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Abstract
We study whether a pre-existing link between bank and sovereign credit risk biased euro area banks’sovereign debt portfolio
choices during 2011Q4 and 2012Q1 –a period of exceptional increases in their domestic sovereign bond holdings. We …nd that
banks whose creditworthiness is linked to that of the respective
sovereign tended to purchase higher amounts of domestic sovereign bonds relative to their main assets if the CDS spreads on
domestic sovereign bonds were higher. Moreover, for elevated
sovereign CDS levels, banks whose creditworthiness is ex ante
more strongly positively correlated with that of the local sovereign exhibit larger purchases of domestic government bonds.
These …ndings are consistent with ‘risk shifting’behaviour, where
by investing in domestic government bonds banks earn the full,
high risk premium while the risk is largely borne by their creditors
as it materialises in states of the world where the banks are likely
to be insolvent anyway. As a result, domestic sovereign debt offers ex ante higher returns to bank shareholders than alternative
ways to build up precautionary liquidity bu¤ers or indeed to execute carry trades, such as to invest in non-domestic government
bonds.
Keywords: bank-sovereign nexus, sovereign default
JEL Classi…cations: G01, G11, G21, H6

ECB Working Paper 1977, November 2016

1

Non-technical Summary
"At this point the bankers can tell themselves: o¢ cially
these assets are safe, and if not, then we will be bankrupt
anyway, so why not borrow more and invest more to earn
even greater pro…ts in the likely event that all the worriers
are wrong.[...] We have seen such a process unfolding [...]
for sovereign debt in the euro zone." Myerson (2014)
During the euro area sovereign debt crisis of 2011/2012, yields on
sovereign bonds issued in vulnerable countries rose dramatically. For
euro area banks this development o¤ered a potentially pro…table investment opportunity: they could obtain low-cost short-term funding from
the central bank and acquire high-yielding sovereign bonds issued in
vulnerable countries - an investment strategy dubbed the "carry trade
in peripheral bonds". While this possibility was in principle open to
all euro area banks, in fact only banks in vulnerable countries pursued
it. Importantly, these banks acquired bonds issued by their domestic
governments.
This paper argues that the "home bias" in sovereign bond purchases
during the sovereign debt crisis resulted from the fact that domestic
banks priced the credit risk embedded in vulnerable government bonds
di¤erently than their non-domestic peers. This di¤erentiated pricing,
in turn, originated from the existence of a sovereign-bank nexus, i.e. a
close relationship between the creditworthiness of the bank and that of
its respective government.
Non-domestic banks tended to regard the higher yields during the
crisis on sovereign bonds issued in vulnerable countries as re‡ecting an
increase in the corresponding riskiness of the bonds. In risk-adjusted
terms, which is the relevant perspective for portfolio allocation decisions,
the return from the carry trade in peripheral bonds was, therefore, very
low for them, if positive at all. By contrast, for domestic banks and
in the presence of a sovereign-bank nexus, the credit risk on sovereign
bonds materialises in states of the world in which they would very likely
be insolvent anyway. This can be the case, for instance, because the
banks have already lent to the sovereign directly or because they are
both heavily exposed to the state of the domestic economy. Moreover,
sovereigns serve as the ultimate backstops in a domestic banking crisis,
providing deposit insurance and capital injections to contain systemic
risk. A sovereign’s inability to play this role would most likely lead to
an implosion of the domestic banking system.
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Regardless of the precise reasons for which a sovereign-bank nexus
was present during this episode, its existence resulted in domestic banks
not fully pricing in their sovereign’s credit risk when making portfolio
allocation decisions. This is because as the credit losses arise in a situation where the banks are anyway insolvent, they are e¤ectively partly
borne by the banks’creditors. The banks’shareholders, however, earn
the full credit premium in all the states of the world where the sovereign
does not default. Using a simple theoretical model, therefore, this paper illustrates that incentives to invest in domestic sovereign debt are
stronger when, …rst, the probability of default of the domestic sovereign
is higher and, second, the bank-sovereign nexus is stronger. In the …rst
case the credit risk premium that can be earned is larger, while, in the
second, a greater portion of credit risk is shifted to bank creditors.
The main part of this paper tests the empirical validity of this hypothesis using data on individual euro area banks’purchases of domestic
sovereign bonds. Our empirical analysis focusses in particular on the last
quarter of 2011 and the …rst quarter of 2012, when two longer-term re…nancing operations with a maturity of three years were announced and
conducted by the ECB. In this period larger domestic sovereign bond
purchases were made by banks whose creditworthiness correlates more
strongly with the one of the domestic sovereign (measured by respective
CDS spreads) and for sovereign bonds with higher CDS spreads. This
…nding continues to hold when taking into account an array of other factors that are likely to in‡uence banks’decisions to acquire government
bonds. This incentive mechanism is, however, not relevant on average
over the entire sample considered (spanning 2008 Q1 to 2015 Q2), as it
requires the coexistence of non-trivial levels of sovereign credit risk and
a material intensity of the bank-sovereign nexus in order to surface. In
the presence of these conditions, domestic sovereign debt o¤ers ex ante
higher returns to bank shareholders than alternative ways to build up
precautionary liquidity bu¤ers or indeed to execute carry trades, such
as to invest in non-domestic government bonds.
According to the analysis presented in this paper, the existence of a
sovereign-bank nexus results in an incomplete internalisation of credit
risk for domestic sovereigns that, in turn, leads to home bias in sovereign
bond purchases. To the extent that this reinforces the sovereign-bank
nexus, policy should aim to tilt banks’risk-return calculus so that domestic sovereign bond credit risk is taken into account more fully. By
weakening the bank-sovereign nexus, policy initiatives already underway
under the Banking Union agenda should contribute in this direction.
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1

Introduction

The …nancial crisis that has beleaguered the world economy since 2008
has had a distinct e¤ect on euro area monetary …nancial institutions’
(MFIs)1 holdings of government debt. Shortly after the initial shock
of the collapse of Lehman Brothers in October 2008, euro area banks
started buying sizeable amounts of euro area government debt (see Chart
1). This development was re‡ecting ‘‡ight to safety’ behaviour, as a
range of other …nancial assets had proved to be much riskier than previously perceived. In this initial stage, the discrimination between domestic government bonds and those issued by other euro area governments
was not absolute, as banks were acquiring both types of debt.

Chart 1: Purchases of euro area government bonds by euro area banks
(12-month ‡ows in EUR bn)

With the onset of the euro area sovereign debt crisis, however, this
changed in a dramatic way. Banks started to only acquire domestic
government bonds, shedding those issued by other euro area sovereigns.
Importantly, while banks in both vulnerable2 and less vulnerable euro
1

The terms MFIs and banks are used interchangeably in this paper.
Throughout this paper the term ‘vulnerable countries’refers to Ireland, Greece,
Spain, Italy, Cyprus, Portugal and Slovenia, while the term ‘less-vulnerable countries’
refers to the remaining euro area countries.
2
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area countries were engaged in this type of activity, the magnitude of
purchases by the banks in vulnerable countries was much higher.3 Indeed, there is a correlation between the expansion of domestic sovereign
bond portfolios by banks at the height of the sovereign debt crisis and
sovereign credit risk, as measured by sovereign CDS spreads (Chart 2).

Chart 2: Change in the stock of domestic sovereign
bonds held by MFIs (between Nov-2011 and
July-2012, in p.p., y-axis) and sovereign CDS spreads
(average in Nov-2011, in b.p., x-axis)

This paper aims to explain the re-emergence of home bias in the
acquisition of sovereign bonds by euro area banks during the sovereign
debt crisis. A crucial element in the proposed explanation is the fact
that, during this episode, the creditworthiness of some euro area banks
became intertwined with that of their respective sovereign. A large and
expanding body of literature looks at the reasons for the emergence of
this correlation between bank and sovereign creditworthiness, labelled
the bank-sovereign nexus. In this paper, instead, the focus is narrowed
down to a speci…c question: how the presence of a bank-sovereign nexus,
a¤ects banks’sovereign bond portfolio choices.
3

The relevance of this activity is put into perspective in Chart A1 in the annex,
which shows the sizeable increase of the share of domestic government bonds on the
balance sheets of banks during the sovereign debt crisis, particularly in vulnerable
euro area countries.
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To help motivate the empirical analysis that is the main contribution
of this paper, we illustrate in a simple theoretical model how the existence of a bank-sovereign nexus tilts the risk-return calculus of banks in
favour of domestic sovereign bonds. The home bias arises as bank shareholders earn the credit risk premium on domestic sovereign debt while
the underlying credit risk materialises in states of the world in which
the bank has a signi…cant chance of being insolvent anyway. A portion
of sovereign credit risk is, therefore, shifted to bank creditors and not
internalised in the bank’s portfolio allocation decision. The model suggests that incentives to invest in domestic sovereign debt are stronger
when, …rst, the probability of default of the domestic sovereign is higher
and, second, the bank-sovereign nexus is stronger. In the …rst case the
credit risk premium that can be collected is larger while, in the second,
a greater portion of credit risk is shifted to bank creditors.
The main part of this paper tests the predictions of the simple theoretical model empirically using a novel bank-level dataset. We focus, in
particular, on the period when two longer-term re…nancing operations
with a maturity of three years were introduced by the ECB. In this period banks stepped up their acquisitions of domestic government bonds
in a context of elevated pricing of sovereign credit risk for issuers in vulnerable euro area countries. Panel regressions based on individual bank
data reveal that the incentive mechanism described above is a signi…cant
determinant of domestic sovereign bond purchases during this episode.
The empirical analysis also shows, however, that this mechanism is not
relevant on average over the entire sample considered (spanning 2008 Q1
to 2015 Q2), as it requires the coexistence of non-trivial levels of sovereign credit risk and a material intensity of the bank-sovereign nexus
to become relevant.
In the next section we place our paper in the context of the related
literature before introducing our simple theoretical framework in section
3. Subsequently, we outline our empirical strategy and describe the
data sources in section 4. Section 5 presents the results of our empirical
analysis, while section 6 concludes.

2

Literature review

The recent literature on sovereign credit risk and domestic bank fragility
can be grouped into three strands.
A …rst strand identi…es three channels that give rise to a co-movement
of bank and sovereign credit risk premia. First, domestic banks lend to
their sovereign. The value of banks’claims on the sovereign diminishes
whenever the creditworthiness of the domestic government deteriorates,
linking the market prices of bank and sovereign credit risk. Such di-
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rect exposures are studied in Bolton and Jeanne (2011), Gennaioli et al.
(2014) and Cooper and Nikolov (2013). Second, national …nancial safety
nets transmit risk from banks to sovereigns as bank bailouts and guarantees on bank liabilities weaken sovereign creditworthiness (in Attinasi
et al (2010), Ejsing and Lemke (2011), Gerlach et al. (2010), Dieckmann
and Plank (2012) and Kallestrup et al (2013)) and vice-versa, from the
sovereign to banks, as a weakened sovereign creditworthiness undermines
the value of the ultimate …scal backstops for bank solvency (e.g. Cooper
and Nikolov (2013)). Third, banks and sovereigns are exposed to common factors. The strength of the balance sheet of both depends on the
state of the local economy.
The second strand of literature aims to explain the purchases of domestic sovereign bonds by banks located in euro area countries under
stress. Two competing explanations for the home bias in sovereign debt
can be identi…ed: …nancial repression by governments or risk shifting
strategies of domestic banks. Financial repression refers to government
policies or practices intended to confer bene…ts to the government as a
borrower at the expense of the lender.4 Among the proponents of the
…nancial repression hypothesis is Uhlig (2014), who argues that supervisory rules induce banks in countries with weak …scal fundamentals to
purchase domestic bonds and re…nance these via repos with a multilateral central bank. Becker and Ivashina (2014) …nd evidence that direct
government ownership as well as in‡uence via banks’boards of directors
are channels used to exercise …nancial repression. Similarly, Horvath et
al. (2015) report evidence that home bias in government bond purchases
is higher for banks owned by risky sovereigns. Acharya and Rajan (2013)
argue that myopic governments might repress their domestic lenders to
hold large amounts of domestic sovereign debt so as to secure access to
external …nancing. In their model, large holdings of domestic sovereign
bonds by the local banking sector make a sovereign default very costly
for the government. Therefore, …nancial repression serves to both channel domestic savings to the sovereign and to reassure foreign creditors
that the government is willing to pay back its outstanding debt.5
The risk shifting hypothesis, instead, maintains that bank purchases
of government debt are motivated by the aim to maximise expected re4

Becker and Ivashina (2014) trace the origins of the term "…nancial repression"
to Shaw (1973) and McKinnon (1973).
5
A very similar argument is put forward by Broner et al (2014). They argue that
the expected returns on sovereign debt are higher for domestic creditors at times of
…scal stress because sovereigns are less likely to default on them. Thus, the share of
sovereign debt absorbed by domestic agents increases when sovereign credit risk is
higher –however, contrary to Acharya and Rajan’s (2013) conclusion –without any
…nancial repression.
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turns for bank shareholders, i.e. is a voluntary, optimal portfolio choice
rather than an investment imposed by government action. Because of
limited liability, the pay-o¤ structure of bank portfolio decisions is asymmetric for bank shareholders in the sense that the downside is capped
by their participation in the capital of the bank, while the upside it not
restricted. Accordingly, risk can be shifted from bank shareholders to
bank creditors.6 Consistent with this view, Horvath et al. (2015) …nd
that home bias in sovereign bond purchases is greater if bank corporate
governance regimes are more shareholder-friendly. Risk shifting by undercapitalised banks is among the driving factors of domestic sovereign
bond purchases in Acharya and Ste¤en (2015). They focus on banks’
incentives to fund long-term bonds issued by euro area sovereigns under
stress via short-term unsecured funding and earn the carry spread. In addition to risk shifting, their empirical analysis identi…es regulatory capital arbitrage and the availability of Eurosystem funding in full allotment
mode as factors that induce banks to engage in carry trades. Crosignani
(2015) emphasises the interrelationship between the tendency of undercapitalised banks to invest in assets whose returns materialise in good
states of the world –like domestic sovereign debt –and the willingness
of governments to recapitalise banks. Sovereigns with di¢ cult access to
…nancial markets might be unwilling to recapitalise weak (but still solvent) domestic banks so that the latter will continue to act as buyers of
last resort of government debt, which they would be less inclined to do
if they were well capitalised. In principle risk shifting could also involve
the purchase of government bonds issued by other (non-domestic) risky
sovereign issuers. Farhi and Tirole (2015) show, however, that as long
as bank balance sheet and …scal shocks within one country are at least
slightly positively correlated and …scal shocks across countries are not
perfectly correlated, risk shifting will concentrate entirely on domestic
sovereign bonds.
The third strand of literature studies the impact of domestic sovereign bond purchases on the supply of credit to the non-…nancial private
sector. Broner et al. (2014) argue that purchases of domestic sovereign
bonds crowd out bank credit to the private sector because domestic
banks …nd it di¢ cult to obtain credit from abroad at times of sovereign
stress while they in addition absorb a larger share of sovereign issuances.
In this case, the private and public sector compete for the same, limited,
pool of savings. Popov and van Horen (2013) …nd evidence that banks
exposed to stressed euro area sovereign bonds increased lending in the
6

The classic risk-shifting or asset substitution problem was …rst studied in Jensen
and Meckling (1976). They show that shareholders of a …rm can transfer wealth from
its debtors by engaging in risky projects.
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syndicated loan market much less compared to non-exposed banks, suggesting a negative impact on credit supply. Becker and Ivashina (2014)
document a contraction of bank credit related to the expansion of domestic sovereign debt held by lenders. Finally, Altavilla et al. (2015)
…nd that an increase in sovereign credit risk, owing to the exposures of
lenders to government debt, has an economically and statistically significant e¤ect on their lending to the private sector in stressed euro area
countries.
In this paper the existence of a bank-sovereign nexus - as identi…ed
in the …rst strand of literature - is taken as the starting point for the
analysis. The precise reasons that may have led to the development
of this nexus are not important for the analysis. The conclusions hold
regardless of whether the original cause of the nexus was bank exposure
to the sovereign - induced by …nancial repression or by risk shifting or any of the other plausible reasons previously cited. Our analysis
contributes to the second strand of the literature by postulating and
empirically con…rming using a novel bank-level dataset that once a banksovereign nexus has developed, it generates economic incentives for home
bias in government bond purchases by banks. This implies that if the
creditworthiness of banks and the sovereign are somehow intertwined,
home bias emerges as an optimising economic choice. While, therefore,
the analysis presented in this paper does not rule out that the “original
sin” giving rise to the bank-sovereign nexus may have been …nancial
repression, it argues that a potent self-feeding mechanism rooted in risk
shifting induces banks to expand their exposures vis-a-vis the domesic
government further as soon as sovereign credit risk increases.

3

A simple model

We use a very simple model to illustrate how the presence of a banksovereign nexus a¤ects banks’pricing of domestic sovereign bonds. This
illustration is intended to motivate the main contribution of our paper,
which is the empirical validation provided in the next sections that the
purchases of domestic sovereign bonds by euro area banks during the
…nal quarter of 2011 and the …rst quarter of 2012 to a large extent
re‡ect risk shifting considerations.
We consider two countries and two banks headquartered in each of
the countries. Sovereigns issue zero-coupon bonds with a face value of
1. They do not honor their obligations in all states of the world. For
simplicity, we assume that the haircut in case of sovereign default is
100%. Banks are leveraged and subject to limited liability. In the case
of bankruptcy, bank assets are transferred to bank creditors (i.e. bank
shareholders are wiped out).
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Let Dkj = f0; 1g be a variable equal to 1 if default occurs. The
subscript k = fs; bg denotes either a sovereign (k = s) or a bank (k = b);
the superscript j = fx; yg denotes the country - x or y. Domestic bank
and sovereign defaults are assumed to be correlated. As discussed in
section 2, there are several rationales for this assumption.7 By contrast,
the default of the foreign sovereign is assumed to e¤ectively have no
bearing on the probability of default of the bank.8 We, therefore, posit
that the probability of a bank default has the following form:
Pr(Dbj = 1) =

j

+

j

Pr(Dsj = 1)

(1)

Here j captures the strength of the sovereign-bank nexus, while the
idiosyncratic component in bank credit risk is re‡ected in j . To simplify
the notation let the unconditional probability of default of sovereign j
(Pr(Dsj = 1)) be equal to djs . (1) implies that the probability of the bank
being solvent is:
Pr(Dbj = 0) = 1

Pr(Dbj = 1) = 1

j

j j
ds

(2)

We denote the risk-free rate with r and assume that there are riskneutral, non-leveraged investors who purchase sovereign and bank bonds
in competitive markets. The assumption implies that in equilibrium the
expected returns of the two sovereign bonds will equal r:
1 + r = Pr(Dsj = 0)(1 + ijs ); for j = fx; yg

(3)

where ijs denotes the yield on sovereign bonds issued by country j.
From the perspective of bank shareholders in country x, the expected
return from investing in sovereign bonds issued in country j = fx; yg is
x
denoted by Rsj
: For the bank shareholder to receive the payout from
the investment in a bond, the bank needs to still be solvent as otherwise
bank shareholders are wiped out. Moreover the sovereign issuer of the
7

To recall, …rst, domestic banks may have lent to their sovereigns. Second, sovereigns are the ultimate backstops in a domestic banking crisis, providing deposit
insurance and capital injections to contain systemic risk. And third, the strength of
the balance sheet of both the domestic banks and the sovereign depends on the state
of the local economy.
8
The possibility that the probability of default of one sovereign is correlated to
that of another one implies that a correlation of domestic bank and sovereign defaults
may also introduce some correlation beetwen the bank and a non-dometic sovereign.
Farhi and Tirole (2015) have shown, however, that as long as the correlation of …scal
shocks across sovereigns is not perfect, risk shifting into domestic sovereign bonds
dominates. In view of this and for presentational simplicity, we abstract from the
possibility that a default of a non-domestic sovereign a¤ects the probability of default
of the bank.
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bond itself must not have defaulted. Therefore, the expected returns
are:
x
= Pr(Dbx = 0 \ Dsj = 0)(1 + ijs )
Rsj

(4)

This expression can be equivalently written as:
x
Rsj
= Pr(Dbx = 0jDsj = 0) Pr(Dsj = 0)(1 + ijs )

(5)

which, using (3), simpli…es to:
x
Rsj
= Pr(Dbx = 0jDsj = 0)(1 + r)

(6)

If the bond invested in has been issued by the domestic sovereign,
then conditioning on the sovereign being solvent (Dsx = 0) implies through
(1) and (2) that the expected return is:
x
Rsx
= (1

x

)(1 + r)

(7)

It is important to note that the expression capturing the conditional
probability of the bank being solvent only contains a term for the idiosyncratic bank risk ( x ) but not for spillover of domestic sovereign risk
( x ).
By contrast, if the bond invested in has been issued by the foreign
sovereign, then conditioning on that sovereign being solvent (Dsy = 0)
has no bearing on the solvency of the bank, which according to (1) is
only linked to the probability of default of the domestic sovereign. In
this case the expected return is therefore:
x
Rsy
= (1

x

x x
ds )(1

+ r)

(8)

While for the risk-neutral outside investors the two sovereign bonds
generate the same expected return given the prevailing market prices,
from the perspective of bank shareholders, investment in domestic government bonds promises a higher expected return, with the return differential being equal to:
x
Rsx

x
Rsy
=

x x
ds (1

+ r)

(9)

The di¤erential is positive for x > 0 and dxs > 0:It also increases in
both x and dxs . Essentially, bank shareholders earn the full domestic
sovereign default risk premium, while a large part of the default risk
is borne by bank creditors and not internalised. The expression x dxs
captures the "neglected" portion of domestic sovereign credit risk. A
higher probability of domestic sovereign default - a higher dxs - tilts the
risk-return calculus in favour of domestic debt because banks can collect
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a higher risk premium. Similarly, a stronger bank-sovereign nexus re‡ected in a high j - leads to stronger incentives to invest in domestic
sovereign debt because a larger fraction of the default risk can be shifted
to bank creditors.9

4

Empirical strategy

The crucial prediction emerging from the preceding theoretical analysis
is that banks face incentives to invest in domestic sovereign debt when
their own default probability is strongly linked to that of the domestic
sovereign and the probability of default of their respective sovereign is
higher. In this section we set out our strategy for empirically testing
this prediction.
To transpose the theoretical prediction to one that is testable we need
to map the strength of the incentives to invest in domestic sovereign debt
- a concept that is not observable - to a measurable bank behaviour. In
the empirical analysis we focus on observed bank purchases of domestic
government bonds. The tested hypotheses thus are that: (i) conditional
on a strong bank-sovereign nexus banks acquire more domestic government bonds the riskier the sovereign issuer is and, (ii) conditional on
high domestic sovereign credit risk, domestic sovereign bond purchases
increase the stronger the bank-sovereign nexus is. There is a large body
of literature that highlights that banks hold sovereign bonds for reasons
other than their expected pecuniary returns. For instance, Gennaioli
et al. (2014) maintain that banks hold government bonds as a bu¤er
against the materialisation of liquidity shocks, in the spirit of Holmstrom and Tirole (1993). Other authors, such as Bonner (2015) and
Popov and van Horen (2013) highlight the relevance of the preferential
treatment of government bonds in bank capital and liquidity regulation
as a driver for holding government bonds. These explanations are not
necessarily mutually exclusive and in the testing of our hypothesis we,
therefore, need to control for these motivations.
To test the hypotheses we exploit the cross-sectional variation in the
extent to which a bank’s solvency is linked to that of their respective sovereign using bank-level data. For bank purchases of domestic sovereign
bonds and other bank balance sheet information, we use a con…dential
dataset of selected balance sheet indicators for a sample of individual
monetary …nancial institutions (MFIs), collected for the compilation of
9

If the increased risk faced by creditors would be appropriately recognised by
them and fully priced in banks’ cost of funding then no net bene…t would accrue
for bank shareholders. In practice, however, this risk is unlikely to be fully priced
in, owing, for instance, to deposit insurance which reduces the sensitivity of deposit
funding costs to banks’risk pro…le (Demirguc-Kunt and Huizinga (2004)).
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the aggregate monetary statistics. The MFIs included in the dataset
account for approximately 70% of total outstanding amounts of main
assets of euro area MFIs. The data is available at a monthly frequency
starting in June 2007.
In addition, testing the theoretical prediction requires a measure of
the strength of the nexus between each bank and the respective sovereign, which is not directly observable. The …rst step in our empirical strategy is, therefore, to construct such a measure. We employ
5-year Credit Default Swap (CDS) spreads for the banks in our sample
and the respective sovereigns, obtained from Datastream, Reuters and
Bloomberg.10 CDS spreads are a market price for the insurance premium against default of a debtor. They, therefore, embody the market
evaluation of the debtor’s probability of default and the associated loss
given default. We construct a measure for i (the correlation between
an individual bank i’s default probability and the probability of default
of the respective sovereign) by calculating rolling correlations between
each bank’s CDS spread and the CDS spread of the respective sovereign
over a backward-looking twelve-month window.11 In keeping with this
approach, we use the CDS spread on each sovereign to measure its probability of default (dsi ).12 In the empirical analysis the sovereign CDS
spread is used in demeaned form (across time and countries).
The proxy used for i represents a faithful mapping of our theoretical
analysis to the empirical domain. This, however, comes at a cost as the
proxy requires the use of quoted CDS spreads. These are only available
for a sub-set of the banks included in our sample, thereby reducing our
10

In cases where an entity in our sample is part of an international banking group,
the domestic jurisdiction is the one where this entity is located and not that of its
parent. As CDS are not typically observed for such sub-group entities, the CDS of
the parent group is used. This is consistent with the logic of the theoretical model,
as in such cases the capital backstop is primarily provided by the parent.
11
This correlation should be a good measure for , to the extent that the loss
given default of both the bank and the sovereign does not contribute signi…cantly
to the variability in the respective CDS spread. Indeed, it is common practice in
the literature to assume a constant loss given default (or, equivalently, recovery rate)
when extracting estimates of probabilities of default from CDS, see, for instance,
Radev (2013) and Lucas et al. (2013). Moreover, the linear relationship between the
CDS spread and the probability of default that is implied by this calculation is a
good approximation only for non-distressed debtors (Radev (2013)). Partly for this
reason, we have excluded selected distressed banks and countries (Greece, Cyprus)
from our analysis.
12
The assumption made in section 3 of a 100% loss given sovereign default (or
0% recovery rate) simpli…es the interpretation of the CDS spread as a market-based
evaluation of ds . Strictly speaking, however, to derive an accurate market-based
measure of the probability of default from CDS spreads would require implementing
the procedure described in O’Kane (2008).
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cross-section to 120 banks.

Chart 3: The strength of bank i’s nexus with its respective
sovereign multiplied by the sovereign CDS spread
( i
i dsi )

As shown in equation (9), the product of each bank’s nexus with
its respective sovereign and the probability of sovereign default linearly
increases the ex ante return di¤erential in favour of domestic bonds.
Therefore, we use i - the interaction between i and the CDS spread
of the respective sovereign ( i
i dsi ) - to capture euro area banks’
incentives for risk-shifting via investments in domestic sovereign bonds.
Chart 3 depicts the evolution of i . Its cross-sectional distribution shifts
up only gradually until mid-2011: the median i in June 2011 roughly
corresponds to the one observed at the start of the period shown in the
chart. During the …nal two quarters of 2011, however, the median value
quadruples.13 Charts A3 and A4 in the annex reveal that this surge
re‡ects increases in both components of i . First, the bank-sovereign
nexus ( i ) intensi…es for the vast majority of euro area banks, re‡ected
in a marked increase of the median i accompanied by a compression
13

From 0.5 in June to 2.07 in December 2011.
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of the inter-quartile range surrounding it (see Chart A3). Second, the
sovereign credit risk as measured by CDS spreads on bonds issued by
euro area governments peaks (see Chart A4).
We are in particular interested in understanding to what extent the
marked acquisition of domestic sovereign bonds by euro area banks in
the period following the introduction of the 3-year longer-term re…nancing operations by the ECB (labelled VLTROs) in December 2011 and
until the de-escalation of the sovereign debt crisis in July 2012 can be
explained by risk-shifting via investment in domestic sovereign bonds.
These purchases increased euro area banks’ holdings of domestic government bonds by 21%. The same episode has been studied by Acharya
and Ste¤en (2015) and Horvath et al. (2015) among others.
Having speci…ed measures for i and de…ned the main period under
investigation, we proceed in estimating panel equations of the following
type:
Bit =

i

+t+

1 it

+

2 it dummyV

LT RO + Xit + "it

(10)

where Bit denotes purchases of domestic government bonds by bank i
in quarter t:14 Bit measures changes in holdings of domestic government
bonds on the basis of transactions only. Thus, pure valuation e¤ects that
can change the reported amount of government bonds held do not not affect our results. To control for unobservable time-invariant bank-speci…c
factors that can a¤ect banks’decisions to purchase domestic sovereign
debt, (10) includes bank …xed e¤ects ( i ). In addition, (10) includes a
set of time dummies (t) to account for aggregate shocks. As previously
de…ned, it is the product of the strength of bank i’s nexus with its respective sovereign ( it ) and the demeaned CDS spread of the respective
sovereign (dsit ). The time window over which it is calculated precedes
the period of the purchases to avoid reverse causality that would arise
if a contemporaneous window was chosen.15 To separately identify the
period we are primarily interested in, we include in addition an interaction term of it and a dummy variable dummyV LT RO that is equal to
14

To reduce excessive volatility in the observations of the dependent variable, we
convert the data to quarterly frequency.
15
Using a contemporary window is problematic because the increase of banks’
direct exposure vis-a-vis their domestic sovereign in general strengthens the banksovereign nexus (see the literature cited in section 2). The estimated regression coef…cient would therefore be biased upwards and include the causal e¤ect of a stronger
nexus on banks’purchases of domestic debt and the feedback e¤ect of increased exposure to the sovereign on the strength of the bank-sovereign nexus. Given that our
dependent variable is the ‡ow of government bond purchases, which is not a very
persistent variable, the use of a lagged window for the calculation of i should address
any endogeneity issues.
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1 in the …nal quarter of 2011 and the …rst quarter of 2012, i.e. in the
period when the two VLTROs were announced and settled. Finally, Xit
denotes a vector of bank and country-speci…c controls intended to capture the additional motivations for holding government bonds referred
to above. Both Bit and the bank-speci…c controls included in Xit are
de…ned as ratios to each bank’s main assets. We scale by main assets
because we are interested in studying changes in banks’portfolio composition, rather than a change in domestic government bond holdings
that is proportional to an overall change in the size of the bank.16 Tables A1 and A2 in the annex present summary statistics and pair-wise
correlations of our explanatory variables.17

5

Empirical results

We estimate regressions of the type given by equation (10), using panel
…xed e¤ects for a sample covering the period 2008 Q1 to 2015 Q2. Table
1 presents a …rst set of results, focusing exclusively on our main variable
of interest – it –and its components – it and dsit . The interaction term
of it and dummyV LT RO is statistically signi…cant (see column (1)),
con…rming the prediction of the simple model presented in Section 3 for
the period of the two VLTROs.18; 19 The coe¢ cient on it on its own,
16

The approach of scaling bank-speci…c variables by a measure of bank size is
standard in empirical banking analysis. For example, Cornett et al. (2011) study
how banks manage their holdings of liquid assets, the adjustment of bank lending
on the balance sheet and total credit origination using dependent and explanatory
variables scaled by total assets.
17
Greece and Cyprus have been excluded from the analysis to minimize the impact of the voluntary private sector involvment in the context of the Greek EU-IMF
programme (i.e. the haircut on Greek sovereign bonds held by the private sector) on
our analysis.
18
All p-values reported in the paper are based on cluster-robust standard errors.
Since our analysis includes explanatory variables that do not vary within a country,
the clustering is at the country level, as suggested in Bertrand et al. (2004). The
results do not change if instead the standard errors allow for clustering only at the
level of individual banks.
19
To check the robustness of the result we also use two additional de…nitions of
the VLTRO dummy. First, we set it equal to one in 2012Q2 in addition to 2011Q4
and 2012Q1. The interaction term with this rede…ned dummy remains signi…cant
and the remaining results do not change. Second, we set the dummy equal to one
2012 Q2 and Q3 in addition to 2011Q4 and 2012Q1. In this case, the interaction
term becomes insigni…cant. Further cross-checks reveal that the strongest relation
between it and the net purchases of domestic sovereign bonds is observed for the
time period surrounding the settlement of the two credit operations with a maturity
of 3 years (in the …rst quarter of 2012, as the …rst VLTRO was settled in January,
and the second in March 2012). Rede…ning the VLTRO dummy - so as to include
additional quarters after the actual settlement of the VLTROs - waters down the
e¤ect.
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which captures the average e¤ect over the entire sample period turns
out, however, not to be signi…cant. The risk-shifting mechanism likely
requires the coexistence of non-trivial levels of sovereign credit risk and a
material intensity of the bank-sovereign nexus to become relevant. Such
conditions prevailed in the period in which the VLTROs were announced
and settled (see Chart 3 and Charts A3 and A4 in the annex).
To allow for the possibility that a sovereign risk shock or a change in
the strength of the bank-sovereign nexus can a¤ect bank portfolio choice
directly, over and above their interaction, column (2) reports the results
of a speci…cation where the two variables are also included separately.
Importantly, the coe¢ cient on the interaction term of it and the VLTRO
period dummy retains its signi…cance and size in this speci…cation. At
the same time, the coe¢ cient on the sovereign CDS is also signi…cant
and has a negative sign. This …nding indicates that the relationship
between sovereign credit risk premia and bank purchases of domestic
sovereign bonds depends on the strength of banks’ nexus with their
sovereign. In the absence of a bank-sovereign nexus (i.e. when it and therefore it - is close to zero) banks scale down their domestic
sovereign bond portfolios when sovereign credit risk premia increase, as
the increased risk is internalised by the bank. For higher levels of the
bank-sovereign nexus, however, less of the increased domestic sovereign
risk is internalised and the attractiveness of the higher nominal yield
eventually dominates, thereby leading to higher purchases of domestic
sovereign bonds.
Indeed, for a nexus equal to the cross-sectional median during the
VLTRO period, a 1 pp increase in sovereign CDS leads to purchases
of domestic sovereign bonds relative to main assets of 0:034 percent
per quarter.20 A CDS increase in the order of magnitude of 3:5 pp –
corresponding to the di¤erence between German and Italian sovereign
CDS spreads in that period – implies additional purchases of domestic
sovereign bonds of 0:12 percent of main assets per quarter. Bearing
in mind that on average such purchases amounted to 0:23 percent of
main assets, the size of the coe¢ cient is economically meaningful. In
a similar vein, a strengthening of the bank-sovereign nexus during the
VLTRO period is accompanied by an expansion of banks’portfolios of
domestic sovereign bonds. While the impact of it is negligible for CDS
20

Recalling that i is the product of i and dsi , speci…cation 2 presented in Table
1 implies that the relation between sovereign CDS and domestic sovereign bond
@Bi
purchases during the VLTRO period has the following form: @d
jd_V LT RO=1 =
si
0:007 i +0:069 i 0:036 = 0:076 i 0:036: The cross-sectional median of i during the
@Bi
VLTRO period is 0.9272 (see Table A1 in the annex). Therefore, @d
jd_V LT RO=1 =
si
0:034:
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Table 1: Baseline speci…cation

B i denotes purchases of domestic government bonds divided by main assets.

i is the product of
the strength of each bank’s nexus with its respective sovereign ( i ) and the CDS spread of the
respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and
2012Q1.
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levels close to the cross-sectional mean in our sample,21 this no longer
holds for banks located in countries under stress. An increase in the
nexus of one standard deviation (0:21 see lower panel of Table A1 in
annex), corresponds to additional purchases of domestic sovereign bonds
in the order of magnitude of 0:18 percent of bank main assets within one
quarter for a bank located in Spain, 0:20 in Italy and 0:80 in Portugal.22
The …ndings in column (2) suggest that the drivers of the observed
purchases of domestic government bonds in the VLTRO period are consistent with the prediction of the simple theoretical framework presented
in section 3, thereby supporting the risk shifting hypothesis. At the same
time, column (3) reports the results of estimating the same speci…cation
as in column (2) but without the interaction term of it and the VLTRO period dummy. On average during the sample period considered,
this mechanism was not a signi…cant driver of domestic sovereign bond
purchases. In view of this, we conduct several robustness checks of our
result for the VLTRO period, before turning to the question of why the
results in this period may di¤er from those obtained for the entire sample
period.

5.1

Robustness analysis

As a …rst check we estimate the same model using OLS and a set of
time and country dummies instead of bank …xed e¤ects. Fixed e¤ects
panel estimations rely on the time variability of explanatory variables.
The signi…cance of factors that di¤er across cross-sectional units but
remain rather stable over time is absorbed by the bank …xed e¤ects. By
contrast, OLS allows us to identify the impact of variables that vary less
strongly over time at the expense of potential omitted variable bias due
to unobserved bank-speci…c characteristics. This outcome is presented
in the annex; the results remain by and large unchanged (see Table A3
in the annex).
Subsequently, we check whether the …ndings remain valid when additional control variables are included. We start with the speci…cation
presented in column (2) of Table 1 and sequentially add controls. The
21

Recall that the CDS spreads on domestic sovereign bonds are included in demeaned form, therefore the variable dsi equals zero whenever the sovereign CDS are
at their sample mean (across time and countries).
22 @Bi
dsi + 0:069 dsi 0:025 = 0:076dsi 0:025: For a
@ i jd_V LT RO=1 = 0:007
dsi of 2.7 p.p. (corresponding to the demeaned CDS on Spanish sovereign bonds
i
during the VLTRO period) @B
@ i jd_V LT RO=1 = 0:18; for a dsi of 3 p.p. (corresponding to the demeaned CDS on Italian sovereign bonds during the VLTRO period)
@Bi
@ jd_V LT RO=1 = 0:2; for a dsi of 11 p.p. (corresponding to the demeaned CDS on
i

Portuguese sovereign bonds during the VLTRO period)
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fundamental …ndings carry through in all speci…cations (see Table 2 below).
An initial set of controls captures the structure of banks’ balance
sheets and bank size. These are lagged by one period to minimize potential endogeneity problems. The …rst variable refers to banks’access to
stable funding. Banks with a lower endowment of stable funding facing
funding pressure might have been inclined to tilt their portfolio composition towards liquid assets, like domestic sovereign bonds. We therefore
include each banks’ share of core deposit funding in column (2). The
variable is not signi…cant and does not materially a¤ect the size or signi…cance of the coe¢ cient of the interaction term it dummyV LT RO.
The second control refers to bank size, which may a¤ect banks’propensity to take on exposure to domestic government debt as larger banks
may factor in a higher probability of being bailed out by the government
in case of need, due to the potential systemic fallout of allowing them to
fail - the "too big to fail" problem. Similar to what we …nd for the share
of core deposit funding, bank size (de…ned as the logarithm of banks’
main assets) is not signi…cant and does not materially a¤ect the size or
signi…cance of the coe¢ cient of the interaction term it dummyV LT RO
(column (3)).
Subsequently, in column (4), we control for banks’capital base. The
variable – labelled leverage ratio – is a ratio of capital and reserves
reported by banks in the context of the compilation of the monetary
statistics over main assets. Banks with a weaker capital position might
have stronger incentives to acquire domestic sovereign bonds, as the
fraction of losses that will not be absorbed by shareholder equity and
thus e¤ectively shifted to bank creditors increases.23 This is among the
driving factors of carry trades identi…ed by Acharaya and Ste¤en (2014).
By contrast, our analysis suggests that banks’capital position does not
have a statistically signi…cant role in determining government bond purchases. This …nding is in line with the evidence reported in Becker and
Ivashina (2014). These authors, however, interpret this …nding as evidence against the risk shifting hypothesis as, following Crosignani (2015)
and Drechsler et al. (2014), they consider that risk shifting should be
associated with less capitalised banks. In our analysis, instead, bank
23

In addition, banks with low capital bu¤ers may be further inclined to purchase
sovereign bonds as minimum regulatory capital ratios assign a zero risk weight to
sovereign exposures vis-a-vis euro area governments (although this consideration is
not captured by the variable used for capital, which is a leverage ratio that does not
take into account the risk weights of the assets held). While this would explain why
sovereign bonds are prefered to lending to the private sector (in which case scarce
bank capital will need to be set aside), it does not per se imply that domestic sovereign
bonds would be more attractive than bonds issued by other euro area countries.

ECB Working Paper 1977, November 2016

20

capitalisation enters as a control, whereas the intensity of the motive to
risk-shift is captured by the bank-sovereign nexus variable. In this context, it is nevertheless plausible that the intensity of the nexus would be
stronger for less capitalised banks, as the pricing of their riskiness would
rely more heavily on the availability of a sovereign capital backstop.24
In a next step we control for banks’existing holdings of liquid assets.
The liquidity ratio includes interbank lending, holdings of government
bonds, of debt securities issued by the private sector (including banks)
and of equity. Banks that already hold large quantities of safe and
liquid assets –which are also eligible for inclusion in the calculation of
regulatory liquidity ratios –might be less inclined to purchase sovereign
bonds. This is found to be the case (see column (5)). The size of banks’
pre-existing sovereign bond portfolio scaled by main assets is included
for a similar reason. We …nd evidence of ‘mean-reversion’in the sense
that banks which already hold large quantities of domestic sovereign
bonds tend to purchase less (see column (6)).
The last control included in Table 2 is real GDP growth in the economy where each bank is located. As discussed in section 2, the state of
the economy a¤ects the balance sheets of both banks and the government, thereby imparting a correlation in their respective probabilities of
default. At the same time, real GDP growth may act as a proxy for the
ex-ante risk-adjusted attractiveness of alternative domestic assets, such
as loans to …rms and households, e¤ectively capturing the opportunity
costs of holding sovereign debt. The result in column (7) does not reveal a signi…cant in‡uence of this factor on banks’decisions to purchase
domestic sovereign bonds, although the sign of the estimated coe¢ cient
conforms with the reasoning for including this variable.
The results remain unchanged when we use OLS and a set of time
and country dummies instead of panel …xed e¤ects (see Table A4 in the
annex). The main …nding that during the VLTRO period, …rst, it has
a statistically signi…cant and economically meaningful impact on banks’
purchases of domestic sovereign bonds and, second, the relation between
sovereign CDS and bank purchases of domestic sovereign bonds depends
on the value of a bank’s nexus with its sovereign - emerge as overall
robust features.
Our results also remain robust when including interaction terms of
the bank-speci…c characteristics with the VLTRO period dummy (see
Table A5 in the annex). The signi…cance and size of it is barely affected. It is also noteworthy that we do not …nd evidence of stronger
24

The period of the VLTROs predates the introduction of the Bank Resolution and
Recovery Directive, which introduced requirements for creditor bail-in before public
capital support can be deployed.
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assets. ’real GDP gr. rate’is the real GDP growth rate in the country where each bank is located.

by the private sector and equity, divided by main assets. ’sov bonds ratio’is the holdings of government bonds issued by euro area sovereigns divided by main

’leverage ratio’is capital and reserves divided by main assets. ’liquidity ratio’is the sum of interbank lending, holdings of government bonds, debt securities issued

ratio of core deposits (deposits from households and non-…nancial corporations) and main assets. ’log of main assets’is the log of each bank’s main assets.

’B i ’denotes purchases of domestic government bonds divided by main assets. ’ i ’is the product of the strength of each bank’s nexus with its respective sovereign
( i ) and the CDS spread of the respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and 2012Q1. ’core deposits ratio ’is the

Table 2: Sensitivity analysis

purchases of domestic sovereign bonds by weakly capitalised lenders during the VLTRO period. This suggests that risk-shifting incentives due
to the existence of a bank-sovereign nexus rather than a more general
"gambling for resurrection" motive by undercapitalised banks explain
the observed surge in banks’domestic sovereign bond purchases.
In a next set of robustness analyses we include all previously discussed controls at the same time (see Table 3, column (1)) and add
one-by-one a set of variables capturing the changes in banks’ funding.
We consider the ‡ows of core deposits to capture the e¤ect of changes
in the availability of stable funding and the ‡ows of other deposits and
wholesale funding to capture the impact of changes in more volatile
funding components.
We augment the baseline from column (1) using lags of the funding
‡ow variables and in addition use contemporary ‡ows in an alternative
speci…cation for the following reason. A bank that plans to increase
its domestic sovereign bond portfolio needs to simultaneously raise the
necessary funds.25 At the same time, a bank that has seen an in‡ow
of funds would need to ceteris paribus ‘park’these funds until they are
deployed towards a more permanent use.26 In this regard, domestic sovereign bonds are a natural choice, since the sovereign bond portfolio can
be expanded or scaled down quickly and with small transaction costs if
the resources are needed for alternative investment. In the …rst case the
envisaged asset expansion induces an equal expansion of bank liabilities,
in the latter an exogenous increase in liabilities needs to be accommodated on the asset side of banks’ balance sheets. Using contemporary
‡ows nests both directions and, therefore, su¤ers from reverse causality.
The standard route followed in empirical literature is to use past ‡ows
(as past in‡ows should not be a mechanical re‡ection of a current asset
expansion). The usage of lagged ‡ows should in principal allow us to
capture the causal e¤ect from an exogenous funding increase on banks’
purchases of sovereign bonds. At the same time, lags of rather volatile
funding sources – like wholesale or non-core deposits – might be very
weakly correlated with the contemporaneous ‡ows and thus su¤er from
a problem similar to ‘weak instruments’.
Table 3 presents the results. The inclusion of funding ‡ows does not
materially a¤ect the size or signi…cance of our main variable of interest
( it dummyV LT RO). None of the lagged ‡ows added to the baseline
speci…cation are signi…cant when included on their own (see columns (2),
(4), (6)) or all at the same time (column (8)). Turning to the contemporary funding ‡ows we …nd a signi…cant relation between domestic sov25
26

Unless it pursues a pure re-composition of the asset side of its balance sheet.
Unless it recomposes its liability structure.
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scaled by main assets.

main assets. ’‡ow of other deposits’is the change of other deposits divided by main assets. ’‡ow of wholesale funding’is ‡ow of bond and money market funding

assets. ’real GDP gr. rate’is the real GDP growth rate in the country where each bank is located. ’‡ow of core deposits’is the change in core deposits divided by

by the private sector and equity, divided by main assets. ’sov bonds ratio’is the holdings of government bonds issued by euro area sovereigns divided by main

’leverage ratio’is capital and reserves divided by main assets. ’liquidity ratio’is the sum of interbank lending, holdings of government bonds, debt securities issued

ratio of core deposits (deposits from households and non-…nancial corporations) and main assets. ’log of main assets’is the log of each bank’s main assets.

’B i ’denotes purchases of domestic government bonds divided by main assets. ’ i ’is the product of the strength of each bank’s nexus with its respective sovereign
( i ) and the CDS spread of the respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and 2012Q1. ’core deposits ratio ’is the

Table 3: Sensitivity analysis

ereign bond purchases and increases in volatile funding sources (wholesale funding and other deposits). Banks may be unwilling to expand
their loan portfolios on the basis of funding in‡ows that may quickly
reverse, as argued, for instance, by Butt et al. (2014). Instead, part
of these in‡ows seems to have been used to build-up liquidity bu¤ers in
the form of domestic sovereign bonds. Core deposits, on the other hand,
seem not to relate to banks’purchases of sovereign bonds. As these ‡ows
are sticky and do not expose the recipient to the risk of an unexpected
sharp reversal they seem not to be accompanied by an accumulation of
precautionary liquidity bu¤ers. Using OLS augmented with a set of time
and country dummies instead of …xed e¤ects does not alter the …ndings
(see Table A6 in the annex).

5.2

Why is the VLTRO period special?

We now turn to the question of why we …nd evidence for risk shifting
in domestic sovereign bonds between the …nal quarter of 2011 and the
…rst quarter of 2012 while the relation turns out not to be statistically
signi…cant outside this period. There are two readings of this result.
A benign interpretation would suggest that banks were eager to build
up liquidity bu¤ers in this period. Within the category of assets that can
serve this purpose, domestic sovereign bonds o¤ered the best risk-return
pro…le. The VLTROs were introduced in a period of …nancial market turbulence. Banks that were facing funding pressure or feared that
funding pressure might materialise in the not-too-distant future might
have been inclined to borrow from these operations and expand their
stock of assets that can be easily sold or deposited with the Eurosystem. Banks’attempt to frontload the re…nancing of maturing long-term
bonds at the VLTROs has already been documented (ECB 2012). Such
an ‘on-balance-sheet’liquidity bu¤er can be maintained in several forms.
Investing in domestic sovereign debt, however, dominates in terms of
its risk-return characteristics the two next best alternatives – holding
excess reserves with the Eurosystem or holding other sovereign bonds
denominated in euros. While the predominant motivation of banks in
that particular period might have been to self-insure against liquidity
risk, investments in domestic sovereign bonds allowed them to generate
a positive carry spread on top.
A less benign interpretation would argue that the availability of longterm funding at a price that is not sensitive to banks’own risk pro…le
allowed banks to actively pursue carry trades with a predominant profitability motive, a view supported, for instance, by Acharya and Ste¤en
(2015).
To shed some light on this question, we include measures of banks’
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recourse to Eurosystem credit operations in our regression analysis and
report the results in Table 4. A chronic high reliance on Eurosystem
funding is typically symptomatic of a loss of access to market funding.
In column (2) we add the ratio of outstanding Eurosystem credit to
main assets, while in (3) we also include its interaction with the VLTRO
dummy. The coe¢ cients are not signi…cant suggesting that the surge in
purchases of domestic sovereign bonds was not driven by banks without
market access which actively pursue carry trades funded via repos with
the central bank.
In a next step we include the lagged ‡ow of Eurosystem credit (column (4)) and additionally its interaction with the VLTRO dummy (column (5)), while contemporary ‡ows and an interaction with the dummy
are shown in the next two columns. The lagged ‡ow of Eurosystem credit
when interacted with the VLTRO dummy seems to signi…cantly relate to
banks’expansion of domestic sovereign bond portfolios. In addition, we
…nd a signi…cant positive relationship between the contemporary ‡ow of
Eurosystem credit and domestic sovereign bond purchases (see columns
(6) and (7)). The strength of the relationship has the same order of
magnitude as the one of the ‡ow of other deposits or wholesale funding.
This …nding speaks in favour of the ‘benign’ precautionary motive for
the induced purchases of sovereign bonds. If a pure ‘carry trade’ motive as in Acharaya and Ste¤en (2014) was the driving force, given that
central bank liquidity was supplied elastically as to fully accommodate
banks’ demand (subject to the availability of eligible collateral), one
would expect a coe¢ cient much closer to 1. According to speci…cation
(5) a ‡ow of Eurosystem credit scaled by main assets of 1.5 percentage
points (corresponding to the mean during the VLTRO period) was accompanied by additional purchases of domestic sovereign bonds of 0.035
percent of main assets. Put in perspective to the observed average per
quarter purchases of 0.223 percent of main assets, the amounts are small
even if not fully negligible. Throughout speci…cations (2)-(7) the size
and signi…cance of the interaction term it dummyV LT RO remains by
and large unchanged compared to the baseline (1).
To sum up, the observed strong expansion of banks’ domestic sovereign bond portfolios during the …nal quarter of 2011 and the …rst
quarter of 2012 seems to re‡ect both banks’ attempts to build up liquidity bu¤ers and –to a much lesser extent –the active pursuit of carry
trades. In both cases, the risk shifting mechanism meant that acquisitions of domestic government bonds were a strategy that o¤ered higher
ex ante returns than alternatives, such as the acquisition of non-domestic
sovereign bonds.
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Table 4: The role of Eurosystem credit

For a de…nition of ’B i ’, ’ i ’, ’ i ’, ’dsi ’, ’dummyVLTRO’, ’core deposits ratio ’, ’log of
main assets’, ’leverage ratio’, ’liquidity ratio’, ’sov bonds ratio’, ’real GDP gr. rate’, ’‡ow of core
deposits’, ’‡ow of other deposits’and ’‡ow of wholesale funding’see the notes to Table 3.
’Eurosystem credit ratio’is the ratio of outstanding credit obtained from the Eurosystem divided
by main assets. ’‡ow of Eurosystem credit’is the change in credit obtained from the Eurosystem
divided by main assets.
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6

Conclusions

We …nd evidence of risk shifting via acquisitions of domestic sovereign
bonds in the …nal quarter of 2011 and the …rst quarter of 2012 - an
episode of marked increases in the domestic sovereign bond portfolios
by euro area banks located in vulnerable countries. For this period,
we show that if banks’creditworthiness is correlated with that of their
domestic sovereign, surges of sovereign credit risk lead to expansions of
banks’exposures to their government. Furthermore, in the presence of
sovereign credit risk, banks’ tendency to purchase domestic sovereign
debt increases with a stronger bank-sovereign nexus.
Risk shifting behaviour emerges in the period following the conduct
of the VLTROs by the ECB as this period featured the co-existence
of, on the one hand, elevated sovereign credit risk and, on the other, a
signi…cant intertwining of bank and sovereign creditworthiness. In these
circumstances, the risk shifting mechanism implies that acquiring domestic sovereign bonds dominates, from the perspective of bank shareholders, alternative ways to maintain an on-balance-sheet liquidity bu¤er, or
indeed to execute carry trades, such as investing in non-domestic government bonds. Banks’home bias in the purchases of sovereign bonds
in that period is, therefore, found to stem from an incomplete internalisation of domestic sovereign credit risk.
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Annex I Background charts and tables

Table A1: Summary statistics

ECB Working Paper 1977, November 2016

32

Table A2: Pairwise correlations
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Table A3: Robustness check

B i denotes purchases of domestic government bonds divided by main assets. i is the product of
the strength of each bank’s nexus with its respective sovereign ( i ) and the CDS spread of the
respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and
2012Q1.
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assets. ’real GDP gr. rate’is the real GDP growth rate in the country where each bank is located.

by the private sector and equity, divided by main assets. ’sov bonds ratio’is the holdings of government bonds issued by euro area sovereigns divided by main

’leverage ratio’is capital and reserves divided by main assets. ’liquidity ratio’is the sum of interbank lending, holdings of government bonds, debt securities issued

ratio of core deposits (deposits from households and non-…nancial corporations) and main assets. ’log of main assets’is the log of each bank’s main assets.

’B i ’denotes purchases of domestic government bonds divided by main assets. ’ i ’is the product of the strength of each bank’s nexus with its respective sovereign
( i ) and the CDS spread of the respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and 2012Q1. ’core deposits ratio ’is the

Table A4: Robustness check

Table A5: Robustness check

’B i ’denotes purchases of domestic government bonds divided by main assets. ’ i ’is the product
of the strength of each bank’s nexus with its respective sovereign ( i ) and the CDS spread of the
respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and
2012Q1. ’core deposits ratio ’is the ratio of core deposits (deposits from households and
non-…nancial corporations) and main assets. ’log of main assets’is the log of each bank’s main
assets. ’leverage ratio’is capital and reserves divided by main assets. ’liquidity ratio’is the sum
of interbank lending, holdings of government bonds, debt securities issued by the private sector
and equity, divided by main assets. ’sov bonds ratio’is the holdings of government bonds issued
by euro area sovereigns divided by main assets.
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scaled by main assets.

main assets. ’‡ow of other deposits’is the change of other deposits divided by main assets. ’‡ow of wholesale funding’is ‡ow of bond and money market funding

assets. ’real GDP gr. rate’is the real GDP growth rate in the country where each bank is located. ’‡ow of core deposits’is the change in core deposits divided by

by the private sector and equity, divided by main assets. ’sov bonds ratio’is the holdings of government bonds issued by euro area sovereigns divided by main

’leverage ratio’is capital and reserves divided by main assets. ’liquidity ratio’is the sum of interbank lending, holdings of government bonds, debt securities issued

ratio of core deposits (deposits from households and non-…nancial corporations) and main assets. ’log of main assets’is the log of each bank’s main assets.

’B i ’denotes purchases of domestic government bonds divided by main assets. ’ i ’is the product of the strength of each bank’s nexus with its respective sovereign
( i ) and the CDS spread of the respective sovereign (dsi ). ’dummyVLTRO’is a dummy variable equal to 1 in the 2011Q4 and 2012Q1. ’core deposits ratio ’is the

Table A6: Robustness check

Table A7: Robustness check
For a de…nition of ’B i ’, ’ i ’, ’ i ’, ’dsi ’, ’dummyVLTRO’, ’core deposits ratio ’, ’log of
main assets’, ’leverage ratio’, ’liquidity ratio’, ’sov bonds ratio’, ’real GDP gr. rate’, ’‡ow of core
deposits’, ’‡ow of other deposits’and ’‡ow of wholesale funding’see the notes to Table 3.
’Eurosystem credit ratio’is the ratio of outstanding credit obtained from the Eurosystem divided
by main assets. ’‡ow of Eurosystem credit’is the change in credit obtained from the Eurosystem
divided by main assets.
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Chart A1: Euro area banks’holdings of domestic sovereign bonds

The group of ‘vulnerable countries’comprises IT, ES, PT, IE, SI. The group of ‘less vulnerable
countries’includes the remaining euro area member states excluding GR and CY. Greece and
Cyprus have been excluded from the analysis to minimise the impact of the voluntary private
sector involvement in the context of the second Greek EU-IMF programme (i.e. the haircut on
Greek sovereign bonds held by the private sector) on our analysis.
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Chart A2: Euro area banks’holdings of bonds issued by euro area sovereigns
other than the domestic

The group of ‘vulnerable countries’comprises IT, ES, PT, IE, SI. The group of ‘less vulnerable
countries’includes the remaining euro area member states excluding GR and CY. Greece and
Cyprus have been excluded from the analysis to minimise the impact of the voluntary private
sector involvement in the context of the second Greek EU-IMF programme (i.e. the haircut on
Greek sovereign bonds held by the private sector) on our analysis.
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Chart A3: The strength of banks’nexus with their respective
domestic sovereign.

ECB Working Paper 1977, November 2016

41

Chart A4: The evolution of average bank and sovereign CDS
spreads.
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