
Adv. Math. Econ. 6, 123-147 (2004)

Valuation of mortgage-backed securities based
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Abstract. Mortgage-backed securities (MBS) have been rapidly increasing in
issued total amount recently in Japan.

In this paper, we consider the model where each loan borrower (mortgager) is
specified only by a single variable called prepayment cost which is not directly
observable in the secondary market. It is assumed that every mortgager does
prepayment reasonably at the first time when the market interest rate decreases
to the level that she or he thinks more advantageous to prepay the loan in
consideration of her or his peculiar prepayment cost.

We study the theoretical MBS price in the arbitrage-free framework and
present a procedure to estimate parameters of a distribution function of pre-
payment cost based on the history about riskless interest rate and actual pre-
payment events in terms of the Bayesian scheme.
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