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Much ink has been spilled on what should be done about rampant home prices in Canada, and much of this has been aligned
to calls for more macroprudential measures to restrain demand via taxes or mortgage qualification. Maybe I have watched
too many Big Bang episodes during lockdown, but the principle of Occam’s Razor should not be overlooked. That is, the
simplest explanation, requiring the fewest assumptions, is usually the right one.

The sudden and steep drop in mortgage rates was the catalyst behind the jump in home sales and continued strength in
demand. The central bank’s policy move did precisely what it was intended to achieve, even though it may now be proving
counterproductive. It’s that simple. Trying to now halt or temper demand through a myriad of additional complex rules is
not only inefhicient, but also risks unintended consequences.

Let’s take a step back to review the stylized facts:

1. 'The 5-year variable rate fell 165 basis points during this pandemic, to a historic low. To put this into perspective:
under simple assumptions, a dual income household earning $200,000 could qualify for as much as $60,000 more in
a mortgage. This immediately opened more doors on a house search.

2. 'The impact was further magnified by a homebuyer’s ability to push out their geographical search into lower priced
markets relative to their employer location. For instance, at Chart 1: Buyer's Expectations Grounded in Home
the start of the pandemic, a home in Kitchener-Waterloo, Price History
Ontario was more than $300,000 below that of the Greater 450 S°MPOsite Indexed, (Jan. 2000 = 100)
Toronto Area. This differential has since narrowed to about 449 S&PITSX
$275,000, which is still sizeable and has yet to fully en- /
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croach on the advantage created by lower mortgage rates.

3. We are witnessing a national phenomenon on home sales 250
and price strength, differing from the pre-pandemic peri- 200
od when price pressures were more regionalized. This was 5,

confirmed in the Bank of Canada’s analysis that showed

home price increases have been the greatest the further

you go from city centres. And, this outcome is not driven 2000 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019 2021
Source: CREA, TSX, TD Economics. Last observation February 2021.

by outliers.
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4. Canada is not alone. This is largely a shared global
experience of home price strength, from the United
States to New Zealand and Australia. In Febru-
ary, Australia saw the strongest home price gains in
17 years, while New Zealand just enacted a host of
budgetary measures to stem the 23% (year-on-year)
rise in prices. Under all these regimes, different mac-
roprudential requirements, tax structures and risk
assessments apply.

5. Canada already has a number of safety levers in
place around household financial risks. In fact, the
IMF concluded in January 2020 that Canada’s
“macroprudential stance is broadly adequate” and
the stance was relatively tight, reflecting the six
rounds of tightening mortgage insurance rules by
the Department of Finance. Provinces and cities
have also enacted measures over the years to dis-
courage speculative activity via taxing vacant prop-
erties or upping land transfer taxes.

So, does this mean that all is perfectly fine? No. But it
also doesn’t mean that buyers are necessarily behaving
irrationally by thinking “if I dont get in now, I'll never
be able to get in!” Let’s face it, housing has been a good
bet for roughly 20 years (Chart 1). In an ironic twist, all
those macroprudential policies over the years have added
guardrails to make home purchases a better bet than the
past. Mitigating more of the credit quality, investor and

systemic financial risks, also mitigates volatility. So those
buy-on-dip days may indeed be harder to come by. It
does not mean that concerns over elevated indebtedness
of Canadian households should be dismissed. High debt
loads will pose a structural restraint on spending growth
and enhance domestic vulnerabilities. But, it’s hard to deny
that the past behaviour of housing is a reinforcement of a
“buyer mentality.”

Canadians don't shy away from housing debt because more
and more people see it not just as an ownership opportuni-
ty and store of value, but as a path towards wealth creation
that carries less volatility than investing in the stock mar-
ket. And, this buyer rationale gets reinforced with Canada’s
heavy lean on immigration targets that continue to be re-
vised up, now at roughly 400,000 for 2021. The housing
demand inflow continues to be ‘populated’ even within an
aging demographic — more so than any other G7 country.
New housing supply is working hard to keep up with the
recent influx of population changes, but the composition
of that supply has been disproportionately represented
by multiple units, rather than the highly sought after de-
tached home. If you go back to the 1970s when Canada
experienced a similar period of strong population growth,
the distribution of new housing supply was much more
skewed to the detached market. And dont forget, in most
other countries in the world, 60% of the population does
not settle within 200 kilometers of five major cities.

Table 1: Property Taxes for Advanced Economies

Country Property taxes, % of GDP (Property taxes, % of total
(2019) taxes (2019)

*Australia 2.7 9.5
Canada 3.9 11.6
France 4.0 8.9
Germany 1.1 2.8
New Zealand 2.0 6.2
United Kingdom 4.1 12.4
United States 3.0 12.1

*Australia data are from 2018.

transactions.
Source: OECD, TD Economics.

Note: Tax on property is defined as recurrent and non-recurrent taxes on the use, ownership or
transfer of property. These include taxes on immovable property or net wealth, taxes on the
change of ownership of property through inheritance or gift and taxes on financial and capital
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So, layering in more taxes as a means to “control” demand
or price growth is probably not going to do the trick on any
kind of sustainable basis. In fact, as Table 1 shows, Canada
already collects more property taxes than Australia, New
Zealand and some other countries where home price and
credit growth are not quite as heated as here. With time,
behaviours adjust if the supply imbalance has not been ad-
dressed. For instance, a home buyer in Toronto faces twice
the land transfer tax as one in Mississauga (due to the city
imposing a matching tax structure relative to that of the
province). Yet, even before the pandemic, Toronto consis-
tently demonstrated strong demand and price growth. If
there is a case for taxes, it’s generally on secondary or specu-
lative purchases. Or, should the government pursue taxes
on the principle residence, it requires a firm commitment
to dedicate that revenue stream to adding back supply and
housing renewal initiatives.

We have to take this bull by the horns and apply solutions
where they are most needed. Let’s start by getting timely,
publicly available and accurate data on speculative, flipping
and investor activity, so that policy responses can be right-
sized. With this information, more strategic taxing of in-
vestor activity and multiple property owners may help to
discourage speculation, but policy initiatives must be care-
ful not to discourage productive investment activity that
improves the existing stock and adds rental supply into the
secondary market.

Second, governments have within their control an ability
to reduce barriers and influence new construction, create
more affordable rental or rent-to-own supply, while also
ensuring that investment commitments are in place for
upkeep and quality control.

'Third, there’s always an opportunity to improve the cur-
rent system, but it need not always lie in the hands of the
national regulator and the federal government. A review of
local market practices should occur to ensure that a seller’s
market doesn't turn into a runaway market due to practices

that can jawbone buyers, like price-baiting or gaming the
lack of transparency on the bid process. When the Bank of
Canada notes that the Greater Toronto Area sold roughly
two-thirds of the homes for more than the listing price
in February 2021, how much of this behaviour captured
strategic pricing outcomes? Here’s an anecdotal experience
on this concept. On Tuesday, I noticed a house relisted af-
ter just six days on the market. The new list price was not
lower, as logic might dictate. Rather, it went up by more
than $250,000. And this wasn’t the first time I've seen this
happen. Why did the price go up? Probably because the
initial attempt to draw multiple bids didn’t work. Had it,
this would have been recorded as a home that sold “above
list”. It might have also drawn in an even larger bully bid
that would have reset the neighborhood price benchmark.

With so many dynamics at play, I return to the principle of
Occam’s Razor. The quickest route to cooling this market
and squeezing out speculation comes down to the inter-
est rate channel, and therein lies the solution. Canada had
one of the larger downward movements in mortgage rates
relative to other countries, and the current monetary stance
may no longer be appropriate for this segment of the mar-
ket. Regardless, eventually demand will respond to the ero-
sion in affordability that comes with heated price gains.
There are some natural limits that will kick in due to those
guardrails already in place on borrower limits and mort-
gage qualification stress testing, unless that behaviour finds
an escape route into less regulated segments of the market.

By now, you must be wondering when I'm going to thread
in my Big Bang reference to Schrodinger’s Cat. Sheldon
introduced this concept to Penny (and the non-physicists
watching the show) as a thought experiment where a cat
can be both alive and dead as a result of an event that may
or may not have occurred. The answer is known only upon
observation. To that I suggest thinking of Canada’s housing
market as being both speculative and fundamentally sound.
Bazinga!
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Disclaimer

This report is provided by TD Economics. It is for informational and educational purposes only as of the date of writing, and may not be appropriate for other
purposes. The views and opinions expressed may change at any time based on market or other conditions and may not come to pass. This material is not intended
to be relied upon as investment advice or recommendations, does not constitute a solicitation to buy or sell securities and should not be considered specific legal,
investment or tax advice. The report does not provide material information about the business and affairs of TD Bank Group and the members of TD Economics
are not spokespersons for TD Bank Group with respect to its business and affairs. The information contained in this report has been drawn from sources believed
to be reliable, but is not guaranteed to be accurate or complete. This report contains economic analysis and views, including about future economic and financial
markets performance. These are based on certain assumptions and other factors, and are subject to inherent risks and uncertainties. The actual outcome may be
materially different. The Toronto-Dominion Bank and its affiliates and related entities that comprise the TD Bank Group are not liable for any errors or omissions in
the information, analysis or views contained in this report, or for any loss or damage suffered.
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