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The case for investing in the Non-agency RMBS market in a time of rising interest rates
and strengthening economic conditions
Summary: We believe that the Non-Agency Residential Mortgage-Backed
Securities (RMBS) market will be shielded in large part from the effects of rising
interest rates by several mitigating factors that result from continued
improvement in the US economy, including:





Home price appreciation;
Increased credit availability;
Decreased unemployment coupled with employment mobility; and
Increased consumer income.

Additionally, we believe that structural factors of the legacy Non-Agency RMBS
market, discussed below, offer further upside in a strengthening economic
environment. In our view, all of these factors should offset any effect that rising
interest rates will have on the broader market, and allow for strong continued
returns in the RMBS market.

Underlying collateral performance: a strong economy means strong
upsides for American homeowners
The US economy has continued to improve, with a strengthening job market,
increased consumer spending, and growing production. To the extent that these
trends continue, more borrowers are expected to:



Refinance their mortgages as home price appreciation results in positive
equity on their home loans for the first time since the housing crisis.
Pay off their loans as unemployment declines, employment mobility
increases, and income rises, resulting in overall default rate decrease
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Example: Alt-A and Subprime
fixed rate paper

RMBS securities are further shielded from traditional volatility that may arise as
rates increase, as the above effects are slow in playing out among homeowners, as
opposed to government or corporate credit. The timing of rate changes, and
therefore subsequent mortgage rate increases, do not fully affect these securities
immediately.

• Majority originated at 2-3%, so already
out of the money as-is

Structure of Non-Agency RMBS market allows for economy-based cash
flow appreciation, not just market price changes

• Negative equity in homes post-crisis
means that house price appreciation
allows for sales, which means
prepayments

Non-Agency RMBS are often purchased at a discount (e.g., 70s or 80s) due to the
assumed default rate of borrowers. As the economy improves, lower-credit
borrowers may be able to refinance their homes — or simply make their monthly
payment, bringing these securities closer to par value. As opposed to traditional
high-grade bonds, which are typically priced near or even above par value, we
continue to believe that there is significant upside for non-agency RMBS in a
strengthening economy.

We believe low duration, which decreases sensitivity to interest rates,
makes Non-Agency RMBS attractive among other fixed income sectors
The majority of Non-Agency RMBS we hold are legacy securities, having been
originated in the mid-2000s. Therefore, their cash flows on average have
shortened compared to traditional bonds, which have continued to be reissued.
Additionally, around 50% of the sector has variable coupons. As rates rise, these
coupons reset higher, cash flows increase, and prices are protected as long as
credit quality does not decline.
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• Prepayments largely due to relocations,
not refinances

• Relocations or refinances allow release
from onerous legacy mortgage
insurance
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IMPORTANT DISCLOSURES: The information and opinions provided herein are based on information and sources Semper Capital Management, L.P. deems
reliable as of the date of this publication and are subject to change. Semper Capital Management, L.P. makes no representations or warranties concerning the
accuracy or completeness of any information. This document is for informational purposes only and does not constitute investment advice regarding any particular
investment or the markets in general. Semper Capital Management, L.P. does not provide tax, legal, or accounting advice. Investing in securities and hedge funds
involves risk and investors should be able to sustain the loss of their entire investment. Investors should consult with a professional financial advisor regarding their
investment objectives, risk tolerance, investing time horizon, financial situation and other circumstances before making any decision. This material is not intended
to predict or depict future results of any investment and is based on projections, models and hypothetical scenarios that are subject to change over time due to
changes in the economy, the market, political conditions and/or other risk factors. No representation is made that any investment will achieve results similar to
those shown herein. Indices are unmanaged, do not reflect the deduction of fees or expenses and are not available for direct investment. This is not sales or
marketing material or an offer to buy or sell any financial instrument or any product or service sponsored by Semper Capital Management, L.P. This document is
intended for institutional investors and accredited investors only. Semper Capital Management, L.P. is a SEC registered investment adviser. “Semper Capital
Management” is a registered trademark. Past performance is not a guarantee of future results.
Definition: Duration: Measure of a bond or bond portfolio’s sensitivity to changes in interest rates. Generally, the longer the duration, the greater the price change
relative to interest rate movements.

52 Vanderbilt Avenue, Suite 401
New York, NY 10017
212-612-9000

