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Fed Actions Help Agency mREITs Step O� the Liquidity Roller Coaster
Chase P. Ross and Sharon Y. Ross

Recent weeks have been a rollercoaster for mortgage
real estate investment trusts (mREITs). Problems

in funding markets led to quickly falling stock prices for
mREITs through March, although they have stabilized in
April. In this note, we discuss the business model of the
roughly $700 billion mREIT industry, how that model
has come under pressure during the COVID-19 crisis,
and the di�erential e�ect of the Fed’s actions across the
industry.

Mortgage REITs are levered bond funds that invest in
mortgages and real estate loans. ¿ey can be categorized
as funds that invest in agency MBS or otherwise invest in
non-agency real estate, including whole mortgage loans,
CMBS, non-agency RMBS. Table 1 provides the industry’s
aggregated balance sheet in Q4 2019.

In normal times, it is easy to �nance agency MBS and
similar assets via collateralized �nancing transactions,
like repurchase agreements. In a repurchase agreement, a
borrower pledges collateral (e.g., MBS) and receives cash
in exchange; at some point in the future, the borrower
repurchases the collateral from the lender at a price which
re�ects the interest rate of the loan.

Because of the depth and liquidity of mortgage security
funding markets, the mREIT business model relies on
considerable short-term funding to provide leverage for
its investments. Across the 37 publicly traded mREITs in
the Bloomberg mREIT index (BBREMETG Index), the
index had a simple leverage multiple of 7.4 in 2019, corre-
sponding to a 13.5 capital ratio. ¿ere is considerable
variation across the �rms, with the leverage multiples
ranging from 1.7 of 10.6.

Amid the liquidity crunch and resulting dash for cash in
mid-March, the mREIT equity price index fell more than
60 (Figure 1, Panel A) as spreads across many types of
structured credit widened to levels last seen in the global
�nancial crisis. Agency MBS spreads increased from 40
bps to 132 bps at peak, andABS andCLOs followed similar
trends (Panel B).

Table 1: Mortgage REITs’ Balance Sheet

Assets billions

Cash $ 12

Debt securities
Agency/GSE securities 335
Corporate/Foreign bonds 41

Total debt securities 375

Mortgages
One-to-four family 94
Multifamily 11
Commercial 168

Total mortgages 273

Misc. assets 51

Total assets $ 711

Liabilities

Repo $ 379

Debt securities 179

Loans
Depository institution loans 2
FHLB advances 9

Total loans 10

Misc. liabilities 21

Memo: Leverage multiple 5.9

Total liabilities $ 590

Source: Federal Reserve Financial Accounts
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https://www.federalreserve.gov/apps/fof/DisplayTable.aspx?t=l.129.m
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Mark-to-market prices for MBS are closely related to liq-
uidity conditions. An easy way to see the deterioration
in agency MBS liquidity is in the discount to net asset
value of a large agency MBS ETF which fell past a 3 dis-
count in March (Panel C). ¿e cost of �nancing agency
CMOs relative to OIS—essentially the market’s expecta-
tion of the average overnight Federal Funds rate over the
life of the swap—grew from 10 bps to nearly 80 bps in
mid-March (Panel D), lowering the carry to a long MBS
position �nanced via repo.

A few di�erent forces drove the loss of liquidity. First, the
dash for cash among large cash pools meant there was
less cash available to broker/dealers, which in turn meant
broker/dealers had fewer dollars to pass on to leveraged
investors like mREITs through so-called matched book
repo funding.

Second, a number of proposals targeted at reducing the
�nancial fallout of the COVID-19 crisis for homeowners
introduce heightened prepayment risk for mortgage in-
vestors. ¿ese policies include short-term measures like
HUD’s 60-day moratorium on evictions and foreclosures
and longer-term measures like principle forbearance or
principal reduction. Prepayment can occur when a home-
owner re�nances or when the mortgage loan is bought
out of the MBS pool due to nonperformance, by either an
agency or the servicer (depending on the issuing agency).
Increased prepayment risk, all else equal, will increase

MBS spreads.

¿ird, levered investors were forced to sell their positions,
raising concerns about �re-selling. With funding con-
ditions strained, mREITs faced margin calls, and, in at
least one case, a mREIT’s bank counterparty seized its
collateral and sought bids. Other mREITs suspended div-
idends and delevered. ¿ose unable to meet their margin
calls asked their lenders to consider forbearance.

OnMarch 23, the Federal Reserve announced the FOMC
would purchase agency MBS “in the amounts needed to
support smooth market functioning and e�ective trans-
mission of monetary policy to broader �nancial con-
ditions and the economy.” ¿e Fed’s action tightened
agency MBS spreads to nearly pre-crisis levels, although
other forms of structured credit only tightened some-
what.

We �nd that the Fed’s actions helped stabilize the agency
mREIT industry, while largely not supporting non-
agency mREITs. We look at the top ten largest com-
ponents of the Bloomberg Real Estate Investment Trust
Mortgage Index and calculate the cumulative abnormal
return for eachmortgage REIT relative to the overall S&P
500 return with market betas estimated from January 1,
2010, to December 31, 2019. We classify these 10 largest
mortgage REITs into agency or non-agency groups based
on their balance sheet details and value-weight the agency
and non-agency CAR using the market capitalization of

Figure 1: Mortgage REITs during the Covid-19 Crisis
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Panel A: Mortgage REIT Equity Price Index
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Panel C: MBS ETF (MBB) Price to NAV Ratio
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Panel D: Agency CMO GCF/OIS Spread (1-Month)

Source: Bloomberg, Palmer Square
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https://www.hud.gov/sites/dfiles/OCHCO/documents/20-04hsgml.pdf
https://www.fanniemae.com/resources/file/credit-risk/pdf/mf-faqs-covid-19.pdf
https://www.fanniemae.com/resources/file/credit-risk/pdf/mf-faqs-covid-19.pdf
https://www.bloomberg.com/news/articles/2020-03-25/royal-bank-of-canada-sued-by-reit-over-cmbs-margin-calls
https://www.wsj.com/articles/rbc-seeks-fire-sale-buyers-for-seized-mortgage-debt-11585159333
https://investor.twoharborsinvestment.com/news/news-details/2020/Two-Harbors-Investment-Corp-Announces-Company-Update-and-Suspension-of-First-Quarter-2020-Common-and-Preferred-Stock-Dividends/default.aspx
https://investor.twoharborsinvestment.com/news/news-details/2020/Two-Harbors-Investment-Corp-Announces-Company-Update-and-Suspension-of-First-Quarter-2020-Common-and-Preferred-Stock-Dividends/default.aspx
http://ir.earnreit.com/news-releases/news-release-details/ellington-residential-announces-estimated-book-value-share-and
https://www.bloomberg.com/news/articles/2020-04-03/no-one-comes-to-save-mortgage-market-with-50-billion-of-losses
https://www.federalreserve.gov/newsevents/pressreleases/monetary20200323b.htm
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each mREIT.

Figure 2 shows the 3-day cumulative abnormal returns for
agency and non-agency mREITs around three key dates
in the COVID-19 crisis. At �rst, agency mREITs did
worse than their non-agency counterparts. As the month
progressed and the Federal Reserve signaled supportive
policy for agency MBS, agency mREITs rebounded while
non-agency mREITs did not.

Figure 2: Cumulative Abnormal Returns
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In the early stages of the crisis, following theWorldHealth
Organization’s pandemic declaration onMarch 11, agency
mREITs fell more than non-agency mREITs. On March
15, the Federal Reserve signaled support for MBS with
an asset purchase announcement of up to $200 billion
in mortgage-backed securities. In the next three days,
non-agency mREITs had a -40 cumulative abnormal re-
turn relative to themarket-predicted return, while agency
mREITs faced a smaller decline of -17. Finally, following
the Federal Reserve’s March 23 asset purchase announce-
ment of $200 billion in MBS, including agency com-
mercial mortgage-backed securities, agency mortgage
REIT markets rebounded with agency mREITS seeing
a 15 CAR, while non-agency mREIT returns dropped
4.7.

For now, the largest mREITs appear to have stabilized,
although at materially lower valuations. Funds that had
announced dividend suspensions inMarch reversed their
decision in the �rst weeks of April. ¿e Fed’s actions
helped the agencyMBSmarket considerably; however, ad-
jacentmarkets like highly-rated non-agencyMBS, agency
credit risk transfers, CLOs, and highly-rated ABS con-
tinue to trade at wide spreads. Data available as of April
17 shows that the percent of conduit CMBS loans current
on their payments dropped ten percentage points, from
95 to 85, fromMarch to April—by far the largest in-
crease in late payments back to 2008. Agency mREITs

may be coming out of the woods, but it’s tough to say the
same for non-agency mREITs.
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https://investor.twoharborsinvestment.com/news/news-details/2020/Two-Harbors-Investment-Corp-Announces-Interim-Common-Stock-Dividend-and-Payment-of-First-Quarter-2020-Preferred-Stock-Dividends/default.aspx
https://investor.twoharborsinvestment.com/news/news-details/2020/Two-Harbors-Investment-Corp-Announces-Interim-Common-Stock-Dividend-and-Payment-of-First-Quarter-2020-Preferred-Stock-Dividends/default.aspx

