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The Transmission of Monetary Policy

Textbook approach of the bank lending channel

CB increases policy rates => banks pass through the increase in their cost of funding to 

their borrowers => reduction in lending.

Qualifiers:

• Banks smooth the impact of rate hikes on borrowers with whom they have an 

established relationship

• Better capitalized banks are able to cut lending by less after an increase in policy 

rates 

Deposit channel (Drechsler et al QJE 2017)

CB increases policy rates => banks don’t pass it through to deposits (market power) => 

some depositors exit looking for higher yield => banks don’t tap alternative funding at 

market rates but decrease lending (shock to lending supply).  
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Our Paper

Drechsler et al. show the existence of the deposit channel supporting a causal relation

from deposits to lending. 

But how does the deposit channel work, i.e. how do banks transform a funding shock into 

a lending shock?

• What are the main drivers of banks’ reaction to a shock to deposits: the maximization 

of the deposits franchise value, the minimization of credit risk …

• How do banks reach their goals: do they work across the board on the asset side or 

do they target certain types of borrowers/contracts? Do they increase rates or ration 

borrowers?

• Which banks are more likely to reduce lending – banks with a larger deposit franchise 

value, less capitalized banks, less profitable banks …
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Empirical Strategy

• Exogenous funding shock: the increase in policy rates of 2022-2023. It was unexpected 

(exogeneity) and so large (the largest in the past 40 years) that banks were stretched 

enough that a clear picture emerges of banks’ reaction function net of confounding effects.

• Deposit outflow: the largest in the past 20 years

• Causation from deposits to lending: two IVs:
– Individual banks’ deposit beta measured before the rate hike.
– A change in the design of a CB program designed to provide banks with cheap and stable funding.  

• Impact on lending: use of a credit register to exploit differential impact on lending to the 

same borrower by banks with and without persistent deposit outflows (Khwaja and Mian 

AER 2008).  

• Use of bank, borrower and contract characteristics to identify banks’ drivers. 

• Robustness: Propensity Score Matching (PSM).
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Data and sample

• Our sample involves 1,620 banks and almost 750 

thousand firms over 2021Q1 to 2023Q1.

• Bank-firm level data are collected from AnaCredit.

• Bank balance sheet data are gathered from ECB 

Supervisory data while overnight deposits data are 

retrieved from Individual Balance Sheet Items (IBSI) 

statistics.

• Our bank-firm level dataset yields more than 11.5 

million observations
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Key Results

• As predicted by the deposit channel the recent rate hike caused a significant deposit outflow 

and a reduction in lending. 

• Banks don’t increase interest rates on loans, they target directly certain borrowers and 

contracts. The transmission of monetary policy to the corporate sector is via credit rationing 

rather than via interest rates.

• Banks reduce loans with longer maturities and with fixed interest rates. These loans have 

higher duration – this is consistent with banks trying to preserve their duration gap, which is 

normally insulated from rate changes (Drechsler et al JF 2021 , Hoffmann et al RFS 2019). 
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Key Results (continued)

• Banks reduce lending to new borrowers. This is consistent with adverse selection in credit 

markets, which increases when rates increase and the economy slows down (Crawford et al 

AER 2018). 

• Banks with higher duration gaps reduce lending by more. Loans with lower expected returns 

don’t seem affected. This confirms that banks seek to protect their deposit franchise rather 

than preserve short term profits. 

• Bank capitalization doesn’t seem to play much of a role (perhaps because of their high levels 

of capital).  
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Rate Hikes

Euro area monetary policy rates during 
tightening cycles

Expected and realized monetary policy rates

The 2022-23 increase in interest rates was large and unanticipated and caused 

massive deposit outflows and a reduction in lending.
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Deposit outflow

Flow of overnight, term and total deposits Net flow of overnight deposits and total deposits 
from its peak

The 2022-23 increase in interest rates was large and unanticipated and caused 

massive deposit outflows and a reduction in lending.
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Impact on Lending
(volumes)

Banks reduce lending (lhs) but don’t increase interest rates (rhs)
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Impact on Lending - 2

Banks reduce loans with fixed interest rates (lhs) and with longer maturities (rhs).
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Impact on Lending - 3

Banks reduce lending to new borrowers (lhs) but not to borrowers with lower risk-

adjusted expected returns (rhs).
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Bank Characteristics - 1

Banks with higher duration gap reduce 

lending by more.
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Bank Characteristics - 2

Better capitalized banks (measured by the 

distance of their capital ratio to their MDA) 

don’t behave significantly differently than 

banks with less capital.
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Instrumental Variables

Banks’ deposit beta 

calculated before the rate 

hike as instrument for 

deposit outflows –

confirms baseline results.

Change in allocation rule 

for TLTRO III used as 

instrument for deposit 

outflows – confirms 

baseline results.
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Robustness - PSM

PSM analysis confirms baseline results.



www.ecb.europa.eu © 17

Conclusions 

• We find that also with the last hiking cycle of 2022-23 monetary policy is transmitted 

to the loan supply via an outflow of sight deposits that banks don’t compensate with 

other forms of funding.

• Banks react to the increase in interest rates and the associated outflow of deposits by 

cutting loans rather than increasing lending rates and letting borrowers self-select. 

The transmission of monetary policy by banks is thus linked to movements in 

quantities (outflow of deposits, targeted credit rationing) more than to changes in 

rates, and to banks’ duration gap.

• Deposits franchise value seems to be a key driver in banks’ behavior. To minimize 

the impact of the outflow of deposits on their duration gap, banks reduce the loans 

with higher duration (i.e. longer maturities and fixed rates).

• The level of capitalization of banks doesn’t seem to play much of a role but this could 

be due to their high levels of equity and to the reduced role that credit risk plays in 

their adjustment.  


