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Sal Guatieri, Senior Economist 

Our November 2010 feature article, “Canadian Housing: Pricey, Not Dicey”, concluded 
that the domestic housing market, though moderately overvalued, would avoid a 
bust. Since then, prices have scaled new heights, spurring handwringing among a few 
analysts who think a correction is long overdue.1 Is a correction likely? 

After slowing through the summer, Canadian home sales rebounded last fall and 
remained strong through the turn of the year, hovering 
near the long-run trend (Chart 1). In contrast, 
homebuilding has simmered down, with starts slowing to 
below the roughly 175,000 units required to meet 
demographic demand. Markets are generally balanced, 
though sellers have an edge in some regions. In the resale 
market, slightly less than two new listings are popping up 
for every sale, just below the long-run norm, while 
inventories are about normal. New listings were much 
leaner from 2002 to 2006 when house prices rose 10% per 
annum. Average prices rose a more moderate 5% in the 
past year to January, with two-thirds of the country seeing 
gains, led by Vancouver’s 20% spurt (Chart 2). Excluding 
Vancouver, national resale prices would have advanced 
less than 2% in the past year. Similarly, new home prices 
rose a modest 2% in 2010, and flat land prices testify to a 
general lack of speculation. 

Over time, home values increase with incomes. Indeed, 
average resale prices and personal incomes both rose 5.7% 
per annum in the past three decades. However, prices more 
than doubled (113%) in the decade to late 2007, and grew 
twice as fast as incomes from 2002 to 2007 (10.2% versus 
5.0%). Even after sliding 13% through the recession, prices 
quickly rebounded and are now 10% above their 2007 peak. 
The ratio of average resale prices to personal incomes is 
currently 14% above its long-run mean, suggesting the 
national market is moderately overvalued (Chart 3). 
That’s up modestly from the summer, but still well below 
the 21% all-time high in 1989 or the 26% U.S. peak in 2005. 
Looking ahead, incomes should grow faster than prices in 
the next 1½ years—the timeframe in which interest rates 

                                                               
1 One group warns that “house prices could fall by as much as 25% over the next three years.” Capital 

Economics. Canada Economic Outlook Q1 2011. February 23, 2011. 
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are expected to normalize—allowing valuations to improve. 
If incomes climb 8% and prices stabilize, as we expect, 
the current overvaluation would fall to 6%, hardly the 
stuff of corrections. 

Growing incomes and steady prices should support 
affordability in the face of expected higher interest 
rates. To date, low interest rates have kept 
affordability in check. Mortgage payments for the typical 
new homebuyer consume 35% of estimated household 
disposable income (HDI), only slightly above the 23-year 
mean of 34%. Based on our outlook of a 2-percentage-
points increase in interest rates in the next 1½ years, and 
assuming incomes expand 8% and prices stabilize, 
affordability would deteriorate to 40% of HDI for first-time 
buyers. The deterioration should restrain demand (and 
prices), but should not trigger a significant correction, as 
occurred in 1989 and 2008 when this measure exceeded 
45%. The risk of a correction would increase, however, if 
prices rose alongside rates and incomes (that is, by 8%) —
in which case the affordability measure would reach 43% 
and approach the threshold of prior corrections. Of course, 
if prices outpace incomes, a correction could be inevitable. 

Declining affordability coupled with elevated 
household debts should keep house prices on a tight 
leash. In addition to higher interest rates, demand will be 
restrained by a reduction in the maximum amortization 
period on insured mortgages from 35 to 30 years that takes 
effect March 18, which will raise the effective mortgage rate 
for the typical homebuyer by one-half percentage point and 

thus reduce affordability about 7%. While demand will likely bounce ahead of new 
mortgage rules and rate increases (as was the case early last year), sales should 
subsequently cool and increase only modestly this year. 

Deviations from long-run price-to-income ratios differ widely across regions. Based on 
our simple metric, housing markets could be considered pricey in six provinces 
(Table 1). Keep in mind, however, that this metric provides only a crude estimate of 
valuations since structural factors—like land-use restrictions, an influx of foreign 
wealth, rising resource prices, and strong population growth—can justify a long-run 
increase in house prices in some regions. That said, this metric can help identify those 
regions that might be vulnerable to a price adjustment. After spiking 32% in 2007 and 
29% in 2008, Saskatchewan’s house prices slowed in 2010, and lofty valuations point 
to some further slowing this year. However, projected resource-driven 4% economic 
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growth and healthy population trends should provide underlying support to prices. 
High oil prices and in-migration continue to pump Newfoundland and Labrador’s 
housing market, where prices jumped 11% in 2010 after averaging 18% gains the prior 
three years. Its market should pipe down despite a strong economy, and the same can 
be said for Manitoba after tight inventories drove a double-digit price increase last 
year. In Quebec and Nova Scotia, prices are climbing steadily amid an improved 
economy, though high valuations suggest some cooling is likely. 

Foreign investors are partly fuelling British Columbia’s market, lifting prices 12% in 
the past year to a record $548,000 in January. Higher interest rates and tighter 
mortgage rules suggest prices will soften this year, especially in pricey Vancouver. The 
Demographia International Household Affordability Survey ranks the city the third least 
affordable (behind Hong Kong and Sydney) out of 82 major markets, with a median 
house price of almost 10-times median household income in 2010. Several other B.C. 
cities (Victoria, Abbotsford and Kelowna) have weak affordability as well, though 
prices have at least stabilized across much of the province. 

Four other provinces are less pricey. Ontario’s ratio of prices to income is running 
just 10% above the long-term trend, though prices are still likely to stabilize amid 
moderate economic growth this year. In Alberta, prices have sagged after doubling 
in the five years to 2007, and valuations have improved markedly. Unlike many 
regions, Alberta’s prices could climb this year in response to solid economic growth, 
high oil prices, and in-migration. Meantime, markets appear fairly valued in New 
Brunswick (after prices fell last year) and in PEI, suggesting some potential for prices 
to advance with incomes in these regions. 

The Bottom Line: Home sales are expected to cool and prices stabilize this year in 
response to higher interest rates, tighter mortgage rules and lower affordability. While 
we do not expect a significant correction nationwide, the risk of such would increase 
(especially in some regions) if prices were to continue to outrun incomes or if interest 
rates were to increase rapidly. This puts the Bank of Canada in a tight spot: if it keeps 
interest rates too low, house prices could climb even further before correcting, while if it 
raises rates too fast, prices could decline sharply. The dilemma would appear to warrant 
a gradual approach to tightening in the year ahead. 
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