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monetary stability nexus
Mortgages...
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Roadmap
Monetary Policy and Financial stability nexus

>Bank jitters in the spring of 2023 -> are monetary and
financial stability at odds now?

>Monetary policy and Financial stability of households
>Variable v.s. fixed rate mortgage loans




Spring of 2023

SVB AND CONTAGION TO OTHER BANKS
CREDIT SUISSE




Background. Deposit surge in the US

Changes in Deposits in US Treasury and agency securities
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Yield Curves and the Business Model of Banks
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Yield Curves and the Business Model of Banks
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SVB

Fast deposit growth

Purchased Government securities ...

long term

Deposits mostly uninsured

Run riks

Interest rate risk
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https://www.hoover.org/research/monetary-tightening-and-us-bank-fragility-2023-mark-market-losses-and-uninsured-depositor
https://www.hoover.org/research/monetary-tightening-and-us-bank-fragility-2023-mark-market-losses-and-uninsured-depositor

Regulatory and supervisory failure

Tailoring in 2019 relaxed a number of rules
> LCR and NSFR

o Stress testing

° Resolution planning LCR Calculations. Greg Feldberg
Banks with assets <$250 bn: Net cash outflow S 71 billion
> No LCR or NSFR requirement, unless short-term o
wholesale funding exceeds $50 bn. LCR 75%
° Liquidity stress tests only quarterly, vs. monthly for
bigger banks.

Liquidity shortfall @100% LCR S 18.1 billion
Liquidity shortfall @100% LCR S 35.8 billion

SVB. More than half of HQLA treasuries

SVB. LCR just 75%, implying $18-S36 billion more
HQLA if subject to the rule.

First Republic Bank: LCR of just 52%
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Before tailoring, the US rules for Silicon Valley Bank were already less rigorous than UK and EU banking regulations for similar banks.
Banks >$250 bn assets or $10 bn foreign assets were subject to 100% LCR.
SVB would have passed the foreign asset test and been subject to full 100% LCR.
The “Modified LCR” applied to banks with assets >$50 bn and <$250  bn:
Only 70% LCR required. 
In other words, a similar UK/EU bank would have to hold 42% more HQLA (100/70).
Only calculated monthly, vs. daily for bigger banks. Daily for all UK and EU banks.



Badly run bank for a

number of years.

Credit Suisse
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Return on equity and return on tangible equity were (16.1)% and  (17.4)%, respectively.


Income statement just before the banks failure

2022 2021
_Statements of operations (CHF million)
Met interest income 5,341 5,811
Commissions and fees 8,853 13,165
Trading revenues® (451) 2431
Other revenues 1,178 1,280
Net revenues 14,921 22,696
Pravision for credit losses 16 4,205
N ewswo rthy Iosses Compensanon and Denets Ba13 o063
General and administrative expensas 7,782 7,159
Arche g0S Commission expenses 1012 1243
. Goodwill impairment 23 1623
Greensill Réctruchiring expenses |~ T 7T TTTTTTTITTT o mommmmmmenmnne oy s 108
. Total other operating expenses 9,350 10,128
Money laundering Total operating expenses 18,163 19,091
Among other a settlement Income/{loss) before taxes (3,258) (600)
with French authorities in Income tax expense 4,048 1.026
October 2022 Net income/(loss) (7.,306) (1,6286)
Met income/(loss) attributable to noncontrolling interests (13) 24
Net income/(loss) attributable to shareholders (7,293) (1,850)

Massive run on deposits
October 2022.

* Loss last year due to provisioning — now just operational!
* Exacerbated by reassessment of deferred taxes... ergo profits
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Conclusion

In the US.
> Risk management failure

> Supervisory and regulatory failure
> > not a MP and FS at odds issue

In Credit Suisse
> Long term risk management and governance failure

> = not a MP and FX at odds issue



In general are MP and FS at odds now?

... No, risks that rose during the low interest decade are materializing

Financial and monetary stability were at odds in the decade following the GFC

instead of increasing resilience or leaning against increases in systemic risk US
authorities rolled back a part of Dodd Frank

“When stance of monetary policy is accommodative over an extended period,
the likelihood of financial turmoil down the road increases considerably ... the
causal pathways that lead to this result [are] credit creation and asset price
overheating” (Grimm et al. NBER working paper series 2023)

Loose monetary policy increases risk-taking by financial institutions, firms and
households.

Individual behavior rational ... but in the aggregate not good
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Grimm et. al.

Policymakers should take the dangers imposed by keeping
policy rates low for long seriously, and thus weigh the
potential short-run gains of loose monetary policy against
potentially adverse medium-term consequences. Such
policies increase the risk of financial crises and thus the risk
of high social, political, and economic costs.
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What about risks in the mortgage market


Monetary policy,
financial stability and
mortgage contracts

VARIABLE RATE LOANS V.S. FIXED RATE LOANS




Motivation for research

Importance of housing for households
Largest asset

Largest liability

Importance of housing for the economy

A economic contraction that coincides with financial instability is longer
lasting and deeper

Downturns that coincide with a house price bust tend to be deeper and last
longer than those that do not (Cerutti et al. 2015)

“Equity and house prices cycles are typically longer and more pronounced than credit cycles”
(Classens et. al. (2011)

Spillovers to the rest of the economy via consumption, construction activity and credit



Research question

How do terms of mortgages effect the accumulation of systemic risk
and amplification of economic cycles when monetary and financial

policies are at odds

Focusing on variable v.s. fixed rate mortgage contracts.




iterature overview and guestions
Monetary policy transmission

The transmission mechanism of Monetary Policy is stronger under adjustable-

rate mortgages compared with fixed rate mortgages (e.g. Bernanke and Gertler
1995)

there is evidence that monetary policy has had a stronger direct stimulative effect in
areas of the United States where ARMs are more commonly used (Keys et al. 2014, Di
Maggio et al. 2015).

almost all of the direct monetary policy transmission is through households with

mortgages. Households that own their homes or rent change their spending but by less
than (Cloyne et all. 2020)

So is low for long worse for economies with variable rate mortgages?
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Cloyne, James, Clodomiro Ferreira, and Paolo Surico. "Monetary policy when households have debt: new evidence on the transmission mechanism." The Review of Economic Studies 87.1 (2020): 102-129.
Rubio, Margarita. "Fixed‐and variable‐rate mortgages, business cycles, and monetary policy." Journal of Money, Credit and Banking 43.4 (2011): 657-688.
Damen, Sven, Frank Vastmans, and Erik Buyst. "The effect of mortgage interest deduction and mortgage characteristics on house prices." Journal of Housing Economics 34 (2016): 15-29.

UK Treasury explicitly mentions the difference in mortgage structures as an important reason not to join the euro area. In the United Kingdom, the vast majority of borrowers have variable-rate mortgages, as opposed to the large countries of the euro area. According to the UK Treasury, British households are more exposed to monetary policy changes than, say, German households  …





Literature and risk ...

Rubio 2011 finds that for a given monetary policy a higher proportion fixed rate
mortgages is welfare enhancing
Why — is that because of financial instability?

Research has found that the interest elasticity in the United Kingdom (and
Netherlands) is high relative to countries with fixed rate mortgages (IMF, 2004
among others)

Tax deductibility of interest rates also matters (Damen et al. 2016)

When monetary policy is tightened research has shown that mortgage defaults
are more likely in countries with variable rate mortgages.
The default ratio declines by more than a third if mortgages are fixed rate (Stanga et al 2020)
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Stanga, Irina, Razvan Vlahu, and Jakob de Haan. "Mortgage arrears, regulation and institutions: Cross-country evidence." Journal of Banking & Finance 118 (2020): 105889.



Literature and risk

... households are very bad at gauging this risk

Badarinza, Campbell and Ramadorai (2018) find that current cost drives households mortgage choices
One year ahead inflation expectations only weakly and longer ahead not at all.

- households mostly not rational forward looking agents.

In the US where consumers have the choice between fixed rate and ARMS— share of ARMS rises by 9
percentage points in response to a 1% increase in the spread between fixed rates and ARMs rates
offered.

Current spread only ... not rational future spread

There is substantial evidence that ARM borrowers in the United States do not understand the extent
to which ARM rates can vary (Bucks and Pence 2008), and there is also evidence for suboptimal
mortgage refinancing in Denmark, the United States, and the United Kingdom (Andersen et al. 2015,
Campbell 2006, Miles 2004)
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Badarinza, Cristian, John Y. Campbell, and Tarun Ramadorai. "What calls to ARMs? International evidence on interest rates and the choice of adjustable-rate mortgages." Management Science 64.5 (2018): 2275-2288.



Research question

Main source of systemic risk is the housing market. Leverage and house prices
> Highly leveraged
> Households not forward looking
> Highly effected by capital flows ... non-tradable good

Do house prices and leverage fluctuate more in countries with variable rate
mortgages?

... threatening to amplify booms, increase systemic risk which would cause larger
downturns as well

... endogeneity



Contracts vary a lot

Australia 100 25No Variable Wholesale
Austria 80 25No Fixed Retail Deposit
Belgium 100 20Yes Fixed Retail Deposit
Canada 95 25No Mixed Retail Deposit
Cyprus 80 30No Mixed Retail Deposit
Czech Republic 100 20Yes Mixed Retail Deposit
Denmark 80 30Yes Mixed Mtg. Bonds
Estonia 90 30Yes Variable Retail Deposit
Finland 80 20Yes Variable Retail Deposit
France 100 20No Fixed Retail Deposit
Germany 80 15No Fixed Retail Deposit
Greece 80 15Yes Variable Retail Deposit
Hong Kong 70 15No Variable Other

Iceland 100 40Yes Variable Retail Deposit
Israel 95 20No Mixed Retail Deposit
Italy 80 22Yes Variable Retail Deposit
Japan 80 30Yes Mixed Retail Deposit
Luxembourg 80 25Yes Variable Retail Deposit
Malta 80 30No Fixed Retail Deposit
Netherlands 125 30Yes Fixed Retail Deposit
New Zealand 85 30No Variable Retail Deposit
Norway 85 20Yes Variable Retail Deposit
Portugal 90 30Yes Variable Retail Deposit
Singapore 80 35Yes

lllInterest rate No Tax Deductlon

Variable

Slovenia
South Korea
Spain
Sweden
Switzerland
UK

USA
Argentina
Brazil
Bulgaria

China
Colombia
Croatia
Hungary
India
Indonesia
Ireland

Latvia
Lithuania
Malaysia
Mexico
Philippines
Poland
Russia

South Africa
Thailand
Turkey

4
3

70
70
100
95
80
110
100
80
90
81

80
70
50
70
110
90
100

100
100

80
100

80
100
100

100
100

10No
20Yes
20Yes
45Yes
20Yes
25No
30Yes
20Yes
25No
15No

15No
15Yes
30Yes
20No
20Yes
20No
40Yes

30No
25Yes
35Yes
25Yes
30No
32.5Yes
20Yes

30No
20Yes
7.5No
20Yes
25No

Variable
Variable
Variable
Variable
Fixed
Variable
Mixed
Variable
Fixed
Variable

Variable
Fixed
Mixed
Mixed
Mixed
Variable
Mixed

Variable
Variable
Variable
Variable
Variable
Variable
Mixed

Variable
Mixed
Fixed
Fixed
Variable

Retail Deposit
Retail Deposit
Retail Deposit
Mtg. Bonds

Retail Deposit
Retail Deposit
Securitization
Retail Deposit
Retail Deposit
Retail Deposit

Retail Deposit
Securitization
Retail Deposit
Mtg. Bonds

Retail Deposit
Retail Deposit
Retail Deposit

Retail Deposit
Retail Deposit
Retail Deposit
Other

Other

Retail Deposit
Retail Deposit

Wholesale
Retail Deposit
Retail Deposit
Other

Retail Deposit



Much more fluctuation in housing prices
in countries with variable rate loans

Variable rate countries

Fixed v.s. variable rate countries
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Much more credit growt
countries during boom a
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