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Is That Yield Too Good to be True?
Investment yield has become top of mind for many financial institutions and their investment managers
lately due to the challenges of excess liquidity, net interest margin compression and a low-rate environment.
However, it is critical to remember that simple measures of “yield” can have the unintended effect of
keeping investors misinformed as to a portfolio’s true risk/return profile.
As you can see in the chart below, topline yield may be misleading as assets with similar – or even the exact
same – yield on the surface may have very different risks, which can impact their actual returns over time.
Risk-adjusted spread analysis levels the playing field in the investment universe and allows institutional
investors to examine investment selections on a relative value basis.
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Expected Performance vs. Realized Performance
Even after you deconstruct a yield into risk/return components and establish a foundation for relative value
analysis, it is important to note that much of spread analysis is a model-driven, forward-looking exercise.
Therefore, an informed investor should always remember that expected performance may not result in
realized performance, or as we used to say “your mileage may vary,” particularly when observed events
differ from original inputs and assumptions.
A recent example of this can be seen in very new production mortgage-backed security (MBS) pools
trading at high dollar prices as investors struggle to evaluate pre-payments. As uncertainty increases with
more complex assets, short-term yields can be drastically different than what models project as the yield to
maturity (YTM). While more modeling and better analytics are necessary for more complex assets,
diversifying the risk profile of the assets that comprise your investment portfolio is often the best solution
as individual securities may vary month-to-month. A diversified portfolio is often able to produce a more
consistent rate of return in various environments.
Modeling Option-Adjusted Spread (OAS )
The ability to assess a complex asset’s OAS requires the use of an interest-rate model to value the
embedded option and a prepayment model to project future asset cashflows. The appropriate models vary
depending on the type of security.
Interest-rate models:
•

For mortgages and residential mortgage-related securities, models employ a Monte Carlo simulation
of prepayment behavior across potential future interest rate and value the optionality

•

For callable bonds, models employ a binominal interest rate tree function to price the option

•

Numerous variants of these models exist in the industry, each with its own parameters and
assumptions

Prepayment models:
•

Multi-factor models based on coupon, size, seasoning, seasonality, burnout, geography, credit
aspects of the borrower, etc.

•

ZMFS, Bloomberg Prepay Agency Model (BAM), Andrew Davidson, etc.

Projecting yield/OAS for mortgages and mortgage-related assets can be complicated given the significant
impact of prepayments on performance, particularly for securities priced well below or
above par. That’s why some financial institutions choose to work with an unbiased, strategic partner to
assist them with this level of analysis.
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Limitations to Expected Return Metrics
As discussed, both yield and OAS metrics are model-dependent and realized returns can vary greatly from
expected returns. Yields often don’t translate into actual returns because of changes in market risk factors,
most notably prepayments. For example, a high-premium MBS pool’s yield-to-maturity can vary
significantly from its short-term dollar return (period coupon - premium amortization) as actual short-term
prepayment speeds may differ from expected model speeds. With interest rates falling significantly over
the past 6 months, many MBS pools are experiencing faster-than-expected prepayments and
corresponding erosion of premiums on those pools.
You Can’t Eat OAS – Dollar Returns will Differ from Model Returns
•

A 15yr 3.0% new-production
MBS pool can have a model
OAS of 50bps and top-line YTM
of 1.15%

•

However, yield is not linear -aside from the actual return
most

likely

differing

from

projected, the realization of that
return will also be uneven over
the life of the pool
•

As the pool moves up the
WALA ramp, the accelerated
amortization of premium can
turn

realized

negative

until

dollar

return

the

pool’s

prepayments slow down and the pool seasons
Variance in Prepayments Significantly Impacts MBS Returns
For a high-premium MBS pool experiencing elevated prepayments speeds, premium amortization can
negate much of the coupon collected in the period, resulting in lower-than expected and possibly even
negative dollar returns. The model expectation is that prepayment speeds will slow down at some point in
the future and that over the life of the investment, the investor is more likely to realize the YTM. However,
premium erosion can really hurt an institution’s earnings over the short-term and there is no guarantee that
realized prepayment speeds will follow model speeds.
Want to learn more about how to effectively evaluate investment offerings? ALM First’s recent webinar on
this topic is now available on-demand. Contact us to request access to the recording.
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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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