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How Sensitive Is the Housing Market to Rising Interest Rates?

Even a modest rise in mortgage rates will restrain demand for new and existing homes. Home sales should
still improve in 2015, however, benefitting from stronger job growth and increased household formation.

Even with Low Rates, Housing Remains Interest-Rate Sensitive New Home Sales vs. Mortgage Rates
Seasonally Adjusted Annual Rate, In Thousands

Fed Chair Janet Yellen and other Federal Reserve Bank presidents and 1o0% 1,750
board members have made it fairly clear that interest rates are likely to rise
in 2015. The timing and magnitude of any increase in interest rates is still
an open question. We expect the Fed to begin to nudge the federal funds 4, |
rate higher in late summer or early fall. Mortgage rates will likely rise ahead
of any change in policy rates, but again the timing and magnitude of any 7% |
increase remains an open question. Mortgage rates typically track the yield
on the 10-year Treasury note and that rate is greatly influenced by the
expectations for short-term interest rates over the next few years. How well  se +
the Fed manages its message about the future course of short-term interest
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rates will be a key determinant of how quickly mortgage rates rise. Mortgage Rate: Feb @ 3.71% (Left AxiS)
—New Home Sales: Feb @ 539,000 (Right Axis)
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Questions about mortgage rates are timely because we are moving into the 3«
peak home-buying season, which is essentially the second quarter. Two
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years ago, the spring home-buying season was abruptly upended when the NAR Housing Affordability Index

. . . . . 12-Month Moving Average
Fed revealed that it would likely begin to taper its security purchases 260 260
sooner than the financial markets expected. Mortgage rates spiked 115 basis 540 ||y 1on o seoc 1 240
points in the span of just 10 weeks and home sales soon crumbled, as many _, | |—Mwest:Jan @ 213.1 1 220

South: Jan @ 175.1
West: Jan @ 121.5

sales contracts were canceled and potential buyers stepped back. Sales of
new homes fell 25 percent almost immediately following the “Taper
Tantrum” and existing home sales fell roughly 10 percent over the next
several months. This is an outcome that policymakers are consciously
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working to avoid in 2015. 140 % ; T 140
N

The fact that home sales remain sensitive to rising interest rates is not ¥ 7 10
surprising, but the speed at which this correction took place in 2013 and 100 100
the magnitude of the pullback in home sales was enlightening. Some had o { 1 80
hoped that the housing market would better withstand rising mortgage o ; ; ; , ; ; ; 60
rates because the increases would come off astonishingly low levels and 0z 0e 0608 10 2
mortgage rates would still be well below their historic norms even if they Annual Mortgage Payment

rose a percentage point or more. Moreover, low mortgage rates did not ., %" Existing Home Price Times Mortgage Rate, Thousands of ¢
appear to be providing much additional support to home sales, so some

even argued that the sector had become less interest rate sensitive. That 1000 + + 1,000

argument does not seem to hold.
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We see a couple of reasons why housing may prove to be even more interest
rate sensitive than it has been in the past. For starters, median household  , |
incomes have barely budged, so housing affordability has fallen as housing
prices have rebounded. Qualifying for a mortgage is also more difficult 400
today and income requirements are more stringent. Even a modest rise in
mortgage rates could price many potential buyers out of the market,
particularly with many younger, first-time buyers carrying a great deal of
student loan debt. 2008 2008 2010 2011 2012 2013 2014 2015 2016
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Source: U.S. Department of Commerce, FHLMC, NAR and Wells Fargo Securities, LLC
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Wells Fargo U.S. Interest Rate Forecast

Actual Forecast
2014 2015 2016
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
Quarter End Interest Rates
Federal Funds Target Rate 0.25 0.25 0.25 0.25 0.25 0.25 0.50 0.75 1.00 1.25 1.75 2.25
3 Month LIBOR 0.23 0.23 0.24 0.26 0.28 0.30 0.70 0.95 1.20 1.45 1.95 2.45
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.25 3.50 3.75 4.00 4.25 4.75 5.25
Conventional Mortgage Rate 4.34 4.16 4.16 3.86 3.88 3.95 4.16 4.22 4.27 4.35 4.62 4.74
3 Month Bill 0.05 0.04 0.02 0.04 0.05 0.14 0.56 0.86 1.15 1.41 1.80 2.28
6 Month Bill 0.07 0.07 0.03 0.12 0.15 0.26 0.62 0.92 1.20 1.52 1.83 2.36
1 Year Bill 0.13 0.11 0.13 0.25 0.23 0.29 0.68 0.98 1.22 1.56 1.87 2.43
2 Year Note 0.44 0.47 0.58 0.67 0.63 0.71 0.89 1.08 1.28 1.74 2.05 2.47
5 Year Note 1.73 1.62 1.78 1.65 1.52 1.69 1.79 1.90 1.99 2.22 2.33 2.62
10 Year Note 2.73 2.53 2.52 2.17 2.00 2.20 2.36 2.40 2.45 2.51 2.76 2.88
30 Year Bond 3.56 3.34 3.21 2.75 2.65 2.80 2.91 2.98 3.08 3.17 3.35 3.57

Forecast as of:March 27,2015

Wells Fargo U.S. Economic Forecast and FOMC Central Tendency Projections

2015 2016 2017

Change in Real Gross Domestic Product

Wells Fargo 2.6 3.0 N/A

FOMC 2.3t02.7 2.3to2.7 20to24
Unemployment Rate

Wells Fargo 5.2 4.8 N/A

FOMC 5.0to0 5.2 49to51 48to5.1
PCE Inflation

Wells Fargo 0.9 2.1 N/A

FOMC 0.6to 0.8 1.7to01.9 1.9to2.0

Forecast as of: March 27, 2015

NOTE: Projections of change in real gross domestic product (GDP) and in inflation are from the
fourth quarter of the previous year to the fourth quarter of the year indicated. PCE inflation is
the percentage rate of change in the price index for personal consumption expenditures
(PCE). Projections for the unemployment rate are for the average civilian unemployment rate in
the fourth quarter of the year indicated.

Fed Data as of: March 18, 2015

Source: IHS Global Insight, Federal Reserve Board and Wells Fargo Securities, LLC
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Important Information for Non-U.S. Recipients

For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated investment firm
authorized and regulated by the Financial Conduct Authority. The content of this report has been approved by WFSIL a regulated person under the Act. For
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