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Danish	  SeVng	  
•  30-‐year	  FRM	  popular	  but	  gains	  in	  ARMs	  and	  IOs	  in	  2000s	  
•  53%	  homeownership	  rate,	  45%	  of	  renters	  are	  in	  subsidized	  housing	  
•  Covered-‐bond	  system	  one	  alterna&ve	  to	  government-‐guaranteed	  

securi&za&on	  
–  Banks	  retain	  skin-‐in-‐the-‐game,	  max	  LTV	  is	  80%	  
–  Even	  s&ll,	  many	  IO	  mortgages	  were	  wri$en	  +	  subsequently	  underwater	  
–  Even	  s&ll,	  bank	  bailouts	  and	  failures	  

•  Concentrated	  system:	  only	  7	  mortgage	  banks	  
–  Top	  5	  have	  94%	  market	  share	  
–  Top	  3	  have	  85%	  market	  share	  =>	  these	  banks	  are	  SIFIs	  

•  **	  Take	  note:	  system	  solves	  coupon-‐gap	  lock-‐in	  
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Summary	  
•  Model	  refinancing	  decision	  with	  mixture	  model	  
1.  What	  groups	  are	  too	  slow	  to	  refinance,	  when?	  
–  90%	  of	  those	  that	  would	  benefit	  from	  refinancing	  do	  not	  
–  Financially	  less	  literate,	  elderly,	  uneducated,	  less	  

income…	  
2.  Consump&on	  cost	  of	  refinancing	  iner&a?	  £178	  billion	  
3.  Does	  slow	  refinancing	  impede	  MP	  transmission?	  

Hard	  to	  see	  how	  it	  wouldn’t.	  
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Ina$en&on	  vs.	  Iner&a	  
•  Ina$en&on:	  not	  paying	  a$en&on	  to	  refinancing	  

opportuni&es	  (“asleep”	  HHs)	  
–  Affect	  with	  disclosure?	  See	  Adams	  et	  al.,	  FCA	  OP	  19	  
–  Stronger	  policies?	  
–  Plenty	  of	  prac&&oners	  ready	  +	  willing	  to	  help	  

•  Iner&a:	  are	  aware	  of	  gains	  of	  refinancing	  but	  costs	  (hassle,	  
fees,	  &me)	  are	  significant	  so	  appear	  slow	  to	  refinance	  
–  Money	  leq	  on	  the	  table	  a	  poor	  measure	  of	  welfare	  
–  Improve	  welfare	  with	  policy	  that	  improves	  process	  
–  Plenty	  of	  prac&&oners	  ready	  +	  willing	  to	  help	  

5	  October	  2016	   Christopher	  Palmer	  (Berkeley-‐Haas)	   7	  



The	  Importance	  of	  Being	  Earnest	  Switching	  
•  Compe&&ve	  market	  relies	  on	  consumers	  “vo&ng	  with	  their	  feet”	  
•  In	  reality,	  consumer	  choice	  is	  s&cky	  

–  Heath	  insurance,	  re&rement	  plans,	  savings	  accounts,	  cell	  phone	  plans,	  
gym	  memberships,	  …	  

•  First	  Fundamental	  Welfare	  Theorem	  of	  Economics:	  can’t	  improve	  on	  
free	  market	  without	  making	  someone	  worse	  off	  
–  Requires	  no	  transac&on	  costs	  +	  informed	  consumers	  +	  …	  

•  If	  violated,	  de	  facto	  monopoly	  for	  current	  provider	  
•  Policy	  response:	  mandate	  disclosures	  

–  Limited	  effec&veness	  because	  of	  ina$en&on	  (Adams	  et	  al.,	  FCA	  OP	  19)	  
•  Iner&a	  =>	  lower	  rates	  +	  redistribu&on	  from	  non-‐switchers	  to	  switchers	  
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Why	  policy	  should	  care	  about	  refinancing	  
•  With	  a	  FRM,	  need	  to	  refinance	  to	  take	  advantage	  of	  falling	  rates	  
•  Changing	  credit	  condi&ons	  (e.g.	  MMR,	  Dodd-‐Frank)	  creates	  lock-‐in	  
•  =>	  Monetary	  s&mulus	  only	  for	  those	  FR	  borrowers	  that	  can	  

refinance	  (see	  Di	  Maggio,	  Kermani,	  and	  Palmer,	  2016	  and	  Beraja,	  
Fuster,	  Hurst,	  and	  Vavra,	  2016)	  

•  =>	  Importance	  of	  complementary	  policy	  that	  greases	  the	  wheels	  
(e.g.	  HARP,	  see	  Agarwal	  et	  al.,	  2016	  and	  Amromin,	  Di	  Maggio,	  and	  
Kermani,	  2016)	  

•  Rising	  rates	  can	  create	  lock-‐in	  rela&ve	  to	  ARMs	  
–  But	  don’t	  forget	  that	  FRMs	  offer	  protec&on	  for	  borrower	  
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Sor&ng	  in	  Mortgage	  Markets	  
•  Paper	  shows	  importance	  of	  borrower	  heterogeneity	  (contrast	  with	  implicit	  

assump&on	  of	  causal	  effects	  of	  mortgage	  choice)	  

•  Common	  policymaker	  reac&on:	  success!	  
•  What	  happened	  to	  types	  of	  borrowers	  that	  used	  to	  take	  out	  exo&c	  

mortgages?	  Either:	  
–  Not	  par&cipa&ng	  in	  mortgage	  market	  
–  Take	  out	  standard	  mortgages	  and	  may	  default	  just	  as	  much	  
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Mortgage	  Product	   Ini&al	  Default	  Rate	   Default	  rate	  a<er	  policy	  change	  

Standard	   Low	   Low	  

Exo&c	   High	   -‐outlawed-‐	  



Other	  thoughts	  
•  Behavioral	  story	  with	  interes&ng	  beliefs	  about	  
interest	  rates?	  
– Given	  cost	  of	  refinancing,	  op&on	  value	  of	  wai&ng	  
given	  poten&ally	  falling	  future	  interest	  rates.	  

– Asymmetry	  with	  rate	  rises/falls?	  
•  Why	  do	  awake	  HHs	  refi	  with	  nega&ve	  incen&ve?	  
•  Can	  learn	  about	  refi	  lag	  between	  rate	  fall?	  
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Conclusion	  
•  FRMs	  have	  dis&nct	  advantages/disadvantages	  over	  ARMs	  
•  Well-‐known	  that	  many	  borrowers	  are	  slow	  to	  refinance.	  
•  This	  paper:	  be$er	  sense	  of	  heterogeneity	  

–  Importance	  of	  acknowledging	  heterogeneity	  in	  policy	  
•  Plenty	  of	  ina$en&on	  not	  just	  iner&a	  
•  Reason	  to	  be	  concerned	  about	  redistribu&onal	  effects	  of	  

lack	  of	  switching	  
•  Let’s	  not	  lose	  sight	  of	  benefits	  of	  FRMs	  
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