What Happens When an Investor Buys a Mortgage-Backed Security?

On July 15, 2005, Donald Bond of Trump Bank calls a dealer to buy a mortgage-backed security.  After some discussion about the advantages and relative value of various securities, Donald decides to buy a 30-year Fannie Mae pass-through with a $1 million face value and a coupon of 8.5 percent.  He agrees to pay a price of 101 10/32, and he does not specify any pool characteristics.  The dealer tells Donald that Trump Bank will receive pool information on Tuesday, Aug. 9, 2005 (the notification date), and will receive the security two business days later on Thursday, Aug. 11, 2005 (the settlement date).  On July 24, 2005, Trump Bank receives confirmation of the terms of the trade.  (Exhibit 1 shows the timeline of this transaction.)
Sometime before 3 p.m. EST on Aug. 9, Trump receives electronic notification that in two days it will receive two pools with the characteristics (shown in Exhibit 2).  One of the pools is new; it was issued on Aug. 1 and has a 1.00 factor.  The other has just begun to pay principal; it was issued on July 1 and has a factor slightly less than 1.00.  Trump Bank will receive slightly less than the face value requested, as allowed by the variance rule.  On the settlement date, Trump Bank must pay the agreed-upon price, plus accrued interest from Aug. 1 to Aug. 11—a total of $1,015,473.83.
On the Aug. 11 settlement date, Trump Bank receives notification that Fedwire has credited its securities account and debited its reserve (cash) account according to the terms of the transaction.  On the last day of August (the record date), Fedwire takes a snapshot of the location of all MBS in its system and registers Trump Bank as the new holder of record for the security purchased.  On the fourth business day of the month (Sept. 7), Fannie Mae pool factors for August are released; this information is used to determine the payment of principal and interest due to Trump Bank.  Fannie Mae (FNMA) pass-through payments are made 24 days after the beginning of the month (or the 25th day of the month) to the holder at the last record date.  Therefore, on Sept. 26 (since the 25th falls on Sunday), Trump Bank receives notification that FNMA has transferred a payment—including principal (amortization and prepayments) and interest—to its account via Fedwire, based on the August factor information.  Trump Bank will continue receiving monthly payments until the pools are sold or they pay out.  (Exhibit 3 shows a breakdown by day of each of these transactions.)
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Exhibit 2
	Customer Name
	Original Contract
	Coupon
	Price
	 

	Trump Bank
	$1,000,000 
	8.50%
	101 10/32 (101.3125)
	 

	 
	 
	 
	 
	 

	Trade Date
	Settlement Date
	Security
	Trade Specifications
	 

	7/15/2005
	8/11/2005
	FNMA 30-year
	None
	 

	 
	 
	 
	 
	 

	Pool No.
	Coupon Rate
	Original Face
	Current Face
	Principal                                 Accrued Interest                          Total Due

	
	
	
	
	

	Issue Date
	Maturity Date
	Factor
	Delivery Date
	

	1
	8.5%
	$525,149.00 
	$525,149.00 
	$532,041.58 

	8/1/2005
	8/1/2035
	1.0000000
	8/11/2005
	$1,239.94 

	 
	 
	 
	 
	$533,264.53 

	2
	8.5%
	$475,150.29 
	$474,838.90 
	$481,071.16 

	7/1/2005
	7/1/2035
	0.99934464
	8/16/2005
	$1,121.15 

	 
	 
	 
	 
	$482,176.95 

	 
	Total Original Face
	$1,000,299.29 
	Total Principal
	$1,013,112.74 

	 
	Total Current Face
	$999,987.90 
	Total Accrued Interest
	$2,361.09 

	 
	 
	 
	Total Due
	$1,015,473.83 


Exhibit 3
	Trade Date

July 15 (Friday)
	

	Face Value
	$1,000,000.00

	Coupon
	8.5%

	Price
	101 10/32  or  (101.3125)


	Notification  Date

Aug. 9 (Tuesday)
	Pool No. 1
	Pool No. 2
	Total

	Original Face Value
	$525,149.00 
	$475,150.29 
	$1,000,299.29 

	Factor
	1.000000
	0.99934464
	 

	Current Face Value
	$525,149.00 
	$474,838.90 
	$999,987.90 


	Settlement Date
Aug. 11 (Thursday)
	Pool No. 1
	Pool No. 2
	Total

	Principal (1)
	$532,041.58

($525,149.00 x 101.3125)
	$481,071.16

($474,838.90 x 101.3125)
	$1,013,112.74

	Accrued Interest
	$1,239.94

(8.5% x 10/360 x $525,149)
	$1,121.15

(8.5% x 10/360 x $474,838.90)
	$2,361.09

	Total Due for Purchase
	
	
	$1,015,473.83 


	FNMA Releases August Pool Factors
Sept. 7 (Wednesday)
	Pool No. 1
	Pool No. 2

	Factor
	0.9994214
	0.99872234


	Monthly Payment
Sept. 26 (Monday)
	Pool No. 1
	Pool No. 2
	Total

	Principal (2)
	$303.85

($525,149.00 x (1.0 – 0.994214)
	$295.69

($475,150.90 x (.999345-.998722)
	$599.54

	Interest (3)
	$3,719.81

(8.5% x 30/360 x $525,149)
	$3,363.44
(8.5% x 30/360 x $474,838.90)
	$7,083.25

	Total Payment Received
	
	
	$7,682.79 


(1) For simplicity, we have included the premium for this issue of approximately $13,125 in the principal amount, which would need to be amortized over the life of this security.

(2) Principal payment is based on the difference between the previous factor and the current factor.  This includes scheduled amortization and prepayments.

(3) Interest payment is based on the previous month’s face value.
