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1 Introduction

e Knowledge about the size (i.e., how much of the policy change in the
official cash rate is passed on), as well as the speed, of transmission
(i.e., how quickly the policy change is passed on) is important for im-
plementing informed monetary policy.

e In general, changes in bank rates follow changes in the official rate.
But has this changed over time? And what about the recent turmoil
in global credit markets?

e Little attention has been paid to the stability of bank interest rate ad-
justments to monetary policy in the presence of significant and persis-
tent credit constraints because we have had little experience of interest
rate behaviour during a period of significant and persistent exogenous
risk averseness in credit markets.

e The aims of this paper are, therefore, twofold: 1) to implement a pro-
cedure for evaluating time-varying bank interest rate adjustments, and
2) to take advantage of the body of data available at the current date
for assessing the behaviour of Australian and US banks to credit con-
straints and examining such behaviour in a historical context.



2 Bank Interest Rate Setting Behaviour

e A model in the vein of the Freixas and Rochet (1997) imperfect com-
petition model

e Each bank has on the liability side - deposits D,,, and on the asset side -
interbank balances M,,, and loans L,, so that the balance sheet identity
is:

D,=1L,+ M,, n=1.N

e Let each bank face a cost function C, (D, L), assumed linear for sim-
plicity:
Co(D,L)y=~vpD+~,L, n=1,.N

where v; and 7y, are the marginal costs with respect to deposits and
loans respectively.

e The nth bank’s profit function is

I, = rp(La+ Y L) Lntr(Da—Ln)=rp(Da+ Y | D) Dy—Ci(Dn, Ly),

where r;, rp and rp equilibrium loan, deposit and interbank rates
respectively.



e The FOCs of the model are

o11,,
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rp(L*) Ly +rp(L*) —rp — v, =0,

B — Tb(D*)DZ - TD(D*) —7p =0.

e The Cournot equilibrium of the banking sector will be a N-tuple vectors
(l*);, L?)n=1,..n With unique equilibrium conditions, L} = %= and D}, =
%. Solving the first order conditions then gives the banking sector’s
optimal loan and deposit rates as

e These eqns constitute the two fundamental (i.e., the long-run cointe-
grating) relationships sought in the empirical analysis which for later

reference is rewritten as:

Y1

L
*

D

= ’71"‘517"37
= 7y + BB,

L*
— (L=



3 The Econometric Model

e The econometric model of the trivariate set of interest rates under
study: 7!, r?, and r™ is specified as:
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e The three pivotal equations in the model may be rewritten as:
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and the model estimated as:
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e The time-varying parameters are specified as first order stochastic processes
of the form:

; ; m m l l d d m m l
e Given estimates of {af';, a3, aj,, ay,, af,, ay,} and {07, 05, 0} ,,

6)l2,t7 9?,157 eg,t} estimates of {Bé,t—la Bg,t—l’ 5l1,t—17 ﬁg,t—h 507?57 51,t} for
each time period may be obtained using the following projections:
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4 Empirical Results

4.1 US Case
e Data:

Indicator lending rate: 30-yr, fixed-rate conventional home mortgage
commitments

Indicator deposit rate: Average rate on 3-month negotiable certificates
of deposit (secondary market)

Indicator reference rate: Federal funds effective rate
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e Adjustment process
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e Underlying/Long-run Relationships
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4.2 Australian Case

e Data:
Indicator lending rate: Std variable home loan
Indicator deposit rate: 3-mth term deposit ($10,000)

Indicator reference rate: average money market rate
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e Adjustment process
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e Underlying/Long-run relationships

Intermediation Margins
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5 Concluding Remarks

This paper has examined the interest setting behaviour of Australian banks
with a view to ascertaining the fundamental relationships between bank rates
and money-market rates and the speeds of adjustments between these rates
over various episodes of monetary policies.
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