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Abstract

This Policy Brief introduces the Marginal Propensity to Lend out of Deposit inflows (MPLD) — the banking analogue
of households’ marginal propensity to consume. Using U.S. bank data from 1995-2021, [ develop a new instrumental
variable approach based on local dividend payouts to estimate how unsolicited deposits affect lending. The analysis
shows that before the Global Financial Crisis, the average U.S. bank lent out nearly every dollar of new deposits. Since
the onset of Quantitative Easing (QE), the average MPLD has declined to 0.35, reflecting looser liquidity constraints.
But differences across banks remain large: institutions with thin cash buffers and fragile funding structures continue
to behave “hand-to-mouth.” These findings matter for monetary policy design, quantitative tightening (QT), and the
debate on central bank digital currencies (CBDCs).

Disclaimer: This policy brief is based on ECB Working Paper No. 3085. The opinions expressed in this article are those of the author and
do not necessarily coincide with those of the ECB or the Eurosystem.

SUEREF Policy Brief, No 1257 1


https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp3085~eb71bc2287.en.pdf
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Why Measure the Marginal Propensity to Lend?

Household economics has long recognized that spending behavior depends on constraints. Some households are
“Ricardian,” smoothing the impact of income shocks across time, while others are “hand-to-mouth,” spending almost
all unexpected income. The size of the marginal propensity to consume (MPC) is therefore a window into who is facing
tight borrowing or liquidity constraints (Kaplan & Violante, 2014).

The same logic can be applied to banks. In principle, an unconstrained bank has already optimized its asset mix, so a
windfall deposit inflow (in the form of cash or central bank reserves) should not trigger a credit expansion. Instead,
the bank may simply hold more reserves (Stulz et al., 2023) or pay down costly wholesale funding, since any loan that
is profitable at the margin should already have been originated. But in practice, banks often do expand lending when
new deposits arrive, suggesting the presence of binding liquidity constraints. The marginal propensity to lend out of
deposit inflows (MPLD) measures the per-dollar lending response to unsolicited deposits.

Understanding MPLDs is relevant for at least three reasons:
1. Monetary policy: the strength of the deposit channel (Drechsler et al., 2017) depends on whether deposits
drive credit, and MPLDs could help design targeted policies that generate maximum impact on credit provision.
2. Supervision: regulators can learn which constraints are most binding.
3. Modeling: heterogeneous-bank models (e.g., Abad et al., 2024) require realistic calibrations of liquidity
sensitivity.

Why Simple Correlations Mislead

At first glance, deposits and loans move together. But this correlation cannot be taken as causal:
e Banks create deposits when they make loans, generating reverse causality.
e Both deposits and loans respond to common macroeconomic shocks.
e Banks often actively attract deposits to fund loan growth, further muddying the link.

A simple bank-level regression of loan growth on deposit growth would therefore overstate the true MPLD.

A New Instrument Based on Dividend Payouts

To overcome these problems, I develop an instrumental variable (IV) strategy based on local dividend payouts. The
idea, based on Lin (2022), is simple: when households receive dividends, at least some of the money ends up in bank
deposits. Because dividend income varies across counties and over time, it generates shocks to banks’ deposit bases.

The instrument assigns each bank a predicted inflow equal to county-level dividend income multiplied by the bank’s
local market shares. Intuitively: if a bank administers 20% of deposits in a county that receives a $10m dividend
windfall, it is “predicted” to receive $2m in additional deposits from that county. Aggregating across counties yields a
strong predictor of bank-level deposit inflows.

This instrument isolates variation that is plausibly unrelated to loan demand. To further address concerns:

e [ restrict attention to banks operating in multiple counties, so that deposit inflows and loan demand are
geographically distinct. As Figure 1 below shows, most U.S. banks’ deposit business is heavily geographically
concentrated.

e [ show robustness to a Bartik-style “shift-share” projection, in which local inflows are driven only by aggregate
corporate payout cycles, not county conditions.

The first stage confirms the instrument is powerful: banks experience larger deposit inflows when the counties where
their depositors reside report high dividend income.
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Figure 1. Number of counties in which banks raise deposits. More than half of U.S. banks concentrate
deposit business in only one county
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What the Estimates Reveal

Average MPLD

The IV estimates indicate that, on average, each unsolicited deposit dollar increases lending by about $0.31. This is
much smaller than the naive OLS estimate (x0.42), consistent with OLS being upward-biased.
Crucially, the MPLD is not constant over time:

e Pre-QE (1995-2007): MPLD = 1. The average bank exhibits “hand-to-mouth” lending behavior.
e Post-QE (2008-2021): MPLD fell to 0.35, reflecting looser liquidity constraints thanks to abundant reserves.

This drop mirrors the divergence of deposits and loans at the aggregate level (depicted in Figure 2 below). While

deposits ballooned under QE, lending did not keep pace, and banks accumulated excess reserves in their accounts at
the Fed.
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Figure 2. Aggregate U.S. bank loans, deposits, and excess reserves, 1995-2020. Loans and deposits
tracked closely before 2008, but diverged after QE
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Cross-Bank Differences
The MPLD varies substantially across banks:

¢ Liquidity buffers: Higher cash-to-asset ratios predict lower MPLDs. Banks already flush with liquidity are less
constrained, so an additional deposit inflow does not move the needle much.

e Market power: In counties with little competition, depositors are “stickier”, so banks require smaller liquidity
buffers per unit of deposits. Banks with greater market power exhibit lower MPLDs, indicating looser liquidity
constraints.

o Deposit betas: Banks whose customers demand higher rates when policy tightens have more flight-prone
deposits — and thus higher MPLDs.

Leverage also matters, but non-linearly. In general, the MPLD is positively correlated with leverage, consistent with
the idea that an inflow of “cheap” deposits increases expected profits and thus relaxes future leverage constraints. But
for banks near regulatory leverage limits, inflows can mechanically tighten capital ratios and even lead to negative
MPLDs — cutting loans when deposits rise (Bolton et al., 2025).

Breakdown by Loan Type

Before QE, deposit inflows translated proportionally across loan categories, with real estate lending absorbing the
largest share. After QE, the fall in MPLD is almost entirely driven by real estate loans: banks became much less willing
to expand mortgage credit in response to deposit shocks. This might reflect regulatory changes regarding the ability
to securitize mortgages, making them less dependent on deposit funding.
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Distributional Evidence
Estimating MPLDs bank-by-bank confirms the heterogeneity. As Figure 3 below shows, most banks’ estimates fall
between 0 and 1, but some exhibit MPLDs above 1 (deposit inflows crowding in other funding or reallocations), while

others have negative MPLDs (constrained by capital requirements). The distribution reinforces the notion that high
aggregate excess liquidity conceals sharp differences between banks.

Figure 3. Distribution of MPLDs across U.S. banks, 1995-2021. Most banks fall between 0 and 1, but
some exceed 1, while others even show negative MPLDs
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Policy Implications
Monetary Policy & QT

QE created abundant reserves, weakening the deposit-loan link. But the fact that MPLDs remain positive means
liquidity supply still matters (Acharya et al., 2023). QT could therefore tighten credit disproportionately at high-MPLD
banks. As ECB Director Schnabel (2023) warned, uneven reserve distribution may require central banks to maintain
larger buffers to prevent volatility.

Financial Stability

The collapse of Silicon Valley Bank in 2023 highlighted how fragile funding structures can lead to deposit outflows or
even outright bank runs. Banks with high MPLDs are especially impactful in such an event. Therefore, MPLDs could
serve as a supervisory risk indicator.

CBDC Debate

Concerns that CBDCs will “drain” deposits from banks hinge on MPLDs. For some banks, deposit flight could indeed
cut lending dollar-for-dollar. For others, the effect might be small. Recent research (Keister & Sanches, 2023; Whited
et al,, 2022) suggests aggregate impacts are modest, but distributional effects could be concentrated in high-MPLD
institutions.
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Targeted Credit Support

Liquidity injections may be wasted if absorbed by large, unconstrained banks. Instead, targeting support to high-MPLD
banks ensures that deposit injections translate into maximum new credit.

Conclusion

The MPLD is a simple but powerful diagnostic of bank behavior. Before QE, the U.S. banking system operated hand-to-
mouth: every deposit dollar became a loan. After QE, constraints loosened, but did not vanish altogether. Some banks
remain strongly liquidity-sensitive. For policymakers, this means that reserve supply — whether added through QE,
withdrawn via QT, or displaced by CBDCs — continues to shape credit supply in an uneven way. Recognizing the
heterogeneity in MPLDs is essential for designing effective, targeted policies.
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