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The 2014 housing tools: an overview
- Objective: borrower resilience

* Ensure that households have a sufficient buffer between their debt obligations and their income
* Reduce the sensititvity of aggregate consumption to adverse shocks

- Mechanisims/Channels/Externalities:
* Aggregate demand externality:

- adverse shock + lower resilience =⇒ ↓ aggregate consumption =⇒ ↓ output & employment
- MPC would need a sharp reduction in bank rate to estimulate the economy
- In a low interest environment, limiting credit mitigates risk of falling in a liquidity trap

* Collateral externalities:
- ↑ HP =⇒ ↑ collateral =⇒ ↑ credit =⇒ ↑ HP
- Households can extract equity to fuel their consumption, but ...
- If house prices collapse, the drop in housing wealth, leads to a sharper drop in consumption
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Modelling the FPC housing policy
- Workhorse model: Owner-Ocupier micro-simulations

* Loan-level flow mortgage data + macro pojections = estimate of the stock in the future
* From the future stock, compute risk metrics (e.g. share of high LTI mortgages)
* Combine with estimates that quantify the relationship between household leverage andspending to evaluate the effect on aggregate consumption

- multipliers from Bunn, Kovacs and Rostom (2018)
- LP estimates from Alex & Tuli (monetary policy shock)

* Advantages: flexibility + granularity
* Main disadvantage: limited feedback effects of the FPC policy onto house prices or othermacro variables

- Other models: Houisng TANK | Life cycle HA | ABM (PPD)
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Hosuing TANK sketch
Final Good Producer

Intermediate Good Sector

Representative Borrower Representative Saver

Mortgage Market

Monetary Authority

- purchase new houses through

newly issued mortgages

- take loans m∗
t subject to PTI and

LTV limits which are priced at q∗
t

- amortize a constant

fraction ν every period

- refinancing/pre-paying is exogenous

- cannot change housing position

- give loans m∗
t at a price (q∗

t − ∆q,t )

- can save in one-period bonds bt

consume cb,t

consume cs,t

supply labor nb,t supply labor ns,t

earn profits Πt

yt (i)

Rt → q∗
t
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HOUSING BOOM SCENARIO

- Assume a loosening in underwriting standards (pre-GFC style)

- How? Exogenously increase the maximum LTV (the shock)

- And by how much? Calibrate such that it leads to an endogenous increase in house
price to incomes of 44% over 10 years

* Similar to housing boom feed in to the OO model for the 2025 Q2 FCP Issues note
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Weaker collateral & aggregate demand externalities w/ FPC policy
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Smoother agg. response + weaker redistribution w/ FPC policy
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INTEREST RATE SHOCK SCENARIO

- Assume an exogenous increase in the Bank rate

- How? Standard contractionary monetary policy shock (via the Taylor rule)

- And by how much? Calibrate the shock such that the endogenous response of the
aggregate DSR is 33% over three years

* Consistent with staff projections of the aggregate DSR over the tightening cycle.
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No recalibration would imporve borrower’s outomes

9 / 11



ADDITIONAL MOTIVATIONS

FOR HOUSING TOOLS
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Other (intermediate) objectives
- Lender resilience

* High leverage (LTVs) is a key driver of mortgage defaults and foreclousres during busts
* As seen in the housing boom scenario, LTI flow limit weakens the colateral feedback loop (reducedhouse price response)
* After the drop in house price growth across the UK following the Brexit referendum, we observedlower defaults and house price growth in those areas affected by the FPC policy
=⇒ increases indirectly lender resilience

- Social objectives beyond financial stability
* Low income and younger borrowers require higher levels of leverage at mortgage origination andhence BBM have a stonger impact for them
* BBM targeting the owner-occupier market can increase rental prices, making saving for a depositharder for propsective FTBs
=⇒ unintended distributional impacts
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