Implementing Range Notes

in an Inverted Yield Curve Environment

Executive Summary

Metropolitan West Asset Management (MWAM) believes
that an inverted yield curve is unsustainable over the long
term, and therefore the current yield curve environment
presents one of the few “value” trades available in today’s
market.

The challenge is to structure a trade to capitalize on
the eventual steepening without sacrificing short-term
performance should the steepening take longer to materialize.
Some strategies that could be used:

° Build a “bullet” structure into the portfolio. This,
however, results in negative carry and can be practically
difficult given the variable nature of mortgage and asset-
backed bonds.

° Use futures to target specific spots on the curve.
Significant documentation requirements limit the use
of futures, and ongoing maintenance requirements for
positions can be challenging.

* Use a “range note” security structured to our exact
specifications.

Range notes are underwritten and issued by large, highly
rated, well capitalized broker/dealers. A sample term sheet
of a generic structure is below.

Maturity 10 years
Credit Rating AA
Callable No

Coupon: Year 1 10%, Paid semiannually

Coupon: Years 2-10 Accrues 10% every day the 5-year swap rate
is at least 15 basis points higher than the

2-year swap rate, Paid semiannually

Principal 100%, Paid at maturity

Virtually every part of the range note can be customized:

* Initial fixed coupon period may be for longer or shorter
period, or may not exist at all.

e Bonds can be callable or non-callable.

* Coupon can be based on any points along the curve (for
example 3-year and 1-year swap rates instead of 5-year
and 2-year swap rates).

* Yield spread differential can be higher or lower than
15 basis points.
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MWAM has been buying these range notes over the last year
because they offer several attractive characteristics:

* Allow for precise yield curve positioning.
* High current coupon.

e Attractive breakevens.

There are some risks in these securities, including:

* Creditrisk of the issuing broker/dealer, which is typically
rated high A or AA.

* Possibility that the curve doesn’t ever steepen, leaving
the portfolio with a 10-year bond yielding zero percent.
However, MWAM views the possibility that the curve
will remain inverted over the long-term to be highly
unlikely.

If the curve isn’t likely to remain inverted, why can securities
be structured to earn above market returns if it ultimately
returns to upward-sloping?

e The forward curve suggests the curve will not steepen,
and those curves drive the pricing of these bonds.

e Counterparties can hedge the risk in the derivative
markets and therefore do not need to take an opposing
view.

MWAM anticipates that allocations to range notes in the
current environment will be around 3% of portfolio market
value using a variety of structures and terms. This diversifies
the risk of any one position, allowing portfolios to benefit
meaningfully from any eventual curve steepening, and
provides attractive current yields.
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Implementing Range Notes in an Inverted Yield Curve Environment

Introduction

The current fixed income investment environment is
characterized by low absolute yields, tight credit spreads,
low and declining volatility, and tiny risk premiums. As
disciplined value investors, there are few opportunities in
such an environment that we at MWAM find compelling.
However, as we survey the market landscape, one feature
that stands out as anomalous, unsustainable, and worthy of
investment is the inverted yield curve.

We are confident that over time, the curve will return to
its normal, upward sloping shape. After all, there are very
good, fundamental reasons why the curve should be upward
sloping, not least among them that an investor taking
30 years of risk ought to be compensated more than an
investor taking 2 years of risk. As confident as we are in
the long-term effects of these fundamentals, the short-term
is much less certain. It is entirely possible that the curve will
remain flat or inverted for another year or even longer.

The challenge for us then becomes how to structure a trade
to capitalize on the expected re-steepening of the yield curve
without sacrificing performance in the near-term should that
steepening take longer to materialize. There are a number of
strategies that could be used:

* Bullet Structure

Focus the duration of portfolio holdings in the middle
part of the yield curve in a “bullet” structure. This is the
traditional way to benefit from a steepening yield curve,
and we have done this to a limited extent. However, it
comes with practical considerations that make it difficult
to implement on a large scale. First, in the current yield
curve environment, the middle part of the curve offers
the lowest yield, giving the bulleted portfolio lower
running yield than a more index-like structure. Second,
unintended consequences, such as sector mismatches,
can result from the dramatic portfolio changes required to
reach a significant bullet. Finally, the use of mortgage and
asset-backed securities with variable cash flows can make
the achievement of a bullet structure difficult.

* Futures
Use futures to gain exposure to the desired parts of the
curve. This has the benefit of not disturbing the underlying
allocation of the portfolio, avoiding many of the difficulties
above. Again, however, practical difficulties make this
solution less than ideal. Many accounts’ guidelines do not
allow futures or do not have the necessary documentation
in place to execute trades. Additionally, the ongoing
maintenance of futures position and margin requirements
make this strategy less appealing for positions that may
be in the portfolio for upwards of two years. Finally, for
taxable portfolios, gains and losses would be realized

regularly on futures positions, potentially increasing
income volatility and tax consequences.

* Range Notes
Use a “range note” security structured to our exact
specifications and issued by Wall Street that will benefit
from a steepening yield curve while maintaining an
attractive yield profile in the near term.

Range Notes: Structure

These notes are typically created and issued by large,
well-capitalized banks and broker/dealers with dedicated
structuring desks and sophisticated modeling tools. These
notes appear in portfolios as issues of Lehman Brothers,
Citigroup, JP Morgan, Credit Suisse First Boston, etc. and
therefore have the credit rating of the issuing entity (typically
“A” or “AA”).

Due to their custom nature, there are a variety of features
that can vary from security to security. This piece will start
by describing a generic note with many of the most common
features and then discuss some of the differences among
those features.

A generic example of these types of notes would be a
non-callable security with a 10 year final maturity. It would
be issued at par and carry a nominal coupon of 10%, paid
semi-annually. For the first year of its life, the security would
pay the nominal 10% coupon. After the first year, the security
would accrue the 10% coupon rate only on the days that the
five-year swap rate is at least 15 basis points greater than the
two-year swap rate. This is the key feature of the security
and is the source of the name “range note” which describes
the way these notes earn a coupon only when some market
indicator is within a specified range.

For example, every day during years two through ten,
the five-year swap rate is compared to the two-year swap
rate. If the five-year swap rate is at least 15 basis points
higher than the two-year swap rate, the bond accrues one
day of the 10% coupon. Therefore, in an extreme case, if
the five-year rate is 15 basis points or more above the
two-year rate every day of the year, the bond will pay 10%
for that year. In the other extreme, if, in any given year, the
five-year rate is never more than 15 basis points higher than
the two-year rate, the bond accrues and pays no coupon. No
matter what coupon accrues, the principal is guaranteed by
the issuer and paid at par on the maturity date, regardless of
the shape of the yield curve.

Virtually any part of a range note can be customized.
Generally, as the features change to make the payment of
coupon more likely, the nominal coupon falls. This makes
structuring these notes a balancing act between the return
in the form of a high coupon and the risk of receiving the
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