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2 REVIEW OF ECONOMIC STUDIES

Figure 1

Observed LTV distribution among U.K. refinancers

Notes: This figure shows the observed distribution of LTV ratios among refinancers in the U.K. between 2008–14. There are interest rate
notches at LTV ratios of 60%, 70%, 75%, 80%, 85%, and 90% (depicted by vertical lines).

cited estimates in the literature range between 0 and 2, which is an enormous range in terms of
its implications for intertemporal behaviour and policy.

A fundamental difficulty in addressing this question is how to find exogenous variation in
interest rates. Most studies rely on time series movements in interest rates, which are gradual
and almost certainly endogenous to unobserved factors that affect consumption. Our starting
point is a novel source of quasi-experimental variation in interest rates arising from the fact that
U.K. banks offer notched mortgage interest schedules. That is, the mortgage interest rate features
discrete jumps at critical thresholds for the loan-to-value (LTV) ratio. For example, the interest
rate increases by almost 0.5pp on the entire loan when crossing the 80% LTV threshold. This
creates very strong incentives to reduce borrowing to a level below the notch, thereby giving
up consumption today in order to get a lower interest rate and more consumption in the future.
Intuitively, the magnitude of such borrowing and consumption responses to interest rate notches
is governed by the value of the EIS.

Our study is based on administrative mortgage data from the Financial Conduct Authority
(FCA). The data cover the universe of household mortgages in the U.K. between 2008 and 2014,
including rich information on mortgage contracts and borrower characteristics. The majority
of U.K. mortgage products carry a relatively low interest rate for a period of 2–5 years after
which a much higher reset rate kicks in, creating strong incentives to refinance at the time the
reset rate starts to apply. This makes refinancing a common occurrence in the U.K. We focus
on the population of refinancers, because they allow for a clean assessment of borrowing and
intertemporal consumption choices. Specifically, because housing choices are pre-determined
for refinancers, estimating LTV responses in this sample allows us to isolate borrowing choices
from housing choices.

Figure 1 plots the LTV distribution for U.K. home refinancers around the different interest rate
notches, depicted by vertical lines. There is large and sharp bunching below every notch along
with missing mass above every notch, which provides direct evidence that borrowers respond to
interest rates. A recent literature in public economics has developed approaches to translate such
bunching moments into reduced-form price elasticities, mostly focusing on behavioural responses
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