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Exploring a Trio of Risks and Outcomes National Average Mortgage Rates

A recent Freddie Mac Insights article looks back at earlier incidences of rising
rate environments, and how the higher rates affected several populations
including borrowers, mortgage lenders, homeowners, real estate agents, and
home builders. MND summarized those findings in an earlier article and
today we look at the second half of the analysis. Doug McManus, Freddie
Mac Quantitative Analytics Director and Elias Yannopoulos, Quantitative
Analytics Senior, consider the risk factors that drive movements in mortgage
rates and the possibilities for rate changes in the near- to mid-term.

Lenders and guarantors have three main risks when issuing a mortgage: Mo 23 Jan 24 Apr 24 Jun 24

credit risk, prepayment risk, and inflation risk. Credit risk is the possibility Rate  Change  Points
Lhat the borrol\l/ver n;)igh; t|;1ot([j)ay backlthe loan. C(:C?\f/ersely, thereis arisk tl']:at Mortgage News Daily
orrowers will pay back but do so early, cutting off future interest income for - S

the lender. Inflation creates the risk that money in the future will have less 30Yr. foed 6.43% +0.02 0.00

purchasing power than today. 15 Yr. Fixed 5.95% 0.00 0.00
30 Yr. FHA 5.82% +0.02 0.00

The authors say it is th.e .expected |nf!atlon I"I.Sk that d.rlves m.ovements in 30 Yr. Jumbo 6.62% 0.00 0.00

mortgage rates and this is also the primary risk associated with Treasury 5/1 ARM 6.28% 0.01 0.00

securities. Exhibit 8 compares movements in the yield of the 10-year U. S. ee e )

Treasury bond with mortgage rates showing the drivers of the 10-year T-note Freddie Mac

are also the dominant drivers of mortgage rates. Even knowing rates are 30 Yr. Fixed 6.35% -0.51 0.00

driven primarily by inflation risk, predicting future changes is challenging 15 Yr. Fixed 551% -0.65 0.00

because it involves predicting changes in the inflation expectations and

) . Mortgage Bankers Assoc.
effects of those expectations on supply of and demand for credit.

30 Yr. Fixed 6.44% -0.06 0.54
15 Yr. Fixed 5.88% -0.16 0.68
30 Yr. FHA 6.36% -0.06 0.85
30 Yr. Jumbo 6.75% +0.07 0.39
5/1 ARM 5.98% -0.27 0.65
Rates as of: 8/30
Recent Housing Data

Value Change
Mortgage Apps Aug 28 226.9 +0.49%
Building Permits Mar 1.46M -3.95%
Housing Starts Mar 1.32M -13.15%
New Home Sales Mar 693K +4.68%
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Value Change

Exhibit 8 R
Pending Home Sales Feb 75.6 +1.75%
10-year Treasury yields and 30-year fixed mortgage rates (%) ..
: ) Existing Home Sales Feb 3.97M -0.75%
The two rates track each other closely, suggesting common drivers.
12 - Builder Confidence Mar 51 +6.25%
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Source: Federal Reserve Board, Freddie Mac.
Note: Gray bands Indicata pariods of rapidly ineraasing intarast rates, whan rates for 30-yaar fixad-rate mortgagaes incraasa by mora than 1 parcantaga point from trough to
peak (as shown In Exhibit 1).

The authors put forth scenarios that capture three possible outcomes of the next mortgage rate cycle. Thefirstis a
continuation of present conditions, with rates hovering between 3.5 and 4.5 percent. The second is an average of the market
experience during the six prior rising rate environments outlined in the earlier article and shown in Exhibit 2. The third
scenario is based on the most extreme movements in housing and mortgage markets during those six episodes.

Exhibit 2

Housing and mortgage markets during periods of rising rates

An increase in mortgage rates of more than 100 basis points is accompanied by reductions in mortgage originations,
home sales, and housing starts.

Duration Mortgage rate | House prices = Qriginations Home sales | Housing starts
Start date End date (months) (bps change) (% changs) (% change) (% change) (% changs)

Oct 1993 Dec 1994 3 -49 -1 -13
Jan 1996 Sep 1996 8 120 2 16 -2 -12
Oct 1008 May 2000 19 181 13 -45 -2 -9
Jun 2003 Jun 2004 12 106 13 -42 2 o]
Jun 2005 . Jul 2008 13 118 7 . -12 -14 -32
Nov 2012 . Dec 2013 13 111 11 . -46 -6 2
Average 13 146 8 -30 -5 -1

Source: Fraddie Mac, Mortgage Bankers Assoclation, National Association of Realtors, U.S. Gensus Bureau, Moody's Analytios.
Note: House prices and originations captura the change in the seasonally adjusted annual rate betwean the start and end dates for the period. To account for the delayed
rasponsa of homa sales and starts, tha changa Is computad from thras months after tha start data to thraa months aftar the and data. bps = basls points.

The first scenario would produce movement in the housing markets at the average annual change since 2011. This scenario
corresponds to continued expectations for low inflation, and possibly to what some economists refer to as "secular
stagnation" which would result from a combination of increases in the supply of capital, continued weak aggregate demand
for capital, slower productivity growth. Low rates would be accompanied by less than full employment and low growth.
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Exhibit 9

Scenarios of future housing and mortgage markets based on recent history

The three scenarios show a range of paths for mortgage rates and housing, from small
movements to severe declines.

Mortgage rate Originations Home sales Housing starts
Rate scenario (bps change) (% change) (% change) (% change)
Status quo -10 6 5 10
Average 146 -30 -5 -1
Severe 238 -49 -14 -32

Source: Freddie Mac, Mortgage Bankers Association, National Association of Realtors, U.8. Census Bureau, Moody's Analytice.
Note: The status quo scenario is the average year-over-year change since 2011, The average scenario is the average change across the
six episodes since 1880. The severe scenario is the largest movement in each variable across episodes since 1990.

The second and "average" scenario would see interest rates rising by 146 basis point from the trough to peak and implies
expectation of a "meaningful" increase in inflation. Since the recent low in the 30-year fixed-rate was 3.81 percent (monthly
average) in September 2016, that average increase would put the peak rate at 5.27 percent. Freddie Mac's Primary Mortgage
Market Survey (PMMS) reached an average of 4.40 percent during the week ended February 22, putting the expected
increase in this scenario more than one-third of the way after the increases began early this year. Under this rate scenario,
mortgage originations are expected to fall by 30 percent, accompanied by more modest declines in home sales of 5 percent,
and a decline in housing construction starts of 11 percent.

The final scenario calls for an increase over a longer period and rates remaining elevated for an extended period. The last
time this happened was from 1977 to 1981, resulting in a peak mortgage rate at over 18.5 percent. The third scenario could
happen if inflation and expectations of future inflation increase. The 1977-81 rates were accompanied by double-digit
increases in consumer prices. Freddie Mac says this severe scenario is estimated by taking the maximum movements during
periods of increased rates since 1990. Under this scenario, mortgage rates are expected to increase by 238 basis points, with
a 49 percent drop in mortgage origination volume, a 14 percent decrease in home sales, and a 32 percent decline in housing
starts.

Of course, these are speculations, but the authors say understanding the incentive of market participants and the historical
context can help us understand what the response might be to given movements in rates. "The expected increase in mortgage
rates would suppress growth in the mortgage and housing markets, and lead to declining markets if the increase is large
enough or lasts for long enough. But for now, mortgage credit is still historically cheap if you get in while the getting is good."

thanks for visiting this site

thank you for coming to website. Having been a loan officer for 20+year...I know first hand how important it is to stay on top
of the news and event that effect mortgage rates, regulation, and program guidelines. Let this web site be a resource for you.
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