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The nexus and the European crisis
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• Banks hold government bonds
• Regulation, moral suasion, 

central bank operations, 
primary dealers

• Banks borrow wholesale and 
offer those bonds in repo 

• Governments provide explicit 
and implicit guarantees of 
bailout

• Asset price spirals:
• Losses spiral: value of assets 

falls, repay wholesale funding
• Margins spiral: raise margins in 

anticipation of price drop
Source: Brunnermeir Reis (2023) A crash course on crises



Especially prevalent for European banks
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(1) Banks were more likely to hold 
national sovereign bonds, all four 
motives

(2) Sovereign bonds were treated 
as fully safe by regulators

(3) ECB accepted sovereign bonds 
of every country in exchange 
for reserves

(4) Public debt markets were not 
very liquid and relied heavily on 
banks as primary dealers

(5) Per country, very few very large 
banks, so sovereigns would 
always bail them out

Default risk for Irish and Greek sovereigns and banks 

Source: Brunnermeir Reis (2023) A crash course on crises



Correlation between bank and sovereign risk
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• Including Italy in the more 
recent 2014-2017 period, a 
time of low default risk, to 
show this is not gone

• Reforms:
• Independence of regulators 

from the ministry of finance
• Concentration limits (or 

risk weights) on bond 
holdings

• International diversification 
(ESBies, SBBS)

Monthly averages of the default risk of banks against that of the sovereigns. 

Source: Brunnermeir Reis (2023) A crash course on crises



Looking ahead: fiscal pressure,
financial repression, and the US risk
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Different times: focus on fiscal pressure
• In absence of a crisis: 

• Higher bond holdings (i) lower interest payments on debt right away, but (ii) crowd out 
private lending, real activity and tax collections in the future.

• Present bias of politicians is the problem. Institutions and political cycle

• With a fiscal crisis lurking in the background

• If regulator tries to fight the diabolic loop and lower banks bond holdings, then this 
causes a fiscal crisis, which itself triggers a financial crisis.

• Unpleasant macro prudential arithmetics (Fed and its support of the Treasury market.)

• Regulators are captured into financial repression

6Source: Reis (2021) The fiscal footprint of macroprudential Ppolicy



The pandemic fiscal scars and the Iran conflict
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Forum

The redistributive e!ects of this approach have been 
quantified in December 2022 by the French Treasury it-
self, indicating in a study that the loss of revenues due 
to surging energy import bills represented a total cost of 
€85 billion – 3% of GDP (Clavères, 2022). Without any aid 
or transfer measures, this burden would primarily have 
struck the private sector (59%) and households (38%), 
with very limited impact on the state (3%). However, tak-
ing into account the massive policy response to the crisis, 
the French state e!ectively assumed most of the costs, 
and almost all costs for households, as illustrated in Fig-
ure 1. Considering that this study only takes into account 
the cost of imports of fossil fuels, the total distributive ef-
fect of the policy response (including measures on elec-
tricity) to the benefit of households might be even higher. 

The energy tari! shield: An e!ective measure to 
counter the inflationary spiral

Even though this has not been claimed as a political ob-
jective initially, it is probably on the macroeconomic level 
that the French response to the energy price crisis has 
been the most e!ective. This e!ect has notably been 
quantified by the French National Institute for Statistics 
and Economic Studies (INSEE) in September 2022. Ac-
cording to their calculations, the impact of the energy 
price surge on the total inflation rate has been divided 
by two, thanks to the energy tari! shield. Energy prices 
have contributed 3.1 percentage points of the total infla-
tion rate of 5.3% between the second trimesters of 2021 
and 2022. Without the energy tari! shield, the inflation-
ary e!ect linked to energy prices would have doubled, 
leading to a total inflation rate of 8.4% (Bourgeois and 
Lafrogne-Joussier, 2022).

This result needs to be nuanced, however: in its calcula-
tions, INSEE has applied the e!ect of the tari! shield to 
all economic agents (not only households), which theo-
retically leads to a significant overestimation of the total 

• These direct price measures have also been flanked 
by two direct subsidies to households: firstly, an ad-
ditional “energy cheque” of €100 for the 600,000 low-
income households that already benefitted from the 
energy cheque scheme; secondly, a €100 “inflation 
premium” paid to 38 million citizens (those under the 
median income level).

• The measures targeted at energy consumption in 
buildings have been complemented by a state-subsi-
dised reduction of road fuel prices of 10 to 30 cents per 
litre between April and December 2022. Additionally, 
the largest French oil company Total Energies reduced 
prices by 10 cents per litre at all company-owned gas 
stations.

• In early 2022, a subsidy scheme was deployed to help 
the private sector and local authorities pay their signifi-
cantly higher energy bills. Initially based on very com-
plex criteria, this scheme later applied to all companies 
experiencing an energy bill increase of at least 50%, 
with energy costs representing at least 3% of gross 
revenues, and aims at covering approximately 25%-
35% of the total bill increase.

• For the year 2023, an additional price shock absorber 
has been introduced for small and medium enterpris-
es by local authorities aimed at limiting the recent in-
crease of tari! levels by approximately 25%.2

A policy approach focused on households to the 
detriment of companies and local authorities

The first conclusion that can be drawn from this overview 
is that the French policy response to the crisis has been 
concentrated particularly on households (and very small 
companies), for which the energy tari! shield has e!ec-
tively absorbed the whole increase in prices since Octo-
ber 2021.3 On the contrary, aid schemes for the private 
sector and local authorities have not only taken longer to 
emerge, but also shown less ambition.

2 This shock absorber aims at bringing down the cost per MWh by up 
to €320 to a reference level of €180 per MWh, but only applies to 50% 
of the total consumption for each month, with an additional threshold 
to limit the total aid (maximum €160 per MWh of subsidy on the total 
consumption). This means that for a company consuming 15 MWh at 
an initial tari! of €600 per MWh, the initial bill reaches €9,000, while 
the reduction amounts to €2,400 (26%).

3 It must, however, be noted that the regulated tari! for natural gas is 
updated on a monthly basis, and thus had already increased by 40% 
compared to the levels of 2019, and 70% compared to the beginning 
of 2021. For electricity, the increase of regulated tari!s has been lim-
ited to only 4% compared to the level of early 2021.

Figure 1
Distribution of gross revenue losses linked to the 
energy import bill increase in France, 2022 vs 2019
in billion euros

Source: Clavères (2022).

State Companies Households

Before transfers

After transfers

3 50 32
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Background: twin debts and financial repression
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• Financial repression: policies that reduce the twin debts—they loosen the budget 
constraints in terms of the required surpluses to service the debt—by transferring 
resources from holders of public or external debt to the domestic government/economy

Source: Reis (2026) Financial repression in the XXIst century



Government budget constraint and discounts
Debt = EPV (net income) + fall in market value of the debt 

+ EPV (discounts on debt returns) 
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Figure 5: Financial repression from debt discount: measurement and policies
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Note: Given a demand for a public debt that slopes downward because of the services it provides, the
government chooses the vertical supply of that asset. The financial repression from discounts in equation
(3) is the area in red. Repression policies can either shift the vertical supply of debt, by issuing more
or less of this type i, or shift the demand for it through financial regulations policies or by changing the
characteristics of the debt.

4.2.1 Currency and the service of anonymity

This is perhaps the most studied discount on a government liability. Physical currency
allows people to accumulate savings anonymously, and allows for transactions between
people who, for whatever reason, do not want to use digital money.

Currency, however, does not pay interest. The households (and illegal enterprises)
that hold currency could have a bank account as an alternative. At the margin, the bank
can hold a deposit at the central bank. Therefore, from the perspective of the revenues
earned by the central bank, the relevant discount is the interest rate paid on central banks
deposits.

? famously noted that the discount should be zero. Since this would require a zero
interest on reserves, it is incompatible with a given inflation target. Known alternatives to
pay interest on physical currency all involve losing its anonymity, since the holder must
somehow show up to collect the interest. Until recently, therefore, financial repression on
currency was inevitable. But, at least in principle, a central bank could issue anonymized

17

• Service: reason to 
accept the inferior 
monetary return.

• Segmentation: so deep 
pockets agents do not 
drive it to zero.

• Repression two forms:
• Restrict supply
• Push out demand

Source: Reis (2026) Financial repression in the XXIst century
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Narrow measures: AAA-corporate bonds

Measuring Funding Advantage . . . since 1860
↭ Funding Advantage: US gov borrows at lower interest rates than the private sector

. . . even for bonds with identical cash flows and credit risk

→ US government can issue debt not fully backed by future surpluses

Yield spread between j-period “plain vanilla”, like-for-like bonds:

ω(j)

t
Funding

advantage

:= ỹ(j)

t
Highest-grade

private debt

↑ y(j)

t
US Treasury

debt

> 0

↭ Data challenge: observed bonds are heterogeneous (tax advantages, options, etc.)

↭ This paper: first term structure of tax- and option-adjusted Aaa-Treasury spreads
– ωt has been mismeasured and exaggerated during key episodes of 20th century

– Build asset pricing model for ωt: explained by usual bond price risk factors Literature

Lehner, Payne, Shurtle!, Szőke US Treasury Funding Cost Advantage Since 1860 July 11, 2025 1 / 12

US Funding Advantage 1860-2024

Source: Lehner, Payne, Shurtleff,  Szoke (2026) The US treasury funding advantage since 1860
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Broader measure: Modigliani Miller and hedging
Measuring m: operating surplus
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Source: Reis (2024) Which r-star : public bonds and private investment and Acharya and Lariats (2026) When do Treasuries earn the convenience yield?  A hedging perspective
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Debt revenue became the dominant revenue
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• G7: average 3.8%, and 
6% in 2019

• US: average 3% and 
6% in 2019

• Present value: 95% of 
GDP in 2019

• Actual and forecasted 
primary balances: 
negative or zero
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Figure 1: The flow budget components as a ratio of GDP for the G-7 countries and the US 
 

 
 
 
3.1 Measuring Debt Revenue as a Residual 
 
In a series of inspiring articles, Jiang et al. (2019, 2020, 2021) measured the expected present value of 
primary balances using the returns to private investment as the discount rate. They then compared this to 
the public debt outstanding, for the United States, and for many countries in the eurozone. Because the 
difference between the two in the government budget constraint is the debt revenue term, this provides 
an approach to measure it as a residual. 
 
To do so, one must have measures of expected future balances and measures of the returns to private 
investment. For the first, Jiang et al. (2019) use past behavior captured by a regression of US surpluses and 
other fiscal and macroeconomic variables on their past annual values between 1947 and 2019, as well as 
CBO estimates of what future deficits will be. For the second, they use an empirical asset-pricing model 
that can fit the observed returns on stocks and US Treasury bonds during this sample. Their results are 
puzzling: the debt revenue term is 246 percent of GDP on average, a very large number. 
 
There are three reasons for these extreme estimates. First, since the US primary balance has been on 
average negative for the past seven decades, the present value of this average is negative. Second, this 
primary balance is strongly procyclical, as governments run deficits during recessions. This makes it a risky 
flow, that is low when money is more valuable, which pushes down its present value when adjusting for 
risk. Third, because government spending and revenues in the long run move closely with GDP, they carry 
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Recently: the loss of the UST convenience yield
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• Compare returns on 
10y Treasuries and 
Bunds with FX 
difference swapped; and 
USD and EUR money 
market rates.

• Loss of faith in 
Treasuries is quite 
dramatic, and already 
even there post 
pandemic.

• Seems to partly go into 
US equities.

Figure 8: Benchmark and Government CIP Deviations During Financial Distress

(a) Benchmark CIP During Tari! War
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(b) Government CIP During Tari! War

−30

−20

−10

0

10

B
a

si
s 

P
o

in
ts

26mar2025 02apr2025 09apr2025

3 Month 1 Year 5 Year 10 Year

(c) Benchmark CIP During COVID
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(d) Government CIP During COVID
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(e) Benchmark CIP During Lehman
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(f) Government CIP During Lehman
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Notes: This figure plots the government and benchmark CIP deviation (average of G10) around key events.
Both measures are based on SOFR for the Tari! War, and on IBOR for Covid (with an additional 3m SOFR
benchmark CIP for reference) and for Lehman. For the Tari! War, the vertical line is Liberation Day April
2, 2025, for Covid it is Monday March 9, 2020, and for Lehman it is September 15, 2008.
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Table 5: Risk Sensitivity of U.S. Treasury Convenience and its Components

! log(VIX) ! log(S&P 500) !IG Spread
’10-’15 ’16-’20 ’21-’25 ’10-’15 ’16-’20 ’21-’25 ’10-’15 ’16-’20 ’21-’25

UST Premium - 3m 5.72 6.28 4.23 -52.81*** -102.21* -35.36 16.24* 25.83*** 8.31
(3.98) (4.54) (2.79) (19.43) (61.91) (23.31) (8.79) (3.13) (8.45)

UST Premium - 1y 8.65** -0.40 -3.21*** -83.30*** -19.16 19.22** 32.24*** 7.39*** -23.48***
(3.94) (1.61) (0.93) (21.04) (20.62) (8.57) (7.11) (1.55) (8.53)

UST Premium - 5y 6.37*** -0.02 -5.50*** -52.51*** 0.95 38.45*** 20.24*** -2.81*** -11.17***
(2.17) (1.02) (1.47) (11.27) (6.76) (10.21) (3.35) (1.06) (3.96)

UST Premium - 10y 4.69** -1.10 -4.54*** -47.41*** 12.21** 28.91** 19.20*** -5.56*** -8.46**
(2.00) (0.79) (1.57) (12.44) (6.05) (11.50) (3.69) (0.92) (4.10)

Benchmark CIP - 3m 8.19** 3.48 5.60*** -74.71*** -29.01 -35.73*** 25.25*** 4.55* 30.02***
(3.64) (2.57) (1.96) (21.95) (20.44) (12.70) (4.15) (2.65) (9.61)

Benchmark CIP - 1y 3.85** 1.60** 1.85*** -41.44*** -14.31** -14.36*** 16.56*** 2.01*** 12.07***
(1.52) (0.75) (0.45) (11.38) (6.36) (2.20) (2.43) (0.65) (2.08)

Benchmark CIP - 5y 2.72*** 0.85** 1.60*** -28.02*** -7.93** -13.83*** 13.32*** 1.03** 7.44***
(0.92) (0.36) (0.37) (6.66) (3.23) (2.54) (1.93) (0.44) (1.61)

Benchmark CIP - 10y 2.44*** 0.62** 1.34*** -24.94*** -5.47* -12.57*** 10.37*** 0.47 6.20***
(0.73) (0.28) (0.41) (5.32) (3.22) (2.66) (1.66) (0.45) (1.82)

U.S. Swap Spread - 3m 0.86 4.95* -1.15 -11.81 -94.76* 12.24 8.14** 26.14*** -4.58
(1.45) (2.96) (1.26) (9.34) (49.25) (9.01) (4.08) (2.60) (4.84)

U.S. Swap Spread - 1y 5.31 -1.56 -4.36** -55.88*** -10.29 19.70 23.45*** 7.84*** -28.10***
(3.55) (1.41) (1.81) (18.28) (17.39) (14.64) (7.01) (1.73) (10.77)

U.S. Swap Spread - 5y 5.83*** -1.14 -4.98** -47.18*** 12.62** 36.79** 19.43*** -3.19*** -10.61*
(2.02) (1.00) (2.17) (10.60) (6.09) (14.46) (4.45) (0.68) (5.44)

U.S. Swap Spread - 10y 4.02** -2.09** -4.65* -38.52*** 24.26** 32.20* 16.05*** -6.67*** -5.02
(1.70) (0.96) (2.47) (8.83) (11.67) (16.71) (3.44) (0.75) (6.73)

For. Swap Spread - 3m 3.27* 2.21*** 0.26 -33.38** -21.88*** 9.40 16.91*** 4.86*** 16.40**
(1.88) (0.79) (0.95) (14.49) (5.67) (7.39) (4.42) (0.70) (7.09)

For. Swap Spread - 1y 0.46 0.61* 0.60 -13.73** -6.23*** -13.11 7.66*** 2.51*** 6.81***
(0.89) (0.33) (1.17) (6.66) (2.24) (11.12) (2.19) (0.33) (2.59)

For. Swap Spread - 5y 2.01* -0.13 2.09** -21.86*** 3.11 -14.52** 12.05*** 0.66 8.28***
(1.10) (0.32) (0.95) (6.01) (4.29) (5.99) (3.71) (0.59) (2.38)

For. Swap Spread - 10y 1.60 -0.33 1.18 -15.30** 6.78 -8.36 6.73* -0.65 9.78***
(1.16) (0.66) (1.01) (6.93) (8.75) (5.58) (3.80) (1.03) (3.07)

Broad Dollar Index 1.92*** 1.15*** 1.44*** -19.28*** -15.17*** -12.63*** 6.17*** 3.04*** 4.20***
(0.56) (0.39) (0.37) (2.78) (3.88) (2.45) (0.92) (0.27) (0.72)

Notes: This table reports the beta coe!cients from regressions of changes in the U.S. Treasury convenience
and its components on changes in risk measures, including the VIX index, the S&P 500 index, and
investment grade bond spreads. The regressions are based on weekly changes, with standard errors
computed using Newey-West with a 26-week lag. * p<0.05, ** p<0.01, *** p<0.001
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Table 5: Risk Sensitivity of U.S. Treasury Convenience and its Components
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(0.56) (0.39) (0.37) (2.78) (3.88) (2.45) (0.92) (0.27) (0.72)

Notes: This table reports the beta coe!cients from regressions of changes in the U.S. Treasury convenience
and its components on changes in risk measures, including the VIX index, the S&P 500 index, and
investment grade bond spreads. The regressions are based on weekly changes, with standard errors
computed using Newey-West with a 26-week lag. * p<0.05, ** p<0.01, *** p<0.001
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Source: Du, Keratin and Schreger (2026) Decoupling debt and treasury privilege



Demand for USD protection

14

• Demand for hedging of USD risk by foreign investors has greatly increased. 
• So far, because USD has been depreciating, intermediaries have taken naked forward 

positions, increasing supply of forwards, so price (cross-currency basis) has stayed low.

Figure 5: Net notional positions

(a) Panel A: 2020

(b) Panel B: 2025

Net notional positions are constructed from EMIR transaction-level data and represent client net long USD exposure in FX forwards

and swaps. Panel A covers the 2020 pandemic period; Panel B covers the 2025 inauguration period. Source: EMIR TR data.
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Source: Bahaj, Carvalho, Czech and Reis (2026) Dollar risk and dollar insurance: hedging supply and forward risk taking



Central bank swap lines networks

15Source: Bahaj, Fuchs and Reis (2026) The global network of liquidity lines



Conclusion
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Conclusions: banks and government bonds
• The classic diabolical / doom / nexus loop

• Unavoidable. But can be minimized and is closely monitored today.

• Fiscal dangers in the horizon
• Unpleasant macro prudential arithmetics and the twin debt problem

• Convenience yields and the debt revenue
• All measures show large shrinkage, especially for the US.

• Focussing on the US, its Treasuries and currency
• Hedging costs have been low, but this may be temporary, and swap lines under threat 
• Can European banks survive a stress test on their US Treasuries holdings?
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