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Hou to Use FYH

fnce you choose a security and enter FYH <Go>, the Futures Yield-Shift
{Duration) Hedging screen appears. Enter the appropriate information in the
highlighted fields and press <Go> to display the results.

R emember
To change your mortgage defaults, enter SDF {Go>. SDF <HELP> displaus
further information.
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Futures Yield-Shift (Duration) Hedwing Screen

FYH displays four different futures contracts and their respective
cheapest-to-deliver bonds. The following four sections appear on the screen

for your analysis:

Trade Scenario Details Section (title does not appear on screen)

Sell Futures
Proxy Security for Futures Yaluation

FX Rates
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- Trade Scenario Details Section (title does not appear on screen)

Some or all of the following fields appear at the top of the screen far
setting up the trade scenario analusis:

|EUYI
face amount to be bought. [Tﬁch [M] represents ’UDU\ The security’s
ticker symbol, coupon, maturity, current price, and yield may appear to the

right.

Risk)

A measurement used by Bloomberg to indicate price sensitivity given shifts
in interest rates. Risk is 100 times the price value of & hasis point
change in yield. = .

kRemember*
For Brady Bands, blended yield risk is used. Blended yield is the
conventional yield of the security’s cash flows with no adjustments for

guarantees that may exist.
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Cher)

JThe settlement date, which is the date the securfties must be delivered and
paid for to complete a transaction.

g

Rppears for mortgage-backed securities. The weighted average maturity of
’the individual Toans underlying the security, using the balance of each
loan as the weights.

(_B£)

Appears for mortoage-backed securities. The weighted average coupan of the
individual loans underlying the security, using the balance of each loan as
the weights.

(Psp

Appears for mortgage-backed securities. The prepayment standard assumption,
uhich is a percentage expression of the relationship between the actual and
expected canstant prepayment rate [CPR] based on the PSA prepayment

Assumption ramp.
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(:Uurkuut Dt:)
he workout date and price. The workout date is the most likely redemption

date for the security given the current price and redemption schedule.

(D

The yield convention. The dropdoun menu displays the following options:

——————————

<)

- [E] bond-eguivalent

- [C] conventional yields.

f uou choose conventional, FYH calculates the uield ratio assuming that

parallel yield-shifts are measured by conventional rather than egquivalent
yield., For example, a conventional yield hedge assumes that an annual-pay
bond tracks basis-point for basis-point with a conventicnally guoted

cemi-annual uyield.
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(:iield Beta®d .
The uield beta.{Rssuming parall igld-shifig) the yield beta factor for

one issue versus another is 1.00, If you select a yield beta other tham -
00, multiply the number of hedge futures by the assumed heta value. For
[EXampl€, 1T five-gear lreasury yields are expected to move 120 hasls pPoimts
per a 100" BA515 paint shitt of long Treasuries, then the respective yield
beta is 1., and the hedge value for the long bond futures contract is
nultiplied by 1.7,
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T —
g:_§ell Futures Section \

The futures contracts base ticker suymbol appears on the left side of the
screen. You can change the futures contract by using one of the codes
gappearing to the right of the Choices field at the bottom of the screen, or
ou can use the hase ticker symbol for any other futures code for which =™

ioombery computes risk.

Remember*

Jlo _determine if there jg a Bloomberg risk value, enter {ticker symbol}
<CMDTY> FRSK <Go> (Futures Contracts Risk], i

Size Contract:

The face amount of the contract, the exchange on uhich the contract trades,
the hypothetical underlying deliverable bond, and the contract’s ticker
symbol and expiration appear. Each [M] in the face amount represents ‘000,
The Exchange Codes section of this gulde displays futher Information.

Futures Price: 1
The most recent price for the futures contract., :
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ot |

| e —
Hedge Number of Futurééﬂ

The number of futures contracts needed to break even on the hedge.
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[

—Securitg for Futures VYaluation Section C{ﬁ

The following fields appear:

[ssue:)

The ticker symbol, coupon, and maturity of the proxy issue appear if you
choose [C] in the Risk field. The Eurc$® JMo rate may also appear.
¥1g/Yield: '

The yield of the/prqgg]issue.

§T§k=]

he risk of the/proxyfissue. For corporate and government securities, enter
[C to display the risk value of the current cheapest to deliver issue or
[A] to display averape risk value over that time period. The Trade Scenarig

_gtails section of this guide displays a description of risk.

C Factor:
The conversion factor as specified by the exchange.
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(— FX Rates] Section
[Ibe_hottom of the screen displaus suggested choices of futures contracts
th may want to use to hedge the bond and thelr currency”s exchange
rate.
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CALCULATIONS

FYH hedge ratios are derived from duration, price value of an .01, yield
value of a 3Z2nd, or risk, Simply stated: -
[l

CHEDGE ISSUE: /buy issue ---duration -——=> proxy issue---conv. factaor-—>

future

FYH hedge ratios areﬁierified using/any of several methads. Results differ
For pathological academic hedges where the resultant hedge IS extremely
convex, In such a case, the real-world usefulness of any specific hedge
ratio is uncertain. You can verify the hedge results by hand, carefully

appluing any of the following measures:

1- (raw) Macauley duration
- Modified duration

3- Price value of an .01
4- Yield value of a 32nd
- Risk
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(:For example:}

100 * [value of .01] = [risk] = [full pricel] * [mod. duéatinn] / 100 Emod,
duration] = [raw duration] /7 ( 1 + [eguiv yield] 7 200 ) [Yld value 32nd] =
t 7/ (32 * [risk] )

The default_proxy issue)is the current cheapest-to-deliver. Changing the

proxy issue allows the sensitivity of the hedge ratio to be tested with
respect to other deliverable bonds.

[DLV £ (Cheapest-to-Deliver Analusis) and F3 <Go> (Cheapest-to-Deliver
ummary) can provide insight into the futures proxy selection process.

These functions display the cheapest-to-deliver rankings for futures with
deliverable bonds.

[Hedge Assumptions and Mechanics

ThE resulting hedoe is the result of a double-hedge. The first step is to
determine which proxy security is the best for each of the futures
contracts. This is assumed (and generally accepted) to be thgﬁcurrent
Eﬁﬁaqes t-tp-deliver 155ue for a futures cantract 1t i{s al ed that

ermncny

ropa
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the best futures hedge ratio for the proxy security is the issue’s oun
conversion factor. The second step hedges the security with the futures

Proxy issue, depending on yield type and settliement date you select.
P R RS | rr—

The two-step composite hedoe ratio is then adjusted for the respective par
Bmounts of the buy security and each future’s contract size to determine
the appropriate pumser (to the nearest tenth of a coniract) gr fufures
contracts to hedge,

Investor Hedge Dbjectives and Arbitrage :

T €ssence, an investor’s hedging action replaces rau price-level risk with
the pr less vo mgre controllable risk of a hedged position. In
the_extreme, the hedge-basis risk can itself be the ohject of interest of
An erbitrageur who seeks to profit from a_forecast of a yjeld-spread,
rather than price levels. The hedge-basis risk thus represents the profit
and loss potential (i.e. ane person’s risk is another person’s opportunityl.

FYH hedge-hasis risk includes hoth yield-spread risk ("BUY" vs. Proxy) as

Lwell as cash/futures-basis risk (proxy vs. futures). The cash/futures-basis
Fisk is assumed to be minimized when you select the cheapest-to-deliver
1 as the fyutures proxy,
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|

f’Hedging Technigues and Related Functions)

There are generally tuo types of hedging technigques -Jintrinsic) and
historical] Intrins{c hedging focuses an the attributes (coupon, maturity,
etc.) of the target issue and prospectjve hedging candidates. Hedge factors
pre camputed according to the mathematics implied by those attributes and a

“lresumed explicit scenariao (e.g. argllel yield shiftts). This scenario
dictates 'what should he® FYH hedges intrin51caTiiﬁ:r-__59 Mo T E

Historical hedgingjessentially ignores the attributes of all issues.

[Lnstead hedge ratios are based upon actually observed historical data
(e.g., prices and/or yields). There is no notion of "what should be". This
technique is ususlly implemented as a regression analysis _seeking the Thest
price or yield fit 0f an 1SSUE VErsus a hedging VERIiCIE( ?Eﬂj(ﬂo> and YRH
KGo> (Price/Yield Regression Hedge) hedge historically.

Simple price data fitting is found to he highly sensitive to specific

periods of history. Also, from the arbitrageur’s vantage point, historical
price fitting is usually irrelevant since they are making & specific yield
spread forecast, often independent uj ang_ggcent trend,
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C ing Deliverahbles

Hedging a deliverable isgue requires special attention. For_the futures
proxy, the hedge calculation reflects the conversiaon factor., For a
“fion-cheapest-to-del iver issue, however, the hedge ratio generaliy differs
from that issue’s own conversion factur.;ﬂlis reflects the different
assumptions of how the issue tracks the futures caontract, as indicated in

the following diagqiy

FYH! buy issue ---duration -——> proxy Issue——-conv. factor—-> future
[lun Conv, Factor: buy issue ---conv. factor---> future

Which method is better cannot be known ahead of time. Houever, Bnalyzing

recent hedde basis tracking can prove nelpful, To view the conversi

actors and graph the cash/futures basis (unadjusted for carryll enter DA3

_:Tﬂlsturlcal_Ba51s/Implied Eepo Graph). To test the duration
(parallel-ghift] and graph the appropriate@ call/maturity yield spread,

enter SS <Go> (Spread Summary).

L\

RButterflies
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A butterfly futures hedgé]can be constructed by taking appropriate

“PProportions nf the hedge values. For example, 1T the analysis 1ndicated

that 10 long bond or 40 eurodollar contracts are approprigte for $2 million
five-year Treasuries, then a 50/50 butterfly would be five bond futures and

eurndollar contracts. Another valid batterfluy would be seven honds and

12 eurodollar contracts (70%/30%)
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