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small business recovery will be slow. As evidence of 
constrained credit, total outstanding loans declined 6% 
year-on-year as of the end of September (see Figure 7), 
with commercial and industrial loans leading the way 
with a 16% drop. 

The impact on employment seems evident, with the 
net percent of small businesses planning to increase 
employment still in negative territory (see Figure 
8: Small Business Optimism Index). Credit is the 
lifeblood of economic activity, and without free-
fl owing credit, it seems diffi cult to expect a rapid 
recovery of the U.S. economy. 

OUTLOOK
At Babson Capital, we view 2010 with cautious 
optimism. As pleased as we are with the further 
stabilization of the financial markets, we believe 
headwinds remain to the economic recovery.  Strain 
in the banking sector impacting the availability of 
credit for small businesses remains a worry point, as 
does the overall level of unemployment. While near-
term GDP growth has materialized, the strength and 
tenure of this recovery remains a question as long as 
the aforementioned issues remain.
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FIGURE 7: OUTSTANDING LOANS YOY % CHANGE

Source:: FDIC as of September 30, 2009

we revisit banks in order to consider their worsening 
credit trends and the follow-on repercussions for small 
businesses, employment, and consumption. 

CREDIT – BANKING SECTOR REMAINS CHALLENGED 
Banks, crucial to the efficient functioning of the 
economy for both consumption and production, are 
still facing worsening credit trends. Though a few 
large banks exited the TARP program this past quarter, 
non-performing loans for the sector have risen to 
5.2% of total loans in September 2009 from less than 
1% in January 2007 (Moody’s U.S. Banking Industry 
Fundamental Credit Conditions – 3Q09; December 
2009). Non-performing loan volume also increased 
by 17% in the third quarter of 2009. In addition, bank 
failures have been on the rise with 140 bank failures 
noted by FDIC for 2009 as compared with 25 in 2008 
and three in 2007 (see Figure 6). 

As commercial real estate fundamentals deteriorate 
and values decline, commercial mortgages have been 
deteriorating with non-performing loan ratios rising 
to 8.3% compared to 6.4% for residential mortgages 
(Moody’s U.S. Banking Industry Fundamental Credit 
Conditions – 3Q09; December 2009). Commercial 
banks in the U.S. still hold $1.7 trillion of commercial 
real estate loans (FDIC, as of September 30, 2009) and 
these loans represent 27% of assets for the average 
commercial bank.  For small banks with assets less 
than $100 million, this ratio shoots up to 40%.  Thus, 
small banks, having greater exposure to commercial 
mortgages, have been particularly susceptible to 
commercial mortgage loan losses, and account for the 
majority of bank failures.

Small businesses need to recover before employment 
can substantially improve as they account for 25% of 
total employment and 40% of jobs created during the 
last expansion (Moody’s Economy.com, November 
4, 2009). However, since small businesses rely on 
lending to fi nance growth, if credit remains constrained, 

FIGURE 6: NUMBER OF FAILED BANKING INSTITUTIONS 

Source: FDIC as of December 31, 2009
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Investment Grade Corporate Credit
The investment grade corporate credit market 
might be at an infl ection point, where spreads either 
stop contracting or actually rise. Strong demand 
for corporate paper 
continues, with the 
major buyers of 
corporate credit all 
in acquisition mode. 
Pension funds seem 
to be reallocating 
to corporate credit 
to reduce mark-
to-market impacts 
from changes in 
their pension market values. Insurance companies, 
many of which have risk-based capital issues, are 
buying corporate credit as fast as they can. Conservative 
investors, looking for dependable income, also feel that 
the corporate credit market can deliver. Interestingly, 
foreign buyers have not been participating in this 
market recently. They tend to be more yield-oriented 
and absolute yields in this asset class are at multi-
year lows. If rates rise, as many expect they will, this 
signifi cant buyer could be lured back into the market.

The investment grade corporate market exhibited 
very healthy performance in the fourth quarter with 
spreads narrowing from 218 bps OAS4 to 172 bps 
(Barclays U.S. Corporate Investment Grade Index, 
from September 30, 2009 to December 31, 2009). This 
has led to signifi cant excess returns of over 307 bps for 
the period. Total returns for this sector for the year are 
over 19% (Barclays U.S. Corporate Investment Grade 
Index, as of December 31, 2009), not very far behind 
the equity market for the year.

OUTLOOK
Looking into 2010, due to strong current technicals, we 
expect to see further tightening of spreads at a faster-

than-expected rate 
in the short term. We 
also expect supply 
to be down by 30% 
in 2010, as many 
companies accessed 
the corporate market 
in 2009 to term out 
short-term debt and 
to take advantage 
of historically low 

corporate yields; there is not as much of a need for 
corporations to tap the market in 2010.

At some point in the relatively near future, we expect 
spreads to start to level out. Given the risks in the 
markets and the still existing macro imbalances, there 
are many A-rated industrial credits that are trading 
with double-digit spreads, a historical anomaly.

There is also a higher-than-usual probability of tail-
end risks destabilizing the broader markets in 2010. 
These include situations, akin to Dubai’s recent credit 
dilemma, that could undermine confi dence in the 
markets and snowball into a global crisis. If an event of 
this nature does occur, spreads could widen as markets 
fall. Given the massive transfer of risk that has already 
taken place from private balance sheets to public, it is 
likely that credit will not be at the heart of these crises 
and thus may not fall as much as other asset classes.
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FIGURE 9: BARCLAYS IG CORPORATE CREDIT SPREADS

Source: Barclays Capital as of December 31 2009

INVESTMENT GRADE CORPORATE CREDIT HIGHLIGHTS

■ The investment grade corporate credit market at an infl ection point? 
Strong demand from conservative investors and a lack of participation 
from yield-oriented foreign buyers

■ Healthy performance in the fourth quarter was demonstrated by excess 
returns of 307 bps and total returns of 135 bps

■ We expect supply to fall by 30% in 2010 and worry about tail-end risks 
destabilizing the broader markets

4. OAS: Option Adjusted Spread.
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High Yield Corporate Credit
The high yield market as measured by the Barclays 
Capital U.S. High Yield Index returned 6.2% during 
the fourth quarter and 58.2% for 2009 (as of December 
31, 2009). High 
yield lagged other 
asset classes for the 
fourth quarter but 
for 2009 came in 
ahead of its annual 
record of 46.2% set 
in 1991. While the 
fi nancial sector has 
cooled off, other 
riskier industries, like automotives and consumer 
cyclical services, are now driving performance. The 
triple-C segment continues to outperform the overall 
index, with the single-B and double-B segments 
posting more modest gains. Spreads at 617 bps are 
now close to the 15-year average of 600 bps.

New issuance continued its strong pace throughout 
the fourth quarter, resulting in a record $160 billion 
for 2009, beating the previous record of $142 billion 
set in 2006. The majority of new issue supply has been 
attributable to refi nancing. Overall, the market remains 
open to lower-rated issuers and cyclical companies 
that struggled for fi nancing in the fi rst half of the year. 
Mutual fund fl ows have also remained very robust 
throughout 2009, with year-to-date infl ows of $30.1 
billion, resulting in a strong technical bid in the market 
as managers seek to put money to work. 
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FIGURE 10: BARCLAYS HIGH YIELD CORPORATE CREDIT 
SPREADS

Source: Barclays Capital as of December 31, 2009

Default rates have been relatively fl at throughout 
the quarter, showing stabilization following the 
dramatic increases in early 2009. With many signs 

beginning to point 
toward stabilization, 
f o re c a s t e r s  a re 
further lowering 
t h e i r  d e f a u l t 
forecasts for 2010. 
While  we think 
defaults will remain 
elevated in 2010, 
we can certainly see 

the case where they fall back into the single digits 
and return to more normalized levels as companies 
regain access to the primary market and can refi nance 
upcoming maturities and investor sentiment improves. 
The Moody’s U.S. bond speculative-grade (issuer-
weighted) default rate stands at 13.4%, on par with 
peak default rates in 1990/91 and 2001.

OUTLOOK
We remain cautiously optimistic going into 2010 as 
improved liquidity allows companies to refi nance 
maturing credits and to raise additional capital. We 
expect the markets to remain open, specifi cally for 
lower quality names, as we see increasing signs of 
economic stability. As companies de-lever, we believe 
previously highly levered credits will have the potential 
to outperform higher quality names. In addition to 
refi nancing, acquisition fi nancing should see a pickup 
as companies look for further opportunities to grow. 

Cost-cutting and free cash fl ow generation, we believe, 
will continue to drive margin improvement. Yields 
still provide an attractive risk/return trade-off given a 
historical perspective and hence credit selectivity will be 
a key factor determining performance. Strong technical 
factors such as cash infl ows into mutual funds remain a 
driving force in the market and should continue to push 
the market higher. Overall, restructured balance sheets 
and the continued decline in defaults should point to a 
solid year of returns in 2010.

HIGH YIELD CORPORATE CREDIT HIGHLIGHTS

■ High yield returned 6.2% for the quarter, driven by automotives and 
consumer cyclical services and the triple-B segment

■ New issuance for 2009 surpassed the previous record in 2006, and 
default rates were fl at showing stabilization of the market

■ We are cautiously optimistic going into 2010 and believe highly levered 
credits will have the potential to outperform higher quality names
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The bank loan default rate hit 10.8% by principal 
amount in November, and is expected to stand as this 
cycle’s peak. Many in the market expect default rates to 

fall to approximately 
5% in 2010. Based 
on S&P LCD’s poll 
of loan accounts 
(S&P LCD, Dec 10, 
2009), institutions 
offer an average 
base-case rate of 
5.25% for 2010 and 
4.86% for 2011. At 

Babson Capital, we believe that loan default rates 
might stay above 6% for 2010 which fi ts well within 
the 6-9% range forecasted by NYU’s default authority, 
Professor Ed Altman.

OUTLOOK
A recent development that has signifi cantly changed 
the outlook for bank loans is the nascent recovery 
of CLOs. There is a glimmer of hope for CLO new 
issuance, with a $250 million CLO that is being 
underwritten in the industry and slated for completion 
in early 2010. CLO new issuance had been “dead in 
the water” for most of 2009, having taken much of the 
blame for the fi nancial crisis. Back in 2007, even as the 
crisis was starting to unfold, CLO new issuance was 
$92.65 billion. It petered down to a $19.90 in 2008 
and a mere $1.17 billion in 2009, all within the fi rst 
quarter (Citi Investment Research and Analysis, as of 
December 15, 2009). We are hopeful that this future 
new issuance might be an indication of a possible 
revival of the CLO market.

The profi le of strategic activities responsible for loan 
issuance is also dramatically changing. LBO deals 
were responsible for 39% (S&P LCD; as of June 30, 
2007) of all pre-crisis loan issuance and M&A (non-
LBO) deals accounted for 20.4%. Now, corporate-to-
corporate deals, mostly in the form of acquisition deals, 
are responsible for the greatest share of leverage loan 
new issuance at 20% (S&P LCD; as of December 15, 
2009). LBOs have moved down in importance, being 
responsible for only 9.4% of new issuance. We believe 
that this might actually be indicative of a secular shift 
in the loan market, and we expect 2010 to see an 
active primary market with loans forming the core of 
corporate fi nance for mergers and acquisitions.

Bank Loans
Recovery in the bank loan market took an evolutionary 
path in 2009. With little sign of new issue activity in the 
fi rst quarter, an amend-to-extend trend in the second, 
and a bond-for-loan 
takeout in the third, 
new issue activity 
finally restarted in 
the fourth. 

The loan market’s 
re-establishment of 
new issuance in the 
fourth quarter has 
brought much relief to market participants. Since 
September, new institutional loan volume has averaged 
$6.2 billion a month, from $1.3 billion between June 
and August and $2.1 billion earlier in the year. As of 
the end of November, new-issue volume was $32.9 
billion year-to-date, with $12.5 billion in October 
and November alone (S&P LCD, Dec 7, 2009). This 
surge of new-issue volume has, however, tempered 
the secondary market. We believe that with the new-
issuance market having taken off, the secondary market 
has probably run as far as it can go systemically. Hence, 
we expect future moves to be more idiosyncratic, driven 
by earnings news and exogenous factors.

Bank loans returned 53.8% for 2009, of which only 
3.7% was contributed by the fourth quarter (as of 
December 31, 2009, Barclays U.S. High Yield Loan 
Index). In retrospect, the second quarter ended up 
being the best performing quarter for bank loans with a 
return of 21.9%. Distressed loans (rated CCC+ to D by 
Standard and Poor’s) contributed the most by returning 
9.3% for the fourth quarter; higher quality paper, rated 
split-BBB and BB, were the quarter’s underperformers.
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FIGURE 11: CREDIT SUISSE LEVERAGED LOAN AVG PRICE

Source: Credit Suisse as of December 31, 2009

BANK LOAN HIGHLIGHTS

■ New issue fi nally restarted in the fourth quarter resulting in a more 
tempered secondary market

■ Bank loans returned 3.7% for the quarter, with distressed debt 
contributing the most, and higher quality paper underperforming

■ A glimmer of hope for recovery of CLO issuance, with a $250 million 
CLO being underwritten and expected to close in early 2010 
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Distressed Debt
Distressed debt proved to be one of the most profi table 
places to invest in the high yield markets during the 
fourth quarter as decreasing yields on higher rated 
assets drove investors 
t o  t h e  l o w e s t 
rated investments 
along the credit 
spectrum. Returns 
for the quarter were 
7.9% and 53% for 
the year (Altman-
NYU Distressed 
Debt Index, as of 
November 30, 2009).

From a supply standpoint, the fourth quarter was 
stronger, with $9.3 billion of defaulted bank loans 
generated by 14 defaults, compared with $6.1 billion 
generated by 15 defaults in the previous quarter. 
The default of MGM Studios alone accounted for 
$3.8 billion of the defaulted loan volume. During 
the fourth quarter, the 12-month default rate by par 
value in the S&P/LSTA Leveraged Loan Index rose to 
an all time high of 10.81%. By the end of the quarter, 
however, as large bankruptcies from a year ago rolled 
off the 12-month rate and as defaults generally slowed 
down, the default rate settled down at 9.58% (see 
Figure 13). Similarly, defaults by number of issuers 
peaked at 8.25% during the fourth quarter before 
ending at 7.94%. 
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FIGURE 12: DISTRESSED DEBT MONTHLY RETURNS

Source: Altman-NYU as of November 30, 2009

OUTLOOK
Currently, S&P forecasts a 6.9% 12-month default 
rate for September 2010 (as of September 30, 2009), 

w h i l e  M o o d y ’s 
forecast for the full 
year of 2010 is 3.9% 
(as of December 
14,  2010).  Both 
outlooks are driven 
by expectat ions 
o f  c o n t i n u e d 
c a p i t a l  m a r k e t 
liquidity, including 
strong high yield 
b o n d  i s s u a n c e , 

reinvestment by CLO’s, and the ability of distressed 
capital raised in 2009 to meet the needs for rescue- 
and exit-fi nancings. We believe that this liquidity is 
necessary to boost both returns as well as the supply 
of distressed debt. Hence, if the above forecasts 
for default rates prove correct, we believe the 
opportunity set in distressed debt will continue to 
shrink, but remain above historical levels. If, however, 
the economy stumbles as government stimulus 
is removed, the supply of distressed investment 
opportunities could rise and the returns offered could 
become much greater.

DISTRESSED DEBT HIGHLIGHTS

■ Distressed debt proved to be an attractive asset class as decreasing 
yields on higher rated assets drove investors to the lowest rated 
investments in the credit spectrum

■ Fourth quarter supply was strong with $9.3 billion defaulted bank loans 
generated by 14 defaults

■ If rating agency forecasts for 2010 default rates prove right, we could 
face a shrinking opportunity set in distressed debt
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fi rst quarter of 2010 in similar forms, we believe new- 
issue volumes will remain at historically low levels 
until at least the second quarter. 

OUTLOOK
The European loan 
market is placed to 
have a good 2010 
given the buildup 
o f  c a sh  due  to 
repayments  and 
improved pricing 
from trade sales5 and 
IPOs. Repayments 

generated from existing deals bode extremely well for 
secondary market prices in the fi rst half of next year. 
It is unlikely that the new-issue calendar will be able 
to restart as quickly as new issues are being priced 
far wider than historical average spreads, with sound 
covenant packages and a vast majority of the capital 
structure in subordinated debt and equity. Given the 
turmoil of the past two years, companies are keen to 
lock in fi nancing while they can, and this should result 
in spreads staying attractive for the medium term.

We remain concerned that the highly leveraged deals 
done at the top of the 2006-2007 credit markets were 
predicated on strong economic growth in order to 
repay their current debt loads over the next three to 
four years. As a result, we continue to position our 
portfolios toward companies with sustainable capital 
structures and real equity value - companies that 
should benefi t from the IPO and trade sale trends. 
We also believe there is value in senior debt within 
overleveraged debt structures given the recent trend 
of distressed funds looking to take equity control 
through the subordinated tranches, leaving senior debt 
untouched. However, this strategy is highly dependent 
upon legal jurisdiction and investors’ conviction on 
enterprise values remaining above the senior debt 
levels even in stressed economic scenarios. 

European Bank Loans
The European loan market continued to appreciate in 
the fourth quarter, albeit at a much slower rate than 
the previous two quarters. Though the Credit Suisse 
European Leveraged 
Loan Index has 
yet  to reach i ts 
August 2008 levels, 
it returned 6.2% 
for  the  quarte r 
and a record 48% 
for the year. The 
market was buoyed 
b y  s i g n i f i c a n t 
repayments at par, 
led by Orangina which repaid over €1.5 billion 
following its purchase by Suntory. Issuers have taken 
advantage of strong high yield bond conditions to 
refinance shorter dated loans with covenant-lite, 
long-term bond financing, a trend we expect to 
continue. Several companies have also approached 
their syndicates for waivers to allow IPOs with most 
of their existing debt remaining in place. We expect 
the amended debt to continue to trade close to par as 
these amendments requesting waivers come with fees 
and increased margins 

The new-issue calendar started to come back to life 
at the end of the fourth quarter, with several middle-
market deals being underwritten by banks. EQT’s 
acquisition of Springer, the largest LBO of the year in 
Europe, also garnered much attention in December 
with an oversubscription of the €1.2 billion of new 
senior debt. Though we expect more new deals in the 
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EUROPEAN BANK LOAN HIGHLIGHTS

■ The European loan market, buoyed by signifi cant repayments at par, 
returned 6.2% for the quarter

■ New issuance sprang back to life in the fourth quarter with the largest 
European LBO of the year - EQT’s acquisition of Springer

■ Given cash buildup from repayments, strong pricing due to acquisitions 
and IPOs, 2010 should prove to be a good year

5.  Trade sales: company-to-company acquisitions. A term commonly used in the U.K.
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Structured Credit
CLO liabilities moved higher during the quarter 
despite some capitulation during December. Though 
there is signifi cant differentiation among deals, a 
“typical” original-
issue AAA-rated 
CLO tranche now 
trades in the 90s 
(a discount margin 
of approximately 
2 5 0  b p s ) ,  u p 
approximately 3 
points. Original-
issue AA’s, A’s and 
BBB’s are also up 5 
to 10 points, while original-issue BB and equity were 
the biggest gainers, rising approximately 50% each. 
Given the fact that junior mezzanine6 and equity 
tranches are leveraged to the performance of the 
U.S. economy, it is not surprising that those tranches 
gained the most as the economic recovery solidifi ed 
during the quarter. Prices for all tranches were at their 
highest in November but gave back a few points each 
as tremendous supply continued to hit the market. 

A substantial $4.2 billion of CLO paper was offered 
during the fourth quarter (Citigroup, as of December 
14, 2009) down slightly from the $4.8 billion offered 
in the previous quarter. The modest drop was primarily 
due to a shift in trading, away from large AAA positions 
offered by banks and into original AA positions from 
structured-vehicle liquidations. In fact, by tranche 
count, there were more bonds offered in the fourth 
quarter (more than 700) than in the third (less than 
600). Without any identifi able liquidations on the 
horizon, we expect fi rst quarter 2010 trading volume 
to be lower than recent quarters but still relatively 
active as many investors seek to actively trade their 
portfolios and harvest gains. 

CLO downgrade activity remained relatively quiet, but 
we expect additional downgrades in the fi rst quarter. As 
mentioned in our third quarter report, CLO downgrade 

activity slowed after Moody’s ended its “Stage II” 
review of CLO liabilities. However, Standard and Poor’s 
has been re-rating CDOs based on its recently updated 

rating criteria. Early 
resul ts  indicate 
tha t  mezzan ine 
C L O  t r a n c h e s 
could experience 
a p p r o x i m a t e l y 
t h re e -  t o  f i v e - 
notch downgrades, 
with less severe 
downgrades applied 
to better managed 

portfolios and tranches higher in the capital stack. Many 
fi rst-priority tranches have only been downgraded one 
to two notches and remain very highly rated despite 
the new tough criteria. Based on comments from S&P, 
we expect this re-rating action to be completed some 
time in the second quarter of 2010. We believe this 
activity will have virtually no impact on secondary 
CLO pricing.

OUTLOOK
We continue to believe that there is considerable 
opportunity for price appreciation in the mezzanine 
part of the capital stack in select CLOs. While 
macroeconomic forces will play a role in mezzanine 
CLO markets, investors should now look to specifi c 
deal performance rather than broad market sentiment 
as a source of future returns. Further up the capital 
stack we expect spreads to slowly grind tighter, though 
the outsized returns once available in senior CLO 
tranches are now behind us. Senior tranches should 
benefi t signifi cantly if, and when, new issue CLOs 
come to market. While market prices are likely to ease 
over time, fears that a supply surge would signifi cantly 
lower prices are now largely abated as the market 
absorbed substantial amounts of paper in the third 
and fourth quarters without signifi cant price erosion. 

STRUCTURED CREDIT HIGHLIGHTS

■ Junior mezz and equity tranches, being leveraged to the performance of 
the U.S. economy, were the largest gainers for the quarter

■ CLO downgrade activity by rating agencies remained low, but expect 
downgrades in the fi rst quarter

■ Considerable opportunity exists in the mezzanine part of the capital 
structure, and senior tranches should benefi t signifi cantly if new CLOs 
come to market

6.  Junior mezzanine: BB-rated CLO paper.

TABLE 2: TRADING LEVELS FOR TYPICAL CLOS 
 AAA (SPREAD) AA (PRICE) A (PRICE) BBB (PRICE) BB (PRICE) EQUITY (PRICE)

 CURRENT ∆ CURRENT ∆ CURRENT ∆ CURRENT ∆ CURRENT ∆ CURRENT ∆

CLOs 250 50bps 75 +5 65 +5 55 +10 45 +15 1.5 yr of pmts –

Source: Babson Capital as of December 14, 2009
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OUTLOOK 
We see little likelihood over the short to medium 
term that there will be an improvement in underlying 

fundamentals to 
provide a boost to the 
market. We believe 
the  market  has 
already discounted 
a very pessimistic 
fundamental outlook 
since the second 
quarter of 2009, and 
that demand from a 
variety of sources, 

including PPIP7 managers and distressed funds, should 
remain reasonably strong in the fi rst quarter of 2010. 
Non-agency mortgages and subprime ABS remain 
among the cheapest, if not the cheapest, portions of the 
fi xed income market. We believe longer maturity paper 
has the greatest potential for capital appreciation, with 
yields coming down into the high single-digit range. 

In terms of prospective new issuance, we do not see 
the re-emergence of an active securitization market in 
non-agency RMBS in the short to medium term, except 
in very well protected AAA paper, backed by prime 
mortgages. Even then, it is not clear if securitization 
will re-emerge as an effi cient way to fi nance non-agency 
mortgages. For the foreseeable future, the securitized 
residential mortgage market will be dominated by GSE8

issuance, though the nature of the GSE’s may change as 
their losses mount. 

In the non-residential ABS market, we don’t expect 
further recovery in widely held sectors such as credit 
cards and car loans in the near future; while there may 
be some further tightening in senior paper, as a general 
rule we don’t expect to see the emergence of meaningful 
appetite for subordinated paper. We think the test will 
be to see whether securitization remains a legitimate 
fi nancing vehicle for some of the more non-standard 
types of receivables. 

The first quarter should remain solid for agency 
mortgages as the Fed gets to the $1.25 trillion mark of 
its purchase program. GSE portfolio caps could force 
the selling of MBS and contribute signifi cantly to the 
overall supply in 2010. With the backdrop of weak 
loan demand, banks are likely buyers of MBS. Money 
managers should return to the market, contingent on 
the level of mortgage spreads.

Mortgage and Asset Backed Securities
Conditions in the housing market continued their 
slow improvement over the course of the fourth 
quarter. Price appreciation in the second and third 
quarte r s  o f  the 
year translated into 
better realizations 
o n  l i q u i d a t e d 
foreclosed homes, 
causing severities to 
decline marginally 
in the later part of 
the year. Severities 
were also reduced by 
a higher propensity 
on the part of lenders to accept “short sales,” in which 
homeowners turn over the home to the lender in 
exchange for the lender’s agreement not to pursue a 
defi ciency judgment against the borrower during the 
foreclosure process. Troubled loans continue to mount, 
although at a slower pace than in prior quarters for 
most collateral types. Borrower performance in the 
prime and Alt-A sectors remains bedeviled by the 
headwinds of declining incomes and employment, 
which do not appear likely to abate anytime soon. 

Mediocre fundamentals notwithstanding, non-agency 
mortgage spreads held fi rm. Pricing in credit card, 
auto, student loan, and some equipment receivables 
strengthened with the re-emergence of a robust stand-
alone securitization market in these sectors, though the 
appetite for non-senior tranches remains limited at best 
and most issuers are retaining all or almost all of the 
subordinate exposure. Agency MBS continue to enjoy 
robust demand from the Fed’s MBS buying program, with 
spreads narrowing 75-100 bps by mid-December 2009. 

MBS / ABS HIGHLIGHTS

■ House price improvements have led severities to decline marginally 
though troubled loans continue to mount

■ Spreads across the subsectors held fi rm with agency MBS in particular 
performing well with robust demand from Fed’s MBS buying program

■ The market has already discounted a very pessimistic fundamental 
outlook and that demand from PPIP managers and distressed funds 
should remain reasonably strong

FIGURE 15: NON-MORTGAGE ABS SPREADS

Source: Barclays Capital as of December 31, 2009
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7. PPIP: Public Private Investment Program – a joint Treasury, FDIC, Fed program that uses  $75 to $100 billion in TARP capital and capital from 
private investors to generate $500 billion in purchasing power to buy legacy assets – with the potential to expand to $1 trillion over time.

8. GSE: Government Sponsored Enterprise.
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Commercial Mortgage Backed Securities
During the fourth quarter, prices of AAA CMBS 
continued to rally from the lows of June thanks to 
government programs, including the legacy CMBS TALF9 
program, designed 
to improve liquidity. 
This improvement in 
liquidity encouraged 
buyers to increase 
their purchases of 
cash bonds to take 
advantage  o f  the 
relative value offered 
by CMBS with higher 
yields as compared 
with the ABS segment.

Moving across the vintage curve, CMBS is now trading 
at 200 bps spread-to-swaps for 2000- to 2002-vintage 
CMBS, 2005-vintage super-dupers (30% credit 
enhanced) in the low 200s spread-to-swaps range 
and 2006 and 2007 TALF-eligible fi ve-year weighted-
average life (at issuance) bonds in the high 200s/low 
300s spread-to-swaps context. As yield has been slowly 
squeezed out of the market, “weaker” 2007 vintage 
super-dupers have also started to see better demand.

The outstanding balance of specially-serviced loans10 
continues to rise rather dramatically and the overall 
delinquency rate has increased to 4.03% as of October 
2009 from a longer term range of 0.50% (Realpoint 
LLC, as of October 31, 2009). 

The CMBS segment had plenty of market-moving 
headlines this past quarter. November brought the fi rst 
new issue CMBS transaction in almost 18 months. The 

$400 million TALF-eligible transaction (DDR 2009-
DDR1) saw very good demand with the AAA class 
tightening 35 bps from the initial price guidance to 

price at 140 bps 
spread-to-swaps 
and led to demand 
for cheaper legacy 
A A A  C M B S . 
Though it was 
TALF el igible, 
only 22% of the 
class balance was 
submitted to the 
Fed subscription 

window in November, as the rest was funded by non-
levered cash buyers.

Regardless of TALF-related opportunities, non 
TALF-eligible new-issue transactions from both 
Bank of America (BALL 2009-FDG) and JPMorgan 
(JPMCC 2009-IWST) soon followed as demand 
for conservatively underwritten and low-levered 
transactions was strong. Although investor demand 
for these single-borrower transactions was good, 
expectations for the re-start of traditional multi-
borrower, multi-property type CMBS new issuance 
remains tempered due to the low loan-to-values and 
high debt-service coverage ratios required in this 
current environment to bring a transaction to market.

OUTLOOK
Confl icting signals greet the market at the start of 
2010 - CMBS prices indicate we have seen a bottom 
but commercial real estate fundamentals and headlines 
continue to worsen. Whether the CMBS price volatility 
experienced in 2009 will be replayed in 2010 remains 
to be seen, we believe that better value remains higher 
up in the capital structure as delinquencies and, 
ultimately, losses increase in 2010. Compelling yields 
are still offered by AAA-rated 30% credit-enhanced 
CMBS paper versus other fixed-income spread 
products; limited opportunities remain for recently 
downgraded paper of 30% credit-enhanced CMBS.

CMBS HIGHLIGHTS

■ Improvement in liquidity thanks to government programs helped AAA 
CMBS to rally

■ Three new issue CMBS deals indicate sound demand from both levered 
and unlevered buyers for conservatively underwritten and low-levered 
transactions

■ Compelling yields are still offered by 30% credit-enhanced AAA CMBS 
despite worsening real estate fundamentals
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FIGURE 16: 10-YEAR AAA CMBS CASH SPREADS

Source: Barclays Capital as of December 31, 2009

9. TALF: Term Asset-Backed Securities Loan Facility .
10. Specially-serviced loans: loans that are 60 days delinquent and/or have been identifi ed as having issues with debt service.
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