
fordability measure shows the propor-
tion of median pre-tax household in-
come required to service the cost of 
mortgage payments, property taxes and 
utilities.3 

A median Toronto and Montreal 
household spends over 57% and 47% 
of their pre-tax income on house own-
ership costs, or nearly 80% and 70% of 
their after-tax income respectively.  A 
median Vancouver household spends 
over $0.70 of every pre-tax dollar they 
earn on home ownership costs, or al-
most 100% of their after-tax income! 

The Greater Vancouver Area is easily 
Canada’s hottest housing market. Re-
sale activity in the area recently set 
new all-time highs, and prices have 

now all but fully reversed their slides 
during 2008 and early 2009.  

Over time, housing prices and in-
comes move together, although there 
are periods when prices get ahead of 
incomes and vice versa. Prices have 
been bid higher due to tight supply of 
available properties relative to de-
mand, with the latter fuelled by ex-
ceptionally low interest rates. 

Based on long-term data, property is 
considered “affordable” if this ratio 
stands at 3.0 or less, meaning that if 
the mean household income is 
$100,000 the mean property price is 
$300,000 or less. Once this ratio 
climbs to between 3.1 and 4.0, the 
property is deemed “moderately un-

“Whom the gods would destroy, 
they first make mad.” 

   Medea, Euripides 
 

Frenetic home resale activity and 
strong price rises across Canada 
have made it more difficult for a 
typical family to own a home.   

Of course valuations vary consid-
erably across the country, particu-
larly in the metro areas. Over the 
past ten years, housing prices in 
Toronto are up by more than 60% 
and in Vancouver, Montreal and 
Calgary house prices have more 
than doubled.  

Is there a bubble in Canadian 
property?  

A financial bubble is defined as 
trade in high volumes at prices 
that are considerably at variance 
with intrinsic values.1 

A rapid rise in asset prices is not 
the single most reliable indicator 
of a bubble.  Secondary measures 
such as price-to-rent, housing af-
fordability, and house price-to-
income ratios are also useful.   

At the right price, a condo or a  
house can be bought with the in-
tention of renting it out. The ten-
ant would cover most of the own-
ership costs, bringing a steady 
income stream to the owner. Us-
ing this price-to-rent measure and 
comparing it to its long run aver-
age, The Economist magazine 
estimates Canadian property is 
over-valued by 21.8%.2 

The Royal Bank’s housing af-
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Home ownership rightfully com-
mands a premium for pride of owner-
ship, for building an equity interest 
and for the long term price apprecia-
tion. However emotionally gratifying, 
at some point buying a home stops 
making financial sense.  

A direct substitute for owning a home 
is renting. For example, an average 
two bedroom apartment in Toronto is 
about $1,300 rent per month. Buying 
a similar sized condo requires almost 
$450,000 with the monthly ownership 
costs of about $3,850 (including 10% 
down mortgage, property taxes & 
maintenance fees). The monthly dif-
ference between renting and owning 
is approximately $2,550 or roughly 
$30,000 per year—that could be in-
vested elsewhere. From a financial 
perspective, buying seems difficult to 
justify.  In fact, at current housing 
prices in major Canadian cities, rent-
ing an apartment makes more finan-
cial sense than owning it.  

The Vancouver situation has become 
so absurd, a website takes its viewers 
on a humorous tour of local listings.5 

New homeowners are purchasing the 
least affordable property in Canadian 
history.  By the metrics briefly out-
lined above, some markets—in par-
ticular Vancouver’s —appear to offer 
great downside risk, especially with 
the prospect of higher interest rates.  

As for the upside potential, it may be 
some time before there is another 
Double, Double. 

Sources: 

1. Ronald King, Vernon L. Smith, Arlington 
Williams & Mark van Boening, 1993 

2. The Economist, 17 April 2010 

3. Robert Hogue, Housing Trends and Af-
fordability, RBC Research, March 2010 

4. Alexandre Pestov, The Elusive Canadian 
Housing Bubble, Schulich School of 
Business, Feb 2010—extensively quoted 

5. Photos: www.crackshackormansion.com 

affordable”; between 4.1 and 5.0 it is 
viewed as “seriously unaffordable”; 
above 5.1 it becomes “severely unaf-
fordable”. Montreal (4.9) and Calgary 
(4.6) have edged towards being 
“seriously unaffordable” while Toronto 
(5.2) has become a “severely unafford-
able” city.  Vancouver (9.3) has out-
done them all, becoming the most un-
affordable city in 272 markets, includ-
ing London and New York.4 

No matter what has transpired in other 
countries of the world, Canadian prop-
erty prices are at historically high lev-
els and affordability is exceptionally 
poor in an environment of historically 
low interest rates. 

Low mortgage rates conceal the under-
lying prices by skewing affordability 
numbers. When interest rates begin to 
rise, however, it has a magnifying ef-

fect on mortgage payments. For rates 
between 4% and 14% with a five-year 
term mortgage amortized over 25 
years, an increase in the lending rate 
by 1% would result in an average 
monthly payment increase of 9% 
while shorter term mortgages could 
see increases of over 30% (as shorter 
term rates will be rising faster than 
longer term rates). 

Can homeowners afford an increase 
of their mortgage payment by 10% to 
50% and still keep their homes? The 
government estimates that one in ten 
homeowners are susceptible to de-
faults once interest rates go up. If 
Canada follows the US, defaulting 
homeowners lead to fire-sale prices 
and excessive house inventory. Exces-
sive inventory and price competition 
pushes down house prices.  

Toil and Trouble cont’d  
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