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Summary

Six years after the financial crisis, we still observe many debt-burdened households, widespread unemployment and
relatively low growth, despite the highly expansionary monetary policy adopted by many Central Banks and
international financial institutions across the globe. Therefore, it is not a surprise that there is disagreement among
economists, as well as policy makers, about the effectiveness of the monetary policy measures implemented after
the financial crisis.

Our research agenda is focused on the implications of the changes in the interest rates on households’
consumption and savings behavior, and plan to produce a coherent set of papers on the different channels through
which the unprecedented expansionary monetary policy have affected the aggregate economy and more
importantly the income and consumption inequality.

Main Contribution

Despite Bernanke and Gertler (1995) showing that households’ expenditures on durable goods and residential
investment are the components of GDP that respond most forcefully to changes in monetary policy, the existing
literature has mainly focused on the effects of a decline in interest rates on firms and banks. For instance, existing
studies have investigated the channels through which monetary policy impacts banks' lending decisions and risk-
taking behavior (Jimenez et al. (2014), Jimenez et al. (2012) and Maddaloni and Peydré (2011)). Recent studies on
the households’ consumption behavior during the recent crisis include, among others, Mian and Sufi (2014a) which
examines the households' borrowing and spending behavior resulting from rising house prices from 2002 to 2000;
and Mian and Sufi (2014b) which investigates the elasticity of consumption with respect to housing net worth,
during the 2006-2009 period. However, the impact of monetary policy on households' consumption behavior at
the disaggregated level remains mostly understudied.!

We have three related projects at different stages on this theme. First of all, we establish that the households’
consumption and saving decisions significantly respond to a reduction in interest rates.? Second, we investigate
how the introduction of the Home Affordable Refinancing Program (HARP) helped homeowners benefiting from
the low interest rates by allowing for easier refinancing. Third, we examine if the expansionary monetary policy
have disproportionally benefited households in a specific income bracket, affecting then inequality in the U.S.

Methodology

This grant will help us carrying on this project on inequality using both U.S. and Swedish data. In order to
investigate the relation between monetary policy and inequality in the U.S. we plan to complement our data sources
with data from the Nielsen Consumer Panel Data. This dataset tracks daily consumption of about 50,000
households with very different household demographics since 2004. Having high frequency consumption data on

! Two recent studies have implications for the relation between monetary policy and inequality. Doepke and Schneider (2006) quantitatively assesses
the effects of inflation through changes in the value of nominal assets. Coibion et al. (2012), instead, measure inequality using data from the Consumer
Expenditures Survey (CEX) and document that monetary policy shocks have statistically significant effects on inequality.

’ Di Maggio, Kermani and Ramcharan (2014) show that a drop in interest rates has heterogeneous effects across households in the US. For instance, the

marginal propensity to consume is significantly higher for liquidity-constrained borrowers, as measured by their income and for those that had
experienced a larger decline in housing wealth, e.g. those deeply underwater.



households with different levels of income enables us to perform an event study analysis on the effect of monetary
policy on consumption behavior of different types of households.

Even if the data on U.S. households are not fully comprehensive, they will still allow us to estimate the effects of
the changes in interest rates, as well as, of the forward guidance announcements on the households’ consumption
behavior depending on their balance sheet characteristics. Moreover, we can augment this information with more
detailed data on their mortgage holdings. The Swedish data, instead, will give us the opportunity to assess the effect
of changes in interest rates on households with different asset holdings and then track their consumption behavior
over time, with the advantage of having access to the whole population.

The Swedish data contains detailed information on the balance sheet of all Swedish households as well information
on these houscholds’ income and aggregate consumption.> We collect information on every stock, bond, mutual
fund, and bank account each household owns at the end of the year during the period of 1999-2007. The Swedish
Register data also contains information on labor, transfer, and financial income. The richness of the Swedish data
and the detailed information about each household asset holdings will give us the opportunity to assess the effect
of changes in interest rates on households with different asset and liability holdings, and then track their
consumption behavior over time. This data will also enable us to have a measure of the importance of the
valuation and the cash-flow (or liquidity) channel, separately.

Conclusion

Our research agenda is currently focused on the implications of the prolonged petriod of low interest rates on
households’ consumption and savings behavior, and plan to produce a coherent set of papers on the different
channels through which the unprecedented expansionary monetary policy have affected the aggregate economy
and more importantly the income and consumption inequality.

This grant will be essential in pursuing this direction further.

Timeline: We expect to work on these projects for the next two years.

Budget
Cost of project $ Funding required $ Other sources
Research Assistants 2000 2000 N/A
Data 8000 8000 N/A
Travel 2000 2000 N/A
Overheads - - -
Total 12000 12000 -

® We can back out households’ consumption as a residual from the household’s budget constraint as in the paper by Koijen, Van Nieuwerburgh, and
Vestman (2013). This methodology avoids many of the problems with standard survey-based data. The basic idea is that consumption is the part of the
total income that was not invested.
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