
A technique for evaluating  callable bonds

or

Why the curve drives callable valuations.

A 3-minute guide



Here’s the logic:

Steeper curve>greater price appreciation 

potential>increases the value of the call>greater 

spread at issuance.



CONFIRMATION THAT CURVE 

DRIVES CALLABLE VALUES

“Yesterday, our own David Deaderick sent an email 

explaining how the value in agency callable securities 

has increased of late. As David put it, “callables” of all 

structures have cheapened significantly to bullets, and 

the “more callable” the structure, the cheaper it is. 

Although volatility is still relatively low, the steepness of 

the curve is a strong contributor to the additional 

spread in callable structures with more optionality.”



The government investment officer is 

offered a lot of callable bonds. Here’s 

one good pitch in January of this year.



So this is what I look at first:

 I compare the callable bond to a bullet of the 

same maturity

Let’s look at two bonds from 9/28

One a FHLB 3 year, non-call one year

And the new 3 year Freddie that was priced at 

+9



So, let’s start the meat and potatoes of the analysis.

This is the NIM page which shows a FHLB 3 year-non call 1 

year.



Here’s the call schedule.



Let’s compare to the 3 year Freddie that came 

the same day.  The 1 5/8% of 9/29/20.



So we’ve got a 3 year bullet Freddie 

and 3 year, non-call one year FHLB

 The Freddie Mac bullet is a 1 5/8% maturing 9/29/20

 The Home Loan callable bond is a 1 3/4% maturing 10/19/20.  The maturity 

reflects the longer settlement

 We’re not exactly comparing apples and oranges but they’re close 

enough for this analysis



Potential price appreciation 

Callable bond – not much…

In the first year, essentially this bond will behave like a one 
year piece of paper.  So if the market goes up, this bond 
has some slight appreciation potential.

If the market  really rallies, then one year from now this 
bond will be called and you’ll earn 1.75% for a year.

The Freddie will move like any 3 year bond with a duration 
of 2.91



So, this is what I do.  I look at where the 3 year 

Freddie Mac bullet will be in 1 year – the first call 

date of the Home Loan callable bond.

And then see which bond will make you better 

off.

BUT how do we know where the 3 year note will 

be in a year?

Obviously we don’t.

But we do know the bond will roll down the 

curve!



How do we do that? Through the magic of 

Bloomberg.  The FISA page.  



Let’s review

 The 3 year- 1 year Home Loan will return 1.75% if called in 

one year

 The 3 year Freddie will roll down the curve, and in an 

unchanged rate environment, return 1.96% in one year

 Now, all of you are thinking, rates are never unchanged 

over a one year time horizon, right?

 BUT, the point of this exercise is not to predict where 

rates will be one year from today, or even tomorrow.  



What we’re trying to figure 

out is – am I getting paid 

enough TODAY to take on 

the call risk of buying a 

callable bond?



Addendum

You can use this approach for any callable 

bond

Once you get the hang of it, you can do it 

quickly

 I can do it while I have the salesman on the 

phone and give him/her a pretty quick yes/no 

or my personal favorite…



Let me chew on it for a while.



Conclusion

 You’ll hear about OAS, AOAS, Swap spreads, etc

 But my take is this – if they won’t even pay you what the 

curve is worth…

Why do any of the other, more complicated analysis?

 Do this step first – and then if the bond makes the cut, 

move on to the more esoteric stuff.


