wald tests confirmed the mean group estimators provide valid
long-run estimates for Australia. 
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BACK POCKET 
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Sovereign yields and government debt 
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Australia’s sovereign yield spreads
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Sovereign yield

26



Sovereign spreads
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Inflation
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Fiscal indicators

29



Contingent liabilities
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Charts – other risk factors
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Sovereign spread against other control factors
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Results – Australia (1980-2017)
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(1) (2) (3) (4)
yield 

spread
yield 

spread
yield 

spread
yield 

spread
ec -0.222** -0.304** -0.483** -0.796***

(0.098) (0.146) (0.171) (0.207)
LR
US inflation -0.731* -0.340 0.102 0.238

(0.398) (0.540) (0.287) (0.266)
inflation 0.921*** 0.657* 0.355 0.473***

(0.330) (0.322) (0.223) (0.136)
gross debt -0.046 -0.044 0.047

(0.048) (0.031) (0.029)
primary balance -0.309 -0.301

(0.197) (0.215)
current account -0.284

(0.206)
liquidity 0.771*

(0.413)
risk aversion 0.104

(0.344)
constant 0.501 1.179 0.851 -10.198**

(0.947) (1.744) (1.077) (4.080)
SR

omitted to save space
N 37 28 27 27

(5) (6)
yield 

spread
yield 

spread
ec -0.510*** -0.763***

(0.166) (0.177)
LR
US inflation -0.194 0.097

(0.279) (0.229)
inflation 0.487*** 0.449***

(0.161) (0.117)
net debt -0.026 0.032

(0.023) (0.020)
financial asset -0.092 -0.022

(0.057) (0.041)
current account -0.410**

(0.165)
liquidity 0.317

(0.360)
risk aversion 0.231

(0.338)
constant 2.026 -5.193

(1.270) (3.809)
SR

omitted to save space
N 28 28

(7) (8)
yield 

spread
yield 

spread
ec -0.322** -0.352*

(0.157) (0.193)
LR
US inflation -0.608* -0.820*

(0.313) (0.466)
inflation 0.732** 0.825*

(0.316) (0.429)
household debt -0.022 -0.010

(0.017) (0.027)
corporate debt 0.046 0.022

(0.050) (0.059)
current account -0.723

(0.598)
liquidity 0.150

(1.115)
risk aversion -0.392

(1.001)
constant -0.559 -2.539

(3.357) (10.842)
SR

omitted to save space
N 37 37


