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How did the financial crisis interacted with 
productivity developments? 
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• The credit boom before 
the crisis undermined 
productivity 

 
• During the crisis 

productivity was further 
undermined by 
– Binding financial 

constraints 
– Reduced efficiency of the 

financial system 
 

Presenter
Presentation Notes
Cyclical – TFP is notoriously cyclical: it falls a lot during downturns and rises again in upturns. This effect however is not so long-lasting.Structural – market rigidities in many European economies reduce economic dynamism and suppress innovation.Crisis-induced – the financial crisis had a dampening effect on investment in intangible assets that are key in innovation. Moreover, it reduced the efficiency of resource reallocation further undermining productivity growthCredit booms tend to undermine productivity growth by inducing labour reallocations towards lower productivity growth sectors. A temporarily bloated construction sector stands out as an example. The impact of reallocations that occur during a boom, and during economic expansions more generally, is much larger if a crisis follows. In other words, when economic conditions become more hostile, misallocations beget misallocations. These findings have broader implications: they shed light on the recent secular stagnation debate; they provide an alternative interpretation of hysteresis effects; they highlight the need to incorporate credit developments in the measurement of potential output; and they provide a new perspective on the medium- to long-run impact of monetary policy as well as its ability to fight post-crisis recessions.Khan and Thomas (2013) rationalise the link between financial crises and resource misallocation in the presence of financial constraints. They study capital reallocation in an economy where investment is partially reversible and firms borrow against collateral. A credit crisis, following a financial shock in this economy generates a persistent recession: binding financing constraints generate persistent disruptions to the distribution of the capital stock, misallocating capital and affecting aggregate productivity. As a result investment declines significantly and output recovers only gradually.Empirical studies find that the capital structure of NFCs matter for the transmission of financial shocks: highly leveraged firms invested less during the crisis. Other proxies for financial constraints like firm-size and availability of collateral are also associated with lower investment..



Is Europe’s financial system fit for the future? 
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• No consensus about the 
impact of financial 
structure on growth. 

• Equity finance is 
important in the initial 
stages of a firm’s life. 

• Debt finance is crucial in 
order to scale up quickly. 

• Do different growth 
stages need different 
financial structures? 
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Presentation Notes
Europe relies heavily on banking. There are at least three issues that arise from this fact. The first is a simple diversification argument: when something goes wrong with the banks there is little resort to other forms of external finance, as the recent financial crisis forcefully reminded us. Indeed, Levine, Lin, and Xie (2016a) argue that equity markets can act as a “spare tire” during banking crises and mitigate the impact on the real economy but only in countries with strong shareholder protection laws. Arguably, similar conclusions could be drawn about other external financing options like bond markets or private equity.The second issue is that banks are highly leveraged institutions and thus very influenced by swings in asset prices (Langfield and Pagano, 2016). This makes the banking sector a potential amplifier of business cycles: expanding lending when asset prices increase, bringing asset prices even higher, and contracting lending when asset prices fall, provoking further price declines. In addition to amplifying business cycles such a mechanism misallocates resources across the business cycle, lending too much in booms to lower value projects and too little during economic downturns, foregoing profitable business opportunities (Borio, Kharroubi, Upper, and Zampolli, 2016, and Gopinath, Kalemli-Özcan, Karabarbounis, and Villegas-Sanchez, 2015).Third, banks are an important counterpart for households and SMEs with established businesses and a pool of tangible fixed assets. They are also needed by many large firms to provide and manage liquidity and transactions. Banks, however, are a less suitable counterpart for young and innovative enterprises that typically rely mostly on intangible capital. These companies have the potential to enhance and sustain productivity growth by innovating, which is a risky activity that may take a long period of time before it turns a profit. This feature makes equity a more relevant source of external finance for innovative firms, especially when they are small and young, and allows them to focus on the longer term. A recent OECD study (OECD, 2016a) finds that high productivity growth companies favoured equity as a source of external finance in the period following in the financial crisis.



…and your thoughts on… 

• What is the impact of an impaired financial system on productivity 
growth?  
 

• Does the structure of the financial system matter for its efficiency of 
resource allocation and for productivity growth?  
 

• Does the European financial system provide an adequate offer of external 
financing options to NFCs? 
 

• How can we make banks more resilient to risk, while also easing credit 
availability to smaller (and less transparent) firms? How can we balance 
the medium to long-term objective of diversifying the financial sector 
(capital markets) against the objective of supporting financial 
intermediation over the short and medium-term? 
 

• What role can the EIB play in supporting financial sector 
diversification/strengthening and access to finance for small firms? 
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Q1: Commercial banking is a indispensable element of modern finance. It is also very pro-cyclical. Is there a need to for a higher presence of other external financing options to counteract this feature. In the US, for instance, the evidence shows that bond markets acted as a “spare tire” during the credit supply shock ensuing after the financial crisis. Research has shown that trade credit can also play that role. The volume of trade credit is related, however, to structural and very slowly changing characteristics like trust.Q2: Research shows that barriers to entry and exit of firms create resource misallocation that undermines aggregate productivity. Finance may be an important barrier, especially when external finance is made available mostly by banks (collateralised lending). Keeping new ideas and innovative methods away from the market and sustaining old ideas longer than necessary reduces competitiveness and ability to stay at (or reach) the global technological frontier.Q3: EIBIS shows that firms are generally content with their external financial mix. Assuming that it is too much skewed to bank loans, what are the policy measures to move to a more balanced financial system without reducing availability of external finance in the short term.
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