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New cult of bonds
For the first time in at least 12 years, 

reports the 2012 Milliman Pension 
Funding Study, a canvass of corporate 
America’s 100 largest defined ben-
efit plans, pension managers have ear-
marked more funds for fixed income 
(41.4%) than equities (38.1%). Just five 
years ago, stocks got twice the allocation 
of bonds (60.3% vs. 29.3%). 

We blame ourselves. Bianco Re-
search, combing through Bloomberg’s 
monthly survey of interest-rate fore-
casts, finds that in 105 out of 109 sound-
ings since December 2002, the all-wise 
respondents said interest rates would go 
up when they emphatically didn’t but 
went down or shuffled to the side. We 
raise our paw: Grant’s has been among 
the loudest voices in this bearish choir.

Humbled but unbowed, we believe 
that muscle memory is overpower-
ing reason. Last year, the funds Milli-
man tracks aimed for a 7.8% return but 
achieved only 5.9%. And they would 
have snagged even less except for “U.S. 
core fixed-income,” which produced 
8%. “Plans with significant allocations 
(over 45%) to fixed income, especially 
long-duration bonds, generally beat 
their expected return assumptions and 
came closer to keeping up with their lia-
bility growth when compared with plans 
with smaller fixed-income allocations,” 
Milliman says.

The mutual fund industry has a well-
worn saying about “past performance.” 
Over the past 10 years, the Treasury’s 
53/8s of February 2031 delivered a to-
tal return of 96% (featuring a jump in 
price to 133 from 95.2). To produce the 
same stellar result in the next 10 years, 
the current on-the-run bond, the 31/8s of 
February 2042, would have to vault to a 
price of 153.7 from today’s 94.2. As for 
the yield at which this very high-priced 

security would be quoted 10 years from 
now, we come up with 0.3%. We are a lit-
tle unsure of this (our CFA and our CFA 
aspirant were huddling at press time). 
Let us only say that the yield would 
have to be very, very low. 

The zero-percent interest rate regime 
in force has a nickname more dignified 
than ZIRP. “Financial repression” is the 
phrase, although we prefer Keynes’s 
more direct formulation, “euthanasia of 
the rentiers.” Anyway, the world’s cen-
tral banks, as Edward Chancellor ob-
served in Monday’s Financial Times, are 
quashing interest rates as they did at the 
close of World War II.  

“Given the recent escalation of pub-
lic debts,” Chancellor writes, “govern-
ments across the developed world have 
a shared interest in maintaining rates be-
low the level of inflation. . . . Savers are 
once again paying the price. If the post-
war experience is any guide, they could 
face many more years of suffering.” No 
help from the pension managers, either.

•

Like typos
It’s Ben Bernanke’s world and 

interest rates are his to command. 
Starting at zero percent and stop-
ping, in the case of investment-
grade corporate bond yields, at not 
much more than 4%, they are little 
tiny rates. But there are rates at the 
other extreme, too. Yields on mort-
gage real estate investment trusts 
range as high as 17%. They look 
like typos. 

Such returns, and the risks asso-
ciated with plucking them, are the 
subjects under discussion. In pre-
view, we judge that the returns are 
worth the risks—just. The specula-
tor who manages to cop a mid-teen 
yield in 2012 has well and truly 
earned it. 

And make no mistake: You, the 
investor in Annaly Capital Man-
agement (NLY), American Capital 
Agency Corp. (AGNC), Hatteras 
Financial (HTS) or MFA Financial 
(MFA) are a speculator. Determi-
nants of the success of your specula-
tion include: No. 1, the shape of the 
yield curve; No. 2, the nimbleness 
of your management in juggling 
financial leverage with asset selec-
tion and liability management; and 
No. 3, the various federal policies 
that confound even well-laid plans. 
Good luck to you! 

Of fundamental importance to 
your adventure in mortgage REITs 
is the sheer perversity of the mort-
gage-backed security. In 21st-cen-
tury America, the borrower (with 
the government and the law at his 
elbow) holds most of the cards. Let 

   (Continued on page 2)“Oh, man, they ripped my eyes out today.”
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(Continued from page 1)

interest rates fall, and he refinances. 
Let interest rates rise, and he stands 
pat. Assets, therefore, tend to be called 
away from a creditor when they are ap-
preciating—and not to be called away 
when they are depreciating. When 
you, the creditor, want them, they go 
away, and when you want them to go, 
they stay. It sounds like a love song. 
You do your best to hedge, but you can 
never hedge away every risk. 

To judge by the Treasury yield curve 
alone, these are the good old days. 
The difference between the two-year 
and 10-year points on the continuum 
of government borrowing rates mea-
sures 1.93%, whereas, since 1990, it 
has averaged 1.16%. Because mort-
gage REITs borrow short and lend 
long, the steeper the curve, the better 
they like it. And it has been steeper—
as radically tilted as 2.91% in February 
2010. It has become steadily flatter, 
especially since, starting on Sept. 21, 
the Bank of Bernanke turned a seller 
of short-dated assets and a buyer of 
long bonds, a manipulation known as 
Operation Twist. 

With only a few small steps in the 
direction of interest-rate normalcy, the 
curve could become a great deal flat-
ter. The two-year note is quoted today 
at all of 37 basis points, much less than 
the year-over-year rise in the CPI. If 
the two-year note were to yield 50 
basis points, the curve would flatten 
to 1.8%, other things being the same. 
If the two-year were to yield 1%, the 
curve would flatten to 1.3%, other 

things being the same. One thing, 
at least, would not be the same: The 
REITs would be knocked for a loop. 

The federal government has many a 
surprise it might spring. For instance, 
one of these days the SEC might pass 
judgment on whether the mortgage 
REITs will continue to enjoy their 
exemption from the 1940 Investment 
Company Act, which allows them to 
run with multiple turns of leverage yet 
still pay no corporate taxes (an exemp-
tion that certain other businesses, in-
cluding commercial mortgage REITs 
and some consumer finance compa-
nies, share). The commission has been 
weighing the matter since around La-
bor Day. 

Then, too, the government has tak-
en it upon itself, via a second iteration 
of the Home Affordable Refinance 
Program, a.k.a. HARP, to loosen the el-
igibility criteria for refinancing feder-
ally insured mortgages. For the mort-
gage REIT that pays, say, 102 cents on 
the dollar for a Fannie Mae- or Freddie 
Mac-conforming mortgage, there is no 
joy in receiving 100 cents on the dol-
lar in a federally sponsored refi trans-
action. An election-year demarche to 
promote still more extensive mortgage 
refinancing is a possibility that no stu-
dent of this administration can entirely 
rule out. 

And yet, even with all those hov-
ering swords, as Michael R. Hough, 
CEO of Hatteras Financial Corp., 
tells colleague Evan Lorenz, mort-
gage REITs are not without invest-

ment appeal. And their No. 1 drawing 
card isn’t the one you think. “This 
is an investment with proven value 
for investors,” Hough says. “While it 
has produced high dividend yields in 
various economic environments, it has 
probably added the most value to in-
vestors by being countercyclical to the 
U.S. economy and equity market.” 

Annaly, the No. 1 mortgage REIT 
by size and longevity in the public 
equity market, illustrates the point. 
The year 2005 was a good year for the 
GDP (up 3.1%), if a mediocre one for 
the S&P 500 (up 3%). It was, however, 
a not-good year for the funding costs 
(the Fed was raising them) or for the 
yield curve (its slope contracted to mi-
nus-0.01% at year-end from 1.15% at 
Dec. 31, 2004). By the fourth quarter 
of 2005, Annaly was earning a spread 
on its assets of just 0.09%. The share 
price plunged by 44%. 

Compare and contrast the annus 
horribilis, 2008. To look at Annaly’s re-
sults, you’d have hardly guessed that 
the world almost ended. As against a 
38.5% drop in the S&P 500, the Anna-
ly share price fell by 12.7%, or a loss of 
1.3% after clipping the coupon, while 
book value per Annaly share increased 
by 3.2%. 

The mortgage REITs are attractive 
for another reason. “They are priced as 
if they implemented the identical busi-
ness model,” Lorenz relates. “They 
implement a similar business model. 
The basic approach is the same—bor-
row short, lend long. But there are dif-
ferent approaches concerning interest 
rates, prepayment risk, credit risk and 
disclosure. Yet the stocks are all val-
ued at a few percentage points’ pre-
mium or discount to book value per 
share. Dividend yields do vary—from 
a low of 12.7% for Hatteras to a high of 
16.6% for American Capital Agency—
but company-by-company risk factors 
vary just as widely, if not more so.” 

So far, 2012 isn’t Annaly’s year. On 
Jan. 26 came the press release disclos-
ing that Michael A.J. Farrell, founder, 
CEO and public face of the mortgage 
and credit enterprise, has cancer. Let 
us just say, with respect to Farrell, this 
publication is ardently bullish. Then 
came the admission on March 1 that 
the Annaly offspring, Chimera, had 
erred on a question of revenue recog-
nition, would not be able to file a time-
ly 10-K report and, in a subsequent 
disclosure, that it had fired its auditor, 
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8:30 a.m Registration and Continental breakfast

9:00   David Einhorn, “Jelly donut policy.”

9:35   Hugh Hendry, “The tranquility that rocked the world.”

10:10  Paul Singer, “The shape of the next financial crisis.” 

10:45 Break

11:00 James S. Chanos , “A search for global value. . . TRAPS.”

11:35 Stanley Druckenmiller & James Grant, 
  “Stan Druckenmiller in conversation with Jim Grant.” 

12:00 p.m  Break

12:15  Luncheon 

1:05   Luncheon speaker:  Joe Rosenberg, “How a skeptic invests.”

1:40   Break

1:55   Meredith Whitney, “Municipal finance—just wait.”

2:30   James Aitken, “Some observations on the plumbing.”

3:05   Break

3:20   Simon Mikhailovich, “Testing your metal—do you have systemic insurance?”

3:55    James Grant, “A history lesson for Chairman Bernanke.” 

4:35 – 5:45 Reception and Jazz music by The Toby Williams Group
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Deloitte & Touche. In following days, 
Annaly and CreXus, too, parted com-
pany with Deloitte. 

Annaly, in a manner of speaking, is 
the father of seven. The subsidiaries 
include Fidac and Merganser, SEC-
registered investment advisers; Chi-
mera and CreXus, REITs that invest 
in miscellaneous residential and com-
mercial real estate credit; RCap, a 
broker-dealer with a specialty in repo 
finance; Charlesfort, a lender that 
originates senior secured, second-
lien and mezzanine debt; and Shan-
non, a mortgage-warehousing lender. 
The children aren’t very big—in the 
fourth quarter, they contributed just 
$28.7 million to the parent’s pre-
tax income, compared to the $717.6 
million net interest income Annaly’s 
mortgage-based securities portfo-

lio produced. However, like most 
children, they can be noisy and dis-
tracting. Last year at about this time, 
CreXus was the object of a buyout 
bid by Starwood Property Trust that 
would have netted CreXus share-
holders $14 a share; CreXus then 
changed hands at $12.15 a share. No, 
no, CreXus protested—rather than 
sell out, it would more than double 
its own share count in order to buy 
a discounted commercial real estate 
loan portfolio from Barclays. There 
was a kerfuffle, and Starwood went 
away. Today, the bid—an all-stock 
transaction, as it was proposed—
would be worth $12.68 a share, while 
CreXus is trading at $10.13. 

Over the years, Annaly has deliv-
ered results that themselves look like 
typographical errors: Between the 
October 1997 IPO and March 2012, 
its total return, with dividends rein-
vested, was 623%, compared to 99% 
for the S&P 500, also with dividends 
reinvested. Do the learned works on 
theoretical finance allow for such an 
extraordinary success? Annaly has 
achieved its results through leverage 
and judgment, borrowing just enough 
to excel but never so much as to drive 
itself into the ditch. 

The biggest of the mortgage  
REITs—with $109.6 billion of assets, 
it is almost twice as big as the runner-
up, American Capital Agency—An-
naly is mainly invested in fixed-rate 
agency mortgage-backed securities. 
What’s left consists of adjustable-rate 
MBS (9% of the portfolio) and float-
ing-rate MBS (1% of the portfolio). 
To defend against an adverse shift in 
interest rates, management uses swaps 
to lock in the cost of financing and, 
thus, the amount of profit-making day-
light between its assets and liabilities. 
At year-end, the notional value of the 
swaps was equal to 41% of the portfo-
lio, meaning that 49% of those assets 
behave as if they were fixed rate, 51% 

as if they were to some degree less 
rate-sensitive. As of Dec. 31, debt was 
5.4 times greater than equity, mak-
ing Annaly one of the least leveraged 
mortgage REITs in the field. 

Is it therefore the least risky? May-
be not, for of all the mortgage REITs, 
Annaly discloses the least. To what 
degree is its portfolio at risk on ac-
count of HARP? What is the tenor 
of the Annaly swaps book? Inquir-
ing minds want to know, but Annaly 
doesn’t say.  

American Capital Agency, which 
went public only in 2008, and which 
is led by a cadre of former senior ex-
ecutives of Freddie Mac, looks like 
Annaly at a glance. Like Annaly, 
American Capital is mainly invested 
in agency fixed-rate MBS (94% of the 
portfolio), with the remainder com-
mitted to agency adjustable-rate MBS 
(5%) and agency-collateralized mort-
gage obligations that include fixed-
rate, adjustable-rate and interest-only 
strips (1%). At year-end 2011, Ameri-
can Capital was leveraged 7.9:1. Like 
Annaly, it uses swaps to muffle the 
interest-rate sensitivity of its MBS; 
they protect 55% of the portfolio. Un-
like Annaly, American Capital also 
uses swaptions, contracts that give 
their owner the right, though not the 
obligation, to enter into a swap; they 
amount to 6% of the portfolio.

“However,” Lorenz observes, 
“the prima facie similarities belie a 
much greater difference in asset se-
lection, which, in turn, has resulted 
in divergent patterns in mortgage 
prepayments. American Capital, to 
limit prepayments and reduce risk to 
HARP-induced prepays, has weighted 
its fixed-rate portfolio to small-balance 
loans, which are less likely to refi-
nance, and loans from previous HARP 
refinancings, which are not eligible for 
a second HARP refinancing, as well as 
loans originated after 2009. As a result, 
American Capital’s constant prepay-
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Mortgage REIT vital signs

name debt/equity price/book div. yld.
Annaly Capital Management (NLY) 5.4x 98% 13.9%
American Capital Agency (AGNC) 7.9 108 16.6
Hatteras Financial (HTS) 7.8 105 12.7
MFA Financial (MFA) 3.7 102 13.2

sources: The Bloomberg, company reports  
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is which. In the fourth quarter, the 
non-agency portion of the MFA port-
folio, worth $4 billion, yielded 7.06%. 
The agency side, worth $7.1 billion, 
fetched only 3.14%. Thanks to the tax-
payers’ guarantee of Freddie and Fan-
nie, agency MBS are eminently lever-
ageable, and MFA borrows $6.60 for 
every $1 of equity held against agency 
mortgages. However, because non-
agency mortgages can and do default, 
they are not so easily hypothecated, 
and the private-enterprise segment 
of the MFA portfolio was leveraged 
only a little more than 2:1. While only 
36% of the MFA portfolio is invested 
in non-agency mortgages, those non-
guaranteed assets generate 55% of in-
terest income. 

Though MFA holds mainly ad-
justable-rate mortgages, it confronts 
a different kind of interest-rate risk 
than do its federal-agency-favoring 
peers. A bear bond market induced 
by accelerating GDP growth would 
likely cause non-agency debt to rally. 
After all, economic growth reduces 
credit risk. MFA’s kind of mortgage-
backed securities—ones that were 
knocked around in the housing bust 
and therefore trade at a discount to 
par—would certainly perform bet-
ter in a prosperous economy than 
in a sinking one. Only consider the 
alternative case: Between Sept. 30 
and Dec. 31, amidst the vapors of 
a weak stock market and the Euro-
pean debt predicament, MFA’s book 

ment rate (CPR), a measure that an-
nualizes the rate of prepays, was 9% 
in the fourth quarter compared to 22% 
for Annaly. 

“Another difference between 
American Capital and Annaly lies in 
what the companies tell you, or, for 
that matter, what they don’t,” Lorenz 
continues. “Annaly does not disclose 
enough information about its portfo-
lio to allow investors to handicap the 
company’s risk from HARP-induced 
refinancing. American Capital does. In 
addition, American Capital breaks out 
the tenor of its swaps (3.5 years) and of 
its swaptions book (7.7 years). Annaly 
stays mum.”

The new “it girl” of the mortgage 
REIT business, American Capital 
has, over the past three years, out-
earned, outgrown and out-disclosed 
its larger rival. Since coming public in 
May 2008, American Capital has accu-
mulated $58 billion in assets. It took 
Annaly 101/4 years to reach the same 
mark. Then, again, in the 33/4 years 
ended Dec. 31, 2011, Annaly bolted 
on another $50 billion. One can fault 
Annaly for many things, and the com-
pany has its detractors. However, its 
singular and—to our mind—most im-
portant asset is the scar tissue it has ac-
cumulated over the course of so many 
interest-rate and prepayment cycles. It 
has prospered and survived.  

A REIT of a different color is Hat-
teras, whose portfolio is 94.4% invest-
ed in agency adjustable-rate MBS, not 
the fixed-rate kind; the swaps book has 
a notional value equal to 44% of the 
mortgage portfolio. “We have, since 
day one,” says Hough, “focused on 
the ARMs [adjustable-rate mortgages] 
market as the way to be defensive 
against rising rates under the assump-
tion that neither we nor our investors 
ultimately know when the yield curve 
is going to shift higher or shift upward 
as a whole, and that these shifts gener-
ally happen pretty quickly.”

Of course, no strategy is without its 
drawbacks. Adjustable-rate securities 
do adjust to changes in interest rates, 
but by no means instantaneously. 
Then, too, adjustable-rate borrow-
ers, in comparison to fixed-rate bor-
rowers, show an irksome predilection 
to refinance, for which reason Hat-
teras bears a relatively elevated CPR 
(20.8% in the fourth quarter). “That 
is fine by us,” says Hough. “We are 
plenty happy to exchange repayment 

risk for the better protection we get 
in a rising interest rate environment.” 
Hough adds that he does not stay 
awake at night fretting about HARP; 
90% of the portfolio doesn’t qualify 
for the new program.

Irksome to mortgage REIT inves-
tors is the predilection of mortgage 
REIT managements to issue new 
shares, thereby to boost book value, 
and thus—in the cases of Annaly and 
American Capital, among others—to 
boost management compensation. As 
a rule, the bigger the business, the 
happier the executives (Annaly and 
American Capital charge 1.5% of eq-
uity per annum, regardless of size or 
investment performance). Hatteras 
takes a different approach by shrink-
ing management fees as a percentage 
of equity as equity grows. “So we are,” 
says Hough, “from an expense struc-
ture, almost half of what the average is 
of our peers.” 

Just last week, Hatteras issued 20.1 
million shares for a total of $540 mil-
lion, in order, says Hough, to fortify its 
swaps book. “It is a scalable business,” 
he explains. “Effectively, we’re add-
ing zeroes to our balance sheet. It does 
take additional expertise and man-
power, but it doesn’t double the size 
of those needs.”

 MFA is as different from Hatteras 
as it is from Annaly and American 
Capital. Whereas the three last-named 
REITs buy federally guaranteed MBS, 
MFA makes a specialty of the private-
label kind. There’s no mistaking which    (Continued on page 8)
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Credit Creation • Cause & effeCt

Federal reserve Balance sheet

(in millions of dollars)
 March 28, March 21, March 30,
 2012 2012 2011
The Fed buys and sells securities…
Securities held outright $2,609,857  $2,609,637  $2,393,839                                
Held under repurchase agreements 0 0 0
and lends…
Borrowings—net 7,076  7,380  19,362                        
and expands or contracts its other assets…
Maiden Lane, float and other assets 255,781  254,210  184,191                       
The grand total of all its assets is:
federal reserve Bank Credit $2,872,714  $2,871,227  $2,597,392                                     
Foreign central banks also buy,
or monetize, governments:
Foreign central bank holdings of Treasurys
and agencies $3,474,148  $3,477,258  $3,407,613                                       

Buy the yen 
Instant exegesis of the Federal 

Open Market Committee’s March 13 
minutes caused a break in the prices 
of bonds, gold and currencies late 
Tuesday. The minutes didn’t say QE3 
was on its way, as Mr. Market was ap-
parently hoping, only that it might be 
necessary and wouldn’t be instituted 
unless needed. Sometimes you won-
der about the Fed. At other times you 
wonder about Mr. Market. 

Lost in the shuffle was the dark news 
from half a world away. Japan’s monetary 
base is contracting—at an annual rate 
over the past three months of 17.5%—
as the Japanese trade balance worsens. 
In five of the past six months for which 
data are available, the world’s No. 3 
economy imported more than it export-
ed. And in January, it comprehensively 
paid out more to the world than it took 
in via trade, services and income—i.e., 
the Japanese current account balance 
turned negative. It was the first such red 
ink since January 2009. 

We hew to the belief, closely identified 
with one of next week’s conference speak-
ers, Hugh Hendry, that Japan must sooner 
or later begin repatriating its prodigious 
stock of foreign assets to finance its cur-
rent-account shortfall (Grant’s, Jan. 27). 
By so doing, it will tend to cause the yen to 
appreciate and its national terms of trade to 
depreciate. Then, too, there might be col-
lateral damage: Japanese retail investors 

Bank oF Japan Balance sheet
(in billions of yen)
 March 20, Feb. 20,  March 20, 
  2012 2012 2011
The BoJ buys Japanese gov’t. bonds…
Bonds purchased  ¥ 85,996  ¥ 83,308  ¥ 78,298
and lends…
Loans and discounts 44,992   43,308   61,253
and expands or contracts its other assets…
Other assets   13,470   13,593   10,231

Its assets total: ¥144,458  ¥140,209   ¥149,782
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    Credit Creation • Cause & effeCt

Buy the yen reFlation/deFlation Watch
 Latest week Prior week Year ago
FTSE Xinhua 600 Banks Index 8,484.54 8,557.50 9,470.20
Moody’s Industrial Metals Index 1,982.24 1,986.22 2,485.23
Silver $32.48  $32.27  $37.89 
Oil $103.02  $106.87  $106.72 
Soybeans $14.03  $13.66  $14.10 
Rogers Int’l Commodity Index 3,767 3,820 4,193
Gold (London p.m. fix) $1,662.50  $1,664.00  $1,439.00 
CRB raw industrial spot index 540.37 542.08 627.38
ECRI Future Inflation Gauge (Feb.) 101.4 (Jan.) 101.4 (Feb.) 103.4
Factory capacity utilization rate (Feb.) 78.4 (Jan.) 78.4 (Feb.) 75.9
CUSIP requests (Mar.) 2,044 (Feb.) 1,621 (Mar.) 1,772

annualized rates oF GroWth
(latest data, weekly or monthly, in percent)
 3 months 6 months 12 months
Federal Reserve Bank credit 0.4% 2.1% 11.5%
Foreign central bank holdings of gov’ts. 3.6 0.1 1.9
Bank of Japan 4.4 6.8 5.1
Commercial and industrial loans (Feb.) 15.3 11.9 12.2
Commercial bank credit (Feb.) 8.2 6.7 4.7
Primary dealer repurchase agreements 9.6 -3.1 1.3
Asset-backed commercial paper -4.2 -0.7 -9.6
Currency 11.2 11.1 9.3
M-1 8.5 9.7 17.3
M-2 7.9 6.4 9.6
Money zero maturity 8.5 7.2 9.5

own from 6% to 10% of American REITs, 
according to a JPMorgan note. 

Yet the Bank of Japan, which on Feb. 
14 resolved to target a positive rate of 
inflation, is sitting on its hands. The CPI 
for February showed a year-over-year 
gain of just 0.3%, but the monetary base, 
measured year over year on March 31, 
showed a decline of 0.2%. 

“Perhaps,” speculates colleague Evan 
Lorenz, “Bank of Japan governor Ma-
saaki Shirakawa holds back owing to a 
more looming problem. Japan’s debt, 
which amounted to 208% of GDP at year-
end 2011, is only manageable because 
the 10-year Japanese government bond 
yields 1.02%. The $1.33 trillion Govern-
ment Pension Investment Fund, which 
holds two-thirds of the assets in Japanese 
government bonds, plans to sell 8.1%, or 
$108 billion, during the fiscal year ending 
March 2013 in order to meet payouts, ac-
cording to an April 2 Reuters article. Ja-
pan’s demographic decline will not only 
slow GDP growth but also make neces-
sary greater asset sales (Grant’s, Feb. 10). 
Demand for the 10-year debt auction this 
week was the lowest in four months, an 
April 4 Bloomberg article said.” 

The yen has fallen 5.5% against the dol-
lar since the announcement of the BoJ’s 
inflation target. Paradoxically, the curren-
cy may regain those losses and then some 
on the back of Japan’s own trade woes. 

•
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(Continued from page 5)

value per share fell by 5.9%, to $6.74 
from $7.16. By Jan. 31—following 
the European Central Bank’s print-
ing spree—book value had recovered 
to $7.10. In a move to secure safer 
and less volatile sources of funding, 
MFA in the fourth quarter entered 
into arrangements for $300 million 
of three-year collateralized financing 
for non-agency MBS, subsequently 
expanded to $500 million after the 
quarter’s close. Repurchase financ-
ing, which is shorter term in dura-
tion, had declined to 37% of total 
non-agency financing on Dec. 31, 
2011, from 53% on Dec. 31, 2010. 

Having studied anew the field of 
mortgage REITs, we have decided to 
take a diversified approach. Each of 
the four has its strengths and weak-
nesses. We find ourselves favoring An-
naly for experience, American Capital 
for dash, Hatteras for economy and 
MFA for innovation. For those who 
need income and would speculate to 
get it, consider a blended portfolio: 
some of each flavor. 

 •

Value alfresco
Like habitués of the old New York 

Curb Exchange, the buyers of fore-
closed Phoenix houses do their dealing 
in the great outdoors. They congre-
gate, a few dozen strong, in the sun-
drenched plaza of the Central Court 

Building on West Jefferson Street for 
the daily auctions of properties that, 
once upon a time, were easily finance-
able if not strictly affordable. Today, 
post-bubble, the same properties are 
strictly affordable if not easily finance-
able. In preview, Grant’s remains bull-
ish on cast-off houses.  

The truth is that the big, squat, 
sandy office building looks nothing 
like a proper, Norman Rockwell-real-
ized American courthouse. However, 
for the grave dancer, so to speak, in 
residential real estate, there are am-
ple compensations. In Arizona, fore-
closure is primarily a non-judicial pro-
cedure, meaning that a bank needs no 
court order to retrieve its collateral in 
case of default. While in states like 
Ohio or New York or Florida, it may 
take forever and a day to push a prop-
erty through the judicial foreclosure 
obstacle course, the name of the game 
in this desert metropolis is dispatch. 
According to Rick Rickert, owner 
and operator of infoclosure.com, 600 
to 700 properties are “cried out” in 
Phoenix every day (with some of the 
cries anti-climactically announcing 
postponement of sale). 

Individuals are welcome on the 
courthouse steps, though not a few 
West Jefferson Street congregants 
represent investment partnerships. 
This year, GI Partners, a Menlo Park 
(Calif.)-based private equity firm, 
disclosed it had made a $400 million 
commitment to Waypoint Real Estate 
Group, an Oakland, Calif., whole-

sale buyer of foreclosed houses (the 
Golden State has a thriving market 
in foreclosed properties). Waypoint’s 
strategy, like that of many an indi-
vidual investor, is to buy in order to 
rent. Happily, in many American cit-
ies, rents are on the rise. 

Phoenix makes an improbable 
backdrop for a bullish story about 
single-family houses. From 2001 to 
2006, prices climbed by 97.5%. From 
the 2006 peak to what is looking more 
and more like a 2011 trough, prices 
plunged by 55%. On Sept. 30, 2009, 
only Nevada had more foreclosures 
per household than Arizona. To this 
day, 650,000 Maricopa County home-
owners—Maricopa County and Phoe-
nix are essentially one and the same 
place—either owe more to their mort-
gagors than their homes are worth, or 
lack enough equity to sell and re-buy. 

So nowadays, in the baking heat at 
the base of the Central Court Build-
ing, Phoenix is marking itself to 
market. “Keep in mind,” says Mark 
Hanson, a most prescient hous-
ing bear at mid-decade who, for the 
most part, is still bearish, “people 
can’t buy houses at auction unless 
the servicers and banks are willing to 
mark the houses at the right prices.  
They have always been reluctant to 
do so due to huge and immediate loss 
severities and wiping out their second 
liens. But things are changing quickly 
in the wake of robo. The servicers are 
finally realizing that the courthouse 
steps is a high-demand channel into  
which one can quietly liquidate im-
mediately to a deep bench of real buy-
ers paying cash who quickly rehab for 
rental, resale or personal occupancy.” 

Especially, notes Hanson, is the 
mark-to-market gospel getting a trial 
in California. But the value seekers 
are out in force in Phoenix, too. In the 
depths of 2008, third parties bought 
just 3% of the houses auctioned at 
trustees’ sales, according to Mike Orr, 
editor of The Cromford Report and direc-
tor of Arizona State University’s Center 
for Real Estate Theory and Practice; the 
rest of the 97% reverted to the banks. 
These days, third parties account for 
half the purchases. 

One might ask what the buyers 
see that the sellers don’t, except that 
the buyers hardly see anything. “For 
one thing,” reports colleague Charley 
Grant, who visited the scene of the 
action last month, “the list of proper-
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ties to be auctioned on a given day is 
typically not available until 5 p.m. the 
day before. An enterprising buyer can 
drive past properties that seem appeal-
ing, and might even be able to peek 
inside, but there is no guarantee; half 
of the houses are occupied when they 
come up for sale. Some of the houses 
come complete with tax liens. Not 
knowing exactly what you’re buying 
can lead to all manner of problems.” 

From the vantage point of the bub-
bly mid-decade housing peak, the 
market on the courthouse steps would 
literally seem unbelievable. Never 
mind 100% purchase-money loans or 
1% pay-option ARMs, the terms on 
offer in 2005. For the privilege of bid-
ding on a property at today’s trustee 
auctions, a would-be buyer must pro-
duce a cashier’s check for $10,000. 
The winning bidder must pay the 
balance by 5 p.m. the next day. Short-
term financing terms for the salvage 
buyer feature 75% loan-to-purchase 
price at an annual percentage rate 
of 18%. You have six months to pay 
(which, if you are a property flipper, 
is probably long enough). 

Though the locals at the outdoor 
auctions compete for houses, they 
banter and josh like old friends. They 
dress for the weather—shorts, T-shirts, 
sandals, odd wacky headgear. Wear a 
necktie, or even a pair of long trousers, 
and you stand out like a financial ana-
lyst just flown in from New York. An-
other thing: Don’t ask the auctioneer 
to repeat himself. And don’t forget to 
join in the cheering when, as some-
times happens, a property sells for the 
minimum symbolic $1 over the reserve 
price. Graham and Dodd aficionados, 
the crowd roots for value.  

Oh, yes, one more thing, our report-
er relates: “I saw a leading bidder fum-
ble for his check for no more than five 
or six seconds. Those seconds proved 
critical, because while he was fum-
bling, another bidder received clear-
ance from the voice in her headphones 
to lift her bid, and she beat her undex-
terous opponent to the auction table, 
winning the house in the process.”

What is the nature of the values on 
offer in Phoenix? Jameson Van Ness, 
managing partner of Artisan Real 
Estate Group, Phoenix, a former ex-
ecutive of a home-building compa-
ny who has been buying foreclosed 
houses for the past four years, kindly 
provided examples. 

House No. 1, at 2538 West Roeser 
Rd., Phoenix, is a standard, one-sto-
ry ranch with three bedrooms, two 
baths and 1,549 square feet of living 
space. It dates from the high-cotton 
year, 2004, when its first owner paid 
$131,000. It was recently presented to 
the courthouse throng at an estimated 
value of $77,000. Van Ness says he 
bought the place at auction on March 
14 on behalf of a buy-and-hold prin-
cipal for $79,000. The principal’s true 
cost basis is higher, of course. After 
adding Artisan’s $2,500 commission, 
$395 for title insurance and rehab 
expenses of $8,396, the all-in cost 
comes to $90,291. Still, it’s an evident 
bargain: at $58 a square foot, the price 
is half the estimated cost of construc-
tion in 2012. 

Van Ness says you can rent a house 
like this one for $850 a month, or 
$10,200 a year, which would point to 
a gross rental yield of 11.3%. That is 
not to be confused, of course, with a 
net rental yield. Allowing for property 
taxes ($883), annual maintenance ex-
pense (2.5% of the purchase price, or 
$1,975), among other items, the net 
annual rent drops to $5,290, which 
translates into a net rental yield of 
5.9%. Of course, there’s no guarantee 
that rehabilitation expense will not ex-
ceed the allocated $8,000-plus. Maybe 
the departing occupants have chosen 
to flush concrete down the toilets after 
mailing in their keys. 

“Under ordinary conditions,” Gra-
ham and Dodd pronounced in the 

1940 edition of “Security Analysis,” 
“a home costing $10,000 would have 
a rental value (or an equivalent value 
to an owner-tenant) of some $1,200 a 
year, and would yield a net income 
of about $800 after taxes and other 
expenses.” Maybe we live in ex-
traordinary times even now, a half-
dozen years after the house-price 
peak, or maybe Graham and Dodd’s 
world was the aberrant one. Anyway, 
we think a 5.9% return is nothing 
to sneeze at in 2012. Investors in 
apartment real estate investment 
trusts like Apartment Investment 
Management Co., Camden Property 
Trust and Mid-America Apartment 
Communities settle for yields on the 
order of 3% to 4%. And though one 
can easily sell a liquid equity, the 
stockholder of an apartment REIT 
stands not one chance in the world 
of flipping his or her fractional in-
terest in a diversified stock of rental 
units to a willing buyer, as the land-
lord of a freestanding Phoenix house 
might do, even in this not-yet-fully-
recovered market. 

Consider, our guide Van Ness 
continues, the case of 1041 East Sil-
verwood Dr., a three-bedroom, two-
bath ranch built in 1995. In 2005, it 
fetched $300,000. At an auction on 
Jan. 3, it sold for $135,500, or $88 per 
square foot. 

Here, in the argot of Wall Street, was 
a trading sardine, not an eating sardine. 
Artisan, in partnership with another in-
vestor, bought the place with the plan 
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of fixing it up and selling it. Van Ness 
says he banked on realizing $180,000, 
a price that could deliver a $22,700 net 
profit even after closing costs of $8,300 
and rehab expenses of $13,800. 

As it happened, the costs came in 
a few thousand dollars over budget, 
as costs are wont to do. Happily, the 
selling price came in substantially 
over the estimate, as selling prices in 
such stricken markets as Phoenix have 
tended not to do for many years. The 
Artisan partnership realized $210,226, 
or $136 per square foot, for a pretax 
profit of nearly $49,000. Just as note-
worthy as the capital gain was the time 
line. “We purchased on Jan. 2,” says 
Van Ness. “We took possession on Jan. 
21 from the renter. Rehab was com-
pleted on Feb. 7. It was sold in a week 
for $25,000 over asking price. It closed 
the first week of March.”

“There are other bullish signs,” 
Grant continues. “Deborah Luby, a 
Realtor at Tuttle Designer Homes 
Registry, which caters to the high-
end market of Scottsdale, tells me 
that she ‘is seeing double the amount 
of buyers this year over last year. The 
big difference with the buyers this 
year is that they are actually writing 
offers. I currently have five offers on 
homes compared to five sales for the 
whole year of 2011. The inventory 
is shrinking and it is becoming more 
and more difficult to find homes to 
suit my buyers.’ Her husband, Rich-
ard Luby, director of operations at 
Pete King Construction Co., a non-
residential drywall and painting 
firm, tells me he plans to increase 
his workforce this summer to 450 
from 300, providing he can find the 
applicants (a participant in the fed-
eral government’s E-Verify program, 
his firm is truly barred from hiring 
illegal immigrants). At the peak of 
the peak, he relates, the head count 
reached 1,300.

“People do seem to favor the des-
ert,” Grant winds up. “In-migration 
to Phoenix continues, and the city’s 
unemployment rate, at 7.9% for Janu-
ary, is lower than the national average 
and down from 9.3% in January 2011. 
In March, the job-search firm, Simply-
hired.com, reported a 3.9% jump in 
Phoenix job openings between Janu-
ary and February, and an 8.9% jump in 
openings between February and Feb-
ruary 2011. The comparable national 
readings were 0.2% and 5.5%, respec-

tively. And on March 27 came word 
that Phoenix was one of only three 
cities in the 20-city Case-Shiller house 
price index that registered a year-over-
year rise.” 

A rise of 1.01% was the full extent 
of this lurch to the upside (Denver and 
Detroit, the other winners, generated 
increases of 1.02% and 1%, respective-
ly. Charlotte, N.C., has still not been 
heard from). Then, again, to adapt the 
words of the ancient Chinese philoso-
pher Lao-Tzu, every bull market be-
gins with a single uptick.  

•

Out of Iowa
Farmland prices jumped by 22% 

in 2011 in that portion of the fertile 
Midwest known as the Seventh Fed-
eral Reserve District. It was the larg-
est annual pop since 1976, either in 
nominal or real terms, according to 
the Chicago Fed’s AgLetter. Iowa took 
first place with a 28% gain (these are 
nominal prices), followed by Indiana 
with 27%, Illinois with 21% and Wis-
consin with 18%. As for Michigan, 
there were no reliable figures, the 
Michigan farmers perhaps reasoning 
that the numbers were none of the 
feds’ business. 

Now under way is a fresh install-
ment of the Grant’s agricultural real 
estate report. In preview, the bull 
market in arable land, ripening and 
broadening, is enticing the partici-

pation of some of the country’s most 
accomplished investors, including 
a rich, sold-out coal entrepreneur. 
There is value to be found, though 
usually not in Iowa. 

City people, we keep learning new 
things about the ways in which zero-
percent interest rates and quantitative 
easing are playing out in farm country. 
For example, on March 6, in Buena 
Vista County, Iowa, 74 acres of corn 
ground fetched $13,000 an acre, a re-
cord high price per acre for that coun-
ty. “Why?” poses Stalcup Agricultural 
Service’s spring 2012 Today’s Landown-
er newsletter. “Well,” the publication 
answers its own question, “for one 
thing, you can’t feasibly haul manure 
75 miles.” Hog farmers, beef farmers 
and dairymen need some place to put 
the stuff. 

However, the bull market in farm-
land has more sources of support 
than constraints on dung storage. In 
the five states of the Seventh Dis-
trict, the compound rate of rise in 
real farmland values works out to 
2.9% since 1970, a span encompass-
ing both the inflationary 1970s and 
the disinflationary 1980s (deflation-
ary in regard to agriculture). Clearly, 
last year’s jump in inflation-adjusted 
land prices—it amounted to 19%—is 
one for the record books. 

“The year 2011,” the AgLetter says, 
“may go down in the annals of U.S. 
agriculture as a once-in-a-generation 
phenomenon. Undergirding the huge 
upward movement in farmland val-
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ues was an unusual shift in agricul-
tural prices across the board.” Crop, 
livestock and dairy prices all climbed. 
Corn was up by 57%, milk by 23% and 
beef cattle prices by 21%. Of course, 
feed cost more, too. According to the 
latest USDA estimates, such gains 
helped to set a nominal record for net 
farm income in 2011: $98.1 billion, up 
24% from 2010. 

Question: Let us say that you sold 
your West Virginia coal operation to a 
Russian buyer in 2009 for the plump 
sum of $436 million. You hail from a 
coal and farming family, and when 
you scan the names on the Forbes 400, 
there you are: No. 375, worth between 
$1.1 billion and $1.2 billion. What do 
you do with your cash? 

You, Jim Justice, are a buyer of 
farmland, including, in November, 
the Anderson Circle Farms, Har-
rodsburg, Ky., for which you paid 
$25 million, or an average of $4,521 
for each of 5,529 acres, a landmass 
38% of the size of Manhattan Island. 
Grant’s has reason to believe that Jus-
tice did not stop there but has con-
tinued to buy tens of millions of dol-
lars worth of southeastern farmland, 
paying, in one recent instance, more 
than $7,000 an acre. 

Colleague David Peligal, our agri-
cultural correspondent, relates that 
the universal complaint of farm-
land investors is the scarcity of land; 
there’s simply not enough to go 
around. Which is not to say, how-
ever, that there are no willing sell-
ers. One particular seller, who wishes 
to remain anonymous, chatted with 
Peligal about his line of analysis. An 
owner of grain elevators and a cot-
ton gin, as well as cropland in eastern 
North Carolina and Louisiana, our in-
formant began to lighten up last year. 
Cap rates of 3.5% to 4% on North 
Carolina farms set him to thinking, 
Peligal relates. What if interest rates 
rose, or capital gains taxes increased, 
or corn prices went down? So it was 
that our skeptical farmer sold 6,000 
Carolina acres in December for $43 
million in cash.

Believers continue to hold the whip 
hand, however. On March 22, the most 
fertile portions of a 1,337-acre farm in 
Whiteside County, Ill., near the town 
of Erie, fetched more than $7,000 an 
acre, and an average closer to $6,000 an 
acre for the main body of the land. The 
president of the auctioneering company, 

R.D. Schrader, had this to say in the af-
termath: “There is a lot of pent-up de-
mand for farms of 1,000 acres or more, 
but there haven’t been a lot of larger 
farms on the market. So this property 
attracted more interest from investment 
groups, one of which was the high bid-
der on the majority of the land.” 

Ceres Farms LLC was that bid-
der. Founded in 2008 and deploying 
assets of $85 million, Ceres is an In-
diana enterprise that has lately been 
buying farms as far afield as Michi-
gan, Ohio and Illinois. “Noticeably 
absent from this list is Iowa,” Peligal 
observes, “and for good reason. The 
price Ceres paid per tillable acre in 
the March 22 auction was $6,774. 
It’s ground that can yield 170 to 190 
bushels of corn per acre. Meanwhile, 
the day before and 40 miles to the 
west, an Iowa farmer paid $13,265 per 
tillable acre for 165 acres in Clinton 
County, Iowa. The Iowa soil is rich-
er—it can produce 200 to 240 bushels 
of corn per acre, but price and value 
seem not to be perfectly arbitraged 
across the state line. For a price pre-
mium of 96%, the Iowa farmer picked 
up a 22% premium in fertility (which 
we calculate by using the midpoint of 
the respective ranges in yield).” Sit-
ting in No. 2 Wall Street, we puzzle 
over the difference. 

We continue to think that Ben Ber-
nanke is the principal force in the 
farmland bull market, but there are 
certainly others. Argentine buyers are 

reported to be accumulating tens of 
thousands of acres in the Mississippi 
Delta, including, late last year, a 5,512-
acre tillable tract near Clarksdale, 
Miss., for $4,131 per acre. 

Keith Bronstein, longtime com-
modity trader and astute observer of 
all things agricultural, reflects that 
maybe the Argentine investors are 
telling us something about South 
America as well as something about 
America. Years ago, Bronstein recalls, 
South America simply did not figure 
into discussions about U.S. agricultur-
al futures. But by the turn of the 21st 
century, there was a new idea. Argen-
tina and Brazil would deliver sizable 
crops, many assumed. Indeed, it came 
to be believed that those two emerg-
ing powerhouses would themselves 
set world prices. However, Bronstein 
proceeds, South America has, in fact, 
become an unreliable supplier.

“They’re having bad crops more 
years than they’re having good crops,” 
he says. “So what’s going on there? I 
don’t know. Bad luck with the weath-
er is certainly a part of it. Maybe they 
have not treated—and I’m just specu-
lating when I say this—maybe they 
haven’t treated their soils as carefully 
as American farmers have over the 
decades. I have no idea. But the point 
is, if you’re a world buyer, they often 
disappoint you.” 

The conclusion of which would seem 
to be, buy America—except for Iowa. 
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Instant exegesis of the Federal 
Open Market Committee’s March 13 
minutes caused a break in the prices of 
bonds, gold and currencies late Tues-
day. The minutes didn’t say QE3 was 
on its way, as Mr. Market was appar-
ently hoping, only that it might be 
necessary and wouldn’t be instituted 
unless needed. Sometimes you won-
der about the Fed. At other times you 
wonder about Mr. Market. 

Lost in the shuffle was the dark 
news from half a world away. Japan’s 
monetary base is contracting—at an an-
nual rate over the past three months of 
17.5%—as the Japanese trade balance 
worsens. In five of the past six months 
for which data are available, the world’s 
No. 3 economy imported more than it 
exported. And in January, it comprehen-
sively paid out more to the world than it 
took in via trade, services and income—
i.e., the Japanese current account bal-
ance turned negative. It was the first 
such red ink since January 2009. 

We hew to the belief, closely identified 
with one of next week’s conference speak-
ers, Hugh Hendry, that Japan must sooner 
or later begin repatriating its prodigious 
stock of foreign assets to finance its cur-
rent-account shortfall (Grant’s, Jan. 27). 
By so doing, it will tend to cause the yen to 
appreciate and its national terms of trade to 
depreciate. Then, too, there might be col-
lateral damage: Japanese retail investors 
own from 6% to 10% of American REITs, 
according to a JPMorgan note. 

Yet the Bank of Japan, which on Feb. 
14 resolved to target a positive rate of 

$108 billion, during the fiscal year ending 
March 2013 in order to meet payouts, ac-
cording to an April 2 Reuters article. Ja-
pan’s demographic decline will not only 
slow GDP growth but also make neces-
sary greater asset sales (Grant’s, Feb. 10). 
Demand for the 10-year debt auction this 
week was the lowest in four months, an 
April 4 Bloomberg article said.” 

The yen has fallen 5.5% against the dol-
lar since the announcement of the BoJ’s in-
flation target. Paradoxically, the currency 
may regain those losses and then some on 
the back of Japan’s own trade woes. 

•

inflation, is sitting on its hands. The CPI 
for February showed a year-over-year 
gain of just 0.3%, but the monetary base, 
measured year over year on March 31, 
showed a decline of 0.2%. 

“Perhaps,” speculates colleague Evan 
Lorenz, “Bank of Japan governor Ma-
saaki Shirakawa holds back owing to a 
more looming problem. Japan’s debt, 
which amounted to 208% of GDP at year-
end 2011, is only manageable because 
the 10-year Japanese government bond 
yields 1.02%. The $1.33 trillion Govern-
ment Pension Investment Fund, which 
holds two-thirds of the assets in Japanese 
government bonds, plans to sell 8.1%, or 

Buy the yen 

We have broken out the centerfold story for your reading comfort. 
No broken headlines across pages any longer. 
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Case of the reluctant central bank

Japan’s monetary base (left scale) vs.
three-month annual rate of change (right scale)
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