





Table 2.2: Basic statistics of cyclical components of GDP and bank credit

Standard Deviation Minimun Maximum
1980-2010 | 2000-2010 1980-2010 | 2000-2010 1980-2010 | 2000-2010
GDP |Credit| GDP |Credit| GDP |Credit| GDP |Credit| GDP |Credit| GDP |Credit
Germany 160 | 161 | 1,03 | 1,30 | 290 | -2,79 | -1,25 | -1,39 | 4,95 | 3,39 | 2,44 | 2,88
France 1,06 | 210 | 1,03 | 2,49 | -1,31| -4,64 | -0,68 | -3,23 | 2,38 | 4,27 | 2,38 | 4,27
Spain 1,37 | 529 | 1,31 | 466 | -1,92 | -9,23 | -0,49 | -5,54 | 3,84 | 10,02 | 3,84 | 9,64
Italy 1,12 | 3,28 | 1,28 | 2,57 | -1,70 | -7,61 | -0,67 | -3,85| 3,30 | 7,87 | 3,30 | 3,84
Netherlands 1,24 | 2,79 | 164 | 213 | -2,43 | -3,39 | -1,38 | -249 | 341 | 7,47 | 3,41 | 4,64
Austria 1,09 | 1,73 | 1,44 | 239 | 1,19 | -421|-119|-421| 3,28 | 2,83 | 3,28 | 2,83
Greece 1,24 | 550 | 1,25 | 2,98 | -2,23 |-13,87| -0,68 | -5,14 | 4,11 | 7,29 | 4,11 | 7,29
Portugal 1,89 | 4,75 | 1,19 | 4,77 | -3,77 | -9,18 | -0,84 | -3,48 | 3,33 [10,20| 2,29 | 10,20
Ireland 2,31 | 826 | 2,41 | 6,79 | -3,46 |-22,62| -0,44 | -8,97 | 7,23 | 13,80 7,23 | 13,18
Finland 2,50 | 6,61 | 2,06 | 1,29 | -5,06 [-11,36| -1,19 | -1,56 | 6,40 | 17,36 | 5,71 | 3,25
UK 1,36 | 247 | 1,17 | 1,04 | -2,69 | -2,49 | -0,31 | -0,73 | 3,61 | 7,70 | 3,61 | 3,12
us 1,24 | 1,58 | 1,20 | 0,82 | -3,64 | -4,29 | -1,22 | -1,48 | 2,44 | 3,60 | 2,44 | 1,39
3. In general, stronger financial and economic Figure 2.5: Distribution of cross-country correlations
integration over the past ten to fifteen years has of cyclical component of credit

been accompanied by stronger co-movement of
credit expansion across EU countries. Not only the  1-
average correlation of credit growth across countries
has increased significantly over time, but correla- 0.8 T T

tions have also become more uniform. In particular,

the credit cycle has been more synchronized be- 4l
tween countries that previously exhibited negative
or weak positive co-movement in credit. Figure 2.5
displays the distribution of the cross-country cor-
relation of the cyclical component of credit during
1980-1999 and 2000-2010. The US is excluded, in
order to study changes in correlations among EU
countries. This said, the results do not differ signifi- ~0-
cantly when the US is included. The figure visualises

two changes in correlation between cyclical credit
components over time. First, the median correlation
across countries has changed substantially between Figure 2.6: Distribution of cross-country correlations
the two samples (from near zero during 1980-1999 of cyclical component of GDP

to 0.46 during 2000-2010), suggesting that credit 1.
linkages among EU countries have become stronger
over time. Second, the fraction of negative correla- 0.8 T
tions declines significantly in the post-2000 sample.
This may reflect the effect of the common monetary

policy in the euro area, but partly also the effect of
stronger synchronization of the business cycle in the
EU. In fact, Figure 2.6 suggests that synchronization
of business cycles among EU countries has increased
substantially after 2000. Not only the median corre- ;|
lation among cyclical components of GDP has dou-

bled (from 0.45 in 1980-1999 to 0.90 in 2000-2010), -o. : :
but the whole distribution of cross-country correla- 2000-2010 1980-1999
tions has shifted upwards and has become tighter.

T T
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2.3  THE INTERNATIONAL TRANSMISSION OF CREDIT DISTURBANCES

The aim of this part of the analysis is to un-

] ) | Table 2.3: Spill-over effects of bank credit growth
cover the international spill-overs and the

time profile of the transmission of inter- Spillover
national disturbances in bank credit across to country | from country NSl
countries. us - 1,00
UK us 0,33
Table 2.3 reports the results of the analysis FR SP 0,60
of spill-over effects of bank credit distur- SP US, FI 0,50
bances. Column “From country” of the table GE FR, SP, IR 0,00
) IR GE, FR, PO, SP| -0,60
reports the countries from which credit dis- NL FR, PO, US -0,50
turbances spill-over to the country denoted FI US, NL, GE -0,20
in the 1st column (column “to country”) PO UK, FI -0,20
based on the statistical significance of the IT SP, FI -1,00
AU FR, SP, PO -1,00

respective VAR coefficients.” The analysis
suggests a number of interesting observa-
tions.

GR usS, UK, GE, SP| -1,00

First, there are significant spill-over effects on credit expansions across countries, suggesting
that the credit cycle is an increasingly international phenomenon. Hence, macro-prudential
policies need to be international in nature.

Second, there appears to be an_exogenous block of national banking systems, consisting of the
US and the UK, with US banks playing a dominant role in the transmission process of credit
disturbances to the rest of the banking systems. Within this block, credit disturbances in the US
spill over to UK banks — and via the UK to the rest of Europe -- but there is no feedback from
European banks’ to US banks’ credit supply. Hence, US credit growth appears to live a life of its
own.

Third, spill-over effects among EU countries are strong, suggesting that exogenous and country-
specific shocks to credit supply are transmitted rapidly through the European banking system.

In order to assess the relative importance of each national banking system in the transmis-
sion of credit disturbances, a_Net Spill-over Index (NSI) was constructed for each country.? The
index takes values between one and minus one, similar to a correlation coefficient, and ranks
the countries based on the relative importance of their banking system in transmitting credit
disturbances to the rest of the countries. Hence, a country which affects directly credit growth
of other countries (at a given significance level, say 5%) but is not affected by credit shocks
originating abroad is ranked with an NSI=1. At the other extreme, a country which is subject to
credit shocks originating abroad, but does not affect credit growth of other countries is ranked
with an NSI=-1.

The advantage of the NSI, compared to standard variance decompositions is that (a) it is inde-
pendent of the ordering of the variables in the VAR and (b) it is free from sampling error due
to statistically insignificant VAR coefficients. Its disadvantage, compared to standard variance
decompositions, is that it is a purely qualitative index, i.e.

it does not quantify the part of variance of credit growth explained by spill-over effects.

'The analysis is based on a VAR(2) model of log quarterly real credit growth in all countries of the sample. A significant spill-over
effect from credit in country y to credit in country x is identified if lagged credit growth in country y affects current credit growth
in country x at the 5% significance level.

8Denoting with ax the number of countries to which credit shocks are directly transmitted by country x and with bx the number
of countries from which shocks are directly transmitted to country x, the NSI for country x is defined as NSIx = (ax - bx)/( ax + bx).



Figure 2.7 plots the NSI index for the countries of the sample at a pre-specified significance
level of 5%. The figure visualizes the relative importance of each country’s banking system in
transmitting credit disturbances across national borders.

Figure 2.7: Net Spill-over Index (NSI)
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The ranking of countries according to the NSI confirms the previous observation that the US
banking system is the most dominant one in the sense that credit disturbances originating in
the US are transmitted to EU banks but there is no feedback from EU banks to US banks.®

Within the EU, French, Spanish, British, and German banks appear to play an important role in
transmitting credit shocks to other countries.

Italian, Austrian and Greek banks seem to be net recipients of credit disturbances from abroad
(originating both in the EU and the US) but do not transmit these disturbances to the other
countries’ banking systems. One possible economic explanation is that — over the past ten to
fifteen years -- Italian, Austrian and Greek banks have expanded significantly into Central and
Eastern European countries, where they finance part of their local loan portfolios using home
country deposits and interbank liquidity.*®

°This confirms empirical results of earlier studies, e.g. Dees and Vansteenkiste (2007) and Galesi and Sgherri (2009), who
study international spillover effects using global VAR (GVAR) models.
10 Galesi and Sgherri (2009) study inter-regional linkages between developed EU countries, South Eastern European (SEE)

countries and Baltic countries in more detail.
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I CHAPTER 3:
DRAWING POLICY PROPOSALS GIVEN
CURRENT REGULATORY CONTEXT



The systemic shift to stricter regulation and tighter
supervision of financial services markets will be-
come the hallmark of 2011. On the one hand, it
is the revised body of legislation, with, inter alia,
the fourth update of the Capital Requirements Di-
rective, CRD (of which, the part on the minimum
amount of capital that banks must hold, will be-
come a Capital Requirements Regulation, CRR) will
result in a new EU regulatory framework that will
considerably reshape the financial industry. On the
other hand, it is the new EU level authorities that
began operating in 2011, notably the European
Banking Authority (EBA), a micro-prudential su-
pervisor which has already conducted its round of
stress tests, thereby sending a clear signal about
its firm-handed style of policy making. Not least,
the European Systemic Risk Board (ESRB), the
macro-prudential policy maker, is becoming more
and more autonomous from the European Central
Bank in its operations, and is ever closer to formu-
lating its policy stance.

Amidst this vortex of reform, the Chief Economists
of the EBF’s Economic and Monetary Affairs Com-
mittee are formulating a number of proposals, ad-
dressed to the micro- and macro-prudential policy
makers, which, it is hoped, will be considered time-
ly and useful in light of current policy context.

First, as

over the past
decade, credit creation seems to have been in-
creasingly aligned with the real economy. Hence,
distinguishing commercial banking from other
bank activities (such as investment banking) is im-
portant in light of the current debate on financial
system regulation and macro-prudential supervi-
sion. In particular, the conclusion seems to emerge
that regulators, in their attempt to prevent future
financial crises, should be careful

on which

the large majority of companies depend.

Second, the ever-closer link between the
evolution of credit and the economy, to-
gether with the complexity of the rela-
tionship between credit cycles and busi-
ness cycles, calls for

foreseen by
the CRD / CRR. The regulation should
tread carefully in enhancing stability,
while not stifling economic growth. The
Regulations’ desired effect risks to be un-
dermined if both traditional commercial
and investment banking are to be subject
to the same rules.

What is more, the discussion of macro-
prudential tools must pay due attention
to the cumulative — potentially very costly
- effect of the various instruments such as
capital surcharges or the counter-cyclical
capital buffers.

Third, in Europe, SMEs depend heavily
on banks to provide financing; whereas,
larger enterprises have access to a wider
choice of financing: banks, capital mar-
kets, bond markets, etc., although the
ease of access to different sources of fi-
nance is unequal across the EU. This
makes it essential to identify the possible
impact of policy initiatives on credit pro-
vision to SMEs in particular, as well as on
the various other financial options availed
of by larger companies. It also multiplies
the sources of all types of risk within the
financial system, and therefore calls for a
broad and encompassing view in order to
enable correct risk identification and ad-
dressing thereof, including a wider scope
and more in-depth analysis of non-bank
financial institutions and markets. Wor-
ryingly, these business financing alterna-
tives are not yet fully incorporated into
the proposals for new financial legislation.
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Fourth, has been, and still remains, a fundamental pre-requisite
for a single market in Europe. The fact that credit cycles have been increasingly synchronised
across countries increases the probability of systemic risk, and, therefore, calls for an

, treating the EU as a (complex) amalgam of (legally and eco-
nomically) individual entities. This is why macro-prudential policies, by definition, need to be
international.

Fifth, is not to be overlooked. In the words of Jaime
Caruana, General Manager of the BIS: “Macro-prudential tools are most effective when they
form one part of a framework that also integrates strong micro-prudential regulation, a credible

stability-oriented monetary policy, and sustainable fiscal policy.”
In relation to this, Figure 3.1 presents a schematic relation between different policies.

Figure 3.1: Interrelation of Policies in the EU (source: EBF)

Is omnipresent in the EU since creation (Enhanced Stability and Growth Pact, recently also the
Euro Plus Pact, the European Semester, ESM) and is being increasingly institutionalised in the
EU
Governed by: the EU authorities
Purpose: convergence of economic policy of at least the euro area members
Coordinated with: state-level fiscal and economic policy

EU level
(economy)

Takes roots in the Keynesian economics. Originated after WWII
o Governed by: national governments Governed by: (European) Central Bank
% E‘ Purpose: manage public finance and Purpose: price stability over mediu.m term
> o encourage aggregate demand (control the money supply and set interest
9 Coordinated with: monetary policy rate) (FED: also to ensure sustainable
h o employment)

Coordinated with: Macro- and micro-
prudential policies

Is being formalised after the 2007/9 crisis.
Governed by: ESRB (SROC in the USA)
Purpose: stability and soundness of the financial system as a whole
Coordinated with: monetary policy and micro-prudential policy

Sector level
(finance)

E Tg Governed by: prudential authorities (independent like FSA, under the national Central Bank,
9 = or under the Ministry of Finance)

S = Purpose: stability and soundness of each individual financial institution

i - Coordinated with: macro-prudential policy and monetary policy

A regular dialogue between the authorities and the industry on the main risks, complementing
quantitative industry data reporting, is crucial. The EBF stands ready to maintain this fruitful
dialogue.
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