General Distribution .

OCDE /GD(91)68

OECD
DEPARTMENT
OF ECONOMICS AND STATISTICS

WORKING PAPERS

No. 97 DEREGULATION, CREDIT RATIONING,
FINANCIAL FRAGILITY AND ECONOMIC PERFORMANCE

by
‘Michael Driscoll
Middlesex Polytechnic

School of Economics
England

February 1991

OCHE
(S

@ECD






GENERAL DISTRIBUTION

E D STATI DEPARTMENT

WORKING PAPERS

This series of Working Papers is designed to )'
make available, to a wider readership,
selected studies which the Department has
prepared for use within OECD. Authorship is
generally collective, but main individual
authors are named. The Papers are generally
available in  their  original language,
English or French, with a summary in the
other. '

Comment on the Papers is invited, and may be
sent to OECD, Department of Economics and
Statistics, 2 rue André Pascal, 75775 Paris
Cedex 16, France. Additional copies of the
Papers on a limited basis can be forwarded
on request.

ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT

Copyright OECD 1991

32662



This paper is one of four in this Working Paper Series, focusing on
financial Jliberalisation, along with those of Miller and Weller, Kupiec and
Blundell-Wignall and Browne. Its main purpose is to evaluate the imperfections
still affecting deregulated credit markets. In particular, the paper examines
the extent to which rationing continues to be present in credit markets and its
implications for credit allocation and the transmission of monetary policy. In
addition, the role of deregulation in financial market fragility and
instability and its macroeconomic consequences are discussed.

Le présent document constitue 1’une de quatre études de cette Série
consacrée a la libéralisation financiére, avec celles - de Miller et Weller, de
Kupiec et de Blundell-Wignall et Browne. Son objet principal est d’évaluer
jusqu’a quel point les marchés de crédit déréglementés continuent a étre
affectés par d’importantes imperfections de fonctionnement. I1 s’attache, en
particulier, a rechercher dans quelle mnesure il subsiste des obstacles au
fontionnement parfait des marchés de crédit et quelles en sont les implications
pour l’allocation des ressources et les mécanismes de transmission de la
politique monétaire. Il traite, en outre, du rdéle qui revient a la
déréglementation dans la fragilité et 1’instabilité des marchés financiers et
des conséquences macro-économiques qui en résultent. ‘ '
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I. - INTRODUCTION

For some time the OECD and the monetary and financial authorities of
many of its member countries have been advocating the removal of direct
controls in financial markets. The main motivation for seeking this reform,
and for its widespread implementation, has been the belief that deregulated
financial markets allocate capital in the most efficient way possible. It was
also expected that the achievement of greater efficiency in financial markets
would lead to improved macroeconomic performance. Central to the perceived
gains from deregulation has been the expected improvement in the efficiency in
credit markets, notably in the reduced incidence of credit rationing. At the
same time it was widely recognised that the formulation and implementation of
monetary policy might become more difficult. It has been claimed that
deregulation has involved other costs. also, in particular that it has
contributed to increased financial fragility and instability.

The purpose of this paper is to evaluate the extent to which deregulated
credit markets continue +to be marked by important imperfections which can
frustrate the goals of credit market deregulation. In particular the paper
focuses on the extent to which rationing continues to be present in credit
markets and its implications for-credit allocation and the transmission of
monetary policy. In addition, the role of deregulation in financial market
fragility and instability and the macroeconomic implications of such phenomena
are also examined.

The rest of the paper is organised as follows. Section II provides a
short overview of the theory of credit rationing in deregulated financial
markets. Section III examines the dimplications (micro and macro) of credit
rationing. Section IV contains a review of some. recent empirical evidence on
credit rationing. Section V takes up the issue of financial fragility and its
links with deregulation and financial structure. Some concluding comments are
given in Section VI.

II. CREDIT RATIONING IN DEREGULATED FINANCIAL MARKETS

Credit is said to be rationed when the rate of interest on loans or the
non-interest terms of loan contracts do not adjust to maintain equality between
the ex ante demand and supply for loans (1). Credit rationing can either be
temporary (disequilibrium) or permanent (equilibrium). ' :

A. Di ilibrium dit ¢ i»nin

Disequilibrium credit rationing arises when there are temporary
obstacles to the immediate full adjustment of loan rates to market-clearing
levels. Such obstacles include political pressures against interest rate
changes, wusually against interest rate rises, institutional controls on the
frequency and speed with which. interest rates can be changed, such as legal
requirements: for advance notification of changes in interest payments, and
administrative and advertising costs associated with posting new interest
rates. These factors can lead financial intermediaries to respond sluggishly
to changes in market conditions. However, the more permanent the changes in
market conditions are expected to be the more likely it is that interest rates
will be adjusted to market-clearing levels.



The mere sluggishness of interest rate terms on loans is not, however,
sufficient +to bring about disequilibrium credit rationing. The scope that
lenders have for raising the effective cost of borrowing by changing the
non-interest terms on loans, such as' collateral requirements and compensating
balances, must be limited also. If non-interest terms can be adjusted rapidly,
equilibrium may be maintained without necessitating interest rate adjustment.
Also, if there are substitutes for the loans from regulated lenders, instead of
leading to credit rationing, market intervention may simply alter the pattern
of financing between intermediated and non-intermediated loans, between
domestic and foreign loans and between debt, equity and retention of profit.
Unless market intervention is sufficiently comprehensive, so that financing can
effectively be limited to the controlled sector, credit rationing may not prove
to be important or long lasting. ’

B. ilibrium credit rationi

Equilibrium credit rationing may arise even in fully deregulated credit
markets if financial intermediaries, when faced with excess demand for loans,
have no incentive to choke it off with higher interest rates. The main source
of this free-market credit rationing is the imperfect information that lenders
have about the quality of borrowers and the projects that they are proposing to
invest in and the incentives that borrowers have to misrepresent the true risks
associated with their dinvestments. Faced with high costs of gaining more
information by monitoring borrower activity, lenders may impose their own
ceilings on the amount of lending that they are prepared to undertake to
particular classes of borrower, irrespective of the rate of interest that they
can charge. This type of credit rationing is likely to be most severe where
intermediaries perceive that raising debt service costs to lenders will
increase the likelihood of default and, thereby, reduce the expected return on

the loan portfolio. Such rationing may be permanent and, therefore, an
equilibrium phenomenon, in the sense that it can be expected to persist as long
as limited information exists in the loan market. A fuller discussion of the

role of limited information and other factors in generating equ111br1um credit
rationing is contained in the annex.

C. Financial marke r re an redit rationin

Financial dinstitutions in Japan and Germany differ significantly from
those in the United States and the United Kingdom .in the extent to which they
are permitted to acquire large equity as well as debt holdings in firms and the
extent to which financial institutions are allowed to be involved in the
management - .of firms to which they lend. In Japan and Germany financial
institutions can hold large equity stakes in the firms they lend to and can
have representatives on the boards of firms which are loan customers. The
relationship between financial institutions and firms in the United States and
the United Kingdom is, on the other hand, a much more "arms length" one. 1In
particular, commercial banks cannot hold large equity stakes in firms on their
own account and have less direct involvement in the management of firms.

In the present context, this marked difference in underlying financial
structure raises the question of associated differences in the importance of
market based credit rationingy; In the more bank-orientated systems of Japan
and Germany it might be expected that banks could better monitor, and even



control, the activities and performance of their loan customers and thereby
reduce the risk of making inefficient rationing decisions, both because the
banks have more information about the risks associated with firms’ investment
projects and because the agency costs arising from conflicts of interest
between shareholders and debt holders can be minimised.

Diamond (1984) and Ramakrishnam and Thukor (1984) argue that, where
there are information asymmetries, raising capital by issuing public debt or
equity may be more inefficient than borrowing from a financial intermediary
like a bank, because, in the former case, monitoring costs are duplicated
across individual suppliers of credit or monitoring has the feature of a public
good which no individual will have the incentive to provide. The availability
of private information to firms may mean that equity will be underpriced and
make . firms reluctant to issue equity and may induce them to forego profitable
opportunities that would be exploited if internal funds were available. In
these circumstances, investment becomes liquidity constrained (see Myers and
Majluf, 1984), i.e. dependent on profit retentions or the sale of quickly
realisable assets.

If the task of monitoring firms' investment activity is delegated  to
financial intermediaries, agency costs can be reduced because of the expertise
and knowledge that such institutions develop. Information asymmetries are
likely to be lowest in situations where banks provide a substantial proportion
of a firm’'s debt finance and at the same time have a large equity interest.
Under these circumstances, it will be in the interests of the bank to ensure
“that managers make efficient business decisions. At the same time if firms
need new capital it should be possible to persuade the bank to provide funding
for sound investment projects. With such bank-oriented financing, investment
should not be liquidity constrained. - ’ :

The -incentive to closely monitor and control firms’ investment
activities associated with bank-oriented financing may also help to mitigate
the agency costs associated with conflicts of interest between equity holders
and debt holders that can occur in market-oriented financial systems, and
thereby reduce the cost of capital to firms. Jensen and Meckling (1976) and
Myers (1977) have identified ways in which equity holders can appropriate
wealth from debt holders. :

One way is for the firms, which it is assumed are controlled by the
equity holders, to use debt finance, which has been acquired on the promise
that it will be used for low-risk investment, for higher risk projects. This
will lower the value of bonds and raise the value of equity. This is the sort -
of effect that is found in management buy-out and leveraged buy-out situations.
Another way is to reject profitable investment opportunities if most of the
benefit accrues to debt holders. If the issue price of debt is based on the
assumption that profitable projects will be wundertaken, wealth is transferred
from debt holders to equity holders by this under-investment. If debt holders
are aware of these incentives the higher will be the cost of debt finance. The
agency cost effects on the cost of debt finance should be reduced in situations
where debt holders can also be major shareholders, and, thereby. influence
firms’' investment activities.

It is perhaps worth noting here that bank-orientated financial systems
may give lenders power to go beyond merely reducing the informational advantage
of borrowers and to introduce alternative agency costs less present in



market-orientated financial systems. In the former system if financial
intermediaries incur significant monitoring costs they may try to recover these
from the non-institutional equity holders who free ride on the monitoring role
of institutions. They may by able to do this by using "insider" information to
make profitable trades in shares with less well-informed "outsider" holders of
shares or to use their influence and control of firms to lend larger amounts,
at higher than market rates, than is consistent with the efficient management
of firms. The later possibility  suggests that credit markets in
bank-orientated systems might be prone to "credit pushing" rather than credit
rationing.

IXIXI. IMPLICATIONS OF CREDIT RATIONING

In this section +the microeconomic and macroeconomic implications of
credit rationing are examined.

A. Microeconomic impligg;igng of credit rationing
i) 1f impli ion

If credit rationing is a significant feature 'of financial markets in
OECD  countries, does this dimply anything about the efficiency of credit
markets? The answer depends largely on the source of credit rationing. When
rationing results from the imposition of constraints by the authorities on
interest rate setting, say, for political reasons, it may well imply that the
market will operate at a lower level of allocative efficiency than if left
unfettered. Though this may only be the case if market intervention is not
correcting for some form of credit market failure.

In the case of deregulated credit markets the interpretation that should
be put on rationing is less clear. One view is that the existence of rationing
in free markets is evidence of market failure which justifies corrective
intervention by the authorities. An alternative view is that rationing,
whether of an equilibrium or disequilibrium nature, either does not occur or is
an efficient response to the costs of imperfect information and adjustment
costs and that attempts to eliminate it by direct intervention will lower
welfare. '

Theoretical support for the market-failure view of equilibrium credit
rationing rests on being able to demonstrate that, from the welfare point of
view, there is too little or too much 1lending at the credit-rationed
~equilibrium. The potential non-optimality of equilibrium has been demonstrated
by De Meza and Webb (1987) in the context of the Stiglitz-Weiss model. They
show that depending on the relationship between the supply of funds to lenders
and the rate of return from borrowers there can be too little or too much
lending. '

. As explained in the annex. under-investment can arise in rationed

equilibria because adverse selection causes projects which are poor from the
point of view of the lender to drive out good projects. This result depends on
borrowers differing only by the riskiness of the projects they wish to finance.
Low risk investors withdraw from the market when the rate of interest rises.
If projects differ in their expected returns good projects may tend to draw in
bad projects.



