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Traditional - mor

models are all based on

gage pricing

equilibrium interest rate models, which first introduced by Vasicek
(1977) and generalized by Cox, Ingersoll, and Ross (1985)
Unfortunately, a major weakness of such models is their inability to
‘enerate prices that fit current term structure

This article uses a bivariate pricing lattice, which differs from

includi

previous researches by interest rate process,

to value prepayment and default options embedded in both fixed-

and adjustable rate mortgages. A modified adjustable-rate mortgage

pricing approach is also suggested to increase the computational
efficiency. Combing both techniques results in a more accurate and
efficient pricing framework. The behaviors of morigage values are
then investigated based on the model

We find that term structure shape does affect mortgage values,

but the pattern differs for fixed- and adjustable rate morigages. Default

options which take into consideration of legal costs are also valued,

Increasing recollecting ability of a lender diminishes probabilities of

default, however, shortened legal processing time does not necessarily

reduce default risk. The results provide useful implications  for
mortgage securitization and AMC operation in Taiwan
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