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Financial Innovation, Deregula-
tion and the ‘“Credit View” of

Monetary Policy

T IS GENERALLY ACKNOWLEDGED that
monetary policy affects real economic activity in
the short run and inflation or the price level in
the long run, but much less of a consensus ex-
ists on exactly how monetary policy affects out-
put and prices. The possibility that monetary
policy affects the economy through credit chan-
nels has received considerable attention lately.

Two distinet credit channels for monetary
policy have been described.* Both of these chan-
nels are based on lending problems associated
with asymmetric information and control.? The
cost of acquiring information and controlling
borrower's behavior drives a wedge between
the cost of internal and external finance. For

some borrowers the premium for external
finance is so large that it is impractical for them
to obtain funds in impersonal financial markets.
Depository financial intermediaries (hereafter,
banks), reduce the wedge by specializing in ac-
quiring information about and assessing the risk
characteristics of such borrowers.?

One broad credit channel has been called the
“excess sensitivity hypothesis” by Gertler and
Gilchrist (1993b). According to this hypothesis,
monetary policy actions induce changes in inter-
est rates and prices that are propagated through
their effect on borrowers’ balance sheets.® For
example, restrictive monetary policy may reduce
the net worth of borrowers, causing the premi-

1FThese channels have been discussed by a number of
writers. Bernanke {1993) and Gertler and Gilchrist (1993b)
are two of the more accessible.

*Information asymmetry gives rise to two important
principai-agent problems, adverse selection and morai
hazard.

*For evidence that banks and other financial intermediaries
mitigate the problems assosiated with asymmetric informa-
tion, see James (1887); Gilson, Stuart and Lang (1990);
Hoshi, Kashyap and Scharfstein (1990, 1981}; and Slovin,
Sushka and Pelonchek {1993). For evidence that shocks to
hank capital are due to changes in regulations or adverse
changes in the economy, see Baer and McElravey (1993)
and Calomiris {1993}

Unless it is explicitly stated ctherwise, the word bank is
used in this article (o denote the four traditional depository
financial intermediaries; commercial banks, savings and
loan associations, mutual savings banks and credit unions.
The last three are jointly referred 1o as “thrifts.”

“Menetary policy is propagated through changes in net
worth or cash fow that alier the size of the external
finance premium. For evidence that investment is sensitive
to halance sheet and cash ftow consideration, see Fazzari,
Hubbard and Peterson {1988); Oliner and Rudebusch
{1992); and Calomiris and Hubbard (1993).
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ums that small borrowers must pay for external
finance to rise. Gertler and Gilchrist point out
that this credit channel is operative “even if the
central bank has no direct leverage over the
flow of bank credit.”s An alternative credit
channel, called the “credit view” of monetary
policy by Bernanke and Blinder (1988), Ber-
nanke (19923) and Gertler and Gilchrist (1993b)},
requires monetary policy actions to have a
direct effect on bank lending.

This article outlines the credit view of mone-
tary policy and points out that the conditions
that are necessary for it are stringent. Conse-
quently, there is reason to doubt whether the
bank lending channel of monetary policy has
ever been empirically significant, This article,
however, does not attempt to evaluate whether
the bank credit channel of monetary policy ever
existed. Rather, it points out that financial inno-
vation and dersgulation have altered the struc-
ture of financial markets in ways that should
have weakened the bank credit channel of
monetary policy over time. In addition, it points
out that the bank credit channel of monetary
policy should have been further diminished by
the Monetary Control Act of 1980 and subse-
quent changes in the structure of Federal
Reserve reserve requirements that have signifi-
cantly weakened the link between monetary
policy actions and bank lending. Finally, the ar-
ticle presents evidence which suggests a weak
and deteriorating relationship between Federal
Reserve actions and the supply of bank credit.

WHAT I8 “THE CREDIT VIEW?”

The credit view of monetary policy is part of
a much broader literature on the role of credit
in the macroeconomy. Several recent papers

{(Bernanke and Blinder, 1988; Bernanke 1993;
Gertler and Gilchrist, 1993b; and Kashyup, Stein
and Wilcox, 1993) have defined the credit view
more precisely within this broader framework.
It is now generally understood that the credit
view is the idea that monetary policy actions
not only affect the economy through their effect
on the liability side of banks' balance sheets,
that is, by affecting the quantity of money, but
also through their direct effect on bank lending.

In this literature, the “monetary view” of
monetary policy tends te be rather narrowly
focused on interest rates.® Proponents of the
credit view argue that even under extreme
conditions where either interest rates do not
respond to monetary policy actions or where
spending is unresponsive to changes in interest
rates, monetary policy actions affect the econo-
my because of their direct effect on bank
loans.”

Consequently, proponents of the credit view
believe that the effects of monetary policy ac-
tions on the economy are larger than those that
can be attributed to the effect of monetary poli-
cy actions on interest rates alone. For a
separate bank credit channel for monetary poli-
cy to exist, it is generally acknowledged that
two necessary conditions must be satisfied: Bank
lending must be special and monetary policy
actions must affect bank lending.#

Bank Lending Mus! Be “Special”’

For bank lending to be special, banks must
play a special role in the credit market, in that
they make loans to a particular class of borrow-
ers who find it difficult tvery costly) or impossi-
ble (prohibitively costly) to obtain credit from
other sources.® This has been characterized

SGertler and Gilchrist (1993b, p. 7), emphasis added.

SMore generally, the monetary view of monetary policy is as-
sociated with the effects of policy actions on the supply of
money and the subsequent effect of the change in the
supply of meoney on the economy through a number of
channels. Two important papers on the monetary transmis-
sion mechanism are Brunner and Melizer (1976) and Stein
{1976).

7The clearest statement of this is Bernanke (1993, pp.
55-57). Bernanke summarizes the distinction between the
credit and monetary views by stating, “In a nuishell, the
credit view asserts that in addition to affecting short-term
interest rates, monetary policy affects aggregate demand
by affecting the availability or terms of new bank loans” (p.
56).

8For example, see Bernanke (1993), Gertler and Giichrist
{1993b), and Kashyap and Stein {1993).

9The credit view should not be confused with “credit ration-
ing,” the idea that banks limit the availability of credit
regardiess of price. Several authors (for exampie, Ber-
nanke, 1993; Bernanke and Biinder, 1988; Gertler and Gil-
christ, 1993h; Kashyap and Stein, 1983; and Friedman and
Kuttner, 1993) have poinied out that credit rationing is not
essential for the credit view. In credit rationing models, in-
dividuals who are willing and able to pay the market in-
terest rate are constrained from obtaining credit. In credit
view models, this is not necessarily the case. All markets
may clear. Friedman and Kuttner (1993, p. 14) note, '"The
fact that credit view models can encompass market non-
clearing does mean that they necessarily do so, however,
and on this point, ioo, substantial confusion exisis.”

FEDERAL MEBERVE BANK OF 9T, LOLE




33

(Bernanke and Blinder, 1988; and Bernanke,
1993) as the condition that bank loans and
other credit are not perfect substitutes to either
borrowers or lenders. That lenders are unwill-
ing to make the same loans to all borrowers is
plausible.** Discontinuities associated with the
size of transactions, costs associated with
monitoring and controlling the behavior of bor-
rowers, information costs and reputation may
make it difficult, if not impossible, for some
borrowers to raise funds in the open markets.*
Indeed, it can be argued that banks and other
nonbank financial intermediaries exist because
of such credit market “imperfections.” Banks
have traditionally filled this void by specializing
in gathering information and assessing the risk
characteristics of such borrowers. They close
the intermediation process by obtaining funds
from individuals (bank depositors}, some of
whom have imperfect access to market-based
liquid forms of savings.

Policy Actions Affect Bank
Lending

The second necessary condition is that mone-
tary policy actions have a direct effect on the
supply of bank loans. The potential for a direct
relationship between bank lending and policy
actions arises from the fact that the Federal
Reserve imposes legal reserve requirements on
bank deposits.? Consequently, an open market
operation that increases the guantity of reserves
and bank deposits means that, other things
being the same, banks have more funds to
make more loans.

Care must be taken, however, 1o avoid the
credit-view tautology. Other things being the
same, an open market purchase of securities by

the Federal Reserve must raise bank assets and
liabilities by an equal amount.’® If bank loans
rise proportionately with other bank assets, the
effect of policy actions on the supply of bank
loans is tautological. The issue of whether bank
credit is a separate channel for monetary policy
deals with the broader question of whether
policy actions induce a larger change in the total
quantity of credit than that associated with the
open market operation alone. Alternatively, the
credit view deals with the question of whether
Federal Reserve actions can alter the spread be-
tween the bank lending rate and open market
interest rates.

An Hlustration of the Role of the
Specialness of Bank Lending to the
Credit View of Monefary Policy

The credit view of monetary policy is made
clear by two cases: one in which there is no
separate credit channel for monetary policy be-
cause borrowers are free to obtain credit either
from banks or in the open market, and one in
which the access of bank borrowers to the
open market is limited.

Figure 1 illustrates the etfect of Federal
Reserve actions on the supplies of bank and
nonbank credit when lenders are indifferent to
whom they supply eredit. The banks’ credit sup-
ply curve is vertical under the assumption that
the supply of bank credit is totally determined
by their deposit liabilities which, in turn, are
assumed to be determined by the quantity of
reserves supplied by the Federal Reserve.

Under these assumptions, an open market sale
of government securities by the Federal Reserve
reduces the supply of bank credit and, thereby,

WThere is evidence that many small and medium-size firms
do not have the same access 10 credit markets as large,
well-known firms. This does not necessarily imply that the
credit view is correct, however. For example, much of the
empirical evidence—Gertler and Gilchrist {(1993a, b},
Bernanke and Lown (1892), and Oliner and Rudebusch
{1993)—suggests that the important distinction is between
“large’” and “small” firms rather than between bank-
dependent and nonbank-dependent firms. Conseguently,
while monetary policy may not operate directly through the
credit channel, for & variety of reasons, small firms may be
affected more by monetary policy actions than large firms.

"Fopr these, and perhaps others, the loan market is not com-
pletely impersonal. For example, borrowers may not be in-
different from whom they borrow-—even under identical
terms—if they believe that establishing a relationship with
a particular lender will reduce their future search costs.

2The relationship is pointed out in Bernanke and Blinder
(1992}, Gertler and Gilchrist (1993b), Kashyap and Stein
(1993}, Romer and Romer {1890} and Lebow (1893). In the
absence of deposit insurance, banks would hold
“reserves” in the form of cash and highly liquid assets
even if there were no statutory reserve requirements. The
extent of the relationship between policy actions and bank
lending under such a voluntary reserve system is an empir-
ical issue.

1#Assuming, of course, no immediate effect on bank capital,
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total credit. This is shown as a leftward shift in
the banks’ credit and total credit supply curves
in Figure 1, panels a and c, respectively. The
reduction in the supply of bank credit initially
raises banks’ lending rate relative to the rate on
alternative sources of credit, from i, to i, As
some borrowers go elsewhere, the demand for
other credit increases and the demand for bank
credit falls. This is illustrated by a rightward
shift in the other credit demand curve in Figure
1, panel b, and a leftward shift in the demand
for bank credit in panel a. Eventually, a2 new
equilibrium is achieved, where once again bank
rates and other rates are equal.

Federal Reserve actions fell disproportionately
on bank credit, as the rise in interest rates
resulted in an increase in the equilibrium level
of other credit. Nevertheless, there was no
separate bank credit channel for monetary poli-
cy. The decline in the supply of bank credit
merely induced bank borrowers to go else-
where.** The change in the total quantity of
credit is equal to the decrease in bank credit
plus the increase in private credit induced by
the rise in interest rates.

Imperfect Subsiitution

Now assume that some bank borrowers do
not have access to alternative forms of credit.
The fact that bank credit and other credit are
not perfect substitutes requires this illustration
to begin from an equilibrium in which the rate
on bank loans is above the rate on other credit.’
In this case, the same policy-induced decline in

4Kashyap, Stein and Wilcox (1993) claim that the identifica-
tion problem that arises in this literature can be circum-
vented by seeing whether policy actions affect the credit
MiX, the ratio of bank loans to commercial paper. The idea
is that if monetary policy affects the market in general and
does not operate through the credit channel, there should
be no correlation between the policy variables and the MiX
variable. On the other hand, if monetary policy works
through this credit channel, there should be a positive
correlation between these variables. This illustration,
however, shows an exampie in which there is no unigue
role for monetary policy through its effect on bank credit,
yet monetary policy actions and the MIX variable are posi-
tively correlated.

The fact that the rales on bank lpans are generally higher
than the rates on government securities and other credit is
not sufficient for the credit view. Loans, securities, bank
debt and other debt are not equally risky, so neither banks
nor the market will be indifferent about their portfolic struc-
tures. The rates paid on each form of debt will differ by
a risk premium that reflects both the banks' and the
market's perception of their respective risk characteristics,
including differences in the liquidity characteristics of the
various assets.

Figure 1

(a) Bank Credit
$ S

{b) Other Credit

(c) Total Credit
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the quantity of bank credit is associated with a
smaller increase in the demand for other credit,
as illustrated in Figure 2, as not all bank bor-
rowers can obtain credit in the market. Conse-
quently, when the new equilibrium is established,
the bank loan rate will have risen relative to
the rate on other credit,

The effects of monetary policy in this case
ditffer from the previous one in two critical
respects. First, the restrictive policy action causes
the equilibrium bank rate to rise relative to
other rates. This means that if there is a separate
eredit channel for monetary policy, monetary
policy actions would affect the spread between
bank lending rates and rates on other forms of
credit.*®

Second, the change in the total quantity of
credit is larger than in the previous case. This
is most easily seen by noting that in the extreme
case where none of the banks’ customers can
access the other credit market, there would be
no mitigating effect of the open market opera-
tion on total credit resulting from a rise in the
interest rate in the other credit market.’” Note
that the effect of monetary policy actions on
total credit will be larger, the smaller the pro-
portion of bank borrowers who have access to
other credit sources.

Arbitrage

In the above analysis, the Fed's ability to alter
the spread between bank lending rates and
other rates depended critically on the assump-
tion that some bank borrowers were unable to
obtain credit in the open market. Less obvious
is the results’ dependence on the implicit re-

16This implication of the credit view is widely recognized in
the literature, for example, Bernanke {1993}, Kutiner {1992}
and Romer and Remer (1993), Bernanke (1993) argues that
this approach to testing for the empirical significance of
the credit view has not been pursued widely because of
problems associated with measuring the “true” price of
bank loans. Nonetheless, Kuttner (1992) and Romer and
Romer {1993) have looked at this issue using the spread
between the prime rate and the commercial paper rate.
Kuttner finds that the evidence does not support the credit
view, while Romer and Romer find evidence supporting the
credit view.

7The outcome is actually more complicated than this simple
illustration suggests because in reality it is the banks’
depositors, not the bank, who are making the loan to the
banks’ loan customers. The bank is simply an intermediary
to the transaction. This means that some of the depositors
of banks are forced to move funds into other assets.
Hence, eventually the effect of an open market operation
on the total supply of credit must be limited to the extent of
the open-market operation.

Figure 2
{a) Bank Credit
8 s
i’b _______ %
i"b __________ \
ip 7777777777 B
D
Df
(b) Other Credit

striction that banks themselves cannot arbitrage
the spread between the bank loan rate and
market interest rates.

It is important to recognize that banks do not
create credit, they merely allocate it. Banks are
tinancial intermediaries. They acquire funds,
primarily from depositors, and lend these funds
to others in such a way as to maximize profits.
Consequently, as the bank loan rate rises rela-
tive to other rates banks have an incentive to
arbitrage the larger rate ditferential by inducing
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more depositors 1o, in effect, make more bank
loans.

Suppose that the banking industry is competi-
tive so that individual banks are powerless to
influence the rates paid on either bank loans or
other earning assets like government securi-
ties.’® Further assume that banks can access
other credit markets by issuing debt (that is,
deposits) against themselves that is a substitute
for other market debt. Now assume that restric-
tive monetary policy actions reduce the supply
of bank credit, causing the rate on bank loans
to rise relative to other rates as before. In-
dividually, banks would have an incentive to
borrow more from the private credit market to
make more bank loans. Banks would raise the
rates that they pay depositors to induce more
private creditors to intermediate credit through
banks.

Generally speaking, if the banking system is
competitive and banks are as creditworthy as
other debtors, the supply of bank credit will
rise and the supply of other credit will fall until
the rate differentials once again reflect the banks’
and the market’s perception of the differential
risk. Consequently, if banks are free to arbitrage
the interest rate differential, monetary policy
actions will not be able to alter the spread be-
tween bank loan rates and open market interest
rates, and there will be no separate bank credit
channel for monetary policy.?®

Monetary Policy Acfions and the
Supply of Bank Credii

The critical issue is whether the banking sys-
temn as a whole will be able to arbitrage the
wider rate differential if the Federal Reserve
controls the total quantity of reserves and,
hence, bank loans, as was assumed in Figures
1 and 2. The credit view of monetary policy
depends critically on the relationship between
monetary policy actions and bank lending, and
is weakened by the extent to which banks have

access to funds that are not affected by the
Fed's actions. This section considers the extent
to which Federal Reserve actions influence bank
lending and how financial innovation, deregula-
tion and changes in the structure of reserve
requirements have altered the Fad’s ability to
influence bank lending.

The Federal Reserve directly influences the
supply of bank loans through its system of
reserve requirements. The relattonship is identi-
cal to that which allows the Federal Reserve
10 exercise direct control over the suppiy of
money.? An open market sale of government
securities by the Fed reduces the supply of
reserves. Because of reserve requirements,
banks as a whole are forced to reduce their
deposit liabilities. As banks’ liabilities contract,
gther things being the same, so too do bank
assets, including leans. The crucial issue, how-
ever, is the extent to which reserve require-
ments impose limits on the ability of banks to
make loans.

The Federal Reserve can completely controt
the supply of bank loans, as assumed in Figures
1 and 2, only if uniform reserve requirements
are imposed on all sources of bank funds. If
this were the case, an open market purchase of
government securities would cause banks to
reduce both their liabilities and assets equally.
if banks reduced their loans, loan rates would
rise relative to open market rates. Individually,
banks would have an incentive to arbitrage this
interest rate differential by creating deposit lia-
bilities against themselves. Banks as a whole,
however, would not be able to increase their
deposit liabilities because of the Federal Reserve's
control over the total quantity of reserves.

In reality, reserve requirements have never
been this stringent. Reserve requirements have
never applied to all bank sources of funds, nor
have they been uniform across all banks or all
deposit liabilities. The fact that reserve require-
ments have varied across classes of deposits and

18That banks have some degree of market power does not
alter this conclusion.

1%This does not, however, rule out the possibility that mone-
tary policy actions have an indirect effect on the rate
differential. For example, if monetary policy actions affect
economic activity, this could raise the rate on bank loans
relative to open market rates by increasing the likelihood of
default by bank-dependent borrowers relative to other bor-
rowers, This effect might be consitlered as part of a broad-
er role for credit in the propagation mechanism of
monetary policy influences 1o the econamy. For example,
see Gertler and Gilchrist (1993b, ¢) and Bernanke (1993},

20For recent discussions of this process, see Garfinkel and
Thornton (1991) and Thornton {1892).
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imstitutions means that the effect of a given
open market operation on total bank loans can
vary, perhaps widely, with the distribution of
deposits.®!

In addition, there is the possibility of substitu-
tion on the asset side of banks’ balance sheets.
Banks may choose to alter loans and securities
praportionately or may simply absorb the entire
effect of policy actions in their holdings of secu-
rities. Indeed, banks would tend to substitute
away from government securities to bank loans
as bank loan rates rise relative to the rates on
securities, dampening the effect of restrictive
monetary policy actions on bank loans. The
magnitude of this effect, however, is uncertain.
Moreover, if restrictive policy actions affect out-
put, they could increase the default risk of bank
borrowers relative to that of the government,
inducing banks to shift their portfolios in the
direction of government securities.??

Nevertheless, the ability of banks to alter their
asset portfolios may be particularly relevant for
counter-cyclical monetary policy. For example, if
reserve growth accelerates sharply after the
economy is already in recession and loan de-
mand is weak, as in the early 1990s, banks may
be content merely to increase their holdings of
securities; policy actions may have little effect
on the gquantity of bank loans.?3

Finally, as the differential between bank lend-
ing rates and other open market rates widens,
banks would have an incentive to seek funds
that are not subject to reserve requirements. In
addition, nonbank financial intermediaries would
have an incentive to increase their loans to
traditional, bank-dependent borrowers. The
extent to which these possibilities have led to
financial innovation and deregulation is difficult
to say. Nevertheless, finanecial innovation and
deregulation appear 1o have lessened the extent
to which bank lending is special and have sig-

nificantly weakened the Federal Beserve’s ability
to influence bank lending through open market
operations.

FINANCIAL INNOVATION

Increasingly, banks have had to compete with
nonbank finanecial intermediaries for loan cus-
tomers. Moreover, banks’ access to financial
markets has increased significantly, resulting in
an increasing propertion of bank funds coming
from sources that are not affected directly by
Federal Reserve actions. In addition, the phasing
out and eventual elimination of Regulation Q
interest rate ceilings in 1986 enabled banks to
compete with nonbank financial intermediaries
for such funds. An analysis of such changes in
the structure of financial markets, coupled with
changes in the structure of reserve require-
ments, suggests that the so-called bank credit
channel of monetary policy may no longer be
relevant empirically, if it ever was.

The Specialness of Bank Credit

Finanecial innovation and deregulation have
widened the array of financing options available
to many small and medium-size firms, reducing
their dependency on banks. Changes in technol-
ogy and the structure of financial markets have
reduced the information and monitoring costs
associated with making loans to many business-
es, increasing many firms’ direct access to finan-
cial markets and nonbank sources of funds.

Access of a wider array of firms to the com-
mercial paper market and the rise in business
lending by domestic finance companies have
significantly reduced the specialness of bank
credit.?* Meanwhile, financial innovation has all
but eliminated the specialness of bank credit for
a wide array of other types of bank borrowers.
Banks now face stiff competition from nonbank

218uch slippage has been long recognized as a problem for
monetary control. Indeed, one objective of the Monetary
Control Act of 1980 was o reduce the sources of slippage
between Federal Reserve actions and the M1 monetary ag-
gregate {see Garfinkel and Thornton, 1989, for a discussion
of these changes). While the Monetary Control Act
strengthened the relationship between policy actions and
M1, it significantly weakened the relationship between poli-
¢y actions and M2 [see Thornton {18992)] and the supply of
bartk loans. The reascons for this will be apparent fater.

22This could bias empirical tests in favor of finding a sig-
nificantty positive relationship between monetary policy
actions and bank loans.

23ernanke and Lown {1991) suggest that if banks respond to
an easier monetary policy by simply holding more govern-
ment securities, “the ‘credit channel’ of monetary policy
will be shut down, and the real effects of a given monetary
expansion will be smaller”” This assumes, of course, that
those desiring bank loans will be unable to obtain credit
elsewhere.

225ee Wheelock (1993} for a discussion of these and other
developments,
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Figure 3
Credit Issued by Financial Intermediaries as a Percent
of Total Domestic Credit, and Credit of Banks as a
Percent of Credit of Financial Intermediaries
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intermediaries in consumer finance and both
residential and commercial real estate finance.?s

Moreover, loans are frequently securitized.
That is, they are combined with similar loans
from a wide variety of such borrowers to diver-
sify the defauit risk. Shares in such pools of
loans are sold as securities in financial markets.
In effect, such borrowers have direct access to
the credit market. Banks often facilitate the
process by initiating the leans and servicing the
loan contracts, but they are not the source of
the credit.

That such financial market innovations have
reduced the role of financial intermediaries in
the allocation of credit is illustrated in Figure 3,
which shows that the proportion of total domes-

tic non-financial credit on the balance sheets of

financial intermediaries has declined since the
early 1980s.2¢ This decline roughly coincides
with the sharp rise in the commercial paper
market

More important for the credit view, however,
has been the decline in the proportion of inter-
mediated credit accounted for by banks. The
banks' proportion of intermediated credit gener-
ally rose until the mid-1970s, to a peak near 70
percent. Since then, it has declined dramati-
cally—nearly 25 percentage points—and now
accounts for only about 45 percent of the total
intermediated credit.

The proportions of intermediated credit sup-
plied by commercial banks and thrifts is shown

2For evidence on the changing rote of finance companies
and banks in the allocation of credit, and for an analysis of
the importance of costly information in lending, see Remo-
lona and Wulfekuhter (1992).

26Financial intermediaries include the four depository insiitu-
tions plus finance companies, pension funds and life insus-
ance companies.

27In addition, there has been increased competition from for-
eign banks. By 1989, foreign commercial banks accounted
for about 20 percent of total U.B. commercial bank assets.
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Figure 4

Credit Issued by Commercial Banks and by Thrifts as a Percent
of All Credit Issued by Financial intermediaries
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in Figure 4. Both have declined in the last de-
cade or so, with the proportion of intermediat-
ed credit supplied by commercial banks reaching
its peak in the mid-1970s and that of the thrifts
peaking in the late 1970s. The latter peak coin-
cides with a sharp acceleration in the growth of
money market mutual funds (MMMFs} in the
late 1970s.

The increased prominence of nonbank finan-
cial intermediaries relative to banks in supplying
credit and the increased reliance on obtaining
funds directly in the markets, rather than
through traditional financial intermediaries,
point to a decline in the specialness of bank
lending #*

The Supply of Bank Credift

If banks merely satisfied their loan demand by
issuing publicly held debt, there would be noth-

ing unique about bank credit. Nothing would be
fundamentally different from a bank making a
loan with funds obtained from the sale of large,
negotiable certificates of deposit, and a finance
company making a loan with funds obtained
trom the sale of commercial paper. Monetary
policy actions would have a similar effect on
bank and other eredit—there would be no
separate bank lending channel for monetary

policy.

The credit view of monetary policy is weakened
by finanecial innovation and deregulation that
have significantly increased banks' access to
financial markets and reduced their dependence
on sources of funds that are subject to the
reserve requirements of the Federal Reserve.?®
Two important innovations were the introduc-
tion of large, negotiable certificates of deposit
and the development of the Eurodollar market.

28The trend toward increased competition with banks for bus-
iness loans is likely to continue. See Goodwin (1892} and
American Banker (1993}.

29The increasing recognition of this fact is one reason why
some have turned their attention from the credit view per

se to the role of credit market "“frictions™ in propagating
monetary policy impulses. For example, this type of analy-
sis forms the foundation of what Gertler and Gilchrist
{1993b, ¢) call the “excess sensitivity hypothesis”

SARNUARY/FERRIARY 1004




40

Negotiable Certificaies of Deposif

Citibank introduced the first negotiable cer-
tificate of deposit in 1961, to make CIs more
liquid and, thus, more attractive to investors.
Because of their large denomination—3$100,000
or more-they were frequently purchased by
money market investors who otherwise would
not have maintained large savings balances with
hanks, As the popularity of these instruments
inereased, they became a major source of funds
for banks.

These deposits are pari of hanks’ so-called
managed liabilities, which banks can tap during
periods of Increasing loan demand or restrictive
monetary policy actions. At such times, banks
raised the rate that they paid on large CDs, cir-
cumventing the Regulation O interest rate ceil-
ing on other deposit sources of funds.

Eurodollar Borrowing

The development of the Eurodollar market
also provided banks with a new source of non-
traditional funds. Eurodollars, dollar-denominated
deposits in foreign branches of U.5. banks, ini-
tially were not subject to the reserve require-
ments of the Federal Reserve. Consequently,
banks discovered they could obtain funds that

were free from reserve requirements and simul-

taneously circumvent the Fed’s Regulation O
interest rate ceilings by borrowing Eurodollars
from their foreign branches. Of course, the Fed
realized that hanks’ Burodollar horrowing cir-
cumvented reserve requirements and extended
reserve requirements io these liabilities.”

Since Eurodollars and large CDs were subject
to reserve requirements, it can be argued that

the total amount of these liabilities were con-
strained by the Federal Reserve. This conclu-
sion, however, need not be valid, It ignores the
possibility that banks change the relative prices
of their deposit liabilities in response to changes
in credit market conditions. The “price” of
deposits includes service fees, minimum and/or
average balance requirements and other incen-
tives and inducements, as well as the explicit in-
terest paid.*® Because checkable deposits had a
higher percentage reserve requiremeni than
that of savings-type deposits, including large
CDs and Eurodollar deposits, banks could effec-
fively increase the supply of loans for a given
level of reserves by raising the cost of checkable
deposits relative to noncheckable deposits. In
this way, the total supply of loans could in-
crease without an increase in the supply of
reserves.

If the bank loan rate were to rise relative to
other rates, individually banks would attempt to
attract more funds by making their deposits
more attractive. In so doing, they would have
an incentive to make savings deposits somewhat
more attractive than transaction deposits since
they would not only attract new depositors, but
also induce existing depositors to switch from
checking to savings accounts.

Unfortunately, information about banks’ pric-
ing of deposits is scarce, so there is no evidence
that banks followed such pricing practices.®* In
any event, the possibility that banks could change
the relative price of high-reserve.requirement
and low-reserve-requirement liabilities could be
part of the explanation for the apparent, histori-
cally weak association between bank lending
and policy actions presented later.

20Banks that were part of a bank holding company found

that they could avoid the reserve tax on funds by having
the holding company borrow funds directly in the market
by issuing commercial paper and by borrowing the funds
s0 obtained from ihe bank holding company. The Fed saw
this loophoie and imposed reserve requirements on such
funds at the same time it imposed reserve requirements on
Eurodollar liabilities.

Ffor a discussion of some of these elements of the pricing
of deposits, see Carrarc and Thornton (1986}.

RThere is evidence that the fack of uniformity of reserve
requirements resulted in some considerable siippage
between Federa! Heserve actions and the maonetary
aggregates M1 and M2 (for example, see Garfinkel and
Thornton, 1989, and Thornton, 1992}, Since the argument
that Federal Heserve actions exert considerable influence
over the supply of bank loans is directly related to the exis-
tence of such reserve requirements, the slippage must

be about the same as the slippage between Federal
Reserve actions and M2. The fact that about 10 percent of
M2 is composed of assets that are not the liabilities of
banks makes it difficult to make a stronger statement. If
these deposit labilities are ignored, the slippage between
Federal Reserve actions and bank loans must be at least
as large as that between Federal Reserve actions and M2,
This is so because the fact that banks can also adiust their
asset portfolios—and would have an incentive to do so in
the way described in the text—means that therg is an addi-
tional source of stippage in the relationship between Feder-
al Reserve actions and bank loans that is not present in
the relationship between Fed actions and M2,
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The Rise of Money Market The fact that banks were required to hold a
Adistuzal Furnels percentage of such deposits in non-interest
bearing reserves—either vault cash or deposit
A financial innovation that had an even more halances with Federal Reserve Banks—placed
profound effect on the empirical relevance of them at a competitive disadvantage relative to
the credit view was money market mutual other, nonbank intermediaries.?s Pressure to
funds (MMMFs).3® Two factors gave impetus to eliminate the reserve requirements gave rise to
the creation of MMMTFs: the high inflation of changes in the structure of reserve require-
the 1970s, which became embedded in market ments that have significantly reduced the ability
expectations, and the rise of market interest of the Federal Reserve to influence bank credit
rates to levels much higher than those permit- through open market operations. The discussion
ted by Regulation Q interest rate ceilings. The of these changes begins with the Monetary Con-
resulting outflow of deposits from banks into trol Act of 1980 (MCA).
MMMFs had two consequences for the credit
view. The MUA, Changes in Reserve
The first was the decision to eliminate Regula- Bequiremenis and the Supply of
tion () interest rate ceilings on bank deposits. Banlk Credit
As the high inflation of the 1970s pushed nomi- .
nal interest rates significantly above those that The MCA made two changes to the structure
banks could pay to depositors under Regulation of reserve requirements that had opposite ef-
O interest rate ceilings, banks confronted in- fects on the Fed's ability to influence bank lend-
creased competition for funds by nonbank ing. On the one hand, the MCA extended the
financial intermediaries, especially MMMFs. As a System’s Teserve requirements to all depository
result, Regulation Q interest rate ceilings were H‘HBI’HIBdi&I:lé‘BSI, 1pstead of just me_mber- commer-
phased out and eventually eliminated (for all cial hanks. Ihls‘ mc'r‘.eased the Fed's ability to in-
but demand deposits) in March 1986. During fluence the availability of fu.n@s to all banks. On
the phasing out of Regulation O, several new the qther hand, the MCA eliminated reserve
deposits were introduced, such as all-savers cer- requirements (on ai_l but deman.d deposns). on a
tificates and money market deposit accounts, to broad category of time and savings deposits, sig-
permit banks to compete more effectively with nificantly increasing the proportion of bank
nonbank financial intermediaries for funds. deposit liabilities that are not influenced directly
This meant that an increasing number of banks by Federal Reserve actions.
were now able to compete directly in the mar- . i )
ket for funds. Previously, only large banks .Contlr?u-ed pressure to increase the competi-
could compete effectively in the large CD, Eu- tive pDSJtion of banks caused th.e ’Fed to ehm%nate
rodollar and commercial paper markets, rgquired reserves on the remaining categories
of time and savings deposits in December 1950.
The increased competition between banks and Today, reserve requirements apply to less than
nonbanks for “traditional” bank sources of 25 percent of banks’ deposit liabilities and less
funds gave rise to a second change that has had than 20 percent of banks’ total sources of loana-
an even more important consequence for the ble funds. Consequently, it should not be too
credit view—the elimination of required reserves surprising to find that current bank lending is
on sources of funds by which banks were in relatively unresponsive to changes in the supply
direct compelition with nonbank intermediaries. af reserves.
IMMMFs were introduced in 1970, Their growth, however, action deposits. It is not clear whether the combination of
was modest until interest rates rose 1o historically high these taxes and subsidies result in & net iax or a net sub-
levels in the late 1970s. sidy to banks relative o their nonbank competitors.

#Zee Gitbert (1886) for 2 more detailed discussion of the
effects of Regulation Q interest rate ceilings and for a chro-
nology of their eventual elimination.

35 should be pointed out that banks also get various
government subsidies in the form of deposit insurance,
access to the Fed’s discount window, and government
regulated oligopoly power in their franchise to issue trans-
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EVIDENCE OF THE BFFeCT OF
FEDERAL BESERVE ACTIONS ON
THE SUPPLY OF BANK CREDIT

The credit view of monetary policy is based
on a chain of causation from the supply of
reserves to the supply of bank loans. The litera.
ture on the credit view, however, has not exa-
mined the link between the supply of reserves
and the supply of bank loans closely. This
section investigates the association between
bank loans and total reserves adjusted for
reserve reguirement changes.

Whatever its immediate or long-run objectives,
the Fed pursues them through open market
operations, changes in reserve requirements
and changes in the discount rate. These actions
are directly reflected in total reserves. Because
of reserve requirements, bank lending and total
reserves should be positively related, regardless
of whether changes in total reserves represent
an exogenous change in monetary policy or
whether the Fed is merely accommodating
shifts in the demand for deposits subject to
reserve requirements.?® Other commonly used
measures of monetary policy, like the federal
funds rate or policy indicators based upon an
examination of Federal Beserve documents,
are not necessarily closely related to Federal
Reserve actions that affect the availability of
bank loans.*” Consequently, they cannot neces-
sarily provide evidence about the relationship
between the supply of reserves and bank lending.

The availability of reserves can he affected by
the actions of the public, however. For example,
if the demand for currency were to rise, other
things being the same, the availability of reserves
to the banking system would decline. Conse-
quently, an increase in the public’s demand for
currency would have the same effect on bank

liahilities and lending as an equivalent sale of
government securities by the Federal Reserve.

The Federal Reserve’s operating procedures,
however, have tended to automatically accom-
modate such shifts.*® The Fed supplies addition-
al reserves to offset the reserve drain when the
demand for currency increases. The reverse is
true when the demand for currency decreases.
Total reserves change only when the Fed takes
actions other than those required to accommo-
date swings in currency demand. Thus, total
reserves adjusted for changes in reserve require-
ments is a good indicator of Federal Reserve
actions that affect banks’ balance sheets.

Interpreting the Relationship
Between Total Reserves and Banle
Lending

Finding that reserves and bank lending are
unrelated would suggest that there is no credit
channel for monetary policy. Finding that
reserves and bank lending are highly and posi-
tively associated, on the other hand, does not
ipso facto mean the credit view is valid. The
problem is that bank leans and total reserves
may respond endogenously to the same shocks,
For example, suppose there is a decline in eco-
nomic activity and with it, a decline in the de-
mand for liquid deposits, nominal interest rates
and credit demand. If the Fed accommodates
the decline in the demand for liquid deposits
by reducing the growth of reserves, reserve
growth and loan growth would be positively as-
sociated even if there was no direct association
between reserves and loans. 39

This problem is particularly accute for total
reserves because total reserves consist of both
borrowed and nonborrowed reserves. Borrowed
reserves have tended to respond endogenously

%Some anaiysts would associate the stance of monetary
policy with reserve growth, but this would certainty not be
frue of ali. For example, some believe that the Fed controls
the federal funds rate and associate changes in monetary
policy with changes in the federal funds rate despite the
fact that the funds rate can fali (monetary policy becomes
easter) when reserves are declining, for example, the peri-
od from April through June 1989. Others prefer to gauge
the thrust of monetary policy from the behavior of M2. For
example, Friedman (1992} and Buchanan and Fand (1992)
argued thai monetary policy was excessively tight in
1991-92 because M2 growth was slow and decelerating,
despite the fact that reserve growth accelerated sharply
during this period and increased at double-digit rates.

37Gariinkel and Thornton (1994) argue that there is no mone-
tary information in the federal funds rate that is not con-
tained in other shori-term interest rates.

38This is the case if the Fed is targeting the federal funds
rate, nonborrowed reserves or borrowed reserves,

39The Fed’s preoccupation with interest rate targeting [see
Goodiriend (1991)] would tend to exacerbate this tendency,
as the Fed would attempt to put downward pressure on the
federal funds rate by reducing the growth of reserves.
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to changes in the spread between the federal
funds and discount rates. Consequently, bor-
rowed reserves and, hence, total reserves will
tend to rise and fall when market interest rates
are rising and falling, respectively. Because of
this, some have argued that nonborrowed
reserves is a better indicator of monetary policy
actions than are total reserves.*®

1f the objective is merely to measure the
degree of association between reserves and
bank loans that results from the existence of
reserve requirements, this distinetion is unim-
portant.** However, if the objective is fo deter-
mine whether monetary policy works through
the bank lending channel, the distinction is criti-
cal. A statistically significant, positive association
between total reserves and loans does not
necessarily imply that policy actions affect bank
loans in the manner suggested by the credit
view of monetary policy. A positive association
between reserves and bank loans could result
from the effect of monetary policy on the econ-
omy through the standard monetary channel.
For example, an increase in reserve growth
could stimulate economic activity through the
monetary channel, increasing the demand for
credil and, consequently, the quantity of bank
loans.

Kashyap, Stein and Wilcox (1993} try to deal
with this identification problem by using a MIX
variable, the ratio of bank loans to the sum of
hank loans and commercial paper outstanding.
They argue that if monetary policy works
through the bank credit channel, a restrictive
monetary pelicy action should be associated
with a decline in bank loans relative to commer-
cial paper, that is, the MIX variable should
decline.** Alternatively, if monetary policy works
through the standard monetary channel, both

bank loans and commercial paper should be af-
fected more or less equally so that the credit
MIX should be unaffected by policy actions.

If Federal Reserve actions affect bank credit
with a lag, however, it will be particularly
difficult to distinguish the monetary channel
from the credit channel. When the Fed in-
creases the supply of reserves, banks have an
incentive to expand their deposit liabilities
quickly because the Federal Reserve does not
pay interest on reserves. Consequently, an in-
crease in the supply of reserves will be associat-
ed with an immediate increase in the supply of
money. If bank credit responds with a lag,
there will be little or no immediate change in
the supply of bank credit. Thus, it will appear
as though monetary policy works solely through
the monetary channel even though the bank
lending channel may be operative as well.#

The Contractual Nature of Loans
Aade Under Commitiment

The fact that loans are contractual obligations
not quickly changed and that many loans are
made under commitment (for example, a line of
credit) suggests that policy actions may affect
bank loans with a lag. For example, if the Fed
reduces the supply of reserves, banks will have
an incentive to reduce loans and not issue new
ones. Given such rigidities, however, banks may
initially reduce their holdings of government
securities and later reduce their quantity of
outstanding loans.

Policy actions that result in a decrease in total
reserves are fairly extreme. Reserves tend to
grow over time, with policy actions character-
ized by changes in the growth rate of reserves.
Because of the contractual nature of loans and

40fpr exampie, see Christiano and Eichenbaum (1991, 1992),
This proposition that nonborrowed reserves is a betier poli-
cy indicator has been challenged by Gilles, Coleman and
Labadie {1993).

“1For example, borrowed reserves increased dramatically in
May-June of 1984, when Continental Bank made heavy use
of the Federal Reserve's discount window. As a resuit,
there was a sharp drop in nonborrowed reserves, with vir-
tually no change in total reserves. There was no need for
banks to contract loans despite the drop in nonborrowed
reserves.

42in footnote 11, | have noted why a positive association be-
tween the MIX variable and Federal Reserve actions does
not necessary mean that the credit view is valid because
such a correlation can arise in the situation in which policy
actions Emit bank lending, but where the bank lending is

not special. Nonetheless, essentially finding no relationship
between policy actions and the MIX variable is indicative of
policy actions effecting both the banks and the credit mar-
kets equally. Consequently, the lack of association between
these variables is evidence that there is no unigue channel
of monetary policy through bank lending.

43This observation has been made by Bernanke and Blinder
{1992} and Bernanke {1993} as an argument why evidence
by Romer and Romer (1989) and Ramey (1983) that mone-
tary aggregates are more closely linked {o economic activi-
ty than credit aggregates is not necessarily evidence
against the credit view.

JANUARY/FEBRUARY 1894




34

the existence of loan commitments, a significant
slowing of the growth of reserves may be
reflected initially more in banks’ holdings of
government securities than in loans.** A signifi-
cant acceleration in reserve growth should be
associated with an acceleration in the growth of
both banks’ holdings of government securities
and loans. Consequently, policy actions should
affect loans more quickly when the Fed in-
creases the growth rate of reserves. Other
things being the same, the contractual nature of
loans and the existence of loan commitments
suggest that the timing of the effect of policy
actions on bank loans should be asymmetric:
Open markei purchases should be associated
with an immediate response in bank lending,
while open market sales should affect bank
lending with a lag.*s

The Helafionship Between Tolal
Reserves and Bank Loans

Because of reserve requirements, one would
expect to find a fairly close association between
reserves and bank liabilities prior to the 1980s.
There are several caveats, however. First, prior
to the MCA, only member commercial banks
were required to maintain reserves, so the con-
nection necessarily exists only between total
reserves and deposits of member commercial
banks. Second, the percentage reserve require-
ment varied by the size of the member bank
and deposit classification. Consequently, the
relationship between total deposits and total
reserves, even among member commercial
banks, might have varied significantly with the
distribution of deposit liabilities. Third, financial
innovations that were designed to circumvent
reserve requirements and Regulation ( interest
rate ceilings should have weakened even the
longer-run relationship between total reserves
and bank labilities, especially since the late
1970s. Finally, the passage of the MCA and the
phasing out and eventual elimination of Regula-

tion Q should have all but eliminated the rela-
tionship since the early 1980s.

Reserves, loans and deposits all tend to rise
over time. This should not be mistaken as evi-
dence in favor of the credit view, however,
since they are all merely expanding with an ex-
panding economy and inflation. Statistical tests
of the association between total reserves and
bank loans must account for the dominant
trends in these data. In the regression analysis
that follows, this is done by taking the first
difference of these variables.*

The reported regression results are from
estimates of equations of the general form

{1 AJ’: = BLJATR +¢,,

where A is the difference operator, that is,

Ax, = x,~X,_, y is the dependent variable, L is
the lag operator, that is, Lx, = x,_,, B} = B, +
B.L + L% + ..+ BL% and TH denotes total
reserves.

The primary interest is in the contemporaneous
and long-run effects, so it is convenient to re-
write equation 1 as

(2) Ay, = 8ATH,_, + R(LIA*TR,_

1t g

where @ = 8, + f, +..+ B, and B, = f3,
R, = B, + f,, and so on. The coefficient 8

the long-run response of the dependent variable
to a permanent change in total reserves. The
credit view requires 8 to be positive and statisti-
cally significant. The coefficient B, (=R gives
the initial response and 6 -, gives the sub-
sequent response of the dependent variable to
changes in total reserves.

The Resulls

Equation 2 was estimated separately for loans
and for deposits of commercial banks, thrifts,
and commercial banks and thrifts com-

44indeed, in the short run, loans may actually increase as
customers exercise their joan options.

43l is interesting to note that this interpretation is at odds
with the standard view of the asymmelry of monetary policy
and with the empirical evidence {Cover, 1992; DelLong and
Summers, 1988; and Rotemberg, 1993} that suggests res-
trictive monetary policy actions are more effective than
expansionary monetary policy actions. The asymmetry of
the effects of policy actions on bank credit, suggested by
Bernanke and Bilinder {1992) and others, that expansionary
policy actions should have more immediate—and perhaps
larger-—effects on bank credit and, consequently, economic
activity than restrictive policy actions.

46There is always the danger of over-differencing data. To
see if the results are robust for the filter used, the equa-
tions were also estimated using data obtained from the
Hodrick-Prescott (1980} filter. There were no qualitative
differences in these results from those reported here.
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hined. These data, taken from the Flow of
Funds Accounts, are for the last day of the
quarter and are not seasonally adjusted. The
estimated equations include a third-order lag of
the dependent variable, three quarterly seasonal
dummy variables, and contemporaneous and
eight lags of ATR, Only the estimated constant
and estimates of the B, 6 and 6§, are reported.
Garfinkel and Thornton (1389) show that the
MCA was essentially phased in by February
1984, when the large member banks were com-
pletely phased in. Because of the limited num-
ber of quarterly observations, however, the
results reported here are for two periods broken
at the introduction of the MCA: 1959:4 to 1979:4
and 1980:1 to 1993:2.

As noted previously, unless demand factors
are explicitly controlled, a positive association
between reserves and bank loans does not
necessarily imply that monetary policy works
through the bank lending channel. In an at-
tempt to control demand factors, two cyclical
variables, the spread between the federal funds
rate and the 10-year government securities rate
and the growth rate of nominal GDP, were in-
cluded in the regressions. These variables were
generally insignificant and the qualitative results
when these variables were included differed lit-
tle from the results when they were not exclud-
ed. Consequently, only the latter results are

presented here. In addition the empirical work
was also conducted using nonborrowed
reserves. The qualitative conclusions regarding
the credit view were the same as those obtained
using total reserves, so only the latter results
are reported.

Estimates of equation 2 for both periods are
presented in Tables 1 and 2, respectively. The
estimates show that both deposits and loans
were significantly related to total reserves dur-
ing the first period. Not surprisingly, the statisti-
cally significant relationship for deposits is due
entirely to commercial banks because deposits
at thrifts are essentially unrelated to reserves.
The statistically significant relationship for loans
s primarily due to commercial banks. While
statistically significant, the relationship between
reserves and loans at thrifts is not large.

The results for the pre-1980s point to the
potential validity of the eredit view. Loans and
reserves are positively and significantly associat-
ed for both banks and thrifts, although the rela-
tionship was guite weak for the latter. All of
the effect is contemporanecus, however, as the
subsequent response of deposits or loans 1o a
changes in total reserves, 8-, is never statisti-
cally significant at the 5 percent level.

The magnitude of the effect is quite small,
however. A $1 billion increase in total reserves
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resulted in a estimated $12 billion long-run in-
crease in banks loans. Since total reserves in-
creased about $8 billion from 1960 to 1979,
policy actions would appear to account for less
than $100 billion of the about $1,178 billion in-
crease in bank loans during this period. While
these estimates should be interpreted cautiously,
they suggest that the direct effect of monetary
policy actions on bank lending during the peri-
od was modest.

The estimates for the second period in Table
2 show that there is no statistically significant
relationship between total reserves and loans
for commercial banks or thrifts. Consistent with
the discussion of the effects of financial innova-
tion and changes to the structure of reserve
requirements, it appears that the modest associ-
ation between Federal Reserve actions and bank
loans that was evident prior to 1980 has vanished.

Commercial and Indusirial Loans
arngd RBesorves
Because the credit view is most likely to apply

to businesses that have less access (o alternative
sources of credit, most of the empirical work to

date has focused on commercial and industrial
(C&D loans. Seasonally adjusted data on C&l
loans are available on a monthly basis, but only
for commercial banks and only since November
1972. Equation 2 was also estimated with com-
mercial bank holdings of government securities,
SEC, as the dependent variable, to test whether
any potential lag in the effect of reserves on
Cé&lI loans can be attributed to changes in
banks’ holdings of liquid assets. Finally, the
eduation was estimated using a Kashyap-and-
Stein-type MIX variable, the ratio of Cé&lI loans
to commercial paper. Equation 2 was estimated
separately for the periods of November 1972 to
February 1984, and March 1984 to May 1393, to
test whether changes in reserve requirements
under the MCA significantly reduced the effect
of policy actions on bank loans.s” All the esti-
mated equations include three lags of the de-
pendent variable and contemporaneocus plus 12
lags of ATR.

Estimates for the two periods are presented in
Tables 3 and 4, respectively, The results for the
first period indicate a statistically significant
relationship between total reserves and C&l
loans, but not between total reserves and SEC.

+In each case, contemporaneous and 12 ags of ATR were
inciuded along with three lags of the dependent variable.
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Reserves appear to affect C&l loans with a lag.
There is a positive, contemporaneous relation-
ship between reserves and SEC and a negative
subsequent relationship; however, neither is
statistically significant. Nevertheless, these esti-
mates provide some qualitative support to the
finding of Bernanke and Blinder {1992) and
others that menetary policy is reflected initially
in hanks’ holdings of securities and subsequent-
Iy in bank loans.

The results for the second period provide no
suppert for the credit view. None of the coeffi-
cients is statistically significant at the 5 percent
level, and the qualitative pattern of first expand-
ing SEC and, subsequently, C&I loans that is
evident in the first-period results has vanished.

The results for the MIX variable are not sup-
portive of the credit view in either period. The
coefficient on the contemporaneous MiX varia-
ble is positive in the first period, as the credit
view predicts, however, the long-run coefficient
is negative and neither coefficient is statistically
significant.

Finally, changes in C&! loans made under
commitment are regressed on changes in total
reserves.*® These results appear in Table 5. Be-
cause these data are available only from Janu-
ary 1975 to June 1987, the results are reported
for a sample ending in February 1984 and for
the entire sample period. The relationship be-
tween loans made under commitment and total
reserves is positive and immediate. Moreover,
there is no statistically significant long-run rela-
tionship. The results suggest that loan commit-
ments do not account for the failure of the
fending channel.

CONCLUSIONS AND COMMENTARY

The empirical results presented here lend
little support to the credit view of monetary
policy. There was a positive and statistically
significant relationship between Federal Reserve
actions and both bank lending and bank deposits
prior to the early 1980s. The effect, however,
was quite small.

#The data on loans made under commitment come from a
Federal Reserve Survey of about 138 large, weekly report-
ing commerciat banks that account for about 85 percent of
all commerciat and industrial loans of all weekly reporting
banks. The official survey ran from January 1975 to June
1987,
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Consistent with financial innovation and
changes in reserve requirements under the
MCA, the relationship between Federal Reserve
actions and bank lending since the early 1980s
is nil. Consequently, whatever the nature of the
relationship between bank lending and Federal
Reserve actions prior to the 1980s, it appears
that changes in the structure of reserve require-
ments under the MCA of 1980 have essentially
eliminated it. Indeed, given the existing struc-
ture of reserve requirements, it is difficult to
see how monetary policy can work through the
hypothesized bank credit channel, if it ever did.

These resulls not withstanding, there is a
growing recognition that the relative position of
depository financial intermediaries in allocating
credit has diminished over time. It is now
generally accepted that banks compete directly
with other intermediaries for most of their
funds and that they no longer have a unigue
place in supplying consumer and real estate
credit. Moreover, other intermediaries are be-
coming increasingly competitive with banks in
the market once thought to be the bastion of
hanks—extending credit to small and medium-
sized businesses. At the same time, financial in-
novations have significantly redefined the mean-
ing of small and medium when it comes to the
size of firms with direct access to credit mar-
kets. Indeed, it is ironic interest in the bank

credit channel of monetary policy has been re-
juvenated at a time when justification for it has
eroded.
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