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Bank lending and business cycle in EMU:
a slow and fragile recovery

The evidence shows that the recent eurozone recession has not been
an exception to the norm of other recessions generated by financial and

real estate crises: they have been deeper and longer than usual, while the subsequent
recoveries are more dependent on the improvement of the financial sector.

In this note, in order to evaluate the perspectives of the eurozone economy,
we disentangle the role of the banking sector lending behaviour from other explanatory
factors in the recent performance of consumption and investment, using an improved
version of the DSGE model with banking and credit originally developed by Gerali, Neri, Sessa
and Signoretti (2010).

The results using data for the period 1998Q1-2011Q1 are consistent with the
interpretation that financial shocks were the most important cause of the

fall of both consumption and investment in 2008 and 2009. The results also
reveal that the deterioration of banks’ credit supply stopped at the beginning of 2010 and that
it has timidly begun to recover in recent quarters. In particular, financial shocks have already
contributed positively to output growth since the second half of 2010.

However, the positive contribution of financial shocks in the recent

recovery could be ephemeral and revert quite rapidly if the current sovereign debt
crisis intensifies.
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The key role of the banking system in the recent recession in the eurozone
requires new quantitative macroeconomic models with a representation of
the banking system

As shown in Figure 1, the economic crisis that took place in 2008 presents some contrasting
features with respect to previous economic downturns. In particular, the falls in activity and
employment have been sharper and the recovery pace much more moderate than in previous
recessions. The financial crisis and the greater interdependence between financial and real
economic variables have been at the centre of the recession, changing the transmission mechanism
of macroeconomic policies as well as possibly introducing new rigidities in the economy.

In fact, available data show that private sector credit contracted over the crisis, while the pace

of expansion afterwards has been very timid (see Figure 2). However, in principle, the stagnation
or decline in credit aggregates observed in Europe could be the conseguence of simultaneous
credit demand and credit supply shocks. To disentangle these shocks, we need to use quantitative
models that allow us to determine the relative importance of credit supply and demand shocks in
a statistically rigorous manner.

Notwithstanding this, the development of appropriate quantitative tools to analyse the role of
banking behaviour in business-cycle fluctuations has only started recently. DSGE models are
the most reliable tool to separate the sources of business cycles and to determine the impact
of monetary and fiscal policies on such fluctuations (see Smets et al, 2010, and the references
therein). Hoewever, until recently they did not incorporate the financial sector in an explicit

and rich enough way to allow to identify the role of financial factors in explaining the evolution
of macroeconomic variables. The following analysis rests on a DSGE model for EMU which
overcomes this deficiency by incorporating banking behaviour and services. The model is an
improved version of the DSGE with banking and credit recently developed by Gerali Neri, Sessa
and Signoretti (2010, GNSS henceforth).
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Our DSGE model helps to understand how shocks originated in the supply
side of the credit market are transmitted to the real economy, contributing to
business cycle fluctuations

DSGE models are the most reliable statistical tool to unravel the causal direction of effects among
macroeconomic variables in the short and medium term. The model used here incorporates

the financial sector and financial decisions of both households and firms with sufficient detail to
account for the significant impact of credit on investment and private consumption, as well as for
the various demand and supply factors that underlie the dynamics of credit.
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The model incorporates the following features to capture the stylized facts of the recent EMU
downturn:

1. Imperfections and rigidities that characterize the functioning of the banking system, good and
labour markets, and its dynamics.

2. Restrictions on access to credit by households and firms due to changes in the value of their
assets used as collaterals.

3. Minimum capital (prudential and legal) requirements faced by banks, as well as the costs
associated to the degree in which these reguirements are being met.

4. Banks balance sheet identities and, in particular, the possibility of events that will force a rapid
restructuring of balance sheets.

The aforementioned features give the model enough flexibility to capture realistically, in the
European context, the significant interdependence between the real and the financial side of the
economy, and in particular the link between the banks’ balance sheets and the business cycle.
In addition, the model also captures several factors that affect both credit demand (willingness
to borrow by households and firms) and supply (willingness to lend by banks) as well as the
dynamic adjustment of different economic variables, both real and financial.

The structure and transmission channels of the model are as follows. The economy is populated
by “patient households”, who save part of their income each period and own the banks and
firms in the economy, and by impatient households and entrepreneurs, who borrow money
each period to spend more than their income. Both impatient households and entrepreneurs
borrow money from lending retail banks (which allows to differentiate between types of credit),
while patient households buy deposits from deposit retail banks. Deposit retail banks transfer
their deposits to a wholesale bank which provides the funds to lending retail banks, taking care
to satisfy the balance sheet identity and accounting for the costs of deviating from the optimal
value of the banking capital ratio (banking capital/banking assets), which is given exogenously.
Additionally, there exist a production and a commercial sector which employ labour services
from households in exchange for wages, which are monopolistically fixed by labour unions. The
interest rates are also fixed monopolistically.

Overall, the model, once adjusted to EMU data, allows us to decompose the rates of growth of
different macroeconomic variables in terms of the following categories of shocks:
1. Financial shocks: those forces that restrict or expand bank’s credit supply.

2. Macroeconomic shocks: those forces, not linked to the banking sector, which affect households’
consumption and spending and firm’'s investment. These shocks ultimately determine the credit
demand by these agents.

3. Monetary policy shocks: unexpected changes in interest rates determined by the monetary
authority.
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It should be noted that the model, given its simplification, still has some limitations, which
constitute lines of future research. In particular, the model assumes that banks have unlimited
access to finance at the policy rate from a lending facility at the central bank. This may be valid
to describe the most recent downturn, but was not in the past and will probably not be in the
medium-term. In its current state, the model also omits the increase of risks in financial markets,
the freezing up of money markets, and explicit fiscal and external shocks.

Our model has the same structure of GNSS model, described above, but differs in the way we
remove long-run trends from the macroeconomic and financial time series to extract the business-
cycle component, which is the object of interest (i.e, the component explained and forecast by the
model). Specifically, GNSS use the standard Hodrick-Precott (HP) filter, a methodology excessively
sensitive to the last observations of the time series analysed. Especially in the recent recession due
to the deep recession of 2009, the HP filter may produce a distorted picture of the business-cycle
behaviour of the EMU macroeconomic and financial variables. We correct this problem along the
lines suggested by Mise, Kim and Newbold (2005) by adding our long-run forecasts to the historical
observations of the time series before extracting the trends with the HP filter.

As an illustration of the difference between both methodologies, Figure 4 shows the trend
component of the standard HP filter (labelled HP GNSS) and our forecast-augmented HP filter
(labelled HP BBVA), applied to the level of aggregate investment in EMU. The standard filter attributes
a huge portion of the contraction of investment in the last years to the trend component, to the point
that the cyclical component becomes positive in the first quarter of 2011, when the standard measure
of industrial capacity utilization in EMU was negative (Figure 5). In contrast, the forecast-augmented
HP filter yields a more reasonable picture, which is also more consistent with the widespread view
that the cyclical component has begun to reverse in the last quarters but not long enough as to
closing the gap between the current level of investment and its trend component.
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Shocks originating in the banking sector explain the largest fraction of the fall
of output in 2008, while other macroeconomic shocks played a smaller role

The results from the model are in line with the conventional interpretation of the recent European
crisis: tensions in financial markets and banks’ losses from subprime credit exposure and from
significant write-offs on asset-backed securities caused a widespread credit restriction, which in
turn triggered a severe economic downturn. This view is also supported by the evidence provided
by the Bank Lending Survey from the European Central Bank. As we can observe in Figures 6 and
7, credit standards tightened since the start of the recession, mainly driven by the increasing costs
related to banks' capital as well as by difficulties to access financial markets.

We use the historical shock decomposition produced by the DSGE model to quantify the
importance of each shock on the dynamics of the main macro and financial variables in

the eurozone. In particular, the historical decomposition shows that both financial and
macroeconomic shocks were the main drivers of the economic expansion over 2006-2008, but
financial shocks explained most of the fall in the recent downturn.
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Financial shocks have the largest impact on investment (Figure 8). In particular, the two main financial
shocks were those related to firm’s loan-to-value ratios, along with, to a lesser extent, mark-ups charged
by banks as a consequence of the high uncertainty in the economy, which result in a reduction of
loans to companies. However, macroeconomic shocks were the main drivers of the contraction of
loans to households, resulting from lower demand for both housing services and consumer goods.

In short, the reduced availability of credit in the economy appears to be due to a combination of both
supply (affecting investment) and demand factors (in the case of credit to households).

By mid-2009, the eurozone economy started to recover, although at a much slower pace than
in previous upswings. The good news is that the negative impact of financial shocks dampened
over the second half of 2009, contributing positively to annual growth rates in recent quarters,
partly because banks have not continued tightening credit requirements and partly due to the
incipient recovery in domestic demand. The non-standard liquidity measures implemented by
the ECB partially restored the normal functioning and the stability of financial markets, providing
liguidity into the economy. As long as financial shocks started to affect positively the economy
and policy makers began to withdraw expansionary fiscal policies taken to boost the economy,
macroeconomic shocks also ended up hampering economic activity (Figure 10). Regarding
monetary policy, the sharp reduction in the ECB policy rate resulted in an expansionary monetary
policy that supported economic growth.
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Nonetheless, despite this recovery, the eurozone is still far below its potential trend. As a
conseqguence, the output gap is still negative (Figure 1. In addition, the negative impact of both
financial and macroeconomic shocks as well as some unresolved problems in the banking sector
and higher capital requirements suggest that the economy is still far form reverting to the output
path prevalent before the crisis. In particular, the deleveraging process of the private sector could
weigh on the recovery in domestic demand. The latter could be one of the main differences with
previous recoveries, where a sound financial sector would have provided the credit necessary to
sustain the expansion of economic activity.

Finally, it is worthwhile to note that the positive contribution of financial shocks in the recent
recovery could be ephemeral and could revert rapidly if the current sovereign debt crisis
intensifies (for example, as in the case of a disorderly debt restructuring of the Greek economy),
and EMU lives again a Lehman-like global financial shock.
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Chart 10 Chart 11
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A.
(hereinafter called "BBVA") to provide its customers with general information regarding the date of issue of the report and are subject to changes without prior
notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to undertake
or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be appropriate for
them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to prepare this report. Therefore,
investors should make their own investment decisions considering the said circumstances and obtaining such specialized advice as may be necessary. The contents
of this document is based upon information available to the public that has been obtained from sources considered to be reliable. However, such information has
not been independently verified by BBVA and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts
no liability of any type for any direct or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of
securities or instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should be aware
that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve high risks and are
not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such
circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking any transaction with these instruments,
investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be
aware that secondary markets for the said instruments may be limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, directly or
indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, provide consulting
or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, executives or employees,
or may have interests or perform transactions in those securities or instruments or related investments before or after the publication of this report, to the extent
permitted by the applicable law.

BBVA or any of its affiliates " salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients that
reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses may make
investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, photocopied or duplicated
by any other form or means (i) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may be copied, conveyed, distributed
or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to comply with these
restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within article
19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (i) are persons falling within
article 49(2) (@) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons to whom an invitation
or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act 2000) may otherwise lawfully be
communicated (all such persons together being referred to as “relevant persons”). This document is directed only at relevant persons and must not be acted on
or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates is available only to relevant persons
and will be engaged in only with relevant personsThe remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including
the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking
business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent and avoid
conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security Market Operations is available for
reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with number 0182.





