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Stéphane Auray† Aurélien Eyquem‡ Xiaofei Ma§

July 9, 2018

Abstract

We develop a two-country model with an explicitly microfounded interbank market and
sovereign default risk. Calibrated to the core and the periphery of the Euro Area, the
model gives rise to a debt-banks-credit loop that substantially amplifies the effects of fi-
nancial shocks, especially for the periphery. We use the model to investigate the effects of a
stylized public asset purchase program at the steady state and during a crisis. We find that
it is more effective in stimulating the economy during a crisis, in particular for the periphery.
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1 Introduction

In this paper, we analyze the interaction between an integrated interbank market and sovereign

default risk using a two-country dynamic general equilibrium model, with a focus on the trans-

mission of the recent financial crisis, and unconventional monetary policies in the Euro Area. Our

model is rich of financial interactions in the intermediation process, and gives rise to a sovereign

risk / interbank market feedback loop. Calibrated to the Euro Area, the latter amplifies the trans-

mission of a large negative capital quality shock with respect to alternative models with financial

frictions, especially for the periphery. We then use our model to assess the potential effective-

ness of unconventional monetary policies in the form of an sovereign bonds purchase program.

The program is more effective when implemented during a crisis, and stimulates macroeconomic

conditions of the periphery more strongly. As such, the welfare gains of the program are larger

when the latter is implemented during a crisis, and larger for the periphery.
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