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Chapter 7 

ANALYSIS OF EUROPEAN SOVEREIGN CREDIT 
DEFAULT SWAP DURING THE SOVEREIGN DEBT 

CRISIS IN PERIPHERY COUNTRIES

Işıl MENGÜÇ

Introduction
In previous years, lenders to countries could not insure against sovereign default 

and also they had to trust creditors their debt obligation in good faith. On the other 
hand, our generation has created insurance product to protect against default. Ba-
sically, these insurance products are called credit default swaps which have passed 
two decades of extraordinary growth. Policy makers, market participants and regu-
lators gradually look at sovereign credit default swap (CDS) spreads to adjust finan-
cial system (Augustin, 2012). 

Sovereign credit ratings have helped as the most utilised proxy to measure the 
amount of credit risk associated with an economy; however criticism is being di-
rected towards the rating agencies that identify credit ratings. The general idea is 
that the credit ratings are not good indicators of the amount of credit risk linked 
to an entity (Mora, 2006). This idea is related to the current sovereign debt crisis 
and also the subprime banking crisis 4 years ago. Credit rating agencies could not 
forecast this crisis. The most outstanding example of this was the collapse of the 
American investment bank Lehman Brothers. Even though this bank had a very high 
credit rating, it had defaulted (Flannery, 2010). Credit ratings have heightened the 
demand for a different and certain proxy of sovereign credit risk. Wang, Svec and 
Pec (2006) defined that the CDS premiums on periphery countries sovereign bonds 
began to extend, as well as they extended again following the downgrade Greece’s 
(April 2010) and Ireland’s (April 2011) debt to junk status which increases pressure 
on the solvency of these countries. 

Moreover, the credit default swap spreads might be a substitute to utilise of cred-
it ratings as the guiding indicator for sovereign risk. The premium that has to be paid 
in a sovereign CDS transforms the amount of credit risk regarding the entity fun-
damental the contract. Basically, a CDS contract can protect an investor versus the 
credit risk that he or she faces. Because CDS spreads market-assessed reflectors un-
like credit ratings, they can manage more certain and also quicker to altering market 
conditions (Flannery, 2010). The CDS has become a very well-known instrument, as 
well as it is the most traded derivative and the market. This study is to define that 
sovereign CDS spreads can potentially be used as an underlying and accurate proxy 
for sovereign risk. 
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developed structural model to sovereign risk. He said that volatility index and equity 
market index are related to CDS spreads. We have proved this model in this study.  
Sovereign has been damaged world financial market badly. Besides, it was caused 
countries’ credibility. Therefore, we also used CDS spreads to determine countries’ 
credit risk.  During the financial crisis, CDS spreads were increased dramatically. Ba-
sically, European sovereign debt crisis damaged world financial system and different 
countries. So, this study has proved that spill over effect was created by European 
sovereign debt crisis. For example, S&P 500 index is based United States’ companies. 
Moreover, World Financial Index and S&P 500 index are statistically significant to 
determine CDS Spreads

This study was investigated a private to public transfer associated with coun-
tries’ exposure to the financial system during the euro are financial crisis between 
2008 and 2012. This development was led to important co-movement between the 
price of insurance versus default risk and the performance of the financial sector in 
Portugal, Ireland, Italy and Spain. Researchers found that aid packages were facili-
tated to several countries in Europe. This aid mechanism has damaged in sovereign 
CDS market prices, for instance, the European Financial Stability was created by the 
euro area member countries. 

The effects of risk premiums on CDS spreads are associated with macroeconomic 
and financial market developments. Second part of this study, macroeconomic and 
financial markets developments have been investigated. Our result show that sover-
eign spreads has increased dramatically in Portugal, Italy, Ireland and Italy. This cir-
cumstance changed on investor’s appetites for credit exposure at a global level rather 
than these specific sovereign economies (Pan& Singleton, 2008). This development 
has damaged macroeconomic factors, such as GDP, Growth rate and debt to GDP ratio.
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