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Summary 

 

• At M.D. Sass, we have implemented a differentiated approach to fixed income as a specialist manager in 

government backed U.S. Agency Mortgage-Backed Securities for nearly three decades. 

 

• Our fixed income portfolios offer yield and total return, while emphasizing quality and downside protection.  In so 

doing, we believe our portfolios serve an important value-added role in asset allocations providing attractive risk-

adjusted returns and stability over time, especially during periods of market stress. 

 

• In this memo, we review the Agency Mortgage Backed Securities market; discuss our approach to identifying value 

within the market and review our competitive “edges”; and examine our historical results as a proof of concept, 

reviewing the performance of our Short Term Agency strategy which has produced positive absolute returns in each 

of the 27 years since its inception and generated positive returns amidst the current COVID-19 crisis.    

  

Introduction 
Over its 48 year history, M.D. Sass has prided itself in finding differentiated investment opportunities to create a spectrum of 

investment strategies with compelling risk-adjusted return profiles.  In the fixed income market, we have distinguished 

ourselves as a specialist manager in government backed Agency Mortgage-Backed Securities (“MBS”) over the last 27+ 

years.  In our view, Agency MBS have specific attributes that can be harnessed through advanced structural analysis, 

proprietary quantitative work, and deep fundamental research to create portfolios with superior risk-adjusted return 

metrics, especially during volatile periods.   

The Agency Mortgage Backed Securities Market: An Overview 
The Agency MBS market is large, deep and diverse.  Agency MBS are issued and guaranteed by three Government 

Sponsored Enterprises (GSEs): the Federal National Mortgage Association (FNMA, Fannie Mae), the Federal Home Loan 

Mortgage Corporation (FHLMC, Freddie Mac), and the Government National Mortgage Association (GNMA, Ginnie Mae).  

In contrast, “private-label”, Non-Agency MBS are issued by financial institutions, investments banks or real estate 

investment trusts and do not carry the GSE guarantee.  As a whole, the government backed Agency MBS market is the third 

largest sector of the U.S. fixed income universe with $6.8trillion outstanding as of the end of 2019, comprising nearly 30% of 

the widely followed Bloomberg Barclays U.S. Aggregate Bond Index.  The Agency MBS market is the second most traded 

fixed income market on a daily basis behind only Treasuries. 

 

 

Agency MBS include a wide array of structures and collateral types.  At a high level, there are pass-through securities and 

collateralized mortgage obligations (CMOs).  Groups of similar mortgage loans are combined together to create pass-through 
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MBS, while groups of pass-through securities can be combined to form CMOs.  Within MBS, there are also a multitude of 

potential collateral types, including residential mortgages, commercial mortgages, loans to multi-family properties, and 

loans to special projects such as nursing homes.  MBS vary by the terms of the underlying mortgages whether they are 

shorter or longer conventional mortgages (from 10 years to now even 40 years) or adjustable rate mortgages.  Lastly, there 

are countless MBS structures dictating how the cash received from the underlying mortgages will be paid (principal and 

interest, principal only, interest only) and when those payments are made in terms of the structure’s cash flow “waterfall”.  

We believe a skilled investor with the requisite expertise can constantly capitalize on the myriad of relative value 

opportunities that consistently exist across the spectrum of Agency MBS.   

How It Works 

The Agencies set their own underwriting standards for mortgages they pool and securitize.  Mortgages meeting those 

standards are originated by a national network of approved GSE originators.  The loans are then pooled and securitized by 

the Agencies who act as trustees for the MBS securities collecting cash from servicers, distributing cash flows of the 

securitizations to investors, and reporting payment data monthly. 

Importantly, the GSEs guarantee Agency MBS investors will receive principal and interest payments on the MBS pools on a 

timely basis.  Should an underlying loan become delinquent, the GSEs buy out the loan at par with the net result being a 

prepayment to the securitization.     

 
 

A key differentiating feature of Agency MBS is that they pay principal and interest monthly in concert with the underlying 

mortgages (as opposed to principal only being paid at maturity as is typical with corporate bonds).  As a result, Agency 

MBS generate significant monthly cash flow creating proceeds for reinvestment and/or client liquidity needs.   

Investing in Agency Mortgage Backed Securities & Risk Factors 
Security and sector selection within Agency MBS is highly technical and quantitative.  The government backed nature of 

Agency MBS eliminates the risk of downgrades or defaults, but because borrowers have the option to pay down or refinance 

their mortgage at any given time, the timing of MBS cash flows is uncertain.  As interest rates fall, borrowers may be 

incented to refinance their mortgages such that the MBS may pay down faster than investors expected (prepayment risk) 
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and investors then have to reinvest at lower prevailing interest rates and, as a result, yields (reinvestment risk).  On the other 

hand, as rates rise, principal pay downs may slow such that MBS investors receive principal and interest payments for a 

longer period of time (extension risk), and, in turn, may miss the opportunity to invest at higher yields.  As a result of this 

dynamic, MBS demonstrate “negative convexity” – in other words, MBS prices are more negatively impacted by interest 

rates rising than other similar maturity bonds and benefit less from rates falling.  The key to Agency MBS investing is 

identifying securities that are well-structured and offer attractive and stable yields across a variety of interest rate 

scenarios.           

The M.D. Sass Approach 

M.D. Sass combines proprietary quantitative work, advanced structural analysis, and deep fundamental research to evaluate 

Agency MBS with a focus on analyzing, measuring and controlling prepayment/extension risk.  We utilize proprietary 

models, research and an internally designed regiment of tests centered on: (a) Scenario testing of an issue’s projected cash 

flows under a wide range of interest rate environments; (b) Vector testing, where specific scenarios allow for customizing the 

particular patterns of homeowner prepayments over time; (c) Calculating options-adjusted spreads (“OAS”), i.e., measuring 

the effective yield of a mortgage bond versus both the U.S Treasury yield curve and the swap/LIBOR curve, after accounting 

for the prepayment option.  Supporting and reinforcing our analysis is a deep look into the collateral backing the issues 

including demographic and other considerations pertaining to a specific mortgage investment, e.g., loan-to-value ratios, 

homeowner FICO scores, geographic considerations (i.e. what states do the mortgagors reside in), the servicers in the loan 

pool and how aggressive they may be in looking to refinance borrowers, etc. - all such factors have implications for the 

projected rate of monthly mortgage cash flow payments. 

 

M.D. Sass’s Edges 

We believe we bring three discernable edges to investing in Agency MBS as a result of our decades long experience 

specializing in the space.  Specifically, we are able to: 

1) Take advantage of relative values across the entire spectrum of Agency collatera1: As noted, the Agency MBS market is 

characterized by significant diversity across collateral types and structures.  Our team has been investing in Agency MBS for 

the entirety of their careers and is able to look across the expanse of Agency sub-sectors and structures to allocate capital to 

the areas we believe offer the most attractive risk-adjusted returns.  Sector exposures are determined via intensive relative 
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value analysis based on relative yield premiums and spreads (fundamentally and historically) versus both the U.S. Treasury 

yield curve and the U.S. Swap yield curve.   

 

2) Be a first mover into new Agency sectors as they emerge: The GSEs regularly introduce new types of collateral and 

structures.  We are able to quickly assess these new opportunities and will often allocate early to these areas capturing 

premium yields.  Over our history, we have consistently been a first mover into new Agency sectors to the benefit of our 

client portfolios.     

 

      

3) “Manufacture” alpha through our diverse bond inventory, opportunistic trading, and financial engineering:  In addition to 

the above, we are able to manufacture alpha opportunistically in the Agency space in a number of ways.  For example, 

having 1,500+ positions across all portfolios creates opportunities with matching positions as dealers are forced to make 

more accurate markets when faced with identical rather than similar positions.  We are also able to efficiently evaluate many 

bonds in a given day and can transact quickly on both fundamental issues or market technical flows.  Lastly, the Agency 

MBS market offers opportunities to add alpha through “financial engineering” for those with the requisite skill set.  We are 



 

 
5 

MD Sass 55 West 46
th

 Street, 28
th

 Floor New York, NY 10036 © 2020 MD SASS Private & Confidential 5 

 

often able to create attractive entry and exit points by: securitizing bonds into larger CMOs; deconstructing CMOs into MBS 

Pools; aggregating smaller positions into larger more liquid pools; and reverse engineering CMO deals to pinpoint the 

attractive tranches in the structure.   

 

A Diversified, High Quality Portfolio  

Combining the proprietary quantitative work, advanced structural analysis, and deep fundamental research noted above 

with the edges outlined, our team typically evaluates over 100 Agency MBS each day seeking to identify the handful of 

bonds that in our view are attractively priced, well-structured and offer premium yields and stable cash flows across a 

variety of interest rate scenarios.  The result is a diversified portfolio of Agency MBS in terms of the number of issues, 

collateral types and structures.  We build portfolios that target different points along with the yield curve from Short Term 

portfolios with a ~2 year duration to Core portfolios with a ~6 year duration.  Below we outline the high level characteristics 

of a representative Short Term Agency portfolio as of March 31, 2020.   

 

 
 

We would specifically highlight the yield premium the Short Term Agency portfolio above demonstrates relative to a similar 

duration/quality 2 Year Treasury index.  While a premium yield is a consistent characteristic of our portfolios, we would 

note that the spread today is at historically wide levels, especially considering the overall level of interest rates.  See the chart 

below which shows a historical time series of our yield-to-maturity divided by the 2 Year Treasury yield.  We believe this 

makes for an attractive entry point into the strategy as spreads normalize. We also caution that a 0.2% yield on 2 Year 

Treasuries does not provide much cushion when rates rise.  Notably, the 1.61% yield of the Short Term Agency strategy 

today is in line with the 1.59% yield of the Bloomberg Barclays U.S. Aggregate Index* despite the Index’s 5.69 year duration 

and 27% allocation to credit (as of 3/31/20).         

 

 

 
*The Bloomberg Barclays U.S. Aggregate Index is a broad-based bond index comprised of government, corporate, mortgage and asset-backed issues, rated investment grade or higher, and having 

at least one year to maturity.  The index is unmanaged and may not be invested in directly.   
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A Review of Performance 
The chart below outlines the performance of our Short Term Agency composite over the 27+ years since the strategy’s 

inception reflecting the type of consistent return stream our approach to Agency MBS can generate.  The strategy has 

produced positive returns in each calendar year and in 90% of the quarters since inception.  Notably, the strategy has 

generated positive returns during: the Great Bond Massacre of 1994; each quarter and calendar year of the Dot-Com Bust 

(2000-02) and the Global Financial Crisis (2007-09); and the COVID-19 Crisis of 1Q20.  The strategy has also experienced 

less negative quarters than the “go-to-safety” asset (2 Year Treasuries) and only 4 negative six month periods vs 7 for 

Treasuries.     

 

 
Past performance is not indicative of future returns.  Please see additional disclosures on page 9.  
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The consistency of the Short Term Agency strategy’s returns results in superior Sharpe ratios*, or risk-adjusted returns.  Since 

inception, the strategy has a Sharpe Ratio nearly double that of 2 Year Treasuries (1.3x vs. 0.7x).  Relative to all Short Duration 

strategies in eVestment investing in a myriad of styles, the strategy has produced top decile Sharpe ratios over each annualized 

time period since inception.  

   

 
Source: eVestment 

*Sharpe ratio measures the reward of a portfolio's excess return relative to the total variability of the portfolio. 

 

The chart below outlines the performance of the Short Term Agency strategy during multiple crisis periods over the last 25 

years.  In each case, the Short Term strategy provided an “anchor to windward” and positive returns to client portfolios 

reflecting the well-structured nature of our Agency MBS, the stability of their cash flows, and the value of their high 

quality/government backing.   

 

 
 

Past performance is not indicative of future returns.  Please see additional disclosures on page 9. 

- During crisis periods, investors tend to engage in a “flight to quality” phenomenon, whereby higher risk investments such as equities will be disproportionately sold off and perform materially worse 

than lower risk investments such as the Short Term Agency strategy.  M.D. Sass makes no representation that the Short Term Agency strategy will outperform the S&P 500 index during normal 

market conditions.   
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Interest Rates:  They Can Actually Go Up! 

With interest rates now back down to all-time lows, there is also the risk that rates will rise at some point on the horizon.  In 

the chart below, we highlight how the Short Term has navigated through previous rising rate environments, once again 

highlighting the value of well-structured Agency MBS with stable cash flows.     

 

 
Past performance is not indicative of future returns.  Please see additional disclosures on page 9.    

 

 

A Word on Liquidity 

It is important to point out that liquidity in many areas of the bond market has deteriorated over time as the number of dealers 

has fallen, especially the likes of larger players such as Bear Stearns, Lehman Brothers, Drexel Burnham, etc., and 

regulations/reform have dramatically changed the type of trading banks can conduct.  In that context, we would highlight the 

relative liquidity that Agency MBS enjoy both from a trading perspective and the natural liquidity created by their monthly 

principal and interest payments resulting in 2-3% cash flow per month for the Short Term strategy as an example.  The 

predictability of the strategy’s cash flows make it particularly well suited for clients that would like to earn a return on 

capital that has been set aside to meet scheduled liability payments in the future.          

 

Conclusion 
At M.D. Sass, we have implemented a differentiated approach to fixed income as a specialist manager in government 

backed U.S. Agency Mortgage Backed Securities for nearly three decades.  Looking across the Agency MBS market, we are 

able to construct diversified portfolios of well-structured MBS with stable cash flows through a combination of proprietary 

quantitative work, advanced structural analysis, deep fundamental research, and specific “edges”.  The end result is fixed 

income portfolios that offer yield and total return, while emphasizing quality and downside protection.  In so doing, we 

believe our portfolios serve an important value-added role in asset allocations providing attractive risk-adjusted returns and 

stability over time, especially during periods of crisis.  As history constantly shows us, the value of quality is sometimes 

forgotten, but appreciated when it matters most.    
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Disclosures 

Past performance is not indicative of future results.  M.D. Sass does not guarantee any minimum level of investment 

performance or the success of any of its investment strategies, and investors may incur losses.  M.D. Sass does not provide 

tax or legal advice, or determine an investor’s investment objectives, risk tolerance or suitability.  Certain statements 

contained in this report represent forward-looking statements that involve risks and uncertainties.  These risks and 

uncertainties could cause actual results or outcomes to differ materially from those expressed in such forward-looking 

statements.  In addition, while the information contained herein from third parties was from sources we believe to be 

reasonably reliable as of the date hereof, M.D. Sass accepts no responsibility or liability for any errors or omissions or 

misstatements however caused related thereto.  Opinions expressed herein are those of the author, are subject to change, are 

not guaranteed and should not be considered investment advice.  

 

The BofA Merrill Lynch 1-3 Year Treasury Index is a market capitalization-weighted index including all U.S. Treasury notes 

and bonds with maturities greater than or equal to one year and less than three years.  The Index is unmanaged and may not 

be invested in directly. 

 

The S&P 500 Index is a capitalization weighted index that measures the performance of those companies that Standard and 

Poor’s has selected for inclusion.  The index is unmanaged and may not be invested in directly. 

 

The composite performance record from 1993 through 1998 is not in compliance with GIPS ® because of inconsistent account 

inclusion/exclusion methodology; accounts within the composite may have assets below the composite minimum;  treatment 

of single asset class carve-outs an methodology applied to allocating cash to carve-outs; some accounts within the firm may 

not have been assigned to a composite; and lack of supporting documentation for account level and composite level return 

calculations.   

 


