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Abstract

The financial crisis has been characterised by fragmentation in the transmission of monetary policy,

as reflected in the high dispersion in interest rates on bank loans to euro area firms. Heterogeneity

in interest rate pricing also emerged within countries, suggesting that macroeconomic differences were

not the only driver of dispersion. Using individual bank data for twelve euro area countries covering

almost a decade since the start of the crisis, we identify the balance sheet characteristics that con-

tributed to this fragmentation and document the share of the deviation in interest rates from policy

rates that is accounted for by each characteristic. Interest rate pass-through heterogeneity is estimated

using an error correction framework that accounts for macroeconomic variation and market structure,

and includes standard bank characteristics, such as size, capital and liquidity, as well as variables that

capture banks’ funding access, risk and asset quality. Results show incomplete pass-through of changes

in money market rates targeted by the central bank to firms’ lending rates. Sovereign bond yields are

shown to affect the cost of finance for firms, particularly in stressed countries and market concentra-

tion is associated with smaller reductions in lending rates. With regard to bank characteristics, asset

impairment leads to a significant decrease in pass-though. Bank size, as a proxy for market power, and

reliance on central bank funding affect pass-through for smaller loans, while capital is more significant

for larger loans.
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