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Description of Recent Environment

• Fallout/pull-through rates
• Mix of loan products
• Hedge effectiveness ratios
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Components to Effective Hedging

• Matched Durations
• Sensitivities of Fall-out/Pull-Through
• Interest Rate Volatility
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Components to Effective Hedging

• Matched Durations
– Empirical Durations/OAS Durations/BMA
– Bifurcation of Loan – MBS and MSR
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Components to Effective Hedging

• Sensitivities of Fall-out and Volatility
– 60 – Lock
– 70 – Approved
– 80 – Docs
– 100 - Closed
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Components to Effective Hedging

Big Rally Early in Pipeline
– 40 – Buy Back Forwards

Market Tanks
– 80 – Sell Forwards
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Recent Swaption Implied Vols

Start Date 6-Jun-02
End Date 6-Dec-02

3 mo option

18.10%

27.04%
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1 year option

18.30%

24.72%

31.14%

37.56%

43.98%

50.40%
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2 year option

17.60%

22.02%

26.44%

30.86%

35.28%

39.70%
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5 year option

15.00%

17.32%

19.64%

21.96%

24.28%

26.60%
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Warehouse Turnover Ratios

• Stretched to capacity
• Resurgence of Wall St. Repo lines
• Large Correspondents Increased Share
• Large Correspondents Innovations
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Incorporating MSR into the Pipeline

• MSR economically created before Settle
• LOCOM accounting from Close to Settle
• Implications for Hedging Practices
• Implications for Hedge Accounting
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Incorporating MSR into the Pipeline
Implications for Hedging Practices
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Incorporating MSR into the Pipeline
Implications for Hedging Practices
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Incorporating MSR into the Pipeline
Implications/Challenges for FAS 133

• FAS133 invoked major changes in the 
requirements for hedge effectiveness testing.

• Lenders can now obtain hedge accounting 
treatment if they are able to demonstrate that 
the hedges are highly effective.
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Incorporating MSR into the Pipeline
Implications/Challenges for FAS 133

• Measure Individual Loans’ and MSR 
Price Sensitivities
– OAS vs Static Methodologies
– Price Shocks/Yield Shocks
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Incorporating MSR into the Pipeline
Implications/Challenges for FAS 133

• Create Groups of ‘Similar Assets’ or FAS 
133 Buckets
– Duration Based FAS 133 Buckets
– Multiple shocks tests for ‘Similar Assets’
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Incorporating MSR into the Pipeline
Beginning of Hedge Period

• Allocate Hedges to SFAS 133 Buckets
– Measure Predicted Price Change of Loans at 

FAS133 Bucket Level
– Pro Rata Share of all Hedges to Each Bucket
– Determine Single Hedge Coverage Ratio
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Incorporating MSR into the Pipeline
End of Hedge Period

• Measure Actual Price Change of Closed 
and Unclosed Loans
– Loan Set is marked-to-market
– Issues related to Delivered Loans 
– Loans Moving from Funded to Un-funded 

Status
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Incorporating MSR into the Pipeline
End of Hedge Period

• Measure Actual Price Change of All 
Hedges
– Measure Price Change of All Hedges for Hedge 

Effectiveness Measurement
– Allocate the Actual Hedge Change Based on 

the Pro Rata Share Established at the Beginning 
of the Hedge Period
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Incorporating MSR into the Pipeline
End of Hedge Period

• Effectiveness Testing Methodology
– Dollar-Offset Method
– Statistical  Method
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Incorporating MSR into the Pipeline
End of Hedge Period

• Tracking Accounting Entries for Each 
Hedge Period
– Changes to Closed and Unclosed Loans
– Changes to Hedges
– Adjust Basis of Individual Loans within Each 

FAS 133 Bucket
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Incorporating MSR into the Pipeline
Hand-off the MSR to the Balance Sheet

• Securitization/Sale of Loan and Retention of 
the MSR

• The hedge-adjusted MSR book value goes on 
the balance sheet

• Ongoing communication between pipeline 
position and MSR balance sheet
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