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April 2024 Insights & Strategies: Housing, Inflation, and Interest Rates

While fixed-rate mortgage holders have been relatively unaffected by all the rate increases over the past two years, variable-rate mortgage
holders have been grappling with the burden of elevated monthly payments or negative amortization. In its latest meeting in March, the Bank
of Canada (BoC) decided to keep its target rate steady at 5 per cent, citing underlying inflation as a reason to hold off on rate cuts. Currently,
Canadian financial markets have priced in a 17 per cent chance of a rate cut in April and a 67 per cent chance in June, versus 37 per cent and 82
per cent, respectively, on March 4, just before the latest policy update. The economy has also proven to be more resilient than expected and the
unemployment rate remains below its historical average, giving the BoC greater leeway to further delay the start of rate cuts. However, is
prolonging the current interest rate level the answer to continued inflation improvement, or is inflation already sufficiently contained, or on the
right trajectory, and could further delays possibly trigger a (more severe) recession in the Canadian economy? We believe that the BoC should
cut sooner rather than later and exclude shelter inflation from its considerations, for the benefit of the overall economy. To delve deeper into
this, we will examine three key aspects: shelter inflation, household financial health, and long-term housing supply.

Shelter Inflation

Shelter inflation, driven by mortgage interest increases, has become a driving force behind elevated Consumer Price Index (CPI) growth.
Headline CPI remained above target, at 2.8 per cent, in February, although by excluding shelter and mortgage interest costs that metric would
be at or below the 2 per cent target (Chart 1). So, is it fair to exclude shelter costs to get a more representative measure of inflation, considering
that the elevated interest rates being used to combat inflation might in this case be adding to the problem? Shelter CPI is lagging in nature. If
the BoC were to lower its policy rate today, fixed-rate mortgage holders would likely still face higher monthly costs on renewal this year, as
rates would likely be higher than those of their last renewal. It also takes time for landlords to adjust costs to renters. Consequently, regardless
of whether the BoC decides to hold rates for longer or not, shelter CPl would likely remain elevated for the rest of 2024. Considering that shelter
holds a weight of 28 per cent in the headline CPI, to bring headline CPI back to its 2 per cent target, the rest of the CPl components would need
to remain much lower, implying more stress on various parts of the economy. Even the BoC's preferred core measure, CPI trim, which helps
filter out extreme price movements, still includes a significant portion of shelter CPI components, skewing the measure higher. That said, if the
BoC continues to hold rates until observing further progress towards the 2 per cent inflation target, it could potentially push the economy into a
(more severe) recession, especially given that rate hikes affect almost all other sectors, and GDP growth has remained stagnant since the
second quarter of 2023.

Chart 1 - CPI ex Shelter Has Achieved The 2% Target Chart 2 - Shelter CPI Basket Weight Breakdown
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Furthermore, it might seem reasonable to assume that a rate cut would trigger a resurgence in housing prices and therefore of the shelter
component of CPI and consequently overall inflation. However, upon closer examination of the breakdown of shelter CPI components and their
interrelationships, the outcome becomes less obvious. At a high level, shelter CPI comprises three main components represented in the inner
circle of the pie chart (Chart 2): owned accommodation, rented accommodation, and utilities, with the breakdown for each of these components
shown in the outer ring. The components driving the rise in shelter CPl—namely owned accommodation and rented accommodation—have seen
average year-over-year growth of 6 to 7 per cent over the past 12 months, while spending on utilities has remained relatively stable. Now, what's
particularly intriguing is that the impact of rate decisions on certain heavy components varies significantly.

Homeowners’ Replacement Cost

Unlike other components of owned accommodation, homeowners’ replacement cost is not an immediate or direct out-of-pocket expense for
most people, as it is considered a depreciation component. This cost is derived from various sources, including data from the Survey of Household
Spending, where respondents are asked about their expected selling price for their house, as well as external sources such as the Canadian Real
Estate Association (CREA) and the Canada Mortgage and Housing Corporation (CMHC).

The methodology used to determine homeowners’ replacement cost is a key factor behind the notion that a rate cut can lead to higher shelter CPI.
Not surprisingly, it closely correlates with the new home price index, as the latter serves as an easily accessible benchmark for homeowners (Chart
3). Furthermore, since homeowners’ replacement costis notincurred out-of-pocket, there is minimal lag between real-time data and homeowners’
expectations.

Historically, the BoC target rate and new home prices have tended to move in opposite directions, as a lower target rate typically translates to
lower mortgage interest rates, making it more favourable for home buyers (Chart 3). With some modest signs of increased activity over the last
three months compared to a subdued fall market in 2023, the BoC remains concerned that a rate cut could further fuel home price surges. However,
according to CREA senior economist Shaun Cathcart, the focus may shift away from the exact timing of interest rate cuts, with the emphasis
placed more on the number of homes available for sale this year, given that significant demand has piled up on the sidelinesl. This observation
underscores the structural supply issue. Therefore, while holding the rate unchanged may have a lesser impact compared to a rate cut on the
potential rebound in home prices, it is unlikely to significantly alter the trend. On a positive note, from an inflation perspective, the sales-to-new
listing ratio decreased in February, indicating that sales were down and new listings were up. This suggests that there hasn't been a rapid rebound
in home prices yet.

Chart 3 - Rate And New Home Prices Move in Opposite Directions Chart 4 - Most Mortgages Have Not Yet Seen Increased Payments
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expectation as of December 1, 2023.
Mortgage Interest Cost

Mortgage interest costs stand out as the primary force driving inflation upwards, with average year-over-year growth of monthly payments of
around 28 per cent. This metric measures the impact of price changes on the amount of mortgage interest owed by the target population on their
mortgage balance. Notably, changes in mortgage rates tend to have a larger impact than recent changes in house prices, as the total value of
houses purchased during a given period is always a small proportion of the total stock of dwellings with mortgages.

1CREA (2024), Canadian Home Prices See Sudden End to Declines in Advance of Spring Market, CREA, https://www.crea.ca/media-hub/news/
canadian-home-prices-see-sudden-end-to-declines-in-advance-of-spring-market/
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It's important to highlight that increases in mortgage interest costs can have long-lasting effects and a broader impact compared to the rise in
new home prices. To begin with, roughly 36 per cent of Canadians own homes with mortgages, while 23 per cent own homes outright, and the
remaining 41 per cent rent. Following a significant rate hike of 475 basis points since March 2022, approximately 43 per cent of mortgage holdersin
Canada have personally felt the financial strain as they renewed their terms through December 2023, and it's anticipated that number will increase
to 80 per cent of mortgage holders by the end of 2025 (Chart 4). This also affects renters, as landlords with mortgages pass on the costs. This
process unfolds gradually and affects a majority of Canadian households, whereas new homebuyers make up only a fraction.

Furthermore, the magnitude of the increased mortgage interest payment is expected to be significant, particularly considering that just three to
five years ago, we were still in an era of exceptionally low interest rates. According to BoC staff analytical notes?, assuming rates evolve according
to financial market expectations as of December 2023, the median monthly mortgage payment for all outstanding mortgages is projected to rise
from $1,200 in February 2022 to $1,600 by the end of 2027—an increase of 34 per cent (Chart 5). Variable-rate mortgage holders with variable
payments may be relatively less affected from this point onward. Conversely, those with variable-rate mortgages and fixed payments, who have
yet to see their mortgages adjust, will experience the most significant shock, with median payments increasing from $1,418 in February 2022 to
$2,190 by December 2027, representing a 54 per cent increase. While fixed-rate mortgage holders are in a relatively better position, they are still
expected to experience further increases in the next two years. Additionally, the year-to-date development in the target rate is more hawkish than
the financial market expectations at the time when this simulation was conducted, suggesting that these amounts are likely to be understated.

That being said, mortgage holders are finding themselves needing to make significant cuts to their spending, particularly after renewing their
mortgage terms. However, as mentioned earlier, only about half of mortgage holders have completed their renewals. The lingering effect of rising
mortgage interest costs will continue to put financial pressure on households. Therefore, the sooner the rate is cut, the quicker households can
find relief in the future. It's important to recognize that, just as it takes time for households to feel the impact of higher mortgage rates, it also
takes time for the benefits of lower mortgage rates to be felt across the board.

Rent

Rent stands out as the largest component within the shelter CPI. Data on rent are collected through a supplementary questionnaire included in the
Labour Force Survey, where respondents are asked about their total monthly rent. Despite the straightforward methodology used to derive the
rent CPl, it is actually intertwined with the homeowners’ replacement cost and mortgage interest cost we discussed earlier, to different extents.

Analysis of monthly CPI data from 1981 to the present shows a notable difference in correlations. Rent has a much stronger relationship with
mortgage interest cost (70.6 per cent) compared to its correlation with homeowners’ replacement cost (12.6 per cent). This indicates a stronger
relationship between rent and mortgage interest cost. In practical terms, if there is a rate cut leading to a decrease in mortgage interest cost, it is
likely to offset any increase in homeowners’ replacement cost, resulting in a decrease in rent. This decrease in rent is beneficial for overallinflation
and for renter households. On the flip side, keeping the rate unchanged would have the opposite effect.

In summary, while the impact of the two different rate decisions on shelter inflation remains uncertain due to the divergent movements of the

three key components, it appears that a rate cut may not lead to as significant a resurgence in shelter inflation as one might first think.

Chart 5 - Median Payments Will Continue To Increase Chart 6 - Consumer Insolvencies On the Rise
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Household Financial Health

Since the Global Financial Crisis, Canada’s household debt to disposable income ratio has steadily increased, hovering around 180 per cent since
the second quarter of 2021. This heightened level of debt renders Canadian households more vulnerable to interest rate hikes. As previously
mentioned, theimpact of sudden increasesin mortgage and rent payments upon renewal is significant. With households allocating a larger portion
of their income to debt payments, they may need to reduce consumption spending by a greater extent, because mortgage and rent payments
are typically prioritized. According to Equifax Canada3, there has been a notable increase in the number of consumers with a mortgage missing
payments on some type of credit product in the fourth quarter of 2023, up 11.6 per cent compared to the previous year, while those without a
mortgage saw a 9.5 per cent increase. The rise in revolving debt on credit cards also suggests that individuals are not paying their balances in full.

Moreover, it's important to note the significant increase in consumer insolvencies, primarily due to the rise in consumer proposals (Chart 6).
While the total number of consumer insolvencies remains close to pre-pandemic levels, the spike in the year-over-year growth rate is typically
only observed during recessions or periods of pronounced economic slowdown (such as 1995-1996). This indicator suggests that the Canadian
economy may be weakening and may not be as resilient as it appears on the surface. Having rates unchanged for an extended period could prolong
the recovery process, whereas an earlier rate cut could allow for more flexibility in establishing cushioning.

Long-term Housing Supply

Perhaps it's time to step back from the current business cycle and adopt a broader perspective on the housing problem. In our “Housing Crisis or
Opportunity?” report from last October, we delved into several underlying structuralissues. The upward pressure on housing prices predominantly
stems from a shortage of supply and the rapid population growth driven by immigration. While the Canadian government is taking steps to stabilize
the intake of international students by setting a cap and potentially aims to attract more skilled labour, however, on the other hand, there has not
been much progress in addressing the supply shortage. In 2023, housing starts sharply declined, dropping back to 2016 levels (Chart 7). Developers
are struggling with high borrowing costs and increasing construction expenses. Consequently, an increasing number of residential construction
projects have faced receivership over the past 12 months, which has further deterred developers from initiating new projects. Investment in
residential building construction has also remained subdued since mid-2022. Underinvestment today will likely lead to undersupply tomorrow.
Therefore, keeping the rate at an elevated level will probably intensify pressure on future housing supply and contribute to higher housing prices.

In summary, the BoC's rate hiking cycle has generally been effective, except in the shelter sector, where components within the shelter CPI react
differently to rate decisions and structural issues resurface. While the impact of holding or cutting rates on shelter CPl remains uncertain, it appears
that a rate cut may not result in as significant a resurgence in shelter inflation as might be anticipated. Moreover, given the observed increase in
financial stress among Canadian households and the potential worsening of structural issues in Canadian housing due to a prolonged period of
elevated rates, we believe that a rate cut may be more beneficial for the overall economy in the current environment (Table 1).

Chart 7 - Housing Starts Declined Due to Elevated Borrowing Costs Table 1 - Rate Decision Impact - Summary Table
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December 31, 2023.

2Maria teNyenhuis and Adam Su (2023), The impact of higher interest rates on mortgage payments, Bank of Canada, https://
www.bankofcanada.ca/2023/12/staff-analytical-note-2023-19/

3Equifax Canada (2024), Q4 2023 Consumer Credit Trends Webinar, Equifax Canada, https://www.consumer.equifax.ca/business/market-pulse
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IMPORTANT INVESTOR DISCLOSURES

Complete disclosures for companies covered by Raymond James can be viewed at: Disclosures https://raymondjames.bluematrix.com/sellside/
Disclosures.action

This newsletter is prepared by the Private Client Services team (PCS) of Raymond James Ltd. (RJL) for distribution to RJL’s retail clients. It is not
a product of the Research Department of RJL.

All opinions and recommendations reflect the judgement of the author at this date and are subject to change. The author’s recommendations may
be based on technical analysis and may or may not take into accountinformation in fundamental research reports published by RJL orits affiliates.
Information is from sources believed to be reliable, but accuracy cannot be guaranteed. It is for informational purposes only. It is not meant to
provide legal or tax advice; as each situation is different, individuals should seek advice based on their circumstances. Nor is it an offer to sell or
the solicitation of an offer to buy any securities. It is intended for distribution only in those jurisdictions where RJL is registered. RJL, its officers,
directors, agents, employees and families may, from time to time, hold long or short positions in the securities mentioned herein and may engage
in transactions contrary to the conclusions in this newsletter. RIL may perform investment banking or other services for, or solicit investment
banking business from, any company mentioned in this newsletter. Securities offered through Raymond James Ltd., Member-Canadian Investor
Protection Fund. Financial planning and insurance offered through Raymond James Financial Planning Ltd., not a Member-Canadian Investor
Protection Fund.

Commissions, trailing commissions, management fees and expenses all may be associated with mutual funds. Please read the prospectus before
investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated. The results presented
should not and cannot be viewed as an indicator of future performance. Individual results will vary and transaction costs relating to investing in
these stocks will affect overall performance.

Securities mentioned in this publication may entail higher risk. Clients should contact their Financial Advisor to determine if the securities are
compatible with their risk tolerance and investment objectives.

Information regarding High, Medium, and Low-risk securities is available from your Financial Advisor.

RJL is a member of the Canadian Investor Protection Fund. © 2024 Raymond James Ltd.
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