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Interest Rate Strategy 

Mortgage Convexity Needs at Recent Highs 

The rally over the past few days has increased mortgage convexity needs to levels higher than witnessed 
recently.  Currently a 10 bp drop in rates would imply a $19 billion 10-year equivalent convexity hedging 
demand, while in late September we noted that number to be around $16.26 billion, for 25% mortgage 
hedging needs.  Exhibit 1 shows the weekly move in convexity hedging demand based on a 10 bp move 
lower in rates expressed in 10y Swap equivalents, while Exhibit 2 shows the distribution of the mortgage 
WACs with the latest primary mortgage rate. 
 

Exhibit 1 

Mortgage Market Convexity Hedging Demand 
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* Assumes a 10-bp DROP in rates and 25% of the 
market delta hedges.

 
Source: Morgan Stanley, The Yield Book  

Exhibit 2 

Distribution of 30-year FNMA WACs and 
Latest Primary Mortgage Rate 
Distribution of 30-year FNMA WACs and Latest Mortgage Rate
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Exhibit 2 shows that FN30 6s (corresponding to a 6.5% WAC) are on the cusp of being refinanceable, 
which given the distribution of mortgage WACs makes 20% of the mortgage universe currently 
refinanceable (anything to the right of the red line in Exhibit 2). The biggest coupon continues to be the 
5.5 coupon, which is about 50 bps away from being refinanceable. 

However, any rally from here that takes us below recent lows in yields could prompt convexity receiving to 
emerge. This demand could be especially acute if there is some pent-up demand for convexity hedging in 
anticipation of the current range holding.  This suspected lack of convexity hedging activity recently could 
help explain the breakdown in spread directionality over the past month.  

Thus any break lower in yields could be particularly damaging to swap spreads as this pent-up convexity 
hedging emerges. We continue to recommend spread tighteners as a hedge for any short positions.  

 



 
M O R G A N  S T A N L E Y  F I X E D  I N C O M E  R E S E A R C H  

 

See additional important disclosures at the end of this report.   2

November 2, 2006 
Interest Rate Strategy 

Important Disclosures on Subject Companies 
The information and opinions in this report were prepared by Morgan Stanley & Co. Incorporated and/or one or more of its affiliates 
(collectively, “Morgan Stanley”) and the research analyst(s) named on page one of this report. 

As of September 29, 2006, Morgan Stanley held a net long or short position of US$1 million or more of the debt securities of the 
following issuers covered in this report (including where guarantor of the securities): Fannie Mae. 

As of September 29, 2006, Morgan Stanley beneficially owned 1% or more of a class of common equity securities/instruments of 
the following companies covered in this report: Fannie Mae. 

Within the last 12 months, Morgan Stanley managed or co-managed a public offering (or 144A offering) of securities of Fannie Mae. 

Within the last 12 months, Morgan Stanley has received compensation for investment banking services from Fannie Mae. 

In the next 3 months, Morgan Stanley expects to receive or intends to seek compensation for investment banking services from 
Fannie Mae. 

Morgan Stanley policy prohibits research analysts from investing in securities/instruments in their MSCI sub industry. Analysts may 
nevertheless own such securities/instruments to the extent acquired under a prior policy or in a merger, fund distribution or other 
involuntary acquisition. 

Morgan Stanley is involved in many businesses that may relate to companies or instruments mentioned in this report. These 
businesses include market making, providing liquidity and specialized trading, risk arbitrage and other proprietary trading, fund 
management, investment services and investment banking. Morgan Stanley trades as principal in the securities/instruments (or 
related derivatives) that are the subject of this report. Morgan Stanley may have a position in the debt of the Company or 
instruments discussed in this report. 

Other Important Disclosures 
The securities/instruments discussed in this report may not be suitable for all investors. This report has been prepared and issued 
by Morgan Stanley primarily for distribution to market professionals and institutional investor clients. Recipients who are not market 
professionals or institutional investor clients of Morgan Stanley should seek independent financial advice prior to making any 
investment decision based on this report or for any necessary explanation of its contents. This report does not provide individually 
tailored investment advice. It has been prepared without regard to the individual financial circumstances and objectives of persons 
who receive it. Morgan Stanley recommends that investors independently evaluate particular investments and strategies, and 
encourages investors to seek the advice of a financial advisor. The appropriateness of a particular investment or strategy will 
depend on an investor’s individual circumstances and objectives. You should consider this report as only a single factor in making 
an investment decision. 

Morgan Stanley fixed income research analysts, including those principally responsible for the preparation of this research report, 
receive compensation based upon various factors, including quality, accuracy and value of research, firm profitability or revenues 
(which include fixed income trading and capital markets profitability or revenues), client feedback and competitive factors. Analysts’ 
compensation is not linked to investment banking or capital markets transactions performed by Morgan Stanley or the profitability or 
revenues of particular trading desks. 

This report is not an offer to buy or sell any security/instrument or to participate in any trading strategy. In addition to any holdings 
disclosed in the section entitled “Important Disclosures on Subject Companies,” Morgan Stanley and/or its employees not involved 
in the preparation of this report may have investments in securities/instruments or derivatives of securities/instruments of 
companies mentioned in this report, and may trade them in ways different from those discussed in this report. Derivatives may be 
issued by Morgan Stanley or associated persons. 

Morgan Stanley makes every effort to use reliable, comprehensive information, but we make no representation that it is accurate or 
complete. We have no obligation to tell you when opinions or information in this report change. 
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With the exception of information regarding Morgan Stanley, reports prepared by Morgan Stanley research personnel are based on 
public information. Facts and views presented in this report have not been reviewed by, and may not reflect information known to, 
professionals in other Morgan Stanley business areas, including investment banking personnel. 

The value of and income from investments may vary because of changes in interest rates, foreign exchange rates, default rates, 
prepayment rates, securities/instruments prices, market indexes, operational or financial conditions of companies or other factors. 
There may be time limitations on the exercise of options or other rights in securities/instruments transactions. Past performance is 
not necessarily a guide to future performance. Estimates of future performance are based on assumptions that may not be realized. 

This report may include research based on technical analysis. Technical analysis is generally based on the study of trading 
volumes and price movements in an attempt to identify and project price trends. Technical analysis does not consider the 
fundamentals of the underlying issuer or instrument and may offer an investment opinion that conflicts with other research 
generated by Morgan Stanley. Investors may consider technical research as one input in formulating an investment opinion. 
Additional inputs should include, but are not limited to, a review of the fundamentals of the underlying issuer/security/instrument. 

Options are not suitable for all investors. Before purchasing or writing options, investors should understand the nature and extent of 
their rights and obligations and be aware of the risks involved, including the risks pertaining to the business and financial condition 
of the issuer and the security/instrument. A secondary market may not exist for these securities/instruments. For Morgan Stanley 
customers who are purchasing or writing exchange-traded options, please review the publication “Characteristics and Risks of 
Standardized Options,” which is available from your account representative. 

Futures are not suitable for all investors. The trading of futures or options on futures contains inherent risks. Investors should be 
aware that tax considerations, margin requirements, commissions and other transaction costs may significantly affect the 
economics of the transactions discussed in this material and should be reviewed carefully with their account representative and tax 
advisor. 

To our readers in Taiwan: Information on securities/instruments that trade in Taiwan is distributed by Morgan Stanley & Co. 
International Limited, Taipei Branch (the “Branch”). Such information is for your reference only. The reader should independently 
evaluate the investment risks and is solely responsible for their investment decisions. This publication may not be distributed to the 
public media or quoted or used by the public media without the express written consent of Morgan Stanley. Information on 
securities/instruments that do not trade in Taiwan is for informational purposes only and is not to be construed as a 
recommendation or a solicitation to trade in such securities/instruments. The Branch may not execute transactions for clients in 
these securities/instruments. 

To our readers in Hong Kong:  Information is distributed in Hong Kong by and on behalf of, and is attributable to, Morgan Stanley 
Dean Witter Asia Limited as part of its regulated activities in Hong Kong.  If you have queries concerning this publication, please 
contact our Hong Kong sales representatives. 

Certain information in this report was sourced by employees of the Shanghai Representative Office of Morgan Stanley Dean Witter 
Asia Limited for the use of Morgan Stanley Dean Witter Asia Limited. 

THIS PUBLICATION IS DISSEMINATED IN JAPAN BY MORGAN STANLEY JAPAN SECURITIES CO., LTD.; IN HONG KONG 
BY MORGAN STANLEY DEAN WITTER ASIA LIMITED; IN SINGAPORE BY MORGAN STANLEY DEAN WITTER ASIA 
(SINGAPORE) PTE., REGULATED BY THE MONETARY AUTHORITY OF SINGAPORE, WHICH ACCEPTS RESPONSIBILITY 
FOR ITS CONTENTS; IN AUSTRALIA BY MORGAN STANLEY DEAN WITTER AUSTRALIA LIMITED A.B.N. 67 003 734 576, A 
LICENSED DEALER, WHICH ACCEPTS RESPONSIBILITY FOR ITS CONTENTS; IN CANADA BY MORGAN STANLEY 
CANADA LIMITED, WHICH HAS APPROVED OF, AND HAS AGREED TO TAKE RESPONSIBILITY FOR, THE CONTENTS OF 
THIS PUBLICATION IN CANADA; IN GERMANY BY MORGAN STANLEY BANK AG, FRANKFURT AM MAIN, REGULATED BY 
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MORGAN STANLEY DW INC., WHICH ACCEPT RESPONSIBILITY FOR ITS CONTENTS. IN AUSTRALIA, THIS REPORT, AND 
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ANY ACCESS TO IT, IS INTENDED ONLY FOR “WHOLESALE CLIENTS” WITHIN THE MEANING OF THE AUSTRALIAN 
CORPORATIONS ACT.  NOT FOR DISTRIBUTION TO PRIVATE CUSTOMERS AS DEFINED BY THE UK FINANCIAL 
SERVICES AUTHORITY. 

The trademarks and service marks contained herein are the property of their respective owners. Third-party data providers make no 
warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide and shall 
not have liability for any damages of any kind relating to such data. 

This report may not be sold or redistributed without the written consent of Morgan Stanley. 

Morgan Stanley research is disseminated and available primarily electronically, and, in some cases, in printed form. 

Additional information is available upon request. 
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