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Peaked: Canada’s housing 
market in-depth 

   
 
 

Canada’s housing market is entering a sustained downturn, in our view.  We don’t 
think we’re facing an outright bust, with Canada not having  shared the worst of 
the credit excesses that set up crashes elsewhere, notably in the US.  But it does 
look like Canadian houses finally got too expensive, and builders too aggressive, 
for the underlying demand environment.  We expect this will translate into a 
broadly flat profile for Canadian house prices ahead, with the markets of Western 
Canada most vulnerable to outright declines.  We expect homebuilding to pull 
back substantially over the medium term in response.  We expect this weakening 
in prices and activity to materially dampen both growth and inflation in Canada 
ahead, keeping BoC policy loose and domestic-oriented equities on the defensive. 
And we see the risk of a still-weaker outcome if the commodity price boost to 
Canadian incomes truly turns tail.  Our study is laid out as follows: 

Section 1 (pages 2-5) reviews recent trends in the Canadian housing data, noting 
the unfavourable broad combination of softer prices, lower sales and higher 
inventories across both new and resale market. 

Section 2 (pages 6-9) looks at demand, arguing that consumer fundamentals are 
likely to soften as income growth slows and headline inflation picks up.  The credit 
issue in Canada looks to be more of a crimp than a crunch, but is nonetheless 
working in the same adverse direction.  The abrupt weakening of housing demand 
implied by the sharp deterioration in the high-frequency data may be anticipating 
these weaker fundamentals ahead.   

Section 3 (pages 10-13) looks at valuation, in particular updating our proprietary 
valuation model, which finds the most expensive Canadian market since 1991.  
We estimate that housing markets in Regina, Saskatoon, Vancouver, Victoria, 
Calgary, Edmonton, Sudbury and Montreal are all more than 10% overvalued. 

Section 4 (pages 14-16) looks at supply, noting that Canadian homebuilders have 
been putting up houses faster than the estimated household formation rate for six 
years running, finally delivering excess supply as unsold inventories have begun 
to rise sharply.  The rate of homebuilding is likely to remain above trend in the 
near term, with a record number of units currently under construction – setting up 
an even deeper retrenchment in 2009 and beyond.  

Section 5 (pages 17-23) maps the analysis into our overall forecast of flat 
Canadian house prices, and discusses the impact on the broader economic 
outlook.  The dampening effect on GDP could be sizable, with residential 
investment expected to take 0.6 pp off real GDP in 2009, and consumer spending 
also dampened via wealth effect, construction employment and durables demand 
channels.  The dampening effect on inflation is also likely to be material, not least 
because house prices feed directly into Canada’s CPI; headline inflation could be 
reduced by more than 0.5 pp by the end of 2009.  
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 Chart 1: Overvalued markets... 
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Chart 2: ... and sustained overbuilding ...  
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Chart 3: ... bode ill for the housing market  
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1. Recent trends: Downturn 
underway 
 
After several years of great strength, the Canadian housing market has 
weakened materially through the first half of 2008.  In the resale market, we have 
observed an unfavourable combination of sharply lower sales, weaker pricing and 
higher inventories.  In the new housing market, activity has kept up better, but 
construction is decelerating as unabsorbed inventories rise, and prices also 
appear to be headed south.  The broad brush of indicators is consistent with a 
market entering a sustained cyclical downturn. 

House price appreciation has come to a halt 
Perhaps the most striking development has been in resale home prices.  In June, 
prices nationwide failed to rise on a year-over-year basis for the first time since 
early 1999, a marked drop-off from the 13.8% y/y rate of appreciation seen just 
six months earlier (see Chart 4).  While the deceleration in prices has been 
dominated by much softer markets in Alberta, most Canadian cities have seen an 
adverse shift in house price trends (see Chart 7, below). 

Chart 7: Deceleration in price trends seen in most areas 
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Sales have plunged even as inventories rise 
The softening in resale house prices has corresponded to a sharp slowdown in 
transactions.  Unit sales of existing homes across Canada in June were 14% 
lower than a year earlier, by far the largest such decline in over a decade (see 
Chart 5).  Geographically, the weakening in sales has been more broadly based 
than the weakening in prices, though again Western Canada has been on the 
softer end, particularly BC and Saskatchewan (see Chart 6).  The declining pace 
of sales has been reflected in GDP, with value-added in the real estate brokerage 
sector down 16.8% over the past year (see Chart 8). 

 

Chart 4: Appreciation has come to a halt 
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Chart 5: Biggest decline in a decade 
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Chart 6: Sales more broadly weak than prices  
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Chart 8: Agents have less to do 
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Despite the plunge in sales, supply has kept coming onto the market.  New listings 
Canada-wide were up 8.3% y/y in June, at the higher end of the recent range (see 
Chart 9).  As a result, the ratio of new listings to sales, our key resale inventory 
metric, has risen sharply. That ratio now stands above 2:1 for the first time since 
1998, up from the 1.5:1 average of the past several years, though still nowhere near 
the peak above 3:1 in the early 1990s (see Chart 10).  Again, we see a clear 
distinction between relatively modest inventory increases in Eastern & Central 
Canada and ominous-looking rises in Western Canada (see Chart 11 below).   

Chart 11: Ominous increases in Western Canada in particular 
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New house prices have also softened 
Canada’s market for new housing has, not surprisingly, seen many of the same 
adverse trends.  The pace of new house price appreciation has generally been 
softening over the past two years, but that weakness has intensified of late – the 
Canada-wide new house price index (NHPI) was up 4.1% y/y as of May, the 
lowest growth in six years, down from 8.6% in May 2007 and 6.2% just three 
months ago (see Chart 12).  The NHPI failed to rise at all on a monthly basis in 
April and May, the first time we’ve seen that in nine years.  Regionally, as in the 
resale market, the softening in the NHPI has been dominated by Alberta’s 
massive deceleration (see Chart 13 below). 

Chart 13: ... dominated by Alberta in particular 
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Chart 9: Supply still coming to market 
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Chart 10: Rising, though nowhere near peaks 
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Chart 12: Intensifying weakness in new house 
prices... 
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More new homes standing vacant 
We don’t have access to comparably good data on unit sales of new homes in 
Canada, but we can infer that these sales have probably weakened along with 
transactions in the retail market, having observed a sustained increase in new 
home inventories.  The number of new homes standing unabsorbed (ie that have 
not been bought or rented) in June was 35.9% higher than a year earlier, the 
largest increase since early 1991, though this has just restored a more historically 
familiar level of inventories (see Chart 14).  While most Canadian cities have 
seen some rise in unabsorbed inventory over the past year, Edmonton stands out 
as the one city where the level of inventories also looks too high (see Chart 15).   

 

Chart 15: Edmonton inventories stand out as particularly high 
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Construction activity just beginning to respond 
Home-building activity also appears to be slackening, but not by nearly as much as 
in other areas of the market, as is perhaps inevitable given the long lags in 
construction.  Real residential investment fell at an annual 6.5% rate in Q1, the first 
decline in six quarters, though investment remains up 0.8% on a year-over-year 
basis (see Chart 16).  Housing starts came in at a 220K annual rate in Q2, down 
5.9% from Q1 but still marginally above the average of the last several years, and a 
good 25% above the estimated household formation rate.  Starts have remained 
close to or above-trend in every province except Alberta (see Chart 17).   

 

 

 

 

Chart 14: More vacant new homes  
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Chart 16: Real housing investment falls in Q1 
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Chart 17: Starts near or above trend everywhere 
but Alberta 
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In line with the observed moderation in starts, residential building permit issuance 
has eased off somewhat, though the multiples component has shown a worrying 
surge as developers rush to complete condos amid a weakening market (see 
Chart 18).  StatsCan’s measure of value-added in the residential construction 
sector fell outright in each of March, April and May; the 12-month rate of growth 
has fallen to a nine-year low of -0.9% from a recent peak of 6.2% in October of 
last year (see Chart 19).    

The sort of broad deterioration that we’ve observed across the housing indicators 
can only come from an abrupt weakening in housing demand; supply, as above, 
simply doesn’t move that fast.  As we detail in our next section, we expect 
demand to remain under downward pressure in Canada ahead.    

Chart 19: Residential construction down in each of the last three months 
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Chart 18: Multiple permits have surged 
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2. Demand: An unfavourable turn 
 
Core consumer fundamentals under pressure 
First, we expect consumers’ means to become increasingly strained ahead, 
requiring further belt-tightening.  Specifically, we project that real personal 
disposable income (PDI) growth will slow below 2% from the strong 4%-6% pace of 
recent years (see Chart 23 below).  Total (nominal) personal income growth has 
already been slowing for some time, coming in at a 5.7% y/y rate in Q1, down from 
the 7.8% peak two years ago (see Chart 20).  As the economy slackens and the 
labour market loosens, both employment and wages should grow still more slowly, 
a trend which is just now becoming visible in the data (see Charts 21 and 22).   

Chart 22: Income gains look to slow from recent strong pace 
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Successive waves of tax cuts in recent years have further shored up the 
disposable part of total income growth, but with fiscal resources looking more 
constrained ahead, further substantial tax cuts look unlikely (see Chart 24).  And 
the real purchasing power of Canadians’ disposable incomes is now being more 
severely eroded, as headline inflation surges beyond 3% on the back of higher 
food & energy prices (see Chart 25 on next page).     

Real PDI growth is, in our view, the ‘ultimate’ consumer fundamental – the best 
measure of households’ means over time.  As real PDI growth weakens, 
spending should soften, particularly in bigger-ticket, discretionary areas.  For 
most families, it doesn’t get any bigger-ticket or more discretionary than buying a 
new house. 

 

 

 

 

Chart 20: Aggregate figures already slowing... 
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Chart 21:  ... from weaker labour markets ...  
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Chart 23:  ... and softer wages 
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Chart 24: Fiscal side looking constrained  
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Not a credit crunch, but certainly a crimp 
Second, credit conditions have turned less favourable. To be sure, we’re not 
seeing the sort of implosion in mortgage availability that has compounded the US 
housing market’s struggles, largely because Canada never saw the same 
loosening in credit conditions through the boom (see Chart 26).  Nonetheless, at 
the margin, it looks like mortgage credit has become both more expensive and 
harder to come by in Canada.   

Chart 27: Rate cuts, yes, but they have not fully passed through 
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The ‘more expensive’ part is shown in StatsCan’s measure of mortgage interest 
costs, which was up 9.0% y/y as of June, the highest increase in 17 years.  
Although the BoC has cut rates by 150 bps since last December, substantially 
wider spreads and a steeper yield curve have mitigated the impact of easier 
policy on borrowing costs (see Charts 27 above & 28).  Some of this reflects 
Canada’s own ‘reset’ issue, where homeowners in five-year fixed mortgages (still 
the most popular term in Canada) are now having to renew at higher rates for the 
first time in nearly 20 years (see Chart 29 below).   

Chart 29: Canada’s “reset” issue – first time renewal rates have been higher in nearly 20 yrs 
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Chart 25: Even more real income erosion ahead 
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Chart 26: Far less loosening of credit through 
the boom 
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Chart 28: Wider spreads and steeper curve  
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We have less direct evidence on the ‘harder to come by’ part of the credit view.  
The BoC’s Business Outlook Survey tells us that Canadian lenders have 
tightened their standards for business loans (though less so than in the US, as in 
Chart 30), but we do not have comparable data in the household sector.  Actual 
household credit extension has proceeded at a steady, robust pace in recent 
months, but these data tend to lag substantially – in the late 80s/early 90s, the 
housing market had already been busting for a year or so before we saw a visible 
downturn in the credit aggregates (see Charts 31 and 32).   

 

Chart 31: Mortgage credit data do tend to lag 
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Stepping back, it seems impossible that the cautionary tale of the US blow-up 
would not have made the Canadian banks pickier about extending household 
credit.  And even if not, recently announced changes to the rules on mortgage 
insurance  will demand greater pickiness.  On July 9, the federal government 
announced an increase in the required down-payment (from zero to 5%), a 
reduction in the allowable amortization period (40 years to 35 years), and 
enhanced credit score and documentation standards.  We estimate that the new 
rules will constrain credit in some fashion to perhaps one-quarter of all borrowers, 
and probably a higher fraction of the first-time buyers that underpin the market.  
The vast majority of these borrowers should still be able to access financing, to 
be sure – many banks are offering cash-back mortgages (which can be applied to 
the down payment), few buyers will not be able to afford the 3% or so increase in 
monthly payments that comes with the scale-back to 35-year amortizations, and 
by and large the proposed credit and documentation standards are already in 
place at most lenders.  But clearly there will be some restriction at the margin in 
the amount of credit available to borrowers. 

 

 

Chart 30: Lenders have tightened 
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Chart 32: Credit growth now, but may not last 
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Expensive market prompts rational shift in expectations 
All told, we expect adverse shifts in both household incomes and credit conditions 
to erode housing demand ahead.  But we haven’t seen much deterioration in 
these fundamentals yet, certainly not enough to explain the abrupt pull-back in 
the housing market itself in recent months.  Nor can that modest deterioration in 
fundamentals explain the huge recent drop in consumer confidence, to which the 
condition of the housing market is no doubt linked (see Chart 33). It almost seems 
as though sometime around the beginning of the year, maybe exhausted by the 
unending media coverage of the US housing crisis, Canadian consumers en 
masse decided that the domestic market had gone too far.   

Unfortunately, they’re probably right.  As we explore in our next section, 
according to our valuation work, the relentless rise in home prices over the past 
several years has finally delivered a visibly overvalued market, both nationally 
and across most Canadian cities.   

Chart 33: Massive deterioration in confidence due in part to housing pullback? 
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3. Valuations: Expensive nationally, 
particularly so out West 
 
Simple metrics flashing warning signs 
Most simple valuation metrics agree that Canadian housing market valuations 
now look stretched, though differ as to the degree. The ratio of house prices to 
rents in Canada is now 25% above its longer-term average, compared to a prior 
cyclical peak of 11% above in the early 1990 (see Chart 34). The current 
Canadian ratio is, in fact, higher than the current US ratio (relative to trend), 
although not close to the US peak in early 2006 at 45% above.    

The ratio of house prices to incomes in Canada looks still more ominous.  As 
Chart 35 below shows, we estimate that the average Canadian home now sells 
for more than four times the average Canadian household’s annual income – well 
above the prior cyclical high in 1989 (3.2 times household income) and even 
above the high water-mark in the US just before the bust began in 2006  
(3.9 times household income). 

Chart 35: House price to income ratio even more ominous 
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Of course, the relatively low interest rate environment suggests that housing 
market valuations should be on the higher side of the historical range, either from 
a carrying cost or competing asset-return perspective.  However, even adjusting 
for these effects, as we do in our proprietary valuation model, still leaves the 
Canadian housing market looking at its most overvalued level since 1991. 

 

 

Chart 34: Above its long-term average 
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ML model points to most overvalued market 
since 1991 
As a reminder (and introduction to new readers), our proprietary valuation model 
begins with the affordability concept.  We define a market’s ‘potential house price’ 
as the home an average family could afford given standard mortgage terms and 
current interest rates & household incomes. The actual current average house 
price in a given market relative to ‘potential’ gives us a first pass at the over- or 
under-valuation of housing in that market.  But we know that some markets will 
inevitably have more expensive housing than others, for reasons of size, 
geography, climate, etc. (Vancouver’s real estate will probably always be a good 
bit pricier than Thunder Bay’s, for instance).  We try to adjust for this by 
comparing the market’s current valuation to its longer-term (25-year) average 
level, allowing us to calculate a ‘normalized valuation’ index that takes account of 
not only prices, incomes and interest rates but also systematic influences specific 
to a given market over time.      

 

Chart 36: Price acceleration and lower rates caused upward revision in 2007 valuations 
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A year ago, our models estimated the overall Canadian housing market to be very 
close to fair value (3.3% undervalued), having come from substantially 
undervalued levels through much of the prior decade.  Data released since our 
last in-depth study have prompted a sizable upward revision to last year’s 
valuation estimate, where we now estimate the market was, on average, 7.4% 
overvalued in 2007.  Part of the upward revision is accounted for by the 
acceleration in house prices last fall beyond our assumptions, and part by the 
swell in mortgage rates upon the onset of the global credit crisis last summer (see 
Chart 36).  We also re-benchmarked the model to newly-released income data 
from the 2006 Census, which showed a less robust trajectory in Canadian 
household earnings than we had previously estimated, also accounting for some 
of the upward revision to valuations.  In short, fuller information has revealed that 
the market was less affordable a year ago than we thought. 
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And despite the moderation in house prices thus far in 2008, we estimate that the 
market has become slightly further overvalued.  As Chart 37 shows, our model 
now shows the Canadian housing market to be 9.2% overvalued – the most 
expensive market relative to fundamentals since 1991, though still well below the 
29% overvaluation seen at the 1989 cyclical peak. 

Western cities in dangerous territory 
The housing markets of Western Canada have long been hotter than those of the 
rest of the country.  For a while, that didn’t appear to be a problem, given stronger 
economic (and demographic) trends in BC, Saskatchewan and particularly 
Alberta (see Charts 38 and 40).  A year ago, we noted that years of price 
appreciation had finally delivered overvalued markets in most Western Canadian 
cities, though the level of overvaluation appeared moderate relative to those seen 
at prior market peaks in both Canada and the US. The most overvalued city in our 
sample 12 months ago was Edmonton at 32%, well short of Miami’s overvaluation 
in 2006 (78%), Toronto’s in 1989 (56%) and Edmonton’s own prior peak 
overvaluation of 116% in 1981. 

Chart 40: A city-by-city look at estimated housing market valuations 
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As Chart 39 above shows, valuations have generally become even more stretched 
in Western Canada over the past year, despite the recent moderation in prices in 
most markets.  We’re most concerned about Saskatchewan, where the doubling of 
house prices in both Regina and Saskatoon over the past two years has led us to 
estimate that these markets are now close to 50% overvalued – a level that our 
research denotes as the beginning of the ‘extreme’ zone where bust risks rise 
materially.  We’re also worried about BC, where we estimate that the Vancouver 
and Victoria housing markets are now 30%-35% overvalued (see Chart 41).   

Chart 37: Most expensive market since 1991 
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Chart 38: Better income trends out West... 
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Chart 39: ... better demographic trends, too 
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Chart 41: Most extreme 
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Housing markets in Calgary and Edmonton have actually become slightly less 
overvalued over the past year as some of the prior froth has come out, but at 
15%-25% above our estimate of fair value, these markets still look uncomfortably 
expensive (see Chart 42).  Despite the qualitative view that Alberta has been the 
centre of the housing boom in Western Canada, it now looks like Alberta’s 
neighbours may be at greater risk of housing bust than the province itself. 

Central Canada looks fully valued 
Housing markets across the rest of the country continue to look better balanced 
for the most part.  We estimate that Toronto, the largest market (which accounts 
for nearly one-quarter of the dollar value of resale transactions in Canada), is now 
essentially at fair value, having eroded the last of its undervaluation upon solid 
price gains late last year (see Chart 43).  The same holds true for Ottawa, still 
Canada’s fourth largest metro area as of the last Census.  We see a fairly wide 
spread of results across the remainder of Ontario, with Windsor and Thunder Bay 
looking cheapest and Sudbury the most expensive.  Housing markets in Montreal 
and Quebec City appear to have moved into modestly overvalued territory, with 
mixed results in the remainder of the province and the Maritimes (see Chart 44). 

ML model consistent with behaviour on the ground 
As we’ve previously documented, our back-testing exercises suggest that our 
estimate of a given market’s over- or undervaluation contains significant 
information regarding the future path of that market.  We are also encouraged by 
the fact that our fundamentally-based estimates resonate with behaviour on the 
ground.  That is to say, if a market is in fact overvalued, we should see a rise in 
housing supply relative to demand – more people wanting to cash out than get in, 
reflected in a rise in resale listings relative to (a likely fall in) sales. Chart 45 
shows the change in the new listings/sales ratio in each market over the past year 
vs our valuation estimate a year ago. The correlation is an impressive 84%. 

Chart 45: Change in inventories versus valuations: an impressive correlation 
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Resale inventories can wax and wane fairly quickly, of course, and don’t represent 
any change in the aggregate housing stock.  Net increases in housing supply can 
only come from new construction.  The most dangerous point for a housing market 
is when demand stumbles even as the long pipeline of new projects keeps churning 
out supply.  That point now looks to be upon us in Canada.   

Chart 42: Leveling off from extreme territory 
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Chart 43: Just reaching fair value 
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Chart 44: Mixed results in Quebec 
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4: Supply: Emerging excess     
 
Homebuilding has outpaced household 
formation 
According to the Census, the number of Canadian households grew by 874K 
between 2001 and 2006, or 175K per year, reflecting moderate population growth 
and a decline in the average household size.  That rate of household formation is 
in the middle of the relatively narrow range of the past quarter-century, and we 
project out a similar rate over the medium-term (see Charts 46 and 47). 

Over the long-term, builders cannot put up more new houses than there are new 
households to occupy them.  That 175K household formation rate is thus the 
proper benchmark for the rate of new construction over time. 

Canadian developers have been overbuilding relative to this benchmark for six 
years running.  Housing starts have exceeded 180K in each of the past 79 
months, dating back to December 2001 (see Chart 48).  Reflecting this elevated 
rate of construction, total residential investment as a share of the economy has 
been above its longer-term average since early 2003, reaching 7.2% of GDP in 
Q4 2007, its highest level since Q4 1989 (see Chart 49 below). 

Chart 49: Above its long-term average for five years running 
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No longer making up for the past 
But as Chart 49 also shows, Canadian residential investment fell below its longer-
term average through the period from 1992 to 2002. With construction proceeding 
at a below trend pace for such a long period of time, the housing supply hangover 
from the late-1980s boom inevitably became a supply shortfall.  Much of the 
overbuilding of the past several years has thus looked to be a rational and 
needed response to the underbuilding of the prior decade. 

 

Chart 46: Household formation steady I 
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Chart 47: Household formation steady II 
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Chart 48: A long string of overbuilding 
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That ‘making up for the past’ looks to have run its course, however.  As we 
discussed in Section 1, unabsorbed inventories have risen sharply back to more 
historically normal levels, and new house prices have decelerated markedly.  
Both of these are strong indications that Canada’s new housing market is now 
moving into a state of excess supply.     

Pipeline suggests continued excess supply growth near-
term… 
The market doesn’t appear to have moved far into excess supply to date.  But 
that is not particularly comforting.  If the new housing market were in fact fully in 
balance at present, we’d still need to see an immediate drop back to trend in the 
rate of home-building to keep the market in balance going forward.  We estimate 
that would translate into approximately a 20% decline in real residential 
investment.  If the market has indeed reached excess supply, then the rate of 
home-building must revert below its trend rate to restore balance, requiring an 
even larger drop in real residential investment.   

Instead, it is likely that home-building will continue to proceed at an above-trend 
pace in coming quarters, in fact adding to excess supply, due to the notoriously 
long lead times on construction.  Testifying to the still-sizable pipeline of projects, 
we note that the ratio of starts to completions is still well above unity, and that the 
number of units currently under construction remains at a cyclical high – in fact 
the highest level we’ve ever seen, including at the peaks of the 1970s and 1980s 
cycles (see Charts 50 and 51).  An extension of the above-trend rate of housing 
investment means that the ultimate correction will have to be that much steeper.   

Chart 52: In US, dent in supply arisen only recently 
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The recent US experience is illustrative here.  Referring back to Chart 49, we see 
that real US residential investment peaked in Q1 2006, but despite nine straight 
double-digit quarterly contractions, it was only late last year that the rate of housing 
investment fell below its long-term average.  That is to say, builders were continuing 
to add housing supply at an above-trend pace more than a year after the market 
peaked.  Only in the last few months have below-trend construction rates started to 
make a dent in the supply overhang (see Chart 52).  The rate of housing investment 
probably has to fall further below trend, and certainly has to stay down there for 
many quarters to come, in order to restore balance in the market. 

Chart 50: Still more starts than completions 
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Chart 51: Highest pipeline ever, in fact 
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… likely making the ultimate correction that much worse 
We do not expect residential investment in Canada to contract as badly as in the 
US, with the construction excesses through the boom not having been as extreme 
(the US didn’t have a ‘lost decade’ to recover from).  Nonetheless, a substantial 
retrenchment from the current unsustainably high rate appears inevitable.   

Chart 53: Tracking the largest quarterly drop since 1998 
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We are currently tracking a roughly 10% annualized decline in real Canada-wide 
residential investment in Q2, which would be the second straight quarterly drop 
and the largest since Q1 1998 (see Chart 53 above).  By our calculations, 
however, at this rate of contraction it would still take until late 2009 to bring the 
level of housing investment back in line with the longer-term trend – with excess 
supply continuing to build all the while, of course.  Our current base case forecast 
envisions a similar overall rate of contraction, which we think risks being too 
optimistic – though not nearly as optimistic as the BoC’s current forecast, which 
sees a continued above-trend building rate throughout the medium-term forecast 
period (see Chart 54).  

Chart 54: We’re optimistic, but BoC even moreso 
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5. Outlook: Flat house prices, 
weaker economy 
Clearly, softer demand and still-swelling supply amid broad overvaluation points 
to further weakness in Canadian house prices ahead.  Our models agree that 
2009 will be the worst year for the market in over a decade, but disagree as to 
how weak the price trend will go.  Eliminating the current overvaluation in the 
national market over the coming year would require a roughly 3% house price 
decline, given our projections for incomes and interest rates.  Our basic supply-
stock model suggests sustained stagnation in prices on a five-year horizon (see 
Chart 55), but tends to be less useful for projections over shorter periods.  Our 
basic resale market model (based purely on data in hand rather than independent 
variable projections) actually forecasts a small price increase in 2009 (of 1%-2%), 
with conditions not as dire as in the four prior years over the past quarter-century 
when prices fell outright on a national basis (1984, 1990, 1995 & 1998; see  
Chart 56 below). 

Chart 56: Resale market model projects small increase in 2009 
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We expect Canadian house prices to be 
broadly flat ahead 
Pulling it all together, our best judgment is that house prices Canada-wide will be 
roughly flat on the medium-term horizon.  That means, of course, that some 
segments and geographies will see outright price declines.  We would expect 
house price declines to be more prevalent in Western Canada and in the 
multiples (condo) market nationally.  We also expect price declines in cities’ more 
distant suburbs where new supply growth has been greatest and transportation is 
a concern. 

 

Chart 55: Price stagnation over medium term 
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Western Canada, multiples, suburbs most vulnerable to 
declines 
To be clear, we do not expect Canada’s housing market to crash.  The risk of 
double-digit declines in house prices over the medium-term Canada-wide 
appears small to us.  It took a wild credit cycle to inflate and then pop the housing 
bubble in the US; Canada’s credit cycle always looked far more muted, with no 
massive loosening of credit standards to tighten from.  The coming downturn we 
foresee in Canada’s housing market looks to be rather more mundane – after 
several years of boom, prices finally got too high and builders too aggressive for 
the demand environment, requiring a period of retrenchment.  And that 
retrenchment will have no doubt important dampening effects on the economy 
more broadly, as we explore below. 

Weaker housing a big part of our bearish GDP 
forecast 
We are currently forecasting Canadian real GDP growth of just 0.9% in 2009, 
barely above our 0.7% projection for this year, and well below the BoC’s 2.3% 
standing 2009 forecast (see Chart 57).  Our relative bearishness stems 
significantly from our expectation of a weaker Canadian housing market and its 
broader moderating effects on domestic demand. 

As we discussed in Section 4, we expect real residential investment to contract 
substantially over the medium-term.  We are currently forecasting a 10.3% 
decline in residential investment in 2009.  This would take approximately 0.6pp off 
of overall real GDP growth.  The BoC is currently forecasting just a 0.1pp hit to 
growth from residential investment in 2009. 

Chart 58: Huge increase in housing wealth over past five years 
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Wealth effect to dampen consumer spending growth 
A weaker housing market will also have negative indirect effects on the Canadian 
consumer, via several channels.  Perhaps most prominent here is the wealth 
effect.  We calculate that Canadian households’ housing wealth has increased by 
C$700bn in aggregate over the past five years (see Chart 58 above).  Applying a 
six cent marginal propensity to consume out of housing wealth (around which 

Chart 57: Housing part of bearish GDP forecast 
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most research tends to centre) yields an estimated boost of C$42bn from higher 
housing wealth to consumer spending, or roughly one percentage point per year.  
Our projection of flat Canadian house prices over the medium-term implies that 
this boost to consumer spending will come to an end.  Now, these sorts of wealth 
effect estimates come with a substantial margin for error, not only as to 
magnitude but also timing.  As the US experience has shown, it can take several 
quarters for changes in housing wealth to show up in reduced spending growth – 
and in Canada, the channel is less direct, given Canadians’ lesser ability to 
directly extract equity.  But the direction of the effect is clear. Strong house price 
appreciation in recent years has no doubt made Canadians feel wealthier and 
more willing to spend; that will likely be less true ahead. 

Chart 59: Construction has accounted for much of total recent job growth 
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Labour market also susceptible 
Another important channel from weaker housing market activity to a softer 
Canadian consumer will be the labour market.  As of Q2, 7.2% of Canada’s 
workforce was employed in the construction industry, the highest proportion in 
history (data back to 1976; see Chart 59).  Construction employment has accounted 
for over 30% of total Canadian job growth over the past four quarters, and an even 
greater share in recent months (see Chart 60 above).  If residential construction is 
to pull back ahead, we should see construction employment retrench as well over 
time (particularly given that this tends to be among the most ‘fluid’ of labour market 
sectors).  The decline could be large – to restore the proportion of construction 
workers in Canada’s labour force to its historical average by the end of 2009, we 
would need to see the elimination of roughly 200K jobs, equivalent to a 1.2% 
decline in total Canadian employment.  The actual pull-back in construction 
employment is likely to be less dramatic than that, given ongoing strength in long-
duration non-residential projects, both public and private sector.  But those who still 
have work will doubtless feel less secure as well.  In all, we must expect to see 
consumer spending weaken in particular among the 1.2 million Canadians currently 
employed in the construction sector – which, as above, is a non-negligible fraction 
of the total.  Throwing the net wider around those whose livelihoods depend on 
other aspects of the housing market – such as real estate agents – implies an even 
greater labour market channel of effect. 

Chart 60: Highest proportion employed in 
construction in history 
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Weaker furniture sales likely 
Furniture and appliance sales must be expected to weaken as well, as fewer 
people move into new or existing homes; this has been the predictable pattern in 
prior housing market downturns (see Chart 61).  The government’s recently 
announced mortgage qualification changes may intensify this pressure, as first-
time home-buyers who had been planning to use their savings (or cash back from 
the bank) for furnishings will now have to apply those funds to the minimum 5% 
down payment. 

Consumer spending growth seen sub-3% 
We are currently forecasting 2.9% growth in real consumer spending in 2009, 
down from an estimated 4.3% in 2008 and the slowest growth in eight years.  
Much of the deceleration owes to the effects of the weaker housing market 
through the channels above, adding to the more basic deterioration in consumer 
fundamentals discussed in Section 2.  As Canada’s housing market environment 
is not as dire as that in the US, so the associated pressure on the consumer is 
not expected to be as intense; the risk of a consumer-dominated recession in 
Canada looks small.  But the strong GDP contributions from consumer spending 
in recent years look destined to wane (see Chart 62). 

 

Chart 62: Housing-related GDP contributions expected to wane 
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House price deceleration to dampen inflation 
The flat profile we expect for Canadian house prices over the medium-term is 
expected to significantly dampen both core and headline inflation, through both 
direct and indirect channels.  The direct impact will be seen in the owned 
accommodation bucket of the Canadian CPI, which contains two components 
directly influenced by changes in house prices (unlike in the US, where the 
owner’s equivalent rent concept provides no direct role for house prices).   

 

 

Chart 61: Durables spending weakness ahead 
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Direct effects seen reducing headline CPI by 0.5pp 
The ‘house replacement’ (HR) component, which can be considered depreciation 
on an owner-occupied home, directly incorporates the new house price index with 
a small lag.  The HR component has a nearly 4% weighting in the core CPIX 
basket, and was rising at a 9% y/y pace at its late 2006 peak, adding about one-
third of a percentage point to core inflation.  With the deceleration in new house 
prices to date, that contribution has waned to about 0.1 pp on core inflation; we 
expect it to go to zero by the end of 2009.   

The ‘mortgage interest cost’ (MIC) component is not included in the CPIX basket, 
but carries a roughly 5% weighting in the headline CPI.  StatsCan’s calculation of 
mortgage interest costs varies not only with interest rates but also new house 
prices, in influencing the amount of debt on which consumers are paying 
mortgage interest. The MIC component was up 9.0% y/y as of June, adding just 
under 0.5 pp to the headline CPI inflation rate.  Our forecast of flat house prices, 
coupled with our expectation of modest declines in mortgage rates, projects a 
deceleration in the MIC component to approximately 1% y/y by the end of 2009, 
at which point it will be contributing a negligible amount to total inflation. 

Put together, we expect these two house-price-driven components to be adding 
virtually nothing to inflation 18 months out, compared to a rough 0.5pp boost to 
the headline and 0.1pp boost to the core rate at present (see Chart 63). 

 

Chart 63: Impact on (dis-)inflation seen ahead 
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Indirect effects on inflation likely also material 
We also expect to see the weaker housing market dampen Canadian inflation 
indirectly.  Weaker demand for furniture, appliances and other housing-related 
durables is likely to further weigh on the prices of these goods, particularly given 
that margins have likely expanded as the strong CAD has pushed down costs 
and made US competition more relevant (see Chart 64 on next page).  A 
housing-driven softening in overall consumer demand, its negative effects on 
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GDP growth and the related emergence of broader economic slack should 
dampen inflation more generally via the usual supply/demand balance channel.  
While these indirect impacts are far less subject to precise estimation, they are 
nonetheless likely to be material, and additive to the direct effects above.  
Qualitatively, we can say with confidence that a weakening housing market in line 
with our forecast would have a visible dampening effect on Canadian inflation 
over the medium-term. 

Chart 64: Plenty of room for furniture prices to fall as demand weakens 
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Constructive for bonds, modestly bearish for stocks 
A weaker Canadian housing market and its negative implications for both growth 
and inflation are bullish for Canadian interest rates, consistent with our view that 
the BoC will return to easing by early 2009, tending to steepen the curve and 
provide general support to the bond market (see Chart 65). The consequences 
for Canadian equities look bearish but small, given that there are very few direct 
plays on the Canadian housing market or consumer more generally (there are no 
publicly traded homebuilders in Canada, and the bulk of the 5% of the TSX that 
falls in the consumer discretionary sector is more influenced by the US consumer 
than by the Canadian consumer).  The heavily-weighted financials sector is likely 
to see some pressure via reduced mortgage growth and some decline in loan 
quality, but these effects are arguably already in the price, given the sector’s 
decline in sympathy with the global sell-off in financials.  

Chart 65: Constructive for Canadian bonds 
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Finally, the commodity price risk... 
No, we don’t think that a weaker Canadian housing market will affect global 
commodity prices.  But the influence in the other direction may be substantial.  The 
take-off in commodity prices since 2002 has driven an enormous improvement in 
Canada’s terms of trade, accounting for much of the strong growth in Canadian 
national income that has, in turn, provided the fundamental underpinning for the 
housing market boom (see Chart 66).  It is no coincidence that the strongest 
housing markets through the cycle have been seen among the Western Canadian 
economies where resources play a much bigger role (see Chart 67).   

Chart 67: Strongest markets have been where resources play a bigger role 
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In Section 2, we said that we expected Canadian consumer fundamentals to 
deteriorate ahead, notably including a decline in income growth.  Our expectation 
that commodity prices will moderate over the medium-term significantly drives that 
forecast.  The negative impact on the housing market may, however, go beyond the 
direct effects of the terms of trade on near-term household income growth.  Earlier 
this year, the BoC put out a working paper arguing that a terms of trade shock could 
drive a boom/bust scenario in a housing market like Canada’s.  The author, Hajime 
Tomura, summarized by saying that “The model in this paper captures the effect of 
the terms of trade on house prices and shows that if households are uncertain 
about the duration of an improvement in the terms of trade, then house prices will 
abruptly drop when the terms of trade stop improving.”     

As we’ve discussed, Canada’s housing market did seem to grind to an abrupt halt 
earlier this year.  It is possible that Canadian homebuyers saw through the first-
half resurgence in commodity prices to the moderation that now appears 
underway.  It seems more likely, however, that the impact on the housing market 
of an end to the commodity boom still lies ahead.  And if that boom turns to 
outright bust, the Canadian housing market crash that now looks only a small risk 
could become a rather more serious threat.       
 
 
  
 
  
   

 

Chart 66: The income boost from commodities 
has helped 

100000

150000

200000

250000

300000

350000

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07

0.95

1.00

1.05

1.10

1.15

1.20Average resale house price (LHS)

T erms of trade (RHS)

C$ Index 2002=1.0

 
Source: Haver Analytics, Merrill Lynch 



   Canadian  Economic Commentary   
 07 Augus t  2008     

 24 

Important Disclosures   
      
 

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill 
Lynch, including profits derived from investment banking revenues. 

 
 
   

Other Important Disclosures 
 
 

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd; 
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch 
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill 
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch 
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill 
Lynch (Taiwan): Merrill Lynch Global (Taiwan) Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch 
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited, 
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Zürich rep. 
office): MLPF&S Incorporated Zürich representative office. 

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in 
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is 
issued and distributed in Taiwan by Merrill Lynch Global (Taiwan) Ltd or Merrill Lynch, Pierce, Fenner & Smith Limited (Taiwan Branch); is issued and distributed in 
Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP 
Merrill Lynch Limited; and is issued and distributed in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd 
(Company Registration No.’s F 06872E and 198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte 
Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this 
report in Australia. No approval is required for publication or distribution of this report in Brazil. 

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin. 
Copyright, User Agreement and other general information related to this report: 
Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 

may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch 
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of 
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report 
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including 
any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information. The information herein (other than 
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no 
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility 
arising out of or in connection with any such referenced website. 

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, 
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal 
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may 
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies 
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income 
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may 
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial 
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on 
their particular circumstances from an independent tax professional. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, 
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf.   


	1. Recent trends: Downturn underway
	House price appreciation has come to a halt
	Sales have plunged even as inventories rise
	New house prices have also softened
	More new homes standing vacant
	Construction activity just beginning to respond


	 2. Demand: An unfavourable turn
	 Core consumer fundamentals under pressure
	Not a credit crunch, but certainly a crimp
	Expensive market prompts rational shift in expectations


	 3. Valuations: Expensive nationally, particularly so out West
	Simple metrics flashing warning signs
	ML model points to most overvalued market since 1991
	Western cities in dangerous territory
	Central Canada looks fully valued
	ML model consistent with behaviour on the ground


	 4: Supply: Emerging excess    
	Homebuilding has outpaced household formation
	No longer making up for the past
	Pipeline suggests continued excess supply growth near-term…
	… likely making the ultimate correction that much worse


	 5. Outlook: Flat house prices, weaker economy
	We expect Canadian house prices to be broadly flat ahead
	Western Canada, multiples, suburbs most vulnerable to declines

	Weaker housing a big part of our bearish GDP forecast
	Wealth effect to dampen consumer spending growth
	Labour market also susceptible
	Weaker furniture sales likely
	Consumer spending growth seen sub-3%

	House price deceleration to dampen inflation
	Direct effects seen reducing headline CPI by 0.5pp
	Indirect effects on inflation likely also material

	Constructive for bonds, modestly bearish for stocks
	Finally, the commodity price risk...

	Important Disclosures
	Other Important Disclosures


