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Introduction
This submission discusses the potential for cascading economic consequences from mortgage
insurance policy changes that were announced on October 3rd. The key message is:
•

The government needs to consider which of these is the greater risk:
o That future changes in interest rates may require flexibility on the speed with

which mortgage principals are repaid, or
o That the policies announced on October 3rd will have negative effects in the
housing market and the broader economy. While the magnitudes of the effects
are unpredictable, they could trigger the dire economic events that the
government seeks to avoid.
Recommendations
1. The Trump presidency raises economic risks for Canada, which justify the government
rescinding the changes to mortgage insurance.
2. If the “stress test” for mortgage insurance is retained, the interest rate employed should
be:
o The borrower’s contracted mortgage interest rate, plus
o The yield spread between 5-year versus 10-year Government of Canada bonds
(the average spread for the prior five years).

The Deliberate Restriction of Housing Activity Raises Risks for the Canadian Economy
It is said that the book House of Debt1 has been highly influential in Ottawa’s consideration of
the housing and mortgage markets. For example, the President of Canada Mortgage and
Housing Corporation (Mr. Evan Siddall) referred to it favourably in the Globe and Mail on
October 17, 20162 and in a major speech given to the Bank of England on November 183.
Yet, Mr. Siddall’s understanding of the book’s key conclusions appears to be incomplete. He
summarized the message as “High levels of indebtedness coupled with elevated house prices
are often followed by economic contractions.”
His summary was clearly derived from the first chapter of House of Debt. The analysis and
conclusions within House of Debt were, of course, expanded in subsequent chapters, and shifted
in subtle but important ways. A concise summary is on page 133: “The dramatic loss in wealth
of indebted home owners is the key driver of severe recessions”.

1

By Atif Mian and Amir Sufi, The University of Chicago Press, 2014.
http://www.theglobeandmail.com/report-on-business/rob-commentary/the-intended-consequences-of-newhousing-policies/article32383166/
3
Speaking notes are at: https://www.cmhc-schl.gc.ca/en/corp/nero/sp/2016/2016-11-18-0800.cfm
2
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The argument is:
•
•
•

•

•

When house prices fall, home owners lose equity.
The negative impact is greatest for the owners with the largest mortgages.
For example, if house prices fall by 10%, a borrower whose mortgage was 95% of the
value will have “negative equity”. This has severe consequences for the confidence of
highly-indebted home owners and for their behavior in the economy.
Alternatively, for owners with, say, 25%, 50%, or 75% equity, or no mortgage at all
(100% equity), a 10% drop in the house value would have much less impact on
confidence or economic activities.
If enough borrowers have high indebtedness and suffer losses of equity, then their
reactions, in combination, have severe consequences for the economy. The economic
downturn then affects others, who were unconcerned about the initial events.

This snowball effect is illustrated in the Case-Shiller house price index for the US (see chart
below). Prices began to fall before the 2008/09 recession (in March 2007), gradually at first and
then more rapidly.
•
•
•
•

During the first six months (up to September 2007), prices fell at an (annualized) rate of
7.0%.
For the next six months (to March 2008) the rate worsened slightly, to 8.3%.
Then, acceleration was seen, to 11.1% by September 2008, and 14.0% by March 2009.
The house price index fell until the start of 2012 (at diminishing rates).

The initial gradual drop did not cause concern at official levels or among most economists. But,
it eventually turned into a total decline of 25.8% and an economic crisis.
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A key implication from House of Debt and the US crisis is that policy should seek to avoid
reductions of house prices, particularly when there is a high level of indebtedness.
Further, policy should definitely not aim to reduce house prices.
The measures announced on October 3rd seek to reduce housing market activity in Canada, and
are intended to reduce house price growth. It can be expected that:
•
•

In communities with the strongest economies, the strongest housing markets, and the
fastest house price growth, reduced housing demand will slow price growth.
In communities with weaker economies and housing markets, where there is already
little or no growth of house prices, the effect may be outright price reductions. Home
owners will buy fewer goods and services from other communities: the localized
slowdowns will incrementally spread throughout Canada.

As an aside, recent events in British Columbia bear close watching:
•

A 15% tax on foreign buyer purchases of homes is in effect in Vancouver. During the
last five months of 2016, the sales rate in Vancouver was 34% lower than it had been
during the year before the announcement, a much larger drop than should be
expected. Clearly, many potential Canadian buyers have retreated, no doubt worried
about the future for house prices.
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•

•

It is too soon for definitive conclusions on how Vancouver’s prices have been affected,
but during the past three months, the Teranet-National Bank house price index has
dropped 2.8%.
The tax might trigger cascading local effects, which could spread into the provincial and
national economies.

Economic Risks are Already High
The percentage of adults who have jobs (the “employment-to-population ratio”) is an important
indicator of economic progress. After the recession there was a weak recovery in Canada (and in
the US) during 2010 to 2012. At the end of 2012, the improvement ended in Canada. Our
employment rate is now similar to the worst point in the recession (and 0.6 percentage points
lower than at the end of 2012). Seven years after the recession ended, the Canadian economy is

not materially stronger.

The policies announced on October 3rd will reduce housing activity and weaken the broader
economy. Even in the very best of economic times, a policy that will weaken the economy
should be under-taken only after thorough discussion.
It hardly needs saying that these are not “the very best of economic times”. With the end of the
“commodity super cycle” (particularly the collapse of the price of oil), housing activity is the
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strongest contributor to growth, through its direct effects and the indirect benefit of improved
consumer confidence.
More recently, the Trump presidency is raising fears about the economic outlook. Even the Bank
of Canada has expressed concern.

This recent addition to the negative economic factors for Canada justifies a policy change - a
reversal of the mortgage insurance changes.

Which Interest Rate to Use?
The “posted rate” (currently 4.64%) is vastly higher than the mortgage interest rates that can be
found in the marketplace (below 3% for most home buyers). An alternative should be found.
Data from the bond market can provide useful guidance.
Bond yields vary according to the length of the term-to-maturity: longer terms usually have
higher yields than shorter terms.

The next chart shows the spreads between 5-year and 10-year bonds, and the average of 0.44
points.
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There are several reasons for the spreads, including:
•
•
•

For investors to tie up their capital for longer periods of time, they must be offered a
better return than for shorter terms.
Part of the yield reflects uncertainty. Since there is more uncertainty for 10 years than for
five years, the 10-year yield contains a larger “risk premium”.
Investors might expect that interest rates will rise in later years: for a 10 year period the
expected average might be higher than for a five year period. The yield spread contains
some evidence about what the market expects for future rate increases. But, it doesn’t
tell us what the specific expectation is, because it is tied-up with other factors.

The spread is currently close to its long term average, indicating that the bond market does not
expect a material change in interest rates.
Based on this data, we should not have a “most likely” scenario in which future mortgage
interest rates are much higher than at present.

The spread between 5-year versus 10-year bonds provides a factor that can be used in the stress
test.
The recommendation is to replace the posted rate with an evidence-based factor:
•

The actual contract mortgage interest rate, plus
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•

The spread between 5-year versus 10-year Canada bonds (the average for the prior five
years).

As of the end of 2016, the five-year average for the spread was 0.59 percentage points. For a
borrower whose contracted interest rate is 2.9% (the high end of the current typical range in the
marketplace) the stress test rate would be 3.49%.

Consequences of Rising Mortgage Interest Rates
A mortgage payment is a mix of interest and principal repayment. The precise mix depends on
the interest rate (and the amortization period). The chart shows monthly mortgage costs as a
percentage of income, for a range of interest rates, for a mortgage equal to 450% of the
borrower’s annual income. (The 450% threshold is chosen as it appears to be of concern to the
Bank of Canada and the government. Moreover, this is essentially the maximum loan-to-income
ratio that will be approvable under the new stress test). The amortization period is 25 years.
At a 2.9% interest rate, the payment equals 25.3% of income. This includes 13.0% for interest
and 12.3% for principal. Typically, property taxes and heat would add 7-8%. The gross debt
service ratio (“GDS”) would typically be 32-33%. The borrower is likely to qualify for that
mortgage.
But, the stress test would calculate the mortgage payment as 30.3% of income (this includes
20.7% for interest and 9.6% for principal). Adding costs for tax and heat, typical GDS ratios
would be 37% to 38%. Many borrowers would not be able to qualify for the mortgage.
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While the borrower must make the entire payment, the principal part of the payment is, in
effect, saving. The true cost of financing is the interest component.
Regular mortgage payments result in considerable amounts of saving via repayment of
mortgage principal.
•
•
•

In this example (2.9% interest rate), the saving rate is 12.3% of the borrowers’ income.
Even at the stress test rate of 4.64% the saving rate is 9.6%.
Either of these is a high rate of saving.

If a future mortgage renewal brings a sharp rise in the interest rate, and the borrower can’t
afford the full payment, there is a great deal of room to reduce the amount of principal that is
repaid, while continuing to pay the full interest cost. The borrower will need longer than
expected to completely repay the mortgage. Both the borrower and the lender would accept
longer amortization as the alternative to default.

This provides a low-risk solution if future interest rates are higher than expected. The stress test
at a high interest rate is a high-risk solution.

About the Author
The author has been analyzing housing markets since 1982. Those 35 years include almost 16
years at Canada Mortgage and Housing Corporation, (in housing market analysis), three years at
a real estate consultancy, and 16 years as a self-employed consultant who specializes in the
economic analysis of housing and mortgage markets.
The most-frequent clients are two associations: Mortgage Professionals Canada4 and the
Canadian Home Builders Association. Other clients cover a wide range of interests, including
non-governmental organizations (such as Co-operative Housing Federation of Canada, The
Agency for Co-operative Housing, and United Way of Greater Toronto), governments (such as
the Province of Ontario and the City of Toronto), financial institutions, investors, home builders,
and developers. I am frequently quoted in media (print, internet, television, and radio).
The research and opinions expressed here are my own, and my clients might not share these
views.
In October 2016, I published an analysis of the potential effects of the October 3rd policy
changes, found here: http://www.wdunning.com/docs/2016-10-18.pdf.

4

In my affiliation with Mortgage Professionals Canada I am described as “Chief Economist”. In actuality, I am
engaged on a consulting basis and not as an employee.
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