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Motivation

▶ Negative correlation between bank loan spreads over market rates and short-term
interest rates in US and EA aggregate data

▶ Implies weakened transmission of monetary policy through bank lending.

Figure: Loan spreads and short-term interest rates in the Euro Area



Research Questions

Why are bank loan spreads negatively correlated with short-term interest rates?

▶ What mechanisms can explain this impaired pass-through? We investigate two:
(i) the deposit channel and (ii) lending market power.

▶ Do these mechanisms have real effects on borrowing firms?



Preview of Results

▶ Negative Correlation between Loan Spreads and Interest Rates in French
loan-level data:
A 100 bp drop in the 3-month Euribor is associated with a 15 bp increase in
average loan spreads.

▶ Supply-Side Explanation:
Banks with larger increases in loan spreads experience slower credit growth when
rates decline (Khwaja-Mian regressions).

▶ Potential Mechanisms:
▶ Deposit Channel:

Banks with lower initial deposit rates see larger declines in deposit spreads, higher loan
spreads, and lower credit growth. Effects are stronger for lowly-capitalized banks.

▶ Lending Market Power:
Banks with higher market share display lower interest rate pass-through. Within banks,
firms more subject to hold-up problems (small, young) face lower pass-through.

▶ Deposit Channel > Lending Market Power

▶ Real Effects:
Firms borrowing from banks with lower pass-through experience weaker debt and
investment growth after rate drops.
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Data

Loan-level data (Crédits Nouveaux aux Entreprises (NCE)):

▶ All new loans granted during the first month of each quarter by a representative
sample of bank branches, 2006Q1-2023Q4.

▶ Interest rate, loan size, purpose of financing, maturity, fixed or variable rate (only
fixed considered).

▶ Unique lending institution and borrowing firm identifiers

▶ 147′146 loans with average maturity of 4.5 years and average interest rate of
2.53%

Data on bank-firm credit relationships (French credit registry (SCR)):

▶ Monthly data on the credit exposure of all credit institutions to firms with total
credit of more than EUR 25’000 to at least one bank.

▶ Focus exclusively on term loans



Data

Bank-level data (Compte de resultat and situation):

▶ Balance sheet and income statement

▶ Annual frequency from 2010 to 2021

▶ Individual credit establishment level

▶ Balanced panel of 75 unique banks

Firm-level data (FIBEN compiled by Banque de France using tax filings):

▶ Firms with a turnover exceeding EUR 0.75 million or bank debt surpassing EUR
0.38 million.

▶ Total assets, leverage, age, industry.

▶ Credit assessment of individual firms calculated by Banque de France and
validated by the Eurosystem.



Negative Correlation between Loan Spreads and Short-Term Market Interest
Rates

Figure: Loan interest rate spread on maturity-matched swap rate

▶ 12bp to 21bp increase in loan spreads following a 1pp decrease in short rates

▶ Homogeneous effect across maturities and credit ratings

Charts Controlling for risk and maturity



Supply or Demand Side Narrative?

▶ Negative correlation could come from increased demand from firms.

▶ Supply-side story if low pass-through banks are also those that experience a lower
volume growth as short-term rates decrease.

log(Creditbit) = γ · it × LoanSpreadBetab + ηbi + νit + ϵbit ,

where

Spreadlbit = βb︸︷︷︸
LoanSpreadBetab

·it + ϵlbit

Figure: Negative correlation between loan spreads and credit supply across banks



A Supply Side Narrative

Figure: Loan spread betas and loan volume betas

Spreadlbit = βb︸︷︷︸
LoanSpreadBetab

·it + ϵlbit

log(Loanbit) = βb︸︷︷︸
LoanVolumeBetab

·it + ϵbit



Mechanism 1: Deposit Channel

▶ Interest rates ↓ → Deposit spreads ↓ → Bank profits & equity valuations ↓
▶ Credit supply tied to equity because of regulation → Credit supply ↓ & loan

spreads ↑ (Wang, 2024)

▶ Test: instrument banks’ deposit betas with their initial deposit rate at the
beginning of the sample (Balloch & Koby 2023)

Figure: Initial deposit rates, deposit spread betas, loan spread betas, and loan volume betas



Mechanism 1: Deposit Channel

Figure: Initial deposit rates, rate pass-through and credit supply in the cross-section of banks

A 1 sd decrease in deposit rates is associated with:

▶ A 4bp lower loan rate pass-through of a 100bp decrease in the short-term rate
(i.e. loan spread beta) = half of the standard deviation of loan spread betas
across banks.

▶ A 90bp higher loan volume beta = one fourth of the standard deviation of loan
volume betas across banks.

▶ Stronger results in sample of lowly-capitalized banks.



Mechanism 1: Deposit Channel

Figure: Dynamics for bank profitability and bank equity

Regressions



Mechanism 2: Lending Market Power - Bank-Level Variation

▶ Is market power able to explain the aggregate time series variation in loan
spreads?

▶ Compare interest rate pass-through of banks with more or less exposure to
concentrated markets

LoanSpreadBetab = γ0 + γ1Concentrationb + ϵb,

where
Concentrationb =

∑
cz

ωb,cz · Concentrationcz

Figure: Bank-level measure of market power and loan rate pass-through



Mechanism 2: Lending Market Power - Horse Race Regression

Figure: Loan rate pass-through: horse races

▶ The cross-sectional variation across banks in deposit rate appears to be more
important in explaining the cross-sectional variation in the loan rate pass-through
than the cross-sectional variation in our measure of bank market power.



Mechanism 2: Lending Market Power - Firm-Level Hold-up Problem?

slbit = β1 · it + β2 · Zi,2006 × it + ϵlbit

Figure: Firm-level measures of hold-up problem and loan rate pass-through



Mechanism 2: Lending Market Power - Within-Bank Across-Firms Variation

slbit = β1 · it + β2 · Concentrationi,2006 × it + ϵlbit

Figure: Measures of local concentration and loan rate pass-through



Real Effects

▶ Do low pass-through banks influence the real outcomes of their borrowers?

log(yit) = β · it × LoanSpreadBetai + ηi + νjt + ϵit

yit Total firm debt or Net PP&E

it 3-month Euribor

ηi Firm FE

νjt Industry-Time FE

LoanSpreadBetai =
∑

b∈Bi,2006

ωib,2006 ∗ LoanSpreadBetab



Real Effects

Figure: Real Effects

Unconstrained Deposit Rate



Conclusion

▶ Empirical evidence from France that loan spreads rise when interest rates fall.

▶ Implies imperfect pass-through of short-term market rate declines to loan rates.

▶ Consistent with a supply-side credit shock.
▶ Explained by:

▶ Deposit channel (bank constraints)
▶ Lending market power (hold-up, price discrimination)

▶ Both channels have significant real effects.



Appendix

Figure: Negative correlation between loan spreads and short-term interest rates
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Appendix

Figure: Negative correlation between loan spreads and rates: heterogeneity by risk and maturity
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Appendix

Figure: Dynamics for bank profitability and bank equity
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Appendix

UnconstrainedDepositRateb = (DepositRateb,2010−1)∗I(Capitalb,2010 < p25(Capital2010))
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