A
FreddieMac

Economic & Housing Research Outlook

FEBRUARY 2018

Will the New Tax Bill Dampen the Industry?

Mortgage rates entered 2018 below four

percent for the 30-year fixed rate mortgage, Forecast Snapshot (February 2018)
but have been surging through the first two
months of this year, following the 10-year Summary (annualized) 2017 2018 2019
U.S. Treasury yields higher. The 10-year
Treasury reached its highest level since 30-year PMMS (%) 4.0 4.6 5.1
January 2014 in recent weeks. As of
February 22, the rate on the latest U.S. Total home sales (M) 6.12 6.35 6.45
weekly average 30-year fixed mortgage
rate was 4.40 percent, up 0.45 percentage House price growth (%) [a 5.7 46
points since the start of the year. Over the

Total originations ($B) 1,850 1,740 1,780

past few years, we've had episodes (the
Taper Tantrum in the spring of 2013, the
summer of 2015, and following the U.S.

election in the fall of 2016)

Exhibit 1 where mortgage rates
surged over four percent,
U.S. weekly average 30-year fixed mortgage rate (%) only to fade off their
Recent periods of rapid mortgage rate increases were followed by declines local peaks back below
4 percent (Exhibit 1).
50 _ But perhaps things will
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Open Market Committee has begun raising

its benchmark federal funds rate while also
working to unwind its large portfolio of long-
term assets. On the Fiscal Policy side, the Tax
Cuts and Jobs Act of 2017 lowered taxes, while
recent budget proposals laid the groundwork
for a surge in deficit-financed government
spending. Monetary and fiscal policy are
working together to drive interest rates higher.

If rising rates are accompanied by a strong
labor market and rising incomes, U.S. housing
markets should show modest growth in 2018
and 2019. This expectation is reflected in our
latest forecast. While existing home sales

may struggle to top their best-in-over-a-
decade 2017 performance, new home sales
should provide enough growth to push total
home sales in the U.S. modestly higher in
2018. Housing construction continues to lag
demand by a wide margin, so we expect to
see housing starts grind higher in 2018. House
prices have also been accelerating. The most
recent release of the Freddie Mac House Price
Index shows U.S. house prices increased
7.1% from December 2016 to December

2017. With construction ramping up slowly to
meet demand, house prices should continue
to increase, though the pace of growth may
moderate as higher interest rates pinch
affordability and the tax bill shifts the balance
between buy and rent.

How will the Tax Cuts and Jobs Act of
2017 affect home prices?
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Refinancing Activity

According to Freddie Mac’s Quarterly Refinance
Statistics, in the fourth quarter of 2017, “Cash-
out” borrowers — those that increased their loan
balance by at least five percent — represented 63
percent of all refinance loans. This was up from
44 percent a year earlier, but still lower than the
89 percent registered in the third quarter of 2006.
Adjusted for inflation in 2017 dollars, in the fourth
quarter, an estimated $14.8 billion in net home
equity was cashed out during the refinance of
conventional prime-credit home mortgages, down
from $19.0 billion a year earlier and substantially
less than the peak cash-out refinance volume of
$102.3 billion during the second quarter of 2006.

Borrowers who refinanced their first lien mortgage
in the last quarter of 2017 reduced their interest
rates about 65 basis points on average, down
from about 105 basis points at the end of 2016
and much lower than the almost 190 basis points
reduction during the second quarter of 2013.
Many of the refinances during the last quarter of
2017 were not for rate reduction, but rather for
cashing out equity in order to consolidate other
higher interest debt or pay other bills or for home
improvements. The average dollar volume cashed
out in the last few quarters is about $55,000

on average, 10 percent smaller compared to

the 2006 and 2007 peak cash-out periods (not
adjusted for inflation).

Last month we gave you a high-level overview of the effect of the Tax Cuts and Jobs Act of 2017.
Let’s explore the implications of the tax bill on housing markets in more detail.

Consider two families, the Smiths and the Johnsons, who are in the market to buy a house. The
Smiths are a median-income family of three from Mississippi while the Johnsons are a high-income
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Exhibit 2
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lllustrative example to highlight impact of tax bill

Smith

Mississippi

Johnson
New Jersey

Income for family of three $42,000 $300,000
Home value (4X income) $168,000 $1,200,000
20 percent down payment $33,600 $240,000
Mortgage amount $134,400 $960,000
Estimated mortgage interest paid over 12-month period | $5,806 $41,472
Estimated property tax# $1,445 $27,720
Estimated home owners insurance (.375%) $630 $4,500
Foregone interest on down payment (3%) $1,008 $7,200
Repairs and maintenance over 12-month period (1.5%) | $2,520 $18,000
House value appreciation over a 12-month period (3%) | $5,040 $36,000
Charitable giving (2% of income) $840 $6,000
State taxes (5% of income above $25,000) $850 $13,750
2017 Standard deduction $12,700 $12,700
2017 Taxable Income $17,150 $198,908
2018 Standard deduction $24,000 $24,000
2018 SALT Cap $10,000 $10,000
2018 Child Tax Credit $2,000 $2,000
2018 Taxable Income $16,000 $250,094
2017 Income Tax $1,715 $55,694
2018 Income Tax $1,600 $60,022
Difference between 2017 and 2018 tax deduction $115 ($4,328)
Total tax saving for a homebuyer under 2017 tax laws | $0 $32,779
Total tax saving for a homebuyer under 2018 tax laws | $0 $5,738

* Assuming a 4.32% interest rate and a 30-year fixed-rate mortgage.

# Property tax = 0.86% in Mississippi and 2.31% in New Jersey.!?

family of three from New
Jersey. Exhibit 2 provides

a summary of the various
payments and taxes they
would face if they buy a home
which is valued at four times
their income.!

Exhibit 2 shows that the
change in the tax laws would
have little impact on the
Smith’s taxable income and
thereby does not stand in the
way of their homeownership
decision. On the other hand,
for the Johnsons, who were
itemizing their deductions, the
impact of the tax reform would
be much higher.* Their taxable
income would go up by around
$50,000, due to the cap on
the deductibility of state and
local taxes. The new reduced
tax rates and child tax credit
will not offset the increase in

1 The methodology for this exercise
has been adopted from Edward
Golding, Urban Institute study.
https:/www.urban.org/urban-wire/
many-tax-reform-will-make-renting-
more-attractive-owning-home

2 http:/realtormag.realtor.org/
daily-news/2017/04/06/10-states-
highest-property-tax-rates

3  https://www.usatoday.
com/story/money/
personalfinance/2017/04/16/
comparing-average-property-taxes-
all-50-states-and-dc/100314754/

4 According to a study by Zillow,
only around 14 percent of homes in
the U.S. are worthy enough for a new
homebuyer to benefit from itemizing
deductions; down from 44 percent
under the previous tax regime.
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taxable income. The tax saving for the Johnsons for owning a home in New Jersey would go down
from $33,000 to $5,000 under the new tax bill as compared to the earlier one. They might put off
buying a home for longer than they would have if tax reform had not been undertaken.

Let’s suppose that the entire amount of tax savings lost under the change in tax law directly
lowered home prices by the same amount of tax savings lost. In that case, the reduction in house
prices would be less than a one percentage point decline for the Johnsons’ market. And most
parts of the country would have a much lower impact. This is a specific example to show how
tax reform would impact house prices. We can generalize the Smith and Johnson cases using a
simplified version of the user cost equation, expressed as follows:

User Cost = (1—0511) r+ (1—0521) p +other terms

o is the amount of income tax that can be deducted
"o, is the amount of property tax that can be deducted from the taxes
= T is the marginal tax rate

= r is mortgage rate

P is the property tax

= other terms are the other terms which affect user cost

Under the new tax regime, the user cost can be expressed as

User Cost = (1—0{‘11‘) r+ (1—06‘21‘) p +other terms

Now the change in user cost that an individual faces is:  AUser Cost = A(alf)r + A(O{ZT)p
(We assume that there is no change in the other terms that affect the user cost.)

Consider an extreme scenario where &, goes from 1 to O (i.e. from deducting the entire amount
of mortgage interest paid to not deducting anything for tax purposes). Suppose that the marginal
tax rate T = 30 percent. Further assume that property tax deductions go from &, = 1 to 0. If the
property tax rate p is 2.3 percent (approximately equal to the highest-effective property tax rate by
state in the U.S.)" and the mortgage rate is 4.3 percent, then the change in user cost would be:

AUser Cost = 0.3*4.3 + 0.3* 2.3 = 2

This means that there is a two-percentage point increase in the user cost in this hypothetical
scenario. In economic models, households compare the user cost of housing with a rental

5 The other factors affecting user costs are: repair and maintenance, house value appreciation, equity rate of return,
insurance costs, real estate taxes.
6 https:/www.attomdata.com/news/heat-maps/2016-property-tax-analysis/

February 2018 4


https://www.attomdata.com/news/heat-maps/2016-property-tax-analysis/

A
FreddieMac

Economic & Housing Research Outlook

alternative. If rents remain unchanged, then house prices may fall to reflect the decline in user cost.
This implies that the maximum direct impact of the tax reform on house prices would be around
two percentage points.

Of course, this is a simplified version. In the real world, the deduction taken and the marginal

tax rate components of the user cost are complicated functions which depend on many factors.
But even for those who do not deduct their property taxes from their income, there is a direct
impact on user cost if mortgage interest rates increase. Any increase in the mortgage rates would
affect all sections of the population and not only those who benefit from the deductions. Our
analysis confirms that the direct impact of the tax bill will be limited in terms of national house
prices. Certain markets with higher average incomes (and thus more households likely to itemize
deductions) and property tax rates may see larger direct impacts on house prices ranging as high
as around two percentage points. But the largest effect will come through higher mortgage rates,
which impacts all households.

The recent increases in the mortgage rate would increase user costs of homeownership and offset
gains in after-tax income due to reduced income taxes. The rate increases along with house price
increases are sure to weigh on affordability, particularly of first-time homebuyers. However, amidst
robust economic growth and pent-up demand for housing, we remain optimistic about the U.S.
housing market in 2018 as reflected in our latest forecast.
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Forecasted Figures

February 2018 Economic & Housing Market Forecast

Historical Data

As of 2/16/2018 2017 2018 Annual Totals
Indicator Q1 Q2 (eX] (eZ} Q1 Q2 (eX] Q4 2017 2018 2019
Major Economic Indicators

Real GDP (%) 1.2 3.1 3.2 2.6 2.9 3.1 225 2.3 2.5 2.7 21
Consumer Prices (%) a. 3.1 -0.3 2.0 3.7 21 2.2 2.3 2.4 241 2.2 258
Unemployment Rate (%) b. 4.7 4.4 4.3 44 4.0 4.0 3.9 3.8 4.4 3.9 4.0
30-Year Fixed Mtg. Rate (%) b. 4.2 4.0 3.9 3.9 4.3 4.5 4.6 4.9 4.0 4.6 5.1
5/1 Hybrid Treas. Indexed ARM Rate (%) b. 3.2 3.1 3.2 3.3 3.8 3.9 4.1 4.4 3.2 4.1 4.7
10-Year Const. Mat. Treas. Rate (%) b. 2.4 2.3 2.2 2.4 2.8 2.9 3.0 3.2 2.3 3.0 3.5
1-Year Const. Mat. Treas. Rate (%) b. 0.9 1.1 1.3 1.6 1.9 21 2.3 2.5 1.2 2.2 2.9
Housing & Mortgage Markets

Housing Starts c. 1.24 117 117 1.25 1.26 1.28 1.31 1.33 1.20 1.30 1.40
Total Home Sales d. 6.24 617 5.97 6.25 6.25 6.31 6.37 6.45 6.12 6.35 6.45
FMHPI House Price Appreciation (%) e. 1.8 1.6 1.7 1.8 15 18 1.4 1.2 74 B.1f 4.6
1-4 Family Mortgage Originations f.

- Conventional $290 $369 $388 $377 $258 $381 $385 $316 | $1,423 $1,339  $1,372
- FHA & VA $107 $106 $112 $101 $77 $114 $115 $94 $427 $401 $408
- Total $397 $475 $500 $478 $335 $495 $500 $410 | $1,850 $1,740 $1,780
Refinancing Share - Originations (%) g. 46 30 32 36 30 25 24 23 36 25 23
Residential Mortgage Debt (%) h. 2.8 3.6 4.1 4.3 4.4 4.6 4.8 4.9 3.7 4.7 5.2

Note: Quarterly and annual forecasts are shown in shaded areas; totals may not add due to rounding; quarterly data expressed as annual rates.

Annual forecast data are averages of quarterly values; annual historical data are reported as Q4 over Q4.

. Calculations based on quarterly average of monthly index levels; index levels based on the seasonally-adjusted, all-urban consumer price index.

. Quarterly average of monthly unemployment rates (seasonally-adjusted); Quarterly average of monthly interest rates (not seasonally-adjusted).

. Millions of housing units; total sales are the sum of new and existing single-family homes; quarterly averages of monthly, seasonally-adjusted levels (reported at an annual rate).

a
b
c. Millions of housing units; quarterly averages of monthly, seasonally-adjusted levels (reported at an annual rate).
d
e

. Quarterly growth rate of Freddie Mac’s House Price Index; seasonally-adjusted; annual rates for yearly data.

f. Billions of dollars (not seasonally-adjusted).

g. Home Mortgage Disclosure Act for all single-family mortgages (not seasonally-adjusted); annual share is dollar-weighted average of quarterly shares (2014 estimated).

h. Federal Reserve Board; growth rate of residential mortgage debt, the sum of single-family and multifamily mortgages (not seasonally-adjusted, annual rate).

Prepared by the Economic & Housing Research group; Send comments and questions to chief_economist@freddiemac.com.
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Opinions, estimates, forecasts and other views contained in this document are those of Freddie
Mac’s Economic & Housing Research group, do not necessarily represent the views of Freddie
Mac or its management, should not be construed as indicating Freddie Mac’s business prospects
or expected results, and are subject to change without notice. Although the Economic & Housing
Research group attempts to provide reliable, useful information, it does not guarantee that the
information is accurate, current or suitable for any particular purpose. The information is therefore
provided on an “as is” basis, with no warranties of any kind whatsoever. Information from this
document may be used with proper attribution. Alteration of this document is strictly prohibited.

© 2018 by Freddie Mac.
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