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Spreads in the mortgage market
• Paper about cross-section of spreads

• Status quo: all borrowers pay the same
spread

• Counterfactual: attentive and inattentive
borrowers pay different spreads.

• Two different cross subsidies from
inattentive to attentive borrowers

• Prepayment option
• Closing costs

• Spreads over time.
• Decomposition from Fuster et al (2024)

• FRM Spread is spread between Freddie Mac
Primary Mortgage Market Survey rate and
10-year treasury

• Two things to note:
• Option cost has gone way up
• P-S is how we pay for closing costsw
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Prepayment option cost

• Why has option cost gone up so much?

• Distribution of expected rate changes on
10-year bonds (from swap data).

• 2021: Low probability that long-term rates
will fall.

• 2024: High probability that long-term rates
will fall

• Option is costly to lender if borrowers are
going to exercise the option

• If option cost were fixed at 2021 level,
(some) borrowers would be getting a subsidy
now
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Closing costs

• “Price of intermediation”
• one-time cost to lender

• paid as a flow by borrower
• One-time prices spread out over the life of

the loan
• Inattentive borrower loans live longer –

should pay less
• Attentive borrower loans live shorter –

should pay more

• Inattentive borrowers are paying closing
costs for attentive borrowers

• For refinances (especially rate-and-term)
• P-S spread is deadweight loss
• Financial system already bears the risk.
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This paper
• Counterfactual: Suppose lenders could identify

attentiveness.

• Why do attentive borrowers pay more over
lifetime?

• Aren’t they always refinancing to get lower rates?

• Lose the cross subsidy for closing costs!
• With no closing costs everyone would pay the same

rate over lifetime.
• Price of option would exactly offset the benefit.
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The slide you’ve all been waiting for...

• The end.
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