
Many countries’ central banks reacted to the global financial 
crisis by cutting short-term policy rates to near zero. The 
fact that mortgage and business lending rates did not fall 
by similar levels provoked accusations that banks might be 
taking advantage of low borrowing costs to profit from their 
customers.

“There’s little doubt that in recent years banks have behaved 
badly in some ways,” says Paul Mizen, a Professor of Monetary 
Economics. “As our research shows, though, this isn’t one of 
them. There have been significant changes in financial 
markets, but there hasn’t been a structural break in the way 
banks respond to their funding environment.”

Professor Mizen and paper co-authors Marco Lombardi and 
Anamaria Illes, both researchers at the Bank for International 
Settlements, devised a new and comprehensive measure of 
banks’ actual funding costs. Crucially, this weighted average 
cost of liabilities (WACL) took into account many alternative 
sources of funds rather than the conventional policy rate. It 
allowed Professor Mizen to present evidence from 11 
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Lending rates: have banks been behaving badly?

Research by the Centre for Finance, Credit and Macroeconomics (CFCM) has 
helped shed new light on how banks set their lending rates for households 
and firms. The insights resulting from this work are proving especially 
valuable amid claims that rates have been kept higher than necessary in the 
wake of the financial crisis.

European countries to explain the relationship between the 
true cost of funding and lending rates.

As a result, it is now understood that the underlying cost of 
funding has not fallen as much as policy rates. In some cases, 
in part due to greater perceived credit risks, it has actually 
risen. In other words, contrary to popular perceptions, the 
relationship between the actual cost of funding and lending 
rates has remained stable.

“It’s right to say lending rates haven’t fallen by as much as 
might have been expected, but now we can see why,” says 
Professor Mizen, who has discussed his research with the 
Bank of England and the central banks of Ireland, Belgium, 
the Netherlands, Germany and France, as well as with the 
European Central Bank. “The bottom line is that banks haven’t 
been trying to take advantage of low borrowing costs at 
their customers’ expense. Their rate-setting behaviour has 
changed little, even though the environment in which they 
operate has changed considerably.”

The original BIS paper can be found here. An updated 
version, available as a CFCM working paper, can be found 
here.

Events in the Republic of Ireland illustrate the importance 
of CFCM’s research. In 2015 Finance Minister Michael 
Noonan held a series of face-to-face meetings with bank 
CEOs in response to widespread criticism of standard 
variable mortgage rates, which, with an APR of 4.4%, were 
almost a hundred times higher than the ECB policy rate of 
0.05%. The furore illustrated public anger over lending rates 
in the absence of a more comprehensive understanding 
of why they have not fallen in line with policy rates. 

http://www.bis.org/publ/work486.pdf
http://www.nottingham.ac.uk/cfcm/news/papers/1505.aspx
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“The financial crisis, the policy response, the banks’ reaction 
– these are matters that affect everyone. Central banks have
turned to unconventional means to loosen monetary policy,
and opinion is divided as to whether this is a clever move
that will re-start the world economy or a dangerous step
that will unleash inflation further down the road. My research
considers some of the consequences of these actions for
firms and households.”

paul.mizen@nottingham.ac.uk
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The research carried out at the School of Economics is regularly acknowledged as among the most 
significant of its kind in the world. It is also among the most influential.

Research can help boost economic competitiveness, improve the effectiveness of public services and policy 
and enhance quality of life. We have made important contributions in all of these areas through the work 
of our research centres.
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“ The bottom line is that banks haven’t been 
trying to take advantage of low borrowing 
costs at their customers’ expense.”
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