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An Open Letter to the FED - V

Selling MBS Put Options — A Public Policy Winner

Summary Concept:

The official mandate of the FED is to maintain both full employment (low jobless
rate) and relative price stability (moderate inflation). To achieve these twin goals,
the FED has broad latitude to enter the public financial markets. We propose that
it is a public policy benefit to execute their market activities in a manner that
reduces Volatility. As such, selling put options on MBS securities, on a small
portion of the bonds that they would otherwise purchase, is a superior strategy.

Sample Execution:

Instead of the FED buying $5bn of FN 4.5% bonds at 100-28 for June settlement,
they should Sell $5bn of FN 4.5% put options with a strike price of 100-00 for
August settlement and receive an upfront cash payment of 24/32s.

Key Benefits:

1) Execution introduces less risk into the market. Because an option
transaction has less outright market risk (lower delta), it is easier (less
costly) for the market to hedge. In the example above, the executing
dealer would only have to source $2.35bn securities (as opposed to the full
notional of $5bn) to hedge the trade. There are two additional side
benefits. First, the market will be less volatile around execution, and
second, the potential risk (cost) of “front running” is reduced.
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The “one-way” selling of options reduces the realized market volatility
for that market sector. “One-way” selling means that the seller of the
option does not manage the convexity aspect. Since the option buyer must
buy the underlying security as prices decline and sell the security as prices
rise to manage the convexity component, this hedging action reduces
realized market volatility. (Note: If the option seller also hedged the
convexity risk, there would be no impact since these actions would off-set)
Because of the current term structure of interest rates (a steep curve
creating a large “Forward Drop”), the seller of the put option, if exercised,
will purchase the securities at a lower price. (In our example, you
would buy bonds at 100-00/32 instead of 100-28/32)

The seller of the put option takes in a substantial upfront cash
payment. In our example, 24/32s on $5bn put options would create a
premium paid to the seller of $37,500,000.

A 100-00 strike price reduces the MBS originator’s market risk by
insuring he will not take a principal loss when selling the newly created
loans into the securities market. This reduction in risk should increase
ReFinance activity via reduction of the “Primary to Secondary” spread.
Because the option is a short-term product, if it expires unexercised, it can
be repeated. Our example above is for a ten week option. As such, it
could be repeated five times a year, each time generating a fee. To place
pencil to paper, this particular strategy, if repeated five times, would
produce $187,500,000 per year of income on only 0.4% of the advertised
$1.25 Trillion “buy program”.

The only downside is opportunity cost since you were going to buy the
bonds in any case. By selling put options instead of buying bonds outright,
the option seller will miss out on the upside participation if prices rise by
more than the option fee. However, this is truly a moot point. The goal of
the Program is to support current low rates, not to create a “short squeeze”
and drive bond prices dramatically higher. Moreover, because of the call
feature in MBS bonds, the upside in price is quite limited. Notice that the
price of 5%2 % bonds are only 2 ¥% points higher than 4 2% bonds. The
implication is that Mortgage rates would need to decline by 100bps to lift
these FN 4 ¥z by 2 1% points. Since you are collecting almost a third of that
difference in only ten weeks, there is a powerful risk/reward advantage for
selling puts instead of buying securities.

8) Another avenue towards reducing the Mortgage rate to the

consumer. Presently, the spread between the Mortgage rate available to
the consumer (the Primary rate) and the MBS (Secondary) rate is near an
all-time wide. One of the primary drivers of this spread is the cost of
hedging the market risk between the time of application and closure.
Mortgage originators frequently use options as a tool to manage this risk.



Supplying the market with this exact option will lower their hedge costs, and as

such, should eventually, via competition, lower the cost to the consumer.

9) Reduced volatility will increase liquidity in the MBS market.
Investors and dealers are fearful of the daily mark-to-market price volatility
in the MBS market. Selling options into the market will reduce uncertainty
and draw in more investors.

Summary:

The primary goal of the MBS purchase program is to lower the primary Mortgage
rate to the consumer as well as to add liquidity to the secondary MBS market.
Utilizing the sale of short-term options on bonds, that would otherwise be
purchased, is a vastly superior manner of execution. It will simultaneously lift
bond prices (lower rates) via dealer hedging as well as dramatically reduce realized
market volatility (uncertainty). Moreover, it will create a significant positive cash
flow via premium income while lowering the ultimate purchase price. Not only
does it advance the stated public policy in a superior fashion, but also it does so at
a reduced cost to the Government. We look forward to helping you execute this
concept.
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Important Note to Investors

The above commentary has been created by the Rates Strategy Group of Banc of America Securities LLC (BAS) for informational purposes only and is not a product
of the BAS or Merrill Lynch, Pierce, Fenner & Smith (ML) Research Department. Any opinions expressed in this commentary are those of the author who is a member
of the Rates Strategy Group and may differ from the opinions expressed by the BAS or ML Research Department. This commentary is not a recommendation or an
offer or solicitation for the purchase or sale of any security mentioned herein, nor does it constitute investment advice. BAS, ML, their affiliates and their respective
officers, directors, partners and employees, including persons involved in the preparation of this commentary, may from time to time maintain a long or short position
in, or purchase or sell as market-makers or advisors, brokers or commercial and/or investment bankers in relation to the securities (or related securities, financial
products, options, warrants, rights or derivatives), of companies mentioned in this document or be represented on the board of such companies. BAS or ML may have
underwritten securities for or otherwise have an investment banking relationship with, companies referenced in this document. The information contained herein is as
of the date referenced and BAS and ML does not undertake any obligation to update or correct such information. BAS and ML has obtained all market prices, data
and other information from sources believed to be reliable, although its accuracy and completeness cannot be guaranteed. Such information is subject to change
without notice. None of BAS, ML, or any of their affiliates or any officer or employee of BAS or ML or any of their affiliates accepts any liability whatsoever for any
direct, indirect or consequential damages or losses from any use of the information contained in this document.

Please refer to this website for BAS Equity Research Reports: http://www.bankofamerica.com/index.cfm?page=corp
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