Box A

Mortgage Interest Payments in Advanced
Economies — One Channel of Monetary Policy

Changes in monetary policy affect the
economy through several channels,
including by: changing the incentives for
saving and investment; influencing the
exchange rate, other asset prices and wealth;
and altering household cash flows.!" The
strength and speed of each channel depends
on a range of factors that differ across
economies. One such factor is the structure
of the mortgage market, which affects the
pass-through of policy rate changes to the
interest rates faced by indebted households.
This part of the cash flow channel is faster in
Australia compared with most other
advanced economies. Despite this, there is
no evidence that the overall potency of
monetary policy is any stronger in Australia
than elsewhere.

Key differences in international
mortgage markets

The share of fixed-rate mortgage lending and
the term of these loans both influence the
speed and size of the pass-through of policy
rate increases to the interest rates faced by
households with existing debt. All else equal,
the proportion of outstanding mortgage
holders who will face a change in their
interest repayments soon after a change in
the central bank policy rate will be higherin
economies with a higher share of variable-
rate loans. For economies with a larger fixed-
rate lending share, the speed of the pass-
through to households with existing debt
will be determined by typical loan terms and
the extent to which changes in central policy
rates affect longer term interest rates in the

economy. Interest rates on loans with very
long fixed-rate terms tend to be less sensitive
to changes in the short-term interest rates
targeted by central banks than loans with
shorter fixed-rate terms. Other aspects of
mortgage lending, including the size of
outstanding household debt and the
income, wealth and cash buffers of borrowers
influence the overall strength of transmission
of increases in central bank policy rates to
households with a mortgage and the
economy more generally.

The share of outstanding mortgages with
variable rates is notably higher in Australia
than in many comparable advanced
economies (Graph A.1). Furthermore,
Australian mortgages with fixed rates
generally have shorter fixed-rate periods of
around two years; this compares with five
years in the United Kingdom and Canada,
and 30 years in the United States (Graph A.2).
However, during the COVID-19 pandemic,
the share of mortgages with fixed interest
rates roughly doubled in Australia (peaking at
almost 40 per cent in early 2022) as the
pricing of fixed-rate loans became more
favourable relative to variable rates.? The
share of new housing lending taken out at
fixed-rate terms of more than two years also
increased briefly during the pandemic, but
this trend was reversed by early 2022.
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Monetary policy pass-through to
outstanding mortgage rates is
quicker in Australia compared with
most other advanced economies

The pass-through of recent policy rate
increases to mortgage interest rates has been
faster and larger in economies with a higher
share of variable-rate housing loans. Since
the start of the most recent monetary policy
tightening phase, Australia’s policy rate has
increased by 325 basis points. The policy rate
in most advanced economies selected for
comparison has increased by more than
Australia over this period (Graph A.S).B]
Despite this, the average interest rate on
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outstanding mortgages in Australia has
increased by more than in comparable
economies with a lower share of variable-rate
loans (Graph A.4). This is also the case in
Norway, which has an even higher share of
variable-rate lending than Australia.

The transmission of monetary policy to
outstanding mortgage rates also depends on
the average term of outstanding fixed-rate
loans. In countries like Australia and New
Zealand, most fixed-rate mortgages will
reprice at new market rates within two years.
By contrast, new mortgages in the United
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States are typically taken out for fixed terms
of 30 years, by which time households are
likely to have fully repaid their debt or
refinanced it on more favourable terms.

The relatively quick and large increase in
outstanding mortgage rates in Australia
compared with other advanced economies
does not imply that the overall potency of
monetary policy is stronger in Australia than
elsewhere ¥ This is because there are other
important channels for the transmission of
monetary policy beyond the cash-flow
channel and the strength of these is likely to
vary across economies.
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