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The incomplete monetary pass-through puzzle

Pandora search theory: banks should charge a constant deposit spread if depositors have access
to the policy rate (Duffie-Krishnamurthy '16).
In practice, when the Fed hikes, banks increase deposit spreads. What's missing?
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Pandora search theory: banks should charge a constant deposit spread if depositors have access
to the policy rate (Duffie-Krishnamurthy '16).
In practice, when the Fed hikes, banks increase deposit spreads. What's missing?

- Theories w/ demand-side frictions, e.g., limited pledgeability (Holmstrém-Tirole '98), safe
asset scarcity (Krishnamurthy—Vissing-Jorgensen '11) and limited substitutability (Nagel '16).
- A new dynamic theory explains incomplete pass-through through banks’ monopoly pricing
with inattentive depositors (Lu-Wu '26):
» Dual role of the policy rate in deposit pricing: monetary tightening increases the competitive
price of deposits, and also makes the bank discount future profits more heavily.

» Demand friction (inattention) amplifies this discounting role of the policy rate.
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- Theories w/ demand-side frictions, e.g., limited pledgeability (Holmstrém-Tirole '98), safe
asset scarcity (Krishnamurthy—Vissing-Jorgensen '11) and limited substitutability (Nagel '16).
- A new dynamic theory explains incomplete pass-through through banks’ monopoly pricing
with inattentive depositors (Lu-Wu '26):
» Dual role of the policy rate in deposit pricing: monetary tightening increases the competitive
price of deposits, and also makes the bank discount future profits more heavily.

» Demand friction (inattention) amplifies this discounting role of the policy rate.

This paper sheds light on the demand-side frictions with new empirical evidence from

Denmark.



Frictions underlying the “inelastic” deposit demand

An emerging line of work tracking frictions in deposits to depositor heterogeneity:

Depositors need deposits for payments and payments are slow (Lu-Song-Zeng '25).
Depositors are unsophisticated (Narayanan-Ratnadiwakara-Strahan '25).
Deposit size matters (Argyle-Iverson-Kotter-Nadauld-Palmer '26).

Depositors pay limited attention to deposits and risk-free rates (Lu-Wu '26).
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Depositors value various amenities from banks (d'Avernas-Eisfeldt-Huang-Stanton-Wallace
'23, Egan-Hortagsu-Kaplan-Sunderam-Yao '26).

The authors provide new evidence that in Denmark, depositors with financial asset
holdings get better deposit rates.

Clever design (in latest draft): unexpected parental deaths create quasi-random financial asset

acquisition; inheriting stocks/bonds raises pass-through by 3-6 pp v. inheriting cash/real estate.



The paper in one slide

Incomplete monetary pass-through is depositor-specific: banks pass monetary policy through
differently depending on whether customers have market-priced savings such as stocks and bonds.

» MPS holders receive higher deposit rate pass-through. MPS holders get 6.6 bps more
deposit-rate increase per 100 bps rate hike than non-MPS holders.
The effect is beyond wealth or income. Adding wealth- and income-year FEs cuts the
estimate roughly in half.

» Paper interprets this as evidence of banks pricing outside options. i.e., banks price deposits
based on depositors’ ability to move funds into market alternatives.

» Quasi-experimental evidence from unexpected inheritances.

» More evidence on how higher pass-through does not fully prevent outflows, and depositor

composition affects credit supply.

Cool data & fascinating findings!



Comments

How did outside options change during the 8 years of negative rate in sample?

Is it substitution, wealth, or sophistication?

What is the mechanism for the highher pass-through?



The negative interest rates

» Sample period: 2003-2022; Danish interbank rate was negative from 2014 to 2022.
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The negative interest rates

» Sample period: 2003-2022; Danish interbank rate was negative from 2014 to 2022.
» Paper's conceptual framework:

Danish depositors choose between deposit rate and outside option that pays a higher rate.

But CD rate and interbank market rates were negative while deposit rate was positive.
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» A different “incomplete pass-through” puzzle: why would the banks pass-through so little
that the spread is negative? Equally interesting!

» Prevalent in other countries too (Heider-Saidi—Schepens '16), and banks' commission income

does not compensate sufficiently (Eggertsson—Juelsrud—Summers—Wold '24).



The negative interest rates

» Sample period: 2003-2022; Danish interbank rate was negative from 2014 to 2022.
» Paper's conceptual framework:

Danish depositors choose between deposit rate and outside option that pays a higher rate.

But CD rate and interbank market rates were negative while deposit rate was positive.

» A different “incomplete pass-through” puzzle: why would the banks pass-through so little
that the spread is negative? Equally interesting!

» Prevalent in other countries too (Heider-Saidi—Schepens '16), and banks' commission income

does not compensate sufficiently (Eggertsson—Juelsrud—Summers—Wold '24).

» Negative nominal rate not passed through to deposit rate is often used as a premise but
unclear why this happens; | think the authors with unique depositor level data during a period
with negative rate may finally address this!

» e.g., does financial asset management of the bank compensate for the negative spread?



Interpretation of the MPS measure

The authors define “market-priced savings” (MPS) as having access to stocks and bonds. How
do we interpret the results that MPS depositors have higher rates?
» The interpretation in paper: substitution motivated by the CES money demand in the

literature (Nagel '16, Dreschler-Savov-Schnabl '17).
» Stocks and bonds are not substitute to deposits in the traditional sense. Risk, liquidity, ...
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The authors define “market-priced savings” (MPS) as having access to stocks and bonds. How
do we interpret the results that MPS depositors have higher rates?

» The interpretation in paper: substitution motivated by the CES money demand in the
literature (Nagel '16, Dreschler-Savov-Schnabl '17).

» Stocks and bonds are not substitute to deposits in the traditional sense. Risk, liquidity,
» MPS measure seems to capture equity market participation .
» >90% of Danish depositors do not hold bonds.

» The result is interesting on its own: is the stock market becomes a substitute for deposits as
it becomes cheaper to diversify and the market becomes more liquid?

N Mean SD pl0 p50 p90

Panel A. Depositor-year level

Stocks (iOK kr)
Bonds (10K kr)

76263310 943 99672 000 0.00  7.55
76263310  2.87 9250 000 0.0  0.00




Interpretation of the MPS measure

The authors define “market-priced savings” (MPS) as having access to stocks and bonds. How
do we interpret the results that MPS depositors have higher rates?

» The interpretation in paper: substitution motivated by the CES money demand in the
literature (Nagel '16, Dreschler-Savov-Schnabl '17).
» Stocks and bonds are not substitute to deposits in the traditional sense. Risk, liquidity, ...
» MPS measure seems to capture equity market participation .
» The result is interesting on its own: is the stock market becomes a substitute for deposits as
it becomes cheaper to diversify and the market becomes more liquid?
» MPS depositors have much larger wealth.
> balance-tier-based deposit pricing (e.g., in the US)?

MPS owners No MPS Difference
(1) 2 (3)

Mean Std. Dev. Median Mean Std. Dev. Median
Gross wealth (10K kr) 206.29 1,967.24  116.97 75.02 209.03 2247 -131.27
Real estate wealth (10K kr) 138.56 473.34 82.58 65.07 194.41 0.00 -T73.40%
Financial wealth (MPS + deposits, 10K kr) 67.29 1,884.39  20.54 9.76 118.53 2.43 -57.54%*




Mechanisms of banks’ deposit pricing

Deposit rates are calculated as annual interest divided by average balances.

» Data cannot separate sight from term deposits — maybe financially sophisticated depositors
(/parents) systematically sort into higher-yield products or relationship packages?
» Can banks observe the external financial asset holdings?

» | think it would be equally interesting if the authors frame it as the equilibrium

depositor—-bank outcome rather than intentional bank discrimination on the observed MPS

status.



Great paper and | really enjoyed reading it!

» Fascinating results that may shed light on (more) fascinating questions:
» Why banks don’t pass through negative rates?
» |s the stock market becoming a substitute for bank deposits?
» How do the interactions between depositor heterogeneity and bank pricing shape the

aggregate monetary transmission through the deposit channel?

» Good luck!
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