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CURRENT ENVIRONMENT

he residential sector is expected to cool

this year and next. Housing starts were

stronger than expected last year but dropped
in the final quarter. Changes were driven by the
multiple units segment, while the single-detached
segment was relatively stable. Construction spending
will remain firm through the first half of the year,
as units that were previously started are completed
and demand for renovation continues to be the
major source of revenues, but a drop is expected
later this year. Total spending on residential con-
struction is expected to decline by about 2.1 per
cent this year.

Some macroeconomic factors today
are positive for the industry, such as
steady job gains, better consumer
credit conditions, and low interest
rates. But these factors will not be
enough to counter a correction in
the housing market. Supply has
been especially strong in the last
few years, and that has exhausted
demand. As well, the new mortgage
rules implemented last summer are
making it harder, especially for
first-time buyers, to get access

to credit.

The combination of lower spending
and higher costs will see industry
profits drop to an eight-year low this
year, but they should recover fully
before the end of the forecast per-
iod. Over the longer term, the multi-
units segment will continue to be the
main driver of construction growth
in Canada, which may help builders
limit the impact of rising lumber
prices as the U.S. housing market
revives. Builders’ flexibility when it
comes to hours worked and materials
used will save the industry from see-
ing its profit margins drop further.

MACROECONOMIC DRIVERS

Many macroeconomic factors are positive for the residential construction

Consumers Growing More Cautious About
Making Major Purchases
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sector. Most importantly, consumers have improved their credit situation

and the job market continues to post healthy gains. As well, interest rates

are not expected to increase in the next year. That's because inflationary

pressures will remain weak as economic activity remains below potential in

most developed countries. On the other hand, builders will face higher input

prices as the U.S. housing market revives and demand for major material

inputs intensifies.

Canadian Consumers

Even though the Canadian economy is heading toward a couple of years

of modest growth, consumers remain in a fairly stable position. Around

200,000 new jobs were created last year, and the unemployment rate in

December was 7.1 per cent, the lowest in four years. Consumers are feeling
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more optimistic; our Index of Consumer Confidence gained 5.1 points in
January to reach 83 (2002 = 100), bringing the index to its highest point
since June 2011. The gain was driven by improving confidence in future job
and income prospects, but this was offset slightly by continued reluctance to
make a major purchase, such as a home or a car. Indeed, 49.2 per cent of
consumers surveyed said that now is not a good time to make a major pur-
chase. (See Chart 1.)

The Bank of Canada has been warning consumers for several years now
about their high debt levels, saying many are in no position to cope with the
eventual increase in interest rates. The message has seemingly been heard, as
consumers have slowed their acquisition of new credit, especially consumer
credit and loans other than mortgages. Between 2005 and 2010, consumer
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Consumers Continue to Take on More Debt, but
at a Slower Pace
(index, 2005Q1 = 100)
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Inventory of New Houses for Sale Has Fallen
Sharply in U.S.
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credit, which is mostly credit cards, increased by an average of 8.5 per cent
a year and other loans were up an average of 8.7 per cent. From 2010 to the
third quarter of 2012, consumer credit increased by 3.2 per cent a year and
other loans rose 2.4 per cent a year on average. Mortgage debt, on the other
hand, has increased by an average of 6.7 per cent per year since 2010, likely
supported by consumers who want to upgrade or acquire a home before interest
rates rise. (See Chart 2.) As a result of the slower pace at which consumers
have been acquiring credit and the still very low interest rates, the consumer
debt-service ratio, which indicates how much it costs consumers to carry
their debt, has improved once again. (See Chart 3.)

Interest Rates

In its most recent Monetary Policy Report, the Bank of Canada announced that
it would maintain its overnight target rate at 1 per cent, which was expected.
However, the Bank has changed its tone regarding upcoming increases, not-
ing that its growth and inflation forecasts have weakened. In the last couple
of years, Governor Mark Carney has always clearly stated his intention to
raise the policy rate in the near future; but in the January 23 report, his tone
regarding an upcoming rate hike changed. He hinted that the probability of

a rate increase this year is receding, and that means that mortgage rates are
likely to remain exceptionally low for at least another year.

U.S. Housing Revives

The U.S. housing market is finally on the mend, thanks to a combination of
low mortgage rates and an easing in the supply of foreclosed properties on the
market. Existing home sales have increased sharply over the past few months
and prices are also climbing. At the end of 2012, the months of supply of new
homes on the market fell to 4.5, which is essentially back to where it was before
the housing bubble burst. (See Chart 4.) As the stock of existing houses for
sale shrinks, demand for new construction is reviving. In December 2012,
housing starts reached an annual rate of 954,000 units, the highest in more
than four years. For the year as a whole, a total of 780,000 units were started—
still less than what demographic growth requires, but a big improvement
from the annual average of 584,000 units we saw over the three previous
years. Housing starts are expected to reach a million units this year and to
progressively re-align with demographic needs of about 1.5 million units

a year by 2015.

The softness of the U.S. housing market has resulted in lower material prices
for Canadian builders over the past few years. This is particularly true for
lumber and other wood products used predominantly in residential construc-
tion. Lumber and other wood products represent close to 20 per cent of the
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Lumber Prices Are Expected to Increase as the

U.S. Housing Market Revives

(starts, millions; price index, 2002 = 1)
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industry’s inputs, and about 90 per cent of all hardwood and softwood lum-
ber is used either directly or indirectly by the construction industry. Wood
prices in Canada peaked in 2004—05 but had dropped 20 per cent by the time
U.S. residential construction activity hit bottom in the first quarter of 2009.
As housing starts south of the border began to pick up, wood product prices
also started to rise again. (See Chart 5.) Prices for other major inputs used in
the residential construction industry, such as concrete and metal and plastic
products, have not, however, fallen to the same extent. That’s because these
products are also used heavily in non-residential construction, which experi-
enced a much smaller decline during the recession as it was supported by
various governmental stimulus programs. Going forward, Canadian builders
will have to factor rising wood prices into their operation costs.

INDUSTRY TRENDS

Housing Starts Forecast to Moderate
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Residential construction held up better than expected last year, but the final
quarter was significantly weaker than the rest of the year. The multi-family
segment has been driving the industry in recent years, but a correction
there is expected this year and next. Stricter mortgage rules will contribute
to a cooling of buyers’ intentions, especially among first-time buyers.

Housing Starts

Last year, a total of 215,000 units were started in Canada—slightly more than
expected. The increase, however, was due mostly to the launch of a few large
multi-family housing projects in the second quarter, and the fourth quarter
was significantly weaker than the rest of the year. Single-detached starts
remained virtually flat over the course of the year, on par with where they
have stood since the recession in 2009. Going forward, starts are expected to
fall to 191,000 units this year and 188,000 next year. (See Chart 6.) This will
be the result of a decline in multi-family starts, with little change in single-
family starts expected. The numbers are consistent with the December resi-
dential building permits data, which were published after the completion of
this forecast. The data show the value of residential permits fell 13.1 per cent
in December, with a 24.6 per cent drop in the multi-family segment and a
5.3 per cent drop in the single-family segment.

In the medium term, the multi-family segment is expected to be the driver of
growth in the housing market. Multi-family units (which include condos, but
also row houses and semi-detached units) are expected to continue to account
for a bigger share of overall construction than they have historically. Since
2008, multi-family starts have surpassed single-family starts every year, and
last year they accounted for 60 per cent of starts. By comparison, that share
was around 40 per cent in the early 2000s. This new split in the market is

Find this report and other Conference Board research at www.e-library.ca



Demand for Multi-Family Housing Continues

to Rise

(multi-family units as a share of total starts, per cent)
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representative of what we can expect in the next few years, with multi-family
units accounting for 60 per cent of new construction. (See Chart 7.) Many
factors support this outlook, including the fact that condos appeal to older
homeowners seeking to downsize into homes that require less maintenance,
and to younger buyers looking for more affordable first homes. Moreover,
even though suburbs continue to grow, longer commute times and higher gas
prices are making homes close to city centres more appealing.

Oversupply

The multi-family segment has been especially buoyant in Canada’s large cit-
ies, led by Toronto and Vancouver. Condo prices there have soared in the last
decade, encouraging builders and investors to add as many units as possible.
For many years, units were being snapped up by buyers even though prices
were rising fast. But over the last year, the market has struggled. According
to the Canadian Real Estate Association (CREA), new listings of houses for
sale were down in half of all local markets in December, with the largest decline
in the Greater Toronto Area. There were also significant declines in Greater
Vancouver and the Fraser Valley, as well as on Vancouver Island. CREA Chief
Economist Gregory Klump explains, “The decline in new supply may reflect
purchase offers below asking price that are made to sellers who are under no
pressure to sell. Instead, they choose to take their homes off the market once
their listing expires.”! Although CREA’s statistics are for existing houses, the
softness in the existing market is certainly mirrored in the new housing market
as well.

Also, while there were many units started over the past two years, units aren’t
getting completed as fast as they were in the past. Completions usually match
starts, with a lag of two or three quarters. But since 2010, completions have, in
fact, remained relatively flat even though starts soared. Between the second quar-
ters of 2010 and 2012, starts of multi-family units rose 40 per cent. Completions,
on the other hand, increased by only 3.5 per cent between the last quarter of
2010 and the final quarter of 2012. (See Chart 8.) This suggests that builders
aren’t feeling hurried to complete their work or that they may be purposely
delaying delivery, something that can happen when pre-sales aren’t as good
as expected.

Total spending on residential construction is therefore expected to drop—but
not as much as housing starts, as some of the projects already started will be
spread out over a longer period of time, which will sustain activity over the
next year. While housing starts are expected to decline by 11 per cent, total
spending is expected to fall 2.1 per cent. (See Chart 9.) Also, more than half
of spending in residential construction is in renovation, a segment that is
much more stable and may benefit from the softness of the resale market—
people may chose to renovate if they cannot sell their house or if they want
to make improvements before selling.

1 The Canadian Real Estate Association, National Statistics, http://creastats.crea.ca/natl/index.htm
(accessed February 11, 2015).
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Mortgage Rules

Last July, the federal government imposed stricter mortgage conditions in a
bid to cool the housing market and thereby avoid a housing bubble. Mortgage
amortization periods are now limited to a maximum of 25 years, rather than
30 years. Also, the amount of money accessible when refinancing is limited
to 80 per cent of the property’s value, down from 85 per cent. The shortening
of the maximum amortization period has taken a toll mostly on first-time buy-
ers, while the tightening of the refinancing conditions affects mostly people
who need to consolidate debt. According to a ReMax survey published ear-
lier this year, first-time homebuyers—who were the main drivers of sales in
2009 and 2011—are expected to account for only about 30 per cent of sales
over the next couple of years.

FINANCIAL PERFORMANCE

Revenues Expected to Improve but Remain
Below Pre-Recession Levels
(revenues, percentage change)
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Revenue growth in the residential construction industry was better than
expected in 2012, as sales volumes and prices remained firm. This was true
until the final quarter when sales and prices both declined. This year, rev-
enues will be weak and profits will drop to an eight-year low. Some savings
on costs (notably on labour costs) will, however, keep profit margins from
dropping even further.

Revenues

Thanks to sustained investment in construction of new condo units, revenues
increased by 10 per cent last year. The 2.3 per cent increase in the average
price of a new house also contributed to the rise in revenues. This year and
next, revenues are expected to plateau as prices flatten and new starts decline.
Projects already under way will sustain spending somewhat, but very little
growth is expected before 2015. Starting in 2015, the industry will see rev-
enues grow at an average annual pace of around 6 per cent—a big improve-
ment, but still well below the 8.8 per cent recorded between 2000 and 2010.
(See Chart 10.)

Costs

Last year, the industry saw its costs post their biggest increase in nine years.
The 13 per cent hike was driven largely by material costs, as a record number of
units were under construction (which means lots of materials were required).
Also, because a significant share of the units under construction were in large
condo projects, the industry had to purchase materials that are also used in
the non-residential construction industry where prices have remained high in
recent years. (See Chart 11.) Labour and capital costs also increased in 2012,
with labour costs up 5 per cent and capital costs rising 11 per cent respect-
ively. However, labour and capital together account for only about a third

of total costs.
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Profits and Margins Will Tighten Up This Year
(profits, $ billions; margins, per cent)
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This year, the increase in costs will slow to only 1.7 per cent. This will be
the result of a reduced pace of building, job cuts, and a decline in the average
wage rate. Together, this will reduce labour costs by 1.2 per cent. Over the
medium term, costs are expected to grow in line with production. Material
costs will remain the main driver, as inflationary pressures on materials
will come from the recovery of the U.S. housing market and the more
dynamic non-residential construction. Capital costs will also rise as

interest rates increase.

Inflationary pressure from labour costs will remain limited. The residential
construction industry employs about three times more workers than the non-
residential construction industry, but wages are about 25 per cent higher in
the non-residential sector. This is because non-residential construction often
requires specific certifications and specializations. But as the residential sec-
tor goes through a tight period in which jobs are cut, many existing younger
workers are expected to attain new certifications that allow them to find jobs
in the non-residential sector, and many older workers may choose to retire
earlier. The result is that over the long term, the industry can expect to face
stronger competition to attract the workers it needs. Still, as market condi-
tions are expected to be relatively soft in the medium term, the impact of
labour should remain moderate over the course of this forecast horizon.

Profits

The residential construction industry is highly competitive and builders’
profit margins are thin. In 2007 and 2008—the best years for margins in the
recent past—builders enjoyed average pre-tax margins of about 4.2 per cent.
Last year, margins were about 3 per cent, and this year and next, margins
will be even thinner, as flat prices and weak sales hurt revenues. However,
builders’ ability to rapidly cut back on hours worked and materials ordered
will save the industry from seeing its profit margins drop to unsustainable
levels. As a result, the industry is expected to see pre-tax profits drop from
$3.9 billion last year to $3.4 billion this year and next. Profits will improve
in the following years, even surpassing their previous peak, but margins will
remain within the 3 to 3.5 per cent range. (See Chart 12.)

> Tell us how we’re doing—rate this publication.
www.conferenceboard.ca/e-Library/abstract.aspx?did=5361
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AT A GLANCE

Main Inputs, 2009 Average Annual Output Growth Housing Starts by Province

Per
Commaodity cent
Architectural, engineering,
and related services 6.6
Plastic building and construc-
tion materials 45
Other wood millwork products 4.4
Wood kitchen cabinets
and countertops 44
Carpets and rugs 3.5
Heating and cooling equipment 3.3
Prefabricated wood buildings
and components 3.1
Softwood lumber 29
Wood windows and doors 2.6
Other ornamental and architec-
tural metal products 2.4
Metal windows and doors 2.3
Ready-mixed concrete 2.3
Concrete products 1.4
Holding company services and
other financial investment and
related activities 1.3
Legal services 1.3
Engineered wood members
and trusses 1.3
Asphalt and asphalt products 1.3
Sources: The Conference Board of Canada;
Statistics Canada.
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Risk Index

This risk index is a leading indicator cre-
ated by The Conference Board of Canada.
It provides an early indication of turning

points in the industry’s performance. In
the case of the residential construction
industry, components of the index include
Statistics Canada’s composite leading
indicator, the unemployment rate, the
five-year conventional mortgage rate,
and personal income. The reported num-

Risk Index

Canadian Industrial Outlook

Canada’s Residential
Construction Industry
KEY ISSUES

Cyclicality

The cyclicality indicator is calculated by
The Conference Board of Canada as the
correlation between GDP growth in the
industry and the economy as a whole.
The number is bound between -1 and
1. A value close to one indicates that
movements in the industry’s output are
strongly correlated with movements

in the national economy and are thus
cyclical. A value close to zero indicates

The Conterence Board of Canada
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ber is the six-month moving average of et
the month-to-month growth in the index.
Thus, the higher (lower) the number is,
the stronger (weaker) the industry’s profit g
prospects are. The chart provides the Mt
current growth rate and what it was
three months ago and six months ago,
to give the reader an idea of how the

mpiapmpa 1

sl 60P (7007 § macs| ner  wmme  nar

no relationship between the national
economy and the industry, while a
negative value implies that growth in
the industry is inversely related to the
economy’s performance.

ECONOMIC PERFORMANCE AND TRENDS

industry’s risks are changing over time.

Key Indicators

Real GDP

Real gross domestic product (GDP) is a standard measure of industry
output and is equal to the total value that an industry creates. As such,
it is a measure of the industry’s contribution to economic growth. It is
stated in millions of 2002 dollars and is reported by Statistics Canada.

Employment

Employment is the total number of full-time and part-time employees in
a given industry. As part of its Labour Force Survey, Statistics Canada
reports employment data monthly, in thousands.

Price Index

This indicator is a composite measure of the output prices for all of an
industry’s products. The data for this series come from the Industrial
Product Price Index produced by Statistics Canada. All price indexes
are standardized in the form of an index where 2002 = 100.

Revenues

Revenues are the total receipts that an industry accumulates. They are a
product of pricing and of production (which is equivalent to sales in 2002
dollars). The data are reported by Statistics Canada as part of its Quarterly
Financial Statistics for Enterprises and are stated in millions of dollars.

Costs

Costs are the sum of labour, material, and capital costs for each indus-
try, where capital costs include both interest expense and depreciation
expense. The data are reported by Statistics Canada as part of its Quarterly
Financial Statistics for Enterprises and are stated in millions of dollars.

Profits

Profits are equal to revenues less costs and are stated before taxes or
extraordinary items. The data are reported by Statistics Canada as part of
its Quarterly Financial Statistics for Enterprises and are stated in millions
of dollars.

Profit Margin
The profit margin is the ratio of profits to revenues.

Find this report and other Conference Board research at www.e-library.ca
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USER GUIDE (cont’d)

Main Inputs

This table lists the industry’s major
material inputs. The purpose is to
indicate the industry’s sensitivity to
changing prices for its various inputs.
This information is based on the input-
output tables produced annually by
Statistics Canada. It is reported in this
table as a share of the total value of
material inputs into the industry.

Pricing Power

This chart compares the residential con-
struction industry’s output price index
with the consumer price index (CPI). It
indicates whether prices in the industry are
rising faster or more slowly than average
overall prices over time. Industries with
above-average price appreciation are able
to consistently raise prices faster than the
rate of broad inflation and generally have
pricing power. Industries with weak price
appreciation generally have poor pricing
power. Both price indexes are bench-
marked so that 2007 is equal to 100.

Capital Intensity

Capital intensity is a measure of how much
capital stock—which takes the form of
machinery, equipment, and non-residential
structures—there is per employee in the
industry. High capital intensity can be a
barrier to entry in an industry, limiting
competition. Industries with higher capital
intensity also generally have higher levels
of output per employee. For comparison
purposes, the chart displays the capital
intensity of the residential construction
industry, of all goods-producing industries,
and of all industries in Canada.

10 | Canada’s Residential Construction Industry—Winter 2013
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Residential Share of Construction Output

This chart displays the breakdown of total con-
struction output by industry: residential construc-
tion, non-residential construction, and engineering
construction. The purpose is to track the compos-
ition of the overall sector. The chart is based on
GDP data produced by Statistics Canada and on
estimates from The Conference Board of Canada.

Average Annual Output Growth

This chart compares the average annual
GDP growth of the industry with that of
all goods-producing industries and of all
industries in Canada. The comparison is
provided over three different time periods:
two historical and one forecast. This pro-
vides an indication of how the industry
has performed and will perform relative
to the rest of the economy at different
periods in time.

Housing Starts by Province

This chart displays growth in housing
starts broken down by province. The
purpose is to show where the residential
construction market is buoyant. The chart
is based on housing starts data produced
by Statistics Canada.

Labour Intensity

Labour intensity is a measure of how
much labour it takes to produce a unit of
output. Labour costs constitute a higher
portion of overall costs for industries with
higher labour intensity. Industries with
higher labour intensity that produce trad-
able goods or services are also generally
more susceptible to competition from low-
wage countries. For comparison purposes,
the chart displays the labour intensity of
the residential construction industry, of

all goods-producing industries, and of all
industries in Canada.

Find this report and other Conference Board research at www.e-library.ca
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The Canadian Industrial Outlook Service includes detailed five-
year forecasts in 16 key Canadian industries. The report examines
the short- and medium-term economic and profitability outlooks
for the following industries: oil extraction, gas extraction, residen-
tial construction, non-residential construction, food products, paper
products, motor vehicles, motor vehicle parts, aerospace products,
air transportation, food services, accommodation, telecommunica-
tions, computer systems design, computer and electronic product
manufacturing, and wood products. Outlooks for several financial
and economic variables—prices, production, revenues, expenditures,
profits, gross domestic product, and employment—are generated

based on forecasts of key domestic and international factors such as
interest rates, exchange rates, and tax policy. The Conference Board’s
Canadian Outlook Executive Summary is presented in a separate
publication to set the stage for the Canadian economy.

The Canadian Industrial Outlook is updated twice a year using the
Conference Board’s econometric and financial model. The publication
can be accessed online at www.e-library.ca and, for clients subscribing
to e-Data, at www.conferenceboard.ca/e-Data.htm. For more informa-
tion, please contact our information specialist at 613-526-3280 or
1-866-711-2262, or by e-mail at contactcboc @conferenceboard.ca.
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