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Four questions:

 What is responsible financing?
 Relationship between credit growth and 

GDP growth
 Vulnerabilities associated with fast credit 

growth
 Is there a trade-off between financial 

stability and GDP growth?
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Vorführender
Präsentationsnotizen
From a macroeconomic perspective responsible financing means a flow of credit that is:

 consistent with sustainable growth, 
does not exacerbate the cycle or fuel bubbles.  

Of course much easier to say that to determine in practice what is responsible and what is not, given that our perceptions are colored by recent trends rather than unrealized risks



Credit growth is associated with output 
growth…
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Vorführender
Präsentationsnotizen
Before highlighting the risks, highlight that empirically there is an unambiguous relationship between credit  and output or income levels.  Looking at ECE and CCA countries the relationship between GDP growth and credit growth in the upswing of 2004-07 is quite strong.



…and financial deepening is associated 
with higher income. 
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Vorführender
Präsentationsnotizen
And, similarly higher levels of credit are associated with higher per capita income. 

These positive relationship do not automatically imply causality. Development economists have spent years trying to identify the spark that causes economic to take off. In the end, access to credit appears to be one element among others.
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Vorführender
Präsentationsnotizen
The other side of the story if of course that credit growth does not come without risks. 

The study of credit booms (defined as episodes in which credit to the private sector grows faster than during a typical business cycle expansion), finds that credit booms are not only related to higher growth but also to a higher incidence of financial crisis.




A larger credit boom is more likely to be 
associated with crises (banking, currency, or 
both)…
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Vorführender
Präsentationsnotizen
Study by Mendoza and Terrones show that credit booms and related economic fluctuations are larger in emerging markets, but they also document very clearly that while not all credit booms end in a financial crisis, most EME crises were preceded by credit booms. 




Credit booms in emerging economies are 
often preceded by large capital inflows, but 
not by financial reforms or productivity gains
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Vorführender
Präsentationsnotizen
Why are credit booms in EME more likely to be associated with a crisis? 

One interesting finding Mendoza and Terrones is that:

In EME (contrary to IC), credit booms tend to be preceded by large capital inflows and not so much by productivity growth or financial sector reforms. 

This does not mean that external funding is in itself risky, but that in EME it tends to enable riskier lending that is not necessarily justified by productivity growth or improvements in the financial infrastructure.



External borrowing has been a major source 
of finance for credit during the latest boom
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Vorführender
Präsentationsnotizen
Coming closer to home, these pie charts compare the share of credit funding from deposits, external borrowing, and capital and other sources in four countries in the region that experienced very strong credit growth in 2004-2007.

Share of external financing, played a big role in all four countries. Again not a problem in itself, but an issue if access to foreign borrowing enables lending that is not “responsible” 



The credit boom in Georgia was associated 
with fast growing housing prices…
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Vorführender
Präsentationsnotizen
So what are the factors that make lending in EM riskier and more likely to lead to a credit boom and a subsequent crisis. 

Apart from many micro reasons (information problems, contract enforcement, risk assessment capacity), there are also some macroeconomic issues. 

One, is the comovement of credit and asset prices which exacerbates the cycle. In very simple terms, higher asset prices on which credit decision are made, leads to higher credit which in turn fuels asset prices. The reverse process, leads to sharp contractions of credit and economic recessions.

Again difficult to assess in practice whether  asset prices are moving above trend, especially in countries such as Georgia in which there is strong structural demand for housing. 
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Vorführender
Präsentationsnotizen
Another important macroeconomic risk associated with credit booms is the currency exposure created by dollar lending, and dollar lending may be unavoidable if credit if funded from abroad as it has been to a large extent in EME in ECE and the region. 

The risk obviously comes from the effect of exchange rate shocks on the solvency of the borrowers. 

But should we try to limit dollarization? I think the answer is probably yes, but some of the solutions (notably developing local currency markets) will take time. So let me conclude with a provocative question. Are we sacrificing long-term growth by limiting risk taking in the form of dollar borrowing? 





…larger currency mismatches are linked to 
higher growth during tranquil times, but also 
with more severe crises
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Vorführender
Präsentationsnotizen
An interesting recent finding by Ranciere, Tornell and Vamvakidis published just last month is that in fact currency mismatches are associated with higher growth during tranquil times, but also with more severe crisis. 

Explain chart

On net, the authors find that there is still a positive link between mismatches and growth, after adjusting for crises. 

The argument is that currency mismatches (i.e., dollar borrowing by unhedged borrowers) relax borrowing constraints, reduce interest rates and enhances growth for firms, particularly small firms in the NT sectors. 

The downside is that when shocks hit, the economy suffers more. 

The basic message is that risk taking is at the root of growth, and that economies whose financial systems  accept higher risk taking in the end might fare better than those that aim for a much more stable growth path. 

In this regard,  dollarization is a second best solution to improving access to credit, but in practice it may be an effective tool to realize investment opportunities that would otherwise be missed
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