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US Debt Imbalance

The Baker Group, LP

Prior to the Crisis:

•Global GDP = 47 trillion

•Value of Stocks & Bonds = 119 trillion

•Value of Notional Principal Amount of Derivatives = 473 trillion



GDP Consumption Expenditures
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US Savings Rate: 1959 – Today 
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Core Consumer Price Index: 1960 – Today 
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10 Yr T-Note Yield: 
’07 – Today 
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Unemployment Rate vs. Fed Funds
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 Crisis of 2008 led to the Debt Deflation of 2009

 Shrinking Assets & Deleveraging of Big Banks

 Capital & Liquidity – Balance Sheet Capacity

 Strong Deposit Growth

 Weak Lending

 Investments: Critical Component

 Marketability & Liquidity
 Collateral / Borrowing Capacity

 Cash Flow Management

 Interest Rate Risk Management

The Banking Environment: 2009
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Portfolio Liquidity When You Need It

The Baker Group, LP
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Securities Portfolio Gain/Loss
US Banks < $500mm as of 2Q 2009

Banks with 5%+ Loss Banks with Gain



Don’t Chase Yield in Illiquid Bonds

The Baker Group, LP

Banks w/ 5%+ Loss Today

Banks w/ Gain Today



Sector Yield Spreads: Muni, MBS, Agency
Last 5 Years
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Muni

MBS

Agency



 The GSEs (Agencies) are far more efficient at calling 
bonds than any other sector (MBS, CMO, Muni)

 The Agency owns the option – do what you can to 
minimize it

 The Agency’s first job is always to lower their cost of 
funds

 If The Agencies are issuing lots of 1 type of bond, ask 
why

 Most of the largest bank underwriters of Agencies 
own very few (if any) Agencies

Things to Remember With Agencies

The Baker Group, LP



 4% to 2014, Steps to 6% to 2019, then 8% to 2024 Final

 Yield = 4% to 2014, 4.88% to 2019 or 5.63% to 2024

Does This Step-Up Look Appealing?
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Or Are There Better Alternatives?

The Baker Group, LP

This Seasoned 30Yr 6% MBS has better initial yield, similar 

yield as rates rise, less extension risk and pays monthly 

principal for better reinvestment opportunities as rates rise.



…With Less Depreciation Potential

The Baker Group, LP

Step-Up +300bp

Price Decline = 16%

Seasoned 30Yr 6% MBS

+300bp Price Decline = 11%

If rates rise 300bp, Step-Up 

loses $50k more per $1mm 

than Seas. 30Yr 6% MBS



Agency Sector Preferences

 Preferred Structures

 Bullets < = 5 Year Maturity

 1-Time Calls < = 10 Yr Maturity (Unless VERY high coupon)

 New Issue Premium 1X Calls

 1X Step-Ups

 Less Desirable Structures

 Par Priced Continuous Calls 

 Long Maturity with Short Call !!!

 Continuous Call Step-ups or Multi Step-ups with small “Steps”

******Avoid Yield Chasing
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AAA BQ Muni Yield Spread:
’99 – Today 
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1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

Treasury 0.40 0.94 1.42 1.88 2.31 2.51 2.93 3.13 3.33 3.30 3.34 3.38 3.41 3.45 3.49

Muni TEY 1.23 1.45 2.25 2.68 3.05 3.45 4.06 4.47 4.79 5.08 5.18 5.36 5.47 5.57 5.58
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Yield Comparison
Treasuries, Agencies and Municipals



10Yr Treasury vs 10Yr Municipal

The Baker Group, LP

Regression analysis over 10 years shows when Treasury yields move 

100bp, Municipals move 58bp.  This means Municipal price volatility is 58% of 

Treasuries and a 10Yr Muni has a Duration similar to a 5Yr Treasury.



Maturity TSY Yield Eff. Dur Muni

Yield

Eff. Dur

(58%)

2 Yr .86 1.90 1.45 1.10

5 Yr 2.17 4.50 2.81 2.61

10 Yr 3.18 8.00 4.41 4.64

15 Yr 3.83 10.20 5.19 5.92

Treasury vs Municipal

Tax-Equivalent assumes 34% Tax/1.5 COF

The Baker Group, LP



General Obligations:

Debt to Assessed Ratio: < 15.00% (higher in some states like MT, KS)

Percentage of an Issuer’s total outstanding bonded debt relative to the current tax 
assessed value

Per Capita Debt: < $3,500
Issuers Net Debt divided by to the total population of the taxable public for a 
particular issue

Revenues:

Debt Coverage Ratio: > 1.25%

Ratio of the amount of revenues generated to the total debt service required. A 

coverage ratio of 1.25% indicates there is 25% more revenue coming in than is 
needed to pay principal and interest.

Municipal Credit Analysis

The Baker Group, LP



Debt to Assessed Avg Varies By State

The Baker Group, LP

MT KS LA AL CO AR PA AZ MO SC OK NY TN MS IN ND MI IL NM WY TX OH NE MN IA CT SD ID WI MD NV RI ME NJ OR NH MA WA UT CA VA KY VT
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Debt to Assessed on IPA by State

Some states are outliers… 

they rely less on property 

taxes and the assessed value 

of property is generally 

lower. 



Municipal Credit Report

1
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Hyperlinks to the most recent financials and the bond’s official statement

County Unemployment Rate  and Source of Payment (Security)  

Credit Metrics:  GO - Debt to Assessed, Per Capita Debt

REV - Debt Coverage, Rate Covenant

Overlapping Debt Metrics:

GO - Debt to Assessed, Per Capita Debt

The Baker Group, LP



 Created by the American Recovery and Reinvestment Act of 
2009 in February

 State and local governments can issue taxable bonds and 
receive periodic payments from the Treasury equal to 35% of 
interest costs

 Bonds will be Federally Taxable but some are State Tax Exempt

 Bonds must be issued before 2011

 Bonds must be for new projects (no refundings) that are owned 
or controlled by the issuer (e.g. no private hospitals or private 
colleges)

 To investors, BABs are simply taxable munis

Build America Bonds (BABs)

The Baker Group, LP



 Spreads have tightened in the last year but remain above 
their long-term average

 Municipal TEY’s are above Treasuries and Agencies across the 
curve but the best spreads are in 10+ years

 Tax rates are heading higher so the demand for municipals 
should continue to grow

 Focus on credit fundamentals
 PSF/NSF is best insurance; Assured Gty, FSA, BHAC next
 A or better underlying rating
 Low Debt/Assessed & Per Capital Debt, High Coverage Ratios

 BABs offer ability to further diversify but supply of short 
maturity bonds is tight

Municipal Summary

The Baker Group, LP



Favored MBS For 4th Quarter 2009

 High Coupons
 Less cash flow volatility than lower cuspy coupons
 Less price depreciation and more upward “yield drift” when rates rise
 Combine with good loan attributes for prepay protection

 Shorter WAM Mortgages
 Rolling down amortization scale limits potential extension
 More stable Average Lives
 Seasoned MBS less likely to prepay if rates fall

 Specified Pools with Best Loan Attributes
 Pools with lower  average Loan Balances (e.g. <$110k)
 Investor Properties, Low FICO, High LTV
 Prepayment protection, especially for large premium MBS

 GNMA’s – Full Faith & Credit & Zero Risk-Weighting
 Watch for opportunities with increase in supply
 Focus on lower loan balance GNMAs  to avoid excess prepays

The Baker Group, LP



MBS Price Behavior: Price
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MBS Price / Yield Behavior
FHLMC New 4.5 v Seasoned 6
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 Seasoning

 Low Loan Balance

 Investor Properties

 Low FICO Scores

 High LTV

 Geographics – FL, NY, TX

Loan Attributes Today

The Baker Group, LP



 Coupon, 
attributes & 
seasoning 
critical to 
performance

 Fastest paying 
coupons not 
necessarily the 
highest

 Loan attributes 
big reason for 
slow payments 
on 6-6.5’s

 Seasoning helps 
slow all 
coupons

FNMA 15Yr Loan Attributes

The Baker Group, LP
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30yr -> 20yr Cuts +300bp Extension 2yrs

20yr -> 15yr Cuts +300bp Extension 2yrs

30yr -> 15yr Cuts +300bp Extension 4yrs
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15yr New -> 15yr Seasoned

Cuts +300bp Extension 2yrs



Loan Size
Current 30Yr

Mortgage Rate
Monthly Interest

Savings @ 5%
Months to Recoup 

$2500 in Fees

$50,000 6.5% $48 52

7.0% $64 39

$100,000 6.5% $95 26

7.0% $128 20

$200,000 6.5% $191 13

7.0% $257 10

Why Loan Size Matters

The Baker Group, LP



High LTV + Low FICO = Less Prepays

The Baker Group, LP

Low FICO, High LTV collateral 

projected to prepay at 10-15% CPR 

when 100bp “in-the-money”.

High FICO, Low LTV collateral 

projected to prepay at 50% CPR 

when 100bp “in-the-money”.



Yield, Average-Life, and Price Risk
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Liquidity Ladder: Investments
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Cash Flow Variation: +/-100bps
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