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Interest Spread Determination of
Non-Recourse Mortgage with
Strategic Default Deferment

Bongjoon Kim™* - Doobae Jun™*

Abstract

We estimated the interest spread of non-recourse mortgage with strategic default deferment.
Specifically, we assessed the value of non-recourse rights using down-and-in barrier option model
and transformed it into the interest spread. Empirical results are summarized as follows.

First, the interest spread of non-recourse mortgage was proportionate to loan-to-value(LTV)
ratio, the interest rate of recourse mortgage, the volatility of housing price, the maturity of loan,
rental yield, and the strategic default deferment ratio. But it was inversely proportionate to risk—free
interest rate.

Second, the interest spread between vanilla option model and barrier option model reflects the
value of strategic default deferment. We found that this was proportionate to LTV ratio, the interest
rate of recourse mortgage, the volatility of housing price, and the maturity of loan. But it was
inversely proportionate to the strategic default deferment ratio and risk free interest rate.

Third, we analyzed the correlation between the implied strategic default deferment ratio and
loan conditions. We found that the incentive of strategic default increased with risk—free interest
rate, while decreased with LTV ratio, the interest rate of recourse mortgage, the volatility of housing
price, the maturity of loan, and rental yield.

Keywords : Non-recourse Mortgage, Strategic Default, Strategic Default Deferment, Down-and-In

Barrier Option, Interest Spread
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