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Morningstar Perspective 

In the wake of the Federal Reserve’s decision to raise a key lending rate and indication of more rate increases to come, Morningstar 

Credit Ratings, LLC expects a reduction in mortgage prepayments, potentially increasing default risk in securitizations of residential 

mortgages. We anticipate that mortgages with loan-to-value ratios under 60% and interest rates under 6.0% will exhibit the biggest 

drop in prepayments. By our estimate, the concentration of this rate-sensitive borrower is 2.5 times higher in the postcrisis 

transactions. Therefore, based on our analysis, we expect rising interest rates to cause a disproportionately greater reduction in 

prepayments for postcrisis originations that have a higher concentration of low interest rate, low LTV mortgages. Using the 

CoreLogic, Inc. Home Price Index to determine the LTVs, we expect approximately $164.77 billion of private-label mortgages, which 

represents nearly a third of the nonagency universe, are likely to see their prepayments cut in half if the rate refinancing incentives 

disappear (based on agency prepayment trends, see the <60% LTV under Exhibit 1). Reduced payments increase the weighted 

average life of bonds in residential mortgage-backed securities, because the loans remain in the securitized mortgage pools longer.  

 

Our analysis uses the Morningstar proprietary credit model, which breaks down and examines mortgages by five common types 

(fixed-rate 30-year mortgages, fixed-rate 15-year mortgages, adjustable-rate mortgages, interest-only adjustable-rate mortgages, 

and interest-only fixed-rate mortgages), as each type has a distinct performance history. We also examine the performance of the 

newer risk-transfer RMBS agency deals under various interest-rate stresses.   
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The Fed in December raised its benchmark overnight lending rate to the 0.50%-0.75% range from the 0.25%-0.50% range and 

indicated it expects to make similar increases in 2017, meaning it will be more expensive to finance owning a home. In the benign 

U.S. interest-rate environment of recent years, the rapid pace of prepayments arguably has played a role in containing defaults. 

Tighter mortgage underwriting, low LTV requirements, and 100% due diligence in postcrisis jumbo RMBS transactions have limited 

defaults to only a handful of loans over the past seven years. Prepayments in postcrisis jumbo transactions have been over 20% 

within the first 12 months of loan origination. Rapid prepayments have accelerated the payments to bondholders, reducing bond 

duration. Rising interest rates could potentially cut prepayments to a fraction (Exhibit 5) of the current levels and increase default 

risk in RMBS transactions. 

 

Issuance of private-label RMBS, or RMBS not issued from Fannie Mae and Freddie Mac, declined to $84.23 billion in 2016, down 

13.6% from the year prior, according to the Securities Industry and Financial Markets Association. The challenge facing the private-

label RMBS market1, specifically the high cost of securitization, remains largely unaddressed. Much will depend on the regulatory 

landscape under the Trump administration. 

 

Interest Rates Drive Mortgage Prepayments 

Just as location is an important determinant of house prices, interest rates drive mortgage prepayments. Mortgage credit 

availability, home price appreciation, and other exogenous social and economic factors are less influential on a borrower’s 

prepayment decision. Higher interest rates crimp refinancing alternatives for borrowers and result in reduced principal prepayments 

in RMBS pools. If mortgage rates rise above the existing interest rates on RMBS pools, we expect to see a reduction in principal 

prepayments because of a decrease in refinancing activity. The borrowers would have no incentive to refinance under these 

circumstances.  

 

Prepayment Trends 

Morningstar analyzed prepayment trends of agency and private-label RMBS deals and found that prepayments are sensitive to 

interest rates across the board; however, we found that borrowers with more equity in their homes are more rate sensitive. Exhibit 1 

below shows the S-curve for various LTVs. The S-curve captures the rate of change in the constant prepayment rate against the rate 

of change in the borrower refinance incentive. The borrower refinance incentive is calculated as the difference between the 

borrower’s mortgage interest rate and the national Primary Mortgage Market Survey rates for a given month. The S-curve is 

steepest for loans with the lowest LTVs, which means that the low LTV borrowers react quickly to changing interest rates. With a 

                                            
1For more information, please see “With Private-Label RMBS Stymied, Nontraditional Deals Highlight Market Activity,” published in July 2016. 

https://ratingagency.morningstar.com/PublicDocDisplay.aspx?i=QCO1J5bwiv8%3d&m=i0Pyc%2bx7qZZ4%2bsXnymazBA%3d%3d&s=LviRtUKXqs8kml5dHt7FTeE2SZmY0Fvqd4iX49Mk%2f9UapyiFTEO6TA%3d%3d
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0.25% rate refinance incentive, borrowers that had an LTV of less than 60% were 11 times more likely to prepay on their mortgages 

compared with those that had no equity in their homes, or an LTV above 100%. Finally, we found that borrowers with more equity in 

their homes prepay more often and respond earlier to a smaller reduction in rates compared with borrowers with less equity in their 

homes. This is evident from viewing borrowers’ reactions when the rate refinance incentive is 0% in Exhibit 1. 

 

Exhibit 1: Prepayment Sensitivity to Changing Interest Rates Based on LTV 

Agency S-Curve by LTV; Historical Prepayments on 25 Freddie Mac Structured Agency Credit Risk Transactions from 2013 through 2016 

 
Sources: Morningstar Credit Ratings, LLC and 1010data, Inc. 
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Exhibit 2 shows that prepayments have been high under the recent low-interest-rate environment regardless of the asset class. For 

private-label deals, they hover around 20%. Agency transactions are slightly lower in the high teens. 

 

Exhibit 2: Historical Prepayments Across Asset Classes* 

Prime (FICO≥660), Nonprime (FICO<660), and 25 Structured Agency Credit Risk deals 

  
*Prepayment rate calculated using a minimum sample of 2,000 loans in each period. 

Sources: Morningstar Credit Ratings, LLC and 1010data, Inc. 
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Borrowers with higher interest rates prepay more often within the first few years of loan origination (Exhibit 3). These borrowers 

have a higher rate refinance incentive and may seek out refinancing opportunities as they build up equity in their homes.  

 

Exhibit 3: Prepayments Based on Interest Rate* 

Data represents various mortgage interest rate buckets 

Prime (FICO≥660)            Nonprime (FICO<660)  

  
25 Structured Agency Credit Risk deals 

 

*Prepayment rate calculated using a minimum sample of 2,000 loans in each period. 

Sources: Morningstar Credit Ratings, LLC and 1010data, Inc. 
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Modeling Interest-Rate Stresses 

Interest-rate forecasts have a significant impact on the Morningstar loss projections, because interest rates affect principal 

prepayments. Therefore, Morningstar separates our models using the following five mortgage product types to project losses: fixed-

rate 30-year mortgages, fixed-rate 15-year mortgages, adjustable-rate mortgages, interest-only adjustable-rate mortgages, and 

interest-only fixed-rate mortgages. Each product type has its own submodel, built around its product performance history. Having a 

separate submodel for each product type allows us to capture product-specific idiosyncrasies in borrower prepayment behavior, 

because prepayments can significantly alter default projections. For example, with all else equal, an interest-only adjustable-rate 

mortgage will have a different prepayment profile than a fixed-rate 30-year mortgage. Expressing the prepayment idiosyncrasies via 

the submodels allows for greater precision in forecasting prepayments and in handling the interdependencies between 

prepayments and defaults.2   

 

To project prepayments, Morningstar stresses interest rates in both rising and falling rate environments. The structured finance 

economic outlook committee determines the expected and stressed interest-rate forecasts that Morningstar uses in modeling 

prepayments. The structured finance economic outlook committee, a panel of analysts that meets monthly, considers various factors 

in determining appropriate interest-rate stresses, such as mortgage market trends, changes in benchmark interest rates, and 

changes in legislation. Exhibit 4 shows the Morningstar AAA high, AAA low, and B expected interest-rate assumptions against the 

historical national monthly Primary Mortgage Market Survey mortgage interest rates.  

 

 

 

 

 

 

 

 

 

 

 

 
                                            
2For additional details about Morningstar’s handling of interest-rate stresses, please see Section 1.1 of “RMBS Ratings Methodology,” published in October 2016. 

https://ratingagency.morningstar.com/PublicDocDisplay.aspx?i=Jk5BeC44pN0%3d&m=i0Pyc%2bx7qZZ4%2bsXnymazBA%3d%3d&s=LviRtUKXqs8kml5dHt7FTeE2SZmY0Fvqd4iX49Mk%2f9UapyiFTEO6TA%3d%3d
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Exhibit 4: Projections Under Morningstar AAA and B Interest-Rate Stresses Versus Historical 

 
Note: National monthly Primary Mortgage Market Survey interest rates used for historical 30-year interest rates. 

Sources: Morningstar Credit Ratings, LLC, Intex, 1010data, Inc., and Freddie Mac 

 

Exhibit 5 shows Morningstar’s prepayment projections on a pool of Freddie Mac Structured Agency Credit Risk, Fannie Mae 

Connecticut Avenue Securities, prime, and nonprime pools using the Morningstar B interest-rate assumptions. The prepayment 

projections reflect a vast universe of RMBS loans, with the Structured Agency Credit Risk, or STACR, cohort making up over $163.27 

billion in loans; the Connecticut Avenue Securities, or CAS, cohort comprising $353.35 billion; the prime cohort consisting of $1.58 

billion; and the nonprime cohort representing $9.26 billion. Under the Morningstar B rating modeling assumptions, prepayments fall 

significantly after the first three years. Also, prepayment forecasts vary greatly with mortgage interest rates (Exhibit 6). During the 

first three years, borrowers with interest rates in the 4.01%-6.00% range prepay at twice the rate of those with a rate in the 2.01%-

4.00% range.  
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Exhibit 5: Prepayment Projections Under Morningstar B Interest-Rate Assumptions 

  
Note: Projections displayed begin at seven months to normalize for loan seasoning across asset classes. 

Source: Morningstar Credit Ratings, LLC 
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Exhibit 6: Morningstar Constant Prepayment Rate Projections Based on Interest Rate 

Prime (FICO≥660)          Nonprime (FICO<660)  

   
 

Structured Agency Credit Risk deals         Connecticut Avenue Securities deals 

  

Note: Projections displayed begin at seven months to normalize for loan seasoning. 

Source: Morningstar Credit Ratings, LLC  
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Prepayments in Postcrisis RMBS Originations Will See a Greater Impact 

By our estimate, about two-thirds of the postcrisis originations have mark-to-market LTVs below 60%, compared with only a third of 

the precrisis population. Mark-to-market LTVs are calculated by updating the property values using the Home Price Index to reflect 

the borrower’s current equity on the mortgage. Historical data indicates that borrowers with such low LTVs are likely to prepay less 

often as the refinance incentives disappear (Exhibit 1). By our calculation, over 96% of the postcrisis RMBS originations have 

mortgage interest rates below 6.0% with a Morningstar mark-to-market LTV below 80%. By contrast, only half of the precrisis 

population falls into this category. Based on our analysis of historical prepayment trends, these borrowers will prepay less often if 

there is no benefit to refinancing.   

 

Exhibit 7: RMBS Originations by Interest Rates and Morningstar Mark-to-Market LTV 

Sources: Morningstar Credit Ratings, LLC, CoreLogic, Inc., and 1010data, Inc.          
 

Agency Loans to See More Pronounced Effect of Rising Interest Rates 

With interest rates set to rise in 2017, investors should expect reduced prepayments in RMBS. Reduced mortgage prepayments 

extend the credit risks in RMBS transactions, as the weighted average life of the mortgage pool increases. Historical data suggests 

that borrowers with lower LTVs react quickly to changing interest rates. Relatively speaking, postcrisis originations will see a greater 

reduction in mortgage prepayments because more of these loans were originated with lower LTVs. However, postcrisis originations 

make up only 5.6% of the outstanding private-label population, and the impact on the nonagency sector may be muted. On the 

agency side, approximately $65.08 billion of the recent STACR and CAS originations have LTVs of 65% or lower with interest rates 

below 6.0%, and the impact of rising mortgage rates appears more pronounced.  
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DISCLAIMER 

The content and analysis contained herein are solely statements of opinion and not statements of fact, legal advice or 
recommendations to purchase, hold, or sell any securities or make any other investment decisions. NO WARRANTY, EXPRESS OR 
IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE 
OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MORNINGSTAR IN ANY FORM OR MANNER 
WHATSOEVER. 
 
To reprint, translate, or use the data or information other than as provided herein, contact Vanessa Sussman (+1 646 560-4541) or 
by email to: vanessa.sussman@morningstar.com. 
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