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Expected sovereign defaults and fiscal consolidations 

by W. Roeger and J. in 't Veld     

 

While at the current juncture the fiscal multiplier is larger than in normal conditions, this is 

not in itself an argument for postponing consolidations. The size of the multiplier is not the 

only criterion on which one should base fiscal policy decisions, because multiplier 

calculations usually assume that under the alternative – no-consolidation scenario – the 

perceived risk of a government restructuring would remain unchanged. However, many 

governments in countries with high and strongly rising sovereign debt are facing higher 

financing costs (and in some cases even a loss of financial market access). This in turn has 

repercussions for the private sector. Recent developments in some of the highly indebted 

euro area countries show a strong comovement between credit default swap (CDS) spreads 

on sovereign debt and nonfinancial corporate debt. An important transmission channel to 

the private sector, which has been emphasized in recent discussions, is the vulnerability of 

the domestic banking sector, which suffers already under recapitalization pressures from 

loan losses, and faces additional pressure from declining government bond prices 

(sovereign risk channel, see Corsetti et al. (2012)). In this paper we use a two region DSGE 

model for the Euro area (periphery vs. core), to analyse the costs of higher sovereign risk 

premia. The paper highlights the importance of valuation effects of sovereign bonds in 

bank balance sheets for the transmission of sovereign default expectations to the private 

sector.   

Our analysis has important implications for assessing the appropriateness of the fiscal 

stance in highly indebted EA countries. The scenarios show the potential costs of higher 

sovereign risk premia and expectations of sovereign default. While at the current juncture 
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the costs of fiscal consolidations are larger due to higher than normal fiscal multipliers, a 

counterfactual of no-fiscal-consolidation could for highly indebted EA countries have more 

detrimental effects if it leads to expectations of sovereign default which put further 

pressure on the banking system when banks face capital requirement constraints. Based on 

a highly non-linear convex relationship between debt levels and CDS spreads we find a 

further increase in debt-to-GDP ratios in highly indebted countries can have large negative 

demand effects as the sovereign spreads spillover into higher private sector borrowing 

costs. While this does not change the fact that multipliers - as defined relative to the initial 

state – are larger now, it indicates that in some cases the no-consolidation alternative may 

have equal or worse consequences. 

This also has possible implications for a more gradual consolidation path for highly 

indebted countries. The arguments in favour of back-loading fiscal consolidations are, first, 

that multipliers will be smaller when conditions have returned to normal and hence the 

costs of consolidating will be lower, and, second, nominal rigidities in wages and prices 

generally favor slower, more gradual adjustment to fast frontloaded ones. But if a slower 

consolidation path risks raising fears in financial markets, the benefits of backloading 

consolidations may be outweighed by the costs of raising expectations of sovereign default.  

This highlights the need for credible long-term consolidation strategies and maintaining 

fiscal credibility. 

It should be acknowledged that there is a large dispersion in CDS spreads across countries, 

with some being able to attain low CDS spreads despite large debt ratios. Moreover, since 

the announcement of Outright Monetary Transactions (OMT) by the ECB, sovereign risk 

premia have fallen significantly in the second half of 2012 and the relationship between 

debt levels and CDS spreads has weakened. But while the announcement of OMT has 

helped to lower default risks, it is not unconditional support but subject to clear 

conditionality. Therefore sovereign risk spreads are likely to remain for countries with high 

debt levels and the consequences of no-consolidation remain an important consideration 

when judging the appropriate stance of fiscal policy.  
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