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June 20, 2014

Credit Burnout

Delinquency Profile
Strong home price performance over the past 18 months, 
improving economic conditions, better employment situation, 
and loan seasoning have led to positive changes in collateral 
characteristics and behavior of the remaining borrowers in Non-
Agency RMBS pools. 

In this article, we focus on  high level trends in roll rates, as well 
as their impact on eventual liquidations.  As value investors, 
we strive to identify improving developments in the underlying 
collateral of analyzed securities in order to invest in “cheap” 
bonds and generate portfolio returns.

The level of seriously delinquent loans has dropped meaningfully 
across all product types. As shown in Figure 1, 60+ day 
delinquencies are almost 45% lower relative to peak levels 
observed in the first quarter of 2010. More recently, over the past 
12 months, the percentage of borrowers who are two payments 
behind has fallen to 34% in Subprime, 21% in Alt-A, and 30% 
in Option Arm collateral, reflecting a 9%, 11% and 16% drop, 
respectively.

The improvement in delinquency profile of the remaining pools 
can be attributed to:
1.	 Credit burnout, as the bulk of problem mortgages have 

already left the pool through liquidation (Short-sale, 
Foreclosure sale or REO sale). 

2.	 Better economic and housing environment that resulted in 	
fewer new delinquencies, exhibited by improving Current 
to 30 day delinquent roll rates (Figure 2). The percentage 
of borrowers becoming delinquent has dropped by 20% in 
Subprime, 22% in Alt-A, and 25% in Option Arm collateral 
during the last 12 months. On average, this percentage has 
declined by almost 75% relative to the peak levels.

3.	 Increased cure rates (Figure 3) that represent a continued 
Servicer focus on loan modifications and highlight the 
borrowers’ willingness and ability to withstand the most 
severe housing recession in their lifetimes.  Over the last 
12 months, the cure rates increased by almost 10% (7% in 
Subprime, 14% in Alt-A, and 11% in Option Arm), and surged 
by almost 1.4 times relative to the trough in December of 
2008.
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Figure 1: 60+Dq by Product Type
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Figure 2: Current to 30 Roll Rates
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Figure 3: Cure Rates
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4.	 A steady decline in 30 day delinquent to 60 day delinquent   
roll rates (Figure 4), further indicating a positive shift in 
borrower behavior to cure their delinquency.   Over the 
last 12 months, this roll has declined by approximately 
14% (12% in Subprime, 16% in Alt-A, and 15% in Option 
Arm), and decreased by almost 60% relative to the peak in 
December of 2008.

Conclusion:

Current market pricing allows us to utilize conservative 
default and loss assumptions. Our base case presumes that 
all delinquent loans and a substantial portion of currently 
performing mortgages will default. These assumptions 
account for the recent improvement in borrower behavior, but 
ignore the possibility of further progress in roll rates. In our opinion, this represents an attractive buying 
opportunity, especially in collateral well positioned for continued improvement in housing. We favor loan 
pools with higher percentage of borrowers demonstrating consistent payment history i.e. current with their 
payments for more than 24 months, larger balances representing homes in more affluent areas, and lower 
judicial state exposure since some of these areas continue to experience lackluster home price performance 
and high level of pending distressed inventory. The segment described above represents between 20% and 
30% of the $900b Non-Agency universe. We believe these assets will outperform other securities in the 
sector and provide stronger collateral and price performance in the years ahead.

In an effort to provide our readers with a thorough market and collateral analysis, we will discuss the 
aforementioned delinquency trends at a much more granular level in an upcoming Part II of the “Credit 
Burnout” article next week.
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Figure 4: 30 to 60 Roll Rates
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•BY ACCEPTING A COPY OF THIS CONFIDENTIAL PRESENTATION, THE RECIPIENT AGREES THAT NEITHER IT NOR ANY OF ITS EMPLOYEES OR ADVISORS SHALL USE THE INFORMATION 

FOR ANY PURPOSE OTHER THAN EVALUATING THE SPECIFIC TRANSACTION DESCRIBED HEREIN OR DIVULGE TO ANY OTHER PARTY SUCH INFORMATION.  THIS CONFIDENTIAL 

PRESENTATION SHALL NOT BE PHOTOCOPIED, REPRODUCED OR DISTRIBUTED TO OTHERS WITHOUT THE PRIOR WRITTEN CONSENT OF THE PRINCIPALS.

•NOTWITHSTANDING ANYTHING TO THE CONTRARY CONTAINED HEREIN, THE RECIPIENT (AND EACH EMPLOYEE, REPRESENTATIVE, OR OTHER AGENT OF THE RECIPIENT) MAY 

DISCLOSE TO ANY AND ALL PERSONS, WITHOUT LIMITATION OF ANY KIND, THE TAX TREATMENT AND TAX STRUCTURE OF THE TRANSACTIONS DESCRIBED HEREIN) AND ALL 

MATERIALS OF ANY KIND THAT ARE PROVIDED TO THE PROSPECTIVE INVESTOR RELATING TO SUCH TAX TREATMENT AND TAX STRUCTURE (AS SUCH TERMS ARE DEFINED IN TREASURY 

REGULATION SECTION 1.6011-4). THIS AUTHORIZATION OF TAX DISCLOSURE IS RETROACTIVELY EFFECTIVE TO THE COMMENCEMENT OF DISCUSSIONS WITH PROSPECTIVE INVESTORS 

REGARDING THE TRANSACTIONS CONTEMPLATED HEREIN. 

•THE FINANCIAL PROJECTIONS INCLUDED HEREIN HAVE BEEN PREPARED ON THE BASIS OF ASSUMPTIONS STATED THEREIN.  FUTURE OPERATING RESULTS ARE IMPOSSIBLE TO PREDICT 

AND NO REPRESENTATION OF ANY KIND IS MADE RESPECTING THE FUTURE ACCURACY OR COMPLETENESS OF THESE FORECASTS.

•THIS DOCUMENT AND THE RELATED ORAL PRESENTATION IS NOT AN OFFER TO SELL OR A SOLICITATION OF AN OFFER TO BUY SECURITIES. 

•THE INFORMATION INCLUDED HEREIN IS PRELIMINARY, AND WILL BE SUPERSEDED BY A DEFINITIVE PRIVATE PLACEMENT MEMORANDUM. 

•WE WILL NOT ACCEPT ANY OFFER BY YOU TO PURCHASE SECURITIES AND YOU WILL NOT HAVE ANY CONTRACTUAL COMMITMENT TO PURCHASE SECURITIES UNTIL AFTER YOU HAVE 

RECEIVED THE DEFINITIVE PRIVATE PLACEMENT MEMORANDUM. 

•DISCUSSIONS OF FEDERAL TAX ISSUES IN THIS PRESENTATION ARE NOT INTENDED TO BE RELIED UPON BY INDIVIDUAL INVESTORS. EACH INVESTOR SHOULD SEEK ADVICE BASED ON 

THEIR PARTICULAR CIRCUMSTANCES FROM AN INDEPENDENT TAX ADVISOR. 

•THERE CAN BE NO ASSURANCE THAT PROJECTED RETURNS WILL BE ACHIEVED OR THAT THE FUND WILL BE ABLE TO IMPLEMENT ITS INVESTMENT STRATEGY OR ACHIEVE ITS 

INVESTMENT OBJECTIVES.

•GROSS IRRs DO NOT REFLECT MANAGEMENT FEES, CARRIED INTEREST, TAXES, TRANSACTION COSTS AND OTHER EXPENSES TO BE BORNE BY INVESTORS IN THE FUNDS, WHICH WILL 

REDUCE RETURNS.

Disclosures
The underlying data is provided by CoreLogic (subscription-based data repository). Our access to CoreLogic data includes home price indices and 

approximately 95% of all U.S. Option ARM, Subprime, and Alt-A securitized product. Algorithms and analysis to access the information and any 

interpretation are proprietary to Falcon Bridge Capital, LLC.

For questions or additional information, please contact: 
Aga Linsky

alinsky@falconbridgecapital.com

Danny Zhou, CFA

dzhou@falconbridgecapital.com

(925) 979-4291 (925) 979-4290

 


