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 Disconnect between literature on financial 
development and growth and that on credit 
booms 

 

 “Financial deepening” (measured by increase in 
Credit/GDP ratio): 

 

 Relaxed credit constraints 

 Greater access to finance  

 Higher I and C rates 

 Growth 

 

Credit booms: Blessing or curse? 
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 Disconnect between literature on financial 
development and growth and that on credit 
booms 

 

 “Financial deepening” “Credit booms” (measured 
by increase in Credit/GDP ratio): 

 

 Relaxed credit constraints lending standards  

 Greater access to finance leverage 

 Higher I and C rates Macro imbalances   

 Growth Crisis 

 

Credit booms: Blessing or curse? 
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Figure 5. Credit Booms and Financial Crises: Examples of Bad Booms

Sources: Laeven and Valencia (2010), IMF International Financial Statistics; staff calculations.
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 Examine historical experience with credit booms 
 

 Cost benefits (Growth/Crises)? 
 

 Can we tell bad booms in real time? 

 

 Policy options: assuming you want to stop a 
boom with a focus on role of monetary policy: 

 

 Costs and benefits of different options 
 

 Potential conflicts 

This Talk… 



 Financial reforms 

 1/3 of booms follow/coincide with liberalizations 

 Only 2 percent follow/coincide with reversal of reforms 

 Difference remains controlling for number of reforms/reversal 

 

 Capital inflows 

 Net capital flows up from 2.3 to 3.1 percent of GDP in the 
three-year period preceding the boom 

 

 Strong growth prospects 

 Real GDP growth up from 3.4 to 5.1 percent in the three-year 
period preceding the boom 

How do credit booms start? 



 Fixed exchange rates 
 

 Loose macroeconomic policies 
 

 Low banking supervision quality 

 

Additional (less significant) factors 

When do booms happen?  
(Frequency in percent) 

FX regime 
 

Monetary 
policy 

Fiscal policy Banking 
supervision 

Fixed Float Loose Tight Loose Tight Low High 

73 27 82 18 71 29 81 19 



 Consumption + 
 

 Investment ++ 
 

 Equity prices ++ 
 

 House prices +++ 
 

 Exchange rate + 
 

 Inflation <> 
 

 Current account - 

What happens during booms? 

Non-
boom Boom 

Credit 1.6 16.8 

GDP 3.1 5.4 

Consumption 4.0 5.4 

Investment 4.2 10.3 

Stock Prices 3.8 11.0 

House prices 1.8 9.5 

ER 5.1 2.5 

Inflation 10.7 9.3 

Current Account 0.2 -1.2 



y = 1.1863x + 12.127 

R² = 0.5211 
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Long-run consequences of booms 



Booms and long-term growth 

Years in boom in 
1970-2010 

GDP pc growth 

0 38% 

1-5 60% 

>5 59% 



Booms and Crises 

Credit booms gone wrong 

Crisis? 

Below-trend growth? 

No Yes Total 

No  54 31% 64 37% 118 67% 

Yes 16 9% 41 23% 57 33% 

Total 70 40% 105 60% 175 100% 

 1/3 of booms followed by a financial crisis within two-years 
from their end 

 

 6 out of 10 booms are followed by subpar growth 



 U.S. 1929 

 

 Chile 1982 

 

 Scandinavia 1990/91  

 

 Mexico 1994/5 

 

 East Asia 1997/98 

 

 Eastern Europe, Ireland, Iceland, Spain, US 
(mortgage market) 2008/11 

 

“Famous” examples 
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Change in GDP from 2007 to 2009 

Credit Growth and Depth of Great 
Recession  

Bubble size shows the 

level of credit-to-GDP 

ratio in 2006. 





Relationship with real-estate booms 

 Most large banking crises preceded by some form 
of property price boom 

 Scandinavia 1990s 

 Asia 1997 

 Japan 1990 

 More recently: US, Spain, Ireland, Iceland, Latvia,… 

 

 Property cycles can have macro consequences, 
even without open banking crises 

 Borrower debt overhang  

 

 But things are worse when credit booms (and lax 
standards) are involved 

 



House boom/busts and great recession 
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Figure 2. House Price Run-Up and Severity of Crisis

Source: Claessens et al (2010).

Bubble size shows the change in bank
credit f rom 2000 to 2006.



Boom

followed by 

financial crisis

followed by 

poor 

performance

followed by 

financial crisis 

or poor 

performance

followed by 

financial crisis 

and poor 

performance

Number of 

countries

Real estate 53% 77% 87% 43% 30

Credit 67% 78% 93% 52% 27

Real estate but not credit 29% 71% 71% 29% 7

Credit but not real estate 100% 75% 100% 75% 4

Both 61% 78% 91% 48% 23

Neither 27% 18% 45% 0% 11

Text Table 1. Booms, Crises, Macroeconomic Performance

Notes: The sample consists of 40 countries. The numbers, except in the last column, show the percent of the cases 

in which a crisis or poor macroeconomic performance happened after a boom was observed (out of the total number 

of cases where the boom occurred). The last column shows the number of countries in which a boom occurred. A 

real estate boom exists if the annual real house price appreciation rate during 2000-2006 is above the ad-hoc 

threshold of 1.5 percent or  the annual real house price appreciation rate in the upward phase of the housing cycle 

prior to the crisis exceeds the country-specific historical annual appreciation rate. A credit boom exists if the growth 

rate of bank credit to the private sector in percent of GDP is more than the arbitrary cut-off of 20 percent or it 

exceeds the rate implied by a country-specific, backward-looking, cubic time trend by more than one standard 

deviation. A financial crisis is a systemic banking crisis as identified in Laeven and Valencia (2010). Poor 

performance is defined as more than 1 percentage point decline in the real GDP growth rate in 2008-09 compared to 

the 2003-07 average.



Relationship with external sector 

 Current account deterioration 

 

 Role of exchange rate regime 

 

 FX lending additional vulnerability 
 



International component 

20 



Eastern Europe experience 

21 

0.0

10.0

20.0

30.0

40.0

50.0

60.0

70.0

80.0

90.0

100.0

0.0 10.0 20.0 30.0 40.0 50.0 60.0 70.0 80.0

Sh
ar

e
 o

f 
FX

 lo
an

s,
 2

0
0

8

Change in Credit to GDP 2003-2008



FX lending and credit boom 
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 Yes. They are larger and last longer 
 

 And they start from higher levels of credit-to-GDP 
 

 Other variables sometime significant, but 
unstable coefficients: 

 

 Large CA deficit 
 

 Fast rising asset prices 
 

 Poor bank supervision 

Are bad booms different? 
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Figure 7. Bad versus Good Booms

Booms that last longer and that develop faster are more likely to end up badly. Booms that start at a high level of  credit -to-
GDP also tend to be bad.

Sources: IMF International Financial Statistics; staff calculations.
Notes: Relative frequency is the frequency of a given attribute in bad booms divided by the frequency in good booms. Credit 

booms are identified as episodes during which the growth rate of credit-to-GDP ratio exceeds the growth rate implied by this 
ratio's backward-looking, country-specific trend by a certain threshold. Bad booms are those that are followed by a banking 

crisis within three years of their end.



 

 Widespread benign neglect approach 

 EMs the exception (especially in Asia) 

 

 Diffusion of inflation targeting 

 Exceptions: ECB Pillar II, RBA, Riksbank 

 

 Prudential policy focus on individual institutions 

 Dynamic provisioning (Spain, Colombia, Peru) 

 

 Clean up the mess post-bust, rather than try to 
stop a potentially “good” boom 

 

Policy consensus before the crisis 



 When to take action? 

 Bad booms still difficult to spot 

 Past experience offers limited guidance 

 But other policy decisions also taken under uncertainty 
 

 Objectives? 

 Prevent unsustainable booms and leverage buildup 

 Increase resilience to busts 
 

 No silver bullet 

 Broader measures: hard to circumvent but more costly 

 Targeted tools: limited costs but challenged by loopholes 

 

 

Today: if benign neglect dead, then what? 

26 



Monetary policy pre-crisis: No leaning 

against the wind 

 “I find it difficult to conceive the degree of central bank certainty to 
justify the scale of preemptive tightening that would likely be 
necessary to neutralize a bubble.” Alan Greenspan, 2002. 

 

 “First, the Fed cannot reliably identify bubbles in asset prices. 
Second, even if it could identify bubbles, monetary policy is far too 
blunt a tool for effective use against them.” Ben Bernanke, 2002.  

 

 “…monetary policy should not respond to asset prices per se, but 
rather to changes in the outlook for inflation and aggregate demand 
resulting from asset price movements…attempting to "prick" an asset 
price bubble, should be avoided.” Rick Mishkin, 2008 



Pre-crisis: Macro ok, but risks were growing  
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Today’s views are more diverse 

“Monetary policy is poorly suited for dealing with financial stability concerns, even as a last 
resort.”  John Williams, 2015 

“For existing empirical estimates and reasonable assumptions, the marginal cost of leaning 
against the wind is much higher than the marginal benefits. Thus, leaning against the wind is 
not justified. Lars Svensson, 2015 

 

“Monetary policy faces significant limitations as a tool to promote financial stability… [But] it 
may be appropriate to adjust monetary policy to ‘get in the cracks’ that persist in the 
macroprudential framework.”  Janet Yellen,  2014 

“It would make sense not to rule out the possible use of the interest rate for this purpose, 
particularly when other tools appear to be lacking.” Stan Fischer, 2015 

 

“In other words, we have been leaning against the wind.” Oystein Olsen, 2015 

“Financial stability is too large a task for prudential… frameworks alone. Monetary policy 
strategies also need to… lean against the build-up of financial imbalances even if near-term 
inflation remains low and stable.” Jaime Caruana, 2011 

 



To lean or not to lean? A three step 

approach 

 Transmission 

 How does monetary policy affect financial variables? 

 What are the effects on financial stability? 

 

 Tradeoffs 

 Is policy tightening for inflation purposes sufficient? 

 How often do we see a conflict between price and financial 
stability objectives? 

 

 Welfare analysis 

 Costs and benefits of leaning against the wind 

1 

3 

2 



Rate hikes and crisis risk 

 Crisis prediction is tricky 

 Empirical regularities linked to boom/bubble episodes 

 However, real-time prediction of crises unreliable 

 Long lags and reverse short-term effect complicate picture 

 

 

 Rough estimates suggest 

 

 

 

 

 

 Starting from average probability of 3 – 5 percent 

0.3 – 2 percent lower 

bank credit 

Temporary*  

100 bps hike 

0.04 – 0.3 percentage 

points lower probability 

of crisis (peak effect) 



But likely non linearities 
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How much of a conflict? Ex post: Evidence 

of economic and financial overheating 



But potential output is a moving target 



Putting empirical results together 

Costs 

Benefits 

= 

Lower crisis 

probability 
Duration of crisis* 

Unemployment  

gap in crisis** 

Higher short term 

unemployment † 

x x 

 

(†) Due to 100 bps increase in rates for 1 year.  

Illustrative scenarios   

Building blocks 
Average 

probability 
High (peak) 
probability 

High (peak) 
probability, 
severe crisis 

Lower crisis probability, pp 0.02 0.3 0.3 

Duration of crisis, years 4.5-6 4.5-6 6-8 

Unemployment gap in crisis, % 5 5 7 

Higher unemployment, pp 0.5 0.5 0.5 

Benefits 0.008 0.113 0.294 

Costs 0.25 0.25 0.25 

Ratio (B:C) 0.03 0.45 1.18 



Should monetary policy lean against the wind? 

 In general, no 

 But the door should remain open, 

 As our knowledge evolves, 

 And in certain circumstances 

 

 Benefits grow relative to costs when: 

 Conjuncture: rapid credit growth, low unemployment, strong 
balance sheets, high probability of crisis 

 Structure: large, interconnected economy 

 

 Prudential policies should be the first policy considered 

 More targeted, probably less costly, more permanent 

 Both micro- and macro-prudential can play a role  



 Prudent stance can: 

 Reduce overheating 

 Buffer for bailout/stimulus during a potential bust 

 Reduce incentives for leverage 

 

 Time lags make it an impractical tool 

 Some measures hard to use countercyclically 

 “Tax planning”, circumvention, calibration 

 

 Little evidence of effectiveness in stopping booms… …but 
fiscal room critical in busts 

 

 

Fiscal policy 



 Targeted approach 

 

 Can smooth financial cycles to contain systemic risk and 
provide cushion in busts 

 

 Several tools 

 Capital and liquidity requirements 

 Dynamic provisioning 

 Asset concentration and credit growth limits 

 Loan eligibility criteria (LTV, DTI limits) 

 

Macroprudential regulation 



 Potential issues 

 Circumvention 
 

 Calibration 
 

 Difficult political economy 

 

 Evidence 

 Promising results: negative association with incidence of 
booms and booms turning bad (even with adverse bias) 

 

 More success in building up buffers than preventing the boom 
altogether 

 

Macroprudential regulation 



 Credit booms too dangerous to ignore 

 

 Policy can help, but many complications 

 

 Macroprudential measures first line of defense 

 

 Monetary policy can play a role, but with limits 

 

 Fiscal policy should build buffers in good times 

Conclusions 
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 Measure: change in credit-to-GDP ratio 
 

 Either one of two criteria satisfied: 

 Deviation from backward-looking trend exceeding 1.5 s.d. 
(country-specific) and growth over 10 percent 

 Growth exceeds an absolute threshold (20 percent) 
 

 Operationally implementable 

 Only information available in real time 
 

 Drawbacks 

 Only domestic, bank credit at aggregate level 

 Breaks, drops in GDP, etc. manually removed 

 Throw away available information 

Appendix slide: Defining credit booms 


