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Mark Gertler

Once again, Chrigtina Romer and David Romer have done the
profession agreat service by poring through the historical record and
the institutions in order to understand how Federal Reserve policy
affectsthe economy. | amagreat admirer of the Romers” work. And
let me make clear that my frequent referencesto the "*"Romer Dum-
mies” apply to the authors' indicator variable for monetary policy,
and not to the authors themselves.

The main point of this paper is that in interpreting evidence for a
credit channel of monetary policy, itisimportant to makethedistinc-
tion between credit actionsand open market operations. | completely
agree. But | amgoing to argue that thiscaveat appliesto al empirical
work that studieshow monetary policy affectsthe economy —not just
work on the credit channel. Further, the evidence shows that credit
conditions continue to influence the way open market operations
ultimately affect the economy, though the precise way they matter
surely hasevolved over time.

Beforedigging into details, | would liketo clarify what is meant by
acredit channel to monetary policy. | havesomesemanticdifferences
with the authors, and it isimportant to straighten themout. | interpret
acredit channel as aconduit through which monetary policy affects
the spread between the cost of external and internal fundsfor certain
classes of borrowers. That is, a credit channel alters how smoothly
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fundsflow between lenders and borrowers.

Theauthors present one version that fits my definition. But | think
thereareat least two. | illustratethispointin Table 1. Theversionthe
authors present emphasizes what | call the reserve requirement
mechanism. | call the other the balance sheet mechanism.

Tablel
Two Versonsaof the Credit Channel

Bank Money Market Fund

A L A L

Loans Deposits (D) Commercia MMDS
Paper (CP)

Securities CDs
Reserves(R)

1. ReserveRequirement Mechanism: R down =i up and D down
= (iP - i) up due to constraintson CD issues=> Mix declinesassome
bank borrowers substitute to commercial paper

2. Balance Sheet M echanism: R down = i up = spending down
=i up and spending down weaken borrowers balance sheets = (iP
- i) up since the drain in liquidity and collateral raises the cost of
external financefor borrowerswith imperfectaccessto credit markets
(for example, small and medium-sized companies and households.)
= Mix declines, reflecting a** flight to quality credit.”

Note: i = riskless rate; iP = prime lending rate; mix = bank loans/ (bank loans+ commercial
paper)

Astheauthorscorrectly argue, the reserverequirement mechanism
rests on the premisethat banks cannot completely decouple lending
from deposits. That is, for one reason or another, banks do not have
perfect accessto the certificate-of -deposit (CD) market. A declinein
reserves, therefore, may directly constrain bank lending by forcing a
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reduction in deposits subject to legal reserve requirements. This
congtriction in the pool of banks fundsforces up the spread between
the bank lending and the riskless rates. Another manifestationis that
the bank loan/commercial paper mix may decline, as some bank
borrowers substitute to the commercial paper market.

Theauthorsargue that this mechanismisonly relevant to theextent
that it is accompanied by regulatory constraints on banks' ability to
issue managed liabilities—what they term credit actions. | largely
agree. In the contemporary financial climate, it's hard to see how
banks have restricted access to managed liabilities. One important
qualification| would add, though, isthatintimesof financial distress,
this access may dry up.!

Theway | prefer to motivate the credit channel iswith the balance
sheet mechanism, exactly for thekindsof issuestheauthorsraise. The
bal ance sheet mechanism plays off the idea that for borrowers with
imperfect accessto capita markets, collaterd —broadly defined—is an
important determinant of the termsof credit.

Suppose that monetary policy raises short-term interest rates and
that thisproducesaninitial declinein demand. Both theriseininterest
rates and the decline in demand weaken borrowers balance sheets.
Both asset valuesand cash flow after interest paymentsdecline. For
small and medium-sizecompaniesand households—that is, for those
borrowersfor whom collateral is most likely akey factor in accessto
credit—the termsof external finance tighten. One manifestationis a
rise in the spread between the bank loan rate and the risk-free rate.2
Theshort-termfinancing mix alsoshiftsinfavor of commercial paper.
But herethe declinein the mix reflectsachangein thequality mix of
borrowers—that is, it reflectsarelativeflight of credit from smaller
borrowersto large high-grade borrowerswho normally operatein the
commercial paper market.

The balance sheet mechanism captures phenomenavery similar to
the reserve requirement mechanism. It smilarly predicts an enhanced
impact of monetary policy on borrowers with imperfect access to
credit markets. Further, in either scenario, the spread between the
bank loan and risk-freeratesand thequality composition of creditare
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important financial indicators. A key distinction, though, is that the
bal ancesheet mechanismdoesnotin any direct way rely onregulatory
constraints.It should therefore be operative even when credit actions
areabsent. With thesedistinctionsin mind let meturn to theempirical
work.

Theauthorsask whether, after controlling for credit actions, mone-
tary policy has any predictive power for the two measuresof credit
conditions. the bank loan/commercial paper mix and the spread
between the prime rate and the commercial paper rate. Or do credit
actionsinstead absorb all theforecasting power?The authors make a
sensible case that credit actions have explanatory power for the
financial indicators. But the evidence indicates that the explanatory
power of monetary policy remainssignificant. In probabilisticterms,
itisnot appreciably altered by theadditionof thecredit actiondummy.

Tomakethispoint plainly, | compute thedynamicresponseof each
financial indicator to a shift in monetary policy two different ways:
first, using aregression that does not control for credit actions; and,
second, using a regression that does. Chart 1 presents results from
using the Romer datesto measurethe stance of monetary policy, and
Chart 2 presents results from using the funds rate. In all four cases
(two financial indicators times two monetary indicators), a shift in
monetary policy has a significant impact on the financial indicator,
even after controlling for credit actions. The addition of the credit
dummy reducesthe point estimates somewhat. Given thewidth of the
standard error bandsin the respectivecases, though, it seemsunlikely
that onecouldformally reject thehypothesi sthat controllingfor credit
actions made no difference to the impact of monetary policy.

So monetary policy still matters. Not just credit actions. Thus, this
evidence aone does not prove the absence of a credit channd of

monetary policy.

Toputanother perspectiveon theissue, | redid theexperiment using
real GNP growth as the dependent variable rather than a financial
indicator. That is, | asked how the inclusion of the credit action
dummy affected theresponsedf real GNP to tight money. And | also
asked how a credit action influenced the dynamicsof GNP. Chart 3
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presentsresultsfor the case where the Romer dates reflect the stance
of monetary policy. Interestingly, theinclusion of the credit action
variable reduces the importance of monetary policy for output by
about the same magnitude as it does for the financia indicators.3
Further, the response of GNP to monetary policy is no longer statis-
tically significant (though it isclose). A credit action, however, does
have a significant impact on GNP, after controlling for monetary
policy. Theimpact, further, appearsto have agreater impact on GNP
than an episode of tight money. Thus, while acredit action appearsto
have arelatively large impact on thefinancia indicators, it smilarly
appearsto have areatively largeimpact on GNP growth.*

| am somewhat torn asto how to interpret these results. On the one
hand, | am not prepared to argue that credit actions have a stronger
impact on GNP growth than does monetary policy. The resultscould
instead reflect the difficulty of distinguishing credit actions from
episodesdf tight money. By noaccident, creditactionsoverlapclosely
periodsof tight money. Around each credit action date, thefundsrate
risessharply. Further, thethreecredit actionsin the period from 1969
to 1980 line up very closely to the Romer tight money dates. It is
conceivablethat, in someinstances, credit actions are more asymp-
tom of tight money episodesthan atrue causal force. My hunchisthat
credit actionsdo matter, but that the methodol ogy may overstatetheir
relativeimportance. Thiscould be true not only for the GNPresults,
of course, but alsofor thefinancial indicator results.

On the other hand, the results make plain a possibly important
critiqued the vast recent empirical literature on theeffectsof mone-
tary policy. By ignoring credit actions, these studieslikely overstate
the importanceof monetary policy on rea activity. | think the 1980
credit controls providethe best example. Theempirical studies| refer
to assign thefull weight of the 1980 recession to monetary policy. But
it is clear that the credit controls were important. Another example
might be the Basle Accord. Though it is not in the authors' list of
credit actions, it fits thedefinition. It was a regulatory action, begin-
ning sometimein 1988, that tightened constraintson bank lending. A
researcher who completely ignoresthe Basle Accord might overstate
the effect of the tightening of monetary policy in 1988 on the sub-
sequent lowdown of GNP growth.
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Chart 1

Impact of the Tight Money Indicator on Credit Market
Variables. Thelnfluenceof the Credit Action Variable
Bank Loan/Commercial Paper Mix: Not Controlling for Credit Actions
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Notes. Each box plots the cumulativepercentagechange in acredit market vanable (the bank
loan/commercial paper mix or the pnme rate/commercial paper ratespread) after apolicy shock in quarter0.
The bands represent 95 percent confidencentervals. Theresponsesof the credit market variablesare
calculated f r omtwo types of regressions. (i) Regressions not controllingfor credit actions: changein the
vanable on 8 own lagsand 3 lagsof the Romer i ndi car for tight money (1) Regressions that control for
credit actions: 8lagsof the credit actiondummy are added to (i) The sampleis 1962:Q1 - 1992:Q1.
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Chart 1 (cont.)

Impact of the Tight Money Indicator on Credit Market
Variables; Thelnfluenceof theCredit Action Variable

Bank Loan/Commercial Paper Mix: Controlling for Credit Actions
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Impact of a Risein the Federal FundsRateon Credit Market
Variables. Thelnfluenceof the Credit Action Variable

Bank Loan/Commercial Paper Mix: Not Controlling for Credit Actions
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Notes: Each box plotsthe cumulative percentage change in acredit market variable (the bank

1
14 Quarters

loan/commercial paper mix or the prnime rate/commercial paper rate spread) after ansein the Federal Funds
ratein quarter 0. The bands represent 95 percent confidence intervals. The responses of the credit market
variables arecalculated from two types of regressions. (i} Regressions not controlling for credit actions:
change in the variable on 8 own lags and 8 lags of the Federal funds rate (11) Regressions that control for
credit achons. 8lags of the credit action dummy are added to (). The sampleis 1962.Q1 - 1992:Q1.
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Chart 2 (cont.)

Impact of a Risein the Federal FundsRate on Credit Market
Variables; Thelnfluenceof the Credit Action Variable

Bank Loan/Commercial Paper Mix: Controlling for Credit Actions
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Chart 3

The Responseof GNP tothe Tight Money Indicator and
Credit Actions

Shift to Tight Money and GNP:  Not Controllingfor Credit Actions
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Notes: Each box plots the cumulative percentage change in GNP after apolicy shock in quarter0. The
bands represent 95 percent confidenceintervals. Theresponsesof GNP are calculated from two typesor
regressions. (i) Regressions not controlling for credit actions: GNPgrowth on 8 lagsof GNP growthand 8
lagsof the Romer indicatorfor tight money. (ii) Regresstonsthat control for credit actions: 3lagsof the
credit action dummy areadded to (). The sampleis 1962:Q1 - 1992.Q1.
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Chart 3 (cont.)

The Responseof GNP to the Tight Money Indicator and
Credit Actions
Shift to Tight Money and GNP: Controllingfor Credit Actions
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Let's now turn to the issue of how the credit channel of monetary
policy may operate: that is, the issue of distinguishing the reserve
requirement mechanism from the balance sheet mechanism. Here |
want to present someevidencethat suggeststhe bal ance sheet mecha-
nism may be at work. The balance sheet mechani sm predi ctsthat, after
tight money, credit flows to small firms should contract relative to
credit flowsto largefirms, given that smaller firms morelikely have
imperfect access to credit markets. To explore this possibility, |
construct another financial indicator: the ratio of short-term credit to
small firms to short-term credit to large firms. For small firms,
short-term credit consists mainly of bank loans. In particular, these
firms do not have access to the commercia paper market. For large
firms, short-term credit i sdivided about equally between commercial
paper and bank loans. The data are from the manufacturing sector
only. In the top left panel of Chart 4, | plot the average cumulative
responsect thelogarithmof theratio of small firmto largefirm credit
following each Romer episode of tight money. The picturesindicate
clearly that after tight money, credit flows to small firms contract
relative to credit flows to large firms. For comparison, | plot the
corresponding response of the bank loan/commercial paper mix in the
bottom left panel of Chart 4. Clearly, the small firm/large firm mix
and thebank |oan commercial paper mix behavequitesimilarly. This
makes sense from the standpoint of the balance sheet mechanism.
Creditflowsto firmswhich don't use thecommercial paper market—
small firms—are contracting relativeto credit flowsto firmsthat do
use the paper market—large firms. | pursue this issue further by
examining thelast two episodes of monetary tightening. The authors
argue that in these last two episodes the Federal Reserve did not
conduct complementary credit actions. Under their maintai ned hypo-
thesis, thereserverequirement mechanism shoul d have beenimpotent
(since regulatory constraints on CD issues were not present). Based
on the authors discussion, | date the first of these episodes at
1980:Q4. This was the quarter the funds rate began to rise after the
trough that followed the first Volcker tightening. The second is
1988:Q4, thelast Romer episode. Thetop right panel of Figure4 plots
the cumulative response of the small firm/large firm mix to each of
these episodes. Thebottom right panel plotsthe responsecf the bank
loan/commercial paper mix.
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Perhapsthefirst point to note is that the absence of credit actions
in the latter two periodsdid not appreciably alter theimpact of tight
money on the bank loan/commercial paper mix. If anything, the
response was stronger than in the past.’

One possihility is that credit actions did occur around these epi-
sodes, contrary to the authors premise. As | mentioned earlier, the
Bade Accord fits the broad definition of a credit action. This might
explain 1988:Q4. It does not account for 1980:Q4, though.

Another possibility isthat the credit channel isdriven mainly by the
balance sheet mechanism. In thisevent, as| mentioned earlier, tight
money should induce a decline in the bank loan/commercial paper
mix, regardless of whether credit actions are accompanying. Again,
a manifestation of the balance sheet mechanism is a contraction of
creditflowsto small firmsrelativeto largefirms. Chart 4 showsthat
in fact this phenomenon occurred in both the 1980:Q4 and the
1988:Q4 episodes.®

Let meadd severa pointsto theargument: First, therelativedecline
inloansto small firmsisnot offset by largefirmssupplyingincreased
trade credit to small firms. The dataindicate that trade credit to small
manufacturing firms actually drops.” Second, it isof course possible
that nonfinancia factors might account for the differencesin small
and largefirm behavior after tight money. But ahost of recent research
has shown that balance sheet liquidity constrains the spending of
smaller firms, particularly around episodes of tight money. And the
sameis not true for large high-grade companies. All this suggeststo
me that financial factors are a work.

Third, at a time when other financial aggregates aren't doing so
well, the quality mix of credit has significant margina predictive
power for GNP. Thisis true for both the small firm/large firm mix
and the bank loan/commercial paper mix. Chart 4 shows, further, that
both mixes contracted prior to the 1990 recession. | should aso
mention work by Donald Morgan of the Federal Reserve Bank of
KansasCity —partly to please the home crowd. Nonethel ess, Morgan
has constructed aquality mix of bank credit that also appearsto have
useful forecasting power.



144 Mark Gertler

Chart 4

Comparison of the Small/Large Firm Credit Mix and the
Bank Loan/Commercial Paper Mix after Tight Money
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Notes: The two tap panelsshow the mean of the cumulative changes of acredit market variable after the
Romer episodes of tight money. The two bottom panelsshow the cumulative change after 1980:Q4 and
1988:Q4.
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Chart 4 (cont.)

Comparison of the Small/Large Firm Credit Mix and the
Bank Loan/Commercial Paper Mix after Tight Money
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In theend, my position may not be that different from the authors.
Theauthors seem to agreethat the behavior of thefinancial indicators
reflects not only credit actions, but aso relative differences in the
influence of monetary policy on credit flows to smal versus large
firms. In my view, themajor sourceof thisdifferential responseacross
size classes is the balance sheet mechanism, which | interpret as a
credit channel.

Finally, | want to addresstheissue of whether financia innovation
has influenced the Fed's ability to regulate interest rates. | certainly
wouldn't disagree that the Fed can still wigglethethree-month T-hill
rate. Theinterestingquestion,| think,iswhether theFed may belosing
its leverage over longer-term rates. The potency of the pure interest
rate channel, | would think, restsalso on the Fed's ability to influence
rates of maturity longer than three months. | don't know a what
maturity | would draw theline. | think thiswould bea very interesting
research topic. In themeantime, it strikes me as a plausible hypothesis
that financial innovation—in particular the increased endogeneity of
money and the globalization of financial markets—has weakened the
Fed's leverage over longer term rates.

Toillustrate thisissue, in Chart 5, | compare how the response of
the AAA corporate bond rate to the 1988:Q4 rate Romer episode
compared with the response in the previous episodes. For conven-
ience, | also show the corresponding behavior of the three-month
T-bill rate in the bottom panel. Whileit is true that the three-month
rate jumps after 1988:Q4, the AAA rate doesn't budge much at all.8
These picturesalone surely don't prove that the Fed haslost leverage
over the term structure. A host of other factors could be at work.
Nonetheless, | think they underscorethat more evidenceis necessary
to evaluate whether or not the pureinterest rate channel has changed.

A similar observation could be made about the sharp decline in
short-term interest rates. L ong-termrateswere very sow to drop. And
therecovery hasbeen very weak by historical standards. Couldn't one
use thisevidenceto argue that thetraditional interest rate channel has
weakened?Of course, other factorswere at work over thisperiod. But
prominent among these factors were two that directly involved credit
conditions. One was the bank capital crunch and the other was the
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Chart5
The Treasury Bill Rate
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Notes Each panel shows the mean of the cumulativechangesin either the Treasury bill rate (top panel) or
the AAA corporatebond rate (bottom panel) after theepisodes of tight money until 1979:Q4; and the

cumulanvechangeafter the 1988:Q4 episode
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large overhang of corporate and persona debt— the famous 50
mile-an-hour headwind.

So what do we learn from all this? Even in the 1990s we cannot
think about the impact of monetary policy independently of credit
conditions. The natureof financia institutionswill change over time.
And so too will the nature of credit market problemsand regulatory
credit actions. But these factors will remain relevant to the efficacy
of monetary policy and the genera performance of the economy.
Albert Wojnilower madethis point many yearsago. And heisasright
asever today.

Let me conclude by emphasizing how much | enjoyed reading and
thinking about this paper. The kind of institutionally based research
that the authors do is very important to the profession. And | look
forward to seeing more of it.
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Endnotes

! Another possibly important factor isthat many banks, particularly smaller banks, may not
have easy access to the CD market.

The non-price terms could also move adversely.

3In anew version, the authors show that monetary policy remains significant when monthly
industrial production is used instead of quarterly GNP and when the sample is extended back
to 1948. Since the results for the financial variables pertain to a shorter sample period and to
data available at the quarterly frequency, it still seemsreasonable to use the shorter sample and
GNP for the purpose of drawing acomparison.

“The results are robust to usi ng thelonger sample 1954:Q1-1992:Q1. Thecredit action still
has asignificant effect on output, but the difference with the effect of monetary policy narrows.
Monetary policy is still not statistically significant. In the longer sample, there are five tight
money dates and four credit actions.

The behavior of the prime rate/commercial paper rate spread after each of the last two
episodes of monetary tightening al so resembles its behavior after previous episodes.

8A shred of evidence that the reserve requirement mechanism may have also been at work
in the 1980:Q4 episode is that the 6-month CDIT-hill spread rose sharply, perhaps reflecting
imperfect liquidity in the CD market at the time. Though not as dramatically, the spread also
rose after the 1988:Q4 episode.

Receivables drop at about the same pace, so that net tradecredit to small firms does not rise
either.

8The relevant consideration, of course, is whether the long-term real rate changed. My
conjecture is that forecasts of long-term inflation did not change much over this period,
suggesting that the movement in the nominal rate is a reasonable approximation of the
movement in the real rate. It is also instructive that tight money actually raised the long-term
nominal ratesignificantly in previous episodes, but not in the 1988:Q4 episode.



