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 Concerns about fiscal sustainability and worsening balance sheet conditions of major banks triggered a 
doom loop between banks and sovereigns during the 2010-2013 sovereign debt crisis. Despite closer 
financial integration and additional institutional safeguards, the home bias, i.e. domestic bank holdings of 
domestic sovereign debt, is still high in most EU countries and raises concerns on the incentive of 
governments to consolidate debt. We examine the effects of home bias on fiscal sustainability in EU 
countries. Using an extension of an IMF database on sovereign debt holdings by Asonuma et al. (2015) 
and a novel methodology, we find that a higher home bias does not necessarily reduce the reaction of 
governments to public debt. The reason is that a developed banking system allows sovereigns to raise more 
public debt domestically at acceptable conditions to support economic stabilisation. An increased presence 
of foreign banks has a benign effect on sustainability by reducing governments’ debt bias, but state-owned 
banks reduce it. Developing financial markets further through the completion of the Banking and Capital 
Markets Unions in the EU could help countries in the trade-off between economic stabilisation and debt 
sustainability, while bringing in more foreign banks might enforce stronger fiscal discipline. 

 

 

 

Introduction 

One of the lessons of the 2010-2013 sovereign 

debt crisis is that banks and governments can be 

caught in a ‘doom loop’ in which financial 

instability and fiscal distress reinforce each other. 

Sovereigns might support the domestic financial 

sector at a large budgetary cost that undermines 

fiscal sustainability. As banks keep large amounts 

of domestic public debt in their portfolios, their 

exposure to sovereign risk undermines their 

balances (Broner et al., 2014). Financial stability 

can be compromised if the value of government 

securities on banks’ balance sheets falls, exposing 

banks to a reduction in the value of their assets, 
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triggering collateral risk, capital losses, and 

counterparty risk. Shortfalls on the balance sheet 

can potentially destabilise the banking sector as a 

whole (Brunnermeier et al., 2016). While new 

institutional safeguards and monetary 

interventions by the ECB have mitigated these 

risks, the debate on fiscal policy and financial 

stability is not closed. Rising debt ratios are 

casting doubt on the fiscal capacity to provide 

economic stabilization. High public debt in the EU 

(and other advanced economies) combined with 

rising interest rates in an inflationary context, 

together with 3T spending, and the phasing out of 

QE poses challenges to fiscal policies and the 

financial system. A problematic issue is that the 

financial sector’s home bias, defined as the 

preference of domestic banks to hold sovereign 

debt issued by their own government, is still high. 

Data 

We construct two measures of home bias using 

IMF sovereign debt holdings data from 2001 to 

2023 for all EU Member States using the database 

on sovereign debt holdings by Asonuma et al. 

(2015). The first measure – the debt-based home 

bias – represents the share of domestic public 

debt held by domestic banks relative to total public 

debt. This metric captures the extent to which 

governments rely on domestic banks for financing. 

The second measure – the asset-based home bias 

– calculates the proportion of sovereign bonds 

within total bank assets, reflecting the preference 

of domestic banks for holding sovereign debt 

compared to other financial assets. 

A plot of the average home bias, and the first and 

last decile, overall show a modest decline in the 

debt-based home bias measure over time, while 

for the asset-based home bias, we observe a 

moderate increase (Figure 1). Furthermore, the 

data reveal significant variations in home bias 

across EU countries. Euro area Member States 

exhibit a declining debt-based home bias, largely 

due to European Central Bank interventions, 

whereas non-euro area countries display stable or 

increasing levels. The asset-based measure 

highlights that countries with well-developed 

financial systems maintain a lower share of 

sovereign debt within bank assets, except for a 

few cases where domestic financial conditions 

create incentives for banks to hold more 

government bonds. High levels of home bias in EU 

countries raises concerns on the use of fiscal 

policy for economic stabilization, while 

safeguarding financial stability 

Figure 1. Home bias in EU countries (mean and 
10/ 90th percentile). 
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The effects of home bias on fiscal policy 

The effects of a higher home bias on fiscal 

sustainability are not straightforward, however. 

On the one hand, fiscal discipline might be 

weakened by a higher home bias. The easy 

placement of public debt mainly via the domestic 

banking system might not immediately raise 

concerns on public debt. In fact, well-developed 

financial systems allow governments to issue debt 

on favourable terms, usually with large domestic 

banks as the major market makers. An economic 

or financial crisis might eventually trigger a rise in 

the financing cost for governments, and if fiscal 

space is tight, might even trigger a sovereign debt 

crisis (Asonuma et al., 2015). Such a situation 

could then also require central bank intervention 

to take on the burden of bailing out banks and 

governments (Brunnermeier et al., 2016). 

On the other hand, increased holdings of domestic 

sovereign bonds can also act as a disciplinary 

device if governments fear the consequences of a 

financial crisis on domestic macroeconomic 

stability (Coeurdacier and Rey, 2013; Gennaioli et 

al., 2018). This would be particularly a concern in 

less developed financial markets (Ebeke and Lu, 

2015). Tighter constraints on fiscal policy might 

result in particular from the presence of foreign 

banks. As these banks render the banking sector 

more efficient, access to international markets 

reduces risk-taking and improves allocation of 

capital (Sengupta, 2007). If foreign banks transfer 

significant profits abroad, this can limit tax 

resources. Foreign banks might also be a more 

critical partner of the government for marketing 

public debt. However, foreign entry might could 

be destabilising for the host country’s banking 

sector through the transmission of cross-border 

shocks, and carry a potential fiscal cost. Finally, 

default on domestic public debt held by foreign 

banks comes at little political cost to the sovereign 

(Balteanu and Erce, 2018).  

The banking sector in some EU Member states has 

an important share of state-owned banks. 

Government participation in the banking system 

potentially facilitates debt placement by the 

sovereign and could endanger fiscal sustainability 

(Becker and Ivashina, 2018). Nevertheless, public 

banks could impose more discipline if 

governments are concerned about their financial 

stability and the effects on their clients. 

Empirical evidence on the role of the home bias 

on fiscal responses is limited. Variations over time 

and across EU countries provide an opportunity to 

assess whether the home bias modifies the 

consolidation response across of governments in 

different institutional and economic environments. 

We apply a novel method – smooth transition – on 

a panel of 27 EU Member States using the 

extension of the IMF database by Asonuma et al., 

2015). 

Methods 

To examine the impact of home bias on fiscal 

policy, we test a standard fiscal rule à la Ghosh et 

al. (2013) in which the government sets the 

primary surplus in response to public debt. We 

employ a panel smooth transition regression 

model to capture the potentially non-linear effects 
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of the home bias on this debt response. Unlike 

traditional linear models, this approach accounts 

for potential regime changes in fiscal consolidation 

and output stabilization responses according to 

the level of the home bias. By applying this 

methodology, the study identifies thresholds at 

which the home bias significantly alters fiscal 

responses by governments. 

In addition, we control in the fiscal rule for 

characteristics of the financial system, in particular 

on the structure of the financial markets in terms 

of depth, access and efficiency of financial 

markets and institutions (using the IMF Financial 

Development Index), as well as the role of foreign 

and state-owned banks, using the recent Panizza 

(2024) database. 

Results 

Our empirical results reveal that home bias has a 

substantial impact on fiscal sustainability. Three 

main findings stand out. 

The first finding is that countries with high home 

bias do not necessarily experience weaker fiscal 

discipline, but allow automatic stabilizers to 

operate more freely, and adopt counter-cyclical 

fiscal policies, relying on financial market access 

to both manage debt and stabilize output 

fluctuations. A supplementary analysis testing the 

response to debt shocks shows that for higher 

levels of the home bias, short-term fiscal 

consolidations reverse after a few years. This 

suggests that while a home bias allows temporary 

fiscal flexibility, it also contributes to long-term 

debt accumulation. 

The second finding is that euro area and non-euro 

area countries have a pronounced different fiscal 

behaviour. In the euro area, under a high home 

bias, fiscal policy substantially increases the debt 

sustainability response, while exhibiting more 

pronounced procyclical patterns and allowing for 

transitory deviations in spending without a 

correcting response, which is a typical finding for 

euro area countries (Larch et al., 2021; Gootjes 

and De Haan, 2022). By contrast, non-euro area 

countries tend to prioritize fiscal consolidation, 

due to limited financial market depth and external 

borrowing constraints, just as in other emerging 

markets. Fiscal policy becomes more powerful as 

a stabilisation tool when financial access to 

markets improves (Carrière-Swallow and 

Céspedes, 2013; Eichengreen et al., 2023). 

The third finding is that the structure of the 

financial system matters. More liquid and efficient 

financial markets would allow governments to tap 

into bond markets more easily (enabling lower 

surpluses on average). In addition, the presence 

of foreign banks appears to support fiscal 

sustainability by diversifying debt placement. 

Finally, a higher share of state-owned banks 

reduces fiscal discipline and increases sovereign 

risk exposure. 

Conclusions 

The study provides new insights into the role of 

home bias in shaping fiscal policy within the EU. 

While institutional reforms and regulatory 

measures have reduced the risks associated with 

sovereign-bank linkages, home bias remains a 
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persistent feature of EU financial systems. The 

results indicate that home bias can either support 

fiscal stabilization or create risks of fiscal slippage, 

depending on the financial structure and economic 

situation. 

The implication for fiscal policy surveillance in the 

euro area is that greater financial integration in 

the EU could mitigate risks associated with home 

bias. Strengthening the Banking and Capital 

Markets Unions would allow governments to 

access more diversified financial markets, 

reducing reliance on domestic banking sectors for 

debt placement. Countries with high home bias 

may require stricter debt management 

frameworks to ensure long-term sustainability, 

while those with more open financial markets 

might benefit from greater fiscal flexibility. 

Overall, the persistence of home bias underscores 

the need for continued reforms in the EU’s 

financial and fiscal architecture. Given historically 

high debt levels and the evolving economic 

transition, ensuring that fiscal policies remain 

sustainable will be crucial in preventing future 

sovereign-bank crises. The findings contribute to 

the broader debate on how financial development 

influences fiscal outcomes, emphasizing the need 

for policies that balance economic stabilization 

with responsible debt management. 
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Policy Implications 

Greater financial integration in the EU could mitigate risks associated with home bias, in particular via cross-

border bank integration. Strengthening the Banking and Capital Markets Unions would allow governments 

to access more diversified financial markets, reducing reliance on domestic banking sectors for debt 

placement, and as a result improve fiscal discipline. Boosting financial development imrpoves the trade off 

for fiscal policies that balance economic stabilization with responsible debt management. 
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