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7%
O of buy-side fixed-income

market professionals believe they will
be trading more MBS volume in 2024

Executive Summary

Fixed-income products have become more complex as duration and
other types of risk are top-of-mind for buy-side managers. In particular,
nuances in the mortgage market have created challenges not seen in
well over a decade, as calls for robust trading, portfolio management
and risk tools are at a pivotal level.

Using a combination of studies aimed at both buy-side and sell-side
professionals, Coalition Greenwich finds that the impact of higher
rates has resulted in diminished liquidity and transparency in the U.S.
mortgage-backed securities (MBS) market. These changes are affecting
investment and risk-management practices. As a result, managers are
turning to improved data sources, advanced technology and analytical
tools to successfully navigate MBS ahead of an anticipated increase in
investment and trading in 2024.

METHODOLOGY

As part of its annual fixed-income review, Coalition Greenwich reached out to 95 global fixed-income market professionals on
the buy side to gather their views of trends in respective markets where they invest. Additionally, we used a recent Coalition
Greenwich Voice of Client Study of 59 North American buy-side and sell-side MBS market participants to gain further insights.
The majority of study participants concentrate on the agency MBS market, including Fannie Mae, Freddie Mac and Ginnie Mae

collateral.
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Introduction

This isn’t your mother’s mortgage market! For that matter, this interest-rate regime might only feel familiar to
individuals who remember just how high key rates rose in the early 1980s, with some differences compared to
what’s happening today. A post-COVID jump in the average 30-year mortgage rate of almost 400 basis pointsin a
10-month time frame was hardly “normal,” and the buy side is feeling the consequences.

A plethora of frictions are affecting fixed-income investors. Professionals hailing from asset management firms, hedge
funds, pensions, insurers, and elsewhere point to interest-rate risk as being front and center in the “perfect storm” of
MBS and, more broadly, fixed-income malaise. Central banks have boosted rates quickly and substantially against a
backdrop of inflation concerns. But that’s not all: Volatility continues to be a persistent problem impacting curves
and liquidity, as macro events and other market nuances combine to shock and awe.

Regulatory changes such as the shifting away from Libor to SOFR have compounded the situation further. Clearly,
the fixed-income market is rife with problems at this point. In light of these recent events, Coalition Greenwich
conducted a study focusing on the risks impacting market participants in the current environment. Findings are

tied to the persistent challenges in the MBS market and the impact on risk management and trading buy-side firms
are dealing with.

The Mortgage Market Has Officially Gone Sideways

The period following the financial crisis of 2007-2008 has, until recently, been characterized by an extremely low
interest-rate environment and a flat yield curve. Ah, the good old days (sort of). During this time, the mortgage
market was fueled by a lot of refinance activity by banks and nonbanks alike (think Quicken loans, Rocket Mortgage
and others joining the frenzy), adding to diversity and volumes in areas like outstanding agency specified pools.

The evolution of more trading and liquidity changed with the onset of the COVID-19 pandemic, which triggered a
massive 2020 rally in rates and historically high volumes of to-be-announced (TBA) products being traded. Between
2020 and 2021, real-money investors rode the New York Federal Reserve hike “wave,” fast money took advantage

of volatility, and banks continued to add paper, creating a robust environment from an investment and trading
perspective.

The evolution of more (fixed-income) trading and liquidity changed

with the onset of the COVID-19 pandemic and a massive rally in rates.
|
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What Is Impacting MBS Investing?

Several macro and market factors have recently changed and influenced buy-side investment behavior in the

MBS space.

Top Challenges while Trading/Investing in the MBS Markets

Impact of higher rates (11)

Market liquidity (11) 27% 18% 27%
Market transparency (8) 25%
Impact of regional bank defaults (4)

Impact of downturn in the economy (6) A 17%

Price discovery (9) EEZ 22%
Impact of inflation (2)
Data reliability (e.g., curves and other key metrics) (2)
(2)

Number of coupons being traded (2

B Rank1 M Rank?2 MRank3 M Ranké4

Note: Numbers in parentheses represent number of respondents. Numbers may not total 100% due to rounding.
Source: Coalition Greenwich Voice of Client — 2023 Fixed-Income Market Structure & Trading Technology Study

1.The Impact of Higher Rates

13%

Rank 5

As they say, it’s all fun and games until the specter of inflation rears its ugly head... In early 2020, the COVID-19
pandemic created numerous dislocations in the market, resulting in rising costs for goods and services—much of
which stemmed from tightness in the labor market. Sharp inflation growth spurred higher benchmark rates at the
same time that mortgage stimulus was being withdrawn by the Fed. The average 30-year mortgage rate jumped

almost 400 basis points in a 10-month time frame, from 3.22% in January to 7.08% in October 2022

! Source: Freddie Mac
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U.S. 30-Year Fixed-Rate Mortgage Weekly Average
January 2020—November 2023
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Turning to economics, some study participants feel the soft landing narrative is still in play as recent U.S. GDP
prints and jobs reports come in strong. In Q3 2023, GDP grew at a 4.9% annually, rather than an expected 4.7%.
According to a buy-side risk analyst, the market is just waiting for more guidance. Mortgages have been interesting
because volatility has been causing spreads to widen compared to corporate bond spreads. The Fed’s aggressive
tightening and uncertainty about where rates will ultimately land will continue to fuel volatility,and more trading
and activity is expected to follow.

It’s all fun and games until the specter of inflation rears its ugly head.

2.Gaps in Market Liquidity

In normal market conditions, there are typically three actives in the 30-year TBA space predicated on a current

or prevailing coupon. As a consequence of the spike in rates, several changes to the current coupon resulted in
about eight to nine tradable coupons circulating in the TBA market that dealers must stand ready to price and
risk-manage on behalf of their clients. While buy-side investors may be ready to take on additional trading (67%

of study respondents indicate they’ll be trading more volume in 2024), the effects of numerous changes to the
current coupon, bank risk-management practices, and market uncertainty and volatility have resulted in challenged
liquidity.
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Despite struggles, market participants are still finding pricing and trading, as funds and advisors follow through

on their commitment to the asset class. Although sell-side firms have been more reluctant to provide liquidity as

a group, the path toward more electronification may be the answer to overcoming current conditions. For instance,
over 60% of participants trade TBAs electronically. According to data from quarterly earnings reported by Tradeweb,?
mortgage volume rose in Q3 2023 to 10,989,473 (USD mm) from 10,291,618 (USD mm) in Q2, representing a 6.78%
quarterly increase and a 7.32% increase over Q3 2022 data.

Percentage of Clients Expecting to Increase/Decrease Trading Volume

Total institutions

Banks 40%

Funds/Advisors 55%

Hedge funds

B Decrease M Increase

Note: Based on responses from 57 MBS pass-throughs investors in the U.S. in 2022.
Source: : Coalition Greenwich Voice of Client — 2022 North American Fixed-Income Investors Study

Over three-quarters of buy-side participants expect an increase
in volume for mortgage trading in 2024.

3. 0Opaque Market Transparency

Rapidly rising rates also had a knock-on effect on mortgage indices. These indices used to be made up of 1.5%—-3.5%
coupons and have shifted to include coupons north of 6% in less than a year, often resulting in inaccuracies. Both
index providers and investors struggled to keep up with the speed of increased rates. As mortgage rates soared,
current coupons and convexity in the market weren’t reflected right away. These conditions created opaquenessin a
market that is typically more transparent, leading to pricing miscues and more reliance on modeling and evaluative
analytics that may also suffer from data inaccuracies.

One portfolio manager commented that the current environment lends itself well to active management of bond
portfolios, given a “wide variety” of mispriced instruments and very wide spreads compared to the last quantitative
easing period. While very high rates lead to a much more challenging environment in some ways—particularly in
areas like commercial real estate—this PM mentions the “right” bets could see managers outperforming the index.
Additionally, this manager believes that whenever the front end (e.g., T-bills) loses its appeal as the Fed cools off
and spreads actually tighten, money floods back into the long end. The timing, however, remains uncertain.

2 Mortgages include TBAs, specified pools, CMOs, CMBS, other mortgage derivatives and ABS data. Source: https://investors.tradeweb.
com/static-files/2689ae65-ee5b-4291-baad-3b07cfe74cf7
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The current environment lends itself well to active management with
a 'wide variety' of mispriced instruments and very wide spreads.

4. 0Other Shocks

There is a perfect storm of factors creating significant risks to MBS investors and their counterparties today.
Inflation is clearly top-of-mind because the market continues to feel its effects, and rates are popping higher as a
result. According to one portfolio manager we spoke with, shocks like Silicon Valley Bank’s troubles and even the
debt ceiling aren’t far enough in the past to forget about just yet. Massive portfolios tied to regional bank failures
spook participants, who wonder how that supply will get absorbed and by whom. This is a perplexing question when
many lower coupons from 2019-2021 still trade, and asset managers tend to be the only natural buyers.

Are Risk Management Practices Stagnant?

Fed-driven and shock-driven volatility has resulted in a heightened set of risks impacting investor P&L. The ICE
BofA MOVE Index, which is a market-implied measure of bond-market volatility, has experienced a very wide range
of values this year. The peak overall level of 198.71 in March reflects regional bank woes. Looking ahead to 2024,
study participants believe volatility will continue to be an important consideration in their investment practices.

ICE BofA MOVE Index—Options (Daily)
January 2021-November 9, 2023

200%
150%

100%

50%
0% -
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov
2022 2023
= Qverall ==3 month 6 month

Source: Greenwich MarketView

7 | COALITION GREENWICH



Given the extreme nature of today’s mortgage markets, there is a call to action for real-time, accurate risk
management. We were surprised at the lack of changes in risk-management practices voiced by some of our
respondents. However, there appears to be greater oversight of investment happening at buy-side firms where
senior management must approve trades and positions in areas where they may have not had to in the past.

According to one risk manager at an asset management firm, PMs are starting to get some new trade ideas rejected
because of the unpredictable volatility in the market. No one wants to be wrong. Another CRO mentioned that
clients and board members are demanding more-frequent information about positions and strategies.

Some of the more substantial fears respondents conveyed are tied to whether future shocks create more widening
instead of tightening in the MBS market. Others wonder if the worst really is behind us, and a rally in rates is due
early next year with some softening in the economy. It’s just that type of confusion that calls for tighter risk controls,
as positions are considered for longer-term plays.

We were surprised at the lack of changes in risk-management
practices, given the extreme nature of today’s mortgage markets.

Changes in Risk Management Practices Over the Past Year

They have not changed 42%

Greater oversight of positions/trades from
senior management

There are more approvals needed for certain
trades/investments

More investment in risk management technology

Meetings with the risk managment team are
more frequent

Less investment in risk management technology

Note: Based on 12 respondents.
Source: Coalition Greenwich Voice of Client — 2023 Fixed-Income Market Structure & Trading Technology Study

Data To the Rescue?

The reliability of data and more information continues to impress. Unconventional times call for superb solutions.
The rise of data volumes driven by the unprecedented number of coupons being traded and underlying pool
characteristics (with the potential for more to be born out of continued rate hikes) means risk and other systems
must have the capacity to consume more information and make meaningful sense out of it. One head of business
stressed the importance of investing in advanced analytics for this purpose, including artificial intelligence (Al) and
machine learning (ML).
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Factors Beneficial for Managing Risk when Trading/Investing in MBS

Access to additional data source/data providers 60%

Access to more advanced analytics (i.e., Al/ML) 60%
More real-time market data

Better integration between systems used on the desk

Additional training of staff/hiring

Note: Based on 10 respondents.
Source: Coalition Greenwich Voice of Client — 2023 Fixed-Income Market Structure & Trading Technology Study

Unconventional times call for superb solutions.

In markets where many price determinants exist or there is a high degree of heterogeneity, investors benefit from
using advanced technology to shift price and factor estimation away from art and more toward science. In the

MBS market, one head of business suggests pricing and risk-management practices would benefit from methods
that determine relationships without prior beliefs about data—particularly where not much exists—rather than
trying to fit a highly deterministic model. The most likely applications of Al/ML are focused on the risk-of-default
calculations and prepayment risk. However, portfolio risk-management and performance projections are also areas
of focus where we expect to see more work being done.

Artificial Intelligence/Machine Learning

16%
33%
32% 23%
63%
0,
329 [ 33% 8%
Corporate u.s. Municipal  Fixed- Credit  Interest-  Fixed- u.S. Private ABS CLO
bonds Treasuries bonds income derivatives  rate income mortgages/ credit/ (14) (18)
(68) (39) (17) ETFs (22) derivatives futures mortgage debt
(28) (43) (36) bonds (15)
(19)
M Full adoption I Some adoption No adoption

Note: Numbers in parentheses represent number of respondents. Numbers may not total 100% due to rounding.
Source: Coalition Greenwich Voice of Client — 2023 Fixed-Income Market Structure & Trading Technology Study
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The Shift to SOFR is Just “One More Thing”

Broadly speaking, several “loose ends” seem to linger when it comes to shifting away from Libor toward SOFR. In the
MBS market, the hedging of duration is a key risk-management challenge. Depending on the product, the question
of which curve to use can be very complicated. Historically, hedging with the Treasury curve or Libor-based swaps
were common practices, given their correlation with MBS performance.

The shift to SOFR-based linear swaps (as well as non-linear products) sets the stage for a SOFR-based valuation
benchmark for MBS. However, robust tools are necessary for determining the spread structure between Libor and
SOFR. Differences in historical methods used to determine the path of mortgage rates and prepayments will, of
course, change as different curves are implemented, opening up questions as to whether or not the path will be
smooth. One bank consultant suggests some basis risk will always be inherent.

Impact of the Shift from Libor to SOFR on the MBS Markets

I Positive but significant impact

B Positive but minimal impact
No change

M Negative but minimal impact
Negative but significant impact

Note: Based on 9 respondents. Numbers may not total 100% due to rounding.
Source: Coalition Greenwich Voice of Client — 2023 Fixed-Income Market Structure & Trading Technology Study

Conclusion

The current and unprecedented environment of unpredictable market volatility, rapidly rising rates and persistent
inflation have created a perfect storm of challenges for the buy side. These factors have changed investment
behavior from a risk-management and trading perspective. Study respondents identify concerns about liquidity
and market transparency as the most important factors that need to be addressed, as more trading volumes are
anticipated in 2024.

As a result, risk-management professionals have to tweak their practices to accommodate an evolving MBS market.
While macro events and recent shocks, including regional bank defaults, have led to greater oversight of positions
and additional approvals to trade and invest in the market, our study finds current risk-management practices
remain mostly unchanged. No doubt systems will be tested in the months to come.

However, investment in more data and advanced technology are expected to continue to be a bright spot as
participants look to Al/ML to enhance price discovery. This is an important change, as risk managers seek robust
hedging strategies and PMs forecast prepayments speeds and other changes in pools in a less predictable
environment. All told, there is a great need for fast and accurate analytics to wrangle today’s MBS market
characteristics as the space continues to change and evolve.
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Coalition Greenwich, a division of CRISIL, an S&P Global Company, is a leading global provider of strategic benchmarking,
analytics and insights to the financial services industry.

We specialize in providing unique, high-value and actionable information to help our clients improve their business performance.
Our suite of analytics and insights encompass all key performance metrics and drivers: market share, revenue performance,
client relationship share and quality, operational excellence, return on equity, behavioral drivers, and industry evolution.
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CRISIL is India’s foremost provider of ratings, data, research, analytics, and solutions with a strong record of growth, culture of
innovation, and global footprint.
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