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Abstract
In the light of the recent ﬁnancial crisis, we take a panel cointegration approach that
allows for structural breaks to the analysis of the determinants of sovereign bond yield
spreads in nine economies of the European Monetary Union. We ﬁnd evidence for a level
break in the cointegrating relationship. Moreover, results show that (i) ﬁscal imbalances
– namely expected government debt-to-GDP diﬀerentials – are the main long-run drivers
of sovereign spreads; (ii) liquidity risks and cumulated inﬂation diﬀerentials have nonnegligible weights; but (iii) all conclusions are ultimately connected to whether or not
the sample of countries is composed of members of an Optimal Currency Area (OCA). In
particular, we establish (i) that results are overall driven by those countries not passing the
OCA test; and (ii) that investors closely monitor and severely punish the deterioration of
expected debt positions of those economies exhibiting signiﬁcant gaps in competitiveness.
Keywords: European monetary union, sovereign bond yield spreads, optimal currency
areas, competitiveness gaps, euro area
JEL Classiﬁcation: E44, H63

∗

Department of Economics and Finance, Brunel University, Uxbridge, UB8 3PH, United Kingdom.
Department of Economics and Statistics, University of Salerno, Via Ponte Don Melillo, 84084 Fisciano (SA),
Italy & Business Reseach Unit (UNIDE-IUL), Instituto Universitario de Lisboa, Portugal. Matteo Fragetta
completed part of this work while he was visiting Cass Business School, City University London.
‡
Corresponding author. Department of Economics, Social Sciences Building, City University London, Whiskin
Street, London EC1R 0JD, United Kingdom. Phone: +44 (0) 20 7040 4522. Fax: +44 (0) 20 7040 8580.
E-mail addresses: mauro.costantini@brunel.ac.uk; mfragetta@unisa.it; giovanni.melina.1@city.ac.uk
†

1

