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The Canadian property short

Canada’s property market has been supported by record low interest rates fuelling lending to
overextended buyers, but a deteriorating economic outlook sustained by lower energy prices has

attracted short sellers.

— PMI signals the sharpest decline in Canadian business conditions in survey history
— Shorts target non-traditional mortgage lender Home Capital as growth in loan book slows
— Canadian Western sees short sellers maintain high levels of positions as stock drifts lower

PMI signals further deterioration

The sudden oil price collapse in 2014 quickly
filtered through, impacting the Canadian
economy, which has roughly 20% of inherent
structural exposure to energy markets.
Sustained lower energy prices have
continued to mount pressure, with the
sharpest PMI decline in history reported this
month for the manufacturing sector.

Weak economic data goes against earlier
views this year from the finance ministry,
which expected the Ilull in growth and
contraction to be transitory and for the
momentum in property prices to cool over the
coming years, not crash.

Property bubbles on

Short sellers have been trying to call the top
of the Canadian property market for some
years now, which has proven to be a tricky
trade as the continued cheapness of credit
has continued to propel local demand and
prices. Foreign buyers have also been
exasperating the trend on the upper end of
the market, which as fuelled price growth in
Toronto and Vancouver.

The continued property price growth saw the
Vancouver market become the most
expensive in the world this year, estimated
to be overvalued by 89% using the relative
rental rates of other cities. Even the Bank of
Canada has maintained its concerns that the
market is overvalued to the tune of 30%. The
bank cited continued low interest rates,
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commodity prices, risky consumer lending
and record levels of debt burdens as culprits.

Lenders lead the shorts

While the energy sector has proved fertile
ground for short sellers over the past 12
months in the US and Canada, three of the
top ten shorts in the region are financial
institutions, which are exposed to the
vulnerabilities in the housing market.

Change

Short over

Name Ticker Sector Interest  Month
Home Capital Group Inc HCG Banks 319 1%
Labrador Iron Ore Royalty Corp  LIF Materials 28.6 1%

Canadian Western Bank CWwB Banks 277 1%
Quebecor Inc QBR.B Media 26.6 4%
Autocanada Inc ACQ Retailing 21.6 1%
Badger Daylighting Ltd BAD Capital Goods 214 4%
Transcontinental Inc TCLA Commercial & Professional Senices 204 23%
Genworth Mi Canada Inc MIC Banks 19.3 0%
Precision Drilling Corp PD Energy 18.5 1%
Gildan Activewear Inc GIL Consumer Durables & Apparel 18.1 0%

Prior the collapse in 2008, property price
increases underlined the profit growth of
lenders who continued to grow and securitise
sizable residential portfolios. Like the US, less
diversified lenders and regional banks in
Canada will be more vulnerable to system
shocks. This is more acute to operators in the
“subprime” market. These firms are poised to
suffer the most should borrowers come under
pressure.

The most short sold name currently is
mortgage lender Home Capital, which
finances homeowners who “typically do not
meet all the lending criteria of traditional
financial institutions”.
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With 32% of shares outstanding on loan, the
company reported lower second quarter
origination volumes than were expected,
impacted by a review of business partners,
company conservative lending practices and
competitive market. The news triggered an
18% sell off in shares and subsequent
doubling in short interest levels. Additionally
high demand to short Home Capital has seen
its cost to borrow soar above 10%.

Fourth most shorted in the country is
Canadian Western Bank with 27.7% of
shares outstanding on loan. The bank has a
significant portion of loans in commercial
mortgages, real estate projects and personal
loans and mortgages totalling 54% of a $19bn
portfolio.
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Short sellers have also targeted mortgage
insurer Genworth Mi Canada, which has seen
shares outstanding on loan increase to 19.3%
in the last 12 months while the stock has slid

22%. The company specifically underwrites
mortgage insurance for private residential
mortgages.

The recent rise in short interest of Genworth
has been accompanied by increased
conviction from short sellers, as the cost to
borrow Genworth shares to go short jumped
tenfold in recent weeks to 500bps as of latest
count.
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Short seller's ambitions of profiting from an
across the board price decline in Canada’s
housing market could be thwarted by the
central bank as further rate cuts are expected,
especially if the economic  outlook
deteriorates further. Additionally the US is
now only expected to raise interest rates in
2016, further delaying possible market
corrections.

However after Canada recently cut interest
rates in July to 0.5%, there is not much
manoeuvrability left to cushion a collapse in
the housing market.

*To receive more information on Securities
Finance, Research Signals, Exchange
Traded Products, Dividend Forecasting or
our Short Squeeze model please contact us

To read this article on our commentary
website please click here.
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