
Department of  
Economics and Finance  

 

 

 

 

 

 

 

 

 Working Paper No. 2013 

 http://www.brunel.ac.uk/economics 

 

  

Ec
on

om
ic

s a
nd

 F
in

an
ce

 W
or

ki
ng

 P
ap

er
 S

er
ie

s  

E Philip Davis, Dilruba Karim and Dennison Noel 

 
Macroprudential Policy, Monetary Policy and the Bank 
Interest Rate Margin 

 

June 2020  



1 
 

9th June 2020 
 

MACROPRUDENTIAL POLICY, MONETARY POLICY AND 
THE BANK INTEREST RATE MARGIN 

 
 



2 
 

1 Introduction 
 
In the macroprudential policy literature, there have been considerable debates on the interaction of 
macroprudential policy with a range of other policies, especially monetary policy. Constâncio (2015), 
for example, argued that macroprudential policy is essential in any economy because the business and 
financial cycles are not synchronised and monetary policy is not designed to deal with specific financial 
sector imbalances. This is supported by N’Diaye (2009), who, using a multi-country macroeconomic 
model for monetary policy analysis, saw that countercyclical prudential policy can help reduce output 
fluctuations and lessen the risk of financial instability. However, Agur and Demertzis (2015), using a 
bank-based model (profitability and leverage), concluded that there are times when monetary policy 
(expansionary interest rate policy) and macroprudential policies can partial offset each other and at 
the same time, monetary policy can affect financial stability adversely. They show that monetary 
policy rate setting affects banks’ risk decisions through two channels, profit and leverage, with 
countervailing effects.  
 
To cast further light on these issues, we explore the effects of monetary and macroprudential polices 
on banks using a model of banks’ net interest margin with a sample of 1,300 banks from 15 advanced 
countries over 2000-13. Levels and changes in the margin are an important determinant of banks’ 
profitability and accordingly their ability to accumulate capital with implications for financial stability. 
It is also a key aspect of the transmission mechanism of monetary policy, whereby for example recent 
low interest rates and flat term structures have been driven by monetary and quantitative easing and 
have affected bank margins, while also potentially stimulating lending. 
 
To our knowledge, the effect of macroprudential policies on banks’ margins, either separately or in 
the context of monetary policies, has not been explored in the literature to date. The paper is 
structured as follows: Section 2 provides a literature survey, Section 3 introduces the analytical 
framework and Section 4 shows the data and descriptive statistics. Section 5 shows the results and 
Section 6 shows robustness checks, while Section 7 concludes. 
 
2 Literature survey 
 
Constâncio (2015) argued that macroprudential policy is essential in any economy as the business and 
financial cycles are not synchronised, while monetary policy simultaneously affects all sectors of the 
economy and can therefore be an ineffective tool to cope with specific imbalances in the financial 
sector. Independently addressing financial stability concerns, macroprudential policy provides 
monetary policy with additional room for manoeuvre to better focus on ensuring price stability. 
 
N’Diaye (2009) suggested that countercyclical prudential policy can help reduce output fluctuations 
and lessen the risk of financial instability, which can allow monetary authorities to achieve the same 
output and inflation objectives but with smaller adjustments in interest rates. In some instance, there 
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period under review 1985 to 2010. These conflicts depend on the nature of the shocks impacting the 
economy. 
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As regards empirical work on determinants of the margin, early work by Demirguc-Kunt and Huizinga 
(1999) using bank-level panel data for 80 countries over 1988-95 found a positive effect of the level 
of the short rate on banks’ margins but they did not test for the yield curve or for first-differences. 
English (2002) studied the link of the yield curve to bank profits in ten countries, country-by-country, 
over 1979-
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authors suggest implies that higher leverage compensated for the fall in margins over the estimation 
period. 
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provisioning and non interest expenditures. All of which could also be influenced by macroprudential 
(and monetary) policies in contrasting ways; Genay and Podjasek (2014), for example, show how US 
banks have substituted between these sources of profitability in the light of low interest rates. 
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et al (2020)4) but the effect of interest rates on the net interest margin is well established, as in the 
work cited above.  
 
Our NIM model is largely based on the work of Alessandri and Nelson (2015). Accordingly we use the 
3-month interbank rate (Rate) as a proxy for the monetary policy interest rate, while the yield curve 
(YSlope) is calculated as the difference between a 10-year government bond rate and the 3-month 
rate (Rate10y – Rate3mth).5 Also, we include the difference of the short term interest rate (!"#$%& and 
the yield curve slope (!'()*+%& in level and first lag as well as the lagged dependent variable (NIM(-1)) 
in the model, not least in the light of significant autoregression in the margin. This permits a clear 
separation between short rate and yield curve slope effects, respectively. Hence our model (using 
annual data) is: 
 
,-.it/0/1it 2/,-.it-1/
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DIVSIF (%) 33.627 28.465 142.618 -55.785 30.610 12,908 
LINDEX 0.290 0.260 0.998 -2.312 0.595 7,138 
BCRISIS  
GDPG (%) 1.404 1.772 9.456 -6.600 2.290
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Leverage Ratio LEV Limits banks from exceeding a fixed 
minimum leverage ratio. 
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insignificant8. Accordingly, the NIM model was estimated with bank-level fixed effects with White’s 
cross-sectional standard errors and covariance (corrected for degrees of freedom) for the period 2000-
2013.  
 
Table 3 reports the empirical results for the baseline model (see equation 1 above). The model is 
estimated using 1,366 banks with 7,412 observations over the period 2000-2013. The F-test indicates 
that the variables included in the models are statistically significant for explaining changes in bank 
profitability. The lagged dependent variable of 0.326 is highly significant. All six of the interest rate 
and yield curve terms are significant. However, the banking and macro variables other than the log of 
bank assets (LNSIZE) were tested and found to be insignificant in the model. As such they are excluded 
and not reported. 
 
This is partly consistent with Alessandri et al (2015) and Borio et al (2017), that also found limited 
effects of bank-specific variables on the margin once interest rates were included, although Bikker and 
Vervliet (2017), estimating a static model without lagged dependent variable found a range of these 
variables significant. In our work, the insignificance of macro variables suggests that the direct effect 
of interest rates is sufficiently strong to not leave scope for any indirect effect of monetary policy via 
the state of the economy, at least within our sample. Meanwhile the bank-level fixed effects capture 
a range of bank-specific factors. Looking again at Appendix 1 we find that the variables in the 
parsimonious equation have low correlations. 
 
  

 
8 A separate estimate including time fixed effects is included as a robustness check in Section 6. 
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Table 3: Regression results for the baseline model over 2000-2013 
 

Dependent variable: Net Interest Revenue/Average total assets 
  Literature/our 

expected relation 
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the steepness of the curve is low as with quantitative easing. The significant lagged dependent variable 
suggest that past net
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Table 4: Macroprudential instruments’ impact on net interest margin for the period 2000-2013 
 

 (1) (2) (3) 

Macroprudential 
instruments 

Lagged level 
only 

Level only Level Difference Lagged 
difference 

Loan-to-Value 
Ratio (LTV) 

0.159 
(0.8) 

0.137 
(0.7) 

0.05 
(0.2) 

0.103 
(0.6) 

0.577*** 
(3.1) 

Leverage Ratio 
(LEV) 

-0.515 
(0.8) 

-0.512 
(0.8) 

-0.53 
(0.7) 

0.251 
(0.9) 

-0.175 
(1.0) 

Limits on 
Interbank 
Exposures (INTER) 

-1.09*** 
(3.2) 

-0.938** 
(2.4) 

-1.2*** 
(3.6) 

0.248 
(0.5) 

0.224 
(0.5) 

Concentration 
Limits (CONC) 

-0.433 
(0.6) 

-0.515 
(0.8) 

-0.49 
(0.6) 

0.468 
(1.4) 

-0.165 
(0.7) 

Levy/Tax on 
Financial 
Institutions (TAX) 

-0.819*** 
(2.6) 

-0.68* 
(1.8) 

-1.119** 
(2.1) 

0.4 
(0.8) 

0.417 
(0.8) 

Limits on Foreign 
Currency Loans 
(FC) 

0.159 
(0.6) 

0.332 
(1.2) 

0.484* 
(1.8) 

-0.674*** 
(4.4) 

-0.511*** 
(4.2) 

Loan-to-value 
ratio caps 
(LTVCAP) 

0.735*** 
(5.0) 

0.668*** 
(2.9) 

0.793*** 
(3.8) 

-0.121 
(0.5) 

-0.029 
(0.2) 

All variables 
aggregated in 
total (MPI) 

-0.235** 
(2.0) 

-0.256* 
(1.9) 

-0.273** 
(2.0) 

0.116 
(0.5) 

-0.002 
(0.1) 

Borrower-
targeted 
instruments 
(MPIB) 

-0.269** 
(2.2) 

-0.279** 
(2.0) 

-0.297** 
(2.2) 

0.106 
(0.5) 

-0.033 
(0.2) 

Financial-
Institution 
targeted 
instruments 
(MPIF) 

-0.317*** 
(2.7) 

-0.319** 
(2.2) 

-0.353*** 
(2.6) 

0.099 
(0.4) 

0.03 
(0.1) 

Note: Estimation methods and control variables are as in Table 3. The macroprudential instruments coefficient 

values are reported and the t-statistics are reported in parenthesis below each estimated coefficient. *** 

significant at 1%, ** significant at 5%, * significant at 10%. Debt-to-Income Ratio (DTI), Capital Surcharges on 

SIFIs (SIFI), General Countercyclical Capital Buffer/Requirement (CTC), Time-Varying/Dynamic Loan-Loss 

Provisioning (DP), Limits on Domestic Currency Loans (CG), and Reserve Requirement Measures (RR and RRREV) 

are excluded since they resulted in a near singular matrix which could be on account that they have not been 

used by many countries in the sample. 

 
The results in Table 4 above suggest that the effect of some of the macroprudential instruments on 
banks’ profitability measured by the net interest margin (NIM) is significant over the full sample period 
whether it is in lag (equation 1) or level (equation 2). We find a significant negative effect for both 
level and lag from limits on interbank exposures (INTER) and taxes on financial institutions (TAX) as 
well as all the summary variables all variables aggregated in total (MPI), borrower-targeted 
instruments (MPIB) and financial-Institution targeted instruments (MPIF). A positive effect is found 
only for loan-to-value ratio caps (LTVCAP). These are mostly in line with prior expectations (Section 2) 
except for results for LTVCAP and TAX. 
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Furthermore, in equation 3 with the level and the difference and lagged difference of the instruments, 
we have some additional significant effects for the difference, showing the short-run effect of the 
introduction of the policy. For limits on foreign currency loans (FC) the effects is to reduce the margin 
temporarily, although there is a weakly significant positive long-run effect in this case. There is also a 
difference effect for loan-to-value limits (LTV) to boost the margin temporarily, although the long-run 
effect as shown by the level remains insignificant. In all cases where the level or lag are significant in 
equations 1 and 2, it remains significant when the difference terms are included. 
 
The introduction 
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Table 8: Regression results for the robustness checks over 2000-2013 (
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main changes are in the time dummies equation where the level effect of the interest rate is smaller 
and the current level first difference effect is not significant.  
 
As regards the distinction of large and small banks, the overall interest rate and yield curve effects 
have the same sign for each variable (levels and differences) although the significant variables differ. 
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Appendix 1 
Table A1: Correlation matrix for the period 2000-2013 (all countries) 
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