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The recent �nancial crisis brought household debt and expansionary monetary policy to center stage. How
monetary policy a�ects the real economy is a fundamental question in macroeconomics and of paramount
importance for policymakers. Standard economic theory says that monetary policy a�ects �rm investment
and household consumption by changing the cost of external �nance. However, changes in monetary policy
appear to have a more powerful e�ect on the real economy than predicted by standard estimates of the
intertemporal interest rate elasticities of investment and consumption (refer to Bernanke and Gertler (1995)
among others). Thus, other important transmission mechanisms exist. Among other channels that have
been studied extensively are the wealth channel (Albert Ando, 1963) and the credit channel (Ben Bernanke,
1989). But monetary policy can also have a direct e�ect on household spending via its e�ects on households'
cash �ows and disposable incomes. Maggio et al. (2014), Keys et al. (2014), Floden et al. (2016), and Cloyne
et al. (2015) document this channel using micro-level data on households with adjustable-rate mortgages.

If the market is dominated by �xed-rate mortgages, as in the United States, Germany, and France, one
would expect the adjustable-rate mortgage channel to be muted. However, a potential channel operates via
expensive consumer credit: the cost of consumer credit varies with the central bank policy rate and may
thus stimulate or dampen household spending. After all, the 2015 American Household Credit Card Debt
Study estimates the total credit-card debt owed by an average U.S. household to be $15,762 which amounts
to a total of $733 billion. Moreover, in the US, most credit cards are variable-rate cards tied directly to the
federal-funds rate.1 Changes in the federal-funds rate are re�ected in credit-card interest within the next
monthly cycle, whereas mortgage rates are not directly tied to the federal-funds rate being instead priced o�
10-year Treasury bonds, which are in�uenced by not just short-term rates but also the outlook for in�ation
and long-term economic growth in the US and abroad.

Consumer credit thus provides a setting in which interest is more quickly and directly impacted by
monetary policy, which will then be re�ected in consumer disposable income and spending. But to date, no
evidence exists to the best of our knowledge on how households are in�uenced through monetary policy via
interest payments on their consumer credit. In this project, we propose to study how monetary policy can
a�ect individual consumption by directly a�ecting the disposable income of individuals that hold consumer
credit with interest rates that vary with the short-term market interest rate.

We follow Gelman et al. (2014) in using data from a �nancial aggregation and service application (app),
which overcomes the accuracy, scope, and frequency limitations of the existing data sources of consumption
and income. Gelman et al. (2014) were the �rst to advance the measurement of income and spending with this
high-frequency app data, which is derived from the actual transactions and account balances of individuals.
We use data from Iceland over the period 2011 to 2016. Using Icelandic data is particularly advantageous
for three reasons. (1) The income and spending data is pre-categorized (and Iceland is a relatively small
country, which makes accurate categorization easy); (2) the app is marketed through banks and supplied for
their customers (thus covering a fairly representative sample of the population); and (3) the data is basically
free of the one remaining shortcoming of app data�the absence of cash transactions (in Iceland, consumers
almost exclusively use electronic means of payment). Thus, our data is exceptionally thorough with respect
to capturing all income and spending, even compared with data sets of the same type.

Beyond the fact that we focus on consumer credit instead of adjustable-rate mortgages, the accuracy
of our spending data is what di�erentiates our work from the existing literature. Maggio et al. (2014) and

1In the US, banks switched to variable-rate credit cards in response to the Credit CARD Act of 2009 as the law lim-
its when credit card interest rates on existing balances can be increased. Because banks want to protect thinning mar-
gins and meet the requirements under the Credit CARD Act of 2009, almost all credit cards have variable rates nowa-
days. http://www.creditcards.com/credit-card-news/variable-rates-replace-�xed-rate-credit-cards-1267.php#ixzz4BdDtGaN2
and http://www.creditcards.com/glossary/term-variable-interest-rate.php#ixzz4BdCyvL2N - CreditCards.com
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Keys et al. (2014) use auto loan applications and balances, Floden et al. (2016) impute their consumption
measure, and Cloyne et al. (2015) use consumption survey data.

Isolating the causal e�ect of monetary policy on borrowers consumption and saving responses to a change
in interest rates is di�cult because interest rates are endogenous: they depend on individuals' �nances and
creditworthiness (for instance, individuals with a bad credit history face higher mark-ups and have lower
credit limits) and overall economic development (for instance, the central bank lowers interest rates to
stimulate investment and spnding). However, such problems are mitigated by the individual-level data that
we use (as is the case for Floden et al., 2016). All individuals are a�ected by the same monetary policy,
but the impact varies from individual to individual and within one individual over time because of di�erent
consumer credit levels. In particular, we examine how monetary policy a�ects spending for individuals
when they have large consumer credit positions relative to the same individuals when their consumer credit
positions are smaller. A possible concern is that individuals may select into small versus large consumer
credit positions based on individual-speci�c circumstances that are correlated with changes in interest rates.
To some extent, such problems are mitigated by our panel structure which allows us to control for individual
�xed e�ects in addition to time-varying observables such as income, age, liquidity, and savings. Additionally,
we use a time series of unexpected monetary policy shocks derived for Iceland in the spirit of Romer and
Romer (2004). We thus focus on the residuals from a regression of the policy rate on lagged values and the
three major national banks' information sets based on forecasts. As argued by Romer and Romer (2004)
these are free of anticipatory movements and plausibly exogenous with respect to the evolution of economic
activity.

As in the US, in Iceland, banks change the interest on credit cards and overdrafts almost immediately
after changes in the central bank policy rate (CBPR). Moreover, Iceland is a great laboratory as interest
rates exhibit quite considerable variation over the sample period (unlike most other developed countries)
and households hold large amounts of debt. By the end of 2012, overdraft debt of households amounted to
5 percent of GDP and, in 2014, households held on average $10,000 in overdraft debt. At the time, these
debts had an annual percentage interest rate (APR) of around 13 percent. Finally, we can single out the
e�ect of interest rate movements on consumer credit because adjustable-rate mortgages are very uncommon
in Iceland.
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Budget justification for 
Project with title: “Monetary Policy Pass-Through to Spending via Consumer Credit” 

Michaela Pagel and Arna Olafsson 
 
Direct costs 
 
Other Personnel: Graduate Research Assistant  
Funds are requested to support one PhD student working on the project for one year. Graduate 
student time is calculated at $20/hour as follows:  

 20 hours/week for 8 weeks and 20 hours/week for an additional 24 weeks 
(20*20*8)+(20*20*24) = $12,800 

 No fringe is budgeted for the GRA 
 
Materials and Supplies 
No funds are requested for supplies to be used in the collection of data. $0 
 
Travel 
Travel to Iceland is required to collect the data and address data issues with the personal 
finance management company as well as consult with the Icelandic central bank to construct 
the series of unexpected monetary-policy shocks 

 $1500 per trip for flight, accommodation, and subsistence and 3 trips total 
 
Indirect costs 
Columbia University computes Indirect Costs using Modified Total Direct Costs. Columbia 
University’s federally negotiated indirect cost rate is 60%. $0 
 
Total costs 
The total costs are $17,300. 
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