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Abstract: 

 
The goal of this paper is to identify the main determinants of the risk premium in some European 
currency markets just before the EMU. To that extent, we start from Lucas (1982) exchange rate 
model and derive an analytical expression for the forward premium. This expression includes 
money and production variables and it is quite standard, except for the inclusion of macroeconomic 
policy risk. Under some standard assumptions, this formula simplifies substantially and becomes 
amenable to regression analysis. Then, using standard measures of money and production, as well 
as interest rate swaps as indicators of macroeconomic policy risk, the theoretical expression is 
estimated. We provide evidence suggesting that it is policy uncertainty, much more than 
fundamental macroeconomic uncertainty, which determined risk premium over the convergence 
process to the euro. Whether these results can be extended to similar experiences for other currency 
unions remains open for future research.  
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Appendix 
Table 1. Maximum likelihood estimation. GARCH models 
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(a) t-statistics in parentheses 
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Table 2 
Least squares estimation of the risk premium associated to macroeconomic uncertainty. 

Full sample: 1986:02-1998:04(a)(b) 
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COR(1)(d) 0.37 0.32 0.87 

COR(12)(d) 0.73 0.16 0.47 

ARCH(6)(e) 0.63 0.02 0.34 

Notes: 
(a) t-statistics in parentheses 
(b) An asterisk denotes a coefficient significant at the 10 % level 
(c) PRM(-1) denotes the lagged risk premium 
(d) P-value of Breusch-Godfrey test statistic for residual serial correlation  up to lag order p. 
(e) Autoregressive conditional heteroskedasticity test. ARCH(6) is the p-value of LM test statistic. 

 
Table 3(a) 

Least squares estimation of the risk premium associated to policy uncertainty. 
Sample: 1994:01-1998:04 
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ARCH(6)(d) 0.16 0.64 0.57 

Notes: 
(a) t-statistics in parentheses  
(b) P-value of F-statistic for the null hypothesis:H0: γ1 = γ2=0. 
(c) P-value of Breusch-Godfrey test statistic for residual serial correlation  up to lag order p 
(d) Autoregressive conditional heteroskedasticity test. ARCH(6) is the p-value of LM test statistic. 
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Table 4 

Least squares estimation of the risk premium equation (a) 
Sample: 1994:01-1998:04 
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ARCH(6)(e) 0.21 0.76 0.40 

Notes: 
(a) t-statistics in parentheses. 
(b) P-value of F-statistic for the  null hypothesis: H0: β1 = β2=0. 
(c) P-value of F-statistic for the null hypothesis: H0: β3 = β4= β5=β6=0 
(d) P-value of Breusch-Godfrey test statistic for residual serial correlation  up to lag order p 
(e) Autoregressive conditional heteroskedasticity test. ARCH(6) is the p-value of LM test statistic. 
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Figure 1 

Effects on the risk premium and the variance of fiscal policy 
of a change in pt 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

 
Notes: 
 
(a) Both variables are standardized  
(b) pt : probability that there might be a change in fiscal policy, is shown in the horizontal 

axis  
(c) f(δ0, δ1, pt) is the non-linear function of pt measuring the effect on the risk premium of 

changes in pt, as in (18). 
(d)                                     is the non-linear function of pt providing the variance of fiscal 

policy  
 
 

Figure 2 
Interest rate swap spreads (IR_SPR) and observed risk premium (PRM) 

Sample: 1994:01-1998:04 
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Figure 3 
Observed risk premium, fitted risk premium, macroeconomic uncertainty and policy 

uncertainty(a)(b)(c)  
Sample: 1994:01-1998:04 
Sample: 1994:01-1998:04    

 
 
 
 
 
 
 

    
 
 
 
 
 
 
 

    
 
 
 
 
 
 
 

    
Notes:  
(a) Left column: Observed exchange risk premium versus the fitted value from the model in Table 4 
(b) Middle column: Observed exchange risk premium versus macroeconomic uncertainty contribution 
(c) Right column: Observed exchange risk premium versus  fiscal policy uncertainty contribution 

 
Figure 4 

Probability indicator for Spain, France and United Kingdom 
Sample: 1994:01-1998:04 
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Figure 5 
Scatter diagrams: fitted risk premium (horizontal axis) versus observed risk premium, policy and 

macroeconomic uncertainty contribution (a)(b)(c). 
Sample: 1994:01-1998:04 
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Correlation(d) 0.41 0.19 0.85 
 

Notes: 
(a) Left column: observed risk premium versus the fitted risk premium from the model in Table 4 
(b) Middle column: Macroeconomic uncertainty contribution versus  the fitted risk premium 
(c) Right column: Policy uncertainty contribution versus the fitted risk premium 
(d) Correlation between variables in scatter diagrams 
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