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BRIEFING

OWe had an i mpressive hous
and summer of 2009. As expected this rate of recovery will
moderate in the latter half of 2010 in the face of rising

mortgage rates and slowing defmn&né e pi n g Cal
housing market in balance, ¢
Diane Scotty&sident of CREB®

T h emoderation of the rate of recaverydes cr i owers a

year 40 percent plunge in Calgary home sales, culminating in
June 2010. Just I ike Vanguard
2 seconds after its launch, or S&®0 growth moderated in
November of 2007 and then again in January 2008, Calgary
home sales volumes felt@alight sting of moderatiam otherwise
absolutely splendid June of 2010’he plungein sales, which
resulted in multiyear low in home sales vates for the month

of June, coincided with a much less dramaléclinein mean
home prices, which were below their May 2010 levels. Quite
expectedly, the salesollapsemarked a noticeableise in home
inventoriesin Calgary

The summer 2 0 1lrBalesiate m@rket cpald hed s
looked at as either a fine statistical oddity, or a fully warranted
effect of some macroeconomic events unrelated to the overall
Canadian housing market health. After all, oil, which is the back
bone of Al ber t &e&twry, s omlangentesting mi
triple-digit highs. Despite slightly softer prices per barrel, world
demand for Al bertads oil has
cessation. There has been no significant reduction in net
economic activity or general employme in the Alberta
economy within the past year .
estate sales slump is so severe in comparison to the overall
economy that it should be likened to a sudden canary death in a
coal mine. For those with work to do and tools ihand, it is
business as usual. But a few dim metres @wiajhas become
critically dangerous.

Before continuing with the report, some housekeeping work:
This report i s
Housing Bubldlewhich described the wrent housing bubble in
Canada. The first instalment of this series touched on key poi

—

In This Edition
ng recovery in the | ate spi
Briefing 1
1 The Numbers 4
g alrl¥ritex Past the Tipping Point? 4
1.2 Sales VolumesA Glimpse of Things to Come 5
1.3 Sales BreaRown¢ Noticed the New Trend? 5
1.4 The Supply SideCooling Off, But Still Too High 7
1.5 Inventories and Market Balangehifting Away
y ef@rp Sellers o N 8
1.6 Rental StatistiaosNo Shortage of Living Space 9
2 The Rates . 11
V350 Riterdsthuft fidhdage Rdled Avingtfp @ ¢ € mode
Wonderland 11
2.3 Yield Curve ReNormalizing 12
2.3 Posted Mortgage Ratedrudent Bankers 12
3 Housing (un)Affordability 15
3.1 The Preserg Not So Bright and Shiny 15
3.2 The Future Tighten Your Belts 16
3.4 Income; You Wish You Were Paid in Houses 17

3.5 Income and Financing Requiremeq®efinancing

Pains Ahead 18
4 Fundamentals 20
4.1 Priceto-Incomeg Severely Unaffordable 20
4.2 Priceto-Rentg Any Investors Left? 21

4.5 US and Canadgdlrotting Down the Familiar Path21
5 Canadian Debt 23
5.1 Mortgags in Arrears; Recent Hiring Helped 23
5.2 Credit Card Delinquency and LqogsShort Break 23
@ C 5.3 Debt Levelg An Exponential Rise 24
5.4 Net Worth¢ We Own More Because We Owe
ncMased and shows no 2sign
55CMHE/ t 2aAy3 UKS . I N}y 5zB2
5.6 National Debt 27
6 Musings . 28 .
I g1 mdcrBetoRomiC R BinEi< the Brigh@sho@B T Y O S
6.2 Amusing FindingsL 1 Qa ! £ f D22 R30
6.3 Chart of the Dag Remember NASDAQ in 2000?30

7 Scorecard 32
Data Sources 33
Acknowledgements 35

an ThepEtlsive @anadihﬁhiﬁ sr(?c&nd Sqiti(?_ngog trhea{qport bs th_e fir§t of the sewaminual
sequels for the original paper to provide timely updates on the

mate of the housingmarket in Canada. This document

highlighting the existence of a housing bubble in Canada, whljgoduces a structure of the serannual releases, and your

explaining why it
Some references made in this editiofi the report assume the

di dn o t-20e8u FOSMENtS §ng §HgEESHogsreoqrging it agg glyays welgpme, ¢ g 7

Unlike Toronto and Vancouver, Calgary did noave theshort-

prior knowledge of the original report material and it is strongl){erm saleshoosting influences of thpendirg HST introduction.

suggested one reads it thoroughly before undertaking this papg,

r . .
or were thereany macroeconomic disturbances in the form of

The original document can be found under the following UR{R')IatiIe energy prices. Thus, Calgary is indicativéhef bumps

http://www.scribd.com/doc/28454918/CanadidousingBubble

and potholes awaiting the broader housing market in Canada.
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While the true state of affairs in Toronto and Veouver might trapping thoseinside However, if thee isno spark t he mi r
be concealed by the HST rollout, Calgagives us a clear ventilation systems will eventually bring methane levels under
indication of what the future likely holds for the rest of thecontrol. During the clea-up operation, the mine will remain
Canadian real estate market. highly susceptible to accidental combustion and any careless
movement in the mine can trigger an explosion. This is precisely
Between the early 2008 and m010, apotent combination of e sjtuationwe see today irthe Canadian housing markeThis
lax and now-defunct CMHCrules, misunderstanding of the HSTis 5kin to an excessive methe buildup in a mined at this point,
and positive feeling of the economic recoveynid-2009 4 single spark caset offa major explosion. However, as afic-
onwards) created an environment in which home saleg,ly 2010, mossiblesource of thisflare is not yet visible. As
flourished,excessive demand pushed the prices higher,thed g,ch the market can stay stagnant for an extended period of
market shifted in favour of sellers. Conversely, housingjme moving sideways anuch likelysluggishhsliding to more
affordability worsened, and the hosing bubble, which eXiStﬁ@ceptabIe valuation levelsinless a trigger for acollapse
before 2007, was inflated further. The temporary nosedive %bpears In the next while,it will be important to closely
home prices in 2008 was quickly reversed by the extraordinapfonitor a number of factors, including changes iiwentory
measures implemented to combat any deflationary pressyggels, a rush to sell (i.e. rapidprice depreciation on rising
within the maket. As a result, prices shot up by as much as 14umes), ability to service personal depunemployment and
percent yeafover-year in some markets across Canada strong macroeconomic shocksReferring to CIBC World

Mar ket sd econo(ay0l0)Benj ami n Ta
Is the bubble ready to burst?

It is always difficult to call the top or breaking point in any € prices could decline by as much as 10 per cent in the
mar ket . That 8s b eeady tostagnfldting t hje N"ep Vg ¥eBre Pyt that a oviol en:
further Sticking with the coahine analogyit seems all sorgrds one seen in the United States remains unlikely becaust
have suddenly and silently fallen fromieir perches andié Canadians will keep paying their mortgages by cutting baci
motionlesson the bottoms oftheir cagesFor some reason, the on other discretionary expenses.

initial warning signs are being ignored or downplaymd a
g g_ 919 P | concur with this view. With no trigger in sight, the véuit
number of pundits. A broad group of analysts and

. . - .burst of the bubble is unlikely at this point in time. Presently,
commentators, ranging from industry participants to academics

have been willing to publicly entertain a numberegplanations F:anadlans appear to have some buffer capacity for coping with

rangng from the somewhat plausibke the laughably arcane impending interest rates increases. The unemployment rate has

However, themore pragmatic lot is rushing for the exit, tryinglev_e”ed’ whichis helpful for keeping UP with mortgage paysnen
. . This, however, does not mean that all is safe and sound
not to send accidental sparks flying

The combination of factors that led to a violent housing bubb@aC C O, ' _d_ tng to B er.majrm:mn.eryn feas oveashaa |y
burst in the US is partially present in Canada now. However le{hat is justified by the economy. His analysis suggests that nearly

. . . . . '17 percent of Canadian homes trad&bove their fair value.
lacks a certain key ingrediertb undergo an immediate andc | Montreal. T ‘ 4V ) v 2/3
catastrophic explosiorOn the flipside, this is not the reasdio agary, O_n real qron 0. an ancouver_comprlse nearly
. . . of the active housing market and seriously or severely
be complacent. &eral material developmentsincluding a i , i )
. . Lo . overvalued. With few exceptions, Toronto is overpriced across
looming doubledip recession in the UShe recent eventsin the board. H _ in v forml bitant
China (as covered later in this edition of the mort) and the € board. Home prices in vancouver are unitormly exorbitan

. . ; in . all districs. Calgary and Montreal, while moderate in
propensity of Canadian®f all agest o h a vievestment 0 ,

. . i iffomparison to Toronto and Vancouver, has large pockets of
propertg (which may lead to a sudden rush to sell by financially

strained investors)introduce a great risk that may tip the scaléorOpertIeS trading abO\{e their .falr value, as. (.Jlefmed by the
: . commonly used evaluation metrics such as ptiaéncome and
and lead to an outright price collapse

price-to-rent ratios (covered latr in this document). These cells
s of economic di stortion ar e n c
Will it burst? : . :
prominent urban areas. During my recent trip Muskoka | was

The answer is disappdingly inconclusivelt may or it may not. strlanded nehar tge Deerhuth res_ort dug to the roa\?vti:pcks
To qualify this response, | er?%eg ftortheef gr(turrlllng altterhlgto % g)orgeffg_s'lml e él l
todayds report. Met hane aadnc dvﬁktlﬁ‘q 8r_tt g geemingy erPﬁ’ eé%congogsnog% 'ﬁ'?srt%qa?s’o n
coal mines possessesave danger to miners. A single spark Ca\p{andered into a developmerspecific real estate sales office on

send a powerful explosion through the mine shaft, killing gfr]e outskirts of beautiful Huntsville. Tacked in the middle of a
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freshly deforested land away from the town cent the my sentiment. Fundamental valuations suggest tfigigpties in
subdivision for sale was far from any scenic lakes or rivers.Mancouver are 3%0 percent above their fair value. Many
fact, the only scenic place was a cemetery on the opposite sidistricts of Toronto are 2530 percent overvalued. Calgary and

of a busy country road. Small, 1figlls two-bedroom bungalows Montreal, while not as overpriced as Toronto and Vancouver,
were slotted for building on lots barely larger than tdevellings decoupled by as much as 20 to 25 percent from their
themselves. | recall looking outside the window, staring into tfandamentks. There is evidently a lot of downslide risk. TD Bank
wall of trees 5 feet away from the back wall and twanticipates 2.7 percent decline at the national level in 2011, while
neighbouring homes that resided within the arm reach on botBenjamin Tabf CIBC sees a 10 percent fall. To my estimation,
sides and thinking o0the preé cthesemdmbarsaave cansetvativej and real dedine brngsgtsted t |
is probably higher than the ppoesce hloudmrd weixicleiendg tlme pbpnkoral
came the real shocker: It was $420,000. For a f#esdroom case, the current market offers a unique opportunity to buy a
bungalow located in the middle of nowhere away from alyo me a't the peak of w h dhe Fisti | |
scenery on a lot smaller than home backyards in North YorlkC a n a d *aC&rgury2Hausing Buldble

Severe overaluation is not limited to the four largest cities.

Together, Toronto, Vancouver, areas in Montreal and Calgary€ current housing market has the mattial to explodewith a

and other places across the country suggest that estimatesS§gle spark causing a violent collapse in prices. While there is no
Benjamin Talremain in a very conservative range. USir@JCh trigger present at the moment, the economic realities
common valuation technigs that are covered later in this SUggest that home prices will slidel5 percent from their
document the percentage of homes in Canada trading muefesent levels in 20:A011. All in all, ising interest rates, high

above their fair value can be safely put above 30 percent.markl€vels of debt, negative macroeconomic developments in the US,
Europe and China, and oversupply of homes in Canada suggest

I maintain my vievthat the housing market in Canada is riskythat turbulent times are ahead and outlook remains negative
overvalued, and has been artificiallpgped up by an injection

of Canadiastylesubprime borrowers between 2008 and 2009,

which should amplify an impeding price correction. The

overheating of the late 2009 and early 2010 has only reinforc&tdiank you for reading.

Market Risk Rank Outlook

7.2 (High) Negative

Please direct all inquiries regarding theéport to alec.pestov@yahoo.com
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1 THE NUMBERS

1.1 Prices; Pag the Tipping Poin?

Exhibit 1.1: Teranet Housing Price Index
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Source: Teraned National Bank House Price Index;

Canadian home prices in M2@10 (Exhibit 1.1yvere up 13.6percentfrom a year earlier, according to the TeraneNational Bank
Nati onal Composite Homathgamwasastongly mftienxed by Vanboaverlup p@ctent and Toronto,
up 16.0percent In the other four markets surveyed, the 48onth rise ranged from 5.6ercentin Halifax to 11.4percentin

Ottawa. In Calgary it was 7 8ercentand in Montreal 8.%ercent.

During the 10year span between May 2000 and May 2010, hoysings increased 96 percenationwide, 11&ercent in Calgary,

116 percent in Montreal, 69 percent in Toronto and 126 percent in Vancouver. Doubling of housing prices over-yleariperiod
coincided with the altime highs in nominal terms in the three major cities except Calgary where pr&@ain8.6 percent below

their stratospheric highs set in August 200&arover-year and from May to June 2010, nominal home prices edged higher in all key
markets without any surpriseg&Exhibit 1.2)

Exhibit 1.2: Nominal Prices

Canada Calgary Montreal Toronto Vancouver
June 2009| 326,689 392,601 276,291 403,918 575,949

June 2010| 342,662 415,431 307,403 435,064 657,934
% Changel 4.89% 5.82% 11.26% 7.71% 14.23%

Source.CREA

1 http://iwww.housepriceindex.ca
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Despite the ongoing economic uncertainty, housing prices in Canada surged to surpass threcgzsonpeakby as much a8
percent.This trend does not app@ to continue in the future, antlay 2010 is likely to mark their local price pedie preliminary
readings of the average and mean prices for June and July suggest an impending decline in pactumdexa widespread decline
in sales and signs of weakening home prices.

The new housing price index (Exhiliit2) rose uniformly nationwide and in all four largest cities, both y@aer-year and from the
previous month.

Exhibit 1.3: New Housing Price Index

May09 Aprl0 May1l0 Aprilto May 2009 to
May 2010 May 2010

Canada 153.5 1575 158 0.3% 2.%
House only| 160.8 167.5 168.2 0.4% 4.6%
Land only 138.1 137.4 137.7 0.2% -0.3%
Montréal 165.2 169.3 169.8 0.3% 2.8%
Toronto 1446 148.1 149.2 0.7% 3.2%
Calgary 229.1 235.7 236.3 0.3% 3.1%
Vancouver 114 120.3 120.6 0.2% 5.8%

Source:Statistics Canaga

1.2 Sales Volumes A Glimpse of Things to Come

The significant decline in sales ye&er-year was observed uniformigcross Canadéxhibit 1.4) The new mortgageregulations
and exhaustion of an adrenalibeost from the HST scare in British Columbia and Ontario inflated sales volium#ge months
precedingJune201Q and led to very disappointing, albeit predictabésults in JuneAccording to Diane Scott of CREB:

We are seeing cont i hame dalegnmotbecfaca df higher mortgage@datdaged inveniosy levels and a
decreasing numbef firsttime homebuyers entering rierket. @r salegrends in June reflect much of what we saw in May.
Changes to mortgage rules meant a good pbtimmebuyers wanted to get in before theegalations took effect in April. This,
along withising interest rates on the horizon, pulled feal@sdvenighthave expected in May and June.

Dianeds statement mi ght S u g gselshtto Mayhamd Jurtafaeresidt bf oew degulationshistingaat t r |
one-time event Undesirably this weakeningn volumes is expected to accelerate in cmg months, as market is turning from a
sell erds boon into a sellerds bane.

Exhibit 1.4: Sales Volumes

Calgary Montreal Toronto Vancouver

June 2009 3,170 4,163 10,955 4,259
June 2010 1,902 3,371 8,442 2,972
% Change (YoY -40% -19% -23% -30%

Source.CREB; GMREB; TREB; REBGV;

1.3 Sales Breakown ¢ Noticed the New Trend?
Calgary

The distribution of sales (Exhibit 1.5) signals a shift of buying preferences to cheaper dwellings. SurpaEagdy,milliordollar-
plus propertiesncreased by nearly 42ercent yearto-date, compared with the same peri@dyear agoThe emerging trend of sales
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clustering in the lower price categories as compared to the same period last year in combination with the rapidly dwateing s
volumes suggests that the Calgamgrket is set for a price correction.

Exhibit 1.5: Calgary Sales Distribution

450
400
350
300 -
250 -
5 200 -
150 -
100 -

50 -

®Jun-09 ®mJun-10

SourceCREB

Toronto

Exhibit 1.6: Toronto Sales Distribution
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While sales volumes dropped in Toronto similarly to thoseCalgary, the price distribution of thpurchased dwellings June 2010
remainedroughly the same as in June of 2Q@&Xhibit 1.6) Positive shorterm effects of the HST introduction certainly acted as a
key catalyst that helped mainténg the price balane in check. The overvaluation of housing prices uniformly across &gAals
that the sales distribution curve will shift towards the low&md homesn coming months.
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