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QUANTITATIVE “UN”-EASING

HIGHLIGHTS

e Slowing growth and muted inflation means
a prolonged pause in Bank of Canada rate
tightening.

e Quantitative “un”-easing: bond yields rise
unexpectedly following US Fed announcement.

e 5-year mortgage rate falls to record low 5.19%...
and then jumps to 5.44%

Mortgage Rate Forecast

2010 20M

Term Q1 Q2 Q3F Q4F QIF Q2F Q3F Q4F

1-Year 3.60 3.61 340 3.30 3.50 3.75 4.05 4.40

5-Year 543 6.02 555 535 545 560 575 590

Following a period of relative calm, global financial markets
have again been unsettled by fiscal instability in Europe
and uncertainty regarding the Federal Reserves’ ability to
spur the US economy out of its current doldrums. Amidst
this economic backdrop, key government bond yields have
reversed their downward trend, moving sharply higher. In
our final mortgage rate forecast of 2010, we discuss what
these trends mean for mortgage rates over the coming year.

Growth and Inflation Outlook

The Canadian economy has slowed sharply following a
blistering start to the year. Real GDP growth was just 1% in
the third quarter, down from the 2% growth posted in the
second quarter. Much of the drag in Canadian economic
activity is due to continued weakness in the United States
and other export markets, though domestic demand has
also begun to soften. We expect these trends to hamper
growth for the remainder of 2010 and into 2011. A sharper
than expected slowing of the economy has prompted us to
trim our forecast of real GDP growth to 2.9% this year and
2.1% in 2011.

Moderate economicgrowthin 2011 willtranslate to continued
slack in Canadian product and labour markets. This slack,
along with a strong loonie, will provide a bulwark against
inflation and therefore a continuation of accommodative
monetary policy by the Bank of Canada.

Economic growth continues to disappoint
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Core Inflation still well below 2% target
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Interest Rate Outlook

In the face of slowing growth, muted inflation and lingering
global financial instability, the Bank of Canada has held
its overnight rate at 1.00% since September. Although the
Bank’s medium-term objective of returning rates to normal
long-run levelsis stillintact, the Bankwill take avery cautious
approach to tightening monetary policy over the next 6 to 12
months. Given that inflation is projected to remain subdued
and growth is expected to slow, we do not expect any action
from the Bank of Canada until the second quarter of 2011,
if not later. Our current forecast is for the Bank of Canada’s
target overnight rate to rise from its current level of 1.00% to
between 1.75% - 2.00% by the end of 2011.

Moving down the yield curve there are a number of factors
muddying the outlook for interest rates important to
mortgage pricing. First and foremost is the impact of the US
Federal Reserve’s implementation of further quantitative
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easing, or so called “QE2". In early November the Federal
Reserve announced thatits new quantitative easing program
would expend up to $600 billion by the end of June 2011 in
orderto help spurthe flagging US economy. Federal Reserve
Chairman Ben Bernanke outlined three explicit goals of this
policy:

e Lower mortgage rates for US homebuyers to increase
affordability and promote refinancing

e Lower corporate bond rates to encourage private
investment and boost economic growth

e Increase asset prices to boost consumer wealth and
increase confidence.

To that list, we would add two further unstated, but not
unwelcome, goals. The first being the engineering of a lower
US dollar to spur American exports, and the second, a much
needed change in the path of inflation from its current and
potentially devastating “Japan-like” disinflationary trend.

Turning Japanese? — US Inflation tracking Japan’s “Lost Decade”
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However, a curious thing has happened since the official
announcement of QE2, the yield on 5-year US Government
Bonds - along with its Canadian counterpart — has risen
substantially. This reversal in yields has erased a large
portion of the beneficial fall in rates since QE2 was first
hinted atin August. Itisn’timmediately clear what is driving
the sudden changeinthe direction of interest rates. Analysts
have pointed to culprits ranging from a foreign backlash

against QE2 to a welcome increase in future inflation
expectations. Given that QE2 is only in its beginning stages,
it is likely too early to say with any certainty how rates will
evolve in coming months. What is certain is that volatility in
bond markets is likely to be around a while longer.

Quantitative “un”-easing
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Mortgage Rate Forecast

The unexpected rise in yields prompted a fairly dramatic re-
pricing of mortgages in November. After falling to an all-time
low of 5.19%, the 5-year mortgage rate has leapt 25bps to 5.44%
while the 1-year rate increased from 3.20% to0 3.35%.

Heightened volatility in bond markets could mean a re-testing
of mortgage rates lows, particularly if a deepening Euro-crisis
prompts a flight to safety in US and Canadian treasuries. A
more likely outcome is that mortgage rates will stay flat for
the next quarter as investors re-evaluate growth and inflation
expectations in the context of a QE2 world. Our expectation for
2011 is that rates will begin a slow march upwards, hovering
slightly higher than current levels for the first half of 2011. Rates
will then be prompted higher by expectations of renewed, but
cautious, rate tightening by the Bank of Canada in the second
half of next year.

The BCREA forecast for the 1-year mortgage rate to average 3.3%
in 4th quarter of 2010 and to reach 4.4% by the end of 2011. The
5-year fixed mortgage rate will average 5.30% for the 4th quarter
of 2010 before increasing to 5.90% in 2011.

Send questions and comments about Mortgage Rate Forecast to:

Cameron Muir, Chief Economist, cmuir@bcrea.bc.ca; Brendon Ogmundson, 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/publications/subscribe.htm.
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