Refinancing Your Mortgage

In the 1950s and 1960s, mortgage interest rates didn’t change very much, so a typical
homeowner bought a house, got a mortgage, and paid it off over 30 years. However, increased
volatility of interest rates since the 1970s means that it is profitable to refinance your mortgage
when the mortgage interest rate declines. Certainly, people who bought their homes in the 1980s
when interest rates were above 10 percent should have refinanced their mortgage loans at some
point. It only takes a small decline in the mortgage interest rate to make refinancing worthwhile.
The difference in rates has to make a big enough difference in your monthly payments to make it

worth the time, effort, and expense to refinance.

Almost everyone who took out a mortgage before 2009 could have profitably refinanced
in 2011, 2012, or 2013. Mortgage interest rates dropped substantially from 2009 to 2013, so a
homeowner is certain to pay less by getting a new mortgage than in sticking with the old
mortgage. The cost of refinancing is generally about 1 percent of the total amount you are
borrowing, but with a drop of 1 to 2 percentage points in the mortgage interest rate, refinancing
will pay for itself within a year. So, why doesn’t everyone refinance? Part of the reason is that in
the financial crisis, the value of many homes declined sharply, and banks will not refinance a
mortgage loan for more than the home is worth. These days, banks are generally willing to only
refinance your mortgage up to 80 percent of the home’s value, so the decline in home prices

means that many homeowners will not be able to refinance their mortgages.

Given the ability of homeowners to refinance their mortgages, you can see why the
percentage of the mortgage market that represents refinancing of existing mortgages (compared
with financing new mortgages) rises as the mortgage interest rate declines. This relationship is

shown in the chart. The blue dotted line shows that refinancing as a share of all mortgage loans is



sometimes as low as 12 percent and as high as 72 percent. As the mortgage interest rate declined
from 11 percent in 1990 to 3.5 percent in early 2013, the share of refinancing in the mortgage
market generally increased. Whenever the mortgage interest rate rises appreciably, as it did in
1994, 1999, 2005, and mid-2013, you see that refinancing activity drops. And when the
mortgage interest rate declines, many people refinance their homes and the market share of

refinancing rises.
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