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June 2019 - MBS Mantra MBS High Income/Absolute Return Strategy returns:

- Aggregated SMAs: +0.87% Net, +1.01% Gross; 2019 YTD: +5.1% Net
- Founder’s Portfolio: +1.15% Net, +1.42% Gross; 2019 YTD: +4.5% Net

- June 2019 Income: ~0.7%; Annualized: ~8.9% (Aggregated SMAs @ recent marks)

Hello.

The average portfolio income rate of 0.7% for June was within our target range, with some bonds outperforming and
others underperforming, as is typical. The monthly income range was -11.64% to 16.48% (non-annualized), while
the annualized income range was -104.8% to +300%. One of our largest holdings had 2 loans incur losses, lowering
the overall average portfolio income slightly from the previous month.

Some of our holdings, especially Inverse 10s, but also the fixed rate bonds, went up in price as expectations for a
rate cut from the Fed increased, with average portfolio price appreciation from marks of +0.6% from 3/31.

We purchased some bonds for the Client portfolios, reinvesting the proceeds from our May sales. We also had a 10
mature and did a maintenance cross in the Founder’s portfolios, resulting in performance fees being computed for
the Founder’s portfolios, lowering Net returns by 27 bps.

The rally in rates has shaken loose quite a sizable supply of seasoned Non Agency RMBS of the High Income
variety, that are being auctioned this week between the 9" and 11™. Some of these are from liquidation agents, and
will likely trade “cheap”. Unfortunately we do not have the AUM to purchase these, else we would be aggressively
bidding in these auctions. There is plenty of capacity in our strategy, and we are seeking more investors.

Non Agency MBS prices appear to have also recovered from Q4’s markdowns, and we received some unsolicited
bids for bonds we had already sold that were ~5% higher than prices we received in May (the bonds sold were
underperforming, and we reinvested into “better” bonds) — patience and poker playing is needed when selling MBS.

What is MBS “Income”

For many market participants who have been trained to believe that all bonds are “Fixed Income”, the concept of
MBS as “Variable Income” is foreign, to say the least. This insight, that MBS are Variable Income securities, is
arrived at by deconstructing the core concept of Total Returns.

Total Returns are typically attributed to two factors - Return from Price Change and Return from Income. For most
bonds, such as corporate bonds or US Treasuries, the Return from Income is correctly understood to be driven by the
coupon, and is approximated by “Yield”.

MBS returns derive from many additional factors besides the returns from coupon or price change. The cashflows in
MBS are not stable, creating additional return or offsetting return from interest, and these additional factors impact
MBS cashflows dramatically, both positively and negatively.

Many investors think that prepayment and credit losses are the extent of cashflow variation in MBS, and much effort
is expended in MBS Research to identify and model the loan characteristics that impact MBS prepayments.
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Examples of such characteristics are loan sizes, FICO scores, geography, type of loan, loan size, LTV, size of
servicer, shelf name, shelf type (bank or third party originator), seasonality, etc. | spent much of the early 1990s as
head of the MBS Strategies group at Nomura identifying and modeling such factors.

Single factor analysis is easily understandable — for example, fast prepayments on a discount bond will result in
higher returns from cashflow, and vice versa. Usually most single factor trades get priced in by the market, and so
discount MBS like POs will go up in price as interest rates decline (and prepayments are expected to speed up), and
I10s will appreciate when rates rise.

Unfortunately for most MBS investors who view MBS with a Fixed Income lens, there are other many other factors
that distort MBS cashflows, and thus returns from cashflows. More importantly, these factors interact with each
other to create unstable cashflow events and volatile returns. Factors such as severities, call exercises, yield
maintenance payments, subsequent recoveries, other cashflow shortfalls (from servicer misbehavior, curtailments,
rate modifications, loan forgiveness, loan extensions), etc., all change the performance of MBS.

As an example of such interactions, there are many discount bonds that do not receive sufficient cashflow to
generate much income, in spite of fast voluntary prepayments from many loans in the deal, as other loans in the
same deal are defaulting with high severities at the same time. These interactions make bets on single factors non-
durable. One could, in theory, compute the attributions of returns for each of these additional factors, not an easy
task, and one that | have found is not of much use for making investment decisions.

To allow for comparison to other Fixed Income and Equity Products, we simplify this factor attribution process into
the two main attributes of Total Return - we isolate the Return from Price Change from the total return of the bond
in a given period, which is easy to do. The remaining return is thus the Return from Income for MBS, and is
the aggregate remaining return from the netting of the return attributions from the multiple factors that
impact the MBS’ cashflows during a given period, after subtracting the Return from Price.

MBS Income Returns vary in time for the same bond, and also vary between two similar bonds that “research” MBS
models and markets view identically, making similar bonds have very different returns in a given period.

At MBS Mantra, we exploit the Variable Income nature of MBS. We use a systematic process to identify the current
state of MBS Income of all the MBS offerings in the market — High, Average, or Low. We have shown examples of
the resulting market distribution of MBS Income (previously called Returns from Cashflow) in our previous
newsletters, for example in March 2019 and March 2018.

We further screen each High Income MBS by identifying the primary drivers of its Income status, which is
sometimes the absence of a driver that is adversely impacting other MBS, and identify bonds with stable High
Income trends. Over 25 years of fine tuning and executing this strategy, we have built the tools and processes to
efficiently do this. Through sizing and diversification, we create portfolios with stable High Income. The majority
(88% in Dec 2018) of our aggregated portfolio has Income over 6% almost all the time, averaging 8% to 10%, even
though the monthly and quarterly income of each bond varies significantly over time.

Our process and strategy was initially identified as 1994 as an “arbitrage finder”. Surprisingly, the most common
drivers of durable MBS High Income are still secondary market “CMO arbitrage” — where the prices of all the bonds
in a deal do not add up to the price of the collateral (usually where an incorrect - too high for the risk - discount rate
is used to price an individual bond), or “document arbitrage™ — where prospectus reading will result in the use of
different inputs and scenarios than typically used to model returns and identify risk. Both types of arbitrage are
represented in our portfolios, partially explaining our low turnover — we let such bonds ‘run’ and usually mature. An
arbitrage that I identified is 1994 is still active, and is a part of our portfolios.

We welcome your questions and comments.


https://static.wpb.tam.us.siteprotect.com/var/m_0/00/003/44984/801011-MBS_Mantra_newsletter_-_Mar_2019.pdf
https://static.wpb.tam.us.siteprotect.com/var/m_0/00/003/44984/721824-MBSM_-__Mar_2018.pdf

Regards, Samir
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Please visit our website www.mbsmantrallc.com for important disclosures.
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Important Notice - Disclaimer

This overview is being provided to you by MBS Mantra, LLC (“MBS Mantra” or the “Firm” or the “Adviser”), for
informational purposes only, on a confidential basis and is intended solely for use by the company or individual to
whom it is being delivered. Potential investors are advised to request and carefully read and review MBS Mantra’s
Firm Brochure (Form ADV Part 2), and other documents, if any, provided by MBS Mantra (the “Documents”).
Under no circumstances should this overview be used or considered as an offer to sell, or a solicitation of any offer
to buy, interests in any securities, funds, other financial products or investment strategies managed by MBS Mantra,
nor shall it or its distribution form the basis of, or be relied upon in connection with, any contract for advisory
services or otherwise.

The information contained with this brochure has not been audited and is based upon estimates and assumptions. No
reliance should be placed, for any purpose, on the information or opinions contained in this overview. The
information contained in this brochure is based upon proprietary information of MBS Mantra and public
information, but it may not be comprehensive, and it should not be interpreted as investment advice. No
representation, warranty or undertaking, express or implied, is given as to the accuracy or completeness of the
information or opinions contained in this overview by MBS Mantra or by its affiliates and any of their principals,
members, managers, directors, officers, employees, contractors or representatives.

Investors must make their own investment decisions based on their specific investment objectives and financial
position. Charts, tables and graphs contained in this overview or in the Documents are not intended to be used to
assist an investor in determining which securities to buy or sell or when to buy or sell securities. While this overview
may contain past performance data, PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS,
WHICH MAY VARY. There can be no assurance that any investment strategy will achieve its investment objective
or avoid substantial or total losses. Except as required by law, MBS Mantra assumes no responsibility for the
accuracy and completeness of any forward-looking statements. Further, MBS Mantra does not provide legal and tax
advice; MBS Mantra recommends that investors consult with their own independent tax and legal advisers.

Any example represents an actual trade made by Samir Shah, MBS Mantra’s principal, and/or MBS Mantra; any
hypothetical represents a possible trade. None of the examples, whether actual or hypothetical, contained in this
overview and the Documents should be viewed as representative of all trades made by MBS Mantra, but only as
examples of the types of trades MBS Mantra expects to complete for its customers. None of the examples provided
can in and of themselves be used to determine which securities to buy or sell, or when to buy or sell them. It should
not be assumed that recommendations made in the future will be profitable or will equal the performance of the
securities used as examples in these Documents. To the extent that this document contains statements about the
future, such statements are forward looking and subject to a number of risks and uncertainties, including, but not
limited to, the impact of competitive products, product demand and market risks, fluctuations in operating results
and other risks. (A complete list of trades made by Samir Shah and/or MBS Mantra is available upon request.)

This overview and all Documents provided by MBS Mantra should only be considered current as of the date of
publication without regard to the date on which you may receive or access the information. MBS Mantra maintains
the right to delete or modify the information without prior notice; MBS Mantra undertakes no obligation to update
such information, including, but not limited to, any forward-looking statements, as of a more recent date, except as
otherwise required by law.



