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So the Fed stopped buying Mortgage Backed Securities, and people are wondering if this will 

affect mortgage rates. There's been plenty of whistling past the graveyard, guesswork and denial, 

where so-called experts have been trying to tell us that there will be minimal - if any - change to 

rates.  

That pipe dream is just nonsense.  

Let's look at what we can expect for mortgage rates and the overall Bond market in the months 

ahead. During the past fifteen months, the Fed purchased $1.25 Trillion in MBS, which 

represented 80% of the mortgage market. Prior to this program, mortgage rates were above 6%. 

Now that the Fed program has ended, it's reasonable to assume that mortgage rates will rise back 

towards those levels.  

Just How Much Money is $1.25 Trillion? 

In today's financial headlines - the word Trillion is often casually thrown around. So much so, 

that it's easy to lose perspective on how much money this really represents. Picture a stack of 

$100 bills. It might surprise you to know that it only takes a stack four inches high to be worth 

$100,000. So $1,000,000 would be a stack of $100 bills 40 inches tall. How about a Billion? 

Well, you would have to stack $100 bills up to the top of the Empire State Building...twice...in 

order to reach a Billion. So to picture $1.25 Trillion represented by a stack of $100 bills - that 

stack would be 850 miles high. If you could turn that stack on its side and were able to drive 

alongside it, it would take you longer than 14 hours to reach the end. If you laid those $100 bills 

down side by side, they would travel around the world 50 times. We're talking about a lot of 

money here.    

The Fed's purchasing influence has been significant. And now in the absence of this safety net, 

Bond prices and mortgage rates will experience greater volatility and a gradual worsening. 

Adding to this is the fact that the Fed will, albeit gradually, begin to sell some of their mortgage 

holdings, as they reverse their quantitative easing measures. It doesn't take a rocket scientist to 

see that this will pressure Bond prices...but read on, because there are additional factors at play, 

which will influence Bond prices lower and mortgage rates higher.  

What Moves Mortgage Rates? 

Mortgage Rates are not pegged to the 10-year Treasury Note, as some have reported in the 

media. Those in the know do understand that mortgage rates are based on the pricing of 

Mortgage Backed Securities (MBS)...and these Mortgage Bonds are influenced by many 

different factors.  



They respond quite well to technical signals as well as Stock market volatility, as money can be 

drawn from or parked into Mortgage Bonds. Certainly, the news and inflation implications also 

play a heavy role in influencing Mortgage Backed Securities.  

And just like the aforementioned influential factors, Treasuries can also play a role in the price 

direction of Mortgage Bonds. Last year, the 10-year Treasury Note was at approximately 2.2% 

and has since moved towards 4%. During this time, mortgage rates have been virtually 

unchanged.  But now, Treasuries are offering yields that are close to the current Mortgage 

Backed Security rates, which are offered to investors.  

Let's take a moment to understand the difference between the mortgage rate a borrower pays and 

the coupon yield on a Mortgage Backed Security that an investor receives. If a borrower pays 

5.25% on their loan, only 4.5% of that is passed on as a coupon yield to the investor. This is 

because the mortgage loan servicer (that's who you make your payment to) takes a piece of the 

action. Additionally - the aggregators of these loans, like Fannie Mae and Freddie Mac take a 

piece as well. And let's not forget the folks on Wall Street, who need to get paid for 

underwriting, securitizing and selling this paper.  

We know that Treasuries are backed by the full faith and credit of the US Government and are 

free from state income tax. And the 10-Year Treasury Note, while clearly not pegged to 

Mortgage Backed Securities, does offer investors a competitive alternative with a similar 

maturity period to Mortgage Backed Securities. But because of greater safety and tax 

advantages, the 10-Year Note will always trade at a lower yield than Mortgage Backed 

Securities, and therefore put a floor beneath how low Mortgage Backed Security coupon yields 

and corresponding home loan rates for borrowers can go.  

The US is spending at an unprecedented rate - and its spending money it doesn't have. This 

means that more and more Treasuries will continuously need to be auctioned off. And in order to 

entice buyers to keep absorbing this supply, yields will very likely need to continue higher, just 

as they have for over the past year.  

Additionally - sovereign debt has come into question.  Downgrades in the sovereign debt of both 

Greece and Portugal are a warning to the US that the same can happen here, which would drive 

the cost of borrowing much higher. Our government currently spends $1.49 for each $1.00 it 

brings in.  Our debt is now 57% of GDP...and rising. Does anyone really believe that Treasury 

yields are headed lower? As Treasury yields move higher from their current levels, mortgage 

backed security coupon yields will also need to move higher in order for investors to want to 

purchase them.      

The Ever-Important Carry Trade 

While the Fed's end of the MBS purchase program and eventual selling of MBS - along with an 

almost certain move higher in Treasury yields - all tell us that mortgage rates are headed higher, 

there is another important element that could have an even greater influence in moving yields 

higher and prices lower throughout the Bond market. It's called an unwinding of the "carry 

trade." The low interest rate environment in the US has provided fertile ground for the carry 



trade, where large investors can borrow at very low rates, and leverage into higher yields, 

resulting in huge returns. 

Let's take an example: An investor wishes to purchase $1M in Mortgage Bonds yielding 4.5%. 

This would provide $45,000 as an annual return. In order to make the purchase, the investor puts 

up only 10% of $1M, or $100,000 in cash - and borrows the other $900,000 at the Fed Funds 

Rate + 2%, for example - which would be a borrowing cost of 2.25% or $20,250. This investor 

receives a $45,000 return, but subtracts a $20,250 cost to borrow $900,000 - leaving them with a 

net return of $24,750. Remember, the investor needed only to invest 10% of the $1M purchase - 

or $100,000 in cash. This gives the investor a whopping 24.75% return on their investment in a 

boring little old Mortgage Bond. And of course, this "carry trade" can be used in other securities 

as well.    

While the investor understands that there are always market risks at play - the juicy 24.75% yield 

cushion gives them much added comfort to stay in the trade. But the biggest risk for the investor 

is if their borrowing costs - which are based on the Fed Funds Rate - were to rise.  

When the Fed starts to hike rates, it will signal the beginning of a tightening cycle. A few Fed 

hikes can cause the yield cushion to quickly evaporate...and the decline in Bond values from 

overall higher yields could turn the trade from highly profitable to highly costly in a very short 

period of time. So why do these carry trade investors have such a care free attitude and confident 

air? It's because Ben Bernanke and the Fed have assured them that there is nothing to fear. How 

did the Fed do that?  

Via "Fed Speak," these carry trade investors hear that "conditions warrant exceptionally low 

rates for an extended period of time." Translation: your biggest fear - that a hike in the Fed Funds 

Rate, which increases your borrowing costs and wipes out your gains - won't happen anytime 

soon. It's this "extended period" verbiage that is keeping the carry trade in place. When the Fed 

removes the "extended period" language, this will signal that hikes will begin in the near future, 

and that risk will prompt investors to begin to "unwind" their carry trade holdings. This will 

include the selling of Mortgage Backed Securities, which will assuredly push yields higher still.  

When will the Fed remove the "extended period" language? It may happen sooner than you 

think. Kansas City Fed President Thomas Hoenig has officially dissented to the "extended 

period" language at the last two Fed meetings. And recently, St. Louis Fed President James 

Bullard, while yet to officially dissent, has stated that he feels "extended period" is inappropriate 

language and should be replaced by "data dependent." And there have been grumblings from 

other Fed members, who are growing more concerned that leaving rates too low for too long can 

spawn asset bubbles or inflation down the road.  

What It All Comes Down To  

When all the factors are considered - the chances of higher interest rates are a virtual lock. And 

anyone in the market to borrow should consider acting sooner rather than later. With such low 

rates still in our hands...and all these various factors pointing at the inevitable fact of rates 

moving higher...you have to wonder what people sitting on the sidelines are waiting for?  



It brings to mind the closing scene of the movie "Dumb and Dumber," where two good-hearted 

but incredibly stupid heroes Lloyd and Harry are hitch-hiking, when along pulls up a bus full of 

beautiful Hawaiian Tropic models in bikinis. The models tell Lloyd and Harry that they are 

looking for two "oil boys" to lube them up before each of their photo shoots on the tour.  Lloyd 

and Harry explain that there is a town down the road, where they should be able to find two 

lucky guys to help them out. As the bus pulls away, Lloyd and Harry look at each other and 

declare that one day their opportunity will come - they just have to keep their eyes open.  

Here's hoping you have your eyes wide open to take advantage of this fleeting 

opportunity...before it's gone 

 


