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Manipulation of a short-term nominal interest rate

part of a first stage, otherwise taken as given
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refinancing of mortgages to free up funds

consumption activity
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particular, for the potency of monetary policy.
STATE DEPENDENCE

R. Bachmann (Notre Dame) Mortgage Refinancing Notre Dame, October 2018



Mortgage Refinancing
This Paper

Implications

© Given that mortgage refinancing has fixed costs, the
distribution of gaps between the frictionlessly optimal
mortgage conditions and the actual mortgage conditions
is an important state variable for the economy, and, in

particular, for the potency of monetary policy.
STATE DEPENDENCE

© If fixed costs of refinancing decline over time, monetary
policy might be more powerful on average, because the
transmission from mortgage rates to consumption is more
direct.
POTENCY
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Mortgage Refinancing
This Paper

What the paper does

@ Provides micro-econometric evidence that the effect of
mortgage rate changes on refinancing activity and new
building permits depends on the desirability of refinancing.

@ Builds a partial equilibrium life-cycle model with housing
and a refinancing decision to show both state-dependence
and refinancing-cost-dependent potency of monetary
policy.
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| like the shift of focus to the credit demand
side...  Bachmann and Riith (2018)
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| like the shift of focus to monetary policy and
housing...
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Mortgage Refinancing
Some Thoughts on Monetary Policy and Housing

| like the shift of focus to monetary policy and

housing...

Two results are important in this context here:

© The monetary policy interest rate indeed feeds through to
mortgage interest rates.

© More importantly: housing is just enormously interest
rate elastic.

To the extent that we often have trouble finding large (direct)
interest rate elasticities for consumption and business
investment, the focus on housing is very much welcome, if we
want to understand the transmission channel of monetary

policy.
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One last piece of evidence

LTV Shock Yt Itnr I{ 7Tt 7Tgr 7'[; /tVt re I’tm

Impact 00 00 00 00 00 00 926 26 00
1 Year 43 68 16 06 02 22 785 149 42
2 Years 18 90 84 08 06 46 723 130 63
4 Years 11 6.0 101 65 29 59 597 98 4.0
FFR Shock  y: if" if e ot omp It re r{
Impact 00 00 00 00 00 00 00 855 107
1 Year 57 04 191 47 11 72 08 362 254

2 Years 143 39 265 46 11 147 0.7 221 182
4 Years 169 105 252 100 48 159 36 158 96
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Mortgage Refinancing
A Few Quibbles / Suggestions

Comment |

Show the state-dependence in more dimensions:

@ Not just local new building permits, but measures of local
consumption and local employment in non-tradeables. It's
the latter kind of local economic activity we ultimately
care about, and it's become the industry standard in
cross-sectional regressions.

e Can you do more in the time series?

| would also like to learn more about the joint distribution of
income and refinancing gaps / refinancing activity.
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Mortgage Refinancing
A Few Quibbles / Suggestions

Comment |l

Provide at least suggestive evidence for the declining
refinancing cost channel:

@ Is there evidence of reduced state-dependence of
monetary policy over time in the time series?

@ Is there evidence of reduced state-dependence of
mortgage rate innovations in your cross-sectional
regressions between the beginning and the end of the
sample? Alternatively, show some rolling-window results
for your cross-sectional regressions.
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Comment I

It seems to me that your mechanism not only implies
state-dependence but also asymmetry: tightening monetary
policy should not have this state-dependence effect (caveat:
what happens to the owners of banks).
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Mortgage Refinancing
A Few Quibbles / Suggestions

Comment I

It seems to me that your mechanism not only implies
state-dependence but also asymmetry: tightening monetary
policy should not have this state-dependence effect (caveat:
what happens to the owners of banks).

You could test for that both in the time series and the
cross-section.
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Perhaps a cheap shot, but perhaps not: partial equilibrium.

Formally, the issue is very similar to a fixed cost induced
Caballero-Engel style gap economy. And we know that these
economies tend to have very different properties in PE versus
GE.

Especially to know the magnitudes of the state-dependence
and the potency effect, | do not see how one can get around
GE.
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Mortgage Refinancing
A Few Quibbles / Suggestions

Comment IV

Perhaps a cheap shot, but perhaps not: partial equilibrium.

Formally, the issue is very similar to a fixed cost induced
Caballero-Engel style gap economy. And we know that these
economies tend to have very different properties in PE versus
GE.

Especially to know the magnitudes of the state-dependence
and the potency effect, | do not see how one can get around

GE.

Only dilettantes would. ©
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Mortgage Refinancing
A Few Quibbles / Suggestions

Comment V

One might say: with this rich OLG model GE is just hard.

But | do confess to not quite understanding what some model
elements are needed for:

@ A rental market that one can frictionlessly switch into?

@ The OLG structure, including retirees?
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Comment VI

Two minor technical issues:

© Vs in a nonlinear setting are known to be awkward. | am
a bit worried about the big jump from OLS to IV for the
AR(t)xAverage rate gap-coefficient. Especially since this
is not the case for Average Savings. So the reader is left
worrying about magnitudes. Maybe try a control function
approach?
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Mortgage Refinancing
A Few Quibbles / Suggestions

Comment VI

Two minor technical issues:

© Vs in a nonlinear setting are known to be awkward. | am
a bit worried about the big jump from OLS to IV for the
AR(t)xAverage rate gap-coefficient. Especially since this
is not the case for Average Savings. So the reader is left
worrying about magnitudes. Maybe try a control function
approach?

@ Why present the results following a 100 bp monetary
policy shock? The model is nonlinear, so this is
potentially not an innocuous choice.
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Summary

This is a very interesting paper that fits very nicely into the
new literature linking micro and macro.
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Mortgage Refinancing

Conclusion

Minor things

@ It wasn't clear to me what happens in the model to a
mortgage upon premature death.

@ On page 20, equation after “subject to the budget
constraint”: is the minus sign on “b"" correct?

@ First part of the calibration section: if you think of the
first period of life as age 0-25, then why not use ages
20-25 (instead of ages 20-29) to calibrate their assets?

@ In the paragraph starting “To understand the mechanisms
that underlie these effects...”, one of the inequality signs
for sjz must be wrong.
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