Comments on: ‘LOOKING BEHIND THE AGGREGATES: A REPLY TO “FACTS AND MYTHS ABOUT THE FINANCIAL CRISIS OF 2008”’, November 18, by Cohen-Cole, Duygan-Bump, Fillat and Montoriol-Garriga,

By Larry Christiano, 11/16/2008.

Overview
The CCK paper lists four common perceptions about how the financial crisis is affecting  the economy: (i) commercial bank lending to nonfinancial corporations has fallen sharply, (ii) lending among commercial banks is non-existent, (iii) commercial paper issuance by nonfinancial corporations has dried up, and (iv) banks play a major role in intermediating funds. CCK show that the H8, flow of funds and commercial paper data refute each of these perceptions (i.e., the perceptions are ‘myths’).  Bank lending, interbank lending and commercial paper issuance by nonfinancial corporations were all strong well past the acute phase of the crisis, in late September, early October. In addition, no more than 20% of intermediated funds pass through the banking system. 

In their abstract and introduction, the authors characterize their results as establishing that perceptions (i)-(iii) are in fact true after all. However, the results in the body of the paper are inconsistent with this characterization. In the body of the paper, the authors offer no evidence to contradict CCK’s demonstration that aggregate bank lending, interbank lending and commercial paper issuance by nonfinancial corporations are all strong. The point of the authors’ paper is to argue that even though (i)-(iv) are false, it does not follow the financial markets are operating smoothly. 

In this sense, rather than being a rebuttal of our myths paper, the author’s paper is complementary to our myths paper. In my detailed comments, I document this observation. I also quarrel with some of the interpretations the authors give to the disaggregated data. Much of the latter discussion is based on sketchy data and conjectures.  

My detailed discussion follows the organization of the paper, which proceeds from myth 1 to 2, 3 and 4. In my discussion I go beyond the points argued in CCK, who confine themselves simply to drawing attention to the H8 data, the flow of funds data and the commercial paper data. CCK do not deny the possibility advanced by the authors that the financial markets may be dysfunctional in some way. 

 

Detailed comments:

Myth #1: Bank lending to nonfinancial corporations and individuals has declined sharply.

1.  The authors agree with CCK that the aggregate quantity of commercial bank loans continues strong and so they are in agreement with our Myth #1. See their comment on page 2, “We agree that the aggregate patterns show no evidence of a decline.”

2. The authors argue that normally, when banks add loans to their balance sheets they move them off-balance sheet after while in the form of asset backed securities. They argue that banks are securitizing less, and that they are having to keep more loans on their balance sheets than they want. But, they offer no evidence specifically on how much bank securitization has dropped. The numbers they show in Figure 1 aggregate across a lot of financial institutions, and they suggest that securitization has decreased by only a small about, in the 10’s of billions. The authors do not say what fraction of these already small numbers reflect declining securitization at commercial banks. They also do not say how much the reduction reflects a decline in mortgages. That mortgage activity should decline now is no evidence of a dysfunctional financial system. We’d expect that, given the bursting of the housing bubble. 

3. The authors cite various conjectures and anecdotal evidence to support the idea that much bank lending is involuntary and that therefore banks will soon cut back lending as commitments expire. It is certainly possible, given the little hard evidence on this point, that the authors are right. However, the one piece of hard evidence that does exist goes against them. The October 2008 survey of senior loan officers was released recently (http://www.federalreserve.gov/boarddocs/SnLoanSurvey/200811/). One of the questions asks, “At your bank, how has the dollar amount of C&I loans outstanding that were not drawn under preexisting commitments changed over the past three months?”. Most respondents reacted with “Remained basically unchanged” or “increased somewhat”.  This goes sharply against the view that banks are dying to get out of their commitments and will do so at the first opportunity. 

4. The authors use data from http://www.federalreserve.gov/newsevents/press/bcreg/20081008a.htm#f1 to argue that a lot of lending represents draw-downs of credit lines. As in 2 above, the authors infer that bank lending is involuntary and will be scaled back soon. The authors took data from the Table in Appendix A of the above web page, and show that the ratio of actual borrowing to credit limits has risen recently from about 0.32 to about 0.42. But, this does not establish that anything particularly untoward is unfolding. The ratio was around 0.45 in the 1990 recession, and no bank bailout was passed at that time (see their Figure 1C). Also, the unused commitment data in Figure 1D are not particularly dramatic. For example, the fluctuations in the grey-boxed line are not much bigger than they were over the historical sample, which only extends back to 2001. The solid line shows greater fluctuation, but since there is not much data it is not clear whether this is historically unusual. In Figure 1E, the solid line shows a sharp decline, but that presumably simply reflects the sharp rise in loans by banks, not necessarily the fall in unused commitments. 

5. The authors turn to interest rate data to buttress their case that bad things are brewing in credit markets. They show that the spread on big mortgages versus smaller ones has increased by 125 basis points recently. Again, everyone knows there is a problem in the housing industry, and the fact that this shows up in a spread in the mortgage market is not evidence of a dysfunctional banking system. Also, they argue that the recent rise in LIBOR “translates into higher nominal funding” costs. Yes indeed that is true. But, these costs are not particularly high. Before the crisis began in late 2007, 3-month LIBOR was around 5.25% and now it is below 5%. It’s true that recently LIBOR jumped over 150 basis points in a short period, but that was smaller than the equally sudden drop at the beginning of 2008. If we focus on the LIBOR data, we come away with the view that the three-month borrowing costs for banks are down, not up. 

Myth #2: Interbank lending is essentially nonexistent.

1. The authors acknowledge that CCK made no mistake in copying the interbank lending data from the Federal Reserve Board’s H8 data set, and that those data show strength (at least, through October 15). Their critique seems to be that bank lending to non-banks went down. That may or may not be true, but has nothing to do with the veracity of the claim that interbank lending went up. 

2. The authors draw attention to Figures 2A and 2B, which show that cash holdings by commercial banks jumped in the weeks ending October 15 and 22. They conclude that this is evidence of a panic. Perhaps, but this is not so clear. They do not mention two other factors that would have also affected bank demand for cash. First, the Federal Funds Rate has been reduced, cutting the opportunity cost of cash. Second, on October 6, the Fed announced it would start paying interest on reserves (see http://www.federalreserve.gov/newsevents/press/monetary/20081006a.htm ). In light of these two observations, it doesn’t seem surprising that banks have reduced their efforts to economize on cash holdings. The authors appear to be making a simple mistake, when they conclude, ‘After all, if interbank lending markets were functional and banks were not worried about meeting various liquidity demands (e.g., draw downs on existing commitments), they would not carry such a high volume of cash given the significant opportunity cost.’ (My emphasis.)

3. The authors seem to want to argue that low interest elasticities of money demand have something to do with their claim that interbank lending is non-existent.  So, implicitly they acknowledge that they agree with our myth #2 discussion. We show that interbank lending has been strong. The reasons for that are a separate matter.

Myth #3: commercial paper issuance by nonfinancial corporations has declined sharply… 

1. The authors do not dispute our finding that aggregate commercial paper issued by nonfinancial corporations remains strong. So, they do not dispute our discussion of myth #3.   

2. The authors see something that bodes ill for the future in the shift to shorter maturities observed in the commercial paper market. The total value of issues with maturity between 1 and 4 days jumped from where it has stood for several months, at $88b in the week ended 9/23, to a new level of $167b in the week ended 10/5. That’s an increase of nearly $80b. CP loans 80 days and over went from $10b to $2b over the same period. So, it’s true that there has been a shift in maturity. However, it is not clear that the shift is of major significance in itself, since the quantities are much bigger at the short maturity end.

3. In any case, the authors do not dispute our myth #3 discussion, that commercial paper issuance in the aggregate is strong.

Myth #4: banks play a large role….
 
                Here, the authors seem to agree with us. Nevertheless they are concerned about the decline in consumer credit. It is not clear that this reflects problems with the banking system. Households have been hit by news of an impending recession, high oil prices and a colossal drop in stock market values. This should cause them to cut back on spending, particularly on durables and most particularly, on autos.

