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Summary

• Question: how does the fixation structure of mortgage contracts affect 
financial stability and welfare?

• Approach: results from a quantitative structural macro model featuring 
aggregate risk and a variety of mortgage contracts

• Main finding: financial stability is nonmonotonic in fixation length

– Optimal fixation period is between 3 and 5 years

• This discussion: great question + model, some concerns about mechanism

– Banks actively manage interest rate risk using securities

– Straightforward to use portfolio to offset variation in risk by contract

– Who holds credit risk at equilibrium? 2



Great question!

• Countries around the world have vastly different mortgage structures

– Fixed vs. floating, fixation length

– Ability to prepay

– Equity extraction

– Portability

– Credit standards

– Recourse in event of default

• These are largely path dependent due to historical events

• Joins large literature, but focus on financial stability seems valuable
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1. Bank risk management

• The mechanisms are intuitive as presented, but I don’t understand why they 
are not undone by bank risk management

– Managing interest rate risk is bread and butter of bank risk management

• Drechsler, Savov, Schnabl (2021 JF): banks hold long-term fixed-income 
securities to hedge their interest rate exposure

– Because deposit spreads increase with rates, banks have deposit franchise that 
is more valuable under high rates

– Hold securities that rise in value when rates fall to hedge deposit franchise

– Manage to maintain stable profits despite large fluctuations in rates

• Greenwald, Krainer, Paul (2024): little evidence of bank net worth channel 
due to changes in rates when securities don’t affect regulatory capital 4



1. Bank risk management

• This paper is largely about how different mortgage contracts affect 
covariance between interest rates, bank net worth, and defaults

– In the fixed-rate (US-like) regime, bank profitability falls when rates rise 
because cash flows on mortgages do not rise but liability costs do

• But US banks hold substantial amounts of fixed income securities (~25% of 
assets) with duration of ~4 years

– Intentionally adding even more interest rate exposure

– Could easily reduce their exposure to interest rates by holding less bonds or 
shortening the duration

• As a result, these seem like separate problems to me

– Choose lending to max profits, then choose bonds to manage rate risk. 5



Analogy: roasting a turkey

• For intuition, let’s think about the best time to roast a turkey

– Will create a lot of heat in the house

– Might be better at night, when temperatures are cooler?

• Claim: doesn’t really matter as long as the house has the heat on and a 
working thermostat

– As the oven warms up the house, the thermostat will reduce the heat to offset

• I’m not yet convinced the same shouldn’t hold here

– As the mortgage contract increases interest rate exposure, can reduce 
securities exposure to offset
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1. Bank risk management

• The issue is that we are considering interest rates as a single factor, which 
can be perfectly managed using a single instrument (duration of bonds)

• Suggestion: consider multiple shocks that cannot be simultaneously hedged

• Inflation shocks vs. real rate shocks:

– Inflation should be “good” for borrowers, reduce defaults

– Real rate shocks should be bad for borrowers (direct in ARM economy, via 
house prices in FRM economy), increase defaults

– Contracts should have different properties by shock even if hedged on average

• Alternative: demand vs. supply shocks
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2. Who holds mortgage credit risk?

• The authors make the reasonable point that they consider the entire 
intermediary sector, not just banks

– Banks hold lots of MBS, even though they sell a lot of mortgages

• But while MBS cash flows vary with interest rate fixation and prepayment, 
they are not directly exposed to credit risk

– Ultimately it is the government, via Fannie, Freddie, and Ginnie, who will face 
these cyclical credit losses

– What is the cyclicality of the government SDF?

– Could be argued that this is US-specific, but most other countries don’t use 
fixed-rate mortgages and have recourse

• Alternatively, could analyze MBS cash flow exposure to defaults via 
prepayment (not currently considered in paper) 8



3. Which contract would be chosen at equilibrium?

• Paper considers the welfare implications of different contracts, i.e., which 
single contract the planner would choose

• In practice, markets often have many contracts available

– US has 3, 5, 7, 10 year ARMs alongside 30 year (and other) FRMs

– UK has multi-year fixation periods alongside floating rate contracts

• Would the decentralized equilibrium converge to the same contract as the 
planner?

– What is the main externality?

– Why don’t we see the optimal contract being used more at equilibrium?

– What is the optimal regulation?
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Conclusion

• The question is great, and the model is very well constructed

• But at the end of the day, I believe banks are very good at managing their 
overall exposure to interest rates

– Could easily increase or decrease exposure through securities portfolio

– Empirical evidence points to effective risk management

• My suggestion: consider multi-shock environment

– Banks may hedge interest rates on average, but different types of shocks 
affecting rates will still transmit differently

• What are the welfare implications of default cyclicality when the 
government is bearing the risk?
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