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In March 2020, pandemic-induced market volatility prompted 

the Federal Reserve to resurrect its asset purchase program at 

unprecedented levels. The Fed launched an aggressive Quantitative 

Easing program that included buying $80 billion/month in U.S. 

Treasuries and $40 billion/month in Agency MBS. In addition, the 

Fed established the Secondary Market Corporate Credit Facility 

designed to provide liquidity to the corporate credit market. These 

programs served to bolster the market, as the world moved into 

uncharted territory. While this program had far-reaching beneficial 

effects across the economy and various markets, this paper will 

focus on the program impact on the Agency MBS sector and 

potential investment opportunities as the Fed reduces its footprint.
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Dusting off its playbook from the Global Financial Crisis enabled the Fed to launch QE4 quickly, calming the markets 

effectively. Initial MBS purchases reached as high as $41 billion/day in late March, but on May 1 settled to $40 billion in 

monthly purchases of production coupons, with the goal of keeping the housing market – an important cog in the U.S. 

economy – and mortgage rates under control. As the market steadily recovered, the Fed balance sheet continued to 

balloon to $8.0 trillion as illustrated below.  
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As we have seen with prior stimulus programs, the Fed became the dominant buyer in the MBS market, crowding out 

many fundamentally-driven investors. Since the purchase program began in March 2020, the Federal Reserve holdings 

of Agency MBS have increased by $1.2 trillion, which is 100% of net new supply of Agency MBS over the same period. 

With Federal Reserve support, the fixed-income markets have healed; however, the Fed has been slow, some would 

argue too slow, to wind down the asset purchase program, as Fed Board members waited patiently for employment 

data to rebound and COVID data to improve. Over the past few months, Federal Reserve spokespeople began to 

reveal the structure and scope of the upcoming taper program. This communication was intended to avoid a market 

disruption similar to the reaction in 2013 that became known as the “Taper Tantrum.” However, the QE4 taper program, 

announced on November 3, may be viewed as a bit more hawkish this time. In late 2013, the size of the QE3 taper was 

announced at each Fed meeting and varied. This time, the Fed announced it will reduce net purchases by a set monthly 

amount, specifically MBS by $5 billion/month and UST by $10 billion/month, in November and December. These 

monthly amounts are 1/8 of the current monthly purchases; so assuming the Fed maintains this course, the taper will be 

complete in eight months around June 2022. 
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It is worthwhile to note that the Fed has not announced any changes to its practice of reinvesting paydowns which 

have averaged $64 billion/month over the past six months.1 Hence, Federal Reserve holdings will continue to grow at a 

slowing rate during the taper, then remain unchanged until a future date when the Fed adds reinvestment activity to its 

taper schedule. Tapering reinvestment activity would represent a further tightening of monetary policy. Another dynamic 

to consider is that a Fed decision to raise rates would serve as a catalyst for lower prepayment activity and subsequently 

diminish reinvestment levels. 

Finally, while the taper program represents a fundamental shift in stimulus, we should remember that the Fed is poised 

to step back in, if necessary. The Fed’s willingness to step in if needed should be reassuring to fixed-income investors.

Opportunity for Agency MBS Investors?

As the Fed reduces its MBS purchases, we expect more fundamentally-driven buyers, e.g., commercial banks, 

insurance companies, pension funds, non-US financial institutions, central banks, and sovereign wealth funds, to 

become more significant buyers of MBS as markets and spreads normalize. 

U.S. commercial banks, for example, have already stepped up their purchases of Agency MBS, as loan demand has 

been muted while deposit growth has been strong. The graph below shows that bank purchases of Agency MBS in 2020 

and 2021 have been substantially above prior years. 
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The yield advantage (or spread to Treasury) of MBS will be a key factor as institutional investors consider adding to their MBS 

holdings. The Fed’s communication regarding the upcoming taper program has been more transparent than prior periods. 

1. https://www.newyorkfed.org/markets/ambs/ambs_schedule
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This open communication has helped the market prepare for the taper, and market anticipation of the taper has 

contributed to slightly wider spread levels. While we expect spreads to widen further as the Fed tapers its purchases, we 

should also note that rising rates will likely slow the housing market and reduce the volume of MBS issuance. Declining 

MBS supply is another factor to consider when forecasting future MBS spreads.

As the Fed takes its foot off the accelerator, we also expect to see an increase in spread volatility. Year-to-date volatility 

has increased, and we expect it to remain elevated. 

Widening MBS spreads and rising volatility herald good news for fundamental investors like those managed by UIA-IM. 

Wider spreads mean our Agency MBS holdings will generate a higher yield relative to U.S. Treasury in our portfolios, and 

higher volatility generally translates into more trading opportunities for relative value buyers like UIA-IM. 

The graphs below provide a historical perspective on the market stress associated with the early days of the pandemic, 

and the spread impact of the Fed’s purchase program. Calendar year 2019 was a relatively normal environment for the 

investment grade fixed-income market, and MBS option-adjusted spreads averaged 42 basis points over US Treasury. 

Year-to-date 2021 is a time period characterized by ongoing MBS purchases and increasing reinvestment activity by the 

Federal Reserve. The average MBS spread for year-to-date 2021 is 22 basis points, 20 basis points tighter than 2019. 
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Corporate Credit markets tell a similar story. In calendar year 2019, option-adjusted spreads on investment grade 

Corporate Credit averaged 117 basis points over US Treasury. Year-to-date 2021, Corporate Credit option-adjusted 

spreads averaged 89 basis points, 28 basis points tighter than 2019.
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While there are many variables to consider, we expect the Agency MBS and Corporate Credit sectors will likely return to 

the similar spread levels and volatility experienced prior to the pandemic. 

We view the taper decision as an important first step by the Fed in restoring market normalcy. Inflation expectations, 

among other key metrics, will factor into the timing and magnitude of rate increases. As noted above, rising interest 

rates will also affect mortgage prepayments and new MBS origination which will influence market spreads to Treasury.

For the past 18 months, UIA-IM’s MBS positioning has somewhat been dictated by the Fed, and we look forward to 

resuming a trading environment where fundamentals play a larger role in investment decision-making. Our emphasis on 

identifying selection opportunities has remained steadfast, and in recent months, we have identified attractive relative 

value in specified securities, particularly higher coupon, more seasoned bonds that are backed by, in our opinion, more 

attractive collateral, with slower rates of prepayment. UIA-IM will continue to monitor taper program developments 

including any changes in the Fed’s reinvestment activity. Our investment team has positioned our client portfolios to 

benefit from an environment characterized by wider spreads and volatility, and we look forward to managing portfolios in 

a fixed-income market where the Federal Reserve plays a smaller role. 

UIA Investment Management is a U.S. fixed-income management firm offering a range of U.S. fixed-

income strategies tailored to meet the needs of institutional investors, including Taft-Hartley, public, 

and corporate pension funds, endowments, foundations, family offices, and sovereign entities. 

UIA Investment Management is a U.S. fixed-income management firm offering a range of U.S. fixed-

income strategies tailored to meet the needs of institutional investors, including Taft-Hartley, public, 

and corporate pension funds, endowments, foundations, family offices, and sovereign entities. 

This commentary represents UIA Investment Management’s current market views and is provided for informational purposes only. The 
views expressed should not be considered a recommendation to buy or sell securities or a guarantee of future results. This information 
may be taken, in part, from external sources which we believe to be reliable, but no warranty is made as to accuracy.


