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< Abstract >

Amid the recent financial and fiscal crises around the world,
the trading volume of sovereign credit default swaps (CDS)
expanded as investors continued to lose confidence in
government-issued bonds with increasing concerns about
sovereign default risks. Despite the increase in sovereign CDS
trading, relatively little research has been conducted concerning
sovereign CDS and not much is known about the determinants

of sovereign CDS premium.

Against the backdrop, this paper analyses the determinants
of sovereign default risk using sovereign CDS premium data of
developed and developing countries including Korea. The main
focus is on verifying the correlation between sovereign CDS
premium and government fiscal balance as many countries are
struggling to keep healthy balance sheets. In this paper, we use
CDS premiums on 5-year government bonds as an indicator of
sovereign default risk, which is widely used as an index to

represent sovereign credit risk.

We model sovereign CDS premium of a country as a
function of its macroeconomic fundamentals and external
exposure in addition to financial market variables such as
interest rates and exchange rates. Regression results show that
variables such as GDP growth rate, external debt, and fiscal

balance are the main determinants of a country’s default risk.

- X -




The regression results of the Korean time-series data show
that sovereign CDS premium and government fiscal balance are
significantly correlated, which indicates that fiscal soundness is
an important factor determining a mnation’s default risk.
Statistically significant correlation also exists between sovereign
CDS premiums and GDP growth rates as well as external debt

and exchange rate volatility.

Analysis using sovereign CDS premium data of six eurozone
and four BRICS countries generally confirms the result for
Korea as variables such as GDP growth rate, external debt, and
government fiscal balance are the major factors that affect
sovereign default risk. While significant correlation exists
between the sovereign CDS premium and fiscal balance for
BRICS countries, the correlation is less significant for the

eurozone countries.

Considering the finding of this paper that countries with
fiscal balance deficits are fragile to sovereign default risk, it is
important to devise and undertake economic policies that ensure
a fiscal surplus. Maintaining fiscal soundness is especially
important in small open economies such as Korea, which are
vulnerable to external shocks. Significance of the macroeconomic
fundamental variables, including the GDP growth rate, suggests
the importance of maintaining sound economic fundamentals in

order to prevent sharp spikes in sovereign CDS premiums.
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