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ABSTRACT

Around the world, in most of the countries which have an active Debt Market, the mortgages
form a major constituent of it. The portion of equity left after securitizing a pool of mortgages
is known as the Residual Equity, which is normally owned by the issuer of Mortgage Backed
Securities. The yield on these residuals is affected by two main factors — the Prepayment
Rate and the Default Rate. These two parameters in turn depend upon a number of factors.
The Prepayment Rate is mostly influenced by the prevailing interest rates as a reduction in
the interest rates make the people refinance their mortgage loans and thus lead to an
increase in the prepayment speed. So the Constant Prepayment Rate (CPR) is taken as a
function of interest rates, although there are a number of other smaller reasons also that
affect the prepayment speed. Similarly the defaults are measured by the Constant Default

Rate (CDR) and they directly impact the return on these residuals.

This paper attempts to explore the viability of using various interest rate and credit derivative
products in hedging the Prepayment and Default Risk of Residual Owners in MBS. The most
common interest derivative products used are bond options, interest rate caps and floors,
and swap options. The swaps have been used extensively by the Mortgage Portfolio
managers and Mortgage Servicer but whether they can be used by the residual owners as
well, has been explored in this paper. Similarly the Credit Default Swaps and Total Return
Swaps can be used to hedge against credit defaults. But all of them may not be applicable in
certain situations and in some of the scenarios, certain alternatives may be more appropriate
than others. So the objective of the paper is to explore alternative hedging options available

to residual owners and evaluate their effectiveness.

Keywords: Residual Equity owners, Mortgage Backed Securities, hedging, interest rate

derivatives, credit derivatives, Prepayment Rate, Default Rate
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|
INTRODUCTION

Mortgages form a major portion of the debt market in all the countries. Their most attractive
features include their liquidity and customization. The development of CMOs (Collateralized
Mortgage Obligations) has vastly enhanced the investor’'s options to choose the risk return
profile according to his appetite. The basic purpose of a CMO is to break the collateral cash

flow into separate classes of claims to satisfy investors with different preferences.?

The tranches of the CMO pay interest simultaneously, while the principle is paid out in a
sequence depending on the maturity period of the particular tranches. The most risky set of
investment among these is the residual equity, which receives payments only after the
servicing fees; interest & principal payments for all the tranches and replenishment of any

credit enhancements (Reserve Fund or Over Collateralization) have been done.

In order to make an estimation of the risk weighted return from these investments, it is
necessary to consider the prepayment and default risks, because prepayments and defaults

are the center of all mortgage security valuation and analysis.

The Prepayment Rate is mostly influenced by the prevailing interest rates as a reduction in
the interest rates make the people refinance their mortgage loans and thus lead to an
increase in the prepayment speed. So the Constant Prepayment Rate (CPR) is taken as a
function of interest rates, although there are a number of other smaller reasons also that
affect the prepayment speed. Similarly the defaults are measured by the Constant Default
Rate (CDR). Both these factors directly influence the pricing and returns of these

investments.

So this paper attempts to explore the viability of using various interest rate and credit
derivative products in hedging the Prepayment and Default Risk of Residual Owners in MBS

and also to find other available hedging options.

2 Oldfield & Reynolds, Making Markets for Structured Mortgage Derivatives
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THE BASE MODEL

For the purpose of elaboration a base model of Sequential Pay Class Mortgage Securities

has been developed and the effect of using credit derivatives has been tested on it.

Tranche A:
Amount - $ 70,000
Interest — LIBOR + 50bp

Borrowers:
Loan Amount -$ 100,000 SPV Tranche B:

— O )
Interest Rate — 10% : Amount - $ 25,000

Interest — LIBOR + 125bp

\ 4
Residual Equity:
Amount - $ 5,000

Fig. 1: The Base Model

OTHER PARAMETERS USED
1. Servicing Fees — 0.5% of Unpaid Principal Balance
2. Time to Maturity — 30 years
3. For calculations LIBOR has been taken as 5%
4. Required OC (Over-Collateralization) Fund of $1,900 of which 50% is initially funded
by the residual owner and it is build up to the required level with the excess interest
spread received

5. A Recovery Rate of 70% on Defaults

PREPAYMENT AND DEFAULT CURVE

In industry the concerned players use their proprietary models to forecast Prepayments and
Defaults. Normally it is done in by using the past prepayment and default data. For the
purpose of our model we have used the Standard PSA (Public Securities Association) curve

for Prepayments and the SDA (Standard Default Assumption) curve for defaults.
The prepayment speed for the base model has been taken as 100 PSA, which is empirically
defined as the case when the annual CPR starts from 0.2% in the first month and increases

to 6% by month 30 and remains stable at that value for the rest of the period.
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Standard 100 PSA

7.00% -
6.00% -
5.00% -
4.00% +
3.00% -
2.00% -
1.00% +
0.00% -

% CPR

1 9 17 25 33 41 49 57 65 73 81 89 97 105 113 121 129 137 145 153 161 169 177 185 193 201 209 217 225 233
Period (Months)

Fig. 2°: Standard 100 PSA curve

Similarly the Default curve for the model has been taken as 100 SDA. In this, the Annual
CDR% starts from 0.02% in the first month and continuously increases to 0.6% till month 30.
After this it remains stable at this value until month 60 after which it drops to 0.01% by month

120 and remains stable at that thereafter.

PSA - 100 SDA

0.7000%
0.6000%
0.5000%
0.4000%
0.3000%
0.2000%
0.1000%
0.0000%

% CDR

1 10 19 28 37 46 55 64 73 82 91 100 109 118 127 136 145 154 163 172 181 190 199 208 217 226 235
Period (Months)

Fig. 3*: Standard 100 SDA curve

THE WATERFALL STRUCTURE OF THE MODEL

Sequential Pay Class Security and the priority of collected Principal amounts and Interest
payments of the model can be broken down in the following format. The Principal constitutes
the Scheduled Principal paid regularly by the borrowers, the Prepayments made and the
Defaults. The losses are calculated at 30% of the default values. This amount is made up
from the OC Fund and the OC is kept at the required level through the excess interest

received by the residual owner. In the event of very high losses where even the OC and

3 Frank J Fabozzi, Bond Markets, Analysis and Strategies, p242
4 Frank J Fabozzi, Bond Markets, Analysis and Strategies, p250
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excess interest are also not able to pay for it the difference would be borne first by the

residual owner, then by tranche B and then by tranche A.

PRINCIPAL PAYMENTS - All Principal Payments will go first to the investors of the A class
security. B class will receive principal payments only after Class A has been fully repaid its

par value. Any principal left thereafter will be given to the residual owner.

INTEREST PAYMENTS — The interest payments would be utilized to pay the servicing fees,
and subsequently both the tranches will receive interest payments (based on their respective
current principal balance) while the class is outstanding. The remaining interest after these
payments would be used to replenish the OC fund to its required level. The residual owners

would receive any excess interest left after all these payments.

Fool Balance 100000

Interest Riate 10,0024 | Tranche |Frincipal |Interest Fate |Yield |Selling Price

WA 360 A 70000 04gs| BEO: 10032 | Recovery

FMT [$E77.67) E 25000 0.52x| B26x 00z2| $26,000.00

Servicing Fee 0503 Flesidual 0 083 1000 1k

Defaulk Recoverny T

Loss Trigger 5 95000 LIBOR B.00%

5000 &-spread 0603

13 initial O funded? ¥ E-zpread 1268

if ye s what 3 1 Al

Initial OC £ 98000

Iz Int
Cummulative (Lozs  |Prepay (Prepay sufficient

Ionth UFE PMT Principal | Interest | Servicing Fee | Default | Oefault Value |Recovery  [Loss Loss trigger |ment | Principal Total P Tatall ? Required OC | OC Le
1| $100,000.00 | $ 87767 [ § 4424 | $83333 | $ HE7 | 008x| $ TH9E | $  BAOR | 4 2399 % 2399 0| ok $ 9396 | § 22406 | § THIET 1] % 130000 1
2] $ 9977504 [ $AVEO9 ) 4453 | $A0I47 | & 57| DM6x| 3 15957 | ¢ MMT0 | § 4787 | % V186 0| n2ox $ 19946 | 40356 | $ 78989 114 180000
3| f 99537228 | $AVIE4 | $ 4AT4 | $ RO % 4| D24x| 4 23833 ¢ IEEET [ TIAR| ¢ 1338 0| na0x $ 29793 | $  BBLI0 [ $7EET0 1] % 130000
4% 9BTIIE | $ OERAT | $ 4487 | $92306 | % HE | 032 4 MB83 | ¢ 209§ 9480 % 23RN 0| 4oz $ 39499 $ 7RESE4 [ § VRN 1] % 130000
Bl f 95,030.34 | § OELET | & 4491 | $ 51606 | & 4085 | D40l G996 | § 2P457 | § ITER ) § U5ATE 1] AR 459.95 JZE8Y | & TTEN 11 130000
Bl & 970251 [ 4 80402 | 4 4488 | $20024 | ¢ 4046 | D43 ¢ 4EES1 | ¢ 32643 | 1A [§ 49653 0 E| $ G223% | § 09307 | $TERTE 1] ¢ 130000
Tl & SE05.34 [ $344.29 ) 4477 | $ 80003 | & 4001 | 08| & BITA4 | § IR0 | § MEL2F | § RGETE 0 AR ETILTE 263, § TE0.I2 1] ¢ 130000
Bl & S4TELID | $334.20 | § 4407 | $TRIEE | ¢ 945 | DBl 0 BOEIY | & 42433 | § 19186 | & BIRE2 0 R TETTE | § 140849 | § 7R003 1] ¢ 130000
B 4 B330206 | $22R2T ) $ MDD | $TTTM | & 3830 | 072l BTISZ | & 47028 | § 20055 | & 10407 0 LA0z| $ 230.72 555, $ T304 1] ¢ 130000
10§ MTIEIT | 20850 ¢ 4204 | $T6457 [ & F2E | 0A0x| ¢ TMO0Z| ¢ BREZ | § 22021[$ 126037 LN N A S ) Fac E45, $T2ETI 1] ¢ 130000
[ $ 9000147 | $794.306 | ¢ 4351 | $ 70056 | & 704 08l THAE! | ¢ BOATE | $23T7G | & 148803 0 AL I3 330,84 328, $ 71330 1] ¢ 130000
12 § SB2T4BZ | $TTRET | 4 4200 ) $7I0EZ [ & 367E | 09Ek §  B4TO0% | ¢ B9292 | ¢ 204N ¢ 17223 0 lax] ¢ 105ETE 1948.81 | ¢ ED034 1] ¢ 130000
13 & BEI2600 | & TEIE1| & 4242 | 4 71338 [ & 3687 10dk| ¢ BITI6 | ¢ B28M | $2E320 (¢ 202144 0] 130 ¢ 1121Es ZE14E | § BE3H 114 180000
14| § B4ZEAEG | $T4298 | & NT8 ) $T0220 [ & 30 Uk F 0 M330 | F BE03 | $28293 ) § 230443 0 40| ¢ 17902 | § 206409 | $EETOI 1] % 130000
15 & B2ZI0036 | $725.23 | & 4106 | § 68417 [ & 21| 20§ 984T $ B89.G0 [ 29541 ¢ 250984 0| 1E0%| 123089 | $226666 | §E49.96 1] % 130000
16| & VH.84369 | $ 70565 | & 4029 | $E6536 | & 2T A2Em| f 02148 [ $ TI04 | $30645 [ $ 230629 0| 1E0x| # L2FESS | $2338E3 | $ 63210 1] % 130000
17 & VTEOSOT7 | $685.33 | & 3945 | $ 64588 [ & 229 | 138W| § 105353 | §  TITAT | § 306 [ § 322235 0 70| 0 13692 | $2409.80 | 61252 1] % 130000
18 & THONGT | $6E436 | & 3056 | $E2ETI [ & 29| 4l 108082 [ § TEEST [ $32424 | ¢ 354659 0| 1e0x| 138102 | 247040 | 53450 1] % 130000
19 § V2E2ATT | $64283 | & 3763 | $ BOR21 [ & 026 [ 182W) § 10332 | § FF233 | § 3300 § 38TVES 0| 180 137906 | § 252001 | $ 57495 1] % 130000
20| & TOOD4EE | $E20.85 | $ 36E4 | § 53421 | £ 2821 B0l $ 0 112109 [ $ TBATE [ $33633 | ¢ 42139 0| 200%| 140036 | 255309 | § 65500 1] % 130000
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22| % B4.952.08 | $5VEET [ $ 3456 | § 5432 | $ P07 17BN \M2ES [ $ 79986 | $34280 [ $ 439696 0| 220 $ 142837 $260563 | § 51425 1] % 130000
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24| & 5973908 | & B30T | $ 3235 | $49783 | # 2489 | 182  \ME3IT [ $ 90246 | ¢ M391[ F 55}4ET 1] 24me$ 143286 [ § 2ENED | $47293 1] % 130000
25| & GTI2740 | 60727 [ § 21| $47E0E | $ 2380 | 200k $ 10192 [ $ 79935 | $34258 [ § 5AIT4E 1] 2AM[ $ 142740 [ $ 260054 | § 45226 1] % 130000
26| & B4526.06 | $404.44 | $ 3005 | $45439 | $ Z2PR| 0@ f \I3RB3 [ TAN4T | $3400B [ $ B2ETH 1] ZEM[$ 141682 [ $ 2580560 | § 43167 1] % 130000
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Fig. 4: Calculation for the Base Model
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The residual cash flows are calculated for the above stated model. The 3 constituents of

these are the Principal Payments received, the Excess Interest and the OC released. The

distribution of the timings of the principal and interest payments is shown below.

$400.00
$350.00
$300.00
$250.00
$200.00
$150.00
$100.00

$50.00

$-

Distribution of Residual Cash Flows for the Base Model

1

B Principal Receipts
@ Excess Interest

Period (Months)

21 41 61 81 101 121 141 161 181 201 221 241 261 281 301 321 341

Fig. 5:

Distribution of the principal and interest receipts for the Residual Cash Flows

As is clearly evident from this graph that the residuals are receiving their Principal payments

very late, so if the prepayment speeds are slow and the default speeds are high, then the

yield of the residuals will fall drastically.

DISCUSSION AND ANALYSIS

For the purpose of analysis 4 different cases of PSA and SDA speeds (50, 100, 200 and

400) are considered and 16 scenarios are developed and the Residual yield is calculated in

all of them. The results for the base model are as shown below:

Residual Yield

50 100 200 Mean SD
34.05 22.5 7.06 -25 9.6525 | 25.61128
30.06 23.2 12.8 -14.4 12.915 | 19.54358

29.6 241 15.71 5.2 | 18.6525 | 10.63251

27.9 243 17.8 99| 19.975| 7.91091
30.4025 23.525 13.3425 Xyl Without Using
2.60308 | 0.834166 | 4.663278 | 16.42952 CDs
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Observing the individual effects, it is evident from the graph below that the yield for low
defaults is high and less volatile for all the 4 cases of prepayment. But at high default speeds
(200 and 400), there is drop in its value and it also starts exhibiting high volatility. So defaults

have a very significant impact on the yield of residuals.

4 N
Residual Yield Variation with SDA (Before using CDS)
40
30 | _
il ——50 PSA
o ——100 PSA
2 104
s o 200 PSA
[
> 10 50 100 200 \00 400 PSA
-20
-30
SDA
- J

Fig. 6: Residual Yield Variation with SDA before using CDS

The graph of yield variation with prepayment speed is shown below and it clearly indicates a
high variation at low prepayment speeds. The variation is significantly reduced at higher
prepayment speeds. This happens because with high prepayments you get the principal

back early and the effect of defaults get reduced.

4 ™
Residual Yield Variation with PSA (Before using CDS)
40
30
o 201 50 SDA
:\“«? 104 ——100 SDA
s 200 SDA
S
> 104 50 100 200 400 400 SDA
-20
-30
_ PSA )

Fig. 7: Residual Yield Variation with PSA before using CDS
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The combined effect of variations in yield with both variations in PSA and SDA can be
observed in the graph shown below. The yield surface has been plotted against the SDA on
X-axis and PSA on Y-axis.

Yield %

400

PSA

Fig. 8: Residual Yield Surface before using CDS

The worst scenario is when the defaults are very high and the prepayments are slow, in
which case the yield on residuals even becomes negative. Low prepayments are good as
long as defaults are less and high prepayments are also good when the default speed is
slow. But if the defaults are low and the prepayments are high then also the yield gets
reduced (although very marginally) because of a loss in excess interest that could have been

earned.

HEDGING OF DEFAULT RISK FOR THE RESIDUAL EQUITY OWNERS

The Credit Default Swap® has today become the standard credit derivative and is widely
regarded as the basic building block of the credit derivatives market. A default swap is a

bilateral contract that enables an investor to buy protection against the risk of default of an

5 J.P.Morgan’s Handbook on Credit Derivatives
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asset issued by a specified reference entity. Following a defined credit event, the buyer of
protection receives a payment intended to compensate against the loss on the investment.
This is shown in the figure below. The settlement might be done through cash or through
physical settlement®, as shown. In return, the protection buyer pays a fee. For short-dated
transactions, this fee may be paid up front. More often, the fee is paid over the life of the

transaction in the form of a regular accruing cash flow.

Default Swap Spread
Protection Protection

Buyer > Seller

Cash Settlement

100-Recovery Rate
Protection Protection

Buyer Seller

A

Physical Settlement
Bond

Protection Protection
Buyer Seller

100

A

Fig. 9: Credit Default Swaps

Credit Default Swaps for bonds and tranches have a high liquidity in the market and are
traded very actively with well defined structure to find the applicable credit premium to be
paid to the protection seller in exchange for a pre-defined credit protection given to the
buyer. But the residual equity in a mortgage security is not a tranche and a CDS protection

for it is not commonly traded in the market.

The defaults for a residual are very high as it is providing protection to the securitized
tranches and if we consider it as a tranche then the rating is normally below BBB-. So, for
practical purposes it will be very difficult to find a counterparty that will take this risk and write
a CDS for it.

But for academic purposes we can consider an entity that will sell credit protection in return

for a premium calculated on 150% of the expected losses (extra premium for bearing a high

® The Lehman Brothers Guide to Exotic Credit Derivatives

Page 10 of 16




APAD Conference 2006 - Busan, Korea

risk due to less knowledge of the product and the uncertainty involved). The credit premium
for such a CDS is calculated by equating the Present Value of the Protection Leg (which in
this case is the present value of 150% of the expected losses) and Premium Leg. The
present value of the premium in this case comes out to be $ 3,437. After using this, the yield

on the residuals is calculated for the same 16 scenarios as before and there effect is

compared. The results are as shown below

Residual Yield

50 100 200 400 | Mean SD
21.45 18.74 14.62 17.2 | 18.0025 | 2.858582
16.9 15.07 141 9.6 | 13.9175 | 3.103636
12.08 10.66 9.34 10.32 10.6 | 1.134313
6.25 5.27 3.8 4.22 4.885 | 1.100136

14.17 12.435 10.465 (DEEEE  Using Credit
6.520373 | 5.807584 | 5.038687 | 5.324844 Derivatives

The effect of using CDS on the residual yield is clearly evident from the new Yield Surface

that is obtained as show below which clearly indicates a low volatility at different defaults.

Yield%

400

PSA

. T 50
. 400

Fig. 10: Residual Yield Surface after using CDS
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The individual variations based on SDA and PSA have been analyzed in the following 2
graphs. It can be observed that although this strategy has aggravated the prepayment risk as
yield volatility for different prepayment speeds have increased but it remains very stable at
different values of defaults. Thus it clearly shows its effectiveness in hedging the default risk
of the residual owner. But the Credit Derivative products should be used in tandem with other
options that can hedge the prepayment risk. Any effect on the defaults should not be looked

in isolation and its correlation with prepayments should be taken into account.

4 N
Residual Yield Variation with SDA (After using CDS)
25

° 20 - \/

© 4

215 \ ——50 PSA

< 101 — —100 PSA

> 5. 200 PSA

0 ‘ ‘ ‘ 400 PSA
50 100 200 400
SDA

N J

Fig.11: Residual Yield Variation with SDA after using CDS

For the yield variation with prepayments, the variation for different default curves has fallen
drastically. Although there is a slight deviation from the normal trend at prepayment speed of
100 PSA but that is because of the shape of the prepayment and default curves and their

correlation with each other in impacting the yield on residuals.

4 N
Residual Yield Variation with PSA (After using CDS)
25
o 201
g 15 — 50 SDA
i ——100 SDA
s 107 200 SDA
> 5| 400 SDA
0
50 100 200 400
L PSA )

Fig. 12: Residual Yield Variation with PSA after using CDS
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EVALUATING EFFECT OF USING CREDIT DERIVATIVES ON RESIDUAL YIELD

Finally, the effect of using CDS in hedging the default risk of the residuals is evaluated

through a pictorial representation of the yield for different prepayment and default speeds,

both before and after using credit derivatives.

-
Residual Yield (%) Variation (Before using CDS)
b 27.9
450 A 4.3 178
400 - Q 9.9
350 -
300 -
% 250 2 4.1
5 200 -| O 15.71 O 5.2
150
3.2
100 12.8
50 2.5 7.06
O T T T
34
100 50 100 200 300 400 5
SDA
N

Fig. 13: Residual Yield Variation before using CDS

These two graphs clearly show the impact of CDS on the residual yield. Before using it the

yield variation for different prepayment speeds at given default value was very low, whereas

the same variation for the defaults was very high.

-~

PSA

Residual Yield (%) Variation (After using CDS)

a

450
400
350
300
250 ~
200
150
100

50

-100

D

A
(@)

SDA

Fig. 12: Residual Yield Variation after using CDS
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However, after using CDS the trend gets reversed. The yield variation for different default
speeds at a given prepayment rate becomes stable whereas the yield variation across
prepayment rates becomes high. Thus the hedging of default risk aggravates the

prepayment risk (although not to a very high level) but effectively hedges the default risk.

The yield for high default and high prepayments remain more or less the same but the yield
for high prepayments and low defaults becomes very low which was earlier very high, and
the yield for high defaults and low prepayments gets a big jump when the same was very low
earlier. So the default hedging should be used in association with other strategies to hedge

the effect of high prepayment speeds.

HEDGING OF PREPAYMENT RISK FOR THE RESIDUAL OWNER

The Prepayment Rate for Mortgage Backed Securities depends upon a number of factors
like the refinancing incentive, seasoning of the mortgage loans, the burnout rate, the
geographical location, month of the year etc. and is a separate field in itself. Out of these so
many variables, the refinancing incentive is the one which is affected by the prevailing
interest rates. But there are other sub-factors as well that influence the incentive to refinance

like an economy boom and rising house prices.

Interest Rate Derivative products such as Swaps and Interest Floor and Collars can be used
to hedge against a fall in interest rates. But till date there has been no considerable research
that can give a single function stating the relationship between the affect of change in
interest rates on the prepayment speeds. Without such a relation it is very difficult to
determine the specifics of the interest rate floor like its price, the principal amount and the
payoff. So such an evaluation is beyond the scope of this paper and we would not delve into
it further.

An important point to note is that, as observed in the previous section, the prepayment risk
for a Residual owner is not as severe as the default risk. So this paper makes an attempt to
suggest other strategies that can be used by the residual owner to hedge its prepayment

risk.
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STRATEGY | - SHORT NIM (NET INTEREST MARGIN) SECURITIES’

NIMs are relatively new products but have gained a high liquidity in the market in recent
times. They are issued on the excess interest that is earned after paying all the fees and
interest to the tranches. The structure of these securities is such that both interest and the
principal on them are paid with the excess interest that would have otherwise gone to the

residual owner.

After using CDS to hedge the default risk of the residuals as explained in the previous
section the prepayment risk gets aggravated, especially at high prepayment speeds. To
hedge this, the residual owner can short NIMs in the market that are issued on a pool
balance with similar characteristics as this one. This will make sure that as excess interest
reduces with an increase in prepayments the residual owner will remain unaffected as hit will
be taken by the purchaser of the NIM, and will provide a stable yield to the residuals even at

high prepayment speeds.

STRATEGY Il - INVEST IN PO (PRINCIPAL ONLY) SECURITIES

These are stripped Mortgage backed securities that are created by paying the whole
principal to one bond class. If the current mortgage rates® drop then there is a jump in the
value of these securities as low interest rates lead to an increase in the prepayment speeds
that implies an early redemption of the Principal amount and hence an increase in the value

of the PO. This will compensate for the loss on residuals because of high prepayments.

STRATEGY Il - INVEST IN THE BUSINESS OF MORTGAGE ORIGINATORS

As people prepay their loans they simultaneously buy other loans which are more attractive.
So, as the prepayments increase the business of the mortgage originators also increases.
Hence investing in the business of mortgage originators acts as a natural hedge for
prepayments. The validation of the extent of this relationship through relevant data and

analysis is beyond the scope of this paper.

! Acknowledgement to Nikhil Malik, Ocwen Financial Solutions, Bangalore for extending help on this subject
8 Frank J. Fabozzi, Bond Markets, Analysis and Strategies, p-285
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|
CONCLUSION

Residual Equity is a high risk high return kind of investment, but in order to make it more
viable and bankable, strategies need to be developed which would ensure a steady return,

neutralizing part of the risk associated with the investment.

This paper has attempted to achieve this objective by linking residual equity investment with
interest rate and credit derivative products. It was shown that the use of CDS was an
effective method to hedge the Default Risk, wherein the yield for a given default rate was
much more stable using a CDS hedge. CDS also have high liquidity in the market which
makes them even more viable, but this kind of hedge normally aggravates the prepayment

risk of the investment.

The paper then moved on to analyze the Prepayment Risk, which depends on a number of
exogenous factors and can be hedged using Interest Rate Derivative products such as
Swaps and Interest Floor and Collars, but empirical models for incorporating this relationship
has not been developed. Thus suggesting a concrete strategy is beyond the scope of this
paper, although an attempt was made to qualitatively look at some of the strategies which
can be used to hedge the Prepayment Risk. Some of these strategies included shorting NIM
securities, investing in PO securities and taking long positions in stocks of mortgage

originators.

While most of these strategies to hedge Prepayment Risk have a sound logic behind them,
but the exact payoff function that can be obtained has to be evaluated. All in all, a portfolio
consisting of residual equity, CDS and interest rate derivatives can be an effective

investment strategy, giving competitive returns depending on the risk appetite of the investor.
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