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Historically, the pass-through of federal funds rate increases into f irms’ interest expenses has been 
incomplete and delayed, with the peak responses occurring about one year after a policy rate increase. 
These f indings indicate that current corporate interest rate expenses will continue to increase, even 
absent any additional rate hikes going forward. Higher interest expenses can lead to firm distress and 
defaults, which have adverse effects on employment and investment. These effects can be amplified 
through the f inancial accelerator channel. 
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An important channel for monetary policy transmission operates through the balance 
sheets of nonfinancial corporations. Specifically, when the Federal Reserve raises its policy 
rate—the federal funds rate—this typically increases corporate interest expenses for two 
main reasons. First, firms with existing floating-rate debt must pay interest on this debt 
at a rate that moves in line with the prevailing interest rates. Second, firms that wish to 
refinance existing debt or issue new debt must do so at the new, higher interest rate. (When 
the Federal Reserve lowers its policy rate, corporate interest expenses decline primarily for 
the same two reasons).

A rise in corporate interest rates will squeeze firms’ profits and ultimately may render 
firms less able to borrow, invest, and hire (or retain) workers. This can happen, for example, 
when an increase in interest expenses results in a decline in firms’ financial performance 
ratios, including the interest coverage ratio (income relative to interest expenses). Many debt 
contracts include financial covenants that require firms’ performance metrics to meet certain 
thresholds, so higher interest expenses can lead to firm distress and, if the covenants are 
violated, actual defaults. Distress or default in turn has a strong contractionary effect on 
firms’ demand for labor and investment. This effect can be amplified by the so-called financial 
accelerator channel, as banks and other lenders reduce their supply of credit in response to 
realized or anticipated firm defaults, further increasing corporate interest expenses through 
increased risk premiums.1

In this brief, we look at the effect of interest rate increases on US nonfinancial corporate 
interest expenses during past monetary policy tightening cycles and draw implications for 
firms’ risks in the current cycle. Overall, more than a year into the hiking cycle, firms have 
weathered the steep increases fairly well; corporate interest expenses did not start to increase
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until the third quarter of 2022. However, firms face continued risks based on the lagged

effects of the interest rate hikes that have already occurred, regardless of future hikes.

Firms’ Interest Expenses and Monetary Policy

The corporate interest expense ratio, defined as interest expenses as a percentage of lagged

total debt, represents the average cost of debt funding for corporations.2 Figure 1 shows the

evolution of the corporate interest expense ratio since the mid-1990s, using quarterly data

on public firms’ financial statements retrieved from Compustat. For comparison, the figure

also depicts the federal funds rate (FFR) and the 10-year Treasury yield (US10Y), which

represents the cost of risk-free debt issuance at the 10-year maturity (that is, the marginal

risk-free borrowing rate). In general, two key observations stand out. First, all interest rates

exhibit a general decline over our sample period, which is consistent with the secular decline

in interest rates. Second, the cyclical connection between the FFR and the marginal risk-free

borrowing rate is relatively loose, and the same is true for the FFR and the corporate interest

expense ratio. The pass-through of FFR changes into the corporate interest expense ratio is

incomplete. It’s incomplete because the share of debt that is floating-rate debt (for which

the interest rate would adjust more or less in line with the FFR) is relatively small, and due

to patterns of staggered refinancing, changes in the marginal cost of funding only gradually

affect corporations’ average cost of debt.

Regarding the small floating-rate share of debt, during the COVID-19 pandemic and

recovery, firms issued a large volume of bonds, which increased the share of debt that was

fixed-rate and extended its average maturity, and thus it has contributed to the delayed and

incomplete pass-through during this hiking cycle.

Even though the corporate interest expense ratio is at historically low levels, it did start to

increase in the second half of 2023, a potential sign that the steep increase in the federal funds

rate since 2021 is beginning to feed through into firms’ cost of borrowing. The significant

and sudden change in the monetary policy stance has raised questions about the historical

effects of FFR changes on the corporate interest expense ratio.

Using the full sample of nonfinancial firms in the Compustat database from 1995 through

2019, we estimate the average response of the corporate sector’s interest expense ratio to

changes in the FFR. Our estimate accounts for other macroeconomic factors, including the

past dynamics in interest rates and economic activity. We use lag-augmented local projections

(Jordà, 2005; Montiel Olea and Plagborg-Møller, 2021), a method widely employed in the

empirical macroeconomics literature. Figure 2 shows how a 1 percentage point increase in the

FFR has affected the corporate interest expense ratio historically. The figure shows that the

ratio has not responded 1-for-1 to changes in the FFR; rather, there is partial pass-through

of about 50 percent. In other words, a 1 percentage point increase in the FFR raises the
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average corporate interest expense ratio by about 0.5 percentage point.

Furthermore, and perhaps most strikingly, the pass-through is gradual and peaks five

quarters after the initial 1 percentage point FFR increase. With respect to the current cycle,

this finding suggests that most of the interest rate increases still have not fully fed into firms’

interest expenses. The initial rate increase of 0.25 percentage point in March 2022 may have

fully passed through into the corporate interest expense ratio, but firms have yet to see the

full impact of the subsequent 5 percentage points of rate increases.

Current Interest Expenses and Firm Risk

While corporate interest expenses have only recently started to rise, firms are increasingly

worried about this issue, as evidenced by their earnings call statements. We quantify their

level of concern using a risk score based on the number of times an earnings call includes

phrases such as “interest expense” paired with the word “risk” or “uncertainty” or a synonym,

divided by the total number of sentences in the call.

Figure 3 presents this risk score for public firms outside the financial and real estate

sectors along with the federal funds rate and the 10-year Treasury yield for comparison.3 The

findings, as depicted in the figure, indicate that these firms have become more concerned

with their interest expenses than they had been over the last decade, and this concern has

increased with the recent hiking cycle. Insofar as the risk score is forward looking, the findings

also indicate that firms believe the recent increases in interest rates may continue to put

pressure on them, even after the hiking cycle has ended.

Current Cycle and Debt at Risk of Default

We next turn to the implications of the current monetary policy tightening cycle for firms’

interest coverage ratio (ICR), an important financial performance measure with implications

for real outcomes such as firm investment and employment. The ICR is typically defined

as the ratio of earnings before interest, taxes, depreciation and amortization (EBITDA) to

interest expenses (both measured as four-quarter rolling sums). The ICR is a crucial metric

for debt and equity investors and is prevalent in debt contracts, particularly in financial

covenants.

Financial covenants are provisions included in the vast majority of commercial loan

contracts. They can limit the set of actions a borrower can take or specify thresholds for

key financial indicators. For instance, a covenant can specify that the firm’s ICR cannot

be less than 4 at the end of any fiscal quarter. An increase in interest expenses thus can

cause a violation of these covenants.4 A covenant violation is considered a technical default

and gives the lender the right to accelerate the repayment of the loan, to obtain better

terms through a renegotiation (for instance, higher interest rates), or to take control of the
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firm. Chodorow-Reich and Falato, 2022 show that the reduction in credit to borrowers that 
violate a covenant was an important factor in the 2008–2009 financial c risis. The finance 
literature highlights that a covenant violation (or simply approaching a violation) can lead to 
a contraction in investment and employment because firms will make adjustments to stay 
above their contractual ICR limit (see, for instance, Chava and Roberts, 2008, and Bräuning, 
Ivashina, and Ozdagli, 2022). Beyond this direct effect, fi rms’ di stress ca n be  amplified 
through a financial accelerator whereby l enders’ credit supply contracts as defaults erode 
their net worth.

We conduct an exercise in which we take the recent monetary policy tightening, coupled 
with various future corporate income scenarios, and compute the share of debt outstanding in 
firms that could have an ICR of less than 4 at the end of this year, that is, firms that could be 
in violation of their financial covenants and thus at risk of d efault. Because the ICR depends 
on total interest expenses (and not the interest rate), we first redo the analysis from Figure 
2 for the cumulative growth of interest expenses and then compute the expected growth 
of firms’ interest expenses from the second to fourth quarters of 2 023. We find that firms’ 
interest expenses are expected to grow approximately 23 percent by the end of 2023. Finally, 
we compute the share of debt at risk of default for various income scenarios relative to 2022: 
no change in income or an increase or decrease by 5, 10, or 20 percent. As a reference point, 
note that firms’ EBITDA fell roughly 24 percent in our sample during the Great Financial 
Crisis. The results, shown in Figure 4, point to a significant increase in the shares of debt at 
risk during this cycle of monetary tightening. The shares are roughly equivalent to those at 
the onset of the COVID-19 pandemic.
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Figure 1: Corporate Interest Expense Ratio and the Federal Funds Rate

Note: This figure shows the time series of the corporate interest expense ratio (the sum of interest expenses
relative to the sum of lagged total debt across all Compustat firms), the federal funds rate, and the 10-year
Treasury yield. Sources: Compustat, Haver Analytics, authors’ calculations.

Figure 2: Response to a 1 Percentage Point Increase in the Federal Funds Rate

Note: This figure shows the change in the corporate interest expense ratio (in percentage points) following a
1 percentage point increase in the federal funds rate, relative to the counterfactual case of no change in the
federal funds rate. These results are obtained from estimating a series of linear equations at various response
horizons h using ordinary least squares (local projections), with the interest expense ratio in quarter t+ h
on the left-hand side and the federal funds rate in quarter t on the right-hand side, controlling for inflation
(year-over-year percentage change in the CPI-U index) and the log of real GDP, as well as four quarterly
lags of the control variables, the regressor, and the response variable. Response horizons h, in quarters, are
plotted along the horizontal axis, and the estimated effects corresponding to those horizons are plotted along
the vertical axis. The light (dark) gray areas represent 95 percent confidence (1 standard error) bands, with
standard errors clustered by quarterly dates. Sources: Compustat, Haver Analytics, authors’ calculations.
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Figure 3: Mentions of Risk to Financing Cost

Note: This figure shows the federal funds rate, the 10-year Treasury yield, and the risk score based on
earnings calls. The risk score computes the share of sentences in earning calls that mention terms related
to financing costs (for example, “interest costs,” “debt costs,” “financial expenses”) and risk (for example,
“risky,” “uncertain,” “variable”) and then takes the average of this measure across all firms, except those in
the financial or real estate sectors. To facilitate the interpretation, the risk score is normalized so that it has
a mean of zero and a standard deviation of one in the sample. Sources: NL Analytics: Hassan, Hollander,
Van Lent, and Tahoun, 2019, Compustat, authors’ calculations.

Figure 4: Debt at Risk of Default

Note: This figure shows the projected debt at risk of default (as a share of total debt) under different income
scenarios and assuming there are no additional federal funds rate increases. Projections are computed through
the end of 2023. The baseline projection (blue dashed line) assumes no income change. The different shades
of orange correspond to alternative income scenarios of a plus/minus 5, 10, or 20 percent change in income.
Sources: Compustat, authors’ calculations.
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Jordà, O. (2005). “Estimation and Inference of Impulse Responses by Local Projections.” In:

American Economic Review 95.1, pp. 161–182.

Montiel Olea, J. L. and M. Plagborg-Møller (2021). “Local Projection Inference Is Simpler

and More Robust Than You Think.” In: Econometrica 89.4, pp. 1789–1823.

Notes

1The financial accelerator channel is the process through which adverse shocks to the economy are amplified

as credit market conditions worsen. See Bernanke, Gertler, and Gilchrist, 1996.
2Using quarterly data, we compute the interest expense ratio as interest expenses during a given quarter

over the stock of total debt at the end of the preceding quarter.
3 For more detail on the textual analysis, see Hassan, Hollander, Van Lent, and Tahoun, 2019.
4 Greenwald, 2019, estimates that 80 to 90 percent of loans have ICR-based financial covenants. Typically,

an ICR covenant threshold is about 3, and when a firm’s ICR falls below 4, the firm may be deemed in

distress.
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