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Macroeconomics and Credit Markets

Jokn Caskey
cerad
Steven Faxzzari

Credit markeis play a surprisingly limited tole in traditiopnal macro-

ppomomic theory. Domtinant thinking about mﬁmﬁan_ markets focuses
~almpst exclusively on the supply and demand for money, the level of

interest rates, and the detefmination of ptices and expected prices.

- “While these variables are important, other refatively neglecied aspects

of financiat markets play a key role In- macroeconomic theoty and
policy-making.
In this articke we note that households and firms make interfemporal -
_commitments in credit markets, and we argue that these commitments
significantly aftect macroeconemic performance. The fizst section pre-
.sents the basic behavipral issues behind our thesis. We emphasize the
importance of bankrupicy and the threat of insolvency. In the second
section, we analyze the macroeconomic significance of recent changes
in financial market contracts and debt commitment levels. In the con-
clusion, we discuss the policy consequences that follow from recogniz-
ing the importance ofinstitutional arrangenents in financial markets.

The guihors are Azsistant Professors af Econonics, Washington Universily, 81 Laowis..
This article was presented ab the Annnal Meeting of the Assoctation for Evolutionary Eco-
nowmics, 37-30 Deceber 1983
. {21
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-~ __E.naﬁ&: ‘ q@i&@?%ﬁ n;n.mﬁmﬂnaﬁna_.ﬁasa_.ﬁ%a

S e Y sonventional wisdom of macroeconomics, given
“”}mmQEEMMMH%MNWMMW%Q@E be self-correcting. As ilustrated in the
. wﬁmmwmn supply and demand framework, ﬂczaaﬂ.&mnw puts w&ﬁ%
on wages and prices to fall. As-they fall, short-run apgregate m:mﬂ_w -
crenses, Agpregaté demand also rises as the real Bcnﬂ MM_“M MRE
cieases. The fagter wages and prices fall, the smafler wi be the 158
" utptit Toss 1hat follows contractionary shocks. I immw”mﬂmuﬂﬁ_.ﬁiﬂ
. sficky; real outputcan a@nrﬁ E.n._n short run. But as 1o el
“adjust to their long-tun equilibrium, the system returns
i niend statle, - - )
_,:ﬁwﬂﬂmmﬁznasﬁ wisdom can change significantty ..{Eww. EW Mn%maw”.
nize the widespread existence of intertemporal payment © _ﬁﬂ:m s
financial markets. These E_E.Eﬁﬁmi.m take many forms. In this o
tion, we explain how fnancial obligations affect Bwaamnosﬂlnm_.:m
‘ “wo:.h__m:an by considering Em _mmﬁ._nmﬁ of oﬂwmﬁ_u__.w MM nﬂ%ﬁnﬂ%%&g s
] tual payments fixed 10 noma .
M“ku””ﬂwﬂ“nn.&,nwwﬁ forms of these commitments u_mwﬂ the macroeco-
mic properties of the cconomy. o . o
wa._ﬂ.,:mm ﬂw%n. theoretical issue is that falling prices will :ﬂ _N..nnmmwﬂﬂm.
.w_ma.m_mﬁmmnwnnammn.m:.mmﬁdmmﬁ demand when firms and house

Ve e give i ent commitments.! A decline i the prl
have-extensive nominal paym 1 flow. Nominal

cans proportior ine i minal
Jevel canses a proporhohate nmajn n no cas .
Mﬁw‘ carnmitments, however, remain unchanged J.::m:w dmnwﬁh,mm Mnﬂ.ﬂ

- “are contractually fixed: This means that the “margin of safety” for de

11:28
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_payim g
yrtion of cash flows. . . o
_E..n__{_..nn prices vary, changes in the real value of HEEEE debt ogmnn
‘tions affect the real weaith of both debtors and creditors, Because ﬂ.mm
variation in debtors’ real wealth exacily offsets E.n .ﬂ:ﬁ:owmo:
creditors’ wealth, many ecornomists have argued that this phedom

has no effect on ageregaic demand.? But a closer look at financial mar-

ket relationships indicates that there are solid economic grounds for be-

lieving that a decrease in the margin of safety for ﬁmu_.En.E c_u:mm:aﬁ.

reduce aggregate demand. . . ] .
\nﬂm.n is widely agreed that debtors have an incentive to avoid bank
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runtey because they would face su costs fro
- Ew_n wwn&” and from distress sales of their illiguic assets, Moreover,

since incomes and expend ;
seek to maintain a cash Aow margim of safety to protect them from the

cost of insolvency. Although deblors have little control over price de-

ILL UMKC LIBRARY

* fact, falling prices can also lead to éréditor behavior that reduces aggre-

L - thermore, slack business conditions reduce the value and liquidity of ‘
- collateral. Faced with such a situation, cieditors, particularly creditin-

- will reduce expenditure, because demand for such financing is much

eirts declines because cash commitments consume 4 larger pro-

~this increased cost because higher interest rates may deter only the

" lower risk borrowers, This adverse selection problem may cause credit
© intermediaries to respond to falling financial margins of safety by ra-
" isreduced as credit becomes more lifmited.®

7 - andt debtors had expected, creditors would renegotiate new long-term

level, Creditors are unlikely to take this step, however, without first de-
‘maitding that debtors stash their discretionary expenditures and at-
tempt to-meet the agreed payment commitments. After this occurs, and

- if debtors are still unable to meet their commitments, then creditors

-+ may be forced into rescheduling rather than face a wave of bankrupi-
.- cies, Bul experience indicates that the new repayment lerms will -

hstantial costs from limitations on fu-

‘(ures have uncertain components, debtofs

Macrogconamics and Credit Markets ” o ﬁm )

clines that squeeze their margins of safety and increase the probabilily
of default, they can improve their situation by reducing discietionary
expenditures, This “cash flow effect” reduces debiors’ expenditums
when prices fall.? : S oo
The debtors’ expenditure reduction during financial distress will not
necessarily be offset by & symmetric increase in creditor expeniditure. In

gate demand. First, creditors may find that many of their foans are io
-irms or households incapable of meeting payment comumitments. Fur-

termediarics with nominal Habilities, rezet by channeling more funds
into relatively safe liquid assets, such as government bonds, rather than
financing investiment projects or purchases of consumer durables. This
“flight to quality” changes the relative price of assets. The higher price
(lower interest rate) for safe assets will not stimulate much additional
expenditure, especially since the safe assets are primarily government
obligations that are inelastic in supply. The lower price (higher interest
rate) for risky assets used 1o Anance investment and consumer durablzs

more sensitive 1o interest rates.
* There is a second channe! through which creditor behavior can -
duce aggregate demand. Credit intermediaries provide a real service Io
the economy by matching savers with borrowers. If eredit intermediar-
jes cannot perfectly distinguish the higher risk berrowers from the -
Fower risk ones, then they will find that channeling funds to a poo! of
‘borrgwers becomes riskier and thus more costly when debtor financial
margins of safety fall. Credit intermediaries may be unable to pass on

tioning the quantity of their services. Consequenily, ageregate demand ‘
1t is, of course, possible that if prices fall well below what creditors

loans to debtors with payment terms that recognize the lower price-
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S quire ¢ontinued austerity measures on the part of the debtors, given

- creditors’ reliugtance 1o extend their exposure to such risky debiors.
© . Note that our résults have the novel characteristic, quite at odds with
the conventional wisdom, that rapid deflation {or “disinflation”} fol-
 iGwing a negative demand disturbance may be bad for the economy.
" Fhis is because the reduction in prices cuts nomital cash flows while
. nbminal payment commitments remain conteactually fixed: The conse-
quences for magroeconomic theory can be quite significant if the cash
flow effcct swamps the more familiar Keynes and Pigou effects so that 2
declining price level, on net, reduces aggregate demand.®

Credit Relations and Macroeconomic Performance

. The analysis to this point shows that the “rash flow effect” linking ag-
gregate spending to financial conditions can signficantly alter the be-
havior of firms and households. The particular structure of credit
rélations in the economy determines how this result affects the perfor-
mance of the econoimy as a whole. It is this issue that we consider now.

We hegin by analyzing the effects of changing indebtedness levels in
ihe U.S. economy. The cash flow effect will be more imporiant the
greater the payment commitments relative to the cash flow available fo
setvice them. Thus, rising indebtedness makes the economy more sen-
silive to changes in aggregale demand and financial conditions, There is
substantial evidence of a recent build-up of debt in the U.S. economy.
The ratio of debt 1o net worth for nonfinancial corporations-has risen
dramatically. The recent wave of leveraged buy-outs will certainly rein-
force this trend, There is also concern abuut the high level of consumer
installment credil and increasing second morigage activity.? These
irends indicate that the economy will be more sensitive 10 changes in
cash flow and ether shocks to'the financial system. ’

" Macroeconomic performance is net only affected by changes in the
votume of debt, but also by changes in its maturity. Long-term debt has
both advantages and disadvantages with regard to the stability of the
- system. Long-term debt contracts cause problems because they lock
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riod. Suppose that a long-term contract is based on high inflation expec-
“tattons. Subseguently, an unanticipated change in H_@Em:n S.m:omm
inflation ta a level well below agents” previous expectations. “This will

* gregate demand and output. . . )
If long-term debt is prevalent, this effect will persist. The incerrect

ILL UMKC LIBRARY

barrowers inte nominal payment commiiments for an extended pe-

educe the nominal cash flows, and, as discussed above, will redoce ag-

Macroeconorics and Credit Matkets o 425

expectations embodied in the cash payment commitments wili ‘mnnﬂ.
behavior for the duration of the contract. In an econoimy in which debt

- is predominantly short-term, however, debts and payment commniii-

ments can be re-contracted quickly, so the debt structure can more -
readily adjust to the lower price level. . EREEE
Long-term debt contracts also have an advaniage: they amoriize :
principal payments over a long period. Therefore, the cash payment
comimitments per period for long-term debt will be smaller than these
for short-term loans of the same size and at the same interest rale.
When nominal marging of safety are squeezed, leng-term liabilities give
debtors more flexibility to reduce expenditures moderately, over along
period. But when debts ave shert-term, a reduction in nominal cash
fiow makes the threat of inselvency more immediate, Forcing shamer
inifial expenditure cuts. Thus, the initial decline in aggregate demand
will_be more severe, other (hings equal, 1f Labilities have relatively -
short maturities. The conclusion is that in an economy with leng-tenm

-dehbt, the real effects of a deflationary demand shock will have greater

persistence, However, when debis are financed with predominantly
shori-term Bahilities, demand-induced contractions are likely to be

- INOTE SEVEre,

How is this analysis relevant to recent developments in the U.S.
economy? A salient feature of business debt over recent years has been
a trend toward shorter term financing. The ratio of short-term to total
debt for nonfinancial U.S. corporations rose from a stable range of
atront 30 percent between §955 and 1964 to just under 50 percent by ihe

end of 1982 According to our analysis, this means that deflationary

disturbances witl lead te shamer initial dedlifies in spending and cutput
than in the past. We also expect 10 see quicker recoveries because he
debt structure can adjust more quickly to lower price fevels and to

- lower nominal cash Rows.

The conclusion that an economy with shorfer term debt can recorer

- more guickly must be n_:m:mnn, however, because it rests on the impli-
cit assumption that endogenous adjustment proceses in the systemare

stable regardless of the maturity of sutsianding debt. This may notbe
the case. If the initial deflationary disturbance is large enough, and ifthe
debt structurs is short-term, a severe liquidity squeeze has a greater po-
fential for causing a financial coflapse entailing widespread bankrupt-
cies, bank fxilures, and general Anancial disintermediation. The sysiem
may 1ot be able {0 recover endogenousty. Under these circumstances,:

‘government infervention may he necessary 1o prevent the deflationary

shock from exploding into a financial crisis.
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o . {tivity of real oulput to changing financia! conditions, and makes the

hnE more quickly than the cash-commitments based on old price ex-
pectations can adjust. The effect on margins of safety and expenditure

.. - Because thest obiigations must be rolled over, however, E@w, also m_._

s The récent debt protlems in the agricultoral and oil producing sec- H
: ..h.a_n.m‘ﬂ_‘min..m.nww?u_mmbm this kind of _u___ng_.um:o? Changes in #EEu
o i.m_,wna nmﬂmn.m cash flow problems in these industries that severely im-

mEm@ﬂ.Em.,ﬂw&E of farmers and oil producers to service their debt.

This spread through-the banking system until Continental Hllindis bank

. tectered on the .‘vw_.ﬁn.w of collapse. As a result of a masssive FDIC and

c Federal wm.mﬂé ”_um,_w.cﬁ_ the systemic effects of Contimental’s failure

‘ were mc&wﬁmm. But if market forces had been allowed to Eumuﬁw w.nm_u..

a crisis in the world financial system would have be i .

‘ ad en a seri -

o bilitys® - - o S : __u.cmmom,ﬁ .
. In our analysis so far, we have ignored interest rate movements by .

imiplicitly mmm.ﬁimﬂm that outstanding debt carries fixed interest obliga-

tions. In this case, nominal cash flows necessary to service existing debt -

are noi affected by changing interest rates, However, this is not realistic
for debt ncEBn_m. thatcarry variable interest rates. It is akso unrealistic
for long-term projects financed with short-term debt that must be rolied

L over. What are the implications of variable rate fnancing for macroece- -
0 . nomic performance? . ’

Standard téxtbook macrp theery Hnmn.waumm that a deflationary m._uonw

such as a monetary contraction will raise interest rates and choke offex-

penditure by increasing the price of #ew financing, When existing con-
1racts carry variable rates, a decling in the money or credit supply will
-glso reduce expenditure through cur cash flow effect as rising interest

rates increase existing payment commitments and reduce margins of
.mm_.&w, HE._P in an cconomy with nominal paypient commitments, var-
jable rate financing will make the initial drop in output mere mnan.wm af-
{er a shock that raises interest rates. This means that the trend over the
last decade toward variable rate financing increases the shori-run sensi-

macro system Jess stable,

‘ The worst case of system instability involves long-term projects -
L mﬁ_mﬁ_& with short-term debt. Because these projects have long gesta-
o tion periods before they gencrate cash flow, their financing has the same

.&.ﬁmﬁm:n implications as long-term liahilities. Any unanticipated
price level changes will affect the cash flow available for servicing the

_a..ﬂ._ wnnaﬂ for the economic maturity of the project even fiiongh the la-
bilities used to finance it are shorl-ierm. :

1z _:.m ,._..n.._‘.p._.,z._:. of short-term debt. Their interest rates will change as
new Habilities are contracted at going market rates, Moreover, if the

. debtors become liquidity constrained, _wmw.a,

Muacroeconomics and Credit Markels o . 4

‘ hey willnot have the same flexi-
bility to adjust to new citcumstances that E@“ﬁain have with long-
term financing. They must pay off the principat of their oid loans

favorable time. These circumsiances ingrease ihe importance of the

B auickly, and they st qualify for new credit at what may be a very ufi-

- cash flow effectin The aggregate and make the system more fragite.

In the relatively turbulent fimancing environment of the last decade, -
short-term financing of long-term projecis has become much more
COMMOTn. 1 enders are unwilling to make long-term commiitments with-

_out receiving large risk premiums, Borrowers have responded by fi- .

nancing with short-term liabilities, and the Tobusiness of the financial-
sysiem has sufferad. A good example of this is the markei for home
mortgages. Variable rate financing and “bailoon”™ paymenis became
mote Comimon &s traditienal lenders, who had suffered large lossel
from old fixed-rate ohligations, charged high risk premiums for the old
style moTtgagss. The result, howewver, has been delinquency and default
raies at historic highs eveD weil into a robust cyclical secovery. Agam,

 financial evolution is proceeding in a direction that threatens the meE_.

ity of the system.

Conclusion

This ariicle has identified some links between {he structure of credit
relations and the performance of the aggregate economy. Undoubtedly,
mnany More axamples can be found. The general neglect of these link-
ages in mainstrean macroeconomic theory may e the result of the rel-
atively tranguil state of financial markets during the early post-war
period when the basic tenets of the neoclassical synthesis emerged. Bat
a5 i§ common in economics, changing events have preceded theory.
The rapid and continuing evolution of credit relations has important
implications for our MACo system’s performante. Theory that ignores
this aspect of the monetary economy can lead to flawed pred
poor policy analysis. .

In fact, monetary po
the issues raised here. The typical [S-LM or monetarist reduced-form

models treat increases and decreasesin the money stock symmetrically,
and neither approach focuses much attention on the particular state of

credit markets at the timea palicy change ocCurs. However, our analy-

sis identifies an important asymmetry in ihe effects of monetary roli-
cies. Contractions can lead 10 serious cash flow difficultics, and can

increase the threat of insalvency and bankrupcty. These factors in-

crease the ouiput 1038 E:oimum 2 contraction, and can tead to wade-

ictions and .

ficy analysis is ORE area significantly affected oy

b £ 1 = s ]
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- sprea “financidl crises, These effects are not relevant for ronetary

- expansicns, Thus, the monetary authority is much more constrained

= timie will anw_muu on the prevailing strocture of credit relations in the
.. economy. What may be an effeciive poley in some circumstances can

- . - makes the need for liberal lender-of-last-resort policies more acute. -

" cial systém in the aftermath of the Great Depression undoubiedly have

Oct

“ of the effects and the desirability of greater reliance on free financial
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© - 2. A comemporary exception to this can be found in James  Tobin

o demand due-to a difference between debtors’ and creditors” marginal pro-
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with wm.ﬁﬂﬁ.&?w policies than with its expansionary moves.
. .Furthermore, the économic effects of a particular policy at any given-

lcad o .n_._.,mwmﬂc:w. tosults in others. The legacy of high inflation and -
volatile mﬁu.:nm.mw markets in the seventies and the deep contraction of
the early m_mE._nm, is an especially fragile inancial struclure by post-war
standards. Widespread use of short-term and variable rate financin

_miakes1he system much more sensitive to monetary contractions, E._w;

bnoﬁ.:ﬂ. .E.Eﬂwmzc: of our analysis concerns the trend toward de- -
regulating financial markets. Many of the constraints put on the mnm?.‘

J_M._:. costs in microcconomic efficiency. But with the financial sysiem -
W illin rather precarious circumstances it would seem best that deregu-
tion proceed with the utmost caution. Furthermors, careful mbm:_wmmw.

markets must be based on more than micro efficiency criteria under the
E_Eﬁ: assumption that price Aexibility witl ultimately take care of an
Bwna.m‘EE.nEm. The magroeconomic impacts of changing mnmﬁnmh ’
-sirictures must also be considered, lest we forget the circumstances that
led to our current system of financial regulation. : :
~In nomn_cmmomu lei us emphasize our major point. The particular struc-
Cture of intertemporal debt com mitments affects macrogconomic per- ‘
formance. Theoretical and empircal work, as well as policy analysis
st take these often neglected institutional factors into account. H
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