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Canadian consumer: Cracks beginning to show

by Andrew Grantham andrew.grantham@cibc.com and Katherine Judge katherine.judge@cibc.com

The resilience of the Canadian consumer has been one of the
biggest surprises of 2023 so far, and a key factor behind the
Bank of Canada restarting its rate hike campaign in June.
Indeed, stronger-than-anticipated household consumption has
accounted for the entirety of the upgrade to the BoC's GDP
forecast since the start of the year (Chart 1).

However, cracks are starting to show, with the recovery in
services consumption stalling at a level still below its pre-
pandemic trend, and households starting to fall behind on
some of their debt repayments. Because of that, consumer
spending is expected to see little growth over the balance of
2023 and into 2024, resulting in a close brush with recession
(Table 1, p5). That will open up some additional slack within the
economy, seeing inflation ease further next year and allowing
interest rate cuts to start before the middle of 2024 (Table 3,
p6).

Chart 1: Consumer resilience drove upside surprises in growth this
year
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Resilient, but not strong

One of the reasons why consumption hasn't fallen or slowed
yet, even after historically swift rate hikes, is that the level of
spending wasn't particularly strong to begin with. While real
consumer spending has continued to rise swiftly on average
since rates starting to head higher (Chart 2, left), much of that
spending can be linked to the reopening of the economy
following Covid-19 lockdowns, as well as an easing of supply
chain issues. The level of consumer spending, particularly in per
capita terms, remains well below the trend it was on before the
pandemic and relative to the 2017 rate hiking cycle. (Chart 2,
right).

In particular, the rotation of consumer spending away from
goods and back towards services that everyone was talking
about before interest rates headed higher, has not fully
happened. While goods spending has eased back close to its

Chart 2: Consumption per capita — strength since 2021 (L) belied by
perspective since 2019 (R)
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Chart 3: Services consumption has recovered (L), but is further below
its pre-pandemic trend than goods (R)
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Chart 4: Savings rate above pre-pandemic in Canada (L), but still low

in absolute terms (R)
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pre-pandemic trend (Chart 3, left) the recovery in services
spending has slowed even at a level still well below its pre-
pandemic trend (Chart 3, right). That could reflect a structural
shift in spending patterns owing to the extension of remote
work, which has limited demand for services, while boosting
demand for durable goods. The excess demand that the Bank of
Canada continues to refer to doesn't really look excessive at all
— at least compared to the spending behaviour of households
prior to the pandemic. Instead, the excess demand is a
combination of a recovery in demand, and a disappointing
recovery in supply, not an overheated consumer sector. Indeed,
consumption looks to have contracted in Q2 after a bounce Q1.

Moreover, consumers in Canada remain more cautious than
they were prior to 2020. While the household savings rate has
fallen from the heights seen during the pandemic, it remains
above the very low levels that were common just before the
pandemic started. That's in contrast to US households, who are
saving less than they were in the prior cycle in order to maintain
an elevated level of spending (Chart 4, left and right). While
Canadian households’ credit card balances are now back to
their earlier trend (Chart 5, left), after having been run down
dramatically during the pandemic, lines of credit are seeing less
use in this higher interest rate environment (Chart 5, right). The
gap between the current balance on lines of credit and the
pre-pandemic trend is roughly $20bn, or $1.4% of annual
consumer spending.

Early signs of struggles

Despite the fairly cautious attitude of Canadian households,
there are early indications that some are struggling in this
higher interest rate environment. While bankruptcies remain
historically low (Chart 6, left), proposals have risen above their
pre-pandemic level even on a per capita basis (Chart 6, right).
The proportion of indebted households that are behind with
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Chart 5: Credit card balances back to pre-pandemic norms (L), but
lines of credit still contained (R)
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Chart 6: Bankruptcies contained (L), but proposals elevated (R)
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Chart 7: More Canadians falling behind on debt payments (L), and
arrears have risen (R)
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their monthly payments remains fairly low by historical
standards (Chart 7, left), but that the fact that could reflect
many mortgages have yet to be reset at higher interest rates.
The proportion of loans in arrears for other types of consumer
loans have generally risen more and most are now at levels
above pre-pandemic norms (Chart 7, right).

While the biggest test for mortgage renewals will come in 2025
and 2026, when many of the mortgages taken out during the
pandemic are up for renewal, that doesn't mean that the
remainder of 2023 and 2024 won't bring difficult decisions for
some households. Indeed, from mid-2023 to the end of 2024,
roughly one third of mortgages outstanding will need to be
refinanced at a higher interest rate (Chart 8). Defaults are
unlikely to soar given that the vast majority of these mortgages
will be on units that are worth more than when purchased, so
the sale of the property is still an exit strategy. But it will act to
further restrict the amount of disposable income that
households have to make other purchases.

Chart 8: Hit from mortgages resetting at higher rates still in the
pipeline
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Chart 9: Real incomes eroded by inflation (L), particularly for lower
income earners that have higher marginal propensities to spend (R)
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And the trend in disposable incomes isn't particularly strong to
begin with, particularly in inflation adjusted terms. Indeed, real
incomes have trended broadly sideways since 2020 and are
now approximately 3% below their pre-pandemic trend (Chart
9, left). Lower income earners, who have the highest propensity
to spend out of any additional incomes, have seen the weakest
trend in real incomes (Chart 9, right).

The ability to supplement real spending by running down
savings or tapping into increased wealth has also been
restricted by inflation. Although some households still have
savings to fall back on that were accumulated during the
pandemic, the overall financial wealth of households (including
other assets as well as savings) has fallen short of its prior-
cycle trend across incomes quintiles (Chart 10, left and right).

Cracks getting wider from here

The cracks that are starting to show up in Canadian consumers’
spending behaviour and finances are expected to get gradually

Chart 10: Real household assets well below pre-pandemic trends
across income quintiles
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wider, as more households refinance mortgages at higher
interest rates, and as the unemployment rate drifts higher.
However, these cracks aren't expected to turn into a chasm,
in part due to the fact that households have already started
to make some adjustments and aren't spending excessively
relative to pre-2020 norms. That also means that consumer
spending doesn't need to crater in order to bring inflation
back to a 2% target. Indeed, very modest growth in household
spending on average during the second half of 2023 and into
2024, would still likely be consistent with 2% inflation by the
second half of next year.
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Table 1: Canada forecast detail (real % change, SAAR, unless otherwise noted)

Variable 23Q1A 23Q2F 23Q3F 23Q4F 24Q1F 24Q2F 24Q3F 24Q4F 2022A 2023F 2024F
Real GDP Growth (AR) 31 1.3 0.8 -0.2 0.6 0.5 1.4 17 3.4 1.6 0.7
Real Final Domestic Demand (AR) 26 0.2 1.2 -01 1.0 0.8 1.8 2.0 2.7 0.9 0.9
Household Consumption (AR) 5.7 -0.7 1.3 -0.7 0.7 0.2 1.0 1.7 4.8 2.2 0.4
All ltems CPI Inflation (Y/Y) 51 3.5 34 3.0 29 21 19 17 6.8 37 2.2
Unemployment Rate (%) 5.0 5.2 5.6 6.0 6.2 6.2 6.0 5.8 53 5.4 6.1

Table 2: US forecast detail (real % change, SAAR, unless otherwise noted)

Variable 23Q1A 23Q2A 23Q3F 23Q4F 24Q1F 24Q2F 24Q3F 24Q4F 2022A 2023F 2024F
Real GDP Growth (AR) 2.0 24 0.9 -11 0.6 0.7 1.0 1.4 21 1.8 0.6
Real Final Sales (AR) 4.2 23 0.6 -0.8 0.5 0.7 1.0 1.3 13 23 0.5
All ltems CPI Inflation (Y/Y) 5.8 4.0 3.2 2.6 23 1.9 1.8 2.1 8.0 39 2.0
Core CPI Inflation (Y/Y) 5.6 5.2 4.3 3.2 24 1.8 1.6 1.7 6.2 4.5 1.9
Unemployment Rate (%) 35 3.6 37 41 43 4.3 43 4.2 3.6 37 43
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Table 3: Canadian interest rates (end of period)

2023 2023 2023 2024 2024 2024 2024

Variable 8-Aug Sep Dec Mar Jun Sep Dec
Overnight target rate 5.00 5.25 5.25 5.25 4.50 4.00 3.50
98-Day Treasury Bills 5.05 5.25 5.20 5.00 4.25 3.90 3.35
2-Year Government Bond 4.51 4.85 4.70 4.30 3.50 3.20 2.80
10-Year Government Bond 3.47 3.55 3.45 3.25 3.00 290 275
30-Year Government Bond 3.38 3.45 3.30 3.25 3.00 290 2.85
Canada - US T-Bill Spread -0.37 -0.55 -0.55 -0.60 -0.60 -0.45 -0.75
Canada - US 10-Year Bond Spread -0.55 -0.35 -0.35 -0.25 -0.25 0.00 0.00
Canada Yield Curve (10-year — 2-year) -1.04 -1.30 -1.25 -1.05 -0.50 -0.30 -0.05

Table 4: US Interest rates (end of period)

2023 2023 2023 2024 2024 2024 2024

Variable 8-Aug Sep Dec Mar Jun Sep Dec
Federal funds rate 5.375 5.625 5.625 5.625 5125 4.625 4125
91-Day Treasury Bills 5.42 5.80 5.75 5.60 4.85 4.35 410
2-Year Government Note 4.77 4.90 4.70 4.30 3.60 3.00 2.80
10-Year Government Note 4.02 3.90 3.80 3.50 3.25 290 275
30-Year Government Bond 419 4.00 3.80 3.75 3.45 3.30 3.20
US Yield curve (10-year — 2-year) -0.75 -1.00 -0.90 -0.80 -0.35 -0.10 -0.05

Table 5: Foreign exchange rates

2023 2023 2023 2024 2024 2024 2024

Exchange rate 8-Aug Sep Dec Mar Jun Sep Dec
CAD-USD 0.74 0.75 0.76 0.76 0.77 0.78 0.78
USD-CAD 1.35 1.33 1.31 1.31 1.30 1.29 1.28
USD-JPY 143 141 135 125 122 120 18
EUR-USD 1.09 1.08 m 113 114 115 115
GBP-USD 1.27 1.26 1.28 1.30 1.31 1.32 1.32
AUD-USD 0.65 0.66 0.68 0.69 0.69 0.70 0.70
USD-CNY 7.22 715 7.00 6.85 6.75 6.70 6.70
USD-BRL 492 5.05 5.20 5.20 5.20 5.40 5.00
USD-MXN 17.20 17.50 18.00 18.50 19.00 19.20 19.00
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