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Buyouts6 are not likely to be related to the rise in the MBA Application Indices
because no loan application is filed when a lender decides to buy out a loan.
However, this means that the rise in the Government Refinancing Indices could
actually understate implied future prepayment activity if more buyouts occur as a
result of the recent rally. In fact, Ginnie 8s are a possible candidate to see buyout-
related jumps in speeds now that rates have declined.

A possible explanation for some of the increase in government loan refinancing
activity is the 50bp WAC increment between most Ginnie Mae I adjacent coupons.7

While FHA/VA borrowers are likely less sophisticated than typical conventional
borrowers, FHA/VA borrowers now actually tend to use mortgage brokers to a
greater degree than conventional borrowers. So, when rates hit a certain level,
mortgage brokers may, to some degree, simultaneously decide to start soliciting
potential refinancers, who will tend to come from a particular coupon (the cuspy
coupon that has just become at least marginally refinancable). This and buyouts
tend to make increases in Ginnie Mae prepayment speeds of cuspy coupons
sharper and more volatile (consistent with the pattern of actual speeds observed
for the past couple of years).

MBS OASs Relative to Those of Competing Spread
Sectors During Periods of Crisis
The recent bout of spread widening that occurred earlier this month triggered a
number of questions from investors regarding the performance of agency MBSs
versus competing spread sectors during crisis periods. Unfortunately, when we
looked back through our historical database for guidance, we realized that there was
a paucity of crisis periods on which to base an analysis. Consequently, we do not
believe that history allows any firm conclusions with respect to this question.
However, the limited evidence available suggests that straight agency debt is a more
consistent performer in crisis periods than agency MBSs.

We based this conclusion on an analysis of SSB fixed-income index OASs over the
past decade for agency MBSs and the three- to seven-year sectors of agency debt,
triple-A/double-A rated corporates, single-A rated corporates, and triple-B rated
corporates. We chose the three- to seven-year sectors of these competing spread
sectors because their effective durations were generally comparable to those of the
mortgage market. The OAS histories of these sectors are plotted in Figure 25. There
were only two true crises during this period that appeared to have a large effect on
the fixed-income markets: the Persian Gulf conflict in 1990–91 (labeled “I”) and the
financial crisis of 1998 (labeled “II”). Given the dearth of true crises, we also
analyzed two more recent bouts of spread widening (labeled “III” and “IV”).
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 See Bond Market Roundup: Strategy, Salomon Smith Barney, October 6, 1999.

7
 We thank the client who suggested this possibility.
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We compare the
performance of MBSs to
those of four competing

spread sectors during
periods of crisis.



October 27, 2000 Bond Market Roundup: Strategy

26

Figure 25.  Selected Sectors — Historical OASs (Market-Implied Vols, Treasury Model Curve),
Oct 89–Oct 00
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Source: Salomon Smith Barney.

Figures 26–29 compare the cumulative OAS changes for each sector over the
selected periods. The spread relationships during the Persian Gulf crisis appear to
indicate a classic flight to quality: agency debt and agency MBSs widened the least,
and triple-B rated corporates the most. However, in each of the subsequent bouts of
spread widening, agency MBSs did not fare as well. In the 1998 financial crisis, the
peak OAS widening in agency MBSs was comparable to that of the single-A rated
corporate sector. And, in the two most recent periods of spread widening, the peak
widening in agency MBSs was comparable to that suffered by triple-B rated
corporates. In contrast, straight agency debt was the most consistent performer in
each period.

Of course, if we thought hard enough, we could come up with excuses for the poor
showing of MBSs in each of these periods. For example, the conventional wisdom is
that the weak performance of mortgages during the financial crisis of 1998 was
caused by a fear that collapsing hedge funds might dump large volumes of MBSs
into a very thin market. Given the much smaller footprint of leveraged money in the
market today, it seems less likely that this will happen again. However, even after
mulling over the possible excuses for MBSs — and after considering the paucity of
the data — it appears difficult to avoid the conclusion that for investors looking to
protect their portfolios in periods of spread widening, straight agency debt has been
a more consistent performer than agency MBSs.

We conclude that agency
debt has been a more
consistent performer

than agency MBSs.
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Figure 26.  Selected Sectors — Cumulative OAS Changes (Market-Implied Vols, Treasury Model Curve),
Sep 90–Jul 91
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Source: Salomon Smith Barney.

Figure 27.  Selected Sectors — Cumulative OAS Changes (Market-Implied Vols, Treasury Model Curve),
Jun 98–May 99
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Source: Salomon Smith Barney.

Figure 28.  Selected Sectors — Cumulative OAS Changes (Market-Implied Vols, Treasury Model Curve),
May 99–Jan 00

-5

0

5

10

15

20

25

30

35

40

May 99 Jun 99 Jul 99 Aug 99 Sep 99 Oct 99 Nov 99 Dec 99 Jan 00

OA
S 

(b
p)

Agency MBS
Agency Debt 3-7 Year
AAA/AA Corp 3-7 Year
A Corp 3-7 Year
BBB Corp 3-7 Year

Source: Salomon Smith Barney.



October 27, 2000 Bond Market Roundup: Strategy

28

Figure 29.  Selected Sectors — Cumulative OAS Changes (Market-Implied Vols, Treasury Model Curve),
Jan 00–Oct 00
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Strong October Despite Market Turbulence
In October, the CMBS market absorbed $4 billion of new fixed-rate conduit
issuance (see Figure 30). As in September, this amount was signicantly less than
expected, as several deals have been held over until November. The issuance
pipeline continues to be squeezed forward, with eight fixed-rate deals totaling $7
billion potentially expected in November and December.

Figure 30.  CMBS Fixed-Rate Conduit Issuance, Sep and Oct 00

Size Credit Support Pricing of

Pricing Date Issue Type (MM) to Triple A Ten-Yr. Triple A

September

11 Sep 00 COMM 2000-C1 Conduit $897.9 23.00% 39.00

12 Sep 00 BACM 00-1 Conduit 771.2 26.25 39.00

14 Sep 00 MSDWC 20000-PRIN Seasoned 598.0 13.00 44.00

20 Sep 00 LBUBS 2000-C4 Conduit/Fusion 999.1 21.00 40.00

21 Sep 00 Chase 2000-3 Conduit 776.6 23.88 37.00

27 Sep 00 Bear Stearns 2000-WF2 Low Leverage 793.5 16.50 37.00

27 Sep 00 JPMC 2000-C10 Conduit 734.0 23.25 40.00

Monthly Total $5,570.2

October

13 Oct 00 PNCMA 2000-C2 Conduit $1,076.3 23.75% 40.00

19 Oct 00 MSDWC 2000-LIFE2 Conduit/Fusion 765.3 16.50 40.00

26 Oct 00 BACM 00-2 Conduit 889.0 24.00 40.00

27 Oct 00 DLJCM 2000-CKP1 Conduit 1,290.0 22.50 39.00

Monthly Total $4,020.6

Total $9,590.8

Source: Salomon Smith Barney.

Triple-A fixed-rate issuance spreads have remained fairly stable relative to swaps
despite turbulence in the corporate bond market, while CMBS triple-B spreads have
come under minor pressure from the widening of comparable triple-B corporate
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