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Is it safe to go back into the water?

After a difficult 2008, the mortgage market is well on its way to recovery, with 
interesting and attractive opportunities. Last year, investors seemed reluctant 
to make new commitments to Mortgage-Backed Securities (MBS) strategies 
— especially Non-Agency Credit MBS — despite attractive valuations. The fear 
was that housing prices had not bottomed, and redemptions on levered MBS 
strategies would continue to force spreads wider and bond prices lower.

Since that time, however, trends have developed that have led to a gradual 
change in investor perception, starting with the government’s introduction  
of several new programs that have helped to support the market. 

As shown in Figure 1, during the fourth quarter of 2008, Agency MBS spreads 
approached their all-time widest levels. As a result of government concern 
about how badly these wide spreads would impair the housing market through 
poor affordability measures, the Federal Reserve introduced a program to 
purchase up to US $1.2 trillion in Agency MBS during  
2009. (Actual purchases through July 2009 have totaled US $702 billion.) 
Consequently, mortgage spreads have tightened by more than 50 basis points 
since the introduction of this program.

Another program that has had a positive impact on the MBS market is the Term 
Asset-Backed Securities Loan Facility, commonly known as TALF. The TALF 
program was designed to spur investor purchases of AAA-rated Consumer ABS 
(Credit Cards, Auto and Student Loans) by providing government-guaranteed,  
non-recourse term loan financing. This program has also had a positive impact  
on underlying spreads within the ABS market.

Source: Bloomberg, as of September 28, 2009.

FIGURE 1   Mortgage Spreads Still Look Attractive
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Recently, the TALF program was expanded to include 
Non-Agency MBS and CMBS bonds. Non-Agency MBS 
spreads have also tightened due to the introduction 
of the Public-Private Investment Program (PPIP). PPIP 
named nine investment managers that have the 
exclusive rights to manage private investor pools. These 
opportunistic-minded investor pools can invest in “toxic 
assets” using government non-recourse term financing. 

Both the TALF and PPIP programs have increased investor 
appetite to consider structured products investment 
strategies, such as investing in TALF-only funds and 
mortgage opportunity funds, since the use of leverage 
has again magnified potential returns in these sectors.

Other factors that have improved investor sentiment are 
the relaxation of the mark-to-market rules (FASB 157) 
impacting insurance companies and banks. This change 
has improved the investor outlook by removing the 

“supply overhang” associated with the mark-to-market- 
related sales. 

Further, the aforementioned spread-tightening has 
resulted in improved fund performance, which, in turn, 
has curtailed sales due to lower hedge fund redemption 
requests. In recent months, investors had become very 
bearish on the sector due to concerns that hedge fund 
and money manager redemptions would result in more 
asset sales, and, consequently, lower prices. The recent 
improvement in asset prices reflecting tighter sector 
spreads has helped to mitigate these investor concerns. 

Finally, the housing market is beginning to show signs  
of recovery. For example, as shown in Figure 2, the 
Case-Shiller 20-City Home Price Index was positive  
in May for the first time since 2006. This trend is  
also confirmed by the increase in existing home sales  
and the reduced overall supply of unsold homes in 
realtor inventories.

This positive trend in housing prices adds momentum  
to the growing belief that the housing market is 
improving, and potential credit-related losses may be 
currently overstated by bond market investors.

Taking all of these indicators into account, we believe 
the outlook for the mortgage sector means that it is 
time for investors to finally get back into the water and 
take advantage of time-sensitive opportunities in this 
asset class. While spreads have tightened from their 
2008 wide levels, investor sentiment and market liquidity 
are vastly improved, and this confluence of factors  
is adding up to a broader array of solid opportunities. 
Furthermore, the underlying housing market is showing 
signs of recovery, which, in turn, should lead to 
continued sector outperformance relative to Treasuries 
and swaps, making long-term prospects bright for this 
attractive asset-allocation tool. ■

Sources: Case-Shiller 20-City Home Price Index and Bloomberg, as of 
September 28, 2009.

U.S. Nationwide Home PricesfIGURE 2
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On 5 September 2009, American International Group, Inc. (AIG) entered into an agreement to sell a portion of its investment advisory and asset management business to Bridge 
Partners, L.P., an exempted limited partnership owned by the Pacific Century Group, the Asia-based private investment group. This transaction is subject to receipt of regulatory 
approvals and other consents in various jurisdictions around the world. PineBridge Investments is a group of international companies that provides investment advice and markets 
asset management products and services to clients around the world. PineBridge Investments is a service mark proprietary to PineBridge Global Investments LLC. Services and 
products are provided by one or more affiliates of PineBridge. PineBridge Investments member companies, including those indicated below, are in the process of changing their 
legal names to incorporate the new PineBridge brand, SUBJECT TO RELEVANT LOCAL REGULATORY APPROVALS AND RESTRICTIONS. Readership: This document is intended solely 
for the addressee(s). Its content may be legally privileged and/or confidential. Opinions: Any opinions expressed in this document may be subject to change without notice. We are 
not soliciting or recommending any action based on this material. Risk Warning: Past performance is not indicative of future results. Our investment management services relate 
to a variety of investments, each of which can fluctuate in value. The value of portfolios we manage may fall as well as rise, and the investor may not get back the full amount 
originally invested. The investment risks vary between different types of instruments. For example, for investments involving exposure to a currency other than that in which the 
portfolio is denominated, changes in the rate of exchange may cause the value of investments, and consequently the value of the portfolio, to go up or down. In the case of a higher 
volatility portfolio the loss on realization or cancellation may be very high (including total loss of investment), as the value of such an investment may fall suddenly and substantially. 
In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved. Unless otherwise noted, all information contained 
herein is sourced with PineBridge Investments internal data. The content included herein has been shared with various in-house departments within the member companies of 
PineBridge Investments, in the ordinary course of completion. All PineBridge Investments member companies comply with the confidentiality requirements of their respective 
jurisdictions. Parts of this presentation may be based on information received from sources we consider reliable. We do not represent that all of this information is accurate or 
complete, however, and it may not be relied upon as such. PineBridge Investments Europe Limited is authorised and regulated by the Financial Services Authority (“FSA”). In the 
UK this communication is a financial promotion solely intended for professional clients as defined in the FSA Handbook and has been approved by PineBridge Investments Europe 
Limited. Approved by AIG Investments Fund Management Limited which is regulated by the Financial Regulator in Ireland. In Australia, this document is intended for a limited 
number of wholesale clients as such term is defined in chapter 7 of the Corporations Act 2001 (CTH). The entity receiving this document represents that if it is in Australia, it is a 
wholesale client and it will not distribute this document to any other person whether in or outside of Australia. In Hong Kong, the issuer of this document is AIG Global Investment 
Corporation (Hong Kong) Limited, authorized and regulated by the Securities and Futures Commission (SFC). It has not been reviewed by the SFC. AIG Global Investment Corp 
(Middle East) Limited is regulated by the Dubai Financial Services Authority. In Dubai this document is intended for Professional Clients only and no other person should act upon 
it. The financial products and services to which this material relates will only be made available to persons who meet the regulatory criteria to be treated as Professional Clients of 
AIG Global Investment Corp (Middle East) Limited.


