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INVESTMENT UPDATE

With interest rates on the rise, the mortgage-backed
securities (MBS) market is an interesting place these
days. Last time we visited the MBS market (the July
2003 Investment Update) we noted that the saw-tooth
bond market of last spring and summer was giving the
average bond portfolio manager fits, as simply assigning
amaturity or duration to the average mortgage bond was
liketrying to pin atail on awild donkey.

While things haven't really settled down that muchin
the intervening period, interest rates have risen to the
point where we have amuch better idea of MBS’ dura-
tions (hint: they’relonger!). Asyou may know, the
mechanics of MBS are such that when interest ratesrise,
homeowners' incentive to refinance subsides and the
effective maturity of the average home mortgage length-
ens. Withten year Treasury yields now in the 4.75%
area (up more than 1.50% from last summer and 0.75%
higher than just two months ago), less than 20% of out-
standing mortgages can be refinanced at alower rate to
the homeowner. Asaresult, the average MBS today
has a price below par (i.e., below 100 cents on the dol-
lar) and an effective duration of approximately four and
one-half years, aimost four yearslonger than during the
mad scramble of last summer’s ultra-low rate refinanc-
ing wave.

Aswe have mentioned before, US Agency MBS are
almost the perfect fixed income security: They have
quality (with aguarantee that’s either implied, or in the
case of GNMA direct from the US Government), they
have yieldswell in excess of other Agency securities,
and they have excellent liquidity—one can buy or sell
hundreds of millions of Agency pass-throughs with very
little transactions cost. But what makes them
“imperfect” isthat they have prepayment risk. From a
valuation standpoint the difference between making and
losing money in the MBS market almost always comes
down to getting the prepayment outlook right.

Many MBS investors have been forced to sell MBS over
the past few weeks as market dynamics have left them
involuntarily overexposed in mortgage duration. This
has created an opportunity for astute investors who have
the ability (and inclination) to ferret out specific mort-
gage securities whose prepayments might, for various
reasons, remain fast, even though interest rates have
risen. Fast prepay bonds bought at prices below par rep-
resent the best of both worlds—the combination of low
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dollar prices and early return of principal at par produces
instant gains.

Two recent studies offer somewhat different conclusions
on the value of discount MBS in the current environ-
ment. Thefirst, offered by UBS Research, warns that
today’ s speedy prepayments for certain MBS areiillu-
sory and will soon disappear. Bear Stearns, on the other
hand, argues that prepayments could remain somewhat
elevated for an extended period, despite higher interest
rates. Let’slook at each point of view.

First, the folks at the brokerage firm UBS (lead by MBS
strategist Laurie Goodman) point out that we are at the
tail end of ahuge refinancing wave. Inlooking at simi-
lar periods in the past, they discovered that “ cash-out
refi’s” (i.e., refinancing driven by the homeowners' de-
sireto extract equity from their homes) accelerate during
these periods, as homeowners who have been “on the
fence” finally climb down and refinance, in order not to
missthelast chanceto do soin arising rate environ-
ment. The UBS mortgage research team is quick to
note, however, that thislast gasp of refinancings can
distort the overall level of prepayments and trick inves-
torsinto believing that prepayment rates may remain
elevated for a protracted period. The reason investors
can be misled isthat even MBS that appear to be “ out of
the money” (that is, cannot be refinanced at alower rate)
are still being refinanced, since many homeowners' pro-
pensity to cash out equity (whichis, after all, real
money) outweighs the slightly higher monthly mortgage
payments.

UBS makes the point that these heightened prepays are
real but transitory, and are warning investors not to ex-
pect anything more than a 3-6 month blip in prepayment
speeds before all the fence-sitting homeowners take ac-
tion. Furthermore, if rates continue to drift higher, this
phenomenon will burn out even faster. Their conclu-
sion: factor in afairly rapid declinein the level of pre-
pays coming from these “ cash-out” refinancers and
don’t pay up for fast-paying specified pools that will
quickly lose their luster.

Bear Stearns, meanwhile, takes awider view of the
mortgage market. By putting mortgages into the context
of the US economy they come to a slightly different
conclusion, namely, that there are certain factorsin to-
day’ s mortgage market that should sustain an elevated
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prepayments over the next few quarters. Dale Westhoff
and histeam, in observing past periods of rising mort-
gage rates, found that the underlying strength of the
housing market had a significant impact on MBS pre-
payment rates.

Specificaly, the current US housing market is character-
ized by ashort supply of available housing, very strong
appreciation in home prices, arapid housing turnover
rate and a strengthening economy with rising consumer
confidence in future conditions. Taken together, these
factorsimply that US homeowners will continue to
“trade up” in housing, bolstered by strengthened per-
sonal balance sheets due largely to the 25% appreciation
in US housing prices over the past three years. Theturn-
over in housing iswhat’simportant here.

Bear Stearns believes that prepayments on MBS should
continue to remain higher than normal, not from refi-
nancing (which, aswe’ve seen, will dwindle over the
next few months) but from consumers paying off their
existing mortgage loans when they sell their old home
and trade up. Of course, this phenomenon is dependent
oninterest rates re-
maining fairly stable;

Swap Spreads vs Yield Curve (2000-Present)

steep for quite some time now, with theyield pick-up
from two- to ten-year Treasuries consistently above 2%
since late 2001. Thissteep yield curveisadirect result
of the Federal Reserve's aggressive lowering of short-
term rates to stimulate the economy. One by-product
of the steep yield curveisthat it allows arbitragers to
make higher than normal profits by taking a“long”
position in higher yielding longer-term bonds and fi-
nancing this position by borrowing inexpensive short-
term money. This has adirect impact on the market for
interest rate swaps, contracts which expresstherela-
tionship between these yield curve bets—the steeper
theyield curve, the lower therate isfor an interest rate
swap contract, since the demand for these profitable
tradesisinflated.

Asyou would expect, the rate on interest rate swapsis
very low in today’s steep yield curve environment (see
the chart on this page). However, as the Fed moves
from a highly stimulative monetary policy to onethat is
more neutral, if not restrictive, the yield curve is amost
guaranteed to flatten. Asthe chart demonstrates, the
recent correlation between the yield curve and swap
spreadsis very
strong; we have
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will continue to trade up for the next year or so. We'll
be on the lookout for bonds trading well below par that
possess the potential for continued fast prepayments. Of
course, we're not alonein this search and there' s always
the danger that “ The Street” will try to overcharge usfor
attractive bonds, but our firm’s modest size allows us the
advantage of being able to buy the bonds we need with-
out disturbing the market or calling attention to our-
selves. Asalways, we'll pick our spots, but move
quickly and decisively when the opportunity is present.

Asafollow-up to a piece we wrote some time ago, we
thought we' d update you on the topic of theyield curve
and itsrelationship to the interest rate swaps market.

Asaquick refresher, the yield curve has been unusually

ity benchmark (and
synthetic-bond substitute) for many investors, espe-
cially those running leveraged portfolios. Asthey are
substitutable for “real” bonds, wider swap spreads will
place the most pressure on US Agency and other ultra-
high quality securities and, to alesser extent, could
mean wider yield spreads for corporate bonds. Even
lower-quality bonds have some sensitivity to the level
of swap spreads.

While there are other factorsthat play abig role in the
determination of yield spreads for non-Treasury securi-
ties, swap spreads are the first consideration for qual-
ity-minded investors. With Fed policy shifting and
swap spreads rising, corporates, MBS and (especially)
US Agencies will 1ook less attractive in our valuation
models. We will keep you posted.
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