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} A CDS provides protection against a ‘credit 
event’ 

} In theory buying a Corporate Bond and a CDS 
(insurance) on that bond should be equivalent 
to buying a risk free asset 

} Using arbitrage arguments, the yield on the 
corporate bond should be equal to the risk 
free rate plus the CDS spread. Or, 
equivalently the credit spread should be 
equal to the CDS spread 

} But .. 



} Counterparty risk 
} Liquidity issues 
} Regulatory issues 
} Sovereign debt: not clear which is the risk 

free asset.  This is the topic of this paper 
} A lot of the literature deals with how the 

arbitrage works in practice: in corporate 
bonds mostly well except in times of turmoil  

} Also, whether new information is impounded 
first in the bond or in the CDS market 



} Looks at sovereign bond yields and CDS 
spreads for 7 countries, especially around the 
potential sovereign default from some 
European countries. 

} CDS spreads have increased not only for 
countries receiving bail-outs, but also those 
providing them. 

} Studies how bond yields (not credit spreads) 
respond to changes in CDS spreads 

 





} Using a VAR for CDS and bond yields, the 
paper estimates impulse response functions 
of bond yields to innovations in CDS spreads. 
This is done country by country. 

} Somewhat surprisingly, the paper finds that 
for some countries the effect is zero or even 
negative (‘safe havens’). 

} For the others, the troubled countries, the 
effect is positive and sometimes close to one. 



} Looks at the issue of whether there is 
contagion in CDS spreads from troubled 
countries to safe-haven countries. Uses 
Diebold-Yilmaz methodology to compute a 
‘contagion index’ which is based on the 
forecast error variance decomposition 
generated  by a VAR for CDS for the 7 
countries.  

} Finds no contagion for CDS spreads. 
} But significant spillover for CDS spread 

volatility. 



} Why not include other countries in the 
analysis? 
◦ US, UK, Switzerland 
◦ Other euro countries (Holland, Austria, Greece, …) 
◦ Other Latin American countries (Brazil, Venezuela,..) 

} This would make the paper even stronger. 



} IRF to shocks to CDS (for individual countries) 
 
 
 
 
◦ Unit root problems: the time series of yields may be 

non-stationary (for daily and weekly data)?  
◦ Shouldn’t you use changes in yields and CDS 

spreads instead of levels? 
◦ Once the system is estimated on changes, it can be 

transformed into levels to calculate the IRF. 
◦ The results are available? 





} The periods chosen for the estimation are a 
little confusing: they all overlap. 

} The IRF are almost the same for the a and b 
periods.  Period c is slightly different, but less 
significant 



} To complement the IRF done country by 
country, why not use the multi-country VAR 
to estimate impulse respond functions of 
bond yields of one country to innovations in 
CDS spreads of the other countries. 

} Could it be possible that innovations in the 
CDS spreads of the troubled countries are the 
ones affecting the bond yields in the safe-
havens? 
 
 



} In the VAR used to estimate the contagion index 
(and in the Appendix), VIX is included as an 
exogenous variable as a measure of ‘global risk’. 

} It is not clear whether you should use the 
contemporaneous value of VIX or the lag values? 

} Why not report also the coefficients on the VIX 
variable for the different countries? How 
important is global risk in different countries?  

} Is endogeneity a concern if contemporaneous VIX 
is used? 
 
 



} While the spillover of levels (CDS spreads) for 
the safe-havens did not increase during the 
euro crisis they were pretty significant over 
the period considered 



} “I conclude that sovereign debt from 
Germany, Chile and Japan are both, 
unaffected by contagion from other 
economies and have served as store-of-value 
assets during the current turbulence.”     
(From the abstract of the paper) 



} It is not clear why contagion can only be 
measured by the changes in the index and not on 
the level of the index. 

} Around 70% of the forecast error variance 
decomposition for Germany can be attributed to 
the other countries!  

} “..the larger the part of the error in predicting 
variable x that can be accounted by other errors, 
the larger the contagion.” 

} There might have been a decrease of contagion 
during 2012, but it was still pretty high. 
 
 



} The spillover for variances (of CDS spreads) 
was clearly stronger over the period. 



Why not include a spillover table, as in Diebold-Yilmaz? 
(this is the data used to calculate the contagion index) 





} Very interesting paper. 
} It uses sophisticated econometric techniques. 
} It makes important points. 
} Hopefully my comments will be helpful in 

improving the paper. 



} Why not use Pesaran and Shin (1998) 
generalized IRF analysis for unrestricted VAR, 
which does not require orthogonalization of 
the shocks and is invariant to the ordering of 
the variables in the VAR? 

} In Diebold and Yilmaz (2009) example they 
have 19 countries, and they do not seem to 
have problems? 
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