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Market Commentary

Spreads to Treasuries
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The Economy

• Despite headwinds from the Eurozone and China, most economic
releases continue to paint a picture of broad base strengthening of the
US economy with little inflation pressure. Existing home sales remained in
excess of 5 million and continuing jobless claims stayed below 2.5 million
in August, while PCE was only 1.5% YoY for the same period.
Spreads (%)

• Second quarter real GDP growth was revised upward to 4.6% (QoQ),
signaling a solid rebound from a weak first quarter and setting the stage
for continued momentum for the rest of the year, including GDP growth
around 3% for the third quarter.
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Structured Markets

• After the sharp widening in May ‘13 sparked by the initial taper talk, the
MBS market out-performed Treasuries by a cumulative total of 154 basis
points (bps). The rally, which drove premium prices on higher coupon
mortgages even higher, illustrates the lack of net MBS supply. With tighter
regulations and origination down, 2014 monthly net issuance is under $20
billion (bn). Also, although the Fed has dramatically wound down outright
purchases from $40 bn per month in 2013 to just $5 bn in September (on
pace to end in October) the Fed is still reinvesting $30-40 bn per month in
cash flows or over half the gross issuance of target coupons.
• Notwithstanding the rally, the market remains cautious and sensitive to
changes in the status quo.
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• Emerging from the summer doldrums, issuers flooded the market with
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new investment grade debt in September. At approximately $120 bn,
September 2014 corporate issuance will likely be in the top five largest
months on record. Heavy supply, combined with persistent geopolitical
unrest and weaker commodity prices, pushed corporate spreads wider
month to date by about 10 bps.

• The Energy sector was among the hardest hit due to a meaningful drop
in oil prices (down nearly 9% MoM) and continued shareholder activism.
Lower commodity prices also contributed to a sharp move wider among
Basic Industries issuers. Despite the softer tone in the market, new supply
was eagerly consumed by investors and spreads appear likely to firm as we
enter the supply hiatus surrounding the release of third quarter earnings.
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Government Market

• Treasuries broke trend, selling off in September largely due to the highly
anticipated release of the FOMC minutes. The 10-yr and 30-yr peaked at
yields of 2.62% and 3.37% respectively before settling in at 2.49% and
3.20%, 15 and 12 bps higher month over month.
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• While language regarding the exact timing of the first rate hike was
unchanged and still remains data dependent, the Fed did release
a document separate from the minutes outlining a plan for policy
normalization. Steps towards less accommodative policy include raising
the target Fed Funds rate, adjusting interest on excess reserves, using
overnight repos and ultimately phasing out reinvestment of mortgage
holding proceeds.
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This commentary has been distributed for informational purposes only and should not be considered
as investment advice or a recommendation of any particular security, strategy or investment product.
Information contained herein has been obtained from sources believed to be reliable, but not
guaranteed. Opinions and estimates offered constitute our judgment and are subject to change without
notice, as are statements of financial market trends, which are based on current market conditions. We
believe the information provided here is reliable but do not warrant its accuracy or completeness. This
commentary contains or incorporates by reference certain forward-looking statements which are based
on various assumptions (some of which are beyond our control) may be identified by reference to a
future period or periods or by the use of forward-looking terminology, such as “may,” “will,” “believe,”
“expect,” “anticipate,” “continue,” or similar terms or variations on those terms or the negative of
those terms. Actual results could differ materially from those set forth in forward-looking statements
due to a variety of factors. No part of this article may be reproduced in any form, or referred to in any
other publication, without the express written permission of Merganser Capital Management © 2014.
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*Month-to-date performance of spread bearing bonds versus duration-matched Treasuries
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