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INTRODUCTION

Little appears to be knoun about the Canadian housing finance
system outside of Canada itself, Partiy, this reflects the lack of a
dominating lending institution (such as British building societies or
American-savihgs and loan associations) and Canada has not becomer
involved in the international organisations concerned with housing finance.
This paper seeks to describe and explain housing finance in Canada and,
in doing so, illustrates the very wide range of institutions which provide
mortgage loans.

The first edition of this book was written following a four-day visit
to Canada in 1979 by the author. The assistance of the folloving, in
providing information and literature to the author, is gratefully

acknowledged -

André Forest, Vice President (Mortgages), Royal Trust Company
of Canada.

Rolf A. Sebaldi, Manager, Mortgage Administration, Head Office,
Montreal Trust.

Robert D. Warne, Director (Lending), Canada Mortgage and
Housing Corporation.

Mario De Felice, Chief, Mortgage Market Development, Canada
Mortgage and Housing Corporation.

William Potter, Executive Vice President, Trust Companies
Association of Canada.

James Sayers, Director, Research and Administration and Secretary,
Trust Companies Association of Canada.

A. R. Cooper, Property Assessment Adviser, The Canadlan Bankers'
Association.

Peter Gilbert, Manager, Divisional Mortgage Operatlons, Bank
of Montreal.

This second edition incorporates statistics for 1979 and describes

developments in the mortgage market between September 1979 and July 1980.

(iii)



NOTES

1. The only abbreviation used throughout this paper is CMHC which

étands for Canadé Mortgage and Hoﬁsing Corporation. Prior to June 1979,
this organisation was known as the Central Mortgage and Housing Corporation.
2. Throughout this paper, figures'aré quoted in Canadian dollars only.

It is difficult to translate these figures ints sterling or any other
currency, partly because the exchange rate has fluctuated so markedly in
recent years and paitly because exchange rates do nct.necessarily reflect
differing purchasing powers in terms of, for example, houses. The
following table shows movements in the Canadian rate vis-a-vis sterling

since 1973.

Period Dollars per Pound
1973 2.45 .~
1974 2.29 T
1975 : 2.26
1976 1.78
1977 1.86
1978 2.19
1979 . 2.49
1980 Q.1 ' 2.62
4.2 2.67

Source : Financial Statistics, August 1980,
Cs0, Table 13.1.

It will be seen that the exchange rate rose from $2.45 to
the pound in 1973 to $1.78 in 1976 but it has since fallen to $2.67 in
the second quarter of 1980. These figures compare vith fixed parities of

82.59 set in 1971 and $3.03 set in 1967.

(iv)



CHAPTER ONE

HOUSING IN CANADA

Introduction

Canada is the second largest Country in the World, covering
3,851,809 square miles. The Country is a federation comprising ten
provinces, each with considerable powers, and twe territories
directly under the jurisdiction of the Federal Government in Ottava.
The provincial governments are partlcularly powerful in the field
of housing.

The population of Canada was 23,715,000 at the end of 1979 and
it has been growing at about one per cent. per annum. Net family
formation is running at about 200,000 a year, higher than the figure
for Britain., Thus the Canadian population is less than half that of
Britain but the population is growing at a considerably faster rate.
About 75 per cent. of Canadianslive in urban areas and the main cities
are Montreal, Toronto, Vancouver and Ottawa.

By any standards the Canadiansare well housed and, indeed, they
believe themselves to be well served by the provision of housing. A
- recent detailed survey on housing in Canada, carried out by the Canada
Mortgage and Housing Corporation (CMHC) and Statisties Canada commented -

"The .basic picture that emerges is that by almost any measure
Canadians in the urban part of the Country are well housed.
The majority of the stock is less than 25 years old, is in
good quality, has most of the facilities generally considered
necessary, and provides a relatively high average amount of
space per person. Some problems of distribution are apparent
in specfic cities, however, and gaining access to adeguate
housing apparently imposes a high financial burden on special
groups. In addition, although most Canadians are well housed,
some are spending a large part of their income on shelter.”

It is significant that in Canada the concern is the cost of housing
wvhereas in Britain and some other countries the concern is far more the -
availability. As will be seen, the Canadians tend to give emphasis to
availability of housing, leaving costs to find their own level.

The Growth in the Housing Stock 1951-76

There has been a very rapid rate of housebuilding in Canada in the
post-war years, with the result that a high prcportion of the housing
stock is relatively new. This has also resulted in the housing stock
more than doubling between 1951 and 1976. Over the same period, the
number of households has also increascdrapidly and there has been a
particularly marked increase in non-family households - paralleling



similar developments in Western European countries. Table 1 shows-
movements in households and the housing stock between 1951 and 1976.

Table 1  Households, Housing Stock and Crowding, 1951-76

Year Housing  Households " Excess of Families not
Stock — . ' Houses over Comprising
Family Non- - Total Households  Households
Family -
1951 3,522,162 3,024,285 385,010 3,409,295 112,867 320,645
1961 4,744,715 3,948,935 605,801 4,554,736 189,979 235,951
1971 6,324,690 4,933,450 1,107,855 6,041,305 283,385 172,390

1976 7,550,900 5,633,940 1,532,150 7,166,090 384,810 122,940

Saurce : Canadian Housing Statistics, 1979, CMHE, 1980, Table 121,

It will be seen that, in 1951, there was a crude excess of houses over
households of 112,867 and, by 1976, this figure had increased to
384,810, The number of families not comprising separate households
has alsc declined markedly.

The Housing Stock and Housebuilding

By any standards Canada is very thinly populated and even the
major urban areas are less concentrated than is the case in many other
countries. Not surprisingly, houses therefore tend to be large,
detached and fairly well spaced out. The relatively modest price of
land means that people tend either to have a fairly substantial house
outside of the city centre or, alternatively, an apartment within the
town. Table Z analyses the housing stock in metropolitan areas as
in 1976,

Table 2 Dwelling Unit Type iIn Metropclitan Areas, 1976

Dwelling Type Percentage of Total
Single-detached 55.7
Semi-detached and duplex 9.4
Terrace 3.0
Apartment and other 31.8

Source : Canadian Housing Statistics, 1979,
- CMHC, 1980, Table 123.

It will be seen that 55.7 per cent. of houses were single detached
houses whereas the comparable figure for England is under 20 per cent.
Semi-detached houses (33 per cent. of the total in Britain) are far
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less common. Duplexes, which exist alsc in the USA, take the form
-of semi~detached houses - one of which is occupied by the owner and
the other is rented from him., Triplexes and quadruplexes also exist
in many cities. Apartments are not necessarily equated with poor
housing, as is the case in Britain, and apartments are owned as well
as rented. :

Housebuilding in Canada has shown a remarkable stability in recent
years compared with the situation in Britain. Between 1971 and 1979
the number of houses started ranged only from 197,000 to 273,000.
Partly, this may well reflect the ready availability of mortgage funds
at any time - a point wvhich will be examined in more detail in due
course. The only noticeable trend in the distribution of types of
dwvelling being built is a reduction in the proportion in the form of
apartments. This is illustrated in Table 3.

Table 3 Dwelling Starts by Type, 1971-79

Year Type of Dwelling

Single- Semi-Detached Terrace Apartment Total
Detached and Duplex

1971 98,056 13,751 ' 15,659 106,187 233,653
1972 115,570 13,649 - 16,980 103,715 249,914
1973 131,552 13,235 17,291 106,451 268,529
1974 122,143 11,023 14,932 74,025 222,123
1975 123,929 15,403 21,763 70,361 231,456
1976 134,313 15,890 - . 33,676 89,324 273,203
1977 108,403 18,373 26,621 92,327 245,724
1978 110,029 19,932 20,379 77,327 227,667
1979 109,117 16,296 13,249 58,387 197,049

Source : Canadian Housing Statistics, 1979, CMHC, 1980, Table 9.

bt -

Housing Tenure

Owner-occupation has been the major tenure for many years and
most Canadians expect to own their own houses or apartments. Table 4
shows the distribution of the housing stock between the tenures in the
metropolitan areas as at the end of 1976.

Table 4 Dwelling Tenure in Metropolitan Areas, 1974

Tenure Percentage of Total
Owner-occupied 6l1.8

. Rented 38.2

Source : Canadian Housing Statistics, 1979,
CMHC, 1980, Table 123.

3.



It will be seen that 61.8 per cent. of houses were owner-ceccupied
and the remaining 38.2 per cent. were rented. The vast bulk of rented
dyelling units are .privately owned and there is an adequate supply of
houses available for rent. For the most part, Government controls
have not had the adverse effect on the private rented sector that has
been the case in other countries, notably Britain.

To a greater extent than is common elsewhere, the tax and subsidy
system is neutral between owner-occcupation and renting. While some
Government housing for low-income families is available, most tenants
have to pay an unsubsidised market rent and, similarly, the mortgage
rate is also set at a market level. At the time of writing the mortgage
rate in Canada is about 14 per cent., similar to the levels in the
United States and Britain.



CHAPTER TWO

THE DEVELOPMENT OF HOUSING FINANCE

A Brief Description of Housing Finance Institutions in Canada

Studying housing finance systems is something of a circular process.
It is not easy to understand the system or how it has developed without
knowing a-little about the institutions and, equally, one cannot understand
the institutions without knowing about the system. In this section, the
various institutions that play a part in housing finance are listed and
a very brief description of their activities is given. This should
facilitate the understanding of the remainder of this chapter and the
following two chapters. The various institutions are described in more
detail in Chapters five to.eight.

The major institutions concerned with hausing finance in Canada are -

Trust Companies

~ Trust companies originally conducted estate and trust business,
acting as executors, trustees and administrators under rules or by
appointment, as trustees under various settlements, as agents in the
management of estates; as guardians, as financial agents, as transfer
agents and registrars of stock and bond issues, as trustees for bond
issues and as authorised trustees in bankruptcies. However, the trust
companies rapidly developed depcsit-taking and real estate functions
by accepting trust deposits and offering guaranteed investment certificates.
It is these funds which are used to provide mortgage loans and over 70 per’
cerit. of the assets of trust companies are in the form of mortgages.

Mortgage lLoan Companies

Mortgage loan companies are similar in their method of operation to
trust companies in that they accept deposits. However, unlike trust
companies, they raise money through debenture issues rather than investment
certificates. Many loan companies are, in fact, associated with or even
owned by trust companies and chartered banks.,

Chartered Banks

Canada has eleven very large privately owned chartered banks. Their
activities are wider than those of the British clearing banks in that, in
addition to offering a full banking service, they make loans under a wide
variety of conditions for commercial, industrial, agricultural and consumer
purposes and they are of major importance in_the mortgage market.

-Life Insurance Companies

The life insurance companies in Canada operate on a similar basis to
those in other countries. Originally, the insurance companies dominated



the mortgage market but the level of their activity has been declining
markedly in recent years, especially in the single family housing sector.

Pension Funds

Many pension funds are managed by trust companies as trustees are
required by law. In recent years pension funds have been purchasing
mortgages from originating institutions.

Credit Uniocns

Credit unions have been growing very rapidly in recent years. They
operate in a similar way to credit unions in other countries but tend
to be more sophisticated and have rather taken the role that in other
countries is performed by savings banks. The credit unions have recently
been increasing their involvement in mortgage lending.

Provincial Governments

The ten provincial governments have powers tolbuild housing and
make mortgage loans and are partly responsible for the formulation of
housing policy in their respective provinces as well as for its implementation.

Canada Mortgage and Housing Corporation

This body, until June 1979 the Central Mortgage and Housing
Corporation, is a Government agency responsible for the implementation of
federal housing programmes, for insuring mortgages under the National
Housing Act and for a limited volume of mortgage lending.

(1)

‘The Early Development of Housing Finance in Canads

Building societies developed in the middle of the 19th Century in
Canada and operated in a similar way to British terminating building
societies. The Building Societies Act 1859 gave legal status to the
permanent type of building soeciety. In the late 19th Century building
. societies developed from their simple origins into fairly sophisticated
financial intermediaries. However, by the end of the Century, societies
had virtually disappeared as separate entities as such. During the 1890s
other companies including trust companies came into the mortgage market
and, in 1897, a Loan Corporations Act removed the legal distinction
between building societies and other loan companies. These other loan
companies in fact raised much of their funds on the British capital market,
re-investing the proceeds into Canadian mortgage loans. The loan companies
declined in importance throughout the early part of the 20th Century and
by the beginning of the Second World War were of comparatively little
importance.

(i) This section draws heavily on The Canadian Mortgage Market,
Carroll R. Melton, International Union of Building Societies
and Savings Associations, Internaticnal Research Paper No.2Z,
July 1979,




As building societies and loan companies declined in importance so
their place was taken. by trust companies. In 1912 they were first
authorised to act as trustees for investments and, by 1921, they could
accept deposits for investment and were able to guarantee rates of interest
. on their deposits for a fixed term. The trust companies immediately loaked
to the mortgage market as an investment medium.

" As in the United States, the life companies tended to dominate
mortgage business in the first half of the 20th Century. In fact,
before trust companies developed into major mortgage lenders themselves,
they acted as "correspondents” for the life companies - selling
policies, collecting premiums and introducing investments. It was not
only the Canadian life companies which benefited from this correspondent
activity - American life companies also used Canadian trust companies
for this purpose. By the 1940s the life companies accounted for over
40 per cent. of all mortgage lending but their importance in the market
has been declining ever since, particularly in the housing sector.

Recent Developments in Housing Finance

The pattern of hausing finance has changed greatly in Canada
since the early 1950s and some experts have argued further that it has
changed more in the past twenty months than in the previous twenty
years. There have been marked changes, both in the institutions'
share of the total mortgage market and in the terms on which mortgage
loans are made. The two are, in fact, closely connected.

Table 5 shows the changes in the distribution of mortgage loans
outstanding from 1939 to 1979. ' '

Table 5 Distribution of Mortgage Loans Outstanding

-

AYear Life Chartered Loan  Trust Other Gavernment & Corporate Credit Pension Estates,Trusts
»  Compenisa Banks Companies Companies Compenies Gavernment Lenders Unigns Funds & Agency
Agencies Funds of
% % % 5 k] % % % % g s
1939 43 - 19 10 2 20 7 - Co- C -
1949 56 - 15 7 1 24 2 - - -
1959 a1l 13 8 5 1 22 4 4 - -
1362 27 5 g 12 1 23 7 4 3. ?
1979 13 1 g 21 1 11 3 12 5 10

Source : (Canadian Housing Statisties, 1979, CMHC, 1980, Table 85.

" The following major changes -are evident - '

(a) The continued decline in the importance of life
companies since 1947.

(b) - The very erratic sHare of the mortgage marke
taken by chartered banks. . :



s

(¢) The deelining share of the market taken by loan
companies.

- (d) The rising share of the market taken by trust

companies.

(e) The recent reduction‘in Government and Government
agency activity.

" (f) The rapid growth, from almost nothing, of credit

unions, pension funds and estates, trust and
agency funds of trust companies.

As will be seen, many of these changes can be explained by legislative

measures.

The first major legisiation affecting housing finance was the

- Dominion Housing Act 1935. Priocr to this time, residential mortgages

were limited to 60 per cent. of the value of the property. This new
Act made loans possible for 80 per cent. of valuation with the Government
taking the partion of the loan in excess of 40 per cent.

The 1944 National Housing Act established the Central Mortgage and
Housing Corporation (CMHC),now Canada Mortgage and Housing Corporation,
but it was the 1954 National Housing Act that was the beginning of the
modern era of housing finance. This provided for Government insured
loans equal to 90 per cent. of the value of new houses with the top
one-third of the loan being insured by the Government. The rate of interest
at which loans under the Act could be made was stipulated by the Government
and was changed from o time fo time to reflect market conditions. At the
same time, the chartered banks were permitted to make National Housing Act
(NHA) loans and this marked their entry into the mortgage market and is
réflected in the growth of their share of the total market from zero in
1948 to 12 per cent. in 1958.

However, by the late 1950s, the market succeeded in undoing what
the Government had done. Although the banks were permitted to make NHA
loans, they wers not allowed to charge more than six per cent. on loans
and, while this did not matter in the early 1950s when interest rates
vere low, when interest rates rose at the end of the decade, the banks
found themselves unable ta make loans, hence the sharp reduction in their
share of the mortgage market to four per cent. in 1968.

During the 1960s the major trend was the very sharp reduction in the
share of the market accounted for by the life companies as their interest

_shifted to financing commercial property, as well as a reduction in bank

activity, and the grouth of trust companies, together with their associated
frust funds and pension funds.

The 1967 Bank Act (in Canada, there are major revisions to the Bank
Act approximately every ten years) removed the six per ecent. interest
rate ceiling for bank loans and permitted banks to make NHA insured loans
at the current rate permissible. The banks were also authorised, for
the first time, to make conventional loans - that is, uninsured loans
which cannot be for more than 75 per cent. of the value of the property.
In 1970 the banks were permifted to make non-NHA insured loans for over
75 per cent. of valuation on the same basis as other institutions.



The major lending institutions also tock an initiative of their
oun in the 1960s by recognising the need for the more general application
of high percentage loans. They formed Central Convenants Limited to
make second loans such that the total loan package was a high percentage
of the value. The entire mortgage was written as one document and a
premium of % per cent. over the normal rate was charged. They also
formed the Mortgage Insurance Company of Canada to guarantee the loan.
Central Convenants Limited has now ceased to exist in its original form
but the Mortgage Insurance Company of Canada remains as an important
institution to insure high ratio loans. As a result of this innovation,
the gap between the rate of interest on conuentlonal loans and on NHA
loans narroved.

Prior to 1969, the Government had always set a maximum interest
rate for NHA loans and, inevitably, this tended to lag behind other market
rates of interest. However, in that year the Government abolished the
maximum rate allowing NHA loans to be made at the going market rate of
interest.

‘The major effect of these legislative changes in the late 1960s
has been the huge increase in lending by the chartered banks (illustrated.
in Table 5). However, the trust companies have also continued to
increase their share of the market - largely at the expense of the life
companies. A reduction in Government inveolvement has taken place largely -
through the medium of the secondary mortgage market with the Government's
loans being purchased by other institutional investors. This aspect of =
the mortgage market is examined in more detail in Chapter feur.

Developments in the Last Few Years

For the most part, recent developments in housing finance in Canada
are covered in the following chapters and, at this stage, it is
sufficient to say that there have been no major legislative measures,
largely because the decennial revision process initiated in 1977 is still
going on. However, a number of important trends should be mentioned -

{(a) The Federal Government, through the CMHC, has
sought to become less involved in the mortgage
market and concentrate, instead, more extensively
on public housing and rehabilitation schemes
rot readily financed by private lenders. Thus
in March 1979 the National Housing Act was amended,
inter alia, to authorise CMHC to insure mortgage
loans for the purchase, repair, conversion or.
refinancing of existing rental housing projects
and to insure home improvement loans.

(b) New forms of mortgage instruments have been intro-
dueed, largely on the initiatives of the banks
and trust companies.

(e} The mortgage market has become more oompetltlve and,
as a result, more innovative.

9.



CHAPTER THREE

THE CURRENT HOUSING FINANCE SYSTEM

The Institutions

In the previous chapter the institutions involved in housing
finance were described very briefly. This section sets -out the share
of the mortgage market accounted for by these various institutions and
mortgage lending activity over the past few years.

Table 6 shows mortgage loans outstanding at the end of 1979, It

should be noted that the figures apply to all mortgage loans and not just
to residential mortgage loans.

Table 6 Mortgage Loans QOutstanding, 1979

Institution Amount Percentage of Total
2m

Life insurance companies 15,700 - 13.2
Chartered banks 18,900 15.9
"Loan companies 9,400 7.9
Trust companies 25,000 C21.1
Estates, trusisand agency

funds of trust companies 11,700 9.9
Credit unions 14,400 12.1
Government & government

agencies 13,106 11.1
Corporate lenders 3,545 3.0
Pension funds 5,552 4.7
Others 1,252 1.1
Total 118,555 100.0

Source : Canadian Housing Statisties, 1979, CMHC, 1980, Table 85.

The table presents a very sharp contrast with the peosition in Britain
vhere building societies, at the end of 1979, accounted for 82 per
cent. of residential mortgage debt outstanding. It will be seen that
no institution had more than 22 per cent. of mortgage loans outstanding
- and no less than five types of institution had between 11 and 22 per
cent. of the total.

At this stage, it is helpful to make the distinction between
institutions originating mortgage loans (the lenders) and institutions

holding mertgage loans. - In Britain, the concept of a secondary mortgage market

is unknown. Institutions which make mortgage loans continue to hold
them and the loans are not sold from one institution to another. In

10.



other countries mortgage loans can, typically, be sold and Canada is no
exception. Of the institutions listed in Table 6 it is, broadly speaking,
the chartered banks,. life insurance companies, trust companies and loan
companies who are responsible for making loans while the other imstitutions
obtain their loans by purchasing them from originating institutions -
although some may alsc do direct lending. The nature of the secondary
market is described more fully in the following chapter.

Table 7 shows gross hortgage approvals on residential property
alone by type of institution for the period 197G-79.

Table 7 Gross Mortgage Approvals on Residential Property by
Type of Institution, 1970-79.

Year Chartered Banks Life Insurance Companies Trust. Companies Loan Companies Other Total
Bm % fm . % Bm % Fm 5 Em % . 8m
1970 493 23 - 216 1o 892 42 JBe 18 134 4 2,121
1971 1,104 29 426 11 1,353 35 786 21 159 &4 3,828
1972 . 1,486 30 523 1l 1,652 35 1,056 22 183 4 4,900
1973 2,188 32 743 11 . 2,749 39 1,123 18 188 2. 6,971
1976 1,903 32 561 . i) 2,071 35 1,211 21 133 2 5,879
1975 2,786 31 752 8 3,293 37 1,925 21 249 3 9,005
1976 2,810 28 1,183 12 3,960 39 1,869 18 380 4 10,202
1977 4,504 32 1,810 11 5,241 36 2,731 19 423 3 14,509 °
1978 4,918 36 1,200 9 4,859 3% 2,489 18 31 3 15,896
3 14,059

1979 5,208 37 1,265 - 2 4,325 31 2,900 21 381

Source : Canadian Housing Statistics, 1979, CMHC, 1980, Table 34.

Note: "Other" includes Quebec Savings Banks, mutual benefit
and fraternal societies, pension funds and mortgage
investment brokers.

>

It vill be seen that the share of approvals taken by the major institutions
has not changed greatly since 1970 although, .of course, the banks did
increase their lending from virtually nothing in the mid=1960s. The

table shows that the trust companies and loan companies accounted for over
half of mortgage loans originated and the chartered banks accounted for

more than ome third.

The major institutions do not divide their lending equally between
nev residential construction and loans on existing residential property.
This is illustrated in Table 8 which also shows mortgage lending on non-
residential property.

11.
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Table 8 Gross Mortgage Approvals by Type of Institution, 1979

Ingtitution New Residential Existing Residentizl All Residential Non-Residential Total
: Conatruction Property Property Property
_ Em % Bm % £m % Bm % &m

Chartered banks 1,938 35 3,271 39 5,209 37 [ |
- Life insursnce companies 829 15 ’416 5 1:245 g 1,322 ég - g‘gg

Trust companies 1,371 25 2,954 35 4,325 . 31 708 22 5’029
.. Loan companies 1,210 22 1,890 20 2,900 21 507 16 3,1&06 ’

Bther 233 Iy 148 2 381 3 1 - "381

Tatal ! ’ 5,580 100 8,479 100 14,059 100 3,142 100 17,201

Soures Qi Canadian Housing Statistics, 1979, CMHC, 1980, Table 34.

It will be seen that the life companies concentrate their residential
mortgage lending on new houses and, generally, they will negotiate bulk
dealswith the housebuilders. Loan and trust companies, by contrast, have
a greater share of the existing property market.

The banks do comparatively little mortgage lending on non-residential
property but both the trust and loan companies do maintain a reasonable
presence in this markst. The life insurance companies account for over
half of mortgage lending on non-residential property and such lending, in
turn, accnunts for over half of thelr mortgage lending.

It will be noted, at this stage, that lending on new residential
construction accounts for 40 per cent. of total residential mortgage
lending compared with under 20 per cent. in Britain. However, the divergence
between the two figures can partly be explained by the fact that mortgage
loans can be "assumed" when a house changes hands; this point is explained
in more detail subsequently.

The Availability of Mortgage Loans

Perhaps the one feature of the Canadian housing finance system which
distinguishes it from the system in Britain is that mortgage loans are
‘gavailable on demand. It is possible to approach any lending institution
and ask for (and obtain) a mortgage loan provided, of course, that the
applicant is creditworthy and that the property represents adequate
security. Lenders do not attempt to make moral judgements as to who
should or should not have loans, there is no waiting list and no delays
before mortgage loans can be obtained. It goes without saying that such
a system can only operate where the martgage rate is set at the market
clearing level and in Canada it is. Mortgage lenders charge the highest
mortgage rate that the market will permit and, thereby, aim to "clear
the market". The mortgage rate will therefore be changed from time to
time, reflecting market conditions, and changes can be made at any
time if necessary. .The profit margin of lenders is determined by the
difference between what they have to pay for their funds and the mortgage
rate determined in the market. Because the mortgage rate is not determined

12.



institutionally - informally or otherwise - there is no Government
pressure to hold the mortgage rate down and no "moral suasion" is used
against lenders. Nor are there any usury laws, such as in the United
States, which prevent mortgage rates going above a certain ceiling. An
increase in mortgage rates does not create publicity except in extreme
cases, However, as will be seen in due course, unlike in Britain,
increases in mortgage rates only affect new borrowers or those about

to renew their loans. :

The Financing of New Houses

‘It is normal for property developers to come ta an arrangement with
a lending institution to reserve funds for purchasers of newly constructed
houses. Table 9 shows an analysis of how housing starts in 1979 were
financed,

Table 9 Dwelling Starts by Principal Source of Financing, 1979

Type of Funds Number of Percentage of
: Starts : Total

Public funds

Under NHA 10,023 5.1

Other 3,228 1.6

Total 13,251 : - 6.7
Institutional funds

Under NHA 38,680 , 19.6

Conventional loans 83,000 42,1

Total 121,680 61.8
Other funds 62,118 31.5
Total - 197,049 100.0

Source : Canadian Housing Statisties, 1979, CMHC, 1980, Table 14.

It will be seen that anly 6.7 per cent. of houses were financed by public
funds. This compares with a figure of nearer 40 per cent. in Britain.
62 per cent. of starts were financed by institutional funds and half of
these were conventional mortdage loans. Other funds accounted for 31.5
per cent., of starts.

In terms of amounts, it is estimated that institutional funds

. provided 49 per cent, of the finance for residential construction, ouners'
- equity 18 per cent., public funds 5 per cent. and other expenditure

29 per cent.

Loans are initially made to the developer seo as to enable him to
finance construction and, at a later stage, they will then be transferred
to the purchasers. Thig is in contrast to the position in Britain whereby
developers normally raise funds from the banking system in order to finance
construction and the building society only enters the picture when the
house is purchased.

13.



Purchasing Secondhand Dwellings

It has already been noted that lending to finance new construction
accounts for 40 per cent. of total residential mortgage lending in
Canada - compared with under 20 per cent. in Britain. However, these
- figures should not be taken at their face value. A fairly high propors-
tion of building society lending in Britain takes the form of money
being re-cycled., That is, as people move house so a loan is repaid
and another loan taken out - thereby inflating the overall gross lending
figure. In Canada it is almost invariably possible for the purchaser
of a secondhand house to "assume” the loan of the vendor. That is, by
a very simple legal device, the mortgage is transferred from one person
to another and the repayments continue as before. Because there is never
‘a shortage of mortgage funds in Canada, the lending insHtutions are
happy to agree to this arrangement provided, of course, that the new
borrover is creditworthy. If the new borrover requires a larger loan
then it may be necessary for the first loan to be redeesmed and a new loan
taken out - in which case it will be at the current rate of interest
rather than at the previous rate or at a "blended" rate.

However, rather than re-mortgage, some of the trust companies will
give a second loan to allow the first low interest loan to be retained.
Originally, this was done to help the realtor (estate agent) subsidiaries
of the trust companies to sell houses but the facility is now more
generally available. The first and second loans together would not be
allowved to exceed 75 per cent. of value in such cases.

The Mortgage Term

The distinguishing feature of the Canadian housing finance system
is the "rollover", Mortgage loans are granted at the prevailing rate
of interest sufficient to clear the market. The loan is normally given
for a 25 year amortization schedule, in which case the repayments would
be very similar to those on a British mortgage over the same peried.
However, the term of the loan is not 25 years but, until recently, was
five years. At the end of the five year period, the loan became
repayable., Thus, the borrower could be assured of a fixed rate of
interest for a five year period., At the end of the five years horrowers
vere always given the option of renewing the loan at the prevailing
mortgage rate. In recent years, of course, this has tended to mean a
higher rate but, given that incomes have also increased rapidly over
five year periods, this has not caused any great problem. (Borrowers
can make partial pre-payments during the term but these are subject to
a fairly heavy penalty.) However, if a borrower does not wish to renev
his lgan then he can repay it entirely without penalty. In practice, of
course, most borrowers do seek to renew the loan for at least one term
although, as in Britain, loans may be paid off when, for example, estates
are inherited from parents.
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More recently, the lending institutions began to offer loans with
three year terms, two year terms and even one year terms. These loans
enable borrowers effectively {o '"gamble™ on future interest rates. If
they believe that interest rates generally will fall then they will
take out a one year loan in the expectation of being able to
renev it a year later at a lower rate of interest., If they gamble
vrongly then they will have to renew their loan at a higher rate of
interest. In early 1980 mortgage rates rose to as high as 17 per cent.
‘(although by July rates had fallen back to 13-13.5 per cent.) and most
loans were issued with one year terms; indeed, some lenders even offered
six month terms.

The lending institutions have also introduced ancther innovation
in the form of open mortgages by which the loan can be repaid at any
time without pemalty. However because, as will be seen in the next
section, the institutions raise their funds generally on a fixed term
basis, this does threaten the financial stability of the lending
institutions and therefore a higher rate of interest (% per cent. or,
more recently, % per cent.) is charged on such leans.

Thus, at any time, the Canadian house-parchaser not only knouws
that he can obtain a mortgage when he wantsone but he has a choice of
a five, four, three, two or one year term or he can take out an cpen ]
mortgage which can be redeemed at any time. The lending institutions -
in particular the banks - advertise the various loans which they offer
and there is exceptionally strong competition in the market. The
general feeling is that the demand for mortgage funds is likely to run
below the likely supply and the lending institutions will compete strongly
for a declining market and will need to consider diversifying their  —
lending.

The Financing of House-Purchase Loans

The methods by which the various lending institutions obtain funds
arediscussed in more detzil in Chapters five - seven.. By far the most
important method is the guaranteed investment certificate. Commonly,
these are issued for five year terms and offer a guaranteed fixed rate
of interest. Increasingly certificates for lesser terms are alsc issued
and the lending institutions also use some of the funds which they may
dbtain in the form of savings deposits for loans for house-purchase.
1t will now be apparent why the mortgage rollover aperates in
Canada. The institutions will seek to match assets and liabilities by
conducting their operations lsrgely on a five year basis. Thus if, in
one month, a lending institution expects to raise 310 million through
‘five year certificates at a rate of interest of 10 per cent., then it
vould seek to lend that money, again for a fixed five year term, at a
rate of interest of, say, 11.5 per cent. sufficient to pay the interest to
investors and to make a reasonable profit - say 1.5 per cent. at present.
It will be equally apparent why lenders cannot allow premature redemption
without penalty given that mortgages are available on demand. If, for
example, interest rates dropped to, say, 10 per cent. then holders of
11.5 per cent. loans would know that they could be refinanced at 10 per
cent. and, if they were not penalised, would seek to redeem loans - thus
denying lending institutions a yield of 11.5 per cent. but the latter
wvould still have to meet the 10 per ‘cent. interest payment to investors.
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Althdugh shorter loan terms are now being offered, the institutions
still seek to match assets and liabilities and, thus, one year term
loans will be matched by one year investment certificates and sc. on.

Thig method of financing house-purchase is an interesting
compromise between the variable rate mortgage in Britain which,
effectively, matches assets and liabilities by permitting the rate of
interest on both sides of the balance sheet to be varied simultaneously,
and financing of house-purchase through the issuing of long-term bonds,
as is common in various Continental countries. The Canadians seem very
well satisfied with this system, which is sufficiently flexible to ensure
a steady supply of mortgage funds at all times but does not result in a
substantial variation in the mortgage rate that is inherent in the British
system. -

Mortgage Insurance

Mortgage insurance is particularly important in Canada for two
reasons -

(a) Legislation currently prevents loans being made
for more than 75 per cent. of valuation without
mortgage insurance and changes in legislation in
this area have played a major part in framing the
development of the mortgage market.

(b) Mortgage loans are sold in Canada and, as with
any secondary mortgage market, mortgage insurance
is essential.

There are two forms of mortgage insurance in Canada -

{a) Insurance under the National Housing Act 1954
which is administered by the CMHC.

(b) Private insurance which has been possible
since 1964.

.There are two private mortgage insurance companies -
(a) The Mortgage Insurance Company of Canada (MICC).
(b) Insmor Insurance Company of Canada (IICC).

- Table 10 shows the distribution of mortgage policies in force as at
the end of 1977.
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Table 10 Mortgage Insurance Policies in Force, 1977

Tnsurer gnount  Percentage of

Canada Mortgage and Housing Corparation 17,874 59.7

Mortgage Insurance Company .of Canada 8,400 28.0
Insmor Insurance Company of Canada 3,643 12.2
Total o 29,917 100.0

Source : NHA Insured Mortgages as an Investment, CMHC, 1979.

It will be seen that NHA insurance administered by the CMHC accounted
for over half of total policies in force, with MICC policies accounting
for the bulk of the remainder,

Nearly three-quarters of the amount lent on residential mortgage
loans is insured; with the non-insured mortgages being those for under
-~ 75 per cent. of purchase price. Table 11 shows the amount lent on
residential property in 1977 by type of insurance.

Table 11 Mortgage Insurance, Residential Property, 1977

Type of Insurance Amount of  Percentage of

Loans Total
2m
National Housing Act (CMHC) 6,250 - 42.7
Mortgage Insurance Company of Canada 3,200 21.8
Insmor Insurance Company of Canada 1,000 6.8
Non-insured 4,200 28.7

Source : NHA Insured Mortgages as an Investment, CMHC, 1979,

It will be evident that NHA insurance is particularly important in
the Canadian housing market. In order to make what is described as an
NHA loan, a lending institution must be approved by the CMHC. All of
the major lenders are, in fact, approved by the CMHC. .

Approved lenders must review applicationsfor NHA insured mortgages
following prudent lending practices and adhering to the provisions of
the National Housing Act and Loan Regulations, If the lender is willing
to approve the application, he submits to CMHC a request for an under-
taking to insure. CMHC will then evaluate the proposal and this will
include an appraisal of the property by its own staff so as to assure
that all NHA standards have been met. The creditworthiness of the
barrowver is also evaluated and normally the ratic of gross debt service
charges to the borrower's income should not exceed 30 per cent. Currently,
an NHA loan must not exceed 95 per cent. of the first 350,000 of house
value plus 75 per cent. of any amount in excess of %50,000.
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Until recently, NHA loans could not be for terms of under five
years but now one year terms are permissible. When the twelfth and
twenty-fourth monthly payments are due, the borrower is permitted to
repay 10 per cent. of the total capital debt on a non-cumulative
basis and, after thirty-six monthly payments, all or part of the
balance can be repaid with a penalty. However, lenders are still able
to impose a three month interest charge for premature repayments in
excess of the allowed 10 per cent.

The premium for NHA insurance ranges from seven-eighths to one-and-
a-quarter per cent. of the entire loan amount.

The NHA insurance fund stood at 3632 million at the end of 1978.
In order to make a claim against the fund the approved lender servicing
the mortgage must acquire a clear marketable title to the property,
file a claim with CMHC within 30 days after title acquisition and be
prepared to convey the title to CMHC clear of all encumbrances, Full
payment is made by CMHC within fifteen days from the date of the transfer
or conveyance from the lender to CMHC. The payment to policy holders
represents a sum of four items -~ :

- (a) 100 per cent. of the mortgage principal autstanding.

(b) The mortgage rate of interest for a period of
default of up to twelve months.

(e) The mortgage rate of interest less 2 per cent.
.. for.a further period of up to six months.

(d) ‘All reasonable legal acquisition costs and other
approved borrowing charges - such as taxes, fire
insurance premiums and property protection expenses.

Traditionally, the chartered banks have been the most impartant
NHA lenders. They have accounted for about half of NHA loans in recent
years with trust and loan companies being respensible for most of the
remainder,

Private mortgage insurance is a little more flexible than NHA
insurance. The private insurers normally satisfy themselves that the
lender is adopting prudent lending criteria and is managing mortgages on
a proper basis and applicationsfor insurance are approved as a matter
of routine. In this respect, mortgage insurance operates in a very

. similar manner to the method in Britain and the insurance companies can

operate on very low costs. Private insurers will take over the property

of defaulting borrowers in a manner similar to CMHC.
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CHAPTER FOUR

THE SECONDARY MORTGAGE MARKET

. A secondary mortgage market is a concept unknown in Britain but
very common in most other advanced countries. Before examining the
secondary mortgage market in Canada in detail, it is necessary to
describe briefly the distinction between primary and secondary
markets, the conditions that are likely to result in the formation of
a secondary mortgage market and the way in which secondary markets
operate.

A primary market is one which involves a mortgage borrower and
a mortgage lender in a transaction. Thus, if a building society makes
a loan to a house-purchaser then that is a transaction in vhat is
called the primary market. A secondary market develops where a lending
institution sells a loan which it has made to an investing institution.
Thus, if a secondary market existed in Britain, it might take the farm
of a building society making a loan to a borrower and then selling the
loan to a third party « generally an institutional investor., The borrower
would still maintain his contractual relationship with the originating
building society and the property would be charged to the society.
It would be the beneficial ownership of the mortgage - that is, in effect,
the right to repayments and intersst - wvhich would be sold. The lending
institution would normally retain the servicing of the mortgage - that
is the collecting of mortgage repayments and other receipts and, if
necessary, dealing with arrears problems - and it would charge a fee for
this to the investor/purchaser.

A secondary mortgage market would exist where there is an imbalance
between the supply of investment funds and the demand for those funds.
This imbalance may be a regional one. for example, in the United States,
most financizl institutions are prohibited from operating across state
borders. Also, in some states, usury laws prevent money being lent at
a rate of interest sufficient to cover the costs of raising that money.
In other states, particularly those growing rapidly, the demand for
mortgage funds exceeds the ability of local investment institutions fo
meet that demand. In such a case, loans will be made in areas of capital
surplus. In the United States this has been a major feature of the
financial system not only because of usury laws and the limitation on
the geographical gperation of financial institutions but alssc because
the demand for capital funds. has been in the West whereas the traditional
savings areas have been in the East. In countries where financial
institutions operate nationwide - such as Britain and Canada - a secondary
market is not needed to overcome such problems.

A secondary mortgage market may also develop if those institutions
which attract capital are not able, or do not wish, to lend directly
to those sectors requiring capital; this factor has played a major role
in the development of secondary mortgage markets where the regional
problem does not exist. Throughout the World, pension funds and insurance
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companies have been accumulating assets at a rate faster than other
financial institutions yet such institutions generally have not wished
to make direct loans to those individuals and institutions requiring
finance. B8y contrast, lending institutions may develop a capac;ty to
originate and service loans far greater than their capacity to raise
money to finance such loans. Where this situation develops lending
institutions may well find it profitable to originate, process and
service loans and then sell them to other institutions. —

Where the conditions which virtually necessitate the operation of
a secondary fTinancial market develop then, almost certainly, instruments
will be devised wvhich enable a secondary market to work. The
experiences of both Canada and America show that a secondary market
needs the following conditions -

(a) An imbalance between the supply of and demand for
investment funds either between institutions or
regions (the points oovered above).

(b} - The mortgage must be turned into an investment
which is attractive in relation to other investments.

(c) Preferably, institutions purchasing mortgages should
be able to sell them and, for this reason, a bond
is preferable to outright ownership of a loan.

(dY  The investor needs to be confident that his asset will
be adequately serviced.

(e) The return on the investment must be measurable,
certain in relation to other rates of interest and
not within the control of the lending institution.

The Nature of the Secondary Mortgage Market in Canada

The secondary mortgage market in Canada has developed primarily
because lending institutions have developed a capacity to originate,
process and service loans greater than that which they are willing to hold
. in their oun portfolios, and because the pattern of savings has shifted
with more money being held with pension and other investment funds -and
insurance companies. Most financial institutions in Canada operate
throughout the entire Country and thus there is not the need for such
an extensive secondary mortgage market as is the case in the United
States. . :

While a secondary mortgage market in Canada has become necessary
because of the wish of lending institutions to make greater use of their
originating, processing and servicing facilities and because of the
- need of other financial institutions to secure investment cutlets, the
market has been made possible primarily because of the existence of
mortgage loans insured under the National Housing Act. The holder of an
NHA insured mortgage has an excellent investment - '
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(a) real property is secured as the collateral;

*(b)  the borrower has a personal obligation to repay
the mortgage, and

(e) the mortgage is insured under the National Housing
Act by CMHC whose obligatiens are backed by the full
faith and credit of the Government of Canada.

In other words, an NHA mortgage is almost as good an investment as
Government stock.

Investing institutions wishing to purchase NHA insured mortgages
normally do so directly through contacting the lending institution.
It is possible to purchase a single loan but, more commonly, an
entire package of loans will be purchased. Normally, the loans will
already have run for a period of six months or a year and any
potentially bad mortgages would not be included in the package. The
mortgages may all be at the same rate of interest or, if not, the
veighted average rate will be calculated. The mortgages would, hewever,
normally all have the same maturity date. Institutions selling NHA
loans will normally wish to ensure that the investor will continue
to hold the loan after the term has expired in the event of the loan
being rolled-over. The average life of a loan in Canada is, in fact,
twelve yearsand, frequently, prices will be gucted on the assumption that .
a package of loans will have an average life of twelve years. Prices
for roll-over mortgages are quoted on the assumption that the mortgages
wvill last until the end of the five year term.

It has already been noted that the various fimancial institutions
in Canada compete far more with each other across the whole range of
services than is common in other countries. The institutions, in
particular the trust companies, make use of this by selling loans
from one part of their institution to another. One of the main
functions of the trust companies is to manage trusts and pension funds
and they also operate investment funds. Frequently, they will allocate
a quota of loans to these various investment media, although it must
be stressed that this is always done at arm's length and the fact that
a pension fund managed by a trust company should purchase loans
originated by that company is not, in any vay, considered improper.

To a lesser extent, the lending departments of the chartered banks
also sell loans to the investment departments of the banks.

When a package of loans is sold a sale and servicing agreement is
signed, specifying that the beneficial ownership of the mortgages and
mortgage insurance policies are transferred and assigned to the investor
but that the servicer undertakes to administer the loan. Normally,
the servicer would not register the investor's name on the title or
assign the mortgage insurance policy in the investor's name. However,
CMHC asks that it should be notified in 30 days of any sale of a loan
insured by it under the NHA. '
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Under the sale and serﬁicing agreement, the servicer would
normally assume the following responsibilities -

(a) To maintain the mortgage ledger account.

(b) To hold a copy of the mortgage insurance
and title documents. :

(c) To collect monthly payments of principal and
interest and to collect monthly instalments of
property taxes and ensure that these are paid.

(d) To remit promptly principal and interest callected
monthly for the account of the purchaser and to
notify the purchaser of arrear amounts not collected.

(e) Tu ensure that adeQuate‘fire and other insurance is
in force to protect the security of the mortgage.

(f) To take whatever steps are necessary in the evenit of
. default to protect the property and security of the
“mortgage for the benefit of the investor.

(g) To administer the mortgage in accordance with the
provisions of the National Housing Act and Loan
Regulations. '

The normal fee that a lender would charge for these services is about
three-eighths of one per cent. psr annum on home-owner loans and
one~-tenth of one per cent. per annum on rental loans, calculated on
the mortgage balance outstanding and payable monthly.

Because the mortgage rate is set at a market clearing level in
Canada, it follows that this level is likely to be above the level
applying to more secure investments - such as corporate bonds and
Government loans. It is this higher yield which explains the attractiveness
of NHA insured mortgages to an investor. Thus, an institutional investor
will need to compare the yield on a package of .loans which has an
interest rate fixed for one to five years and which will then be fixed
again for,say, another five years-at the then going rate of interest
with other rates of interest available in the market. That the rate on
NHA-insured mortgages is always above that on the other investments
is illustrated in the graph below. '
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The Institutions Engaged in the Secandary Market

Before examining the institutions which participate in the
Canadian secondary mortgage market, it is necessary to stress that all
financial institutions in Canada are profit-seeking and that mortgages
are bought and sold for no other reason than, in the long term, this .
is considered to enhance the profitability of the institutions
concerned. Given this fackor, it is not surprising that some financial
institutions both buy and sell mortgages, depending on prevailing
financial circumstances. '

Table 12 comprises a matrix showing sales and purchases of NHA
mortgages in 1979.

Table 12 Sales and Purchases of NHA Mortgages, 1979

Institution Sales Purchases
gm % %m %
Chartered banks 232.4 43.5 16.0 5.0
Life insurance companies 17.9 3.3 49.9 9.3
Trust companies 273.6 51.2 66.4 12.4
Loan and other companies - 5,2 1.0 140.1 26.2
CMHC - - - -
Pension funds - - 152.9 28.6
Other corporate bodies 5.5 1.0 52.2 9.8
- Unincorporated bodies - - 57.1 10.7
Total 534.6 100.0 534.6 160.0

Source : fanadian Housing Statistics, 1979, CMHC, 1980, Table 77.
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- The table indidates very clearly that the trust companies are the

major sellers followed by the chartered banks. More interestingly, it
will be seen that trust companies were also significant purchasers of
mortgages in 1979. The major purchasers were loan and other companies
and pension funds - many of which are administered by trust companies.,

Secondary Mortgage Market Activity in Recent Years

The secondary moritgage market has never been as strong in Canada
at it is in the U.S.A. and the level of activity had fluctuated. In
the late 1960s and early 1970s activity was at a very low level. It
then picked up sharply in 1972, since when it has fallen back and then
fluctuated with no significant trend. In 1979 total mortgage purchases
and sales were equal to 3,1 per cent. of all mortgage approvals. Net

_secondary mortgage market activity in NHA leans for the period 1970-79

is shown in Table 13 below.

Table 13 Net Secondary Market Activity in NHA Loans, 1970-79

Year Net Purchases (+) or Sales (-)

Chartered Life Trust, Loan CMHE  Pension Other Firms Tatal Total as
Banks Insurance & Other ) Funds & Institutions Percentage of
Companies Campanies All Mortgages
- Approvals
—fm _ Bm . B 2m 3m Bm Fm
1970 = 47.7 62.0 - 75.8 30.5 31.0 129.9 4.3
1971 = 5.8 5.4 - 22.0 - 21.4 . 24.3 19.5 84.1 1.9
1972 244,5 11.2 -425.6 48.7 121.3 843.4 11.9
1973 - 70.0 27.8 =131.2 2.0 50.9 120.5 402.6 5.4
1974 73.5 Shob -368.4 101.1 139.4 58%.4 8.6
1975 = 91.2 30.7 -191.0 127.4 124.1 401.6 3.9
1976 -288.0 128.3 -389.9 319.5 230.1 837.4 7.7
1977 -359.2 105.3 ~-199.0 - 0.5 203.0 250.4 739.7 4.9
178 - 83.1 64.9 - 66.2 -255.3 148.3 191.4 8946.3 6.3
3.1

1979  -218.4 32.0 -207.2 - 152.9 103.8 534.6

Source : Bank of Canada Review, July 1979, Table &l,
: Canadian Housing Statisties, 1979, CMHC, 1980, Table 77.

It will be seen that trust and loan and other companies and the
chartered banks have been fairly consistent net sellers although, in
1972, the chartered banks were major net purchasers. Pension funds,
originally very slow to realise the usefulness of mortgages as an
investment, increased their buying activity markedly between 1971 and
1976 but, since then, their purchasing activity has fallen off. The
other financial institutions which have alsc been substantial net
purchasers are largely the various trust and investment funds. 1978
was an exceptional year in that CMHC chose to divest itself of a
substantial part of its mortgage portfolio in that year and because of
veak mortgage demand the trust companies wers major purchasers.
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The Marketability of Mortoage Loans

The purchase of mortgageswould be a far more attractive proposition
to most financial institutions if it was also possible to sell those
mortgages. In the U.S.A. there is a very active secondary mortgage
market with packages of loans being traded on the New York Stock
Exchange. Indeed, a futuresmarket has been established in Chicago and
it is now p0331ble for investors to hedge by purchasing mortgages at
‘a fixed prlce some months in advance.

Canada has a far less sophisticated market. For many years the
trading of most mortgages was a one-way transaction with approved lenders
selling loans and investing institutions purchasing them. As mortgages
have become a more attractive investment opportunity, partly because of
the almost universal adoption of the five year term, so there have been
limited sales between investing institutions. Sometimes, for example,

a trust company may find it appropriate for a package of mortgages to
be sold from one pension fund which it manages to ancther. In certain
circumstances, the trust company may alsoc wish to purchase back loans
that previously it had sold to a pension fund.

There have been attempts to set up either a Government or private agency
to stimulate secondary mortgage market activity in much the same way as the
Federal National Mortgage Association, the Government National Mortgage
Associatian and the Federal Home Loan Mortgage Corporation have in the
United States. ' The Government did propose a Federal Mortgage Exchange

Corporation (FMEC) but this proved to be still-born - largely because

777 "the concept was introduced at a time when the demand for mortgage loans
as an investment vas comparatively weak. The institutions also toyed
vith the idea of setting up their own agency but, again, this came to
nething.

Foreign Purchasers of Canadian Mortgages

At a time when there is active discussion about how European home
loan institutions might trade across national frontiers, it is interesting
to note that mortgage loans in Canada have, for many years, been sold
abroad. Indeed, it was noted in the first chapter of this paper that, in
the 19th Century, British life insurance companies provided the funds
used to finance residential construction and purchase in Canada.

" -In many respects, Canada and the United States form a monetary union
and, traditionally, there have been strong links between the financial
institutions in the two countries. Thus, the trust companies used to
operate as correspondents for the American life insurance companies and,
to a limited extent, this business remains today. American life insurance
companies do purchase Canadian mortgages although, for the most part,
they do it with their Canadian funds and, thus, there is no question of
an exchange risk. It is also understood that German financial institutions
have been purchasing Canadian mortgages although agaln, it seems that this
has been done with Canadian generated funds.:
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CHAPTER FIVE ’

TRUST AND MORTGAGE LOAN COMPANIES

Introduction

Unfortunately for purposes of analysis, the financial institutions
in Canada do not operate in tight compartments. Trust companies own
many mortgage loan companies but other mortgage loan companiss are
owned by banks and some are independent institutions. While trust and
mortgage loan companies are frequently analysed together, for the most
part they will be analysed separately in this chapter.

Trust Companies - History and Legal Framework

Trust companies were established and grew rapidly under provincial
legislation in the late 19th and early 20th Centuries. Originally, they
conducted estate and trust business but, gradually, they developed a
deposit-taking function and began to make secured loans to individuals.
In 1914 the Federal Government began to charter trust companies.

Trust companies operate under the Trust Companies Act 1970, as
amended, or corresponding provincial legislation. At the end of 1975
- there were 65 trust companies, of which 25 were federally incorporated.
By the end of 1979 the total number of trust companies had increased
to 94.

Trust companies have power to accept funds against guaranteed
deposit receipts for a fixed term of five years or less, subject to a
maximum ratio of funds to equity and they ean invest these funds in
specified assets including -

(a) First mortgages and, within limits, second mortgages.
(b) Company stocks and bonds.

(e) Government bonds.

Regulation of trust companies is in the hands of the federal
Superintendent of Insurance who is responsible for the federally-
chartered companies and also, by arrangement with some provincial
governments, some provincially-chartered companies and, in the case of
most provincially chartered companies, by the federal superintendent's
provincial counterparts. :

Trust companies that accept public deposits must belong to the

Lanada Deposit Insurance Corporation which was established in 1967 and
which provides deposit insurance up to a maximum of $20,000 per _
depositor. The Corporation relies on the Superintendent of Insurance
and does not attempt to supervise deposit-taking institutions itself.
+ The annual premium which has to be paid to the CDIC is either $500 or
one-thirtieth of one per cent. of insured deposits - whichever is the
greater - or, alternatively, institutions can elect to pay one-sixth
of one per cent. of new deposits during the preceding year.
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The Functions of Trust Companies

- Unlike, for example, British building societiss or American

i savings and loan associations, Canadian trust companies offer a wide
range of services both to the individual and to corporate organisations.
For individuals, the trust companies provide the following services -

(a) Agents for the investment of money and collection
of dividends, interest, rent and the pr1n01pal of
mortgages, bonds and stocks.

o (b)  Agents or atterney for executors and for the
- management of estates.

(e} Guaranteed investment certificates.

(d} Estate plénning.

(e) Executor and trustee under wills.

(f) Expatriate services.

{g) Investment, management and income tax services.
(h) =~ Investment funds.

(i) Management and custodianship of securities.
(3) Mortgage loans, insurance and life assurance.
(k)  .Personal loans.

(1) PReal estate broker.

(m) Registered hame ownefship savings plans,

{n) Registered retirement savings plans.

(e) Savings and cﬁecking accounts.,

(p) Trustee under deeds of trust.

For corporations, firms and other aorganisations, trust companies
offer, inter alia, the folloving services -

(a) Agents for real estate, mortgages and leaseback
agreements.

(b} Computer processing and programming services.

b (c) Custodian and trustee for non-r851dent insurance
B companies.
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(d) Depository for medium and.short;term money .

(e) Financial agent for overseas employees.

(f) Group retirement savings plans.

(g) Mortgage financ;ng.

(h) Management of endowment funds,

(i) Management and custodianship of éecuritieso

(j) Agents for dividends and bond interest.

(k) Property léasing and management.

(1) Transfer:agent éﬁd registrar of shares.

(m)  Trustee for bond holders and registrar for bonds.

{n) Trustee and custodian for pension and other
employee benefit plans.

The wide range of functions undertaken by trust companies is
illustrated by the composition of assets under their administration.
This is shown in Table 14 below.

Table 14 " Trust Companies : Assets Under Administration, End-1979

Amount Amount
2m Zm
Company funds 1,838
Guaranteed funds .
Demand deposits & certificates 6,817
Term deposits & certificates 20,703
Cther 1,312
Total : - 28,832
Estates, trusts and agency funds ' 61,085
Total _ 91,755

* Source : Geperal Information Bulletin, August 1980, Trust Companies
Association of Canada.

It will be seen that over two-thirds of the funds under administration
wvere in the form of estates, trusts and agency funds, rather than
investments by the public., These funds are themselves purchasers of
mortgage loans and held 18.0 per cent. of their assets in mortgages at
the end of 1979. :
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Trust Company Mortaage Lending

Most of the funds lent on mortgage by trust companies come from the
guaranteed funds - $28,832 million at the end of 1979, Most of these
funds are in the form of term deposits and certificates (generally known
as guaranteed investment certificates). Typically, these are for periods
up to five years and most of the proceeds are invested in mortgages. As
has already been indicated, trust companies will seek to match assets and
. liabilities and, thus, five year certificates are invested in five year
term mortgages and so on. The rates paid on certificates are changed
vhenever necessary to keep them in line with other market rates.

Demand deposits and certificates are of much lesser importance but,
nevertheless, they do contribute to the funds available for mortgage
lending. Approximately 80 per cent. of these funds are invested in
mortgages. C

The previous chapter indicated that trust companies are fairly
active in the secondary mortgage market. The trust companies sell loans
directly to pension funds under their management and frequently at the
beginning of the year, a pension fund will indicate that it will take
s0 many mortgages at the going mortgage rate. Some trust companies have
established special multiple pension fund mortgage pools in which their
pension funds can invest.

A number of trust companies also have mortgage funds - similar in
concept to a gilt-edged unit trust. Certain mortgages will be allocated
to the fund and people invited to invest as little as 3500. The value
of units in the fund will, of course, vary in accordance with the current
rate of interest on mortgage loans. These funds can be sold successfully
because the mortgage rate is traditionally above other rates of interest.
However, the size of such funds still appears to be relatively modest.

On the assets side of the balance sheet, trust companies hold about
70-75 per cent. of their assets (excluding estates, trusts and agency
funds) in the form of mortgage loans. The remaining assets are largely
Government, corporate and foreign securities and cash and short-term
assets.

A number of trust companies also have realtor (estate agent) depart-
ments. Obvicusly, in Canada where there is competition fdr mortgage
business, these subsidiaries are useful as a method of introducing
business. However, many house-purchasers will already have existing
mortgage arrangements or loyalties to another financial institution and
probably over half of house sales arranged by realtor departments of
trust companies are financed cother than by those trust companies. The
realtor business is quite profitable with a normal six per cent. commission
being charged on sales. At the end of 1979 the trust companies had 521
branches vconducting real estate bu31ness only, together wlth a further
917 normal branches.
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Mortgage Loan Companies

Mortgage loan companies have no counterpart in Britain. Some are

owned by trust companies, some by chartered banks.while others are
independent institutions. Mortgage loan companies act under the Loan

~ Companies Act 1370, as amended, or under corresponding provincial legis-
lation. At the end of 1975 there were 69 mortgage companies of which 18
came under federal Jurlsdlctlon. By the end of 1979 the total numberhad
declined to 47. The companies are regulated in a similar way to trust
companies and are also members of the CDIC.

The dep051t taking and mortgage lending functions of the mortgage
loan companies are very similar to those of the trust companies. How-
ever, unlike trust companies, the mortgage companies issue both short-
term and long-term debentures. Table 15 shows the asset composition of
mortgage loan companies as at the end of 1979.

Table 15 Assets of Mortgage Loan Companies, End-1979

Amount Amount
gm %m
Capital, reserves & surplus | ' 763
- Liabilities to the public
Demand deposits & dsbentures 1,845
Term deposits & debentures ... _8,493
Other liabilities 913
- Total 11,051
Total assets - 11,814

Source : General Information Bulletin, August 1980, Trust Companies
Association of Canada..

It will be noted that the composition of liasbilities to the public is
very similar to the composition of theguaranteed funds held by trust
companies.

Murtgagescamprlse 80 per cent. of the total assets of the mortgage

loan companies and the manner in which they conduct mortgage business
is virtually identical to that of the trust companies.

Future Trends

The trust and mortgage loan companies anticipate even greater
competition in the mortgage market, together wvith, in the medium term,
a slov~doun in demand. Mortgage lendlng is llkely, therefore, to become
a less significant part of their business and they are seeking ways to
diversify into other markets
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CHAPTER SIX

CHARTERED BANKS

Legal and Institutional Framework

There are eleven chartered banks in Canada - the number having been
reduced substantially over the years as a result of mergers. However,
five of the eleven are relatively new institutions. The five largest
banks (Canadian Imperial Bank of Commerce, Royal Bank of Canada, Bank
of Montreal, Torontc Dominion Bank and Bank of Nova Secotia) account
for about 85 per cent. of the total assets of all chartered banks.

The banks are all federally chartered and operate under the Bank
Act, vhich is revised at approximately ten yearly intervals. Over the
years, the Bank Acts have been allowing greater freedom for the banks
and encouraging competition between banks and other fipancial institutions.
It was the 1967 Bank Act which enabled the chartered banks to become
major lenders in the mortgage market. Prior to that time, they had not
been able {o lend at more than six per cent. rate of interest. The
1967 Act removed this limitation for NHA loans, allowing them to make
such loans at the going market rate and, also, they were permitted, for
the first time, to make conventional mortgage loans. In 1970 they were
permitted to make non-NHA insured loans for more than 75 per cent. of
valuation. The Act, however, provided that mortgage assets should not
exceed 10 per ceni. of liabilities and debentures. The 1967 Act also
gave banks authority to issue five year debentures and they have largely
financed mortgage lending through this instrument.

Like  the trust companies, the banks are members of the Canada
Deposit Insurance Corporation. They are supervised by the Inspector
General of Banks, Thus in Canada, unlike in Britain, the supervision
of banks is handled by an institution separate from the central bank.
The Bank of Canada performs the normal central bank functions.

The chartered banks have 7,400 branches in Canada - that is a much
greater concentration of branches per 1,000 of population than is the
case in Britain. As at 31st March 1978, they had no less than 32 million
deposit accounts and 24 million personal savings accounts. Bearing in
mind that the population of Canada is less than 24 million, it is
evident that many individuals and institutions have more than one banik
account.

The Functions of the Chartered Banks

The chartered banks operate the usual full banking service and they

- control the payment mechanism. However, their functions appear to be
wider than those of the British clearing banks. - They compete aggressively
in the personal savings market, using advertising and their large

branch network to good effect.
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Bank lending covers a very wide spectrum. As in other countries,
the banks are the major providers of credit to business, granting long-
“term loans as well as overdraft facilities. The banks are the largest
source of consumer credit, providing home improvement loans, hire
purchase loans to finance the purchase of motor cars and other consumer

durables and personal lcans. The banks are alse the largest source of
farm credit.

Table 16 shows the assets and liabilities of the chartered banks as
at 31st March 1978.

Table 16 Chartered Banks : Assets and Liabilities, March 3lst 1978

Lisbilities 2m

% Assets fm %

Canadian Government depasits 4,507 2.8 Bank of Canada deposzits 4,738 3.0
Provincial government deposits 1,792 1.1 Deposits with banks 24,595 15.5
Other bank deposits 30,520 19.2 Securities 17,932 11.3
Personal savings deposits 46,538 29.2 Mortgages 12,064 7.6
Gther notice deposits 22,453 14.1 Loans 87,490 55.0
Qther demand depasits 14,152 8.9 Items in transit 2,603 1.8
Foreign currency deposits 24,928 15.7 Other 9,624 6.1
Acceptances, guarantees & .

letters of credit 6,657 4.2
Debentures 1.414 0.9

. Appropriations for losses & -

shareholders equity . 5,112 3.2
Other ' 1,141 a.7
Total 159,214 100.0.

159,214 100.0

Source : Factbaook 1978-79, Chartered Banks of Canada, Canadian
Bankers' Assoclatlon, 1979. .

It will be seen that mortgages accounted for 7.6 per cent. of the
total assets -~ a fairly small proportion but, nevertheless, large in
the context of the whole mortgage market. Not surprisingly, loans
account for by far the major proportion of the assets of the banks.

The Mortgage Business of the Chartered Banks

It has already been noted that the chartered banks became important
in the mnrtgage market following the removal of restrictions on their
operations in the 1967 Bank Act. The banks give mortgage loans directly
but, also, they operate through subsidiary mortgage loan companies.

Some banks are trying to direct .all mortgage business through mortgage
loan companies for tax purposes.

To some extent, the banks use mortgage lending as a "loss leader!
which helps to bring them in ether business. They are alsc able to make
greater use of their branch networks. The banks have largely been
responsible for the major innovatiocns in the morigage market in the past
. few years, in particular the short-term mortgages and open mortgages.
The banks compete aggressively in the mortgage market and advertise the
availability of both house-purthase and home improvement loans.
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Originally, the banks tended to finance mortgage lcans out of
their general funds but, increasingly, they have been seeking to
match assets and llabllltles and hence they have made greater use of
guaranteed investment certificates.

~ The banks seem likely to continue taking a major share of the
mortgage market in the years shead and a political battle is being
fought over the next Bank Act which may well further liberalise
competition between the banks, the trust companies and other financial
institutions. :
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CHAPTER SEVEN

GTHER INSTITUTIONS

Life Insurance Companies

Chapter 2 noted that in the early part of the 20th Century the
life companies dominated the martgage market. As recently as 1948,
they accounted for 49 per cent. of mortgage loans outstanding and,
even in 1958, the figure was 45 per cent. However, since then, this
figure has declined steadily such that, at the end of 1978, the life
companies accounted for only 14 per cent. of the total market.

At the end of 1975 149 companies were registered by the Federal
Department of Insurance to transact life insurance. Of these, 58 were
Canadian, and 91 were foreign owned of which 12 were British owned.

In fact, the largest 16 companies account  for the bulk of the business.

Life companies look for long-term assets and, now that mortgages
are predominantly a five year investment, they have been less keen to
invest in this instrument. Not only has the proportion of the mortgage
market taken by the life companies declined, but the proportion of assets
of the life companies accounted far by mortgages has also declined .
significantly. Table 17 shous total assets and mortgage loans outstandlng
for life companies for the period 1970-79. .

Table 17 Assets and Mortgage Loans Outstanding of Life Insurance
Companies, 1970-79

Year Mortgage Loans Total Mortgage Loans as a Proportion
Outstanding Assets of Total Assets .
Bm Sm %

1970 7,723 15,264 50.6

1971 7,880 16,435 47.9

1972 8,145 18,037 45.2

1973 8,768 19,681 44.6

1974 9,569 21,038 44.5

1975 10,364 23,531 44.0

1976 11,494 26,462 43.4

1977 12,916 29,776 " 43.4

1978 14,117 33,558 42.1

1979 15,700 37,400 42.0

Source : Canadian Housing Statistics, 1979, CMHC, 1980, Table 82.

It will be seen that,éseaprobortion of total assets,'mortgage loans
declined from 50.6 per cent. in 1970 to 42.0 per cent. in 1979.
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The bulk of life insurance company mortgage lending is on non-
residential property and that lending which is on residential property
is, for the most part, on new property through block arrangements
with housebuilders and is predominantly for apartment-type units.
During 1979 the life companies accounted for 52 per cent. of mortgage
approvals on non~residential property, 15 per cent. of approvals on new
residential property and only 5 per cent. of approvals on existing
residential property. Table 18 shows mortgage approvals by the life
insurance companies for the period 1970-79 divided between the three
categories of lending.

Table 18 Mortgage Approvals by Life Insurance Companies, 1970-79

Year  New Residential Existing Non Residential Total

Construction Residential Property

Property _

Im % Fm % Fm % am
1970 177 39 39 g 240 53 456
1971 353 42 74 9 423 50 850
1972 414 40 109 10 519 50 1,043
1973 588 40 154 10 729 50 1,471
1974 400 34 161 14 611 52 1,172
1975 562 37 120 13 758 50 1,510
1976 981 45 . 202 9 985 45 2,168
1977 1,208 40 402. 13 1,404 47 3,014
1978 853 34 347 14 1,304 52 2,504
1979 829 29 416 14 1,626 57 2,871

Source : Canadian Housing Statistics, 1979, CMHC, 1980, Table 34.

It will be seen that, of total life insurance company lending in 1979,
57 per cent. was on non-residential property, 29 per cent. was on new
residential construction and 14 per cent. was on existing residential
property.

The life companies do participate, to a limited extent, in the

secondary mortgage market having been consistent net purchasers over
the years. -

Pension Funds

Traditionally, pension funds played a minor part in the mortgage
market. However, in recent years, they have begun to see the value
of mortgages as an investment and have been the major net purchaser of
loans. This is illustrated in Table 12 in Chapter 4.

In the chapter on trust companies, it was noted that many pension
funds are, in fact, run by the trust companies and that the pension
funds will freguently commit themselves to taking an allccation of loans
from the parent trust company.
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Over the last few years the pension funds have been committing
about 20 per cent. of their net increase in assets to purchases of
mortgages and most commentators believe that this is probably as high
a percentage as is reasonable. The percentage of pension fund assets
in the form of mortgages has increased from 8.6 per cent. in 1969 to
13.4 per cent. in 1977. The proportion seems likely to continue
climbing until it reaches the 20 per cent. level. Table 19 shows how
en increasing proportion of pension fund assets have been in the
form of mortgages.

Table 19 Trusteed Pension Funds : Mortgage Activity 1970-77

Year Proportion of-Mortgage Assets Proportion of Mertgage
Increase to Total Assets Increase  Assets to Total Assets

[ 74 or
M 2’

1970 16.4 ‘

1971 12.6 9.4
1972 10.6 |

1973 16.3 9.7
1974 21.3

1975 20.2 11.7
1976 23.7

1977 20.7 13.4

Source : NHA Insured Mortgages as an Investment, CMHC, 1979.

Credit Unions and Caisses Populaires

Credit unions (caisses populaires in Quebec) have been of growing
importance in the mortgage market. The first ecredit union in Canada
was founded in 1900 to promote thrift by encouraging savings and to
provide loans to members who could not get credit elsewhere or wha
could only get it at high rates of interest. For many years growth
was slow but, in recent vyears, they have grown spectacularly. Since
1970 alone, the total assefs of credit unions have risen more than
five-fold.

Credit unions operate under provincial legislation and maost are
locally orientated and affiliated with companies, labour unions or
associations of government employees. Almost all local offices in each
province belong to central credit unions operating within the province.
At the end of 1975 there were 4,117 credit unions with a reported
membership of 7.3 million. The total assets of credit unions at the
end of 1978 were 334,300 million.

There were 19 central credit unions in 1975. These are corganised
as central banking organisations to serve the needs of the local credit
~union members. They accept deposits of surplus funds and provide loans
wvhen the credit unions cannot meet the demands for local loans.
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78 per cent, of the liabilities of credit unions and caisses
populaires are deposits and a further 15 per cent. are members’
equity., On the assets side of the balance sheet, mortgages account for
42 per cent., loans 26 per cent. and most of the remainder are invested
in Government, provineial and municipal securities.

Table 20 shows the growth in the total assets of credit unions
since 1970 and, also, the increasing proportion of the assets of
credit unions accounted for by mortgages.

Table 20 Assets and Mortgage Loans Outstanding of
Credit Unions, 1970-79 '

Year Mertgage Total Mortgage Loans as a

. Loans ] Assets Proportion of Total
Qutstanding S Assets

- gm 2m ' %

1970 1,353 5,228 25.9

1571 1,660 6,381 26.0

1972 2,391 8,364 28.6

1973 - 3,360 10,425 32.2

1974 4,175 _ 12,235 34,1

1975 5,205 15,393 ' 33.8

1976 6,821 18,847 36.2

1977 9,167 ~ 23,856 38.4

1978 11,653 . 28,892 ——  40.3

1979 14,400 34,300 42.0

Source : Canadian Housing Statistics, 1979, CMHC, 1980, Table 82.

It will be seen that, in additieon to their spectacular rate of growth
generally, the credit unions have shown an sven greater growth in
mortgage loans outstanding. There was a ten-fold increase in the -
figure between 1970 and 197%. The share of the total mortgage market
taken by the credit unions has increased from 4.4 per cent. in 1970
to 12.1 per cent. in 1979.
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CHAPTER EIGHT

THE CANADA MORTGAGE AND HOUSING
"CORPORATION AND GOVERNMENT POLICY

Compared with the situation in Britain, the Government now plays
a comparatively small direct role in housing in Canada. It has already
been noted that there is only a small amount of public housing and,
generally, the Government has been content to maintain relatively free
markets in both the rental and owner-occupation sectors.

The Development of Government Policy

The Federal Government first became involved in housing finance
with the Dominion Housing Act 1935. This introduced a co-insurance
scheme and loans on 5,000 units were approved between 1935 and 1938.
The co-insurance scheme was improved in the National Housing Aet 1944
and, between 1945 and 1954, loans were approved for 184,000 new units
by approved lenders and 30,000 units by CMHC (which was created in
194¢).

The National Housing Act 1954 was of major importance in
allowing CMHC to insure high percentage loans. Between 1954 and 1978
loans for 1,230,000 units were made under the Act by approved lenders
and a further 660,000 loans were made by CMHC. '

The importance of the Bank Act in the development of housing
finance in Canada has already been noted. The 1967 Act removed the
interest rate ceiling on chartered banks and allowed them to make
conventional loans for the first time. In 1969 the housing finance
system was further liberalised when the term on NHA insured loans was
reduced to five years and this marked the beginning of the five year
mortgage rollover. In 1970 there was a further liberalisation when the
chartered banks wvere permitied to issue conventional loans in excess
of 75 per cent. of valuation provided they had insurance.

The Canada Mortgage and Housing Corporation

In 1946 the Government created the Central Mortgage and Housing
‘Corporation (CMHC); .in June 1979 this body was renamed the Canada
Mortgage and Housing Corporation. The Corporation has been directed
by the Federal Government to produce specific economic and social
housing objectives. Some of its roles have been carried on over a
number of years, unaffected by policy changes. These long-term
activities have included the provision of mortgage insurance under the
NHA, the establishment of NHA residential standards and the carrying
out of research and statistical work relating to the housing market.
The CMHC publishes Canadian Housing Statistics annually - an excellent
publication for which there 1s no counterpart in Britain or the United
States.
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CMHC is a crown corporation (a quango in British terms) based
in Ottawa and has five regional offices and seven provincial offices.
The Corporation has a board of directors appointed by the Government
and the Chief Executive Officer is the President.

Short-Term Changes in Housing Poliey

As in other countries, policies towards housing and housing finance
have not changedsolely through legislation and, in Canada, there have
been a number of changes of direction with respect to the role of CMHC
over the past twenty years. For example -

(a) In 1957 it was decided to use direct CMHC loans
' on large scale to stimulate housebuilding.

(b) In 1964 CMHC embarked on a broad programme of
urban renewal.

(c¢) In 1969 it was decided to promote a much
larger programme of social hausing.

(d) In 1973 there was a switch of emphasis from
re-development to rehabilitation.

(e} In 1975 it was decided to make more use of
private capital, especially with respect to
subsidised home-ownership.

In 1978 the Government proposed amendments to the Naticnal Housing
Act which would have the effect of inereasing private investment in
housebuilding, allowing a corresponding decrease in Government expenditure.

AHOP and ARP

In+1973 the Government adopted a far more interventionist approach .
to housing finance by introducing the Assisted Home-Ownership Programme
(AHOP). The intention of the programme was to enable lowu-income Families
to buy homes without devoting more than 25 per cent. of household-
income to the repayment of principal and interest. This was achieved
by CMHC providing interest-free loans for five years. Some capital
grants were also available to home-buyers whose monthlycosts exceeded
30 per cent. of income. The aim of the programme was to increase access
to moderately priced housing for low-income families. However, a
relatively high default rate with the programme caused concern and led to
abandonment of the scheme in 1978. Over 100,000 buyers had been assisted.

The Assisted Rental Programme (ARP) worked in a similar manner.
Developers were given loans with an assistance programme leaving no
interest to enable them to bridge the gap between construction and operating
costs and the likely rent which could be received from private rented
dwellings. Again, this programme has been adandoned.
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Disillusionmest with these policies was reflected in CMHC's
Annual Report for 1978 -

"Government policies which provided assistance for
privately funded low cost housing, rather than
relying on public housing to meet the needs of
people with limited income, resulted in an increase
in mortgage defaults. These defaults were partly
reflected in claims against the mortgage insurance
fund which increased to $181.8 million from %46.9
million in the previous year."

Not surprisingly, both the AHOP and ARP programmeswere attractive to
- developers and this resulted in a sharp decline in the number of loans
financed by .canventional means from 72 per cent. of the total in 1974
to 51 per cent. in 1977. It therefore became clear to Government that
the programmes were not really achieving their objectives in that they
vere leading to a change in the method of financing nev housing rather
than leading to the construction of more new houses and, furthermore,
vere resulting in fairly substantial default rates.

The Graduated Payment Mortgage

The Government replaced AHOP and ARP by the Graduated Payment
Mortgage (GPM) in 1978. Basically, this is a lov start mortgage with
monthly repayments increasing annually in the first ten years of the
loan and then remaining constant. No Government subsidy is involved,
The trust companies and loan companies have been reluctant to grant
loans under the GPM scheme and the chartered banks have been positively
hostile. The comparison with the British Government's deferred interest
~scheme is interesting. ' i

However, the Graduated Payment Mortgage has been more attractive

to developers of rental units in that the rising repayments over time
mateh rising rental income over time.

Public Housihg

At the end of 1978 the total stock of subsidised public housing
units was only 185,000 - that is, 2.5 per cent. of the total compared
with over 30 per cent. in Britain. Publiec housing for low income
groups is largely funded by the central Government through CMHC either
by loans to the provincial housing agencies or in the form of joint
federal/provincial schemss, The operating losses are shared by the
provincial and federal governments.

Under the new non-profit housing scheme announced in May 1978,
the federal Government, through CMHC, provides contributions to both
public and private sector non-profit housing schemes so as to reduce
rents. Mortgage loans are made available at lowv interest rates and
a 10 per cent. capital contribution is also available,

In general the emphasis has shifted away from public housing in
recent years. ' :

40- )



CMHC Mortgage Sales

CMHC lends directly on a last resort basis, i.e. when mortgage
funds are not available in the private market place. With the intentien
of enhancing the secondary mortgage market CMHC has embarked on reducing
its mortgage portfolio through sales to other institutions. Five
auctions were held during 1978 and the early part of 1979 at which
3665 million of mortgage loans were sold. The rate of interest on these
- loans varied between é per cent. and 9.75 per cent. and they therefore
had to be sold at a discount averaging 15 per cent. A $72 million loss
‘was incurred in the sale. The loans were sold by tender in batchss of
 between $0.25 million and 10 million. The auctions went very well,
largely because of a strong demand for loans at the time., The major
purchasers were the trust companies. CMHC offered the option of continuing
to service the loans itself or allowing the buyer to transfer servicing
to an approved lender.

Home Ownership Savings Plans

A more general form of assistance is available to all home-ouwners
through registered home-ownership savings plans which were established
by the Government to provide taxpayers with a convenient method of tax-
free savings to purchase an owner-occupied home. Any approved institution
can offer the scheme; in some respects, it is similar to the Homeloan
scheme nov in effect in Britain.

‘Any Canadian resident taxpayer, eighteen years of age or over, and
who does not own a duelling place or whose spouse does not own a dwelling
place, may join and a maximum of 21,000 per year contributed at any time
during the year, can be put into the scheme up to a lifetime maximum of
$10,000. There is no minimum annual contribution but no more than twenty
years is allowed to build-up the total fund. The yearly contributions
are tax-deductable and income on the investment is not taxed while it is
retained in the plan. Both income and capital will not be taxed when
wvithdrawn if applied towards the purchase of an owner-occupied home. IF
the proceeds are used for purposes other than house-purchase, the total
accumulated principal and interest becomespart of income and is taxable
in the year in which withdrawal takes place.

Savings under the plan must be invested in a trust company, although
other institutions can originate plans and aperate them in conjunction
vith trust companies. Table 21 shows the number of home-ownership
savings plans registered between lst January 1975 and 31st December 1979.
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Table 21 Registered Home-Ownership Savings Plans : 1st January, 1975 -
31st December, 1979.

Plans issued by:

Trust companies o ,390,219
Credit unions authorised to act as trustees 36,661
Plans of corporatiomsacting through trust companies '
Chartered banks : . 697,760
Credit unions _ 138,971
Mutual funds - 5,340
Total . o 1,268,950

Source : General Information Bulletin, August 1980, Trust
Companies Association of Canada.

It will be seen that over 1,250,000 plans have been registered -
30 per cent. of them with trust companies directly and most of the
remainder with chartered banks acting through trust companies.
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CHAPTER NINE

A_COMPARISON WITH
HOUSING FINANCE IN BRITAIN

The Canadian housing finance system has one basic similarity with
the British system. That is, for the most part, mortgage loans are
largely funded directly by deposit-taking institutions. This method
is, in fact, adopted in most English speaking countries, ineluding
the United States, South Africa, Australia and New Zealand as well as
Britain and Canada. By contrast, a number of Continental Eurcpean
countries, especially the Netherlands, Scandanavian countries and Italy,
rely more heavily on the mortgage bond system whereby mortgage loans
are either funded directly by the capital market or through bond issues
by financial intermediaries.

However, in other respects, the Canadian system is very different
from the British system. As far as the consumer is conecerned, by far
the most important advantage of the Canadian system is that mortgage
loans are available on demand .at all times to creditworthy applicants
seeking to purchase properties which represent adequate security.

As a result of the various innovations over the last few years, the
consumer can also have a choice of mortgages, opting for one, two, three,
four or five year terms or for open mortgages. The consumer is thus able
to gamble on interest rates falling or, alternatively, he can elect to

Tix repayments for a five year period. The disadvantage for the consumer
is that the mortgage rate in Canada is . above other market rates of
interest whereas, in Britain, the mortgage-rate is generally the lovést
interest rate on offer.

Canada and Britain differ markedly in respect of the institutions
participating in the mortgage market. In Britain, building societies
virtually are the market and, furthermore, their business is almost
entirely confined to accepting deposits and granting mortgage loans.

In Canada mortgage loans are made by a variety of institutions -

including trust companies, mortgage loan companies,banks and 1ife

insurance companies. Moreover, in Britain, there is no secondary mortgage
market and mortgage loans granted by socisties are held by societies until
they are redeemed or repaid. In Canada. there is a limited secondary mortgage
market with the pension funds and trust, agency and investment funds being
the main purchasers, '

Some commentators have referred to the special housing finance
circuit in Britain whereby the mortgage market, to a significant extent,
is insulated from other capital markets. In Canada, as in the United
States, the mortgage market is very much part of the capital markets.
As is logical, the rate of interest on mortgage loans is above rates on
Government and corporate bonds and this is one reason why mortgages have
proved to be an acceptable investment for the major investing institutions.
For a secondary market to develop in Britain, the rate of interest on
mortgages would need to rise substantially and the nature of the mortgage
instrumentwould also have to change significantly.
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In summary, the mortgage market in Canada is a true market
vith loasnsavailable on demand and, consequently, at a high rate of
interest. In Britain, there is a special housing finance circuit
vith mortgage loans not being available on demand, but those who
obtain loans do so at rates of interest below a free market level.
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CHAPTER TEN

SUMMARY

1. By any standards, Canadians are well housed. In recent years
there has been a high level of housebuilding, with the result that a
large proportion of the stock is relatively new, Dwelling units are
either single-detached houses or apartments. Housing is not subsidised
to the extent that it is in Britain and consumers have a free choice
between owner-occupied and rented housing. Over 60 per cent. of units
are currently owner-occupied.

2. Building societies operated in Canada in the 19th Century in a
gimilar way to their British counterparts. However, by the end of the
century, they had disappeared. Insurance companies dominated the
mortgage market in the first half of the 20th Century but, during this
period, the trust companies alsc grew in importance as mortgage lenders.
In recent years, the major trends have been a great increase in mortgage
lending by the banks and credit unions and significant mortgage purchases
by pension funds and other investment funds.

"3. A variety of institutions make mortgage loans - trust companies,
mortgage loan companies, life insurance companies and chartered banks
being the major lenders. Other institutions, especially pension funds,
purchase mortgages on the secondary market. Mortgage loans are always
available on demand, albeit at the market rate of interest. Loans for
nev construction are originally made to builders and.then are assumed by
housebuyers. Loans on existing houses can be assumed by new buyers.
Mortgage loans are granted on the 25 year annuity basis but repayment
has to be made in five or fewer years, at vhich time the loan can be
renewved at the prevailing rate of interest. Mortgage loans are largely
funded by one to five year guaranteed investment certificates. Mortgage
insurance is available both under the Natlonal Housing Act (through CMHC)
and by private companies,

4. There is a limited secondary market in mortgage loans but, unlike

in the United States, there is no great trading of loans once an initial
sale has been made. For the most part, secondary mortgage market

activity is in respect of NHA insured loans. The trust and loan companies
and chartered banks are the major sellers of mortgages and the pension
funds and trust and investment funds are the major purchasers.

2, Trust companies are the major type of institution which specialise
in housing finance although they alsoc offer the full range of trust

and financial management services. They raise funds for mortgage loans
through guranteed investment certificates., About 75 per cent. of their
assets are invested in mortgages. Mortgage loan companies operate on a
similar basis to the trust companies.

s. There are eleven chartered banks in Canada and the liberalisation

of the legal framework in which they operate has enabled them to become
very important in the mortgage market in recent years. Although
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mortgage assets comprise less than 10 per cent. of their total assets,
they have already developed a very large share of the mortgage market
and this trend seems likely to continue. The banks have largely been

responsible for new mortgage instruments which have been intraoduced in
recent years.

7.  The Canadian Government is content to allow a relatively free
market in housing. What policies there are are largely implemented
through the Canada Mortgage and Housing Corporation (CMHC). This
institution is responsible for administering insurance under the
National Housing Act. Recently, CMHC has operated schemes to assist
low-income families intc home-ownership and to subsidise the building
of rented accommodation., These schemes have not been successful and
have been replaced by an unsubsidised Graduated Payment Mortgage.
Currently the Government is trying to replace public financing of
-housing through increased private financing and the CMHC has been
selling part of its loan portfolio,

-

8. In Canada the mortgage market is very much part of the capital

- market - and loans are available on demand at the market rate of

interest. By contrast, in Britain, mortgage loans are at rates of
interest below the market clearing level but are not available aon
demand. Unlike in Britain, a wide variety of institutions are active
in the mortgage market in Canada.
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