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Executive Summary
With interest rates on the rise and mortgage stress tests making it harder for homeowners to refinance their
mortgages, the GTA is seeing a surge in the number of homeowners turning to private financing.

- 20% of refinancing mortgage transactions (defined as mortgages registered on a property that did not
involve a sale) during the second quarter of 2018 were sourced from private lenders - a 67% increase over
two years ago

+ The growth in refinancing mortgage transactions financed from private lenders was highest in municipalities
that saw a high percentage of investors buying houses in 2017

+ York Region saw 21% of their refinancing mortgages in 2018 sourced from private lenders, the highest level
of the five GTA regions

+ Turning to mortgages for properties with a sale, private lenders accounted for 6.8% of mortgage transactions
in Q2 2018, up from 4.9% two years ago

- Detached homes without a sale were behind 49% of all private mortgage funds from 2016 to Q2-2018

Background

Since the Greater Toronto Area’s housing bubble peaked in March 2017 we have seen a significant shift away from
the loose credit policies that helped fuel the bubble to an environment of higher interest rates and stricter lending
requirements which have tightened the supply of credit.

Since July 2017 the Bank of Canada has increased the overnight rate four times pushing it to 1.5% in July 2018. This
has had two broad effects on the housing market. It has made buying a home more challenging because as interest
rates rise the amount that a potential home buyer can borrow declines in order to keep their debt-servicing constant.
Higher rates have also increased the cost of servicing debt for existing homeowners.

OnJanuary 1, 2018 a new mortgage stress test was introduced by the Office of Superintendent of Financial Institutions
(OSFI) that required all un-insured mortgages to be approved under a new “stress test” interest rate which is roughly
2% higher than the contract rate of the mortgage. Canada’s Department of Finance introduced a similar stress test
in October 2016 for insured mortgages. The stress test applies to both new mortgages and any time an existing
homeowner wants to refinance their mortgage or transfer their mortgage to a new lender.
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Looking back at the GTA's housing
bubble, it's worth noting that historical
housing bubbles have followed a very similar credit cycle to the one we have seen over the past four years in Canada
(Chart 1). A period of loose credit is followed by a rapid acceleration in asset prices as more and more people take on
debt to buy assets that they simply believe will increase in value forever. This is often followed by a period of tighter
credit - which is where we find ourselves today.

(Chart-1)

As we continue further into a tighter lending environment a couple of important questions need to be answered to
assess how the market is adjusting to these credit conditions.

Are we seeing any material changes in the borrowing behaviour of existing homeowners that may be explained by the
current tighter lending environment?

Are home buyers finding ways around the OSFI stress tests by financing their homes through lenders that are not
regulated by OSFI (credit unions or private lenders)?

Refinancing Mortgage Transactions
(Mortgages registered on a property that did not involve a sale)

In every late stage credit cycle an increase in interest rates can put financial strain on households that are highly
leveraged. Households that are struggling to afford their existing lifestyle or the carrying costs of their real estate
investments as their debt servicing costs increase. In some cases, owners may sell assets or downsize their existing
home to reduce their debt burden. In other cases, owners will opt to buckle down and stay the course hoping that
things will improve in the near future. They hope that either interest rates will fall again reducing their debt servicing
costs or asset prices will begin to rise rapidly again. In these situations, it's not uncommon for owners to take on even
more debt to make ends meet in the short term. Owners who have trouble obtaining additional financing for their
home or investment property from traditional banks may turn to more expensive sources of financing.

In Canada, private lenders often serve as the lender of last resort that buyers and owners can turn to when traditional
banks and credit unions have turned them down. Private lenders are more willing to take on riskier financing

arrangements than traditional lenders and in return charge borrowers much higher interest rates.

When looking at the number of refinancing mortgages registered on a property that have been arranged since 2016
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(Chart 2), we see that the share financed by private . ) ) )
) L Percent of Private Mortgages On Refinancing Transaction
lenders has increased significantly, from a low of 12%
during the second quarter of 2016 to 20% during the -
second quarter of 2018 - a 67% increase in two years. s \/_/\/
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In contrast, refinancing mortgages from banks, credit (Chart-2)
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an average term of 3 years. Average Private Mortgage Amount
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by private lenders (Chart 5) has been on the rise in all five
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them or on their principal residences
in cases where investors bought Pct Change in Private Lending 2016 vs 2018 vs. Pct Investors 2017
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Why then are Gen X owners Total Private Mortgage Value - 3 yrs GTA Region

increasingly turning to private
mortgages, vs traditional banks?
The answers are not obvious. A
portion of this increase may be
driven by owners who prefer to do
major renovations to their existing
home vs upsizing to another house.
Private lenders are often more willing
than traditional banks to provide
construction financing. But another
possible explanation is that private
debt is being used to help finance
existing real estate investments - an

explanation that is Supported by M Baby boomers = Generation X M GenerationZ © Millennials ™ Traditionalists
the fact that the growth in private

financing was highest in municipalities ~ (Chart-7)
that had the highest rate of investor
demand.

Source: Teranet

Mortgages for Sale Transactions

Looking at how financing sources on sale transactions (mortgages registered within 6 months of title being trans-
ferred) have changed since 2016 (Chart 8) we find that there has been a rise in the percentage of transactions financed
by private lenders. Private lenders accounted for just 4.9% of transactions in Q2 2016 climbing to 8% during the first
quarter of 2018 but has since cooled to 6.8% in Q2 2018.
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As home prices in the GTA fell
between the second and third
quarters of 2017 many home buyers T
struggled to obtain financing on the 00
homes they bought because at the
time of closing - typically several
months after they bought - the
houses were no longer worth what
they had paid for them at the peak
of the market. Many buyers walked
away from their purchases losing their
deposits and risking legal action from
the seller. Many that did eventually
close on their purchases may have o Q1-16 Q2-16 Q3-16 Q4-16 Q1-17 Q2-17 Q3-17 Q4-17 Q1-18 Q2-18
turned to private lenders to fill the gap
in their financing which may explain (Chart-8)
the surge in private financing towards
the end of 2017.
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Private Lending Volume By Property Type - 2016 - 2018
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The average private mortgage
on sale transactions climbed from
$253,533in 2016 to $316,587 in
2018. The average non-private
mortgage amount in 2018 was for
$543,162. The average term on
private mortgages was 1.7 years in
2018 compared to 3.92 years for non-
private mortgages.
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properties that did not involve a sale.
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(Chart-10)
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The next highest segment for private
mortgages was for condominiums
without a sale accounting for 14% of
the volume.

Generation Z - Refinancing Private Mortgage Value

In the GTA, single detached houses
represent approximately 61% of all
private lending volume (Chart 10).
When drilling down to look more
closely at condos and single
detached homes by cohort in the
GTA, Generation X remains the top
consuming cohort in almost each
property & mortgage type grouping,
again reflective of the group'’s current
overall buying power.

H Condo ™ Row House = Single Attached = Single Detached

Focusing specifically on property
type, on average approximately 8% of
the total refinancing mortgage value is
tied to condos. Generation Z, although small in size, leads the pack with 17% of the total mortgage value for that cohort
being allocated to condos (Chart 11). Similar to other cohorts, single detached houses are the dominant house type for
Gen Z, representing 74% of the overall mortgage value for refinancing private mortgages .

Source: Teranet

(Chart-11)

With interest rates expected to be on the rise over the next twelve months, it will be important to follow this segment
of the market to see how homeowners are coping with a higher rate environment. Will the demand for private lending
level off over the next six to twelve months or will their share of the market continue to grow as rates rise?
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