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EXECUTIVE SUMMARY

SHELTER AFFORDABILITY IN A “SYSTEMS THINKING” FRAMEWORK

The deteriorating affordability of shelter in select Canadian markets has become the focus of much analysis
and regular national headlines (seemingly on a daily basis), which acknowledge its impact on millions of
households across a wide spectrum of income and wealth. And no wonder: there are few issues more
central to our day-to-day well-being than finding affordable shelter that is safe, comfortable, and close to
our places of work, education, worship, and play. But what makes shelter “affordable”, and what can we
do to help make it so?

Canada’s shelter affordability challenge is complex, rife with data limitations, and poses risks associated
with both action and inaction by policymakers. Unfortunately most of the existing commentary is singularly
focused, ignoring this complexity and the interrelatedness of factors and behaviours that are actually
driving the issue. We might ask why, if the issue was so simple, it hadn’t been solved already.

In other words, housing affordability requires more than “economics 101”, and anyone who suggests “silver
bullet” solutions might either have an agenda or may not have sufficiently considered the scope of the
problem. Yet, while we live in the midst of major computing and analytical innovations, there is no evidence
of a quantitative assessment that respects the interrelated factors that have been (or might be) the greatest
contributors to the affordability challenge. While many commentators imagine the problem is affected by
a number of issues, they’'ve yet to quantitatively link those impacts, which hampers the prioritization of
policy inteventions.

CANCEA adopts a “systems approach” to socio-economic analysis which has been made possible by
innovations in agent-based modelling and the availability of many sources of data which allows for the
consideration of:

e Hundreds of data sources linked to the objects that generate the data (e.g., households);

e Over 40 factors (as well as the behaviours they influence) simultaneously, allowing for a unique
guantitative linking and prioritization; and

o Household level accounts and behaviours tracked through every simulation, showing differentiated
impacts on “making ends meet”.

In other words, this research applies a comprehensive dataset that has been linked in a way that does not
publically exist, studies more factors and behaviours than ever before, and provides more realistic results
than can be found anywhere else. As such, we hope that this research will be recognized as a seminal
contribution to the importance of the topic at hand.
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INVESTIGATING “AFFORDABILITY”

To be clear, experts and stakeholders have proposed dozens of potential factors as either the cause of, or
solution to, the current housing affordability challenge. Though such arguments are not themselves
logically flawed, the lack of comprehensive linkages potentially misses out on combined factors at play.

WHAT DOES “AFFORDABILITY” NOT MEAN?

Annual growth in Teranet’s House Price Index
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Price-to-income ratio: Toronto vs. the world
(2016)
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The seemingly daily headlines around housing
largely focus on housing prices, particularly in
Vancouver and Toronto (though this is certainly
spreading beyond such borders). This should not be
overly surprising: over the 15 years prior to 2016,
year-over-year price growth in Toronto has only
been outside the “normal” range (average +/- two
standard deviations) twice — during the “great
recession” in 2009 and recovering from it in 2010.
But, as of March 2017, price growth has surpassed
four standard deviations from the average. If this
process were random, such a result would be
expected to occur roughly 1 out of 16,000 times.

But does a house’s price really define whether it is
“affordable”? Ignoring the rental market for a
moment, what if (a big “if”), incomes were rising at
the same rate? One way to use prices to start to
“affordability” (say)
Toronto’s price-to-income ratio to similar cities

measure is to compare

around the world.

By this measure, Toronto could be seen as relatively
cheap, with a price-to-income ratio roughly 1/3 of
the highest in world, such as Hong Kong, Hanoi, and
Mumbai. If comparing to typically expensive (and
often poorer) cities’ seems unfair, limiting the
comparison to other large North American cities
and other “world class” cities? makes Toronto
appear similar to the likes of Berlin, Boston, and
Melbourne.

1 Top 20 typically high-ranked cities (as defined by P/l ratio) not included in the other groupings (e.g., Paris, London)
2Top 50 non-North American cities on the 2017 Mercer Quality of Living Survey
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Another overly-simplistic argument has been that it is just an overall “supply” issue. But even a simple
analysis suggests that this is unlikely to be the case. For example, over the last decade, housing starts per
household have over doubled in the GTHA, and housing stock per capita has remained flat in the region for
25 years. The question is therefore not just about supply (which includes the supply of serviced

“developable” land), but about how productive and appropriate that supply is.

A similar stumbling block in getting to a consensus definition of “affordable” seems to be that many
commentators focus solely on home ownership. But higher ownership rates haven’t improved affordability
either. In fact, home ownership rates in Toronto have increased by 23% over the last 35 years (11% in
Ontario overall), putting the region close to the highest among “world class” cities®. Having a high
ownership rate does not make a “world class” city though; in fact it appears to be quite the opposite —the
correlation between ownership rate and ranking of “liveability” is negative.

Homeownership rates in “world class” cities
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Source: Mercer, UN Data, US Census Bureau, CMHC; calculations by CANCEA

THE SCAR INDEX: A HOLISTIC APPRECIATION OF SHELTER AFFORDABILITY

CANCEA's Shelter Consumption Affordability Ratio (SCAR) index measures the share of after-tax income that
households devote to their shelter-related needs (including transportation and utilities) after paying for
other necessities, such as health care, food, and child care. The SCAR index, unlike other housing

affordability indices widely used in Canada, does not simply measure
Shelter

th t of i h ie. t ts). Rather, th .
e cost of owning a home (i.e., mortgage payments). Rather, the consumption costs

SCAR index measures the affordability of the consumption of (or SCAR =

access to) shelter, which is a separate concept from the affordability Discretionary net
of investing in a housing asset. The SCAR index captures the breadth income after other
necessities

3 Selection of top cities on 2017 Mercer Quality of Living Survey (data dependent)
* As forecast by CMHC

o
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and complexity of the shelter affordability issue, lending itself well to use in scenario and sensitivity analysis.

Given how the SCAR index is constructed, a relatively higher or growing SCAR index value is a sign that
things are (or becoming) more unaffordable. Unfortunately, SCAR index levels for Canada, Ontario, and the
GTHA are the highest seen in the data. In Ontario and the GTHA, affordability (as measured by the median
SCAR index) has worsened by around 40% since the early 1980s, and around 15% since 2000.

Median SCAR Index over time Ontario SCAR — 25, 50™, and 75 percentile
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But averages are dangerous. Shelter affordability varies by household, so SCAR does too. The distribution
of households by SCAR varies by the likes of household structure, age, sex, and number of children in the
household. Further, as SCAR is modeled for every household in Ontario, it can also be mapped (say, by
neighbourhood). This shows that the ability to make ends meet is distributed unevenly.

SCAR by Toronto neighbourhood
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A NEW APPROACH

Given the incredible complexity of modeling the range of networked interactions and impacts — a different
approach is required. As such, CANCEA utilized Prosperity at Risk (PaR), its “big data” computer simulation
platform that models households, business, and governments as:

e Individuals, with individual budget constraints and production/consumption activities, thereby
recognizing the independence of their motivations and decisions; and as

e Part of a spatial and economic network, thereby recognizing the dependence of their economic
decisions upon other agents (via, for example, policy, investment decisions, and land use).

As such, PaR simulates the interactions of more than 40 million agents across Canada that are each encoded
with behavioural rules* to guide their decisions, act based on those rules, and be influenced by the actions
of others. This is enabled by an enormous “linked-path” database that links hundreds of disparate (and
typically cross-sectional) data sources back to the very objects that created them (e.g., households)®.

MULTI-FACTOR AND BEHAVIOURAL ANALYSIS

In order to assess the influence of the multitude of potential drivers of the affordability of shelter
throughout Ontario and the GTHA, over 40 different factors have been chosen for analysis. Each factor is
both individually analyzed for its effects on the SCAR index, as well as assessed in tandem with all others to
identify any interaction effects. These include factors related to:

e  Costs of residential development inputs e Transportation and proximity
and land supply e Debt, credit, and
e Population and demographics monetary/macroprudential policy
e Labour force, income, and wealth e Publicinfrastructure and other
e Shelter-related household expenses investment
e Other essential household expenses e Government taxes and transfers

All of these factors also influence at least one of the behaviours (on both the demand and supply sides of
the equation) that could be targeted by policy. These are the behaviours that may ultimately need to be
changed if we are to have any hope in addressing (on a broad scale) the affordability issue going forward.
By linking these factors to such behaviours, we are also able to help prioritize where policy should be
focused, while leaving the (relatively) more marginal or “boutique” issues for later.

4 For example, the fraction of income spent on consumption depending on the likes of location and family size.

> For example, PaR imbues in agents hundreds of data sources (e.g., Statistics Canada tables, many down to detailed geographic
areas) on demographics, income statements and balance sheets, consumption patterns, labour force statistics, and commuting
choices, among many others.

&
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RESULTS AT A GLANCE

Our “stage 1”7 multi-factor analysis shows that there are only a few factors that have significantly affected
the SCAR index (in aggregate) over the last decade, some which have increased it and some which have
decreased it. In particular:

e Factors that have increased the SCAR index: demographic-induced demand pressures (e.g.,
population growth and decreasing average household size), and other debt (e.g., credit cards, car
loans, and student debt); and

e Factors that have decreased the SCAR index: increasing average wages, growing gap between
ownership and rental prices, growth in government transfers.

Also worth noting here, though, is that when it comes to setting policy, it is the future that should be the
focus of concern. From that perspective, what got us here is useful context, but the SCAR sensitivities are
more relevant going forward. And in terms of sensitivities (again, in aggregate), the key factors are:

e Average household size and population growth (collectively, demographics);
e Average wages and employment rate (collectively, economic prosperity);
e The shelter demand/supply mismatch (i.e., over- and under-housing); and

e The gap between ownership and rental prices.

WHERE COULD WE GO FROM HERE?

The sensitivities described above can now be linked back to the behaviours that they affect to provide a
collective set of issues that should be addressed. Further, the realistic potential of policy options are not
equal across these factors (e.g., population growth), but that does not mean we can ignore them. That is,
these issues must be considered in conjunction.

Going further, part of the power of PaR is that behaviours can be synthetically influenced in such a way that
they diverge from historical levels. This allows for detailed and authoritative “if this, then that” statements.
Applying that here includes “turning the dials” on development behaviour (e.g., what gets built and how
quickly) and household shelter decisions (e.g., rent vs. own, propensity to resize). These behaviours are
obviously affected by specific policy, which this study does not investigate in detail. This study is simply
concentrated on identifying the areas of necessary focus.
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Sensitivity of factors and the policy focuses they affect
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What we find is that economic development is obviously critical, and should be an ongoing focus of
government in many respects (not just shelter affordability), but there are other behaviours that might be
more easily affected by policy. Similarly, increasing average household size would help, though meaningful
policy change here is likely unrealistic. Areas that should be a focus of policy discussions going forward:

e Right-size matching is split into two pieces. First is the propensity for households to right-size their
housing (e.g., reduce over-housing). Such behaviour is affected by the likes of housing style
preference (rather than utility), transaction costs (e.g., land-transfer taxes, real-estate, legal, and
moving costs, and the uncertainty associated with matching changes in ownership) as well as
having appropriate housing options (i.e., a place to downsize to) available to them. The second is
about what developers build (i.e., matched to needs, status quo, or purposefully mismatched
needs). Such behaviour is largely affected by regulation and risk-adjusted profit potential.

e Speculation has two components. First is vacancy, which requires additional (offsetting) units be
built. The second is price expectations, which behaviourally causes overbidding (e.g., to yield a
quick return, fear-of-missing out), driving up prices for all buyers, potentially crowding out.

o Developer response time to changing demands. The ability (and desire) of developers to put new
housing on the ground when it is needed requires relatively stable demographic changes (for
forecasting purposes), available serviced land and quick regulatory turnarounds (e.g., site
approvals), and a lack of speculation on the developers’ side.

e Tenure matching is also split into two pieces. Similar to right-size matching, tenure-matching is
affected by both the propensity of households to rent (vs. owning), as well as developers’
propensity to build purpose-built rental stock. Household behaviour here is driven by the likes of
market expectations (e.g., of economic returns after fees/taxes, ownership bias), availability of
rental stock, and macroprudential policy. Developer behaviour here is driven by risk-adjusted profit
motives as well as the regulatory environment (e.g., zoning, property tax differentiation).

o The confluence of such behaviours is most important. As an example, rental stock availability is only
useful if it is appropriately sized.

Quantitatively, there are combinations of behaviours that do significantly improve affordability (as well as
the opposite). In addition to household size and economic prosperity, already discussed above, housing
affordability could be improved significantly within the next 15 years by:

e Getting households to right-size and developers to build appropriately sized units could reduce the
SCAR index below levels seen in the 2000s.

e Curtailing speculation would avoid equally large increases in the SCAR index.

e Getting more households to rent and developers to build more purpose-built rentals would almost
get the SCAR index back to levels seen in the 1990s.

e Most importantly, facilitating all of these behaviours would provide the largest impact: the SCAR
index would drop below levels seen in the 1990s and would be roughly equivalent to the impact of
quickly increasing wages.
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Impact of behavioural changes on housing affordability
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Further, it appears that a market dominated by owner-occupiers — such as we have in Ontario — imposes
severe limitations on the ability to right-size, as residents are required to pass through an ownership-to-
ownership transaction that usually means:

e Relatively high transaction costs associated with change of ownership; and

e What economists often call a “double coincidence of want”: the less likely coincidence that
someone is selling a property you want at the same time you choose to move.

The obvious solution is more rental options, which would provide lower transaction costs while presenting
less frictions for the movement of households.

APPROPRIATE HOUSING AND HOUSING “PRODUCTIVITY”

What all of these factors and behaviours seem to be pointing to is the idea of not just building more housing,
but building appropriate housing, and then getting people to move into it.

In economics, the notion of “productivity” —that is, the ability to turn inputs into outputs —is used heavily.
(It may even be the highest of economic goals in certain policy circles.) When it comes to housing
appropriateness, ‘output’ can be thought of as the provision of a right-sized shelter unit. The ‘inputs’ here
would be factors such as land size, housing size, and location, each with a “productivity coefficient”. In this
way, the larger the land and housing size (beyond a viable minimum), and the less accessible the unit is
from the likes of work or amenities, the smaller the productivity to deliver the same right-sized housing
unit. Low housing productivity worsens affordability in a number of ways.

Currently, about 45% of GTHA households live in detached homes and 35% live in apartment buildings. This
leaves only 20% living in what is often called the “missing middle” — that is, the “gentle density” housing
types such as semi-detached, row homes, townhomes, multiplexes, and courtyard apartments. (These
proportions are nearly identical to the New York City metro area, just on a smaller scale.)

Such housing types provide more affordable ground-level (or close to it) shelter, without having to live in
smaller, family unfriendly units, many stories off the ground. For example, at a construction cost of about
$135 per square foot®, even a reasonably-sized basic 1,480 square foot home (enough for a comfortable
three bedrooms) costs approximately $200,000 to build, excluding other costs (e.g., land). Building an
equivalently costly condo unit in a 30-storey building would only yield 880 square feet, which would
(arguably) not provide enough space for three bedrooms. But it could also allow for the construction of a
1,480 square foot unit in a 3-storey stacked townhouse or a 1,400 square foot unit in a 6-storey wood-
frame condo. Such options get productive use out of land without limiting the number of bedrooms
provided (i.e., without changing the “product” delivered).

So why isn’t more productive “gentle density” built? While zoning policy is not the main thrust of this
report, part of the reason is surely because it isn’t allowed in most places. Even in the City of Toronto,
where people imagine condo towers as far as the eye can see, a significant portion of the city only allows

6 Cost data for this example comes from Altus Group: http://www.altusgroup.com/services/cost-guide/

&

CANADIAN CENTRE FOR Page | ix
ECONOMIC ANALYSIS



http://www.altusgroup.com/services/cost-guide/
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detached homes (often referred to as the “yellow belt” after the colour used on planning maps to depict
detached housing). It has been estimated that up to 40% of land in the city is zoned this way (Novakovic,
2017), or roughly 60% of the residentially-zoned lands (Kalinowski, 2017).

Opening up more of such land to more productive uses through slightly increased density would not only
allow for the provision of additional housing (without significantly encroaching on the “character” of
neighbourhoods) at a reasonable cost, it would also increase affordability through the provision of existing
infrastructure. This is especially true in seemingly obvious places, such as the TTC's Line 2 subway, along
much of which (e.g., along Danforth Avenue) is surprisingly low density.

Given the affordability challenges discussed throughout this report, increasing the productivity of land that
is already serviced would be a more cost effective way of producing appropriate housing stock without
having to open up new land supply farther afield from employment centres, which is generally
unproductive.

CONCLUSIONS

In Ontario, a relatively high-income province, shelter prices have been rising much faster than incomes,
while incomes (and wealth) have grown more unequally distributed. Meanwhile, the shelter market has
been responding to demand from wealthier households: offering large, ground-related homes in car-
dependent neighbourhoods on the low-density urban fringe (called “location inefficient neighbourhoods”),
and hyper-compact condos in the urban cores. This has led to crowding out.

Various stakeholders have come forward with proposed solutions to the housing affordability problem;
however no comprehensive quantitative analysis of a broad range of potential factors has taken place.
Therefore, CANCEA tested — simultaneously — over 40 factors and the behaviours they impact to
guantitatively determine the major drivers of decreasing affordability. This robust and comprehensive
study has taught us that the region’s affordability pressures are generally due to a few key linked issues:

e Alack of appropriate housing choice: in terms of size, location/transit access, and tenure;
o Alack of housing productivity: in terms of lots of over-housing and density being too low; and

e Many families being “forced” into worse options: e.g., people buying when they should rent or
moving farther away (e.g., from their work).

Addressing these significant drivers of the affordability issue require things going differently. Building the
nearly 600,000 new housing units — on the order of $100 billion to $150 billion worth of construction —
expected to be needed across Ontario a decade from now can go a number of ways. For example, for
Ontario’s homeownership rates to get back close to those seen in the 1970s, 80s, and 90s —i.e., Toronto’s
rates being similar to those seen in major U.S. cities —then all expected new units built over the next decade
would need to be purpose-built rental. Most of these would need to be multi-bedroom units, unless smaller
households (e.g., senior couples) started disproportionately renting relative to current rates.
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Although non-intervention may appear to be a safe option if intervention can be expected to carry adverse
conseqguences on other areas of the economy, abstaining from the current situation also carries risks. For
example, while shelter prices nearly doubled in the 1980s, GDP from residential construction tripled. But
in the 1990s, as shelter prices remained relatively flat, so did GDP from residential construction, and the
share of GDP coming from residential structures declined by a quarter. Further, as household debt
continues to grow and differentiated households continue to compete for differentiated shelter, it is likely
that crowding out will impact a wider segment of the population as more households leverage themselves
heavily to enter the real estate ownership market (given the lack of rental stock), adding to demand and
reducing economic stability. Because shelter is a fundamental need, the ongoing discussion about reducing
affordability pressures and continuing to invest in growth so that future populations can be accommodated
has to centre on sustainability.

If the status quo is undesirable, evidence-based analysis is the only way to increase the likelihood that a
policy outcome will be more desirable. The enormous contribution of shelter to our national economy — let
alone the everyday lives of Ontario households — demands that any measure taken to track and correct
affordability pressures is done with precision and without sacrificing our overall sustainability and economic
well-being.
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SOME INTERESTING FACTS

1in 8 Ontarians are under-housed (i.e., do not have enough bedrooms). It would take 2.5 years just
to supply ‘missing’ bedrooms. But over half of Ontarians (and 3/4 of those aged 65+) are over-
housed (i.e., have too many bedrooms). There are over 5m spare bedrooms in Ontario, equivalent
to 25 years’ worth of construction. (In fact, there are over 400,000 homes in Ontario that have
three or more empty bedrooms — that is, nearly 1.3 million empty bedrooms in family-sized
homes.)

In the GTHA, approximately 45% of housing units are single-detached homes and 35% are in
apartment buildings (equal to New York City metro area); only 20% are “missing middle” housing

30% of GTHA commuters commute 45+ min. each way. Outside the GTHA is very car dependent —
85% commute by car (5% by transit). In the GTHA, “only” 70% commute by car (20% by transit)

Since 1990, rental stock per capita has fallen by 1/3 in the GTHA (1/8 outside)

Over the last 20 years, over 10 times more condo units have been built than purpose-built rental in
the GTHA (roughly equal numbers built outside). 1/3 of Toronto’s condos are now rented out

Over half of “family-sized” renter households (4+ people) in Ontario are under-housed (far more
than owners). 20% of such households (25% in GTHA) are under-housed by multiple bedrooms

The rent-to-price ratio in Toronto is lower than every major North American city (except Vancouver
and Ottawa), and is much closer to other ‘world class’ cities, suggesting that renting in Toronto
could be a good alternative to buying

An “estimated 95% of all investment properties purchased in 2016 are losing money every month”’
on the assumption that prices will continue to rise — a sign of speculation, not investment

“Roughly 17% of homes were resold within 2 years as of March 2016, up from about 9% a year
earlier”® — a sign of house-flipping

An estimated 1.5% of the stock in Ontario (or about 85,000 dwellings) is vacant®, down from 3% in
2011. This is equivalent to about 1.5 years” worth of construction. (It is estimated that vacant stock
in the GTHA represents a much lower proportion and number)

Affordability is largely driven by average household size (which is shrinking) and average wages
(which are growing, but unevenly). For example, a very small change in average household size (say
2.6 to 2.5) would necessitate a very large increase in housing stock (= 3.5 years’ worth of
construction)

Economic prosperity is a huge driver of affordability. Real median family market income has been
effectively flat for decades, despite significant real increases in shelter prices

7 (Parsalis, 2017)

8 (Caranci, Petramala, & Judge, 2017)

9 Note that this is different to the often mischaracterized Canadian census data showing total private dwellings not occupied by
“usual residents”, which excludes non-residents (e.g., foreign students).
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1.0 INTRODUCTION

Canada’s deteriorating housing affordability is front of mind for many and has become the focus of much
analysis and regular national headlines (seemingly on a daily basis), highlighting it as a growing concern for
Canadian households across a wide spectrum of income and wealth. And no wonder. There are few issues
more central to our day-to-day lives than having an affordable place to call home. Finding affordable shelter
that is safe, comfortable, and close to our places of work, education, worship, and play is critical to our
well-being. But what makes shelter “affordable”, and what can we do to help make it so?

Canada’s shelter affordability challenge is complex, rife with data limitations, and poses risks associated
with both action and inaction by policymakers. Acknowledgement of the problem by diverse stakeholders
—and initial policy responses by government —indicate a strong desire to affect the affordability of Canadian
shelter markets. Unfortunately most of the existing commentary is singularly focused, ignoring this
complexity and the interrelatedness of factors and behaviours that are actually driving the issue. We might
ask why, if the issue was so simple, it hadn’t been solved already.

This prompted CANCEA to expand upon the first phase of its affordability research, Understanding Shelter
Affordability Issues: Towards a better policy framework in Ontario.’° The phase one report took a systems-
based approach to understanding potential supply and demand factors underlying the affordability
problem in Ontario. It identified the relationships between industry, government, and households as they
make decisions to secure shelter and other needs. Such “systems thinking” allowed for a broader
understanding of how virtually every aspect of the Canadian economic system was (at least partially)
implicated in creating the current (and growing) shelter affordability crisis. The report also took into
consideration what roles shelter plays for households that make it unique relative to other goods. These
ideas underlie CANCEA’s Shelter Consumption Affordability Ratio (SCAR Index), which has become well
known as a “pocket book” accounting measure of the ability of a household to make ends meet as they try
to operationalizing their shelter.

This phase two report is the culmination of another year and a half’s worth of work trying to quantitatively
unpack the root causes of our affordability crisis. It turns out that, not surprisingly, there are numerous
interrelated things at play.

1.1 A different way of thinking

We view socio-economic questions such as shelter affordability through a “systems” lens — that is, how do
households, businesses, and governments (collectively called “agents”) interact to generate the aggregated
outcomes that they do? Housing affordability is no simple matter. CANCEA has undertaken over two years
of dedicated research to address what the driving factors of housing affordability are in Ontario (and the
GTHA specifically), culminating in this report.

10 Available at http://www.cancea.ca/?g=node/96
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Pressures arising from unaffordable shelter affect both families who rent and those who own their homes,
across a broad spectrum of income and wealth levels. Although shelter affordability and the market for
shelter have become central to the discussion of the overall health of the Canadian economy, it is often the
case that different stakeholders will favour a particular approach to the problem.

In other words, housing affordability requires more than “economics 101”, and anyone who suggests “silver
bullet” solutions might either have an agenda or may not have sufficiently considered the scope of the
problem. Yet, while we live in the midst of major computing and analytical innovations, there is no evidence
of a quantitative assessment that respects the interrelated factors that have been (or might be) the greatest
contributors to the affordability challenge. While many commentators imagine the problem is affected by
a number of issues, they’'ve yet to quantitatively link those impacts, which hampers the prioritization of
policy inteventions.

CANCEA adopts a “systems approach” to socio-economic analysis which has been made possible by
innovations in agent-based modelling and the availability of many sources of data which allows for the
consideration of:

e Hundreds of data sources linked to the objects that generate the data (e.g., households);

e Qver 40 factors (as well as the behaviours they influence) simultaneously, allowing for a unique
guantitative linking and prioritization; and

e Household level accounts and behaviours tracked through every simulation, showing differentiated
impacts on “making ends meet”.

In other words, this research applies a comprehensive dataset that has been linked in a way that does not
publically exist, studies more factors and behaviours than ever before, and provides more realistic results
than can be found anywhere else. As such, we hope that this research will be recognized as a seminal
contribution to the importance of the topic at hand.

1.2 Perspectives on shelter affordability in Canada

An increasing number of commentators have been issuing warnings about the rise of house prices and,
more recently rents, amid a backdrop of stagnant incomes and growing levels of household debt. For
instance, a Royal Bank of Canada’s (RBC) report on national housing affordability identified that the costs
of homeownership have continued to rise relative to incomes, particularly in Vancouver and Toronto (RBC
Economics, 2016). RBC estimates that almost half of the average Canadian household’s income is dedicated
to costs related to owning a home, while in Toronto that figure rises to over 60% and over 87% in Vancouver
(RBC Economics, 2016). Similar conclusions have been drawn by the National Bank of Canada (National
Bank Financial Markets, 2016), Toronto Dominion Bank — which adds that prices are “ripe for a correction”
without intervention to curb speculation (TD Economics, 2016) — the Bank of Nova Scotia (Scotiabank,
2016), Desjardins Insurance (Desjardins, 2016), and the Bank of Montreal (BMO Capital Markets, 2016),
with some analysis of potential drivers. These banks are not alone in their conclusions.
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The Bank of Canada has also expressed concern surrounding mounting consumer and mortgage debt, but
has suggested that the issue is really one of individual financial prudence. More recently, the Bank of
Canada suggested that the house prices in Toronto and Vancouver have grown unsustainable, with
significant rises in household risk associated with the soaring debt (Blatchford A., 2016).

The problem is that policy interventions cannot be made without a thorough understanding of the way in
which households interact with shelter as a need and houses as an investment good, which agents should
be targeted by policy interventions and how, and potential spillover effects into other markets resulting
from intervention and non-intervention.

1.2.1 BIAS TOWARDS A SIMPLE SOLUTION

Several stakeholders have stepped beyond merely warning of an affordability problem; they also try to
identify its causes. This is a crucial step towards resolving the source of the problem rather than merely
imposing reactionary and blunt policies. However, some stakeholders involved in identifying the sources of
the affordability problem continue to focus on what they largely qualitatively estimate to be the dominant
factor, suggesting that affordability pressures could be resolved with simple, potentially unilateral policy
interventions.

By breaking the problem down to increasingly separate components, the interaction between them gets
ignored. This may then overstate the effect of a particular factor relative to others and, because it is found
that a particular factor has an effect, bias makes a single-issue solution appear more likely to work. As
multiple stakeholders with different beliefs about the fundamental source for the problem each take such
an approach, each becomes increasingly specialized and disconnected, in some cases approaching the
belief that one factor is responsible for the entirety of the effect. This creates a climate of narrowly-focused
solutions — a problem that this paper specifically attempts to fix.

Table 1 presents a summary of what experts and stakeholders have proposed over the last few years as
either the cause of, or solution to, the housing affordability challenge. (For more detailed summaries of the
various viewpoints, please see Appendix C.) What can be seen here is that, not only is there no general
consensus on the issue (as might be expected across such varied groupings), there is not even consensus
within groups. There is obviously a need to rationalize this complexity.
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Table 1 What selected experts and stakeholders think is driving Canada’s housing affordability crisis
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Since the release of the phase one report, public attention on shelter affordability in Canada, particularly

in the GTHA, has grown significantly. Although it is becoming clear that diverse institutions have

acknowledged the mounting problem, significant gaps in research persist. In particular:

&

The confusion of housing as an investment with addressing the need for shelter continues to be
central to most discussions about affordability, in part due to the interests of some stakeholders
who track and report on these issues. This neglects the basic need for access to shelter rather than
the viability of housing as an investment vehicle. A policy mix that does not appreciate the different
market segments involved in social housing, rental housing, and homeownership may not address
the unique problems faced by each.

The reliance upon aggregate measures may distort the true experience of households across
Canada, and ignores the particular needs of those at different levels of income or wealth, have
different preferences and expenditure profiles, vary in household size, and more. Aggregate
measures are useful for tracking broad trends, but they are unable to inform targeted policies that
could resolve pockets of extreme pressure. Without an understanding of where systemic risks lie,
who bears them, and what the broad economic impacts may be, aggregate measures leave policy
makers with limited options for how to address the challenge.

The lack of appreciation of the context of affordability in which households can be expected to
allocate their incomes according to a hierarchy of basic necessities (such as food, clothing,
transportation, and shelter) before dedicating income to non-discretionary expenses. Although the
exact nature of the needs may be, in part, socially defined, the affordability of shelter must be
taken into consideration in tandem with the affordability of these other needs. Households are
expected to make trade-offs between discretionary and non-discretionary expenses, but under
severe constraints, they may make trade-offs among non-discretionary expenses as well.

The role of speculation and its effects on households participating in shelter markets in order to
secure their fundamental need for shelter. Because all households participate in the same market,
demand is expected to cater to the marginal investor, who typically has greater discretionary
income, than the households who are only trying to meet their shelter needs. Although speculation
has been discussed by some stakeholders as contributing to affordability constraints, little has been
done to quantify the size and nature of the impact of speculation in the Canadian housing market.

Disjointed quantitative analysis: To date, no study has attempted to provide comprehensive and
robust quantitative evidence of the full range of potential and connected issues impacting
affordability. This does not serve the Canadian population as well as a measured grasp on the
expected outcomes of policy interventions.

CANADIAN CENTRE FOR Page | 5
ECONOMIC ANALYSIS



Understanding the forces driving the shelter affordability issue

2.0 WHAT DOES “AFFORDABILITY” MEAN?

As described in the phase one report — and as shown in Table 1 above — one of the main issues in getting
consensus around the nature of the problem, let alone potential solutions, is the fact that there is no
consensus view on what “affordability” means, or even which way it is trending. Let’s start with some of
things that it is not.

2.1 What does “affordability” not mean?

2.1.1 LOW HOUSING PRICES?

The seemingly daily headlines around housing largely focus on housing prices, particularly in Vancouver
and Toronto (though this is certainly spreading beyond such borders). This should not be overly surprising:
over the 15 years prior to 2016, year-over-year price growth in Toronto has only been outside the “normal”
range (average +/- two standard deviations) twice — during the “great recession” in 2009 and recovering
from it in 2010. But, as of March 2017, price growth has surpassed four standard deviations from the
average. If this process were random, such a result would be expected to occur roughly 1 of 16,000 times.

Figure 1 Year-over-year growth in Teranet’s House Price Index (Toronto)
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Source: Teranet; calculations by CANCEA

But does a house’s price really define whether or not it is “affordable”? Ignoring the rental market for a
moment, what if (a big “if”), incomes were rising at the same rate? One way to use prices to start to
measure “affordability” is to compare price-to-income ratios.
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While numerous countries face significant affordability pressures as well, Canada’s home ownership costs
(especially relative to incomes) are among the highest and most rapidly increasing in the world, suggesting
that the tides of the global economy are not necessarily responsible for Canada’s particular situation. For
example, a little over one third of all OECD countries saw rising price-to-income ratios in 2011 and 2012.
That proportion has risen consistently, whereby over three quarters of OECD countries saw price-to-income
ratios increase in 2015 and 2016. But Canada is among only one fifth of OECD countries that have seen an
increase every year for six years in a row. By this (high-level and average) metric, affordability has worsened
in Canada by 20% over the last six years, four times the average among OECD countries.

Figure 2 Growth in price-to-income ratios across the OECD (2010-Q4 = 100)

140%
130%
Canada
120%
110%

100% /

90%

80%

Source: OECD Data: Housing indicators, calculations by CANCEA

In fact, not only does Canada overall have one of the highest price-to-income ratios in the OECD, but in
2016, it had the second highest growth in the ratio as well (behind Norway, which had lower income
growth). The IMF has also highlighted Canada’s precarious affordability position (IMF, 2016), as has
Moody’s ratings agency (MacFarland, 2017). Although these are insightful analyses, they still rely on
aggregate measures and may not reflect the daily challenges faced by different households when
attempting to secure shelter of different types and in different regions of the country. Therefore,
responding to an overall trend of growing housing affordability pressures using equally broad policies may
generate risks and unintended consequences. At the household level, many Canadians do not look like the
national average.

This also does not help tell a story about specific markets, such as Toronto. And cities can be particularly
different beasts than a country-wide average. So let’s now turn to some major cities across the