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The Road Map

A How Important is Credit?
A What do we Know about Credit Booms?
A Global Conjuncturei Large Capital Flows to EMs

A Concluding Remarks



How Important is Credit?



Does Credit Matter for Macro Fluctuations?

AMmoney (Fiedn@anraed Schwartz, 1963)
A experience of the late 1800s and early 1900s, including 1930s
A level of M1 and M2 strongly influences output in the short run

A Bank role in credit creation via bank loans is of no great
Importance

Nl rr el ev @vodyl@ani avd MiBeAWLO58)
A finance Is so-called vell

A real economic decisions became independent of financial
structure

Nncr edi @Mishkn] 1€78/Rernanke, 1983; Gertler, 1988)
A mechanisms and quantities of bank credit matter

A bank b/s, asset side, leverage & composition may have macro
implicationsd amplification of the monetary transmission
mechanism (i.e., a financial accelerator effect)
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Following -up from the Recent Crisis

Recent events have placed renewed focus on money and credit
fluctuations, financial crises, and policy responses.

Schularickand Taylor (2009) have studied long-term data (1870 -
2008) for 14 advanced economies to study this relationship.

They find that leverage In the financial sector has increased strongly
in the 29 half of the 20™ centuryd decoupling of money/credit
aggregates, and a decline of saf

Credit growth is a powerful indicator of financial crises d essentially
crises reflect nNcredit booms gon

Excessive credit expansion can lead to financial instability, and
policymakers ignore credit at their peril.



Money and Credit

Aggregates Relative to GDP
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I Decoupling?
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What do we know about Credit Booms?



What Causes Credit Booms?

~

A Many possible reasons for credit booms

A Herding behavior by banks (Kindleberger, 2000)

A Information problems that lead to bank -independent lending
policies (Rajan 1994; Gorton and He, 2005)
A Underestimation of risks (Borio et al, 2001)
A Lowering of I ending standards (
A EXxplicit or implicit government guarantees (Corsetti et al, 1999)
A Limited commitment of borrowers (Lorenzoni, 2005)
A Financial accelerators (Bernanke, Gertler, and Gilchrist, 1999)



Features of Credit Booms

Credit booms are associated with economic expansion, rising equity and
housing prices, real appreciation, and widening external deficits in the build -
up phase of the booms, followed by the opposite in the downswing.

Pro-cyclical movements in firm-level indicators of leverage, firm values, and
use of external financing, and in bank-level indicators of credit issuance and
asset returns.

Bank ratios of capital adequacy and NPLs show the opposite pattern (fall in
the upswing and rising in the aftermath).



Credit Booms Differ Across Advanced and Emerging
Economies

A Fluctuations in macro and micro aggregates during credit booms are
larger, more persistent, and asymmetric in EMSs.

A Not all credit booms end in crises, but many of the recent EM crises
were associated with credit booms.

A The frequency of credit booms in EMs Is higher when preceded by
periods of large capital flows, but not when preceded by domestic
financial reforms or gains in productivity 8 opposite is true in
advanced economies (AES).

A SimilaritiesT credit booms in EMs and AEs are far more frequent in
the presence of fixed or managed exchange rates, than under
floating or dirty floating regimes.
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Fluctuations in Output are Larger and Government
Consumption is More Affected in EM Credit Booms

Credit Booms and Economic Activity
(Cross-country means of cyclical component of real GDP
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Source: Mendoza and Terrones (2008).
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Impact on the Non -Tradables Sector and Movement in
Real Exchange Rate is More Apparent in EM Credit Booms

Credit Booms and the Non -tradables Sector
(Cross-country means of cyclical components)
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Source: Mendoza and Terrones (2008).



Current Account Balances Display Larger Changes and
Capital Flows Have Greater Bearing in EM Credit Booms

Credit Booms and Current Account
(Cross-country means of cyclical component)

Current Account Capital Inflows
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More EM Credit Booms end up in a Financial Crisis

Credit Booms and Crises
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(Frequency)
Banking Crises Currency Crises Sudden Stops

All countries

0.33 0.60 0.17
Advanced
Economies 0.15 0.54 0.04
Emerging
Economies 0.55 0.68 0.32

Source: Mendoza and Terrones (2008).



