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INTRODUCTION

In 1966, housing starts fell substantially below the 1965
level.

A oomplex variety of faotors contributed to this development,

:but most observers of the housing market, inoluding the Economic
Council of Oanada, attributed the deoline in starts to the effect
of contraotionary monetary policy on the availability and cost of
mortgage funds.
The apparent tendency for housing to have become in effect
an economio regulator tending to offset exoess demand elsewhere in
the economy, as in 1966, is well known in Canada.

Howev~r,

while

considerable attention has been focused on the general question of
the effect of monetary policy on the mortgage-lending institutions,
relatively little attention has been

giv~n

to evaluating the role

of institutional rigidities or imperfections in the mortgage market's
adjustment to changing credit conditions.

Since such

imperf~ctions

can cause monetary policy to have a greater or lesser impact on
mortgage lending, and consequently on housing activity, than otherwise would be the case, the purpose of this study is to evaluate
how well the mortgage market has adjus ted to chan.ging credit
conditions and to determine whether there are any institutional

II

imperfeotions in the mortgage market whioh tend to distort market
responses in a oyolioal oontext.
Chapter 1 examines the problem of short-run fluotuations in
housing activity against the background of the role played by
residential construotion in the eoonomy in the postwar period.

Sinoe

the impaot of monetary polioy on housing aotivity is transmitted
through the mortgage market, Chapter 2 briefly desoribes the salient
oharaoteristios of the Oanadian residential mortgage market.
Chapter 3 examines the demand for, and supply of, residential
;-\

mortgage funds.

Attention is fooused in Chapter

4 on the impaot
)

of monetary polioy on the mortgage market and on housing aotivity.
Finally, Chapter 5 examines the

faoto~e

whiohhave tended to reduoe

the sensitivity of mortgage interest rates to ohanging oredit
conditions.

CHAPTER 1

The Housing Sector in the Postwar Canadian Eoonomy
1)

Expenditures on Residential Construction, 1948-1967
Expenditures on residential construction, apart from meet-

ing the basic social need for shelter, have played a most important
role in the Canadian postwar economy.

This is indicated by the

fact that in constant dollars, they averaged 4.3 per oent of
constant dollar Gross National Expenditures in the twenty-year
period 1948-1967.

1

The importanoe of the role played by residen-

tial construction in the Canadian economy may be seen in even sharper
focus when oonsidered in relation to inv'estment expenditures since
the latter playa pivotal role in any eoonomy.

In Canada, total

constant dollar private and publio investment expenditures in the
period from 1948 to 1967 averaged 18.2 per oent of G.N.E.

2

tial oonstruction expenditures in turn averaged 18.2

oent of

p~r

Residen-

total investment while they averaged 27.3 per cent of business fixed
investment and 61.4 per cent of non-residential construotion investment. 3
The role played by residential oonstruotion in terms of its

1,Computed from data in: Dominion Bureau of Statistios' (D.B.S.):
National Accounts, Income and Expenditure, By Quarters, 1947-1961,
August 1962, Cat. No. 13-519; also National Accounts, Income and
Expenditure, Fourth Quarter issues, from 1962 to 1967, volumes 10-16 9
Cat. No. 13-001.
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effeots on the over-all level of economic activity and on employment
is also further enhanced by the additional expenditures which it
induces, notably on consumer durables and on services which are
significantly directed toward servicing houses and households
(gas, water, etc.).

When only the latter are taken into account,

the residential construction· induced investment multiplier, computed
from United States data, has been estimated at about 0.4 to 0.5. 4
Assuming the same residential service-induced multiplier in Canada,
this would imply, even excluding expenditures on household appliances and allowing for time lags, that housing construction affects
a volume of induced investment approximately 50.0 per cent of the
volume of direct investment in housing itself.

This in turn would

imply that, in constant dollar terms, expenditures on residential
construction and related services averaged about 6.5 per cent of
G.N.E. and about 56.0 per cent of all construction in Canada in
the period from 1948 to 1967. 5
The important role played by residential construction in
the postwar period was reflected in a substantial rise in both
housing starts and in residential construction expenditures.

Thus,

from 1948 to 1967, housing starts and residential construction

4T•M• Mattila and W.R. Thompson, "Residential-Service
Construction: A Study of Induced Investment." The Review of
Economics and Statistics, November 1956, p. 469.
5Calculation based on data in D.B.S., National Acoounts,
op.cit.

- 3 expenditures increased at average annual rates of 3.5 per oent and
3.0 per cent, 'respectively.

6

The availability of mortgage funds

oontributed significantly to this growth in housing activity.
2)

The Role of Finance
The crucial role played by the availability of mortgage

funds in permitting the growth in housing requirements in the postwar period 7 to be translated into effective demand is illustrated
in Table 1.

This table makes the dependence of residential

construction on borrowed funds readily apparent.

In the period

from 1954 to 1961, the only period for which this data is available,
funds borrowed from private and public sources ranged from a low
of 78.1 per cent to a high of 86.3 per cent of expenditures on
new housing, while owner's equity correspondingly varied from
a high of 21.9 per oent to a low of 13.7 per cent.

6Rather than implying a decline in average expenditures for
a given type of dwelling unit, the more rapid rise in dwelling
starts than in residential construction expenditures in this period
mainly reflects the rise which occurred in the construction of
relatively low unit cost apartments; apartments as a proportion
of total dwelling units started increased from 12.8 per cent in
1949 to 45.3 per cent in 1967. Central Mortgage and Housing
Corporation (C.M.H.C.): Canadian Housing Statistics, 1967 issue,
Tables 1 and 7; Ibid.
7C• M•H• C• has estimated that housing requirements increased
from an annual average of 99,200 dwelling units in the period
1951-56 to 132,600 units in the period 1956-61 and then to an annual
average of 140,000 units in 1961-65. Requirements in the immediate
postwar years were also high because of the rapid growth in population and the backlog of unfilled demand accumulated during the war
years. C.M.H.C., op.cit., Table 73; Advisory Committee on Reconstruction, Final Report of the Subcommittee on Housing and Communit~
Planning, Ottawa, 1944; R.G. Lillie, "Twenty Years of Housing",
Habitat, Volume IX, Number 3 and 4, and Volume X, Number 2, C.M.H.C.

TABLE 1
-,-- ._-- -

EXPENDITURES ON NEW HOUSING BY SOURCE OF FUNDS 1954-1967
(Millions of Dollars)

Public
Funds(l)
1954
1955
1956 .
1957
1958
1959
'1960
1961
1962
1963
1964
1965
1966
1967

(1)
(2)

113~3

58.9
56.0
108.6
384.1
348.8
307.8
298.9
223.1
181. 0
332.4
365.9
520.8
811. 4

Private Funds
Institutional Other
423.2
705.7
750.4
524.8
683.3
725.1
471. 6
638.0
807.8
9~4.9

1,043.8
1,101.2
846.9
842.9

412.9
504.1
427.6
605.0
496.4
348.9
432.3
316.2
247.0
346.0
412.2
410. 1
367.6
298.5

Owners
Equity(2)

Total

266.1
1,215.5
288.6
1,557.3·
314.7
1,548.7
1,447.7
209.3
261. 3
1,825.1
371. 5 . 1,794.3
260.0
1,471.7
1,485.0
231. 9
1,608.1
330.2
264.6
1,736.5
2,072.8
284.4
311. 1
2, 188.3
2,221. 3
476.0
445. 1
2. ~97. 9

Public
Funds

As a percentage of total
Private Funds
Owners
Institutional
Otre r
Equity

9.0
3.8
3.6
7.5
21. 0
19.4
20.9
20.1
13.9
10.4
'16.0
16.7
23.4
33.9

Includes direct government expenditures, C.M.H.C. and other loans.
Equities in addition to mortgages from public and institutional sources.

Source: C. M. H. C. Canadian Housing Statistics, 1967, Table 22.

34.8
45.3
48.5
36.3
37.4
40.4
32.0
43.0
50.2
54.4
50.4
50.3
38.1
35.2

34.0
32.4
27.6
41. 8
27.2
19.4
29.4
21. 3
15.4
19.9
19.9
18.8
16. 5 .
12.4

21. 9
18.5
20.3
14.5
14.3
20.7
17.6
15.6
20.5
15.2
13.7
14.2
21. 4
18.6

.;:..

- 5The extent to which the availability of mortgage funds was
important in facilitating the growth in residential construction
in the postwar period is also indicated by the impressive rise in
the volume of outstanding mortgage debt in this period, as shown
in Table 2

on page 6.

Mortgage loans outstanding in 1939 amounted

to 15.6 per cent of outstanding long-term debt but because of the
low level of construction during the war years and the repayment
of mortgages, there was a decline of about $300 million in the
volume of outstanding mortgage loans from 1939 to 1945.

There was

also a large increase in long-term Federal Government debt in this
period, and the ratio of mortgage loans to long-term debt declined
to 7.0 per cent •. In the following decade, the vigqrous demand for
mortgage financing generated by an expanding population, rising
incomes and a backlog of housing needs generated during the years
of depression and war, resulted in a $5 billion increase in the
volume of outstanding mortgage loans; mortgage loans as a proportion
of long-term debt outstanding had increased to 24.1 per cent by 1955.
The demand for housing remained high in the following decade and the
volume of outstanding mortgage debt increased by $14.5 billion, to
constitute 36.1 per cent of all outstanding long-term debt in 1965.
In 1965, mortgages had thus become the largest single long-term debt
instrument in the Canadian financial system.

However, the data in

the above table include substantial amounts of mortgage debt secured
by commercial and farm property.

The outstanding volume of residen-

- 6 TABLE 2
,LONG~TERM

DEBT AND MORTGAGE LOANS OUTSTANDING! 1939-1965
(Millions of. Dollars)

1939

1945

1950

1955

1960

1965

3,478

13,013

11,600

9,008

8,601

8,924

1,943

,1,875

2,748

4,073

6,855

'11,889

MW1icipal Govt.
-Bonds b

1,176

946

1,219

2,203

3,740

5,464

Corporate & Institutional
Bonds

2,175

1,738

2,509

2,503

7,456

10,343

Mortgage Loans
Outstanding

1.626

1,330

3,130

6.280

11.349

20.645

10,398

18,902

"
21,206

2.6,067

38,001

57,265

15.6

7.0

15.2

24.1

29.9

36.1

Federal Govt.
~Bondsa
Pr~vincia\, Govt.

-Bonds

'

Total
Mortgage Loans as
Percentage of. Total

aOutstanding market issues, over three-year maturities.
bDirect and guaranteed bonds.
Source: Bank.of. Canada) Statistical Summary Supplement, various issues
C.M.H.C~ Research Bulletin No. 77 (R)

tisl mortgage debt in 1965 was perhaps about $16 billion.

8

8The Royal Commission on Banking and Finance estimated that
of the mortgage debt outstanding held by governments and financial
institutions in 1961, some 77 per cent was secured by residential
property. Assuming a comparable proportion in 1965, and the same
distribution of holdings by other mortgage lenders, then the total
outstanding residential mortgage debt in 1965 would have been $16
billion.. Re ort of the Ro al Commission on Bankin and Finance,
p. 268, Queen's Printer, Ottawa 1964. Hereinafter cited as the
"Porter Commission Report"); C.M.H.C., Research Bulletin, No.77 (R),
Ottawa,.June 1967.
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Postwar Cyclical
Fluctuations in Housing Activity
The residential construction sector has, however, experienced

marked cyclical fluctuations in the postwar period.

As shown in

Table 3,9 residential construction expenditures moved through eight
complete swings and therefore through four complete cycles in the
postwar period.

The average duration of each cycle was twenty

quarters, with the upswings averaging fifteen quarters and the downswings five quarters.

With the exception of the 1957-60 cycle,

when the downswing exceeded the upswing in duration and there was a net
decline in expenditures, the tendency for the duration of the upswings to exceed that of the downswings resulted in net expansion.
The duration of the upswing ·in the most reoent cycle (1960-66) was
the longest of any cycle in the postwar period but the downsw:htg
in 1966 also represented the sharpest absolute decline in residential construction expenditures in this period.
Dwelling units started, which are statistically more reliable
and are used more as a guide for short-term housing policy,10 moved
through ten swings and five complete cycles in the period from 1948

9The method of identifying cycles used in Table 3 is that
used by JoV. Poapst in his study of the mortgage market prepared
for the Porter Commission. The turning points up to 1960 are identical with the ones shown in Poapst's study but the dollar values
of the changes are different in most cases; presumably this is due
to data revisions. J.V. Poapst, The Residential Mortgage Market.
Working paper prepared for the Royal Commission on Banking and
Finance, ·Ottawa 1962, Table 4-1, p. 115.

- s TABLE 3
CYCLICAL MOVEMENT'S IN NEW RESIDENTIAL CONSTRUCTION EXPENDITURES
Seasonally Adjusted at Annual Rates -' Millions of 1957 dollars
Quarterly, 1947 Second Quarter to 1968 First Quarter
1

Movement

Period,

Dura.tion
Quarters

Change 2
S mil.1957
cha.nge

%

"

1947 2Q

to

1950 4Q

Up

1950 4Q

to

1951 4Q

Down

1951 4Q

to

1956 1Q

Up

1956 1Q

to

1957 1Q

1957 1Q

to

1958 4Q

15

340

4

-316

-26.2

17

744

36.3

Down

4

.272

-16.6

1958 4Q

Up

7

440

32.3

to

1960 4Q

Down

8

-544

-30.2

1960 4Q

to

1966 1Q

Up

21

440

35.2

1966 1Q

to

1967 1Q

Down

4

-356

-20.9

1967 1Q

to

1968 1Q

Up

4 to date

256

"19.0

1

Quarter after which at least two next following quarterly movements were
in same direction and value in third quarter is more than $100 million
different from turning points.
2

Change between turning points.

Source: D.B.S. National Accounts, Income and Expenditure, By Quarters,
1947-1961, August 1962, Cat.No. 13-519, also National Accounts. Income and
Expenditure, Fourth Quarter issues, from 1962 to 1967, volumes 10-16,
Cat.No. 13-001.

- 9 11
to 1968 Q1, as shown in Table 4.

The average duration of eaoh

TABLE 4
CYCLICAL MOVEMENTS IN DWELLING STARTS, 1948-1967
Seasonally Adjusted at Annual Rates
Quarterly - thousands of dwelling units
Period 1
1948
1951
1952
1956
1957
1959
1960
1962
1963
1965
1967

2Q
2Q
2Q
2Q
2Q
1Q
2Q
3Q
1Q
4Q
1Q

Movement
to
to
to
to
to
to
to
to
to
to
to

1951
1952
1956
1957
1958
1960
1962
1962

1Q2.
1Q
1Q
1Q
4Q
1Q
2Q
4Q

1965 3Q
1966 4Q
1968 1Q2

Up
Down
Up
Down
Up
Down
Up
Down
Up
Down
Up

Duration
Quarters
12
4
16
4
7

5
9
2

11
5
5

...

Change (OOOIS units)
Period
Per Quarter
24.7
-25.8
76.0
-60.0
76.2
-47.2
38.3
- 7.5
45.2
-47.9
79.3

2.1
- 6.5
4.7
-15.0
10.9
- 9.4
4.3
- 3.8
4.1
- 9.6
13.9

1periodB in whioh quarterly movement 'is in same direction for two quarters
or more, exoept for period from 1959 1Q to 1960 1Q when two-quarter periods
~f deoline are separated by two-quarter perio~B of small increase.
2rnoomlete
Souroe: CMRC, Speoial Supplement to the February 1968 issue ofa Canadian
Housing Statistios, Monthly Supplement.

11

The method used here to identify oyclioal turning points
is that used by Poapst. However, the turning points, and ohanges
in starts between turning points, shown here differ beoause of .
SUbstantial data revisions. ~, Table 4-2, p. 116.

- 10 cycle was fifteen quarters.

The upswings lasted on average for

eleven quarters and covered fifty-five quarters while downswings
lasted on average for four quarters and covered twenty quarters.
With the exception of the 1957-1960 and 1960-1962 cycles, the downswings were much sharper although, on the average, shorter in dura·tion than the upswings.
The cyclical fluctuations experienced in residential
construction were similar in magnitude to those experienced in
the other components of private investment but it is apparent from
Chart 1, on page 11, that they differed significantly in timing,
both in relation to fluctuations in general economic activity12
and in the other components of private investment.

This is also

shown in Charts 2,3 and 4,13 where housing activity, private invest~
ment and its other main components are shown over the course of the
three cycles in general economic activity experienced since 1953.
Chart 2 shows the business cycle from the second quarter of

12

The reference cycle periods used in Charts 1,2,3 and 4 are
based on the National Bureau of Economic Research method of determining business cycle turning points. See: A.F. Burns and W.C. Mitchell,
Measuring Business Cycles, National Bureau of Economic Research,
New York, 1947.
13These are cycle-on-cycle charts, but instead of showing
the behaviour of one variable over different cycles on the same
chart, each chart shows the behaviour of different variables over
one cycle. The data are on an index basis, with the level of each
component at the previous reference cycle peak taken as 100. The
reference cycle trough dates are: the second quarter of 1954, the
first quarter of 1958 and the first quarter of 1961. In the third
chart, only the latter part of the expansion which commenced in 1961
is shown because interest here is largely confined to the decline
in housing activity which accompanied the period of contractionary
monetary policy experienced in 1965-66. Sources: Same as Tables 3
and 4 above.

- 11 CHART

1

PRIVATE INVESTMENT EXPENDITURES
Seasonally Adjusted at Annual Rates
Quarterly - Billions of 1957 Dollars

8.0

B.O

6.0

6.0

3.0

3.0

4.0
1.5

3.0

2.0

2.0

1.5

2.0
1.5

1.0

'104& 40.

60

61

62

63

54

6~

66

57

5&

50

60

61

62

63

64

65

66

67

Shaded areas represent periods of cyclical contraction.
Sourcess D.B.S.: National Accounts. Income and Expenditure. By Quarters,
1947-1961, August 1962, Cat.No. 13-519; also National Accounts,
Income and Expendi ture., Fourth Quarter issues, from 1962 to 1967,
volumes 10-16, Cat.No. 13-001.
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CHART 2
HOUSING AND OTHER COMPONENTS OF PRIVATE INVESTMENT,
REFERENCE CYCLE I 2Q. 1953 TO 1Q. 1957
Seasonally Adjusted
Previous Business Oyo1e Peak=100

200

200
NON-RESIDENTIAL.
CC>NSTRUCYION _.
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./
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/

RESIDENTIAl
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....... EXPENDITURE

I 00 ~-='------

4

o

50
4

8

12

16

Quarters From Reference Trough

1953 to the first quarter of 1957, with the previous reference
cycle peak occurring in the first quarter of 1953 and the referenoe
cycle trough ooourring in the second quarter of 1954.

As indicated

in the chart, housing starts declined for two quarters from their
level at the previous reference cyole peak but then increased in
the next two quarters while the general level of economic aotivity
declined.

Thereafter, for a further period of seven quarters while

- 13 the economy was passing through the early stages of cyclical
recovery towards rapid expansion, housing starts increased sharply
to reach a peak (relative to their earlier referenoe cycle peak)
in the first quarter of 1956.

Subsequently. until the referenoe

oycle peak (first quarter of 1957) housing starts declined sharply
(by 42.0 per cent) while the level of general economio activity
oontinued to advance strongly.

A similar pattern, but with slight

difference in the timing of turning points beoause of lags between
ohanges in starts and in expenditures,1 4 is also shown for residential oonstruotion expenditures.

In contrast, changes in the other

components of private investment followed fairly olosely the
pattern of cyclical changes in the over-all level of economic
activity: they declined for a period beyond the

referenc~

cycle

trough and then continued to rise strongly until the reference
cycle peak.

In the year prior to the first quarter of 1957, or

in the later phases of the expansion experienced from the second
quarter of 1953 to the first quarter of 1957, it therefore appears
that housing activity fluctuated counter cyclically and consequently
played a stabilizing role in the economy.
Chart 3, which shows the business cycle from the first
-quarter of 1957 to the first quarter of 1960, also indicates that

14It may be estimated that peaks in residential construction
expenditures lag peaks in housing starts by three to four months.
L.B. Smith, The Postwar Canadian Residential Mortgage Market and the
Role of Government, unpublished doctoral dissertation, Harvard
University, Cambridge, 1966, p. 2050 (Hereinafter cited as "The
Residential Mortgage Market").

- 14 CHART 3
HOUSING AND OTHER COMPONENTS OF PRIVATE INVESTMENT,
REFERENCE CYCLE, 1Q. 1957 TO 1Q. 1960
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-housing activity increased when the economy experienced a period
of cyclical contraction, rose sharply to reach a peak about the
middle of the expansion and then fell sharply while the over-all
level of economic activity continued to rise

strongly~

Also during the most recent period of the oyclical expansion

- 15 which began in the first quarter of 1961,1 5 and whioh is shown in
Chart

4, housing activity fell

sharply~

while the other components

CHART 4
HOUSING AND OTHER COMPONENTS OF PRIVATE INVESTMENT,
REFERENCE CYCLEs 1Q. 1960 TO 4Q. 1967
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.1. Dqla shown from second quarler 01 1964.

15During the period of cyclical contraction experienced from
the first quarter of 1960 to the first quarter of 1961, residential
construction expenditures declined quite sharply while housing starts
increased substantially_ D.B.S.: National Accounts: Income and
Expenditure, op.cit.; C.M.H.C., Special Supplement to the February 1968
issue of: Canadian Housing Statistics, Monthly Supplement.

'" 16 of private investment and the over-all level of economic activity
continued to rise strongly.

Thus during the three business cycles

experienced in the last fifteen years, housing activity fluctuated
countercyclically and consequently played a stabilizing role in the
economy_ 16
4)

Benefits and Costs of Housing Cycles
Fluctuations in housing activity, which have been widely

attributed to the effects of monetary policy on the availability
and cost of mortgage funds,1 7 have probably not resulted in a lower
level of residential construction over the longer-run while they
have benefited the economy through their contribution to over-all
stabilization policies.

18

However, it is claimed, particularly

16For a more detailed review of fluctuations in housing
activity and their relationship to cyclical fluctuations in general
economic activity in the period from 1948 to 1962 see: Poapst,
op.cit., pp. 114-120.
17L• Grebler, "The Housing Inventory - Analytical Concept
and Quantitative Change", American Economic Review, May 1951;
J.M. Guttentag, "Credit Availability, Interest Rates and Monetary
Policy", The Southern Economic Journal, January 1960 (hereinafter
cited as "Credit Availability") and "The Short Cycle in Residential
Construction", American Economic Review, June 1961 (hereinafter
cited as "The Short Cycle"); S.B. Klaman, "Effects of Credit and
Mortgage Policy on Real Estate Markets; 1952-1954", Land Economics,
August 1956; W.L. Smith, "The Impact of Monetary Policy on Residential
Construction, 1948-1958", in Study of Mortgage Credit, Committee on
Banking and Currency, Subcommittee on Housing, U.S. Senate, December
1958, 85th Congress, 2nd Ses~ion, L. Grebler and S.J. Maisel,
"Determinants of Residential Construction, A Review of Present
Knowledge" in Impacts of Monetary Policy, Research .Studies prepared
for the Commission on Money and Credit, Englewood Cliffs; N.J. PrenticeHill, 1963, p. 477-478; Economic Council of Canada, Fourth Annual
Review, p. 25, Queen's Printer, Ottawa, 1967.
18
Guttentag, "The Federal Reserve and the Mortgage Market:
Some Perspectives on the "Crisis" of 1966" in Study of Mortgage
Credit, Committee on Banking and Currency, Subcommittee on Housing
and Urban Affairs, United States Senate, May 1967, 90th Congress,
1st Session, p. 395 (hereinafter cited as "The Mortgage Market in 1966").

- 17 by spokesmen for the industry, that this benefit has been achieved
at a cost to the residential construction industry itself.

Some

of the alleged costs have been summarized by the National House
Builders Association as follows:
The principal difficulties of the house building industry
since 1954 have arisen from the wide year to year fluctuations in the number of houses started ••• Such fluctuations
tax the resources of the industry and attract marginal
operators at the peak, and cause unemployment and bankruptcies in the subsequent contraction. The over-all result
is poor efficiency, unnecessarily high costs and serious
economic disruption. 1 9
Whether past fluctuations in housing activity have in faot
raised the cost of housing and contributed to inefficiency in the
residential construction industry - thus providing valid grounds
for seeking ways to reduce fluctuations in the availability of
mor t gage

f ' und
s - '~s

open t 0 ques t '~on. 20

However, it would appear

that an enlarged and sustained flow of mortgage funds will be
required if estimates of future housing requirements are to be
' d • 21
rea I ~ze

This in turn focuses attention on the effioiency of

institutional and other arrangements in the mortgage market.

19The National House Builders Association, Submission to the
Royal Commission on Banking and Finance, Ottawa 1962, ,po 20, paI'a.
4.15; see also: Poapst, op.cit., p. 150.
20 Guttentag, "The Mortgage Market in 1966", op.cit., p. 398.
21"Of all the major sectors of the economy, none will have
to grow more than housing - at least to 1970, and perhaps even
throughout the 1970's. This is a matter of major national importanoe
if a housing shortage is not to become a serious national problem •••
A large and sustained volume of residential mortgage financing will
(also) be required." Economic Council of Canada, op.cit., p. 264.
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5)

Mortgage Market Imperfections
and Short-Run Housing

Activit~

If institutional regidities or imperfections exist in the
mortgage market they can be expected to adversely affect the cost '
and availability of mortgage funds in the long-run and consequently
frustrate the objective of achieving the optimum allooation of
financial and real resouroes between the housing and other sectors
of the eoonomy.

In a oyclical context, institutional rigidities

or imperfections can also be expected to prevent the mortgage
market from adjusting efficiently to changing credit conditions
and thereby cause monetary policy to have a greater or lesser
impact on housing activity than otherwise would be the case.
While considerable attention has been focused reoently on
the general questions of the impact of monetary policy on housing

22

and on the mortgage lending institutions,2) little attention has
been given to evaluating the role which institutional rigidities
or imperfections in the mortgage market might play in hampering
its smooth adjustment to changing credit conditions. 24

In view of

22

See, for example: Economic Council of Canada, op.cit.,
pp. 2)-26, 264-266.
2)See, for example: Porter Commission Reuort, pp. )57-376.
24The adverse effects of legal restrictions on mortgage
lending by the financial intermediaries were stressed by the Porter
Commission but their effects were viewed in a long-run context
rather than from the point of view of their effects on the
adjustment of the mortgage market to changing credit conditions.
The need for further study of the prerequisites in the eoonomy at
large, in the financial markets and the housing market that have
made the countercyclical behaviour of residential building possible
is also noted by Grebler and Maisel. Porter Commission Report,
p. 269; Grebler and Maisel, op.cit., po 493.

- 19

~

this, the tendency for housing to have become in effect an economio
regulator, and the apparent need to ensure a continued growth in the
supply of mortgage funds in future, this study examines the impact
of monetary policy on housing and attempts to determine whether
there are any imperfections in the mortgage market which have
accentuated fluctuations in mortgage lending and consequently in
housing activity_
6)

Outline and Summary of Findings
a)

Outline
Since the impaot of monetary policy on housing is trans-

mitted through the mortgage market, Chapter 2 briefly describes the
characteristics and structure of the Canadian residential mortgage
market.
Chapter 3 examines the demand
funds.

for~

and supply of, mortgage

The chapter begins with a brief analysis of the long and

short-run demand for housing, and then goes on to consider the
oredit variable because of the importance usually attached to
ohanges in credit availability in the theoretical and empirical
literature dealing with short-run fluotuations in mortgage lending
·and in housing acti vi ty.·

There then follows a brief analysis of

the demand for mortgage funds, and how it is influenced by changes
in mortgage lending terms.

The chapter concludes with a brief

analysis of the supply of mortgage funds, and how it is influenoed
. by ohanges in mortgage lending terms.
Chapter 4 examines the impact of monetary policy on housing
activity, with partioular emphasis on recent developments.

The

chapter begins with a brief analysis of the relationship between

- 20 fluotuations in general eoonomic aotivity, monetary polioy, mortgage
lending and housing aotivity; and finds. firstly, that monetary
polioy has been mainly responsible for fluotuations in mortgage
lending, and secondly, that such fluotuations have in turn been
mainly attributable to fluotuations in the mortgage lending of the
private finanoial institutions.

Much of the remainder of the

ohapter is, therefore, oonoerned with the impaot of monetary polioy
on the mortgage lending of the private finanoial institutions.
Sinoe it is found in ohapter 4 that variations in yield
spreads have been responsible for fluotuations in mortgage lending,
Chapter 5 examines the factors which have oaused mortgage interest
rates to be relatively inflexible.

Attention is focused in the

first part of the ohapter on the institutional rigidities or
imperfeotions in the mortgage market whioh have reduoed the
flexibility of mortgage interest rates, including the N.H.Ae yield
ceiling and the absence of a secondary market.

The remainder of

the ohapter examines how other institutional arrangements and
market forces have reduoed the flexibility of mortgage interest
"rates and possibly induoed lenders to vary the non-prioe terms of
"mortgage loans in response to ohanging credit conditions6
b)

Summary of Findings
(i)

Since mortgage loans are issued in small amounts and

are seoured by individual pieces of real estate of widely varying
age9 quality, type and location, the residential mortgage market
is highly deoentralized and exhibits important regional differenceso
Unlike the market for bonds 9 there is little trade in outstanding
mortgage loans.

However, large institutional investors supply most
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of the funds for new oonstruction channelled through the mortgage
market.

The terms upon which mortgage funds may be borrowed, and

consequently lending policies and praotices in the mortgage market,
are largely determined by the terms of the National Housing Act.
(ii)

The demand for mortgage funds secured by residential

property arises mainly to finance new oonstruotion.

Consequently,

the factors whioh determine the demand for new housing are important
determinants of the demand for mortgage funds.

In Canada, it

appears that the basio underlying conditions throughout the postwar period were suoh as to ore ate a strong potential demand for new
housing.

The activation of this potential demand into effective

demand was in turn mainly dependent upon the availability of
mortgage funds on easy terms.

The ability of potential home-owners

to borrow and the attractiveness of potential investment in rental
dwellings are influenced by the mortgage lending terms.

Consequently,

changes in the price and non-price terms of mortgage loans can be
expected to significantly affect the demand for mortgage funds and
thereby the volume of housing construction.

The supply of funds is

also signifioantly influenced by the non-price terms of mortgage
loans, since changes in such terms affect the liquidity and risk of
mortgage loans.

Thus changes originating in the mortgage market can

be expected to affect housebuilding through the effect of changes in
loan terms upon the demand for housing and through changes in the
willingness of lenders to supply funds at given terms.
(iii)

Changes in financing conditions in the mortgage market

have been significantly influenced by general eoonomic activity and
by monetary policy.

In the period from 1956 to 1967, declining or
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slowly growing eoonomio aotivity, relatively low demand for funds
by business, and expansionary monetary polioy, have resulted in
substantial inoreases in mortgage lending and in housing aotivity.
Conversely, high and rising eoonomio aotivity and expanded demands
for funds by business have generally oheoked the growth of mortgage
lending, while oontraotionary monetary policy has resulted in
substantial declines in the supply of mortgage funds.

Fluotuations

in the over-all volume of mortgage lending have in turn mainly
reflected ohanges in the volume of funds supplied by the private
financial institutions, including mainly the chartered banks, trust,
loan and life insuranoe oompanies.

Monetary restraint has affeoted

their mortgage lending partly by reducing the growth in the
aggregate of funds available to then for all kinds of lending.
Much more important has been the allocation effeot, that is,
reduoed lending by the financial institutions resulting from their
investing a smaller proportion of available funds in mortgages.
This in turn has been attributable to the tendency for mortgage
interest rates to rise less than bond yields during periods of
monetary restraint.
(iv)

Mortgage interest rates have been relatively inflexible

partly because of institutional imperfections in the mortgage market.
Until recently, the N.H.A. yield oeiling was perl:!aps the m"ost
important such imperfection.

The absenoe of a seoondary market has

also contributed to the ralative inflexibility of mortgage interest
rates.

However, the inflexibility of mortgage interest rates

relative to bond yields has mainly refleoted basic differenoes
between the mortgage market and the bond market.

The fact that

- 23 loan commitments in the mortgage market are entered into some months
before funds are disbursed has led to stability of rates, particularly
when market rates were rising.

The localized and differentiated

nature of the mortgage market have also promoted a stable interest
rate policy and reinforced the tendency for changes in mortgage
interest rates to lag behind changes in other market rates.
inflexibility of mortgage interest

rate~

The

could have been attributable

in part to the tendency for lenders to vary the non-price terms of
mortgage loans in response to ohanging oredit conditions.

However,

relevant data are unfortunately not available to determine the
extent to which lenders have varied the non-price terms of mortgage
loans.

Nevertheless, there is evidence indioating that lenders have

relied on non-price rationing to allocate funds.

CHAPTER 2
The Characteristics and Structure of the Canadian
Residential Mortgage Market
The potential short-run effects .of credit oondi tions and
monetary polioy on housing are transmitted mainly through the
residential mortgage market.

Therefore, to understand both the

mechanisms linking monetary policy to housing activity, and the role
which institutional arrangements in the mortgage market might play
in its adjustment to changing oredit conditions, it is neoessary to
examine the salient characteristics of that market.
10

Size of the Residential Mortgage Market
Comprehensive measurements of the amount of residential

mortgage financing are not available but estimates made by poapst

1

in his study prepared for the Porter Commission clearly indicate
that the residential mortgage market is large.

Poapst's estimates

indicate that in 1960, the amount of funds raised in the market was
approximately $1.1 billion, compared with $2.6 billion obtained on
all types of property
Poapst also compared the estimated volume of the gross flow
of residential mortgages in 1960 with new Canadian dollar issues of
bonds and stooks, and ooncluded thatl

1poapst, op.oit., pp. 21-24, Table 2-1.

- 25 Residential mortgage finanoing exceeded all types of bond
and stock finanoing exoept gross new issues by the federal
government. Exoluding the federal government, new issues
of all types of bonds oombined exoeeded residential mortgage
finanoing by just 11 %, and when stooks are added the margin
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The residential mortgage market is clearly a large part of
a large marketG 2
That the mortgage market has oontinued to be large is
indicated by the fact that gross mortgage loans approved by the
financial institutions (chartered banks, life insurance oompanies,
trust, loan and other companies, Quebec Savings banks and mutual and
benefit SOCieties) in 1967 amounted to $1.7 billion, compared with

$710 million in 1960. 3
2.

Characteristics of Mortgage Lending
Residential mortgage loans are usually long-term loans

secured by individual pieces of residential real estate of widely
varying age, quality, type and looation.

Such loans are also

usually secured by the borrowers' personal covenant to repay, but
because the amounts involved are in most cases large in relation
to the borrowers' inoome and other assets, lenders must usually
look to the property itself as the security for their funds and
must therefore be skilled in appraising building standards and
property values.

Most mortgages, except those on large

apartments~

are also issued in relatively small amounts because they relate to
individual properties.

For example, the average loan for new single

2 Ibid , p. 22.
3CoM.H.C., Canadian Housing Statistics, 1961 issue, Table 21.

- 26 family dwellings built under the National Housing Aot in 1967 was
$15,692, the median income of borrowers was $7,560 and almost 80 per
cent of such loans had an amortization period of 25 years; conventional mortgages registered by the financial institutions in 1966 averaged
$18,032. 4
As is to be expected, these characteristics of the mortgage
lending process do much to determine the nature of the mortgage
market itself.

Because mortgage loans are "one of

a.

kind", in the
"

sense that they are usually issued in small amounts and are secured
by real estate of widely varying characteristics, the market is
highly decentralized and consequently exhibits important regional
differences. 5

However, despite this deoentralized nature of the

market, large institutional investors supply most of the funds
channelled through the mortgage market. 6

These firms have the

organization and skills necessary to efficiently appraise properties
and to administer mortgage portfolios at a relatively low cost and
also have widespread networks of branch offices.

Individuals also

lend a substantial volume of mortgage funds,7 but this tends to be

4Ibid , Tables: 54,56,57 and 67.
see:

5For a summary of regional differences in the mortgage market
Porter Commission Report, p. 277.
t:.

VAs indicated above in Table 1, page 4, almost one-half of
expenditures on new residential construction in recent years have
been financed by funds borrowed from the private financial institutions.
, 7Reliable data showing the volume of outstanding residential
mortgage debt held by individuals in Canada are not·available. However, the C.M.H.C. has estimated that,in 1965, $5 billion, or 25 per
cent of all outstanding mortgage debt, was held by individuals, unincorporated business and non-profit organizations. C.M.H.C.,
Economic Research Bulletin No. 77 (R).

- 27 limited to cases where the lender has access to relevant information
concerning borrowers and where the lender's occupation provides him
with skills which are appropriate to mortgage lending.

Also, a

considerable volume of mortgage lending probably results from the
sale of housing where vendors accept a mortgage to facilitate the
sale of property or to help to secure a higher price.

8

Because of the individual nature of each mortgage loan and
the resulting decentralized nature of the mortgage market, there is
little trade in outstanding mortgages compared with the secondary
market turnover in outstanding stocks and bonds. 9

This also a.rises

in part from the tendency of the large institutional lenders to
originate and keep their own loans until

3.

maturity~

Institutional Characteristics
of the Residential Mortgage Market
Borrowers in the mortgage ma.rket may obtain two kinds of

mortgage loans.

One carries a government guarantee of repayment

to the lender under the terms of the National Housing Act, and the
other is the conventional type of loan where repayment by the
borrower is not guaranteed to the lender by the government.

Over

the decade from 1958 to 1967, 56.0 per cent of new residential

8

Lenders are often willing to allow a purchaser to assume the
liability for an existing mortgage or to arrange a modification of
its terms but it should be noted that while such transactions give
rise to substantial gross flows of credit, net flows are not changed.
Porter Commission Report, p. 269.

9See discussions by Poapst, op.cit., pp. 103-113; Porter
Commission Report, pp. 279-280; C.M.H.C., Submission· to the Porter
Commission, op.cit., pp. 54-59f D.B. Mansour, Submission to the
Porter Commission, Ottawa 1962, pp. 22-30.
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mortgage loans approved by the private lending institutions and by
C.M.R.Ce were insured under the National Housing Act.

10

Consequently,

the structure of the market for new housing finance is largely
determined by the terms of the Act.

Until recently, loans on

existing housing by the private financial institutions were not
eligible to be insured under the Act,11 but because of the importance of N.H.A. financing in the mortgage market, the market for
mortgages on existing housing was also indirectly influenced by the
terms of the Act.
Postwar national housing legislation might be said to have
begun with the 1944 Report of the Subcommittee on Housing and
Community Planning under the chairmanship of Professor C.A. Curtis.

12

In accordance with a recommendation of the Report, the 1944 National
Housing Act was subsequently passed, consolidating all existing
housing legislation and providing for federal government loans
covering 50 per cent· of the cost of municipal slum clearance.

The

scope and purpose of the Act was indicated in its preamble, which
stated that it was intended

" •••

to promote the construction of new

10

C.M.H.C., Canadian Housing Statistics,1967 issue, Tables:
20, 23 and 25.
11 In November 1966. the Act was amended to permit the approved
lenders to lend up to a maximum of $10,000 under the Act for the
purchase of existing dwellings. Ibid,'1966 issue, p. 14.
12Advisory Committee on Reconstruction, Final Report of the
Subcommittee on Housing and Community Planning, op.cit. For details
of early federal government housing legislation, see: C.M.H.C.,
Submission to the Porter Commission, op.cit., pp. 1-2. Lillie, op.cit.

- 29 houses, the repair and modernization of existing houses, the
improvement of housing and living conditions, and the expansion
of employment in the postwar period.,,1 3

This Act was broader in

scope than previous housing legislation and made evident the
permanent future involvement of the Federal Government in the
housing and planning fields.

In 1945, the Central Mortgage and

Housing Corporation was established to administer both this Act
and the Home Improvement Loans Guarantee Act of 1937, and to be
the government's agent and advisor in matters of housing

policy~

Amendments to broaden the scope of C.M.H.C.'s direct lending
powers were introduced in succeeding years but the joint loan,
whereby loans were made jointly by the Federal Government and the
private financial institutions, remained the principal type of
lending under the N.H.A. until 19J4.
In 1954, a revised National Housing Act replaced the joint
lending arrangement with a system of insuring loans which are made
entirely by approved private lending institutions, but provisions
for direct lending by C.M.H.C., loans to limited dividend companies,
rental guarantees and improvement loans were retained; C.M.H.C. was
also empowered to buy and sell insured mortgages. 14

The purpose of

this legislation was to increase the flow of mortgage funds from

13Li11ie, op.cit., volume IX, p. 4.
14For details of the Act, see: National Housing Loan
Regulations, extract from the Canada Gazette, Part II, Vol.
-LXXXIX, No.1, January 12, 1955; Queen's Printer, Ottawa 1955.

- 30 the private financial institutions.

Consequently, the legislation

governing the lending activities of the chartered banks and the
Quebec Savings banks was amended to permit them to make N.H.A.

lo~ns. 15 \Vhereas insurance of joint lending applied to the
institutions' business as a whole, it was applied to each individual
loan under this Act and provisions were also made for it to be transferred with the loan.
The terms of N.H.A. lending have changed oonsiderably over
the years.

There have been a number of increases in the size of -

loans permitted and in the amortization period, as well as changes
in the maximum permissible rate of interest.

16

At present

(September 1968), ioans to homeowners may be made up to a maximum
of $18,000J 17 in the case of multiple-unit apartment dwellings, loans
may also be made up to a maximum of $18,000 for each unit. i8

The

15
C.M.H.C., Submission to the Porter Commission, op.cit., pe
16For changes in the terms of N.H.A. loans in the period
1935-1961, see: C.M.H.C., Submission to the Porter Commission,
op.cit. p Appendix A, Schedules 2-3, ppo 63-65; for subsequent
changes, see: C.M.H.C., Canadian Housing Statistics, 1962-1967
issues.
17The National Housing Loan Regulations were amended in
May 1965 to permit the maximum loan for sigle-family dwellings
to be raised from $15,600 and $14,900 to $18,000; the bedroom
count as the determining factor in establishing the maximum loan
amount was eliminated. The Canada Gazette, Part II. Volume 90 t
SOR/65 ;82, May 26, 1965.
18The maximum loan for apartment type units was increased
from $12,000 to $18,000, effeotive February 1968. C.M.H.C.,
Buil~er's Bulletin, No. 197, February 9, 1968.

56

- 31 maximum term for a loan insurable under the Aot as at September 1968
was 35 years,19 and in lending to homeowners, lenders had to

ensure

that annual payments on the mortgage and property taxes were not in
excess of 27 per cent of the borrower's income,20 including 50.0
per cent of a wife's income.

Until the end of 1966, the maximum

rate of interest that could be charged on N.H.A. loans was set by
C.M.H.C. and was changed only infrequently.

However, in November 1966,

a new maximum rate was set based on a formula which allowed for
automatic quarterly adjustments in the rate to a level 1t per cent
above the long-term federal government bond yield average. 21

This

formula was changed in October 1967 22 to permit the rate to be set
at a level 2t per cent above the long-term bond yield average, the
maximum spread allow'ed in the Act. 23
N.H.A. loans by the approved lenders could only be made with
respect to new housing until November 1966, although C.M.H.C. was
empowered under the N.H.A. to make loans secured by existing
residential property.

However, in November 1966, the Act was

amended to permit, the approved lenders to lend up to a maximum of

19National Housing Act, op.cit., Part 1, paragraph (0) of
subsection 7.
20National Housing Loan Regulations, op.cit., Section 28,
para. (C).
21 For details of this formula see: C.M.H.C., Builders'
Bulletin, No. 182, Nov. 23, 1966.
22For the Minister's statement announcing the change see:
Hansard, September 27, 1966, p. 2576.
23National Housing Act, op.cit., section
para. (d).

4, subsection 2,

$10,000 under the Act for the purchase of existing dwellings. 24
The terms of N.H.A o residential loans are considerably more
favourable to borrowers than are those on conventional 10ans. 25

The

repayment period on conventional lending has lengthened considerably,
as a result of, for example, successful experience with N.H.Ao loans,
the widespread acceptance of regular amortization schedules, and
increased competition among lenders, but the average term is still
appreciably shorter than the average for N.H.A. loans. 26

According

to the Porter Commission,2 7 in the case of lending by life insurance
companies on new property, there is probably not much difference in
the amortization periods, with periods of 20 to 25 years being common.
Much lending on recently-built houses is made on the same basis but
on most existing houses the amortization periods tend to be lower,
at 15 to 20 years o

Trust and mortgage loan companies also prefer

shorter terms on new and existing housing because of their exposure
to changes in the cost of borrowed funds.

An amortiza.tion period of

24C•M•H• C., Canadian Housing Statistics, 1966 issue, p. 14.
25 This was particularly true before the change in the method
of establishing the N.H.A. maximum rate introduced in November 19660
Prior to that time, changes in the N.H.A. maximum rate were made in~
frequently and therefore tended to lag behind increases in conventional
,mortgage rates and ot.her,market rates. 1.2!Q., 1967 issue, Table 530
26The average term of conventional loans made by the financial
institutions in 1966 was 12.14 years while conventional loans made by
other lenders was 6.8 years; 78.3 per cent of N.H.A. loans in 1966
had an amortization period of 25 years. Ibid, Tables 55 and 67.
2.1Porter Commission Report, p .. 271.

15 to 20

is common on their loans when secured by new property.

year~

Loans made by life insurance companies generally have the same term
and amortization period but trust and loan companies tend to prefer
a commitment

of funds at a specified rate for a period of 5 years,

with repayment schedules set to amortize loans over longer periods.
This makes it possible to renegotiate the rate of interest if the
cost of their funds rises sharply.
Conclusions
The basic characteristics of the residential mortgage lending
process and of the mortgage instrument itself do much to determine
the structure of the mortgage market.

Mortgage loans are issued in

small amounts and are "one of a kind", in the sense that they are
secured by individual pieces of real estate· of varying age, quality,
type and location.

Consequently, the market is highly decentralized

and there is very little trade in outstanding mortgages.

(The effect

of institutional arrangements in the mortgage market on the flexibility of mortgage interest rates is examined in Chapter

5.)

However, because· of the importance of the mortgage market in the
financial system and the dependence of residential construction on
borrowed funds, it can be expected to play an important role in
transmitting the effects of monetary policy to the housing

sector~

In order to better understand this role, the next chapter examines
the demand for, and supply of, mortgage funds.

CHAPTER 3
The Demand for, and Supply of,
Residential Mortgage Funds
This ohapter examines the demand for, and supply of,
residential mortgage funds in order to better understand the
faotors underlying short-run fluotuations in housing activity.
Sinoe the demand for mortgage funds arises mainly to finance new
oonstruotion, this chapter begins with a brief analysis of the long
and short-run demand for housing.

Because the demand for housing

in the short-run is found to be mainly dependent on the availability
of mortgage funds, the next section examines the oredit variable in
greater detail.

The third and fourth seotions examine the demand

for mortgage funds to finanoe the construotion and sale of rental
and home-ownership dwellings, and how these demands are influenoed
by ohanges in the mortgage lending terms.

Attention is fooused in

the concluding section on the supply of mortgage funds; in this
section, the faotors whioh influenoe the supply of mortgage funds,
inoluding the mortgage lending terms, are discussed briefly.
I.

The Demand for Housing
Before discussing the demand for housing and the demand for

mortgage funds to finanoe new residential construction e it is
necessary· to distinguish between housing needs or requirements and

- 35 the effeotive or market demand for housing. 1

The need for additional

new housing is determined mainly by the number of families or households to be aooommodated 2 and is measured by the gap between the
desired and the existing housing stooke

However, the extent to

whioh this gap generates a market demand for housing, or results in
aotual oonstruotion, depends upon a oomplex variety of eoonomio
. forces, inoluding ohanges in inoomes and employment, oonsumer asset
holdings, prioes of housing, oooupanoy oosts, oonsumer tastes and
preferenoes, and vaoanoy rates. 3

In this ohapter, primary oonoern

is with the demand for housing, rather than with the need for
housing.

It is also neoessary to distinguish between the long

and short-run demand for housing and between the demand for owneroooupied and rental dwellinge,4 and therefore, between the demand
for mortgage funds for these varied purposes.
A. The Lon«-Run Demand for Housing
Most statistioal studies have focused attention on a small
number of the variables whioh influenoe the long-run demand for
housing, inoluding: inoomes, population, rents, prioes and oosts,
1

The Role of the Trust and Loan Oompanies in the Canadian
Eoonomy; study prepared for the Trust Companies Assooiation of
Canada for submission to the Porter Commission, Department of
Eoonomics and the Sohool of Business Administration of the University
of Western Ontario, London, Ontario, 1962, pp. 111-1, 111-2.
2For a disoussion and estimates of housing requirements in

Canada to 1970, sees W.M. Illing, Housin Demand to 1 0, study
prepared for the Eoonomio Counoil of Canada~ EC 22 1 4, Ottawa 1964,
p. 2.
3Grebler and Maisel, op.oit., pp. 476-477.
4Ibid , pp. 477-478.

and the stoak of housing.

When used, the statistioal signifioanoe

of these factors has varied, but in most studies they appear to have
had an important influenoe on the long-run demand for housinge 5

The

oredit variable, whioh is designed to measure the availability and
cost of mortgage funds, does not appear as an explanatory variable
in most models examining the long-run demand for housing; when used,
it does not appear as being statistioally signifioant.

6

With respeot to published eoonometrio studies of the postwar
demand for housing in Canada, these are few in number but widely
varying results have been found regarding the signifioanoe of the
abovementioned explanatory variables. - Oksanen 7 in his study of the
demand for housing in Canada from 1947 to 1962 found that the inoome
and housing stock variables were signifioant while the prioe and
credit variables tended to perform poorly.8

Johnson and Winder 9

also examined some of these variables and found that housing starts

5The faotors which influenoe the demand for housing also
potentially affeot the supply of housing but most of the analytioal
work on the housing market to date has been oonoerned with demand
beoause it is usually assumed that, in the long-run, real resouroes
for residential construotion are potentially available in suoh voiume
that their supply will meet effeotive demand at current prioes.
Consequently, on the supply side, it is usually oonsidered that
there are no signifioant problems other than price. I£![, po 479.
6

Ibid, p. 536.

~

7E•H• Okeanen, "Housing Demand in Canada, 1947 to 19621 Some
Preliminary Experimentation", The Canadian Journal of Economics and
Politioal Soience, August 1966, pp. 302-315.
8 Ibid , pp. 311-312.

9H•G• Johnson & J.W.L. Winder, Lags in the Effects of Moneta~
Polioy, Working paper prepared for the Royal Commission on Banking and
Finance, Ottawa 1962.
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~ense,

only upon N.H.A.

approvals, while housing expenditures depended upon N.H.A. loan
approvals, existing housing
income.

10

stoo~

Similarly, L.B. Smith

11

and ourrent disposable per oapita
oonoluded that:

••• Exoept where average dwelling oosts were signifioantly
influenoed by personal disposable income, personal dis~
posable inoome and prioe variables were insignifioant at
the 10 %level... Only the variables refleoting the
availability of mortgage finanoing and the dummy variable
representing ohanges in mortgage lending terms were
signifioant. 12
A detailed consideration of the significance of the results
obtained in these studies is outside the scope of this study because
primary interest here is in short-run fluotuations in housing
activity.

Suffice it to note that, while there is econometrio

evidence to indicate that the long-run demand for housing is
dependent on income, demographio factors, the stook of housing,
construction costs and rents, it can be argued, given the strength
of the underlying demand for housing in Canada throughout the postwar period, that it has been the availability of mortgage funds
whioh has played the dominant role in setting limits on new housing
oonstruotion. 13

10 Ibid , pp. 205-206.
11 L • B• Smith, "The Residential Mortgage Market", op.oit.,

pp. 45-46.

12!.E..!i, p. 46. In a later study, the author similarly found
that single dwelling starts were significantly affected by both the
cost and availability of mortgage funds while multiple starts were
affected by the cost of mortgage funds. A Bi-Sectoral Model of the
Canadian Housing and Mortgage Markets, a paper presented at the
Canadian Economics Association annual meetings in Calgary, Alberta,
June 5, 1968, p. 29.
13Ibid, p. 46; C.M.H.C., Annual Report, 1959, p. 8.

- 313

B.

~hort-Hun

-

Demand for Housj1lB:

Most studies of short-run fluctuations in the demand for
housing using United States data,1 4 while differing in emphasis
and detail, generally attribute the fluctuations to the effect of
credit conditions upon the availability of mortgage funds. i5

The

effects of the non-financial determinants of the demand for housing,
such as household formation, income, employment, and prices, are
assigned an insignificant influence on short-run fluctuations.

In

these studies, changes in credit conditions have been linked to general
business cycles and it is generally observed that periods of high and
rising economic activity were accompanied by an expanded demand for
'funds from business tending to reduce the availability of funds for
housing.

When there was slaok in the eoonomy, and the supply of funds

was ample relative to demand, these studies found that mortgage funds
became more readily available, with the result that fluctuations in
residential construotion showed a counter-oyolical tendenoy.
Changes in the terms and availability of mortgage funds are,
in turn, considered to affect the volume of new residential oonstruction
through their effect on the demand for mortgage funds e

The supply of

mortgage funds, which basically depends on the relative attraotiveness
of investment in mortgages compared with alternatives, is also partly
dependent on the non--price- terms -of "mortgage funds,16 as shown below.

14See above, footnote 17, p. 15.
15These studies usually note that the dominant effects of credit
on the cyclical behaviour of residential construction may hold only for
periodS-in which the longer-term demand forces were favourable to high
levele of residential construction and in which general business cycles
were moderate and of relatively short duration. Grebler and Maisell
oP.cit.
p.491.
i6 Guttentag, "Credi,t Availability," op.cit., p. 220.
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The Role of "Oredi t Availability" in the
'
Adjustment Process in the Mortgage Market
While most studie.s of short-run fluctuations in housing aotivi ty

agree that suoh fluotuations have resulted mainly from changes in credit
oonditions, the relevant ohanges in finanoial conditions themselves
have been variously labelled as "ease of borrowing", "availability
of mortgage funds" or "supply of mortgage credit".

.

Guttentag

11

On the one hand,

has presented a view of credit rationing which, when

applied to the mortgage market, suggests that credit availability is
the primary determinant of short-run changes in housing construotion.
Under this "credit-rationing" or "multiple-term" hypothesis p the
demand for,and supply of, mortgage funds is oonsidered to be
functionally related to a number of mortgage lending terms, inoluding
the minimum down-payment and maximum maturity as well as the rate of
interest.

On the other hand, Muth 18 rejects this thesis and develops

a model which implies that the only relevant credit term is the rate
of interest.

These opposing views are clearly relevant to our

empirical examination of the effect of monetary policy on housing
and are therefore worth examining in greater detail. 19

l1Guttentag, "The Short Cycle," a.nd "Credit Availability,"
op.cit.
• h
,,_+~_~~
"0
... _
Mutu,
Invc~cct ~a~cB, Contract Terms and the Allooation
of Funds", Journal of Finance, XVII (1962) pp. 63-80.
18R.F.

19For a brief summa.ry of these views see: Oksanen, op.cit.,
pp. 301-308.
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Guttentag argues that mortgage yields, other (non-price)
mortgage terms, and the relative importance of federal government
financing are the principal indicators relevant to drawing inferences
about the determinants of fluctuations in residential construction.
Vlliere changes in the demand for housing are the principal determinant
of changes in construction, then* mortgage yields and the v.olume of
construction would be expected to move in the same direction, and
other mortgage lending terms would be expected to be associated with
an increase in the volume of construction.

Moreover, the volume of

construction and the importance of federal government financing should
move in the opposite direction.

Conversely, where changes in the

supply or availability of mortgage funds are the chief determinant
of short-run fluctuations in housing activity, changes in

mortg~ge

yields and construction should move in opposite directions, an
increase in construction should be associated with the liberalization
of lending terms, and residential construction and the importanoe of
federal government finanoing should move in the same direotion.
Guttentag's data for the United States postwar period appear to
substantiate the latter set of implicationso

He also suggested

that the rigidity of interest rates, and the differential between
long-term bond yields, and what in Canada would be the

N.H~A.

rate,

had also contributed to short-run fluctuations in housing activity_
Muth rejects the hypothesis that lenders "ration" funds on the
basis of terms such as down-payment and maturity, and argues that the
only relevant credit term is the rate of interest.

The essence of his

- 41 argument is that:
an explanation for the co-variation of mortgage interest
rates and average contract terms can be found in explicit
consideration of the fact that mortgages with different
downpayments and maturities are really qualitatively
different debt instruments and carry different contract
interest rates. 20
In his model, for a given capital expenditure, each borrower is
assumed to be able to choose an optimal combination of equity and
borrowed funds, and is also assumed to be able to choose an optimal
rate of debt retirement through use of marginal cost and marginal
returns schedule for the rate of debt retirement.

On the supply

side, it is assumed that some lender is prepared.to make any kind
of loan provided his gross yield is big enough.
As the multiple-term hypothesis predicts, if the "pure"
rate of interest (the yield on government bonds, plus a risk
premium, plus an administrative charge) falls, then average downpayments will fall and average maturities will lengthen.

This is

because the fall in the interest rate will lower the costs of all
kinds of loans and consequently attract new borrowers into the
market who were previously excluded by prevailing maturity and
downpayment requirements.

However, unlike the multiple-term

hypothesis, Muth's analysis implies that the contract rate of
interest may rise while downpayments may decline and maturities
lengthen, provided the impetus for change arises from a shift in
the marginal returns schedule for borrowers.

201-8uth,
11
op.cJ.. t ., p. 64

(The shift might

- 42 result from changes in income, the price of housing, or the rate
of property taxation.)
From this brief discussion, it is impossible to conclude
on a priori grounds that either hypothesis should be aocepted as
totally relevant to Canadian experienoe.

Unfortunately, adequate

data relating to the non-price terms of mortgage loans are not
available to test empirically the validity of the hypotheses.
However, it is noteworthy that, in a reoent study, L.B. Smith21
found that a proxy variable designed to oatoh the effects of
"credit rationing" suggested that both the cost and availability
of private mortgage credit appear to exert a (statistically) highly
significant influenoe on single-housing starts, while only the cost
Of this oredit appears to influenoe the volume of multiple dwelling
starts.

22

Moreover, as shown below, short-run changes in the non-

price terms of mortgage loans can be expeoted on theoretical grounds
to exert a significant influence on the demand for mortgage funds
and consequently on residential construction.

Explicit recognition

should therefore be given to the role of both price and non-price
factors in our analysis of tne demand for mortgage funds and in
our subsequent discussion of the effect of monetary policy on
housing"

2i"A Bi-Seotoral Model of the Canadian Housing and Mortgage
Markets", op.cit., p. 10.
22 The proxy variable used to represent non-prioe mortgage
lending terms was the yield differential between mortgages and
bonds; thie was used " ••• because meaningful measures or these
variables are not available in Canada." Ibid; p. 9, also see:
pp. 10-11.
----
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The Demand for Residential Mortgage Funds
The demand· for residential mortgage funds arises to finance

the constructton and sale of

ne~

housing, and for

th~

repair, re-

novation.and transfer of existing property, as well as for a variety
of purposes not directly related to the construction and sale of
housing.
Data are not available to indicate the magnitude of these
separate sources of demand for mortgage funds in the economy but
their relative importance is indicated by the available data relating
to the mqrtgage-Iending of the principal lending institutions. 23
This data shows that almost 15 per cent of the residential mortgage

.

loans approved by C.M.H.C. and the private lending institutions in
the period 1951-61 were secured by new·residential property24 and
were therefore used for the construction or sale of new housing.
The remaining 25 per cent of their lending was secured by existing
property but published data

ar~

not available to indicate how much

of this was used to facilitate the exchange of real estate and how
much was used for other purposes. 25

23 In 1965, for example, 50.1 p~r cent and 15.5 per cent of
all outstanding mortgage debt was held by the private financial
institutions and by governments artd government agencies, respectively.
C.M.H~C., Supplement to Economic Research Bulletin No. 77 (R).
24C.M.H.C., Canadian Housing Statistics, 1967 issue, Tables I
20, 23, and 25.
25 It is of interest to note in this connection that the
Porter Report indicated that, in recent years, increasing use had
been made of mortgages to obtain funds for non-housing purposes.
Porter Commission Report, p. 268.

- 44 Data indicating the 'annual volume of mortgage funds borrowed from
other sources are not available.

However, it may be deduced from

available data on housing starts and construotion expenditures by
source of finance that a substantial proportion of these funds are
also used for the financing of new residential construotion. 26 Thus
the largest source of demand for residential mortgage funds, and
consequently the most important in its effects on employment and
economic aotivity, is that for new construction.

The faotors which

influence the demand for housing are accordingly important determinants of the dema.nd for residential mortgage funds.
A.

Demand for Mortgage Funds for Rental Dwellings
Under favourable demand conditions, the volume of rental

construction will importantly depend upon the availability and terms
of mortgage financing, because changes in the latter will signifioantly
influence the amount of equity funds invested in, and consequently
the opportunity cost of, such projects. 27

The most important terms

26Housing starts and new construction expenditures by type of
financing cannot be directly related to mortgage loan approvals because
of the lag between approvals and the commencement of construction .•
However, data relating to these variables suffice to give an impression
of the proportion of mortgage funds from th~se other sources used for
new residential construction and for other purposes. According to
C.M.H.C.'s Research Bulletin No. 77(~, in 1965, the non~institutional
private sector increased its holdings of mortgages by $400 million.
If it is assumed that repayments on outstanding mortgages amounted
to about $150 million, then the gross volume of mortgage lending from
this source in 1965 amounted to about $550 million. Applying the
average loan amounts per dwelling unit shown in Table 38 of the 1966
issue of Canadian Housing Statistics to the data on starts by type of
financing shown in Table 18, then about $300 million of this volume of
gross lending would have been used for financing new residential·
cons truction .•
27 C.M.H.C., Submission to be Royal Commission on Banking and
Finance, p. 13.

- 45 of mortgage finanoing whioh inf1uenoe the opportunity oost, and
therefore the demand for mortgage funds for rental dwellings, are
discussed briefly be1ow. 28
1.

Loan-Value Ratios.

Changes in loan-value ratios primarily affeot

the desirability of investing in rental dwellings through their effect
on the opportunity oosts of such investments.

Given a partioular

projeot which will yield a speoifio net return, and abstraoting from
risk oonsiderations, the higher the loan-value ratio of the mortgage
loan used to finance the project, the less is the use made of equity
funds.

Consequently, the lower the opportunity oosts of the projeot, an'd

the more likely to be undertaken, beoause the funds obtained on
the security of the project could not be used in any other manner.
Conversely, the lower the loan-value ratio of a mortgage loan used
to finance a projeot, the greater the opportunity oost of the projeot
and the less likely to be undertaken. 29

Beoause of the importance

of the opportunity oosts involved in the use of equity funds, it oan
also be readily seen that the sensitivity of the attraotiveness of
an investment to ohanges in the loan-value ratio increases as the
yields obtainable

28

on alternative investments increase.

.

This and the next seotion draw heavily on the succinct summary
of the effects of mortgage 1e~ding terms on the demand for mortgage
funds contained in L.B. Smith's study, "The Residential Mortgage Market,"
Ope oit., pp. 24-31.
~,

29 For arithmetio examples illustrating these propositions sees
pp. 25-26.
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Term to Maturity.

Changes in the term of mortgage finanoing

alter the desirability of prospeotive projeots by influencing the
time-path of the flows of funds assooiated with them.

Generally,

the shorter the term to maturity of mortgage loans, the greater the
likelihood that net rental revenue will fall below loan repayments,
thereby raising the opportunity oosts of projeots and making them
less profitable undertakings.

Conversely, the longer the term to

maturity of mortgage loans, the less likely is the use of equity
funds, the lower the opportunity oosts of projeots and oonsequently
the more- likely to be undertaken.

3.

Interest Rates and Repayment Privileges.

The higher the

interest rates on mortgage loans the less desirable to borrowers
are investments financed by mortgage fundsQ

Consequently, abstraot-

ing from the effeots of interest rates on the supply of mortgage
funds, the lower will be the volume of both rental construotion
and the demand for mortgage finanoing.

The possibility of early

repayment would also influenoe the desirability of an undertaking
because it would enable refinancing of any of the above-mentioned
costs if terms were expected to improve.

Generally, the earlier

the possible repayment date, the more readily will projects be
undertaken, while in the absence of such favourable provisions,
companies might delay commitments until expected improvements in
terms actually occurred.
From this brief discussion of the effect of lending terms on
the demand for rental mortgage funds, it is apparent that if demand
conditions relative to the available supply of rental dwellings were
such that investment with favourable financing were attractive, then
both the short-run volume of rental construction and the demand for

- 41 assooiated mortgage funds would be expeoted to fluotuate with ohanges
in the availability and terms of mortgage financing.
B.

The Demand for Mortgage Funds for the
"~inancing of Owner-OccuEied Dwellings
The demand for owner-oooupied dwellings may be partly

determined, at least in the longer-run, by demographio faotors, inoome,
oonsumer assets, "relative prioes and rents.

However, beoause of the

dependenoe of most new'residential oonstruotion on borrowed funds,
the demand for mortgage finanoing must usually be satisfied before
the desire for new housing oan be translated into effeotive demand. 30
Consequently, because of their influence on the ability of potential
home-owners to borrow, and therefore on the demand for mortgage funds,
the availability and terms of mortgage financing playa vital part in
determining the demand for owner-occupied dwellings.

The most

important factors affeoting the ability of potential home-owners to
borrow mortgage funds for owner-occupied housing are discussed briefly
below.
1.

Downpayment.

Generally, the lower the loan-value ratio, the

less likely it will be that a family will be able to afford a new
home simply because the downpayment and
required will be higher.

mi~imum

liquid savings

Increases in downpayment requirements

30Data reported in the Consumer Survey of the Porter Commission
indicate that if a net worth-mortgage debt ratio of 2:1 was assumed as
being the minimum required for a family to have been able to obtain
their home without mortgage financing at the time of the survey, then
61 %of mortgage debtors could not have purchased their homes without
mortgage financing. If a 3:1 net worth-mortgage debt ratio was assumed
then 82 %of mortgage debtors could not have purchased their homes
without mortgage finanoing. Royal Commission Consumer Survey, Appendix
Volume, Table 69, p. 54. Also cited in: L.B. Smith, The Residential
Mortgage Market, op.cit., pp. 33-34.
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emanating from declines in loan-value ratios can therefore be expected
to have a fairly substantial impact on the demand for mortgage funds

an~ on the demand for residential construction,3 1 for marginal households would be excluded from the market and others would have to
decrease their housing expenditures ooncomitantly with the increase
in liquid savings requirements.

Downpayment requirements are usually

reduced by increasing loan-value ratios, but this means that the
resulting inorease in monthly payments will have an offsetting
effect upon demand unless the amortization term is also increased.
2.

Monthly Payments.

When downpayment requirements are met,

then the size of the monthly payment needed to service the mortgage
acts as the constraint upon the size of the mortgage which a family
can afford, and therefore upon the family's housing demand.

For

example, in the Porter Commission Consumer Survey 40-50 per cent
of those families which financed their purchases with mortgages
would have been forced, at the least, to reduce their purchases
if monthly payments had been increased by 10

%.3 2

31The findings of the Consumer Survey conducted for the Porter

Commission indicated that 15 %of home-owners with mortgage debt
would have been unable to purchase a home or would have been forced
to buy a cheaper home if downpayment requirements had been raised,
even if monthly payments had been reduced by 10 %at the same time.
Porter Commission, Appendix Volume, Table 132, p. 100 e
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Maturity Term and

Mort~ge

Interest Rates.

As the term of a

mortgage is extended, other things being equal, the monthly payments
decrease.

However, since the total interest cost of the loan increases

with the term, the decrease in the required payment'is not proportionate
to the increase in the length of the loan contract, with the result
that the effect of additional extensions of term in moderating the
debt service burden diminishes as the term increases.
in the

inte~est

rate also reduoe

Reductions

monthly servioing oosts, but less

than proportionately. because the prinoipal oomponent of the amortization
payments remain unchanged •. However, as the term of the loan inoreases,
reduotions in the interest rate have an inoreasing effect in reduoing
debt servioe beoause the interest rate portion of payments increases
as the term is lengthened.
IV •. The Supply of Residential Mortgage Funds.
The supply of non-equity funds for new residential construction
and for the

renovation and transfer of existing residential property

originates primarily from private finanoial institutions, government
agencies and corporations, and individual lenders.

A complex variety

of faotors determines the volume of funds supplied by these principal
lenders,33 but suffice it to note here that the volume of funds
emanating from the financial institutions largely depends on the
attractiveness of investment in mortgages relative to alternatives,
such as bonds.

The volume of funds supplied by governments depends

on economic oonsiderations as well as on social priorities, while

33 For a discussion of the determinants of the investment
flows of private mortgage lending institutions see: L.B. Smith,
The Residential Mortgage Market, op.cit., Chapter 3, pp. 82-113.

- 50 the volume of mortgage funds supplied by individuals depends on
numerous personal considerations.
In 1965, the private lending institutions, governments and
government agencies, and private or individual lenders, held 50.1,

15.5, and 33.8 per cent,34 respectively, of mortgage loans outstanding in Canada.

Thus the financial institutions are currently

the largest single holders of outstanding mortgage debt and the
largest suppliers of mortgage funds. 35

The mortgage market therefore

largely centres on these institutions, and it is readily apparent
that their lending policies and practices have an important bearing
on the efficiency of financial markets in general and in particular
on the mortgage market.

If institutional rigidities or imperfections

exist, they can be expected to affect adversely the cost and
availability of mortgage funds in the long run, thereby frustrating
the objective of achieving the optimum allooation of financial and
real resources between the housing and other sectors of the economy.
In a cyclical context, institutional rigidities and imperfeotions
can also be expected to prevent the mortgage market from adjusting
smoothly to changing oredit conditions and thereby oause a greater
impac~

of monetary policy on housing than otherwise would be the case o

34C• M• H• C., Supplement to Economic ResearCh Bulletin,

No. 77(R).
35 For example, almost 52 per cent of housing starts in 1967
were financed by funds borrowed from the private financial institutions. C.M.H.C., Canadian Housing Statistics, 1967 issue, Table 14.
! -
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The lending policies and practices of governments and government
agencies, and private or individual lenders, can also be similarly
expected to affect the long-run efficiency of the mortgage market
and its adjustment to changing credit oonditions because of their
importance as suppliers of funds for new oonstruction.,6
The volume of funds supplied by the finanoial institutions
depends mainly upon their particular investment needs and preferenoes
and upon the attractiveness of mortgages compared with alternatives.
However, the volume of mortgage funds supplied by the finanoial
institutions in the short-run also depends upon the non-prioe terms
of mortgage loans beoause suoh terms direotly affeot the risk or
liquidity of mortgage 10ans. 37

To the extent that the volume of

funds supplied by governments and government agenoies, and by private
or individual lenders, are based on eoonomio oriteria, their lending
is also related to the non-prioe mortgage terms.

The potential

effeots of the lending terms discussed briefly below

a~e,

however,

probably applicable only to the private financial institutions because
of th& importance of personal considerations and sooia1 priorities in
determing the volume of funds supplied by the other lenders.

36 In 1961, for example, 20 and 28 per cent of total housing
starts were financed by funds borrowed from private or individual
lenders, and from governments and government agencies, respeotively.

llli ..
37Guttentag, "Credit Availability," op.cit., p. 220.
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Eguity-Debt Ratio.

Because most mortgage loans are large

in relation to the borrower's incomes, it is usually the borrower's
equity which provides lenders with protection against lOBS from
"
38
default.
Generally, the larger the borrower's equity relative to
his borrowed funds, the less the risk to the lender that the value
of the collateral will fall below the outstanding principal and thus
lead to default.

Consequently, the supply of mortgage funds can be

expected to be a positive function of equity-debt ratios.

As

already indicated, the demand for mortgage funds can be expected
to be a negative function of these ratios because of the presence
of marginal borrowers for whom downpayment requirements represent
an effective constraint on borrowing.
2.

Maturity.

Generally, the supply of mortgage funds is a negative

function of loan maturity because risk is usually considered to be
greater at longer maturities due to the greater possibility that
adverse circumstances can lead to the value of the collateral
falling "below the outstanding principal.

A shorter maturity may

also be preferred by some lenders because of its liquidity.

For

the reason indicated earlier, the demand for mortgage loans is
greater at longer maturities.

38Lenders are insured against default on their N.H.A. lending
under the terms of the Act but the basic disincentive to borrowers
to default on repayment of such loans is the loss of their downpayment)which is usually fairly large in relation to borrowers'
inpomes. For examplE!, in 1967 the average downpayment on N.H.A.
financed homes was $4,312 and the average income of borrowers was
$8,143. C.M.H.C., Canadian Housing Statistics, 1967 issue,
Tables: 61 and 66.
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Income-Debt Service Ratio.

The supply of mortgage funds is

a positive function of the inoome-debt service. ratio because risk
is smaller when mortgage repayments are amply oovered by the actual
or antioipated income of borrowers.

However, the demand for mortgage

funds is a negative funotion of this ratio because of the existenoe
of some borrowers

f~r

whom debt service requirements represent an

effective constraint on mortgage borrowing.
From this brief discussion of a few of the important mortgage
lending terms, it is apparent that where the supply of mortgage funds
is a positive function of a loan term, the demand will be a negative
function of that term, and vice-versa.

This in turn implies that the

mortgage market affeots housebuilding, firstly, through the effects
of changes in loan terms upon the demand for new housing, and secondly.
through ohanges in the volume of funds which lenders will provide
at given terms.

The next chapter therefore examines the effect of

credit conditions and monetary policy on the mortgage market.

CHAPTER

4

The Impact of Monetary Policy on Housing
- Recent Experience

This chapter examines the impact of monetary policy on
housing aotivity, with particular emphasis on developments in the

1965-66 period.

'l'he chapter begins

with a brief analysis of the

relationship between general economic activity, monetary policy,
and fluctuations in mortgage lending and in housing activity in the
period from 1956 to 1967.

Attention is then focused

in housing activity by source of finance.

on fluctuations

Since fluctuations in

mortgage lending by the financial institutions have been mainly
responsible for fluctuations in the over-all supply of new
residential mortgage funds, the remainder of the chapter examines the
impact of monetary policy on the mortgage lending of the financial
institutions.
I.

Economic Activity, Monetary Policy,
Mortgage Lending, and Fluctuations in Housing Activity. 1956-1967
In recent years, the availability of mortgage funds, and

consequently the level of housi'ng activity, has been significantly
influenced by general economic activity and monetary policy.

As

shown in Chart 5, and in Table 5 ( page 56), periods of declining
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or slowly growing economic activity,1 expansionary monetary 'policy and
relatively low demand for funds from business and governments, have
resulted in substantial increases in the supply of mortgage funds

2

1The reference cycle peaks (p) and troughs (T) shown in Chart
are those identified earlier. See above, page 9 t footnote 13.
2

5

In Chart 5, only the volume of mortgage loans approved by
C.M.H.C. and the private financial institutions are shown because data
relating to the volume of mortgage loans approved by other lenders are
not available. C.M.H.C.
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TABLE 5
MORTGAGE LENDING AND THE DEMAND FOR FUNDS
FROM BUSINESS AND GOVERNMENT, 1956 - 1967

Millions of dollars
Mortgage Loan
Approvals 1
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967

857
667
1,017
867
770
1,086
1,221
1,468
1,805
1,971
1,236
1,756

Net New Issues of Securities
Governments

2

Business 3

-2

1,492

756
2,213

1,473
984
508

,1,593
1,064
2,151
1,739
2,123
1,857
940
2,443
3,524

535
.614
785
654
1,127
1,772
1,536
1,290

Total
1,490
2,229
3,197
2,101
1,599
2,765
2,524
2,777
2,984
2,7 12
3,979
4,814

1Mortgage loans approved on new and existing residential property bYI
chartered banks, trust, loan and life insurance companies, Quebec
Savings banks and fraternal and mutual benefit societies.
2Net new issues of bonds and bills by the federal, provincial and
municipal governments.
3corporate bonds and stocks.
Sourcesl Bank of Canada, Statistical Summary, 1967 Supplement,
pp. 86-87; Central Mortgage and Housing Corporation, Canadian
Housing Statistics, 1967 issue, Table 20~
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and in housing activity_
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ConverselYt periods of contractionary

monetary poliCyp3 rapidly expanding economic activity and relatively
high demand for non-mortgage funds have resulted in substantial
declines in the volume of mortgage lending and in housing activity.4
II.

Fluctuations in Housing ActivitY9
bX Source of Finance
The effect of monetary policy on the availability of. mortgage

funds has in turn mainly been the result of its effects on the volume
of funds supplied by the financial institutions, as shown in Table 6.
In the five years in which total housing starts declined by more than
one thousand dwelling units, declines in starts financed by the private
financial institutions (life insurance companies, chartered banks, trust
and mortgage loan companies, Quebec savings banks, fraternal and mutual
benefit societies) accounted for the entire decline in three years

(1956, 1957, 1966) and for about half the decline in the remaining

3periods of contractionary monetary policy are indicated by the
shaded areas in Chart 5. The periods of contractionary monetary policy
experienced from August 1955 to August 1957 and from October 1958 to
August 1960 are those characterized as being contractionary in the study
prepared for the Porter Commission by Professors Johnson and Winder. The
subsequent periods of monetary restraint, from June to September of 1962
and from April 1965 to June 1966, are based on the Bank of Canada's
description of monetary policy in these periods. Johnson and Winder,
op.cit., p. 16, Table 2. Bank of Canada, Annual Reportsl 1962, pp& 4-5,
43-441 12Q2, p. 3, 1966, pp. 4-5.
4There were lags involved between changes in credit conditions and
changes in residential construction. Estimates of these lags vary but
mortgage commitments appear to lag changes in credit conditions by one or
two months, housing starts also lag changes in mortgage commitments by one
or two months and peaks in residential construction activity lag peaks in
housing starts by three to four months, L.B. Smithp "The Residential
Mortgage Market," op.cit., pp. 201-205.
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TABLE 6
Annual Changes in Housing Starts and New
Residential Construction Expenditures Financed by
Private'Lending Institutions l , 1956-67
(Starts thousands of dwelling units i expenditures and
approvals, millions of dollars)

Starts

EXEenditures

Period
1955'.'
1955/56
1956/57
1957/58
19 5 8/5.9
19 5 9/60"
1960/61
1961/62'
1962/63
1963/64
1964/65
1965/66
1966/67

Private
Institutions
705.7
-101. 2
-225.6
158.5
61. 8
-235.5
166.4
169.8
137.1
98.9
57.4
":254.3
4.0

All
Other(2)
851. 6
+92.6
124.6·
218.9
-92.6
-81. 7
-153.1
-46.7
- 8.7
239.4
58.4.
277.3
190.6

Private
All
Institutions Otherl 2 ) Total
Total
1,557.3
99.1
39.2
T3"8':"2
8.6
101. 0
377.4
30.8
- 322.6
13.3
123.1
128.4
336.3
115.5
23.0
186.6

-

-23.3
-18.9
30.5
-15.6
-12.8
14.6
12.4
14.5
10.7
1.7
-45.3
17.9

12.3
14.0
13.7
-7.6
-19.8
2.1·
-.7.8
. 4.1
6.3
-1. 8
13.1
11. 9

-11..0
- 4.9
42.2
-23.2
-32.6
16.7
4.6
18.6
17.0
- O. 1
-31. 2
29.8

(3)
Mortgage
Loans
AEEroved
874
-194
-163
292
-158
-102
237
75
176
127
59
-458
335'

Actual levels.
Includes: life insurance companies, trust and mortgage loan companies,
chartered banks, Quebec savings. banks, fraternal and mutual benefit
societies.
(2) Includes expenditures and starts financial by: public funds, owners'
equity and all other sources •
. (3) Gross mortgage loans approved by the financial in\ititutions secured by
new residential property •.
SClJ..'rce: Central Mortgage and Housing Corporation: Housing i~ Canada,
and Canadian Housing Statistics, various issues.
to'
(1)

two years (1959, 1960).5

In the eight years in which total housing

starts increased in the period from 1956 to 1961, most or all of the
increase was attributable to increases in starts financed by the

5Starts financed by the private financial institutions would
have accounted for the entire decline in total starts in 1960 if
starts financed by C.M.H.C. had not declined sharply, from 35,229
dwelling units in 1959 to 13,188 units in 1960. C.M.H.C., Canadian
Housing Statistics, 1963 issue, Table 50.
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In order to better understand the impact of contractionary

monetary policy on housing activity the following discussion, therefore, focuses attention on analysing its impact on the mortgage
lending of the private financial institutions, with particular
emphasis on developments in the 1965-66 period.

Before doing so,

it should be noted however, that there were also factors other than
monetary policy influencing the demand for housing in this period.
Partly as a result of the general inflationary pressures
which emerged in 1965 7 but mainly because of a shortage of housing,8
housebuilding costs and the prices of new houses increased subs tantially in the period from 1965 to 1967, as shown in Table 7.

This

rise in prices in turn resulted in substantial increases in the
average downpayments required to purchase N.H.A. houses, and in the
average incomes needed to service N.H.A. 10ans. 9

Since the annual

6As shown in Table 6, the contribution of changes in
expenditures financed by funds borrowed from the private financial
institutions to the year-to-year changes in total residential
construction expenditures do not appear as significant, mainly
reflecting the lags between changes in mortgage loan approvals,
starts and residential construction expenditures.
'711In the latter part of 1965 and the early part of 1966
demand pressures in the economy became particularly intense ••• 11
Bank of Canada: Annual Report, 1966, p. 5.
8Despite the increase in housing construction from 1961-66
" ••• the rate of growth was clearly not adequate to meet the nation's
needs. By 1966, a severe housing shortage was developing in many
parts of the country. Costs of rental accommodation were advanoing,
and the price of new housing was rising even more rapidly." Economio
Council of Canada, op.cit., p. 23.

9Data relating to the incomes of borrowers of conventional
mortgage loans and average downpaymentson dwellings financed with
such loans are not available. C.M.H.C.

- 60 TABLE 7
HOUSING COSTS, AVERAGE DOWNPAYMENTS AND INCOMES OF BORROWERS
Annual percentage changes - selected years

Dwelling and Shelter Costs

Period
1964/60"~
1965/64
1966/65
1967/66

Dwelling Costs(1)
Average
Const.
Land Cost per Dwelling
sq. ft.
Cost
Costpl
2.5
1.7
1.1
0.1
6.7
5.0

5.5
8.1
3."8

4.5
8.6
8.3

Shelter Costs(2)
HomeRent OwnershiE Total
0.2
3.0
1:"8
4.1
4.4
5.7

0.7
1.7
3.4

2.6
3;2
4.7

Prices of New Houses, Downpayments and L.comes

Average
Prices of
New Housesp)

Average Average Incomes
Average
Downof N.H.A.
Incomes
Under $10,"000(4)
Payments(3} Borrowe r s{ 3)

Period
1964/60*

2.5

-2.4

3.2

2.5

1965/64
1966/65
1967/66

4.5
8.6
8.1

11. 1
18.2
21.7

4.4
9.5
9.9

3.8
3.8
3".2(5)

Average annual rates of change.
Bungalows financed under N.H.A.
Consumer Price Index
All new housing financed under N. H.A.
Change in mean disposable income of taxpayers with incomes of less than
$10,000.
5)
Estimate based on 1967 percentage change in personal disposable income
on a National Accounts basis.
Sources:
C. M. H. C., Canadian Housing Statistics, 1967 issue, Tables: 66, 80, 81,
85.
D. B. S., Canadian Statistical Review, October 1968, Catalogue No. 11003, Table 11. Taxation Statistics, annual issues, 1960-68, Departmerit
of National Revenue, Ottawa.
':<
1)"
2)
3)
4)

(
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increases in the latter exceeded the rise in the disposable inoomes
of individuals with inoomes of less than $10,000, who represent the
majority of potential borrowers of N.H.A. funds, it is apparent that
these developments signifioantly reduoed the demand for mortgage
funds and oonsequently the demand for new housing.

III.

The Impaot of Monetary Restraint
on the Mortgage Market - Reoent Experienoe

When monetary restraint results in a reduoed rate of growth
in the aggregate volume of funds in the eoonomy, the volume of
mortgage lending may be affeoted in one or more of the following
ways.

Firstly, the effeot of limiting oredit growth on interest

rates may result in disintermediation or in a shifting of funds
away from claims against financial intermediaries toward investment
in direot finanoial instruments if rates of return on the latter
become relatively more attractive.

This would result in financial

institutions having less funds available for investment in both
mortgages and in other investments.

Secondly, the rise in interest

rates oan be expeoted to have a varied impact on different credit
instruments depending on their interest rate flexibility and related
oharacteristics - which determines the allocation of institutional
funds among suoh investments.

The relative importanoe of these

faotors in contributing to the decline which occunood in the volume
of mortgage lending by the private financial institutions in 1966

- 62 is considered below.
a)

Impact of
-----"-Growth of
1)

10

Monetary Policy on
Mortgage Lending Institutions

Trust and Loan Companies

As shown in the following

charts and tables, the growth of the trust and loan companies'
lia"bil i ties and therefore their abili ty to invest in mortgages and

in other instruments has been " ••• deoisively affected by the level
of their rates relative to those on competing instruments, and •••
the oompanies have been affeoted by monetary policy through its
influenoe on their ability to pay rates sufficiently high to attraot
funds.,,11
As shown in Chart 6, the rates of interest paid by the trust
and loan oompanies on their deposits inoreased gradually in the
period from 1955 to 1961 but they were not generally responsive to
ohanges in short-term rates associated with ohanges in oredit
oonditions,

12

as indioated by the widening differenoe between

treasury bill rates and their deposit rates during periods of

10Discussion of the impaot of monetary policy on the ohartered
banks is not oonsidered here since the banks were not active lenders
in the mortgage market in this period. The chartered banks virtually
ceased lending when the N.H.A. rate was raised above the 6.0 per oent
ceiling on bank lending rates in December 1959; thereafter, until the
1961 Bank Act Revisions, they approved mortgage loans amounting to
less than $2 million. C.M.H.C., Canadian Housing Statistics,
1961 issue, Table 20; Poapst, op.cit., p. 31.
11Porter Commission Report, p. 184.
12Comments by spakesmen for the industry to the Porter
Commission indicate that the companies adjust their rates only
after the general level of rates ha~ shifted and new levels
appeared to have been established. .!.2..i.Q., p. 184.
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monetary restraint. 13

As a result, the deposits and demand certif-

ieates of the trust and loan companies increased much less rapidly
or actually declined during the periods of contractionary monetary
policy experienced in 1956-57, 1959, 1962 and 1965-66, as shown in
Chart 7, and in Table 8 on page 65.,

The decline which occurred in

the rate of growth of their deposits and other liabilities in 1965

13 The 91-day treasury bill rate is used here only to illustrate changes in the general level of short-term rates. 'It is not
intended to suggest that treasury bills and trust and loan company
deposits are close substitutes.
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- 65 TABLE 8
TRUST AND MORTGAGE LOAN COMPANIES
ANNUAL PERCENTAGE RATES OF CHANGE OF MAJOR LIABILITIES, 1956-67

Period

1955/56
1956/57
1957/58
1958/59
1959/60
1960/61
1961/62
1962/63
1963/64
1964/65
1965/66
1966/67

Trust ComEanies
Mortgage Loan ComEanies
Deposits
and
Deposit
Total
Deposits &
Deposit
Total
Demand
Receipts &
Major
Receipts &
Demand
Major
GICI S
Certificates
Liabilities Certificates Debentures
Liabilities

0.7
2.2
26.4
-5.2
21. 8
27.0
19. 1
32.8
29.4
6.4
-1.7
6.0

5.5
7.5
27.6
23.5
24.0
22.9
22.1
18.7
19.4
29.4
20.9
12.9

3.4
5.2
27.1
11. 4
23.2
24.4
21. 0
23.8
23.2
20.1
12.5
10.8

-4.8
-0.8
17.0
-9.5
8.9
31. 9
15.2
'14.9
23.5
13.7
5.2
2.9

11.5
11.1
10.8
18.8
12.6
13.2
14.5
30.1
18.8
16.1
8.3
11.2

7.0
8.2
12.2
12.1
11.9
16.7
14.7
29.4
19.8
15.6
7.7
9.5

Source: Bank of Canada; Statistical Sununary, 1961 Supplement, p. 108.

was also partly attributable to the loss of confidence in these
institutions whioh resulted from developments associated with the
failure of Atlantio Aooeptanoe in June of that year.14
The rates of interest paid by the trust and loan oompanies
on their debentures and guaranteed investment oertifioates have been
more responsive to ohanging credit conditions (Chart 6) but they
have not generally risen to suffi,oiently high levels to maintain
the growth of these obligations during periods of monetary restraint,
as evidenoed by their slower growth in 1956-51, 1959. ,1962 and 1965=

1966 (Table 8; Chart

1).

As credit conditions became tighter in,

14Bank of Canada: Annual Report. 1965, PD 1, pp. 29-32.

- 66 these periods, the ability of the trust and loan companies to pay
higher rates on those obligations was limited by the progressive
narrowing in the spread between rates earned on mortgages - their
main earning asset 15 - and rates paid on their longer-term obligations, as shown in Chart 8.

Although contractionary monetary policy
CHART 8
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Sources: Porter Commission, Appendix Volume, Appendix G, Table IV;
Bank of Canada.

15At the end of 1966, for example, the mortgage holdings of
the trust and mortgage loa.n compa.nies as a proportion of their total
assets amounted to 55.4 per cent and 75.7 per cent, respectively.
C.M.H.C., Canadian Housing Statistics, 1961 issue, Table 48.

- 67 has tended to have a greater impaot on the trust than on the loan
oompanies (Table 8, and Chart 1), when interest rates rose to very
high
levels in 1966, the loan oompanies were less suooessful than
,
the trust companies in competing for longer-term funds, probably
because a larger proportion of their assets consisted of mortgages
bearing yields that had largely been fixed earlier when mortgage
rates were lower.

In 1966, however, the rate of growth of the

assets of the trust and loan oompanies, which represented the ohange
in the volume of funds which they potentially had available for
mortgage investment, decreased substantially, from 18.4 per oent in
16
The funds potentially available to
1965 to 11.0 per oent in 1966.
the trust and loan oompanies for investment in mortgages were also
reduced in 1966 by the deoline

whi~h

occurred in mortgage loan re-

payments to the companies. 17
2)

Life Insurance Companies

The growth of the life insuranoe

oompanies' assets, and therefore the funds which they potentially
have available for investment in mortgages, is usually not signifioantly influenoed by monetary policy sinoe about two-thirds of
their funds emanate from oontraotual

obl~gations.

18

However,

16Bank of Canada: Statistioal Summary, 1966 Supplement,
pp. 98-101.
11Mortgage loan repayments to the trust and loan companies
declined by $94 million in 1966. Canadian Housing Statistios,
1961 issue, Table 48.
18"Changes in financial policy and interest rate levels do
not significantly affect the growth of their assets." Porter
Commission Report, p. 245.

- 68 a number of factors reduced the volume of funds whioh the companies
had available for potential investment in mortgages in 1966.

First-

ly, the inflow of funds to the oompanies from mortgage loan repayments declined by $113 million,19 probably refleoting a drop in
voluntary accelerated repayments

20

beoause of the disinoentive to

borrowers to make such payments when interest rates are at high
levels.

Secondly, under the credit conditons prevailing in 1966,

the undertaking of the life insurance oompanies to lend to policy
holders at a maximum rate of interest of 6.0 per cent led to a
heavy demand for policy loans; such loans increased from $7.8
million in 1965 to $29.1 million in 1966.

21

' Finally, the inception

of the Canada Pension Plan also reduced cash flows .to the life
insurance

companie~,

firstly, by sizeable encashments of group

policies, which not only required funds to repay the pensions built
up with the companies but also reduced premium income, and secondly, by the diversion of contributions out of private plans.

As a

result of these factors, the total assets of the life insurance
companies increased by 5.3 per cent in 1966, compared with 1.4 per
cent and 1.6 per cent in 1965 and 1964, respectively.22

19 C.M.H.C., Canadian Housing Statistics, 1961 issue,
Table 48.
?OData are not available to determine the relative importance of voluntary and contractual loan repayments. C.M.H.C.
21 Bank of Canada: Statistical Summary, July 1968 issue,
p. 519.

22 Ibid •

- 69 b)

Impact of Monetary Policy on
Mortgage Lending of Financial Institutions
1)

Mortgage loan approvals

The decline which occurred in

the volume of mortgage loans approved by the financial institutions
in 1966, as during earlier periods of monetary restraint, was
attributable only in part to the effect of monetary policy and
special factors on the aggregate of funds available to them for
all kinds of lending. 23

Much more important was the allocation

effect, that is, reduced lending by the institutions which resulted
from their investing a smaller proportion of available funds in
mortgages.

This in turn would have reflected in part institutional

preferences for non-mortgage investment arising from considerations
not directly measured by yields, such as the value placed on borrowerlender relationships.

However, it mainly reflected the tendency for

yields on non-mortgage investments to rise more than mortgage
interest rates during periods of monetary restraint.

As shown in

Chart 9, as a result of the relative inflexibility of mortgage
interest rates, investment in mortgages has tended to be relatively
unattractive to lenders during periods of credit restraint wben

23The decline in their mortgage lending was considerably
more pronounced than the slow-down in the rate of growth of their
assets. The growth in the total assets of the trust and loan
companies, the Quebec Savings banks and mutual benefit and fraternal
societies declined from 19.8 per cent in 1965 to 9.3 per cent in
1966 but ,they reduced their loan approvals and their net investment
in mortgages in 1966 by 41.3 per cent and 56.5 per cent, respectively. The growth of the life insurance companies' assets declined
from 7.4 per cent in 1965 to 5.3 per cent in 1966 but 'their mortgage
loan approvals decreased by 30.6 per cent. C.M.H.C., Canadian
Housing Statistics, 1967 issue, Tables 48 and 49. Bank of Canada:
Statistical Summary, various issues.
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- 71 competing demands for funds were high and when yields on competing
instruments were rising, and relatively attractive during periods of
expansionary monetary policy when other rates were declining or
rising less rapidly.

As a result, when the differential between the

conventional mortgage interest rate and the long-term bond yield
average narrowed substantially during the periods of contractionary
monetary policy experienced in 1956-57, 1959-60, and 1965-66, the
financial institutions sharply curtailed their volume of mortgage
lending.

When the differential between mortgage interest rates and

other long-term rates widened, the institutions increased their volume
of mortgage lending,as shown in Chart

9.

Most of the fluctuations

in the'mortgage lending of the institutions in recent years occurred
in their lending insured under the NHA.

This mainly reflected the

greater inflexibility of the NHA rate than either conventional
mortgage rates or other long-term rates, as shown in Chart 9.
II)

Net Mortgage Investment

Since the process of financing residential construction
usually requires a mortgage commitment

by lenders in advance of the

actual disbursement of funds, the decline in the volume of mortgage
loans approved by the financial institutions in 1965-66 had a fairly
immediate impact on housing starts but only showed up later in a
reduced rate of increase in their mortgage holdings.

This lagged

portfolio adjustment by the trust and loan oompanies to the oredit
oonditions prevailing in 1965-66 may be Been from Table. 9.

.. 72 TABLE 9
TRtJST AND MORTGAGE LOAN COMPANIES - GROWTH OF
ASSETS AND LIABILITIES IN 1966
Seasonally Adjusted - Millions of Dollars

Major Assets
Total ',Mortgages as
Bonds, Bills
Major
% of total
&. Short- term
Assets(l) . MaJor Assets
Notes

Major Liabilities
Deposits' &.
Demand
Term
Certificates
Certificates

Period

Mortgage
Loan

1965-Dec.

3,758

1,447

5. ,619

66.9

1,490

3,450

1966-March
JUDe
:Sept.
Dec.

3,841
3.937
4,007
4,107

1,466
1,448
1,513
1,653

5,71Z
5,774
5,954
6,170

67.Z
68 .. Z
67.3
66.6

1,489
1,48Z
1,485
1,476

3,Z50
3,341
3,519
3,991

1965-40

18.4

3.6

15.Z

4.4

61.Z

1966-1Q
ZQ
30
49

8.8
10.0
7.Z
10.0

6.0
-4.8
18.0
37. Z

6.4
4.4
lZ.4
14.4

-0.4
-Z.O
0.8
-Z.4

-Z3.Z
n. Z
Z1. Z

Annual Rates
of Growth

(1)

53.6

Fixed assets and investments in subsidiary companies are not included.
Bank of Canada, Statistical Summary:. 1966 Supplemell;t, p. 10Z.

~:

While the annual rate of growth of their assets declined fairly
sharply in the first half of 1966, the oompanies maintairted their
net mortgage investment at a relatively high level, mainly refleoting the disbursement of loans whioh had been approved earlier.

The

oompanies found it neoessary, however, to reduoe their holdings of
bonds in order to meet such disbursements,'24 and as a result of
these factors, their holdings of mortgages

increa~ed

as a proportion

of their total assets, from 66.9 per oent at the end of 1965 to
68.2 per cent at the end of the seoond quarter of

19~6.

In the

24This was also the case during earlier periods of monetary
restraint, as shown in Chart 7, page ·64 above.' ;

~

second half of 1966,

13 -

when the adjustment to their earlier high

level of approvals had been completed and their assets increased at
a higher rate, the companies increased their holdings of bonds t
reflecting their desire to improve their liquidity.

As a result,

the proportion of mortgages to total assets held by the trust and
loan companies declined from 68.2 per cent at the end of the second
quarter to 66.6 per cent at the end of the fourth quarter of 1966.
Although the life insurance companies substantially reduced
their volume of mortgage loan approvals in response to the widening
rate differentials between mortgages and alternatives in 1966,
their net mortgage investment remained at about the same level as
in 1965.

This mainly reflected the continued high level of dis-

bursements by the companies following the large increase in their
approvals in 1965. 25

25 As shown in the following table, in contrast to the trust
and loan companies - whose disbursements declined much more than
their repayments - the disbursements of the life insurance companies
only declined by about the same amount as their repayments. As a
result of this and the slow-down in the growth of their assets, the
mortgage holdings of the life insurance companies increased as a
proportion of their assets; the mortgage holdings of the trust and
loan companies declined as a proportion of their assets.
Annual changes - millions of dollars
Trust Cos.

lli2

lli.§.

Net mortgage investment

215
49
478

-192
- 39
234

Mortgages as percentage
of total assets

56.0 55.4

Disbursements
Repayments

Source:

Loan Cos.

Life Ins. Coso

ill.§.

lli2

106 -180
15 - 55
335 115

135

102
568

15.3 15.7

48.4

1ili

1966
- 91
-111

517
50.1

Canadian Rousing Statistics, 1967 issue, Tables 48 and 49.
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In 1966, as during earlier periods of monetary restraint,
it was the ohange in the mortgage lending of the trust, loan and
life insuranoe companies that was mainly responsible for the decline
in mortgage lending.

The deoline in mortgage lending by these

institutions was partly attributable to the impact of monetary
polioy

on the aggregate of funds available to them for all kinds

of lendings.

More important, however, was the tendenoy for the

institutions to allocate a lower proportion of their funds to
mortgage investment in response to the more rapid rise which
oocun'ed in yields on competing instruments than on mortgage interest
rates.

This suggests that monetary res'traint has had a particularly

severe impact on the availability of mortgage funds beoause of the
relative inflexibility of mortgage interest rates.
The next ohapter therefore examines the reason for the
sluggishness and small amplitude of ohange in mortgage interest
rates.

CHAPTER

5

Factors Underlying Short-Run Changes
in Mortgage Interest Rates
This chapter examines the factors underlying short-run
changes in mortgage interest rates in order to determine the extent
to which their relative inflexibility has been attributable to
institutional rigidities or imperfections on the one hand, and to
market forces on the other.

The first part of this chapter focuses

on institutional imperfections which have tended to reduoe the
flexibility of mortgage interest rates, including the N.H.A.
interest rate ceiling and the absence of a secondary market

Q

The

second part examines some of the basic differences between the
mortgage market and the bond market-which tend to reduce the
flexibility of mortgage interest rates and induce lenders to vary
the non-price terms of mortgages in response to changing credit
conditions.
I.

The Impact of Institutional Rigidities
A. The N.H.A. Interest Rate Ceiling
The rigidity of the N.H.A. rate between 1.954 and 1966 was

attributable to government policy, since the rate could have been
ohanged by the Governor-in-Council as frequently as desired. 1

1National Housing Act - 1954, Office Consolidation, Queen's
Printer, Ottawa, 1964, Section 4, pp. 4 and 5.
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Effect on N.H.A •• Lending
As shown in Chart

9 (page 70), and as

indioated earlier, ohanges in the N.. H.. A. maximum rate have tended
to lag changes in other long-term rates, with the result that the
differential between the N.H.A. rate and the conventional rate
and b'etw-een the NoH.A. rate and bond yields, has
with changing credit oonditions.

tended to fluctuate

These changes in yield differen-

tials have in turn resulted in pronounoed fluotuations in the volume
of N.H.A. limding by the private finanoial institutions.
2.

Effeot on Total Mortgage Lending
The N.H.A. interest oeiling has had a less

pronounoed impaot on total mortgage lending than on N.H.A. lending
since it has reduced instability in the oonventional seotorG 2

This

may be seen from Chart 10 (page 11), where the proportion of
oonventional to total residential loan approvals is oompared with
the differential between conventional and N.H.A. mortgage rates.
During periods of rising interest rates, oonventional mortgages
beoame relatively more attraotive than N.H.A. mortgages and the
proportion of oonventional to total lending oonsequently inoreased.
Thus, to the extent that fluotuations in N.H.A. lending were

cau~ed

by variations in the yield spread between N.H.A. and conventional
mortgages, these

fluctuation~

would not have been" transmitted to

2L• B• Smith, "On the Economio Implioations of the Yield
Ceiling on Government Insured Mortgages", The Canadian Journal of
Economic Jl.nd Political Soience, August 1967, p. 422. (Hereinafter
cited as "The Yield Ceiling on Government Insured Mortgages".)

- 77CHART 10
RESIDENTIAL MORTGAGE LENDING OF FINANCIAL INSTITUTIONS
AND THE CONVENTIONAL - N.H.A. INTEREST DIFFERENTIAL
. Average 01 Quarters

CONVENTIONAL AND N.H.A. MORTGAGE APPROVALS

500

Seasonally Adjusted
Millions of Dollars

INTEREST DIFFERENTIAL BETWEEN
CONVENTIONAL AND N.H.A. MORTGAGES

1.50

1.50

.50

o
CONVENTIONAL MORTGAGE APPROVALS AS PERCENTAGE OF:

%

%

100

100

80

60

40
20

o
1955

56

57

56

59

60

61

62

63

64

65

66

87

Shaded ;"01 1"UIUflt puiod. of lIIon,'oly 1IIlroin'
1. l"tI~d.. I 'U/II. loan ond Iif. 'nlvran;:. coftlpanlu. QUlbu Sawl",SI' ICinh. frallul.al Gild ..... tvol bl",,(I, lad"I ...

Sources: basic data: C.M.H.C., Canadian Housing
Statistics, Fourth Quarter issues, 1955-60,
Annual issues, 1961-671 Porter Commission,
AppendiX Volume, Appendix G, Table IV.

- 78 the mortgage market as a wholeQ3

However, since N.H.A. lending was

also influenced by the yield spread between N.HoA. mortgages and
bonds,4 the yield ceiling increased instability in the N.H.A. sector
more than it reduced instability in the conventional sector and
consequently accentuated fluctuations in total residential mortgage
lending. 5
The effective removal of this important institutional
rigidity in 1961,6 as recommended by the Porter Commission in 1964,1
would therefore seem desirable.

However, for the reasons noted

below, the freeing of the N.H.A. rate is likely to moderate rather
than eliminate fluctuations in mortgage lending.
B.

Conventional Interest Rates
Conventional interest rates have fluctuated less than yields

'It should be noted, however, that an increase in N.H.A.
lending resulting from freeing the N.H.A. rate would not necessarily
have been offset by a corresponding reduction in conventional
lending, because it is possible that the rigidity of the N.H.A. rate
lessened the flexibility of conventional rates. To the extent that
it did, and to the extent that higher conventional rates would have
resulted in increased conventional lending, total lending would have
been larger under a free N.H.A. rate even if N.H.A. lending had been
exclusively dependent on the N.H.A.-conventional yield spread.
4Johnson and Winder, op.cit., p. 197.
5It has been estimated that " ••• the interest rate ceiling
increased the sensitivity of non-bank financial institutional
mortgage lending to variations in bond yields and monetary policy
by approximately 25 to 30 per-cent." L~B. Smith, "The Yield Ceiling
on Government Insured Mortga.ges," op.cit. p p. 426.
6The rate was effectively freed in September 1967 when it was
set at a level 2.25 per cent above the average yield on long-term
bonds; market rates have since been below the maximum rate. C.M.H.C.,
Canadian Housing Statistics, 1961 issue, Table 53; Canadian Housing
Statistics, Monthly Supplement, January to July 1968 issues; Hansard,
September 27, 1967, p. 2576.
1Porter Commission Report, p. 285.

79 on long-term bonds despite the fact that they are free to vary and
that changes in the demand for oonventional funds produoed by
ohanges in the supply of N.H.A. funds oould have been expeoted to
magnify ohanges in oonventional rates. 8 This may be seen from
Chart 9 (page 70), and is also shown in Table 10, where oyolioal
TABLE 10
BOND YIELDS,1 AND PRIME RATES ON CONVENTIONAL MORTGAGE LOANS OF
LIFE INSURANCE COMPANIES,2 AT TURNING POINTS, QUARTERLY 1951-68
Ra.tes -Average of Quarters

Turning;
Point

Period

Bonds

1953 3Q

1

1955
1957
1958
1960
1960
1961
196;
1968

2Q

1

;Q

1

2Q

1Q
4Q
2Q
2Q
2Q

Mortgages
5.00
6.06

1951 1Q.

Low
High
Low
High
Low
High
Low
High
Low
High

Change in Yield

Yields

Bonds

;.65
5.40
4.80
6.26
5.49
5.67
5.38
7.83

5.75
6.98
6.75
7.;0
7.00
7.00
6.88
9.23

Bonds'

Mortgages

0.99
-0.81
1.85
-0.60
1.46
-0.77
0.18
-0.29
2.45

1.08
-0.3;
1.2;
-0.23
0.55
-0.30
-0.12
2.35

1 Mc Leod, Young and Weir Limited, 40 bond yield average
2 Average prime residen~ial rate on new approvals by six life
insuranoe companies.
3 Based on movements persisting for two quarters or more.
4 Lag of changes in mortgage rates behind changes in bond yields.
Sources a Bond yieldsl J.V. Poapst, !he Residential Mortgage Market,
table A-ii, p. 16; and Mc Lead, Young and Weir. Conventional interest
rates I Porter Commission, Appendix Volume, appendix G, table IV,
Bank of Canada.
8

Poapst, op.cit., p. 121.
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changes in conventional rates and long-term bonds in the period
from 1951 to 1968 are compared. 9

Conventional mortgage rates rose

less than bond yieldS in every period when the latter increased,
except in the period 1951-53, and also declined less in every-period
when bond-yields were falling.

In the period from 1951 to 1957,

turning points in mortgage rates also lagged one quarter behind
turning points in bond yields.

In recent years, however, conventional

interest rates have been more flexible, as evidenced by the decline
in the difference between the amplitude of fluctuations in mortgage
and bond yields and by the tendency for the lag between such changes
to lessen.

Nevertheless, in the period from 1963 to mid-196B, as

during earlier periods of rising interest rates, conventional
interest rates rose less than yields on long-term bonds.
1.

The Impact of the N.H.A. Interest
Rate Ceiling on Conventional Rates
Although the rigidity of conventional rates may be partly

attributable to market forces, the tendency for conventional rates
to fluctuate within a fairly narrow range above the N.H.A. maximum
rate (as shown in Chart 9, page 70), seems to suggest that the N.H.A.
rate has been used by lenders as a bench-mark for setting conven-

9 The prime conventional rate series used here underestimates
changes in basic mortgage rates since it neither reflects changes in
~he willingness of lenders to lend at the prime rate nor changes in
the proportion of loans of prime quality which are transacted at the
pr~me rate.
The bond yield series used here is also biased, but in
the same direction, since it relates to the secondary market where
rates are reportedly less sensitive to market conditions than yields
on most new issues.
- Poapst, op.cit., pp. 121, 122; L.B. Smith,
"The Residential Mortgage Market", pp. 15-16.
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tional rates.

10

This in turn indioates that the N.H.A. interest

rate oeiling may have been partly responsible for the relative
inflexibility of oonventional interest rates.
2.

11

The Absenoe·of Seoondary Market and
the Flexibility of Conventional Interest Rates
Since a seoondary market usually provides " ••• a forum in

which prices are oontinually adjusted to shifting demand and supply
pressures from buyers or sellers anxious to take advantage of very
small yield differentials,II

12

the absence of such a market in

mortgages has probably tended to reduce the flexibility of mortgage
interest rates.

To the extent that is has, it also would have

accentuated fluotuations in mortgage lending since suoh fluctuations
have been mainly oaused by variations in yield spreads.

It is

usually oonsidered, however, that the development of a seoondary
market would oontribute more

dir~otly

and signifioantly to reducing

fluctuations in mortgage lending through its effects in encouraging
more lenders, such as those who are responsible for investing
pension funds, to enter the mortgage market.

Suoh lenders would

be less influenced by changes in credit conditions than would

10

D.B. Mansur, Submission to Porter Commission, Ottawa, 1962,

p. 20.
11 For statistical evidence of the influence of the N.H.A.
rate upon t~e conventional rate, see: L.B. Smith, A Bi-Sectoral
Model of the Canadian Housing and Mortgage Markets, pp. 24-27.
12Porter Commission Report, p. 282.

- 82 existing lenders. 13
II.

Other Institutional Arrangements and Market Foroes
Affeoting the Flexibility of Mortgage Interest Rates
Although the N.H.A. yield ceiling and the absenoe of a

seoondary market have reduoed the flexibility of mortgage interest
rates, their inflexibility relative to long-term bond yields largely
reflects basiodifferenoes between the mortgage market and the bond
market. 14

The main institutional faotors peouliar to the mortgage

market whioh have tended to reduce the flexibility of mortgage interest
rates and possibly induced lenders to vary the non-prioe terms of
mortgage loans are oonsidered below. 15
1.

Institutional Faotors
.II'lortgage loans are usually issued in small amounts to numerous

borrowers who lack information to bargain closely over terms.

Conse-

quently, fine gradations and frequent changes in interest rates have
16
been uncommon because such changes can cause ill-will for lenders.

13Mansur, op.cit., pp. 18, 25-26; Mortgage Bankers Association
of Amerioa, "Study of Mortgage Credit in 1966" in A Study of Mortgage
Credit, Subcommittee on Housing and Urban Affairs of Committee on
Banking and Currency, United States Senate, 90th Congress, May 22, 1961,
pp. 249, 253; Federal Home Loan Bank Board, "Cycles in Mortgage Credit
Availability and the 1966 Experience", Ibid, pp. 32-33.
14Porter Commission Report, p. 282; Poapst, op.cit., p. 124;
Federal Home Loan Bank Board, op.cit., p. 24; L.B. Smith, "The Yield
Ceiling on Government Insured. Mortgages," op.cit., p. 428; S.B. Klaman,
The Postwar Residential Mortgage Market, National Bureau of Economio
Research, Princeton University Press, Prinoeton, 1961, p. 11.
15This section draws heavily on the explanations given for the
rigidity of mortgage interest rates in: Porter Commission Report,
p. 282J Poapst, op.cit., pp. 124-129. L.B. Smith, "The Resident·ial
Mortgage Market", pp. 5-10; Klaman, op.cit., pp. 15-11.
16poapst, op.cit., p. 125.

- 83 Until recently, lenders seldom changed contract rates by less than
one quarter or one-half of a percentage point. 11

Moreover, lenders

have tended to make such changes only after the general level of
rates had shifted and new levels appeared to have been established.
This has caused changes in mortgage interest rates to lag behind
changes in other security yields.
The widespread use of the forward commitment procedure in
the financing of residential construction has also reinforced the
tendency for changes in mortgage rates to lag behind changes in
other market rates and has also promoted a stable interest rate
policy.

Since mortgage loans are usually not disbursed until some

time has elapsed from the time of initial approval, requests can
be expected for reductions in rates on undisbursed commitments
when interest rates are declining.

Such requests are usually

granted because borrowers can go elsewhere and obtain the more
favourable current terms.

1I'foreover, there is an incentive to

lenders to reduce interest rates on loan commitments to merchant
builders for the construction of yet unsold houses because lower
interest rates on competing houses increase builders' marketing
problems and consequently increase the risk for lenders.

18

However,

17The greater degree of flexibility introduced into the
N.H.A. maximum rate in the period since September 1967 has, however,
resulted in smaller and more frequent changes in the N.H.A. maximum
rate. N.H.A. market rates have also changed frequently and in small
amounts in this period. Although conventional rates also changed
relatively frequently in this period, most prime rates changed by
0.25 per cent. C.M.H.C., Canadian Housing Statistics, Monthly
Supplement, October 1967 to July 1968 issues.
18Porter Commission Report, p. 282;

Poapst, op.cit., p. 125.

- 84 when interest rates rise, commitments remain binding on lenders.
Thus the retroactive effect of a reduction in the interest rate,
together with the inability to recover it when rates rise, promote
a stable interest rate polioy.
2.

Looalized Nature of Market
Although the major institutional lenders operate over a wide-

spread area, loan origination usually takes plaoe at the looal level
under decentralized authority.

This tends to make interest rates

relatively inflexible since suoh operations are reportedly easier
to conduct when changes in loan terms are made relatively infrequently.1 9
The large volume of mortgage lending done by p'rivate individuals and
local institutions also tends to reduce the sensitivity of mortgage
rates to capital market oonditions since local oonsideration often
hamper the free flow of funds between different segments of the market.

3.

Differentiated Nature of Market
Few markets are charaoterized by more ,ione-of-a-kind" trans-

aotions than the mortgage market, where numerous contract terms other
than prioe are subject to individual negotiation, including downpayment requirements, amortization provisions, oontract maturities and
20
non-interest costs.
All of these terms, as was indioated earlier,
ohange the cost to the borrower and the yield, for a given degree of
risk, to the lender.

Consequently, to the extent that lenders have

relied on adjusting the non-price terms of mortgage loans to changing
credit conditions, mortgage yields oan be expected to vary less and to

19 Poapst, op.cit., pp. 125-126.
20Klaman, op.oit., p. 771 also oited in Poapst, op.oit •• p. 124.

- 85 respond more slowly to market conditions than yields in other sectors
of the capital market where non-price terms show less variability.21
The extent to which the non-price terms of mortgage loans have
actually varied in response to changing credit conditions is therefore examined briefly below.
III.

Short-Run Changes in the
Non-Price Terms of Mortgage Loans
It has been observed from United States data that changes in

the non-price terms of mortgage loans have been more responsive than
interest rates to changes in credit conditions.

22

However, it is

difficult to determine conclusively whether this has been the case
in Canada.

The only published data available relating exclusively

to the non-price terms of residential mortgage loans 23 is unsatisfactory for observing short-run changes in such terms since it is
only available on an annual basis and relates to the N.H.A. market
where lenders are merely free to decide the extent of their participation; 24

it excludes the conventional market where the life

insurance companies, trust and loan companies have been free to
decide the extent of their lending, the amortization periods and
21 This of course assumes that changes in the non-price te~ms
of mortgage loans would be less favourable to borrowers during
periods of credit restraint and more favourable during periods of
monetary ease.
22

Klaman, op.cit., p. 78.

23Annual data relating to some of the main non-price terms
of N.H.A. loans are published by C.M.H.C. in their annual publioation,
"Canadian Housing Statistics"; see, for example, 1967 issue, Tables:
66 and 67.
24C.M.H.C., Submission to the Porter Commission, p. 12.

- 86 the size of loans 25 up to three-quarters of the mortgaged property.
Although less satisfaotory, an impression of the role of ohanges in
the non-price terms of mortgage lending in the market adjustment
prooess may be gained from statements by lenders.
The views of lenders are not unanimous on the question of
whether mortgage funds have been allooated on the basis of the rate
of interest as well as on the basis of other terms.

~oapst

26 reports

that statements by officers of two major lending institutions indioated
that, in the short run, the focal point of ohange was in the rate of
interest.

In support of this view, Poapst suggests that reducing the

size of loans in periods of monetary restraint would be to the disadvantage of lenders since it would raise the lenders' administrative
costs, create a demand for second mortgages and, in the case of loans
to builders, reduce the marketability ·0£ unsold houses and consequently
raise the risk for both builders and lenders.

With respect to the

easing in conventional loan terms which has ocourred in the postwar
period, Poapst states that:
••• these changes reportedly comprised a one-way, long-term
movement which was necessary to offset the effects of
higher interest rates upon monthly payments and to otherwise maintain the demand for conventional loans in the face
of competion from N.H.A. loans. 21
On the other hand, it has been said that lenders tend to
reduce the size of loans relative to property value during periods

of monetary restraint,28 and that at such times, the size of loan could
25 Ibid •

26 Poapst, op.cit. pp. 121-128.
21Ibid, p. 128.
28

See, for example,

~bidf

Porter Commission Report, p. 282.

- 87 be a more important factor in competion than the rate. 29

The main

reason given by lenders for rationing funds in this manner, rather
than by raising interest rates more sharply during periods of
monetary restraint, has reportedly been the fear that too many
potential borrowers would be deterred by higher rates.

This view

in turn appears to be based on a belief by lenders that it would
be "inappropriate" for them to raise the rate of interest above
a specific level, even if. it were the economic rate, and that
borrowers were, in any event, reluctant to pay interest rates above
such a level. 30
This brief review of comments by lenders, which appears to be
the only relevant information available, is clearly inadequate to reach
any firm conclusion regarding the extent to which the burden of
adjustment in the mortgage market has focused upon the non-price terms
of mortgage loansa

However, lenders were reportedly more stringent in

the selection of borrowers and properties in the period from 1966 to
mid-1968. 31

This did not necessarily imply a tightening in downpayment

requirements, amortization provisions and contract maturities, but it
did indicate that lenders relied on non-price credit rationing to
allocate funds while mortgage interest rates rose more frequently,
and to higher levels, than in any period since 1951.

p. 5852;

Since this

29Porter Commission: Hearings, Vol 48, Ottawa, October 16,1962,
Porter Commission Report, p. 282.
30Porter Commission: Hearings, op.cit., pp. 5876, 5882, 5886.

3 18ee , for example, A.E. LePage Limited, Mortgage Market
Conditions, Toronto, January 1966 to June 1968 issues.
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greater stringenoy by lenders in the seleotion of properties and
borrowers reduoed their risk expo8ure,3 2 it may also be assumed tbat

it lessened their inoentive to raise mortgage interest rates beoause
lenders oan raise the effective yield of mortgage loans

either by

raising the interest rate for any given degree of risk, or by reduoing
the risk for any given interest rate.

At the same time, it also would

have reinforced the effect of changes in interest rates upon the quantity
of borrowed funds demanded, becauce Borne borrowers would have been unable
to obtain funds for the purohase of certain kinds of dwellings.

Conolusions
In recent years, the responsiveness of mortgage interest rates
to ohanging oredit conditions has been importantly influenced by
institutional arrangements in the mortgage market.

However p it

would appear that few suoh arrangements may be considered as
imperfections or rigidities.

Among the latter, the NoH.A. maximum

yield ceiling was perhaps the most important.

The infrequenoy with

which it was ohanged until 1967 reduced the flexibility of mortgage
interest rates in the important N.H.A. sector of the market and
consequently resulted in substantial fluctuations in the volume of
N.H.A. lending.

Fluotuations in N.H.A. lending were not entirely

offset by the changes in oonventional lending induced by the N.H.A.
yield ceiling.

The N.H.A. yield ceiling also hampered the smooth

adjustment of the mortgage market to changing credit conditions and

32 Klaman, op.cit., p. 95.

- 89 thereby further accentuated fluctuations in the overall volume of
mortgage lending by reducing the flexibility of conventional interest
rates.

This important institutional imperfection was however removed

in 1967 when the N.H.A. rate was effectively freed.

Another mortgage

market imperfection which remains is the absence of a secondary
market.

The proposal to develop such a market is usually offered

as a way of increasing the overall supply of mortgage funds but it
would also be helpful in a cyclical context

sin~e

it would widen the

base of mortgage lending and increase the sensitivity of mortgage
interest rates to market conditions.
The inflexibility of mortgage interest rates relative to
yields on competing non-mortgage instruments has, however, mainly
reflected basic differences between the mortgage market and the
bond market.

Among such differences, perhaps the most important is

the commitment-disbursement procedure widely used in the residential
mortgage market.

The fact that loan commitments are eritered into

some months before funds are disbursed has led to stability of rates,
particularly when market rates were rising.

The localized and

differentiated nature of the mortgage market, although probably less
important, has

also promoted a stable interest rate policy and

reinforced the tendency for changes in mortgage rates to lag behind
changes in other market rates.

Since mortgage rates are only one

of the many terms of mortgage loans which are negotiated between
lenders and borrowers, the incentive for lenders to change interest
rates,

and consequently the flexibility of suoh rates,

could have

been importantly influenced by their willingness and ability to change
the non-price terms of mortgage loans.

Because of the lack of data,

- 90 it is unfortunately not possible to determine whether mortgage
lenders have changed the non-price terms of mortgage loans rather
than interest rates in response to changing credit conditions •.
However; in 1966-68, it may be concluded that lenders allocated
funds partly on the basis of non-price rationing, which took the
form of greater stringency in the selection of borrowers and
properties.
·The important role of basic institutional factors in
contributing to the inflexibility of mortgage interest rates,
together with the extreme dependence of housebuilding on borrowed
funds, suggest that residential construction will probably continue
to be especially vulnerable to monetary restraint.

However, the

development of an efficient secondary market would probably assist
in reducing the severity of fluctuations in mortgage lending and
consequently in house building activity.
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