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THIS LETTER DOES NOT CONTAIN OR CONSTITUTE AN OFFER OF, OR THE 
SOLICITATION OF AN OFFER TO BUY OR SUBSCRIBE FOR, THE SECURITIES 
REFERRED TO HEREIN TO ANY PERSON IN ANY JURISDICTION.  
 

THIS LETTER HAS NOT BEEN APPROVED BY AN AUTHORISED PERSON FOR THE 
PURPOSES OF SECTION 21 OF THE FINANCIAL SERVICES AND MARKETS ACT 2000. 
ACCORDINGLY, IN THE UNITED KINGDOM, THIS LETTER IS ONLY FOR 
CIRCULATION TO PERSONS (I) WHO HAVE PROFESSIONAL EXPERIENCE IN 
MATTERS RELATING TO INVESTMENTS FALLING WITHIN ARTICLE 19(5) OF THE 
FINANCIAL SERVICES AND MARKETS ACT 2000 (FINANCIAL PROMOTION) ORDER 
2005, AS AMENDED (THE "ORDER"), (II) WHO ARE HIGH NET WORTH ENTITIES 
FALLING WITHIN ARTICLE 49(2)(A) TO (D) OF THE ORDER, OR (III) TO WHOM IT MAY 
OTHERWISE BE LAWFUL TO COMMUNICATE IT TO. 
 

 
Have You Hedged Inflation? 

 
Arthur Wellesley, the 1st Duke of Wellington once observed, “The whole art of war consists of 
guessing at what is at the other side of the hill.”  The same can be said for the art of investing.   
 
The question in the market most being “guessed at” today is inflation.  Are we experiencing the 
early signs of a lasting period of inflation?  Or are we merely experiencing the transitory inflation 
asserted by US Federal Reserve Chair Jay Powell and other global central bankers?  Although 
experts sit on both sides of the debate, no one can credibly argue that the signs of inflationary 
pressure are not present.1  This past Friday, Chancellor Rishi Sunak proposed new rules to curb 
government borrowing, “amid fears that any rise in interest rates could blow a hole in the heavily 
indebted public finances.”2  The proposed rules appear to be designed to address inflation, which 
rose 3.2% in August, the highest level since 2012.3  In addition to reports of rising prices of 
consumer goods, UK citizens and companies are experiencing supply side disruptions and joltingly 
higher energy prices that will affect the prices of a broad range of goods from meat to steel.  In the 
US, a similar set of inflationary data has been rolling in, with record high increases in August in 
both producer prices (8.3%) and consumer goods (5.3%).4   
 
So what is at the other side of the hill?  To be clear, EJF Investments Manager LLC (“EJF”), the 
external manager of EJF Investments Ltd. (LON: EJFI), chooses not to guess.  But EJF would like 
to suggest to shareholders that if indeed inflation is looming over the horizon, EJFI’s current 

 
1 See, for example, Jon Sindreu, “Transitory Inflation Can Be a Lasting Affair,” WSJ (September 20, 2021). 
2 George Parker, “New Fiscal Rules to Curb Borrowing and Bring Finances Back on Track,” Financial Times 
(September 17, 2021). 
3 Chris Giles, “Surge in Inflation to 9‐year Hight Dents Trust in BoE Competence on Price Rises,” Financial Times 
(September 16, 2021). 
4 Randall W. Forsyth, “Soaring Producer Prices May Squeeze Profit Margins – and Stocks,” Barron’s (September 18, 
2021). 
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portfolio consists largely of short interest rate duration floating rate paper and Mortgage Servicing 
Rights (“MSRs”). 
 
At August 31, approximately 70% of EJFI’s portfolio is invested in floating rate securities 
collateralized by the debt of small US banks and insurance companies.  All else equal, if interest 
rates rise, the returns on this debt (called trust preferred securities, or TruPS) commensurately 
rises.  As discussed more fully in EJFI’s June 30, 2021 Interim Report,5 we believe the credit 
quality of this paper is incredibly strong coming out of the pandemic shock of March 2020, with 
massive government stimuli directed at borrowers and the banks that lend them money.  No bank 
or insurance floating rate instrument defaulted or suspended interest payments during or coming 
out of the pandemic period.  In the US, Congress is gearing up this autumn to spend an additional 
$1T on an infrastructure bill and what we believe is an additional $2T in social welfare programs.  
These figures are on top of the $6T already infused in Covid-related relief bills.6  The US 
government is certainly fanning the fires of inflation, and it stands to reason that banks will be 
among the leading beneficiaries. 
 
Another growing part of the EJFI portfolio is invested in MSRs of US mortgages.  MSRs represent 
the arrangement in which fees are paid to the holder in exchange for providing the administrative 
duties of servicing a mortgage loan, including collecting monthly payments, allocating principal 
and interest and managing insurance and property taxes.  The negative interest rate convexity of 
MSRs is similar to the floating rate TruPs paper discussed above. Historically, rising interest rates 
have driven MSR values higher.  The underlying fees paid to MSR holders come from pools of 
mortgages.  The fees are based on the amount of debt outstanding in the pools, so the longer the 
mortgages in the pool remain outstanding the longer the MSR fee stream.  When interest rates rise, 
mortgage prepayments and refinancing rates are reduced as the incentive to lock-in lower rates 
diminishes, which in return means a longer stream of fees for MSR investors.  As a consequence, 
MSR valuations typically rise with the expectation of more secure and longer tenored income 
streams.  In our estimation, MSRs are expected to further benefit in value from the tapering by the 
US Federal Reserve in the next quarter or two.  The US Federal Reserve has been purchasing 
approximately $40B of mortgages per month which has had the effect of driving mortgage rates 
to historically low levels.  Once the Federal Reserve reduces and eliminates its quantitative easing 
(“QE”) purchases, we expect mortgage rates to rise from their historically low levels.  
Additionally, the credit quality of the MSR pools held by EJFI are extremely strong as they are 
newly issued Fannie Mae and Freddie Mac conforming. Currently the weighted average FICO 
score of the borrowers underlying EJFI’s MSR portfolio is prime at 759, with LTVs of less than 
68% and 60 day plus delinquencies less than 0.3%.    
 
In our opinion, the EJFI portfolio is positioned to perform regardless of whether inflation is 
transitory or not.  But it is extremely well positioned for a period of extended inflation.  Although 
we are not asserting that inflation is “at the other side of the hill”, we believe EJFI shareholders 
will be pleased with the portfolio’s composition if it is.  On top of this, as fiscal and monetary 

 
5 https://www.ejfi.com/media/1527/2021‐09‐10‐ejfi‐interim‐report‐rns‐announcement‐v2.pdf 
6 https://www.washingtonpost.com/business/2020/04/15/coronavirus‐economy‐6‐trillion/ 
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stimuli make their way through the economy, EJFI’s exposure to banks and insurance companies 
should benefit further as we believe the sector will continue to be one of the strongest beneficiaries 
of reflation. 
 
If you would like to read more about EJF’s positioning in light of inflationary signs, please read 
my colleague Peter Stage’s recent interview in hedgeweek (“How EJF Capital is positioning for 
inflation as central bank moves recalibrate market dynamic”, September 17, 2021).   
 
Neal J. Wilson 
Chief Executive Officer 
EJF Investments Manager LLC 
 
 
 
 
The information provided herein is intended solely for the use of the party to whom EJF has 
provided it, is strictly confidential, and may not be reprinted or distributed in whole or in part nor 
may its contents be disclosed to any other recipient under any circumstances. This information 
shall not constitute a solicitation or an offer to buy or sell any security or service, or an endorsement 
of any particular investment strategy. Nothing in this material constitutes investment, legal, or 
other advice nor is it to be relied upon in making investment decisions. Offering of EJF funds or 
EJFI is made by prospectus only.  
 
The information herein may include statements of future expectations, estimates, projections, 
models, forecasts, scenarios, and other forward-looking statements (collectively "Statements"). 
The Statements provided are based on EJF's beliefs, assumptions and information available at the 
time of issuance. As a result, all the information contained in this document, including the 
Statements, is inherently speculative and actual results or events may differ materially from those 
expressed or implied in such Statements. Therefore, this information, as well as the Statements, 
cannot be relied upon for any purpose other than the current illustrative one. 
 
 The information herein may include figures, statements, opinions, analysis, or other information 
(collectively, “Information”) that paraphrase, summarize, abbreviate, or are otherwise reductive to 
the complete set of facts and events that transpired. The Information provided are based on EJF's 
beliefs, assumptions and information available at the time of issuance, and are subject to change. 
Accordingly, you are encouraged to conduct your own independent review of the Information 
before making any investment decisions. EJF expressly disclaims any liability whatsoever for any 
loss arising from or in reliance upon the whole or any part of the content herein.  
 
The scenarios, risks, Information and Statements presented in this document are not 
comprehensive of the securities and strategies referenced and are solely for illustrative purposes. 
Therefore, this document, as well as the Statements and Information, cannot be relied upon for any 
purpose other than the current illustrative one. EJFI may already own securities that advance or 
conflict with any strategies described herein. The specific securities identified and described in 
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this document do not represent all of the securities purchased, sold, or recommended by EJF, and 
the reader should not assume that investments in the securities identified and discussed were or 
will be profitable. This document shall not in any event be deemed to be complete and exhaustive 
information on the subjects covered. 
 
 PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS, WHICH MAY VARY 
 


