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Agency MBS mar ke t st ands t o benef i t f r om Fed 's
re t urn
Boston - Investors looking for a high quality parking place to sit out these volatile
markets may want to revisit one of the best performing sectors during the financial
crisis of 2 0 0 8, the agency mortgage backed security (MBS) market.
Thanks to the US government backing, agency MBS is a AAA-rated market that offers
investors a highly liquid place to invest while taking on less credit risk. And it w ould
be a mistake to confuse government guaranteed agency MBS with their
non-government guaranteed counterpart from the pre-crisis era.... sub-prime MBS.
The US Federal Reserve (Fed ) on Sunday announced a new round of quantitative
easing, committing to purchase "at least" $ 5 0 0 billion in Treasuries and $ 2 0 0 billion
in agency MBS, all on top of a 100 -basis-point cut in the federal funds rate. For the
agency MBS market, the announcement was welcome news, as spreads over
Treasuries sit at their widest levels since 2013.

Source: WM/Reuters Closing Mid Spot Rates and For ward Rates as of March 16, 20 2 0.

The Fed's announcement was also a sharp turnaround from the current policy, which
was allo wing roughly $20 billion of agency MBS to roll off their balance sheet each
month. The Fed has essentially gone from releasing $24 0 billion of supply into the
market over the next year, to buying $ 2 0 0 billion during the next few months alone,
with the potential for the program to be extended. That's a $4 4 0 billion swing in just
one day! The purchase over the coming months will likely amount to roughly 5 0% of
all supply that comes into the market.
With many employees at banks across the country w orking from home, and
consumers also quarantined in their houses, we are likely to see a dramatic decline in
new home sales and refinancing activity. This might mean that supply in the agency
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"The largest single holder
of agency MBS has
re-emerged, thus helping
to ensure a liquid and
orderly mortgage
market."

MBS market could actually see a substantial decrease in the coming months, despite
the recent decline in mortgage rates. Such a decline in supply in the coming months
could mean the Fed's purchases might amount to an even larger share of the market,
which w ould be even more sup p ortive of agency MBS spreads.
Bottom line: The key takeaway from all this is that the largest single holder of agency
MBS has re-emerged, thus helping to ensure a liquid and orderly mortgage market.

WM/Reuters Closing Spot Rates and WM/Reuters Forward Rates are provided by
the WM Company plc in conjunction with Reuters. The WM Company plc shall not be
liable for any errors in or delays in providing or making available the data contained
within this service or for any actions taken in reliance on the same except to the
extent that the same is directly caused by its or its employees' negligence.
An imbalance in supply and demand in the income market may result in valuation
uncertainties and greater volatility, less liquidity, widening credit spreads and a lack of
price transparency in the market. Investments in income securities may be affected by
changes in the credit w orthiness 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. As interest rates rise, the value of certain income
investments is likely to decline. Investments involving higher risk do not necessarily
mean higher return potential. Diversification cannot ensure a profit or eliminate the
risk of loss. Debt securities are subject to risks that the issuer will not meet its
payment obligations. Lo w rated or equivalent unrated debt securities of the type in
which a strategy will invest generally offer a higher return than higher rated debt
securities, but also are subject to greater risks that the issuer will default. Unrated
bonds are generally regarded as being speculative.
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