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Economic Risks Remain Weighted to the
Downside Because of Stubborn Inflation

Dampened affordability and low inventory impacting sales and originations
while prices remain solid, for now.

Recent data suggest the glass is more than half full: a growing economy, a strong labor market,
and relatively resilient first-time homebuyer demand despite poor affordability. Below we
summarize key recent developments, then provide our opinion on the outlook as well as a
breakdown on the topic of inflation.

Recent developments in the U.S. economy

GDP grew at a 1.1% annualized rate in the first quarter of 2023, according to the U.S. Bureau of Economic
Analysis” advanced estimate. That was a decline from the revised estimate of 2.6% annual growth in the
fourth quarter of 2022. This represents three consecutive quarters of positive GDP growth following

two quarterly declines in the first and second quarters of 2022. While many people use two consecutive
quarters of negative GDP growth as a rule of thumb for determining a recession, it is clear from recent
economic data that the U.S. economy did not enter a recession in 2022, and at least through the first
quarter of 2023 remains on the path of modest growth.

However, concerns about the future path of economic growth remain elevated. Despite the positive
topline GDP growth number for the first quarter of 2023, there remains some cause for concern. Housing
continues to be a drag on the economy. Residential investment subtracted from growth again in the first
quarter, marking the eighth consecutive quarter that residential investment’s contribution to GDP growth
was negative. Housing has traditionally been a strong predictor of broader economic growth. Exhibit 1
(following page) shows that since 1970, every time residential investment subtracted from growth for
five or more consecutive quarters, a recession soon followed.

Most of the incoming data points to a strong labor market, though there are some signs of a potential
cooldown. The U.S. economy added 253,000 jobs in April, and the unemployment rate dropped to 3.4%
equaling the lowest rate in more than 50 years. Although job openings pulled back by 384,000 to 9.6
million, there is still more than one job available for each unemployed person, as indicated by the job
openings to the unemployed ratio, which in March was at 1.64. However, layoffs and discharges jumped
by 248,000 to 1.8 million in March, signaling that the red-hot U.S. labor market may be starting to cool off.
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Economic risks remain weighted to the downside largely because inflation remains stubbornly high.
Though the rate of consumer price inflation has fallen, inflation rates are still far above the Federal
Reserve's target of 2% inflation. In addition, some of the most recent inflation indicators, the Employment
Cost Index and the core PCE price index came in stronger than expected.

EXHIBIT 1

Residential investment’s contribution to percent change in U.S. real gross domestic product

(Percentage points at seasonally adjusted annual rate)
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Source: U.S. Bureau of Economic Analysis, Table 1.1.2. Contributions to % Change in Real Gross Domestic Product.

Recent developments in the U.S. housing market

Higher mortgage interest rates remain a significant challenge for the housing market in the current
seasonal peak in homebuying activity in April-May. The National Association of Realtors (NAR) reported
that existing home sales fell 2.4% month-over-month and 22% year-over-year to 4.44 million units in
March 2023. The housing market continues to be challenged by low inventory levels of for-sale homes.
For example, NAR indicated that the months’ supply of homes available for sale was just 2.6 months, and
on average properties remained on the market for 29 days in March. Additionally, Exhibit 2 shows that
the total single-family homes for sale (new and existing) is near historic lows at 1.5 million units.

Little relief for inventory will come from newly constructed units. Housing starts were also down in
March, with Census and HUD jointly reporting that starts were at 1.42 million in March 2023, down 0.8%
month-over-month and 17% year-over-year. Cumulatively, 2023 single-family housing starts had the
slowest first quarter since 2019.
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Confidence in the future path of the housing market remains low, with the National Association of Home
Builders reporting a Housing Market Index reading of 45 in April 2023. Anything under 50 in that index
indicates negative sentiment on balance. The overall index was weighed down by a weak homebuyer
traffic rating of 31, while the current sales conditions subindex was mildly positive at 51 and the future
sales expectation subindex was exactly balanced between positive and negative at 50.

While transaction volumes remain low compared to a year ago, and sentiment is mixed, home prices
have gone from modest declines to modest increases in the latest data. Per the latest report from FHFA,
the national Purchase-only House Price Index was up 0.5% in February after seasonal adjustment. The
S&P Corelogic Case-Shiller 20-city Composite Home Price Index was also positive in February 2023.
There is a high degree of uncertainty around these estimates, given that the recent market volatility has
been larger than usual and seasonal adjustments remain challenging in a shifting market. Signals are
pointing to the potential beginnings of a return to modest growth in house prices nationally. However,
our own approach to forecasting house prices remains conservative, and our corporate forecast
(described below) calls for modest declines in house prices over the next two years.

EXHIBIT 2

Total homes for sale

(Monthly, # thousands of units, seasonally adjusted)
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Source: National Association of Realtors (NAR) & U.S. Census Bureau: New Residential Sales.
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Recent developments in the U.S. mortgage market

In the week of May 4, 2023, the U.S. weekly average mortgage interest rate in our Primary Mortgage Market
Survey® was 6.39% for the 30-year fixed. This is up 1.12 percentage points from a year ago, but down from
the peak of 7.08% in the week of November 10, 2022. After peaking last fall, mortgage rates have been
drifting mostly sideways staying in the range of 6 to 6.5%. This is welcome stability for the housing market
that saw a record increase in mortgage rates during the calendar year 2022.

Though mortgage rates are substantially higher than they have been on average over the past decade,
from an historic perspective rates are about average. For example, since starting on April 4th, 1971,
Freddie Mac conducted 2,718 weekly surveys and 62.5% of the time mortgage rates were at least as
high as they are now.

The suddenness of last year's rate increase creates some challenges for the mortgage market. As seen
in Exhibit 3 (following page), very few mortgage loans are now in-the-money for a refinance, with only
about $60 billion out of over $7 trillion of 30-year mortgages securitized in Freddie, Fannie or Ginnie
Mortgage-Backed Securities anywhere close to in-the-money for a rate-and-term refinance. In addition,
if we look at aggregate statistics for outstanding residential mortgages as of the fourth quarter of 2022
from the FHFA's National Mortgage Database, nearly 2 out of 3 had an origination interest rate of 4% or
less. Interest rate lock-in is impacting the resale market by keeping some potential move-up or move-
down homebuyers on the sidelines. Thus, listings are down substantially as well as sales, helping keep
inventory relatively tight and remodeling activity high.

With unemployment low and household income still buoyed from excess savings relative to historical
averages, mortgage performance remains good on aggregate. Per the latest National Delinquency
Survey from the Mortgage Bankers Association, as of the 4th quarter of 2022 only 1.38% of all mortgage
loans serviced were 90 days or more past due or seriously delinquent. Among conventional loans, less
than 1% were seriously delinquent, while the rate for FHA
loans was 3.39% and for VA loans was 1.75%. According
to our Monthly Volume Summary for March 2023, Freddie
Mac seriously delinquent rates were just 0.62%, down
from 0.66% in February. Though mortgage rates are

substantially higher than they

have been on average over

the past decade, from an

historic perspective rates are
about average.
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EXHIBIT 3

Outstanding 30-year conforming balance by coupon

$ Trillions
Marginally in-the-money
QOut of-the-money 6% < coupon Deep-in-the-money
coupon < 6% ~ $6.7 trillion < 7% ~ $0.05 trillion coupon > 7% ~ $0.93 billion
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Source: Bloomberg as of 4/10/2023
Conforming includes Freddie Mac, Fannie Mae, Ginnie Mae 30-year fixed MBS Outstanding (UMBS, GNMAT, GNMA 2).

The outlook

In this section we provide a qualitative narrative outlook. In addition to commenting on a broad array of issues,
including the macroeconomy, we focus on the housing and mortgage market, particularly on home sales,
house prices, and mortgage originations. This replaces the quantitative forecast table we used to publish.

General economy, rates, inflation

Our baseline outlook does not include a recession. Instead, our view is based on an economy that slows and
sees a modest uptick in unemployment, while inflation continues to moderate. In this scenario, long-term
interest rates move largely sideways, staying in a range similar to where rates are today, perhaps moving up
or down by around half a percentage point.

Home sales

Higher mortgage interest rates have substantially dampened affordability and will continue to weigh on
home sales. With so many existing homeowners locking in low mortgage rates, inventory will remain a
challenge as fewer people list homes. Additionally, if the economy avoids a recession, unemployment will
not spike, and forced selling will also not spike. A stable interest rate environment will enable home sales to
level off and gradually resume modest growth, although it will likely be several years before volumes return
to the heights we saw in 2021.
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Home prices

While home prices have been positive in most markets, it is still too early to fully separate the signal from
the noise, and employment is likely to weaken, so we maintain a cautious outlook for prices. Our official
corporate forecast calls for house prices to fall 2.9% over twelve months through Q1 of next year and an
additional 1.3% over the subsequent twelve months.

Mortgage originations

With so few mortgages in-the-money for a rate refinance, refinance origination volumes will remain low.
Mortgage rates would have to fall substantially to bring a large number of refinances. But as rates ebb and
flow, some opportunities will present themselves and a trickle of refinances will flow through. There also
remains refinance demand for non-rate-related reasons, such as the cancellation of FHA Mortgage Insurance
Premiums by refinancing into a conventional loan and term extension. On the purchase side, low levels of
home sales coupled with falling national house prices will likely keep home purchase originations flat this
year. But, as home price growth turns positive and home sales gradually rise, purchase originations will
resume modest growth in the second half of this year and into the next.

MAY 2023 SPOTLIGHT: INFLATION
Inflation diffuses to more ‘sticky’ consumer price segments

After hitting 40-year highs in 2022, inflation has turned the corner and
started to decline. The Consumer Price Index (CPI) in March 2023 rose 0.1%
over the month and 5% over the year to register the smallest annual increase
since May 2021. The increase was led by shelter inflation which increased
0.8% over the month and 8.1% over the year and accounted for over 70% of
the increase in the headline index for all items. Other components such as
energy, used cars and medical care declined over the month.

While the CPI basket is constructed to represent the average U.S. consumer, -
some items are purchased more frequently and thus are more salient in

consumers’ minds. For example, many goods and services like groceries or

gas are bought nearly every week. On the other hand, many items, such as

airline tickets and durable goods like used cars, washing machines, etc., are
only bought infrequently. Finally, the costs of some goods and services are

locked in over a long time through a contract, including things like motor
vehicle insurance and leases, and rents.

To better understand how inflation has moved over time, we group the various items in the consumer
basket that the BLS uses to compute the CPI index into three groups based on the frequency of their
purchase: Frequent, Infrequent, and Contractual.' The time series trends for these groups are presented
in Exhibit 4.

1 We exclude some components for which data is not available. These add up to 0.012% of the total weight for the overall CPl basket. Frequent purchases
are made regularly—mostly on a monthly basis—and include goods and services like food, utilities, domestic services, personal services, internet, and
telephone services. Infrequent purchases occur few and far between and include vehicles, apparel, household furnishings, computers, etc. Contractual
purchases consist of components for which contracts are written—usually on an annual basis—and include rent, health and vehicle insurance.
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While overall CPl growth averaged 2% over the nine-year period prior to the pandemic, inflation for
frequent purchases only averaged 1% growth over the same period. This slow growth was mainly the
result of lower growth in the prices of motor fuel, internet, and telephone services. During the same
period, inflation for infrequent and contractual purchases marginally pulled up the CPI, averaging growth
of 2% and 3%, respectively. During the mid-2010s, because of lower inflation for frequently purchased
goods and services, overall inflation remained relatively stable. During the peak of price growth, the
prices of frequent purchases increased roughly 15% on a year-over-year basis. However, in recent
months, as the price of energy, medical care, fuels, and utilities comes down, we see that the increase in
the frequent purchases component of CPIl has been falling. On the other hand, unfortunately, as shelter
inflation continues to increase, it is pushing up inflation for contractual purchases.

EXHIBIT 4

Consumer Price Index by frequency of purchase

(Year-over-year % change)
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Source: BLS, Freddie Mac Economic and Housing Research group calculations.
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EXHIBIT 5:

Core inflation: CPI: All items less food and energy

(Year-over-year % change)
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Source: BLS, Zillow, Apartment List, Freddie Mac Economic and Housing Research group calculations.

The BLS measures the shelter component of inflation in the CPI by using a sample of all rental units,
regardless of whether the rent was reset during the sample period. By construction, this causes the CPI
shelter index to lag market-based measures of rent that capture the rents of newly leased units. During
periods of accelerating/decelerating rents, market-based measures of rents on newly leased units will
adjust faster than the rent on all units while official measures tend to lag. Because shelter has such a high
weight in the overall CPI, this builds in substantial inertia in the official inflation statistics. By substituting
market-based measures of rent into the “core” CPI for all items, less food and energy, we can get a sense
of how large the impact is.

In Exhibit 5, we present an alternative core CPl and energy measure that replaces the rent component
with the Apartment List Rent Index (ALRI) and the owner equivalent rent with the Zillow Rent Index
(ZORI).? This alternative measure of rents showed much larger inflation in 2021 and early 2022, peaking
at 11.5% in February 2022 vs. the peak in the published core CPIl of 6.6% in September of 2022. In the
latest data for March 2023, the published core CPl was 5.6% versus only 4.4% in our alternative measure.

The alternative index presented in Exhibit 5 shows that official inflation measures may be overstating
the rate at which prices are increasing in recent months. But it also shows that even after adjustment,
the core CPl is increasing at a rate far above the rate of inflation consistent with the Federal Reserve's
definition of price stability.

2 Asimilar alternative measure was suggested by Harvard economist and former CEA chair Jason Furman in a series of tweets. We compute the core CPIl by
using the following formula: Core CPl,,,, = Core CPlg s — Woer * CPlpgr — Wyent * CPlLegny + Wogg ¥ ZORI + Wygpy * ALRI

U.S. Economic, Housing and Mortgage Market Outlook | May 2023 8



A\

Prepared by the Economic & Housing Research group

Sam Khater, Chief Economist

Len Kiefer, Deputy Chief Economist

Rama Yanamandra, Macro & Housing Economics Manager
Ajita Atreya, Macro & Housing Economics Manager

Penka Trentcheva, Macro & Housing Economics Senior
Genaro Villa, Macro & Housing Economics Professional
Brandon Recto, Analyst

www.freddiemac.com/research

Opinions, estimates, forecasts, and other views contained in this document are those of
Freddie Mac’s economists and other researchers, do not necessarily represent the views

of Freddie Mac or its management, and should not be construed as indicating Freddie Mac’s
business prospects or expected results. Although the authors attempt to provide reliable,
useful information, they do not guarantee that the information or other content in this document
is accurate, current, or suitable for any particular purpose. All content is subject to change
without notice. All content is 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 or its content is strictly prohibited.

© 2023 by Freddie Mac

U.S. Economic, Housing and Mortgage Market Outlook | May 2023 9



	May 2023 Forecast: Economic Risks Remain Weighted to the Downside Because of Stubborn Inflation
	Recent developments in the U.S. economy 
	Recent developments in the U.S. housing market 
	Recent developments in the U.S. mortgage market 
	The outlook 
	General economy, rates, inflation 
	Home sales
	Home prices
	Mortgage originations

	Spotlight: Inflation Inflation diffuses to more ‘sticky’ consumer price segments

