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Figure 25.  MBS and ABS Sector Recommendations

Sector Recommendation

Mortgages Versus Treasuries Maximum overweight. MBS OASs are about 60bp wider than typical precrisis levels versus our Treasury model (off-the-run)
curve, supply is dwindling, and the refinancing environment is benign.

Agency Pass-Throughs Modestly overweight 30-year conventionals versus 30-year Ginnie Maes and 15-year conventionals.
Seasoned pass-throughs offer value over TBAs. 1998 origination 6.5s and 7s, both in Ginnie Maes and conventionals, offer
significant OAS pickups over TBA issues. Investors who do not roll should focus on these slightly seasoned securities.
Sell volatility. Our economists predict a narrow trading range for interest rates this year. This suggests a strategy of selling
volatility (giving up convexity to get yield) for investors who agree with this outlook.

Agency CMOs Long CMOs are cheap, especially Zs. Liquidity is limited, but these bonds should still appeal to long-term investors.
Ten-year sequentials offer about 10bp more OAS than comparable PACs and pass-throughs.

IOs and POs Sharpen your prepay pencil. Although the pricing efficiency of the mortgage market is currently high, IO/PO combos can still
add value. However, investors must be willing to accept coupon and origination-year mismatches. We favor IOs backed by
1993 and 1999 originations and POs backed by 1996–1998 collateral.

Nonagency CMOs Fifteen-year pass-throughs offer OAS advantages of about 30bp over comparable agency pass-throughs and 5bp-10bp over
five-year triple-A CMBSs — advantages that are historically attractive.
Ten-year sequentials offer 15bp–25bp more OAS than comparable NASs.

ARMs Hybrid ARMs are cheap to short agency CMOs and competitive with 15-year collateral. GNMA TBAs have widened more than
almost any other sector over the past three months and are beginning to look attractive with a little more widening.

Mortgage Credit Mortgage credit spreads offer fair value in wake of recent cheapening. Inv-grade fixed subprime range from 200bp (double-
A) to 350bp (triple-B) while floaters approx 250DM. Pending ERISA reform could drive spreads narrower. Seasoned below inv-
grade subprime over 200bp wide to prime.

Asset-Backeds Credit card subs have stabilized and look attractive on a near term historical basis.

CMBSs Ten-year and five-year triple-As should tighten 5bp–10bp to swaps by year-end. Five-year triple-A CMBS spreads are
improving as discount bonds provide insurance against a possible recessionary environment in which defaults would increase
prepayments and boost yields. Ten-year triple-A CMBSs are attractive for their historically high nominal yield and collateral
structure that should withstand any near- or medium-term economic stress scenario.
Lower-credit CMBS classes are now fairly valued (single-A, triple-B, triple-B-). These classes have benefited from a
25bp narrowing in the credit curve so far in 2000.  Recent momentum may cause these spreads to widen 5bp further, but the
CMBS credit curve can continue to trade inside the corporate credit curve based on the strong underlying collateral structure.
Additional demand from CBO aggregation should provide further positive demand for these lower rated CMBS classes.
Tier 2 and tier 3 CMBS issues represent excellent value for long-term investors, because the credit-tiering price effect
should diminish with demonstrated collateral pool performance.

Source: Salomon Smith Barney.

Update to the Hybrid ARMs Prepayment Model
We have updated the Salomon Smith Barney Hybrid ARM prepayment model based
on information since the last update in late 1998. This update reflects observed
patterns in the hybrid market over the past year and one-half:4

➤ We have introduced an effect to capture prepayments by “fence-sitters,” or
borrowers who, having missed out on refinancing opportunities when mortgage
rates hit multi-year lows, refinance into rising rates to avoid even higher rates in
the future. This is a phenomenon that has become critical only recently with the
advent of lower refinancing costs and aggressive soliciting, and was evidenced
by sharp increases in speed in mid-1999.

➤ Wide spreads between 30-year mortgage rates and new hybrid rates might have
caused an increased level of hybrid-to-hybrid refinancing for moderately
seasoned products. (This is, however, still a small component of all

                                                     
4
 A Salomon Smith Barney research paper, which will be distributed next week, discusses the hybrid ARM market and prepayment

behavior in more detail.
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refinancings). Though our model captured this effect through the ARM-to-ARM
refinancing module, we have incorporated a more flexible framework to capture
the choices afforded by various refinancing vehicles.

➤ We incorporate a higher mobility rate for hybrids, as suggested by anecdotal
evidence over the past year.

➤ Though the model captured speeds around resets fairly well, on average, we
make the peak speeds going forward more aggressive (since the recent
popularity of the product would attract more savvy faster refinancers and higher
volumes would increase focus from brokers). We also make a few minor
updates to capture changes in demographic characteristics of borrowers and cost
structures.

Figure 26 shows actual and projected speeds for selected hybrid classes. Although
actual speeds are noisy, due both to the relatively small amounts outstanding of
some classes and the heterogeneity of hybrid pools, the model tracks average speeds
quite well.
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Figure 26.  Selected Coupons and Vintages: Actual and Projected Speeds
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Source: Salomon Smith Barney.
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Impact on Valuations
Figure 27 shows the impact on valuation. Though OASs tighten slightly for the
shorter initial reset products, our views for the sector do not change from the past.
Hybrids are cheap compared to short CMOs, they are competitive to 15-year
collateral, and within the hybrid sector, the longer initial resets offer better value.

Figure 27.  Relative Value Measures for Hybrid ARMs (1 Jun 00)

Months Net Gross OAS OAS

Net Age -to Margin Margin to - -to Speeds(% CPR)

Pool/ Security Product Type Coupon (Months) Roll  (bp)  (bp) Price Dur Conx Tsy Swap Peak 1-Year LT
N538341 New 3x1 6.89% 1 36 219 277 98-20 Old Model 2.4 -0.5 112 -1 61.0 8.9 20.3

New Model 2.2 -0.5 107 -2 67.4 12.1 23.3

Change -0.2 0.0 -5 -1 6.4 3.2 3.0

N534741 Seasoned 3x1 5.71 29 18 217 279 98-03+ Old Model 1.8 -0.4 105 -5 44.7 12.3 23.4
New Model 1.7 -0.3 103 -5 50.6 18.9 26.8

Change -0.2 0.1 -2 0 5.9 6.6 3.4

N530739 New 5x1 7.20 3 58 217 275 98-07 Old Model 3.0 -0.7 126 6 53.7 7.7 16.2
New Model 2.8 -0.7 122 5 62.2 10.4 19.8

Change -0.2 0.0 -4 -1 8.5 2.7 3.6

N529541 New 7x1 7.35 6 79 237 275 98-12 Old Model 3.1 -0.7 130 6 49.6 8.3 15.2
New Model 3.1 -0.7 125 4 56.2 10.9 17.4

Change -0.1 -0.1 -5 -2 6.6 2.6 2.2

N521644 New 10 x1 6.93 6 115 215 275 96-05 Old Model 3.9 -0.6 135 9 48.0 8.0 13.4
New Model 3.9 -0.6 135 10 48.1 9.6 14.0

Change -0.1 0.0 0 1 0.1 1.6 0.6

FNMA 15yr TBA 7.50 1 99-00 3.4 -0.8 113 -4 3.8 7.6
FNMA92.217 H 2yr Sequential 6.70 95 98-06 1.8 -0.3 97 -3 9.7 9.6

Source: Salomon Smith Barney.

Fitch/DCR Merger Creates a New Single Rating
On June 1, 2000, Fitch, the rating agency created from the merger of Fitch IBCA
and Duff & Phelps Credit Rating Co. (DCR), released a list of rating changes to 36
public CMBS certificates resulting from the merger of the two agencies’ ratings. The
list, which is available on both Fitch’s and DCR’s websites, consists of 17 different
transactions. Of the 36 certificates affected, 34 were upgrades of one to three
notches, while two were downgrades. The Class B-3 of American Southwest
Financial Securities Corp., 1993–1992 was downgraded from B to B-, while a sale-
leaseback transaction, Bell South Telecom, was downgraded from AA- to A+. The
rating changes could best be characterized as a move to the higher credit rating in
most cases where the two firms previously had a split rating. At first glance, the
upward bias of the rating changes may cause some concern. However, the upward
rating bias is likely a result of all of the affected certificates being from the 1994 to
1997 period, an era in which significant rating upgrades have been prevalent.
Therefore, we should expect an upward rating trend, especially for those transactions
for which the two rating agencies may have been on a different rating surveillance
calendar before the merger.
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