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Abstract

The positive relationship between bank and sovereign credit risk in the Eurozone,
the so-called sovereign-bank nexus, is seen as a major threat for the stability of
the Eurozone. This paper explores potential bank-level and country-level drivers
of this relationship. We find that banks’ home bias in their sovereign exposures
and their low equity ratios as well as countries’ high debt-to-GDP ratios and low
perceived government effectiveness are positively related to the sovereign-bank nexus.
While these results do not necessarily reflect causal relationships, they suggest that
promoting banks’ diversification of sovereign exposures could be an effective measure

to mitigate the sovereign-bank nexus.

Keywords: Sovereign-bank nexus; home bias; sovereign exposures; CDS spreads

JEL Classification: G21, G28



1 Introduction

The strong interconnectedness between bank and sovereign credit risk is said to have ag-
gravated the crisis in the euro area by feeding a vicious circle between banks and their
sovereigns. Therefore, mitigating the sovereign-bank nexus has been one of the top prior-
ities of European policy makers over the past years. The most important project meant
to reduce the nexus is the European Banking Union, which has shifted responsibilities for
banking supervision and resolution at least partly to the European level. Nevertheless,
there is a concern that these reforms may not have been sufficient to break the nexus. It
is therefore important to get a better understanding of the underlying drivers of this inter-
connectedness and to identify potential measures to further mitigate mutual dependencies

between banks and sovereigns.

This paper empirically explores potential drivers of this relationship: first, banks’ home bias
in their sovereign exposures, second, bank characteristics such as equity ratios, and third,
country characteristics such as debt-to-GDP ratios and country governance indicators.
We identify correlations rather than causal relationships because mutual feedback effects
between banks’ default risks and sovereign default risks cannot be excluded. Nevertheless,
our results point towards potentially important relations and help to better understand

the sovereign-bank nexus.

We find that banks’ home bias in their sovereign exposures and their low equity ratios
as well as countries’ high debt-to-GDP ratios and low perceived government effectiveness
are positively related to the sovereign-bank nexus. Our results suggest that promoting
banks’ diversification of sovereign exposures could be an effective measure to mitigate the

sovereign-bank nexus.

Related studies document a significant positive relationship between bank CDS spreads and
sovereign CDS spreads (e.g., Acharya et al., 2014). Beltratti and Stulz (2015) explore the

role of bank exposure to domestic sovereign credit risk for bank CDS spreads. Kallestrup



et al. (2016) find that foreign asset holdings of banks affect the banks’ CDS spreads as well
as sovereign CDS spreads of the banks’ home countries. Gennaioli et al. (2014) point to
negative consequences of the sovereign-bank nexus by showing theoretically and empirically
for a large panel of emerging and developed countries that government defaults affect bank
lending. Kirschenmann et al. (2016) investigate consequences of zero risk weights of Euro-
denominated sovereign debt for financial stability. De Marco and Macchiavelli (2016),
Ongena et al. (2016) and Altavilla et al. (2016) find that a home bias in sovereign exposures
is especially pronounced for government-owned banks. Horvath et al. (2015) show that a
banks’ home bias in sovereign exposures is stronger if the sovereign debt is risky, and
that a home bias is positively valued by the stock market. This paper complements the
existing literature by exploring potential drivers of the sovereign-bank nexus. We provide
new evidence on the role of banks’ home bias as well as on the role of other bank-level and

country-level characteristics that are related to the the sovereign-bank nexus.

2 Data

The main sample includes 31 banks from FEurozone countries over the period 2010 to 2015.
It includes all banks for which consecutive data from the European Banking Authority’s
(EBA’s) stress test exercises, capital exercises or transparency exercises between 2011 (as
of December 2010) and 2015 (as of December 2014 and June 2015) as well as CDS data
from Markit is available. We also consider results from the EBA’s 2016 stress test (as of

December 2015), but do not exclude banks that were not part of this stress test.

Table 1 provides an overview of our sample.

- Table 1 about here -

An overview of all variable definitions and data sources is provided in Table 2. The following



paragraphs describe the data in more detail.

- Table 2 about here -

CDS data. Data on bank and sovereign CDS spreads with a daily frequency comes
from Markit. We use the natural log of bank CDS spreads (in basis points), denoted as
log(bankCDS), and the natural log of sovereign CDS spreads of the bank’s home coun-
try (in basis points), denoted as log(sovC'DS). Figure 1 illustrates the relation between
sovereign and bank CDS using levels (left panel) and natural logs (right panel).

(a) CDS level (b) log(CDS level)

Figure 1: Relation of bank CDS and sovereign CDS

The left panel illustrates the relation between banks’ daily CDS level and their home-country sovereign CDS level
(in basis points) over the period 2010 to 2015. The right panel shows the respective log levels. Source: Markit CDS.

Banks’ sovereign exposures. The Furopean Banking Authority (EBA) provides data
on systemically important banks based on the Euro-wide stress tests, capital exercises and
transparency exercises between 2009 and 2016.! Detailed data on banks’ exposures across

countries is available since the 2011 stress test. See Table 3 for an overview.?

I'Some banks in our sample were included in the EBA exercises until 2015, but not in the 2016 stress
test. For these banks, we use the EBA data as of June 2015 from the 2015 transparency exercise also for
the second half of 2015.These banks are DZ Bank, HSH Nordbank, LB Berlin (now Erwerbsgesellschaft
Berlin), SNS Bank, Banco Commercial Portugués, Banco PBI and Caixa Geral de Depdsitos.

2Source: http://www.eba.europa.eu/risk-analysis-and-data, .



