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Figure 6

Observed versus simulated LTV distributions when varying the EIS.

Notes: The figure shows simulations of a model introduced in Section 3 for a range of EIS values. The lighter lines show the predicted
LTV distribution if households choose leverage optimally according to the model. The black lines show the empirical LTV distribution.
The upper left hand corner has σ =0.06, which is the EIS that minimizes the MSE of the predicted bunching masses. Higher EIS values
predict far greater bunching masses than found in the data, with a large share of households jumping more than one notch in the LTV
distribution to exploit lower interest charges. The distribution largely hollows out between notches, in contrast to the data.

3.3. Identification of the EIS: numerical simulations

As discussed above, it is not immediately apparent how the EIS can be identified from bunching,
because the estimating indifference equation (3.8) contains other parameters: the discount factor,
future house prices, and future income. In this section, we present simulations of the global LTV
distribution under different parameter configurations, which illustrate that only the EIS can be
used to fit the observed distribution. While other parameters play some role, their impacts on
bunching responses are very minor.

Figure 6 compares the observed LTV distribution to simulated LTV distributions under four
different EIS scenarios. The other parameters of the model are assigned reasonable values that do
not vary across the different EIS scenarios.23 The distribution of initial wealth W0 is calibrated
using equation (3.5) in order to replicate the counterfactual LTV distribution shown in Figure 4.
In this counterfactual scenario, we assume that each borrower faces a flat interest rate R given by

23. Specifically, the discount factor is set at an annual rate of δ=0.96 (a common value in the literature), real house
price growth is set at an annual rate of P1/P0 =1.026 (the historical average in the U.K.), the depreciation rate is set at
d =0.025 (taken from the literature), while for simplicity real income is assumed to be constant over time y1 =y0.
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