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One of those factors is the bond market. Let’s examine how bond rates influence
mortgage rates and which types of mortgage rates are influenced by the bond market.

The Relationship Between Bonds And Mortgage Rates

Bond prices and mortgage interest rates have an inverse relationship with one another.
That means that when bonds are more expensive, mortgage rates are lower.

The reverse is also true - when bonds are less expensive, mortgage interest rates are
higher.

At first glance, this might seem like an illogical correlation. When interest rates are

higher, more people will want to buy bonds - why don’t higher interest rates push bond
prices up?

To understand, let’s look at the supply and demand of the secondary bond market.
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How Does A Bond Loan Work?
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First, let's discuss what bond loans are. Bonds are long-term, low-risk investment
products. Corporations can issue private bonds, but Treasury bonds issued by the federal
government are much more well-known. When you buy a bond, you give the
government a set amount of money per bond. The bond then accrues two types of
interest: fixed interest and inflation interest.

The fixed interest on a savings bond follows the same model as the fixed interest on a
mortgage loan. Every year on May 1 and November 1, the U.S. Treasury announces a
fixed rate for new loans. This is also known as the bond's coupon rate.

For example, for bonds issued between November 1, 2023, and April 30, 2024, the bond
rate is 5.27%.

You'll earn that percentage of interest on the loan if you buy one before the next interest
rate announcement. It's important to note that although the bond coupon rate is fixed
year-to-year by the U.S. Treasury, the price of a bond sold in secondary markets can
fluctuate.

Your bond also accumulates additional interest to keep up with inflation rates. Once your

bond reaches the end of its term, you get your original money back plus whatever the
bond gained in interest. You can also buy and sell bonds on the secondary market, like
stocks.

How Do Bonds Affect Mortgage Rates?

The link between mortgages and bonds stems from the competition from investments.
Both bonds and mortgage-backed securities are appealing to similar types of investors,

typically those looking for stable returns with some degree of safety.
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Impact Of Increased Bond Rates

To better illustrate this relationship, let's take a closer look. Let’s say that you buy a
Treasury bond for $1,000 with a 2% annual fixed interest rate. Once you buy that bond,
you're locked into a 2% interest rate until the bond matures. Now, imagine that it's a year
later and interest rates are higher. The same $1,000 bond investment can net you a 3%
annual interest rate.

The same year, you need some cash, so you decide to sell your bond. You probably won’t
be able to sell your bond for the full $1,000. Other investors know that they can get 3% if
they invest their $1,000 by buying a bond from the Treasury. The price of your bond will

fall to whatever other investors are willing to pay for it.

For example, an investor might offer you $900 in cash for your bond. In effect, the price
of your bond is lower now because current market rates are higher. Though you can still
cash out your bond for $1,000 when it matures, its current liquid value is less than $1,000.

Impact Of Lowered Bond Rates

If the Treasury lowers bond rates, the opposite scenario will play out. Imagine the
Treasury announces that $1,000 bonds will now have 1% interest rates. Investors know
that they're better off buying your bond than bonds from the Treasury because your

bond accrues more interest. With more competition for your bond, you can sell to the
highest bidder.

The bond you bought for $1,000 might now be worth $1,100 to an investor who wants to
hold onto it until it matures. The investor who buys your bond for $1,100 will still receive
$1,000 when he sells it. However, right now, it's worth $1,100 because interest is on the
decline and an investor wants to secure his money at a higher rate.
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Not every type of mortgage will feel the effect of Treasury bond rates. Bond prices only
influence fixed-rate mortgages. This is because mortgage lenders only attach fixed

interest rates to bond rates.

Let’s say you're considering an adjustable-rate mortgage.

You'll need to consider the Federal Reserve’s most recent interest rate decision. You'll pay
less for your mortgage loan if the Federal Reserve (the Fed) decides to cut interest rates
on the federal loans available to banks. If federal rates go up, you’ll pay more.

As an individual, you cannot control how the bond market moves. However, you can
control which mortgage lender you work with. Compare different lenders and take a look

at all of your interest rate options before you choose which company you want to work
with.

Choose a lender with a solid reputation and affordable rates. You'll feel the effects of your
lender’s customer service team and personal policies much more strongly than the
movement of the bond market when you manage your loan.

The Bottom Line: Understand The Relationship Between
Bonds And Mortgage Rates

Bond prices have an inverse relationship with mortgage interest rates. As bond prices go
up, mortgage interest rates go down and vice versa. This is because mortgage lenders tie
their interest rates closely to Treasury bond rates.

When bond interest rates are high, the bond is less valuable on the secondary market.
This causes mortgage interest rates to rise. The value of each bond goes up when bond
interest rates fall again. This causes mortgage lenders to lower their rates.

Bond prices only affect fixed-rate mortaaae loans. Decisions made bv the Federal Reserve
affect the prices of ARM loans. You
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