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Dear Investor: 

 

We wrote in our 2016 year-end letter that we believed that Q4/16 marked the top for the 

Canadian housing market. We believe that events over the past six months have confirmed our 

thesis. To recap: 

 

¶ Government regulatory changes to the mortgage markets in Q4/16 and again this past 

week have significantly tightened credit and mortgage availability, which should lead to a 

national housing correction, increasing foreclosures, and a recession; 

¶ the largest publicly traded subprime lender in Canada suffered a run on the bank in what 

will likely prove to be a harbinger for the coming crash;  

¶ Canadian interest rates spiked as the BoC has taken a more hawkish stance amidst a 

backdrop of apparently coordinated central bank tightening talk; 

¶ the Toronto housing marketðthe lynchpin for the Canadian economyðhas finally 

cracked; 

¶ the Vancouver housing market, while bifurcated, generally continues to be soft (except 

for condos) as a result of the foreigner tax and Chinese capital controls; 

¶ the recent coalition between the NDP and the Greens in B.C. likely bodes ill for housing 

in the region; and 

¶ the sell-off in oil should result in another leg down in Alberta. 

 

In short, this is the perfect storm for the Canadian housing market and economy. 

 

Home Capital Group 
 

The quarter ended June, 2017 was an eventful one for the Canadian housing bubble thesis.  The 

Ontario Securities Commission alleged in mid-April that Home Capital Group (HCG)ðone of 

our subprime lending shortsðhad broken securities laws and misled investors. The OSCôs 

allegations triggered a crisis of confidence and a ñrun on the bankò as HCGôs depositors fled; the 

price of HCG stock plummeted as the liquidity crisis worsened: 
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The run on HCGôs deposits quickly metastasized to several of its subprime competitors, in the 

process tightening credit for the marginal Canadian borrower. 

 

The HCG saga attracted significant international media attention and quickly became a thorn in 

the side of the Canadian government, who we believe pushed to resolve the situation behind the 

scenes. As HCG was nearing collapse, the company inked a distressed DIP (debtor-in-

possession) financing with HOOPP, a pension fund that shared interlocking board members with 

HCG.  

 

In mid-June, the OSC surprisingly announced that it was settling with HCGðwasting years of 

work and tens of thousands of pages of evidence, and letting the alleged criminals off virtually 

scot-free. The OSC settlement paved the way for the deus ex machinaða deal with Warren 

Buffettt, who had ñcoincidentallyò met with Trudeau and Morneau at a CEO summit while the 

HCG crisis was unfolding. A more in depth treatment of the HCG story can be found on 

ZeroHedge: http://www.zerohedge.com/news/2017-06-26/noted-short-seller-marc-cohodes-

comments-recent-events-home-capital.  

 

While the media has generally presented the Warren Buffett investment in HCG as a sign of 

confidence in the Canadian housing market and economy, we disagree. If Buffett had committed 

a few billion dollars to buying Toronto condos, we would perhaps reconsider our position. But 

what actually transpired is that Buffett negotiated an extremely shrewd deal for himself at the 

expense of HCG shareholders. Buffett negotiated a DIP loan to replace HOOPPôs DIP loan--with 

nearly 3x overcollateralization at a 9% yield plus a free call option (priced to make 50% on day 

one) on his 20-40% stake in the company, after fewer than 3 days of due diligence (on a 

company with an admitted $2bil mortgage fraud problem), with a 4-month deal lockupðand 

Buffett didnôt even ask for a board seat at the company.  

 

Buffett didnôt bother to include a due diligence contingency clause because none is necessary 

with the sweetheart terms that he demanded. Buffett is one of perhaps three people in the world 

who possess the clout to pull off a deal of this natureða circular reference where by lending his 

name and reputation he can structure a deal that canôt lose. We also think that Buffett received a 

huge amount of backdoor political capital for future Canadian acquisitions.  

 

Credit Tightening 
 

Based on our due diligence, we think that even with Buffettôs backing, HCG will not be able to 

return to business as usual (i.e., their funding costs will be permanently higher and they will now 

have to play by the rules which will make competing as a ñstraightò underwriter difficult for 

them). The HCG stock price at $14 has begun to reflect this reality, as the stock is now trading 

significantly below its post-Buffett euphoric peak of $20. We think that the same will hold true 

for HCGôs subprime/alternative competitors: even after the Buffett deal, it is clear that the past 

few months represented a significant tightening of credit for subprime borrowers and is therefore 

a harbinger of the coming housing crash. It isðat the marginðmuch more difficult and 

expensive to get a subprime loan now.  

 

http://www.zerohedge.com/news/2017-06-26/noted-short-seller-marc-cohodes-comments-recent-events-home-capital
http://www.zerohedge.com/news/2017-06-26/noted-short-seller-marc-cohodes-comments-recent-events-home-capital
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New Government Mortgage Regulations: Massive Credit Tightening 

 

On July 6, OSFI (the Office of the Superintendent of Financial Institutions) issued a public letter 

highlighting five major changes to the B-20 federal mortgage guidelines (http://osfi-

bsif.gc.ca/Eng/osfi-bsif/med/Pages/B20_dft_nr.aspx) that should serve to further tighten credit: 

 

1) All uninsured mortgages will be subject to a stress test of the contractual mortgage rate plus 

2%. Canadians owe C$1.67 for every dollar of income, a near record high. A TransUnion report 

last year warned that more than 700,000 Canadians would struggle with even a quarter-point 

hike in interest ratesðone can only imagine what effect a 200bps phantom hike would have.  

 

Uninsured mortgages have grown 10x faster than insured mortgages since the October 2016 

mortgage rule changes were implemented. The uninsured mortgage stress test would likely close 

this loophole and make it significantly more difficult to find an effective, cheap workaround. 

According to prominent mortgage broker Rob McLister, “This one change would have 

more of an impact on mortgage shoppers than any BoC rate hike in history”; 
 

2) OSFI expects banks to incorporate more risk-based pricing, max 65% LTVs, and to tighten 

lending when property valuations appear stretched; 

 

3) Tighter underwriting on investment properties and non-resident incomes; 

 

4) Crackdown on ñloan bundlingò or ñco-lendingò (e.g., whereby a bank loans at 80% LTV and a 

private lender arranges a 10% 2nd mortgage taking the total LTV to 90%); and 

 

5)  Fraud/misrepresentation: it is noteworthy that the ñprudentò Canadian banks need to be 

instructed by their regulator to take appropriate steps regarding mortgage fraud; this section did 

not appear in the original B-20 guidelines. We read this as an endorsement of our view that 

Canadian mortgage fraud is a much bigger problem than widely perceived. 

 

In aggregate, these regulatory changes will  represent another massive credit tightening in 

addition to last fall’s tightening, and in addition to rising interest rates.  

 

Rising Interest Rates 
 

Recall from our year end letter that the Canadian housing (and stock!) marketðin its current 

levered, malinvested incarnationðhas never witnessed a bond bear market. This appears to be 

changing. Canadian central banker Poloz hinted recently that he is ready to shift course and raise 

Canadian short rates. The market appears to believe Poloz, as Canadian yields hit a 3½ year high 

last week amidst a backdrop of coordinated global central bank tightening talk; Canadian lenders 

have begun raising fixed rates in response.  

 

http://osfi-bsif.gc.ca/Eng/osfi-bsif/med/Pages/B20_dft_nr.aspx
http://osfi-bsif.gc.ca/Eng/osfi-bsif/med/Pages/B20_dft_nr.aspx
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A rise in rates is passed through much more quickly in Canada than it is in other countries due to 

the structure of the Canadian mortgage market. Given a maximum term of 5 years for a mortgage 

in Canada, this implies that 100% of the mortgages in Canada are adjustable rate (ARMs)ð

sensitive to rising ratesðas 30-35% of all mortgages in the country are renewed or reset at the 

prevailing interest rate every year. A survey conducted by Ipsos Reid found that nearly half of 

Canadians were $200 a month in expenses away from being unable to pay their bills and other 

debts. This spike in yields will therefore cause extreme distress amongst the most levered 

Canadian consumers.  

 

Canadian housing bulls have long opined that only a rise in interest rates could unravel the 

Canadian housing opportunity. The rise in rates coupled with tightening mortgage 

regulations and a hobbled subprime sector is now being referred to as the “perfect storm” 

even by housing bulls (https://www.theglobeandmail.com/globe-investor/personal-

finance/household-finances/brace-yourself-a-perfect-storm-is-brewing-in-the-housing-

market/article35579591/). 

 

Toronto 
 

In our opinion, the psychology of house price appreciation in Toronto has broken for the first 

time in recent history; this is deadly for a bubble as it is extremely difficult to repair mania 

psychology once it has broken. We think that Toronto weakness concurrent with weakness in 

Alberta and Vancouver will send the country into a recession. 

 

Toronto home sales fell 37% y/y in June. Active listings rose 60% y/y across all segments. 

Detached inventory spiked 91% y/y in the city of Toronto, and rose 127% y/y in the suburbs. 

Our proxy for the China bid in Ontario registered a 66% y/y drop in sales transactions last 

month. 

 

 

 

https://www.theglobeandmail.com/globe-investor/personal-finance/household-finances/brace-yourself-a-perfect-storm-is-brewing-in-the-housing-market/article35579591/
https://www.theglobeandmail.com/globe-investor/personal-finance/household-finances/brace-yourself-a-perfect-storm-is-brewing-in-the-housing-market/article35579591/
https://www.theglobeandmail.com/globe-investor/personal-finance/household-finances/brace-yourself-a-perfect-storm-is-brewing-in-the-housing-market/article35579591/
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Appraisal Misses 
 

The slide in house prices in Toronto has presented a problem for appraisers. The market turned 

so quickly that appraisers are now being instructed to ignore comparable sales from the January-

March period (during which time prices rose ~25%) and as a result appraisals are now missing 

badly across the board. This has resulted in broken deals, borrowers forced to come up with the 

difference in the more expensive private channel, and/or lost deposits.  

 

Toronto Foreclosures Picking Up 
 

According to mortgage broker Ron Alphonso, Greater Toronto home foreclosures are on the rise: 

ñThere are many, many more powers of sale today compared to just a few months ago. House 

prices went up and people borrowed against the houses.ò Anecdotally our contacts confirm that 

foreclosures are much more common now than a few months ago.  

 

Alberta 
 

Oil staged another leg down in Q2/17ða blow to Albertaôs still-reeling economy. Resale 

inventory spiked in major Alberta metros even as home sales lost momentum: 

 

 
Source: Ben Rabidoux, North Cove Advisors 

 

 

Housing-Unfriendly Politicians Form B.C. Coalition 
 

Home sales in Vancouver declined 12% y/y in June, including a 16% decline in the detached 

segment and a 10% decline for condos. However, the big news out of B.C. was that the BC 

Liberal party's 16-year rule ended in a non-confidence vote, ceding control to the NDP/Green 
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coalition (http://www.cbc.ca/news/canada/british-columbia/horgan-government-guichon-2017-

1.4185204) 

 

This coalition has the potential to be very negative for housing in B.C.  Itôs likely that we'll see 

some combination of the following: 

 

Å An expansion of the foreign buyer tax, potentially raising it to 30% and applying it to the entire 

province; 

Å A capital gains tax on short-term profits; 

Å A new scaled property transfer tax system that could significantly increase taxes on luxury 

homes; 

Å A tax on ownership of multiple properties; and/or 

Å More stringent rent controls. 

 

Canadian Debt Warnings 
 

A slew of warnings about Canadaôs debt bubble have surfaced over the past few weeksðboth 

domestically and internationally. We think that they are worth highlighting given the increase in 

rates and tightening. The Canadian Centre for Policy Alternatives released a report this week 

(https://www.policyalternatives.ca/sites/default/files/uploads/publications/National%20Office/20

17/06/Addicted_to_Debt_2017.pdf): 

 

[é] Canadaôs private sector is running up debt faster than any other advanced economy. 

Over the past five years, Canadaôs private sector debt-to-GDP ratio has increased by 

20.0% from 182% of GDP to 218%. This amounts to our private sector adding an 

incredible $1.0 trillion in new debt over this period, from $3.4 trillion to $4.4 trillion 

since 2011. The next closest advanced economy is Australia, which increased its private 

sector debt ratio by 14.2% above the 2011 level. 

http://www.cbc.ca/news/canada/british-columbia/horgan-government-guichon-2017-1.4185204
http://www.cbc.ca/news/canada/british-columbia/horgan-government-guichon-2017-1.4185204
https://www.policyalternatives.ca/sites/default/files/uploads/publications/National%20Office/2017/06/Addicted_to_Debt_2017.pdf
https://www.policyalternatives.ca/sites/default/files/uploads/publications/National%20Office/2017/06/Addicted_to_Debt_2017.pdf
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The report highlights that Canada is in the danger zone given its private-debt-to-GDP ratio and 

growth rate: 

 

[é] Canadian non-financial corporations have been gorging themselves on new debt, 

racking up an incredible $671 billion in new debt since Q4 2011. The main drivers are 

non-mortgage loans, debt securities and loans for corporate claims. Mortgage loans and 

government loans have not played a significant role. Non-mortgage loans have risen 

dramatically, from 17% to 26% of GDP. In dollar terms, this amounts to an inflation 

adjusted increase of $217 billion since Q4 2011. Debt securities (corporate bonds and 

commercial paper) have risen a similar amount, increasing $221 billion from 28% of 

GDP in Q4 2011 to 37% by Q4 2016. [é] Canada has never experienced private debt 

this high, nor has it ever led advanced economies in private debt accumulation. And 

while much attention has been paid to ever-higher mortgage debt for households, very 

little has been paid to the debt boom in the corporate sector. The net result of these 

related trends is setting Canada up for a crisis when this growth slows or even reverses 

itself ð as it inevitably must. 
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From a BIS report (note the óCredit-to-GDP Gapô is defined as the deviation of the private non-

financial sector credit-to-GDP ratio from its long-term trend): 
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Conclusion 

 

We think that the Canadian housing market peaked in Q4/2016, as the dual engines driving the 

marketða domestic credit bubble and a Chinese credit bubble (coupled with Chinese capital 

flight)ð came to an end. The distress in the subprime market, rising rates, and tightening 

mortgage regulations over the past three months should prove to be the final nail in the coffin for 

the Canadian housing bubble.  

 

We therefore think that the Canadian housing market and economy have entered the end stage of 

the bubble and the day of reckoning is around the corner. Housing accounts for an enormous 

percentage of the Canadian economy: nearly a third of GDP, ignoring second and third order 

effects. According to TD, nearly half of recent economic growth can be traced directly to real 

estate: 
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Real estate is now so important to Canada that transaction fees alone (associated with 

buying/selling a home) are now ~2% of GDP: 

 

 
 

We think that the imminent housing collapse will trigger far-reaching consequences for the 

Canadian economy and we are positioned accordingly. Thank you again for entrusting us with 

your capital.  

 

 

Best regards, 

 

 
 

Seth Daniels 

Managing Member 

JKD Capital, LLC 

 


