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Bond Managers Handling the
Subprime Mess with Finesse

These fixed-income chiefs have exercised prudence and may profit from a recovery.

Fund Spy
by Paul Herbert, CFA

In the process of gathering information about the state of affairs for subprime asset-backed
securities in recent weeks, we have spent a fair amount of time interviewing fund managers
with pasitions in these bonds. (As a reminder, asset-backed securities are bonds backed by
groups of financial assets, such as certain kinds of home loans. Their creditworthiness usually
depends on the performance of these underlying assets.) We were able to learn more about a
few managers who had developed an understanding of the risks involved early on.

Below are managers who have navigated these conditions well—but it's not a complete list.
There are plenty of other good managers—among the big firms who run Fund Analyst Picks this
would include managers at FPA, T. Rowe Price, Vanguard, to name just a few—uwho are doing
well in this tough environment. But it's a good bet that the managers listed below will be in a
better position to pick up quality securities on the cheap when they have determined that the
worst is over or nearly over.

Metropolitan West

The team at Metropolitan West Asset Management, which runs Analyst Pick Metropolitan
West Total Return Bond (MWTRX), has been cautious on the subprime situation since at least
2004. At that time, it started writing to its clients about the growing market dependent upon
mortgage lenders relaxing their standards and borrowers who were stretching beyond their
means. Met West also warned that there could be potential losses for bondholders when the
housing market slowed and interest rates rose.

The team’s caution helped it focus on the better originators and to stay away from a lot of the
loans issued in 2006, when underwriting standards really began to weaken. The Met West
team has also been paying very close attention to bonds” structures. Asset-backeds are split
up into groups according to ratings, and one of the team’s strategies has been to focus on the
highest-rated classes (or tranches) of subprime ABS, for two reasons. First, as borrowers repay
their loans, the tier rated AAA gets paid first. Second, when borrowers default, losses hit the
unrated and lowest-rated (usually referred to as “subordinated”) portions before those above
them, and are unlikely in many cases to affect the portion of the deal rated AAA at all. Met
West has also held lower-rated classes issued in 2004 and 2005, after determining that their
prices don't reflect the fact that there is ample subordination left below, cushioning them from
losses. These moves have helped Total Return to sail into the intermediate-bond group’s best
5% so far in 2007.

Portfolio manager Bryan Whalen, who heads up Met West's asset-backed and mortgage-backed
securities group, said last month that he viewed the recent weakness in subprime ABS as a
buying opportunity, but that he wasn't “backing up the truck” because of pricing difficulties.

PIMCO

The housing market has been at the center of PIMCO’s economic outlook in recent years, so it's
no surprise that the firm has spent a lot of time analyzing prospects of the subprime ABS market
and the various ways to capitalize on its volatility. Scott Simon, head of the firm’s mortgage-
backed and ABS teams and portfolio manager of PIMCO Mortgage Backed Securities (PTRIX),
started calling in March 2005 for a top in home prices. His call may have been early for a while,
but in 2007 he, and PIMCO for that matter, have appeared to be right.

It also isn't unexpected given PIMCQ'’s comfort with derivatives that the firm has used deriva-
tives contracts rather than bonds to express its bearish view on the subprime market. The
Mortgage Backed Securities fund has been long credit-default swaps, which are instruments
structured to pay off for their holders when negative events such as defaults take place. Simon
expects that taking that position added about 20 to 30 basis points (or 0.20% to 0.30%) of per-

formance for the fund, which has been torching its intermediate-term government peers in 2007.
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Fund spy (cont’d)

Simon, whose input on mortgages informs the work of diversified portfolio managers at PIMCO,
including Bill Gross at Total Return (PTTRX), also said late last month that he wasn't diving back
into the subprime ABS market, but that he was getting closer to investing.

Western Asset

Though some of Western Asset Management's funds, including Analyst Pick Core (WATFX) and
Core Plus (WACPX) have suffered because of some weakness in its corporate-bond holdings,
the fixed-income behemoth has been pretty conservative on the subprime arena. Ron Mass,
who leads the firm’s structured products group, said in July that his firm has also stuck with
higher-rated classes of subprime ABS, for much the same reason that Met West has. He further
pointed out that even if defaults do touch the firm’s AAA holdings, recovery rates will likely be
relatively high given their senior positions. Mass also discussed sticking with shorter-dated
securities as another defensive measure. A subprime loan's AAA class may be further divided
into “timed tranches,” that is, into smaller groups depending on when they will receive repay-
ments. Western Asset has been sticking with these earlier cash-flow tiers because they get
paid off before losses start to occur.

Western hadn't been buying into lower-rated securities at the time we talked to them, but Mass
said he has been a buyer of attractively valued higher-rated fare with characteristics similar to

those mentioned above.

Paul Herbert, CFA, is a senior fund analyst with Morningstar.com.
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Metropolitan West Total Return Bond Fund (MWTRX)

Y % % Y 5-Star Overall Morningstar Rating based on risk-adjusted returns as of 7/31/07 among
972 Intermediate-Term Bond Funds.

You should consider the investment objectives, risks, charges, and expenses of the Metropolitan West Funds
carefully before investing. A prospectus with this and other information about the Funds may be obtained by calling
(800) 241-4671 or you can download one at www.mwamlic.com. It should be read carefully before investing.

Bond Funds have the same interest rate, high yield, and credit risks associated with the underlying bonds in the portfolio,
all of which could reduce the Fund’s value. As interest rates rise, the value of the Fund can decline and an investor can
lose principal.

The Metropolitan West Total Return Bond Fund (MWTRX) was ranked by Morningstar as of 7/31/07 based on total return
within the Intermediate-Term Bond category. The fund received a percentile ranking of 3%, 2%, 2%, and 1% among 1102,
972, 806, and 409 funds for the one-, three-, five-, and ten-year periods respectively. Morningstar ranks funds from 1 (being
the highest percentile rank) to 100 (the lowest percentile rank). A top performing fund will receive a rank of 1 in its category.
Past performance is not indicative of future results.

For each fund with at least a three-year history, Morningstar calculates a Morningstar Rating™ based on a Morningstar Risk-
Adjusted Return measure that accounts for variation in a fund’s monthly performance (including the effects of sales charges,
loads, and redemption fees), placing more emphasis on downward variations and rewarding consistent performance. The
top 10% of funds in each category receive 5 stars, the next 22.5% receive 4 stars, the next 35% receive 3 stars, the next
22.5% receive 2 stars and the bottom 10% receive 1 star. (Each share class is counted as a fraction of one fund within
this scale and rated separately, which may cause slight variations in the distribution percentages.) The Overall Morningstar
Rating for a fund is derived from a weighted average of the performance figures associated with its three-, five- and
ten-year Morningstar Rating metrics. The Metropolitan West Total Return Bond Fund was rated against the following numbers of
U.S.-domiciled Intermediate-Term Bond funds over the following time periods: 972 funds in the last three years, 806 funds in
the last five years, and 409 funds in the last ten years. With respect to these Intermediate-Term Bond funds, the Metropolitan
West Total Return Bond Fund received a Morningstar Rating of 5 stars, 5 stars, and 5 stars for the three-, five- and ten-year
periods, respectively. Past performance is no guarantee of future results.

Morningstar Rating is for the M share class only; other classes may have different performance characteristics.

Metropolitan West Funds has no editorial control over the content, subject matter, and timing of this article and is independent
of Morningstar and its publisher. Investment strategies may not achieve the desired results due to implementation lag, other
timing factors, portfolio management decision-making, economic or market conditions or other unanticipated factors. The
views and forecasts expressed in this material are as of the date indicated, are subject to change without notice, may not come
to pass and do not represent a recommendation or offer of any particular security, strategy, or investments. Investors should
consult investment professionals regarding their individual investment programs. Metropolitan West Asset Management LLC,
investment advisor to the Metropolitan West Funds, reserves the right to change its investment perspective and outlook
without notice as market conditions dictate.

Shares of the Metropolitan West Funds are distributed by PFPC Distributors, Inc., 760 Moore Road, King of Prussia,
PA 19406.

Reprinted with permission from Morningstar, Inc. August 2007.
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