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Coupon Selection Matters!
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Not all mortgage overweights are expressed the same.

As the money manager community has come to recognize the compellingly attractive 
value proposition presented by the agency mortgage basis, the question to be asked 
is: “How are managers expressing this overweight? And how will it perform as the 
Federal Reserve normalizes monetary policy?”

As we’ve written, agency mortgage valuations reside in historically cheap territory, 
and money managers have certainly taken notice. Per Citibank’s analysis of public 
funds, money manager aggregate mortgage-backed securities (MBS) overweights 
have reached record highs, currently at 12.9% market value, a sharp reversal from  
a 6% underweight at the start of 2022. Indeed, this record overweight to agency 
MBS comes as the Investment Grade Credit (IG)-Current Coupon MBS (CC MBS) basis 
remains in deeply negative territory and has stayed in negative zip-codes for now 
close to two years. As of July month end, the IG-CC MBS basis, as measured by IG 
spreads (+93 basis points (bps)) relative to CC MBS nominal spreads (+142 bps), 
sits at -49 bps. Over the last decade, CC MBS has traded roughly 20 bps narrower 
than IG credit given the absence of default concerns, therefore the relationship is 
approximately 70 bps inverted.

That said, while market value overweights have reached record levels, money 
managers may not be as overweight on a spread-duration basis given the duration 
differences between current and lower coupons. Indeed, the Bloomberg U.S. MBS 
Index has a dollar price in the high 80s and 6 years of spread duration due to the 
preponderance of low coupon issuance coming in 2020 and 2021 (deep discount 
coupons from a lower rate regime). More recent issues have higher coupons and 
much shorter durations – with a sample 5.5% coupon coming in around 3 years  
of duration. Consequently, a 10% market value overweight expressed in the current 
coupons (5.5s or 6.0s) would result in a spread duration underweight of between 
0.2 to 0.4 years relative to the Index due to the composition of the Index being 
heavily skewed toward deep discount coupons with longer durations. Keep in mind, 
a meaningful portion of the discount coupon available float is locked-up due to 
the Fed’s quantitative easing (QE)/balance sheet expansionary program. Money 
managers who didn’t have the foresight of TCW are left to express their agency 
mortgage overweights using higher coupons resulting in significant negative convexity 
to their portfolios on the precipice of a Fed easing cycle. TCW positioning favors lower 
and belly coupons (discount dollar price) relative to current or higher coupons.
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MBS Overweights Were at a Record High

As rates moderate, many investors may find themselves “whacked” by negative convexity given their lack of lower coupon ballast, 
not to mention the spread duration shortening that will accompany a rate rally. Such a landscape further sets the stage for 
asymmetric benefits for the lower and belly coupons. Mortgages continue to perform directionally with rates, and July was nothing 
short of a great month. With the rally in rates, the “duration effect” has dominated, and discount profiles across lower and belly 
coupons have outperformed, meaningfully outperforming the higher coupons as convexity concerns crept to the forefront. Higher 
coupons led performance for the first four months of the year when the rate narrative was “higher for longer,” however, this has 
significantly reversed course as the market reassesses the state of the economy and the prospect for lower rates. As we move 
forward, being overweight mortgages won’t be enough to differentiate performance, the second-order effect of coupon selection 
will dominate the narrative and performance. 

16

8

12

4

0
2.0 3.0 4.0 5.0

Ginnie 30yrs Conventional 30yrs Conventional
15yrs/20yrs

6.0 1.5 2.5 3.5 4.5 5.5 6.5 2.0 3.0

All Funds

Index

W
ei

gh
t (

%
)

Money Managers Tilted Higher Up in Coupon Versus the Index
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This material is for general information purposes only and does not constitute an offer to sell, or a solicitation of an offer to buy, any security. TCW, its officers, 
directors, employees, or clients may have positions in securities or investments mentioned in this publication, which positions may change at any time, without 
notice. While the information and statistical data contained herein are based on sources believed to be reliable, we do not represent that it is accurate and should 
not be relied on as such or be the basis for an investment decision. The information contained herein may include preliminary information and/or “forward-
looking statements.” Due to numerous factors, actual events may differ substantially from those presented. TCW assumes no duty to update any forward-looking 
statements or opinions in this document. Any opinions expressed herein are current only as of the time made and are subject to change without notice. Past 
performance is no guarantee of future results. © 2024 TCW 
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