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Abstract

We provide evidence in favour of a significant non-linear, time-varying dependence between sovereign

credit default swap (CDS) spreads and macroeconomic fundamentals for OECD countries. Macroe-

conomic conditions alone explain more than 80% of the out-of-sample variation in CDS spreads when

non-linear random forest regressions are used. This is almost double the predictive performance of

sparse and dense linear statistical learning methods. We test the coherence of the expected CDS

spreads across different pure out-of-sample scenarios, e.g. training a random forest regression on EU

countries and predicting CDS spreads for non-EU economies. The results suggest that non-linear ma-

chine learning methods enable “shadow” sovereign CDS pricing for countries and historical periods

in which tradable sovereign CDS contracts are not available.
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1 Introduction

Observable economic fundamentals suggest the recent European sovereign debt crisis, which

originated in peripheral EU economies and later spread around the continent and beyond, was

primarily due to the underpricing of credit risk in Greece. In this context, credit default swaps

(CDS henceforth) played a crucial role serving as a barometer for the unfolding sovereign debt

crisis (see Fig.1).1 The cost of hedging against sovereign default risk, as proxied by the CDS

premium, clearly increases over the 2011/2012 period vis-a-vis European countries.

This paper highlights the role of macroeconomic fundamentals in explaining the relative

level of CDS spreads across major OECD economies. More specifically, we use advanced

statistical learning methods applied to an otherwise standard predictive framework to ask two

simple questions that are still unresolved in the literature. First, we investigate whether the

view of CDS spreads being predominantly driven by aggregate economic fundamentals has

any foundations in a moderately-sized predictive regression framework. Second, we investigate

to what extent non-linear mapping assumptions between economic fundamentals and CDS

spreads improve our understanding of the dynamics of sovereign default risk. Equivalently,

we ask whether there is any out-of-sample gain in departing from standard sparse and dense

linear regression methods such as the lasso, ridge and elastic net in lieu of more flexible non-

parametric, non-linear, tree-based regression methods.

Our primary contributions are three-fold. First, we provide a new benchmark for the

use of predictive regression models in measuring CDS spreads. This is summarised in two

ways. The first is the high out-of-sample predictive R2
oos of non-linear statistical learning

methods, in particular random forests, relative to commonly used linear sparse and dense

predictive strategies. Second, we provide evidence that tree-based regressions generalise better

than linear forecasting strategies across countries, historical periods and aggregate market

1A single-name CDS is an over-the-counter credit derivative contract between a seller and a buyer that
provides the buyer protection against the default of an underlying entity (corporate or sovereign). The buyer
pays the seller a fee called the CDS spread or premium, and in exchange the buyer receives compensation from
the seller in the event of a default.
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uncertainty conditions.

The second, and perhaps more important contribution of our paper is to provide robust em-

pirical evidence that when used in a non-linear framework, macroeconomic variables alone show

significant out-of-sample explanatory power when pricing sovereign credit risk. On an absolute

basis, this power is not restricted to specific periods; random forest regressions incorporating

solely macroeconomic variables show strong out-of-sample R2
oos across both high-uncertainty

and low-uncertainty periods. Contrary to the existing literature, non-linear methods performs

well both in peripheral as well as core European economies. In addition, we show that the

importance of macroeconomic fundamentals is time varying, with unemployment rates and

fluctuations of economic activity around the long term trend consistently ranked among the

most important economic factors.

Our third contribution involves a “pure” out-of-sample test of CDS spread pricing. More

precisely, we show that once our tree-based regression model has been trained and validated

on a suitably large dataset, the model can be used to generate shadow CDS spreads over

extended time periods where no existing CDS data is available. Such shadow spreads show

good correlation with existing historical measures of sovereign risk, giving weight to their use

as an alternative sovereign risk measure. In this respect, our evidence suggests that non-

linear machine learning methods open up the possibility of generating shadow CDS spreads for

nations with no existing liquid CDS contracts, providing economic agents with a more accurate

view on the priced sovereign default risk of such nations.

The main empirical analysis is based on a sample of 29 OECD countries over the February

2011 to November 2019 period. Albeit short, the sample covers the bulk of the European

sovereign debt crisis and the relativly calm period that followed. In other words, the sample

covers two distinct market phases characterised by different trading dynamics and underlying

economic activity. As far as CDS spreads are concerned, we look at the 3, 5, 7 and 10-

year CDS premiums for each country. Country-specific economic activity is summarised by

13 macroeconomic indicators covering employment/labour markets, growth, monetary policy,

fiscal health and foreign trade. The covariates are utilised individually to capture “level” effects
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and subsequently interacted with the maturity of each CDS contract to capture “slope” effects.

Methodologically, we evaluate and compare a variety of sparse and dense penalised regres-

sion methods and principal component regressions, as well as generalised linear models and

non-linear tree-based methods. While several of these strategies may appear overly simplistic,

they have been shown to perform well in forecasting asset returns and risk premiums out of

sample (see e.g. Rapach et al., 2013, Kelly and Pruitt (2013; 2015), Rossi and Timmermann,

2015, Freyberger et al., 2020, Feng et al., 2020, Kozak et al., 2020, Gu et al., 2019, Kelly et al.,

2019, Sirignano et al., 2016, Chen et al., 2019, and Bianchi et al., 2021).

The main empirical results lend strong support for the use of macroeconomic fundamentals

coupled with non-linear regression tree-based methods. More specifically, the evidence is largely

in favour of using random forest regression methods and simple regression trees. In addition,

random forests highlight the heterogeneous role of macroeconomic fundamentals both across

countries (e.g. EU vs non-EU) and over time (e.g. during and after the EU sovereign debt

crisis). All in all, unemployment rates, consumption expenditures and the output gap seem to

be the strongest determinants of CDS spreads.

To interpret the economic validity of our results, we delve further into the model-implied

CDS spreads and investigate (1) the reliability of the forecasts within a pure out-of-sample

framework, that is, by training the models on specific groups of countries and forecasting the

CDS premiums on the residual economies, and (2) by looking at the correlation between the

model-implied CDS spreads and aggregate measures of market and economic policy uncertainty.

We highlight two main results: first, the random forest generalises best in our pure out-

of-sample exercise - it proxies the CDS spreads for countries which are not in the training

sample better than competing strategies. Second, we show the CDS premiums implied by

the random forest estimates strongly correlate with both the uncertainty on sovereign debt

economic policies and aggregate market uncertainty measures. This is true both in-sample

(2011-2019) and out-of-sample (comparing generating shadow CDS spreads over the pre-2001

period to available macroeconomic indicators over the same period).
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To summarise, our empirical results support theoretical models that feature both time vari-

ation in risk prices and time-varying risk based on aggregate economic conditions as in, e.g.,

Pesaran et al. (2006), Longstaff et al. (2011), Ang and Longstaff (2013), Doshi et al. (2013),

Jeanneret (2015), Kim et al. (2017), Oehmke and Zawadowski (2017), Doshi et al. (2017), Au-

gustin et al. (2021), among others. This echoes and extends the results in Alessi et al. (2019);

they show that for 11 Eurozone countries over the 2009-2013 period, the market price of eco-

nomic risk for sovereign CDS is time varying and possibly increases when investor attention

to economic fundamentals becomes extreme. However, based on linear sparse regression meth-

ods, they show that past crisis periods there is a disconnect between market developments and

macroeconomic fundamentals. We extend this literature by showing that when acknowledging

the existence of latent non-linearities between economic growth, labour market conditions, fis-

cal capacity and credit risk premiums, one can show that economic fundamentals alone explain

a great deal of time series and cross-sectional variation in sovereign CDS premiums. In this re-

spect, our paper, by means of non-linear statistical learning methods, strengthens the argument

that the market price of sovereign risk is tightly connected to economic fundamentals.

While non-linear machine learning methods have been explored in-depth in respect to binary

sovereign default classification, research into the efficacy of machine learning for sovereign credit

risk pricing is sparse. Manasse et al. (2003) provide one of the first approaches to sovereign

default forecasting by means of a logistic regression alongside classification trees. The paper

identifies macroeconomic variables reflecting solvency and liquidity factors that predict a debt-

crisis episode one year in advance. Similarly, Fioramanti (2008) use standard artificial neural

networks to understand if a nation’s economic status in one year may help to predict a sovereign

debt crisis the following year. Basu and Perrelli (2019) generate crisis lists for 169 countries

over 27 years and evaluate the performance of signal extraction vs. machine learning techniques

for the prediction of such crises. Silva et al. (2019) use random forests to classify the sovereign

ratings of various countries, using PCA and clustering as a form of variable selection. Unlike

these studies, our objective is not to provide an ”early warning” system based on recession

indicators and/or financial crsis, but rather to explain the high-frequency variation in sovereign
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spreads or credit default swap (CDS) premiums by means of economic fundamentals alone. As

highlighted by Aizenman et al. 2013; Bernoth and Erdogan 2012; Pasquariello 2014; Augustin

and Tédongap 2016; Chernov et al. 2020, there is still no clear understanding on how market

prices incorporate information on country-specific fundamentals over time to price default risk.

We contribute to this still-open debate by showing that within the context of a reduced form

regression method, once accounting for non-linear pricing relationships, economic fundamentals

indeed explain the vast majority of the pricing dynamics of default risk on a higher frequency

basis.

2 A simple motivating framework

In this section, we provide a simple motivation for the use of machine learning methods in the

analysis of sovereign CDS based on macroeconomic fundamentals. Here we outline the broad

reasoning, leaving the technical details to Appendix A.

The default intensity is assumed to depend on some economic factors xt that affect the

default-free term structure. In its simplest case, the intensity rate λt is linear in the parameters,

such that is log λt = β′xt−1 (see, e.g., Gourieroux et al., 2006). Assuming a constant recovery

rate and standard no-arbitrage conditions (see, e.g., Augustin and Tédongap, 2016; Doshi et al.,

2013), the log of the CDS spread st can be defined as

st = constant + λt ∝ β′xt−1, (1)

However, at least a priori, there is no reason why the pricing mechanism embedded in the

default intensity rate (i.e. the functional form of log λt) should necessarily be linear. For

example, Doshi et al. (2013) and Doshi et al. (2017) show that by assuming the default intensity

rate is a quadratic function of a set of latent state variables, i.e., λt = (β′xt−1)
2
, the pricing

kernel of CDS spreads is quadratic. Similarly, Augustin and Tédongap (2016) specify a non-

linear dynamic for economic fundamentals which leads to a state-dependent CDS spread.2 In

2Along the same lines, Galil et al. (2014), Jeanneret (2015), Blommestein et al. (2016), Lahiani et al. (2016)
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this paper, we expand the existing literature and remain agnostic as to which functional form

of the default intensity rate best fits the CDS spread dynamics, that is,

st ∝ f (xt−1) , (2)

with f (xt−1) a function of the economic fundamentals which is left unspecified. Although

assuming the mapping between st and xt−1 as unknown a priori seems perhaps too general, a

crude inspection of the data supports the idea of significant non-linear relationships between

credit default spreads and macroeconomic variables. Figure 2 reports the 5-year CDS premi-

ums against pairs of macroeconomic factors for a sample of countries, namely the US, UK,

France and Japan. We compare the fitted value of a linear model (flat surface) against the

fitted value from a third-order polynomial (curve). As an example, we consider some of the

main macroeconomic indicators used in the empirical analysis such as industrial production,

harmonised unemployment, the consumer price index and the composite leading indicator.3

Three main facts emerge: first, for a number of macroeconomic pairs and countries there is

a great deal of non-linearity in relationship to the CDS spread. As an example, business cycle

fluctuations and inflation have a highly non-linear interaction with the 5-year CDS for Japan.

Similarly, there is evidence of a highly non-linear correlation between business cycle fluctuations

and industrial production. Second, the nature of the non-linearity of credit risk pricing is far

from obvious and possibly heterogeneous across macroeconomic variables. That is, specifying

a particular functional form for a predictive model may be too restrictive, even if it is indeed

non-linear. Third, a linear model may still successfully capture some local correlation between

macroeconomic fundamentals and credit risk premiums. For instance, a linear function seems

to approximate fairly well the relationship between the composite leading indicator, inflation

and the 5-year CDS for France, especially when the macroeconomic factor pairs are in the

region close to the sample mean.

show empirically that non linearity in the exposure of corporate default risk to economic conditions could arise
because of endogenous structural breaks such as major credit and market events.

3The composite leading indicator (CLI) is designed to provide early signals of turning points in business
cycles showing fluctuation of the economic activity around its long term potential level. CLIs show short-term
economic movements in qualitative rather than quantitative terms.
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Motivated by this literature and the simple empirical evidence from Figure 2, we inves-

tigate the possibility that a more precise measurement of sovereign CDS based on economic

fundamentals alone (i.e. a more precise estimate of f (xt−1)) can be obtained by using flexi-

ble, non-linear transformations of the data, an avenue that has been advocated by Stock and

Watson (2002) within the context of forecasting macroeconomic time series. Differently from

the Gaussian linear/quadratic models in Doshi et al. (2013),Doshi et al. (2017) and Chernov

et al. (2020), we do not postulate a specific functional form connecting CDS spreads and state

variables; instead we use various statistical techniques such as trees and ensemble modeling

to tease out the relationship. Besides being agnostic about the functional form between CDS

premiums and macroeconomic variables, the use of tree-based methods has two additional ad-

vantages relative to dense and sparse linear regression methods which have been often adopted

(see, e.g., Alessi et al., 2019 and the references therein).

First, there is non-negligible correlation across different macroeconomic indicators, and the

overall correlation structure is not necessarily stable over time. Figure 3 shows this case in

point. Macroeconomic variables tend to be quite highly correlated. Apart from increasing the

variance of the predictions, standard forecasting methods often break down when predictors

are redundant and/or carry time-varying signals (see, e.g., Bühlmann et al., 2013 and Gu

et al., 2020). In this respect, penalised regression methods such as lasso (see, e.g., Tibshirani,

1996), ridge (see, e.g., Hsiang, 1975), and elastic net (see, e.g., Zou and Hastie, 2005) are

helpful in reducing the model dimension at the cost of leaning towards selecting one variable

from a group of correlated or nearly linearly dependent predictors.4 On the other hand, tree-

based methods are more robust towards redundant predictors (see Hastie et al., 2009). In

fact, decision trees make no assumptions on relationships between features. If features A, B

are heavily correlated, little information can be gained from splitting on B after having split

on A. As a result, a splitting rule would typically move to a third variable C without the

4Extensions such as the group-lasso proposed by Yuan and Lin (2006) may help in accounting for some
economic structure in the data since they do consider a group-specific penalization term. However, they often
do not make explicit the correlation across groups of predictors; they assume a priori group sparsity in the
economic structure of the data and also assume no time-varying interdependence among groups of regularized
predictors; all features which seem contradicted by the data as Figure 3 suggests.
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aggregate loss function/accuracy being affected. There may still be some danger in over-fitting

the model if the level of correlation between features in the training set does not generalize

to unseen data. However, this is less of an issue for tree ensembles, especially when feature

bagging (independent random samples of feature subsets used to build each tree) is employed,

e.g., Random Forests.

Second, both sparse and dense linear predictive methods typically entail either an implicit

or explicit reduction of the model space with the intention to arbitrarily lower model complexity

in order to minimize predictive loss. In penalised regressions, increasing the tuning parameter

(i.e., increasing shrinkage) leads to a higher bias. By utilizing cross-validation, the researcher

aims to balance the bias-variance trade-off by adjusting the tuning parameter. Similarly, in

factor models the optimal number of latent common components is chosen by using some

information criterion to reduce the model variance at the cost of increasing bias (see, e.g., Bai

and Ng, 2002). On the other hand, tree-based methods (and ensemble trees in particular)

retain all information and balance the bias-variance trade-off via reducing the complexity of

the tree structure through cost complexity pruning rather than reducing the features/input

space. We show that this is relevant when forecasting CDS premiums over time.

The existing literature on sovereign credit risk has vastly ignored the potential capability

of machine learning techniques to address the issue of non-linearity and model regularization.

Arguably, this comes at the expense of not fully capturing the full extent to which credit risk

is priced based on economic fundamentals alone. This is the focus of our paper.

3 Research design

In this section, we outline the research design for our empirical analysis. We begin with an

overview of our data collection strategy, as well as outlining the various linear and non-linear

frameworks implemented in the main empirical analysis. We conclude with a short discussion

on the estimation strategy. We leave most technical and computational details to the appendix

for the interested reader.
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3.1 Data

The empirical analysis is based on a set of global macroeconomic data from the OECD Revision

Analysis Data set, an online facility documenting monthly revisions to OECD Main Economic

Indicators (MEI) across 36 member states. Macroeconomic data is available on a monthly

basis from February 1999, with historical time-series data provided as far back as 1960 for each

variable in each monthly revision release. In order to maximise the size of the data set and

include the largest possible number of countries we focus on the period from February 2011 to

November 2019. Such a time frame allows the inclusion of multiple economic shocks and high

uncertainty periods across a range of different OECD countries. Although relatively short,

Figure 1 shows that the sample period covers periods of intense variation both in the cross

section (left panel) and the time series (right panel) of CDS spreads. As a matter of fact, the left

panel shows that both the cross-sectional average and volatility of CDS spreads significantly

increase throughout the unfolding of the European sovereign debt crisis in 2011/2012. The

right panel shows that the variation primarily comes from European economies and emerging

economies, e.g., Turkey, whereas developed non-European nations tend to have relatively stable

CDS premiums.

As far as macroeconomic indicators are concerned, the OECD Revision Analysis dataset

provides a standardised list of variables covering employment/labour markets, growth, mone-

tary policy, fiscal health and foreign trade. Due to idiosyncratic revision reporting by member

states, many of these standardised variables are only available for a small handful of coun-

tries. In order to ensure consistent monthly availability for macroeconomic variables across

each in-sample country, we choose a representative subset of 13 variables available across all

countries and months in our sample. Table 1 provides a description of the 13 macroeconomic

indicators used in the main empirical analysis. We consider the current account balance (as %

of GDP) as a fiscal capacity measure. Labour market conditions are captured by the harmo-

nized unemployment rate (in %). Consumer prices index (% YoY) proxies aggregate inflation

and international trade in goods – both exports and imports (% monthly growth) – captures
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international commercial trade. Finally, a variety of GDP components (all % growth rate)

including government consumption expenditures, gross capital formation, private consumption

expenditures and deviations from the output trend (i.e. composite leading indicator) proxy

for economic output. Given the choice of time frame and variable selection, our final monthly

data set encompasses 104 months of data across 29 OECD member states.5

Table 2 reports the sample average and standard deviations of all measures across all of the

countries in our data set. Similar to the CDS premiums, there is substantial cross sectional

variation in the macroeconomic indicators. Not surprisingly, countries with weaker economic

fundamentals tend to have higher CDS spreads on average. EU peripheral countries such as

Italy and Spain tend to have higher (lower) unemployment (industrial production growth),

which is matched by a relatively higher CDS premiums. On the other hand, countries with

relatively more robust economic fundamentals such as Germany, USA and the Nordic states

have lower (higher) unemployment (industrial production growth), which is matched by lower-

than-average CDS premiums. This is in line with the conventional wisdom that sovereign

default risk is linked to economic fundamentals (see, e.g., Pesaran et al., 2006, Longstaff et al.,

2011, Jeanneret, 2015, Kim et al., 2017, and Alessi et al., 2019). However, Figure 2 shows

that the mapping between unemployment, industrial production and CDS spreads is far from

linear.

Daily sovereign CDS spreads are obtained via IHS Markit, who aggregate marks from sell-

side contributors to generate composite daily spreads. We focus on daily 3yr, 5yr, 7yr and 10yr

CDS spreads - i.e. for a given country in our data set, each day contains four CDS premiums.

3.1.1 Interpolating macroeconomic variables

While CDS premiums are available on a daily basis, the set of macroeconomic variable is

available monthly and therefore more sparse along the time series dimension. One obvious

alternative could be to aggregate CDS premiums monthly and match the frequency of the

macroeconomic indicators. However, a training sample relying solely on monthly data would

5N.B. July and August 2016 have been omitted from our sample due to lack of data availability.
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not be expansive enough to allow a careful out-of-sample evaluation of each model across

different market conditions, that is, the sample would be too shallow and sparse to measure

accurately the mapping between economic conditions and CDS premiums. In other words,

given the limited amount of data, an empirical analysis based on monthly observations would

limit the possibility to recursively estimate and assess the out-of-sample performances, which

is particularly relevant given the significant time variation in sovereign CDS spreads.

To address this issue, we follow some of the existing literature in macroeconomic forecasting

and adopt an over-sampling method to match the monthly frequency of the macroeconomic

data with the higher frequency of the CDS premiums (see, e.g., Marcellino, 2004, English et al.,

2005, Angelini et al., 2006, and Foroni et al., 2019). Specifically, we use cubic spline interpola-

tion to interpolate between monthly revision data points, resulting in daily interpolated data

for all macroeconomic variables associated with a given OECD country.6

An alternative approach would be to use repeated values of the macroeconomic indicators

within a given month to match the daily frequency of the CDS premiums (see, e.g., Alessi et al.,

2019). While this approach grounds on the idea that the latest revision release represents the

most up-to-date market view for a particular macroeconomic variable, the repeated nature of

individual variables for a particular country induces zero daily variance for a given variable

between revision releases. In contrast, our cubic spline interpolation approach allows daily

fluctuations more consistently aligned with the variation observed in sovereign CDS spreads.

In order to apply cubic spline interpolation to our monthly macroeconomic data, we assume

revision releases occur on the 15th day of each month. In cases where this date lies on a

weekend or public holiday, the closest prior business day is used. Our interpolation only

covers business days for which CDS quotes are available; weekends and public holidays are

excluded. Further details on the interpolation of the macroeconomic indicators are provided

6Cubic spline functions rely on piece-wise polynomials as a means of interpolation. The use of piece-
wise polynomials is preferable to polynomial-interpolation, which seeks a high-order polynomial capable of
simultaneously fitting all interpolation data points. High-order polynomial interpolation has been shown to
display Runge’s Phenomenon (Runge, 1901), characterised by large observed oscillations close to the edges of
the interpolation interval. Cubic spline interpolation utilises a greater number of smaller-degree polynomials
fitted in a piecewise fashion across all points to be interpolated, resulting in a smooth curve that avoids Runge’s
Phenomenon.
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in Appendix B. Appendix B shows that the cubic spline interpolation does not exacerbate

the sampling variation of the macroeconomic data. More specifically, Figure B.1 shows that

our interpolation schemes matches remarkably the dynamics of the raw macroeconomic data.

This holds across macroeconomic indicators and countries. As a result, our daily interpolation

represents a smooth approximation of the within-month underlying stochastic process.

Two comments are in order. First, using cubic spline interpolation in the manner described

introduces potential look-ahead bias, as all available monthly data points for a given country-

variable pair are utilised in the construction of piece-wise daily approximations. In Appendix B

we show that the look-ahead bias is negligible as a recursive approximation. More specifically,

we show that a cubic spline interpolation based on an expanding window, coherent with the

dynamics of the forecasts, would delivery virtually the same results as using the entire data

set. Second, when matching daily interpolated macroeconomic variables (i.e. our independent

variables) with daily CDS spreads (dependent variables), the revision release assumption in-

troduces a potential endogeneity/overfitting concern. That is, in a scenario where a particular

revision release actually occurs on the 30th day of a given month, we risk incorporating fu-

ture information currently unknown to the market when matching macroeconomic data with

CDS spreads. To address this issue, we follow Rapach and Zhou (2021) and lag macroeco-

nomic variables by a month, that is daily interpolated macroeconomic data is matched with

1-month-ahead realised CDS spreads. Figure 4 shows the timeline of the forecasting exercise.

Macroeconomic variables are lagged by a month, for instance, the daily interpolated value of a

macroeconomic indicator on February 15th is matched with the daily CDS on March 14th so

that there is a mitigation of the look-ahead bias which inevitably is inherited by using the full

sample for daily interpolation. The split between training/validation and testing is clarified in

Section 3.4. In appendix A we provide evidence that a more conservative, and less prone to

look-ahead bias, interpolation based on an expanding window instead of full sample does not

materially change the results.

Note that our main empirical analysis relies on revised macroeconomic data rather than

vintage economic information. The reason is twofold: first, our main objective is, through
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the lens of machine learning methods, to provide a better understanding of the dynamics

of sovereign CDS pricing and its economic drivers rather than to create a real-time trading

strategy, for which vintage economic information may be more useful. In this respect, we

rely on an “economic agents know” framework: the econometrician has limited information

relative to economic agents who, in contrast, know the history of prior macroeconomic data

and how credit risk spreads react to real quantities (see, e.g., Atanasov et al., 2019 for further

discussion). Second, vintage data does not necessarily represents the actual information set

used by investors either. This data is still subject to measurement errors and, in fact, investors

can use past data that has been revised (see, e.g., Croushore, 2011). In this respect, dubbing

vintage data as more ”realistic” may make sense from a pure forecasting perspective, but this

does not necessarily apply to the measurement of risk premium time-series variation which is

the ultimate objective of our paper. In addition, the fact that macroeconomic variables are

delayed by one month mitigates the effect of data revision in forecasting, as highlighted by

Rapach and Zhou (2021).

3.2 Forecasting methods

3.3 Principal component regressions

In addition to the simple ordinary least squares (OLS), the first class of models we implement

are data compression methods. This is a popular strategy which centers on the idea that one can

reduce the set of predictors to a few latent components which summarise most of the time series

variation in the original data. Undoubtedly, the most used data compression method within

the context of forecasting macro and financial variables is the principal component regression

(PCR). Although conceptually PCR shares the same goal as penalised regressions (see below),

i.e. to reduce model complexity by balancing the bias-variance trade-off, the implementation

is different. The main difference lies in the fact that PCRs are based on a set of latent factors,

(the ”principal components”), which are extracted from the data in an unsupervised manner,

without conditioning on the target variable. The literature on forecasting with factor models

is enormous and citing all relevant paper would be prohibitive. We leave the interested reader
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to Ludvigson and Ng (2009); Stock and Watson (2011) for references.

While the optimal number of principal components can be optimised as a searchable hy-

perparameter (see, e.g., Bai and Ng, 2002), we err on the side of conservatism and explore a

5-component PCR.7 Once the desired number of principal components have been extracted, a

simple OLS model is fit in order to forecast futures CDS spreads.

3.3.1 Penalized regressions

A second class of models we implement is penalised linear regressions. In its general form,

a penalized regression entails adding a penalty term on top of the standard quadratic loss

function, i.e., the mean squared error, LOLS (β) = 1
t

∑t−1
τ=1

(
sτ+1 − β>xτ

)2
:8

L (β; ·) = LOLS (β)︸ ︷︷ ︸
Loss Function

+ φ (β; ·)︸ ︷︷ ︸
Penalty Term

. (3)

Depending on the functional form of the penalty term, the regression coefficients can be regu-

larized and shrunk towards zero (as in ridge), exactly set to zero (as in lasso), or a combination

of the two (as in elastic net). In Appendix C, we describe each method in detail.

Penalised regressions all involve a linear combination of input features/variables. To high-

light the efficacy of non-linear parameter interactions (the hallmark of machine learning tech-

niques), we investigate the possibility that regression trees are simply proxying for nonlinear

transformations of the original predictors introduced as additive terms in an otherwise linear

model (Gu et al., 2020; Bianchi et al., 2021). More specifically, for a given set of predictors

x = (x1, x2, ..., xp) we use a second-order polynomial expansion to derive a new feature set

encompassing all original predictors, their squared values and all unique pairwise feature in-

teractions xi.xj (i 6= j). For our particular training data set, 13 original explanatory variables

imply 105 input features. This new set of features is used to estimate an additional lasso regres-

7The first 5 component explain more than 70% of the time series variation in the data. In a set of unreported
results we also explored the performance of a 10-component PCR. The results are qualitatively the same.

8Notice that for simplicity in the notation we did not include an intercept. However, the model includes a
constant term. Penalization on the intercept would make the optimization procedure dependent on the initial
values chosen for the CDS premium; that is, adding a fixed constant to the CDS premiums would not simply
result in a shift of the prediction by the same amount.
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sion. With slight abuse of notation, we dub such extended penalised regression a ”generalised

linear model” (GLM).

3.3.2 Tree-based regression methods

Both penalised and principal component regressions do not account for non-linear relationships.

To address this issue, we consider a third class of models which explicitly consider non-linear

transformations of the input features. First suggested by Breiman et al. (1984), regression

trees are a non-linear, non-parametric machine learning model constructed via binary recursive

partitioning, a process that iteratively splits data into partitions or branches. Regression

trees are based on a partition of the input space into a set of “rectangles.” Then, a simple

linear model is fit to each rectangle. More specifically, start with R1 = Rd. For each feature

j = 1, ..., d, and for each value v ∈ R that we can split on, split the dataset:

I< = {i : xij < v} I> = {i : xij ≥ v} (4)

Estimate the parameters β< and β> of a given split:

β< =

∑
i∈I< si

| I<|
β> =

∑
i∈I> si

| I>|
(5)

Assess the split quality via MSE:9

MSE =
∑
i∈I<

(si − β<)2 +
∑
i∈I>

(si − β>)2 (7)

The split point with the lowest loss is chosen. As a final step, the algorithm is recursed on

each child node. This process is repeated until the desired stopping criterion is met. Figure

C.1 displays an example of a binary partition (Panel (a)) and the corresponding regression tree

9An alternative to the mean squared error to measure the split quality is the mean absolute error:

MAE =
∑
i∈I<

| si − β<|+
∑
i∈I>

| si − β>| (6)
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(Panel (b)). To mitigate concerns of overfitting, we implement a ”cost complexity pruning”

method which penalises the number of leaves in the tree, that is penalises the depth of the tree

structure. We opt to regularise the complexity of our trees by optimising (via cross-validation)

the minimum number of samples required at each terminal node subsequent to splitting, as

well as the minimum of samples at each internal node required prior to evaluating further split

points.

While pruning may mitigate concerns on ovefitting, regression trees suffer from high vari-

ance. This means that if we split the training data into two parts at random and fit a regression

tree to both halves, the results can be quite different. In contrast, a procedure with low variance

will yield similar results if applied repeatedly to distinct data sets; models with low variance

tend to generalise well out-of-sample.

To address this concern, Breiman (2001) suggests a bootstrap aggregation (”random for-

est”) extension encompassing multiple decision trees. The random forest model is an ensemble

algorithm utilising a forest of individual regression trees to arrive at a final prediction. Each

individual decision tree is trained in a similar manner to Section 3.3.2, with two key excep-

tions. Firstly, smaller bootstrap samples are chosen from the main training sample for model

calibration. Secondly, a subset of randomly chosen explanatory variables is used to evaluate

split points and minimise the chosen loss function. These exceptions have the benefit of greatly

reducing the correlation between individual decision trees in a forest, giving additional power

to an ensemble approach. For each regression tree in the forest, a model-implied prediction is

calculated. Predictions from all individual decision trees are averaged in order to generate a

final random forest model prediction.

3.4 Estimation Strategy

Following common practice in machine learning, we split the data into three sub-samples: a

training set used to train the model, a validation set used to calibrate model hyper-parameters

and a testing set which represents the out-of-sample period in a typical forecasting exercise.
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The existing literature often implements a typical time-series split whereby as the train-

ing/validation set increases, the testing set remains the same size throughout the out-of-sample

period (see, e.g., Gu et al., 2020; Bianchi et al., 2021). Differently from the previous literature,

in this paper we opt for a rolling 1-month daily observation window for both training/validation

(in-sample) and testing (out-of-sample). Figure 4 explains this visually. The daily approxima-

tion of monthly macroeconomic variables is potentially based on information from month t− 2

to t, depending on data releases. To mitigate concerns of overlapping information between the

predictors and the target CDS spreads, we lag macroeconomic variables by one month - i.e. to

predict CDS spreads on December 13th 2019, we use daily macroeconomic observations until

November 15th 2019. The out-of-sample evaluation then continues by rolling over both the

training/validation and the testing sample by one month.

While it is common practice to use an expanding window approach, a rolling window

approach is more robust towards structural breaks and regime changes (see, e.g., Pesaran and

Timmermann, 2007; Clark and McCracken, 2009; Pesaran and Pick, 2011). The choice of a

one month window of daily observations for both the in-sample and out-of-sample periods is

dictated by the fact that we aspire to use a comparable amount of information for both the

training/validation and testing periods.

As far as the cross-validation of model hyper-parameters is concerned, we provide all

specifics and computational details in Appendix C.

3.5 Statistical performance

We compare the forecasts obtained from each methodology to a naive prediction based on the

historical mean CDS spread. In particular, we calculate the out-of-sample predictive perfor-

mance at each month t as R2
t,oos, suggested by Campbell and Thompson (2008):

R2
t,OOS = 1−

∑N
n

∑M
m

∑T
τ (sn,m,τ − ŝn,m,τ (Ms))

2∑N
n

∑M
m

∑T
τ (sn,m,τ − s̄)2

(8)
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Here sn,m,τ represents the realised CDS spread for a given country on a particular day within a

month t, ŝn,m,τ (Ms) represents the associated model-implied CDS spread forecast from a given

model Ms, and s̄ represents the mean realised CDS spread for the 1-month train/validation

period occurring directly prior to our 1-month out-of-sample test period. Evaluating R2
t,OOS

is tantamount to evaluating whether model-implied CDS spreads have lower mean squared

predictive errors in a given month t, relative to the 1-month historical average CDS spread in

our pooled data set.

4 Sovereign CDS spreads and the macroeconomy

We start by forecasting the daily CDS spreads across countries and maturities assuming a 1-

month training/validation and 1-month testing sample split. Both the train/validation and the

test samples are rolled forward by a month – i.e. the prior 1-month test window now becomes

the 1-month train/validation window in our new rolled-forward iteration (cfr. Figure 4). In

such an iterative fashion, we end up with 100 concurrent months of out-of-sample performance

figures R2
t,OOS for each model class.

As far as linear models are concerned, we follow Alessi et al. (2019) and consider two

alternative specifications. That is, in addition to a simple linear specification, we also adopt a

”level + slope” approach whereby the set of macroeconomic indicators is interacted with the

maturity m of the associated CDS contract for a given country n, i.e.,

snmt = β>1 xnt + β>2 (xnt ×m) + εnmt (9)

Such an approach allows us to explicitly incorporate slope effects into each linear model, and

ensures model predictions are unique to a particular maturity rather than representing an

average spread over all maturities. Given our “level-only” model has 13 explanatory variables,

the “level + slope” variant has 26 variables; 13 original macroeconomic variables alongside 13

macroeconomic variable-maturity interaction terms.

Note that to incorporate slope effects into a PCA framework, we adopt a slightly different
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approach. Rather than interacting each macroeconomic variable with the associated CDS

maturity for a given country/day and then applying PCA, we initially apply PCA to the

“level-only” framework as before. Once these principal components are obtained, we interact

the principal components with the associated CDS maturities rather than the macroeconomic

variables themselves. Given that principal components are a distilled representation of our

original macroeconomic variables, this approach has the benefit of allowing us to capitalize on

both dimensionality reduction and model slope effects concurrently.

4.1 Out-of-sample R2
oos

We first report the unconditional out-of-sample performance of each forecasting model, that

is, we report the average R2
t,OOS over the recursive testing sample t = t0, . . . , T . We look

at three distinct groups of countries: the entire set of 29 countries in our sample (Global),

the European economies (EU), and non-peripheral European economies (core-EU).10 Among

these three clusters we look at three alternative scenarios: the whole sample, periods of high

economic uncertainty and periods of low economic uncertainty.

The level of economic uncertainty within a given time period is identified through one

of the Economic Policy Uncertainty (EPU) indices introduced by Baker et al. (2016). Our

particular focus is on the Sovereign Debt & Currency Crises “categorical” sub-index, which

determines monthly uncertainty index values based on sovereign debt crisis and currency crises

news mentions across the Access World News database of 2,000 U.S. newspapers.11 We define a

given month as “high-uncertainty” if the associated monthly EPU Sovereign Debt & Currency

Crises index value exceeds a threshold equal to one standard deviation above the long-run

index mean. Of the 100 out-of-sample test months available within our data set, 13 months

are classified as high-uncertainty while the residuals are classified as low-uncertainty periods.

10The reason why we focus on core-EU instead of perhipheral EU for the main empirical analysis is due to
data limitations. Greek sovereign CDS were not tradable for the vast majority of our sample, so by excluding
Greece we would have only been left with Italy, Spain and Portugal as peripheral economies.

11Each categorical sub-index incorporates general economic, uncertainty, and policy terms alongside specific
“categorical” policy terms and is multiplicatively normalized to have a mean of 100 over the 1985-2010 period.
In our case, articles that fulfil the requirement to be classified as EPU as well as containing any sovereign
debt/currency crisis-related terminology would be included in the Sovereign Debt & Currency Crises sub-index.
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Table 3 reports the results. Three facts emerge: first, by interacting macroeconomic vari-

ables with the maturity of each CDS contract the performance of linear models, both dense and

sparse, significantly increases. With the exception of PCA, the average R2
t,OOS of all models

substantially increase when macroeconomic indicators are interacted with the CDS maturity.

This result is in line with Alessi et al. (2019). Second, and perhaps more importantly, while

simple regression trees perform as well as penalised regressions, random forest significantly out-

perform all competing predictive strategies with an average R2
t,OOS that is almost 20% higher

across clusters of countries. Notably, the spread in performances tend to be higher for Global

premiums relative to Core EU economies. Thirdly, we note only a modest improvement when

using penalised regression methods relative to simple OLS models when both level and slope

factors are used as predictors. Similar modest outperformance is observed across both the

linear model with squared terms and interactions (GLM) as well as the principal component

regression with five latent components.

The second and third panels of Table 3 report the performance each predictive strategy

across different regimes of economic policy uncertainty, regimes which are identified as described

above. Again, two interesting facts emerge: first, the performance of penalised regressions tend

to improve (worsen) during periods of low (high) policy uncertainty in relation to sovereign

debt/currency crisis. For instance, the average R2
t,OOS during low-uncertainty periods is around

6% higher than during periods of high policy uncertainty. In fact, during low-uncertainty

periods the performance of linear methods are somewhat comparable in magnitude to the

random forest – e.g, 63% for elastic net in Core EU vs 71% for the random forest over the

same cluster of countries. However, such equivalence is not generalised and it is only confined

to Core EU economies.

Second, the performance of the random forests seems to increase during periods of high

policy uncertainty. For instance, the average R2
t,OOS for the Global premiums is 88% during

periods of high policy uncertainty against a value of 80% during low uncertainty periods, a

decrease of 10% in relative terms. The difference in the performance, and in favour of the high-

uncertainty periods, is even larger for the regression trees. During low-uncertainty periods,
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regression trees underperform “level + slope” penalised regressions by a non-trivial margin.

As a result, while regression trees perform very strongly in high-uncertainty periods, overfitting

in low-uncertainty periods hampers their overall performance relative to top-performing linear

models.

As a whole the results show that non-linear models tend to outperform both sparse and

dense linear regression methods in measuring the CDS spreads across different clusters of

countries. Even more so during periods of debt/currency distress.

In Section 3.4, we highlight the construction of “in-sample” train/validation windows and

“out-of-sample” test windows on a 1-month rolling basis. While the rolling out-of-sample win-

dow contains data unseen to the model during training/validation, the model has nonetheless

seen earlier data from all countries in the model training/validation stage – if spreads for a

given country are persistent, the model will give an excessively high view on out-of-sample

performance. To expand the previous results and mitigate concerns about the persistence of

economic shocks in a time series sense, we bridge the gap between out-of-sample predictability

and ”synthetic” CDS spreads by evaluating each forecasting method on truly unseen, non-

overlapping, macroeconomic data – i.e. the sovereign CDS spreads of countries who are not

present in training/validation data. We estimate four different combination of in-sample (IS)

vs out-of-sample (OOS) countries: EU (IS) vs non-EU (OOS), Non-EU (IS) vs EU (OOS),

Core EU (IS) vs peripheral EU (OOS), and peripheral EU (IS) vs Core EU (OOS).

The bottom panel of Table 3 reports the results. Two interesting results emerge: first,

with the exception of random forests, none of the models generalise well to non-EU economies

when trained on EU data and vice-versa. Even for random forests, despite the fact that R2
oos is

positive and much larger than competing strategies, it is substantially lower than the typical

out-of-sample recursive calculation shown in the top three panels of Table 3. This suggests

that breaking down the time series dependence of the train/validation vs testing sample sub-

stantially decreases the out-of-sample performance of each forecasting model. Related to this,

the second result shows that, instead, alternative models tend to generalise better when the

in-sample vs out-of-sample data are more coherent, as it is the case for EU economies. More
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specifically, when models are trained on Core-EU countries, the performance for the peripheral

economies tend to be quite remarkable. One possible reason for such remarkable performance

is that core and peripheral European countries share sources of cross-sectional contagion and

commonalities in economic fundamentals that makes the train/validate sample and the test

sample similar in terms of data generating processes.

Although instructive, Table 3 does not allow us to understand how different models perform

dynamically throughout the whole out-of-sample period. As the R2
t,oos is calculated for each

testing period monthly, we can look at the time-varying performance of each class of models in

turn. Figure 5 reports the differential of the R2
t,oos of each model against the OLS, calculated

for each of t = 1, . . . , 100 months that are available as testing samples. A positive value means

that R2
t,oos > R2

t,oos (OLS), with R2
t,oos (OLS) the out-of-sample fit obtained from the OLS

predictive regression.

For the ease of exposition we report the results for four representative class of models,

namely the PCA with 5 components, the elastic net, a standard regression tree and a random

forest regression. As far as linear models are concerned, we focus on the ”level + slope”

specification. The left panel shows the results for global CDS spreads. Two results emerge:

first, the performance of elastic net is comparable over time to OLS. This confirms the results of

Table 3. While pockets of volatility and uncertainty are present at the national and European

level, especially in the early part of the sample, these are likely to be offset by the restrictive

nature of the linear forecasts. As a result, localised shocks appear not to have a large impact

on linear predictive strategies over time.

Second, while regression trees show a relatively volatile out-of-sample performance – in

fact, regression trees underperform OLS during the 2017/2018 period – random forests con-

sistently outperform the benchmark linear predictive regression. This means that, critically,

outperformance is maintained across both high-uncertainty and low-uncertainty periods – while

regression trees significantly outperform “level + slope” penalised regression models in high-

uncertainty periods, our Random Forest model records an additional 20/30%, on average,

out-of-sample R2 at the global level. A similar picture emerges for the European countries

22



sample (mid panel of Figure 5): the flexibility of random forest regressions allow them to

consistently outperform linear competing predictive strategies. The right panel of Figure 5

reports the results for the Core EU countries. Here, results are slightly different for the period

across 2017/2018, whereby random forest regressions under-perform linear predictive regres-

sions. This is offset by a large and positive R2
t,oos differential over the European sovereign debt

crisis of 2011/2012, which characterised a highly volatile period for sovereign CDS (cfr. Fig

1). On the whole, Figure 5 suggests that the lack of notable out-performance from standard

regression trees can be attributed to sporadic periods of incredibly poor performance where

R2
t,oos figures become deeply negative.

Figure 6 shows the predicted CDS spreads obtained from a random forest regression model.

The left panel shows the actual vs predicted CDS for peripheral EU economies, where the

forecasts are produced based on a model trained on the macroeconomic indicators of Core-EU

countries (cfr. bottom panel of Table 3). Notably, the dynamics of the realised vs predicted

CDS spreads are rather consistent, despite the train/validation data for the random forest being

based on a different set of countries. The right panel shows the results for a flipped exercise

where peripheral EU countries are now used to estimate the random forest regression and then

based on the trained/validate model we feed in macroeconomic indicators for Core-EU countries

to produce forecasts of the corresponding CDS spreads. Again, despite some difference in the

magnitude of the spreads, the dynamics of the actual and the predicted sovereign CDS are

largely aligned.

The results in Table 3 and Figures 5-6 extend some of the existing literature on the ability

of non-linear machine learning to forecast risk premiums (see, e.g., Gu et al., 2020, and Bianchi

et al., 2021). In particular, similar to Bianchi et al. (2021) we find the predictability of sovereign

CDS spreads implied by our top-performing machine learning model is not exclusive to ”bad

times” - this is in contrast with contrasts with evidence for equities (Rapach et al., 2010; Dangl

and Halling, 2012) and treasury bonds (Gargano et al., 2019). While regression trees overfit

during low-uncertainty periods, our random forest model maintains its strong performance;

R2
t,oos outperformance equates to more than 20% over “level + slope” penalised regressions. As
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a result, random forests record significant outperformance relative to all “level-only”,”level +

slope” and regression tree models across both high-uncertainty and low-uncertainty periods,

with the best performance observed during high-uncertainty periods.

4.2 Pairwise comparison of predictive accuracy

We follow Gu et al. (2020) and implement a pairwise test as proposed by Diebold and Mariano

(2002) (DM) to compare the predictions from different models. Diebold and Mariano (2002)

show that the asymptotic normal distribution can be a very poor approximation of the test’s

finite-sample null distribution. In fact, the DM test can reject the null too often, depending

on the sample size and the degree of serial correlation among the forecast errors. To address

this issue, we adjust the DM test by making a bias correction to the test statistic as proposed

by Harvey et al. (1997).

We compare daily cross-sectional average out-of-sample prediction errors from each model.

Results are displayed in Table 6. We color-code the statistical significance of the test, with bold

values suggesting a rejection of the null – H0: the pairs have the same performance – at the 5%

level. Our null hypothesis assumes identical forecast accuracy across each model, with positive

test statistics indicating outperformance of the column model relative to the row model. The

top panel reports the results for the whole cross section of countries. We note the statistical

outperformance of random forests relative to all other “level-only” and “level + slope” model

categories, both linear and non-linear. Also apparent is the poor performance of the GLM

model, with DM-test statistics indicating superior predictive power for all “level-only” and

“level + slope” OLS/penalised regression models relative to our GLM framework.

Panel B shows the performance concerning EU countries. Looking at our Diebold-Mariano

test statistics, we again note the statistical outperformance of random forest forecasts relative

to virtually all other model categories at the European level – with test statistics for outper-

formance significant at the 5% threshold for seven out of twelve pairwise comparisons and very

close to being significant for the remaining five cases. Panel C shows that similar results are

obtained for Core-EU countries.
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5 Understanding the model-implied CDS spreads

In this section we delve further into the dynamics of the CDS premiums implied by the random

forest predictive regression, which is unequivocally the best performing strategy when measur-

ing time-series variation in CDS spreads. More specifically, we first look into the importance of

each macroeconomic variables within the context of random forests across time and for global,

EU and Core-EU economies. Second, we look at the economic content of the model-implied

CDS spreads exploring correlations with aggregate measures of economic uncertainty and risk

aversion. This is done for the 2011-2019 period in which sovereign CDS data is available, as

well as for the pre-2001 period by producing ”shadow” CDS spreads based on model estimates

using macroeconomic data available over this period.

5.1 Macroeconomic variables importance

We follow in the spirit of Gu et al. (2020) and assess the marginal relevance of each macroe-

conomic indicator on the forecasting performance by evaluating the effect on the R2
t,oos by

dropping individually each explanatory variable from our train/validation and test data set.

More specifically, each of the 13 macroeconomic variables is omitted in turn and our random

forest model is cross-validated on the remaining 12 variables. Once hyper-parameters have been

tuned, the calibrated model is evaluated on the associated 1-month test window and R2
t,oos is

recorded. When repeated for all the 13 variables, we are left with corresponding R2
t,oos figures

for 13 different models, each with a different variable dropped. Each of those 13 out-of-sample

performance is then compared with the model incorporating all explanatory variables (i.e. the

full 13-variable model). Variables are then given a rank based on the drop in R2
t,oos associated

with their individual omission from the data set. Our data set is rolled-forward 1-month as

highlighted in Figure 4, and the ranking process repeats. The final output is a 1-13 ranking for

all explanatory variables during each out-of-sample test month. As a last step, we average the

rank for each explanatory variable over all out-of-sample months and normalise the resultant

average ranks to lie between 0 and 1. We execute this methodology individually for Global
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data, Europe data and Core Europe data. Table 5 reports the results.

As far as the global risk premiums are concerned, Panel A shows that harmonised unem-

ployment rate contributes the most for the vast majority of the sample period, holding the

highest ranking from 2014 to 2018. The consumer price index and the composite leading indi-

cator, which measures fluctuations of economic activity around the long term trend, also rank

as top marginal forecasting variables throughout the sample. Perhaps surprisingly, variables

related to international trade and country-specific industrial production rank at the bottom of

the scale when it comes to their marginal forecasting importance. A similar result applies for

imports of goods and services.

Except for a few nuances, Panel B shows that a similar picture emerges for Europe. Har-

monised unemployment rate and the year-on-year growth rate of the composite leading indica-

tor rank on top, whereas international trade variables rank at the bottom in terms of marginal

forecasting importance. As far as Core-EU countries are concerned, there is more heterogeneity

and a clear picture is more difficult to ascertain. In particular, consumption expenditures and

total GDP also carry a high forecast contribution towards the end of the sample period.

As a whole, the contribution of unemployment and the deviations from the trend of output

growth seem to carry the highest predictive content for CDS spreads across countries and over

time.

5.2 Expected CDS spreads and sovereign debt crisis

We next investigate whether the expected CDS spreads forecasts are linked to sovereign debt

and currency crises. More specifically, we regress the CDS spread forecast averaged across ma-

turities and countries obtained from the best-performing random forest on a Economic Policy

Uncertainty (EPU) sub-index as introduced by Baker et al. (2016). We focus in particular on

the Sovereign Debt & Currency Crises “categorical” sub-index.12

12The ”Sovereign Debt & Currency Crises” focuses on several keywords from media, such as sovereign debt,
currency crisis, currency crash, currency devaluation, currency revaluation, currency manipulation, euro crisis,
Eurozone crisis, european financial crisis, european debt, asian financial crisis, asian crisis, Russian financial
crisis, Russian crisis, exchange rate.
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In addition to uncertainty related to sovereign debt crises we also consider a set of potentially

key drivers of macroeconomic uncertainty and risk aversion as suggested by asset pricing theory

and previous evidence (see, e.g., Alessi et al., 2019). In particular, we consider the Geopolitical

Risk Index (GRI) proposed by Caldara and Iacoviello (2018). The index reflects media coverage

of geopolitical risk for each month, normalized to average a value of 100 in the 2000-2009

decade. The second variable included in our set of additional variables of interest is the Global

Risk Aversion Index (GRAI) proposed by Bekaert et al. (2019). This index represents a utility-

based measure of time-varying risk aversion calculated from observable financial information at

high frequencies.13 Thirdly, we also consider the Global Uncertainty Index (GUI) proposed by

Bekaert et al. (2019). Their measure is 81% correlated with the Jurado et al. (2015) measure,

extracted from macro data, and 34% correlated with the Economic Political Uncertainty index

constructed in Baker et al. (2016).

Figure 7 shows some preliminary visual correlation. Each time series has been standardised

for ease of exposition. The top-left panel shows the average forecast of the global CDS spreads

against the GUI. The correlation with global uncertainty as measured by Bekaert et al. (2019)

is quite notable for the first part of the testing sample and for the 2017/2019 period. On the

other hand, the spike in global uncertainty over the 2015/2017 is not followed by the model-

implied expected global CDS spreads. When considering the EPU Sov index, the top-right

panel shows that there is indeed a quite remarkable correlation with the expected CDS spreads

throughout the testing sample. That is, the (standardised) trajectory of expected CDS spreads

follows closely media attention and coverage of sovereign debt and currency crises.

The bottom panels implement a ”backward” looking graphical representation. More specif-

ically, we train/validate the random forest regression model over the 2011-2019 period and

produce forecasts for the 1992-2001 period. This is a full out-of-sample exercise in the spirit of

the bottom panel of Table 3. The bottom-left panel of Figure 7 compares the expected CDS

spread against the GUI. Similar to the sample from 2011 to 2019, although far from being

13The instrument set includes a detrended earnings yield, corporate return spread (Baa-Aaa), term spread
(10yr-3mth), equity return realized variance, corporate bond return realized variance and equity risk-neutral
variance.
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perfect, there is significant correlation between our ”synthetic” CDS spreads and the index

of global uncertainty, particularly over the period from 1994 to 1998. On the other hand,

the bottom-right panel shows that the correlation between the expected global CDS spread

and the EPU Sov index is relatively lower in the pre-2001 period. The main reason lies in

the spike in the index during the Russian crisis towards the end of 1997/early 1998. In this

respect, lower correlation between the synthetic CDS and the EPU for sovereign and currency

crisis is not entirely unexpected; Russia is not within the set of countries used to generate our

out-of-sample forecasts.

Table 6 expands the visual impression of Figure 7 and explores more formally the determi-

nants of the expected global CDS spreads. More specifically, we estimate time series regressions

where the dependent variable is the expected CDS spread averaged across countries and matu-

rities and the independent variables are the set of uncertainty and risk aversion indexes outlined

above. In the spirit of Figure 7, we estimate the regressions both for the sample from 2011 to

2019, for which sovereign CDS and macroeconomic data are available, and for the sample from

1992 to 2001, where sovereign CDS contracts are not available for the OECD countries in our

sample.

Two comments are in order. First, while non-OECD nations lacking tradable CDS contracts

exist, detailed monthly macroeconomic data for those countries are mostly unavailable to pub-

licly accessible sources. As a result, in order to explore the concept of sovereign ”shadow CDS

pricing”, we generate sovereign ”synthetic” CDS spreads for historical periods where CDS prices

were unavailable for existing OECD nations. This approach grants us rich monthly macroe-

conomic data for periods prior to the introduction of CDS contracts as a financial instrument

in 2001, and allows us to see how machine learning model-implied CDS spreads correlate with

existing measures of sovereign risk present during the historical periods in question.

Second, most of the indexes used as covariates for the regression analysis are only available

at the monthly frequency and are represented on different scales. As a result, we take the

monthly average of the daily forecasts as a measure of expected CDS spreads for the post-2011

sample. For the pre-2001 sample, we forgo daily interpolation and instead utilise monthly
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uncertainty index values alongside monthly ”shadow” CDS forecasts. In addition, we rescale

both the expected CDS spreads and the uncertainty/risk aversion indexes so that the regression

coefficients can be interpreted as % sensitivity.

The left panel of Table 6 reports regression results for the sample in which both CDS

and macroeconomic data are available. The results show that a 1% increase in the economic

policy uncertainty related to sovereign debt and currency crisis translates to a 0.77% higher,

on average, CDS spread across maturities and countries. The EPU index itself explains a great

deal of the time series variation present within predicted CDS spreads with an in-sample R2

as high as 82%, both when the EPU is considered in isolation or jointly with the GRAI index.

The latter is the only alternative index possessing significant correlation with our expected

CDS spreads.

Interestingly, similar results hold when considering ”shadow” CDS spreads. Although by

a lower magnitude, there is still a significant positive correlation between both the economic

policy uncertainty index and the global risk aversion index and expected global CDS spreads.

6 Conclusions

We provide evidence in favour of a significant non-linear, time-varying dependence between

sovereign credit default swap (CDS) spreads on country-specific macroeconomic indicators for

the majority of OECD economies. Macroeconomic fundamentals explain more than 80% of the

out-of-sample variation in CDS spreads when robust regression tree methods are used. This is

more than 25% higher than benchmark sparse and dense linear machine learning methods.

We test the consistency of the model-implied CDS spreads across different purely out-of-

sample scenarios, e.g., training a random forest regression on EU countries and predicting

the CDS spreads of non-EU economies. Our predicted CDS premiums correlate with the

uncertainty on sovereign debt economic policies, and are primarily driven by unemployment

rates and the fluctuation of economic activity around its long term level.

In addition, we provide evidence that ”shadow” sovereign CDS spreads, based on macroe-
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conomic fundamentals during historical periods for which sovereign CDS contract were un-

available, highly correlate with economic policy uncertainty measures related to both sovereign

debt/currency crises and global risk aversion.

References

Aizenman, J., Hutchison, M., and Jinjarak, Y. (2013). What is the risk of european sovereign
debt defaults? fiscal space, cds spreads and market pricing of risk. Journal of International
Money and Finance, 34(C):37–59.

Alessi, L., Balduzzi, P., and Savona, R. (2019). Anatomy of a sovereign debt crisis: CDS
spreads and real-time macroeconomic data.

Ang, A. and Longstaff, F. A. (2013). Systemic sovereign credit risk: Lessons from the us and
europe. Journal of Monetary Economics, 60(5):493–510.

Angelini, E., Henry, J., and Marcellino, M. (2006). Interpolation and backdating with a large
information set. Journal of Economic Dynamics and Control, 30(12):2693–2724.

Atanasov, V., Moller, S. V., and Priestley, R. (2019). Consumption fluctuations and expected
returns. The Journal of Finance, n/a(n/a).

Augustin, P., Sokolovski, V., Subrahmanyam, M. G., and Tomio, D. (2021). In sickness and
in debt: The covid-19 impact on sovereign credit risk. Journal of Financial Economics.

Augustin, P. and Tédongap, R. (2016). Real economic shocks and sovereign credit risk. Journal
of Financial and Quantitative Analysis, pages 541–587.

Bai, J. and Ng, S. (2002). Determining the number of factors in approximate factor models.
Econometrica, 70(1):191–221.

Baker, S. R., Bloom, N., and Davis, S. J. (2016). Measuring economic policy uncertainty*.
The Quarterly Journal of Economics, 131(4):1593–1636.

Basu, S. S. and Perrelli, R. (2019). External crisis prediction using machine learning: Evidence
from three decades of crises around the world.

Bekaert, G., Engstrom, E. C., and Xu, N. R. (2019). The time variation in risk appetite and
uncertainty. Technical report, National Bureau of Economic Research.

Bernoth, K. and Erdogan, B. (2012). Sovereign bond yield spreads: A time-varying coefficient
approach. Journal of International Money and Finance, 31(3):639–656.
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Table 1: Macroeconomic variables

This table summarises the set of macroeconomic variables used in the main empirical analysis. The data are
sampled from the OECD Revision Analysis Data set, an online facility documenting monthly revisions to OECD
Main Economic Indicators (MEI) across major economies. The scale and the transformation of each variable
is reported in parenthesis.

Variable Description Category

bop Balance Of Payments - Current Account Balance (% of GDP) Fiscal
unemp Harmonised Unemployment Rate (%) Labour Market
comp Composite Leading Indicator: (% Growth) Output
exp Gdp: Exports Of Goods And Services (% Growth) Output
gov Gdp: Government Consumption Expenditure (% Growth) Output
cap Gdp: Gross Fixed Capital Formation (% Growth) Output
imp Gdp: Imports Of Goods And Services (% Growth) Output
cons Gdp: Private Consumption Expenditure (% Growth) Output
gdp Gdp: Total (% Growth) Output
indus Index Of Industrial Production (% Growth) Output
cpi Consumer Price Index (% Growth) Prices
int ex International Trade In Goods - Exports (% Growth) Trade
int imp International Trade In Goods - Imports (% Growth) Trade
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Table 2: Descriptive statistics

This table reports a set of descriptive statistics for all macroeconomic indicators used in the main empirical
analysis and for each country in our sample. In addition to the sample mean and standard deviation of each
macroeconomic indicator we report the mean and standard deviation of the 5-year CDS spread for each country.
The sample period is from February 2011 to November 2019, monthly.

Macro indicators

bop comp cpi gdp ex gdp gov gdp cap gdp imp gdp cons gdp tot unemp indus int ex int imp CDS 5-year

Australia Mean -2.62% 2.72% 2.16% 4.76% 3.27% 1.40% 3.95% 2.74% 2.57% 5.51% 2.24% 8.01% 4.75% 0.39%

Std 1.31% 1.69% 0.67% 3.03% 1.57% 4.40% 6.10% 0.60% 0.69% 0.39% 2.31% 13.66% 7.82% 0.18%

Austria Mean 2.39% 1.79% 1.87% 3.17% 1.02% 1.38% 2.72% 0.87% 1.43% 4.92% 2.74% 4.26% 4.11% 0.49%

Std 3.61% 2.56% 0.74% 4.32% 0.86% 3.04% 3.68% 0.62% 1.40% 0.61% 3.61% 6.03% 6.75% 0.47%

Belgium Mean -0.26% 1.44% 1.83% 3.26% 0.58% 1.26% 2.82% 0.83% 1.09% 7.60% 1.98% 2.62% 1.75% 0.79%

Std 2.61% 2.10% 1.06% 3.81% 0.56% 3.47% 3.81% 0.87% 0.96% 0.98% 4.73% 6.85% 7.79% 0.77%

Canada Mean -2.89% 1.45% 1.72% 2.31% 1.55% 1.11% 2.45% 2.33% 1.90% 6.85% 2.03% 5.06% 4.43% 0.33%

Std 0.67% 2.56% 0.67% 3.77% 1.18% 4.43% 4.27% 0.71% 1.08% 0.72% 2.93% 7.70% 5.26% 0.09%

Chile Mean 0.00% 2.48% 3.12% 2.52% 3.73% 4.50% 4.46% 4.38% 3.47% 6.57% 1.62% 5.45% 6.61% 0.79%

Std 0.01% 2.67% 1.13% 4.47% 1.96% 8.41% 7.98% 2.86% 2.12% 0.43% 4.73% 10.41% 9.21% 0.26%

Czech Rep Mean -0.78% 1.72% 1.68% 6.01% 1.55% 1.58% 5.49% 1.32% 1.81% 5.22% 4.04% 7.54% 6.39% 0.64%

Std 3.30% 2.07% 1.01% 4.56% 1.97% 5.41% 4.95% 2.10% 2.24% 2.00% 4.74% 6.77% 8.05% 0.31%

Denmark Mean 6.33% 0.49% 1.27% 1.89% 0.68% 0.28% 1.68% 0.99% 0.94% 6.49% 0.53% 4.28% 3.61% 0.33%

Std 1.46% 2.28% 0.89% 3.91% 1.05% 5.61% 3.98% 1.36% 1.52% 0.97% 4.74% 5.82% 6.93% 0.32%

Estonia Mean 1.72% 2.19% 2.34% 6.92% 1.90% 8.80% 8.41% 3.73% 3.18% 7.82% 4.87% 8.87% 8.97% 0.72%

Std 3.91% 3.63% 1.93% 10.30% 4.92% 14.40% 10.23% 2.35% 2.35% 2.73% 8.66% 16.70% 14.93% 0.24%

Finland Mean 0.03% -0.16% 1.31% 0.56% 0.52% 0.48% -0.64% 1.45% 0.92% 8.26% 0.53% 3.17% 1.72% 0.28%

Std 2.53% 3.89% 1.11% 5.95% 1.18% 6.15% 5.79% 1.50% 2.35% 0.75% 4.63% 10.38% 10.12% 0.17%

France Mean -1.34% 0.31% 1.15% 3.46% 1.45% 0.49% 3.26% 0.89% 0.99% 9.95% 0.86% 4.04% 3.96% 0.63%

Std 0.85% 2.62% 0.73% 3.53% 0.43% 2.78% 3.77% 0.68% 0.82% 0.65% 2.70% 5.49% 6.34% 0.49%

Germany Mean 6.98% 2.12% 1.39% 4.67% 1.74% 2.22% 4.72% 1.12% 1.56% 4.88% 2.46% 5.50% 5.60% 0.30%

Std 1.19% 4.13% 0.69% 5.12% 0.92% 3.73% 4.59% 0.80% 1.46% 1.19% 5.20% 6.62% 8.12% 0.24%

Hungary Mean 2.54% 1.39% 2.09% 5.71% 0.43% 6.02% 5.71% 2.51% 2.44% 6.83% 3.67% 6.32% 6.76% 1.88%

Std 1.87% 2.82% 1.96% 2.73% 2.15% 11.93% 3.26% 2.43% 2.12% 2.81% 3.73% 5.23% 5.16% 1.24%

Ireland Mean 4.00% 4.52% 0.48% 6.66% -0.23% 6.48% 5.89% 0.29% 3.01% 10.45% 3.97% 5.37% 0.63% 2.00%

Std 7.99% 3.84% 1.32% 5.21% 3.94% 44.21% 12.32% 2.60% 4.03% 3.60% 10.73% 10.26% 11.04% 2.47%

Israel Mean 0.59% 3.45% 0.95% 2.45% 3.52% 4.31% 4.68% 4.01% 3.35% 5.32% 1.94% -2.00% 3.77% 0.96%

Std 0.50% 0.80% 1.28% 3.91% 1.64% 7.95% 5.72% 1.44% 0.96% 1.02% 3.97% 9.10% 12.55% 0.41%

Italy Mean 0.44% -1.03% 0.99% 2.70% -0.07% -0.82% 1.36% -0.20% -0.08% 10.76% -0.15% 5.37% 4.40% 2.02%

Std 2.43% 3.49% 2.64% 4.40% 0.72% 4.70% 5.85% 1.73% 1.45% 1.52% 3.91% 6.36% 10.04% 1.08%

Japan Mean 2.18% 1.27% 0.49% 4.44% 1.37% 1.04% 3.30% 0.66% 0.99% 3.63% 1.80% 4.77% 5.24% 0.54%

Std 1.52% 1.99% 1.07% 9.10% 0.83% 3.96% 5.72% 1.64% 1.60% 0.89% 6.87% 10.81% 13.77% 0.30%

Korea Mean 0.00% 3.96% 1.80% 4.78% 3.61% 2.48% 4.87% 2.45% 3.22% 3.56% 3.17% 9.19% 8.35% 0.72%

Std 0.00% 2.89% 1.17% 4.70% 1.35% 4.88% 5.34% 1.06% 1.38% 0.35% 7.07% 15.40% 15.30% 0.33%

Mexico Mean -0.10% 2.35% 4.01% 6.81% 1.32% 1.65% 5.77% 2.68% 2.53% 4.44% 1.43% 11.87% 11.96% 1.21%

Std 0.06% 2.50% 1.00% 7.43% 1.52% 4.45% 7.20% 1.86% 1.79% 0.78% 2.44% 10.25% 10.18% 0.27%

Netherlands Mean 9.47% 1.41% 1.62% 3.88% 0.69% 1.63% 3.53% 0.28% 1.16% 5.27% -0.14% 6.09% 5.56% 0.37%

Std 1.99% 2.88% 0.85% 3.33% 1.01% 6.93% 3.74% 1.72% 1.70% 1.24% 4.34% 7.78% 8.47% 0.28%

New Zealand Mean -3.25% 2.37% 1.61% 2.98% 2.45% 3.80% 5.09% 2.97% 2.54% 5.71% 1.04% 3.55% 4.28% 0.42%

Std 1.59% 2.56% 1.17% 2.51% 1.55% 4.59% 4.94% 1.14% 0.96% 0.96% 1.94% 10.78% 9.16% 0.23%

Norway Mean 9.77% 1.63% 2.07% 0.05% 2.13% 1.75% 2.60% 2.33% 1.45% 3.74% -1.22% 2.48% 4.43% 0.18%

Std 3.46% 1.04% 0.85% 3.16% 0.90% 6.22% 4.35% 0.79% 1.37% 0.51% 5.01% 12.06% 10.53% 0.08%

Poland Mean -0.48% 4.14% 1.67% 6.12% 2.57% 3.23% 5.16% 2.90% 3.44% 7.64% 5.04% 5.39% 5.09% 0.99%

Std 0.53% 2.41% 1.67% 3.50% 1.66% 5.53% 4.84% 1.50% 1.25% 2.52% 3.31% 5.92% 7.61% 0.55%

Portugal Mean -2.53% 0.23% 1.20% 4.99% -0.48% -1.86% 2.70% 0.22% 0.39% 11.78% -0.13% 6.87% 4.10% 3.46%

Std 4.55% 3.39% 1.26% 3.67% 2.46% 8.16% 6.04% 3.00% 2.02% 3.25% 3.34% 6.39% 7.36% 3.23%

Slovenia Mean 6.29% 0.64% 1.21% 5.83% 0.11% -0.41% 4.21% 0.49% 1.89% 7.95% 3.98% 7.49% 5.78% 1.63%

Std 4.36% 2.10% 1.06% 3.30% 3.64% 8.12% 4.56% 2.61% 2.75% 1.83% 3.49% 6.22% 7.50% 1.12%

Spain Mean -0.57% 0.19% 1.29% 4.81% 0.00% -1.26% 2.01% 0.94% 1.08% 20.81% 0.15% 4.69% 2.00% 1.67%

Std 2.61% 2.83% 1.28% 3.60% 2.32% 6.40% 5.23% 2.29% 1.95% 3.94% 3.25% 7.00% 7.40% 1.32%

Sweden Mean 5.39% 2.39% 1.11% 3.53% 1.52% 3.72% 3.50% 2.05% 2.66% 7.41% 2.30% 4.46% 4.73% 0.23%

Std 1.66% 2.12% 1.05% 4.74% 0.76% 5.33% 5.16% 0.98% 1.96% 0.76% 5.37% 8.66% 8.11% 0.15%

Swiss Mean 11.70% 2.73% 0.03% 2.13% 1.65% 1.99% 0.64% 1.45% 1.56% 4.40% 1.76% 4.51% 4.67% 0.29%

Std 2.94% 4.10% 0.70% 4.22% 1.18% 1.96% 4.21% 0.61% 0.86% 0.38% 4.36% 4.69% 9.02% 0.16%

Turkey Mean -2.71% 4.05% 9.89% 5.47% 5.25% 4.51% 3.62% 3.64% 4.26% 10.46% 4.79% 17.45% 15.08% 2.32%

Std 1.69% 3.59% 3.97% 6.37% 5.46% 13.47% 11.68% 4.65% 3.51% 1.65% 5.91% 18.28% 19.61% 0.82%

UK Mean -3.73% 0.58% 2.28% 1.99% 1.49% 1.15% 2.50% 1.29% 1.41% 6.16% 0.44% 5.10% 4.20% 0.40%

Std 1.26% 2.81% 1.25% 3.62% 0.84% 4.59% 4.06% 1.47% 1.28% 1.63% 2.04% 7.87% 7.35% 0.22%

USA Mean -2.58% 2.40% 1.80% 3.85% 0.04% 3.05% 4.09% 2.38% 2.21% 6.38% 2.87% 5.86% 6.00% 0.35%

Std 0.48% 2.26% 0.88% 3.51% 1.23% 3.06% 4.22% 0.52% 0.68% 2.08% 2.10% 8.54% 8.80% 0.18%
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Table 4: Diebold-Mariano tests

This table reports the results of a pairwise test of predictive accuracy as proposed by Diebold and Mariano
(2002) (DM) to compare predictions from different models. We adjust the DM test by making a bias correction
to the test statistic as proposed by Harvey et al. (1997). The table reports the significance of the performance
gaps. We color-code the statistical significance of the test, with bold numbers suggesting a rejection of the null
(H0: the pairs have the same performance) at the standard 5% confidence level. The sample period is from
February 2011 to November 2019.

Panel A: Global

Level-only Level + Slope Non-linear

Models OLS Ridge Lasso E-Net PCA (5) OLS Ridge Lasso E-Net PCA (5) GLM Reg tree Rand forest

OLS 1.91 2.38 2.09 1.16 -1.03 1.83 2.39 1.99 1.16 -2.05 -0.17 2.46
Ridge 0.51 2.07 1.13 -2.07 -0.06 1.06 1.97 1.13 -2.07 -0.20 2.44

Level-only Lasso 2.06 1.12 -2.50 -0.51 0.90 1.95 1.12 -2.07 -0.21 2.44
E-Net -1.44 -2.09 -2.05 -2.03 -2.14 -1.44 -2.69 -1.83 1.93
PCA (5) 1.17 1.12 1.10 -0.75 0.37 -2.35 -1.24 2.39

OLS 2.11 2.58 1.99 1.17 -2.04 -0.16 2.47
Ridge 1.53 1.95 1.12 -2.06 -0.20 2.43

Level+Slope Lasso 1.92 1.10 -2.07 -0.22 2.42
E-Net -0.75 -2.60 -1.56 2.04
PCA (5) -2.35 -1.24 2.39

GLM 1.67 3.21
Non-linear Regr Tree 4.41

Rand Forest

Panel B: Europe

Level-only Level + Slope Non-linear

Models OLS Ridge Lasso E-Net PCA (5) OLS Ridge Lasso E-Net PCA (5) GLM Reg tree Rand forest

OLS 0.97 2.21 2.01 1.82 -0.35 1.17 2.48 1.97 1.82 0.67 1.77 2.08
Ridge 1.47 2.05 1.85 -0.98 2.87 1.92 2.01 1.85 0.65 1.79 2.12

Level-only Lasso 1.99 1.79 -2.22 -0.93 0.94 1.95 1.79 0.61 1.74 2.07
E-Net -1.87 -2.01 -2.04 -1.98 -2.50 -1.86 -1.68 0.07 1.57
PCA (5) 1.82 1.84 1.78 -0.78 1.13 -1.47 0.62 1.86

OLS 1.18 2.49 1.97 1.82 0.67 1.77 2.08
Ridge 1.34 2.00 1.84 0.64 1.78 2.11

Level+Slope Lasso 1.93 1.78 0.60 1.73 2.05
E-Net -0.78 -1.54 0.41 1.83
PCA (5) -1.47 0.62 1.85

GLM 1.46 1.96
Non-linear Reg Tree 2.22

Rand Forest

Panel C: Core-Europe

Level-only Level + Slope Non-linear

Models OLS Ridge Lasso E-Net PCA (5) OLS Ridge Lasso E-Net PCA (5) GLM Reg tree Rand forest

OLS -0.37 1.90 2.09 1.64 -0.39 0.13 1.78 2.01 1.64 -0.38 1.33 2.16
Ridge 1.51 2.02 1.59 0.36 0.94 1.52 1.94 1.59 -0.38 1.31 2.10

Level-only Lasso 2.04 1.59 -1.91 -1.78 0.53 1.96 1.59 -0.43 1.28 2.11
E-Net -1.48 -2.09 -2.04 -2.04 -3.13 -1.48 -1.10 -0.72 2.00
PCA (5) 1.64 1.60 1.59 -0.54 2.06 -0.94 -0.15 2.61

OLS 0.15 1.80 2.01 1.64 -0.38 1.33 2.16
Ridge 1.74 1.96 1.61 -0.39 1.31 2.12

Level+Slope Lasso 1.96 1.59 -0.43 1.28 2.12
E-Net -0.54 -1.04 -0.35 2.23
PCA (5) -0.94 -0.15 2.61

GLM 0.89 1.24
Non-linear Reg Tree 2.63

Rand Forest
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Table 5: Importance of macroeconomic variables for non-linear forecasts

This table reports the ranking of each macroeconomic variable in terms of its marginal relevance to the fore-
casting performance within the context of a random forest framework. We color-code the ranking of each
macroeconomic variable, with green numbers suggesting a higher ranking and red numbers lower marginal
relevance.

Panel A: Global

Global - Average Rank (Normalised)

Variable 2011 2012 2013 2014 2015 2016 2017 2018 2019

Harmonised Unemployment Rate 0.55 0.65 0.76 1.00 1.00 1.00 1.00 1.00 0.84
Composite Leading Indicator: Year On Year Growth Rate 0.86 0.61 0.55 0.39 0.58 0.77 0.65 0.00 0.45
Gdp: Government Consumption Expenditure, Constant Prices 0.48 0.00 1.00 0.13 0.39 0.58 0.23 0.62 0.14
Consumer Price Index 0.54 0.73 0.79 0.89 0.91 0.50 0.88 0.89 1.00
Gdp: Gross Fixed Capital Formation, Constant Prices 0.94 1.00 0.48 0.00 0.19 0.42 0.53 0.30 0.00
Gdp: Total, Constant Prices 0.51 0.30 0.20 0.28 0.21 0.35 0.36 0.56 0.97
Gdp: Exports Of Goods And Services, Constant Prices 0.46 0.22 0.48 0.21 0.41 0.34 0.39 0.30 0.28
Gdp: Private Consumption Expenditure, Constant Prices 0.61 0.26 0.49 0.09 0.00 0.29 0.44 0.25 0.42
Balance Of Payments - Current Account Balance (% of GDP) 1.00 0.39 0.39 0.59 0.46 0.23 0.36 0.36 0.17
Gdp: Imports Of Goods And Services, Constant Prices 0.20 0.07 0.32 0.28 0.08 0.21 0.48 0.37 0.17
International Trade In Goods - Exports 0.01 0.08 0.15 0.31 0.13 0.08 0.36 0.55 0.49
Index Of Industrial Production 0.43 0.03 0.00 0.52 0.04 0.05 0.19 0.31 0.32
International Trade In Goods - Imports 0.00 0.07 0.19 0.11 0.00 0.00 0.00 0.32 0.20

Panel B: Europe

Europe - Average Rank (Normalised)

Variable 2011 2012 2013 2014 2015 2016 2017 2018 2019

Harmonised Unemployment Rate 0.72 0.60 0.79 1.00 1.00 1.00 1.00 1.00 1.00
Composite Leading Indicator: Year On Year Growth Rate 0.51 0.32 0.79 0.61 0.70 0.94 0.89 0.25 0.21
Gdp: Private Consumption Expenditure, Constant Prices 0.38 0.30 0.91 0.26 0.40 0.68 0.40 0.16 0.01
Gdp: Total, Constant Prices 0.60 0.46 0.23 0.18 0.60 0.64 0.18 0.57 0.91
Consumer Price Index 0.72 0.56 0.76 0.49 0.21 0.48 0.29 0.11 0.22
Gdp: Exports Of Goods And Services, Constant Prices 0.43 0.04 0.55 0.38 0.50 0.44 0.49 0.20 0.21
Gdp: Imports Of Goods And Services, Constant Prices 0.00 0.32 0.51 0.64 0.21 0.38 0.78 0.35 0.04
Gdp: Gross Fixed Capital Formation, Constant Prices 0.91 1.00 0.53 0.36 0.00 0.34 0.48 0.30 0.06
Gdp: Government Consumption Expenditure, Constant Prices 0.64 0.00 1.00 0.26 0.80 0.33 0.40 0.42 0.25
Balance Of Payments - Current Account Balance (% of GDP) 1.00 0.14 0.44 0.30 0.28 0.30 0.28 0.24 0.40
International Trade In Goods - Imports 0.17 0.14 0.12 0.12 0.13 0.14 0.27 0.12 0.35
Index Of Industrial Production 0.74 0.00 0.00 0.16 0.31 0.05 0.24 0.00 0.00
International Trade In Goods - Exports 0.30 0.25 0.32 0.00 0.23 0.00 0.00 0.08 0.20

Panel C: Core-Europe

Core Europe - Average Rank (Normalised)

Variable 2011 2012 2013 2014 2015 2016 2017 2018 2019

Harmonised Unemployment Rate 0.35 0.81 1.00 1.00 0.74 0.49 0.31 0.43 0.61
Gdp: Imports Of Goods And Services, Constant Prices 0.29 0.41 0.31 0.78 0.36 0.37 0.50 0.54 0.56
Gdp: Gross Fixed Capital Formation, Constant Prices 0.71 1.00 0.30 0.76 0.50 0.49 0.91 0.30 0.63
Gdp: Total, Constant Prices 0.42 0.89 0.31 0.53 0.52 0.45 0.19 1.00 1.00
Gdp: Private Consumption Expenditure, Constant Prices 0.42 0.46 0.74 0.47 0.24 1.00 1.00 0.24 0.58
Gdp: Exports Of Goods And Services, Constant Prices 0.42 0.27 0.56 0.47 0.66 0.98 0.22 0.18 0.26
Gdp: Government Consumption Expenditure, Constant Prices 0.34 0.58 0.84 0.45 0.28 1.00 0.48 0.05 0.21
Composite Leading Indicator: Year On Year Growth Rate 0.34 0.15 1.00 0.45 1.00 0.57 0.48 0.26 0.16
Consumer Price Index 0.66 0.93 0.66 0.38 0.00 0.53 0.50 0.09 0.12
Index Of Industrial Production 0.43 0.00 0.00 0.31 0.96 0.24 0.00 0.25 0.11
International Trade In Goods - Imports 0.03 0.16 0.13 0.20 0.50 0.00 0.09 0.09 0.00
Balance Of Payments - Current Account Balance (% of GDP) 1.00 0.76 0.34 0.09 0.46 0.65 0.43 0.00 0.39
International Trade In Goods - Exports 0.00 0.26 0.22 0.00 0.02 0.12 0.09 0.16 0.16
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Table 6: Expected CDS spreads, risk aversion and economic uncertainty.

This table reports the results of a set of regressions in which the dependent variable is the monthly expected
CDS spread averaged across countries and maturities and the independent variables are constituted by a set
of economic policy and risk aversion indicators. We consider the Economic Policy Uncertainty (EPU) index as
introduced by Baker et al. (2016). We focus in particular on the Sovereign Debt & Currency Crises “categorical”
sub-index. We also consider the Geopolitical Risk Index (GRI) proposed by Caldara and Iacoviello (2018) and
the Global Risk Aversion Index (GRAI) and the Global Uncertainty Index (GUI), both proposed by Bekaert
et al. (2019). The left panel shows the results for the 2011-2019 sample in which tradable CDS contracts were
available. The right panel shows the results for the 1992-2001 sample in which CDS contracts were unavailable.
In this respect, shadow CDS spreads are used to check the external validity of our results.

Sample 2011-2019 Sample 1992-2001

EPUI GRI GRAI GUI R2 EPUI GRI GRAI GUI R2

0.776*** 0.837 0.189*** 0.112
(0.099) (0.065)

-0.635 0.485 -0.079 0.078
(0.169) (0.109)

0.481*** 0.767 0.412** 0.153
(0.117) (0.219)

0.465 0.181 -0.078 0.074
(0.269) (0.156)

0.695*** 0.201*** 0.842 0.187*** 0.421** 0.175
(0.085) (0.049) (0.063) (0.221)
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Figure 1: A snapshot of CDS spreads

This figure reports the cross-sectional average and standard deviation of 5-year CDS spreads (left panel) and
the time series of 5-year CDS spreads (right panel) for a selection of OECD countries in our sample . Our daily
sample spans the February 2011 to November 2019 period.

(a) Cross-sectional mean and volatility (b) Time-series dynamics
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Figure 2: A first look at non-linearity between sovereign CDS and macro variables

This figure reports the relationship between pairs of macroeconomic variables for a selection of countries and
the associated 5-year CDS spreads. The flat surface represents the fitted values of a multiple linear regression
whereas the curved surface represents the fitted values of a higher-order polynomial.

(a) United States (b) United Kingdom

(c) France (d) Japan
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Figure 3: Correlation structure of the macroeconomic variables

This figure reports cross-sectional correlation of macroeconomic variables for the average global country in
our sample (left panel) and the average European country (right panel). The sample is from February 2011
to November 2019. We color-code the correlation coefficients, with a darker red (blue) color indicating more
positive (negative) correlation.

(a) Global (b) Europe

Figure 4: Timeline of the forecasting framework

This figure provides a sketch of the timeline for the train/validation and test split considering the daily cu-
bic spline interpolation of monthly macroeconomic variables. The one-month train/validate, one-month test
splitting is applied recursively so that the out-of-sample evaluation is performed on 100 monthly periods.

monthst − 2 t − 1 t t + 1 t + 2

Training/validation

Testing
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Figure 6: Core-EU vs peripheral EU CDS spreads

This figure reports the actual vs predicted CDS spreads obtained from our random forest regressions. The left
panel shows the forecast for peripheral EU countries obtained via a model trained and validated on Core-EU
economies. The right panel shows the forecast for Core-EU economies obtained via a model trained/validated
on peripheral EU countries. The forecasts R2

t,oos are calculated for each of t = 1, . . . , 100 months that are
available as test samples.

(a) Core (In-sample) vs Periphery (OOS) (b) Periphery (In-sample) vs Core (OOS)
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Figure 7: Expected CDS spreads and economic uncertainty

This figure reports the expected CDS spreads averaged across maturities and countries against the Economic
Policy Uncertainty: Sovereign Debt & Currency Crises sub-index from Baker et al. (2016) and the Global
Uncertainty Index (GUI) proposed by Bekaert et al. (2019). The top panels report the results for the sample
from 2011 to 2019 where CDS contracts are available. The bottom panels report the results for ”shadow” CDS
spreads, that is by producing model-implied CDS spreads for the 1992-2001 period in which CDS contracts
were not tradable.

(a) Expected CDS vs GUI (b) Expected CDS vs EPU Sovereign crisis

(c) Shadow CDS vs GUI (d) Shadow CDS vs EPU sovereign crisis
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A A simple motivating framework

Credit default swaps (CDS) are financial contracts between two parties over a specific time

interval [s, s+T ] to exchange cashflows. The protection buyer of a CDS usually seeks compen-

sation for the amount L = 1− R, the expected loss as a fraction of the notional based on the

recovery rate R ∈ [0, 1). On the other hand, the protection seller charges the buyer a premium

that, without loss of generality, can be thought of as being a continuously paid S := {S∗t }t≥0.
Hence at the conclusion of a CDS contract at time t ≥ 0, the two parties agree on both the

date of expiry t+ T , and the compensation payment L ∈ (0, 1] when the reference issuer fails

to meet her commitment.

Under these conditions, the premium leg of the CDS represents the positive cash flow for

the seller and is defined as

PL (S∗t ; t, t+ T ) = I{τ>t}
∫ t+T

t

E
[
S∗t e

−
∫ u
t rs+λsds|Fs

]
du (A.1)

where I{τ>t} is the default indicator process, Fs is the filtration generated by the history of

the macroeconomic indicators Fs = {xs−i}i≥0, and rs and λs are the risk-free discount rate

and the default intensity rate at time s, respectively. Similarly, the protection leg of the CDS

represents the cash flow obtained by the protection buyer in case of default and can be defined

as

DL (S∗t ; t, t+ T ) = LI{τ>t}
∫ t+T

t

E
[
e−

∫ u
t rs+λsdsλu|Fs

]
du (A.2)

Then, under standard no-arbitrage conditions (see, e.g., Augustin and Tédongap, 2016 and the

references therein), the CDS premium is called ”fair” if the premium and protection legs are

equal in terms of present value, that is PL (S∗t ; t, t+ T ) = DL (S∗t ; t, t+ T ), i.e.,

I{τ>t}
∫ t+T

t

E
[
S∗t e

−
∫ u
t rs+λsds|Fs

]
du = LI{τ>t}

∫ t+T

t

E
[
e−

∫ u
t rs+λsdsλu|Fs

]
du (A.3)

The equality yields that

S∗t = Lλt, t ≥ 0 (A.4)

Assuming the intensity rate λt is linear in the parameters such that log λt = β′xt−1 (see, e.g.,

Gourieroux et al., 2006), the log of the CDS spread st can be defined as

st = constant + λt ∝ β′xt−1, (A.5)
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as in Eq.1 in the main text. Here the constant is the log of L = 1− R. In the main empirical

analysis we depart from Eq.1 and assume that the mapping between macroeconomic indicators

and the CDS spread is unknown a priori (cfr. Eq.2).

B Interpolating macroeconomic variables

The main empirical results are based on the assumption that daily macroeconomic interpolated

data are extracted using the full sample of observations. The first question that could arise is

how good the interpolation may look compared to the original data. Figure B.1 shows this case

in point. We report few examples of original monthly (red circles) and daily interpolated (solid

blue lines) data. The top panels report respectively the monthly harmonised unemployment

rate for the UK (left panel) and the private expenditures for France (right panel). The accuracy

of the cubic spline interpolation is quite remarkable. The same is confirmed for the bottom

panels, which report the cpi for Spain (left panel) abd the industrial production for Canada

(right panel). Again, the accuracy of the approximation seems quite remarkable.

Although there is a trade-off between the length of the time series used to approximate a

more finer grid of observations and the precision of such approximation, this potentially creates

a form of look-ahead bias. In order to address this issue, we replicate the main forecasting

results adopting an ”expanding” window approach to cubic spline interpolation. In this ap-

proach, interpolation is carried out using data up to the closest future month to a particular

day we require interpolated values for. For instance, if we require interpolated daily data for

18th May 2012, we utilise data from the start date of our dataset (Jan 2011) until the closest

future month to 18th May 2012 (in this case June 2012). In this fashion, the data set utilised

for interpolation expands in line with the time period we require interpolated data for. While

this still leaves on the table a potential 15 days look ahead bias, our goal of investigating the

robustness of the results when the look-ahead period is significantly reduced remain intact. Ta-

ble B.1 reports the replication of some of the main results in the paper by using such expanding

window approach.

The results suggest that by using an interpolation scheme which is by construction much

less prone to a look-ahead bias the results remain largely unaffected. That is, there is only a

minimal variation in the out-of-sample performance of our Random Forest model. In fact, we

observe marginal performance improvement when using such expanding interpolation window

approach. We conclude that the overall effects from look-ahead bias via cubic spline interpo-

lation on all available data for a given country-variable pair are minimal. As a result, we opt

to use a daily macroeconomic data set generated via cubic spline interpolation on all available

data to increase the precision of the approximation (see Figure B.1).
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Figure B.1: Raw monthly vs interpolated daily macroeconomic variables

This figure reports the original monthly data (red circles) and the daily interpolated macroeconomic data (solid
lines), for a variety of countries and macroeconomic indicators. The sample is from February 2011 to November
2019.

(a) Unemployment UK (b) GDP: Private Expenditures France

(c) CPI Spain (d) Industrial Prod Canada
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Table B.1: Average R2
OOS - All Data Interpolation vs. Expanding Window Interpolation

C Algorithmic details

C.1 Penalised Regression

Echoing our earlier suggestion, a simple way of mitigating the effect of statistically insignificant

variables is to introduce the concept of sparsity into a simple OLS model via an additive penalty

term λP(β), where P(β) depends on the choice of penalty model. λ captures the degree of

shrinkage and is a hyperparameter whose value is optimised via cross-validation during our

estimation strategy, while β = (β1, . . . , βp) represents our explanatory variable coefficients.

This penalty term enters the familiar simple OLS loss function L(θ), where θ = (α,βT )

P(β) =



∑p
j=1 β

2
j Ridge

∑p
j=1 |βj| Lasso

µ
∑p

j=1 β
2
j + (1−µ)

2

∑p
j=1 |βj| Elastic-net

Apart from the estimation of θ and the shrinkage parameter λ, the elastic-net requires a

regularisation parameter µ - otherwise known as the L1 ratio. Both λ and µ are chosen from a

suitable range of values by evaluating the pseudo out-of-sample performance of the model on

a validation sample.

Due to the presence of an L1 regularisation term, closed-form solutions for θ cannot be

explicitly obtained for the Lasso and Elastic-net models. As a result, we estimate θ by means

of coordinate descent proposed by Wu et al. (2008) and extended by Friedman et al. (2010).
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Algorithm 1: Coordinate Descent

Choose initial estimates for α̂ = ȳ and β(0) for given λ and µ, where ȳ is the unconditional

mean of y.

Standardize the inputs xij such that
∑N

i=1 xij = 0, 1
N

∑N
i=1 x

2
ij = 1, for j = 1, ..., p.

Set ε to desired convergence threshold

while there is an improvement in the loss function, i.e. |L(θ)(k+1) − L(θ)(k)| > ε do

for all predictors j = 1,...,p do

ŷ
(j)
i = α̂ +

∑
l 6=j xilβ̂l, i.e. the fitted value when omitting the covariate xij

β̂j ←−
S( 1

N

∑N
i=1 xij(yi−ŷ

(j)
i ),λµ)

1+(1−µ) defines the parameter-wise update, where S, the

soft-thresholding operator, is given by S(a, b) =


a− b, if a > 0 ∨ b < |a|

a+ b, if a < 0 ∨ b < |a|

0, b ≥ a

end

end

Result: Estimates β̂ for given level of λ, µ
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Based on it’s reliance on a L2 regularisation term, closed-form solutions for β exist in a

Ridge regression setting and are of the form

β̂Ridge = (X′X + λI)−1X′y (C.1)

where X is a N × p matrix of regressors, I is an N ×N identity matrix and y is our vector

of dependent sovereign CDS spreads. As with Lasso/Elastic-net, the shrinkage parameter λ is

chosen by cross-validation.

C.2 Regression Trees

First proposed by Breiman et al. (1984), a regression tree is a hierarchically organized structure

with each node splitting the data space into partitions based on value of a particular feature.

This is equivalent to a partition of Rd into K disjoint feature sub-spaces {R1, ...,Rk}, where

each Rj ⊂ Rd. On each feature subspace Rj the same decision/prediction is made for all
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x ∈ Rj.

Algorithm 2: Regression Tree

Initialise tree T (D) where D denotes the depth; denote by Rl(d) the covariates in branch

l at depth d.

for d = 1,...,D do

for R̃ in {Rl(d), l = 1, ..., 2d−1} do
Given splitting variable j and split point s, define regions

Rleft(j, s) = {X|Xj ≤ s,Xj ∩ R̃} and Rright(j, s) = {X|Xj > s,Xj ∩ R̃}

In the splitting regions set

cleft(j, s)←− 1
|Rleft(j,s)|

∑
xi∈Rleft(j,s)

yi(xi) and cright(j, s)←− 1
|Rright(j,s)|

∑
xi∈Rright(j,s)

yi(xi)

Find j, s that optimize

j , s= argmin
j,s

[
∑

xi∈Rleft(j,s)

(yi − cleft(j, s)2) +
∑

xi∈Rright(j,s)

(yi − cright(j, s)2)]

Set the new partitions

R2l(d)←− Rright(j, s) and R2l−1(d)←− Rleft(j, s)

end

end

Result: A fully grown regression tree T of depth D. The output is given by

f(xi) =
2L∑
k=1

avg (yi|xi ∈ Rk(D))1xi∈Rk(D)

i.e. the average response in each region Rk at depth D.

Ideally, would like to find partition that achieves minimal risk, i.e. the lowest mean-squared

error for a regression problem. Given the number of potential partitions is too large to search

exhaustively, greedy search heuristics must be used to determine the optimal partition - starting

at the root node, we evaluate the loss for splitting on all combinations of features j and and

split points s. The optimal pair (j,s) determines the members of each child node. Finally, we

recurse on all child nodes iteratively until some stopping criterion is met.

Tree complexity needs to be regularised in order to prevent over-fitting, and more generally
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find the tree size/structure that delivers optimum predictive performance. As a result, we

adopt several pruning rules to manage tree complexity. We initially cross-validate the mini-

mum number of samples required at a particular node in order to evaluate further split points.

The smaller this sample number, the greater the tree depth and hence the greater is model

complexity. Secondly, we cross-validate the minimum number of samples required at each leaf

node. If a split point is determined and the number of samples present within a resultant leaf

node is less than the stated minimum, the split is not executed.

Figure C.1: Regression tree

This figure reports...

(a) Recursive binary splitting (b) Partition tree

C.3 Random Forest

While regression trees offer non-parametric, supervised non-linear framework for modelling,

they are often prone to overfitting training data - i.e. they record low bias and high variance

Mitchell et al. (1997). Random forests utilise an ensemble approach, combining the output of

multiple decision trees in a bootstrap-aggregation (”bagging”) format. Bagging relies on the

theory that larger numbers of weak learners perform better in aggregation relative to small

numbers of more complex learners. While the hyperparameters for individual trees are sim-

ilar in both regression tree and random forest model structures, random forests incorporate

additional randomness at the tree-level; rather than searching through all features when eval-

uating node split points, the algorithm searches for the best feature among a random subset of
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features. The resultant individual trees display lower correlation and hence offer more power

when used in an ensemble format. As a result, an additional hyperparameter we tune in our

random forest model is the number of features to randomly select when evaluating split points

for individual trees. Due to the computational load associated with tuning large numbers of

hyperparameter, we opt to fix the number of trees in our random forest at 100.

Algorithm 3: Random Forest

Determine forest size F

for t = 1,...,F do
Obtain bootstrap sample Z from original data.

Grow full trees following Algorithm (2) with the following adjustments:

1. Select p̃ variables from the original set of p variables.

2. Choose the best combination (j, s) (c.f. Algorithm (2)) from p̃ variables

3. Create the two daughter nodes

Denote the obtained tree by Tt
end

Result: Ensemble of F many trees. The output is the average over the trees in the forest

given as

f(xi) = 1
F

F∑
t=1

Tt(xi)

D Computational Details

Our machine learning library of choice is the popular scikit-learn package used within a

Python 3 programming framework. We use pandas for data manipulation and numpy for

mathematical operators. Our regression package of choice is the statsmodels API. For data

pre-processing, we utilise the StandardScaler class from the scikit-learn package, as well

as making use of the Pipeline feature to prevent data leakage between test/train datasets. In

order to efficiently optimise hyperparameter values we utilise the GridSearchCV class within

scikit-learn.

D.1 Setup

While cubic spline interpolation results in daily sovereign CDS data over a 10-year period

for 29 countries across 4 CDS maturities, the small size our of rolling train/validation and
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test windows coupled with the relatively low complexity associated with training regression

tree/random forest algorithms implies powerful hardware instances (such as the high-performance

GPU computing capabilities offered via Amazon Web Services) are not required. All work was

carried out on a single 2.60 GHz, 16GB RAM node with 6 cores.
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