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Motivation Results

European debt crisis and the sovereign-bank feedback loop:

e Mutually reinforcing negative effects of sovereign risk, financial instability
and depressed economic activity

The feedback loop has dramatic effects on bank stability and economic ac-
tivity even if default does not materialize:

e Higher sovereign yields make banks increase their sov. exposures (and
their leverage), increasing their probabillity of failure
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Question: Could bank capital regulation break the feedback loop?
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Regulatory background
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Capital requirements for sovereignh exposures mitigate the negative ex-

ternalities associated with the following distortions:

Fig. 2: Simplified bank balance sheet

o Limited liability: risky sovereign debt may be attractive for banks, which
profit from high returns as long as the government does not default and
suffer losses limited to their initial equity otherwise

e Opaque balance sheets: individual banks do not internalize the effect of
their risk profile on the funding costs of the banking system

This paper

Non-linear DSGE model sheds light on the mechanisms behind:

e Endogenous feedback between bank failure and sovereign default risk

e Macroprudential implications of regulating banks’ sovereign exposures
Welfare trade-offs from increasing sovereign risk weights (. > 0):
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Fig. 3: Overview of the model economy

Key distortions:

Limited liability + deposit insurance: risk-shifting incentives

Opaque balance sheets: deposits priced according to avg. bank risk
Socially costly bank failure: motivates capital regulation

Limited participation in equity market constrains bank intermediation
Sovereign risk increasing in the level of public debt

Government fails to guarantee bank debt if it defaults
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