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		This paper studies optimal mortgage design in a continuous time setting with volatile and privately observable income, costly foreclosure, and a stochastic market interest rate. We show that the features of the optimal mortgage are consistent with an option adjustable-rate mortgage (option ARM). Under the optimal contract, the borrower is given discretion of how much to repay until his balance reaches a certain limit. The default rates and interest rate payment on the mortgage correlate positively with the market interest rate. Gains from using the optimal contract relative to simpler mortgages are the biggest for those who face more income variability, buy pricey houses given their income level or make little or no downpayment. Our model thus may help to explain a high concentration of option ARMs among riskier borrowers. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: optimal mortgage design, dynamic security design, alternative mortgage products, option ARM

	
	

	
    

    
	

	
	
		JEL Classification: G20, G21, G33

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Piskorski,  Tomasz and Tchistyi,  Alexei, Optimal Mortgage Design (December 1, 2009).  Available at SSRN: https://ssrn.com/abstract=971223 or http://dx.doi.org/10.2139/ssrn.971223 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Tomasz Piskorski

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: Columbia University - Columbia Business School, Finance]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Columbia University - Columbia Business School, Finance  ( email )

			

			
			
				
				
				
					3022 Broadway
New York, NY  10027
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Alexei Tchistyi (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: Cornell SC Johnson College of Business]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Cornell SC Johnson College of Business  ( email )

			

			
			
				
				
				
					Ithaca, NY  14850
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      908

			

		
		
		
			Abstract Views

			    8,063

		

		
		 
		
			Rank

			   34,430

		

		
	


	
		
            
            	       10 Citations
		

	

	
		
			
				       26 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    American Finance Association Meetings (AFA)

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                American Finance Association Meetings (AFA)

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           10,238

                                    

                                    
                                        PAPERS

                                            1,056

                                    

                                

                                
                            

                        

                    

                
	
                    Columbia Business School Research Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Columbia Business School Research Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            6,085

                                    

                                    
                                        PAPERS

                                            2,218

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Oded Netzer at Columbia University - Columbia Business School, Marketing

                                    

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Financial Markets and Firm Dynamics

                        
                            By
                                
                                
                                    
                                    Thomas F. Cooley
                                     and 
                                
                                    
                                    Vincenzo Quadrini
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Optimal Lending Contracts and Firm Dynamics

                        
                            By
                                
                                
                                    
                                    Rui A. Albuquerque
                                     and 
                                
                                    
                                    Hugo A. Hopenhayn
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        On the Evolution of the Firm Size Distribution: Facts and Theory

                        
                            By
                                
                                
                                    
                                    Luis M. B. Cabral
                                     and 
                                
                                    
                                    JosÃ© Mata
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            The Information Technology Revolution and the Stock Market: Evidence

                            
                                By
                                    
                                    
                                        
                                        Bart Hobijn
                                         and 
                                    
                                        
                                        Boyan Jovanovic
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Aggregate Consequences of Limited Contract Enforceability

                            
                                By
                                    
                                    
                                        
                                        Thomas F. Cooley, 
                                        
                                    
                                        
                                        Ramon Marimon, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Aggregate Consequences of Limited Contract Enforceability

                            
                                By
                                    
                                    
                                        
                                        Thomas F. Cooley, 
                                        
                                    
                                        
                                        Ramon Marimon, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Aggregate Consequences of Limited Contract Enforceability

                            
                                By
                                    
                                    
                                        
                                        Thomas F. Cooley, 
                                        
                                    
                                        
                                        Vincenzo Quadrini, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Entrepreneurship, Frictions, and Wealth

                            
                                By
                                    
                                    
                                        
                                        Marco Cagetti
                                         and 
                                    
                                        
                                        Mariacristina De Nardi
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The it Revolution and the Stock Market

                            
                                By
                                    
                                    
                                        
                                        Jeremy Greenwood
                                         and 
                                    
                                        
                                        Boyan Jovanovic
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The it Revolution and the Stock Market

                            
                                By
                                    
                                    
                                        
                                        Jeremy Greenwood
                                         and 
                                    
                                        
                                        Boyan Jovanovic
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.113 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
