Accepted Manuscript

Journal of

INTERNATIONAL
MONEY

and FINANCE

Sovereign default risk and state-dependent twin deficits

Patrick Hurtgen, Ronald Rithmkorf

ScioncoDirect

Pl S0261-5606(14)00097-7
DOIl: 10.1016/j.jimonfin.2014.05.020
Reference: JIMF 1442

To appearin:  Journal of International Money and Finance

Please cite this article as: Hirtgen, P., RUhmkorf, R., Sovereign default risk and state-dependent twin
deficits, Journal of International Money and Finance (2014), doi: 10.1016/j.jimonfin.2014.05.020.

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service to

our customers we are providing this early version of the manuscript. The manuscript will undergo
copyediting, typesetting, and review of the resulting proof before it is published in its final form. Please
note that during the production process errors may be discovered which could affect the content, and all
legal disclaimers that apply to the journal pertain.


http://dx.doi.org/10.1016/j.jimonfin.2014.05.020

Sovereign default risk and state-dependent twin
deficits

Patrick Hiirtgen* Ronald Rithmkorf!

May 12, 2014

Abstract

This paper analyzes the impact of the government debt-to-GDP ratio on the correlation of the fiscal
balance and the current account. Above a government debt-to-GDP ratio of 90 percent the correlation of
the two balances decreases by 0.16 in a sample of 12 euro area countries and by 0.17 for Greece, Ireland,
Portugal and Spain. This paper develops a small open economy model with defaultable government debt
and riskless international capital markets to explain the empirical evidence of a state-dependent change
in the correlation. In the model high public debt-to-GDP ratios raise sovereign risk premia as the default
probability increases, leading to higher uncertainty about future taxes. In this case precautionary savings
of households increase and partially compensate current account deficits that result from fiscal deficits.
The increase in households’ saving reduces the correlation of the two balances by the same magnitude as
documented in the data. The model calibrated to Greece matches further business cycle moments and the

empirical default frequency.
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