
Department of  
Economics and Finance  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 Working Paper No. 19-01 



1 
 

Bank Credit, Capital and Crises 
Ray Barrell and Dilruba Karim* 

 

Centre for Macroeconomics, LSE and Brunel University London 

 

 

 

Abstract: There are large and long-lasting negative effects on output from recurrent financial 
crises in market economies. Policy makers need to know if these financial crises are 
endogenous (to the macroeconomy) and subject to policy interventions or are exogenous 
events like earthquakes. We look first at the definition of crises, and then survey the literature 
from Jorda, Schularick and Taylor (2011) and from Bordo (2018) amongst others about the 
links between credit growth and crises over the last 150 years. We then go on to look at the 
determinants of financial crises in market economies, stressing the roles of bank capital, 
available on book liquidity, property prices and current account deficits. We look at the role 
of credit growth, the main link between macroeconomics and crises, and stress that it is 
largely absent. It is also useful to know if they are predictable, and if so, potentially 
preventable. We look at the role of the core factors discussed above in market economies 
from 1980 to 2017.  We conclude that policy makers need to contain banking excesses, not 
constrain the macroeconomy.    
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1. Introduction 

The financial crises in 2007 and 2008 have left a long and depressing shadow over the North 

Atlantic economies. Not only did output fall sharply after those crises, but output growth has 

also been slow since 2009. It has been common to link this crisis, and others to the twin 

problems of excessive credit growth and the subsequent unsustainable growth of asset prices, 

and, particularly, property prices. The link between credit growth and financial crises has 

been emphasised in a series of papers covering a period of over 130 years of history in 17 

developed economies by Jorda, Schularick and Taylor (2011), Schularick and Taylor (2012) 

and Jorda, Richter, Schularick and Taylor (2018) and has been supported by the views and 

the publications of the Bank for International Settlements (BIS). The evidence to link crisis 

incidence to credit growth over the last forty years is, however, weak, and evidence of the 

link for these economies from earlier periods may not be relevant for the analysis of policy 

problems in financially liberalised advanced economies. The prevailing view in the 

economics profession, and the policy community, is that constraining credit growth is 

essential for preventing a new round of financial crises. In this paper we evaluate this 

proposition and attempt to understand the causes of financial crises in advanced economies 

over the last forty years.  

We look at the role of the defences against systemic bank failures, capital and liquidity as 

well as at the role of property prices and of credit growth in driving them. We argue that 

following the results in Jorda et al (2018) on the periods since the 1880s and since 1945, and 

hence rejecting a role for capital adequacy in explaining financial crises is misjudged. In the 

financially liberalising world that followed on from the collapse of Bretton Woods system in 

the early 1970s banks on balance sheet capital has been an important defence against the risk 

of crises, even if it was not significant in earlier historical periods. We conclude that the 

emphasis on credit growth and its control, rather than on capital adequacy, is misjudged and 

reduces the chances of preventing a new wave of damaging crises. 

In the next section of the paper we review the related literature on the factors driving crises 

over the last 120 years, and we re-emphasise the conclusion of Bordo (2018) that there is 

little evidence to support the importance of credit growth over this period, with only the 

1929-33 crisis and the 2007-8 crises showing links. House prices have been commonly linked 
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demonstrate that in these crises, and in a number of other taxonomies of crises in the post 

1980, world capital has a major role to play in the determination of crisis probabilities.     

Crises have been endemic in market based, or capitalist, economies, and they became 

increasingly common in OECD countries by decade after the ending of the crisis free Bretton 

Woods period of financial repression between 1940 and 1972. The Bretton Woods system 

was crisis free in part because financial systems were tightly controlled, and the liberalisation 
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to total banking system assets was greater than 10%, or the public bailout cost exceeded 2 

percent of GDP, or systemic crisis caused large scale bank nationalisation, and if not, 

emergency government intervention was sustained. Crises could also occur when bank runs 

were observed, but these have been rare in our set of countries since 1980. Not all of the 

crises identified by Caprio et al (2005) were publicly visible as sustained government 

intervention can be hidden by careful management of the publicly available accounts, and this 

was common before the era of central bank transparency but would be obvious ex-post to 

officials. The definitions were tightened and updated by Laeven and Valencia (2013 and 

2018), who stressed the role of public sector interventions, and they revised and extended the 

dataset. The Laeven and Valencia revision raised the threshold bailout cost to 3 percent of 

GDP and focused on crises that Caprio et al (2005) had noted as systemic. The crises in in 

2007-8 that we and they include can all be described as systemic.   

The recent paper by Baron et al (2018) pulls together these and a number of other definitions 

of crises over a longer timer period than we use here, and also proposes a new definition of a 

crisis which depends upon movements in bank equity prices. As Baron et al (2018) notes, 

these often occur before a crisis becomes obvious, as shareholders may look more carefully at 

the structure of the balance sheet than does the public. Although most crises identified by 
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higher. This logit has the lowest AUC on the table, suggesting it has relatively weak 

signalling power. This emphasises our point above that crisis choice affects the model 

selection criteria and strengthens our view that we should take external crisis definitions such 

as Caprio et al (2005) and Laeven and Valencia (2013) rather than construct our own at the 

same time as selecting the data set.   

Table 4 The Laeven and Valencia Crisis Definition  

 
Laeven  
Base Total Credit 

Consumer 
Credit BIS Credit Gap 

 1981-2016    
Current account (-1) -0.0738 -0.0720 -0.0792 -0.0717 

 0.290 0.299 0.257 0.300 
Capital(-1) -0.4896 -0.3691 -0.5487 -0.5102 

 0.000 0.000 0.000 0.000 
Real House Price Growth(-3) 0.1068 0.1463 0.0724 0.1014 

 0.004 0.001 0.090 0.014 
Liquidity(-1) -0.1344 -0.1382 -0.1286 -0.1308 

 0.000 0.000 0.002 0.001 
test(-1)  -0.0162 -0.0041 0.0083 

  0.874 0.967 0.913 
test(-2)  0.0081 0.1647 -0.0172 

  0.946 0.241 0.888 
test(-3)  -0.1614 -0.0970 0.0264 

  0.100 0.346 0.728 
Area Under Curve (AUC) 0.7441 0.7722 0.7171 0.7485 
Direct Call Ratio (DCR)     10/14       11/14      10/14   10/14 
False Call Ratio (FCR) 31.43 28.57 31.1 32.04 
Notes as Table 1 

In Table 4 we turn to evaluating our model using the Laeven and Valencia definitions of 

crises, which are essentially the same over our period as in the sequence of papers by 

Schularick and Taylor and others, and hence we can directly compare our results to Jorda et 

al (2018). We repeat the Laeven and Valencia regression from Table 3 in the first column, 

and then add three lags in real total credit growth in column 2. The pattern is the same as in 

Table 1, except that real house price growth remains significant when we add real total credit 

growth and the BIS credit to GDP gap, whilst only the negative third lag on real total credit 

growth approaches reasonable levels of significance.  None of the lags in real total credit 

growth would be kept if we sequentially eliminated the variable with the least significance 

and estimated again until only significant variables were left. Column 2 has a higher AUC 

than column 1, and a better hit ratio and a smaller False Calls ratio, but the gain is not 

particularly large. We can test for the joint significance of the three lags with a Wald 

exclusion test, which is passed with Chi2 (3) = 5.519857 (prob 0.1375). The unbalanced 

sample with lags in real consumer credit growth also gives the same message as in Table 1, as 
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this variable is never significant, and no individual lag would be significant on its own, but 

the inclusion of consumer credit reduces the significance of real house price growth. A Wald 
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market in such securities in Germany since 1919. It is hard to model lack of wisdom in poorly 

regulated banks. 
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in the late 1980s and from 2000 onwards, and in the latter case it is clearly early enough for 

prompt corrective action to have been effective. If we add total lending growth to this model 

the performance in the late 1980s improves, but after 2000 the expanded model signals less 

strongly than the baseline. If we believe we should add lending growth to our preferred 

explanation all of the parameters change, as we can see from Table 1, and the true driving 
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