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Global regulators have postponed tackling the overexposure of banks to their home government bonds in a regulatory 
overhaul, but European authorities hope that moves to bulk up their bailout fund will make them better able to deal with 
a spiraling debt sell-off of the sort that almost broke the single currency during the eurozone debt crisis. 

The so-called doom loop linking prices of sovereign bonds to bank stability was at the heart of the eurozone debt crisis, 
prompting bailouts for Greece, Cyprus, Portugal and Ireland, as well as for Spain's banking system, and leading some at 
the time to question the continued existence of the single currency. 

Influential voices including Germany's Bundesbank subsequently called for an end to rules assigning zero risk weights to 
even the riskiest sovereign debt, arguing that allowing banks to buy bonds without holding any capital against them 
encouraged a dangerous interdependency in fiscally weaker countries, ensuring that any doubts over the solvency of 
either government or financial system quickly infected the other.  
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But countries in the 
eurozone's periphery 
lobbied hard against such 
changes, and the Basel 
Committee on Banking 
Supervision seems to have 
shunted the issue into the 
too-hard basket for now. 
When it announced a 
landmark deal Dec. 7, 
completing the post-crisis 
Basel III framework with 
new rules limiting the use 
of internal risk modeling, 
the issue of sovereign risk 
on bank balance sheets 
was postponed indefinitely. 

Days later, European 
leaders agreed to work 
toward completion of 
banking union and to turn 
their permanent bailout 
fund, the European 
Stability Mechanism, into a 
European version of the 
IMF. This latter move, they 
calculate, will mean that if 
the doom loop does strike 
again, markets will not 
doubt their capacity to 
respond quickly, as well as 
to force losses on private 
bondholders. 

Other, more ambitious 
proposals, including the 
creation of a joint 
eurozone finance ministry, 
ran into opposition from 
Northern European states 
and were rejected, as the 
idea of issuing joint 
eurozone debt had been 
previously. These would 
have gone some way 

further toward tackling the underlying problem of the great differences between the fiscal positions and creditworthiness 
of different eurozone states, so a bulked-up ESM will be necessary to cope with the fallout if markets again turn on the 
bloc's weaker links. 
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This is especially so given that peripheral 
banks' addiction to their own countries' 
debt shows little sign of disappearing. 
Lenders in Greece, Ireland, Italy, Spain, 
Portugal and Cyprus all increased the 
concentration of local bonds within their 
total sovereign holdings in the first half of 
2017. More than 60% of Portuguese 
banks' bonds were issued by their own 
government, while the equivalent 
proportion was almost 70% for Cyprus and 
about 50% for both Italy and Ireland, data 
compiled by S&P Global Market 
Intelligence shows. 

Post-crisis monetary policy, which has 
provided the financial system with access 
to very cheap central bank funds, has also 
encouraged many banks to stock up on 
bonds, as they make an immediate profit 
on the yield with very little risk and no cost 
in capital. The bond carry trade helped 
frustrate European Central Bank efforts to 
persuade banks to lend to the real 
economy, although lending is now picking 
up. 

Such behavior by banks is likely to 
continue for so long as wealthier eurozone 
nations maintain their reluctance to pool 
risk with the periphery, said Marcello 
Minenna, head of quantitative analysis at 
Italian finance regulator Consob, pointing 
to Germany's opposition to a joint 
eurozone bank deposit guarantee, as well 
as its refusal to countenance joint 
eurozone bonds. 
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"Since 2011 
the trend has 
been towards 
risk 
segregation 
… the EU 
had taken a 
series of 
measures 
that pushed 
members to 
nationalize 
risks. This is 
not the best 
way to 
reinforce the 
eurozone. 
Hedge funds 
no longer bet 
on 
convergence 
of spread, 
they bet on 
divergence 
and wait for 
extraordinary 
interventions 
[i.e. 
bailouts]," 
Minenna 
said. "It will 
eventually 
lead to the 
breakup of 
the 
eurozone." 

Minenna 
thinks the 
ESM should 
be recast as 
a treasury 
with powers 
to invest, buy 
securities 
and collect 
payments 
from national 
governments 
in exchange 
for 
guaranteeing 
as much as 
70% of 
national debt 
in the bloc, at 
a price 
decided by 
the market. 
This credit 
default swap-
type 
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mechanism 
would cause 
yields across 
the eurozone 
to converge, 
he argued, 
adding that 
all main 

political parties in Italy are considering adopting his idea as policy. 

But, despite a call for a United States of Europe by Germany's Social Democrats — now engaged in coalition talks with 
Angela Merkel's Christian Democratic Union — any such sweeping schemes are unlikely soon, said Agnieszka 
Smoleńska, a research associate at the Florence School of Banking and Finance. 

"I would say there is little appetite for this kind of grand scheme solution," she said, although she added that some sort 
of centralized EU fiscal power is a matter of time. 
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