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Why US Agency MBS? Why now?

When the US Federal Reserve starts to cut rates, the US yield curve should steepen pushing prices
of front-end bonds higher. It will, in our view, be a good time for investors to take more duration
risk. In this environment, US Agency Mortgage-Backed Securities (MBS) with limited duration will
benefit from the steeper curve and lower volatility leading to high income and capital appreciation.

We believe the time is now to own US Agency MBS. MBS are cheap and are positioned to perform well when the
Fed starts to cut rates. As we are near the end of the higher-for-longer interest rate cycle, investors will enhance
returns by extending duration and moving out the curve.

US Agency MBS are a compelling option for investors offering the highest credit quality, solid current income,
and limited duration. They will benefit when yields come down.

Current coupon MBS are producing high yields for investors at 6% while offering +150 basis points (bps) of
spread over US Treasuries. The yield advantage over US Treasuries with no credit risk is very attractive for
investors searching for income and high-quality bond yields.

There are strong tailwinds for the sector including improving technical landscape of low net issuance and
stabilised prepayments. New mortgage origination rates are above 7%. This is limiting housing activity which in
turn is limiting new MBS origination supply.

On the demand side, banks have started to add MBS at the margin but are still mostly on the sidelines. Bank
demand is expected to pick up once regulatory rules (Basel Ill Endgame) are finalised in August and once the
Fed commences rate cuts. The Fed is no longer a big driver of MBS demand as the balance sheet runoff
continues. During the Covid-19 pandemic quantitative easing (QE) programme, the Fed actively bought almost
USD 2 trn of US Agency MBS. During that time, Fed demand regularly exceeded new origination supply. The
Fed's overwhelming demand drove interest rate volatility lower and tightened current coupon nominal spreads
all the way to +50 bps.

The current environment of quantitative tightening (QT) has MBS rolling off the Fed's balance sheet. Having the
Fed so much less involved in the MBS marketplace today provides many more relative value opportunities for
active managers and for improved alpha generation through security selection ideas.

We expect the yield curve steepening to resume as the start of the cycle of rate cuts approaches. When that
happens, front-end yields will fall and it will be a good time to extend duration out the curve. The current
duration of the Bloomberg US MBS index is at 6 years so the duration component of the index is in a sweet spot.
Yields will also be higher in the longer end of the curve which will be impacted by supply concerns as the US
Treasury will need to ramp up debt issuance to fund ongoing deficit spending.
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In all, the positive supply/demand dynamics coupled with a steeper curve and an expected moderation in fixed
income volatility, will provide a constructive backdrop for the MBS asset class going forward.

Exhibit 1: The MOVE Volatility Index is in downward trend since peak in March 2023
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Source: Bloomberg as of May 16, 2024

The anticipated Fed rate cuts provide a catalyst for investors to lock in yields and spreads at these attractive
levels leading to solid returns. And at this moment, as MBS investors wait for rate cuts, they are earning +150bps
over US Treasuries (UST) with limited duration risk. Looking at the graph below, the long-run trend for current
coupon nominal spreads is to be in the range of +100bps. As was mentioned, spreads tightened all the way to
+50bps in 2021 when the Fed was actively involved in the market and aggressively buying agency MBS. In the
absence of that Fed demand we do not expect spreads to return to such low levels. We do think, however, that
current coupon spreads will get to +125bps in the near term and to +100bps in the long term.

Exhibit 2: Fannie Mae 30-year Current Coupon Nominal Spread
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Source: Bloomberg, BNPP AM, as of May 2024

In our view, from a relative value perspective, US corporate credit is looking rich compared to US Agency MBS.
Corporate credit spreads remain at exceptionally tight levels and the Bloomberg Investment Grade (IG) index
spread to UST has only rarely been tighter in the post-Global Financial Crisis (GFC) era. In our multi-sector fixed
income strategies, we maintain a relative value preference for the US Agency MBS market (vs developed market
|G corporate credit) given the significant tightening experienced in the developed credit market and deteriorating
fundamentals in credit. The best days of the corporate credit cycle are likely behind us not in front of us.



The Case for US Agency Mortgage-Backed Securities - July 2024 -3

Exhibit 3: US Mortgages Look cheap to us versus similar duration Investment Grade Corporates
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Source: J.P. Morgan data as of May 2024

Agency MBS provide a predictable source of income for investors: Because homeowners make regular monthly
mortgage payments, Agency MBS provide investors with a strong degree of cash flow certainty. In the event of
an agency mortgage borrower defaulting, the issuer repurchases the loan from the MBS pool at par, resulting
in a prepayment event for MBS investors with no principal loss, unlike the default risk in corporate credit.

Concerning the state of the US housing market, elevated mortgage rates and home prices coupled with record-
low housing inventory continue to make homeownership affordability a challenge for buyers. Near-record home
prices continue to stall the market during the prime selling season. Prepayment speeds therefore remain
subdued reflecting high mortgage origination rates. Nearly all outstanding mortgages are so deeply out of the
money, there is no economic incentive for these borrowers to refinance. In all, we are in an environment of very
low prepayment risk.

Government-guaranteed US Agency MBS are also a compelling option for investors who are concerned about
risks to the US outlook arising from political risk, fiscal spending, persistent inflation, or a slowdown in growth
or employment. The high credit quality, high liquidity, and high income of US Agency MBS also provides a flight-
to-quality investment with an attractive risk/return profile that outperforms other risk assets in times of market
stress.

To sum up, we see US Agency MBS as an attractive asset class for fixed income investors right now due to its
cheap valuation, strong income, positive supply/demand dynamics, and its ability to outperform when the Fed's
cutting cycle commences. We believe investors will not want to miss the opportunity to earn higher income and
enhance their portfolio returns. As a safeguard, its high liquidity and quality profile also means US Agency MBS
can withstand market stress if the path to rate cuts does not move in a straight line.
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Disclaimer

This document is issued by BNP PARIBAS ASSET MANAGEMENT, USA, Inc. (BNPP AM USA), a member of BNP PARIBAS ASSET
MANAGEMENT (“BNPP AM"), the brand name of the BNP Paribas group’'s asset management services. This document includes
information obtained from other investment management companies within BNPP AM and is produced for information purposes only
and does not constitute: 1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract
or commitment whatsoever or 2. Investment advice.

Any opinions included in this document constitute the judgment of the document's author at the time specified and may
be subject to change without notice. Such opinions are not to be relied upon as authoritative or taken in substitution for the exercise
of judgment by any recipient and are not intended to provide the sole basis of evaluation of any investment. The contents of this
document are based upon sources of information believed to be reliable, but no warranty or declaration, either explicit or implicit, is
given as to their accuracy or completeness.  BNPP AM USA, to the extent permitted by law, disclaims all responsibility
and liability for any omission, error, or inaccuracy in the information or any action taken in reliance on the information and also
for any inaccuracy in the information contained in the document which has been provided by or sourced from third parties. Past
performance is not necessarily indicative of future performance. This document may not be copied, distributed, or passed on,
directly or indirectly, to any person without the express consent of BNPP AM USA. Investors should consult their own legal and
tax advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make
an independent determination of the suitability and consequences of an investment therein, if permitted. Different types of
investments, if contained within this material, involve varying degrees of risk and there can be no assurance that any specific
investment may either be suitable, appropriate or profitable for an investor's investment portfolio. Given the economic
and market risks, there can be no assurance that the financial instrument(s) will achieve its/their investment objectives.
Returns may be affected by, amongst other things, investment strategies or objectives of the financial instrument(s) and material
market and economic conditions, including interest rates, market terms and general market conditions. The different strategies
applied to the financial instruments may have a significant effect on the results portrayed in this material. Bond values fluctuate in
price so the value of your investment can go down depending on market conditions. Fixed income risks include interest-rate and
credit risk. Typically, when interest rates rise, there is a corresponding decline in bond values. Credit risk refers to the possibility that
the bond issuer will not be able to make principal and interest payments. Principal of mortgage- or asset-backed securities normally
may be prepaid at any time, reducing the yield and market value of those securities. Obligations of U.S. government agencies are
supported by varying degrees of credit but generally are not backed by the full faith and credit of the U.S. government. BNP PARIBAS
ASSET MANAGEMENT USA, Inc. is registered with the U.S. Securities and Exchange Commission as an investment adviser under the
Investment Advisers Act of 1940, as amended. © 2024 BNP PARIBAS ASSET MANAGEMENT USA, Inc., ALl rights reserved.
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