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Boston - When we borrow Michelle Obama's famous catchphrase, we aren't talking about politics in the run-up to the midterm elections.
What we mean is that active investors may be able to capture attractive opportunities by migrating up in coupon in the agency mortgagebacked securities (MBS) market.
A quick glance at the Bloomberg U.S. MBS Index may not necessarily jump off the page for a passive fixed income investor. Yields have risen
to roughly 4.2%, which is about in line with the Bloomberg U.S. Aggregate (Agg) Index. Duration has extended to 5.9 years, slightly shorter
than the Agg's 6.4 years, as refinance activity has slowed and home sales have cooled modestly. Lastly, the average spread of the MBS Index
is right in line with the long-term average.
All these factors would make an index-based portfolio an OK option for someone looking to get cheap exposure to the agency MBS market.
However, if an investor were to take an active approach by diving a bit deeper into the composition of the index, they may find opportunities
to both add value and reduce risk in the sector.
As mortgage rates plummeted in 2020, eventually hitting all-time lows in 2021, refinancing activity spiked and the housing market took off.
This led to a surge in agency MBS supply, and the vast majority of new issuance was in lower coupon bonds. As the outstanding MBS
universe became increasingly dominated by 2% and 2.5% coupon bonds, so too did the MBS Index. In fact, before COVID, "2s" and "2.5s"
accounted for less than 5% of the Bloomberg US MBS Index; today, those coupons make up nearly 60% of the index.
Agency MBS coupon distribution has shifted since COVID

Source: Bloomberg as of September 9, 2022.
Why are we singling out 2% and 2.5% coupon bonds? With the average 30-year fixed rate mortgage now above 5.5%, 2s and 2.5s are so far
out of the money that we would be hard pressed to find anyone looking to refinance out of their loan. As a result, we've seen a significant
amount of extension on these bonds.
According to Yield Book, for example, 2.5% coupon bond durations have extended from 4.6 years in September 2019 to 7.1 years today.
Unless an investor had been actively monitoring those changes, the interest rate risk profile of their MBS portfolio would have changed
dramatically over that period.
And just as the index composition changed to include more low-coupon bonds, so did the U.S. Federal Reserve's balance sheet. As the Fed
generally focused its quantitative easing (QE) purchases on the coupons where origination was the highest, that caused the Fed's ownership
of 2% and 2.5% coupon MBS to balloon in 2020 and 2021. The Fed's MBS holdings grew from $1.4 trillion in early March 2020 to more than
$2.7 trillion today, with 2s and 2.5s now accounting for $1.1 trillion and $756 billion, respectively.
Coupons of 2% and 2.5% account for larger share of Fed MBS holdings

Source: Bloomberg as of September 9, 2022.
Now that the Fed has begun letting its MBS paydowns roll off its balance sheet — with many market participants concerned about the
potential for outright MBS sales — what they own has become an increasingly important consideration. The lower-coupon MBS that the Fed
has been hoarding could feel the brunt of its balance sheet reduction, and that may create a difficult environment for investors and indexes
that hold these low-coupon securities.
We believe that higher-coupon MBS appear much more compelling in today's environment than their low-coupon counterparts for several
reasons that are detailed in the chart below:

Source: Yield Book as of September 9, 2022.
Higher coupon bonds tend to have much less interest rate sensitivity, which may benefit investors if inflation remains sticky and interest rates move
higher. The duration on a Fannie MBS at 5% is 2.9 years versus 7.1 years for a Fannie MBS at 2%.
The Fed holds almost no MBS with coupons above 4.5% because mortgage rates only recently began rising significantly — well after the Fed had
finished adding MBS to its portfolio. That's not to say that Fed MBS sales would make no difference to higher coupon MBS. But the impact of any Fed
sales would likely be much more muted.
Spreads on higher coupon bonds are meaningfully wider than spreads on low coupon bonds. For example, "Fannie 5s" have a spread of 151 basis
points (bps) over Treasurys, while "Fannie 2s" have a spread of only 65 bps over Treasurys.

Bottom line: We would argue that higher coupon MBS currently offer a much more attractive risk-reward tradeoff than lower coupon bonds.
Compared to a passive, index-oriented approach, an active investment approach that seeks to add value by taking advantage of these
market dynamics may prove beneficial.
The index performance/characteristics are provided for illustrative purposes only and are not meant to depict the performance/characteristics of a
specific investment. Past performance is no guarantee of future results.
Bloomberg U.S. Mortgage Backed Securities (MBS) Index measures agency mortgage-backed pass-through securities issued by GNMA, FNMA and

FHLMC.
Bloomberg U.S. Aggregate Index is an unmanaged index of domestic investment-grade bonds, including corporate, government and mortgage-backed

securities.
"Bloomberg®" and the Bloomberg Index/Indices used are service marks of Bloomberg Finance L.P. and its affiliates, and have been licensed for use for
certain purposes by Morgan Stanley Investment Management (MSIM). Bloomberg is not affiliated with MSIM, does not approve, endorse, review, or
recommend any product, and. does not guarantee the timeliness, accurateness, or completeness of any data or information relating to any product.

All investing involves risk, including the risk of loss.
The value of investments may increase or decrease in response to economic, and financial events (whether real, expected or perceived) in
the U.S. and global markets. Securities with longer durations tend to be more sensitive to interest rate changes than securities with shorter
durations. As interest rates rise, the value of certain income investments is likely to decline. Mortgage- and asset-backed securities are
subject to credit, interest rate, prepayment and extension risk. Investments in debt instruments may be affected by changes in the
creditworthiness of the issuer and are subject to the risk of non-payment of principal and interest. The value of income securities also may
decline because of real or perceived concerns about the issuer's ability to make principal and interest payments. U.S. Treasury securities
generally have a lower return than other obligations because of their higher credit quality and market liquidity. While certain U.S.
government-sponsored agencies may be chartered or sponsored by acts of Congress, their securities are neither issued nor guaranteed by
the U.S. Treasury.
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"We would argue that higher coupon MBS currently offer a much more attractive risk-reward tradeoff than lower coupon
bonds."
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