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Highlights
• Capital Direct I Income Trust’s (“trust”, “fund”) portfolio size
(gross mortgage receivables) hit a record high of $184 million
at the end of 2018, up 9% YoY.
• Revenues

grew 21% YoY in 2018 to $18.61 million. Net
income grew 30% YoY to $13.32 million - highest ever since
inception.

• The

weakness in real estate sales, we believe, will impact
mortgage originations this year, offset by the continued tight
lending policies of banks.

• At

the end of 2018, 48% of the mortgages were in British
Columbia (“B.C.”), 44% in Ontario (“ON”), 7% in Alberta
(“AB”), and 1% in the Atlantic.

• We

believe the trust’s risk profile has increased slightly. The
decrease in risk from higher first mortgages and lower duration
was offset by a slight increase in Loan to Value (LTV),
average mortgage size, and arrears.
estimate that the trust’s investors received a dividend
(weighted average of all unit types) of 7.7% p.a. in 2018,
versus 7.9% in 2017. The higher yield in 2017 was because
investors received 90% of the net income in 2017 versus 80%
in 2018.

• We

*see back of report for rating definitions
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Capital Direct
Holds its
Position in the
Top 15

We estimate that the total Assets Under Management (“AUM”) at the end of 2018, of the 15
largest Mortgage Investment Entities (“MIEs”), was $6.64 billion. We estimate there are
approximately 200 MICs in the country, with a total portfolio size of approximately $12
billion. Capital Direct, with a portfolio of $184 million, is currently the 14th largest MIE
in the country.
Top 15 Largest MIEs (in $, millions)

Source: FRC / Multiple Sources
Update on the
Mortgage
Industry

Total debt (mortgage and consumer credit) held by Canadians at the end of December 2018
was $2.16 trillion, up 1.4% YoY. Total mortgage credit ($1.54 trillion) grew 1.1% YoY.
At the end of December, mortgage credit accounted for 71%, and consumer credit accounted
for the remaining 29% of the total debt.
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Data Source: Statistics Canada

The real estate market experienced a dramatic slowdown in 2018, primarily due to the
tighter lending policies of the major banks (especially the stress test that was introduced in
early 2018), and a rising interest rate environment, followed by a decline in real estate prices.
In 2018, the Bank of Canada increased rates three times.
Benchmark Interest Rate

Source: Bank of Canada
We do not expect further rate hikes in 2019, and expect mortgage rates to decline over the
year. The Federal Government recently introduced an incentive (of up 5% of the home
price as an interest free loan) for first-time homebuyers with household income of up to
$120,000 per year to purchase homes under $480k. Although this is encouraging, we do not
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believe this should have much of an impact on the overall market in Vancouver or Toronto,
as the average price of a home is significantly higher in both cities. The CMHC estimates
that only approximately 10% of the transactions in Vancouver are on units priced lower than
$500k.
Toronto and
Vancouver
Market Update

The following chart shows average home prices in Vancouver and Toronto.

Source: TREB and REBGV

Vancouver’s real estate sales have declined every month on a YoY basis since February
2018. Sales dropped by 31% in March 2019.

Source: Real Estate Board of Greater Vancouver

The average price was down 7% YoY in March 2019. Detached home prices have been
dropping at a significantly faster rate.
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Source: Real Estate Board of Greater Vancouver

The sales to active ratio was 14% in March 2019, versus 30% in March 2018.
Toronto MLS sales were down 1% YoY in March 2019.

Source: Toronto Real Estate Board

The average price was up 0.5% YoY in March 2019.
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Source: Toronto Real Estate Board

The sales to active listings was 46% in March 2019, slightly up YoY.

Source: TREB and REBGV

Overall, the Toronto market is stabilizing. With regard to Vancouver, based on historical
data, we have identified strong relationships between certain key parameters. Our models
indicate that housing prices could recover in May in Vancouver.
We expect the market weakness to impact originations this year. The negative impact,
we believe, will be partially offset by the conservative lending policies by the banks, which
will continue to drive more traffic towards MICs.
The following section reviews Capital Direct’s 2018 results.
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Capital Direct Portfolio
Update and
Analysis

At the end of 2018, the trust had $184 million in mortgage receivables (gross) across
1,586 properties, up 9% YoY from $170 million across 1,518 properties at the end of 2017.
The following chart shows the portfolio’s growth since 2012.

Source: FRC / Raw Data Source: Trust

Mortgages by Region: The fund’s exposure to ON increased slightly YoY (46.9% to
48.3%), while exposure to B.C. and AB reduced slightly (44.6% to 43.5%) and (7.5% to
7.2%), respectively. The chart below shows the distribution of mortgages by region.

Source: FRC / Raw Data Source: Trust

Mortgages by Size: The average mortgage size at the end of 2018 increased 4% YoY to
$116k. B.C. continues to have highest average ($125k).
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Source: FRC / Raw Data Source: Trust

Mortgages by Duration: At the end of 2018, approximately 51% of the portfolio had
terms of 12 months or less, versus 47% at the end of 2017. We consider this to be a good
sign as a lower duration typically implies lower risk, as well as improved flexibility to adjust
lending rates.

Source: FRC / Raw Data Source: Trust

Mortgages by Priority: First mortgages accounted for 40% at the end of 2018 (versus 39%
at the end of 2017). Second mortgages were at 58% and third mortgages were at 2%.
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Source: FRC / Raw Data Source: Trust

Lending Rate: The following chart shows the interest rates charged to borrowers. As a
result of the rising interest rate environment, the fund’s average rate in 2018 was 8.51%, up
from 8.34% p.a.in 2017, and 7.99% p.a. in 2016. The following chart shows the distribution
of rates by mortgages.
Lending Rate

Source: Trust

Loan to Value (LTV): The portfolio’s LTV increased in 2018 (from 52.5% to 53.6%), after
years of steady decline since 2013.

Source: FRC / Raw Data Source: Trust
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Overall, we believe the trust portfolio’s risk profile has increased slightly. The following
chart summarizes the change in risk levels based on YoY changes in key parameters.

• red (green) indicates an increase (decrease) in risk level

Source: FRC
At the end of 2018, the fund had 14.93 million units outstanding, up 16% YoY.

Data Source: Trust

➢ Class A (since inception) - offered to investors directly
➢ Class F (introduced in 2014) - offered to funds managed by portfolio managers and
other fee-based investment advisors.
➢ Class C (introduced in 2016) - offered to investors who purchase units through
Dealers (IIROC and Exempt Market Dealers).
Management’s share ownership at the end of December 2018, was over 1% of the total
outstanding.

* Tim Wittig also has $1 million (0.7% of the total fund) invested in CDIT through other investments
Data Source: Trust

© 2019 Fundamental Research Corp.

“15+ Years of Bringing Undiscovered Investment Opportunities to the Forefront”

www.researchfrc.com

PLEASE READ THE IMPORTANT DISCLOSURES AT THE BACK OF THIS REPORT

Page 11

Financials

Revenues grew 21% YoY in 2018 to $18.61 million. Net income grew 30% YoY to $13.32
million - the highest ever since inception.

YE – December 31st
Data Source: Trust

The fund paid out 80% of net income to unit holders (quarterly payments). From Q4-2016 to
the end of Q4-2017, the fund had paid out 90% of net income to incentivize investors. Note
that there is no guarantee the fund will pay out 90% any time in the future, as management
has the right to stay at 80%, as per the OM.
The management fee is 2% of NAV for Classes A and C units, and 1% of NAV for Class F
units.
Interest + Other income as a percentage of mortgage receivables was 10.70% p.a. in 2018,
versus 9.81% in 2017. The dividend yield (dividends as a percentage of invested capital)
was 7.66% p.a. in 2018, versus 7.86% in 2017. The higher yield in 2017 was because
investors received 90% of net income in 2017 versus 80% in 2018.
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Note that the above figures may be slightly different from the figures reported by Capital Direct due to the
difference in the method of calculation. We used the average of the opening balance, and year-end balance of
the mortgages outstanding, and invested capital, to arrive at the above figures.

Source: FRC / Raw Data Source: Trust

The following charts show investors’ yield relative to GOC 2-year bonds:

Source: Trust

The chart below shows the realized losses and the loan loss provision as a percentage of
mortgage receivables since 2013.
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Source: FRC / Raw Data Source: Trust

In 2018, the trust reported approximately $0.42 million in realized losses, or 0.24% of the
total portfolio versus $0.49 million (0.32% of the portfolio) in 2017.

Source: FRC / Raw Data Source: Trust

At the end of 2018, the trust had a loan loss provision of $1.20 million, or 0.66% of the
portfolio (0.61% at the end of 2017). We estimate that comparable MIEs typically assign
0.75% - 1.25% of their portfolios to loan loss provisions.
The company re-stated 2017-year end figures for mortgages in arrears from $19.16 million
($11.24 million were 60+ days past due) to $14.87 million ($6.56 million were 60+ days past
© 2019 Fundamental Research Corp.

“15+ Years of Bringing Undiscovered Investment Opportunities to the Forefront”

www.researchfrc.com

PLEASE READ THE IMPORTANT DISCLOSURES AT THE BACK OF THIS REPORT

Page 14

due) as it aligned its methodology with that of the auditors. At the end of 2018, $16.61
million in mortgages were in arrears, or 9.12% of the total. Of this, $9.68 million were 60+
days past due, or 5.32% of the total.

Data Source: Trust

We estimate that the fund’s arrears is higher than comparable MIEs. The increase in
percentage of mortgages over 60+ days in 2018 (3.96% to 5.32%) is slighly concerning.
The following table shows a summary of the company’s balance sheet.

Source: FRC / Raw Data Source: Trust

The fund had a high cash position at the end of 2018 ($8 million or 4% of assets). Although,
an MIE’s cash position can vary from time to time as loans are paid out and new loans are
funded, we suspect the high cash position is a result of a slowdown in originations due to the
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market weakness. Note that timely cash deployment is critical in this business. As the MIC
had a debt to capital of approximately 19% at the end of 2018, originations have to drop 19%
before investors’ capital starts to be under-deployed. We estimate that investors’ returns
could drop to approximately 5.0% - 5.5% if originations drop 20%, and to 2.50% - 2.75% if
originations drop by 50% in 2019.
Line of credit – At the end of 2018, $36 million was withdrawn, reflecting a debt to capital
of 19%. The trust’s line of credit (prime + 0.97% p.a. / previously prime + 0.75% p.a.) with
Canadian Western Bank is $120 million (previously $50 million). We estimate that
comparable MIEs typically use debt levels ranging between 20% and 40%. The interest
coverage ratio improved YoY from 7.8x to 9.3x.
Risk

Investors are exposed to the following risks:
• Loans are short term and need to be sourced and replaced quickly.
• Timely deployment of capital is crucial.
• A drop in housing prices will result in higher LTVs, and higher default risk, as the value of
collateral decreases.
• Unit holders’ principal is not guaranteed, as the NAV per unit could decrease from current
levels (as a result of loan losses). Unit holders are also not guaranteed minimum
distributions.
• No hurdle rate.
• The fund has the ability to use leverage, which would increase the exposure of the fund to
negative events.
• The fund invests in second and third mortgages (historically 60% to 65% of the portfolio)
which carry higher risk.
• Annual redemptions may be limited to 10% of the total invested capital, and may not be
paid in cash.

Rating

We are adjusting our overall rating from 2 to 2-, while maintaining our risk rating at 3.
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Fundamental Research Corp. Rating Scale:
Rating – 1: Excellent Return to Risk Ratio
Rating – 2: Very Good Return to Risk Ratio
Rating – 3: Good Return to Risk Ratio
Rating – 4: Average Return to Risk Ratio
Rating – 5: Weak Return to Risk Ratio
Rating – 6: Very Weak Return to Risk Ratio
Rating – 7: Poor Return to Risk Ratio
A “+” indicates the rating is in the top third of the category, A “-“ indicates the lower third and no “+” or “-“ indicates the middle third of the category.
Fundamental Research Corp. Risk Rating Scale:
1 (Low Risk)
2 (Below Average Risk)
3 (Average Risk)
4 (Speculative)
5 (Highly Speculative)

Disclaimers and Disclosure
The opinions expressed in this report are the true opinions of the analyst about this company and industry. Any “forward looking statements” are our best estimates and opinions based upon
information that was provided and that we believe to be correct, but we have not independently verified with respect to truth or correctness. There is no guarantee that our forecasts will
materialize. Actual results will likely vary. The analyst and Fundamental Research Corp. “FRC” does not own any shares of the subject company, does not make a market or offer shares for
sale of the subject company, and does not have any investment banking business with the subject company. Fees have been paid by the issuer to FRC to issue this report. The purpose of the
fee is to subsidize the high costs of research and monitoring. FRC takes steps to ensure independence including setting fees in advance and utilizing analysts who must abide by CFA Institute
Code of Ethics and Standards of Professional Conduct. Additionally, analysts may not trade in any security under coverage. Our full editorial control of all research, timing of release of the
reports, and release of liability for negative reports are protected contractually. Distribution procedure: our reports are distributed first to our web-based subscribers on the date shown on this
report then made available to delayed access users through various other channels for a limited time.
To subscribe for real-time access to research, visit http://www.researchfrc.com/subscription.htm for subscription options. This report contains "forward looking" statements. Forward-looking
statements regarding the Company and/or stock’s performance inherently involve risks and uncertainties that could cause actual results to differ from such forward-looking statements. Factors
that would cause or contribute to such differences include, but are not limited to, continued acceptance of the Company's products/services in the marketplace; acceptance in the marketplace of
the Company's new product lines/services; competitive factors; new product/service introductions by others; technological changes; dependence on suppliers; systematic market risks and other
risks discussed in the Company's periodic report filings, including interim reports, annual reports, and annual information forms filed with the various securities regulators. By making these
forward looking statements, Fundamental Research Corp. and the analyst/author of this report undertakes no obligation to update these statements for revisions or changes after the date of this
report. A report initiating coverage will most often be updated quarterly while a report issuing a rating may have no further or less frequent updates because the subject company is likely to be
in earlier stages where nothing material may occur quarter to quarter.
Fundamental Research Corp DOES NOT MAKE ANY WARRANTIES, EXPRESSED OR IMPLIED, AS TO RESULTS TO BE OBTAINED FROM USING THIS INFORMATION AND
MAKES NO EXPRESS OR IMPLIED WARRANTIES OR FITNESS FOR A PARTICULAR USE. ANYONE USING THIS REPORT ASSUMES FULL RESPONSIBILITY FOR
WHATEVER RESULTS THEY OBTAIN FROM WHATEVER USE THE INFORMATION WAS PUT TO.
ALWAYS TALK TO YOUR FINANCIAL ADVISOR BEFORE YOU
INVEST. WHETHER A STOCK SHOULD BE INCLUDED IN A PORTFOLIO DEPENDS ON ONE’S RISK TOLERANCE, OBJECTIVES, SITUATION, RETURN ON OTHER ASSETS,
ETC. ONLY YOUR INVESTMENT ADVISOR WHO KNOWS YOUR UNIQUE CIRCUMSTANCES CAN MAKE A PROPER RECOMMENDATION AS TO THE MERIT OF ANY
PARTICULAR SECURITY FOR INCLUSION IN YOUR PORTFOLIO. This REPORT is solely for informative purposes and is not a solicitation or an offer to buy or sell any security. It is
not intended as being a complete description of the company, industry, securities or developments referred to in the material. Any forecasts contained in this report were independently prepared
unless otherwise stated, and HAVE NOT BEEN endorsed by the Management of the company which is the subject of this report. Additional information is available upon request. THIS
REPORT IS COPYRIGHT. YOU MAY NOT REDISTRIBUTE THIS REPORT WITHOUT OUR PERMISSION. Please give proper credit, including citing Fundamental Research Corp
and/or the analyst, when quoting information from this report.
The information contained in this report is intended to be viewed only in jurisdictions where it may be legally viewed and is not intended for use by any person or entity in any jurisdiction where
such use would be contrary to local regulations or which would require any registration requirement within such jurisdiction
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