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Central bank asset purchases can effectively stabilize economic conditions, especially in scenarios of elevated financial
stress.
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Using a two-country monetary union framework with financial frictions, we quantify the efficacy of targeted asset purchases,

as well as expectations of such programs, in the presence of sovereign default and financial liquidity risks. The risk of default

increases with the level of government debt and shifts in investors' perception of fiscal solvency. Liquidity risks increase when

the probability of default affects the tightness of credit markets. We calibrate the model to Italy during the 2012 European

debt crisis and compare it to key features of the data. We find that changes in investors' perception played a more significant

role than increases in government debt in affecting the macroeconomy. When a debt crisis occurs, asset purchases help

stabilize both financial markets and the economy. This stabilization effect can occur even if asset purchases are expected but

never implemented. Moreover, expectations of potential asset purchases during a crisis alter the level of economic activity in

periods when there are no crises.
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