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Housing has a strong summer

Strong underlying drivers of housing demand and near record-low mortgage rates helped to boost
housing activity this summer. Annualized new home sales averaged 616,000 units per month from
June through August – a 25 percent increase from the same three-month period in 2015. Despite
some slippage in July and August, probably from lack of supply, existing home sales this summer
were higher than last year and remain near expansion highs. Moreover, housing starts were at the
strongest pace since 2007 as homebuilders try to keep up with demand.

The continued strength of the labor market is a key driver of stronger housing demand – providing
the income for a home purchase and helping to spur the creation of more households. Payroll
employment dipped a bit in September with 156,000 jobs gained, although the three-month
moving average is solid at 192,000. The unemployment rate edged up to 5.0 percent in
September as the labor force jumped again – a positive labor market sign. Initial jobless claims
dropped below 250,000 in the last week of September for only the second time in the past 40
years – suggesting tightening labor market conditions.

Expanding employment and incomes are beginning to unwind the bundling of households that
occurred as a result of the Great Recession. Since official measures of the number of households
tend to be volatile and prone to revision, electrical hookups serve as a proxy, as few new
households would not connect to the electric grid. The data suggest that household formations
rose to more than 1.1 million in 2015, continuing an accelerating trend. Faster household growth
should support additional housing demand, as well as promote overall consumer spending.

Despite strong house price gains, the combination of rising incomes and historically low mortgage
rates have kept affordability elevated. House price appreciation has consistently run above
average in recent years, with the 12-month growth in the CoreLogic House Price Index (HPI)
climbing to a year-high of 6.2 percent in August. Moreover, the median sales price of an existing
single-family home hit an all-time high of $250,000 in June. Still, the Housing Affordability Index
from the National Association of Realtors rose this summer after adjusting for seasonal factors – in
response to declines in mortgage rates and income growth (helped by the solid job market).

Lack of supply remains an impediment to significantly stronger existing home sales and
contributes to excessive house price growth. The inventory-sales ratio of both new and existing
homes sat at 4.6 months’ supply in August, well below long-term averages. Given rising trends in
the demand for both rental and owner-occupied housing, an influx of supply from homebuilders
and current homeowners will be needed to balance the housing market.
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According to electrical hookup data, household formations are accelerating
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European bank woes make for a choppy September

October 2016

Source: Bloomberg

1 Index measuring equity performance of developed markets outside of the U.S. and Canada
2 Federal Reserve trade-weighted major currency index
3 Commodity Research Bureau; commodity futures price index
4 Index of 1-year to 10-year Treasury notes
5 Index of 10-year and longer Treasury notes and bonds
6 Index of U.S. investment-grade corporate bonds

Market volatility picked up a bit in September, as two
separate European banking crises intensified. Most
markets, however, ended the month largely unchanged.

Pressure has been slowly building on Italian banks over
many years thanks to a long-term lack of economic
growth that has led to a steadily mounting bad loan
problem. Even after the recovery of the past three years,
real GDP in Italy is still down by 1.3 percent since the turn
of the century (for comparison purposes, U.S. GDP has
risen by more than 30 percent during the same time
frame) while nonperforming loans have risen to account
for 17 percent of total credit.

The worst performer in the European Union’s bank stress
tests in July was unsurprisingly Italy’s Banca Monte dei
Paschi, which failed under the most adverse scenario.
The bank’s subsequent recapitalization plan was not only
given a lukewarm reception by investors, it also raised
fears that other Italian lenders might need to take similar
actions. A public sector bailout or a bondholder “bail-in”
both remain possible even though the former would
require a circumvention of EU rules and the latter would
be particularly painful for Italian households. More
importantly for Italy, a referendum on constitutional reform
is now just two months away. A yes vote could pave the
way for a more efficient economy, better long-term growth,
and fewer crises in the future.

Last month also saw a sharp drop in the shares of
Deutsche Bank (DB), which would need to raise capital in

order to pay a potential $14 billion Department of Justice
(DOJ) penalty over its role in the financial crisis. An IMF
report from earlier this year labeled DB as the world’s most
systemically important bank, so the news that several hedge
funds had moved their holdings to other firms in the wake of
the DOJ penalty carried a faint echo of the Lehman Brothers
failure in 2008. In this instance, however, DB appears likely
to negotiate a lower settlement with the DOJ, allowing it to
maintain enough of a cushion to avoid a capital-raising
scramble. The bank, however, clearly falls under the banner
of “too big to fail” and would almost certainly receive public
sector support if needed. It is also the case that DB’s
problems are largely idiosyncratic and are not representative
of broader issues in either Germany or Europe at large.

For the month, the S&P 500 index gained 0.02 percent,
while mid-caps were down by 0.64 percent and small-caps
were up by 0.64 percent. International stocks rose by 1.25
percent. The yield curve steepened a bit, as the 10-year
Treasury note yield was higher by two basis points (bps) to
1.60 percent while the 2-year yield was lower by five bps to
0.76 percent. Credit spreads on investment-grade
corporates widened by three bps to 1.38 percent, high yield
narrowed 10 bps to 4.80 percent, and commercial
mortgage-backed securities moved out by five bps to 0.84
percent. The dollar slipped by 0.70 percent while
commodities rose by 3.39 percent.

The month ahead brings the start of third quarter earnings
season. Profits are expected to be narrowly lower on a year-
over-year basis before returning to growth in Q4.

1-month 6-months 12-months

S&P Composite 500 Index 0.02% 6.40% 15.43%

S&P Midcap 400 Index -0.64% 8.30% 15.33%

S&P Smallcap 600 Index 0.64% 10.93% 18.12%

EAFE1 1.25% 3.01% 3.48%

U.S. Dollar Index2 -0.70% 0.93% -0.92%

CRB Commodity Index3 3.39% 9.26% -3.84%

Intermediate Treasuries4 0.17% 1.02% 2.49%

Long Treasuries5 -1.61% 6.06% 13.13%

Investment-grade Corporate Bonds6 -0.25% 5.03% 8.56%

Total Return By Asset Class

Total returns represented as of 9/30/16
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A tiny taper tantrum – what does it suggest about future interest rate movements?
In May 2013, the Federal Reserve announced that it
could begin to reduce its purchases of longer-term U.S.
government securities and AAA-rated mortgage-backed
securities that were part of its quantitative easing (QE)
program. Importantly, this was only a tapering of the
pace of purchases, not the Fed starting to unwind QE.
Financial markets reacted by pushing Treasury note
yields sharply higher. The 10-year Treasury note yield,
for example, skyrocketed from a monthly average of
1.92 percent in May to 3.01 percent at the start of 2014.
This sharp jump in rates was termed a “taper tantrum,”
and since then the Fed has been careful with its policies
and pronouncements not to incite a similar market
reaction.

Early in October 2016, there was a report that the
European Central Bank (ECB) was considering tapering
the purchases of securities in its own version of QE
sooner than financial markets expected. While this had a
large impact on longer-term interest rates in Europe, it
also pushed rates up worldwide – including in the U.S.
Yields on 10-year Treasury notes rose by about 15 basis
points in the days following the report. While smaller
than the original taper tantrum, this tiny taper tantrum
shows that even a hint of QE tapering, let alone ending
QE, is enough to send long-term interest rates upward.

Compare these two tapering episodes with the most
recent period of actual Fed tightening in December 2015.
Yields on 10-year Treasury notes moved very little in the
weeks following the Fed’s tightening move. Perhaps rates
had moved up before the Fed’s move in expectation of
Fed tightening, resulting in little change in long-term rates
afterwards? That didn’t happen either, with rates little
changed from early November through year-end.

What do these episodes imply about the future course of
long-term interest rates in the context of Fed tightening
(winding down QE vs. raising the federal funds rate)?
Long-term rate movements are generally viewed as
responding to three forces: (1) expectations of short-term
rate movements (i.e., movements in the federal funds
rate), (2) changes in expected inflation, and (3) the
supply/demand nexus for loanable funds. A “normal” Fed
tightening in which it hikes the federal funds rate should
push long-term rates up as well. This would be reinforced
if markets expected a series of tightening moves rather
than a one-off, especially if inflation were also rising. But
this could be offset by stronger flight-to-yield flows from
overseas or from different asset classes. We project rising
long-term rates in coming years as forces 1 and 2
increase market expectations of higher future rates. But
force 3 is likely to moderate any upward move.

Currently, however, financial markets seem ultra-
responsive to QE tapering. It seems likely that such a
tapering move would have a bigger impact on long-term
rates than would an initial hike in the fed funds rate. This
alternative tightening mechanism would have the
advantage of steepening the yield curve (at least in
comparison with the policy of raising the federal funds
rate), which would incent more lending from depository
institutions, as well as benefitting insurance companies
and pension funds (which have long-lived liabilities). If
force 3 dominates the other forces when the Fed tightens,
the yield curve would likely flatten. The danger here is that
inverted yield curves (where short-term rates rise above
long-term rates) have been a good predictor of recession
in the modern financial era. The Fed appears to have little
interest in unwinding QE today, with any tightening
coming from a rise in the federal fund rate.

Light vehicle sales should stay close to their cyclical peakInflation is projected to rise further

Sources: Haver Analytics; Nationwide Economics. Sources: Haver Analytics; Nationwide Economics.

CPI Annual Growth
Percent change Q4 to Q4
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Job growth has been positive in most states, but energy sector job losses remain a drag
• Idaho, Oregon, Florida, and Utah top the country in job growth, each up by more than 3.0 percent over the past year.
• Payroll employment has fallen in six states over the past year, primarily due to declines in energy sector employment, 

with North Dakota and Wyoming especially hard hit. Energy weakness has also slowed job gains in Texas.

Sources: Bureau of Labor Statistics; Haver Analytics
Twelve-month growth rate in nonfarm payroll employment, August 2016

Unemployment rates point to tightening labor market conditions in most states
• Unemployment rates have increased in 19 states this year, although most by just a tad. Only Wyoming, Oklahoma, 

Pennsylvania, Iowa, and Missouri have seen gains of more than 0.5 percentage points. 
• About half of states have seen falling unemployment this year, led by sharp declines across the Southeast. 

Sources: Bureau of Labor Statistics; Haver Analytics
Civilian unemployment rate, August 2016
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Rhode Island:  5.6%

Vermont: 3.3%

Delaware: 4.3%
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Source: Census Bureau; Haver Analytics
Percent of population below poverty level, 2015

Poverty rates are highest across the southern half of the country
• There is a clear delineation between higher poverty levels in the South/Southwest and lower levels in the North/West.
• Several states sit well -above the national average of 13.5 percent, with poverty rates over 18 percent in New Mexico, 

Kentucky, Mississippi, Louisiana, and Georgia.

Poverty levels continue to fall in most states due to solid job and income gains
• Despite having higher poverty rates, most states in the South and Southwest saw reductions during 2015, led by 

sharp declines in Louisiana and Arizona. Georgia and New Mexico are concerning exceptions. 
• Only five states had poverty rates increase by a percentage point or more during 2015.

Source: Census Bureau; Haver Analytics
Change in percent of population below poverty level, 2014 to 2015
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Civilian unemployment rate: 16 years+ (R)

Sources:  Bureau of Labor Statistics; Haver Analytics
Monthly change in nonfarm payroll employment/level of the civilian U-3 unemployment rate, September 2016

U.S. oil rig count is slowly rebounding
• After plummeting in reaction to the sharp decline in oil prices, the online oil rig count is gradually edging higher, led 

by renewed production in the Permian Basin of Texas/New Mexico.  
• The rise in oil prices following an announced cut in production by OPEC could boost U.S. oil production further.

Nationwide Economics

Employment growth was a little below trend in September
• Monthly job growth has averaged 192,000 over the past three months and a little under 180,000 for the year. 
• The U-3 unemployment rate inched higher to 5.0 percent in September, pushed up by stronger labor force gains.

Nationwide Economics
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Sources:  Baker Hughes
U.S. oil rig count, September 30, 2016
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Alternative measures show core inflation on the rise
• While the Fed’s preferred measure of inflation (core personal consumption expenditures) is edging upward only 

modestly, key regional Federal Reserve bank CPI readings show underlying inflation rising steadily. 
• These alternative indicators suggest that inflation is already above the Fed’s goal of 2.0 percent and climbing.

Nationwide Economics

Medical care costs are rising rapidly 
• Sharp increases this year in physicians’ services and prescription drug costs have pushed up overall medical care 

inflation to nearly 5.0 percent – the highest level of the expansion. 
• Medical care comprises a greater-than-average portion of core inflation calculations – helping to push up the core CPI. 

Sources:  Bureau of Labor Statistics; Haver Analytics
Twelve-month change in medical care prices, August 2016

Sources:  Bureau of Economic Analysis; FRB Cleveland; FRB Atlanta; Haver Analytics. August 2016.
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Atlanta Fed Core Sticky CPI
Core PCE

Cleveland Fed Median CPI



Actual Estimate Forecast

2014 2015 2016 2017 2018 2019 2020

Real GDP 1 2.4% 2.6% 1.6% 2.3% 2.2% 2.0% 1.8%

Unemployment  Rate 2,7 6.2% 5.3% 4.9% 4.6% 4.5% 4.6% 4.9%

Inflation (CPI) 5 1.2% 0.4% 1.7% 2.2% 2.5% 2.6% 2.7%

Total Home Sales 3,7 5.37 5.76 6.00 6.20 6.30 6.20 6.00

S&P/Case-Shiller Home Price Index 9 4.5% 5.4% 4.9% 4.3% 3.8% 3.4% 3.0%

Mortgage Originations 10

(Refinance Share %)
$1,280 
(40%)

$1,670
(46%)

$1,750 
(45%)

$1,700 
(38%)

$1,510
(28%)

$1,400 
(25%)

$1,290 
(22%)

Light Vehicle Sales 3,7 16.5 17.4 17.4 17.3 17.1 17.0 16.9

Federal Funds Rate 2,4,6 0.06% 0.20% 0.50% 1.00% 1.75% 2.75% 3.75%

1-Year Treasury Note 2,4 0.25% 0.65% 0.85% 1.30% 2.00% 2.85% 3.65%

5-Year Treasury Note 2,4 1.65% 1.76% 1.35% 1.70% 2.40% 2.95% 3.55%

10-Year Treasury Note 2,4 2.17% 2.27% 1.80% 2.10% 2.75% 3.20% 3.55%

30-Year Fixed-Rate Mortgage 2,4 3.83% 4.01% 3.70% 3.95% 4.50% 4.90% 5.05%

Money Market Funds 2,8 0.14% 0.21% 0.35% 0.61% 1.60% 2.10% 3.53%

Forecast

Page 8

Nationwide Forecast
As of October 2016

1 Percent change year-to-year
2 Percent
3 Million units
4 Year end
5 Percent change Q4-to-Q4
6 Effective rate
7 Year average
8 Annual return
9 Percent change December-to-December
10 $ Billion

Nationwide, the Nationwide N and Eagle and Nationwide is on your side are service marks of Nationwide Mutual Insurance Company.
(c) 2016 Nationwide

NFM-11356AO.2

The information in this report is provided by Nationwide Economics and is general in nature and not intended as investment or economic 
advice, or a recommendation to buy or sell any security or adopt any investment strategy.  Additionally, it does not take into account any 
specific investment objectives, tax and financial condition or particular needs of any specific person.  

The economic and market forecasts reflect our opinion as of the date of this report and are subject to change without notice. These 
forecasts show a broad range of possible outcomes.  Because they are subject to high levels of uncertainty, they will not reflect actual 
performance.  We obtained certain information from sources deemed reliable, but we do not guarantee its accuracy, completeness or 
fairness.

Nationwide Economics

Major forecast changes from last month:

1) Raised year-end 2016 projections for all interest rates other than the federal funds rate in response to the tiny taper tantrum 
experienced by bond markets in October.

2) Reduced our projection of the number of Fed tightenings in 2017 to two 25-basis point moves from three, which lowers the 
year-end federal funds rate from 2017 through the end of the forecast. This forecast is the same as the median of the FOMC 
projections for 2016-2018 (as far as the Fed releases forecasts). This results in modest downward movements in the 
projections of all other interest rates over the 2017-2020 period.

Sources: Haver Analytics (actuals); Nationwide Economics (estimates and forecasts); except Money Market Funds (all data from Nationwide Economics)
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