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Abstract
This paper tests a credit channel of monetary policy (especially a bank-lending channel) in the
housing market. We argue that the relevance of the credit channel depends on the structural features
of the housing ﬁnance system, in particular eﬃciency and institutional organisation. We employ a
VAR approach to analyse this issue in four housing markets (Finland, Germany, Norway and the
UK). Our ﬁndings show across countries a clear-cut relationship between presence of the credit
channel, eﬃciency of housing ﬁnance and type of institutions active in mortgage provision.
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1. Introduction
Since Bernanke and Blinder (1988), the literature has shown a renewed interest in the
credit channel of monetary policy. According to this view, widespread imperfections in
the credit market, such as asymmetric information or imperfect contract enforceability,
result for consumers and ﬁrms in a wedge between the opportunity cost of internal funds
and the cost of external funds. In turn, this external ﬁnance premium depends on monetary
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policy. Tight monetary policy not only raises market rates of interest but also the external
ﬁnance premium, thus discouraging investment and consumption. The explanations of this
link are twofold. The balance-sheet view argues that the bridge between monetary policy
and the external ﬁnance premium is represented by the ﬁnancial position of borrowers.
Tight money aﬀects borrowers’ net worth, either reducing their current cash ﬂows (increasing interest on debt burdens) or the value of their pledgeable assets. This feeds back on the
external ﬁnance premium required by external lenders. The bank-lending channel view, on
the other hand, focuses on lenders’ ﬁnancial status. Tight money drains reserves and retail
deposits on the liability side of banks’ balance-sheets. Faced with this deposit drain, banks
can react by increasing their funding through managed liabilities (such as certiﬁcates of
deposit) or shrinking assets (loans and securities). In the presence of an upward sloping
supply for managed liabilities, banks may ﬁnd too costly to fully oﬀset the reduction in
retail deposits and opt to reduce their assets. The lending view argues that the impact is
relatively stronger on loans than on securities. In fact loans and securities are imperfect
substitutes because loans are riskier and less liquid. Therefore tight money causes an
inward shift of credit supply that especially aﬀects borrowers with limited access to
non-bank sources of external funding.
The credit channel literature has produced mixed results (see Bernanke and Gertler,
1995; Baum et al., 2003). A strong focus has been placed on identifying contractions in
credit aggregates resulting from inward shifts in the demand for funds (fully consistent with
the traditional monetary transmission mechanism) from shifts in supply resulting from a
credit channel. A second crucial issue of this empirical literature has been to disentangle
the bank-lending from the balance-sheet channel (Kashyap et al., 1993). In this sense, much
work has been done on the relative impact of monetary policy on ﬁrms with diﬀerent dependence on bank funds, such as small and big ﬁrms (see Gertler and Gilchrist, 1994).1
This paper analyses the credit channel of monetary transmission on the households’
demand side focusing on the housing market. Our aim is twofold. One the one hand,
we want to assess the presence of such a channel in the housing market, possibly disentangling a bank-lending from a balance-sheet channel. On the other hand, we want to relate
its presence to the structural characteristics of the housing ﬁnance system, especially its
institutional organisation and its eﬃciency. Clearly, the paper has implications that go
beyond the housing market. Housing plays an important role in the business cycle, not
only because housing investment is a very volatile component of demand (Bernanke
and Gertler, 1995), but also because changes in house prices can have important wealth
eﬀects on consumption (International Monetary Fund, 2000) and investment (Topel
and Rosen, 1988).
There are three main motivations for our paper. First, housing markets feature puzzles
in terms of quantity and price dynamics hard to reconcile with the traditional monetary
1
Other studies use microeconomic data and exploit cross-sectional diﬀerences among banks or ﬁrms to
disentangle a bank-lending channel. Using data from the Call Reports submitted by insured banks to the Federal
Reserve, Kashyap and Stein (2000) ﬁnd that small and illiquid banks react more strongly to monetary shocks,
concluding that these banks cannot protect their loan portfolios by shrinking their stock of securities. Baum et al.
(2003) show that the results of Kashyap and Stein (2000) can be explained by a diﬀerent behaviour of banks in the
presence of ﬁnancial sector uncertainty rather than by a bank-lending channel. Ashcraft (2006) argues that the
result that small banks react to monetary shocks more strongly than big ones could be driven by the fact that
large banks fund mainly large ﬁrms. In general, a shortcoming of these studies using microeconomic data is that
they do not ascertain whether the bank-lending channel aﬀects aggregate economic activity.

