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Higher Mortgage Rates, Lower Housing Affordability

Mortgage rates have continued to march higher following the U.S. presidential election. While yields remain
near historic lows, the rise may prove unsettling for the housing market as affordability is set to wane.

What Goes Down...Must Come Back Up Mortgage Rate vs. 10-Year Treasury Yield
Percent

Mortgage rates have continued to follow U.S. Treasury yields higher in the 7% 7%
wake of the U.S. presidential election, eliciting questions about the future
course of interest rates in the year ahead and, if sustained, the subsequent
effect on housing affordability. o6 1 50
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According to Freddie Mac, the 30-year conventional fixed mortgage rate

rose to an average of 4.13 percent during the week ended December 7, **7 T

marking a 56-basis point jump relative to the average rate before the ,, | 1 30
election. The pickup is notable as rates have largely declined over the past
two years (top chart). While it remains to be seen whether these levels will 2% 1 T 2%

be sustained, against the backdrop of continued Fed tightening and
anticipated fiscal stimulus, we suspect a slightly higher interest rate
environment over the next two years. We look for the 30-year conventional o%
mortgage rate to maintain its recent gains and average 4.16 percent for
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—Conv. 30-Year Fixed Mortg. Rate: Dec-07 @ 4.13%
10-Year Yield: Dec-14 @ 2.40%
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2017, which is a 45-basis point increase from our anticipated average of Monthly Mortgage Principal & Interest Payment
3 71 percent in 2016 Existing SF Median Home Price and Conventional Mortgage Rate
. . $1,200 $1,200
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How Will Higher Rates Affect Homebuyers? s1.100 | ,, 61100
Based on our calculations, a homebuyer’s monthly mortgage payment
. . . . . $1,000 + 7 $1,000
would increase roughly 5.6 percent due to a 45-basis point increase in
mortgage rates if home prices held steady. However, when coupled with a  $%00 + $900
4.3 percent year-over-year increase in median existing home prices, which ss00 | | ss00
we forecast for 2017, the monthly mortgage payment would rise roughly
10 percent, or about $90 (middle chart).* That increase would be quite alot ~ #7°° 7, | $700
for many households to absorb, as personal income is expected to rise a  gs00 1 $600
lesser 4.1 percent over the same period. 6500 6500
While low mortgage rates have allowed housing to remain affordable
; _ B ; $400 L $400
relative to long r1.1n norms (pottom chart), affordablllty has' fallen in re(?gnt 90 92 94 95 98 00 02 04 06 08 10 12 14 16 18
years as home prices have risen faster than incomes. Housing affordability
will likely continue to edge lower in 2017 as the effects of steeper borrowing Housing Affordability Index vs. Mortgage Rate
costs settle in and tight supplies continue to fuel price gains. 220 16%

Rising Mortgage Rates Are the Latest Headwind for Housing 200 &

T 14%
While we note that mortgage rates remain low relative to historical
standards (bottom chart), the higher interest rate environment that we now
anticipate likely will create roadblocks for the still-slowly recovering
housing market. We do not expect home sales to falter as a result of rising 140 |
mortgage rates; however, the greater cost burden will likely squeeze some
potential first-time homebuyers out of the market. This is notable, as
homeownership is already trending near all-time lows as more people 100 Ny
choose to rent. We now look for the pace of new and existing home salesto 1 Housing AfordabiTey Tndex: Ot & 1703 (Lef As) 1 s
slow modestly in 2017, with sales rising roughly 6 percent and 2.5 percent o e Chato: Mo & 5 770 CRight Axis)
year over year, respectively. ]
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Source: FHLMC, Federal Reserve Board, National Association of Realtors and Wells Fargo Securities

*Calculation assumes 20 percent down payment.
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Wells Fargo U.S. Interest Rate Forecast

Actual Forecast
2016 2017 2018
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
Quarter End Interest Rates

Federal Funds Target Rate 0.50 0.50 0.50 0.75 0.75 1.00 1.00 1.25 1.25 1.50 1.50 1.75
3 Month LIBOR 0.63 0.65 0.85 1.05 1.05 1.25 1.25 1.50 1.50 1.75 1.75 2.00
Prime Rate 3.50 3.50 3.50 3.75 3.75 4.00 4.00 4.25 4.25 4.50 4.50 4.75
Conventional Mortgage Rate 3.69 3.57 3.46 4.12 4.13 4.15 4.17 4.19 4,22 4.26 4.30 4.35
3 Month Bill 0.21 0.26 0.29 0.49 0.57 0.78 0.84 1.02 1.10 1.25 1.30 1.55
6 Month Bill 0.39 0.36 0.45 0.62 0.69 0.88 0.94 1.12 1.20 1.35 1.40 1.65
1 Year Bill 0.59 0.45 0.59 0.82 0.86 1.02 1.08 1.38 1.46 1.58 1.65 1.79
2 Year Note 0.73 0.58 0.77 1.14 1.17 1.33 1.40 1.66 1.73 1.86 1.91 2.03
5 Year Note 1.21 1.01 1.14 1.86 1.91 1.99 2.06 2.21 2.27 2.37 2.41 2.51
10 Year Note 1.78 1.49 1.60 2.42 2.45 2.48 2.51 2.54 2.58 2.63 2.68 2.74
30 Year Bond 2.61 2.30 2.32 3.09 3.16 3.22 3.28 3.34 3.41 3.49 3.57 3.66

Forecast as of: December 8, 2016

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

2016 2017 2018

Change in Real Gross Domestic Product

Wells Fargo 1.8 2.2 2.2

FOMC 1.7to 1.9 1.9to 2.2 1.8to 2.1
Unemployment Rate

Wells Fargo 4.8 4.6 4.5

FOMC 4.7 to 4.9 4.5to 4.7 4.4 to 4.7
PCE Inflation

Wells Fargo 1.5 2.2 2.3

FOMC 1.2to 1.4 1.7to 1.9 1.8 to 2.0
"Core" PCE Deflator

Wells Fargo 1.8 2.0 2.1

FOMC 1.6to 1.8 1.7to 1.9 1.9to 2.0

Forecast as of: December 8, 2016

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: September 21, 2016

Source: THS Global Insight, Bloomberg LP, Federal Reserve Board and Wells Fargo Securities
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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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