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Refinancing a home mortgage can be a time-consuming process with many associated costs. MARIO TAMA/ GETTY
IMAGES

Refis Could Push Mortgage Rates Higher
Borrowers are moving faster to secure lower rates, but there are consequences for the mortgage market
_“Marry the house, date the rate,” real-estate agents have been known to advise prospective buyers. Now, Americans are

jumping on opportunities to refinance and save money on their monthly mortgage payments. But what is the market
going to make them pay for that privilege?

The recent decrease in mortgage rates has led to a pop in the number of people who are looking to refinance home loans
they took out when rates were closer to 7% or 8%. The Mortgage Bankers Assoma’uon s weekly refinance applicatign
activity index in mid-November was more than double what it was a I W v

That isn’t a surprising reaction to falling 30-year fixed mortgage rates. The pational average has gone from
apound 6.8% a year ago to under 6.3% now, according to Freddie Mac tracking Bu N people
are moving to find new rates has been startling.

Historically, even people who always intended to refinance at some point have tended to wait until they have a big
incontive in tho form of a decline in rates. Refinancing can be a time-conguming process, with coste ranging from

appraisals to lawyers. \35\9

Nowadays, though, people are moving much faster than the usél to. At the pace of prepayments in October over half )
of the balances of mortgages @ h an incentive to lower their interest rate by an average of 0.75 percentage point would
(— N 5 ‘




be paid down early over the course of a full year, according to data on 6- to 24-month-old Freddie Mac loans compiled
by the alternativeasset man;gg‘r Mariner Investment Group’s Bright Meadow Capital team.
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hat is alfaster p an in October last year. A decade ago, in 20135, the early prepayment rate that year was less than a
ird of outstanding balances at that level of incentive. '
&%

Why the rush? There are likely many drivers. Higher levels of rates and hig me priéé»sfi’cé'n mean that even the
dollar savings of obtaining a somewhat lower rate are significant. Whatever the reason, ‘actually daing so is getting
easier for some borrowers. \30\5 S

Some mortgage-origination firms have focused their businesses on both making loans and servicing them, meaning they
collect the monthly payments, Servicing relationships_enable those originators to be more effective in the pursuit of
refinancing their own customers, giving them additional data and speeding'the process. And with more of the
transaction happening digitally, some originators are getting very good-at capturing the refinancing of a servicing
customet. ’

For nonbank mortgage firms, the @m’ce\ﬁr refinancing _of servicing customers wgs ‘29% i'h the second quarter,

according to Intercontinental Exchange data. That was more than twice the bank rate. W oA

This isn’t just a change for home borrowers. The speed at which mortga es prepa including through refinancing, is
important to investors in mortgage loans and the bonds that pool them.

One of the mai of buying mortgages: gﬁafaﬁteed by gé&érnment- backed agencies, which takes credit risk mostly
off the table, is that they prepay early when interest rates fall. \ M @ g\E

When that happens, investors have.fo Teinvest that same money atNower interest rates, losing the benefit of a fixed rate.
So when borrowers refinance more quickly than anticipated, bond investors can be caught off guard.

In turn, bond investors migl_)i s_eék additional compensation for that risk in the form of a higher yield. That in practice
translates into a wider spread—or gap—between the yields on mortgage bonds and benchmark Treasurys. And wider
bond spreads can mean higher mortgage rates.

Even though spreads.on many forms of credit, such as corporate bonds, are historically tight, this isn’t the case for so-
called agency mortgage-backed securities, which are backed by government-sponsored enterprises such as Freddie Mac
and Fannie Mae.

“One significant reason those spreads have widened is because borrowers are better at exercising prepayment options,”
said Adam Rilander, chief investment officer at Bright Meadow. He added: “It will likely lead to higher mortgage rates
in the long run, though, because there’s a cost to that.”

The spread between the yields on benchmark 30-year agency mortgage bonds and relevant Treasurys is now aroun@

percentage points, according to data compiled by analysts at Bank of America. That is above the 10-year average, as
well as the lows over that period, which were around 0.6 percentage point. \A X
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Mortgage rates could be driven lower by a market view that overall interest rates will be lower for a longer period. Or
by more demand coming into the market for mortgage bonds. For example, The Wall Street Journal recently reporfg
g

that Fannie Mae and Freddie Mac have been allowed to step up purchases of mortgage-backed securities. M

But spreads could remain elevated for as long as lenders fear speedy early repayment. So for borrowers, having the
option to refinance later can mean paying more now.

—Telis Demos
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