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The Day Ahead: 2.0 MBS Coupon Staking Its = MBS &Treasury Market Data

Price/Yield  Change

Clalm’ Fed Day MBS UMBS 6.0 100.39 +0.19
This morning, GDP came out at -4.8%, the lowest reading since Q1, 2009. The MBS GNMA 6.0 100.53 +0.14
Fed announcement and press conference will be out this afternoon. But the 10 YR Treasury 4.3602 -0.0724

most interesting development may well be the emergence of the 2.0 30yr

. . 30 YR Treasury 45297 -0.0761
fixed UMBS coupon in the secondary mortgage market.

Pricing as of: 7/3 5:59PM EST

What does that actually mean? N
i :E%ﬂ'ﬁgannie Mae 6.0
Simply put, a new "bucket" is opening up that allows for 30yr fixed rates as
low as 2.25%. Before you get too excited, that doesn't mean rates of 2.25%
are available, and it carries absolutely ZERO implications about their
likelihood. What it DOES mean, however, is that the lending/trading
community see 30yr fixed rates of 3.125% and under being prevalent enough
for long enough that investors are willing to buy exposure to risks specifically

associated with those lower rates.

What are those risks?
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The biggest risk of buying the lowest possible coupon is that rates will rise

and investors will essentially be stuck holding a rate of return that is well

below what the market is currently paying. This is as uncomplicated as it Average Mortgage Rates

sounds. Forget MBS coupons for a moment and just imagine you're investing Rate Change  Points

in one mortgage at 2.875%. You figure this rate is low enough that your Mortgage News Daily

borrower won't rush to refinance if rat.es move ev.en lower, butit's high 30 Vr. Fixed 2 08% 20,05 0.00

enough to offer a decent rate of return in the coming months where you

expect rates in a range between 2.625 and 3.625. 15 Yr. Fixed 6.45% -0.02 0.00
30 Yr. FHA 6.55% -0.05 0.00

Now | Zt: 85% ;at?r; ritse fastert I:han you e>.<pe.cte|d and thte aver.age rtatj/ils ; 30 Yr. Jumbo 725% -0.04 0.00

around 3. 6. That means the same principal amount you invested/loane

to earn 2.875% could now be loaned/invested at 3.875%, BUT YOU CAN'T >/1ARM 7:07% “0.03 0.00

DO THAT because your money is tied up with the borrower paying 2.875%, Freddie Mac

and they're now highly unlikely to refinance or move because they want to 30 Yr. Fixed 6.86% -0.01 0.00

keep that nice low rate. 15 Yr. Fixed 6.16% +0.03 0.00

This phenomenon is known as "extension risk" in the bond world and it's the Mortgage Bankers Assoc.

key reason that markets resist creating new demand in a new, all-time low 30 Yr. Fixed 7.03% +0.09 0.62
MBS coupon. It was the same way when 2.5 coupons gradually emerged. 15 Yr. Fixed 6.56% +0.09 0.54
2012 was hit and miss. 2016 wasn't much better. It took the very plain 30 Yr. FHA 6.90% +0.11 0.95
wr!t!ng f)n the wall in 2020 for 2.5 coupons to rise to domln?nce. In .fact, the 30 Yr. Jumbo 711% -0.01 0.50
writing is so clear that 2.0 coupons have had a much easier time getting off

5/1 ARM 6.38% +0.11 0.54

the ground relative to the 2.5 coupon sagain 2012/2016. In fact, FINRA only
Rates as of: 7/3
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recorded 228 trades of 2.5 coupons on the best day in 2016. Compare that to
more than 800 trades for 2.0 coupons in the past 2 days (already more than 50% of 2.5 coupon activity).
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Dollar volume is a slightly different story as there are so many huge pools of 2.5 coupons in circulation. For instance, while
2.0 coupons are trading half as often as 2.5s, they only comprise about 1/6th of the dollar volume. Notably though, they
overtook 3.5 coupons yesterday. While those two will likely jockey for 3rd place in terms of dollar volume, the chart above
shows that the changing of the guard has already taken place (hence 2.0s earning a spot on the MBS Live dashboard, at the
expense of 3.5s).
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What does it mean for you and your rate sheet availability?
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This will vary by lender, but it generally means that the lowest rates on your rate sheets will be better able to respond to
improvements in MBS prices. You may even see some pent-up pricing capacity relaxed in those lower rates. Why is that?
Because until now, if a lender offered a rate of 3.125% or under, they had to use a 2.5 MBS coupon. The street valued those
coupons based on rates up to 3.625%. So as rates fell, 2.5s would look like a worse investment in relative terms (due to
increased prepayment as consumers with 3.625% rates were more and more likely to refi when rates hit the high 2% range).
A 2.0 coupon has less of that prepayment risk/uncertainty. Investors know what they're buying and only really have to worry
about a big, unexpected surge higher in rates. Removing the prepayment risk premium allows them to offer better pricing on
the lower rates.

This discussion on MBS dovetails into today's key calendar event, the Fed announcement and press conference. If there's a
reason that investors have an extra degree of comfort with respect to rates remaining in the current range, it's the Fed's
commitment to ample accommodation throughout the coronavirus recovery. So unless coronavirus is magically eradicated
and the economy manages to leap back into action at a faster pace than anyone expects, the Fed can continue holding its
policy rate at 0-0.25% and it can continue engaging in other easing measures like bond market purchases/reinvestments.

We know the Fed will not be adjusting rates today, but we may get an update on its MBS/Treasury buying plans considering
the incredibly nimble changes it's made every week since March 15th. Markets have received that nimble strategy well
enough that the Fed doesn't really need to tie themselves down to specific numbers in the long-term, but even a qualitative
comment in the Powell press conference will help reinforce the narrative (and hopefully not call it into question).
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