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Interest Rates Headed Higher. What that Means  
for Housing. 

Interest rates surged higher over the past two weeks following the U.S. presidential 

election. The 10-year Treasury closed at 2.35 percent on November 18, 2016, up 

over 50 basis points since the close on November 8. Higher rates have been driven 

by higher than expected inflation and the near certainty the Federal Reserve Open 

Market Committee (FOMC) will raise the federal funds rate at their December 

meeting. As of November 14, the implied probability of a rate hike in December  

rose to 92 percent, up from a low of 7.7 percent on June 27, 2016.

Not only has the likelihood of a December 
rate hike increased, but expectations for 
future rate increases have shifted as well. 
The median expectation amongst FOMC 
members for the appropriate level of the 
federal funds rate was significantly higher 
than the probability implied by futures 
markets at the time of the last FOMC press 
conference in September. In recent years 
the FOMC median has been consistently 
above market expectations, and over time 
the FOMC expectation has drifted down 
towards market expectations. In November, 
that trend reversed with market implied 
expectations for the federal funds rate 
shifting up.

Forecast Snapshot (November 2016)

Summary (annualized) 2015 2016 2017

30-year PMMS (%) 3.9 3.7 4.1

Total home sales (M) 5.75 5.97 5.75

House price growth (%) 6.1 5.9 4.7

Total originations ($B) 1,750 2,000 1,505
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We expect that interest rates will have more modest increases in store and that mortgage rates 
throughout 2017 will be significantly higher than what we thought last month. How will that impact 
the economic and housing market outlook? To give us some idea of what to expect, we examine a 
recent episode when rates rose unexpectedly.

How did housing respond to the Taper Talk?

In 2013, following the “Taper Talk,” mortgage interest rates rose by a full percentage point from 3.5 
percent in May to 4.5 percent in September. We can look back at this experience to get an idea of 
how housing and mortgage markets might respond to recent rate increases. We saw the following 
trends at the time of the Taper Talk, summarized in Exhibit 1, and discussed below.

House price growth slowed

House price growth slowed following  
the rise in interest rates. According to 
the Freddie Mac house price index, on 
an annualized monthly basis house price 
appreciation fell from 12.5 percent in 
May 2013 to 7.1 percent in September  
of that year. While some of the slowdown 
in house price growth was expected, 
higher rates certainly helped to slow 
house prices.

Home sales dropped

Home sales declined by about 30,000 
units (at a seasonally-adjusted annual 
rate). Because many transactions were 
already in the pipeline when rates rose, 
it took several months before home 
sales responded to higher rates. By 
January 2014, existing home sales fell an 
additional 400,000 units.

Housing starts stalled

Single-family housing starts did not drop as much as existing home sales when rates rose in 2013. 
However, the positive momentum reflected in double-digit percentage gains in single-family housing 
starts stalled following the Taper Talk.

Exhibit 1

Changes in housing market activity in 2013 

Variable May 
2013

Sep 
2013 Change

10-year Treasury (%) 1.93 2.81 + 0.88

30-year Fixed Mortgage (%) 3.54 4.49 + 0.95

Housing Starts (millions, SAAR) 0.92 0.86 - 0.06

Total Home Sales (millions, SAAR) 5.57 5.54 - 0.03

Freddie Mac House Price Index  
(% change annualized rate) 12.5 7.1 - 5.4

Refinance Originations  
(monthly, $ billions) 125 53

- 71 

-57%

Source: Federal Reserve, Freddie Mac, Census/HUD, National Association of Realtors, 

FFIEC (HMDA data for mortgage originations).
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Refinance originations plummeted

The most immediate impact of the Taper Talk was a sharp contraction in refinance mortgage activity. 
In the months prior to the Taper Talk, monthly refinance origination volume averaged about $130 
billion per month, but following the rate increases, monthly volume fell more than 50 percent and 
only recovered after rates declined again throughout 2014 and into 2015.

The outlook for 2017

In 2017, we expect to see some 
additional interest rate increases 
following the recent movements. Much 
like in 2013, we expect housing markets 
to respond negatively to higher rates. 

Higher mortgage rates will drive down 
homebuyer affordability, dampening 
demand and weakening home sales, 
softening house price growth, and 
slowing the growth in new home 
construction. Mortgage market activity 
will be significantly reduced by higher 
rates. Exhibit 2 at right summarizes our 
forecast for 2016 and 2017.

Economic growth improves

It’s unclear exactly what fiscal policy will 
look like in the Trump administration. Our 
working assumption is that some sort 
of fiscal stimulus will be passed in early 
2017 that includes a mixture  
of infrastructure spending and tax cuts. 
This stimulus along with rising business confidence will result in higher real economic growth than in 
our prior forecast. However, the increase in interest rates will likely subtract from growth. Absent any 
firm evidence on the details of policy proposals, we assume that these two forces will offset each 
other and economic growth for 2017 will average 1.9 percent for the full year.

Exhibit 2

Forecasted changes in housing market activity (2016 to 2017)

Variable 2016 (E) 2017(F)
Change 
(2016 to 

2017)

10-year Treasury (%, 4th quarter) 2.3 2.9 + 0.6 pp

30-year Fixed Mortgage  
(%, 4th quarter) 3.8 4.2 + 0.4 pp

Housing Starts (Full year, millions) 1.16 1.26
+ 0.1 

+8%

Total Home Sales  
(Full year, millions) 5.97 5.75

- 0.22 

-4%

Annual House Price Change (%) 5.9 4.7 - 1.2 pp

Refinance Mortgage Originations 
(Full year, $ trillions) 0.9 0.4

- 0.5 

-55%

Source: Freddie Mac November 2016 Economic Outlook
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Inflation ticks higher

Headline Consumer Price inflation, as measured by the Consumer Price Index, has been ticking 
higher in recent months, averaging 0.3 percent month-over-month in September, and up 1.5 
percent on a year-over-year basis from September 2015 to September 2016. Recent trends and the 
increased likelihood of expansionary fiscal policy next year indicate inflation is likely headed higher. 
For the full year 2017, we expect consumer price inflation to average 2.2 percent.

Labor market steady 

The unemployment rate has held steady at about 4.9 percent, and we expect that to persist into 
next year. Hiring and job gains have slowed, but the labor market is close to full employment. The 
recent slower pace of hiring is consistent with a labor market at full employment. We expect that by 
the fourth quarter of 2017 the unemployment rate will reach 4.7 percent.

Rates headed higher, but not too much higher

The recent increases in interest rates are likely to stick, but we don’t expect to see substantially 
higher rates absent some major shock or shift in economic policy. There’s a near consensus 
amongst analysts that our call of a December rate hike will hold true. What’s uncertain is the 
pace of increases in 2017. We saw the FOMC hold off on increasing rates for most of 2016 after 
hiking in December 2015. We don’t expect the same to occur in 2017. With the labor market at full 
employment and inflation showing signs of picking up, we anticipate the FOMC will move more than 
once in 2017 pushing short-term interest rates higher, with the 1-year Treasury rate reaching 1.5 
percent by the fourth quarter of 2017.

Housing market activity cools off

Rising interest rates will exacerbate growing affordability challenges in many markets. Even prior 
to the recent interest rate movements, we’ve seen housing market activity start to level off, with 
single-family housing starts flat lining for most of 2016 and existing home sales starting to lose some 
momentum. Regardless, 2016 will still end up being the best year for home sales in a decade, but 
2017 will be hard pressed to match those levels.

With limited new supply coming online, new home sales will only increase slightly, and existing home 
sales are likely to decline next year as affordability becomes a challenge. We expect total housing 
starts will reach 1.16 million in 2016. For 2017, higher mortgage rates will slow the pace to about 1.26 
million starts, still far short of long-run demand of 1.6 to 1.7 million units. 
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Total home sales will decline about 220,000 units from 2016 to 2017. New homes sales will rise, but 
not enough to offset declines in existing home sales. 

Home price momentum keeps price growth in 2017

Home prices have been rising at about a 6 percent annual pace for the past two years. Higher 
mortgage rates will contribute to moderation in house price growth. We expect to see house price 
appreciation rise at about a 4.7 percent annual rate in 2017.

Mortgage originations get crushed

While housing market activity will be able to weather slightly higher rates without a major correction, 
mortgage activity will be dramatically impacted by higher rates, particularly refinance originations. 
From 2013 to 2014, single-family refinance mortgage originations declined 54 percent following the 
Taper Talk rate increases. This time around, we anticipate refinance originations will decline by 53 
percent from 2016 to 2017. Total mortgage originations will equal $1.5 trillion in 2017, down from $1.7 
trillion in our October forecast.
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November 2016 Economic & Housing Market Forecast 

As of 11/21/2016 2016 2017 Annual Totals

Indicator Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 2015 2016 2017 

Real GDP (%) 0.8 1.4 2.0 2.1 1.9 1.9 1.9 1.9 1.9 1.8 1.9 

Consumer Prices (%) a. -0.3 2.5 1.6 2.0 1.9 2.1 2.3 2.5 0.4 1.5 2.2 

Unemployment Rate (%) b. 4.9 4.9 4.9 4.8 4.8 4.8 4.7 4.7 5.3 4.9 4.8 

30-Year Fixed Mtg. Rate (%) b. 3.7 3.6 3.5 3.8 4.0 4.1 4.2 4.2 3.9 3.7 4.1 

5/1 Hybrid Treas. Indexed ARM Rate (%) b. 2.9 2.8 2.8 3.1 3.3 3.4 3.5 3.5 2.9 2.9 3.4 

10-Year Const. Mat. Treas. Rate (%) b. 1.9 1.8 1.6 2.1 2.3 2.4 2.5 2.6 2.2 1.9 2.5 

1-Year Const. Mat. Treas. Rate (%) b. 0.6 0.6 0.6 0.7 0.9 1.0 1.3 1.5 0.3 0.6 1.2 

Housing Starts c. 1.15 1.16 1.14 1.20 1.22 1.25 1.27 1.30 1.11 1.16 1.26

Total Home Sales d. 5.83 6.07 5.98 6.00 5.70 5.73 5.75 5.80 5.75 5.97 5.75

FMHPI House Price Appreciation (%) e. 1.6 1.3 1.6 1.2 1.2 1.2 1.1 1.0 6.1 5.9 4.7

1-4 Family Mortgage Originations f.

 - Conventional $290 $410 $492 $391 $205 $349 $341 $241 $1,344 $1,567 $1,136

 - FHA & VA $95 $125 $103 $94 $95 $101 $89 $84 $406 $433 $369

 - Total $385 $535 $595 $485 $300 $450 $430 $325 $1,750 $2,000 $1,505

Refinancing Share - Originations (%) g. 55 49 50 47 35 31 27 20 45 47 28

Residential Mortgage Debt (%) h. 0.8 2.4 3.7 4.0 4.0 4.0 4.0 4.0 1.5 2.7 4.0

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.

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

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

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

d. 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).

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); conventional for 2014 are Freddie Mac estimates.

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).

Forecasted Figures

Historical Data
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Prepared by the Economic & Housing Research group

www.freddiemac.com/finance

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. 

© 2016 by Freddie Mac.
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