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Abstract

This article analyzes the state-market nexus by examining the role played by sovereign credit default swap
(CDS) derivative markets in the southern European debt crisis of 2010-2014. This nexus is conceived of as
being part of a larger process of state financialization and, more specifically, of sovereign debt management.
Thisarticle shows that the southern European debt crisis was triggered by the deterioration of fundamental
macroeconomic variables—not self-fulfilling dynamics driven by speculation. Moreover, the financialization
of publicdebt markets may generate opportunities for governments tomanage their public financing needs,
which illustrates the complex nexus between markets and governments.
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Introduction

The 2007-2008 global financial crisis was exacerbated in southern European countries by a sover-
eign debt crisis set off by a loss of confidence in their solvency, in the sustainability of public
finances, and in these states’ capacities to live up to their obligations as debtors. According to
Swedberg, “much of what has taken place after May 2010 has followed a similar pattern: deteriora-
tion of confidence in the bonds of individual member countries, followed by attempts by the EU to
restore confidence and avoid a systemic crisis” (Swedberg, 2011: 3).
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Despite the heterogeneity of southern European countries, between 2008 and 2015 markets
assessed Portuguese, Spanish, Italian, and Greek sovereign bonds in a very similar way. The attri-
bution of a similar status to all the southern economies of the Eurozone raises several questions for
researchers in comparative sociology and political economy: To what extent was the southern
European sovereign debt crisis due to a fundamental deterioration of fiscal and economic condi-
tions? Can we define the southern European debt crisis as a paradigmatic case that reflects market
profit motives over the state? Did the financialization of southern European sovereign debt markets
play a significant role in the higher cost of public debt in the 2010-2015 period? Was the European
sovereign debt crisis a case of speculative attack?

This article analyzes these questions by examining the role the credit default swap (CDS) deriv-
atives market played in the sovereign debt crisis of southern EU member states between 2010 and
2015. CDSs are financial derivative instruments that transfer credit risk from one party to another.
They were heavily involved in the 2007-2008 global financial crisis and, more specifically, in the
sovereign debt crisis that later affected southern EU countries in 2010-2014 (Grammatikos and
Vermeulen, 2012; Ingham, 2010; Morgan, 2010). CDS markets, as well as more extensive deriva-
tive markets, are central elements of state financialization, “a rarely discussed topic, but [which is]
widely assumed in the literature” (Karwowski and Centurion-Vicencio, 2018: 3).

The analysis of southern European government debt markets during the financial and debt crisis
provides a significant opportunity to examine the relationship and mutual dependencies between
financial markets and governments. This study shows that financial institutions may exert power
over governments, and this influences the availability and costs of debt financing (Hardie, 2011).
Nevertheless, governments can “exploit those very same constraints to realize political-strategic
goals” (Lagna, 2016: 5).

At the same time, the state-market nexus is conceived as being part of a larger process of state
financialization. The financialization of government debt impacts how and from whom
governments borrow money (Trampusch, 2019). It also refers to a sense-making framework by
which public debt is viewed as a portfolio to be optimized, similar to the asset-liability portfolio
of a financial company (Fastenrath et al., 2017; Trampusch, 2019). The use of financial instru-
ments such as CDSs exemplifies this process, whereby derivatives can be used to reduce bor-
rowing costs, though not without the risk of speculative and opportunistic behaviors by market
participants.

Analysis of the state-market nexus in sovereign debt markets is an emerging field of research
(Fastenrath et al., 2017; Lemoine, 2013; Mass0d, 2016; Mosley, 2015). Despite the growing number
of contributions on deregulation, globalization, privatization, and marketization, there has been
insufficient development of the concept of state financialization. Most scholars in economic soci-
ology and international and comparative political economy acknowledge there is a relationship
between governments and the rise of financial markets that works by privatizing pensions, ser-
vices, and public infrastructure (see Karwowski, 2019; Karwowski and Centurion-Vicencio, 2018;
Lazzarato, 2012, 2015; Vander Zwan, 2014, 2019). However, little attention is paid to how govern-
ments borrow money, how derivatives markets can influence governments and the cost of borrow-
ing, and what role governments and economic actors play in this process (Fastenrath et al., 2017;
Lagna, 2015, 2016; Mader et al., 2020; Trampusch and Fastenrath, 2021).

This article contributes to filling these gaps in three ways. First, the concept of state financiali-
zation is examined and extended through an analysis of the CDS market. These derivative instru-
ments are paradigmatic of current economic practices of financial innovation and are an unexplored
area of research on the nexus between financial markets and governments. We argue that
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financialized practices and incentives not only limit and constrain governments but also offer
them opportunities to manage public debt through market channels.

Second, we suggest that the process of financialization of sovereign debt markets shows the
complex interdependence between states and financial markets. The main results from this study
reveal that the sovereign debt crisis in southern European countries was initially attributable to the
deterioration of fundamental macroeconomic variables such as public debt, deficits, and gross
domestic product (GDP). Subsequently, when macroeconomic indicators had deteriorated, confi-
dence was paradoxically restored. In this phase, financialization practices helped governments to
deploy their financing strategies and obtain liquidity through the growth of the CDS market, which
offered investors a hedge for public debt risk.

Nevertheless, in this specific case it must be noted that the influence of context elements, such
as the shift in the European Central Bank (ECB) position in 2012, was critical to restoring confi-
dence in the Eurozone sovereign debt markets, particularly in southern European countries. An
intervention by Mario Draghi in London in 2012 stating that the ECB “. . . is ready to do whatever
it takes to preserve the Euro” is seen as a turning point in the Eurozone crisis. This was reflected in
falling interest rates for public debt in European southern countries. This statement exemplifies the
influence of the ECB’s communication policy on the formation of market expectations (Braun,
2015). Yet, ECB’s intervention was reactive and delayed, and it did not result in an explicit bond
buying program until 2015 (Braun and Hiibner, 2018). For this reason, it is relevant to analyze the
precise role the CDS market played in managing the debt crisis in the period from January 2008 to
December 2015.

Third, new data are provided on the obscure sovereign CDS market. As mentioned later in this
article, CDS markets are still under-explored due to governments’ reticence to discuss their deriva-
tives’ activities (Piga, 2001: 17-18). In addition, relevant public data are rarely available or pre-
sented in a disaggregated format. This fact is relevant to the ability of democratic institutions to
exert control over public debt management practices.

The extent to which results from this article can be generalized to other contexts is part of a new
comparative theoretical research agenda that will shed light on the relationship between the politics
of public borrowing and the construction of confidence by financial markets.

This article is divided into six sections. After the introduction in the first section, the second
section contains a theoretical discussion of state financialization and the characteristics of the
sovereign CDS market. The third section explains the political dimension of confidence in
markets and the concept of debt sustainability. A detailed comparative analysis of southern
European countries, the specific nature of semi-peripheral financialization, and the sovereign
debt crisis are presented in the fourth section. The fifth section contains the discussion of the
main hypothesis, as well as the methods employed to explain the changes in the cost of borrow-
ing. As is well known in sociological research (see the classic contribution made by Mason and
Brown, 1975), linear models are susceptible to high correlations between the explanatory and
independent variables, which may cause poor performance or generate unstable solutions. Due to
a high correlation between the explanatory variables, an alternative to the classic linear regression
model was used. The PLS package for model fitting (Wehrens and Mevik, 2007) was employed,
as it is resistant to strong correlations among the explanatory variables. The advan- tages of this
technique are explained in this section, and, then, the main results of the analysis are discussed in
the sixth section. The article concludes by highlighting the relationship between confidence,
financialization, and the complex relationship between governments and financial markets.
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State financialization: sovereign debt markets, derivatives, and
the rise of finance

In the last few years, there has been renewed interest in analyzing the impact of financial markets
on the social, political, and business spheres. Financialization is often broadly defined as the
“increasing role of financial motives, markets, actors, and institutions in the operation of domestic
and international economies” (Epstein, 2005: 3). In approaches from comparative and international
political economy, the concept of financialization capitalizes on various visions of the evolution of
world market economies (Lapavitsas and Powell, 2013; Nolke, 2016; Stockhammer, 2011).
Concepts such as the financial turn of the economy (see Krippner, 2011), financial capitalism
(Ertuk et al., 2008), subordinated (Lapavitsas and Powell, 2013), or semi-peripheral financializa-
tion (Becker, 2014; Gambarotto and Solari, 2015; Gambarotto et al., 2019; Rodrigues et al., 2016)
emerged in scholarly literature, shedding light on how different national institutional systems and
growth regimes interact with the expansion of finance and public/private indebtedness.

From a meso-level analysis, financialization is also the category used to represent transforma-
tions in corporate structure and behavior, as well as provide a broad map of privatization models
for public infrastructure, services (Davis and Cartwright, 2019; Lazzarato, 2012, 2015), and the
management of public finances (Fastenrath et al., 2017; Karwowski, 2019; Lagna, 2016).

Similarly, from a micro-level analysis, this concept exemplifies the expansion of financial mar-
ket norms and methods of valuation for non-market spaces, such as intimate relationships or pro-
fessional fields (Chiapello, 2015). Approaches to financialization have channeled attention toward
the everyday life of individuals and households, focusing on the way that their life cycles (health,
old age, housing and education) are steadily being eroded by global economic processes (Langley
and Leyshon, 2012).

The complexity of the term and its measures, together with the growing area of analysis it
encompasses, causes financialization studies to focus increasingly on several areas of research,
such as non-financial corporations (Davis, 2016; Soener, 2015), individual subjectivities (Chiapello,
2015), and the state, which is the object of our analysis. Each of these areas developed specific
definitions of financialization, how it works, and appropriate empirical measures.

Financialization of the state is an emergent field of research (Davis and Walsh, 2016; Fastenrath,
2019; Lagna, 2016; Trampusch and Fastenrath, 2021). Analysis of state financialization is centered
on the transformation of core state functions, such as the provision of public services and infra-
structure, monetary policy, public finances, and sovereign debt management practices (Hendrikse
and Lagna, 2017; Karwowski, 2019; Karwowski and Centurion-Vicencio, 2018).

Even though the number of contributions to the study of pension privatization (Anderson, 2019;
Van der Zwan, 2019, 2020) and new models of finance for public infrastructure and services is
growing (Engelen et al., 2014; Mulligan, 2016), to date, insufficient attention is paid to the analysis
of sovereign debt markets and the conceptualization of the role, functions, and structure of the state
and public administrative bodies in managing sovereign debt securities (Fastenrath et al., 2017;
Karwowski and Centurion-Vicencio, 2018; Lemoine, 2013; Massd, 2016; Mosley, 2015; Streeck,
2013, 2015).

The steady rise in government debt began in the 1980s in most Organization for Economic
Cooperation and Development countries (Green, 1993; Hager, 2016; Streeck, 2013, 2015). The
mechanisms employed by states to finance deficits fostered the development of government debt
markets and debt instruments that aim to provide liquidity.

The financialization of sovereign debt management is associated with an intense process of
public indebtedness, deregulation and financial innovation. This process has been achieved through
the adoption of active positions in financial markets by the state, the elimination of legal
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restrictions to perform certain types of operations related to the commercialization of risk through
financial instruments, and the existence of a variety of authorized transactions ensuring liquidity
and reducing credit risk.

Financialization: structural and instrumental power

Studies on financialization regularly investigate public debt management as a paradigmatic case to
explore the state-market nexus. The concepts of structural and instrumental power articulate this
nexus in areas such as regulatory reforms, policy implementation, decision-making processes, and,
more recently, sovereign debt management (Culpepper, 2015; Konings, 2005; Trampusch and
Fastenrath, 2021). The analysis of instrumental power generated a vibrant debate in the social sci-
ences in the 1970s and 1980s (Lindblom, 1977; Vogel, 1987). The structural power of financial
businesses is derived from their privileged position in the economy (Trampusch and Fastenrath,
2021), that is, their structural prominence in the economic system measured by their magnitude or
strategic importance. According to Culpepper (2015), structural power results from the fact that
firms control the investment decisions the economy depends on for growth. In its classical formu-
lation, certain businesses exert structural influence on politics, often unintentionally, precisely as a
consequence of their magnitude or strategic importance.

Differently, instrumental power is derived from lobbying activities. That is, it emanates from the
potential to alter the behavior of other state-actors, such as policymakers, regulators, or public
administrators (Culpepper, 2015). Instrumental power is exercised by those non-core functions of
firms that are used to attain certain outcomes, such as resources or advantages. Relevant examples
are campaign donations, lobbying, or firm associations.

However, even if the conceptual differences between structural and instrumental power are
clear, in practice, disentangling them is more difficult. Structural and instrumental power usually
work together and reinforce each other. According to Trampusch and Fastenrath (2021), busi-
nesses’ structural power may enhance their instrumental power by increasing the effectiveness of
their lobbying activities. This results in an augmented power mechanism. In addition, research on
structural power faces the problem of how to include agency in explanatory mechanisms to avoid
deterministic outcomes. Similarly, research on instrumental power faces the problem of how to
avoid mechanistic explanations resulting in a “lean state” model that is receptive to market pres-
sures from banks, investment funds, and market participants.

Recent contributions to financialization understand structural power as a set of mutual depend-
encies between the financial industry and the state (Bell and Hindmoor, 2015; Culpepper, 2015;
Dutta, 2020; James and Quaglia, 2017; Trampusch, 2019; Trampusch and Fastenrath, 2021). These
dependencies create advantages as well as vulnerabilities for the actors involved, avoiding deter-
ministic models of influence. In other words, the structure of the current market economy creates
opportunities for some companies and states, but not for others. In keeping with Trampusch and
Fastenrath (2021), an analysis of state behavior is also essential to understanding the financial
industry’s capacity to influence. The power that vested financial interests are able to exert depends
on the financial and monetary interests of states and on the responses of governments to the prefer-
ences of financial markets.

All'in all, the nexus between states and markets is a complex one. Neither does it solely involve
an intentional and deliberate financial strategy to influence governments, nor vice versa. Rather, it
is related to a model of mutual dependencies between states and financial interests that may lead to
different models of governance through financial markets.

In this context, an emerging research agenda on how sovereign debt securities are managed and
how sovereign debt markets work is gaining prominence among financialization studies and power
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research and literature (Dutta, 2020; Lemoine, 2013, 2017; Lagna, 2016). Understanding the pro-
cess of sovereign debt management—how sovereign debt securities are sold, how sovereign mar-
kets work, and what actors are involved—provides visibility to a state’s capacity to implement
policies and to the institutional constraints that render market governance possible.

As will be shown in this article, government debt markets are the main arena for markets to
pressure states, influencing the availability and costs of debt financing (Hardie, 2011). Nevertheless,
governments can engineer financial markets as instruments of statecraft to realize political-strate-
gic goals at minimum fiscal cost (see Braun et al., 2018; Lagna, 2016).

Sovereign debt markets and state financialization

Since the 1970s, the financialization of sovereign debt markets encompassed a number of new
organizational, mathematical, and technological developments that resulted in an unprecedented
expansion of debt instruments, operations, and competitive primary and secondary markets in most
Western countries. Derivatives markets are one of the main financial innovations of the last two
decades. Particularly, derivative instruments and the corresponding markets were intended to facil-
itate hedging the risks associated with public debt portfolios during the 1990s by bankers at JP
Morgan (see Morgan, 2010).

According to mainstream economics, CDS markets are important vehicles for the reallocation
of risk in financial markets. These views advocate a financial market that is free and efficient,
depoliticized, and predominantly shaped by private actors rather than states and regulators (Morgan,
2010; Preda, 2009).

CDS markets aptly exemplify the financialization process of government debt markets based on
the trading of risk. CDSs are derivative instruments traded on over-the-counter markets, which are
unregulated and lack transparency. Sovereign CDSs provide protection against payment default
risk or noncompliance by public debt issuers. Specifically, a “CDS is a financial contract whereby
a protection buyer pays a fixed regular premium to a protection seller for cover in the event of the
default of a reference organization” (Galan, 2012: 6). Typical sovereign CDS credit events are
bailouts, debt restructurings, and repudiations or moratoriums, that is, postponing debt payments.
CDSs allow for the transfer—not the elimination—of credit risk from one actor to another.
These instruments provide credit protection for buyers in the event of a default, which may take a
number of forms and varying degrees of intensity, such as the collapse of the underlying bond
issuer, the occasional default on bonds, a debt restructuring, or a financial bailout.

Consequently, CDS buyers obtain credit protection against the risk of non-payment on an
underlying asset, although they also assume a certain degree of risk regarding the contract seller,
since effective CDS protection depends on the seller’s capacity to meet their obligations (Arce
et al., 2010). In this sense, CDSs are considered not only a means of dispersing financial risk, but
also of replicating it among a myriad of buyers and sellers. However, as Ingham (2010) showed,
dispersing the risk does not mean eliminating it. On the contrary, risk is higher for the country that
issues the underlying asset, as it raises the cost necessary to pay for credit.

In this way, CDS contracts stem from a possible default on predetermined interest or principal
payments of an underlying asset—in this case, a sovereign bond (Chaplin, 2005). As a result, the
very characteristics of CDSs that enable investors to obtain protection against the risk of their
operations are also their greatest risk, since they allow for speculation regarding the credit worthi-
ness of the entity issuing the underlying asset or share package (Galan, 2012). An analogy using
health insurance is instructive: the worse the health condition is (the higher the default risk is), the
higher the price of health insurance (the greater the CDS spread). This also allows CDS traders to
speculate on the underlying asset (the price of sovereign bonds) precisely because when CDS
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markets assess the possibility of default as being very high, the price governments pay for credit in
sovereign debt markets increases as well. This dynamic of increasing borrowing costs may leadto
a crisis of confidence in the sustainability of public finances.

During the sovereign debt crisis in southern Europe, speculation on CDSs was rampant, as hav-
ing an “insurable interest” in the underlying asset was not required to purchase CDSs. The CDS
market was not simply a way of hedging risks; it was also a way of speculating on the price move-
ments of the underlying asset—the interest rate of the sovereign bond—and on the changing spread
of CDS contracts (Lagna, 2016; Morgan, 2010).

The social construction of confidence by markets

Debt sustainability, as reflected in CDS spreads, is related to the debtor’s capacity to repay the
creditor. Essentially, the key problem surrounding the securing of public debt is the message that
CDS buyers send out to the markets regarding the lack of collection guarantees. As far as govern-
ments are concerned, the way politicians manage confidence becomes an important topic that may
influence investors’ decisions and trigger financial crises (Swedberg, 2011).

Analyzing the factors that influence the cost of public borrowing is a complex socio-political
issue, not merely based on the outcome of a mathematical formula. Some questions are key to
understanding the political dimension of confidence: How much debt is too much debt? How much
can a deficit negatively influence the price of financing in markets? (Beckert, 2014). The issue of
public finance sustainability cannot be constrained to an analysis of macroeconomic indicators
such as the debt-to-GDP ratio; rather, it is a dynamic factor that must take other variables into
account in relation to economic and fiscal structures and confidence in political institutions
(Rodriguez-Diez, 2013). Therefore, although the debt-to-GDP ratio is an important factor of sus-
tainability, it is not possible to set a universal threshold of indebtedness above which a particular
country’s debt is confirmed to be unsustainable. This issue adds a new, complicated challenge,
namely, establishing a method to define how high the debt ceiling should be set in a particular
country.

Debt sustainability is, therefore, an ambiguous concept in that it cannot be measured directly.
The impossibility principle (Wyplosz, 2007) refers to the unforeseen nature of debt sustainability
and, therefore, the infeasibility of assessing it with any degree of certainty because it is based on
mere assumptions about a country’s future solvency and labor and economic policies.

Existing procedures are subject to significant limitations when analyzing public debt sustaina-
bility given the “impossibility principle,” which relies on the uncertainty inherent in predicting the
future (Beckert, 2014; Beckert and Bronk, 2019; Wyplosz, 2007). Accepting the “impossibility
principle” involves recognizing the importance of credibility when it comes to explaining the
future evolution of interest rates for government bonds (see Adkins, 2017 for the relationship
between time and individual debt). As there is no support for the view that added complexity
allows for more precise assessment, credibility becomes an important component that can trigger
vicious and virtuous cycles.

At high levels of debt, governments’ borrowing needs are also significant. However, their sus-
tainable borrowing capacity depends on how much lenders will finance, at what cost, and under
what conditions. Private lenders “will obviously lend only when the debt will be repaid” (Hardie,
2011: 142). But what are the implications if this condition is framed in the context of a stable fiscal
system, a solid democracy, and membership in the European Union, as is the case for Spain, Italy,
Portugal, or even Greece? As noted, high debt is not necessarily unsustainable if marketsconsider
it acceptable; in other words, debt is sustainable if it is not excessive in terms of future solvency
assessments, the evolution of budget balances, GDP, and interest rates. As there is no official
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procedure to determine whether debt is excessive (Wyplosz, 2007: 27), convincing lenders that
debt will be repaid is a question of ensuring political credibility through policymaking.

At the same time, paying down public debt when current levels are considered excessive can be
costly in terms of employment and growth because governments usually implement macroeco-
nomic policies designed to compress demand, reduce public spending, cut wages, and lower taxes
in hopes of reducing borrowing requirements. This may have negative effects on employment and
economic activity, which may worsen the financing conditions markets impose on countries whose
debt is considered excessive (Streeck, 2013). For this reason, a lack of credibility can trigger a
vicious cycle and lead to speculation on government debt securities. For instance, the mere exist-
ence of a CDS market allows investors to increase the risk of a credit default on the basis of a future
estimation that involves a significant subjective component, even though the present situation is
characterized by a lower objective probability of default. Therefore, the fear of a potentially unsus-
tainable situation makes insolvency more probable, and this is reflected in higher sovereign debt
borrowing costs and a worsening of public finances.

Case study. A semi-peripheral model of capitalism: the status of
southern European countries

Our analysis focuses on the cases of Portugal, Italy, and Spain. Greece was excluded due to an
overall lack of data available for CDS markets. These southern European countries do not consti-
tute a homogeneous model in economic, cultural, or institutional terms. However, they share the
same peripheral position within the European Union (Rodrigues et al., 2020). Following Rodrigues
et al. (2016), the term semi-periphery takes on a dual meaning. On one hand, it accounts for the
particular combination of characteristics of developed and developing countries such as a late
industrialization and backward economic development compared with core European countries
from continental Europe. On the other hand, the financial systems of southern European countries
share similar characteristics. They are mainly based on bank credit, with underdeveloped securities
markets, and are still characterized, in large part, by speculative investments (Gambarotto et al.,
2019).

As Molina and Rhodes (2007) pointed out, the production system of southern European
market economies is more fragmented than either liberal or coordinated market economies
along large-firm/small-firm, public-private, and territorial divides. The internal heterogeneity
of the production regimes and welfare systems in the south of Europe makes it difficult to
address one production model with a single form of comparative advantage (Molina and
Rhodes, 2007). This heterogeneity is precisely a characteristic of the Mediterranean model of
capitalism affected by an unequal form of regional growth and an absence of economic conver-
gence (Gambarotto et al., 2019).

The southern European periphery faces similar challenges and integration strategies posited by
the European Union and adopted by socioeconomic agents (Bruszt and VVukov, 2017). The process
of European integration forced these countries to address important structural transformations ina
short time spam in numerous and varied institutional fields. Since the 1980s, southern European
countries experienced an intense process of privatization, liberalization, and deregulation in differ-
ent sectors of activity, including finance (Gambarotto and Solari, 2015; Rodrigues et al., 2020).
The creation of the single European market and the adoption of the Maastricht convergence crite-
ria, in force since 1993, imposed strict fiscal and monetary discipline on these countries. In turn,
this resulted in important restructuring costs and weaknesses in the production system (Pataccini,
2017).
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European integration involuntarily induced a further phase of peripheralization in southern
countries (Gambarotto and Solari, 2015). This was further accentuated by a process of deindustri-
alization and speculative foreign investment in real state that was accompanied, more recently, by
a boom in the tourism sector (Rodrigues et al., 2020).

The Economic and Monetary Union created a favorable context for the process of financiali-
zation that assumed a subordinated or peripheral form in southern European countries
(Gambarotto and Solari, 2015; Gambarotto et al., 2019; Lapavitsas and Powell, 2013; Rodrigues
et al., 2016, 2020). Contrary to core European countries, who are export oriented and strongly
based on the enlargement of the financial dimension of their economies, southern European
countries are import oriented and centered on their domestic markets (Gambarotto and Solari,
2015). They lack the services of financial innovation that core countries benefit from, are more
dependent on foreign capital investment and advanced credit-based finance, and have a stronger
tendency toward deindustrialization (Perez and Matsaganis, 2018; Stockhammer, 2016). These
characteristics increase the fragility of growth regimes in southern European countries, reinforc-
ing their consideration as part of the periphery.

In sum, structural similarities of southern European countries, together with heterogeneous
work regimes, and fiscal and macroeconomic situations pose the question of how subordinated
financialization actually works in the context of public debt crisis.

From a banking crisis to a sovereign debt crisis in southern Europe

Southern European economies have been experiencing a drastic increase in indebtedness for more
than a decade, particularly in the period following the creation of the euro (Lapavitsas et al., 2014).
The largest percentage of this debt in terms of GDP corresponds to the private sector, and specifi-
cally the case of financial and non-financial entities. While the 2007 crisis initially stemmed from
a crisis in the financial system, in 2009 it presented as a sovereign debt crisis in Greece and gradu-
ally spread to Portugal, Italy, and Spain—the Eurozone’s southern member states—highlighting
the shortcomings of Europe’s political and fiscal integration.

The institutional design of debt markets in southern European countries has largely been
intended to promote liquidity through notable innovation in public debt instruments (see Fastenrath,
2019). However, at the same time, this financialization process allows investors to take speculative
positions based on their perception of sovereign risk (Hardie, 2011).

A pattern common to the three countries analyzed here is the transformation of the 2007-2008
banking crisis into a sovereign debt crisis (see Lapavitsas et al., 2014), when some years after the
outbreak of the global financial crisis, southern European states could no longer refinance them-
selves on international markets due to increasing sovereign bond spreads (Rodrigues et al., 2020).
This process culminated in the request for financial bailouts from the European troika (the European
Commission, the ECB, and the International Monetary Fund). Mario Draghi declared that the ECB
“is ready to do whatever it takes to preserve the Euro,” signaling a shift in market perception. It was
the start of a new ECB monetary policy, which would be communicated and developed at a later
time through complex regulatory policy instruments and state-led financialization solutions as
market governance instruments (Braun and Hubner, 2018).

Quantitative easing policies were applied from the beginning of the sovereign debt crisis to
avoid an immediate euro area break-up. ECB bond purchases were subject to the acceptance of
austerity programs imposed by the official lenders on southern European countries. Notwithstanding,
ECB intervention through quantitative easing was especially important as of 2015, when the ECB
compensated for the absence of lenders of last resort in Eurozone economies with large-scale pur-
chases of financial assets from banks (mainly bonds, some toxic). These purchases were
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widespread and caused a rise in bond demand and, consequently, prices to increase and interest
rates to drop (Braun et al., 2018). This bond-buying program resulted in a renewed convergence of
interest rates (close to zero) between the core and periphery, making it easier for the periphery to
pay back their loans.

The sovereign debt crisis experienced by southern European member states in 2012 had differ-
ent roots and causes given the internal heterogeneity of the European periphery. In Spain, public
debt was among the lowest in Europe at the end of 2008 (see Table 1) at around 40 percent of GDP.
In 2014 it increased to 99.3 percent of GDP. Public debt for Italy and Portugal was already among
the highest in Europe in 2008, and it increased as the crisis worsened.

The growth of Spanish public debt from 2010 onward was closely linked to the use of public
funds for banking bailouts—mainly for savings banks—connected to the real estate bubble from
the previous decade. Consequently, through highly complex mechanisms and state aid for saving
and restructuring the financial sector, private debt, fundamentally financial institutions” debt, grad-
ually became public debt.

Paradoxically, financial industry bailouts were designed to prevent insolvency, but at the
expense of plunging the state administration into a sovereign debt crisis. As stated by Stiglitz, “if
the Spanish government bails out banks, and the banking industry bails out the government, the
system becomes a voodoo economy” (Expansion, 11 June 2012).

Portugal had neither banking solvency problems nor a housing bubble that could pose a threat
to its financial situation. However, Portugal’s average economic growth over the previous decade
was quite slow, it had relatively low levels of competitiveness, relatively high family indebtedness,
and a strong dependence on external financing. As a result, the fiscal situation rapidly deteriorated:
in 2009, the crisis pushed the deficit up to 9.8 percent and the public debt-to-GDP ratio to 93 per-
cent. In this context, an early election was called, and the country was bailed out in 2011. For its
part, Italy did not have high public deficit levels; it deteriorated less than average and remained
more depressed after the crisis. Private debt, one of the lowest in the EU, did not represent aprob-
lem either. However, Italy had very high levels of public debt—the highest in the EU. At over
100 percent of GDP in 2008 and in excess of 115.35percent in 2010, this triggered extremely high
interest payments. In addition, Italy experienced one of the highest GDP contractions during the
crisis, which revealed its structural growth problem.

Data and methods

For operational purposes, financialization will be defined following Hardie’s approach: “the ability
to trade risk; both taking and trading the risk on the performance of an asset” (Hardie, 2011: 143).
The breadth and depth of financialization depends on the characteristics of national market struc-
tures, the financial instruments traded in that market, and the type of investors participating in it. It
relates to a particular configuration of financial markets that enables market participants to buy and
sell different types of risk in substantial quantities. A highly financialized market structure involves
a market design that promotes the trading of risk, such as CDSs, through debt policy innovations
that make the market more attractive to foreign investors.

The claim that financialization is a function of market structure and investor type and behavior
suggests it is connected to a particular market design that may more readily prompt the emergence
of speculative bubbles (Mass6, 2016). According to this idea, financialization allows investors to
speculate on sovereign risk.

However, as mentioned earlier, financialization has an enabling character that not only limits
and constrains governments, but also enhances the power of states to deploy their political and
fiscal strategies through financialized practices (Lagna, 2016). Thus, an additional alternative
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Table I. Public debt and deficits for Italy, Portugal, and Spain (2008-2014).

8¢l

Gross debt % GDP Deficit

GEO/TIME 2008 2009 2010 2011 2012 2013 2014 2008 2009 2010 2011 2012 2013 2014
EU-17 68.8 78.6 84.0 86.2 89.6 91.4 924 -2.1 -6.2 -6.2 -4.1 -3.7 -3.0 -2.6
Germany 65.0 72.5 81.0 78.4 79.7 77.4 749 -0.2 -3.2 -4.2 -1.0 -0.1 -0.1 0.3
Ireland 42.4 61.8 86.8 109.3 120.2  120.0 107.5 -7.0 -13.8 -32.3 -12.5 -8.0 -5.7 -3.9
Greece 109.4 126.7  146.2 172.0 159.4 177.0 178.6 -10.2 -15.2 -11.2 -10.2 -8.8 -12.4 -3.6
Spain 39.4 52.7 60.1 69.5 85.4 93.7 9.3 -4.4 -11.0 -9.4 -9.5 -10.4 -6.9 -5.9
France 68.1 79.0 81.7 85.2 89.6 92.3 95.6 -3.2 -7.2 -6.8 -5.1 -4.8 -4.1 -3.9
Italy 102.3 112.5 115.3 116.4 123.2  128.8 1323 -2.7 -5.3 -4.2 -3.5 -3.0 -2.9 -3.0
The Netherlands 54.5 56.5 59.0 61.7 66.4 67.9 68.2 0.2 -5.4 -5.0 -4.3 -3.9 -2.4 -2.4
Portugal 7.7 83.6 96.2 111.4  126.2 129.0 130.2 -3.8 -9.8 -11.2 -7.4 -5.7 -4.8 -7.2

United Kingdom 51.7 65.7 76.6 81.8 85.3 86.2 88.2 -5.1 -10.8 -9.7 -7.7 -8.3 -5.7 -5.7

(£)£9 A3oj0p0S 2ADIDGWION Jo [pUINOf [pUOHDUIRIU|
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Table 2. List of variables.

Variables that measure Variables that measure the CDS Variables measuring the cost of

macro-economic fundamentals market as a proxy of market borrowing asa proxy of market
financialization confidence.

Gross domestic product (GDP) Grossnotionalvolume: Benchmark (country risk

Deficit Net notional volume premium)

Governmentdebt Number of CDS contracts:

position highlights the enabling dimension of the state-market nexus. This article seeks to empiri-
cally examine this idea by analyzing the role played by the financialization of southern European
public debt markets in the evolution of the sovereign debt crisis that affected southern countries
between 2010 and 2015. We argue that debt market financialization played an enabling role as a
way of attracting investors and liquidity to sovereign debt markets to rebuild confidence and
reduce uncertainty about the solvency of southern European countries (see Morgan, 2010).
Methodologically, this article considered the monthly values of two groups of variables between
January 2008 and December 2014 for Italy, Spain, and Portugal. Our aim was to determine the
extent to which market confidence in southern European governments’ sustainability—measured
by the benchmark variable—may depend on proxy signs indicating the real economic situation,
rather than on the financialization of government debt markets, measured by CDS market varia-
bles. The two variable types capture macroeconomic fundamentals and government debt market
financialization (see Table 2). A further definition of these variables and sources is included in
Supplemental Appendix 1. The “Time periods in the southern European debt crisis” section shows
a descriptive table of these variables for the countries examined in this article over the periods in
question.

As shown next, a distinction was made between two periods: before (P1) and after (P2) the
height of the financial crisis. The justification for this distinction was to take the particular behav-
ior of the benchmark variable into account, and to find an operative methodological model.

The descriptive analysis of the benchmark variable shows a clear change in the pattern of the
data in the middle of 2012 (see Figure 1). This was due to external interventions in Europe and the
rest of the world, which sought to lessen the impact of the increased cost of borrowing on southern
European countries, as well as the knock-on effects of these increased costs (see Swedberg, 2011).
Including these external factors to explain this change would undoubtedly enrich the analysis, but
it exceeded the aims and scope of this article.

A decision was made to differentiate between two distinct periods and to find the simplest pos-
sible linear models to study the effects of the two groups of explanatory variables—macroeco-
nomic indicators and CDS market variables—on the dependent variable. However, as the
explanatory variables were highly correlated, the use of classic linear multiple regression was not
viable. As an alternative, principal components regression (Fennesey and D’ Amico, 1980; Mason
and Brown, 1975) was initially employed. This method was used to construct latent variables,
called components, which were linear combinations of the explanatory variables; their purpose
was to prevent the problem of collinearity. Nevertheless, this method implies selecting components
that can explain the variability of the predictive or explanatory variables, under the assumption
they will be useful to explain the dependent variable.

While this method is well known in the field of sociology, the previously mentioned limitation
prompted the search for a more suitable approach. The partial least squares (PLS) method operates
in nearly the same way, although it is possible to select those components that more adequately
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Figure 1. Benchmark for Italy, Spain, and Portugal, 2008-2015.

explain the dependent variable. PLS regression (PLSR) behaves similarly to the ridge regression
and shrinkage methods, which are more widely known in sociology (see Friedman et al., 2001;
Mason and Brown, 1975, for example). However, PLS also has a distinct advantage: it is easier to
interpret. Therefore, regression analysis was selected as the best fit for this case. Model fit is dis-
cussed in the “Final models” section.

Time periods in the southern European debt crisis

As discussed above, rather than taking political and economic factors into account, the values of
the risk premium were used to differentiate between the two periods in the data analysis. Specifically,
the turning point employed was the date when the risk premium for all three countries initiated a
downward trend:

e P1ranges from January 2008, when the benchmark began to rise, until July 2012, the height
of the financial crisis.

e P2 ranges from August 2012, which followed the peak of the crisis, to December 2015,
marking the start of the recovery.

In comparing the periods before and after the height of the crisis, major differences are visible,
primarily between Portugal, and Spain and Italy. Table 3 shows descriptive statistics, the mean, and
the standard deviation for the different variables in each country and time period.

Regarding the key variables, Italy and Spain had the highest values of GDP and also experi-
enced the most abrupt drops in the second period, respectively. Portugal’s production value under-
went a much more moderate decline. As shown in the sixth section, the deficit for Spain, Italy, and
Portugal decreased in the second period as a result of austerity policies aimed at rebuilding
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Table 3. Mean and standard deviation for the variables (obtained from a period of 45months for P1 and
a period of 41 months for P2).

Period P1 P1 P1 P2 P2 P2
Country Spain Italy Portugal Spain Italy Portugal
Benchmark 206.26 204.00 598.16 182.57 170.60 308.53
(153.5) (162.87) (585.6) (127.85) (102.28) (190.51)
GDP 0.41 0.62 0.07 0.36 0.56 0.06
(0.022) (0.018) (0.004) (0.006) (0.013) (0.001)
Deficit -9.10 -4.25 -8.37 -7.29 -2.68 -5.71
(1.71) (1.66) (2.12) (1.78) (1.25) (0.70)
Debt 50.02 108.27 93.75 83.49 124.83 129.78
(8.99) (4.06) (15.70) (5.59) (3.99) (2.49)
Net notional ~ 123,445.75 251,140.46 58,104.05 170,748.10 389,644.28 66,307.09
volume: (40,367.17)  (57,494.46) (14,190.29) (35,243.82) (27,514.96) (10,981.33)
CDS gross 14,753.87  22,870.33  7141.63 9413.83 19,215.61 2922.88
notional (2250.07) (2842.42) (3056.02) (2097.87) (1981.06) (986.70)

CDS contracts  5183.00 6919.60 2815.89 7703.63 12,950.68  4250.51
(2294.14)  (2433.45)  (1105.11)  (1810.84)  (1391.33)  (828.92)

confidence, precisely due to the significant increase of public indebtedness starting in 2007 in all
three countries (see Streeck, 2013).

As far as the CDS variables are concerned, the number of contracts together with the gross
notional volume significantly increased in all three countries from P1 to P2. This indicates a rele-
vant increase in the number of transactions in the CDS market to provide liquidity. However, likely
due to the change in the ECB stance regarding the sovereign debt crisis, the net insured volume
decreased in P2, that is, the amount of money that would ultimately end up changing hands in the
case of a credit event. Italy had the largest CDS market, followed by Spain, while Portugal trailed,
both in terms of the number of contracts and the total insured amount. This is in contrast to the key
variables, where Portugal had a comparatively much worse debt profile and a relatively larger defi-
cit. However, the insured amount was higher in all three countries in the first period at the begin-
ning of the crisis and before the European bailout. This explains the drop in the second period,
together with improved deficit and risk premium levels.

Major differences were also found in the correlations between the variables, as shown in Tables
4 and 5 (significance levels were calculated using the traditional approach assuming independent
data). Table 4 displays a high degree of correlation between the GDP and the CDS market varia-
bles. These correlations increased in the second period, while values for the three CDS market vari-
ables decreased; likewise, the correlation between debt and risk premium decreased. Nevertheless,
using the correlation coefficient to measure the strength of the relationship between any two of
these variables could yield misleading results, due to the high degree of association between the
variables. For instance, although GDP might appear to be the most adequate to explain the bench-
mark variable response, as will be seen later on, the debt variable in fact seems to be the most use-
ful when considering multiple linear regression models.

It is clear from the above-mentioned results that notable differences exist in the joint distribu-
tion of the variables between the two periods, which justifies their separate analysis. It is important
to note that the correlations between the dependent variable and the explanatory variables shown
in Tables 4 and 5 measure the total information captured by the explanatory variables, and despite
the high correlations, a cause-and-effect relationship between them is not necessarily implied. This
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Table 4. Correlation coefficients in P1 and approximate significance codes.**

Benchmark  GDP Deficit Debt CDS notional  CDS volume
volume protection
GDP -0.45%**
Deficit -0.10 0.53***
Debt 0.41*** 0.07 0.49***
CDSgrossnotional -0.16 0.81*** 0.57*** 0.44**

volume

CDSnetnotional -0.45*** 0.90*** 0.52%** 0.21* 0.86***
volume

Contracts 0.07 0.59*** 0.29** 0.29** 0.89*** 0.66***

*p < .05; *p < .01; **p < .001.

Table 5. Correlation coefficients in P2 and approximate significance codes.

Benchmark  GDP Deficit Debt CDS notional  CDS volume
volume protection
GDP -0.36***
Deficit -0.24** 0.45***
Debt 0.06 -0.21* 0.62***
CDSgrossnotional ~ -0.23** 0.93** 0.58*** 0.08
volume
CDS net notional -0.19* 0.95*** 0.51%** -0.01 0.98%**
volume
Contracts -0.16 0.91*** 0.45*** -0.01 0.98*** 0.97***

*p < .05; **p < .01; **p < .001.

is because a part of that relationship is due to the correlation with the other explanatory variables.
More importantly, what is of greater interest is measuring only the quantity of exclusive informa-
tion contained in each explanatory variable. This can, indeed, be achieved by adjusting statistical
models that account for the effects the explanatory variables collectively have on the dependent
variable. As previously mentioned, PLSR was used to avoid the problem of collinearity in the
model fit (see classical contributions of Fennesey and D’Amico, 1980; Mason and Brown, 1975;
Rockwell, 1975).

Main results and discussion

This section covers the main results and methodological discussion of the time series linear model
used to explain the changes in the cost of borrowing measured by the benchmark variable.

After performing various goodness-of-fit and variable transformation tests, the final models
included only those variables described in the previous section. The aim was to find the simplest
model possible that jointly accounted for the variations in the cost of borrowing.

For each period (P1 and P2), two models were considered: a reduced version that included mac-
roeconomic indicators as predictors (the “macro model”), and a full version that also included CDS
market variables (the “financialized model”).
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Figure 2. CV estimates of the RMSEP by number of components, for the macro (solid) and financialized
(dashed) PLSR models in both periods (P1 left and P2 right).

Both models included what was termed a “country effect,” whereby differences in the spread for
each country could be taken into account in the analysis. In operational terms, a dummy explana-
tory variable was added for each country to explain the differences between the averages of the
explained variable in each case. In addition, it was noted that the deficit effect depended on the
country, that is, each country’s deficit had a differential effect on the spread variable. This interac-
tion between the deficit and the country was accounted for by considering different coefficients for
each country to measure the different effect the deficit had on the spread; using classical statistical
terminology the result can be considered an analysis of covariance with an interaction effect (see,
for example, Aiken et al., 1991).

The PLS package (Wehrens and Mevik, 2007) in R statistical software (R Core Team, 2018)
was used for model fitting. The optimal number of components was selected taking prediction
error into account. Specifically, this was determined using estimates of the root mean squared
error of prediction (RMSEP) obtained by k-fold cross-validation (CV). Given the previously
mentioned temporal dependence and collinearity, validation was achieved by partitioning the
data into k = 10 consecutive segments (see, for example, Mevik and Cederkvist, 2004). Figure 2
shows estimates of the number of components obtained from the cross-validation of prediction
error for the various models in both periods. As a result, we observed that a large number of
components would be necessary, which would make it difficult to interpret the model. If the
number of relevant components were smaller, for example, up to three, they could have been
interpreted in a similar way to principal component analysis. For instance, biplot graphs could
be generated to interpret their relationship with the explanatory variables. All of this suggests
that the explanatory variables contribute only a limited amount of exclusive information,
although each of them does indeed contribute some useful information to the model that is help-
ful in explaining the cost of borrowing.
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Table 6 shows the number of selected components, the cross-validated estimate of the predic-
tion error, and the adjusted R? value (the estimated fraction of variance explained by the model) for
both of the models. The macro model yielded slightly better results for the first period, with an
explanatory power of 64 percent—16 points more than the model including the CDS variables—
and a prediction error that was 50.92 points lower than the financialized model. This suggests that
the CDS variables were ineffective in explaining risk premium performance. In the second period,
the financialized model seemed to perform better, as it explained 41 percent of the response varia-
bility and an increase of 4 percent in the adjusted R?value.

As previously mentioned, this approach takes into account the exclusive information that each
of the independent variables contributed to explain the behavior of the dependent variable. The
results obtained from the fitted models indicate that the CDS variables did not contribute additional
information to explaining the risk premium in the first period; the correlation between the explained
and the CDS variables seems to be due to their correlation with the other explanatory variables.
However, the results indicate that the inclusion of these variables in the second period does con-
tribute additional information to the model. In addition, these results were obtained using cross-
validation, making them more reliable than those obtained using traditional hypothesis testing
given its dependence on the validity of the model’s structural hypotheses.

Final models

Finally, the coefficients of each variable for the different models were estimated, and their stand-
ardized values were calculated to compare the relative importance of the variables. Table 7 shows
the values obtained using the final models selected for each period.

The first coefficients, named “Intercept Spain,” “Intercept Italy,” and “Intercept Portugal,” cor-
respond to the individual effect of each country. The following three coefficients, named “Deficit
Spain,” “Deficit Italy,” and “Deficit Portugal,” correspond to the interaction between the country
and deficit, as explained in the previous section. These coefficients allow for the use of a linear
model to explain the dependent variable for each country, thus simplifying their interpretation. The
resulting model is composed of these coefficients as well as those coefficients that are jointly esti-
mated. For example, the fitted model in the case of Spain is as follows:

Benchmark = — 668.666 + 81.579 Deficit + 94.061 GDP + 31.561 Debt

Given the differences between the estimated coefficients, it can be seen that there was an inter-
action between deficit and country. Therefore, there was a country effect and a deficit effect on the
behavior of financing costs, and the effect of one of these variables was dependent on the other
(see, for example, Mason and Perreault, 1991).

Nevertheless, it is important to be cautious when interpreting the estimated coefficients of a
linear model with high collinearity (Fennesey and D’Amico, 1980; Mason and Brown, 1975;
Rockwell, 1975). For example, it could be interpreted that as Spain’s deficit increased by one unit
in the first period, the risk premium increased by 81.6 percentage points. However, this would only
be the case if the rest of the explanatory variables remained constant, which is not a reasonable
expectation under these circumstances. It is clear that if the deficit changed, other explanatory vari-
ables would also change, even though debt would experience the most direct change. Thus, rather
than attempting to interpret the values, or even the signs of the coefficients, it was deemed more
reasonable to comparatively analyze the magnitude of the standardized coefficients to study the
relevance of the variables.
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Table 6. Selected number of components, CV estimates of RMSEP, and adjusted R?, multiple
determination coefficients for the fitted PLSR models.

Period Model Number of components RMSEP Adjusted R?

P1 Macro 6 242.76 0.64
financialized 5 293.68 0.48

P2 Macro 6 124.97 0.37
financialized 9 121.21 0.41

RMSEP: root mean squared error of prediction.

Table 7. Estimated coefficients and standardized values of the final models selected.

Macro P1 Financialized P2

Estimated coeff.  Standardized coeff. Estimated coeff. Standardized coeff.

Intercept. Spain -668.666 2742 3376.182 -6.146
Intercept. Italy -3214.632 -1.926 4746.454 3.707
Intercept. Portugal  -1888.613 -0.334 4902.427 3.108
Deficit. Spain 81.579 0.588 52.477 0.816
Deficit. Italy 13.337 0.061 13.354 0.203
Deficit. Portugal 57.212 0.395 54.323 0.806
GDP 94.061 -0.296 -201.529 -0.718
Debt 31.561 2.077 -34.366 -4.664
CDS gross notional -0.003 -2.196
volume

CDS net notional -0.014 -0.470
volume

Contracts 0.101 2.229

In view of this, the deficit effect was elevated in Spain (0.59) and Portugal (0.4), while it was
practically non-existent in Italy (0.06). Similarly, debt had the greatest effect among all the varia-
bles considered. As previously discussed, the variables related to the CDS market were not taken
into account in the model for the first period on the basis that their inclusion did not contribute to
explaining the behavior of the risk premium and, therefore, the financing costs of southern
European countries in this period.

In the second period, both groups of variables—macroeconomic indicators and variables related
to the financialization of the market—were included. In accordance with the standardized coeffi-
cients, the debt variable continued to have the greatest predictive weight. Note that, although the

burden of debt worsened, the benchmark values and deficits improved precisely because of inter-
vention by the European Union. Public indebtedness seemed to be the key factor in explaining
lenders’ confidence in southern European countries. Convincing lenders that debt will be repaid
requires ensuring credibility through policymaking. In keeping with Streeck (2013: 14), the rise of
austerity, in this context, should be interpreted as a political imperative for some debtor countries.

Moreover, in the second period, the CDS variables increased predictive capacity in terms of the
behavior of the benchmark variable. The CDS variables with the highest coefficients in the second
period were the number of contracts, followed by the gross notional volume of cover. Therefore, it
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appears the effects of the CDS variables together with debt were greater than the effects of the defi-
cit and GDP variables in the second period.

The low value of the coefficient for the CDS variable for net notional volume, which indicates
the monetary value that buyers of coverage would receive in the event of a credit event, seems to
suggest that this variable did not have an effect in this period. It is important to note that while the
values for the remaining CDS variables increased in P2, indicating a greater density of transactions
in the CDS market, the CDS net notional volume decreased after the European Union intervened
and forced southern member states to prioritize reducing deficits and social spending to preserve
their debt service.

The signs were negative for the coefficients that measure sovereign debt market financialization
(gross and net notional volume), indicating that an additional unit of those variables adds an aver-
age of —2.196 and —0.470 of risk premium, respectively. This means that for a higher volume of
protection, market uncertainty decreases. A positive sign for the coefficient for the number of
contracts suggests the opposite relationship, that is, an increase in the number of contracts results
in an increase in the risk premium and a decrease in market confidence in the sustainability of debt
service in southern European countries. Ultimately, the data seem to show that as uncertainty over
the sustainability of debt service in southern European countries decreases, the volume of debt
insured increases. This is likely due to the fact that in the context of financial crisis and elevated
indebtedness, credit needs are greater. That said, the number of contracts increases or decreasesin
the same direction as the benchmark value. This indicates that once a debt crisis is triggered, an
improvement in market confidence (a decrease in the benchmark value) results in fewer contracts,
while a decrease in market confidence leads to more contracts, albeit for a lower insured value.

As mentioned previously, predictors that are highly correlated might produce unexpected signs,
which require they be interpreted cautiously. For this reason, our analysis focused on comparing
the magnitude of the standardized coefficients, as shown in Table 7. To assess the impact of debt
financialization as a whole, given the strong positive correlation between CDS variables, it would
be reasonable to use the sum of the three standardized variables as an overall average of debt finan-
cialization. If this measure was used in the model in the place of the three individual variables, we
would obtain a coefficient of —0.437. This suggests that the overall effect of debt financialization
is negative in the second period (bearing in mind caution must be taken when interpreting these
coefficients due to their elevated multicollinearity).

Ultimately, the results obtained indicate that the CDS variables contributed no additional infor-
mation to explain the dependent variable in the first period; the correlation between the explana-
tory variable and the CDS variables is due to its correlation with other explanatory variables.
However, the inclusion of these CDS variables in the second period does incorporate additional
information to the model and seems to have a negative effect on the benchmark value. These
results seem to confirm that the financialization of southern European public debt markets facili-
tated access to financial resources by decreasing borrowing costs between mid-2012 and 2015.

This framework clarifies the importance of the CDS market in explaining market confidence in
southern European states as debtors. Thus, CDSs did not play a role in triggering the sovereign
debt crisis. Yet, they did influence market confidence during the second period since the perception
of risk diminished, paradoxically, when debt, GDP, and economic growth worsened. Theseresults
seem to reinforce the role of financialization not only as a manner of imposing market constraints
on governments, but as a mechanism to enable governments to exercise statecraft through market-
based channels that provide liquidity (Lagna, 2016). As Braun et al. (2018) show, the financializa-
tion of government debt markets in the European Union can be interpreted as a mode of governance
in itself, a way to deploy fiscal and monetary policies promoted by European institutions.
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Conclusion

The 2007-2008 financial crisis and the subsequent sovereign debt crisis in southern European
countries prompted a discussion on how markets can constrain governments and, inversely, on how
governments can develop their own strategies by leveraging the expansion of financial markets
(Lagna, 2015, 2016; Konings, 2010).

This study analyzed how the degree of financialization of public debt markets, measured by the
CDS market, may have influenced the cost of borrowing, and as a result, fomented or impeded the
financial crises that affected southern Europe between 2008 and 2015. This article presents a time
series linear regression model with monthly data from the CDS market and its key variables from
2008 to 2015 for Spain, Italy, and Portugal. This study provides, for the first time in the academic
literature on the subject, comparative data on the main characteristics of an opaque derivatives
market to which some authors attribute responsibility for the recent financial crisis (European
Commission (EC), 2010; Ingham, 2010). The data revealed the difficulties associated with measur-
ing derivatives markets. These difficulties stem from political and methodological research issues
regarding the opacity of these markets, their volatility, and collinearity.

The relationship between sovereign debt, the cost of financing it, and a country’s economy is
complex, multidimensional, and subject to change over time. Considering the acute internal het-
erogeneity of southern European countries in terms of the impact and consequences the crisis had
on each of them, it was observed that the spread of the debt crisis in the first period (P1) was attrib-
utable to the deterioration of key macroeconomic variables (GDP, deficit and public debt) and not
to speculation via CDSs in the absence of appropriate market regulations. In the period of recovery
(P2), the inclusion of the CDS variables increased the explanatory power of the model by 4 points,
while the risk premium decreased. In other words, market confidence increased, despite the notice-
able increase of debt levels and the low expectations of growth in these three countries.

In this scenario, the explanatory power of the CDS variables showed how financialized prac-
tices and incentives not only limit and constrain governments, but also offer opportunities to man-
age public debt. In line with Lagna (2016), such an analytical conception of financialization
provides the opportunity to study the state’s active role in expanding financial markets.

These results aim to complement those approaches that view financialization as a path for mar-
kets to exert instrumental power on public policy (Hardie, 2011; Trampusch and Fastenrath, 2021).
Governments may also exploit derivatives markets to achieve strategic goals, such as reducing the
cost of borrowing and attracting foreign investors to sovereign debt markets. This approach does
not imply that the unstable character of public borrowing in periods of financialization should be
underestimated (Lagna, 2016). Rather, it is a way of representing the complex links and reciprocal
constraints between governments and financial markets. The extent to which these links differ, in
line with each country’s socioeconomic situation and status, is part of a new comparative theoreti-
cal research agenda that will shed light on the transformation of global financial markets, the poli-
tics of public borrowing, and the construction of confidence in light of states’ performance and
financial markets.

The innovative research question addressed in this article was whether market confidence oper-
ated in the same way in all southern European countries and under all circumstances, regardless of
their internal heterogeneity. To address this, we sought a model that would be as simple as possible
while still jointly explaining the variations in the cost of borrowing in the three countries. The cost
of borrowing variable displayed similar patterns in southern European countries, which shows that
markets tend to strengthen and reproduce existing status relationships regarding sovereign sol-
vency in an attempt to limit or reduce uncertainty. Most of the research on status and the market is
conducted on businesses and not on sovereign states (Bothner et al., 2011; Jensen, 2008; Sauder
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et al., 2012). How status is built in sovereign debt markets exceeds the aims of this article, though
it presents an opportunity for a new research agenda on how countries’ status influences the build-
ing of market confidence and its implications for democracy.

An additional goal of this study was to determine whether speculation with CDSs was at the
origin of the debt crisis. The results confirmed that the CDS variables were not satisfactory in
explaining the increase in the cost of borrowing for southern European countries between 2008 and
2012. CDSs acted fundamentally as instruments to secure public debt during the period when con-
fidence was in the process of being restored. This was characterized by high levels of public debt
and economic stagnation, which is in line with the financial panic and markets’ aversion to risk
between 2012 and 2015. In this sense, the results showed that maintaining market confidence in
southern European countries was not only a question of fiscal conditions but also a future-oriented
approach where market participants aimed to rebuild legitimacy and repair the normal functioning
of CDS markets after the growth of speculation over the preceding decades (Beckert, 2014; Beckert
and Bronk, 2019; Swedberg, 2011).

Ultimately, the approach devised in this article provides the necessary evidence, based on the
available data, to revise the concepts of state financialization theories. As shown here, the pro-
cesses of state financialization—more specifically, how governments manage public debt—may
induce speculative actions contrary to public interest. At the same time, debt market financializa-
tion allows for the creation of conditions that favor processes to develop pragmatic legitimacy and
offer logical rewards to participants that benefit public interest, especially in the context of uncer-
tainty (Culpepper and Reinke, 2014). The equilibrium between these mutually dependent pro-
cesses constitutes a fundamentally political issue that affects both state financing costs and the
transparency of the process that regulates the functioning of debt markets.
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