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Is country risk in peripheral European countries overvalued ?

Ireland: CDS 5y
Source: BBVA Research

Portugal: CDS 5y
Source: BBVA Research

Greece: CDS 5y
Source: BBVA Research
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Is country risk in peripheral European countries overvalued ?

Italy: CDS 5y
Source: BBVA Research

Spain: CDS 5y
Source: BBVA Research
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Is country risk in peripheral European countries overvalued ?

European sovereign countries: CDS 5y, fiscal 
and external determinants
Source: BBVA Research
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Is country risk in peripheral European countries overvalued ?

• Our standard country risk panel model (39 countries, 6 years) for CDS which basically 
includes variables on fiscal and external imbalances, together with other macro variables, 
has worked reasonably well up to now.

• The model includes two components: global risk and idiosyncratic risk
• With such model, in the recent episode of sovereign crisis in Europe an overshooting of risk 

premia over fundamentals can be identified.

1. Potential growth and growth model in coming years

2. Over-weighting of external vulnerability

3. Banking situation and national bailouts of banking systems (and other large 
companies)

4. Exchange rate rigidity

Other variables that could explain this overshooting:
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Potential growth and growth model in coming years

What else are markets pricing in?

This index is composed of 3 components (medium term, long term, and average, see annex).  Each one of these components 
ranges from 1 to 3.  

1: less need for reforms, 3: greater need for reforms

Therefore the aggregate index ranges from 0 to 30

Need for Structural Reforms in Developed Countries
Source: IMF and BBVA Research
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What else are markets pricing in?

Potential growth and growth model in coming years

• Adding a structural growth 
indicator helps to explain the 
spread of Portugal and to a 
large extent Greece

• Ireland remains still an outlier

Exchange 
rate 

Home 
bias

Banking 
issues

UK
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In the face of financial markets closure and liquidity problems, external 
dependency has been over-weighted

What else are markets pricing in?

Markets' Sensitivity to External Variables
Source: BBVA Research

External debt, NFAs and sovereign CDS
Source: BBVA Research

Over-weighting of external vulnerability
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Ireland and Spain: 5yr CDS spread to Italy
(5-yr CDS in bps)
Source: Bloomberg and BBVA Research
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What else are markets pricing in ?

Banking situation and national bailouts of banking systems (and other large companies)
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Weighted average Tier 1 ratios stressing 
sovereign exposure (including banking book)
* Six largest institutions
Source: CEBS, supervisory authorities, banks and BBVA Research
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What else are markets pricing in ?

Public Capital Injections (% GDP)
Source: BBVA Research
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What can be expected
on the European sovereign crisis going forward?
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Annex

12121011101514172722202317101714Total
1.71.31.31.11.21.11.71.61.93.02.42.22.61.91.11.91.6Average

1.61111122233321111Innovation
1.61111132232132111Infraestructure
1.81221111233331122Huma capital
1.82212121133232121Institutions and contracts

Long Term

1.71111111232232123Profesional services regulations
1.81211212332223121Retail sector regulation
1.62111132132121121Network regulations
1.82111112232323122Business regulations
1.91112111233332232Labour market inefficiency

Avg.JAPUSUKSWEDENIRLFINAUTGREPORSPITABELNLDFRADEUMedium Term
Need for Structural Reforms 

Source: IMF and BBVA Research

Page 18

Europe: Fiscal deficit and debt forecast (% GDP)
Source: National governments. Data refered to Maastricht´s definition
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External 
vulnerability

Current account deficit (% GDP)
Source: AMECO  and  BBVA Research

Annex
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GDP Growth forecasts
Source: BBVA Research
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Annex: Model country risk

• The model allows assessing structural sovereign risk of any country included in the 
sample and it also allows estimating idiosyncratic risk from any other country, whether it 
is or not in the sample

• It allows disaggregating the estimated risk in two independent components:

– Global Risk: associated to common factors that affect simultaneously many different 
countries, but allowing a differential impact on each country

– Idiosyncratic Risk: The part of risk associated to specific country factors

• The dependent variable used to proxy for a given country Sovereign Risk is the monthly 
average of the Credit Default Swaps (CDS)

• The methodology combines three different statistical methodologies in three sequential 
steps. 1) We construct two compound indexes that summarize the information coming 
from different idiosyncratic variables that are highly correlated among them.  2) We 
estimate a State-Space model in order to separate the observed CDS of a given country 
into two different components: a global risk component and an idiosyncratic risk 
component.  3) We use the output of the State-Space model to re-estimate the 
contributions of the idiosyncratic variables to the total observed country risk, through a 
Tobit-Panel model

1) General 
Description

2) Methodology
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Annex: Model country risk

• The variables that define the idiosyncratic component are:

– The GDP growth rate

– The inflation rate: Widely used in the literature as a proxy for macro stability

– Rule of Law de Kaufman: A commonly accepted measure of governance.  It’s an 
indicator that summarizes institutional and political stability

– Fiscal Position Indicator: fiscal balance and public debt

– External Position Indicator: current account and external debt

• The final estimated equation is:

Country Riski,t =  Global Risk(Estimated) t*Lambdai +   β1 X1,i,t + … + βr X1,i,t + δ i + υi,t

3) Variables 
and Estimated 
Equation
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