




























































ments during 2006-7 would have increased bank resilience of the banking sector and reduced the
severity of the subsequent crisis. Rather than assuming a pre-determined path for the capital
ratio, Meeks (2014) simulates the impact of a potential policy feed-back rule for system wide
bank capital requirements.33 Results indicate that a counter cyclical capital buffer could be an
effective macroprudential tool, though the quantitative impact on GDP is found to be modest.34

Finally, assuming an unconstrained response from the banks, Groß et al. (2015) simulate the
impact of a one percentage point increase in the capital ratio of individual euro area countries
and find that it depresses GDP growth in the concerned country.

All in all, empirical evidence presented in this section shows that higher capital ratios would
have gone a long way in dampening the lending and business cycle in the euro area in the pre-
crisis period and would have helped to reduce the severity of the subsequent crisis. Such results
could provide a quantitative illustration of the possible impact of the use of macro-prudential
tools to smooth the lending cycle and show that these tools are suitable to help preventing the
future build-up of vulnerabilities in euro area countries. These results are broadly in line with
those found in the literature.

5 Conclusion

We have contributed to the empirical literature on the impact of shocks to bank capital in the
euro area by estimating a Bayesian VAR model identified with sign restrictions. The variables
included in the VAR are those typically used in monetary policy analysis, extended to include
aggregate banking sector variables. The model was estimated with Bayesian techniques. The
structural model was then identified with sign restrictions á la Rubio-Ramirez et al. (2010).
We estimated two shocks affecting the euro area economy, namely a demand shock and a shock
to bank capital. While the restrictions for the demand shock are standard in the literature,
those about the shock to bank capital are based on theoretical IRFs derived from a canonical
macro-financial DSGE model, from the literature that estimates the impact of shocks to bank
lending and from the ECB Bank Lending Survey (BLS).

Impulse-response analysis showed that as a response to a shock to bank capital, banks boost
capital ratios by de-risking their balance sheets and by adjusting lending to a larger extent than
they increase the level of capital and reserves per se. A historical shock decomposition analysis
showed that the shock to bank capital has contributed to boosting capital ratios since the crisis,
hence impairing bank lending growth and contributing to widen bank lending spreads. This
observation is consistent with the responses to the ECB Bank Lending Survey (BLS), which
suggests that the strengthening of the banking regulatory framework after the crisis resulted in
pressures on banks to strengthen their capital positions, including by curtailing bank lending.

33A similar analysis would have not been possible to implement in this paper because of the lack of time varying
capital requirements at the euro area level.

34This finding is perhaps due to the fact that Meeks (2014) excludes the crisis period from the estimations.
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Finally, a scenario analysis showed that higher capital ratios pre-crisis would have helped to
dampen the euro area business cycle.

Our empirical findings are broadly in line with those found in the literature, particularly re-
garding the impact of demand shocks and shocks to bank capital on banking variables. Regarding
the former, we provide empirical evidence supporting the view that an expansionary demand
shock is associated with a fall in banks’ capital ratios (Jokipii and Milne, 2008). Concerning
shocks to bank capital, our findings are in line with simulation results in Groß et al. (2015) for
European countries, who find that such shocks tend to induce significant downward pressure on
real activity when banks are assumed to shrink their balance sheets. They are also in line with
results for the U.K., suggesting that an increase in capital requirements is associated with a
reduction in bank lending, particularly to corporations (Bridges et al., 2014; Noss and Toffano,
2014) and with an increase credit spreads and a fall in aggregate expenditure (Meeks, 2014).
More generally, our findings are consistent with empirical evidence suggesting that adverse credit
and bank lending supply shocks are important drivers of bank lending growth, lending spreads
and economic activity in the euro area (Hristov et al., 2011; Gambetti and Musso, 2016; and
Moccero et al., 2015).
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