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• Markets’ pricing of the risk premium on sovereign issuers is

volatile and subject to various drivers. Splitting the contribu-

tion of macro and fiscal fundamentals from that of volatile

market perceptions can help find profitable buying and sell-

ing opportunities.

• We develop a framework to estimate the fair value of govern-

ment bond spreads for Italy, France, and Spain. The estimate

is based on fiscal and macroeconomic fundamentals only.

• The model suggests that the BTP spread is currently close

to fair value, as the negative perception of the country has

abated. The rise in the OAT spread is tracking deteriorating

fundamentals.

• The model also allows to identify the drivers of the spread

evolution. e.g., to quantify how much of the compression of Italian and Spanish spreads is due to the reduction in debt/GDP

and lower unemployment after the pandemics.

• Ownership structures also matters. Italian BTPs have traditionally been held by domestic investors and the ECB's purchases

have mainly replaced foreign investors. OATs’ share of foreign investors has recently risen to over 50% as the ECB has

gradually withdrawn amid its Quantitative Tightening (QT).

• Not just spread levels, but also spread volatility matters for investors. While the volatility of the OAT/Bund spread has tradi-

tionally been significantly lower than that of the BTP/Bund and Bono/Bund spreads, they have recently moved noticeably

closer together. A methodology derived from volatility to assess market participants' preferences shows that risk aversion

towards OATs is at a very high level, in contrast to BTPs and Bonos.

• In general, both volatility and yields have fallen across all maturities over the past year. Short-term Spanish Bonos currently

offer a very good risk-adjusted yield, which even exceeds that of German Bunds on both counts.

• Finally, we show that even simple systematic investment strategies based on macroeconomically derived fair values can

generate excess returns, without increasing volatility.

  

   

   

   

   

   

   

   

   

   

    

  

   

   

   

   

   

   

   

   

   

    

                                        

                                 
 enchmark  e ua     eighte   TP an  un   strateg   ase  on month   

signa   in  

 trateg  enchmark

                                     

CORE MATTERS
Using models to generate excess returns on 
euro area government bonds 

Florian Späte, Paolo Zanghieri 
December 17, 2024 



Generali Asset Management | Core Matters  

 

 

CONTENT 
 

 

1. The Model ........................................................................ 2 

2. Use of the model ............................................................. 3 

3. Decomposition of the spread ........................................ 4 

4. Ownership in assessing EA non-core government 

bond markets ...................................................................... 5 

5. Rising risk aversion towards French OATs ................. 6 

6. Italian and Spanish bonds increasingly attractive as 

volatility falls ....................................................................... 7 

7. Simple strategy to deliver excess return ...................... 8 

8. Conclusions .................................................................... 9 

 

The reduction of ECB bond holding is likely to cause in-

creased volatility in bond yields and therefore in sovereign 

spreads. From an investor’s point of vie  it  ecomes im-

portant to understand ad try to quantify how much of this vol-

atility derives from the evolution of fundamentals, which have 

an important bearing on the long term path of borrowing cost, 

as opposed to possibly more fickle market perception and risk 

appetite. This report provides the fair value assessment for 

the risk premia on 10-year government bond yields of France, 

Italy, and Spain (vs. German Bunds). Our measure of fair 

value focuses on economic fundamentals, including the cur-

rent condition of public finances, the balance of payments and 

the prospects for growth and inflation. The methodology also 

enables us to quantify the drivers of the spreads. The setup 

can be used for trading strategies, and we show that consid-

ering the estimated fair values generates excess returns. 

A fundamentals-only fair value to assess mis-

pricing and likelihood of ECB intervention in 

times of stress. 

On the policy side, the fair value of EA sovereign yields is 

linked to the new (and untested) TPI mechanism, which al-

 o s the EC  to step in  ith  on  purchases if “un arrante   

 isor er   market   namics”1  ea s to a spike in a countr ’s 

sovereign spreads, threatening the functioning of monetary 

policy in the euro area (EA). Having a fundamentals-based 

 
1 More details on the program can be found here. 
2 The original paper can be found here. 
3 Other variables could be used. Such as actual growth or inflation and 

total or primary budget balance. We preselect a common set of 

view of the spread to be used as a benchmark can help as-

sess the likelihood of an intervention in times of stress. 

1. The Model 

Following the set-up introduced by the Bank of Italy2, we de-

fine the fair value of the spread as the one consistent with a 

countr ’s macroeconomic an  fisca  fun amenta s.  prea s 

are determined by fundamentals related to growth, inflation, 

fiscal and external balances. In the model approach, we also 

control for risk appetite, which in turn has global and country-

specific components. Therefore, in the econometric estima-

tion we model the spread with the following specification: 

𝑠𝑝𝑟𝑒𝑎𝑑𝑡 = 𝛼 + 𝛽1𝑋𝑡 + 𝛿1𝑍𝑡
𝑑𝑜𝑚 + 𝛿2𝑍𝑡

𝑔𝑙𝑜𝑏𝑎𝑙
+ 𝜀𝑡 

With  

X,: macro and fiscal fundamentals, 

Zdom: domestic component of risk appetite 

Zglob: global component of risk appetite 

In what follows we consider the estimate based on fundamen-

tals, defined as:  

𝑠𝑝𝑟𝑒𝑎𝑑𝑡̂ = 𝛼̂ + 𝛽1̂𝑋𝑡 

An alternative takes also in consideration the domestic com-

ponent of the risk appetite: 

𝑠𝑝𝑟𝑒𝑎𝑑𝑡̂ = 𝛼̂ + 𝛽1̂𝑋𝑡 + 𝛿1̂𝑍𝑡
𝑑𝑜𝑚 

These two proxies can be used for different purposes. The 

first aims to compare the pricing with what would result ignor-

ing country-specific market perceptions and focussing only on 

actual or expected macro and financial outcomes, the second 

seeks to assess the gap  ith a countr ’s actua  an  perceive  

risk. We will focus on the first, leaving the description of the 

second to the appendix. 

We use debt-to-GDP as a proxy for fiscal fundamentals. 

Given the forward-looking component of financial prices, we 

consider 1 and 5 years ahead consensus forecasts for GDP 

growth and inflation, taken from Bloomberg. We add the un-

employment rate as a measure of the constraints for fiscal 

consolidation. To assess the role of external imbalances we 

use the ratio  et een a countr ’s unit  a our costs  ith re-

spect to Germany as a proxy for cost competitiveness and the 

current account balance.3 

variables for all the countries by running a LASSO algorithm and then 
we further refined using a general to specific procedure on an equation-
by-equation basis. 

https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721~973e6e7273.en.html
https://www.bancaditalia.it/pubblicazioni/qef/2022-0713/index.html?com.dotmarketing.htmlpage.language=1
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The domestic component of risk appetite is a measure of cur-

rency redenomination risk of the debt, as fiscal risk is already 

controlled for by using debt as explanatory variable. This is 

measured by the difference between the 5yr CDS in USD and 

the correspon ing EUR one  as a ratio to German ’s4. The 

global component relates to risk in the global bond space. For 

that we use the Excess Bond Premium (EBP) on corporate 

bonds computed by the Federal Reserve5, as IG credit is of-

ten seen as an alternative to EA peripheral paper. Moreover, 

the EBP is a widely used measure of potential financial dis-

tress. 

The table below shows the results of the estimation. Long-

term growth expectations and unemployment are important 

for countries such as Italy and Spain which have underper-

formed in terms of trend growth and labour market. As 

 
4 See this blog post and the references therein for a detailed description 

of this measure of redenomination risk. The original paper from the Bank 
of Italy uses as a proxy the ISDA basis defined as the difference between 
the CDS premia defined by the 2003 ISDA protocol and those defined by 
the 2014 ISDA protocol where the latter explicitly considers the redenom-
ination of the debt in a different currency as a credit event which triggers 
a settlement under the CDS contract. We prefer our simpler measure due 
to data availability. Robustness checks on this variable are available on 
request.  

expected, Italy has the largest beta on redenomination risk, 

given its large debt and history of political instability. Con-

versely, the sensitivity of the spread to global risk appetite 

(proxied by the EBP) is directly proportional to credit risk, with 

Ita  ’s  eta  eing near   three times that of France. 

2. Use of the model 

We use the results of the estimation in two ways. First, we 

calculate the fundamentally backed risk premium over Bunds 

and a confidence interval. Second, we use the coefficient to 

decompose the evolution of these spreads and assess the 

relative strength of the drivers. 

Construction of the fair value spread. We use the esti-

mated beta related to the macro and financial fundamentals. 

To account for model uncertainty, instead of producing a sin-

gle estimate of the fair value we get a distribution using a 

block bootstrapping algorithm.6 

French spread widening related to fundamen-

tals. BTP spread compression due to im-

proved risk perception. 

For French OATs our approach shows that between the debt 

crisis and the COVID outbreak the OAT spreads undershot 

the level implied by macro and fiscal data. This may be due 

to low-risk perception and possibly, other factors that we do 

not model directly (like strong demand from central banks). 

5 The EBP is a component of corporate bond credit spreads that is not 

directly attributable to expected default risk and. It is meant to provide an 
effective measure of risk appetite in the corporate bond market. More 
details on its construction and ability to predict stress can be found in this 
note. 
6 We estimate different regressions, each time excluding a sample of 

consecutive observations equal to 10% of the total. Therefore, we can 
build a confidence interval around the most recent estimate. 
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https://www.federalreserve.gov/econresdata/notes/feds-notes/2016/recession-risk-and-the-excess-bond-premium-20160408.html
https://www.federalreserve.gov/econresdata/notes/feds-notes/2016/recession-risk-and-the-excess-bond-premium-20160408.html
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The situation has changed radically since 2022. The rise in 

the spread reflects closely the deterioration in fundamentals, 

and market perception has become essentially neutral. The 

extreme spread widening since June is due to political uncer-

tainty. Accordingly, it is not reflected in the model based on 

macroeconomic variables. Given that the instability is likely to 

continue for the time being, we remain cautious from a tactical 

point of view. 7 

On the contrary, for Italy, market perceptions have driven a 

large positive wedge between the actual and fair value 

BTP/Bund spreads, with the gap widening in any period of 

tension, be it domestic (the aggressive fiscal expansion an-

nounced by the Lega M5S government in 2019) or global (the 

pandemics and the inflation squeeze following the invasion of 

Ukraine). This situation has reversed thanks to regained po-

litical stability and a more prudent fiscal policy8. The current 

spread is therefore consistent with fundamentals. 

 
7 For more details, see also here. 

Spain: Both the spread and its fair value estimate have been 

stable after the GFC, reflecting improving fundamentals and 

low political instability which fed through low perceived risk. 

3. Decomposition of the spread 

In addition, we use the estimated coefficients to quantitatively 

assess the impact of each explanatory ‘fun amenta ’ variable 

in deriving the spread. In what follows we use this feature to 

illustrate the drivers of the spreads during the last two year. 

In Appendix 2 we show a similar exercise for other periods. 

Lack of debt consolidation prevents French 

spreads from falling, better fiscal and labour 

market metrics help BTP and Bonos. 

In France, as in the other countries, the spread widening 

since 2023 is due to a deterioration in the growth and inflation 

prospects. However, in Italy and Spain, this was offset by the 

improvement of the debt-to-GDP, which has been absent in 

France. Non-modelled factors (namely the fragile election 

outlook after the European and national election) are respon-

sible for the spike observed since last summer. 

In Italy, the evolution of the spread during the last two years 

was driven by the deterioration of the current account (due to 

the energy shock and lower global trade) and the macro-out-

look, almost entirely offset by the impact of lower debt and the 

improvement of the labour market. The domestic risk compo-

nent added to the spread in 2022 until mid-2023, with the un-

certainties related to the new government, but afterwards it 

contributed to its fall given the decrease in perceived political 

risk  a so visi  e in the “other” component . 

8 In line with the use of growth and inflation expectations one should use 

the consensus forecasts for the fiscal metrics, which are however una-
vailable.  
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In Spain, the initial widening of the spread was driven by de-

teriorating growth expectations and the negative energy 

shock on the current account. Subsequently, the situation im-

proved thanks to the fall in the unemployment rate and the 

return to surplus of the current account. 

4. Ownership in assessing EA non-core govern-

ment bond markets 

Apart from fundamental drivers discussed thus far, the struc-

ture of ownership matters too. Due to the signalling effect and 

varying risk aversion of different investor groups, it is im-

portant to know who the holders of government debt are. In 

the long term (the data goes back to 20049), developments 

appear particularly relevant when the risk assessment of mar-

ket participants regarding a country changes and/or when un-

foreseen events lead to market turbulence. 

 
9 See https://www.imf.org/~/media/Websites/IMF/imported-datasets/ex-

ternal/pubs/ft/wp/2012/Data/_wp12284.ashx 

Ownership structure is vital in times of finan-

cial turmoil. 

In Italy, the domestic sector holds the largest share of gov-

ernment debt. The share peaked at 65% in 2012 and currently 

(as of 06/2024) almost half of all BTPs are still held by do-

mestic banks and non-banks. The successful retail govern-

ment bond issuances of recent years confirm that the domes-

tic sector is a decisive factor for the demand for BTPs. In ad-

dition, the ECB holds a substantial proportion of outstanding 

Italian government debt. Since 2010, the ECB has intervened 

massively in the Italian government bond market through the 

Securities Market Programme, the Asset Purchase Pro-

gramme, and the Pandemic Emergency Purchase Pro-

gramme, holding up to 26% of all outstanding Italian govern-

ment bonds. Although the ECB began Quantitative Tighten-

ing (QT) in 2023, it currently still holds almost a quarter of all 

BTPs (23%). Hence, domestic investors and the central bank 

together hold more than 70% of all bonds. This is significant 

as they are deemed to be less reactive in turbulent market 

phases. By contrast, the share of foreign investors has fallen 

steadily since 2010 from more than 40% to less than 30%. 

This is by far the lowest share in the EA and represents an 

important safety anchor in turbulent market phases. 
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The evolution of investors in French bonds is quite different. 

Traditionally, the proportion of foreign investors is much 

higher, and it increased again at the beginning of the EA debt 

crisis, as French OATs were considered core bonds while still 

offering a decent premium over Bunds. At the end of June 

2024, the share of foreigners was still close to peak at 52% 

(the decline since then is not yet reflected in the IMF data), a 

record high in the EA. The main effect of the ECB's purchases 

has been to reduce the share of domestic investors (espe-

cially domestic banks). At 14%, they currently hold signifi-

cantly less than in 2010 (34%). The ECB's cautious approach 

to reducing its portfolio is also evident in France. Despite the 

QT, the ECB's share is still 19% (down from 22% at peak). 

The high proportion of foreign investors makes OATs vulner-

able to a deterioration in sentiment, as foreign bondholders 

are particularly price- and risk-sensitive and more likely to re-

duce their investments when the news flow (e.g., political un-

certainty) deteriorates. 

5. Rising risk aversion towards French OATs 

In addition to the spread level, the volatility of the spread is 

another key factor for investors. This risk indicator differs be-

tween issuers and over time. For the period since 2007, the 

annualised 30-day volatility of the 10-year OAT spread is just 

under 32%, the 10-year Bono spread over 70% and that of 

the 10-year BTP spread even over 86%.10 However, it is worth 

noting that the current volatility of the OAT spread of just un-

der 40% is well above the historical average, while the spread 

volatility of Spanish and Italian bonds is only around half the 

historical volatility. The volatility of the OAT spread has been 

on a slight upward trend for about a year, and it has increased 

further after the European elections in June. As a result, the 

 
10 In statistical terms, it is StdDev (abs daily change in spread) x 250) 

^0.5. 

30-day annualised volatility of French spreads is currently 

higher than that of Spanish spreads. 

In addition to looking purely at volatility, which is ultimately a 

static risk indicator, the question arises as to how market par-

ticipants' risk aversion has developed. To determine this, we 

use the spread volatility as an explanatory variable to the ac-

tual spread. We interpret the residual, i.e., the spread devel-

opment not explained by volatility, as the risk aversion of mar-

ket participants. On average, the residual is zero for all mar-

kets. If the actual spread deviates upward from the fitted 

value, market participants seem to be currently more risk 

averse than average (and vice versa). 

Market participants defensive on OATs. 

Not surprisingly, risk aversion measured this way shows a 

high degree of synchronisation across markets. The chart be-

low shows that risk aversion was generally very high during 

the EA debt crisis. National specifics are also reflected: in the 

run-up to the French presidential election in 2017, risk aver-

sion among market participants increased only for OATs. In 

spring/summer 2019, the coalition crisis in Italy (Lega/Mo-

vimento 5 Stelle) was reflected in an increase in risk aversion, 

which was limited to BTPs. 

It is worth noting the divergence in recent months. Risk aver-

sion towards French OATs has steadily increased since 2023. 

At peak, risk aversion reached a level second only to that at 

the time of the EA debt crisis. Although sentiment has bright-

ened slightly since the end of September (and risk aversion 

has fallen), it is still at a relatively elevated level. This is even 

more remarkable given that Italian and especially Spanish 

bonds have escaped the negative trend. Indeed, risk toler-

ance is currently not only higher than historically, but even 
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higher than before the European elections in June. This illus-

trates the idiosyncratic nature of the crisis in France. Both Ital-

ian and Spanish bonds currently seem to be benefiting from 

a substitution effect triggered by risk aversion towards French 

OATs. Until the French crisis is resolved, and risk aversion 

returns to normal, this effect is likely to continue.11 

6. Italian and Spanish bonds increasingly at-

tractive as volatility falls 

Let us now focus on risk-adjusted returns. To make the differ-

ent bonds comparable on a risk-adjusted basis, we compare 

the yield with the annualised volatility. With a very few excep-

tions, both the volatility and yield of all the bonds considered 

here for all tenors has fallen recently (see charts below). 

For short-term bonds (3 years), Spanish bonds are the first 

choice in terms of risk-adjusted return. Not only do they offer 

comparatively high yields, but they also have the lowest vol-

atility of all the bonds covered in this maturity segment. Italian 

bonds can offer a small yield pick-up but with increased vola-

tility. 3-year Bunds have become very unattractive as their 

volatility have surged since end of September. The risk-ad-

justed yield of short-dated French bonds have deteriorated 

year-on-year, making them less attractive. 

In general, the risk-adjusted yield of 10-year bonds has risen 

year-on-year. A slightly lower yield level is more than offset 

by a lower volatility. While 10-year French OATs were an es-

sential part of a bond portfolio a year ago due to their excel-

lent yield/volatility ratio, 10-year Bunds are currently attractive 

to safety-oriented investors due to their low volatility. Spanish 

and Italian bonds are suitable as yield enhancers. 

 
11 Irrespective of this, the question naturally arises as to how long the 

crisis in France can remain idiosyncratic given the systemic importance 
of France for the EA. 

The yield/volatility ratio also improved during the year for very 

long-dated bonds. A combination of German Bunds with Ital-

ian and/or Spanish bonds offers a better yield/volatility ratio 

than investing solely in 30-year Bunds. In a direct compari-

son, Spanish very long-dated bonds are superior to French 

bonds due to the slightly higher yield level combined with 

lower volatility. 

Bonos are becoming key in portfolio construc-

tion. 

Overall, political instability in France, reflected in higher vola-

tility, has significantly reduced the relative attractiveness of an 

OAT investment across all maturities. Bunds remain a haven 

of stability, at least for long and very long-term bonds. By con-

trast, Italian and Spanish bonds have increasingly come into 

focus. Their higher risk-adjusted yields allow them to increas-

ingly form part of a risk-optimised portfolio. 
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7. Simple strategy to deliver excess return 

The question now arises as to the extent to which the fair val-

ues we have derived for EA non-core government bond 

spreads can be used to generate an excess return. To this 

end, we set up a simple investment strategy. Specifically, we 

use the fair value time series to generate a monthly signal. If 

the actual spread (say Spain – Germany) at the end of the 

month is at least one standard deviation above the fair value 

determined, the strategy overweighs the 10-year bonds of the 

corresponding country (Spain). If the actual spread is at least 

one standard deviation below the fair value, 10-year Bunds 

are overweighted. Specifically, an upward deviation in the ac-

tual spread of between 1 and 2 standard deviations will result 

in the purchase of 75% of 10-year bonds of the corresponding 

country (Spain) and only 25% Bunds. If the actual spread de-

viates by more than 2 standard deviations, only bonds of the 

corresponding country (Spain) will be purchased (et vice 

versa). The benchmark strategy always invests equally in 10-

year Bunds and 10-year bonds of the respective country each 

month (Spain), regardless of the market situation. Accord-

ingly, the strategy may outperform (or underperform) if the fair 

value we estimate differs significantly from the market value. 

Macroeconomic models can generate excess 

return. 

The underlying idea thus corresponds to the idea explained 

above: whenever the actual spread level on the financial mar-

ket is “too high” an  not in line with the macroeconomic fun-

damental data, the fundamentally riskier but also higher-yield-

ing bonds from EA non-core countries are overweighted. If 

the actual spread is below the fair value (EA non-core bonds 

are considered too dear), mainly German government bonds 

are bought.12 

 
12 To rule out a potential in-sample bias, we tested this strategy also 

with 60-month rolling regression, with no qualitative changes. 

The investment strategy outperformed the long Italy one by 

more than 23% since 2009 to date (see chart on the front 

page). While the benchmark (50% BTPs and 50% Bunds) 

would have achieved a cumulative performance of 57%, the 

presented strategy can generate a performance of more than 

80%. During the EA debt crisis (2011/2013), the coalition cri-

sis in Italy (2018/2019) and in the months following the start 

of the war in Ukraine, the strategy only bought Italian bonds 

as the spread was significantly above fair value. There were 

certainly months, particularly in 2014-2016, when the actual 

spread was below fair value. However, at no point were the 

mispricing so pronounced that BTPs were effectively under-

weighted. Over the course of the last year, the fair value 

spread has fallen by almost 40 bps and is now just over 100 

bps. The current signal therefore implies an equal weighting 

of BTPs and Bunds. 

For Spain, the strategy generated an excess return of just 

over 6% over the period (63% vs. 57%). Overall, the mispric-

ing of Spanish bonds is much lower than that of Italian bonds. 

Only in the years 2010 to 2014 were there very significant 

deviations of the actual spread from the fair value. Accord-

ingly, the strategy was overweight in Bonos during this period 

and outperformed the benchmark. For a few months in the 

summer of 2020, the strategy was even underweight Bonos 

relative to Bunds, as the fair value was well above the actual 

spread. 

In the case of France, the outperformance of the strategy is 

even slightly smaller (51% versus 46%). Over the entire pe-

riod under review, French OATs are relatively rarely over-

weighted relative to Bunds. Only during the EA debt crisis 

does the strategy suggest a longer-term overweighting of 

OATs. By contrast, between 2017 and May 2024, the actual 

value is mostly lower than the fair value and the strategy often 

overweights Bunds during this period. Only in recent months 
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has this been reversed (although the mispricings are not mas-

sive) and for a few months at least, OATs have been over-

weighted again. 

Generally, the outperformance of the recommended strategy 

is not accompanied by higher volatility. In fact, in all three 

cases the volatility is slightly lower. 

8. Conclusions 

We have shown that the actual spread levels deviated signif-

icantly from the fair values based on macroeconomic data, 

particularly during the EA debt crisis and in times of political 

turbulence. However, except for France, fair values have re-

cently declined and are now close to the actual spread levels. 

Additionally, we go beyond a purely macroeconomic analysis 

and analyse the structure of the bond ownership. The devel-

opments in French OATs in recent months have shown that 

this can have a significant impact on the actual evolution of 

spreads. 

We demonstrate that, in addition to pure spread movements, 

volatility also plays a significant role in assessing a sovereign 

market. Italian and Spanish bond markets have clearly caught 

up with the French and are increasingly attracting investor at-

tention. Finally, we point out that simple investment strategies 

based on macroeconomically derived fair values are funda-

mentally capable of generating excess returns. 

Further research is suggested to develop more sophisticated 

strategies. In addition, strategies that are not based on mac-

roeconomic models but, for example, on the turning point in 

the ECB's interest rate cycle also appear promising. 
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Appendix A: An alternative definition of the fair 

value spread 

The charts below show the estimates of the fair value spreads 

calculating using only fundamentals and adding the domestic 

dimension of perceived risk, and the corresponding gap be-

tween the actual value of the spread, for OATs and BTPs. For 

France, the difference between the two is not large after 2017. 

It matters, on the contrary for Italy, especially in periods of 

high uncertainty, e.g., during the M5S/Lega government and 

the energy crisis related to the Ukraine invasion. The fair 

value, which included domestic perceived risk, tracks the ac-

tual spread very closely, which limits its usefulness for invest-

ment strategies as mispricing is minimal. 

Appendix B: Tracking the BTP spread decom-

pression in 2013-2015 

The framework we develop explains the 167-bps reduction in 

the BTP-Bund spread between January 2013 and December 

2025 as the result of mostly a decrease of the perceived do-

mestic risk, as shown by the much stronger descent of the 

actual spread with respect to its fundamentals-based value. 

The latter was driven down by the improvement in competi-

tiveness the external balance. All this more than offset the 

negative impact from the worsening growth and employment 

metrics following the fiscal retrenchment and the increase in 

debt. 
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