
www.ecb.europa.eu © 

Annalisa Ferrando (ECB),   Peter McAdam (FRB 
Kansas City), Filippos Petroulakis (Bank of Greece) and 
Xavier Vives (IESE)

EEA Conference
23 August 2022

Product Market 
Structure and Monetary 
Policy: Evidence from 
the Euro Area

The views expressed are not necessarily those of the Bank 
of Greece, the European Central Bank or the Eurosystem.



Rubric

www.ecb.europa.eu © 

Background and motivation
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• The rise of market power a dominant policy issue of the past few years
o Jackson Hole 2018, Sintra ECB Forum 2018,  JEP volume 2019
o Somewhat of a consensus that concentration/markups have risen in the US, big 

debate on implications (De Loecker et al., 2020 – Spencer et al., 2022) 
o Less clear for Europe (Cavallari et al, 2019)

• Very little work on the importance of market power for the transmission 
of monetary policy
o Unsurprising given the “sheer novelty” of macro-IO literature (Syverson, 2019)
o Scharfstein and Sunderam (2013), Aghion-Farhi-Kharroubi (2019)
o Recent work by IMF: Duval-Furceri-Lee-Tavares et al. (2021)
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Monetary policy and market power (and squeezed firms)
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• Potency of monetary policy depends on its ability to affect firms' borrowing 
costs and pass-through subject to competitive conditions of the market
• Standard hypothesis (Syverson, 2018):  under perfect competition (flat MR), shifts of MC 

curve due to MP have a larger effect on Y than  under a case where firms have market 
power and face downward residual demand and MR  curves

• Presence of market power by some firms may occur at the expense of others
• In particular of  “small firms”  due to :

• preferential agreements with up/downstream firms; lower costs of advertising and 
retailing / Power may be the result of political connections, reduced entry

• may yield power also in the input market 
• preventing competitors from attracting skilled workers

• Hence,  potential projects of squeezed firms become less profitable than otherwise -
resulting in reduced borrowing capacity relative to firms in other markets 
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What we do in a nutshell  
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a) Theory - establish theoretical equilibrium conditions under which market power 
may hamper monetary policy pass-through

b) Empirics - We ask two questions:

1) Does sectoral market power directly affect the transmission of monetary policy 
decisions, in particular credit constraints? Do small firms benefit less from monetary 
easing when they operate in concentrated markets?  YES

 Data from SAFE + CompNet, use OMT as a quasi-natural experiment, DDD

2) Does firms’ market power affect the pass-through of monetary policy to real 
outcomes? YES

 Data from Orbis, EAMPD, Local Projections response to monetary shocks
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Our contribution – theoretical result
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• We sketch a model to precisely delineate the conditions under which 
the hypothesized channels may work. 
o Current literature large silent/incomplete/partial equilibrium on this issue.

• We identify conditions under which changes in marginal costs may have 
different effects on credit constraints and output under different competitive 
conditions, in a simple Cournot competition setting. 

• Result: under log-concave demand, monetary accommodation will in 
general be less effective with higher concentration, as pass-through is 
incomplete under log-concavity. 

• Monetary transmission across firms can also be influenced by a firm’s 
dominance in its relevant market.  



Rubric

www.ecb.europa.eu © 

Do SMEs benefit less from monetary easing in concentrated markets? 
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• Test whether small firms in sectors with market dominance face different borrowing 
constraints than similar firms in more competitive sectors 

• Exploit unexpected effect of OMT announcement as a natural experiment
o Drastic reduction of credit constraints in “stressed” countries  (Ferrando et al., 2018)
o Compare outcomes before/after, in “stressed” vs other, and by sector 

concentration/power measure pw.           Diff-in-diff-in-diff  

• CC (credit constraints) is dummy variable from SAFE
• Continuous variable pw measures either concentration or pricing power at sectoral level
• Focus: 𝛽𝛽4, expected to be positive if higher power/concentration squeezes SMEs 
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Evolution of credit constraints, by sectoral concentration

Sources: ECB SAFE
Notes: Sample is composed of firms with less than 250 employees.
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• A deterioration of 
financing conditions 
should have a larger 
effect on small firms in 
sectors with low 
concentration

• Likewise, small firms 
in highly concentrated 
sectors experience a 
slower reduction in 
financing constraints 
after a positive 
monetary policy shock
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Main results for Credit Constraints 
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1. SMEs in “stressed” countries experienced a smaller reduction in credit constraints after OMT if they were in 
highly concentrated sectors. 

o For firms in sectors with above median values (75th pct) of C10, the reduction in credit constraints 
thanks to OMT was 2.5pp smaller than in sectors at the median

2. Holds for both concentrations measures, C10 and HHI
3. Placebo test: period just before OMT announcement (October 2011 to September 2012)

Notes: All regressions includes country-time and sector-time dummies. Errors clustered at the country-sector level.
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Real effects and monetary policy shocks
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• Challenges: 
o 1. policy responds to cycle (endogeneity); 2. with micro data, we have to isolate MP shock 

from other shocks -> Exploit recent advances in measurement of shocks.

• Monetary policy shocks 
• Altavilla et al. (2019) EAMP database – measurement of shock within short windows around 

GovC decisions 

• Use Jarocinski and Karadi (2020) to disentangle shock itself from news about the ECB’s 
assessment of the economy.

o Contractionary announcement moves equity prices and interest rates in the same direction: 

o markets recognize ECB expects economy to overheat -> no shock. 

o True surprise tightening raises interest rates and reduces equity prices. 

o shock 𝜀𝜀𝑚𝑚𝑚𝑚 = ΔEONIA𝟙𝟙 Δ𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸 ∗ ΔSTOXX < 0
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Does firms’ market power affect the pass-through of monpol to real outcomes?
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Local Projections method (Jorda, 2005) as in Cloyne et al. (2019), Durante et al. (2022), Duval(2021)

Flexible, non-parametric approach; split sample into g bins according to defining 
characteristic Z :

Focus on 𝛽𝛽𝑔𝑔ℎ

• X =investment rate/log sales;   εmp, t : surprise shocks
• Z  refers to characteristics to split firms in groups:

• Markups (high and low: top and bottom 25%)
• Markups estimated as De Loecker & Warzynski (2012):   Key assumption: output 

elasticities unchanged throughout period studied (2000-2017)

• Age: young firms with low markups vs old firms with high markups
• MP stronger through young firms (Durante et al., 2022). This split is expected to give 

the largest estimate, according to our hypothesis

• Control variables: cash flow, leverage, working capital and sales growth
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Results for real effects - investment 
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Notes: All regressions includes country-time and sector-time dummies. Errors clustered at the firm and time- level. 
As control variables: two lags of the change in sales, cashflow, leverage and working capital

Panel A: we compare firms 
within sectors, differentiated only 
by mark-up levels – smaller 
reaction for high markup firms

Panel B: we fully neutralize any 
temporal variation.
Difference between low and high 
markup firms

• one sd of mp shock implies 
0.59 pp larger response of 
low markup firms

Panel C : we focus on firms with 
extreme responses to MP shock: 
low markup-young versus high 
markup-old
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Results for real effects - sales

Notes: All regressions includes country-time and sector-time dummies. Errors clustered at the firm and time- level. 
As control variables: two lags of the change in cashflow, leverage and working capital

Panel A: response of sales is faster 
than investment in the short-run: 
• sales can more quickly reflect demand 

side responses from households
• firms can also draw down their 

inventories or increase production 
through an increase in their variable 
input use without necessarily raising 
investment

Panel B: overall difference is smaller 
than for investment but persistent 
over time

• Overall, low markup firms have a 
0.5-1 pp larger contraction in 
sales following a one sd increase 
in mp shock
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Concluding remarks

We assess interaction between monetary policy and the structural conditions of the real economy 

First, we exploit exogenous variation in borrowing costs induced by OMT program on the credit 
availability of firms 
 SMEs (low market power and higher credit constraints) within less concentrated 

sectors experienced a larger reduction in credit constraints than those in more 
concentrated sectors

Second, we study how firms’ market power affects pass-through to real variables, using a 
continuous measure of monetary policy shocks
 We find evidence that firms with more market power respond less to monetary policy 

shocks
Follow up:
• Investigate channels on how banking sector’s  health (capital) and concentration 

interact with firms’ product market power in the pass-through   
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