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Global Research

Canada: Connecting the dots that may or may
not actually be there.

Interest rates, housing starts and jobs.

I n economics, sometimes we attempt to draw lines between dotsthat we are not entirely sureare actually there. And so
too it isthe case with Friday's Canadian employment report and today's housing startsdata. To becertain, thereare
those that areinclined to ball up the employment report and tossit into the bin (missing the rim by a wide margin - of
cour se) out of afrustration with a statistician'sinability to get a handle on the seasonality of educational jobs.

If you recall, the Canadian economy shed 9.3K jobsin July courtesy of aloss of 65K jobsin education. A loss that obviously
corresponds with an end of the school year and the onset of summer vacation for students and teachers alike. On that basis, the
65K jobslost in July are expected to make a triumphant reappearance in September.

Y et underneath the story of seasonal effects tugging at the jobs numbers and the inclination to introduce alick of flame to the
corners of the report, there is another story potentially bubbling below that has seemingly gone unnoticed. For us, our concern
was focused on arather large decline in employment (-30K) in the FIRESs sector. The FIRES acronym of course sounding so
much more exciting than the full labelling "financial, insurance, real estate". Normally, our inclination would be to consider
such elements such as sampling errors or perhaps some seasonality accounting for any big swings in the employment picture
(itisafter all ahousehold survey) yet on this go around, in that the FIREs sector in July shed such alarge number of positions
peaked our curiosity.

Not the least of which being that economists are lumped into this particular category. It also constitutes the single largest
categorical contributor to GDP. And while one month's data does not a trend make, it is against the backdrop of a material
slowing in Canadian real estate sector which is coinciding with this decline in financial services employment. A collection of
circumstances that tend to suggest that while the educational jobs can be expected to return, the outcome of the 30K jobs shed
from the financial services category is rather less certain.

To that end, today's housing starts number for the month of July isindicative of this softening in real estate activity. In the
current cycle, housing starts peaked at 206K units back in April of thisyear. And while today's starts at 189.2K unitsisamuch
better outcome than expected (market median 185K, our own forecast at 184K) it still marks the third consecutive declinein
new build activity since printing the April high.

And it isatrend that we expect to continue. The steady declinein new build activity is responding to an overall slowdown in
the real estate market. Private sector data (CREA) on existing home sales shows a 8.2%m/m declinein unit salesin June or
down -13.3% g/g. And thisis no isolated event. The very same data noted that sales declines in June were occurring in 70% of
markets. And of course thisis no out of the ordinary event.

Quite the contrary. It isthe logical consumer behavioral response to the combination of: i) changes to the tax structure in both
BC and Ontario that affect the pricing metrics of newly built homes, 11) changes to the funding formulafor mortgages, and
[11) rate hikes (the BoC has been telegraphing the need for consumers to adjust their thinking in keeping with the longer term

Stewart Hall | 4168687523 | STEWART_HALL@HSBC.CA Issuer of report: HSBC Securities (Canada) Inc.
View HSBC Global Research at:http://www.research.hsbc.com



http://www.research.hsbc.com/

HSBC Global Research HSBC {V’
Economics - Data Notes

10 August 2010

move towards higher interest rates). All of these factors are conspiring to raise the financial barriersto entry into the Canadian
housing market.

On that basis, our concern is that while many may be inclined to dismiss July's employment report outright, our inclination is
to look at where there are points of connection with the broader landscape of the economy. And what we see fitting together
is slowing activity in the new build sector corresponding with declining activity in the existing home sales sector which
invariably seems to be resonating in job losses in the financial services sector. And given that interest rates are expected to
move higher, mortgage funding formulas are unlikely to revert back to the previous anytime soon, and taxes like desth are
inevitable and seemingly irreversible most of the time, our concern isthat the softness in employment in the FIRES sector is
part of abroader story at work. One that will invariable act as a significant drag on GDP going forward.
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