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Hedge Dexterity with Transitioning Fed

• Curve, Rates & the history lesson of the Boy King, 
c. 1990-94

→ Curve location and basis become super important

→ Knowledge of hedge alts & carry becomes hypercritical
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Front End Traders– Hedge Vehicles

• 1mo Fed Funds (out to about 2yrs)

• 1mo SOFR futures (out to 1y+)

• 3mo T-Bill futures (out to 2y)

• 3mo SOFR futures (out to 7y)

• Treas: 2y, 3y, 5y
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Front End(cont.) Risk Stacking Out the Strip

Hedge a 2yr PAC (or any 
hard final short bond)

Could use a 2y swap futures 
or 2y T (fut. or cash) 

OR

Place 12.5% of risk in each 
of first 8 quarterly SOFR 
futures

→ I’d either SHORT 50% of 
risk in each of last 2 REDs
Or
Buy 1y/Sell 2y Swap Fut
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Best Execution
3m SOFR vs 2yr Swap

($500,000)

($300,000)

($100,000)

$100,000

$300,000

$500,000

Daily P&L per $100mm Notional
2yr ERIS SOFR Swap Future  vs  3-month SOFR 2yr Bundle

2yr ERIS SOFR Swap 2yr 3mo SOFR Bundle

Contract BB Symbol Bid Ask Day Px Chng Day BP Chng DV'01/$100mm $ Chng per $100mm

  2 Year ERIS SOFR Swap Future YITH24 99.87 99.878 -0.05625 2.90 $19,414.38 -$56,250.00

  2 Year 3-month SOFR 2yr Bundle SFR2YH4 95.973 95.978 -0.03 3.00 $19,200.00 -$57,600.00

• 2yr Bundle is 96% of ERIS Swap futures for ~ dv'01 
equivalent size

• Pay-Fixed $100 million notional comparison
• ERIS SOFR Swap Notional per contract = $100,000
• 3-Month SOFR Notional per contract = $1,000,0000
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Eris SOFR Margin up to 65% lower than 
Cleared Interest Rate Swaps
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Carry In Inverted Curve Environment

• How do I get paid? 

• What does the firm pay (aka ‘What do I get charged’)? 

Coupon, Repo/Reverse, Balance Sheet Charges, Bid/Ask spreads?
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FIG Anticipated 30-Day Carry Grid
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30-Day Carry Calculations
(A) Fwd Cash Px = 

PRICE(Settlement, Maturity, Rate, YTM, Redemption 
(Par=$100), Frequency (2), Basis (3). 

(B) Future Price at Delivery = (A) / Conversion Factor 

(C) Carry Till Delivery in Ticks = ((B) – Current Future 
Mid Price)*32 = Carry till Delivery (Ticks)

(D) 30 Day Carry Conversion per Contract = 
(C) * (30 / Days till Delivery)

30 Day Carry Per Unit of DV’01 = 
30day Carry / DV’01 of Current Futures Contract 
(FVH4 DV’01 = $42.90)

*Checking Carry Calculation Accuracy: Compare to 
Bloomberg CMS page (right). (FVH4 Comdty) CMS 
<Go> , then adjust the amber “DLV” box to the 
Settlement Date and hit <Go> . The carry calculation 
should match within a ½ tick, based on rounding of 
the CMS Page.   
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2 Relatively New Resi Mort Futures: 
Primary (Rate Lock) and 2ndary (TBA)
• RL Futures: Good proxy for Premium TBA without squeeze risk

• Another basis to exploit

• Better product for portfolio, rel val or risk manager than trader

• Cash Settled on TBA SIFMA dates

• FIXED DV01 !

• Option-convenient

• TBA futures:
• Margin mitigation

• Opportunity to provide liquidity– outright and block

• Delivery Into TBA at 72hr
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ICE U.S. 30 Year Conforming Residential Mortgage Rate Lock Index

• Reflect the actual 30 year Conforming primary 
mortgage lending market

• The rate lock index is calculated based on the 
loan balance weighted average of qualifying 
loans. 

• The index includes both new purchase and 
refinance loans, including cash-out refinance 
loans. 

• The Index excludes Construction loans, non-
primary residences loans, Jumbo loans and 
those originated through a government 
program, such as FHA, VA and USDA.

• Produce more reliable projections and risk 
analytics for MBS investors

The Index tracks rates on first lien, single family U.S. residential mortgage loan applications 
where borrowers and lenders have committed to lock-in the interest rate prior to close.
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ICE U.S. 30 Year Residential Mortgage Rate 
Lock Index Futures

• Contracts are cash-settled and track the ICE 
U.S. Conforming 30-year Fixed Mortgage Rate 
Lock Index which is based on robust data from 
the ICE Mortgage Technology (IMT) platform 
which supports nearly one out of two 
mortgages originated in the United States.

• Offers 6 Serial monthly contracts

• Contracts track where futures market 
participants believe the final daily Locked Rate 
will be on the last trading day of a serial 
contract.

• The serial contracts of the strip provide a 6-
month forward view of the ICE U.S. Conforming 
30 year Fixed Mortgage Loan primary rate.

A more refined risk management tool for mortgage interest rate prepayment and duration exposure 
using primary market rates.
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ICE U.S. 30 Year Residential Mortgage Rate 
Lock Index Futures—6 mos fwd trade
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Index Level Analysis 

Yield Spread Above 160 bps, favors:

• BUY Primary (RL Futures)

• SELL Secondary (TBA)

• Room to improve pricing

Between 135-160bps, favors:

• Balanced 

Below 135bps, favors:

• SELL Primary (RL Futures)

• BUY Secondary (TBA)

• Reduce aggressive pricing

Rate Lock Futures offer insight into PRICING and a Hedge Alternative

Primary Rate = Rate Lock Yield (LRC30APR Index)
Secondary Rate = Par TBA Yield (MTGE FNCL Index)
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Primary/Secondary Yield Spread

Methodology

• Take the difference between the implied yield on the Rate 
Lock Future (Primary) and the YTM on the applicable TBA 
(Secondary) to give Primary:Secondary Yield Differential

• Using historical data, examine where, in percentile terms, 
today's level sits among the recent Low-High range

• Given strong tendency towards mean reversion of this Yield 
Differential (YD)…

• When the YD level sits in the lower quartile (Orange on "The 
Meter"), it's likely Yield Differentials will widen and so 
"Longs" are better served buying TBA Futures (Vs Rate Lock 
Futures) and vice versa for "Shorts"

• Conversely, when the YD level sits in the upper quartile 
(Green), it is likely Yield Differentials tighten and so "Longs" 
should buy Rate Lock Futures and "Shorts" sell TBA Futures

• Hedge Ratios in green and orange boxes calculated using DV01 
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CME TBA Futures

KEY FEATURES:

• Transparent Price Discovery

• Expanded Trading Access

• Central Counterparty Clearing

• Inter-Commodity Spread Trading

• $100k Contract Size

• TBA Market Access Via Futures Contract

• Margin Efficiencies/Margin Offsets

Source: CME Group
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TBA Futures vs Cash TBAs
TBA Future 2023 Trade Recap:
• Over $10BB notional traded 
• OI grew 70% in Dec’23 to close the year at a record 4,300 contracts
• ADV exceeded 750 contracts ($75MM) in both Nov’23 and Dec’23
• Offsetting risk margin (non-bank levered finance firms)
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Mortgage – Treasury Yield Spread 
Yield Differential on FNCL Index and Blend of FV + TY 

Methodology
• Using INDEX level yields compare Mortgage 

Treasury Spreads over different time frames
• We expect mean reversion as with Primary-

Secondary Spreads. 

• When Mortgage Treasury Spreads are TIGHT: 
Longs prefer to  BUY TREASURIES and 
Shorts prefer to SELL TBAs

• When Mortgage Treasury Spreads are WIDE: 
Longs prefer to  BUY TBAs and 
Shorts prefer to SELL TREASURIES
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Option Implied Volatility & Spreads

• iVol

• Credit (esp. HY)

• Liquidity

• “Markets are deepest when options are cheapest…”

• → YES! I know this is a mortgage session. Less liquid mort tranches 
(esp. non-agency RMBS and CMBS) see much wider bid/ask in Vol 
surges. Ask the non-QM traders!
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MOVE Index vs VIX vs CDX HY

• Relationship between vol & 
credit spreads….as vol goes 
high, spreads widen. 
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iVol, Credit (HY esp.) & Liquidity–
3 Peas in a Pod
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CBOE CFE iBoxx Futures (IG & HY)

• iBoxx iShares Corp Bond Index Futures

• Unlike ETFs that trade super rich/cheap AND you can get called out of 
shorts, not so with the futures

• One-stop shop: duration and spread

• Same underlying index as LQD and HYG

• Similar leverage as TRS but no ISDA required
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TREASURY SKEWS
Are Puts Cheaper than Calls, or Vice Versa? 

Historically (30D) Calls were more expensive.
Puts flipped to being more expensive over last week

Pattern holds on TY and US, as well as FV.
Front and back months have more extreme swings

Y-Axis: Positive → CALLs Over, Negative → PUTs Over
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Menu of Options Offered
SOFR Options:
- Highly liquid
- Monthly options out 4 years
- Short Dated/Mid-curve
- Weekly Short Dated/Mid-curve
- 1mo & 3mo SOFR options listed

Treasury Options (highly liquid):
- FV, TY, US
- ATM strikes regularly 100k+ Bid/Offer size
- Weekly options, with M, W, and F expiries 

Treasury Options (liquid):
- TU, UXY
- ATM strikes regularly 10k+ Bid/offer size
- Weekly options, with M, W, and F expiries 
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First a Generic, Then Some Specific
Mortgage Hedge Examples…
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FNCL 6.5 vs Long FV Put Options
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GNR 2006-10 ZT Mtge
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GNR 2006-10 ZT Mtge – Swap Future Hedge 
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GNR 2006-10 ZT Mtge – UST Future Hedge 
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FHR 4586 EC MTGE
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FHR 4586 EC MTGE – Swap Future Hedge
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FHR 4586 EC MTGE – UST Future Hedge
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Eris & US Treasury Future Markets
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Hedging UMBS ($10mm FNCL 6.5 02/24)
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Hedging Ginnie Project Loan (CMBS) 
GN BQ1380 - $50mm Original Amount
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THANK YOU!! Any Questions?

A copy of this presentation can be 
downloaded from our website:

www.FixedIncomeGroup.com
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Disclaimer

This material has been prepared by a sales or trading employee or agent of R.J. O’Brien and is, or is in the nature 
of, a solicitation. This material is not a research report prepared by R.J. O’Brien’s Research Department. By 
accepting this communication, you agree that you are an experienced user of the futures markets, capable of 
making independent trading decisions, and agree that you are not, and will not, rely solely on this 
communication in making trading decisions.

DISTRIBUTION IN SOME JURISDICTIONS MAY BE PROHIBITED OR RESTRICTED BY LAW. PERSONS IN 
POSSESSION OF THIS COMMUNICATION INDIRECTLY SHOULD INFORM THEMSELVES ABOUT AND OBSERVE ANY 
SUCH PROHIBITION OR RESTRICTIONS. TO THE EXTENT THAT YOU HAVE RECEIVED THIS COMMUNICATION 
INDIRECTLY AND SOLICITATIONS ARE PROHIBITED IN YOUR JURISDICTION WITHOUT REGISTRATION, THE 
MARKET COMMENTARY IN THIS COMMUNICATION SHOULD NOT BE CONSIDERED A SOLICITATION.

The risk of loss in trading futures and/or options is substantial and each investor and/or trader must consider 
whether this is a suitable investment. Past performance, whether actual or indicated by simulated historical 
tests of strategies, is not indicative of future results. Trading advice is based on information taken from trades 
and statistical services and other sources that R.J. O’Brien believes are reliable. We do not guarantee that such 
information is accurate or complete and it should not be relied upon as such. Trading advice reflects our good 
faith judgment at a specific time and is subject to change without notice. There is no guarantee that the advice 
we give will result in profitable trades.
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