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Abstract
This paper analyses the eﬀects of a change in monetary policy on ﬁrmsÕ investment in Germany, France, Italy and Spain using a data set which provides aggregated balance sheet and
proﬁt and loss account data for 17 diﬀerent industries and three diﬀerent size classes. The main
ﬁndings are twofold. First, in each of the four countries a change in the user cost of capital,
which in turn is aﬀected by interest rates, has both statistically and economically signiﬁcant
eﬀects on investment. Second, while the average interest rate on debt is generally higher for
small ﬁrms than for large ﬁrms, there is little evidence that the eﬀects of monetary policy
on small ﬁrms are larger.
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1. Introduction
A good understanding of the monetary transmission mechanism in the euro area is
essential for the eﬃcient implementation of the ECBÕs single monetary policy. While
there is a large literature which focuses on the macroeconomic eﬀects of a change in
policy-controlled interest rates in the various euro area countries (Kieler and Saarenheimo, 1998), much less comparative work has been done based on microeconomic evidence. Nevertheless, such evidence is important for at least two reasons.
First, it has proven to be very diﬃcult to ﬁnd signiﬁcant interest rate eﬀects on investment using aggregate data (Blanchard, 1986). Using the cross-sectional variation
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in disaggregated data, it may be easier to empirically identify such interest rate effects. For the euro area there is hardly any microeconomic evidence on the elasticity
of investment with respect to the user cost of capital. 2 Most of the studies that estimate Euler equations of investment postulate a production function that is homogenous of degree one and therefore impose a unit elasticity without testing it. 3
Second, it has been argued that diﬀerences in ﬁnancial systems could lead to asymmetries in the transmission as some countries are more aﬀected by ﬁnancial accelerator phenomena than others. 4 Typically, such transmission channels imply that
monetary policy has distributional eﬀects, which can only be tested using disaggregated data.
In this paper we analyse industry-speciﬁc investment behaviour in the four largest
countries of the euro area (i.e. Germany, France, Italy and Spain) using a semiaggregate data set on ﬁrmsÕ balance sheets assembled by the European Commission.
The data comprises 17 industries (both manufacturing and services) for each country. For each industry we have disaggregated balance sheet information for three different ﬁrm-size classes bringing the total number to 51 ‘‘representative industries’’.
Starting from a neoclassical model for investment, we ﬁrst examine the elasticity
of investment with respect to the user cost of capital, we then examine the eﬀects
of an interest rate change on the user cost of capital. Finally, we also study to what
extent the strength of the eﬀect of monetary policy on industry investment is related
to the size of the ﬁrms within the industry.
The contribution of this paper is threefold. First, we use a consistent data set and
methodology to estimate investment equations for the four largest countries of the
euro area. This increases the comparability of the results across countries. Moreover,
these four countries cover around 80% of total euro area GDP. Second, while most
studies that estimate the eﬀect of changes in the user cost of capital on investment
focus on variations in tax rates, this paper is the ﬁrst one to use a time and industry
varying interest rate on debt to build ﬁrm-speciﬁc measures of the user cost of capital. We ﬁnd a signiﬁcant negative eﬀect of the user cost on investment in all four
countries. While the short-term dynamics diﬀers across countries, it is striking that
the long-run parameters are quite similar. The long-run elasticities of the capital
stock with respect to both sales and the user cost are not signiﬁcantly diﬀerent from
1, implying that a simple Cobb–Douglas speciﬁcation of the production function
cannot be rejected. This result is in stark contrast with the large literature on aggregate investment functions (Blanchard, 1986) and with one of the major arguments of
proponents of the credit channel that the empirical evidence on a sizable impact of
the user cost on investment is very weak (Bernanke and Gertler, 1995). Our results
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