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Highlights

* 'The pandemic brought about a surge in Canadian homeownership demand and mortgage credit. The Bank of Canada
flagged that household sector vulnerabilities were on the rise, pointing to increases in the share of borrowers with high
loan-to-income ratios and low down payments.

There are some mitigating factors. Households’ balance sheets have improved during the pandemic thanks to wealth
gains, extra savings and lower consumer credit balances. High credit scores of mortgage borrowers and stricter stress-
testing requirements also add an extra layer of safety.

Rock-bottom interest rates have also helped to keep debt servicing costs low. But interest rates are expected to turn from
tailwind to headwind relatively soon. As such, the debt service burden is projected to return to pre-pandemic levels over
the next few years and mortgage servicing is expected to take on the largest share of overall servicing costs.

* Risks to household balance sheets may be further amplified by a revival in consumer spending on high-contact services,
and likely higher consumer credit balances. For homeowners with large mortgage debt burdens, the transition to higher
mortgage rates will raise payments, leaving less room to service consumer debt.

Remember the red-hot housing market back in 2016? Well, the pandemic has certainly put those times in perspective. The
degree of ‘hotness’ has since been upgraded from red to white. While housing market activity has recently taken a small step
back from exuberant peak levels in the spring, both home sales and prices are still hovering at unprecedented levels.!

'The slew of mortgages issued during the pandemic have further
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Chart 2: Share of Mortgage Loans to Highly Leveraged
Households on the Rise
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Despite those reassuring factors, the inevitable transition
to a rising interest rate environment is likely to pose risks.
Of particular concern is the possibility that some house-
holds with significant mortgage debt burdens also run up
their consumer debt levels. The long-awaited pandemic
recovery will bring a revival in spending on high-contact
services, and with it likely higher consumer credit balances.
Those households would face tough decisions in a rising
rate environment, especially if policy rates were to rise
swifter than anticipated.

Are Canadians Taking Out Riskier Mortgages?

According to the Bank of Canada, Canadians are on aver-
age taking out risker mortgages. The latest Financial Sys-
tem Review flagged increased risk in the mortgage market
through two main channels: borrowers with high loan-to-
income (LTT) ratios and the rise of insured (low down pay-
ment) mortgage originations.? The share of new mortgages
with LTT ratios above 450% rose to 22% at the end of 2020,
up from 16% prior to the pandemic and above the previ-
ous peak of 19% seen in 2016 (Chart 2). A portion of this
increase reflects higher originations of insured mortgages
— those with down payments less than 20% of the property
price, also known as high-ratio mortgages — which require
insurance by Canadian Mortgage and Housing Corpora-
tion (CMHC) or private providers. The Bank identified
the above two metrics as the most significant factors in
helping predict homeowners’ future financial distress.* For
example, based on its analysis, a homeowner with just a
5% equity stake was twice as likely to experience finan-
cial stress than a homeowner with a 20-35% stake. This
suggests that a greater share of households who purchased
homes last year may be financially vulnerable.

The recent rise in insured (low down payment) mortgag-
es reflects higher home prices which increased the dollar
amount needed for a down payment. It also captures higher
demand for mortgages from first-time homebuyers who
have accelerated plans to purchase in the “race for space” that
has rallied the demand for housing worldwide. Households
with a major income earner younger than 35 accounted for
36% of new mortgage borrowing in the first quarter of 2021,
up from 28% in 2020.* First-time buyers have less home
equity and lower credit scores than repeat buyers, on average
(Chart 3). A Statistics Canada survey reported that in 2018,
slightly over 20% of first-time buyers in Canada (those that
bought their homes in the five years prior) found it “dif-
ficult” or “very difficult” to meet their financial obligations.®

Long Run Trends in Canadian Mortgage Prefer-
ences Help to Ease Concerns

'The increased popularity of insured mortgages during the
pandemic will likely prove fleeting. Indeed, after rising last
year, their share of originations has already fallen back to
levels prior to the pandemic. Taking a longer view, insured
mortgages as a share of outstanding mortgage credit have
been on the decline since at least 2016 (Chart 4). This is
partly in response to regulatory factors. With eligibility for
insured mortgages capped at $1 million price point, the
pool of homes fitting this price tag has been shrinking over
time, particularly in cities like Toronto and Vancouver.
Insured mortgages now account for just under 35% of all
outstanding mortgages in Canada, down from more than
50% five years ago. Despite the increase in insured mort-
gage issuance earlier in the pandemic, the bulk of mort-
gages originations have remained uninsured (and therefore
have a down payment of at least 20%).

Chart 3: Average Credit Scores Improved Significantly During
the Pandemic
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Chart 4: Share of Insured Mortgages on a Declining Trend
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Source: Bank of Canada, TD Economics. Last observtaion: April 2021.

Chart 5: Variable Rate Mortgages Account for Smaller Share
of Overall Mortgage Balances
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'The proportion of mortgages originated with variable
interest rates also increased during the health crisis. The
share has further spiked most recently, reflecting a widen-
ing gap between variable and fixed-term rates as fixed-
term interest rates edged higher while variable rates
remained at record-low levels. Despite this increase,
variable-rate mortgages currently account for 20% of the
stock of mortgages, which is below the 25% share ob-
served over the 2016-18 period (Chart 5).

While the tenor preferences of Canadian households may
have temporarily shifted in favour of variable-rate mort-
gages during the pandemic, most Canadians still opted
for fixed-rate mortgages with longer terms. Since Febru-
ary 2020, fixed-rate mortgages with terms of five or more
years have increased while those with less than three years
declined (Chart 6). The average term for outstanding fixed-
rate mortgages has increased from 4.1 years in 2016 to 4.5
years at the start of this year.

Credit Quality Remains High

It is reassuring that the credit quality of Canadian house-
holds has improved steadily over the past five years and
remained high during the pandemic. Based on Equifax
data, the share of outstanding loans with a credit score of
700 or higher increased from 83.5% in early 2016 to 87.7%
in 2020Q4 (Chart 7). New mortgage loans have a similar
profile except for the temporary increase in 2020Q2 when
mortgage lending standards tightened.

It is also encouraging that there is no evidence of risks mi-
grating from chartered banks to non-bank lenders, which
are not subjected to mandatory stress test requirements.
On the contrary, the share of mortgages held by non-banks
declined since early 2019, falling from 26% to 24% of out-
standing mortgage credit.

How Will Canadian Households Adapt to a Ris-
ing Rate Environment?

Government of Canada bond rates are a major deter-
minant of mortgage rates. The yield curve is expected to
steepen significantly as the recovery gathers momentum
and then flatten by late 2023 at a higher level as policy rate
hikes pick up speed (Chart 8). Households who originat-
ed in a low interest rate environment may then face higher
rates upon renewal.

A standard measure for assessing the vulnerability of house-
holds to higher interest rates is their ability to service their
debt, measured by the debt servicing ratio (DSR). The DSR
compares debt service costs to personal disposable income
at the aggregate national level. The DSR declined sharply
from 15% in late 2019 to just over 12% in mid-2020 as un-

Chart 6: Distribution of Mortgages by Term
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Chart 7: The Bulk of Mortgages Issued to Borrowers with
High Credit Scores
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Chart 8: Projected Slope of the Canadian Yield Curve Over
the Next Two Years
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precedented fiscal support programs bolstered personal dis-
posable income (the denominator in the ratio) and loan de-
terrals also temporarily lowered the required debt payments
(the numerator). The DSR has been on the rise in recent
quarters as fiscal transfers and deferrals tapered oft while
mortgage debt balances continued to build up.

Looking ahead, the DSR is expected to rise back to pre-
pandemic levels by the end of 2023. The outlook considers
several factors, including a gradual transition to higher inter-
est rates (Chart 8). Income support measures are set to ex-
pire in the near-term, bringing personal disposable income
growth closer to its long run trend. Consumer spending is
expected to rebound as the recovery gains momentum, rein-
vigorating growth in consumer credit. Despite this increase
in consumer credit, debt service on mortgages are projected
to exceed that on consumer debt for the first time (Chart 9).
'The DSR will therefore become more sensitive to changes in
mortgage payments than ever before.

Higher Rates Will Impact Mortgage Holders
Differently

The impact of higher borrowing costs on mortgage pay-
ments will vary across homeowners. Those who originated
fixed-rate mortgages with long terms will be insulated from
the transition to higher rates during this period. Those with
variable-rate mortgages can expect interest payments to
increase in step with policy rates, which are not expected
to rise until late 2022.° However, homeowners with mort-
gages coming due in 2023 are likely to face a much less
favourable interest rate environment with benchmark gov-
ernment bond yields close to more “normal” levels.

All in all, we estimate that around 18% and 20% of over-
all outstanding fixed mortgages will need to be renegoti-
ated in 2022 and 2023 due to expiring 3-5+ year tenor
contracts, respectively (Table 1). 7 Further, we estimate
almost 17% of those outstanding mortgages in 2023 will
face higher interest rates than when they were originated.
The increase in the qualifying rate effective June 1 from
the Bank of Canada 5-year benchmark mortgage rate to
5.25% (up from 4.79%)® may also present an added com-

plication for some borrowers upon renewal.

What Happens to Debt Servicing Costs if Mort-
gage Rates Rise More than Expected?

'The projected DSR outlined above (Chart 9) is based on
a scenario where medium- and long-term bond yields rise
gradually. The benchmark 5-year fixed-term mortgage rate
increases from its current level around 3.35% to 4.60% by
the end of 2023.” The DSR rises to the pre-pandemic level
of 15% of personal disposable income. Consider an alter-
native scenario where medium- and long-term bond yields

Chart 9: Composition of Debt Servicing Expected to Change
in 2022
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Table 1: Risks Faced by Expiring 3-5+ Tenor Mortgages

Expressed as % of Outstanding
Fixed Term Mortgages C$

2021 2022 2023

% Mortgages coming up for renewal

% Mortgages that will be exposed to
higher interest rates upon renewal

18.3 17.8 19.9

3.3 12.3 16.6

Source: Bank of Canada, TD Economics internal estimates.

increase more rapidly in response to mounting inflationary
pressures even as policy rates remain unchanged from the
baseline scenario. In this “high interest rate scenario” the
5-year mortgage rate is 50-basis points (bps) above that in
the baseline scenario in each quarter. Under this scenario,
we estimate that the DSR reaches an unprecedented level

of 15.4% by the end of 2023, 40 bps above the baseline
(Chart 10).

However, if consumers exceed expectations and take on
more consumer credit than anticipated, this can drive
household debt-servicing costs even further. This perfect
storm of rising mortgage rates and less predictable post-
pandemic consumer spending habits may result in a sce-
nario where some households find it difficult to stay afloat.

Bottom Line

A sudden rush of demand for mortgages during the pan-
demic, particularly from the first-time buyers, came along-
side an increase in financial vulnerabilities, not just due
to rapid accumulation of new mortgage debt but also due
to riskier characteristics of these mortgages. We find that

Chart 10: Debt Service Ratio Expected to Rise
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some factors contributing to a rise in those risks are tempo-
rary in nature and should dissipate once housing demand
comes off the boil.

Other mitigating factors are also important. Households’
balance sheets have improved during the pandemic thanks
to significant gains in household wealth, extra savings and
lower consumer credit balances, which may help to defer
household debt burden concerns. High credit scores of
mortgage borrowers and stricter stress-testing require-
ments also add an extra layer of safety.

Rock-bottom interest rates have helped to keep debt ser-
vicing costs low, despite the ramp-up in mortgage credit.
'This is likely to change with the transition to higher inter-
est rates over the next few years. As a share of disposable
income, the debt service burden is projected to return to
pre-pandemic levels over the next few years. Since mort-
gages now account for a larger share of household debt
than they did prior to the pandemic, mortgage servicing
is expected to take on the largest share of overall servic-
ing costs on record. Mortgage rates will therefore play
a greater role in the ability of households to meet their
overall debt obligations.

Risks to household balance sheets may be further amplified
by a revival in consumer spending on high-contact services
as the pandemic moves in the rear-view mirror. Once lock-
down measures are removed there is a chance that consum-
ers splurge on things they were not able to enjoy for a while,
such as dining out, entertainment and traveling, leading to
a quicker revival of growth in consumer credit. For some
homebuyers, the transition to higher mortgage rates will
raise payments, leaving less room to service consumer debt.
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Disclaimer
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