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 Bye, Bye Refi 
The strength of the employment report on Friday, May 7, leaves little doubt about the 

strength of the current recovery.  The GDP growth engine seems to be generating torque that is 

translating into job creation.  Payrolls increased by 288 thousand in April, accompanied by 

upward revisions of 66 thousand jobs in February and March.  A closer look at the pattern of job 

creation indicates strength across all sectors of the economy. Add to this a decline in the 

unemployment rate to 5.6%, and we have a situation where employment increases more than 

compensated for job seekers entering or reentering the labor force. This is good news from the 

perspective of the strength of the recovery. 

What does all this mean for Fed actions?  Governor Bernanke’s April 22, 2004 statement 

indicated that the Fed viewed the breakeven job creation rate at 120 thousand per month.  With 

strong job numbers, averaging 235 thousand per month over the last three months, this suggests a 

Fed rate hike may occur sooner rather than later. 

Yet, strong labor productivity gains give the Fed some flexibility. Productivity surged in 

the first quarter of this year by rising 3.5% quarter-over-quarter on an annualized basis, above 

the 2.4% growth rate during the period 1993-2003.  While there has been an increase in 

compensation, year-over-year unit labor costs are declining at a rate of –1.3%.  It seems safe to 

conclude that recent increases in the CPI are not likely due to increases in labor costs.   

In light of all of this data the Fed believes the “goal of price stability to have moved into 

balance,” and their current perspective is that policy accommodation can be removed at a 

“measured” pace.  This change in stance has added to the market’s expectation of rate increases 

in the near term.   

Having built in this very same set of expectations, mortgage rates have climbed from 

5.8% to 6.1% in the last month.  This change will reduce mortgage originations, primarily 

through a drop in refinancing.  In spite of this increase in rates, rising family incomes and 

improved employment conditions will lead to housing starts coming in at a healthy 1.85 million 

units and home sales close to 7.3 million units for the year.  Refinance share, however, will be a 

casualty.  The last three years have seen the refi-share of originations come in at well above 

50%.  For the first time in quite a while, refi-share is expected to come in below that threshold, at 

about 40% for 2004.  For now, it looks like “Bye Bye Refi.”  
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• Recent indicators for economic growth imply that while growth will be strong in 2004, it won’t be quite as 
strong as we originally thought due to drag from rising oil prices and smaller than expected IRS refunds.  
We are now predicting real GDP growth at 4.5% in the second quarter and 4.3% for the year.  

• Inflationary pressures aside from rising energy costs are starting to show as the economy gains traction – the 
0.4% jump in March in the consumer price index (CPI) core rate of inflation (excludes fuel and food costs) 
was the largest increase in two years. As a result we bumped our forecast for inflation as measured by the 
CPI to 2.1% in the second quarter and for the year overall. 

• On the jobs front we now have two spectacular months with huge employment gains.  In March and April, 
combined, the U.S. economy added 625,000 jobs and the unemployment rate fell back to 5.6% in April.  We 
expect this positive trend to continue, although at a slightly slower rate of jobs creation than in the past two 
months – by year’s end the unemployment rate is expected to be near 5.4%. 

• Interest rates, fueled by inflationary worries and the belief that the Fed will act sooner rather than later due 
to the steady stream of good economic news, have risen sharply in recent weeks.  Since our last outlook 
release (April 6) yields on the 10-year Treasury have risen 60 basis points, and mortgage rates for 30-year, 
fixed rate mortgages have risen 34 basis points.  Interest rates will remain highly volatile for some time, but 
the trend is expected to be a gradual rise to an average of 6.3% for conventional, conforming, 30-year, fixed 
mortgage rates by the fourth quarter and an average over all of 2004 of 6.1%. 

• Housing starts hit a 25-year peak of 1.85 million units in 2003 and should be about the same in 2004.  
However, annualized starts in the first quarter of this year exceeded last year’s total.  Low interest rates 
along with economic growth could boost 2004 home construction beyond 2003 levels. 

• Like housing starts, and for the same reasons, total home sales will be very brisk this year. We forecast total 
home sales to come in at 7.29 million units in 2004, nearly 1.5% higher than 2003 sales. 

• Housing demand remains strong while inventories of homes for sale are thin – this adds up to strong house 
price growth, especially in the land constrained coastal states.  Higher mortgage rates could eventually slow 
housing demand, but not while rates remain near 6 to 6.5%.  We expect house price growth, as measured by 
the Conventional Mortgage Home Price Index, to be 6.3% for the year.   

• The recent rise in mortgage interest rates has curtailed our estimate of the refinance share of new mortgage 
applications, and by extension, originations.  The refi share of applications is expected to drop to just 42% in 
the second quarter, down from 59% in the first quarter, and to continue falling as rates gradually rise.  
Mortgage originations should total nearly $2.4 trillion in 2004, about 46% below 2003’s record volume and 
13% below 2002 volume; however, purchase-money origination volumes should set a new record. 

• All indicators point to a relatively steep yield curve for the remainder of 2004.  That will provide consumers 
with attractive financing opportunities provided by many of the hybrid ARM products available.  We 
forecast the ARM share to remain high at an average 31% in 2004 and again in 2005. 

•  A decrease in cash-out refinance activity and slower expected house-price appreciation may bring mortgage 
debt outstanding (MDO) growth under 10% for the first time since 2000.  MDO is expected to expand at 
9.8% in 2004 and 8.7% in 2005.   
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Revised 5/7/2004 Major Economic Indicators
2003 2004 2005 Annual Totals

Indicator Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 2001 2002 2003 2004 2005 2006

Real GDP (%) 2.0 3.1 8.2 4.1 4.2 4.5 4.2 4.2 4.0 4.0 0.0 2.8 4.3 4.3 4.0 3.5

Consumer Prices (%) a. 3.9 0.6 2.3 0.7 3.6 2.1 1.4 1.4 2.0 2.2 1.8 2.2 1.9 2.1 2.3 2.5

Unemployment Rate (%) b. 5.8 6.2 6.1 5.9 5.6 5.6 5.5 5.4 5.4 5.4 4.8 5.8 6.0 5.5 5.4 5.4

30-Year Fixed Mtg. Rate (%) c. 5.8 5.5 6.0 5.9 5.6 6.0 6.3 6.3 6.4 6.4 7.0 6.5 5.8 6.1 6.4 6.6

10-Year Const. Mat. Treas. Rate (%) b. 3.9 3.6 4.2 4.3 4.0 4.5 4.8 4.8 4.9 4.9 5.0 4.7 4.0 4.5 4.9 5.1

1-Year Const. Mat. Treas. Rate (%) b. 1.3 1.2 1.2 1.3 1.2 1.5 1.8 1.9 2.1 2.2 3.5 2.0 1.3 1.6 2.2 2.7

Housing and Mortgage Markets
2003 2004 2005 Annual Totals

Indicator Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 2001 2002 2003 2004 2005 2006
Housing Starts d. 1.74 1.74 1.88 2.03 1.94 1.89 1.80 1.76 1.65 1.63 1.60 1.70 1.85 1.85 1.65 1.63
Total Home Sales e. 6.80 6.95 7.57 7.42 7.37 7.36 7.26 7.19 7.00 7.00 6.20 6.54 7.19 7.29 6.77 6.46
House Price Appreciation (%) f. 5.4 5.0 5.9 17.8 4.6 6.1 7.8 6.7 5.6 5.3 7.6 7.6 8.4 6.3 5.4 5.0
1-4 Family Mortgage Originations g.
 Conventional $787 $1,000 $1,140 $553 $530 $625 $556 $451 $385 $472 $1,900 $2,558 $3,480 $2,161 $1,789 $1,768
 FHA & VA $54 $59 $64 $54 $52 $62 $55 $45 $43 $52 $167 $187 $231 $214 $199 $196

Total $841 $1,059 $1,204 $607 $583 $686 $610 $496 $428 $525 $2,067 $2,745 $3,711 $2,375 $1,988 $1,964

ARM Share (%) h. 16 15 18 27 27 30 34 34 33 32 12 17 19 31 31 27
Refinancing Share (%) i. 77 75 57 50 59 42 34 35 36 31 57 59 65 43 33 31
Residential  Mortgage Debt (%) j. 11.1 15.5 12.7 10.7 6.1 10.4 12.2 10.5 6.8 10.3 10.3 12.4 12.5 9.8 8.7 7.4

Note:  Quarterly and annual forecasts (or estimates) are shown in shaded areas; totals may not add due to rounding; quarterly data expressed as annual rates; annual data are averages of quarterly
values.
a. Calculations based on quarterly averages of monthly index levels; based on the seasonally-adjusted, all-urban consumer price index.
b. Quarterly averages of monthly rates; not seasonally-adjusted.
c. Quarterly averages of monthly rates; not seasonally-adjusted.  Conventional, conforming, prime mortgages only.
d. Millions of housing units; quarterly averages of monthly, seasonally-adjusted levels (reported at an annual rate).
e. Millions of housing units; total sales are the sum of new and existing (detached) home sales; quarterly averages of monthly, seasonally-adjusted levels (reported at an annual rate).
f. Annualized growth rate of Freddie Mac's Conventional Home Mortgage Price Index (CHMPI).  Not seasonally adjusted.
g.  Billions of dollars (not seasonally-adjusted).
h. Federal Housing Finance Board (FHFB); quarterly averages of monthly shares of conventional, home-purchase mortgage closings; not seasonally-adjusted.
i. Primary Mortgage Market Survey; quarterly averages of monthly shares of mortgage applications; not seasonally-adjusted.
j. Federal Reserve Board; residential mortgage debt is the sum of single-family and multifamily mortgages; not seasonally-adjusted.

Prepared by Office of the Chief Economist (PTT 5/7/2004); Send comments and questions to chief_economist@freddiemac.com.




