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Executive Summary

The Great Recession brought to the forefront many unanswered questions about how monetary policy plays out
at a microeconomic level, notably the question of how changes in the federal funds target rate impact personal
consumption for individual households. Not surprisingly, this question is difficult to answer because of the multitude
and variety of financing products and constantly evolving market conditions, as well as the paucity of data integrating
financing terms with consumption at the household level over time. In this new JPMorgan Chase Institute report, we
turn to a sample of homeowners who hold a specific type of mortgage particularly sensitive to interest rate changes
to inform this question in an innovative way.

We examine how a sample of US homeowners changed their credit card spending in response to a predictable
drop in their mortgage payment driven by the Federal Reserve’s low interest rate policy that followed the Great
Recession. Using a de-identified sample of Chase customers who had hybrid adjustable-rate mortgages (ARMs)
and a Chase credit card, we analyze changes in credit card spending and revolving balance leading up to and after
mortgage reset.

From a universe of over 6 million Chase mortgage customers, we created a sample of 4,321 de-identified
homeowners who met the following five sampling criteria:
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g Had one 30-year 5/1 adjustable-rate mortgage (ARM) g Had a Chase credit card that was active at least 24
originated between April 2005 and December 2007 that months prior to the reset date of their ARM
reset to a lower interest rate between April 2010 and

Had a median of at least ten transactions per month on
their Chase credit card in the 24 month window
Had not modified or refinanced their mortgage prior to reset surrounding the reset date of their ARM

December 2012

KK

Made interest-only or interest plus principal payments
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Fi nd | ng Forty-four percent of the homeowners in our sample experienced a large drop in
One their hybrid ARM payment at reset, which on average represented over 5 percent
of their monthly income.

The 44 percent of homeowners in our sample
that had a mortgage with a stable amortization
schedule realized an average of $747 in monthly

|

savings upon reset. Against their average —

monthly income of $13,834, this savings was

equivalent to an income boost of over 5 percent.

(1)

Housing wealth declined for this group: between oo %747 . 5h|/°

origination and reset, the median home value for rop in monthly mortgage payment ofmonthly income

this cohort dropped by nearly $84,000 (25 percent). Source: JPMorgan Chase Institute
Findi ng Homeowners increased their spending by 9 percent in advance of the anticipated

Two drop in their mortgage payments and by 15 percent after reset, despite a
considerable drop in housing wealth.

Over the 12 months preceding ARM reset, Change in credit card spending from baseline

credit card spending increased by 9 30%

percent ($289 per month) on average

relative to spending in the baseline month 25%

(12 months before reset). Importantly, this

spending occurred prior to any decrease 20%

in mortgage payment, and thus was an

anticipatory response. Over the 12 months 15% Postresetaverage13%

after reset, spending increased by 15

percent ($488 per month) on average 10%  Pre-reset average 9%

relative to spending in the baseline month.

. . . 5%
These homeowners increased their spending

despite a nearly $84,000 (25 percent) drop
in their median home value and associated
rise in loan-to-value ratio, indicating

that the decrease in housing wealth and
ensuing increase in household Ieverage Note: Shading indicates 95% confidence interval

did not prevent them from increasing their Source: JPHorgan Chase Institute
spending in response to a boost in income.
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5% Months from reset
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Fi nd | ng Homeowners used credit card borrowing to finance 21 percent of their pre-reset

Th ree anticipatory spending increase, and post-reset they further increased their
revolving balances. Over the full two year period, their total spending increase
exceeded their mortgage-related savings by 4 percent.

On average, homeowners in our sample used $741 of credit card borrowing in the pre-reset period to smooth the
increase in their consumption before income actually increased. The $741 increase in revolving balance suggests
they financed 21 percent of their pre-reset spending increase.

|
_—
B —— —
$741 21%
increase in revolving balance of pre-reset spending increase

Over the full two-year period, the average revolving balance increased by $928 and the total spending increase
actually exceeded the total savings from mortgage reset by 4 percent ($363). Comparing the $928 increase

in revolving balance to the $363 of excess spending suggests that these households could have reduced their
revolving balances hy $565 at the end of the period without changing their credit card spending levels over the
prior 24 months.

Cumulative average change in income, spending, and revolving balance
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Source: JPMorgan Chase Institute
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Findin g Homeowners used the savings from lower hybrid ARM payments to make
Four more purchases across all spending categories, notably home improvements
and healthcare.

In both the pre-reset and post-reset Average monthly change in spending category from baseline

periods, spending increased in every
category and the discretionary
spending increase exceeded the non-
discretionary spending increase.

30%
25%

20%

Within discretionary purchases,
spending on home improvements
increased the most. This is
particularly noteworthy as it
represents an increased investment
in a leveraged asset just after the
asset lost 25 percent of its value.
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Within non-discretionary purchases, £ 2 E £ g z £ 3
spending on healthcare increased § § g é - §
substantially but only in the post- £ - =
reset period, suggesting homeowners Non-discretionary categories Discretionary categories
postponed healthcare expenditures
until the income increase materialized. B Pre-reset Post-reset Source: JPMorgan Chase Institute

Conclusion

Monetary policy affects the economy through many channels, and the effectiveness of each channel varies in easing and
tightening cycles. In this report we measure the effects of the income channel of monetary policy on the consumption
of homeowners with a specific type of variable-rate mortgage. We find that in a declining interest rate environment,
the income channel is automatic, the consumer response is considerable, and that there are both anticipatory and
contemporaneous increases in consumption. To put our findings in the broader context of the monetary policy
transmission channels that operate through mortgages to impact personal consumption, we turn to research that shows

that the refinancing channel suffers from shortcomings that limit its impact on homeowners: it is difficult to activate
with conventional interest rate policy, has frictions that reduce its bandwidth, and has uneven distributional effects.

Importantly, housing policy that influences the share of fixed-rate mortgages versus variable-rate mortgages will
partially determine the share of homeowners that will be impacted by the refinancing channel versus the income
channel and therefore will also impact the overall effectiveness of monetary policy. As such, when housing policy
makers evaluate the policies that influence which type of mortgage (fixed-rate or variable-rate) borrowers choose, they
should consider the effects these policies will have on the ability of monetary policy to impact personal consumption
through the business cycle.
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