Performance of MBS: ARMs vs FRM
The yield curve steepened significantly in the month of May (see Figure 1) and that affected the
performance of adjustable rate mortgages (ARMs) and fixed rate mortgages (FRMs) differently. Not
only FRM is exposed to higher duration risk (parallel shift of the yield curve) but also different nonparallel yield curve risks (steepening and curvature of the yield curve) relative to the ARMs. As the
yield curve may poise to start a rate rising and steepening regime, understanding the driving forces
that affect the ARMs and FRMs total return is more important now for investment, portfolio revision
and loans originations.

For illustration, let us consider the total returns of a 30 year fixed rate FN 3.5 5/2042, 3138EETL3 and
an ARM FN 2.86, 10/2035, 31413NV69. The bond analytics are presented in Table 1. Both MBSs are
trading at significant premiums with similar long maturities. The FRM has a higher option adjusted
spread (OAS) of 66 basis points, while the ARM has 29 basis points. As expected, FRM has a higher
duration of 4.12 year while the ARM has a duration of only 0.89 years. That is, the FRM is exposed to
higher interest rate risk when the yield curve makes a parallel upward shift. But we will show that the
FRM is exposed to other risks as well.
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To determine that risk drivers of the MBS, we consider the attribution of the total returns of the MBS
in Figure 2 and Figure 3 respectively. These return attribution results breakdown the observed total
returns into their components, and thus identifying all the factors that affect the bond returns. Further,
these results highlight the main contributors of the profit or loss of the MBS.

The results show that the FRM lost over 2.7% in the month of May, with the yield curve risks
contributing 1.8%. The remainder of the loss for the most part is attributed to the widening of the
option adjusted spread, resulting in 0.65%. By way of contrast, let us consider the return attribution
of the ARM over the same period.

The results on the ARM are quite different. The ARMs has a profit of 0.06%. While the parallel shift
of the yield curve and the widening of the OAS led to loss of over 0.28%, the yield curve movement
gains 0.176% and the prepayment speed was slower than expected leading to another 0.2% gain.
Most Important Contributors to Total Returns
•

•

As expected, the parallel shift of the yield curve was the most significant factor that led to the
losses of the bonds. But for the ARMs, the steepening of the yield curve led to a gain,
mitigating the losses from much of the rise of the yield curve.
In May 2013, when interest rates rose, the OAS widened, leading to losses in both cases, but it
affected the FRM more significantly. The OAS shift can also be an important factor.

Conclusions
ARMs can benefit from a steepening of the yield curve, an attribute that is often over looked.
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