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DISCLAIMER

Hedgeye Risk Management, LLC (“Hedgeye”) is a registered investment advisor with the State of Connecticut. Hedgeye is not a
broker dealer and does not provide investment advice for individuals. This research does not constitute an offer to sell, or a
solicitation of an offer to buy any security; is presented without regard to individual investment preferences or risk parameters;
is general information and does not constitute specific investment advice; and is based on information from sources believed to
be reliable—Hedgeye is not responsible for errors, inaccuracies or omissions. The opinions and conclusions contained in this
report are those of the individual speaking, and not necessarily those of Hedgeye.
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CHILLING HEIGHTS REACHED ON BORROWED WINGS

A LOOK AT SOME OF THE RISKS UNDERLYING THE CANADIAN HOUSING MARKET
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PRIVATE FIXED INVESTMENT IN RESIDENTIAL STRUCTURES

Residential Investment / GDP in units of stdev above the long-term average
Seasonally adjusted at annual rates, Current prices
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Data Source: Statistics Canada, US Bureau of Economic Analysis
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Following the
G.F.C, the
contribution of
Canadian
residential real
estate investment
to GDP has been
steadily edging
up to the U.S.
peak in 2005.
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BROKER COMMISSIONS NEARLY 2% OF GDP

Ownership transfer costs / Canadian GDP
Seasonally adjusted at annual rates, Current prices Another userI

Q12017, 1.87% measure of the
" housing craze
north of the
border is broker
commissions and
other ownership
transfer fees as a
share of GDP.
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+20
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LTA

1.0%

This figure
currently
stands at
1.87%0 or more

0.5% -20

*Qwnership transfer costs include all costs associated with the transfer of a residential asset from one owner to another.

These costs are as follows: 30
sreal estate commissions;
*land transfer taxes; than 3 Standard
+legal costs (fees paid to notaries, surveyors, experts, etc.); and = =
0.0% «file review costs (inspection and surveying) dev‘atlons
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Data Source: Statistics Canada
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BROKER COMMISSIONS NEARLY 2% OF GDP

Ownership transfer costs / Canadian GDP in units of stdev above long-term average
Seasonally adjusted at annual rates, Current prices

On a relative

Q3 2005, 310 Q12017,313 baSiS, broker
commissions and
other ownership
transfer fees have
now eclipsed
levels reached
during the U.S.
housing peak.

*Highlighted sections mark prior Canadian housing corrections

Data Source: Statistics Canada, US Bureau of Economic Analysis © Hedgeye Risk Management LLC. All Rights Reserved. 6



ROCKETING MORTGAGE DEBT

HOUSEHOLD MORTGAGE DEBT
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CANADA OUTPACING THE U.S.
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CANADA VS. US HOME PRICES
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In the years
following the
financial crisis,
Canadian real estate
has thoroughly
outpaced its
neighbor to the
south.

In particular, the
run-up in
Canadian housing
has surpassed the
level of
appreciation seen
in the U.S. from
2000-2007.

© Hedgeye Risk Management LLC. All Rights Reserved. 8§



HOME PRICES CLEARLY HAVE OUTPACED INCOMES

Canadian home prices / Personal disposable income Based on the extended
—Avg +g --420 --430 ---g —-20 break from trend, it may

appear that a sense of
2017:Q1,171.0 stationarity has lost itself
on this particular metric;
however, the move up
and beyond one positive
standard deviation came
coincident with global real
estate peaks, and then
after a modest correction,
continued to push on as
Canada rode a period of

120 - global commodity reflation
followed by the

180 -

170

160

150

140

130
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speculative charm

100 accompanying heightened

levels of foreign buyer

90 activity in the middle part

of this decade.
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TURNING UP THE HEAT

MAJOR POLICY CHANGES ENACTED: 2016 — PRESENT

February 2016
. Minimum down payment, for the portion of insured mortgages >C$500K, raised to 10%

August 2016
. B.C. government establishes 15% tax on foreign buyers in Metro Vancouver Area

September 2016

. OFSI targets lenders and mortgage insurers by imposing higher capital requirements for insured mortgages that do not meet
the regulator’s underwriting standards , and requiring mortgage insurers to hold supplementary capital based on mortgage
characteristics

October 2016

« All high-ratio insured homebuyers must qualify for mortgage insurance at an interest rate the greater of their contract
mortgage rate or the Bank of Canada’s five-year fixed posted rate

«  Principal residence exemption from capital gains taxation limited to Canadian residents only and tax reporting requirements
introduced for all dispositions of real estate

November 2016

 New low-ratio mortgages insured using portfolio insurance must satisfy the same eligibility criteria as high-ratio insured
mortgages. Most notably, low-ratio mortgages insured at the portfolio level can no longer include refinancings and have been
limited to a maximum amortization length of 25 years and property values below C$ 1 million.

Data Source: OFSI, CMHC © Hedgeye Risk Management LLC. All Rights Reserved. 10



TURNING UP THE HEAT

MAJOR POLICY CHANGES ENACTED: 2016 — PRESENT

April 2017

. Ontario government introduces Fair Housing Plan, formally establishing a 15% non-resident speculation tax
applicable throughout the Greater Golden Horseshoe area and empowering interested municipalities to introduce
home vacancy taxes to encourage the sale or rental of unoccupied units left vacant by speculative owners

. OFSI finalizes revisions to B-20 Residential Mortgage Underwriting Practices and Procedures, which
include:

|
|
|
|
i. The implementation of a minimum qualification rate for uninsured mortgages, now calculated as the greater of :
the Bank of Canada 5-year posted rate (currently ~4.99%) and the contract rate (currently as low as 2.99% for i
some uninsured borrowers) + 200 bps. :

|

|

|

ii. Restrictions on co-lending and bundled mortgages that give the appearance of an attempt to circumvent LTV
limits.

Data Source: OFSI, CMHC © Hedgeye Risk Management LLC. All Rights Reserved. 11



THE HOUSING LANDSCAPE IN THE POST B-20 WORLD

THE WINNERS: CREDIT UNIONS, PRIVATE LENDERS, MORTGAGE INVESTMENT CORPORATIONS (MICS), AND
SMALLER NON-PRIME LENDERS (MORTGAGE FINANCE CO’S) THAT DO NOT RELY ON DEPOSIT FUNDING

 Each of these will still allow borrowers to obtain a mortgage based at the contract rate rather than higher stress-test rate.
According to the Bank of Canada, provincially regulated credit unions account for 17% of outstanding uninsured mortgages.

The co-lending or bundled or comprehensive LTV cap does not apply to this group; hence, mortgage brokers will still be able
partition a 90% LTV loan into a lower-cost first mortgage at an 80% LTV and a higher-cost second mortgage accounting for the
remainder.

These groups will also find greater demand for their mortgage products from borrowers turned down by federally regulated
lenders, which will tend to come from lower risk borrowers than their businesses are used to dealing with. As a result, they will
likely avail themselves to higher rates to match the higher demand.

These groups also tend to be far more flexible, i.e. allowing for higher debt service ratios, weaker income verification, longer
amortizations, and a possible “rate-cut, fee add-on” combination to allow borrowers to qualify for larger mortgages.

With respect to credit unions and monoline lenders, however, the CMHC is currently assessing whether to impose additional
measures on low-ratio mortgages originated by lenders, outside of OSFI supervision, who participate in government
securitization programs. Note, monoline lenders derive 90% of their funding from public securitization programs.

© Hedgeye Risk Management LLC. All Rights Reserved. 12



THE HOUSING LANDSCAPE IN THE POST B-20 WORLD

HEDGEYE ANALYSIS

 The revised underwriting guidelines effectively amount to a game of chicken between OFSI and
speculative/overly-eager home-buyers.

« The rules are intended to better insulate the federal lending system, with a purposeful disregard for
borrowers willing to migrate down the credit ladder, in the form of higher rates and longer amortizations,
to non-OFSI regulated lenders in order to purchase a home and obtain some late-inning "skin" in the
game.

« While a migration down the credit ladder would only serve to augment the instability of the system, it is
our view, given the severity of this policy change, that the negative psychological effects rendered on
would-be home-buyers and existing homeowners will be enough to spur heightened reservations even
among the most adamant Canadian housing market enthusiasts.

© Hedgeye Risk Management LLC. All Rights Reserved. 13



MFC GROWING SHARE OF OUTSTANDING NHA MBS
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Monoline lenders
and mortgage
aggregators have
continued to grow
their representation
of outstanding
public securitization,
most notably in the
last three to four
years and coincident
with the best years
in Canadian real
estate.

Outstanding NHA MBS, by issuer type (CAD Billions)

mm Federally Regulated Lenders

mm MFCs and Mortgage
Aggregators

mm Others (Credit unions, life
insurers, etc)

<=[MFCs + Aggregators] % of Total

2005 2006 2007 2008 2009 2010 201 2012 2013 2014 2015 2016 July

2017

Data Source: CMHC © Hedgeye Risk Management LLC. All Rights Reserved. 14



BROKER CHANNEL GROWING MARKET SHARE

Broker Share Direct Lender Share

m 2016 m 2017 m 2016 m 2017 .
51% =2 i
(o]

62%

44% 58% 56% 60%
389, 40%

35%

Renewers Refinancers Recent Buyers First-Time Buyers Renewers Refinancers Recent Buyers First-Time Buyers
Source: CMHC Hedgeye Risk Management Source: CMHC Hedgeye Risk Management

*Based on a CMHC online survey, taken March 2017, of 3,002 recent mortgage consumers, all prime household decision-makers who had undertaken a mortgage transaction in the past 12 months.

MFC’S HAVE CONTINUED TO BUILD SHARE

MFC’s operate strictly through the broker channel; hence, the growing broker share of mortgage originations is evidence that
MFCs have continued to build share of the total Canadian mortgage book.

Data Source: CMHC 2017 Mortgage Consumer Survey © Hedgeye Risk Management LLC. All Rights Reserved. 15



THE LURE OF A WEAK CANADIAN DOLLAR

We can see that the

150 - i .
. s speculative rise in
140 | erome 92 major Canadian
Vancouver, 138.8 . .
housing markets is
130 coincident with the
g 299% decline in the
T 120 - CAD from July 2014 to
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> 1o evidencing the macro
= backdrop that we have
3 100 =4 highlighted in the prior
3 90 two slides.
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Data Source: Factset © Hedgeye Risk Management LLC. All Rights Reserved. 16



UNINSURED BOOK TO REGULATORY CAPITAL

Uninsured Mtg Book / Regulatory Capital

National Bank’s
(TSX:NA) uninsured

O9x -
—Median —Mean mortgage book
8x 1 amounts to 8.5x of
75 | CET1, albeit a large
part of that book is
6x 1 based in Quebec.
B5x -
i | 4.9 Me_anwhile, CIBC's
uninsured book
3x - 3.3x  constitutes 5.7x its
o | CET1 capital, while
maintaining the
1x 1 l largest exposure to
ox | Ontario and B.C.
BMO BNS RY D among the big 6
Source: Company Documents © Hedgeye Risk Management banks-

Data Source: Company Documents © Hedgeye Risk Management LLC. All Rights Reserved. 17



GENWORTH MI CANADA (TSE : MIC)
RS o HEDGEYE

GENWORTH MI CANADA (TSE:MIC)

A TIRED SWIMMER IN CHOPPY WATERS

A LOOK AT SOME OF THE RISKS UNDERLYING ANOTHER MAJOR CANADIAN
HOUSING PLAYER.

© Hedgeye Risk Management LLC. All Rights Reserved. 18



SECURITY OVERVIEW

1/8/2018

.

Genworth MI Canada (TSE:MIC) e

. P/B 0.99x

Volume (000s) Price —30-Day ADV P/E (NTM): 90-Day Range 7.76x - 9.29x

Dividend Yield 4.26%

Shares O/S 91 MM

Float (Shares) 39 MM

30-Day ADV 230K

Turnover 0.59%

Market Cap SC3.85BB

$50 a Float SC 1.64 BB
$45 -
$40 -
$35 -
$30 -
$25 -
$20 -

12/31/2009 12/31/2012 12/31/2015

© Hedgeye Risk Management LLC. All Rights Reserved. 19
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CREDIT SCORES — DONT PLACE TOO MUCH FAITH

Genworth MI Canada has
Genworth 3 % placed a lot of emphasis on
credit scores. The company
has generally trended

Strong portfolio quality

Credit score’ Average home price? Stacked risk factors? upmarket in terms of
(In ‘$000s)
scores over the last 7 years
5 Score <660 (R) emAy and currently has a book
o e with an average score of
.83 _S88,. % 745.
1% £~0=0 745 2 4 2 &
P 4 V=O=0=0 - § .
(g 4= It's important to note that

Canadian credit scores are
on a different scale than
US (300-900 for Canada vs
300-850 for the US), and to

TTTTTT 5885588 T T T T 5888588 make them comparable you
~FITgRITgnTS shc_)uld deduct roughly 40
Relatively stable average pO|ntS. In other Words’ el
1 Credit quality remains /f@ home prices for FTHBs B:lr:tse?vifr):‘:::zlr(ee:iorisk Canadian credit score of
l'lrlH very strong > given modest growth in factors 745’ is roughly equivalent

household income

to a 705 US credit score.

CONTINUED PORTFOLIO QUALITY STRENGTH 660 = ~620, and so forth.

Q32017 Results | Genworth Ml Canadalnc. 7

Data Source: Company Presentations © Hedgeye Risk Management LLC. All Rights Reserved. 20




CREDIT SCORES CAN INSPIRE FALSE CONFIDENCE

W February 7, 2008, 12:00 AM EST

Credit Scores: Not-So-Magic
Numbers

@ The once-vaunted FICO credit scoring system is now
being blamed for failing to flag risky home-loan borrowers.
Will an overhaul be enough to appease angry lenders?

Dean Foust and Aaron Pressman

From humble beginnings in 1956, Fair Isaac Corp.'s
credit score— developed by engineer Bill Fair and
mathematician Earl Isaac to help banks and
department stores calculate their customers’
creditworthiness—has come to loom over consumer
finance like no other statistical measure ever has. The
ubiquitous three-digit FICO score now helps determine
everything from the interest rates people pay on their
credit cards to their attractiveness as job candidates.
Some hospitals have even begun checking FICO scores
before admitting patients. "FICO is the wizard behind
the curtain of the economy," says Matt Fellowes, a
scholar at the Brookings Institution, a Washington
think tank.

Data Source: https://www.bloomberg.com/news/articles/2008-02-06/credit-scores-not-so-magic-numbers

But with mortgage defaults surging and credit-card issuers bracing
for more problems, the wizard seems to have lost some of its
magic. A slew of unforeseen problems, some of Fair Isaac's making
and others not, have combined to weaken the credit-scoring
system on which most U.S. lenders and investors rely. The FICO
score, last overhauled in 1989, is based on a complex formula
using many variables--and yet it can be manipulated fairly easily
by ordinary people. In the past few years a group of "credit
doctors" and mortgage brokers began devising tricks, some illegal,
to help borrowers juice their FICO scores to qualify for credit cards
and mortgages on homes they couldn't afford. At the same time
new, exotic mortgages were bursting onto the scene and Fair Isaac
was slow to keep up with the changes. By the end of the housing
boom in 2006, FICO's accuracy in predicting the likelihood of a
borrower's repaying a debt had slipped. "The more heavily lenders
and bankers relied on credit scores, the more mistakes were
made,"” says Anthony B. Sanders, a finance professor at Arizona
State University and former head of asset-backed research at
Deutsche Bank in New York.

Yet as FICO was becoming less effective, lenders were relying on it
more and more. In earlier times, banks would go to great lengths
to vet potential borrowers, checking pay stubs and tax returns,
calling employers, poring over investment account statements, and
on and on, a process called underwriting. The mortgage boom
changed all that: Wall Street investment banks were buying up
every loan in sight, and lenders had to race to keep pace with the
surging demand. The FICO score became as important as a
pitcher's earned run average: It was a single, universal statistic
that, in theory, could communicate a loan's quality to lenders,
investment banks, and investors. Emboldened by its success,
Minneapolis- based Fair Isaac marketed the score for other
purposes and began offering new products for different industries.

In the wake of the US
Financial crisis, FICO
scores were blamed for
providing little
predictive power of
housing-related
defaults. Part of this
owed to the relative
ease with which they
could be manipulated.

While the usefulness of
credit scores waned,
reliance on them and
their assumed
predictive power was
rising.

© Hedgeye Risk Management LLC. All Rights Reserved.



CREDIT SCORES — LAST REFUGE OF THE SCOUNDREL

The St. Louis Fed
Research Division | 2 : published a paper in
kel ? 2011 that looked at the
relationship between
credit scores and loan
CreditScoring and Loan Defaule Credit Scoring and Loan Default defaults. It found that
late in the cycle, firms
Geeteshﬂzlimr(lﬂ'ﬂj Geetesh Bhardwaj* Rajdeep Senguptalt Overly re"ed on Credit
Rajdecp Sengupta scores and used higher
August 2011 credit scores to justify
low quality attributes in
other areas (high LTV,
oo Abstract low doc).

This paper introduces a measure of credit score performance that abstracts from the

FEDERAL RESERVE BANK OF ST. LOUIS influence of “situational factors.” Using this measure. we study the role and effectiveness of
Research Division . . . . iy . . a

PO Box 442 credit scoring that underlied subprime securities during the mortgage boom of 2000-2006.

St. Louis, MO 63166 Parametric and nonparametric measures of credit score performance reveal different trends,

especially on originations with low credit scores. The paper demonstrates an increasing
trend of reliance on credit scoring not only as a measure of credit risk but also as a means
to offset other riskier attributes of the origination. This reliance led to deterioration in loan
performance even though average credit quality—as measured in terms of credit scores—
actually improved over the years.

JEL Codes: G21, D82, DS6.

Keywords: credit score, information sharing, subprime, performance

Data Source: http://research.stlouisfed.org/wp/2011/2011-040.pdf © Hedgeye Risk Management LLC. All Rights Reserved. 22



CREDIT SCORES — LAST REFUGE OF THE SCOUNDREL

Another interesting finding

Table 4: I S 1 Probabilities for I FICO ) was that prior to the
able 4: Increase in Survival Probabilities for Improvements in O score (groups
The numbers show a percentage point increase in the Kaplan-Meier survival probabilities (for the first two years after origination) of bubble, there were Iarge

originations in the higher FICO score group relative to those in the lower FICO score group. increases in survival

probabilities based on low
Panel A. credit score cohort
The FICO score groups used below are “less than 540", “540-579", ©“580-619" ... “700-739" and “greater than or equal to 740". improvement, as one would
Cohort expect. However, by the
tail of the cycle, there was
little such improvement.

Improvement in FICO score 2000 2001 2002 2003 2004 2005 2006

[< 540] to [540 — 579] 817 746 575 417 473 495 552

[540—579] to [580 —619] = 445 424 357 338 383 3.04 168 That improvement was

[580—619]to [620—659] | 3.35 287 291 324 448 433 210 instead seen at the 660+

[620 - 659] to [660 —699] | 1985 237 254 243 279 459 | 464 | cohort and above. This

[660—699] to [700—739] | 141 144 196 152 150 256 414 would translate to the
700+ MIC cohort.

:

[700 — 739] to [>740] "091 110 081 084 130 257

Average All 337 325 292 260 311 368 432 Moreover, the really large
survival improvements
weren't seen until the
>740 cohort, which would
be the >780 cohort for
MIC.

Data Source: http://research.stlouisfed.org/wp/2011/2011-040.pdf © Hedgeye Risk Management LLC. All Rights Reserved. 23



A LOOK BACK AT THE TIMES

(i) THEIR PRECEDENT (ii) THE SP SH (i) THEA ER CA

NPLs vs. HOME PRICES NPLs vs. HOME PRICES NPLs vs. HOME PRICES
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2005=100, Index - Ireland
Source: FactSet, Irish Central Source: FactSet, Bank of Source: FDIC, S&P Case-Shiller,
Statistics Office, Weorld Banlk HEDGEYE RISK MANAGEMENT Spain, OECD HEDGEYE RISK MANAGEWMENT FactSet HEDGEYE RISK MANAGEMENT

IRELAND, SPAIN, AND THE UNITED STATES OF AMERICA

« Irish home prices fell by ~50%, triggering a rise in NPLs from 1% to 25% over a 5-year period.
« Spanish home prices fell by ~40%, triggering a rise in NPLs from 1% to 7.5% over a 5-year period.
» U.S. home prices fell by ~30%, triggering a rise in NPLs from 0.5% to 5.5% over a 4-year period.

Data Source: FactSet, Irish Central Statistics Office, World Bank, Bank of Spain, OECD, St. Louis Fed, S&P Case-Shiller © Hedgeye Risk Management LLC. All Rights Reserved. 24
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CRANE COUNT

RLB CRANE COUNT, Semi Annual

Sydney appears primed
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Data Source: RLB
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CRANE COUNT: NORTH AMERICA

RLB CRANE INDEX

North America - January 2016
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Source: RLB Crane Index, North America

NORTH AMERICA HAS 194 RESIDENTIAL CONSTRUCTION CRANES IN
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CRANE COMPARISON: ~14-FOLD

Populations (000s) & GDP (S Billions) Vs. Residential Construction Crane Counts

MNorth American MSAs Pop GDP Australian Cities Pop GDP

MNew York City 20,182 1,558 Sydney 4,840 353

Washington, DC 6,097 a7 Melbourne 4,440 276

Boston 4,774 382 Brisbane 2,274 147

Toronto 6,054 323 Perth 2,021 149

Chicago 9,551 610 Adelaide 1,304 73

Denver 2,814 187 Canberra 4322 35

Phoenix 4,574 215 Darwin 140 9

Los Angeles 13,340 866 Gold Coast 614 27

San Francisco 4,656 411 Newcastle 430 14

Portland 2,389 159

Seattle 3,733 300

Calgary 1,230 98

Total 79,394 5,580 Total - Top 4 Cities 13,575 925
Total - Top 9 Cities 16,485 1,083

Residential Crane Count - 12 Cities 194 194 Residential Crane Count - 4 cities 479 479
Residential Crane Count - 9 cities 525 525

People per Crane (000s) 409 People per Crane (000s) - Top 4 28

GDP dollars per Crane ($Bns) $28.8 GDP dollars per Crane ($Bns) - Top 4 $1.9

People per Crane (000s) 409 People per Crane (000s) - Top 9 31

GDP dollars per Crane ($Bns) $28.8 GDP dollars per Crane ($Bns) - Top 9 $2.1

Source: RLB Crane Index, Dept of Commerce, BEA, Census Bureau, StatCan, ABS

There are ~2.5x as many
residential construction
cranes in Australia’s 4
largest cities as there are
in 12 of the largest cities in
North America, but this still
understates the situation.
Adjusting for
population, per capita
there are 14.6x as many
cranes (409k/28k), and
vs GDP, there are 14.9x
as many ($28.8/$1.9).
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INTEREST ONLY LOAN EXAMPLE

§ $500k loan
z 5% interest rate
25 yr term
E IO period of 5 yrs
z $2,083 payment in IO
£ $3,300 payment after
s VS
: am . s - = $2.9k payment for
! ! ' - *> non-I0 loan
Years
+589%0 payment
Interest-only mortgage: Principal & interest mortgage: shock after the 5yr
Monthly repayments (5 years) $£2.083 B Monthly repayments (25 years) £2,923 IO term expires.
Monthly repayments (20 years) $3,300 Lower initial payments
Total cost: $916,947 Total cost: $876,885 can attract borrowers
to a loan that they
You will pay $4D,DEZ more with an interest-only morngage over the lite of the loan. may not be able to
After 5 years your monthly repayments will increase by $1,216. afford when the I0

period ends.

Source: ASIC's MoneySmart
https://www.moneysmart.gov.au/borrowing-and-credit/home-loans/interest-only-mortgages
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US SUBPRIME ORIGINATIONS

Subprime Mortgage Originations

In 2006, $600 billion of subprime loans were originated, most of which were
securitized. That year, subprime lending accounted for 23.5% of all mortgage
originations.

IN BILLIONS OF DOLLARS

23.5%
$700 . . |
=== Subprime share of entire 271%
600 mortgage market 2= /\
[ Securitized \
500 Il Non-securitized / — —
= 10.6% 10.1% o |
| 104% | 76%  74%
300 ; ! - -
| | 9.2%
200
100
17%
0 .

‘% '97 '98 '99 00 01 02 03 04 05 06 'O7 08

NOTE: Percent securitized is defined as subprime securities issued divided by originations in a given year. In
2007, securities issued exceeded originations.

SOURCE: Inside Mortgage Finance

In 2004-2006, US
subprime mortgage
originations ran
between $500-600
billion per year,
roughly 5-6x what
they were from
1996-2001 and ~3x
what they were in
2002. One of the
tell tale signs of a
problem is a rapid
and large increase
in the use of an
“exotic” product
that facilitates
affordability.



INTEREST ONLY LOANS BY CATEGORY

%

20

10

Graph 2.5

ADIs’ Housing Loan Characteristics™*
Share of new loan approvals

Owner-occupiers Investors %
20
= 80 < LVR = 90
10
LVR = 90
C )
nterest only
25
Low doc
i&:,——ﬁ—l——r—;w—' I . —&h——ﬂ’ 0
2009 2012 2009 2012 2015

Series are break-adjusted for reporting changes; ‘Other’ includes loans
approved outside normal debt-serviceability policies and other

non-standard loans
Sources: APRA; RBA

This chart comes
from the October,
2015 Financial
Stability Review
published by RBA.
What's interesting
is that it shows
how nearly 75%
of investor loans
are interest only,
while the share of
owner-occupier
interest only loans
has also been
rising steadily.
Affordability
issues, anyone?




NEGATIVE GEARING: INVESTING FOR LOSSES

What is it?

Australians intentionaII%/ buy investment property that
produces losses, both from mortgage interest expense
and operating expenses

Why?
1. They get to claim those loses against their taxable
Income

2. The capital gains from their property are sure to
outpace the operational losses... right?

Spoiler alert

« This will not end well when the property bubble
bursts.

Negative gearing
is (and should be)
a truly bizarre
concept to an
investor, but it
makes perfect
sense to most
Australians
because home
prices have only
ever gone up for
the last 25 years.
There is a
pervasive and
genuine belief
that they can't
lose.



NET RENTAL LOSSES

AUSTRALIAN RENTAL INCOME AND EXPENSES AUSTRALIAN NET RENTAL INCOME
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Other deductions = Capital works Interest
= Gross rent = Net rental income Tax Year

Source: Australian Tax Office ©2016 HEDGEYE RISK MANAGEMENT Source: Australian Tax Office ©2016 HEDGEYE RISK MANAGEMENT

NEGATIVE GEARING NOW PRODUCES ANNUAL LOSSES IN THE 4-8 BN

/Eustrla*aq Eroperty investors are now solely in it to win it on capital appreciation. That’s because there are few properties left

where they can make money from an operating standpoint. Bear in mind that the above charts don't include any principal
payments — those losses are being generated solely from what are effectively interest only loans.



HOME EQUITY WITHDRAWAL

AUSTRALIA

The IMF (Klyuev and Mills) and
the Australian Housing and
Urban Research Institute (Ong)
find HEW to have been 13-15%
of disposable income in any
given year during 2001-08.

Source: Melbourne Institute
https://www.melbourneinstitute.com/downloads/hilda/Bibliography/Other Public
ations/2013/0Ong_etal Assets debt and the drawdown of housing equity by
an_ageing_population.pdf

UNITED STATES

HEW reached a peak of 4~4.5% consumers
spending in the US in 2004-2006.

Share of consumer spendlng flnﬁnced by home equity withdrawals
(Home improvements and other personal consumption)

1.0%
0.5%

0.0%
lsel 1982 1952 1994 1985 1996 1957 1908 1999 2000 2001 2002 2002 2004 2005 2006 2007 2008

—Percent

source: James Kennedy, Matthew Klein's calculations

Source: Financial Times

AUSTRALIANS HAVE BEEN SUPPLEMENTING THEIR INCOME FOR A LONG TIME

IMF estimates find that Australian Home Equity Withdrawal has been fueling as much as 13-15% of disposable income from the

2001-2008 period — the period evaluated in the study.
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INCIDENCE AND AMOUNT OF HEW

INCIDENCE OF HEW AMONG OLDER HOME MEAN AND MEDIAN AMOUNTS OF HOUSING «  ~83bn AUD was
OWNER HOUSEHOLDS, BY AGE BAND EQUITY WITHDRAWN BY OLDER HOME EQUITY withdrawn by those
r r Yy
2001-10 HOUSEHOLDS WHO ENGAGE IN HEW AT 2010 45 YOA+ in th
PRICE LEVELS, BY AGE BAND, 2001-10, $000 In the
Year Age groups All ) Year Age groups Al ) year 2009/20 10,
45-54yrs 65-64yrs 65-T4yrs 75+ yrs 45-54yrs  55-64yrs 65-T4yrs® 75+ yrs® which is roughly 7-
2001-02 | Pop (000) 2715 91.2 27.0 37.9 4275 2001-02 | Mean 93.1 87.1 59.2 1912 98.4 0
% within age band | 23.0% 106% 41% 7.1% 13.2% Median 38.7 258 224 2283 400 8% of 2010 GDP of
2002-03 | Pop (000) 376.8 1206 51.1 10.6 568.1 2002-03 Mean 109.0 113.0 97.3 1722 1110 1.14 Tn
% within age band |  30.5% 13.3% 7.6% 3.6% 16.9% Median 37.5 425 725 375 425 . ~70bn AUD (83 0/0)
200304 | Pop (000) 313.8 1396 26.0 208 500.2 2003-04 | Mean 123.8 114.9 1127 154.1 122.0 T
% within age band |  26.5% 145% 3.9% 37% 14.8% Median 439 403 1086 1220 464 of which is in situ
2004-05 | Pop (000) 79 1787 204 285 | se26 200405 | Mean 1059 1445 635 1537 || 1176 MEW = 6.1% GDP /
% within age band 30.1% 17.7% 4.3% 4.9% 17.2% .Me?'a.n 452 714 286 125.0 55 9 but thls IS ]ust from
200506 | Pop (000) 324.5 1413 58.2 276 5516 2005-06 Mean 1125 174.9 160.2 1266 134.2
% within age band 26.6% 14.7% 8.4% 4.7% 15.9% Median 46.4 348 1485 46.4 464 those 45 and Older'
2006-07 | Pop (000) 402.1 1826 331 30.0 647.8 2006-07 | Mean 104.4 125.2 224.3 206.4 121.1 o Assumptlon : 20-45
o |yt | e on || e | wr  we  ws ma fee | probably atleastas
op : - : 2007-08 | Mean 1214 152.2 2333 2227 145.3
%withinageband | 267%  169%  7.0% ag% | 161% Median 39.2 45 06,0 1109 - much MEW as 45-
2008-09 | Pop (000) 86 19341 851 341 590.9 200809 | Mean 118.9 164.6 1276 176.7 1380 64, or roughly
%wiff‘lin ageband | 248% 17.0% 7.8% 5.6% 16.0% Median 50.9 826 625 i570 25 another 70bn AU D,
2009-10 | Pop (000) 3558 2381 54.4 300 678.2 2009-10 | Mean 113.9 1256 131.5 2023 1233 o
% within age band | 28.8% 20.4% 7.5% 4.7% 18.0% Median 30.9 618 618 1030 ios so ~12% GDP.
Al Pop (000) 30404 14700 3833 2575 | 51513 — o TI1e 00 o0 Ty BT
% within age band | 27.2% 15.6% 6.0% 5.1% 16.0% S 420 e 615 190 454

Source: Authors’ own calculations from the 2001-10 HILDA Survey

Note: a. Estimates are population weighted using cross-section population weights from every wave of
the HILDA Survey.

Source: Authors’ own calculations from the 2001-10 HILDA Survey

Notes: a. Estimales are population weighled using cross-section population weights from every wave of
the HILDA Survey.

. b. There are less than 30 cases in each cell under the 65-74 years group and 75 years and over group.
Source: Melbourne Institute Hence, estimates for these groups should be interpreted with caution

https://www.melbourneinstitute.com/downloads/hilda/Bibliography/Other_Publications/2013/0Ong_etal_Housing_e
quity_withdrawal _uses_risks_and_barriers_to_alternative_mechanisms_in_later_life.pdf
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HOME EQUITY WITHDRAWAL BY TYPE

Figure 3: Distribution of HEW type among older home owner households who engaged Table 9: Incidence of MEW among homeowners, by age band, 2001-10, per cent
in HEW during 2001-10, by age band, per cent by row”
Year 25-34yrs 35-44yrs 45-54yrs 55-64yrs 65+yrs
0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
\ . , ! . . . , i % of homeowners who engaged in MEW
45-54 yrs %% 2001-02 265 26.0 184 83 20
1 ‘ 2002-03 333 303 249 10.5 3.8
55-64 yrs % 6% 2003-04 34.0 27.3 231 9.9 15
1 ‘ 2004-05 340 332 258 12.7 37
65-74 yrs % 14% 2005-06 307 322 23.0 10.1 3.0
1 ‘ ‘ 2006-07 28.8 33.7 28.8 14.3 25
75+ yrs 30% 2007-08 301 30.2 234 13.6 3.8
] ‘ 2008-09 296 27.3 224 15.1 3.1
| 2009-10 247 271 243 16.0 4.0
All % 7%
| | % point change in the incidence of MEW
EMEW mDownsize = Over-mortgage = Sell up 2001-02 to 2006-07 (boom 23 7.7 104 6.0 0.6
period)
Source: Authors’ own calculations from the 2001-10 HILDA Survey 2007-08 to 2009-10 (post-GFC) -5.4 .31 0.8 2.4 0.2

Note: a. The percentages are calculated from 2561 episodes of 45-54-year olds, 1105 episodes of 55—

64-year olds, 323 episodes of 65-74-year olds, and 221 episodes of 75-year and over olds. 2001-02 to 2009-10 -1.9 1.1 59 77 20

Source: Authors’ own calculations from the 2001-10 HILDA Survey

Source: Melbourne Institute
https://www.melbourneinstitute.com/downloads/hilda/Bibliography/Other_Publications/2013/Ong_etal_Housing_equity withdrawal uses_risks_and_barriers_to_alternative_mechanisms_in_later_life.pdf

YOUNGER HOMEOWNERS ARE INDEED TAPPING HOME EQUITY

The table on the right shows that those 25-34 and 35-44 are engaging in equity withdrawal at rates equal to or greater than
those 45-54, who withdrew the largest single chunk of equity in the 45 and older study.
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CLEARANCE RATES
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THE US LABOR MARKET IS VERY STRONG

Rolling Initial Unemployment Claims: Seasonally Adjusted
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Data Source: Bureau of Labor Statistics Week

Data Source: BLS
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DWELLING ALONG HISTORICAL LOWS

200 Long Term Rolling Initial Unemployment Claims & Recessions
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HOUSING COMPENDIUM- GREEN ACROSS THE BOARD

HEDGEYE HOUSING COMPENDIUM

TRADE/TREND/TAIL Rate of Change
Intmed Short Intmed
Most Recent Data Short Term Term Long Term Term Term Long Term
Period  Latest Data Last Price Prior Period 3M Ago : 12M Ave MoM Chg vs 12M Avg
Case-Shiller 20 City HPI YoY NSA| Oct-17 6.4% 6.2% 5.8% 5.7%
Case-Shiller 20 City HPI MoM SA| Oct-17 0.7% 1.0% 0.4% 0.5%
Home Prices Corelogic HPT - NSA YoY % Chg| Sep-17 6.4% 6.2% 5.9% 5.7%
Corelogic (Ex-Dist.) HPI - NSA YoY % Chg| Sep-17 5.6% 5.3% 5.1% 4.8%
FHFA HPI - NSA YoY % Chg| Oct-17 6.6% 6.6% 6.6% 6.6%
MEA Purchase Apps Index (Mo. Ave)| Dec-17 244.3 2351 2337 2374
NAR: i Nov-17 5

Sll]Jlle & Demand: N AR: Pending Home Sales (Index) __m. 17 109.5 109.3 106.0 108.9
.. NAR: Existing Home Sales (SAAR)| Nov-17 5.81 5.50 5.35 5.55
Existing NAR: Existing Home Inv. (millions units)] Nov-17 1.67 1.80 1.87 1.82
NAR: Existing Home Inv: Months Supply| Nov-17 3.45 3.93 4.19 3.94
NAHB: HMI| Dec-17 74 69 64 68
Census: Total Starts| Nov-17 1207 1256 1172 1201
Census: SF Starts| Nov-17 0230 883 871 844
Supply & Demand: Census: Total Permits| Nov-17 1298 1316 1272 1247
New Homes Census: SF Permits| Nov-17 862 850 800 815
Resi Construction Spending (in Billions)| Oct-17 524 522 520 513
Census: New Home Sales| Nov-17 733 624 550 609
Census: New Home Inventory (000)| Nov-17 288 287 284 270
Interest Rates (30 Year FRM)| Dec-17 4.18% 4.19% 4.07% 4.23%
Mi n NAR: Affordability Index (Composite)] Oct-17 161.1 159.2 151.6 160.0
1scellaneous ITB Price (EOP)| Dec-17 42.63 4079 | 34.95 33.87
XHB Price (EOP)| Dec-17 43.44 41.59 38.81 38.14

Source: Hedgeye Risk Management, S&P, Corelogic, FHFA, MBA, NAR, NAHB, Census Dept., Factset, Bloomberg HEDGEYE

© Hedgeye Risk Management LLC. All Rights Reserved. 41




BUILDER CONFIDENCE- 18 YEAR HIGHS
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Given the continued
favorability of demand
side tailwinds, such as
low unemployment
rates, favorable
demographics and
tightness in the existing
home supply, it is no
surprise that new highs
were hit.

This strong confidence
should continue on the
back of the now-passed
tax reform bill and
continued improvement
in aggregate growth.
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The supply of homes for
sale across the US sits at
historic lows.




CHANGES UNDER TAX CUTS AND JOBS ACT A CONCERN

Do State Taxes Drive Interstate Migration Trends? In A Word, Yes.
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COMMERCIAL LENDING:

Parcent

Net Percentage of Banks Increasing Spreads for C&l Loans

127.0)

[ c&lspreads continuedto |
ease in the third quarter. |
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Net Percentage of Banks Tightening Standards for C&| Loans

C&I lending standards
loosened for large, medium,
and small firms in the third
quarter.
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C&I loan demand fell for large, medium, and small
firms in the third quarter,
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SPREADS

LOOSENING
STANDARDS

DORMANT DEMAND

Falling spreads and looser underwriting standards for C&I loans amid weaker demand reflect an increasing level of
competition in the loan category. In due part, C&I demand had likely been struggling to respond to the easing lending
conditions based on uncertainty around the timing and magnitude of pro-growth fiscal and regulatory reform, particularly
the prior state of corporate tax reform. Moreover, the 3Q17 survey reveals that bank debt continues to lose favor with CFOs
as friendly capital markets conditions and competition from commercial finance companies pull demand away from

=le elara prainll
Data Source: Federal Reserve
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COMMERCIAL LENDING:

Net Percentage of Banks Tightening Standards for CRE Loans
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Banks have entered 4Q17 with tighter

(80.0) lending standards for CRE.
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(80.0) [ Demand fell for all three major CRE loan categories.
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WEAKENING DEMAND

Banks continue to exercise caution over particular loan categories, namely commercial real estate as underwriting
standards continue to tighten. However, because of the destruction left behind by the extraordinarily harsh
hurricane season, it is possible for CRE demand to pick up over the next couple of quarters.

Data Source: Federal Reserve
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CONSUMER LENDING:

Net Percentage of Banks Tightening Standards for
Residential Mortgage Loans
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mortgages and GSE-eligible mortgages in the
third quarter.
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LOOSENING STANDARDS

Banks reported looser underwriting standards across
effectively all residential loan categories.

Data Source: Federal Reserve

WEAKENING DEMAND

While banks reported weaker demand across all categories
of mortgage loans.
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Net Percentage of Banks Tightening Standards for
Non-Mortgage Consumer Loans
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700 | Lending standards tightened for credit card
and auto loans.
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DECREASING SPREADS

Banks tightened underwriting standards
for both credit cards and auto loans in
3Q17. Lenders have now reported
tighter auto lending criteria for six
consecutive quarters.

Data Source: Federal Reserve

LOOSENING STANDARDS

However, auto loan demand was
reported higher in the third quarter after
having weakened successively from
4Q16 to 2Q16. Demand for credit card
loans was reported as unchanged.

STRONG APPETITE

Lenders are maintaining an open
appetite for consumer installment loans.
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