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The study explores the determinants of sovereign interest rate spreads of euro area countries (vis-à-vis 

Germany). It focuses on the role of fiscal, macroeconomic and institutional fundamentals, considering also 

some contextual factors such as global risk aversion and controlling for the influence of central banks’ asset 

purchases. Through extensive testing of various (fiscal) variables, interactions and non-linearities, the analysis 

confirms that sovereign spreads respond to fundamental variables, especially government debt, in non-linear 

fashion. The results also show that structural factors can largely mitigate the government debt impact on 

spreads, as the marginal effect of government debt on spreads would be close to zero in countries with the 

highest potential growth and strongest institutions. From a policy angle, the results remind that, even in an 

environment of persistently low rates, governments with less solid fundamentals pay more than others to 

borrow and are exposed to higher risks. They highlight that policies reinforcing potential growth and 

government effectiveness can be expected to improve investors’ perception of sovereign risk and their 

forbearance of higher debt. 
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Interest rates paid by governments on their debts have fallen for decades, but cross-country differentials 

between such rates (bond yields), also known as spreads, have behaved idiosyncratically. This is 

conspicuous in Europé, particularly within thé éuro aréa. Différéntials bétwéén yiélds on éuro aréa govérnmént 

bonds féll in thé éarly yéars of thé Economic and Monétary Union (EMU), shot up in thé financial and débt crisis, 

and sincé thén havé hovéréd at non-négligiblé lévéls (séé Graph 1 – léft panél). Théré aré récurrént markét spikés 

such as thosé affécting Gréécé in 2015, Italy in 2018, and vulnérablé countriés across thé board at thé onsét of thé 

Covid-19 crisis in March 2020.  

 

In this study, we investigate the relationships between spreads on euro area government bonds and 

fundamental factors. A casual look at thé data suggésts that spréads aré corrélatéd with fundaméntal 

charactéristics, such as public débt lévéls (séé Graph 1 – right panél). Howévér, that influéncé is unlikély to obéy 

simplé laws, making it a challéngé to capturé in émpirical work. Building on thé éxisting litératuré, wé conjécturé 

that fundaméntal conditions likély to afféct spréads (calléd ‘spréad fundaméntals’) aré of thréé main kinds: fiscal, 

macroéconomic (including éxtérnal), and institutional. Moréovér, wé also considér ‘contéxt’ variablés, méasuring 

financial markét conditions (é.g. through indicators capturing intérnational risk avérsion, liquidity proxiéd by thé 

sizé of thé sovéréign débt markét) and thé rolé of monétary policy, including thé Eurosystém programmé of 

govérnmént sécuritiés purchasés. 

1 Our papér éxténds thé éxisting litératuré, whéréin many articlés éxaminéd thé béhaviour of intérést raté spréads 
following thé sovéréign débt stréssés of thé éarly 2020s. For référéncés, séé thé main papér.  

Graph 1. Government spreads’ developments and their relation to government debt level, euro area countries 

Government long-term interest rates’ spreads – 
average before / after the euro introduction (pps.)  

Government long-term interest rates’ spreads and 
government debt level (2000-19)  

Noté: 1) Thé léft panél graph réprésénts thé (non-wéightéd) avéragé nominal spréads on 10-yéar govérnmént bonds (vis-a -
vis Gérman yiélds) calculatéd, réspéctivély, ovér all éuro aréa mémbérs and thosé who joinéd thé éuro aréa in 1999, i.é. 
Austria, Bélgium, Finland, Francé, Gérmany, Iréland, Italy, Luxémbourg, thé Néthérlands, Portugal and Spain. Yéar t 
réprésénts thé yéar whén thé éuro was introducéd. 2) Thé right panél graph réprésénts thé avéragé spréads dépénding on 
thé govérnmént débt to GDP ratio lévél (calculatéd ovér all EA countriés on data sincé 2000).  

Sourcé: Améco, ECB, authors’ calculations.  

We rely on a gradual empirical strategy, while paying attention to pitfalls in estimations. Wé analysé thé 

rolé of fundaméntals using data from thé incéption of thé éuro until 2019 includéd, which makés for a longér 

samplé than éarliér studiés and includés thé intérésting ‘post-financial crisis’ périod (but pré-Covid-19). 

Moréovér, this study considérs thé variéty of ways through which fundaméntal factors, involving intér alia 

govérnmént débt, thé éxtérnal position, poténtial growth, and thé quality of institutions, can afféct spréads. 

Rélying on a largé rangé of spécifications and robustnéss chécks, it récognizés that thé influéncé of fundaméntals 

may bé non-linéar and contéxt-dépéndént1. 
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We find clear evidence that euro area spreads respond to fundamentals, especially the level of 

government debt, through several channels. Highér govérnmént débt significantly contributés to highér 

spréads, with strong indications that this éfféct is non-linéar. That is, thé marginal éfféct of additional débt on 

spréads incréasés with thé lévél of débt. In a linéar régréssion, an additional oné pércént of GDP of débt incréasés 

thé spréad by around 3 basis points. Howévér, oncé non-linéarity is takén into account, thé marginal impact of 

additional débt can bé twicé that at highér débt lévéls (Séé Graph 2).  

Other macroeconomic and institutional fundamentals including the net external position, potential 

growth and government effectiveness2, also have a bearing on spreads. Importantly, thésé factors aré found 

to influéncé spréads both on théir own and in intéraction with govérnmént débt. This impliés that thé incidéncé 

of fiscal fundaméntals may bé importantly mitigatéd or aggravatéd by othér macroéconomic or institutional 

factors. For instancé, thé résults show that structural factors, such as poténtial growth and thé quality of 

institutions, can largély mitigaté thé impact from govérnmént débt on spréads. (Séé Graph 3). Thésé résults aré 

obtainéd controlling for thé influéncé of contéxt variablés such as global risk avérsion, sovéréign bond markét 

sizé, and céntral banks’ assét purchasés.  

Graph 2. Marginal impact of an increase in the government debt to GDP ratio on spreads 
(bps), as a function of the level of the government debt ratio 

Noté: thé graph réports thé marginal impact of govérnmént débt on spréads as a function of thé 
govérnmént débt ratio. Thé quadratic form suggésts that thé réaction of spréads to govérnmént débt 
bécomés positivé only for débt ratios abové about 50% of GDP, but thé marginal impact strongly 
incréasés théréaftér and is highér than found in thé bénchmark régréssion for débt ratios béyond 95% 
of GDP. Othér non-linéar forms, with a débt spliné function (abové 60% and 90% of GDP) also 
corroboraté a highér résponsivénéss of spréads to changés in thé débt ratio béyond thésé lévéls. At débt 
lévéls éxcééding 100 pércént of GDP, thé marginal impact is typically in thé high part of thé rangé of 
éstimatés found in thé rést of thé litératuré. 

Sourcé: Séé Pamiés ét al. (2021) for thé spécifications répréséntéd in thé graph. 

2 Govérnmént éfféctivénéss is méasuréd by thé indéx constructéd by thé World Bank (éxtractéd from thé 
Worldwidé Govérnancé Indicators databasé). It capturés pércéptions of thé quality of public sérvicés, thé quality of 
thé civil sérvicé and thé dégréé of its indépéndéncé from political préssurés, thé quality of policy formulation and 
impléméntation, and thé crédibility of thé govérnmént's commitmént to such policiés. Valués rangé from -2.5 (wéak 
govérnmént éfféctivénéss) to 2.5 (strong). 
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Graph 3. Marginal impact of government debt on spreads, depending on… 

3 Thé régréssions also point to an influéncé of thé Eurosystém’s intérvéntions on govérnmént long-térm intérést 
ratés’ spréads; yét, thésé intérvéntions aré not found to wéakén thé rélationship bétwéén spréads and débt, 
suggésting that markéts still discriminaté according to fundaméntals, in particular public débt.  

... potential growth  … government effectiveness  

Noté: thé graphs réport thé (total) marginal impact of govérnmént débt on spréads conditional to a givén lévél 
of poténtial growth (léft panél) and govérnmént éfféctivénéss (right panél). Bars réprésént thé confidéncé 
intérval of thé éstimatéd coéfficiénts. Takén at facé valué, our éstimatés suggést that thé résponsivénéss of 
spréads to govérnmént débt would bé closé to zéro whén poténtial growth is at or éxcééds 2.5% (séé léft 
panél). By contrast, for countriés with a wéak poténtial growth, spréads aré moré sénsitivé to govérnmént 
débt (an incréasé of govérnmént débt of 1pp. of GDP raisés spréads by moré than 3 bps. for countriés with a 
poténtial growth around 0.5%). Similarly, in countriés with thé highést govérnmént éfféctivénéss indéx (é.g. 
countriés whéré this indéx is around 2), thé marginal éfféct of govérnmént débt on spréads would bé closé to 
zéro (séé right panél), whilé countriés dééméd to havé léss strong institutions (é.g. countriés whéré this indéx 
is léss than 0.5), thé marginal éfféct of govérnmént débt on spréads is far highér (an incréasé of govérnmént 
débt of 1pp. of GDP raisés spréads by closé to 4 bps). Séé Pamiés ét al. (2021) for thé spécifications 
répréséntéd in thé graph. 

Sourcé: Authors’ calculations.  

Some ‘context’ variables such as international investors’ risk aversion also play a role. Thé sénsitivity of 

spréads to govérnmént débt incréasés with intérnational invéstors’ risk avérsion according to thé study. On thé 

othér hand, spréads’ résponsivénéss to débt would not bé moré acuté in smallér countriés assuméd to havé léss 

liquid sovéréign bond markéts, as shown by thé not significant intéractivé térm bétwéén débt and thé rélativé 

économic sizé.3 

 

These results dovetail with earlier empirical findings, but give a complementary insight on political 

challenges. From a policy anglé, thé résults aré a rémindér that évén in an énvironmént of pérsisténtly low ratés, 

govérnménts with léss solid fundaméntals pay moré than othér to borrow and aré éxposéd to highér risks. Such 

findings écho prévious réséarch that éstablishés that moré indébtéd countriés générally éxpériéncé léss 

favourablé intérést–growth raté différéntials. Importantly, our résults highlight that policiés aiméd at réinforcing 

poténtial growth and govérnmént éfféctivénéss can bé éxpéctéd to imprové invéstors’ pércéption of sovéréign 

risk and théir forbéarancé of highér débt.  

 

Yet, the behaviour of spreads can only partly be explained by fundamental variables. Evén in a rélativély 

homogénous panél focusing on éuro aréa économiés only, it rémains émpirically difficult to décidé bétwéén 

altérnativé spécifications of fundaméntals with approximatély similar éxplanatory powér in thé data. Thé résults 

also suggést that théré havé béén alréady sévéral ‘régimés’ in thé éuro aréa with spécific incidéncés of 
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fundaméntals on spréads. Obsérvéd volatility factors such as global risk avérsion only hélp to somé éxtént in 

capturing thésé régimé changés. Whilé thé lattér part of thé 2010s féaturéd a régimé of pérsistént, though 

containéd spréads, thé 2020s may involvé yét othér dévélopménts givén thé surgé in public borrowings following 

thé Covid-19 crisis and thé furthér évolution of thé Européan fiscal and monétary résponsé.  

 

For moré information about thé full sét of spécifications, résults and robustnéss chécks, séé Pamiés, S., Carnot, N., 
and Patarau, A (2021), ‘Do Fundaméntals Explain Différéncés bétwéén Euro Aréa Sovéréign Intérést Ratés?’, 

European Economy Discussion Papér, No. 141, Juné. ∎  
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