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SUMMARY

o After a housing boom during COVID, the Fed'’s focus on raising interest rates to “fight inflation”
is having a direct, negative impact on housing and adjacent economic activity in the US. These
areas represent a meaningful 16.7% of GDP.

e Housing provides excellent forward visibility on a critical segment of the economy. When people
buy more property, they also buy goods and services associated with their homes. And the
opposite is true as well.

e With shelter prices comprising about one-third of the headline CPI, the trajectory of the housing
market will be a determining factor in the Fed’s ability to achieve price stability. Housing prices
feed through to the CPI with about a one-year lag, which means last year’'s 17.1% surge in
national home prices will keep core inflation elevated throughout much of this year. Ironically, the
rapid rise in rates is causing rents to rise as homebuyers are shut out of the market.

e The housing market is being “chilled” as new and existing home sales and construction have
fallen at a double-digit pace in 2022. As new purchase mortgage applications fall, existing and
new homes sales will fall further. We therefore expect meaningful decreases in both house
closings and contract signings ahead, as well as much lower refinancing activity.

e While the US economy is far less “housing reliant” than it was at the peak of 2008, a drop in
housing will nonetheless constrain overall US growth.

e The direct impact the Fed has on mortgage rates — where mortgage spreads relative to
US Treasuries have jumped higher — is reinforcing the need for the Fed to be concerned with
this data.



HOUSING MATTERS

We have previously written that supplies of consumer goods have been replenished and that inventories
are “full up” for many retailers. With inflation running high, consumer demand is abating as energy, food
and residential housing are consuming more from wages that aren'’t rising as quickly. This is why
“keeping an eye on housing” matters. Housing provides excellent forward visibility on a critical segment of
the economy. When people buy more property, they also buy goods and services associated with their
homes. And the opposite is true as well.

COVID caused an unexpected boom for housing in the United States. New and existing home sales
reached their highest levels since 2000 in units in and on a per-capita basis during the pandemic (see
Figure 1). Unable to spend on travel and services, COVID also instigated a huge migration across the
US. In short, consumers “went large” on real estate and its embellishment, with fuel provided by
extremely low interest rates and stimulus payments.

Housing is a meaningful part of the US economy, representing 16.7% of GDP (inclusive of construction,
rents and utilities). And so, the impact of inflation and interest rates on homeowners gives us meaningful
and timely trend data on future consumer behavior and buying patterns, information that (in our opinion)
the Fed should pay close attention to (see Figure 2).

The Fed’s focus on raising interest rates to “fight inflation” is having a direct and immediate impact on
housing. Mortgage rates mirror the Fed’s intended course for rates (see Figure 3).

Figure 1: New home sales as % households Figure 2: Residential investment plus housing and
(long term) utilities in GDP
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Figure 3: Mortgage rates and forwards implied December 2022 Fed Funds Rate
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Source: Haver Analytics as of June 21, 2022.

The Big Chill?

The US housing market is how being chilled, even though core US consumer demand for housing
remains unsatisfied. New and existing home sales and construction have fallen at a double-digit pace in
2022, despite the fact that employment gains in the US year-to-date remain strong (see Figure 4).

Figure 4: Nonfarm employment continues to grow at a rapid pace
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While one would expect that higher rates would have a major, immediate downward impact on housing
prices, there are systemic reasons why that has not happened and is unlikely to do so. On a macro level,
homeownership in the US remains significantly below the peak of the mid-2000s. And demographics



suggest that latent demand will remain strong. The number of US households has risen 15% since 2006.
In contrast, the number of “homeowner households” has risen by just 9% since then.

Many homeowners are financially “trapped” in their homes — they simply cannot sell their home and buy a
new one because the new mortgage rate would be much higher than their current rate. Assuming a
median US home price of about $420,000, the difference between a 3% mortgage rate and a 6%
mortgage rate is a 30-year monthly payment that increases from about $1800/month to $2500/month, a
40% increase. This cost differential is untenable for most households and suggests both a further cooling
in existing home sales and a decline in “mobility” that also negatively affects overall economic activity.

Overall, today’s extremely low level of “for sale” US housing inventory, compounded by low levels of
new home construction at a national level, are limiting housing price declines. This is very important, as
a sizable level of household wealth is tied up in housing (see Figure 5). And it means we are unlikely
to experience a severe housing recession, certainly nothing like the housing crash of 2007-2009 (see

Figure 6).

Figure 5: Housing assets as a percent of Figure 6: Vacant inventory and housing starts
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Compounding Negative Impacts of Unusually High Mortgage Rates

The rapid jump in 2022 mortgage rates has been anything but moderate. The increase in rates across
various mortgage products has been the largest six-month change since 1981 (see Figures 7-8). The
absolute rate levels for mortgages have not been this high since 2008.



Figure 7: 12-month change in mortgage rates Figure 8: Federal funds vs mortgage rate level
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High mortgage rates will result in lower home buyer traffic and sales as affordability reduces the number
of prospective buyers and high levels of inflation impacts their confidence (see Figure 9). For a buyer with
a conventional 20% down payment, the increase in mortgage rates this year has raised the total cost of
purchasing a home (if the house price was constant) by 33% in just the last six months; the change has
been even larger for borrowers with less than stellar credit.

We expect meaningful decreases in both house closings and contract signings ahead. Data on mortgage
originations for refinance have fallen off a cliff, dropping 70% in volume in the last six months, while
purchase mortgage originations have fallen by 16%. As new purchase mortgage applications fall, we
anticipate falling new home purchases as well as softening in the existing home sales market. In addition,
this will cause a decline in construction-related employment in 2023.

While the US economy is far less “housing reliant” than it was at the peak of 2008, a drop in housing will
nonetheless constrain overall US economic growth. Notably, housing related merchandise — much of
which is imported — is likely to fall more sharply than during prior periods. This is because such
merchandise sales grew disproportionately over the past two pandemic years (see Figure 10).



Figure 9: National Association of Home Buyers foot Figure 10: Home sales and housing-related
traffic of prospective buyers for new homes vs. 30- merchandise consumption
year fixed mortgage rate (inverted)
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Refinancing activity, which had been a major driver for US consumers seeking more cashflow for
discretionary purchases during the pandemic, is going to decline greatly. As of June 17", refinance loans
were down 77% from the prior year. We see the inability for homeowners to access their home equity as
putting more downward pressure on consumer spending.

Finally, the rise in rates is already leading to increased rental rates as would-be buyers are forced to rent
instead of purchasing homes. This, too, dampens the available dollars for consumers to spend
elsewhere.

What Housing Data Suggests for the Economy as a Whole

Perhaps the largest impact that the housing sector is having on the economy is how it feeds through to
inflation metrics with shelter prices up 5.5% year-on-year. Not only does this detract from consumer
spending elsewhere, but it also plays a big role in how the consumer price index (or CPI) is calculated.

With shelter prices comprising about one-third of the headline CPI, the trajectory of the housing market
will be a determining factor in the Fed'’s ability to achieve price stability. Unfortunately, housing prices
feed through to the CPI with about a one-year lag. This means that last year’s blistering 17.1% surge in
national home prices (as measured by the S&P CoreLogic Case-Shiller Price Index) will keep core
inflation elevated throughout much of this year (see Figure 11).

Importantly, there is some potential for mortgage rates to moderate a bit as investors consider the
prospect of potential rate cuts from the Federal Reserve in late 2023 as they attempt to achieve a “soft”
landing for the U.S. economy (Eigure 13). In fact, we have already seen bond yields moderate some of
late with the 10-year U.S. Treasury falling from 3.49% on June 14, 2022, to 3.09% on June 23, 2022, as
investors weigh the prospects of a further cooling in consumer activity.



Figure 11: S&P CoreLogic Case-Shiller National Home Price Index vs. CPI: Shelter Prices
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Figure 12: National Home Prices vs 30-Year Figure 13: Effective Fed Funds Rate and Previous
Fixed Mortgage Rate Economic “Soft” Landings
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Will the Fed be Watching?

Housing’s woes and the impact this will have on economic activity in the US will provide important signals
to the Federal Reserve. Though one could argue that the absolute levels of nominal and real rates remain
historically low, we believe it is the magnitude and speed of the shift upwards in interest rates that will
impact the growth of the economy over a discrete period.

The transmission of the Fed'’s intentions directly to mortgage rates, where mortgage spreads relative to
US Treasuries have jumped higher, is reinforcing the need for the Fed to be concerned with this data.
Remember that the Federal Reserve is also tightening by eliminating its purchases in the bond market



and allowing holding to mature. The Fed owns over $2.7 trillion -- or over 30% -- of the total outstanding
mortgage-backed securities market ($8 trillion in Fannie Mae and Freddie Mac issued credit) (see

Figure 14).

From the Federal Reserve’s perspective, the upshot of higher mortgage rates is that it will dampen
demand and likely cool inflationary pressures over time with national home price declines often lagging
the rise in mortgage rates by about a year (see Figure 12).

Currently, the Atlanta Fed’s widely followed GDP now tracker suggests a softening in residential
investment will have a negative impact on second-quarter 2022 real GDP (potentially pulling it down by
0.4%). We expect that this trend will continue for several quarters. We hope that the Fed will be watching
carefully as it does so.

Figure 14: Fed holdings of mortgage-backed securities as % of total vs. Fed holdings of UST
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Source: Haver Analytics as of June 21, 2022.

DISCLOSURES

This email contains promotional materials. If you do not wish to receive any further promotional emails from Citi Global Wealth Investments,
please email donotspam@citi.com with "UNSUBSCRIBE" in the subject line. Email is not a secure environment; therefore, do not use email
to communicate any information that is confidential such as your account number or social security number.

This Communication is prepared by Citi Global Wealth Investments (“CGWI") which is comprised of the Investments and Capital Markets capabilities of
Citi Private Bank, Citi Personal Wealth Management and International Personal Bank U.S.

Citi Private Bank and Citi Personal Wealth Management are businesses of Citigroup Inc. (“Citigroup”), which provide clients access to a broad array of
products and services available through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are
available at all locations. In the U.S., investment products and services are provided by Citigroup Global Markets Inc. (‘CGMI”), member FINRA and
SIPC, and Citi Private Advisory, LLC (“Citi Advisory”), member FINRA and SIPC. CGMI accounts are carried by Pershing LLC, member FINRA, NYSE,
SIPC. Citi Advisory acts as distributor of certain alternative investment products to clients of Citi Private Bank. Insurance is offered by Citi Personal
Wealth Management through Citigroup Life Agency LLC (“CLA"). In California, CLA does business as Citigroup Life Insurance Agency, LLC (license
number 0G56746). CGMI, Citi Advisory, CLA and Citibank, N.A. are affiliated companies under the common control of Citigroup. Outside the U.S.,
investment products and services are provided by other Citigroup affiliates. Investment Management services (including portfolio management) are
available through CGMI, Citi Advisory, Citibank, N.A. and other affiliated advisory businesses. These Citigroup affiliates, including Citi Advisory, will be
compensated for the respective investment management, advisory, administrative, distribution and placement services they may provide.


mailto:donotspam@citi.com

Intemational Personal Bank U.S. (IPB U.S."), is a business of Citigroup which provides its clients access to a broad array of products and services
available through Citigroup, its bank and non-bank affiliates worldwide (collectively, “Citi"). Through IPB U.S. prospects and clients have access to the
Citigold® Private Client International, Citigold® Intemational, Intemational Personal, Citi Global Executive Preferred, and Citi Global Executive Account
Packages. Investment products and services are made available through either Citi Personal Investments International (“CPII"), a business of Citigroup
which offers securities through CGMI, member FINRA and SIPC, an investment advisor and broker—dealer registered with the Securities and Exchange
Commission; or Citi International Financial Services, LLC (‘CIFS”), member FINRA and SIPC, and a broker—dealer registered with the Securities and
Exchange Commission that offers investment products and services to non-U.S. citizens, residents, or non-U.S. entities. CGMI and CIFS investment
accounts are carried by Pershing LLC, member FINRA, NYSE, and SIPC. Insurance is offered by CPII through CLA. In California, CLA does business
as Citigroup Life Insurance Agency, LLC (license number 0G56746). Citibank N.A., CGMI, CIFS, and CLA are affiliated companies under common
control of Citigroup Inc.

Read additional Important Information

Past performance is not indicative of future results. Real results may vary.

Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer outside Citi. Any
statement in this Communication regarding tax matters is not intended or written to be used, and cannot be used or relied upon, by any
taxpayer for the purpose of avoiding tax penalties. Any such taxpayer should seek advice based on the taxpayer's particular circumstances
from an independent tax advisor.

MBS are also sensitive to interest rate changes which can negatively impact the market value of the security. During times of heightened volatility, MBS
can experience greater levels of illiquidity and larger price movements.

Important information, including information relating to risk considerations can be found in the link above.

Views, opinions and estimates expressed herein may differ from the opinions expressed by other Citi businesses or affiliates, and are not intended to
be a forecast of future events, a guarantee of future results, or investment advice, and are subject to change without notice based on market and other
conditions. Citi is under no duty to update this presentation and accepts no liability for any loss (whether direct, indirect or consequential) that may arise
from any use of the information contained in or derived from this presentation.

© 2021 Citigroup Inc., All Rights Reserved. Citi, Citi and Arc Design and other marks used herein are service marks of Citigroup Inc. or its affiliates,
used and registered throughout the world.

INVESTMENT PRODUCTS: NOT FDIC INSURED - NOT CDIC INSURED -
NOT GOVERNMENT INSURED - NO BANK GUARANTEE - MAY LOSE VALUE



https://www.privatebank.citibank.com/ivc/docs/CGWI_ImportantInformation.pdf

	A Big Chill?: Housing, Inflation and the Fed
	SUMMARY
	HOUSING MATTERS
	The Big Chill?
	Compounding Negative Impacts of Unusually High Mortgage Rates
	What Housing Data Suggests for the Economy as a Whole
	Will the Fed be Watching?
	DISCLOSURES




Accessibility Report



		Filename: 

		71500_CIOBulletin062522.pdf






		Report created by: 

		Stephen Hassett, stephen@sentinelinnovation.com


		Organization: 

		Sentinel Innovation





 [Personal and organization information from the Preferences > Identity dialog.]


Summary


The checker found no problems in this document.



		Needs manual check: 2


		Passed manually: 0


		Failed manually: 0


		Skipped: 0


		Passed: 30


		Failed: 0





Detailed Report



		Document




		Rule Name		Status		Description


		Accessibility permission flag		Passed		Accessibility permission flag must be set


		Image-only PDF		Passed		Document is not image-only PDF


		Tagged PDF		Passed		Document is tagged PDF


		Logical Reading Order		Needs manual check		Document structure provides a logical reading order


		Primary language		Passed		Text language is specified


		Title		Passed		Document title is showing in title bar


		Bookmarks		Passed		Bookmarks are present in large documents


		Color contrast		Needs manual check		Document has appropriate color contrast


		Page Content




		Rule Name		Status		Description


		Tagged content		Passed		All page content is tagged


		Tagged annotations		Passed		All annotations are tagged


		Tab order		Passed		Tab order is consistent with structure order


		Character encoding		Passed		Reliable character encoding is provided


		Tagged multimedia		Passed		All multimedia objects are tagged


		Screen flicker		Passed		Page will not cause screen flicker


		Scripts		Passed		No inaccessible scripts


		Timed responses		Passed		Page does not require timed responses


		Navigation links		Passed		Navigation links are not repetitive


		Forms




		Rule Name		Status		Description


		Tagged form fields		Passed		All form fields are tagged


		Field descriptions		Passed		All form fields have description


		Alternate Text




		Rule Name		Status		Description


		Figures alternate text		Passed		Figures require alternate text


		Nested alternate text		Passed		Alternate text that will never be read


		Associated with content		Passed		Alternate text must be associated with some content


		Hides annotation		Passed		Alternate text should not hide annotation


		Other elements alternate text		Passed		Other elements that require alternate text


		Tables




		Rule Name		Status		Description


		Rows		Passed		TR must be a child of Table, THead, TBody, or TFoot


		TH and TD		Passed		TH and TD must be children of TR


		Headers		Passed		Tables should have headers


		Regularity		Passed		Tables must contain the same number of columns in each row and rows in each column


		Summary		Passed		Tables must have a summary


		Lists




		Rule Name		Status		Description


		List items		Passed		LI must be a child of L


		Lbl and LBody		Passed		Lbl and LBody must be children of LI


		Headings




		Rule Name		Status		Description


		Appropriate nesting		Passed		Appropriate nesting







Back to Top
	F9: 


