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I am very pleased to be here today to discuss the economic effects of credit crunches with such a
distinguished group of colleagues and friends following Ben Bernanke’s insightful lecture.

The time is ripe to draw some policy lessons about the exceptional wave of turbulence that has
hit credit markets in the last decade. I shall do so from a European angle. The European banking
system has endured two major crises in the past decade: the Global Financial Crisis (GFC) and the
Sovereign Debt Crisis (SDC). The former was mostly imported from the United States and it hit
European banks through their exposure to toxic assets and the freeze of wholesale funding markets.
The latter originated within the euro area and was due to a loss of confidence in the sustainability of
public debts and, ultimately, to the risk of a break-up of the monetary union.

In my remarks I will focus on the negative side of Ben’s financial accelerator, that is, on the fact
that in stressed periods banks may not be able to supply loans to businesses and consumers and this
may aggravate the economic fall-out from the crisis, triggering a downward negative spiral between
credit availability and domestic demand.! I would like to make six main points.

1. Credit crunches do matter and may arise in many contexts
The first lesson is that credit crunches do matter and that they may arise in many contexts.

Credit supply reacts negatively to adverse shocks generated in the real or the financial sector,
amplifying the decrease in real activity; the ensuing contraction in credit demand and the
deterioration in credit quality puts further pressure on banks’ balance sheets and reinforces financial
strains, creating a vicious circle.

The experience of the euro area since 2007 offers a painful vantage point from which to
appreciate the extent of this downward loop, which partly explained the fall in GDP during both the
GFC and the SDC.

The GFC spread over Europe in two forms: a real shock, due to the collapse of world trade and
the surge in uncertainty, and a purely financial shock, via exposure to toxic assets and the freeze of
wholesale bank funding markets. Both channels affected bank lending standards in the euro area
(Figure 1). During the GFC most of the tightening of credit conditions was connected with banks’
assessment of borrowers’ credit risk, probably owing to the real shock. However, another factor was
banks’ greater funding costs and other balance sheet constraints. The case of Italy is enlightening.
First, since the worse international outlook accounted for roughly three quarters of Italy’s economic
slump, the contraction in credit lines to firms came mainly from the deterioration in borrowers’

I wish to thank Margherita Bottero, Lorenzo Burlon and Giuseppe Grande for their help in assembling the evidence
discussed in this note.

! See Ben’s work on non-monetary effects in the propagation of the Great Depression (Bernanke, 1983).
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creditworthiness.? Second, Italy’s financial institutions were not exposed to toxic assets, so balance
sheet constraints were less of an issue than in the rest of the euro area. Yet, financial shocks did
matter, too: as bank surveys also signalled, the GFC caused a freeze in the interbank market that
weakened banks’ funding conditions, leading to a contraction in credit lines to firms.® The
consequent worsening of firms’ financing opportunities discouraged their investment plans, thus
affecting credit demand and activating the financial accelerator. The Bank of Italy’s estimates put
the reduction in investment expenditure by firms in Italy due exclusively to this channel at over
20%.4

Compared with the GFC, the SDC was triggered by different shocks. It stemmed from growing
concerns about country-specific structural weaknesses, aggravated by the recent GFC, and became
systemic because of growing concerns about the solidity of the monetary union, which led financial
market participants to price in redenomination risk. The increase in sovereign spreads worsened
funding conditions for all domestic borrowers, from banks to non-financial corporations and
households. Following, moreover, the increase in uncertainty, the loss of confidence and the
necessary fiscal consolidation as well, consumption and investment diminished.® This re-activated
the financial accelerator.® Unlike the GFC, the tightening of banks’ lending standards was to a
larger extent due to the deterioration in their funding conditions rather than to the rise in borrowers’
credit risk.

2. The nexus between the solvency of banks and that of the domestic sovereign goes beyond
banks’ mere holdings of government bonds

This leads me to the second lesson, which concerns the sovereign-banks nexus. In a sovereign
debt crisis the holdings of government bonds backfire directly onto banks’ valuations, but there are
other indirect channels that characterize the two-way relationship between banks and State.

A cursory look at banks’ balance sheets reveals that up to the failure of Lehman Brothers in
September 2008 euro-area banks had been steadily reducing their holdings of government bonds.’
That share then increased during the prolonged period of financial instability running from late
2008 to early 2013. Since then, in most euro-area countries banks’ government bond holdings have
edged down again. Thus, the increase in banks’ holdings of government bonds during the crisis was
mainly a consequence, rather than a cause, of the crisis (Figure 2).

The SDC worsened the general macroeconomic outlook and this put banks under severe strain.
For this reason, as I have pointed out in the past, the nexus between banks and sovereign goes
beyond the direct holdings of sovereign bonds.® Accordingly, it has to be tackled by reinforcing
investors’ confidence in the solidity of the public finances, the growth prospects of the country and
the stability of the banking system.

As an aside, I would say that the increase in banks’ sovereign exposure observed during the
crisis should not necessarily be regarded as problematic.’ In the face of greater funding risks, banks
need to hold more liquid assets. Moreover, in stressed periods banks could have an incentive to act
as shock absorbers or contrarian investors on the domestic government bond market for a number of

2For a quantitative assessment of the macroeconomic impact of the GFC on Italy, see Caivano, Rodano, Siviero (2010).
3 Gaiotti (2013).

4 Cingano, Manaresi, Sette (2016).

5 For the impact of sovereign risk on banks’ funding conditions, see CGFS (2011). For the effects of the SDC on the
Italian economy, see Busetti and Cova (2013).

¢Rodano, Siviero, Visco (2013).

7 See, e.g., Angelini and Grande (2014).

8 Visco (2016).

° Lanotte and Tommasino (2018).



reasons. Specifically, they may want to dampen unwarranted changes in government bond prices, as
the latter feed through to the prices of all other domestic assets. Compared with foreign players,
they may have a better understanding of political and economic developments in their own country.
They know that they are closely intertwined with their sovereign through funding conditions, the
macroeconomic environment and other indirect channels, so that if their sovereign runs into trouble,
they will probably run into trouble as well, no matter how many domestic government bonds they
hold.

3. The structure of the financial system does matter

My third point concerns the importance that firms rely upon a well-diversified system of
funding sources. The two crises propagated differently across countries depending not only on
macroeconomic conditions but also on the structure of the financial system. There is evidence that,
during recessions, economies with market-based financial systems recover more quickly than those
that rely mainly on banks.!” This is especially true if the recession goes hand in hand with a
financial crisis. More diversified financial systems also matter for growth, as they expand the
financing tools available to borrowers and improve investors’ portfolio choices and risk
management techniques.

Greater resilience is also likely to come with higher solvency. This suggests that not only does
diversification insulate firms from credit crunches, it also benefits banks, to the extent that it leads
to lower credit risk and lower non-performing loans (NPLs), and the whole system as well, as
healthier banks are more likely to provide credit.

In general, market-based finance is more prominent in the United States than in Europe and,
within Europe, in the UK and France (Figure 3). Over the last ten years, however, the funding
structure of the non-financial corporate sector in the advanced economies has changed significantly.
Partly as a result of the weakening of bank lending observed during the two crises, there has been a
generalized increase both in equity as a share of total liabilities and in debt securities as a share of
total debt. The greater role of equity and bond financing in Europe is a welcome development.
Nevertheless, important differences continue to be observed across countries and across firms of
different sizes, as small and medium-sized firms are still heavily dependent on bank credit.
Improving access to capital markets for all firms, regardless of their size, is an objective to aim for
in the near future with appropriate structural policies, including the capital markets union
programme.

4. There is no automatic connection between well-provisioned NPLs, the supply of credit and
resource misallocation

My fourth point is about the relationship between ailing firms, non-performing loans and credit
supply.

Two deep recessions in the space of a few years have naturally increased the number of ailing
firms, bringing about a sharp rise in the share of non-performing loans. Italy’s experience is fairly

instructive in this respect: the ratio of new bad debts to outstanding loans to non-financial firms
almost tripled during the GFC and then continued to grow, peaking during the SDC.

Against this background, a first concern is that of credit misallocation, which arises if banks
continue to lend to weak firms in order to delay recognizing losses on their credit portfolios. Studies
carried out for Italy have shown that some misallocation did take place during the crises, but it

10 See, e.g., Allard and Blavy (2011).



involved predominantly small and less capitalized banks and it had negligible effects on the growth
of healthier firms and total factor productivity dispersion.'!

A second concern is that high NPLs hamper banks’ ability to supply credit to the economy
(Figure 4). Certainly, the emergence of new NPLs has negative effects on banks’ ability to lend, but
these are mostly indirect, via a higher cost of funding, lower profitability and eroded capital.!?
However, this does not imply that stocks also play a role. There is no clear empirical evidence — or
theoretical support — that a high stock of NPLs per se directly reduces banks’ ability to lend.
Furthermore, a fair share of NPLs granted to ailing (but not yet bankrupt) firms return to performing
status after a while.!?

Thus, while the negative effects of NPLs on capital and profitability justify the current policy
action in favour of NPL reduction, forcing banks to dispose quickly of such positions could be
counterproductive. Large disposals of NPLs at market prices that are much lower than book values
would generate losses sizeable enough to offset the benefits to the bank in terms of improved asset
quality. Ultimately, blanket disposals could hamper banks’ ability to lend, with negative spill-overs
on the overall economy.

5. Financial integration is a key aspect of functioning credit markets
The fifth lesson is about the importance of fostering economic and financial integration.

Another particular feature of the bank lending crunch in the euro area was the considerable
increase in financial fragmentation across countries (Figure 5), which contributed to the reduction in
economic activity and posed a substantial challenge to the correct transmission of the monetary
stimulus. The institutional set-up of the monetary union was caught off guard and fell short of the
needs generated by the two financial crises, compounding the centrifugal forces arising from
deteriorating economic fundamentals. It is thus of key importance that we continue boldly to
support and reinforce the process of financial integration.

On a brighter note, the experience of the SDC has proved that global financial integration can be
an effective shock absorber. It has now been documented that foreign banks can act as stabilizers in
credit markets that are under stress.'* In a way, foreign intermediation can be viewed as a global
insurance scheme that swiftly takes liquidity where it is most needed. Naturally, we have to ensure
that these dynamics do not bring instability, which we can and should do through regulation. Yet,
when integration is properly regulated, its benefits largely exceed its costs.

6. Central banks have used many tools to support credit supply, including credit easing

The sixth and last lesson that I draw is that we now have a better understanding of how to avert
or mitigate credit crunches.

The response of the ECB was swift, and it extended well beyond the trough of the crises to
accompany the recovery and accomplish its price stability mandate. A number of extraordinary
measures were put in place almost simultaneously: two waves of TLTROs were implemented, key
interest rates were taken into negative territory and steered ahead through forward guidance, and the
APP was launched (Figure 6).

' See Albertazzi and Marchetti (2010) and Schivardi, Sette, Tabellini (2017).

12 See Accornero, Alessandri, Carpinelli, Sorrentino (2017) and Angelini (2018).

13 See Ciocchetta, Conti, De Luca, Guida, Rendina, Santini (2017).

14 See De Haas and van Horen (2013) and, for Italian banks during the sovereign debt crisis, Bofondi, Carpinelli, Sette
(2018).



The TLTROs were designed to provide banks with funds “targeted” to expand credit to firms
and consumers.'> With about €760 billion allocated, the initiative, which ended in March 2017,
witnessed ample participation and was pretty successful: the rates on loans to non-financial
corporations declined markedly and stayed low; in addition, a positive impact can be detected on
volumes of business as well.!® Evidence drawn from the euro-area Bank Lending Survey confirms
these conclusions, which are also corroborated by a recent empirical study carried out at the Bank
of Italy, documenting that banks participating in TLTROs apply an interest rate to the same firm 20
basis points lower than non-participating Italian banks.!”

Research on the other measures is still ongoing, but the available evidence suggests that their
effects have been largely positive.'®

All in all, today we can say that the ECB’s intervention has also been effective. This has also
been acknowledged by euro-area financial intermediaries, which, in their answers to the euro-area
Bank Lending Survey, reported a direct positive impact of these measures on both volumes of
business and the costs applied to borrowers.

Summing up, my main focus has been the real effects of the disruption of credit markets in the
euro area and related policy lessons.

The overall impact of credit disruption on the real economy is the result of a hardly discernible
ex ante, yet vicious ex post, loop between bank lending and the real sector in difficult times. In fact,
a contraction in credit supply can leave the real sector in a state of vulnerability that may in turn
have adverse effects on the financial sector. This harmful negative feedback takes place in a variety
of forms, in terms of weakness of borrowers’ demand for credit, circumspection of investment plans
and the general uncertainty that keeps all economic actors, including banks, from “acting normally”.
This situation, especially if prolonged, weakens banks’ balance sheets and reduces their resilience
to unexpected events, which may result in a second round of credit restrictions.

Looking at the experience of the euro area, both the GFC and the SDC have demonstrated the
importance of these feedback effects from the real economy to the financial system: the last decade
has arguably seen these feedbacks turned into a “fact” to be confronted rather than a “possibility”,
and hence into a key challenge for policy action. It is of vital importance that the strengthening of
the financial sector does not create negative spin-offs for growth: if it does, it risks taking both the
financial and the real economy farther from, rather than closer to, a full recovery.

On a brighter note, we have learnt a lesson during these years, and today we stand better
prepared to withstand future, unavoidable turbulences. The unconventional policy measures that we
have deployed in this decade are now part of the central banks’ “emergency” toolkit. Some of them,
such as the TLTROs, are there to be re-activated in times of need while others, such as forward
guidance, will accompany us in our daily conduct of monetary policy.

15 The funds are “targeted” as the amount that banks can borrow and, for the TLTRO II, the interest rate to be applied
are linked to their loans to non-financial corporations and households (except loans to households for house purchases).
16
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17 See Benetton and Fantino (2018).
18 For the case of negative interest rates, see Bottero, Minoiu, Peydrd, Polo, Presbitero, Sette (2018). For the impact of
the asset purchase programme, see, e.g., Altavilla, Canova, Ciccarelli (2016) and Burlon, Gerali, Notarpietro, Pisani
(2017).
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Figure 1. Changes in credit standards to firms: contributing factors
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Figure 2. Banks’ holdings of domestic government bonds in the euro area

(as a percentage of total assets, monthly data)
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Figure 3. Diversification of corporate funding sources
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Figure 4. Non-performing loans and bank lending in Italy
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Figure 5. Cross-country dispersion of the cost of loans to non-financial corporations in the euro area

(diffusion index; tightening(+)/easing(-))
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Figure 6. Euro-area banks’ perceived impact of ECB measures on bank lending

(diffusion index; tightening(+)/easing(-))

(a) TLTRO: impact on terms and conditions (b) APP: impact on terms and conditions
0.0 010
0.05 0.05
0.00
0.00
05 .
0.10 -0.05
0.15
0.10
-0.20
0.15
0.25
0.30 - 120 -
2015-Q3 2016-01 2016-03 2017-01 2017-Q3 201502 2015-04  2016-02 2016-Q4 2017-02  2017-04  2018-02
= Enterprises m Enterprises
= Households for house purchase m Households for house purchase
® Households for consumer credit and other lending = Households for consumer credit and other lending

Source: ECB (Bank Lending Survey) and Bank of Italy calculations. Credit terms and conditions refer to the
conditions of a loan that a bank is willing to grant. They generally consist of the agreed spread over the relevant
reference rate, the size of the loan, the access conditions and other terms and conditions in the form of non-interest
rate charges (i.e. fees), collateral or guarantees which the respective borrower needs to provide (including
compensating balances), loan covenants and the agreed loan maturity.



	1. Credit crunches do matter and may arise in many contexts
	2. The nexus between the solvency of banks and that of the domestic sovereign goes beyond banks’ mere holdings of government bonds
	3. The structure of the financial system does matter
	4. There is no automatic connection between well-provisioned NPLs, the supply of credit and resource misallocation
	5. Financial integration is a key aspect of functioning credit markets
	6. Central banks have used many tools to support credit supply, including credit easing


<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Gray Gamma 2.2)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.6

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo false

  /PreserveCopyPage false

  /PreserveDICMYKValues true

  /PreserveEPSInfo false

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Remove

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

    /SymbolMT

    /Wingdings-Regular

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 150

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.00000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 150

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.00000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 600

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.00000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [600 600]

  /PageSize [595.276 841.890]

>> setpagedevice



