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Abstract

This note is & swall pant of a nowh booader stody on the determinanis of fhe demand for
commercial bank deposits and the credit by the private sector in Barbados, The aim of the study

is 1o specify a model which links the supply of loansblc fupids to the dexad of the niimatesers

via an Wierest male or mange of rates 1hat incorporates the exrporate decision behuvionr of e

commmercial banking sector. Ths is 3 brief lock at some of the literatie.

Penise Hinds
Central Bank of Barbados
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A SURVEY OF THE LITERATURE

The peneral trend in economic literatare has been to concentrate on finding the éﬁmmd for
money. Since 1938, when A.1. Brown published his fivst work on demand for money studies,
there has been 2 proliferation of literatore on the topic.  Yet, despite eruphasis on credit control
during the 1970%s (UK) and the increasing reliance on credit comtrol 25 a form of monstary
policy in the past decade, comparatively little work hus beon dome on credit demand.  The
common view has been that the dermand for credit is merely a mirror image of the dermand for
money. However, recent theoretical arguments (Bumner, 1971 and Laidler 1991) refute this
view, recognising the resmictiveness of the assumptions that underlie this theory. The credit
view put forward by Hawtrey (1928), Freidman (1983), saw bank credit as far more important
than money in driving economic sctivity, and is gaining prominence in the Biemiwre. In the
Caribbean as well |, most of the liwraiore looked predominantly at the demand for money,
although there were a fcvf.r studies which analysed various sspects the loans market samely
Bourre (1954) Worrell {1983) and Ramkissoon (1988). Most of the studies in fhe region as well

as in the developed pations concluded that the loan market was demand deternined.

“The first work on the demand for credit was published in the 1930°s by Tinbergen. Since then
major works coming to light Incheded Melitz and Perdue (1573), Anderson (19643, Goldfield
{1566} and Jaffee (1971). According to Melitz (1975} the literatere on the demand fox credit can

be grouped in three categories neo- Keynesian neo-Fisherine and the Portfolio approach. The
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neo Keyesian spproach was used maialy by Anderson (1976), Goldfeld (1966) and Jaffee {1971)
and looked mainly at the balance shpet of the firm in specifying the demand for business loans.
In these studies the assets side of the balance sheet of firms was assunied to be financed by both
long-term liabilities and short-term commerciul baok loans.  Short term Joans wers also assumed
to bridge the gap between the desired and the actual finance of the firm, caused by siow
adjusement to equilibrinm. These studies all scemed 1o show that the demand for commercial
bank credit is dependant on the assets of the firs. The most imprtant determinants were
inventory stock real, capital stock and Hquid assets.  Also the cost of financing, both long term
and short term financing appeared to be of cnicial importance. This approach was limited in
the context of the bigger study on the demand for monetary tabilities and credit as it.

concentrated on ondy business loans but the implications of the importance of the lending rale

{ic. the cost of Fnancing ) could not he ignored.

The Fisherine modey, used by Melitz and Pardue (1973} regarded the household as the main
decision raking unit. It approached the specification of the aggregute dessand for commercial
bank loans from # miceo economic perspective, kooking at the credit behaviour of the individual
hefore procesding to an aggrepated &mand. This approach wsed a process of wilily
maximisation to derive the funcional form of the demand for credit equition. Like the
Keynesian madel this approach only explaim the bebaviour of ome of the users of credit

adequately, i this case the household, and does not offer much in terms of explaining the

pehaviour of firnms,



The third approach, the porifolic approach, formed the frame work of studies by Parkin et al
(1870), Hester and Pierce (1975), and Wood (1975) and unlike the previous approaches
considered the haoking firm rather than the private sector o be the main decision making uoit,
Like the Fisherine approach, this model used 2 uiility maximisation fenction, consteained by
the balance sheet of the banking firm in this instant, to drive commercial baok asset supply
function. 'The major flaw in this argument s that it assumed hat banks exist in a perfectly
competitive market. Also it ignored the fact that the asset choice behaviour of the banks

depended on their Inferaction with the private sector,

This note was not intended to be an exhaustive examination of the available literature but was
meant to highlight the contribution of a few anthors to the relatively limited body of knowledge
on the topic and to provide a base for the specification of a demand for cradit function for a

much bigger work.

In the Caribbean there have been 2 few studies done on credit demand, Of these the study on

the Supply and Demand

Tobago by Rambkissoon (1988) is
particutatly interesting. Like the neo Keynesians, Ramkissoon also viewed the firm as the main
decision making unit, however, e goes beyond looking at the bare balance sheet of the firm and
analyses external factors that influences the fimns' decision making process. Also unlike many
of the previous studies in the area, Worrell{1993), Bowrne (1979)and {1984) Clinton and Masson
{1975),Ilamkisseondocsnotmt to delermine whetber the loan market is demand or
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supply determined but specified both a loan demand and a loan supply schedule and estimated

the equations.

In formulating his supply equation, Ramkissoon recognised the work of Bourne (1977.1984) and
Clinton and Massen (1975) on the dominanee of commercia) banks in the financial system and
extent o which the loan rate Is manipulated by them. While pot making a Judgement on the
exogenity or endogenity of the loan rate the suthor assume that there & some degree of
simmitancity in the determination of the loan rate of interest and the supply function and
consequently the estimation of the supply function required the use of simultaneous equation
technique. The loan rate was viewed as endogenously determined to the banking system as a
whole and perceived to be sticky downwards with it § present position being highly dependant

on the rate in the previcus perind.

Ramkissoon specified his supply function as follows: -

+ - o+ o+

BL®* = { ( RL, WRTS, AVD, BL" )

where

B the supply of business loans

RL the weighted average loan rate

WRTS the weighted average rate on treasury bills and other special deposits
AVD average bank deposiis



Indeiermining the dermand for business loans the anly visble alterrative funding for business was
retained earnings which were measured by the operating surplus. Also previous work by Laffont
and Garcia (1977) seemed 1o indicate that an index of domestic production was 2 better measure
of economic activity than GDP, However, npon examination this variable proved 1o b rather
unrelisble snd GDP was used. The functional equation for the demand side of the loun market

was a5 follows: -

- -+

BL® = f{ RL. QS GDP }

BL* ‘business loan demand
08  operating surplug
GDP  gmoss domestic product at curent prices

The study was essentially an equilibrinm one, however some attempt was made to examine the

disequilibria alternative using simple directional method.

The results for the equilibria model, using 3818 ( Three least squares technique) showed RL
te be statisticafly insigniffcant. The real rate of interest was also fxied wnd this also proved o
be insignificant. This result concurs with that of Reck and Worrell (1983) but goes against that
of some of the earlicr writers in the more developed conntries.  Both (S and GDF provided

favourable results, with GDP being shown & have the griatest influence on the demand for
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loans. On the supply side RL also proved insignificant but results appear to indicate that the
supply of Joans and the loan zate may be defermined simultanconsly. WRST was significant
only with 3518, AVD pave better results when Iagged by one period and BL?, proved very
significant Indicating rapid adjustment between the actuat loans in previcos quarter and the
desired balances in the present quarter. The results using the disequilibria techniques however
were significantly worst than that of the squilibeia mwodel.

Whilst this work excluded the Input of bouseholders and so did no provide a base for the
formulation of a total dernand for credit it does provide a brief insight to the question of whether

supply or demand drives the Ioan maket,

Melitz and Perdue (1973) utilised the Fisherine approach in their work, deriving the equation for
¢he demand for money from the genetal theory. Using L Fishers model of individual credit
behaviour the suthors attempted to move systemafically into an aggregate demand for
commereial banks loans. However, this approach viewed the household as the basic decision
making unit, therefore the avthors had o modify the Fisherine model to incorporate behaviour
of the firm. This was done by changing the utility framework in to ope of prodoction belaviour
and corporate management, Another interesting point was the use of permanent and transitory
incorse as the seale constraints for demand for commercial bank loans. Also they fromed the
demand equation in real terms whilst the sepply equation wag in nominal terems. The demand for
gredit is specified as follows: -



Ca/P, = ( VP, ¥ /P, 1 p. 1)

+ - - %

where

Cd doffar value of credit demand
P, expected price level

Y, cuzrent dollar permanent income
Y, current dollar transitory income
P expecied rate of inflation

T nominal interest rate

t portmanteau term

b borroweers

Thus where the desired ratio of commercial bank Ioans to tofal eredit was dependant on the

relative cost of funds and other factors, called Q and asswining 2 simple linear demand equation,

their the demwand for commercial bank loans was piven as: -

LyfP, = eep + o, ¥ /P - 0¥y JP, - oryfr-p) b =T & =

The determinargs of the supply of commereial bank loans was postulated o bes -

L=g(8r, 1, CDY

+ ok -
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L, 7 current doflar value of leans supplied by the comemercial banks
8 ’ scale constraint

I, interest rate on commercial bank loans

Ty opportunity cost of lending for commescial banks

CD  cost per doflar of bank deposits

In Heezr form this was:-

L, =8s + BS + B, - Bw, + 8D

Metilz and Perdus encountered some problems in the estimation of the eqnations. These
included the formulation of 2 measure of for Y, ¥, . T and Q. It was recognised that there
were varying degrees of tastes and desire for credit especially between firms and individuals and
they believed that an index of business activity would prove useful. To this end they followed
the wosk of Goldfeld ( 3, Hendershott () and Budzeika ( ) and used inventories and fixed
mvestment partly as indices of T and Q. They also used szasonal dunsmy variables as indices
of tastes for credit. To find a measure for Y, Yy, they used Freidman’s technique of deriving
permanent income and adiusied this measure fo compensate for the previous inclusion of fixed
investment {FD) and inventories {¥), Therefore Y, = (Yvv){FI + V) was used as a proxy for

¥yand Y, /P, as a proxy for Y, /P,



In the supply fusction the scale constraint {8} was defined as fotal commercial bank assets less

legal reserves andd Toans, and the epporiunity cost {r) of leading was measured by data seties
of commercial banks lending raies,

One very interesting result coming out of the study was the apparent validation of the role of
inferest mate as 4 determinant of the supply of credit. With the exception of the interest rate, all
the variables in the model performest well. The interest rate elasticity of demand was low but

this miay be due to the statistical variation i (be modelling of the cost of credit.

formsed o short texm lending to the private sector in the Netherlands, He assumed that the

market for credit was demand sided and that the lending interest rate was used to equilibrate the

demand for credit to the banks desires portfolio balance and proposed a demand equation: -

+ - +
CL/P = o SAT exply,e®, + 1)

where

CL? s the equilibrium real stock of out standing debt of the private sector to the commereial
banks

SA  the volume of sales,

P the price level
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1, the vield on Yong term government bonds
¥, the tending rate (unobscrvable)

Tn: order to complete his model Fase also proposed a specification for the losn rate, He assumed
ﬂmﬂmaggtegatciammechargeﬁbymmmemksmsmﬂyamnge:m&aetas;wéiﬁa
polnt. He also assumed that it was related to the discount rate and fhe yield on altemnative
earning assets and reflected the money prarket conditions in the Netberlands, the openness of the
money masket and the conteod of the Nederlandsche Bank, He gave the functional from of the

deterprmation of the foans” rate as: -

¥y = f DBT, &, Tp % Voo {Ta - Tp Jul

/BT is ¢he proportion of short term deposits of the domestic sector in the banking
systenn Yolal Habilities

In the discoamg rate

L Tp {he flexible surcharge applied when the Nedetlaodsche Bank's discount rate is

tower than that of the money raarket.

EN the net yield on three month Baro-geilders

‘I’lmvohmeafsaifsanﬂtheiﬂcﬁmcﬁfthemseholdwasmﬁmawdbymemss?a}&&addm

and the price level by the privs deflator of sales by enterprises.



The most strikicg reselt in this sindy was that the that the loan rale was sigaificant in
determining the demand for credit and thus the discounf rate of the Bank which was iiself a
major determinant of the loan rate was alse an important in the determination of credit demand.
Whilst this result was interesting from a theoretical point of view, its application to cur types
of economies iz Hmited and depended on the‘ extent o which the discount windows of our

Central Banks were utilised (Worrell, 1983),

Worrell (1983) proposed a model of the demand for credit and the Geterminants of the Ioan

interest rate in his stady on Moneta

Caribbean. This model gave the determinants of credit as the level of economic activity,
measured by GDP, and the cost of eredit {r,), where 1, was dependant on the discount rate, the
commercial banks deposit rate and » foreign lending rate. The results like many of the previous
studies concurredt that the demand for credit depends on the level of economic activity and
interest rate had litde or no infleence on the dewand for credit. Tt was found fat i Barbados
the loan interest rate was infloenced by Ceniral Bank’s accommodstion and the loan rate in the

previous pericd.

CONCLUSION

The papers provided valuable insight into the possible formulations of the demand for credit
funotion. Whilst fhe issue of the influence of interest rate appeared somewhat undecided, the

majority of literatare based in the Caribbean agreed that it had litthe influence on the demand for
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credit. The level of economic sctivity played a major pant in driving the demand for credit.
“This can be adequately measured using GDP. What may be necessary is to follow Melitz and
Perdue and formulate the equation in real tesms. There is 4150 a peed to examine the literature

on incorporating an inflation variable in the function,
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