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Downunder Daily  
Unbalanced Sheets  

Credit distress and collapsing securitization seem 
set to dramatically slow bank balance-sheet repair 
– and therefore delay the transmission of easier 
monetary policy to the real economy.   

Credit remains in distress, with pressure even returning 
to short-end spreads.  Inter-bank rates are again 
widening to policy-rates (Exhibit 1).  In the US, banks 
are again tapping the Fed’s temporary auction facility 
(TAF), borrowing US$30bn at yesterday’s auction.   

Wider spreads are due not just to extreme or irrational 
risk aversion.  It’s becoming clear that banks are 
struggling to accommodate the assets coming back on 
their balance sheets.  This trend in part reflects the 
collapse of demand for some securitized products.  
This is very important: These trends – if they continue – 
will clog one of the main transmission mechanisms for 
monetary policy.   

To see what’s changed, compare what’s happening 
now to prior cycles.  In a typical cycle, easier Fed policy 
is associated with waning demand for bank loans.  In 
particular, loan growth eases relative to the banks’ 
deposit base.  Exhibit 2 shows US commercial banks’ 
loan/deposit ratio and the Fed funds rate.  (Note also 
the trend rise in the loan/deposit ratio over the period – 
which is another way of saying that banks have 
become increasingly dependent on capital markets for 
balance sheet financing.)   

The typical decline in loan/deposit ratios frees up bank 
capital.  At the same time, easier Fed policy leads to a 
steeper yield curve.  This provides the banks with a 
natural and safe way to increase income: Buy long-end 
Treasury paper funded at short rates and pick up the 
carry.  This was an important way the Fed restored the 
banking system to health in the early1990s.  Exhibit 3 
shows commercial banks’ purchases of Treasury and 
Agency paper, and the yield curve (defined here as the 
10-year Treasury bond/Fed funds spread).   

Exhibit 1 
Short-end Pressures Re-emerge 

 
Source: Ned Rumpeltin, G10 LIBOR Tracker, 12 February; DataStream; Morgan 
Stanley Research 

 

Exhibit 2 
Easier Rates Usually Ease Funding Pressure 
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Source: Bloomberg, Federal Reserve; Morgan Stanley Research 
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Let’s look at why the same process may not be as 
effective in this cycle.  First, the Fed will find it difficult to 
get a yield curve as steep in this cycle as it has in the past: 
With the 10-year Treasury yield at 3.6%, even a 1% funds 
rate would mean the curve is narrower than in the prior 
cycle.  (My hunch, however, is that they will try!  For a 
further discussion of this – and some trading ideas based 
on this theme – see George Goncalves, Liquidity 
Advances and Banks Barely Feel It, 11 February.) 

Exhibit 3 
Steeper Curves Gives Banks a Free Ride 
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Source: Bloomberg, Federal Reserve; Morgan Stanley Research 

But the far bigger problem is for banks’ assets.  Loan 
growth is accelerating – despite the apparent fall in 
demand (Exhibit 4).  What’s happening is that the collapse 
in capital markets’ willingness to hold securitized products 
(and fund off-balance-sheet vehicles) is forcing loans back 
onto banks’ balance sheets.   

Exhibit 4 
Loans Accelerating – Despite Falling Demand 

COMMERCIAL LENDING & CORPORATE DEMAND FOR FUNDS
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This is likely to be a persistent trend.  Exhibit 5, for 
example, shows the collapse in global commercial 
mortgage-backed security issuance expected by our 

European banking team.  As securitization shrinks, banks 
will find their balance sheets loaded with what had been 
off-balance-sheet loans.  This, in turn, will limit their 
capacity either to offer fresh finance to potential borrowers 
or to exploit the steepness of the yield curve.   

Exhibit 5 
Can’t Fund This Way Anymore 

 
Source: Huw Van Steenis, What If Funding Costs Remain Gapped Out?, 6 February; 
Commercial Mortgage Alert; Morgan Stanley estimates for 2008 

The final point to note is that this is not only a US problem.  
Exhibit 6, from Huw van Steenis, head of our European 
banks team, shows that several European economies face 
similar balance sheet constraints.  (For more details, see 
What If Funding Costs Remain Gapped Out? 6 February.) 

Exhibit 6 
This Is a Global Problem 

 
Source: Huw Van Steenis, What If Funding Costs Remain Gapped Out?, 6 February; 
DataStream; Morgan Stanley Research 
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