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* Efficiency — a housing-finance system with minimal
transaction costs

* Optimize credit risk — not too much, not too little

* Housing should not be a speculative asset — realistic price
appreciation, but no more

* A reasonable balance between home ownership and home
rental — ownership is not for everyone

* Foster a reasonable allocation between housing investments
and other types of investments — infrastructure, productive,
consumer goods, etc.

* Encourage financial stability, not
Instability
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e Strengths of Canadian housing finance

= Seems to work well overall, especially when compared to the
United States in recent years

= No mortgage-interest tax deduction, which encourages equity
accumulation in owner-occupied homes

= Prepayment penalties, to some degree
= Generally, recourse to defaulting mortgage borrowers
* \Weaknesses in Canadian housing finance

= Excessive reliance on balloon mortgages

- Both mortgages and mortgage debt relatively short term, creating some
mortgage rollover risk

= The government assumes substantial
mortgage credit risk through the CMHC,
specifically on high-LTV mortgages
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e Strengths of the U.S. housing finance system
= Wide variety of mortgage products, including long-term, fixed-
rate, fully amortizing mortgages as well as ARMs
e Key weaknesses in the U.S. housing finance system

» Mortgage interest deduction subsidizes mortgage debt, leading
homeowners to overleverage their homes

= Government now assumes most mortgage credit risk
= |Lack of recourse to defaulting borrowers

= |ack of prepayment penalties when refinancing fixed-rate
mortgages creates undesirable cross-subsidies

= Homeowners often have the option to not
escrow for real-estate taxes and Insurance
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* Both countries need to pass covered-bond statutes

* Both countries need to fully privatize mortgage credit risk
by imposing all of that risk on lenders

= Covered bonds effectively do that

* Canada should shift more towards fully-amortizing
mortgages

* The United States needs to phase out the home mortgage
Interest deduction — hard to do, though, politically

* Subject defaulting homeowners to recourse on their
mortgage debt

= This IS a state-law matter in the United States

* The U.S. government should cease Its
overpromotion of home ownership
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For more on covered bonds

* AEI held an excellent program on covered
bonds on September 19, 2008

* The House Financial Services Committee held
a hearing on covered bonds on December 15,
2009

* Rep. Scott Garrett (R-NJ) will soon
reintroduce legislation to create a
statutory framework for covered-
bond issuance In the United States



Thank you!

| am looking forward to
guestions and our discussion



