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Date:

August 11, 2008
To:

Certified Development Companies
From:

Steve Van Order, DCFC Fiscal Agent
Subject:
August 2008 504 Debenture Offering (2008-20H)
On August 13, 2008, 614 twenty-year debentures totaling $367,453,000 will be funded through the sale of certificates guaranteed by SBA.  Below are debenture rate details set on August 5:
	Sale/Sale Comparison
	Treasury
	Swap Spread
	Spread
	Rate
	T plus

	2008-20H   (08/5/08)
	3.974%
	74.50 BP
	130.10 BP
	6.02%
	204.6 BP

	2008-20G   (07/8/08)
	3.896%
	77.50 BP
	119.90 BP
	5.87%
	197.4 BP

	Change
	+7.8 BP
	-3.00 BP
	+10.20 BP
	+15 BP
	+7.20 BP


· The September offering will consist of ten- and 20-year debentures.  
· The cutoff date to submit loans to Colson for this offering is Tuesday August 26.  
· A request to remove a submitted loan from this pool must be made through Colson Services by close of business Thursday, September 4.  
· Pricing date is September 9, on which the debenture interest rate will be set.
· The debentures will be funded on September 17.

The debenture interest rate rose last month from a combination of higher benchmark treasury yield and wider spread.  Market interest rates moved into a bear cycle in mid-March, meaning there is an overall tendency to rise.  Restraining a stronger rise in interest rates is the weak US economic outlook but pressuring the upward move are price inflation and the end of Fed interest rate cuts.

In addition the SBA spreads have moved wider.  The peak in spreads seemed to have occurred in March and April with the Bear Stearns-related panic.  In May and June spreads tightened notably.  But in early July the housing agencies (GSE’s) entered a new phase of trouble that ultimately resulted in laws passed to provide federal government support if needed.  In certain scenarios it is clear the government would guarantee the trillions of dollars in debt and mortgage-backed security obligations of the housing GSE’s Fannie Mae (FNM) and Freddie Mac (FRE).  The Fed will open its direct borrowing window to the GSE’s if needed.  Spreads on residential mortgage-backed securities (MBS) have widened sharply since the GSE trouble reached a new plateau.

This affects SBA debentures spreads because they are part of the agency market and trade in relation to the MBS benchmarks out there, especially Ginnie Mae (GNMA) MBS.  While, like SBA, GNMA is a full faith and credit instrument little distinction is made in the markets between it and the GSE MBS obligations.  After all the GSE’s will be bailed out if needed making the senior debt and MBS guarantee as good as full faith and credit.  In addition, other spreads have widened out on the GSE trouble, in markets for corporate credit and commercial real estate-backed MBS (CMBS).  Since SBA securities are a form of CMBS (although backed by small business commercial real estate, not large properties) SBA also trades against the very highest quality CMBS.  The spread on the best quality CMBS benchmark widened out much more than even the GNMA spreads.  So SBA was carried out with the spreads in the agency MBS and AAA-rated CMBS markets.  
Over the next several months SBA spreads are likely to remain wide with some risk of moving up as the drama with the GSE’s continues to play out.  Treasury yields should be volatile.  That means there is some risk of more upward drift in the debenture interest rate.  When the housing market stabilizes there will be a case for stability and recovery in GSE’s and therefore in spreads in residential and even commercial MBS securities, including SBA.  The rest of this letter is a more detailed examination of the GSE’s predicament and the MBS market.  

Mortgage-backed mess intensified.  FNM and FRE announced awful results last week and both as much as said they would not be growing mortgage portfolios, therefore not be net buyers of whole loans or MBS.  FNM is exiting the Alt-A mortgage market.  Alt-A is heading toward extinction like subprimes.  This all intensified a flight from MBS as investors realized that net new supply of MBS will not go to the housing agencies and must be absorbed by the private market.  In addition, we moved into a bear cycle in interest rates in March and the rise in interest rates since then triggered mortgage players to hedge by selling MBS or treasuries or pay fixed on interest rate swaps.  The agency MBS market is in a bit of a shambles right now and the Street is heavily using the Fed pressure relief valves offered in the 28-day term repo and Schedule 1 TSLF operations to finance MBS inventory.

On Friday’s close the full faith and credit Ginnie Mae 6% 30-year MBS spread hit 251 BP over treasury, wider by 26 BP on the week.  It is 55 BP wider over the last month, since the crisis of FNM and FRE capital heated up.  And it is just 14 BP shy of the March 7 peak that coincided with the Fed’s announcement of a $100 billion term repo support operation for agency debt and MBS.  This was at the peak of the massive selloff in agencies related to distressed hedge funds’ deleveraging.

On the other hand, the debt spreads of FNM and FRE are tighter than a month ago and the ten-year spread is 22 BP below the March peak.  Why the difference in performance between the guaranteed MBS and the debt?  After all the government stands ready to fully support both types of obligations if needed.  The reason is a proportionately larger amount of MBS must be absorbed by the market as FNM and FRE stop growing.  In addition, there is fear that in a bad scenario they will sell MBS to shrink balance sheets since because they could not raise capital in the markets.  FRE alluded to this in its SEC filing last month and that really shook up the MBS market.  The debt spreads are tighter to treasury relative to the MBS spread because no growth in retained mortgage portfolios means no net new debt issuance, so the supply outlook is favorable for the debt but not for MBS.

Is a capital injection coming?  FNM and FRE are in essence multi-trillion dollar mortgage hedge funds that are under pressure to deleverage.  We’ve seen this pattern in the year-long Great Unwind of leverage as many private sector leveraged entities like bank conduits, SIV’s, SIV-lites and mortgage debt REITs have failed.  The failure of the Carlyle Capital fund, among others, in March caused a tsunami of MBS selling, crippled the mortgage market, and forced the Fed to prop the agency market.  But, unlike Carlyle, FNM and FRE are special cases and too big to fail.  They are now supported by new laws allowing the Treasury to do what it needs to keep GSE troubles from eventually destabilizing the financial system. Given deteriorating portfolio performance and a grim housing market outlook, at this time it is doubtful FNM and FRE could raise capital in the market.  If the GSE situation gets a lot worse the Treasury might inject capital into FNM and FRE through purchase of a special class of stock.  The equity injection need not occur right away, based on the agencies’ regulatory capital measures, but the MBS market turmoil is pushing conforming mortgage rates up, tightening up an already tight U.S. mortgage market.  
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