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Concerns about a Canadian housing correction have ebbed with each passing month of
record sales and prices (Chart 1). Increased minimum down payments on insured
mortgages in February (on homes priced between half- and one-million dollars) had
no discernible effect on sales or mortgage growth. Activity in most regions will remain
healthy this year, outside the oil-producing regions. In the meantime, the revving
Vancouver and Toronto markets are likely to stay on full-throttle, raising the risk of
overheating.

Here are five things you should know about the Canadian housing market.

First, there is no “Canadian” housing market. Rather, there are three distinct markets
depending on where you live. Home buyers living outside the depressed resource
regions or the manic Vancouver and Toronto markets face generally steady sales and
prices. In most cities, valuations (Table 1) and affordability (Table 2) are healthy, with
prices hovering just above three-times family income and mortgage payments on typical
purchases consuming less than a fifth of income. Housing costs are only moderately
higher in Montreal, where sales are off low levels. Conditions are much weaker in the
oil-rich provinces, where first-time buyers (with jobs) are benefitting from moderately
declining prices. By sharp contrast, double-digit price increases have mostly slammed
the door shut on potential first-time buyers of detached homes in Vancouver and Toronto
(Table 3), spurring many to look to the outskirts, condos or apartments. Recently, price
pressures have spilled outside the metro regions to Victoria, the Fraser Valley, Niagara,
Hamilton, Kitchener, Waterloo, London and Barrie. One might say there are actually four
distinct markets in Canada, as Vancouver distances itself from Toronto with prices for
detached two-story homes now twice as high (at $1.46 million in February) and rising
twice as fast (by 26%).

Table 1
Valuations Diverge Across Regions

Price-to-Median Family Income Ratios'

% change
2001 2005 2015 2016 in price

Q4 Q1 Q1 Q1 Trend*  since 2005
Vancouver® 53 6.5 8.4 9.3 o 179
Tofonio* 43 5.0 7.0 7.5 L] 100
Victoria 38 5.2 5.4 5.8 [ 53
{anada ex Vancouver, Toronto 2.7 33 4.0 4.1 L] 75
calgary” 28 29 12 39 ] 83
Montreal* 23 33 39 18 ] 72
winnipeg 17 2.1 33 32 ] 117
Ottawa® 25 2.8 3.0 3.0 . 16
Halifax 25 2.8 3.1 2.9 ] 16
Saskatoon® 21 2.1 3.1 2.9 ¥ 142

" Median family income is estimated after 2013 using average annual growth in previous 10 years;
? As of Jan.-Feb. 2016;

* Based on year-over-year change of latest quarter (flat if <+0.1);

* MLS benchmark home price used after 2004, average price used otherwise.

Sources: Statistics Canada, CREA, Haver Analytics
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Table 2
Most Regions Affordable

Mortgage Payments as a % of Median Family Income'
2001Q4 2005Q1  2015Q1 2016Q1*  Trend® 2016 Q1

Mortgage Rate  5.7% 5.7% 3.8% 3.9% If 5.9%
vancouver® 36 45 49 58 h 70
Toronto® 28 33 40 44 h 53
victoria 25 35 3 33 L 40
{anada ex Vancouver, Toronto 16 20 pal 23 L 27
Calgary” 17 18 23 21 ¥ 26
Montreal* 14 2 21 20 v 25
Wwinnipeg 9 12 17 17 . pa |
Ottawa® 15 17 16 15 [ 19
Halifax 15 17 16 15 v 18
saskatoon* 12 12 16 15 ¥ 18
Table 3
..But Not Yancouver and Toronto Detached Markets
2005Q1  2015Q1  2016Q1°  Trend® 2016 Q1

Morlgage Rale  5.7% 3.8% 3.9% If 5.9%
vancouver - Single Family a5 79 97 L 118
vancouver - Single Family 1-Storey 52 62 78 L 95
Toronto - Single Family 38 17 52 L 64
Toronio - Single Family 1-Storey 34 42 46 L 57
Vancouver - Condo 28 28 32 h 39
Toronto - Condo 20 23 24 h 29

Based on 25-year amortization, average of 1- and 5-year posted fixed mortgage rates, down payment equal to half of annual
median family income (about 10% today);

" Median family income is estimated after 2013 using average annual growth in previous 10 years;
? As of Jan.-Feb. 2016;
* Based on year-over-year change of latest quarter (flat if < +1);

# MLS benchmark home price used after 2004, average price used otherwise; Excludes other housing related costs such as
property taxes, home insurance, heating and condo fees; Note that the ability to borrow at lower rates than assumed in our
calculation (e.g., BMO's 5-year fixed rate of 2.69%) suggests that current affordability is better than shown in the table.

Sources: Bank of Canada, Statistics Canada , CREA, Haver Analytics, BMO Economics

Second, Alberta is weathering the current downturn much better than the last one.
Benchmark prices in Calgary, for example, are down just 3.5% in the past year to March,
compared with a 14% dive in 2009. Providing support, the province entered the current
slump with a tight supply of new homes (Chart 2), as well as with only moderately elevated
valuations. One big difference this time is that hefty hiring in the public sector (mostly in
the capital Edmonton) has cushioned the blow from major layoffs in the oil patch. As well,
while Albertans are the most indebted Canadians, low interest rates have helped to hold
down delinquencies. While consumer insolvencies have spiked higher, mortgage defaults
remain low (Chart 3). It's noteworthy that the downturn in sales is already slowing and the
economy and housing market should stabilize next year as oil prices recover moderately.

Third, like Alberta prior to its slump, the national housing market is not overbuilt. If
it was, prices would be falling, not rising. Averaging 197,000 housing starts in the past six
months and 192,000 in the past three years, builders are largely keeping up with household
formation and replacement rates. In the resale market, the current run-rate for demand has
chopped the number of listings to six-year lows (Chart 4). In Vancouver and Toronto, lean
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inventories partly explain the acceleration in benchmark prices, up 23% year-over-year in the
former to March and 12% in the latter. Even resale condo prices have jumped (by an eye-
popping 19% in Vancouver and 7% in Toronto). Despite an ample supply of new condos for
sale, the total inventory of new homes in Toronto is actually below long-run norms due to a
record low number of detached properties for sale (Chart 5). Low rental vacancy rates also
suggest no overhang of homes.

It's not just a tight supply of land that’s propelling Vancouver and Toronto house prices
to dizzying heights. Demand also remains red hot (Chart 6), stoked by low borrowing
costs, international migrants, millennials starting careers and families, strong job growth,
and foreign wealth inflows spurred by the low loonie.” None of these demand drivers will
change much this year, though 4%-plus job growth is clearly unsustainable.? The federal
government aims to boost immigration, while the number of echo boomers entering their
prime first-time home-buying years (ages 25 to 34) will increase until early next decade. The
takeaway is that it's likely clear sailing ahead for both cities in 2016, which is the fourth
thing you need to know. The heat could simmer down next year if interest rates creep higher.

The final thing to know about Canada’s housing market is that too much of a good
thing can turn sour. While supportive fundamentals and land restrictions will temper a
price correction in Vancouver and Toronto, both regions are increasingly vulnerable to a
jump in unemployment or interest rates, or to a pullback in foreign wealth inflows. Longer
term, fading affordability could undercut economic competitiveness. If prices continue to
outrun incomes, workers will look to live elsewhere. In response, companies will need

to raise wages faster than warranted by productivity growth to retain and attract highly-
skilled workers from other regions and countries. This could erode the cost advantage of

a weak currency and slow economic growth in the two cities that are home to one-in-

four Canadians: if they retrench on spending, the rest of the nation will feel the sting.? It’s
noteworthy that, despite its allure for young people (one survey ranked Toronto first among
35 global cities as the most economically desirable place for young people), metro Toronto’s
net migration was the lowest in years (about 54,000 in 2015 according to the CMHC), partly
because of a net outflow of migrants to other areas of the province.

The Bottom Line: The dramatic regional shifts in Canada’s housing landscape will widen
this year - good news for current owners in British Columbia and Ontario, but not for
Albertans. However, these differences could narrow in 2017 if oil prices rise. Longer term,
any disruption to the inflow of foreign wealth (say due to China tightening capital controls or
the Canadian dollar rising sharply) would likely cool the Vancouver and Toronto markets, as
income is clearly no longer the major driver of home values in these two cities.

1 To sustain price increases well in excess of income growth requires excessive credit growth (which does not appear to be the case today)
or a steady influx of wealth. The latter could be sourced domestically (e.g., parental gifting of large down payments) or externally. Two
recent studies (MacDonald Realty, University of B.C.) suggest buyers from mainland China are an important driver of high-end home sales
in Vancouver.

2 Toronto and Vancouver have created an eye-popping 171,000 jobs in the past year to March, more than the national economy usually
creates in a year.

3 Though accounting for 30% of Canadian home sales, Toronto and Vancouver account for 50% of the total value of transactions.
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Inc., BMO Capital Markets Ltd. in the U.K. and BMO Capital Markets Corp. in the U.S. BMO Nesbitt Burns Inc., BMO Capital Markets Ltd. and BMO Capital Markets Corp are affiliates.
Bank of Montreal or its subsidiaries (“BMO Financial Group”) has lending arrangements with, or provide other remunerated services to, many issuers covered by BMO Capital
Markets. The opinions, estimates and projections contained in this report are those of BMO Capital Markets as of the date of this report and are subject to change without notice.
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of individual client objectives, should not be construed as advice designed to meet the particular investment needs of any investor. This material is for information purposes only
and is not an offer to sell or the solicitation of an offer to buy any security. BMO Capital Markets or its affiliates will buy from or sell to customers the securities of issuers mentioned
in this report on a principal basis. BMO Capital Markets or its affiliates, officers, directors or employees have a long or short position in many of the securities discussed herein,
related securities or in options, futures or other derivative instruments based thereon. The reader should assume that BMO Capital Markets or its affiliates may have a conflict of
interest and should not rely solely on this report in evaluating whether or not to buy or sell securities of issuers discussed herein.

Dissemination of Research

Our publications are disseminated via email and may also be available via our web site http://www.bmonesbittburns.com/economics. Please contact your BMO Financial Group
Representative for more information.

Conflict Statement

A general description of how BMO Financial Group identifies and manages conflicts of interest is contained in our public facing policy for managing conflicts of interest in connection
with investment research which is available at http://researchglobal.bmocapitalmarkets.com/Public/Conflict_Statement Public.aspx.
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BMO Financial Group (NYSE, TSX: BMO) is an integrated financial services provider offering a range of retail banking, wealth management, and investment and corporate banking
products. BMO serves Canadian retail clients through BMO Bank of Montreal and BMO Nesbitt Burns. In the United States, personal and commercial banking clients are served

by BMO Harris Bank N.A., Member FDIC. Investment and corporate banking services are provided in Canada and the US through BMO Capital Markets. BMO Capital Markets is a
trade name used by BMO Financial Group for the wholesale banking businesses of Bank of Montreal, BMO Harris Bank N.A, BMO Ireland Plc, and Bank of Montreal (China) Co. Ltd.
and the institutional broker dealer businesses of BMO Capital Markets Corp. (Member SIPC), BMO Nesbitt Burns Securities Limited (Member SIPC) and BMO Capital Markets GKST
Inc. (Member SIPC) in the U.S., BMO Nesbitt Burns Inc. (Member Canadian Investor Protection Fund) in Canada, Europe and Asia, BMO Capital Markets Limited in Europe, Asia and
Australia and BMO Advisors Private Limited in India.

® “BMO (M-Bar roundel symbol)” is a registered trademark of Bank of Montreal, used under license. “Nesbitt Burns” is a registered trademark of BMO Nesbitt Inc., used under
license. “BMO Nesbitt Burns Inc. is a wholly-owned subsidiary of Bank of Montreal. “BMO Capital Markets” is a trademark of Bank of Montreal, used under license.

BMO Wealth Management is the brand name for a business group consisting of Bank of Montreal and certain of its affiliates in providing wealth management products and
sefvices.

BMO Nesbitt Burns Inc. is a Member-Canadian Investor Protection Fund. Member of the Investment Industry Regulatory Organization of Canada.

® Registered trademark of Bank of Montreal in the United States, Canada and elsewhere.
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