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Dot-Dot-Dash Dot-Dash-Dash-Dot!  
“Up” in Morse code is dot-dot-dash dot-dash-dash-dot and that is precisely what the Fed 

communicated for interest rates in its June 30, 2004 Open Market Committee (FOMC) meeting – 

a message that it had been telegraphing to the market for a while.  The market view is that this 

was the first of as many as twelve consecutive “measured” rate increases of 25 basis points in the 

Federal Funds rate, with the target rate being 4 percent at the end of 2005.  These hikes are 

intended to move the Fed’s monetary policy from deep in “accommodative” territory into the 

neutral zone – a Fed Funds rate of about 3 percent – and then on to inflation-fighting mode at 

higher levels.  In the near term these rate hikes will affect the economy very little since the 

neutral zone is so far away.  But by gradually removing the accommodation the Fed will be well 

poised to apply brakes if the economy grows a little too healthy across a broad set of measures. 

Speaking of measures of economic health, consumer confidence in June hit its highest 

level since June 2002, but the employment report showed just 112,000 non-farm payroll jobs 

added for the month – about half of the number that was expected.  First-quarter growth in real 

gross domestic product (GDP) was revised significantly downward to a final value of 3.9 percent 

from the previously revised 4.4 percent rate and expectations for growth in the second quarter 

have been brought down as well.  Yet personal disposable income rose for two consecutive 

months in April and May, and May showed the biggest increase in consumer spending since 

October 2001.  We conclude the economy still shows some considerable signs of weakness, but 

positive influences significantly outweigh negative ones for the second half of 2004. 

On the housing side of the economy, things couldn’t be better.  Higher mortgage interest 

rates in the second quarter had almost no effect on the housing market: new home sales reached a 

new all-time high in May at 1.37 million units (annualized), as did sales of existing homes at 6.8 

million units (annualized) and also the median price of existing homes sold ($186,300).  Even 

with the much anticipated Fed hike in interest rates, mortgage rates have remained low by 

historical standards (rates on 30-year, fixed rate conforming mortgages averaged 6.1 percent in 

the second quarter) and the yield curve is still steep, meaning mortgage borrowers have many 

affordable options to consider between shorter-term fixed-rate loans and hybrid, adjustable-rate 

loans in addition to the standard 30-year, fixed-rate mortgages.  These conditions are expected to 

remain for a while, so the housing market should end the year well into record territory.  
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• The final measure of real GDP growth was revised down 0.5 percentage points from the 
preliminary value to 3.9% for the first quarter due to downward revisions to inventory 
investment and net exports, and these should also have a dampening effect on growth in the 
second quarter.  The latter half of the year is expected to rebound strongly as inventories start to 
rise again, business investment gets into second gear, and exports make gains. 

• Many factors, which we believe are mostly temporary, caused a jump in inflation in the second 
quarter: record energy costs, corresponding increases in transportation and production costs, 
increases in import prices due to the decline in the dollar’s value and a rebound from unusually 
low (i.e., sale) prices for a number of commodities.  The second half of the year should see 
inflation moderate to about 3% (annualized) as measured by the consumer price index 

• Jobs are coming back at a fast pace: 671,000 non-farm payroll jobs were added in the U.S. 
economy during the second quarter.  The unemployment rate should start to decline soon and is 
expected to finish the year at 5.4% and remain at that level for all of 2005. 

• The market got a little overly excited when the Fed announced a change in May from a policy 
of being “patient” to being “measured” and interest rates shot upward.  They have since 
moderated a bit and in fact yields on 10-year treasuries came down 16 basis points over the two 
days following the FOMC meeting.  We expect 30-year, fixed mortgage rates to gradually 
increase to about 6.5% by the 4th quarter and then hold steady in 2005 while short-term interest 
rates will continue to rise as the FOMC raises the Federal Funds rate over the year. 

• Home construction started the year strong and should finish strong.  We are forecasting housing 
starts to total 1.92 million units in 2004, slowing to 2002’s level of 1.7 million units in 2005. 

• Home sales are shattering records with ease, and should finish the year 2% higher than 2003’s 
record level.  The home purchase market should slow next year as the effects of higher interest 
rates finally take hold and other assets start to compete with housing for investment money. 

• The same forces affecting home sales apply to home prices.  Home prices are expected to grow 
6.7% in 2004, a slightly slower rate of appreciation than we saw in 2003, and then moderate to 
5.8% in 2005. 

• Refinance activity has already slowed to less than 40% of new mortgage applications and 
should average 33-34% over the next two quarters and 2005.  Fewer refinancings will cause 
single-family mortgage originations to fall to $2.3 trillion in 2004 and $2 trillion in 2005.  
Mortgage debt growth will be around 12% in 2004 and around 10% next year. 

• With a yield curve that still offers a steep discount to shorter-term mortgage products, the ARM 
share of originations will likely rise to around 39% of the market in the second half of 2004 and 
then fall back to 33% in 2005 as the short end of the yield curve rises faster than the long end.   

 
Frank Nothaft  Amy Crews Cutts  Buchi Ramagopal 
Chief Economist Deputy Chief Economist Director of Financial Research 
July 8, 2004 
 


