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Key Question:

• Fiscal positions have deteriorated.  What is 
h lik l i b d i ld ?the likely impact on bond yields?



Fiscal Positions and Interest Rates

• A number of channels link fiscal positions 
d iand interest rates.

– Crowding out.  
– Portfolio Balance.
– Default Risk. 
– Inflation Expectations – Debt Monetization.









Issues in Estimation

• Problem is that both fiscal policy and interest rates• Problem is that both fiscal policy and interest rates 
are endogenous to the cycle.
– Fall in GDP leads to lower fiscal balances and lowerFall in GDP leads to lower fiscal balances and lower 

interest rates resulting in positive empirical relationship 
that obscures negative impact.



Recent Lit.  

• Laubach (2009):  
– Examine 5-year ahead fiscal projections and 

interest rates.  
– Beyond the cycle – avoid endogenity.

• ECB Studies: 
– Nickel, Rother, and Rülke (2009) and Attinasi, 

Checherita, and Nickel (2009)
– Examine spreads between countries subject to 

similar macro shocks.



Our research:

• Similar to Laubach, 
– Utilize two-year ahead forecasts of fiscal 

variables in order to avoid endogenity.
• but different:

– Using full panel data set of OECD countries.  
– Allows us to examine additional factors 

(spillovers).
• Use coefficients to provide up-to-date 

estimates of impact of fiscal deterioration 
on sovereign yields



Our Approach:pp

• Dependent Variable: 10 year sovereign bond• Dependent Variable: 10-year sovereign bond 
yield.

L i ld l l d i h h l– Long-term yields less correlated with the cycle.
• Fiscal Variables

– Two-year ahead fiscal balances and net debt from OECD 
Economic Outlooks.

– Example: 2007 Q4 Interest rate vs Dec 2007 Economic– Example: 2007 Q4 Interest rate vs. Dec. 2007 Economic 
Outlook projection for 2009 balance.



Control Variables

• Addition Controls for the Cycle:
Short Term Interest Rates– Short-Term Interest Rates.

– GDP growth and Inflation.
T Y h d f t f OECD• Two-Year ahead forecasts from OECD.

• Forecasts might hold more information for 10-year 
rates than current values.

• Lagged Long-term Rates
– Persistence in interest rates.Persistence in interest rates.



Our Methodology

• Annual Panel Regressions (1988-2006)
S l• Samples:
– OECD – 19 Countries.

G 7– G-7.

• Fixed Period Effects.
Savings Glut– Savings Glut

• Fixed Country Effects.
I tit ti l t i i l ti– Institutional arrangements, i.e. pension regulation. 
Creditworthiness.  





Comparison to Previous Studies

• Laubach (2009):
1 t i t i i fi l d fi it/GDP b t– 1 percentage point increase in fiscal deficit/GDP boosts 
U.S. 5-year forward yield 20-29 basis points

– 1 percentage point increase in fiscal debt/GDP boosts1 percentage point increase in fiscal debt/GDP boosts 
forward yield 3-4 bp

• We find in long-run, using G7 results:
– 1 p.p. increase in fiscal deficit : 17 bp
– 1 p.p. increase in fiscal debt : 2 bp



Robustness Checks

• Current rather than Forecasted variables.
– Significant impacts although smaller than with 

forecasted variables.
– Prospective fiscal policy more important for 

long-term rates than current policy (although 
the two are clearly correlated)the two are clearly correlated).





Robustness Checks
• 5-year ahead 5-year rate (Laubach’s)

R th f t d f th F th l– Remove the front end of the curve – Focus on the less 
cyclical.

– Same size effects – But not significant.Same size effects But not significant.





Robustness Check
• Inflation may be endogenous to fiscal policy.

I l di i fl ti i d d d bi i th– Including inflation may induce a downward bias in the 
estimated impact of fiscal policy.

• Removing inflation does not significantly changeRemoving inflation does not significantly change 
the results.
– Suggests changing inflation expectations not the gg g g p

relevant channel.







Spillovers







Conclusions

• Deficits and Debt increase long-term rates.
• Caveats:

– Not a good estimate of sovereign risk.
• Extensions:

– Substitute corporate rates to check crowding p g
out.

– Control for external vs. internal debt holding.


