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Abstract

In this talk we will discuss a novel approach to the valuation and hedging of Mortgage-Backed Securities (MBS). Our method is related to well known Option-Adjusted Spread (OAS) methodology, but provides a better way to account for embedded optionality. In this method, the construction of the optimal hedging portfolio of liquid benchmark instruments is considered as an essential part of the valuation procedure. To ensure the uniqueness of the solution of the resulting ill-conditioned optimization problem, the standard Tikhonov type regularization technique is applied. The choice of the regularization parameter in the construction of an optimal hedging portfolio is discussed. The developed numerical optimization technique is based on the combination of the Broyden-Fletcher-Goldfarb-Shanno (BFGS) and Newton methods. The numerical results on the hedging of the portfolios of CMO and European swaptions based on Monte Carlo simulation will be presented.
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