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Volatility Is the Character of the Housing Market 

To say that housing is cyclical is to restate a cliché. The top graph illustrates 

the volatility and structural breaks that characterize the asset side (owner’s 

equity) and the liability side (mortgages) of the housing finance market. 

Given this volatility, our statistical analysis leads us to believe that the assets 

and liabilities side of the housing finance market are non-mean reverting. 

This diminishes the prospect of finding a reliable forecasting method for 

either series. Moreover, the structural breaks in both series intimate that 

changes in housing finances are abrupt and are likely to be unanticipated. 

While the conditions for housing corrections may exist, the precise timing to 

reliably forecast such a correction remains elusive.  

Evaluating Credit Pressures Amid Unpredictability 

It is important for decision makers to note that especially since assets and 

liabilities are non-stationary, we cannot evaluate the series in terms of 

causality. We do not know which series leads the other in creating a trend, 

and it would be misleading to attempt to argue one way or the other. Series 

such as the household debt service ratio (DSR), middle graph, illustrate the 

problem of abrupt and unanticipated change. The DSR declined 34 percent 

between its peak in Q4-2007 and its trough in Q4-2012, yet has risen only  

4 percent since that time. The DSR ratio, and its cousin, the financial 

obligations ratio, are also characterized by structural breaks. This reaffirms 

our view that prior trends are not necessarily telling of future trends. 

However, this presents a problem for credit. Auto and mortgage loans are 

made over a significant period of time. Auto loans today, for example, go out 

five to seven years. Yet, looking at the middle graph, we can see that credit 

decisions to take on a loan made midway through an economic expansion 

(1984-1985, 1994-1996 and 2004-2006) often precede a rapid rise in the 

debt service ratio and a commensurate period of pressure on consumer 

finances. Household delinquencies are sure to follow.  

Animal Spirits and Economic Cycles: Explaining Abrupt Behavior  

Animal spirits are a characteristic of households as well as entrepreneurs, as 

we have written about previously.* As evidenced by the bottom graph, as the 

economic cycle improves through a strengthening labor market and rising 

incomes, households have a tendency to reduce their saving rate (1992-

2000, 2005-2006 and 2014-2018). Animal spirits then lead consumers to 

become more optimistic. Household net worth increases over the cycle as 

equity in housing improves as well. Yet, we also observe that this relationship 

can go the other way, in that consumers can pull back their spending when 

they are less optimistic. Unfortunately, the net worth and saving series are 

characterized by structural breaks. Once again, historical trends should not 

be used to predict future changes in behavior. 

 

 

 

Source: Federal Reserve Board and Wells Fargo Securities 
*See “The Roar of the Animal Spirits: A New Index” published on January 18, 2018, and “Finding Neverland: What drives 
animal spirits?” published on January 31, 2018. Both reports are available on our website. 
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The Negative Equity Gap
Trillions of Dollars; Rate

Owners' Equity in Household Real Estate: Q4 @ $14.4T (Left Axis)
Household Mortgage Liabilities: Q4 @ $10.1T (Left Axis)
Saving Rate: Q4 @ 2.6% (Right Axis)
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Household Debt Service Ratio
Debt Payments as a Percent of Disposable Personal Income

DSR: Q4 @ 10.3%
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Net Worth & Saving
Ratio of Net Worth to Disposable Income, Saving Rate 

Net Worth as a Pct. of Disposable Income: Q4 @ 6.8% (Left Axis)

Saving Rate: Q4 @ 2.6% (Right Axis)

Household Financial Behavior Part II: Pressure Points 
When does the evolution of household finances break down? We highlight the issues of housing leverage, the 
debt service ratio and the saving rate as pressure points that could signal a break in consumer finance patterns. 
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1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

Quarter End Interest Rates

Federal Funds Target Rate 1.00 1.25 1.25 1.50 1.75 2.00 2.25 2.50 2.50 2.75 2.75 3.00

3 Month LIBOR 1.15 1.30 1.33 1.69 2.31 2.30 2.50 2.65 2.65 2.90 2.90 3.15

Prime Rate 4.00 4.25 4.25 4.50 4.75 5.00 5.25 5.50 5.50 5.75 5.75 6.00

Conventional Mortgage Rate 4.20 3.90 3.81 3.94 4.44 4.32 4.45 4.60 4.72 4.77 4.82 4.87

3 Month Bill 0.76 1.03 1.06 1.39 1.73 1.95 2.15 2.40 2.60 2.65 2.70 2.75

6 Month Bill 0.91 1.14 1.20 1.53 1.93 2.15 2.30 2.55 2.70 2.75 2.80 2.85

1 Year Bill 1.03 1.24 1.31 1.76 2.09 2.25 2.35 2.60 2.75 2.80 2.85 2.90

2 Year Note 1.27 1.38 1.47 1.89 2.27 2.47 2.67 2.90 3.05 3.12 3.19 3.26

5 Year Note 1.93 1.89 1.92 2.20 2.56 2.86 2.98 3.08 3.20 3.27 3.34 3.41

10 Year Note 2.40 2.31 2.33 2.40 2.74 2.90 3.05 3.20 3.32 3.37 3.42 3.47

30 Year Bond 3.02 2.84 2.86 2.74 2.97 3.20 3.40 3.60 3.66 3.70 3.74 3.78

Forecast as of: April 11, 2018

2017

Wells Fargo U.S. Interest Rate Forecast

2018 2019

ForecastActual

2018 2019

Change in Real Gross Domestic Product

Wells Fargo 2.6 2.9

FOMC 2.6 to 3.0 2.2 to 2.6

Unemployment Rate

Wells Fargo 3.8 3.7

FOMC 3.6 to 3.8 3.4 to 3.7

PCE Inflation

Wells Fargo 2.2 2.2

FOMC 1.8 to 2.0 2.0 to 2.2

"Core" PCE Deflator

Wells Fargo 2.0 2.1

FOMC 1.8 to 2.0 2.0 to 2.2

Forecast as of: April 11, 2018

Wells Fargo U.S. Econom ic Forecast and FOMC Central T endency  Projections

NOTE: Projections of change in real gross domestic product (GDP) and in 

inflation are from the fourth quarter of the previous year to the fourth 

quarter of the year indicated. PCE inflation is the percentage rate of 

change in the price index for personal consumption expenditures (PCE). 

Projections for the unemployment rate are for the average civilian 

unemployment rate in the fourth quarter of the year indicated.

Fed Data as of: March 21, 2018
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