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Mortgage Rate Forecast

MORTGAGE RATES ON THE RISE

HIGHLIGHTS

e Mortgages rates returning to long-run level

e B2o stress test prompts slow start to 2018
for the Canadian economy

e Trump trade tantrum may delay Bank of
Canada tightening

Mortgage Rate Forecast

2018 2019

Term Q1 Q2 Q3F Q4F QI1F Q2F Q3F Q4F
1-Year

Posted 3.34 344 364 3.80 4.05 4.24 444 464
Rate

5-Year
Qualifying  5.14 5.27 544 554 560 5.60 570 5.70
Rate

5-Year

Average
Discounted 3.39 338 352 364 364 364 384 384

Rate

Source: Bank of Canada; BCREA Economics; Rate Spy

Note: Average 5-year discounted rate is the average rate available in the market,
offered at a discount from the posted 5-year qualifying rate.

Estimated Long-Run 5-Year Qualifying Mortgage Rate

Mortgage Rate Outlook

The Canadian mortgage market has seen substantial changes

in the first six months of 2018, with mortgage credit both more
expensive and more difficult to access. The B2o stress test for
conventional borrowers has slowed overall mortgage credit
growth while the five-year qualifying rate for Canadian mortgages
has gone up 70 basis points in the past year. Rising mortgage
rates have largely been influenced by tighter monetary policy
from the Bank of Canada as strong economic growth has fueled
rising inflation.

It has been quite some time since Canada was in a true rising
interest rate environment. The last cycle of prolonged rate
increases was from 2004 to 2007, just prior to the global financial
crisis , when the Bank of Canada increased its overnight policy
rate ten times over three years. Much about the Canadian
economy has changed since that time, and those changes

have had substantial implications for the ultimate destination

of Canadian interest rates. The Canadian workforce has aged,
lowering the growth rate of the Canadian labour force. Further,
the sharp decline in commodity prices has meant a scaling

back in oil-sector capital investment and subsequent lower
productivity growth. Both of these factors have translated into a
lower potential, or long-run, rate of economic growth in Canada.
That potential growth, in turn, influences the long-run level of
interest rates that the Bank of Canada would like to return to
once the economy is at full capacity and inflation is at its 2 per
cent target. Ultimately, a lower potential growth rate means lower
interest rates in the long-run. The Bank
of Canada estimates the long-run level
of its policy rate at 3 to 3.5 per cent.

5-Year Mortgage Spread (5-

Year Qualifying Rate-5-Year - Based on historical averages of interest

rate spreads, that implies that the
five-year qualifying rate would equal
between 6 and 6.5 per cent once the
Bank of Canada closes the gap between
the overnight rate and the Bank’s long-
run or equilibrium overnight rate. Based
on our outlook for Canadian economic
growth and inflation, it is likely we will
see the five-year qualifying rate near that
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destination by the end of 2020.
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Economic Outlook

It was a disappointing start to the year for the Canadian
economy as first quarter growth came in at just 1.3 per
cent, well below the consensus forecast of 2 per cent.
Much of the observed weakness can be traced back to
the impact of newly implemented mortgage stress tests,
which force conventional mortgage borrowers, including
those with more than 20 per cent down payment, to
qualify at the greater of the five-year fixed qualifying rate
or their own contract rate plus 2 per cent. These more
stringent qualifying requirements have eroded as much
as 20 per cent of would-be buyers’ purchasing power.
Not surprisingly, that policy has blunted housing activity
across Canada.

Impact of B2o Stress Test on Canadian Home Sales
MLS® Unit Sales
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If the impact of the stress test evolves in a similar
fashion to past macroprudential tightening, we expect
that home sales and the wider Canadian economy will
rebound in the second half of the year. Our forecast is
for Canadian real GDP growth to accelerate over the
next three quarters, registering 2.3 per cent for 2018
and 2.0 per centin 2019. Above-trend economic growth
will continue to put pressure on core inflation, which
we forecast will rise slightly above 2 per cent over the
next year.

Interest Rate Outlook

Although the Bank chose to hold its policy rate steady at its
May 30 meeting, it did strongly signal that rates are heading
higher and soon. To understand why, it is worth reviewing
how central banks think about monetary policy. Most central
banks set interest rates such that inflation stays at or near
its target, which is 2 percent for the Bank of Canada, and
the economy runs neither too hot nor too cold. The Bank of
Canada measures the temperature of the economy based

on the output gap, or the difference between actual real
GDP and its estimate of the economy’s potential or long-run
trend level. If, as is the case now, that inflation is at target
and the economy has returned to its long-run trend, the Bank
endeavors to return interest rates back to their long-run or
equilibrium level. Given the current policy rate of 1.25 per
cent, there is currently a 200-basis point gap between the
Bank’s policy rate and the Bank’s preferred long-run level.

However, US trade policy remains a wildcard that may interfere
with the Bank’s best laid plans. With a normally functioning
international trade negotiation, we would expect the Bank

to raise its overnight rate at least one more time this year,
possibly as soon as its July meeting. However, the potentially
negative economic impact of new tariffs or other trade
disruptions could very well delay further rate hikes this year.

Direction of Canadian Monetary Policy
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Send questions and comments about Mortgage Rate Forecast to:

Cameron Muir, Chief Economist, cmuir@bcrea.bc.ca; Brendon Ogmundson, Deputy Chief Economist, bogmundson@bcrea.bc.ca.

Additional economics information is available on BCREA’s website at: www.bcrea.bc.ca.
To sign up for BCREA news releases by email visit: www.bcrea.bc.ca/news-and-publications/publications/manage-subscriptions.

Mortgage Rate Forecast is published quarterly by the British Columbia Real Estate Association. Real estate boards, real estate associations and REALTORS® may reprint this
content, provided that credit is given to BCREA by including the following statement: “Copyright British Columbia Real Estate Association. Reprinted with permission.”

BCREA makes no guarantees as to the accuracy or completeness of this information.
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