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Abstract

We propose an empirical framework to assess the likelihood of joint and conditional
sovereign default from observed CDS prices. Our model is based on a dynamic skewed-t
distribution that captures all salient features of the data, including skewed and heavy-
tailed changes in the price of CDS protection against sovereign default, as well as
dynamic volatilities and correlations that ensure that uncertainty and risk dependence
can increase in times of stress. We apply the framework to euro area sovereign CDS
spreads during the euro area debt crisis. Our results reveal significant time-variation
in distress dependence and spill-over effects for sovereign default risk. We investigate
market perceptions of joint and conditional sovereign risk around announcements of
Eurosystem asset purchases programs, and document a strong impact on joint risk.
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