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• Mortgage IOs do not need a lot to outperform but do need
rising interest rates.

• We discuss the performance of mortgage IOs during the first
half of 2017, what they provide, and what they add to a
diversified fixed income portfolio.

• With the Fed on deck to begin unwinding its balance sheet,
greater supply of Treasury and MBS may push US interest rates
higher.

Within the investable world of fixed income, mortgage interest-
only securities (IOs) offer the rare opportunity to benefit from
rising interest rates while also boasting attractive yields and high
credit quality. When added to an otherwise diversified fixed income
portfolio, the negative correlation of IOs to other bond holdings
can provide portfolio risk mitigation and return enhancement
characteristics.

As yields rise in the US Treasury market, prices in agency mortgage
IOs rise (see Fig. 1), resulting in a positive return. For this reason, we
believe this asset class offers investors unique diversification within
their fixed income portfolios. Securities such as regular mortgage-
backed securities or investment grade corporates have positive
duration and their prices will therefore fall as interest rates rise.
Including a portion of agency mortgage IOs mitigates the duration
exposure of a portfolio without having to raise cash and forfeit yield.

An improving landscape
At this time last year, investors were faced with the Brexit aftermath
which pushed the 10-year US Treasury yield to 1.31%, a historic low.
Since this low yield, interest rates have been rising both domestically
and abroad. This increase in Treasury yields has benefited mortgage
IOs. In fact, FN 3.5% IO has returned around 32% since the low in
Treasury yield last summer.

With improving growth and inflation in the US and abroad, we
anticipate interest rates to rise over the next several months. The
potential impact on interest rates from the Fed's balance sheet
unwinding is yet to be seen. However, given that increased Treasury
supply will be entering the marketplace, a rise in Treasury yields is
more likely than a decline, all else equal.

Given the potential for rates to rise, combined with IOs having
unique characteristics (AAA asset class with no credit risk), we feel

Fig. 1: IO prices move higher as US yields
move higher
FN 3.5% and 4% IO price in USD (LHS); 10-year

yield (RHS, reversed, in %)
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Source: Bloomberg, UBS, as of 18 July 2017

Fig. 2: CIO WM interest rate forecast
Yield in %

US Treasury 19-Jul-17 3 mths 6 mths 12 mths

USD 3-month Libor 1.3 1.5 1.6 1.8

USD 2-year Treas. 1.3 1.6 1.8 2.0

USD 5-year Treas. 1.8 2.1 2.2 2.3

USD 10-year Treas. 2.2 2.5 2.5 2.5

USD 30-year Treas 2.8 3.1 3.1 3.1

Source: UBS, as of 19 July 2017
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disclosures that begin on page 3.



it is still warranted to diversify a portion of a fixed income portfolio
with agency mortgage IO.
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Appendix

Disclaimer

Research publications from Chief Investment Office Americas, Wealth Management, formerly known as CIO Wealth
Management Research, are published by UBS Wealth Management and UBS Wealth Management Americas, Business
Divisions of UBS AG or an affiliate thereof (collectively, UBS). In certain countries UBS AG is referred to as UBS SA. This
publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any
investment or other specific product. The analysis contained herein does not constitute a personal recommendation or
take into account the particular investment objectives, investment strategies, financial situation and needs of any specific
recipient. It is based on numerous assumptions. Different assumptions could result in materially different results. We
recommend that you obtain financial and/or tax advice as to the implications (including tax) of investing in the manner
described or in any of the products mentioned herein. Certain services and products are subject to legal restrictions and
cannot be offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. All information
and opinions expressed in this document were obtained from sources believed to be reliable and in good faith, but no
representation or warranty, express or implied, is made as to its accuracy or completeness (other than disclosures relating
to UBS). All information and opinions as well as any prices indicated are current only as of the dateof this report, and are
subject to change without notice. Opinions expressed herein may differ or be contrary to thoseexpressed by other business
areas or divisions of UBS as a result of using different assumptions and/or criteria. At any time, investment decisions
(including whether to buy, sell or hold securities) made by UBS and its employees may differ from or be contrary to the
opinions expressed in UBS research publications. Some investments may not be readily realizable since the market in the
securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult
to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas within
UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is considered risky. Past performance
of an investment is no guarantee for its future performance. Some investments may be subject to sudden and large falls
in value and on realization you may receive back less than you invested or may be required to pay more. Changes in FX
rates may have an adverse effect on the price, value or income of an investment. This report is for distribution only under
such circumstances as may be permitted by applicable law.
Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland
AG, UBS Deutschland AG, UBS Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico,
S.A. de C.V., UBS Securities Japan Co., Ltd, UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates
of UBS AG. UBS Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial
Services Inc. accepts responsibility for the content of a report prepared by a non-US affiliate when it distributes reports
to US persons. All transactions by a US person in the securities mentioned in this report should be effected through a
US-registered broker dealer affiliated with UBS, and not through a non-US affiliate. The contents of this report have not
been and will not be approved by any securities or investment authority in the United States or elsewhere. UBS Financial
Services Inc. is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section
15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views contained herein are not
intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule. UBS specifically prohibits
the redistribution or reproduction of this material in whole or in part without the prior written permission of UBS and
UBS accepts no liability whatsoever for the actions of third parties in this respect.
Version as per May 2017.
© UBS 2017. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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