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The past year has seen widespread talk about a "credit
crunch" in the United States. The views of two groups have
dominated in this debate. One group argues we are experiencing a "credit crunch" right now and something needs to be
done about it; the other group argues that a "credit crunch"
cannot exist without major impediments to the achievement
of market equilibrium, that no such major impediments currently exist, and that what is happening now is merely a periodic episode in which bank loans lag behind the business cycle. The implication of this second argument is that the market should be left to take care of itself.
One frustrating aspect of this debate is that people seem to
mean somewhat different things when they speak of a "credit
crunch." The logic of the various positions would be clearer
if each position were developed within the framework of a
coherent model of how the credit-intermediation sector of the
economy operates. Two such alternative models already exist:
a textbook-style model according to which the credit market
operates efficiently and a low level of lending activity is presumably a business cycle phenomenon driven by the demand
side of the market, and a liquidity-constraint model according
to which intermediaries impose nonprice constraints on their
customers with consequences that can be inefficient.1 In this
paper, we analyze a third alternative model of financial intermediation in which phenomena qualitatively resembling a
"credit crunch" occur but are efficient.
The definition of efficiency is key to the differences beThe Editorial Board for this paper was Nobuhiro Kiyotaki, Preston J.
Miller, Edward C. Prescott, and Martha L. Starr .

tween our model and the two alternative models of intermediation just mentioned, and we examine it in detail later. First,
though, we want to outline the textbook-style and liquidityconstraint models and then to describe our model of efficient
financial-intermediation contracts that may involve nonprice
rationing in some circumstances.
Three "Credit Crunch" Perspectives
A "Credit Crunch" in Full
Swing?...
We begin our examination of the prevailing views with the
perspective of those who think a "credit crunch" is already in
full swing. One person who has repeatedly suggested that a
situation of inefficient credit restraint is occurring is the Chairman of the Federal Reserve Board, Alan Greenspan.2 His remarks to Congress over the last year have made it clear that
he believes something akin to a "credit crunch" now exists:
"The restraint on credit availability at depository institutions
represents a continuing clear risk to the outlook . . . . Banks
report that they have been applying more stringent credit standards and have made the price and nonprice terms of business
credit less favorable to a wide range of customers
In certain areas . . . the credit retrenchment appears to have gone

'Throughout the paper we will use the terms textbook-style and liquidity-constraint
to refer to these two models, which we will describe in more detail below. Hayashi
(1987) also has a discussion that makes clear the logical structure of these two theories.
We adopt the liquidity-constraint terminology only because it has been used by Hayashi
and by other proponents and expositors of the second theory.
2
Note, however, that Greenspan (1991a, p. 245) has minimized the risk of this situation for the conduct of monetary policy.
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beyond a point of sensible balance." (See Greenspan 1991b,
pp. 305-6 and 1991c, pp. 713-14.)
In his remarks to Congress, Chairman Greenspan (1991c,
pp. 713-14) has also identified the attitudes and actions of intermediaries he sees as contributing to this situation of credit
restraint:
In some cases, lender attitudes and actions have been characterized by excessive caution. As a result, there doubtless are creditworthy borrowers that are unable to access credit on reasonable
terms . . . . To an extent, the scarcity of some types of loans
may reflect the efforts of individual financial institutions to reduce the share of their assets in a particular category, such as
commercial mortgages. While a single bank may be able to do
this without too much trouble, when the entire industry is trying
to make the same balance sheet adjustment, it simply cannot be
done without massive untoward effects.
Chairman Greenspan has taken pains to speak of "credit
restraint" rather than of a "credit crunch." Nevertheless, in
three respects his view coincides with those who would say
that a "credit crunch" is now in full swing. First, allegedly a
situation currently exists in which those who are creditworthy
cannot get credit, or cannot get it at reasonable terms. Second,
lenders allegedly exhibit an attitude of excessive caution
which may or may not be traceable to regulatory distortion.3
Third, regardless of whether it is due to lenders' misperceptions or to regulatory distortions, the resulting inability of
would-be borrowers to fund their investment projects is allegedly inefficient. The conclusion drawn by those who hold
such views is that regulatory changes that would provide incentives for lenders to relax their credit restrictions would
ameliorate this inefficiency. Chairman Greenspan (1991a, p.
246) has also drawn the connection to regulation in remarks
to Congress: 'The Federal Reserve is working with the other
bank supervisory and regulatory agencies to ensure that bank
examination standards . . . do not artificially encourage or discourage credit extension. The intent of these efforts is to contribute to a climate in which banks make loans to creditworthy borrowers and work constructively with borrowers experiencing financial difficulties, consistent with safe and sound
banking practices."
. . . Or Just Business Cycle
Fluctuations?
Chairman Greenspan's assessment of the credit situation is
not shared by all economists, however. The Shadow Open
Market Committee (a group of academic and business economists who regularly report on economic issues) offers a different evaluation of the same current market situation. In a
September 1991 press release, it claims that
the so-called credit crunch was a red herring. The recent drop in
business loans neither indicates a shortage of credit nor a refusal
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by bankers to lend. To the contrary, banks are cutting loan rates
in an effort to drum up business. Bank loans (especially bank
loans to business) always lag behind the economic cycle.
Silas Keehn (1991, pp. 544,546), President of the Federal
Reserve Bank of Chicago, has offered a similar assessment in
the specific context of the Midwest. Like Chairman Greenspan, President Keehn uses the term credit restraint to describe the current state of the market. However, while Greenspan's view of the lending market is that "credit retrenchment
appears to have gone beyond a point of sensible balance" and
may have "massive untoward effects," Keehn considers the
situation to be a market adjustment that is beneficial from a
long-term perspective:
What constitutes a credit "crunch," to my way of thinking, is
when creditworthy borrowers, those that would normally find it
possible to obtain credit even under adverse economic circumstances, cannot obtainfinancing.This is not currently the case,
at least in the Midwest. . . . What currently exists is credit restraint—not a "crunch." . . . To conclude, it is my opinion that
the credit restraint that we are experiencing in the Midwest reflects an adjustment in the marketplace, and it is entirely possible that we are coming to the end of this phase
While in the
short run the credit restraint that we have been experiencing has
been difficult, particularly for those who have been denied
credit, in the long term the overall economy will benefit from
this significant transition.
Although these comments specifically concern the current
situation, they argue in terms that many economists would use
to cast doubt on the general concept of a "credit crunch."
These economists use two main textbook-style arguments.
One is that credit allocation must be viewed in the context of
a general theory of the business cycle. Economic models
based on rational expectations and competitive market-clearing are appropriate for explaining the business cycle in the
United States. Such models do not accord any role to systematic misperceptions in determining allocation, and they imply
that interest rate movements will equilibrate supply and demand without recourse to rationing.
The second textbook-style argument these economists use
is that this equilibration process will produce an ex post efficient resource allocation (that is, an allocation which is effi-

3
Chairman Greenspan's quoted remarks do not address explicitly the issue of possible regulatory distortion, but there seems to have been supervisory concern about the
imbalance of lenders' portfolios—specifically, about the degree of exposure to the commercial real estate industry. Richard F. Syron (1991, p. 542), President of the Federal
Reserve Bank of Boston, has stated to Congress that "there may have been a shift in
regulatory sentiment about some New England institutions that, while understandable
or even appropriate on a case-by-case basis, may have been perverse for the economy
as a whole." President Bush and several officials of the executive branch have made
statements blaming overzealous bank supervision for causing a "credit crunch." (See
Cope and Atkinson 1991, Murray and Duke 1990.)

