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Market faces Moby Dick of government-owned debt
One of the latest concerns racking the financial markets and the topic
of increasing interest rates is the much discussed “mortgage-bond
whale.” This figurative Moby Dick refers to the massive unwinding of
the U.S. Federal Reserve Board (the Fed) monetary policy experiment
of quantitative easing, which has left the Fed owning more than $4.5
trillion of bond holdings. The Fed bought bonds stemming from
the financial crisis in order to inject liquidity into certain areas of the
market while keeping interest rates low. The sell-offs of these holdings
will not occur overnight, or even over a year. They will be spaced in
an orderly fashion. Nevertheless, when the sale starts, the market will
feel an impact. The effect will be like trying to let only a little water out
of the dyke while knowing that you need to drain the entire reservoir
eventually.
Reports indicate that the Fed could start the unwinding process as
early as this calendar year with an initial focus on the $1.75 trillion of mortgage-backed securities (MBS). MBS contains debt related
to residential mortgages only, unlike CMBS, which refer to commercial-mortgage-backed securities. The Fed is currently the
largest source of demand for U.S. government-backed mortgage debt, owning roughly a third of the overall market. Selling off
these holdings, even in a methodical fashion, is likely to have implications for home buyers through an increase in interest rates
over and above what the Fed is planning to do via its funds rate. The result: Compounding interest rate increase could put a crimp
in the housing market and trickle out to all associated areas of the market and, of course, the economy.
Just a slowing of the MBS acquisition process, without an unwinding, has the likes of JP Morgan strategists estimating that lending
spreads could widen as much as 25 basis points, or a quarter of 1%. A reduction in government MBS-bond purchases will likely
occur before an actual unwinding of current holdings. The Fed is the largest single buyer in this space, so it is a bit of an unknown
as to by whom, how and when the slack will be taken up.
At the end of 2016, U.S. home-loan rates nearly hit a three-year high, up 75 basis points, without any action by the Fed to unwind
holdings. This spike in rates has already resulted in a slowdown in housing demand. Housing is one of the fundamental cylinders
on which the U.S. economy runs; without housing demand, the economy will experience a sputtering effect. Another perspective
on the Fed’s decision to unwind MBS and other bond holdings was offered by Morgan Stanley, which estimated that the Reserve’s
$325-billion bond reduction could have the same impact as nearly two additional rate increases.
However, there is a silver lining. Less buying by the Fed means that there will be more debt available for purchase in the private
market, where some demand exists. It is all about the quantum and the timing.
The whale is just one more thing for the Fed to throw into the hopper to determine when, and by how much, to raise rates.
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*Spreads are indicative of high quality real estate in major Canadian markets.
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Highlighted Transaction
Asset Type

Suburban Office

Location

Major Canadian city

Facility Details

A senior term facility for $15.3M was arranged for a 5 year term and 25 year
amortization, at a competitive rate of interest. Funds were deployed to
repay an existing maturity.

Intelligent Debt Financing Solutions
The Avison Young National Debt Capital Markets dedicated team
is focused on providing innovative North American-wide debt
and equity solutions to accomplish goals. We originate debt and
equity for all types of real estate and all types of clients. Debt
origination includes fixed and floating rate structures, permanent
and construction financing, structured finance, bridge and
mezzanine debt and insured agency financing - CMHC and Fannie
Mae / Freddie Mac.
Our years of combined debt/equity capital markets experience has
created meaningful relationships that we can put to work for you.
Please contact our National Debt Capital Markets team for more details
related to debt financings or real estate transactions.
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Avison Young is the world’s fastest-growing commercial real estate services firm. Headquartered in Toronto, Canada, Avison Young is a collaborative,
global firm owned and operated by its principals. Founded in 1978, the company comprises over 2,200 real estate professionals in 77 offices providing
value-added, client-centric investment sales, leasing, advisory, management, financing and debt placement services to owners and occupiers of all
property types.
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