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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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CANADA

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

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.

Data Source: Statistics Canada, US Bureau of Economic Analysis
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BROKER COMMISSIONS NEARLY 2% OF GDP

Another useful 
measure of the 
housing craze 
north of the 
border is broker 
commissions and 
other ownership 
transfer fees as a 
share of GDP.

This figure 
currently 
stands at 
1.87% or more 
than 3 standard 
deviations 
above its long-
term average.

Data Source: Statistics Canada
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BROKER COMMISSIONS NEARLY 2% OF GDP

On a relative 
basis, broker 
commissions and 
other ownership 
transfer fees have 
now eclipsed 
levels reached 
during the U.S. 
housing peak. 

Data Source: Statistics Canada, US Bureau of Economic Analysis
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ROCKETING MORTGAGE DEBT

Speaking to that 
trajectory, we can 
see that 
Canadian 
mortgage debt 
has thoroughly 
outpaced its 
U.S. equivalent 
in the years 
following the 
financial crisis.

Data Source: FactSet, Federal Reserve, BEA, Statistics Canada
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CANADA OUTPACING THE U.S.

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.  

Data Source: FactSet, S&P Case-Shiller, Teranet
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HOME PRICES CLEARLY HAVE OUTPACED INCOMES

Based on the extended 
break from trend, it may 
appear that a sense of 
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 
global commodity reflation 
followed by the 
speculative charm 
accompanying heightened 
levels of foreign buyer 
activity in the middle part 
of this decade. 

Hence, mean reversion 
is still very much on 
the table.  

Data Source: Dallas Fed
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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.
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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

October 2017

• 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
some uninsured borrowers) + 200 bps.

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

iii. LTV measurements that adjust for local market conditions used to assess the risk of qualifying borrowers (i.e.
encouraging the use of internally assigned haircuts to appraisal values based on regional market characteristics).
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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. 
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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. 
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MFC GROWING SHARE OF OUTSTANDING NHA MBS

Data Source: CMHC

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.  
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BROKER CHANNEL GROWING MARKET SHARE

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

*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.  
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THE LURE OF A WEAK CANADIAN DOLLAR

Data Source: Factset

We can see that the 
speculative rise in 
major Canadian 
housing markets is 
coincident with the 
29% decline in the 
CAD from July 2014 to 
January 2016, 
evidencing the macro 
backdrop that we have 
highlighted in the prior 

two slides.
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UNINSURED BOOK TO REGULATORY CAPITAL

Data Source: Company Documents

National Bank’s 
(TSX:NA) uninsured 
mortgage book 
amounts to 8.5x of 
CET1, albeit a large 
part of that book is 
based in Quebec.

Meanwhile, CIBC’s 
uninsured book 
constitutes 5.7x its 
CET1 capital, while 
maintaining the 
largest exposure to 
Ontario and B.C. 
among the big 6 
banks.  
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GENWORTH MI CANADA (TSE : MIC) 

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

Data Source: FactSet
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CREDIT SCORES – DON’T PLACE TOO MUCH FAITH

Data Source: Company Presentations

Genworth MI Canada has 
placed a lot of emphasis on 
credit scores. The company 
has generally trended 
upmarket in terms of 
scores over the last 7 years 
and currently has a  book 
with an average score of 
745. 

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 
make them comparable you 
should deduct roughly 40 
points. In other words, a 
Canadian credit score of 
745, is roughly equivalent 
to a 705 US credit score. 
660 = ~620, and so forth.
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CREDIT SCORES CAN INSPIRE FALSE CONFIDENCE

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

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. 
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CREDIT SCORES – LAST REFUGE OF THE SCOUNDREL

Data Source: http://research.stlouisfed.org/wp/2011/2011-040.pdf

The St. Louis Fed 
published a paper in 
2011 that looked at the 
relationship between 
credit scores and loan 
defaults. It found that 
late in the cycle, firms 
overly relied on credit 
scores and used higher 
credit scores to justify 
low quality attributes in 
other areas (high LTV, 
low doc).
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CREDIT SCORES – LAST REFUGE OF THE SCOUNDREL

Data Source: http://research.stlouisfed.org/wp/2011/2011-040.pdf

Another interesting finding 
was that prior to the 
bubble, there were large 
increases in survival 
probabilities based on low 
credit score cohort 
improvement, as one would 
expect. However, by the 
tail of the cycle, there was 
little such improvement. 

That improvement was 
instead seen at the 660+ 
cohort and above. This 
would translate to the 
700+ MIC cohort. 

Moreover, the really large 
survival improvements 
weren’t seen until the 
>740 cohort, which would 
be the >780 cohort for 
MIC.
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A LOOK BACK AT THE TIMES

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

(i) THE IRISH PRECEDENT (ii) THE SPANISH
PRECEDENT

(iii) THE AMERICAN
PRECEDENT
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AUSTRALIA
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CRANE COUNT

Sydney appears primed 
with future supply.

Data Source: RLB
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CRANE COUNT: NORTH AMERICA

NORTH AMERICA HAS 194 RESIDENTIAL CONSTRUCTION CRANES IN 
OPERATION
Residential Construction Cranes: Sydney: 239, Melbourne: 124, Brisbane: 91, Perth: 25
North America: 194 (NYC, DC, Boston, Toronto, Chicago, Denver, Phoenix, LA, SF, Portland, Seattle, Calgary)

Source: RLB Crane Index, North America
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CRANE COMPARISON: ~14-FOLD 

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
5% interest rate
25 yr term
IO period of 5 yrs

$2,083 payment in IO
$3,300 payment after

VS
$2.9k payment for 
non-IO loan

+58% payment 
shock after the 5yr 
IO term expires.

Lower initial payments 
can attract borrowers 
to a loan that they 
may not be able to 
afford when the IO 
period ends.

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

https://www.moneysmart.gov.au/borrowing-and-credit/home-loans/interest-only-mortgages
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US SUBPRIME ORIGINATIONS
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.
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INTEREST ONLY LOANS BY CATEGORY
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?
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What is it?
Australians intentionally 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: INVESTING FOR LOSSES
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.
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NET RENTAL LOSSES

NEGATIVE GEARING NOW PRODUCES ANNUAL LOSSES IN THE 4-8 BN
RANGE
Australian property 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.
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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/Ong_etal_Assets_debt_and_the_drawdown_of_housing_equity_by_
an_ageing_population.pdf

HOME EQUITY WITHDRAWAL

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.

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

Source: Financial Times

https://www.melbourneinstitute.com/downloads/hilda/Bibliography/Other_Publications/2013/Ong_etal_Assets_debt_and_the_drawdown_of_housing_equity_by_an_ageing_population.pdf
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INCIDENCE AND AMOUNT OF HEW

• ~83bn AUD was 
withdrawn by those 
45 YOA+ in the 
year 2009/2010, 
which is roughly 7-
8% of 2010 GDP of 
1.14 Tn

• ~70bn AUD (83%) 
of which is in situ 
MEW = 6.1% GDP / 
but this is just from 
those 45 and older.

• Assumption: 20-45 
probably at least as 
much MEW as 45-
64, or roughly 
another 70bn AUD, 
so ~12% GDP.

INCIDENCE OF HEW AMONG OLDER HOME 
OWNER HOUSEHOLDS, BY AGE BAND, 
2001-10

MEAN AND MEDIAN AMOUNTS OF HOUSING 
EQUITY WITHDRAWN BY OLDER HOME EQUITY 
HOUSEHOLDS WHO ENGAGE IN HEW AT 2010 
PRICE LEVELS, BY AGE BAND, 2001-10, $000

Source: Melbourne Institute
https://www.melbourneinstitute.com/downloads/hilda/Bibliography/Other_Publications/2013/Ong_etal_Housing_e
quity_withdrawal_uses_risks_and_barriers_to_alternative_mechanisms_in_later_life.pdf

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
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HOME EQUITY WITHDRAWAL BY TYPE

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.

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

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
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CLEARANCE RATES

Data Source: CoreLogic



© Hedgeye Risk Management LLC. All Rights Reserved.

THE U.S.
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THE US LABOR MARKET IS VERY STRONG

Rolling Initial Unemployment Claims: Seasonally Adjusted 
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 Current Level

Data Source: BLS
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DWELLING ALONG HISTORICAL LOWS
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HOUSING COMPENDIUM- GREEN ACROSS THE BOARD
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BUILDER CONFIDENCE- 18 YEAR HIGHS

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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STILL ROOM TO RUN
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SUPPLY SHORTAGE

The supply of homes for 
sale across the US sits at 
historic lows.
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CHANGES UNDER TAX CUTS AND JOBS ACT A CONCERN

DATA SOURCE: United Van Lines, Wallethub.com
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COMMERCIAL LENDING: C&I LOANS

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 
traditional bank sources of funding. 

DORMANT DEMAND 
LOOSENING 
STANDARDS

DECREASING 
SPREADS

Data Source: Federal Reserve
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COMMERCIAL LENDING: COMMERCIAL REAL ESTATE

TIGHTENING STANDARDS 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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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT

CONSUMER LENDING: RESIDENTIAL MORTGAGES

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

WEAKENING DEMAND
While banks reported weaker demand across all categories 
of mortgage loans.

Data Source: Federal Reserve
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT

CARDS, AUTO, AND OTHER NON-MORTGAGE CONSUMER

STRONG APPETITE

Lenders are maintaining an open 
appetite for consumer installment loans. 

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. 

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
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INDIVIDUAL INVESTORS

GET A FREE MONTH OF MARKET EDGES:
HTTPS://ACCOUNTS.HEDGEYE.COM/PROMO/1MOF_2017/MARKET_EDGES/340 
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INSTITUTIONAL

SALES@HEDGEYE.COM
203.562.6500

https://accounts.hedgeye.com/promo/1mof_2017/market_edges/340
mailto:sales@hedgeye.com

