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Market Tone
Activity was muted in the ABS markets last week, as Treasury volatility
kept many participants on the sidelines. Spreads were relatively unchanged,
with weaker perceived names continuing to trade on the soft side.

The continuing theme of tightening spreads in the ABS markets
experienced a divergence in the first quarter of 1997. Credit card and auto
spreads weakened, while manufactured housing (MH) and home equity
loan (HEL) spreads experienced a 4bp-7bp tightening. Investor perceptions
of a decline in consumer credit quality negatively affected the performance
of various credit card trusts, softening spreads in both the fixed and
floating credit card sectors. Rumblings in the subprime auto sector, which
also witnessed higher delinquencies and defaults, led to softer spreads in
the auto market.

As Figure 1 shows, first quarter total return results reflect investors’
migration to higher spread and better perceived credit quality found in the
HEL and MH sectors. Following the spectacular results posted in the fourth
quarter of 1996, three-year HELs tightened by 7bp, and outperformed
duration-matched Treasuries by 26bp. For the trailing 12 months, three-year
HELs were up 113bp versus Treasuries. The MH sector also benefited
from renewed investor demand, outperforming its Treasury index by 20bp.
Both the auto and credit card sectors’ results lagged behind, up only 10bp
and 7bp, respectively, against comparable Treasuries.

Figure 1. Historical Returns of ABS and Duration-Matched Treasuries

Source: Salomon Brothers Inc.

3 Month 6 Month 12 Month

Automobile Loans ABS 0.82% 2.73% 5.89%
Duration-Matched Treasury 0.72 2.50 5.41

0.10 0.23 0.48

3-Year Fixed-Rate Credit Card 0.15 2.17 4.74
Duration-Matched Treasury 0.08 1.96 4.41

0.07 0.21 0.33

3-Year Fixed-Rate Home Equity Loan ABS 0.34 2.64 5.54
Duration-Matched Treasury 0.08 1.96 4.41

0.26 0.68 1.13

3-Year Fixed-Rate Manufactured Housing ABS 0.28 2.31 4.93
Duration-Matched Treasury 0.08 1.96 4.41

0.20 0.35 0.52

Floater 1.39% 2.83% 5.81%

Non-accelerated
senior HELs are
becoming a staple in
the ABS diet.

HEL NAS Bonds: New Kid on the Block
In the closed-end HEL sector, sequential-pay structures, wrapped by a third
party, triple-A-rated insurer have been typical. Recently, some HEL issuers
have introduced a non-accelerated senior tranche (NAS) to meet investors’
desire for additional average life stability.

In a sequential-pay transaction, all borrower principal payments, including
both scheduled and unscheduled principal, are allocated to the first bond in
the structure until its outstanding balance has been reduced to zero, then to
the second until it is fully paid, and so on. In a sense, 100% of the pro
rata share of principal collections of all but the currently paying tranche
are reallocated to the currently paying tranche for distributions of principal
to holders of that tranche.

In contrast, a NAS tranche is usually structured with a lockout of all
principal for three years, followed by a schedule of increasing percentage
allocations of the NAS’s pro rata share of total principal collections
through the remainder of the transaction. The other tranches in a NAS
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structure usually pay sequentially. The effect of the shifting principal
allocation adds more cash flow stability to the NAS tranche. Figure 2
provides examples of two typical NAS pro rata principal allocation
schedules. In both cases, during the first three years, the NAS is shielded
from the receipt of any principal due to the lockout. In the fourth and fifth
years, increasing percentages of the tranches’ pro-rata proportions of
scheduled and unscheduled principal payments are passed through. Because
these allocations are on a pro rata basis, in Example 1 for instance, the
NAS tranche does not receive 45% of total monthly principal payments in
year four, but rather 45% of its pro rata share: If the NAS accounted for
15% of the remaining outstanding balances of all tranches in the structure,
then it would receive 45% of 15% (or 6.75%) of the total monthly
principal collections.

As a result, the other securities in the structure must absorb the NAS’s
remaining 55% pro-rata share of principal repayment. In essence, the
NAS’s prepayment exposure has been delivered through the first six years.
The NAS class is relevered in year seven and accelerated in year eight. As
our examples suggest, the pro rata principal percentage allocations vary
from deal to deal. In some transactions, the acceleration of principal
repayment in year eight has been as high as 300%, which would heighten
the security’s average life sensitivity to realized prepayment speeds during
the back-end years.

Figure 2. NAS Principal Percentage Allocations

Source: Salomon Brothers Inc.

Example 1 Example 2
Month Proportion of Pro-Rata % Proportion of Pro-Rata %

0-36 0.0% 0.0%
37-60 45.0 20.0
61-72 80.0 80.0
73-84 100.0 100.0
85+ 140.0% 300.0%

NAS bonds are priced
fairly relative to
comparable average
life sequential HELs.

To quantify the value of NAS tranches, we use the Salomon Brothers’
OAS and HEL prepayment models. In Figure 2, we analyze the 6.5-year
average life NAS tranche from The Money Store Trust 1996-D (TMS96-D
A9) and a comparable average life, plain vanilla HEL sequential — UCFC
Home Equity Loan Trust 1996-D A6 (UCFC96-D A6). Although the
UCFC96-D A6 has a nominal spread of 78bp, or approximately 18bp
spread pickup over the NAS tranche, the option adjusted spreads for both
securities are roughly in line with each other, after accounting for the
embedded short call options. The premium or nominal spread giveup
associated with the NAS over the sequential-pay HEL results from the
more stable average life profile or lower convexity cost of the NAS
tranche. Figure 3 shows the average life sensitivity under varying interest-
rate assumptions and reveals a much flatter average life profile of the
NAS. For example, under a +/- 100bp interest-rate swing, the NAS’s
average life drifts by approximately 5%, compared with a 14%-16%
change experienced by the HEL sequential.

"Pure" HEL sequentials
should trade tighter to
similar average life
sequentials which
include a NAS tranche
in their structures.

Where Did the Average Life Volatility Go?
Unfortunately, the average life stability afforded to the NAS class comes at
the expense of the other tranches in the securitization. Figure 4 shows an
example of the effect of including a NAS on the other sequentially paying
tranches in the same structure compared with a traditional, non-NAS fully
sequential-pay transaction. TMS96-D A6 and UCFC96-D A5 are both
approximately five-year average life sequentials from the previously
mentioned Money Store and UCFC transactions, respectively. Because of
the presence of the NAS in its structure, TMS96-D A6 gives up some


