
As we near the end of what will go down on record as one of the most tumultuous and worst performing years on record for structured

products, and all of fixed income, we set our sights for what is on the horizon for 2023. With yields having risen to levels unseen for over

a decade, the income provided by debt securities once again will provide the key characteristic that most investors seek in that

component of their asset allocation. Additionally, yields have risen to the point that bonds can for the first time in many years benefit

investors during times of crises in equity markets – a key diversification benefit that was lost during the era of an ultra-accommodative

Fed. There is now room for yields to fall, lifting bond prices higher, during these flight to safety/quality/liquidity events. As we frame out

our views for 2023, we will start with a recap of the current year before delving into our fundamental views on housing and mortgages

and finishing with opportunities in the current Non-Agency MBS (RMBS) market and related sectors.
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2022 MARKET RECAP

The year began with a negative overhang as the world grappled with a persistent inflation problem and the prolonged supply chain issues

caused by the uptick in COVID-19 cases with the Omicron variant. After pivoting from a view that inflation was transitory, the Fed shifted

to an aggressively hawkish posture with the aim of combating levels of inflation that were last seen in the 1980s. As the Fed tightened

policy, shorter maturity yields experienced a greater increase than longer maturities and the curve tilted to an inverted slope with the

2yr yield approximately 80 basis points higher than the 10yr yield by mid-December.

* Source: Bloomberg; As of December 15, 2022

Investors in fixed income markets bore the effects of the Fed’s rate hikes as the markets posted some of the worst returns on record. As

of December 15th, the Bloomberg U.S. Aggregate Index1 is down 10.9% and the Bloomberg U.S. MBS Index1 is down 9.5% year-to-date.

If the year closed at these levels, these would go down as the worst annual returns in the history of the index which dates back to 1976.

According to a report from Vanguard that references data back to 1926, the second worst year for US fixed income investors was 1969

where the market suffered an 8% decline. Interest rates have moved with extreme levels of volatility this year, keeping risk premiums

high and investor sentiment low.

* Source: Bloomberg; As of December 15, 2022

As investors grappled with drawdowns in fixed income funds, an exodus resulted, with the outflows being more severe for funds focused

on RMBS and structured products due to the uncertainty created in mortgage prepayments and home prices. The RMBS sector was

already on its “back foot” from the technical created by the supply wave during the surge in refinancing and home purchase activity

during 2020 and 2021. This combination of interest rate increases and RMBS market technicals have pushed yields and spreads in the

sector to levels unseen since 2008.
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HOUSING FUNDAMENTALS

After a lengthy period of quantitative easing, fixed income markets are once again in position to offer a meaningful element of income as

a portion of performance. The return to an era of attractive yields and a beneficial income stream cannot be emphasized enough as it is

a paradigm shift that has restored a key characteristic to fixed income and allows investors to once again reap the historical benefits that

investors seek in their allocation. For example, investment grade rated RMBS are yielding 6% to 8%, more than double their levels from a

year earlier, while below investment grade rated RMBS are yielding 9% to above 15%. It is worth mentioning that these are loss adjusted

yields that factor in the expected credit outcomes of a declining home price environment.

To underscore the importance of income as part of total return, we compare fixed income performance during the Fed’s hiking cycle of

2022 to a similar cycle in 1994. As shown in the tables below, the performance in fixed income indices was much stronger during 1994

with returns being aided by starting the year with coupon income that helped offset the price impact as rates rose. Across credit sectors,

spreads also began to improve during the second half of 1994 as interest rate volatility declined as the market saw a path forward to an

end to the tightening cycle.

Our base case view is that home prices will decline by 10 to 15% to reach sustainable levels of affordability. Home price appreciation

(HPA) surged with values increasing by approximately 40% nationally over the 2-year period from March 2020 to March 2022. Over the

course of the spring and summer, the housing market transitioned from having some markets such as Los Angeles, San Francisco, and

Seattle, exhibiting signs of becoming overheated, to a national affordability shock as mortgage rates rose sharply due to the Fed’s

aggressive tightening policy. Initially, this led to concerns among some investors that a housing crisis would ensue and that markets

would repeat the 2008 experience. However, the data paints a different backdrop today and we believe that after affordability

normalizes in 2023, home prices will remain above pre-COVID levels.

A key driver of this view is that unlike in 2008 when there was an excess supply of housing, supply remains extremely tight today after

more than a decade of lackluster volumes of housing construction. Shifting from oversupply to undersupply has a meaningful effect on

the potential decline in prices. Our view is predicated on the following:

• Undersupply is supportive of home prices in the long run

o The US housing shortage is estimated to be near 4 million units

o In a normal year household formation runs about 1.4 to 1.5 million units

o Housing completions have averaged less than 1 million per year since 2009 and have only recently begin to trend towards a rate

that meets household formation

o If we surged to 2 million units if completions per year, it would still take 6 to 8 years to fill the shortage

* Source: Bloomberg, Bloomberg Indices; As of December 15, 2022
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MORTGAGE FUNDAMENTALS

The following framework helps to guide our view on national home price movements as affordability normalizes. There will be variance

across housing markets and the framework can be extended to specific metros.

Mortgage credit has fundamentally and structurally improved versus where it stood prior to the Great Financial Crisis (GFC).

Underwriting standards have been conservative in the post-GFC era with credit scores, loan to value ratios, and debt to income metrics

all improving significantly versus where they stood in 2008. On top of the conservative underwriting, a prolonged period of strong home

price growth and low interest rates has further enhanced the quality of existing mortgages and the market is comprised of borrowers

with significant equity and fixed-rate mortgages.

As a result of these factors, the mortgage market is largely comprised of high-quality borrowers, with significant equity, and low, fixed-

rate mortgages. Fundamental credit risk is low since these borrowers are well positioned to weather a housing contraction and continue

servicing their debt, and structurally, due to a lack of adjustable rate mortgages there is very little risk of systemic payment shocks.

 The following data points are noteworthy contrasts:

• The median FICO of a newly originated loan has averaged near 750 since 2008, versus a pre-GFC level of near 720. The lowest 10th

percentile is near 650 versus 600 pre-GFC.

• According to CoreLogic data through Q3 2022, the average LTV of 43.6% is significantly lower than the above 70% level that existed

going in to the GFC.

• The adjustable rate share of mortgages approached 40% in the years prior to the GFC. Today ARMs make up only about 10% of

outstanding mortgages.

• Nationally, mortgage delinquencies are below 3% versus an average level above 4% during the late-1990s and early-2000s.

Conservative underwriting has led to a lower level of stressed mortgages.

Lastly, in addition to fundamentally stronger mortgages, homeowners are in a better fiscal position to service mortgage debt after having

reduced their debt levels and cost of funds. Household debt as a percent of income are significantly lower than in 2007 and 2008.

• Demand wave exists amongst Millennials

o Millennials are now the largest age group in the U.S and as a group they serve as a potential increase to the buyer base

o Data shows an increasing homeownership rate for the 25 to 34 age cohort. This metric has been increasing since 2016 after a

decline during the Great Financial Crisis

o Additionally, the 15 to 25 age cohort is similar in size to the Millennial demographic – foreshadowing that housing demand will

persist (if not grow) in the years to come

• Affordability improvements will be met with demand

o 30-year fixed rate mortgages rose from mid-3% to over 7% in October, before receding to mid-6% in December

o Debt-to-income (DTI) ratios on home purchases have risen from historical lows of near 25% to roughly 40%

o We expect DTI to retrace to 1990s and early 2000s levels of slightly below 30% and our view is that the 30yr mortgage rate is

likely to remain between 6% and 7% as the Fed reaches their terminal rate and the long end of the Treasury yield curve

stabilizes

Source: Semper Capital Management, National Assoc. of Realtors Existing Home Sales Median Price
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MARKET OPPORTUNITY

Given the views on housing and mortgage credit, Non-Agency RMBS offers compelling value at current market levels. When factoring in

the fact that conservative standards following 2008 have led to these bonds being much stronger in terms of bond level credit

enhancement, loan performance, and borrower credit quality, Non-Agency RMBS presents a substantially different return/risk

opportunity than the last time we saw yields at these levels during the Great Financial Crisis.

Loss adjusted yields in the sector are attractive on an absolute and relative basis. With investment grade bonds yielding 6% to 8% and

below investment grade rated RMBS yielding 9% to above 15%, the sector is poised to produce some of the strongest returns across

credit markets in 2023. Yield spreads in Non-Agency RMBS have widened more than other portions of credit markets in 2022 due to the

technical of heavy volume of securitization supply during Q1 and Q2 that faced a stark reduction in demand throughout the year as funds

faced elevated outflows and bank deposits declined.

* Source: Bloomberg Indices, Semper Capital Management; As of December 15, 2022

As home sales and mortgage refinancing have slowed materially, the supply dynamic has shifted favorably as we approach 2023. After

two years of elevated supply of over $4T annually, the trend has reversed, and loan volume is projected to decline to $2T per annum for

the next several years. Loan origination serves as a leading indicator to securitization volume and the trend points to a sharp reduction in

Non-Agency RMBS market supply. The consensus expectation across investment banks is that supply will shrink by 40 to 50% in 2023.

Below we show projections for both to indicate the magnitude of the declines and upcoming improvement in the supply side of the

market. The technical improvement would be further boosted if fund flows reverse as investors adjust allocations to capture the yields

and income that is attainable in today’s market.
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Investment Grade Senior and Mezz Current Spreads 12/31/2021 Spread 2022 Spread Change

AGENCY CRT LCF* (BBB) 350 165 185

SASB* Multifamily (BBB) 425 175 250

Non-QM (BBB) 550 205 345

SFR (BBB) 450 170 280

Corp BBB 1 159 113 46

Below Investment Grade Mezz and Sub Current Spreads 12/31/2021 Spread 2022 Spread Change

STACR CRT B1* (BB/NR) 550 335 215

STACR CRT B2* (B/NR) 1200 660 540

Non-QM Mezz (B) 1000 390 610

SFR Mezz  (B/NR) 575 325 250

Corp B 1 468 312 156
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With shifting market technicals serving as a catalyst, we believe that the spread widening in Non-Agency RMBS has the potential to

reverse to normalized levels. Another key catalyst is the expected decline in interest rate volatility that is anticipated to occur as the Fed

nears the end of the current tightening cycle. Current market consensus has the Fed reaching their terminal rate between late Q1 to

early Q2. The risk premium priced into mortgage spreads moves directionally with interest rate volatility and we believe that spreads are

poised to compress as volatility recedes from crisis-era levels. As an example, over the course of this year, 2021 vintage GSE credit risk

transfer securities (CRT) with low LTVs at issuance have widened by almost 300 basis points relative to single-B corporates.

We view this as a pricing dislocation that is not warranted by the fundamental profiles. Given the significant degree of structural

deleveraging and asset coverage increases from home price appreciation, the credit profile of the CRT security has improved while

corporate credit fundamentals have deteriorated over the timeline. This type of pricing dislocation exists across the universe of Non-

Agency RMBS creating the potential for the sector to outperform as spread relationships normalize.

Our view is that seasoned mortgages offer one of the best opportunities for absolute and relative performance as we enter the new year.

The seasoned profiles have benefited the most from fundamental improvement, yet due to market dynamics, they have yet to

distinguish themselves from other credit profiles. Below is an example of a mid-2020 vintage CRT security currently valued at loss

adjusted yield near 13%. The charts show LTVs that have declined significantly as well as the degree of structural improvement in credit

enhancement and loss coverage ratios.

2023 Supply Projection ($Billions):

Sector BofA Nomura JPM Barc Citi Average 2022 YoY % decline

CRT 12 12 10 15 20 13.8 22 -37%

RMBS 2.0 * 10 13 10 6 16 11 27 -59%

Non QM 20 22 15 11 13.5 16.3 33 -50%

SFR 5 8 3 8 8 6.4 11 -43%
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*Includes Jumbo 2.0 and Investor deals   ** Sources: Bank of America, Nomura, JP Morgan, Barclays, Citi

* Sources: JPM Data Query, Bloomberg Indices; As of December 15, 2022
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STACR 2020-DNA4 B2:

As home prices continue the downward trend towards sustainable levels of affordability, investors will increasingly seek out the superior

credit profiles of seasoned Non-Agency RMBS. At the same time, they should be faced with fewer investment options due to a heavy

reduction in float from high prepayments in previous years and the reduced amount of forced selling from stabilized fund flows.

CONCLUSION

After interest rates surged higher during 2022, fixed income investments are poised to offer the benefits that investors have historically

sought from their allocation. While the ultimate path and timing of the Federal Reserve’s tightening policy is still to be determined, the

historical level of hikes enacted this year has created a line of sight to the future as the target rate begins to approach projections for the

terminal value. Reductions in interest rate volatility is expected to lead to improved investor sentiment and demand for yields that have

retraced to levels last seen nearly 15 years ago. In the midst of this backdrop, we believe that Non-Agency RMBS are poised to

outperform after having experienced inordinate spread widening in 2022. Additionally, we believe that seasoned profiles, whose pricing

largely did not benefit from superior credit fundamentals in 2022, can perform even more strongly in 2023. Fundamental views on

housing and mortgage credit combine with the favorable shift in market technicals due to a sharp supply reduction will present a

supportive tone and potential tailwind. With a normalization in spreads, it is plausible for portions of the sector to produce equity-like

returns in 2023.

Source: Semper Capital Management
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RISKS AND DISCLOSURES

Semper is providing the above material for informational purposes only and is subject to change by Semper Capital. It is not intended to be used as the basis for any investment
decision an investor may make. It does not constitute investment advice, nor is it an offer or solicitation to buy or sell any securities. Investors must make their own investment
decisions based on their specific investment objectives, financial position and using such independent advisers as they believe necessary. This is intended solely for the addressees
and may not be redistributed without the prior permission of Semper Capital Management, L.P. Its content may be confidential, proprietary, and/or trade secret information.
Semper Capital Management, L.P. is not responsible for any unlawful distribution of this document to any third parties, in whole or in part. Opinions expressed in this document
represent the views of Semper Capital Management, L.P., are valid only as of the date indicated, and are subject to change without notice. There can be no guarantee that any of the
opinions expressed in this document or any underlying position will be maintained at the time of this presentation or thereafter. We are not soliciting or recommending any action
based on this material. The information contained herein has been prepared solely for informational purposes and is not an offer to buy or sell or a solicitation of an offer to buy or
sell any limited partnership interests or shares in any fund or to participate in any trading strategy. If any offer of limited partnership interests or shares is made, it shall be to be
qualified investors pursuant to a definitive PPM or Prospectus prepared by or on behalf of the funds and contains material information not contained herein. Any decision to invest
in limited partnership interests or shares described herein should be made after reviewing the definitive PPM or Prospectus for the fund, conducting such investigations as the
investor deems necessary and consulting the investor's own investment, legal, accounting and tax advisors in order to make an independent determination of the suitability and
consequence of an investment in the fund. Investment performance reflects fee waivers in effect. In the absence of such waivers, total return would be reduced. 1 Certifications
are renewed annually.

RMBS: Residential Mortgage-Backed Security

1The Bloomberg U.S. Mortgage-Backed Securities (MBS) Index is an index that invests in US-based bonds. It includes Agency Mortgage-Backed Pass-through securities (both fixed-
rate and hybrid ARM) issued by Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). An unmanaged index is not available for direct investment. ; The Bloomberg
U.S. Aggregate Index is a broad-based flagship benchmark that measures the investment grade, US dollar-denominated, fixed-rate taxable bond market. The index includes
Treasuries, government-related and corporate securities, MBS (Agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (Agency and non-Agency). The index is
representative of the overall US fixed income market ; The Bloomberg Baa Corporate Index measures the Baa-rated, fixed-rate, taxable corporate bond market. It includes USD
denominated securities publicly issued by US and non-US industrial, utility and financial issuers; The Bloomberg B U.S. High Yield Index measures the USD-denominated, B-rated,
fixed-rate high-yield corporate bond market. Bonds from issuers with an emerging markets country of risk, based on Bloomberg EM country definition, are excluded.
An unmanaged index is not available for direct investment. Unmanaged indices are not available for direct investment.

“Bloomberg®”, Bloomberg U.S. Mortgage-Backed Securities Index. Bloomberg U.S. Aggregate Index, Bloomberg Baa Corporate Index and Bloomberg B U.S. High Yield Index are
service marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg Index Services Limited (“BISL”), the administrator of the index (collectively, “Bloomberg”) and have
been licensed for use for certain purposes by Semper Capital Management, L.P. Bloomberg is not affiliated with Semper Capital Management, L.P., and Bloomberg does not
approve, endorse, review, or recommend any Semper products.

®“Semper Capital Management” is a registered trademark.

Registration with the SEC does not in any way constitute an endorsement by the SEC of an investment adviser's skill or expertise.

FUND MANAGEMENTFIRM OVERVIEW

• Semper Capital Management, L.P., SEC- registered investment  adviser, 

established in 1992

• Offer range of structured product investments, primarily focused on 

mortgages

• Semper Capital’s Minority & Veteran Certifications 1:  New York and New 

Jersey Minority Supplier Development Council – Nationally Recognized; 

National Minority Business Council, Inc. – recognized as Minority/Veterans 

business owned enterprise. 

Greg Parsons
Chief Executive Officer

Industry Experience: 24 years

Education: A.B., Princeton University

CONTACT INFORMATION

Thomas Mandel, CFA
Co-Founder, Chief Investment Officer

Industry Experience: 37 years

Education: B.S., M.B.A., Wharton School, Univ. of Pennsylvania

Vesta Marks, CFA, CAIA
Managing Director; Portfolio Manager & Head of Trading

Industry Experience:  21  years

Education: B.S., Massachusetts Institute of Technology


