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1. Roger Altman in the
Financial Times (Octo-

ber 11, 2011) has
called for a strong and

ambitious bank recapi-
talisation strategy.

Others, including Daniel
Gros in his response to

Altman, have argued
that putting capital into
banks would be wasted

money as the current
banking stress essen-

tially results from stress
related to sovereign

bonds.

Euro-area banking systems are typically highly
exposed to the sovereign of the country in which
they are located. At the same time, the exposure to
the periphery countries other than the home coun-
try is typically low. Table 1 shows the exposure of
the German, French as well as the five periphery
banking systems to the sovereigns of the five
periphery countries. The data are taken from the
EBA and measure the sovereign debt holdings of
banks, including their branches and subsidiaries. 
The most important exception to the generally low
cross-country exposure is the exposure of the
French banking system to the Italian sovereign. As
Table 1 shows, French banks hold €53 billion of Ital-
ian debt compared to €118 billion of French debt.

In a first attempt, I plot the average weekly change
in the stock market index against the total expo-
sure of sovereign holdings of all five periphery
countries in percent of the banks’ Tier 1 capital.
Figure 2 shows that no strong correlation can be
found. The graph also shows that many banks
hold sovereign debt of the five periphery countries
in excess of 100 percent of their Tier 1 capital.

As this figure does not account for differences in
the holding of the five different countries, I plot the
exposure to Greece and to Italy separately. The
Figure 3 suggests that exposure to Greece is a
significant determinant of bank market

STRESS IN THE INTERBANK MARKET has increased
significantly since July (Figure 1). There is now a
significant debate about why this is the case and
what would be the best way to address it1. Many
have argued that the sovereign debt crisis is the
most important driver of banking stress in the
euro area. If that view is correct, then the right
approach to solving Europe’s banking problem is
to solve the sovereign debt crisis. Recapitalising
banks instead would be far too costly, in particu-
lar if one wanted to cater for a haircut in Italy.

In this policy contribution, I investigate to what
extent the strong decline in bank market capital-
ization observed since July can be explained by
the exposure to sovereign debt of the five differ-



capitalisation. However, the negative correlation is
driven by a small number of banks that hold very
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country dummy. The other banks in the EU do not
appear to have suffered from their exposure to Ital-
ian banks.

These regressions are based on gross exposure to
sovereign debt. Many banks, however, have
already hedged their exposure by insuring their
sovereign debt holdings.  I therefore re-estimated
the same regressions with the net banking book
sovereign exposure. The regression results turn
out to be even weaker, with virtually no significant
effect of this net exposure on banks’ stock market
price. I am therefore confident that the main mes-
sage of the absence of any strong effect from sov-
ereign bond holdings on banks’ stock market
valuation – with the exception of Greece – holds. 
A number of caveats are, however, in order. The
current analysis does not take account of the net-
work of exposure of banks to other banks that in
turn depends on sovereign debt. We also do not
have a measure of the available liquidity in banks,
which arguably may influence stock market valu-
ation in times of market stress. Finally, the expo-
sure to sovereign debt measures is the exposure
at the end of 2010, the cut-off date for the EBA
stress tests. Banks in the meantime may however
already have changed their exposure but it is also
true that market participants do not have more
widely disclosed information of banks’ exposure
to sovereign debt than the ones published in July
by the EBA.

RESULTS AND CONCLUSIONS

In this paper, I have explored to what extent the
holding of sovereign bonds of Italy, Spain, Portu-
gal, Ireland and Greece can explain the recent
decline in stock market valuation of 60 EU banks.
More detailed analysis is needed but three results
stand out. First, exposure to Greek sovereign debt
has been a significant determinant of stock
market valuation for banks, in particular those
located in Greece. Second, exposure to Spanish

and Irish sovereign debt matters to some banks
located in the euro-area periphery countries but
core euro-area banks’ stock prices do not appear
to have been affected by their holdings of Span-
ish and Irish debt. Third, there is only very weak
evidence that exposure of core euro-area banks to
Italian debt has been a decisive variable for their
stock market valuation.

The results entail important conclusions for the
current bank recapitalisation debate. First, the
recent massive decline in market capitalisation of
banks does not appear to be driven primarily by
the banks’ holdings of sovereign bonds. It would


