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Our institution has a strong focus on single-family mortgage originations. How can
we use mortgage servicing rights to our best advantage?
Retaining the mortgage servicing rights (MSR) when mortgages are sold can potentially bring substantial
returns on capital for institutions that have competitive advantages in servicing mortgages. However, since
MSR assets typically have inherent price volatility, it may be important to evaluate hedging opportunities
carefully.
MSR assets are essentially interest-only (IO) strips on mortgage bonds. Owners of these assets receive the
interest portion of the payments of the underlying bond for a period of years. Likewise, MSR assets grant
the associated mortgages, so the longer the life, the

Exhibit 1

MSR Asset

borrowers will likely decide to prepay their
mortgages. This may cause the IO’s price to decline
because the income stream will be shortened with
no offsetting principal effect. As with most
mortgage bonds, MSRs tend to exhibit negative
convexity, e.g., as interest rates decline, asset

Market Value Sensitivity ($'000's)

better. If interest rates fall, however, more
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the owner a stream of servicing fees over the life of

Interest Rate Shock

values decline at an increasing rate.
Exhibit 1 illustrates the price volatility of a MSR portfolio. In this example, the base market value is $26
million. Looking at the simulated price movements, we see that a down 100 basis points (bps) interest-rate
shift means the asset loses nearly $15 million, or more than half its value. The up 100 bps rate shift reveals
a much less significant increase in value, approximately $7 million, illustrating the negative convexity.
3800 Maple Avenue Suite 600 | Dallas, TX 75219 | www.almfirst.com | 800.752.4628
1

There are two approaches that institutions commonly follow to hedge the market sensitivity of MSR asset
portfolios: static or dynamic.
With a static approach, firms typically use option

Exhibit 2

Floor

contracts and hold them until expiration. For
instruments are call options on Treasury note
futures or interest-rate floors. As interest rates
decline, both these options increase in value at
an increasing rate, so the declining value of the

Option Premium

MSR assets specifically, typical hedging

MSR asset is offset, see Exhibit 2
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Interest Rate Shock

Alternately, a dynamic hedging approach
Treasury note futures and mortgage-backed

Exhibit 3
Dynamic Strategy

sensitivity profile, or a predetermined change in
interest rates. Rebalances are typically done
when interest rates move outside a
predetermined corridor; 20 bps or 25 bps
moves are common.

MV Sens. ($'000's)

securities, prompted either by an updated
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usually involves rebalancing a combination of

During periods of low realized volatility,
dynamic strategies potentially outperform static

Interest Rate Shock
Hedge

MSR

NET

ones, because the frequency of rebalancing may
decrease, and the associated costs wouldn’t be incurred. Plus, firms that bought options with the static
approach paid for convexity protection that was unnecessary.
Exhibit 3 illustrates an example of dynamically hedging an MSR asset. The net line shows a decrease in the
volatility of the MSR asset, as the line is much flatter than that of the asset.
The rapid fall in Treasury rates and corresponding decline in mortgage rates since March has sparked a
boom in refinancing activity. This environment has put downward pressure on MSR valuations as increased
prepayments have shortened their lives. However, there is a silver lining. More refinancing means more
mortgage production and active originators are able to offset declining valuations with new dollars in the
servicing portfolio.
Of course, these new servicing strips are coming on at current rates which creates an interesting dynamic
in which the portfolio is clearly bifurcated between new loans with lower rates and more seasoned, higher
coupon loans. Exhibit 4 shows the value difference between the two.
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As the table illustrates, these new loans are

Exhibit 4
MSR Bifurcation
New Loans
Seasoned Loans

WAL
5.55
2.52

Servicing Fee
0.25
0.25

adding value to servicing portfolios given

Value
1.39
0.63

their expected lives helping to organically
mitigate the decline in value associated with
the older, higher coupon loans. So those

originators who have stayed active in the current market and added to their servicing portfolios are doing
better than those who have essentially sat on the sidelines. The biggest winners were institutions who not
only added to their books, but hedged the risk as well. Exhibit 5 is a stylized example illustrating three
different originators.

Exhibit 5

Since hedgers are long
bonds, they get to cut the
coupon on their hedges and
are essentially getting paid

MSR Value
Originator #1
Originator #2
Originator #3

Seasoned
0.63
0.63
0.63

New
0
1.39
1.39

Hedges
0
0
1

Total Porfolio Value
0.63
2.02
3.02

to hedge. Additionally, given the low levels of volatility, they are not spending much in rebalancing costs.
Going forward, this bifurcation in the pipeline may present new challenges in terms of hedging since
performance of the two segments could be quite
Exhibit 6

different, see exhibit 6. One possible solution,
and one that ALM First may recommend, would
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be to hedge these segments with two different
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Hedging strategies require frequent monitoring,
as well as maintenance of sophisticated trading
models, making them very complex to

administer. They also require a significant investment of operational resources. This may be why some
firms choose not to engage in hedging activities. However, in the long run, hedging MSR assets can be
profitable. When used effectively, it can deliver substantially higher risk-adjusted returns on capital and
give an institution a significant competitive advantage within the mortgage banking marketplace.
Learn more about the benefits of ALM First’s MSR Hedging Service or contact us today to discuss your
institution’s specific needs.
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DISCLAIMERS: Returns are net of model fees, unaudited, and estimated using the Modified Dietz method. ALM First does not have
complete discretionary trading authority over each account reflected in the performance discussed herein. Investments in securities
are valued based on quotations obtained from independent pricing services or independent dealers. With respect to securities
where independent valuations are not available on the valuation date, or where a valuation is not deemed reasonable by ALM First,
ALM First will determine the fair value. The fair valuation process requires judgment and estimation by ALM First. Although ALM
First uses its best judgment in estimating the fair value of investments, there are inherent limitations in any estimation technique.
Future events may affect the estimates of fair value and the effect of such events on the estimates of fair value, including the
ultimate liquidation of investments, could be material to returns. The production and delivery of this material to any
investor/recipient does not establish any express or implied duty or obligation between ALM First and any such investor/recipient,
including (without limitation) any duty to determine fair market value or update such material. Moreover, this report was prepared
as of the date indicated herein. No representation or warranty is made by ALM First that any of the returns or financial metrics
detailed herein will be achieved in the future, as past performance is not a reliable indicator of future results. Certain assumptions
may have been made in preparing this material that have resulted in the returns and financial metrics detailed herein. Changes to
the assumptions may have a material impact on any returns or financial metrics herein. Furthermore, ALM First gives no
representation, warranty or undertaking, or accepts any liability, as to the accuracy or completeness of the information contained
this report. This report was prepared for informational purposes only without regard to any particular user’s investment objectives,
financial situation, or means, and ALM First is not soliciting any action based upon it. This material is not intended as, nor should it
be construed in any way as accounting, tax, legal, or investment advice including within the meaning of Section 975 of the DoddFrank Wall Street Reform and Consumer Protection Act. Certain transactions give rise to substantial risk and are not suitable for all
investors. The strategies discussed herein can have volatile performance and may employ leverage. Moreover, investment advisory
fees and expenses may offset trading gains. This report was prepared by ALM First Financial Advisors, LLC. The hereto mentioned
report contains information which is confidential and may also be privileged. It is for the exclusive use of the intended recipient(s). If
you are not the intended recipient(s), please note that any distribution, copying, or use of this report or the information contained
herein is strictly prohibited. If you have received this report in error, please notify the sender immediately and then destroy any
copies of it. ALM First neither owes nor accepts any duty or responsibility to the unauthorized reader. ALM First shall not be liable
in respect of any loss, damage, or expense of whatsoever nature which is caused by any use the unauthorized reader may choose
to make of this report, or which is otherwise a result of gaining access to the report by the unauthorized reader.
ALM First Financial Advisors is an SEC registered investment advisor with a fiduciary duty that requires it to act in the best
interests of clients and to place the interests of clients before its own; however, registration as an investment advisor does not
imply any level of skill or training. ALM First Financial Advisors, LLC (“ALM First Financial Advisors”), an affiliate of ALM First Group,
LLC (“ALM First”), is a separate entity and all investment decisions are made independently by the asset managers at ALM First
Financial Advisors. Access to ALM First Financial Advisors is only available to clients pursuant to an Investment Advisory
Agreement and acceptance of ALM First Financial Advisors' Brochure. You are encouraged to read these documents carefully. All
investing is subject to risk, including the possible loss of your entire investment.
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