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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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Domestic sovereign debt holdings at select banks in European periphery

EBA 2017 EU-wide transparency exercise

Total sovereign Domestic Domestic soveraign debt
debt holdings sovereign debt hold soveraign
(€B) holdings (EB) debt holdings (%)
H1"17 vs.
Company 2016 H117 2016 H117 2016 H1'17 2016 (bps)
Cyprus
Bank of Cyprus Holdings Ple 0.58 0.80 0.26 0.48 4384  B1.63 1,779
Hellenic Bank Public Co. Lod. 0.88 0.86 0.64 (.66 TI4  T7.38 B4
Grooce
Alpha Bank AE 661 6.40 342 366 61.60 Gb.46 a7
Eurobank Ergasias 8A 11.77 1068 326 350 2768 3302 624
National Bank of Greece SA 12.48 9.08 297 203 2376 3223 848
Piraeus Bank SA 1686  11.24 2.08 222 1316 1872 BE7
Ireland
Allied Irish Banks Plc 13.48 1204 8.61 840 63.86  BO.BO 506
Citibank Holdings Ireland Lud. an 333 0.00 0.00 0.00 0.o0 0
DEPFA BANK Plc 3.0 am 0.00 0.00 0.00 .00 0
Permanent TEB Group Holdings Pl 2ET 2.58 28T 269 100,00 100.00 0
The Governor and Co. of the Bank of Ireland 7.88 9.18 4.21 492 6344  B3GO 156
ltaly
BPER Banca SpA NA BLAB NA 5.5B MNA  Bb.B2 NA
Banca Popolare di Sondrio 676 1021 5.02 8.30 8761 8217 -BA4
Credito Emiliano Holding SpA 478 358 313 234 66.33 B5.3b 2
Intesa Sanpaolo SpA 7500 FB.00 w7 36T 61.66  bB0.88 -67
Medicbanca - Banca di Credito Finanziario SpA B.27 7.69 B.B1 4 BB 70.26 B1.26 -001
UniCredit SpA 138.21 12777 @176 5017 4460  AB.31 162
Portugal
Banco Comercial Portuguds 8A 7.73 9.90 412 5.09 63.31 B1.42 -189
Caixa Central de Crédito Agricola Matuo CRL 487 B4k 223 288 4783 B1Bb 502
Caixa Geral de Depbsitos SA 1406 17.60 .48  11.80 67.48  B7.06 -42
Novo Banco Sl o~ [ L 480 402 237 3.00 4736 60.02 1,367
Spain ' |
Banco Bilbao Vizcaya Argentaria S8A 83.26  BO.2b 0.2 2803 702 34903 -200
Banco de Sabadell 8A 2288 2637 1008 044 4406 3579 -827
Banco Santander 8A 12822 14517 3624 ABA4B B26 3338 612

Data compiled Dec. & 2017.

Sample consists of banks with headquarters in the European periphery that participated in the EBAs transparancy exercise

and reported country level sovereign exposure breakdown.
NA = not available

Sources: 3&P Global Market Intelligance; European Banking Authority
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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 11l 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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Aggregate domestic sovereign debt holdings

EBA 2017 EU-wide transparency exercise

Total

soveraign
@ posures® Domestic sovere|
(EB) debt holdings (£

Headquarters H1'17 2016 H1"17
Austria EE.B4 080 B4
Belgium 17676 2801 20.30
Bulgaria 0.40 0.21 0.20
Cyprus 176 0.ao 1.16
Danmark 3116 177 2.10
Estonia 0.03 0.00 0.00
Finland 16.20 1.45 1.45
Franca 72878 110.66 124 67
Germany 475049 108.13 7.1
Gresco 44 08 11.73 1228
Hungary 10.70 7.07 7.
Ireland 33.63 16.49 16.82
Italy 266.13 116.33 113.22
Latvia 086 024 020
Luxembourg 740 0.49 0.42
Malta 1.66 070 078
MNatharlands 180.10 3887 34 81
Norway 740 510 3.93
Portugal 43 67 1811 2277
Slovenia 477 2 66 21
Spain 32062 7714 B856.83
Sweaden 70.88 B.26 11.568
LK. 5b0.48 144 63 126.08

Data compiled Dec. 6, 2017.

Domestic sovereign debt holdings/

total sovereign debt holdings (%)
H1'17 vs.

2016 H1"17 2016 (bps)
23.6b 21.90 -165
21.47 1917 -230
50T 50.94 g2
&60.68 8077 a09
9.32 9.8z 50
0.00 0.00 MA
2091 24 47 366
| 28.73 2
36.43 36.03 -140
2610 3242 782
87.62 70.66 -787
4975 51.43 168
4047 50.29 a2
221 22m 20
6.38 611 -7
43.21 48.00 479
26.23 2514 -108
71.24 67.562 -372
57.93 60.13 220
63.36 55.16 -821
3202 3413 121
21.16 26.10 495
2580 2376 -206

Aggregates represent exposuras of banks headgquarterad in regpective countries that participated
in the European Banking Authority's 2017 transparency exercise and reported data for both periods.
Excludes banks that did not report detailed country level soversign exposure brealkdown.

* Represants the gross carrying amounts of soversign loans and advances and soveraign debt

haldings.
NA = not available

Sources: S&P Global Market Intalligence; European Banking Authority
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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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Domestic sovereign exposures at select European banks
EBA 2017 EU-wide transparency exercise

Domestic Domestic soveraign
Total soveraign soversi exposures/total soveraign
axposures* (EB) exposures® (EB) exposures (%)

H1"17 vs.
Company Headquarters 2016 H117 2016 H1'17 2016 H117 2016 (bps)
HSBC Holdings Plo UK. 20008 257.44 3623 .81 12.08 B.40 -368
BMNP Paribas SA Franca 21716 22206  ABBO0 4634 2085 2087 -8
Groupe BPCE France 18494 18051 15182 16267 B2.00 8066 -163
Banco Sanmander 54 Spain 16816 179.62 5036  66.36 364 3604 530
UniCredit SpA Italy 16093 151.38 B6OR B5.76 41862 4344 182
Groupe Crédit Agricole France 12624 128.74 BO.BE  TOAT 6467 B1.73 -284
Banco Bilbao Vizcaya Argentaria SA Spain 118.07 11437 B1.63 4840 4384 4232 -132
Deutsche Bank AG Germany 113.3¢ 11325 1887 18.01 17.63 1691 -162
La Banque Postalea® Franca 106.24 10436 MA MNA »00 »80 MN&
Sociétd Générale SA Franca B1.66 8314 1476 26.73 2861 2869 B
Intesa Sanpaolo SpA Italy 9272 9238 531 b2.&3 5804 BEOG -108
Barclays Ple UK. 9095  80.06 azes 2774 3p89 3083 -B0&
The Royal Bank of Scotland Group Ple UK. 7674 BG6.BE 26119 30.64 3283 3616 233
Daxia NV Belgjum B480 7850 1.18 1.14 1.40 1.45 B
ING Grosp NV MNatharlands B0.33 TG 1281 1216 1670 1676 b
Lloyds Banking Group Ple UK. 7232 8707 B2.43 E7T2 B6.31 BB.06 -27
Standard Charterad Ple UK. 67 BR.IE 220 0.48 187 082 -306
BFIL (Sociéts de Financement Local) France E8.12 &7.87 4800  ABBL B2.75 B4.05 130
Commerzbank AG Germany B6.12 B7.11 2207 1783 33.80 31.39 -250
Deutsche Zentral-Genossenschaftsbank AG Garmany 60.30 5564 46.01 47 Bb 7610 TETO B0
NRW Bank Germany 5831 B290 4128 372 6060  70.32 73
KBC Group NV Belgjum 40085 48.78 20,38 1814 4108 3710 -386
Bayerische Landesbank Germany 4285 4210 33.08 3453 7068 8202 236
NV Bank Mederlandse Gemeantan Matherlands 4283 4130 3601 33.84 B1.74  B1.4B -20
Ersta Group Bank AG Austria 306531 3703 10.34 058 26114 2630 -84
ABNAMRO Group NV Matharlands 3vas 3786 Bo8 B 40 228 2247 114
Criteria Caba SAU* Spain 34831 3785 NA MNA >0 ¥00 MNA
Crédit Mutuel Group Franco 3476 3664 2304 2337 6628 B3BO -248
Banco de Sabadell SA Spain 32631 3552 18.60  18.55 6033 B222 -811
BFA Tenedora de Accionas SAL™ Spain arTe 3460 NA NA »00 »30 NA
Norddeutsche Landesbank Girozentrale Germany 3043 3410 31.03 27.03 TaF0  TO.06 36
Mordea Bank Swadan 2814 31.45 474 b.74 16.86 18.26 139
Belfius Bangue SA Belgium 313 323 2626 2563 81.16 8207 92
Banco BPM SpA®~ Italy NA - 30.21 MA MNA MNA »80 MN&
Danske Bank Denmark 2013  20.30 5.37 563 18.42 19.23 21
Landesbank Hessen-Thiringen Girozentrale Germany 2076 285D 27.38 2671 G2.05 Bo.a7y -208
Cotperatisve Rabobank LA MNetherlands 3230 2784 20.95 17.71 6488 B3.64 -124
Landesbank Baden-Warttamberg Garmany 306k 26.03 2368 2094 77.2h Bl.68 643
Banca Mante dei Paschi di Siena SpA* Italy 2275 21.70 MA MNA >0 »80 MN&
Caixa Geral de Depbsitos SA Portugal 1778 21.06 11.99 1406 67.42 BBTE -66
Deutsche Plandbriefbank AG Germany 20013 19.00 662 560 32.40 2832 -308
Raiffeisen Bank International AG~ Austria NA  17.38 MA 281 NA  15.02 MN&
Kommuninvest Swadan 13.83 1655 13.43 1613 06.46 0748 102
Mational Bank of Greace SA Greace 19.16 1547 9.56 025 4088  BOTO 281
Unione di Banche Italiane SCpA* Italy 16.46 1511 MA MNA >0 »80 MN&
Unicaja Banco SA* Spain 16.68 14.48 NA NA 30 »80 NA
Bpifrance (Banque Publique d’lnvestissement}* France 13.80 1447 NA NA »30 »80 NA
Allied Irish Banks Plc Ireland 13.87 1242 g8z 860 6369 BO.25 1
Skandinaviska Enskilda Banken Swadan 1083 1219 1.95 3.24 18.01  26.69 g58
HEH Betwilipungs Management GmbH Germany 1366 1184 1134 10.30 B3.64 BE26 262

Data compiled Dec. 6, 2017.

Sample consists of the 50 largest banks by total sovereign exposures as of June 30, 2017, that participated in the European Banking

Authority’s transparency eercisa.

"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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* HEpresans Uhe gross carrying amounts of Soverelgn oans ana aavances and soveraign 0ent Nomings. mechanism
* The domestic exposuras were assumead t be over 90% of the total soversign & posures, based on EBAS proposad reporting requirement, ould cause
wou u

sinca the bank did not report detailed country level breakdown of sovereign exposuras.
~ [Diata for 2016 was not reported. yields across

NA = not available

Sources: S&P Global Market Intalligence; European Banking Authority the eurozone
to converge,
he argued,
adding that

click to enlarge
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
Smolenska, a research associate at the Florence School of Banking and Finance.

"l 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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