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OUTLOOK 
Consumer ABS securities behave as if there is a 
negative net supply, given the success of the TALF 
deals and continued “grinding in” of spreads in the 

secondary market. 
Strong demand for 
this paper should 
continue through 
year-end and further 
spread tightening is a 
possibility.

On the home equity 
side, subprime MBS 
that are currently 
paying down with 

average lives of 1.5 years or shorter offer attractive 
yields of 8%, even with assumptions of a continued 
housing meltdown “baked in.” For longer maturities, 
selectivity is key, with a few seasoned Alt-A and 
subprime bonds offering good value and equity-like 
returns in the low teens. More conservative longer-
duration investors may choose prime non-agency MBS 
assuming that the summer prepayment increases will 
continue. However, we caution that prime mortgage 
borrowers seem to be suffering the brunt of increased 
unemployment in the downturn. Hence, the overall 
margin for safety in prime MBS is much thinner than 
it is for lower quality pools of loans, and therefore 
prime non-agency MBS may not be as attractive as 
they might seem. 

We believe distressed assets in the mortgage market 
will continue to be aggressively pursued, resulting in 
substantial decreases in the risk premia paid. Bonds 
that can be reasonably projected to average lives of 1.5 
years or less now trade at mid single-digit yields, down 
from more than twice that level earlier this year. Even 
longer duration RMBS now trade at loss-adjusted low 
double-digit yields as opposed to the mid-20% yields 
investors required early in the year; this despite their 
inherently unpredictable cash flows when projecting 
five to 10 years into the future. While the lack of 
deterioration in the fundamentals of borrower and 
housing market performance is encouraging, we 
believe improvement is fragile at best. 

Mortgage and Asset Backed Securities
The MBS/ABS market enjoyed a solid quarter from a 
technical perspective as the extraordinary efforts of the 
Fed and Treasury seemed to work to pull the world’s 
financial system back from the brink of collapse. 
Following a sharp 
recovery of prices 
late in the second 
quarter, the RMBS 
market was generally 
stronger in the early 
part of the quarter 
followed by some flat 
spreads in the latter 
part. At the end of 
the quarter, spreads 
tested their yearly 
tights as investors became more confident that the 
worst was over for housing. For non-mortgage ABS, 
spreads simply tightened throughout the quarter (see 
Figure 13). By the final week of the quarter, TALF-
eligible ABS (new-issue car loans and credit cards) 
were trading at spreads so tight that implied equity 
returns for users of TALF funding had declined to 
single digits. Non-TALF ABS spreads narrowed as well, 
even for bonds rated below triple-A.

Agency MBS enjoyed robust demand from the Fed’s 
quantitative easing program, with a steady purchase 
rate of $5 billion to $6 billion per day which more than 
absorbed the new MBS production. Expectations in 
the market are that the Fed will fully utilize the $1.25 
trillion limit. Money managers sold approximately $100 
billion in the quarter which was also absorbed by the 
Fed purchases. Longer term, the Fed’s participation 
in the market will decline in early 2010 and there is 
uncertainty as to where new demand will come from.

MBS / ABS Highlights

■	 The MBS/ABS market enjoyed a solid quarter as the Fed and Treasury 
continued to support the mortgage market.

■	 For the first time in several years, house prices registered month-over-
month increases -  albeit at very low levels - suggesting stabilization 
rather than an improvement in prices.

■	 The Fed announced it would look to reduce mortgage-purchase  
volume in 2010 and that PPIP would be reduced from $40 billion  
to $30 billion.

Figure 13: Non-Mortgage ABS Spreads

Source: Barclays Capital as of September 30, 2009
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Commercial Mortgage Backed Securities
Prices of triple-A CMBS improved during the third 
quarter as the government’s Legacy CMBS TALF 
program, designed to improve liquidity, encouraged 
buyers to increase their 
purchases of cash bonds. 
Triple-A CMBS now 
trade at below double-
digit, unlevered yields as 
the market has shrugged 
off recent negative 
commercial real-estate 
headlines (i.e., recent 
announcements  of 
Maguire Properties’ and 
Taubman Centers Inc.’s 
loan defaults).  Against 
the backdrop of a significant spread rally in the face of 
deteriorating commercial real estate fundamentals, the 
question “have we come too far, too fast?” merits special 
attention (see Figure 14). 

Commercial real estate fundamentals continued down 
the path of deterioration this past quarter. Consumer 
spending contraction, tenant credit defaults, negative 
absorption and shadow supply overhangs are some of 
the fundamentals that are still worsening. To illustrate 
the impact on the CMBS market, Realpoint LLC reports 
all the major property sectors experienced increases in 
delinquency4 during the third quarter of 2009 with the 
overall delinquency rate now above 3.5% (see Figure 15). 

Price tiering among CMBS transactions by vintage 
and performance has increased in the face of ratings 
actions from the three major rating agencies. Standard 
& Poor’s has been the most aggressive in revising 
their methodology assumptions and, in doing so, has 
downgraded 360 conduit/fusion5 classes year-to-date 
through August 2009 (Source: Standard & Poor’s 
CMBS Monthly Snapshot – August 2009 published on 

September 22, 2009). Moody’s and Fitch ratings actions, 
on the other hand, have been muted in comparison. 

The introduction of “ratings volatility” to CMBS, 
an asset class that 
historically has 
exhibited long-term 
“ratings stability,” 
has contributed to 
the spread volatility 
over  the  th i rd 
quarter 2009. Since 
bonds placed on 
credit watch by the 
rating agencies as 
well as those that 

have been downgraded are ineligible under the Legacy 
CMBS TALF criteria, bonds from more seasoned 
and less aggressively underwritten transactions have 
outperformed their 2006- and 2007-vintage counterparts 
and now trade at 6 - 7% unlevered yields.

Outlook
While the September 15, 2009 announcement by 
the Internal Revenue Service (IRS) and U.S. Treasury 
relaxing restrictions on loan modifications while 
preserving REMIC tax status raises more questions than 
answers at this time, the market has reacted favorably 
to the news. In theory, over-leveraged borrowers will 
be able to pursue loan modifications well in advance 
of the stated maturity of a loan, even in the absence of 
near-term stress. Such potential actions will increase 
investors’ scrutiny over the actions of special servicers, 
and may give rise to conflicts of interest between the 
senior bondholders and B-piece buyers. 

CMBS Highlights

■	 Prices of triple-A CMBS improved as the government’s Legacy CMBS 
TALF program, designed to improve liquidity, encouraged demand.  

■	 Commercial real estate fundamentals deteriorated further with 
consumer spending contractions, tenant credit defaults, negative 
absorption and shadow supply overhangs. 

■	 We expect some reversion of the rally as spreads in the triple-A CMBS 
cash market have been driven in by technicals (TALF and PPIP) despite 
rapidly declining fundamentals.
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Figure 14: 10-Year AAA CMBS Cash Spreads

Source: Barclays Capital as of September 30, 2009
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Figure 15: CMBS Monthly Delinquency Rate

Source: Realpoint as of August 31, 2009

4	 Delinquency rate is expressed as loans 30-days, 60-days, 90+-days delinquent, loans in foreclosure and real estate owned (REO).
5	 A conduit transaction is one in which the 10 largest loans comprise less than 40% of the transaction. A fusion transaction is one in which the 

10 largest loans comprise more than 40%.
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We would look for some of this recent rally to reverse itself as we believe the 
market has run too far and too quickly as spreads in the triple-A CMBS cash 
market have been driven in by technicals (TALF and PPIP) despite rapidly 
declining fundamentals.  Loan modifications have the potential to extend the 
duration of senior triple-A CMBS bonds, an uncertainty that we believe the 
market has largely discounted at this point. Also, we would note that the CMBS 
structure has never experienced a downturn such as this one.  While CMBS 
prices were positively influenced by technical factors in the third quarter, 
going forward, disciplined investors will need to pay closer attention to the 
growing impact of declining fundamentals.


