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ABSTRACT

The cause of théousing bubble associated with the sharp-up andthe subsequendrop in home pricesn the
US over the period of 1992008 has been the focus of significant research attenflespite numerous
similarities, the Canadian housing market escapes the easleofinterest, mostly due to theseemingly stable
housing prices

This paper explores the subject of a possible housing bubble in Canada. It examines a diversdautans dhat
mayhave contributed to theise in house pricesn CanadaThe paperevaluates each factor individually and
determines the health of the Canadian housing market using conwaloationtechniques

Results suggest thatenomic fundamentais Canadarovide little explanation foithe Canadiamouse price
dynamicsMarketfundamentalbavebemme insignificant in affecting house psi@nd the pricenomentum
conditions characteristic of hubblenow exist The extreme decoupling of the market prices from thederlying
fundamentalsuggestan upcoming correction in hougimrices in Canada.

Please direct all inquiries regarding this paper to alec.pestov@yahoo.com.
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1 INTRODUCTION

A financial bubble is defined made in high volumes at prices that are considerably at variance with intrinsic values
(King, Ronald R.; Smith, Vernon L.; Williams, AttingV. and van Boening, Mark \L993. In the late 2000sthe

Canadian housing market has exhibited both high volumegpiaces that are considerably at variance with

intrinsic valuesYet, the Canadian public remains ameverincreasing buying spree with condo buildings in
Vancouver and Toronto being 70 percerdld out by the end of the first weekend aftéreing available for salks

there a bubble or is there not?

This is a question that has been debated for several years now. Both opponents and proponents of the housing
bubble notion put forthfacts and estintasto argue their case This debate will continuentil either housing

prices firmly stabilize at a certain level or plunge.

A critical look at the state of the housing market in Canada signals a growing bubble that is about td figrst.

paper is stratured in a way that coverhe most important points pertaining to theurrent situation It is not

written to representformal academic research, hitiis designed to motivate readets take an impartial look at

the housing market anckasses# usingthe facts

Much of thispaper builds on primary research conducted in the Toronto aMany individuals of different
backgrounds were surveyed and interviewedtloe purposes otonstructingthis document The primary

researchhelpedto identify veralcommon themes and misconceptithat exist amongst the Canadian public

The key objective othis paperis to address thenalong with presenting factual information that will show the

current state of the housing market in Canada.

The paperuses the fobwing structure todiscusghese matters:

- OCost oBorrowin@l This section builds on the primary research conducted for the purposes of this paper

andexamineghe key itemsof interest rates and mortgage payments.

Section objecties:
o0 To clarifyany misconceptionaboutthe future directions of the inteest rate

o Toillustratethe significance of rising mortgage rates on mortgage payments

0 To explain the impact of rising rates on the borrowers with shtetm mortgages in the current

interest ratesenvironment

- OHousingffordability section provides @limpseof the current stateof housing affordability i@anada,

draws historical parallels with the housing bubble of the late 1980sa@amparesecent surges in housing

prices in four major Canadiecities to the mean household income

Section objectives:
0 To contrastthe presentaffordability of the Canadian housitigthe historical norms

0 To compare current housing prices in Canada to the peak of theastdte bubble of the late

1980s

0 To show thewidening gap developing between housing prices and mean household income
- ThedUS and Canadaection offers a direct comparison of the housing bubble in the US and Canada

Section objectives:

0 To refute acommon myth that the Casdian housing market ditbtgoot oo f ar, t oo f ast
0 To disprove the misconception that the rise in the Canadian housing prices was not as intense as
that of the US, and thus does not constitute a
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0 To counter the views suggesting that other factors, sush@usingaffordability, are ifbetter
shape in Canada than in the US
- The CMHC(Cana@ Mortgage and Housing Corporatiopjart of this documentcontainsa quick peek at
the array of tool used by the Canadian government to temporarily pupphe pricesin 2007#2008and
postpone the housingrarketcollapse to a later date

Section objectives:
0 To explainhow the housing market collapse was delayed
0 To show the tools leveraged in propping housing prices
0 To demonstrate that the delay in bursting the bubll# have significant negative let@ym
effects on the Canadian economy
- IntheORecessian s e, the sulpentof massmadnesss covered.

Section objectives:
0 To show that Canadiaarebuying houses they cannot afford
0 Toillustratethe disregard of fundanmal income to price balance
0 To exposethe increasing leveraging of Canadian households
- H nal |Fundanterita¢Valdaions ect i on concludes the message with
the housing market from the rent to ownership cost perspective.

Section objectives:
0 To show the absence of support for the current housing prices usimgousmetrics
o Tocontrastr enting and owning in the today®ds environn
0 To expose the fallacy of buying a property on the premise of renting it out in an event of a
housing downturn

As mentioned earlier, tis paper is intended to motivate readers to examine publicly availableniaforn with a
goal of forming an educated opinion about the state of the housing market in Carrexgseyou will find the
information presentedni this paper helpful, anidhankyou for takingthe time to read it.
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2 COST OF BORROWING

Realestatepurchasing is a significant eventhia lives of many. Land is a finite and scaesource. It isespecially
prominentin developed regions wherihe attractiveness of local economies and quality of live spurs competition
for prime spots. The demand coitighns are reflected in land prices, which are generally substarttigigrthan
those ofany otherpurchase an average person would make during his lifetime.

Unlessareatestate purchase is financed in fulltbg savings of the buyer, which is rarehe case irthe modern
developed world, a borrowindgending activity must be involved. As mentioned before, the amount changing hands
isin many cases cormapable to the lifetime earning potentiabf the buyer.Five, ten and even twenfjwe percent

down payment of a typical re@state transactiorgreatesa significanteverage of 19:1, 9:1 or 3:1 respectively. High
leverage highlights the need fmranaging cost of borrowingjven that this represents thgreater portion of the

funds employed ia realestatetransaction This type of leveragepurchasing is wrapped in what is commonly
knownasad mort gage 6. By definition:

A mortgage is the transfer of an interest in propernteads a security for a debt

Encounters with mortgagesre the usualoccurrencesin daily lives for most adults living in developed countries.
These encounters can kirect 8 such adorrowing, refinancing, and frequent payngeiithey can also biedirect
0 suchas mortgage discussithat appearon the front pages of negpapers orthat surface inconversations with
colleaguesyYet, despitethe widespreadexposure tomortgages, the structure and detaiithe mortgageconcept
are surprisingly poorly understood.

In preparation for this research, | surveyeder 30 individwals from different walks of life. To my amazere
nearlya halfof the currentmortgage holders hadnly avery basic understandiraf the mortgage structurer no
understanding at alEpecifically, the lack of knowledge was prominent in discusalmutthe cost of borrowing

in relation to the mortgage lending rate. Of t13® mortgage holders interviewed5 percentunderstood
percentage changes in the mortgage lending rateeawapplicable to the monthly paymeahtly, rather than the
entire borrowed amount.These individuals viewed an increase of a percent in the mortgage lending rate as a
percent ircrease to their monthly paymeni their view, a10 percentincrease to the mortgage rate would raise
their monthly payment by thequallO percent andtheir current hypothetical$2,500 monthly payment would
grow to a mere $2,750This major fallacy and theery vague understanding of the lending satenthly payment
relationship exhibited by another 35 percent of respondents prompted me to dedicatation of this paper to
this subject.

The basic annuity formulgReferences: Formulper any mortgage calculator shathat for interest rates
between 4 and 4 percenton a mortgage amortized over 25 yeas increase in lending rate by one percent
would result in an average monthly payment increase of 9 percent.

1 percent change in mortgage lending r&epercent change in monthly mortgage
payment amount

15 percent of my survey responderggpectedalO percent mortgage rate hike taisetheir curent $2,500
monthly payment to $2,750. The reality is a 10 percese in interest rates from 4 to 14 percenton a mortgage
amortized over 25 years will serad$2,500 monthly paymertb a stratospheric $5,701 ot28% increase. This is a
truly staggeringliscovery for those who did not budget for it.
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9to 1 ratio can be advantageous or devastating. Fear it not when the mortgage lending rates are expected to go
down. However jf the rates areto go up, it may spread likeildfire throughthe ranks of borravers, scorching

those caught unprepareo thereal burningquestionhereis where are we today? Are the rates expected to go
down, stay flat or rise?

Exhibit2.1plots historical mortgage rates reported by the Bank of Carfad®ecember of each year between
1935 and 2009

Exhibit 2.1: Historical Canadian Bank Rate (1935 to 2009)

Canadian Bank Rate (1935 to 200

Rate (percent)

Bank Rate = — = Average = - — Current Rate

SourceBank of Canada, Department of Monetary and Financial Analysis

The bank rate is the rate of interest which a central bank charges oriladhas and advances that it extends to
commercial banks and other financial institutions. In Canada, the bank rate is defined as the upper limit of the
overnight rate band announced each month by the Bank of Canada. The bank rate determines the relative cos
associated with borrowing capital. By historical standards, borrowing in Canada has never been chetjer

the last 75 year. The only period that camesz to the present times in terms of the lending ratgasbetween

1944 and 1948, during the tagears of World War Il andat the beginning of the postar reconstruction. Even

then, the rate was kept at 1.5 percent vs. 0.5 percent today.

The present bank rate is 4.8 percelmélowits 75year average. It has never been lovietheBank of Canadas
history and there isndét mangflrthep ontesthetBank of Canamla dedidesvicepayi ng i t
interest to those who borrow from it.The only directionfor the bank rate from the current level igp.

Although directly relatedo other types of lending activities in Canadae bank rate is irrelevant in the coent of
many borrowersExhibit2.2illustrates the correlation of th&-year fixedmortgage rateto the changes in the

bank rate.The 5-year fixed mortgage rate is fregntly used as a benchmark for tracking historical mortgage rates
and it is used in this paper for benchmarkpgposesas well
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Exhibit 2.2: Canadian Bank Rate and 5-year Fixed Mortgage Rate (1951 to 2009)

Correlation of Bank andfear FM Rates (1951 to 200¢
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SourceBank of Canad&anada Mortgage andbusing Corporation

From the chart abovet ican be observed that the bank rate and thg&ar fixed mortgage rates are highly

correlated. Once the bank rate begins its inevitable ascéme mortgage rates will follow. How fawill they go?
Without referring to complex and largely unreliable economic models, the historical data helps to shed some light
on the potentiaffuture levelof the mortgagerates. Exhibi2.3 displayghe historical 5year fixed mortgage rates

for the period 1951 to 2010.

Exhibit 2.3: Canadian 5-year Fixed Mortgage Rate (1951 to 2010)

Canadian 5/ear FM Rates (1951 to 201(
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SourceBank of Canada; Canada Mortgage and Housing Corporation
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The following section of the document deals with several examples and scenarios pertaining to mortgages. It must
be noted that this paper usestypical mortgage amortized over 25 yeargh payments made monthlgndthe
sameprincipal amounfor all examples

Over the last 59 years the-gear fixed rate mortgage rate averaged at 8.8 per¢emxhibit1.3. At the time of
writing of this paperit stood at 5.49 percentAssuming thathe principal amount is the same, the following three
scenarios review different situation pertaining to the possible direction of the bank rate:

- Moderate inflation; bank rate rises siill historically bw, but plausible 4 percent
- Average inflation; dnk rate reaches its loAgrm average
- High inflation; bank rate exceeds its letggm average

In the first scenarig the bank rate reaches and stays anaderate levebf 4 percent. From the bank to mortgage
rate correlation and historical evidence, theyBar mortgage rate would be approximately 7 percent, or 2.5
percent above today's levédccording to the 9 to 1 ratio discussed earlier, a 2.5 percent increaseraiiktate
into approximately 24 percent rise in monthly payments.

The second scenario sends the bank rate to its historical average of 5.3 percent, an increase of 4.8 percent from
today's levelsThe result of such interest rate surge will be an approxiniepercent hike in the monthly
mortgagebill.

The last scenario deals with a situation deemed impossible in the current environment of glodngud
deflationary talks. Without going into a debate abthgt eventual effects afncontrollable moneyrintingby
central bankglobally, let's assume thidite ominous deflationary fears hafadled to materialize. Insteadiany
major global economiefind themselves in a desperate need to reactsvere inflationary pressuréinder this
assumption, éing pat of the global economy, Canadaf@cedto raise its rates tahe aboveaverage 10 percent.
As a result, under the 9 to 1 ratio, the monthly mortgage payments will rise approximately 55 percent.

The question to ask yourself, can you afford payibgo2®v@n 55 percent more on
your current mortgage?

There is no linear formula to estimating the impact on different househéldsther important consideration is
your location on the yield curve

The yield curve is the relation between the interaatrdie time to maturity of the debt
for a given borrower.

Yield curve is aisualizatiorof the interest rates for loans of different maturities, or the final payment date of a

loan, at which point the principal is due to be pdidans with different ntarity dates typically carry different

interest rates. If all maturity dates and their corresponding interest rates for any given point in time are plotted on

achart, a yield curve is built. Exhilait4 provides a snapshot of the current yield curdéne left part of the yield

curve encompasses sheter m mat ur i ti es, and is called oOswithrt end©é6.
longer duratons s a o0l ong enddé6 of the yield curve.

Why is yield curve important to home ownergety pi c al , ,gield carvegradumalhslofes upwarddn

some cases, the gap between the skertm and longterm rates widens, and the slope of the yield curve becomes

more pronouncedThisis callecad st eep 6 yi el d curve, and i tookssowEoxact !l y h
avi sual comparison of the O0nor mal 6 24 Pldaseinstiteehegap yi el d c
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width between the two lines on the left sidend on the right sidesf the chart. The distance between the two
lines is muclgreater on the left than on the right.

Againwhy s yield curve important to home owners? Once the yield curve begins to gravitate towards its
onormal 6 f or m, it flattens. The f | a-tetmeates,nsipgshdécn be achi
term rates or both. As was discussetitae beginning of this sectiothe 5-year rates are unlikely to decline any
further, and will eventually rise. Shedrm rates will rise as well. However, shetérm rates are expected to rise
more rapidlthan the longterm rates, as the increasdue to the bank rate changgs compounded by the yield
curve flattening. The shoiterm rate will swing up sharply, meaning the 2 and 3 year mortgages will
experience sharper ascethan the 5 and 10year mortgges will. Shorter term mortgagesaystill carry lower
rate than 5 and 10year mortgages. Howevethe increase of the shoitierm rates is expected to be greater than
that of the longterm rates. While the home owners borrowing underyear mortgage agreeent are expected to
pay 25, 35 or 55 percent more in the future, those borrowed under theathid 2year maturity terms can expect
their payments to risdy 40, 50 and’0 percent respectively under the scenarios discussed earlier.

If you, as a home owrteave difficulties making your mortgage payment today under the

1-, 2 and 3year mortgagermagreements, be prepared to be thrown over the edge by

the impending interest rate hi kleredbyPl an your Dbor
0t e as er dinglplow shaidrs Fatesinto taking greater loans than you can afford.

Exhibit 2.4: Normal (Averaged Between 1986 and 2010y s . Cur rent oO0Steepd6 Yield Cur:

Normal Yield Curve vs. Current Yield Cur
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Yield (percent)

0%

Maturity (years)

—— Current Yield Curve Average Yield Curve

SourceBank of Canada;
SECTION SUMMARY

This section deals with the concept of bank ratemrtgages and cost of borrowing. The main takgay from this
section isthat the bank rates have no alternatideut toriseinthefuture 1t i s not a question o
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owhendé and oO0how much ¢ .willEddéo commenaable mdreasesain neortgage atese Ass e
mortgage rates go uphe cost of borrowing translated into monthly payments will rise about 10 times faster. The
effects will be more noticeable for borrowers with shetgérm loan agreements, such as 2- and 3year

mortgages who might see increases in their monthly mortgage payments ranging anywhere from 30 to 70 percent.
If you intend to buy a readstate property, please base your judgement on the paymentswiteventually have in

the future, rather than on unsstainably low payments offered to you now.
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3 HOUSING (UN )AFFORDABILITY

Mortgage rateslo not possess a problem in an environment of affordable house prices. After all, if home owners
spend only a small fraction of their income towards home ownershipjas e of 25 or even 50 per
an issue.Where is Canada today in terms of housing affordability?

To answer this question | refer to the quarterly housing affordability releases compiliet iRoyal Bank of
Canada. In its November 2009 editi®BC states:

The string of significant improvements in housing affordability in Canada finally came to an
end in the third quarter [of 2009].

The following charts compiled by RBC visualipeisingaffordability in the 4 largest Canadian cities:

Exhibit 3.1: Housing Affordability in Key Metro Markets (November 2009)

Vancouver Toronto

100 % of household income taken up by ownership costs % % of household income taken up by ownership costs

90 -
80 -

10 -

87 89 91 93 95 97 99 01 03 05 O7 09 8 8 91 93 95 97 99 01 03 05 07 09
Montreal Calgary

% of household income taken up by ownership costs % of household income taken up by ownership costs

L e S L 0+ Co : —
8 89 91 93 9 97 9 01 03 05 07 09 8 8 91 93 9 97 9 01 03 05 07 09

Standard two-storey e Detached bungalow — sesjes== Standard townhouse s Standard condo

Source: RoyaBank of Canada, November 2009;

In Vancouver, Toronto and Montrediousing affordability reached levels substantially above their historical
average. In fact, in Vancouver housing affordabilitp#e to béng theworst on record, exceeding levels
experienced during the reastate bubble of the late 808f the 4 cities, the situation in Calgary appears to be
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moderate and in line with historical norms due to the increasenefanhousehold income that counterbalanced
the recentreatestate price increase

Let 8ds pmamergto digestthe 8BC report

- An average Vancouver household (that is a familysagllytwo income earners, not a single person)
spendsover 70 cents of everypretax dollar they earn orhouseownership costsDeduct unavoidable
taxes, and this amount would rise to nearly 100 perceh&n average household income in Vancouver

- An average Toronto and Montrebuseholdspend over 57 and 4 of their pretaxincome on house
ownership costsor nearly 80 and 70 percent of their aftéax income respectively

An average Vancouver housetigpends almosa dollar onevery dollarthey earned. This is during:

- A severe recession (a subject that deserves its own sectionaasdchis coveredlater in this papey
- Historically low interest rates

Il ncredi bl e! Vanc ounahing sot jystatinpe dight inynonginaliteomss, hutre exeeedng
those seen during the previous reaktate bubble in reakrms. However cheerleader®f aperpetually growing
housingmarket point out that housing affordabilitywhich can be taken assign of measurement of the housing
market healthin Toronto, Montreal and Calgarig not nearlyas bad as during the housing bubblé¢haflate 8GS.
This myth of positive affordability figures can be easily refuted by referring back to the cost oiggro

RBC Economics Researchds housing aff or dabdudeliody measur e
income required to service the cost of mortgage payments (principal and interest), property taxes and utilities. Of

these components, mortgage paymeodsnprise approximately 80 percent tife overall housing costs. Back in

1990, at the peak of the re@state bubble, the-year mortgage rate was 12 percent. It was 5.59 percent at the

time RBC compiled its November 2009 repoRlortgage rates conceal thenderlying pricesyskewing

affordability numbersThe poor affordabilityduring the last bubble wasxperienced not as muctiueto inflated

housing prices, but ratheduetohi gh borrowing costs. To | evelestathe field
pricescompare to those of the late 8D bubble, it is necessary to adjtise affordabilitymeasureor mortgage

rates.

The 6.4 percent difference in mortgage rates suggests that on the same mortgage the monthly payments in 1990

were approximately 70 peent higherthantodayl hus, t odayds affor dabialfactory f i gur «
of 1.36 (80 percentmortgagecomponent adjustetb 70 percent difference due to the mortgage rates). The

results speak for themselves (sEghibit3.2):

Exhibit 3.2: Adjusted Affordability in Key Metro Markets

Affordability Measure
Detached bungalow Standard two -storey | Standard townhouse Standard condominium
Current Adjusted to Current Adjusted to Current Adjusted to Current Adjusted to
1990 1990 1990 1990
Toronto 48.6 66.1 57.8 78.6 41.0 55.8 32.8 44.6
Montreal 375 51.0 47.4 64.5 33.6 45.7 31.3 42.6
Vancouver 66.8 90.9 74.2 100.9 50.8 69.1 38.7 52.6
Calgary 36.7 49.9 38.5 52.4 29.0 39.4 23.0 313

SourceRoyal LePage, Statistics Canada, RBC Economics Research, November 2009;
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The adjusted affordability measuneere added tothe chart (Exhibit3.3 to visualize the comparison

Exhibit 3.3: Housing Affordability in Key Metro Markets (November 2009)

Vancouver Toronto
100 % of household income taken up by ownership costs % % of household income taken up by ownership costs
90 -

80 -

. Ay
e AT

0 T T T T T T T T T T T T 0 T T T T T T T T T T T T T
87 8 91 93 9 97 99 01 03 05 07 09 8 8 91 93 9 97 99 01 03 05 07 09
Montreal Calgary
% of household income taken up by ownership costs % of household income taken up by ownership costs
A [\
50 1
1\ ] \
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40 |/~ VI
30
20 -
10
10 T T T T T T T T T T T T T 0 T T T T T T T T T
8 8 91 93 9 97 9 01 03 05 07 09 8 8 91 93 9 97 9 01 03 05 07 09
Standard two-storey == Detached bungalow — ssssfjes== Standard townhouse Standard condo

Source: RoyaBank of Canada, November 2009;

In both Vancouver and Montredl o d a y-8state prieeslibstantiallgxceed those seen during the peak real

estate bubble in 189 in both nominal and reakrms. In Toronto and Calgaryeatestate prices are near their

peak of the late 88 bubble inreal e r ms . I n fact, i f todayf6s mortgage rat e
the ownership costs of an average Vancouveuse would be above 100 percent pfetax household income.

Todayds pr i ce Lanadarcititshage ndt eheap bymany measurement.
Comparatively, in Feims (proportionally to the income of home quwreyrgre at the
same level or highéah those at the peak of the previousstate bubble. Does it
appear rational and sustainable?

| foresee many readers overlookiog ignoringthe fact that all calculations are donergaiterms(relative to the
median income)rather thannominal To illustrate the differenceExhibit3.4 has beenncluded. Between 1996

and 2009the average household income rose by 23 to 32 percent in the four largest Canadian cities. Over the
same periodthe averagdouse pricesn these citiesncreasedetween 100 and 200 percent. The gap between
the income and house prices growths is the mpedtminentin Vancouver: from 1986 to 1991 house prices
doublel, in 2002 they tripled and by 2008 thégdincreased more than 6 timeblouseprice gaindave averged
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8.7 percentannuallyover the last 22 years Vancouverlf you live and work itvancouvey did you get a 8.7
percentsalaryincrease every yean the last 22 years?

Exhibit 3.4: Comparison of Income to House Price Changes (1996 to 2009)

Income vs. House Price Changes (1996 to 20

200%

180%

160%

140% /

o

100% / /  —
S

80%

Change (percent)

60%

40%

20%

0%

of° $ S &
% v v
= = = Salary- Toronto = = = Salary- Montreal = = = Salary- Vancouver Salary- Calgary

Home Prices Toronto Home Prices Montreal Home Prices Vancouver Home Prices Calgary

SourceStatistics Canagla
SECTION SUMMARY

This section evaluatehousing affordability and housing prices. By historical standesdw prices are not cheap.

T o d amediashome prices are at or above their peak during the last resfate bubble of the lated&and early

90s Income increases is a good benchmarkdealuating relativlousingcosts. Over the last 13 yeardouse
pricesin Toronto, Montreal, Vancouver and Calganse 510 times quicker than incomes in these cities. Incomes
simply dd not keepup with the risinghome prices.Housing &ordability(or un-affordabilitywould be a better

term in case of Canadlas significantly above its lotgym averagenow. While it is lower than that at the peak
bubble in 1990it is expected to skyrocket into the stratosphere once the bank rates risethrdnortgage rates
follow. Despite the historically low mortgage rates, housing affordability in Vancouver is clbeatptheworst

on record (the actual record was set lefflsan two years ago). Once bank and mortgage rates gravitate towards
their longterm average, housing affordability in Vancowirapproach 100 percent. In other words, an income
earning familyn Vancouver wouldhave to spend every penny they earn orusing costsThis isin addition to
learningtax evasiormethods asthis 100 percentwould beof their pre-tax income. While not aslire asit isin
Vancouvery housing affordability aforonto, Calgary and Montreal will deteriorate and likely exceed Egekn
during the lastealestatebubble. If you are planning to buy a house, a townhouse or a condo in one of these cities
now, please consider the fact that you are purchasing the least affordable and the priciestt@énmesalproperty

in modern(or recorded history.
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4 THE US AND CANADA 0 NOT AS DIFFERENT AS THEY APPEAR

L e t efvied time back to late 2007 and early 2008. The feaat bfirsting realestate bubble has a firm grip on the
global economyRealestateprices plunge worldwidg-inanciainstitutions implode under the pressure of
mounting losses. Bad loans and foreclosures skyrocket. Massive selling anxiety pushes glolsahtoarkktion.
Then Q1 of 2009 comes and brings a complete market meltdesending investors running for theieglobally

As the dust begins tgettlein Q2 of 2009 the global communitgomes tothe realiationt he sky i sndt f al
a solid market bottom in sighthe losses are now mostly accounted for. The respitéhia subprime initiated

panic allowsnarkets to assess the situation. A look at the bank logs&aining to sukprime paints the following

picture (Exhibit4.1):

Exhibit 4.1: Sub-Prime Writedowns

Sub-Prime Writedowns
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Source: Various Sources

It is apparent that the Canadian banks weathered the financial storm better than their peers in other countries. It
is not just that thecollectivevritedowns of the top 5 Canadian banks were smaller than a loss o$iagidinancial
institutTom o Bihgg st 4l)olisisaalsctie fatt that hong otlkelCanhdiah banks
required government bailout to stay aflodthe evident soundness of the Canadian banking system received well
deserved praiséom around the world andforeigndelegationdeginstreaningto Canada to learn more about

the basis upon which the stron@anadian banking systeests The stability of the Canadian baninjected much
needed confidence in the eventual economic recovery in Canadacdrfalencevasfurther assured by the
recovering global markets.
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Around the same timethe Canadian public was able to pause and assess thegtaé market situation in
Canada. Just likbe banking system, the Canadian housing marketaleaming image of healtéimd stability.
While some metropolitan areas of the US withessed@Dpercent declinesr home pricesrealestate prices in
the four largest Canadian citielsoppedapproximately 1615 percent andapidlybounced back, reaching-tithe
high levels in Tnto.

Naturally, the parallels between the Canadian banking system aresteté marketvere drawn. Bothexhibited

remarkable resilience. Both withstodde headwinds of the financial crisis without collapsi¥gth the global

economy beginningtorecver , the |l ogical conclusion of <(eéghte wor st i
believethe slide in reakstate prices in Canada is reversed, explanataiiow Canada managed to escape the

realestate disaster similar to the oribat hit the USand UK begin to pile up.

I't doesndét t adsmate punditsgpffeting thdir viewd onrfuadarhentally sound reasons why Canada
avoided the collapse. They can be seen posting authoritative articles on the front pages of weekly newspapers,
speakig publicly on CNBC and offering expert advice in numeriovestmentnewsletters and presseleases.
Amusingly, the followingarticulateposting located omvww.DicoverVancouver.coraummarizes these views with
remarkableclarity (posted on 24 October 2008)

all you people that think vancouver's housing market is crashing are losers. vancouver's
housing market has gone up another 10% this month alone. when there's a global
recessiomeople want to invest their money in safe place and the only safe place right now
is in vancouver real estate. it's a sure win. we have the best economy in the world,
vancouver 2010 olympics, everybody wants to live here, and we are the #1 city in the
wort!!

if you don't buy now, you'll be priced out forever! housing is extremely cheap right now
compared to other cities like new york, tokyo, paris, london.

Generally, supporters of the averted houbbleimGanada i si s no
to begin with. Sure enough, soragree that prices are at historically high levelseatterms andthat affordability

is near or above record high However, they say, it is all relative. Relative to the rest of the world, especially the

us, house prices in Canada are stil]l cheap. And relati
and explosion in prices. Thus, the fact that Canada did noag®&e collapse as the US did is fully warranted

simply becaus eneverueacheute propbriiorsdf the &S madness.

This common fallacy cannot be furthaway from reality. First of all, igring basic valuationim favour of making

comparisons between dissimilar markets is inherently flawed. Even if Canada did naiwghtthe same boom as

the US did, it doesndt me a manyluidantentaisuNo ma&tavhattianspiredens ar e s u
other places of the world, Canadian residential resate is overvaluegrices are at historically higlvels in

nominal and real terms&nd affordability is exceptionaltpor in the environment of historically low interest rates.

Once these fundamentals begin to exer asbadlaeMesnewasires, t he
2 0 0) wilb not be able to sustain the current price levels

SecondlyCanadias havedeveloped a firm misconception that the Canadian-eealt at e mar ket wasndt
inflated as that of t he eWwaBdewxande i usingpthPatallanetriceExhibg4.2di s sect
shows an overlay of price index changes for selec{d#Shed linesand four major Canadian citi€solid lines)

The startingpoint is the year20000 the year when the housing prices took off inthaountries. At the peak of

the US bubblein2068 007, Cal gary, Montreal and Vancouver were 0C
estate spots in the U8 Miami, FLL.os Angeles, CALas Vegas, NV and Tampa, However, the three Canadian
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ci ti else d margan the average of the 20 major US citiid (black line)In comparison, Torontaose
only moderatelykeeping pace with Boston and Chicago.

The Canadian bubble inflated to a size of a hot air balloon and flew away into the stratosphesequgkly as
the hottesUS cities did. Furthermore, the housing prices as@enhe three Canadian cities &ovehe average
for the 20 major US cities. [ere is no reasorfior Canadianto be complacent, as the Canadian bubtdela
magnitude of no less thahat of the US

Therealestatebubble in Canadgwady no meangss significatitan that of the US

2007 was the year of the spectacular quiime mortgage collapse the US leading to avider market meltdown.

Thepaniqui ckly spread to the other parts of the world, ca
countries. The Canadian housing market felt the pressure and slightly deflated. However, defying rational

expectation, the Canadian housing marketdwiit o r e c o v e r avithdts upward tagectdryi Theillds

housing prices corrected to more reasonable levels, butthe Canddiaru si ng mar ket di dndt

Fasforward from 2007 to 2009: while the US prices corrected from their peak to levels
more in linevith the lonterm trend, the Canadian bubble fliesahaglow Earth orbit in
search for arickle

Exhibit 4.2: Comparison of the US and Canadian Housing Price Indicesd Select Cities (2000 to 2009)

The US and Canadian Housing Price Indices (2000 to 2
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Over the last 10 yeas; the boom cycle in the US reaktate market senindicessoaring over 100 perceritom

their 2000 levels. Howevehalf of the gains were forfeited during the subsequent bust. The Canadian market did
not follow the samepath, and the moderate correction of 208809 did not bring prices down far enough.

Housing prices ivancouver, Montreal and Calgaaxe still more than 100 percent above their 2000 starting

point, and Toronto is up more than 60 percent.

The rapid risein assepricesisn tdhe single most reliable indicataf a bubble Certainly a case for introducing a
secondary measurement of housing affordability can be madew®hld be done to eliminate any distortiomns
perception caused bgnysignificanprice adjustments. For instance, if pricesiseverely undervaluecharket
double then a bubble might not form, as the market remainslervaluedven in the environment of doubling
housing prices. However, if prices in an already overvalued mdikdik, bubbleconditions arevery likely to

develop.

It was determineckarlierthat the housing prices of the four largest Canadian metro areas rose just as sharply as
those in the epicentres of the US housing disasters. However, they did not plunge alongsideitidgcELsA

plausible explanation can Bmund inthe possiby undenalued conditions of the Canadian housing market at the
beginning of the housing boom. The key questioansweris whether the housing affordabiliy the four major
Canadian cities managed to stay in the acceptable range desp#katmncreases in dusing prices. Exhib#.3
displays the results of the annizémographia International Housing Affordabifyrvey. For comparison

purposes, some of the ast overvalued cities in the USpndon, UKand country averagesere added to the

chart.

Exhibit 43 Demogr aphi ads
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D e mo g r affotdabdity measurement is built on a ratio of median house price divided by gross annual median

household income. Based on the letggm data, reak st at e i s consi detiostahdsae3fObror dabl e
less, meaning that if the mean househaltbme is $100,000 the mean property price is $300,000 or less. Once

the ratio climbs to the range between 3.1 and 4.0, the+ealt at e i s deemed Omoderately u
ratio between 4.1and5.0,realst at e i's vi ewedblasd o0samdoaldbye uhaf fior dlae

unaffordabl e6.

The annuaDemographia International Housing Affordabifyrvey reveals surprising resulsedictably, dring

the peakof the US housing boorthe affordability measurement aities including-osAngeles, San Diego,

Honolulu, and San Francisco reached dowligt levels In retrospect, it is hard to comprehend the rational and
thinking process of buyers snatching houses they would
tralk far behind, stayi ng solciadaaggoipaysing both Landor UkeandeNewy unaf f c
York, NY by mid2006. bur i ng t hat ti me, Calgary and Montreal gradu
|l evel s to oO0ser i ontsbepngexcessivelypeg dabt eddy Tosbayed within th
unaffordabl ed band.

Once the bubble bursand home prices plunged, the affordability improvethanmost overpriced citiesn the US

and UK But not in Canada. Istead,the housing affordabilitpveragén Canadanoved closer to the upper

boundary of the 0 mod e stead, EeimganhousespficeroGanhddiedaee desstaffordable | n

than that of the US. During the crisis, Montreal and Calgary ediptfjerouslgloseto crossingthed s ever el y
unaffordabled | ine, mehnialgeed nt o2 OtOWr nT oirtosnetlof fiinntad lay 0s e v «
Vancouver outshined them all.

In 2009, Vancouver became the most unaffordable city among 272 markets. Presentl
Vancouver is less affordable than London, UK, Los Angeles, CA, Miami, FL,,New York, NY
Sydney, Aldr any other city in Australia, Canada, Ireland, New Zealand, the United
Kingdom and the United States.

The differencedn the US and Canadian taystens mustalsobe factored ino the overallequation In the US$
homemortgage interest is tax deductibl&his is not the case in Canad&eping all other variables the same, the
tax-deductable interest allowdS home ownergo carry a higher home price toricome ratio than their Canadian
counterpartscan It further highlights the problem in Canadathi& housing market in the US collapsed under the
weight of unaffordable mortgagésthe environment of @eductible mortgage interésmtn whatdoes the @iture

hold for the Canadian market that is just as unaffordable, but provides nbdarfitsfor Canadian home owners?

SECTION SUMMARY

The intensity of the USousing madness has begall studied, documented andiscussed in countless books,
magazines, academic papers, and TV shows. Hundreds of thousands of Internet websites contain information,
timelines, details, analysis and conspiracy theories of witgnandhow it occurred. The tsunami of data
pertaining tothe situation in the US easily overshadows and matesadymuffled voices preaching about the
existence and danger of the Canadian housing bubble. In this environment, it is easy to ignore them.

Nonetheless, it should not bforgotten that:

- 0 Bu b bn therCgnadian housing sector was no less intense than in the US
- The housing prices ithe four major Canadian citiegentdtoo fart o o  dt paswithothe 20 largest US
metropolitans
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- Housing affordability situation in the four major Canadian citiesiigently at par orworse than that of
the hotspots of the US housing boom

The targeted efforts of industry lobbyists, politicians, petmédish squads ofV personalitieand authoritative
newspaper writerdhavecertainlyachievedheir goals of gently guidinte views of the Canadian public into the
desired direction. The campaign g¥lfdeception has succeedeld spite ofthe obvious signs of a housing bubble,
Canadiarbuyers flock to grand openis@f new condo sites, snataig 40, 50 and 60 percent of available units on
the first day of site opening. This does not, however, diminish the fact that the Canadisstaa market is
positionedfor a significant correction similar to that of the US.

If youare thinking of buyig a house or a condo in Vancouver, Toto, Montreal or Calgaryoday, imagine that
you are buying a condo in Miamiearly2007. The chances areoy are buying near historically high prices (in
relation to your incomé and historically por affordabiliyy. Of course, mean incomeanmiraculoushjump to
restore the rightbalance of home price to incomandtomorrow y o u 6 ehrnibgdouble of what youmake
today. Mae likely,however,gravity will pull housing prices dowim line with their historical nans. Remember,
Canada experienced the same restate bubble as the US did. It justa sbur8ttyet.
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5 CMHC - THE POSTPONED CRISIS

Naturally, a g uithappenoCanadd adritespenimbusignsuch gsrices rising too
quickly andoo far, poor affordability, extreme price to @ome ratio, excessive borrowirgnd nearextreme debt
levels carried by Canadian househddds clearly in existence. However, 2008 has passed and the féees
recovered Now, at the beginning of 201thany seethe global economic revival ahead of Lisgicallyit occurs to
observers thasincethe worst is behindusand the prices did not implode, there must be fundamefatetors
propping the market

The simpléact is the housing crisis in Canada was not prevdotigdeaperiencett
was merely delayed.

Thearticlepost ed on O0Wor intiated® | eaghonrndsanhe mistake many Can;
to the Canadiarhousing market:

Real bubblese unstable; they burst when you prick them. They don't spontaneously revert
to their original size. Soap bubbles aren't like tennis balls. If the bubble metaphor means
anything, it has to mean that. If asset price bubbles aren't unstable, and dbat burs

you prick them, orrflate immediately, then the bubble metaphor is useless.

How do you know if something was a bubble? If you prick it and it bursts, it probably was a
bubble. If you prick it and it goes back to the original size, it prebdbly wa

The Obubbled metaphor i s refeabwmkclkelde.t oThd |isft riatt ed it dhned

it is not a bubbled statement certainly sounds convinc
takes about 0.3 ofecond to inflate, and the full sequence of popping last less than 1/100 of a second. The short
duration of the bursting cycle makes any timely repairsardref | at i on nearly i mpossi bl e (

out any future scientific breathrough inthe area of soap bubble repairé\sset bubbles develop over several
years and the burst cycles may last as longeagralyearstoo. Havinghe right tools in place, it is possible to put

a bandaid over the punctured surface and quicklyinflate asseprices even higher. The key question is in the set
of tools available for the job.

The reason the US government was unable to plug the hole and prevent the bubble from bursting in 2007 lies in
the exhaustion of available means to do so. The secret bubhbeula developed by Samsam Bubbleman in his 20
year career pales in comparison to the even more covert stew developed by the Grand Wizard of bubbleology
Alan Greenspan. However, all good things eventually come to an end, and the hollow entity knowrtJ&s the
housing market collapsed under its own weight.

Through the right mix of business practices and regulatittvesCanadian mortgage lending industry showed

prudence in acceptintipe financial instrument of mass destruction that innovated the entireiti® €ial sector to

the ground. Canada banks generally did not practicemsinbe lending. Nor acceptance of mortgalgecked

securities was as widespread in Canada as it was in the US. All of these and many other financial tricks available to
central bank onjurors were already fully employed and worn out in the US. But not in Canada.

When the US housing bubble gave way in 2007, the shock wavesirthpbeigh the fabric of the global financial
world at speed and intesity of those triggered by thesarBomh The Canadian housing market, being in a similar
bubble, begadeflating However, the government of Canada took aggressive measures to delay the inevitable.
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The bubble can be rinflated if air inflows into the bubble exceed outflows. This conditiontwaachieved

through a careful manipulation of the supply and demand balance. In the US,reseikending injected
excessive numbsrof buyers into the markebver the yearsin turn, the disproportionate demand pushed the
housing prices higher. Unfomately for the US government, such artificial market stimulation cannot last forever.
Fortunately for the Canadian government, a large and untapped pool of potentiptisudbuyers existed, and
resources for generating extra demand to prop prices wegadily available.

In 2007 the Harper government allowed the CMHC (Canada Mortgage and Housing Corporation) to dramatically

change its rules. The down payment requirements were reduced to zero percent and the amortization period was
extended to 40 years. fese changes were included in the first Conservative budget in May of 2006. In August of

2008, these rules were tightened under the mantra of instituting yet another barrier to lax lending to safeguard the
Canadian financial system stability. Under thenges implemented in 2008, the minimum down payment was set

to 5 percent and maximum amortization period was reduced to 35 yE€gnically, Prime Minister Harper

described the adjustment as Ol n the Urm8maortgagemess.lmr e st i
Canada, we acted early over the past y&ar.

But the longterm damage to the Canadian economy was already inflictedlddar per gover nment &8s
irresponsible policies conceived in 2006 and implemented in?2007 T h es &V iankgedallihgaf008id
not go far enough and lending standaremain perilouslyenient

To grasp the idea of the damage done by the introduction efé83l 40year mortgages, consider the repayment
scheduleTypicallymortgage paymestconsist of two @mponents: principal repayment and interest. The shorter
the mortgage duratiora greater portion of the principal must be included in each payment. The longer the
mortgage durationa lesser portion of the principal must be repaid with each payment, hasthe overall

payment enount decreases. Because of thger term loans &w borrowers to carry more debt

However, with the repayment period of 35 to 40 years, mortgages effectively become interlgdbans, whereby

borrowers merely pay interestithout noticeably reducing the principal amount. This type of mortgage would
appearbeneficiato afinancially constrained borrower. A household earning $8,000 net income a month generally

would not be interested in extendingmortgage duration from 2@ 40 years and reducing their monthly

payments from |l etds say $1,600 to $1,400 a month. |t m
doubles the duration of indebtedness. However, for a household earning $2,500 in combined income this $200
savedwould make a substantial difference.

Letds assume t hestate poicessiretite area) thet ntorghly mertgdge payments for the cheapest
property are set at $1,600 a month. Earning $2,500 monthly, a family simply cannot afford it, even with substantial
cuts in other areas of theirngenditures. However, if the mortgage term is extended to 35 years ftoeusual

25, the monthly payments become $1,400. This is barely affordable, yet possible for the household in question to
pay. So they buy the house and become the proud home owregrsther family earns $150,000 a year gross, or
roughly $8,000 monthly after taxes. They have a peglarage edroom house in Toronto and pay $5,000 a

month for it. Now, they are offered to take a 4@ear mortgage instead of their current 3@ar one. Wih the
unchanged payment of $5,000 a month they happily improve their living conditions and move-iaosg8 5

bedroom house. Good for them. A person wimon and off employment situation hasard time accumulating

the necessary down payment to baycondo. It is not a problem anymore, as new regulations allow him to take a
mortgage with 0 percent down. He could never dream of owning apeaperty, and now he finally owns it.

Good for him. As Finance Minister of Canada Jim Flaherty describes it:

OThese changes will result in greater choice and innovation in the market for mortgage
i nsurance, benefiting consumers and promoting hc
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These changes certainly promote home ownership, as many people who would never dream of having a house can
finally buy it. It is good for them, as they finally can afford a property of their own. It is good for the market, as

large injectios of new buyerdnto the market creates extra demand and drives home prices higher. It is good for
lenders, as they cassue mortgages to a larger population and earn higher profits. It is good for politicians, as they
appear aprudent financial manageisis good for everyone, until the rates begin to go up. And when the music
stops, the lights go off.

Interest rates canot stay at the current unprecedentedly low levels forever. In fact, they are expected to rise as

soon asthe economy shows signs of recovery to prevent it from overheating. Thisisgou e st i on of 0i f 6,
determined earlier, ,bandthbeiqueéssheandn o6 pwhkéndaround t
the $1,400 mortgage payment for the first family will turn into $1,800. The $5,000 monthly outlay out of the

budget of the second family will become $6,500. The rate hike throws both ésroNier the edge and they are

forced to foreclose or sell their property at a loss just b rid of the now unbearable monthly payments. These

houses solat fire-sale priceill be multiplied by 10005 and this avalanche of sellers will purime prices down.

h

You dondét have to be an economi dotyouhavetd beahismriabwite | ogi c al
the knowledge of events dhe distant past. It has just hagped in the US in 2007, and all you need to do is go on

the Internetande ar ch f or 0 h o u s $inceg2007 eigaverrsment of Canddas takesadl the same

steps that led to the boom and subsequent collapse of the US housifilgenidketarket collapsed because it was

overvalued and built on unsustainable faméntals. The Canadian market resembles the 2006 housing market in

the US witha stunning accuracy.

If 0 down payment4y ear mortgages weren6t enough, the government
programs to prop the market by stimulating dendathrough new buyers who cannot afford to own a house.

Home Buyers' Plan (HB®)which allows firstime buyers to withdraw $25,000 from their RRSP account towards

a home purchase, is another example of fiscal incentives that the government of Canada introduced to fuel the

buying spree.

All these programmes have a common theéiney cannotlastforever. The more of them used to stimulate the
market to new highs, the greater the collapse will be once they are exhausted. Many will say that by taking drastic
measures, the Canadian government preventeddibaster. It must be understaithe disaster wasot averted,

but postponed he structural imbalances within the system were not eliminated, they were worsened. The
government of Canada resembles a firefighter who piles a large load of firewood on top of the flames he is trying
to extinguish. For a brief period of time the results of his efforts would appearsascess the flames disappear

from view and the fire would seem to be gone. However, in a matter of minutes the blaze will engulf the firewood
pile, burning higher and stroagthan before. By injecting new buyers into the system, the government of Canada
temporarily propped the prices. However, these buyers were not in the sysiemiouslybecause theyere

unable to carry the cost of home ownershimder the prudent ruleswith the new rules, hey will be the first to

fail once interest rates go up, and they will magnify the problem tenfold once prices begin to drop again.

Having discussed the dangers of the course chosdghdodiar per gover nment f ofactsCanada,
behind these conclusions.

On December 10, 2009, the Governor tiie Bank of Canadaviark Carneywarned that Canadian families were
becoming more vulnerable to interest rate fluctuations. While other countries such as the United States and
Britainhave seen reductions in personal debtincome ratios, Canadians have added more debt. Mark Carney
concludes that up to 10 percent of households would face serious problems meeting their house payments if
interest rates ris&’ '® % The percentage ofduseholds where interest payments exceed 40 per cent of income
could increase to near 10 per cent by 2012 under certain interest rate assumptidnis is abovehe 6.1 percent
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average of the last 10 years, and well above the long term average. Mirfisieance Jim Flaherty echoed the
comments about the risk of rising personal debit*

This admission of the danger of the current situation is certainly welcome. However, it misses the crucial link to
the policiesdesigned andnplemented by both Carey and Flaherty. Reckless and irresponsible moves to
artificially stimulatehe housing market through inflated demand were done by luring those who cannot afford to
buy a house into buying one. Nowoth public figures act shockeslyrprised and worriecaboutthe 10 percent of
householdghat are expected to default once the interest rates go up.

The plot thickens from here. Neither Carney nor Flaherty discussed the inconvediscibsuremade by the
CMHC in 2008. CMHC demonstrated that it increased its approval of-higlhborrowers to prop up the housing
market. Exhibit.1shows the CMHC published scorecard.

Exhibit 5.1: CMHC Scorecard

Activity Performance Measures 2007 2008 2008
Actual Plan Actual
Provide a range of mortgage Total mortgage loan insurance approved ir 803,151 578,539 919,790
loan insurance products for units
homeownership and rental Total mortgage loan insurance approved 125,066 86,073 148,327
housing ($M) ) )
Percent of rental and high ratio 36.9 33 41.8

homeowners units approved to address les

served markets and/or to support specific

government priorities

Operating expense ratio (%) 10.7 12.1 12.0

Source: CMHCG

Focus on item #3. The growth in rental approwvah 2008 was not declared as substantial. Thus, the increase from

36.9 to 41.8 percent in approvals was mostly for higli homeowners. Did CMHC increase syibime lending to
osupport specific gover nme rCMHgsmassiveisdprime siagitfagelsthemeer t ai nl y
does a good job of maintaininget appearance of an economic recovery

With the Harper gover nmen tbibwsn sibprims lendimggperatofdt€>t ol | ed owut
Jacquie McNish and Greg McArthuriter (Friday, Dec. 12, 2008

New mortgage borrowers signed up for an estimatdulli@db60f risky 4ear

mortgages, more than half of the total new mortgages approved by banks, trust companies
and other lenders during that time, according to bankinguaadce sources. Those
sources estimated that 10 per cent of the mortgages, worth abdlidriere taken

out with no money down.

In aresearch note, Scotiabank econaisi Derek Holt and Karen Cordes confirm

Lenders have been scrambling to geghrprodusto put into the federal government's
Insured Mortgage Purchase Program over the months, and that may have translated into
excegsely generous financing terms.

Perhaps, CMHC does not havo bear the risk of the issuethortgages. It must behared by lenders as well. The
Mortgage credit outstanding published by CMHC strongly suggests otherwise (EBxBibit
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Exhibit 5.2: CMHC & Mortgage Credit Outstanding ($ millions)

2007 2008 1Q08 2Q08 3008 4Q08 1Q09
TOTAL 775,899 871,419 838,434 860,742 887,469 906,923 916,579
% change (year-over -year) 11.6 12.3 131 12.8 11.9 10.5 9.3
Banks 442,116 469,576 464,724 473,952 488,597 460,197 446,699
Trusts 8,550 9,802 9,450 9,702 10,110 10,226 10,108
Caisse & Cr. Unions 102,500 110,412 107,800 109,342 111,920 113,916 114,903
Life Ins. Co. 14,790 15,406 15,102 15,277 15,534 15,558 15,360
Pension Funds 13,238 15,105 14,385 14,954 15,409 15,553 15,914
Others 31,691 31,128 31,340 31,219 30,771 29,212 28,275
Special Purpose Vehicles 24,884 22,729 23,920 23,466 22,135 20,755 19.840
NHA MBS 138,130 197,260 171,713 182,828 192,993 241,505 265,480

Source: CMHC as per reference on americacanada.blogspat.com

The americacanada.blogspot.cdmoticed that between 200@ndQ1 2009 Canadian banks increased their
mortgage credit outstanding listed on their books by only 1 percent (from 442.1 billion to 446.7 billion). Over the
same period, CMHC increased its mortgagyedit outstanding through issuance of MBS (mortgaaked

securities) by 92 percent (from 138.1 billion to 265.5 billion). This is a strong indicator that banks are reluctant to
lend, while CMHCadds more liabilitieto its books to comply with politic motivated instructionsf the

government

Nearly 90 of mortgages issued between 2007 and 2009 were securitised through Mortgage Back Securities. By
definition

A mortgagbacked security (MBS) is an &ssdted security or debt obligation that
represets a claim on the cash flows from mortgage loans, most commonly on residential

property.

Mortgage securitisation is a process of aggregating mortgages in a pool, then issuing new securities backed by the
pool. It helps to mitigate the risk, spreading it@mgst a greater number of creditors. It also helpsliabilities off
lenders balance sheets.

CMHCds MBS should be a concern to all Canadians. MBS h
destruction in the US. When you think of MBS, think of Hariviae and Freddie Mathrough MBSAmerican

lenders spread the risk, sharing it with the parties who did not directly participate ipsuoie lending. Once the

bubble burst, it wasndt just | ender sgMBSmpheinpesrtfolinl e f or b
In Canada, the situation is different. MBSued by CMHGare guaranteelly the government of Canada. What it

means is when the loans go bad, the investors who purchased risky investments and benefitted from holding them
allthese yearswill not be responsible for losses. It will be Canadian taxpayers who are on the hook to

compensate for CMHG s -psimedending

Nearly 90 of mortgages issued between 2007 and 2009 were securitised. By the end of 2007, there were $138

billionin MBSthat isguaranteed by CMHC, which covers approximately 17 per cent of all outstanding mortgages.

By July 2009, that figure rose to $290 billion. CMHC's stated goal was to guarantee $340 billion by the end of this

year and is on track to reach $50fllion by the end of 2010, which would be wouild equal to 1/3 of the

Canadian GDP. I n fact, bet ween wilkeyexceed ttie cantbihed to@MHCd s i s
issued by CMHC in its 6%ear long history prior to 2008. To reiterate, ond®rrowers begin to default, it will be

Canadian taxpayers who will have to bailout CMHC.
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SECTION SUMMARY

At the beginning of this section, it was quoted:

How do you know if something was a bubble? If you prick it and it bursts, it probably was a
bubble. Ifou prick it and it goes back to the original size, it probabf{ wasn't.

The unfortunate fact is Canadians perceive the current situation in exactly the same way. The global economy is
viewed on the path to recovery. The worse appetode behindus,ath i f t he bubble didndt bu
bubble.

Unlike the US, Canada hhadan untapped pool of suprime borrowers. Through a lengthy period of abused
interest rates and suprime lending, the US has exhausted all means of adding more buyers imbixttee

support the housing boom. However, in Canada, the government was able to turn CMHC inte@isublender
andit opered thegates to thousands of new buyers to enter the housing market. The scheme worked, and new
demand reinflated the bubble.

In my conversations with others, | noticed mawigw this detrimental move gsositive: the bottordline is the
government did not allow prices to faltonsider this metaphor.

Everyone likes to party, but no one likedhangover. If one partied a bit too mudst night, he will face a

headache, nausea, dizziness, fatigue and other highly unppezstararty symptomstoday. One alternative is to

admit the mistake of yesterday, suffer through a day afybaer, and move on to leading mopeoductive life

tomorrow. Another alternative is to keep drinking. Drinking in the morning helpstocealsideeffects of the last

night party, or so | was toldJnfortunately,the proper remediation of hangoven this fashiorwill leaveyou dead

drunk again. So the hgaver was not fully experienced today, because it was postponed until tomorrow. Well,

tomorrow you will face the same tough choiéeexperience a hangover, which will be much worse after two days

of nonstop alcohol consumption, or keegridking. You may choose to continuewithed f i ght i ng fire wif
approach, but eventually substance abuse will catch up with you. At the worst, you may turn into a version of Ozzy
Osbourne, walk into your bedroom and announce to your wife (assumingstill have a wife at this point)

OWebve had a little talk and itds clear that yeu have
up, experience ruined personal and professional life, and be left with a bill for the gallonsofmemhalcohol.

On a serious note, the point of thabovemetaphor isthat sometimes it is necessary twknowledge irresponsible
behaviour andacet o d aewlifyim order to avoid a bigger problem in the future. If you think of the Canadian
government dring the 20072008 period, it acted as a friendly bartender who kept pouring drinks into your glass,
assuring/ou it will help to avoid a hamyer. Surely, the hangover was avoided on the day the glasses were filled
again. However, it cannot go on perpeliyaand the subsequent crisis will be much worse when it eventually
unravels.

The hangover is not a problem. It is a logical consequence of the behaviour exhibited the day before. Headache
and other unpleasant sigxffects are just the indicators of exa#ge and harmful toxins in your body. To avoid the
problem, you should concentrate on limiting alcohol consumption, and not fighting the headache. Similarly, when a
0l ow fuel éd | i ght t urnrilke lighttseif, but the loa &uel lel irt the ear. Pisablind them | s
light will not solvethe problem. Torectifyit you will need to make a trip ta gas stationpull out the wallet and
buysomegas

Economy functions in exactly the same manri&rop in housing prices is ndhe problemin itself It is an
indicator of excessively high housing prices, low affordability or oversupplhtrdéessue is imbalances in a
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particular asset class amn overalleconomyHou si ng pri ces woul d pl thewgderlyibge c aus e
fundamentabalue of the properties. The problem rectification efforts should be focused on purging these
imbalances from the systemndnot artificiallypropping up price.

The correction process is painful. No one likes to see the value of their homes going thomrever, this is a
necessary adjustment to bring all elements of the equdiawk tobalance. Agaimome prices will adjust because

they are not supported by fundamentals, and not because someone did not stop them from collapsing. As painful
as it is ina shortrun, the longterm benefits of it are quite obvious. Present affordability levels demand holase

to spendgreater portion of their incomeo cover home ownership costs. Aftethe housing price adjustments

home ownership costs will go dowrandhome buyers will retain a larger part of their incorf@ other things like
travel, clothingcarsand entertainmentlt makes aigdifference ifa property costs 3 times of your annual income
vs.5.2 in Toronto and 9.3 in Vancouver now.

Going back to thaliscussion about CMHC, it must be mentioned that the actions of the Canadian government
inflicted significant damage on Canada and its population. If you are of an opinion that the currerdngrices
supported by the underlying fundamentals, then you woutdably agree that the market forces would have
pushed the prices back up eventually. In such case, all the wagtefidingf the Harper governmenthas been
donein vain, as they are irrelevaint the bigger schema of thingshd upward correction wold have happened
with or without them, albeit at a slower pace.

However,ifyoub el i eve f unda me nthedduse ofecards s bdundtolc@lapse, espadely as new
storeys are continuously added to it, consider the impact of the Harper gowen® istervention. Assume if left

on its own, the realestate downturn of 2007 would have impacted a population of X thouspadple. Now,
another group of Y thousargbuyers has beeadded to the mix through various programs designed to support
home prices which pushed prices higheRising pricehaveprovoked a group of Z thousarsbuyers to chase the
momentum in fear of missing out on profits or being totally priced out from the market. Simultaneously, CMHC
insuredN billion dollarsin risky mortgages. The aftermath of the impeding housing market bust will no longer be
limited to the original X thousargipeople, but would also impact the Y + Z thousands buyeh® have been
sacrificed todrive home prices higher in 2002009. CMHC wauld face an excessively high default istteaming
from all three groups X, Y and Z (substantially higher than the-tengp average), andill unquestionably require
abailout.

Unfortunately, integrity and longgrm vision is a rare quality amongst pigians. Individuals such as Paul A.

Volcker and David A. Dodge, who have strong will to make politically unpopular moves to pdbiginrcountries

on a path to longierm prosperity, appear once in a generation. Much more frequently, Alan Greenspans, Ben
Bernanke and Mark Carney would show up on the scene, and implement politically convenient policies to build an
illusion of prosperity at the expense of lotgrm financial welbeing. Canadians own no favours to Steven Harper,
Jim Flaherty and Mark Carnélhey did not prevent the bubble from bursting; they merely postponed it. There are
no miracles in how the Canadian housing bubble managed to stay afloat. However, at the end, more homeowners
will suffer from the upcoming housing market correctiofhe hallooning national debt due to the careless-sub

prime lending of CMHC and wasteful programmes designed-iaftate the housing bubble will be shared by all
CanadiansAccording tothe CMHC financial statements, the corporation hady $8 billion equitypacking $200

billion in assefsOnce defaults risethe Canadiamovernment will have @ choice, but to baibut CMHC. The

scale ofbailoutwill likely dwarf all otherfinanciaemergency responses done by the Canadian governinghe

history of CanadaHigher national debincreasedaxesandreduced social services will be the direct result of the
Harper governmeridi istervention tomaintain an illusion of the Canadian housing market health
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6 RECESSION - A PECULIAR CASE OF R ISING PRICES AND VOL UMES

‘ OWhom the Gods wish to destroy they first make

Recession is a phase of economic cycle during which a slowdown in economic activity can be observed over a
period of time. While recessions are gea#y believed to be caused laydrop in spending, thanderlying causes
are more closely linked tbroadereconomicimbalances.

Recessions aratroubling experience for theeneral populationAs economy restructures itself, excesses in many
areas are eliminated, and thidomino effecd propagates throughhie systemimpactingnost other economic
sectors.Economic slowdown reduced demand for labdegcause of thewindling business activity, and causes
higher unemployment. It carries certain social implications, as wages are typically depressed, empldggdrpop
is fearful for their jobs and higher percentage of unemployed weights oru n tesoyrdess

In the environment of uncertainty, general population tends to scale back on much -@ssential expenditures,
such as restaurants ampensiveclothing. Typically, uncertain employment situation preg&spleto postpone

any major purchases such as cars and homes, as people either have no incomethefuadworry about their
future employment. It is logical to expect a slowdowrtlire housirg market. The diminishing u y eatidtyd
suppresses housing prices. Exhibitshows the correlation of the housing prices in Canada and economic activity
(recessional periods arfeighlightedoy shaded areas).

Exhibit 6.1: Canadian Existing Home Pricesd Annual Data (1980 to 2009)

Canadian Existing Home Priceé\nnual Data (1980 to 2009

Average Price (thousands

Source: MLS; CREA; Statistics Canada

Quite predictably Exhibit 6.1 confirms tha#économic downturns depress housing pricewidtsthe case during the
major recessions of 1982983 and 1991993, and the economic downturn of 1996. However, it is not the case
now. In fact, during the current recession housing prices in Toronto and Vancouver reactieteatigts. This
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