Value Concepts from the ML Trading Desk

The World’s Largest Buyer of Volatility Returns
The reason that Implied and Realized USD rate Volatility is greater than the rate
Volatility for all other G-7 countries is quite simple: We have a huge “at will prepayable” Fixed-Rate Mortgage market.
The patriarch of this family of bonds is the 30-year MBS; it is effectively an
Agency thirty-year non-call one twelfth, the most negatively convex bond created
on a regular basis. Analytically, each time $100mm of new MBS bonds are
issued, the homeowners behind these bonds are effectively buying the Vega
Equivalent of $50mm 3yr-10yr straddles. Taken as a whole, the USD rate
market, comprised of nearly 40% MBS bonds, has a core short convexity
structure that creates substantial duration drift as rates vibrate. As such,
Asset/Liability managers at Banks, Insurance companies, and Pensions must
actively monitor their risk dynamics. To maintain a stable portfolio at the
margin, managers must be net buyers of the market as prices rise and yields fall,
and vice versa, as prices fall and rates increase. This is the primary source of
the additional USD rate volatility over other currencies.

Today’s RateLab proposes that there is a grand correlation between the net
buying (or selling) of Volatility by US homeowners via the Fixed-rate MBS market
and the level of Implied Volatility.
Moreover, this relationship will be maintained regardless of the buying or selling
of Volatility by MBS Servicers, Agencies, Hedge Funds or other market
participants. This is because the MBS issuance activity is the ultimate buyer or
seller of options into the USD market and all other intra-market transactions just
shift the risk between investors.
What follows is further support for our February 16, 2007 issue of RateLab “Professional Javelin Catching: This is the Bottom of Vega”. To
reiterate, we believe that Vega has bottomed and has much greater potential to
rise than fall over the medium term.

The Analysis:
Although there is no “right” answer for how to conduct this analysis, there are a
series of “better” answers. We wish to examine the Net Purchases of Volatility
by the US homeowner. If he takes out a thirty-year fixed-rate mortgage, we will
assume he wants to own the prepayment option and as such, is a net buyer of
Volatility. If he takes out an ARM, he is a net seller of Volatility since he is wiling
to take rate risk in exchange for a lower initial rate. This creates the simple
formula: Net Agency thirty-year MBS issuance minus Net Agency 3/1 and 5/1
ARM issuance.
We chose to use only thirty-year fixed rate MBS because not only are they most
negatively convex, but also the fifteen-year market has a selection bias in favor
of homeowners who desire to payoff their mortgages instead of utilizing the
prepayment feature.
We chose to use only 3/1 and 5/1 ARMs because not only are they the least
negatively convex, but also 7/1 and 10/1 ARMs are too similar to fixed-rate MBS
once you accounted for the fact that that average homeowner moves every
seven years.
Finally, this construction captures the broad sweep of homeowners who switch
from Fixed-rate to ARMs and back.
The –blue line- below shows twelve-month moving average of our Net Issuance
formula. The –red line- is the Implied Normal Volatility for 3yr-10yr a-t-m
straddles, lagged by two years. The supporting data is included in the Appendix
at the end of this RateLab.

Critical Observations:
1) From early 1998 to mid 2002, the MBS market averaged net issuance of
about $20 billion a month. This would be the Vega equivalent of
homeowners purchasing about $10 billion a month of 3yr-10yr straddles.
2) From mid 2002 to late 2003, Fixed-rate to ARM refinancing reduced the
net issuance figure substantially. During the summer of 2003, the net
issuance figure reached NEGATIVE $20 billion a month. This had the
impact of homeowners selling $10 billion a month of 3yr-10yr.
3) Homeowners were basically NET SELLERS of Volatility for almost three
years. This coincided with the dramatic drop in both Implied and Realized
Volatility.
4) Since the middle of 2005, homeowners have again become net buyers of
Volatility. In fact, they are now implicitly buying Volatility at the greatest
rate ever. Our net issuance figure is now running at $25 billion a month
and has been over $20 billion for the last twelve months. This is the Vega
equivalent of homeowners buying $12bn a month of 3yr-10yr straddles.

Caveats:
To some degree, we have manufactured the correlation we were looking for via
our selection of inputs and the length of the lag used for the Implied Volatility
measure. Nonetheless, the underlying logic is compelling and does produce a
handy chart. The key driver is that the homeowner is a non-mark-to-market
investor who does NOT delta hedge his optionality. This is what creates the
non-linearity in the equation: USD Asset/Liability managers must hedge over the
medium term to maintain some sort of stability while homeowners do not. What
if we introduce a new class of investors who also do NOT mark-to-market and
manage duration drift ?? These investors could offset the net Volatility impact of
homeowners on the market. I am obviously alluding to Foreign Central Banks
who have been the largest buyers of Fixed-rate MBS over the past few years.
This is an uncertainly we are not prepared to address just yet.

Summary:
It is indisputable that US homeowners have been refinancing out of ARMs and
into Fixed-rate mortgages as the reset date is reached. Current rates will reset
most ARMs to about 7.5% while a new Fixed-rate mortgage can be had for
roughly 6.25%. Moreover, this activity certainly adds not only a great deal of
negative convexity, but also significant duration to the market. At some point,
the giant US Mortgage Machine adding $25 billion a month of Fixed-rate bonds
has to have an impact.
Will we see Implied Volatility on 3yr-10yr reach 125 NVol as the chart
implies…??? Nope !!! But I can assure you that this impact is real and today’s
current 73.5 NVol will be seen as a gift by early 2008.
The ML US Rates Strategy team urges you to purchase mid-tail Vega, specifically
via our Volatility Swap structure as highlighted in our April 10, 2007 issue of
RateLab – “Building a Superior Volatility Mousetrap”.
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Appendix

RateLab is prepared by the U.S. Rates trading desk; RateLab is not a product of Merrill Lynch (“ML”) Research. RateLab is not prepared,
reviewed or approved by ML Research. Any views expressed are as of the date and time of transmission. ML undertakes no obligation to
update this information. Views expressed may differ from the views of other ML trading desks and the views of ML Research. The U.S.
Rates trading desk, other ML trading desks, or any ML affiliates may trade as principal in securities or related derivatives mentioned herein,
may have a long or short position in these securities or related derivatives, and may have accumulated a position in these securities or
related derivatives on the basis of these views prior to this transmission.
This information does not constitute an offer, recommendation, general solicitation or official confirmation of terms. ML does not
guarantee this information is accurate or complete. This information does not constitute advice or an expression as to whether a particular
security or financial instrument is appropriate for you and meets your financial objectives. ML will not be liable for any investment decision
based in whole or in part on this material; you are required to make your own investment decisions, using as necessary the advice of
independent advisors or consultants. All prices/availability/quotations are indicative only and subject to change without notice. Indicated
returns not guaranteed. Past performance is no guarantee of future results. Assumptions may materially impact returns.

