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Abstract

The euro area crisis was characterised by a negative feedback loop between banks
and sovereigns. The paper aims to indicate the genesis of this phenomenon and to de-
termine the scale of its operation during the crisis and post-crisis conditions, as well
as to identify the threats it brings. In addition, the paper discusses the actions that
have been taken so far at the euro area level to reduce the feedback loop and the
existing challenges in this area. The following hypothesis has been formulated: in
the post-crisis conditions the euro area remains vulnerable to the sovereign-bank
nexus, which in particular stems from the very legacy of the crisis, bank-based finan-
cial system, as well as incomplete reforms of the euro area institutional architecture.
The research methods include data selection and evaluation as well as descriptive
statistics. The main contribution of the study stems from the adoption of a post-crisis
perspective and the assessment of the loop with the use of the most recent data and
in relation to the crisis period. The results show that in the post-crisis period, a reduc-
tion in interconnectedness has been observed, although it has not been evenly expe-
rienced by all euro area countries. At the same time, despite some progress in recent
years, institutional reforms aimed at breaking the sovereign-bank nexus are far from
complete.
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Introduction

From today’s perspective, it can be said that the euro area countries have already left
behind the period of the most acute tensions related to the course of the global finan-
cial crisis of the early 21* century. 2018 was the fifth year in a row when positive eco-
nomic growth was recorded in the euro area. An increasing number of indicators used
to measure the degree of financial convergence in the euro area point to a continuing
trend towards reintegration after a severe collapse during the crisis (cf. ECBb 2018).
The risk of a partial breakup of the European Economic and Monetary Union (EMU)
and a return to national currencies is no longer the main topic of discussion among
policymakers and members of the academic community.

Nevertheless, the question remains whether the issue of the negative feedback loop
between the banking sector and the public finance sector that characterised the crisis
in the euro area has been resolved, and, if so, to what extent. Bilateral risk transfer be-
tween these sectors was observed at that time, which was fostered by the bank-based
financial system in the EMU and institutional determinants (the transfer of the mon-
etary policy to the central level, while leaving the responsibility for financial stability
at the national level). The significance of the problem was evidenced by the fact that
the motive for undertaking one of the most important reforms to change the structure
of the euro area, i.e. establishing the EU banking union, was to “break the vicious cir-
cle between banks and sovereigns” (Euro Area Summit Statement 2012).

The aim of the paper is to indicate the genesis of the negative feedback loop between
banks and sovereigns in the EMU, to determine the mechanism and scale of its oper-
ation during the crisis and in post-crisis conditions, as well as to identify the threats
it brings. In addition, the paper will discuss current actions taken at the euro area level
to reduce the feedback loop and the existing challenges in this area.

The co-occurrence of banking and sovereign debt crises
Phases of the euro area crisis

The global financial crisis of the 21* century, and especially its course in the euro area,
was characterised by a strong positive correlation between the country’s risk and the
banking sector’s risk. Governments and banks are among the most important eco-
nomic entities and, as a consequence, their situations are mutually determined. Dur-
ing sovereign debt crises, governments implement austerity policies, which - at least
in the short term - reduce economic activity, negatively affecting the banking sector,
e.g., by deteriorating the quality of the banking sector loan portfolio or by a decrease
in demand for loans on the part of companies and households. On the other hand,
in the case of a banking crisis, governments engage public funds to rescue institutions
that are too big/too important to fail, which translates into a deterioration in public
finances. That is why banking and sovereign debt crises often occur one after anoth-
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er. According to the estimates of Dell’Ariccia et al. (2018, p. 5) conducted for a group
of 66 countries in the period 2000-2014:
1) the probability of the occurrence of a sovereign debt crisis, provided that a bank-
ing crisis has previously occurred, is 51.0%;
2) the probability of the occurrence of a banking crisis, provided that a sovereign
debt crisis has previously occurred, is 22.3%.

Similar results were obtained by Reinhart and Rogoft (2011), who conducted a study
concerning a group of developed and developing countries using time series covering
the years 1824-2009. The estimation of parameters of the multinomial logit model al-
lowed the authors to conclude that systemic banking crises increased the likelihood
of sovereign debt crises. The results proved to be stable when divided into sub-samples
and were robust to changes in specifications.

De Paoli et al. (2009) studied the impact of sovereign debt crises on economic
growth in a group of emerging economies in the years 1970-2000. The results of their
study show that sovereign debt crises rarely occur in isolation. They are more often
accompanied by banking or currency crises. In their sample, however, sovereign debt
crises were more often the first to break out. The duration of sovereign debt crises and
the accompanying recession depends on whether they coexist with other crises. Iso-
lated episodes have the least severe consequences, while triple crises — debt, currency,
and banking - have the most severe ones (see Table 1).

Table 1. Duration and output losses per year depending on different types of financial crisis

.. Number Duration (years) Loss (per year)
Type of crisis . . .
of crises Average Median Average Median
Sovereign only 1 4.0 4.0 2.5 2.5
Sovereign and banking 4 11.0 10.5 4.9 7.6
Sovereign and currency 10 8.9 9.5 13.7 14.3
Triple crises 17 12.5 14.0 12.7 111
All 32 10.9 11.5 11.8 10.6

Source: De Paoli et al. 2009, p. 22.

In terms of the characteristics of the euro area crisis, its onset is associated with the
first tensions in the USA subprime mortgage market in 2007. Over time, it took
the form of a debt crisis of some of its members. In particular, the following phases
can be distinguished (cf. Cour-Thimann and Winkler 2013):

1. The financial turmoil phase, which began in August 2007. It was mainly charac-
terised by tensions in the interbank market. At the same time, the economic out-
look for the euro area was then assessed as relatively stable.

2. The financial crisis phase. The beginning of the phase dates back to 15" September 2008,
when Lehman Brothers declared bankruptcy. In this phase, tensions in the financial
market intensified, the governments of the euro area countries were forced to save
banks using taxpayers’ money, and the crisis also spread to the real economy.
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3. The debt crisis phase. Its beginning falls at the turn of 2009/2010. The disclosure
by the Greek government of unfavourable data on the state of public finances
in the country was a flashpoint. In this phase, strong increases in government
bond yields were observed in the peripheral euro area countries, which de facto
cut off these countries from market sources of financing and forced them to seek
assistance from international creditors. The sustained decline in the yields oc-
curred only after the announcement by the European Central Bank (ECB) of the
Outright Monetary Transactions (OMT) program, allowing unlimited purchas-
es on the secondary market of short-term sovereign bonds, which took place
in July 2012.

After the announcement of the OMT programme, a lasting decline in tensions
in the sovereign debt market in the euro area was observed. The improvement was
also recorded in the real sphere. Since 2014, GDP growth has remained positive in the
vast majority of EMU countries, and unemployment has been steadily decreasing, al-
though it remains high in some of the countries (Greece, Spain). Assessing the situa-
tion of public finances, a substantial decrease in the ratio of general government (GG)
deficit to GDP has been observed in recent years. In 2018, almost all EMU countries
met the Maastricht deficit criterion.! The debt-to-GDP ratio of the GG sector has also
been systematically falling. It should be noted, however, that the ratios remain high
in the countries most affected by the sovereign debt crisis (except Ireland). In particu-
lar, in 2018, the ratio exceeded the reference value of 60% more than three times in the
case of Greece and twice in the case of Portugal and Italy.

The essence of the feedback loop mechanism

It is recognised that the International Monetary Fund was the first to draw attention
to the occurrence of the negative feedback loop between banks and sovereigns in the
EMU (cf. e.g., Mody 2009). This mechanism is characterised as a combination of di-
rect and indirect links between these sectors and the national economy (Véron 2017,
p. 8). Figure 1 presents the most important feedback loop channels.

Triggering the loop can occur through the deterioration of the performance of the
banking sector (e.g., in Ireland and Spain) or the public finance sector (e.g., the case
of Greece). If the first case is considered, the course of events may be as follows. The
problems of the banking sector, whose stability is perceived as a global public good
(Flejterski 2008, p. 17), force the government to provide assistance (e.g., in the form
of direct recapitalisation), which leads to an increase in GG deficit and debt. As a re-
sult, the country’s creditworthiness deteriorates, which is reflected in downgrades
of government bond ratings and an increase in their yields. In an extreme situation, the
government may lose access to market-based financing, and it will be forced to apply

1 Eurostat data (accessed: 28.09.2019).

44



Negative Feedback Loop between Banks and Sovereigns in the Euro Area...

to international creditors for assistance. At the same time, falling government bond
prices worsen the balance sheets of banks holding them in their portfolios. In particu-
lar, it is more difficult for banks to use them as collateral in operations on the inter-
bank market and with the central bank. The situation in the banking sector is further
complicated by the fact that the government’s capacity for further support is signifi-
cantly weakened.

Sovereign exposures -

Domestic Direct
Sovereign banks | Linkages
Guarantees (implicit + explicit),

including deposit insurance

«1
Q‘Pfe, X
.
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“
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Figure 1. Selected contagion channels between banks and sovereigns
Source: Véron 2017, p. 8.

Indirect
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As regards indirect links, the austerity policy in the form of raising taxes and in-
troducing cuts in public expenditure limits economic activity, negatively affecting the
income of enterprises and households. Moreover, the fall in government bond pric-
es incurs losses for the households holding these bonds, and it can also translate into
an increase in corporate bond yields (according to the ceiling doctrine?). The worsened
situation of real economy entities contributes to an increase in the share of non-per-
forming loans, reducing the profitability of banks and threatening their stability. At the
same time, there is ample evidence that banking crises are associated with economic
slowdowns. In a situation where banks are forced to limit lending (e.g. due to a lack
of access to external financing), entities dependent on bank financing sources will
limit consumption and investment, which will lead to lower tax revenues (Dell’Aric-
cia et al. 2018, pp. 31-32).

The operation of the negative feedback loop is reinforced by the fact that banks are
susceptible to contagion, and thus the crisis can spread from one institution to the en-
tire system. Contagion can occur directly through mutual financial exposures of in-
stitutions or indirectly through a general decline in confidence in the banking sector.
In an extreme situation, depositors may start a run, which - as demonstrated by the
experience of Northern Rock Bank in the United Kingdom in 2007 or Countrywide

2 As shown by the experience of emerging countries and distressed advanced economies, the sov-
ereign rating downgrade results in cuts in the ratings of domestic debt instruments. This policy
of credit rating agencies reflects the widespread belief that private debt is always riskier than sov-
ereign debt (Luitel et al. 2016, p. 288).
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Bank and IndyMac Bank in the United States in 2008 — may also occur in highly de-
veloped countries.

To sum up, the mechanism under analysis operates as a multiplier and accelera-
tor of vulnerabilities in the banking and public finance sectors. The described chan-
nels mutually determine and strengthen one another (Dell’Ariccia et al. 2018, p. 6).
It should also be emphasised that the strength of the feedback loop depends on the type
of financial system. In bank-based systems, governments will be more likely to get in-
volved in bank bailouts. They will also be more dependent on banks as investors in the
sovereign debt market. Moreover, the interdependencies should be viewed differently
in normal times and during a crisis. In the first case, the government provides a fi-
nancial safety net, and sovereign bonds hold the status of safe assets. However, during
a crisis, these links can be a source of severe tensions (Bekooij et al. 2016, pp. 4-5).

Direct links within the EMU. The operation of the
feedback loop during the crisis and risk assessment
in the post-crisis years

Banks occupy a special position in the economy due to their functions. In particu-
lar, banks conduct deposit-taking and lending activities, provide operational servic-
es, and they also play an important role in the monetary policy transmission mecha-
nism. Therefore, the links between banks and sovereigns are strong. Nevertheless, the
negative feedback loop between the two sectors during the recent crisis was revealed
with particular intensity in the euro area. The main reasons for the greater vulner-
ability of the common currency area to the occurrence of the feedback loop include
the following.

1. The size and importance of the banking sector in the EMU. In 2017, the ratio
of banking sector assets to the euro area GDP was around 270%, i.e., three times
higher than in the USA. Analysing the use of bank and market sources of financ-
ing, enterprises from the EMU countries take advantage of the former three times
more often than the latter. For comparison, bank loans account for only about
30% of the external financing of American companies. The dependence on bank
financing in the euro area is even more evident in the group of households as these
use bank loans in 90% of cases (Singh et al. 2019, p. 3, 16).

2. The presence of large, cross-border banking groups.

3. “Deficiencies” in the pre-crisis architecture of the EMU. In particular, the follow-
ing “flaws” should be mentioned: a failure to entrust the ECB with the function
of a lender of last resort (LOLR), the lack of a banking union, including above
all the supranational mechanism of bank resolution, and the lack of risk-shar-
ing mechanisms such as the later-established European Stability Mechanism
(cf. Navaretti et al. 2016, p. 11; Merler and Pisani-Ferry 2012, p. 2).
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Risk transfer from banks to sovereigns

The most evident way in which pressure in the banking sector can shift to the pub-
lic finance sector is the (perceived) cost of bank bailouts. According to the European
Commission (EC) estimates, the total value of approved aid for the banking sector
in the EU in the years 2008-2017, the majority of which was addressed to institutions
from the euro area countries, amounted to almost EUR 5.132 trillion, which is approx.
33% of 2017 EU GDP.? Four forms of support dominated:

— recapitalisations,

— impaired asset measures,

— guarantees,

— other liquidity measures.

Table 2 presents the approved state aid for banks from the EMU countries broken
down into support instruments. As can be seen, two forms were most often used - guar-
antees and recapitalisations. In the case of the former, the high value of 2008 aid
is noteworthy, suggesting a quick response by the governments to the escalation of the
crisis. As indicated by the EC, the majority of aid committed in the period September
2008 - December 2010 was used in the fourth quarter of 2008, as the governments
sought to show their determination to restore confidence after the Lehman Brothers
collapse (EC 2011, p. 37). The analysis of the data in Table 2 also confirms earlier con-
clusions that since 2013 a gradual reduction of tensions in the EMU can be observed.
One exception is the size of approved guarantees in the years 2015-2017, which re-
flects the problems of Greek, Portuguese and, above all, Italian banks at the time.

Table 2. State aid to euro area banks approved by the EC in the years 2008-2017 (EUR billion)
Other liquidity

Impaired asset

Form of aid/year Recapitalisation Guarantees
measures measures
2008 204.9 4.8 1996.8 40.1
2009 38.5 90.4 9.8 0.3
2010 181.1 78.0 51.5 54.9
2011 37.5 6.3 179.7 50.2
2012 121.0 155.2 206.6 35.7
2013 29.6 14.7 379 9.7
2014 19.5 3.5 0.4 0.1
2015 18.0 0.9 127.2 0.0
2016 0.8 0.0 274.1 0.0
2017 18.1 0.0 290.9 13.3

Source: author’s own calculations based on Internet source 1.

3 Data on GDP were obtained from Eurostat (accessed: 27.08.2019). It should be noted that the aid
actually used was smaller. Its value is estimated at ca. EUR 1.962 trillion (cf. Internet source 1).

47



Ewa Stawasz-Grabowska

Government support for the financial sector can also be assessed in terms of costs for
taxpayers. For this purpose, Eurostat data on the impact of government interventions
on the balance and debt of the GG sector and contingent liabilities will be used.

Referring to the first two of these categories, Figure 2 shows the impact of interven-
tions on government deficit and debt in relation to GDP in the euro area in the years
2008-2018. The largest increase in the deficit due to support for the financial sector
occurred in 2010 and then in 2012. In subsequent years, a reduction of the impact was
observed; an increase occurred in 2017, which should be associated with the interven-
tions undertaken by the governments of Italy, Portugal, and Cyprus (EC 2019, p. 4).
The impact of aid measures on the debt to GDP ratio reached its highest value in 2012
(slightly over 6%). In subsequent years, a gradual reduction has been observed.

—Impact on debt (lhs) Impact on deficit (rhs)
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Figure 2. Impact of interventions on government deficit and debt in the years 2008-2018 (% GDP)
Source: author’s own calculations based on Eurostat data (accessed: 28.08.2019). Positive values
denote an increase in the deficit and debt.

It is worth noting that in the analysed period only four countries — Estonia, Fin-
land, Malta and Slovakia, which together represent 3% of the euro area GDP - did not
need to take any measures that affected their deficit or debt (ECBa 2018, p. 48). At the
same time, the size of the interventions, as well as their impact on the balance and
debt of the GG sector in individual economies, varied. To illustrate the differences
discussed, two groups were created, consisting respectively of the so-called peripheral
euro area countries (Cyprus, Greece, Spain, Ireland, Portugal, and Italy) and the econ-
omies of the so-called core (Austria, Belgium, France, the Netherlands, Luxembourg,
and Germany). Tables 3-4 present the impact of interventions on the balance of the GG
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sector in relation to GDP for both groups.* In the case of the peripheral euro area coun-
tries, the impact of interventions was strong. A record high deficit increase (equivalent
to 21.2% of GDP) was recorded in Ireland in 2010. Also noteworthy is the deterioration
in the balance of the GG sector in Greece in 2013, and in Cyprus in 2014 and 2018. In
the analysed group, it is possible to indicate those countries in which the strongest ef-
fects of interventions occurred during the crisis (Ireland) and those struggling with
these effects mainly in the post-crisis years (Cyprus, Portugal). In the group of core
countries, the impact of interventions on the balance of the GG sector was clearly
smaller. In most of these countries, it ranged from -0.2 to 0.2% of GDP over the vast
majority of the period under review. Austria was an exception, as it experienced slight-
ly higher deficit increases - in particular, in 2009 and 2014 (of 0.9% and 1.6% of GDP,
respectively).

Table 3. Impact of interventions on the balance of the GG sector (% of GDP): peripheral countries

Country 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Ireland -2.21 | -21.19 | -3.73 | 0.20 0.24| 0.01]|-0.70|-0.01|-0.11 | -0.11
Greece 0.16 042 | 031|-280|-10.76 | 0.08 | -2.73 | 0.20 | -0.06 | -0.05
Spain 0.06 0.07 ] -0.33| -3.68 | -0.32 | -0.13 | -0.05 | -0.21 | -0.04 | -0.01
Italy 0.00 0.01| 0.01| 0.03 0.04 | 0.05|-0.05| 0.00]|-0.33| 0.02
Cyprus 0.05 0.14 ] 013 | 0.03| -046 | -8.91| -1.38 | -0.44 | -0.43 | -8.41
Portugal 0.01 | -1.23|-0.49 |-0.56| -0.39 | -2.96 | -1.58 | -0.19 | -2.34 | -0.77

Source: author’s own calculations based on Eurostat data (accessed: 28.08.2019). Negative values
denote a deterioration in the balance of the GG sector.

Table 4. Impact of interventions on the balance of the GG sector (% of GDP): core countries

Country 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Belgium 0.00| 0.08|-0.15|-0.59 | 0.15| -0.02 | -0.04 | -0.07 | 0.04| 0.07
Germany -0.12 | -1.29 | 0.01 | -0.05| 0.05| 0.01| 0.00 | -0.07 | -0.06 | -0.18
France 0.07] 0.05| 0.03|-0.11| 0.01| 0.00| 0.00| 0.00| 0.00| 0.00

Luxembourg | -0.18 | 0.12 | 0.12 | 0.07 | -0.06 | 0.03 | 0.03| 0.04| 0.07| 0.05
Netherlands | -0.37 | -0.17 | -0.02 | -0.03 | -0.18 | -0.01 | 0.06 | 0.05| 0.06 | 0.09
Austria -0.92 | -0.11 | -0.09 | -0.41 | -0.46 | -1.60 | -0.65 | -0.07 | -0.09 | -0.06

Source: author’s own calculations based on Eurostat data (accessed: 28.08.2019). Negative values
denote a deterioration in the balance of the GG sector.

Figure 3 presents the impact of government interventions on the GG debt in the
years 2008-2018 for the two groups of countries under consideration. An analysis
of the figures allows us to see clear differences. In the case of peripheral euro area
economies, the impact was definitely stronger. In all countries under EU/IMF assis-
tance programmes (Greece, Ireland, Portugal, and Cyprus), there were increases that
exceeded 10% of GDP (often multiples of 10% of GDP). It is worth noting that in some

4 The tables do not include data for 2008 due to the marginal impact of government interventions
on the balance at that time in most of the analysed countries.
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of these countries, the impact of interventions on the debt has risen (Portugal, Cy-
prus) or has remained at a high level (Greece) in recent years. Only Ireland has experi-
enced a clear decline in the impact from a record value (49% of GDP in 2011). In turn,
for most core countries, interventions in the financial sector increased the debt of the
GG sector, mainly during the crisis. Since 2013/2014, the impact has been gradually
weakening, which has been influenced by the income generated from the aid meas-
ures (e.g. dividends received from shares in financial institutions or fees received for
public guarantees; ECBa 2018, p. 49).
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Figure 3. Impact of interventions on government debt (% of GDP): peripheral and core countries
Source: author’s own calculations based on Eurostat data (accessed: 28.08.2019).

Figure 4 presents the volume of contingent liabilities in relation to GDP in the an-
alysed EMU countries. As can be seen, in both groups, after increases in the period
of highest tensions, a decrease in the analysed ratio is observed. This phenomenon
should be assessed positively, as a return to financial stability means that there is no
need to renew expiring guarantees. Nevertheless, some guarantees have been called,
which means that the reduction in the guarantee was matched by an equivalent in-
crease in government debt and/or deficit (ECBb 2018, p. 50).
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Figure 4. \Volume of contingent liabilities (% of GDP): peripheral and core countries
Source: author’s own calculations based on Eurostat data (accessed: 28.08.2019).
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Risk transmission from banks to sovereigns has also been the subject of numer-
ous empirical analyses. For example, Gerlach et al. (2010) examined the determinants
of sovereign bond spreads in selected euro area countries (vis-a-vis German bunds)
in the period January 1999 - February 2009. Their results indicate that in periods
of high aggregate risk, countries with larger banking sectors experience higher increas-
es in spreads. This relationship is amplified by low equity ratios in the banking sec-
tor. Mody (2009) identified a stronger interdependence between potential government
interventions in the banking sector and the state of public finances after the rescue
of Bear Stearns in March 2008. It was reflected in growing spreads in the EMU coun-
tries with deteriorating prospects for the financial sector. Attinasi et al. (2009), who
examined the determinants of spreads in selected euro area countries in the period July
2007 - March 2009, confirmed the occurrence of risk transfer from the private finan-
cial sector to the government sector after the announcements of rescue programmes
using taxpayers’ money. Importantly, the authors conclude that the change in the per-
ception of credit risk of EMU countries was primarily related to the credibility of the
announcements of assistance, not its scale (in particular, after excluding Ireland from
the sample). Stanga (2014) compared the transfer of risk from the banking sector to the
public finance sector generated by the announcements of aid programmes for banks
in the USA and six European countries. In general, the results of her study showed
stronger contagion in Europe than in the USA. At the same time, the author identified
the stabilising effect of the announcements in the form of strong declines in banks’
CDS spreads only for the USA. In Europe, this effect proved to be temporary.

In addition, many papers that focus on the mutual nature of feedback loops in the
EMU point out that the triggering of the crisis loop was determined by the situation
in the banking sector. Acharya et al. (2014), using CDS rates on European sovereigns
and banks for 2007-2011, show that changes in the former began to explain chang-
es in the latter after bank bailouts. The results obtained by the authors indicate that
the rescue of banks by the euro area countries resulted in an increase in their credit
risk, which then weakened the condition of the financial sector. Similar results were
obtained by Alter and Schiiler (2012) as well as Yu (2017), who also used data from
the European CDS market. State aid for banks only temporarily eased tensions in the
financial sector at the expense of increased sovereign credit risk. As a result, the in-
crease in fiscal burdens in the EMU became a risk factor for both the governments and
banks. A slightly different scheme of contagion is presented in the study of Gomez-Pu-
ig et al. (2015). According to their work, after the collapse of Lehman Brothers, inter-
relationships between the two sectors intensified, with most of the identified episodes
of contagion spreading from banks to sovereigns (the reverse flow of risk prevailed
up to 2008 Q3).
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Risk transfer from sovereigns to banks

Contagion from sovereigns to banks in the EMU is most often considered in the con-
text of banks’ exposures to government debt. Although investments in sovereign bonds
of advanced economies are widely considered safe (between 1950 and 2010, no OECD
country defaulted on its domestic debt; Navaretti 2016, p. 12), the euro area crisis has
shown that they are not risk-free.

There is a variety of reasons why commercial banks purchase sovereign bonds.
In particular, their demand is associated with managing their inherent maturity mis-
matches, performing the functions of primary dealers and market makers, using collat-
eral in repo market transactions and transactions with the central bank, and fulfilling
prudential requirements (IMF 2012, p. 89). Moreover, sovereign bonds of developed
countries, and of issuers of reserve currencies, in particular, hold the special status
of safe assets. This means that, among others, they act as safe havens in adverse eco-
nomic conditions, their yields are used as a proxy for the risk-free rate, and they sup-
port the pricing of other assets (cf. BIS 2017).

While commercial banks” motives for holding sovereign debt are well recognised,
during the euro area crisis, home bias in banks” holdings of domestic government
debt was observed.

===+ Spain Greece —- Italy —Portugal —Ireland —Austria Belgium ---- Germany —France Netherlands

0 L e I e s e e e )
2001 2003 2005 2007 2009 2011 2013 2015 2017 2019 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019

Figure 5. Sovereign exposures of monetary and financial institutions (% of total assets)
Source: author’s own calculations based on Eurostat data (accessed: 1.09.2019).

Figure 5 presents the scale of this phenomenon for selected EMU members since
2001. As can be seen, in both the peripheral and the core countries, from the begin-
ning of the common currency area to the outbreak of the global financial crisis, a de-
crease in the propensity of banks to invest in bonds of their own sovereigns was ob-
served. Since 2008 Q4, a clear change in tendency can be seen, with the scale of the
home bias reaching larger proportions in the countries most affected by the sovereign
debt crisis, including primarily Italy, Spain, and Portugal. Moreover, in most of these
countries, the share of domestic sovereign bonds in total banking sector assets exceed-
ed the level recorded at the beginning of the examined period, which proves financial

52



Negative Feedback Loop between Banks and Sovereigns in the Euro Area...

disintegration in the EMU during the crisis. It is also worth noting that the analysed
ratio has been decreasing in the group of core countries since 2015/2016; it has reached
pre-crisis levels in most of them. In turn, in the majority of peripheral economies, the
ratio remains at a high level, with an increase recorded in Italy, Portugal, and Greece
at the end of the research period.

To illustrate the risks associated with home bias, the following example can be used.
For a hypothetical bank with a leverage ratio of 6.6% (the bank’s assets are 15 times
its capital) and exposure to domestic sovereign debt at 10% (i.e. as in Italy or Portu-
gal), a 10% loss on sovereign bonds would entail a 15% capital reduction for the bank
(Dell’Ariccia 2018, p. 13).

The question, therefore, arises why during the crisis, banks, especially those from
peripheral euro area countries, increased their holdings of domestic sovereign bonds.
It seems particularly justified in the context of the growing concerns about the insol-
vency of these countries at that time, with neither exchange rate risk in the euro area,
nor any regulatory framework that would incentivise banks to maintain domestic sov-
ereign exposures as opposed to foreign sovereign exposures (i.e. exposures in other
EMU countries). In addition, as noted by Corsetti et al. (2016, p. 21), financial segmen-
tation resulting from the home bias significantly hindered the ECB from pursuing the
common monetary policy and achieving its inflation target.

Acharya and Steffen (2015) made an important contribution to the explanation
of the home bias in the EMU. They argued that banks with low capital ratios, in search
of yield, invested excessively in sovereign bonds of GIIPS countries (Greece, Ireland, It-
aly, Portugal, Spain), financing their purchase with cheap credit from the ECB (in par-
ticular, this was enabled by two 3Y LTROs of December 2011 and February 2012). The
authors considered this to be “the greatest carry trade ever”.

It should be noted, however, that the carry trade motive only explains why banks
from the peripheral euro area countries invested in high-yield GIIPS bonds. It does
not indicate why they preferred bonds of their own sovereigns. Some authors see the
explanation in moral suasion, which is a form of financial repression that involves the
government exerting pressure on financial sector institutions to undertake certain
actions. In the context of the EMU crisis, it is argued that banks were under pressure
to acquire government debt instruments. Ongena et al. (2016) analysed the behaviour
of banks from GIIPS countries in the years 2010-2012. They confirmed the existence
of the moral suasion mechanism at times when those countries increased their debt is-
suance to roll-over maturing debt. State-owned banks and those with low initial hold-
ings of domestic sovereign bonds came under particular pressure.

The role of the political factor (public banks, politicians on the board) as the fac-
tor that determines the phenomenon of moral suasion in GIIPS countries was also
identified in the works of De Marco and Macchiavelli (2016) as well as Dell’Ariccie
et al. (2018). Furthermore, the results of some studies (Navaretti et al. 2016; Altavilla
etal. 2017) expand the group of banks under pressure to include those that were pre-
viously bailed out. At the same time, there is no consensus in the literature about the
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importance of the ECB’s liquidity support as a catalyst for moral suasion. Some works
suggest that the fixed-rate full-allotment procedure and two 3-year LTROs facilitated
banks’ increased exposure to domestic sovereign debt (cf. e.g., Altavilla et al. 2017).
However, the link has not been identified in other works (Dell’Ariccia et al. 2018).

Among other potential explanations for the home bias in the euro area, the follow-
ing two can be identified (Corsetti 2016, p. 19). According to the first interpretation,
banks in the peripheral EMU countries could “bet on” preferential treatment by na-
tional authorities in the event of a partial default. Moreover, the home bias of banks’
sovereign portfolios should motivate the government to repay its debt more than a pos-
sible loss of credibility and international sanctions (Gennaioli et al. 2014, p. 1). The oth-
er interpretation assumes that banks sought to match the currency of their assets and
liabilities in the event that the risk of a return to national currencies materialised.

Assessing the home bias, some authors claim that it was conducive to reducing ten-
sions in the EMU sovereign debt market. As they argue, banks from the peripheral
countries played the role of “buyers of last resort” in a situation where other players
(foreign banks, insurance companies, money market funds) withdrew from the mar-
ket. If they had not taken on this role, then yields and spreads would have been even
higher, and some countries would have been forced into insolvency (cf. Asonuma
et al. 2015; Ongena et al. 2016, p. 36).

In general, however, the conclusions of many studies suggest that the shock ab-
sorption effect occurred only in the short term, and home bias in the banks’ sovereign
debt holdings had a destabilising effect on the functioning of the common currency
area (Véron 2017, p. 13). For example, Dell’Ariccia et al. (2018, p. 21) indicate that CDS
spreads of banks from GIIPS countries increased along with the increase in the share
of domestic sovereign bonds in their assets. The CDS spread for a bank with a 10%
share was higher by 44.3 basis points than for a bank with a 0% share. According to es-
timates carried out by Altavilla et al. (2017), conducted for 226 euro area banks in the
years 2007-2015, in the stressed euro area countries, banks with higher sovereign debt
exposures experienced higher credit risk. In particular, an increase of 100 basis points
in the domestic sovereign CDS premium translated into an increase of 31.5 basis
points in the CDS premium for banks with a median exposure. The phenomenon
of home bias also had a negative impact on credit supply. Altavilla et al. (2017) showed
that banks from GIIPS countries with high sovereign exposures reduced lending to the
domestic enterprise sector. Lending activity towards local companies was also reduced
by subsidiaries of these banks in countries less affected by the crisis. In turn, Grigorian
and Manole (2017) showed that home bias negatively affected banks’ ability to attract
deposits, and consequently their lending, which strengthened the pro-cyclical role
of the banking sector in the transmission of fiscal shocks in the EMU.
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Corrective measures

As already indicated in the Introduction, the construction of the EMU has been widely
criticised since the beginning of the common currency area. Its “deficiencies” included
a failure to entrust the ECB with the function of LOLR, the absence of a pan-European
financial supervisory authority, and the lack of effective mechanisms of risk-sharing
(cf. Bordo and Jonung 1999).

As shown by the experience of the crisis, the construction “deficiencies” in the euro
area played a role in intensifying the sovereign-bank nexus. It is worth noting that con-
temporary criticism is in line with negative assessments formulated in the first years
of the EMU. For example, Merler and Pisani-Ferry (2012, p. 2) emphasised that in the
absence of a supranational banking resolution framework, governments were forced
to rescue failing institutions on their own. Given the size of banking systems in the
euro area, this meant transferring risk to the public sector. Navaretti et al. (2016, p. 11)
indicated that, in addition to the overriding role of deepening macroeconomic imbal-
ances, in particular, fiscal ones, the build-up of negative feedback loop at the begin-
ning of the EMU crisis was determined by the inability of the Eurosystem to play the
role of LOLR, the absence of a banking union, and the lack of effective fiscal support
mechanism at the euro area level.

Various stabilisation measures were taken in the euro area during the crisis. Some
of those measures were launched at the national level, while others were aimed at im-
proving the economic situation of the euro area/EU as a whole. Referring to the latter
group, the most important initiatives directly or indirectly aimed at delinking banks
from sovereigns include the following:

1. Risk-sharing mechanisms - the temporary European Financial Stability Facility

and the permanent European Stability Mechanism (ESM) (operating since 2012).
The purpose of their creation was to provide financial support for EMU coun-
tries experiencing serious financial difficulties. In the context of the feedback loop
problem, it was particularly important to include the instrument of direct recap-
italisation of institutions in the ESM lending toolkit in 2014.

2. Fiscal strengthening measures, including, among others, Six-Pack, Two-Pack,
and Fiscal Pact.

3. ECB measures — the Enhanced Credit Support (ECS) and entry into the role
of LOLR for sovereigns. The ECS was a comprehensive package of measures that
focused on providing liquidity to the banking sector. As part of the ECS, euro area
banks received unlimited access to central bank liquidity on preferential terms
(including longer maturities, reduced collateral requirements, etc.). In turn, the
announcement of the OMT programme, associated with the ECB’s entry into
the role of LOLR for sovereigns, played a key role in reducing tensions in the EMU
sovereign bond market. After this event, a permanent decline in spreads was ob-
served, and governments gained additional time to improve the state of public
finances.
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4. The Bank Recovery and Resolution Directive (BRRD) that obliged the EU Mem-
ber States to establish resolution authorities and which specified the objectives,
principles, and tools of bank resolution actions. The establishment of the bail-
in mechanism, which imposes losses on the bank’s shareholders and creditors,
was particularly important for the feedback loop problem. Thus, bail-in is fun-
damentally different from bail-out, i.e. the situation when banks were rescued
by governments using public funds.

5. Banking union. Its current shape is based on two pillars - the Single Supervisory
Mechanism (SSM) (operating since 2014) and the Single Resolution Mechanism
(SRM) (fully operational since 2016). The first pillar was created to enhance the
supervision of large, cross-border banks, including the solution to the problem
of too lenient national supervisors (NBP 2014, pp. 78-79). The other pillar sets out
rules for dealing with institutions that are failing or that are likely to fail at the
European level. The bank resolution process should be conducted in a way that
minimises the effects on the real economy and the state of public finances of the
participating countries. The banking union, according to its original assumptions
(Van Rompuy 2012), is an unfinished project. The European Deposit Insurance
Scheme (EDIS) remains the missing pillar.

In the literature, existing solutions are widely regarded as insufficient. Presented
below are proposals being currently discussed to weaken the links between banks and
sovereigns.

A large number of these solutions focus on changing regulations that favour the
home bias. The principle of zero risk weight for euro area sovereign bonds is particu-
larly criticised. It is argued that this principle does not reflect the actual country credit
risk, encourages banks to give preferential treatment to government bonds over oth-
er assets (like loans to firms and households), does not create incentives to diversify
the investment portfolio, and also allows politicians to resort to moral suasion.

Pagano (2016, pp. 133-134) notes that potential solutions, such as imposing posi-
tive risk weights on sovereign debt or introducing limits on banks’ exposure towards
individual euro area sovereign issuers, are, in practice, difficult to implement. First,
as the author points out, regulatory changes of this type would trigger unpredictable
adjustments in banks’ sovereign portfolios and an increase in the volatility of sover-
eign bond yields. For example, the application of higher risk weights on peripheral
countries’ public debt could result in a massive sell-off of these securities and the in-
creased involvement of banks in the bonds of countries with stable macroeconomic
foundations. This, in turn, could lead to a new debt crisis in the EMU. Secondly, the
concerns of policymakers from GIIPS countries that the reduction in demand for
domestic sovereign bonds as a result of the discussed regulatory changes would re-
sult in permanently higher debt servicing costs and limited possibilities of resorting
to moral suasion play a large role.

The proposal to create sovereign bond-backed securities (SBBS) is a kind of response
to the above-presented concerns (cf. Brunnermeier et al. 2016; ESRB 2018). The issuers
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of these assets, i.e. private or public financial institutions (such as the European In-
vestment Bank), would buy a diversified portfolio of euro-denominated central gov-
ernment bonds (the shares would be defined by the ECB capital key) and they would
use it as collateral to issue their own securities. The project provides for two tranch-
es — a senior one (senior SBBS tranche) and a junior one (junior SBBS tranche).> The
first of the tranches would be protected against losses of up to 30% on the underly-
ing bond portfolio, which would allow it to perform the function of safe assets for the
euro area. The other would be much riskier. As the proponents of the project argue,
risk diversification in the underlying portfolio would weaken the link between banks
and their governments. In particular, in times of stress, the destabilising capital flows
from countries with worse macroeconomic foundations to so-called safe havens would
be replaced by the flow of capital from more to less risky asset classes, i.e. from junior
SBBS to senior SBBS.

Other suggestions can be found in the work of Véron (2017). He takes the view that,
despite the initial successes of the banking union, its aim, i.e. breaking the vicious cir-
cle between banks and sovereigns, has not been achieved. In his assessment, the pri-
ority is to reduce the home bias in investors’ portfolios, which can be accomplished
by simultaneously completing the banking union, i.e. the creation of EDIS in line
with the EC’s original proposal (EC 2015), and introducing regulatory changes aimed
at reducing highly concentrated sovereign exposures. He argues that EDIS has not
been established due to suspicion that financially stressed countries would exert pres-
sure on banks to use deposits protected by EDIS to increase their purchases of bonds
issued by these countries’ governments. Therefore, an indispensable part of the pro-
posal is the introduction of sovereign exposure limits. The author postulates a system
of charges for concentration exposures to individual euro area countries which would
increase after exceeding pre-defined thresholds. The expected effect of the regulation
would be a reduction in the share of domestic sovereign bonds in banks’ investment
portfolios and an increase in the share of bonds of other members of the EMU.

Conclusions

The negative feedback loop between banks and sovereigns characterised the crisis
in the euro area. Strong interdependences between these sectors were determined
by, among others, the dominant role of banks in the EMU financial system, growing
macroeconomic imbalances in some economies, as well as “deficiencies” in the insti-
tutional architecture of the euro area.

The transfer of risk between the analysed sectors was bilateral. In the phase of the
global financial crisis, the governments intervened to rescue banks using taxpayers’
money, which translated into a deterioration of the state of public finances. In turn,

5 To be precise, in the ESRB project, subordinated securities are divided into mezzanine security
and junior security.
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during the sovereign debt crisis phase, the negative consequences of excessive expo-
sures of banks towards domestic sovereign issuers were revealed.

As regards the post-crisis situation, a reduction in interconnectedness has been ob-
served in recent years. In particular, this is evidenced by a smaller size of public aid for
the banking sector, and consequently, a weaker impact of interventions on the debt and
balance of the GG sector, a decreasing level of contingent liabilities, as well as a reduc-
tion in the home bias phenomenon. However, this does not mean that all EMU coun-
tries have experienced an even reduction in the risk of restarting the crisis loop. The
results of the analysis clearly show the differences between the so-called core and pe-
riphery of the EMU. In the case of the latter group, it is possible to indicate countries
for which some indicators that determine their vulnerability to feedback loops (such
as the ratio of public debt to GDP or the share of government bonds issued by own
government in the assets of the domestic banking sector) are less favourable than be-
fore the outbreak of the crisis.

Since the outbreak of the crisis, the euro area countries have introduced various
measures explicitly or implicitly aimed at breaking the “vicious circle between banks
and sovereigns”. These include, among others, the establishment of the ESM, the ECB’s
adoption of the role of the LOLR, and the launch of the banking union. All these
measures constituted an important response to the crisis, but they cannot be regard-
ed as enough to break the strong interdependence between the two sectors and thus
protect the EMU from future crises.

The home bias in debt securities holdings remains a particular challenge; hence
many recent proposals concentrate on solving this problem. The restriction of the
principle of zero-risk weight for sovereign exposures, completing the banking union
by establishing EDIS, and creating a “safe asset” for the euro area are among them.
It is likely, however, that attempts to implement them would encounter political re-
sistance at the national level.

Allin all, the study contributes to the existing literature on the negative feedback
loop between banks and sovereigns in the euro area by adopting a post-crisis per-
spective and assessing this phenomenon in relation to the crisis period. The results
show that in the post-crisis conditions, a reduction in interconnectedness has been
observed, although it has been experienced to a greater extent by the core than the
peripheral euro area countries. At the same time, despite some progress in recent
years, institutional reforms aimed at breaking the sovereign-bank nexus are far from
complete. Therefore, the results of the study support the research hypothesis that the
EMU remains vulnerable to the mutual transfer of risks generated in each of these
sectors.
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Streszczenie

Negatywne sprzezenia zwrotne miedzy sektorem bankowym
i sektorem finanséw publicznych w strefie euro. Doswiadczenia
kryzysu i perspektywa pokryzysowa

Przebieg kryzysu w strefie euro charakteryzowato zjawisko negatywnych sprzezen
zwrotnych miedzy sektorem bankowym a sektorem finanséw publicznych. Silne za-
leznosci miedzy tymi sektorami warunkowata m.in. dominujaca rola bankéw w syste-
mie finansowym UGIiW, narastajgce nieréownowagi makroekonomiczne, a takze ,braki”
w architekturze instytucjonalnej strefy euro. W artykule przedstawiona jest geneza
omawianego zjawiska w UGIiW, a takze istota i skala obustronnego transferu ryzyka
w czasie kryzysu i w latach pokryzysowych. Dodatkowo, oméwiono dotychczasowe
dziatania w kierunku ograniczenia negatywnych sprzezen, a takze wskazano pozosta-
jace wyzwania w tym obszarze.

Stowa kluczowe: efekt zarazania, kryzys w strefie euro, aktywa bezpieczne

JEL: F15, F36, F45
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