




Distressed Sellers, not Distressed Assets. 

While we are not seeing the emergence of ‘distressed’ and/or defaulted loans, we are seeing ‘distressed’ 
situations where those holding mortgage loan portfolios need liquidity – and loan prices are backing up to 
levels that start to make sense from a risk-reward standpoint.  

Special situations across mortgage credit products are creating attractive entry points for assets that just 
months ago exhibited extreme price risk.  Areas where we saw no value (i.e. non-QM at ~3% yields) are now 
trading at discounts and/or ~7% base case asset yields.  We believe the time to add duration tactically is 
approaching.  This is in stark contrast to how we have viewed risk from 2018 through 2021 (as stated in our 
quarterly investor letters).  

It is estimated that there is anywhere from $4 to $7 billion of non-QM loans on Street warehouse lines that 
need to be sold or refinanced in short order.  Some holders are tapping the securitization market where 
funding costs exceed the asset yields on the underlying collateral, making the financing dilutive to equity 
returns.  We expect this phenomenon to create special situations and attractive investment opportunities 
throughout 2022.

Who has been Skinny Dipping in the Rehab & Construction Loan Space. 

In the last several years, investing in property rehab and construction loans has been a great strategy with 
significantly better relative value as compared to non-QM, jumbo, non-performing, and re-performing 
loans.  Set in a backdrop of low housing inventory, high demand, rising home values, and high absorption 
of rent increases, rehab and construction lending on single family and multi-family housing has enjoyed 
significant tailwinds and high absolute asset yields.  These tailwinds have attracted investors with limited, 
if any, default management and loss mitigation capabilities and it will be interesting to see how firms 
manage to the extent there is a spike in delinquent loans that require workout expertise.

New Issue RMBS.  

From a relative value standpoint, new issue RMBS is looking attractive at current price levels.  Over the last 
decade, trying to compete with mutual funds, money managers, hedge funds, insurance companies, and 
other large pockets of capital for RMBS did not make sense for many value investors.  Today’s environment 
is different due to a lack of liquidity and reduced price risk.  Triple-A (AAA) credit spreads have widened 
such that 2-year bonds with ~30%+ credit enhancement are pricing with fixed yields over 5%.  Similar tenor 
double-A (AA) bonds with ~25%+ credit support have yields in the mid-6% area, and single-A (A) at or 
around 7%.  As a result of the dislocation, an investor can decide between buying the entire loan for 7%, or 
a shorter duration single-A security with 20% credit support at a similar yield.
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Shopping for Bargains in Credit.

Credit has been challenged in recent years competing with returns posted in private equity and venture.  
However, 2022 is changing the tide for credit strategies where mid- to high-teens net returns with strong 
credit protections are starting to look pretty good.  

It is important to note that unlike the 2008 financial crisis, prices in residential credit are not dropping 
because of credit/default risk or because the underlying assets are bad.  Prices have fallen because long 
duration assets have been simultaneously exposed to widening benchmark yields and widening credit 
spreads.  

The Fed’s monetary policy actions have been telegraphed and followed through upon in 2022.  We believe 
that in large part residential credit markets have priced in the policy risk and there are finally good assets 
with some duration whose prices make for good investments.  That is true across the spectrum of residen-
tial credit, including non-QM loans, rehab/construction loans, scratch-n-dent loans, and traditionally more 
liquid RMBS.  

In drawdown funds, we believe it is a better time to tactically provide liquidity in distressed special situa-
tions as opposed to engaging in long-term flow commitments with originators at the moment. For 
income-oriented credit hedge fund structures, credit enhanced RMBS provides attractive entry points.



This document is issued by The Palisades Group, LLC.  The information provided in this document is general information only 

and does not constitute investment or other advice.  The content of this document does not constitute an offer or solicitation 

to subscribe for units in the Fund.  The Palisades Group, LLC accepts no liability for any inaccurate, incomplete or omitted 

information of any kind or any losses caused by using this information.  Any investment decision in connection with the Fund 

should only be made based on the information contained in the Private Placement Memorandum.


