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Firm default and credit demand at the Micro-Level

• Individual firm insolvencies will endogenously occur in the model, where the
starting point is set by non-uniformly distributed capital costs of the banks as
the initial distribution of equity ratios is Pareto, but above a minimum target set
by the authorities.

• If the fraction of insolvent firms remains low (which implies no bank insolvency),
apart from a concentration process, there will be no real economic consequences.

• The entire volume of desired investment is homogenously allocated to the
solvent firms.

• Firms differ in the amount of internal financing by retained earnings because of
last period’s capital costs, which itselves depend on borrowers’ and lenders’
creditworthiness.

• Firms’ credit demand is residually determined.
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Balance sheet matrix before SPV resolution

Households Firms Banks SPV
∑

Tangible Capital +Kf +K
Deposits +Mh −Mh 0
SPV Bonds +BA +BB −B 0
Loans −Lb +Lb 0
Securitized Loans −Ls +Ls 0
Corporate Equities +pf ef −pf ef 0
Bank Equities +pbeb −pbeb 0
Net Worth −NWh 0 −K∑

0 0 0 0 0
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Transaction flow matrix before SPV resolution

Households Firms Banks SPV
∑

Current Capital Current Capital
Consumption −C +C 0
Investment +I −I 0
Wages +WB −WB 0
Firm Profits +FDf −Ff +FUf 0
Bank Profits −Fb +Fb 0
SPV Profits +Fs −Fs 0
Deposit Interest +rM Mh(−1) −rM Mh(−1) 0
SPV Bond Interest +rBBA(−1) −rBBA(−1) 0
Loan Interest −rLL(−1) +rLLb(−1) +rLLs (−1) 0
Change in Deposits −∆Mh +∆Mh 0
Change SPV Bonds −∆BA −∆BB +∆B 0
Change in Loans +∆L −∆Lb −∆Ls 0
Change in Equities −∆pf ef +∆pf ef +∆pbeb 0

−∆pbeb 0∑
0 0 0 0 0 0 0
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Financial stress in the securitization market and risk propagation

• If there are sufficiently enough firm defaults in the securitized credit pool, the
SPV profits will turn negative.

• This represents a loss to the owner-banks and they decide to liquidate the SPV
at the cost of their equity ratios. As a consequence some banks may come
under pressure of fulfilling capital requirements.

• This means a bank may fail, although there was no significant default in its own
(monitored) credit portfolio (systemic risk).

• How realistic is an SPV originated by several banks ? At first glance, maybe not
realistic.

• But the way of modeling just stands for other interbank-linkages: i. banks have
invested in other banks’ securitization, ii. even the draft of the European
Commission allows the SPV to enter into derivatives transactions (for hedge
purpose).
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• The model incorporates a market re-entry mechanism for banks in order to
return to quasi steady state solution.

• As we do not model the government sector explicitly, the banking sector has to
take care of the bank resolution itself:

• The x best capitalized banks transfer some equity to the corresponding lowest
capitalized ones after z periods.
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Monte Carlos simulation and securitization intensity
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Calibration, (validation and sensitivity analysis, to do)
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