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a b s t r a c t

In this paper I compare a traditional demand oriented model of
bank lending with its focus on short-term interest rates in the
money market, to a non-traditional capital budgeting model of
bank lending based on movements in share valuations for the Euro
area. Using non-nested hypothesis tests, omitted variables tests,
and Granger Causality tests, I reject the traditional demand ori-
ented model of bank lending and fail to reject the capital budg-
eting model of bank lending for Monetary Financial Institutions
(MFI’s) in the Euro area. Even though Europe is a bank-based
financial system, it appears the stock market plays a key role in
the lending decisions and allocation of resources in Europe. One
possible policy implication of this research is that the central bank
should try and stabilize stock prices in order to achieve their goal
of stabilizing bank lending and the economy.
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1. Introduction

Banks as financial intermediaries play an important role in the financial system and the real
economy of countries. As the institutionwhose deposit liabilities represent an important component of
the medium of exchange, they are well-positioned to reduce the information asymmetries that
naturally arise in the transfer of resources from household savers to investing firms in a decentralized
market economy. Accordingly there is a large amount of cross-sectional empirical research in banking
that documents the importance of bank screening and monitoring of small and medium-sized firms
where the real investments and investment returns of these firms are particularly opaque.1 Further-
more there is evidence that indicates the benefits of bank screening and monitoring go beyond small
and medium-sized firms. Large firms having access to external capital markets also benefit from bank
screening and monitoring. When a bank grants a new loan, or, extends (or fails to extend) an existing
loan to a firm, that piece of information sends a strong signal to the capital market that is reflected in
the market valuation of the firm’s outstanding securities.2

In addition to allocating financial resources across firms in different sectors of the economy at a
point in time, there are other important questions concerning the role of bank lending in the supply of
finance over time. More particularly, does aggregate bank lending amplify or dampen the business
cycle? How does monetary policy affect bank lending and the economy? As for the first question the
preponderance of academic research in this area suggests that bank lending does amplify the business
cycle by changing the budget constraints of firms and households.3 The run-up in bank lending prior to
the world-wide Great Recession starting in 2007 is but the most recent case prompting Basle 3 to
implement a countercyclical capital buffer. As for the second question the traditional view of monetary
policy is that it works through an interest rate channel and balance sheet channel for both borrowers
and lenders. According to this traditional view an expansionary monetary policy has the central bank
purchasing financial assets in the money market that in turn reduces short-term interest rates and
increases bank reserves both of which should in principle increase bank lending through supply and
demand channels.

In this paper I revisit the nexus between financial markets and bank loan finance in the Euro area.
Why the Euro area? I choose Europe because Europe is generally regarded as having a bank-based
financial system built on the substructure of a civil law code (Levine, 1998). This presumably makes
Europe’s bank oriented financial system different than themarket oriented financial systems in the U.S.
even though monetary policy in both have traditionally been carried out in the short-term money
market. The main question raised in this paper is: What assets and markets should the central bank
target when implementing a monetary policy designed to stabilize bank lending and ultimately real
output and employment? Should they operate primarily in the short-term money market to influence
short-term interest rates as they have traditionally done but without much success in the current Great
Recession, or, should they operate directly in some other market? The market we will suggest below is
not the long-term government bond market nor the market for mortgage backed securities liked the
Federal Reserve has recently chosen in its “Operation Twist” and QE3, but instead the stock market.
Why the stock market? Casual observation reveals that while short-term interest rates in the Euro area
(and also the U.S.) have been historically low during the 2008–2012 period indicating that loan finance

1 A small sample of this research would include Berger and Udell (1993, 1995, and 1996), Nakamura (1993), Peterson and
Rajan (1994), Berger and Humphrey (1998), and the special issue of the Journal of Banking and Finance on the Economics of
Small Business Finance edited by Berger and Udell (1998).

2 Early empirical research on the stock market value of a bank relationship includes James (1987), Slovin et al. (1988), James
and Wier (1990), Slovin and Young (1990), and Hirshey et al. (1990). For more recent research see Ongena et al. (2007).

3 Procyclicality of bank lending has been observed in the banking literature for quite sometime. Many reasons are given for
this behavior includes regulatory factors such as various versions of the Basle Accord and numerous non-regulatory factors. A
partial listing of the former would include Bernanke and Lown (1991), Lang and Nakamura (1995), Berger and Udell (1994),
Hancock and Wilcox (1994), Peek and Rosengren (1995), Shrieves and Dahl (1995), Stanton (1998), Wagster (1999), Borio
et al. (2001), Estrella (2004), Pennacchi (2005), and Catarineu-Rabell et al. (2005). A partial listing of the non-regulatory
causes would include Bernanke and Gertler (1989, 1995), Rajan (1994), Bernanke et al., 1996, Kiyotaki and Moore (1997),
Berger et al. (2001), Berger and Udell (2003), Gorton and He (2007), and Krainer (2009).
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