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INTRODUCTION

The Canadian econoric system is a child of change,
and in a youthful, vigorous and grewing nation, therein lies
its strength. Canada has recognized the challenge that these
vacillating tiwes represent and has keynoted her defence with
the policy of "flexible adaptability”.

The recent years have seen the effectiveness of this
pliable ability, as the Canadian economic system attempted to
overcome some of the deficlencies in its structure.

The years 1953, 1954 and 1955 have seen some very
slgnificant changes in our monetary structure. "Structural
changes", to quote Wagemannl. "are organic, constitutional
transformations of the economic system". Thus the establish-
ment of a new central banking system, such as the Federal
Reserve System in the U.S.A., or the great increase in the sige
of the U.K. public debt occasioned by the war, could be
classiflied as a structural change. Therefore, the recent
creation of a short-term money market and certain amendments
to the Bank Act qualify as important revisions to the monetary
structure of Canada.

The year 1953 saw the Bank of Canada exert its strong
influence in broadening the short-term securities market. The
Co-operative Movement applied for and received a Federal Charter

in order to extend its scope of operations from coast to coast.

X
Wagemann, Ernest, Economic Rhythm, New York, MeGraw-Hill Book
CO., Inco.' 1930) pna .
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For Canada's chartered banks, 105% was & nomentous
year. That year witnessed the decennial process of revising
the Bank Act. The Bank of Canada Act also was amended. Sonme
of the amendments to the Bank Act radically altered the power
and scope of chartered bankting operations. The most important
of these changes were assoclated with bank loan reculations.
A new regulation allowed banks to take chattel moritrages for
the first time; famous section 58 was extended onee againg
a new section 82 outlined the conditions under which the
banks could lend money on the security of oll and ges in the
ground)y and most significant of all was the inclusion of the
banks as lenders in the mortsage field. There was also a
nunber of administrational amendments to simplify the internal
mechanism of chartered banks. The most influential revision
in the Bank of Canada Act, and one of direct significance to
the chartered banks, was the establishment of variable legal
cash reserves. This anendment greatly increased the monetary
control of the Central Bank,

The ereation of a short-term money market in June
1954 £illed one of the last remaining gaps in the financial
system of Canada.

In 1955 the actual operations of most o. Li.c.:¢ changes
were in full swing and facts and f{igurea became available as

a measure to determine the value of thelr contrivutions.



INTRODUCTION v

Thus it is quite apparent that the major changes
resulting from the Bank Act, the Bank of Canada Act, and the
creation of a short-term money market were striking altera-
tions in our monetary system,

As these changes are rclatively recent, little
research has been done as yet to present them in & comprehen-
sive and correlated form. While it is true that most of these
changes‘have been discussed by competent bankers and economists
in varying degrees in periodicals and newspaper articles, there
has not, to the best of my knowledge, emerged as yet, one
single book, article or thesis, published which has treated
all of these changes fully? But three periodical articles
stand out as the most comprehensive presentation of their

subject to date, they are:

Macintosh, R.M. "Broadening the Money Market",
The Canadisn Banker, Autumn 1954, p. 03=-73.

McLaughlin, W.E. "Mortgage Lending by Canadian
Banks , The Canadian Banker, Spring 1955, p. 54=64,

Rogers, R.W., "The Bank Act 1954% Edition", The
Canadian Banker, Autumn 195%, p. 24~37.

As no one unified text existed dealing with these

important structural amendments, 1t was deemed fitting and timely

2
A.B. Jamieson is writing a supplement to his "Chartered
Banking in Canada", which proposes to deal with the recent
monetary changes. Ryerson Press, Toronto, will publish it
later this year.
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that a research project be undertaken to perform this task,
using these three topics and articles as a gulde.

Therefore, it 1s the intention of this tuesis to
present as complete an exposition of each of these structural
changes with all their ramifications, insofar as it is
possible within the limits of this paper, and to correlate
the available information into one comprehensive project.

The secondary purpose, and it flows from the first, is to
estimate the lmpact that these innovations will exert .pon
the future economic¢ structure of Canada.

Crapter I presents a backzround to the Bank Act and
an outline ;f the procedure followed in amending the Act.

The main body of this chapter deals with the actual revisions
to the new Bank Act and their comparison, if any, to tie
superceeded legislation. The amendments to the Bank of Canada
Act completethis chapter.

Chapter 1] deals rather extensively with the monetary
power given to the Central Bank by tie establishment of
variable legal cash reserves.

Chapter III outlines the extension and modifications
of bank loan regulations under the new Bank Act. Special
treatment is given to the clauses aithorizing cnattel mort; azes
and mortgage lending under the N.H.A. Section 33 and 22
also receive individual attention.
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Chapter IV gives a comprehensive presentation of the
creation of a Canadian money market. Special attention is also
given to the section dealing with the Broadening of the Short-
Term Securities Market and the Rediscount Rate.

A brief conclusion outlining the effectiveness of these

changes completes the thesis.



CHAPTER 1
THE BANK ACT AND THE BANK OF CANADA ACT-~OLD AND NEW

The Canadian banking system is a prod.ct of evol-
ution, whieh contains within itself tiie seed of its own
regeneration. This virile capaclty of self-propasation is
the Decennial Review. By this is neant that every ten years
the Bank Act 1is subjected to a process of searching scrutiny
and careful revision. The flexibility of this action allows
the barks to discard useless and outmoded regulations and
supplant trem with statutes, in keeping with the latest
developments of an energized economy. Whlle the Bank of
Canada Act is perpetual, it too is subJject to amendment when-
ever the occasion demands 1t.

The purpose of this chapter is to outline the amend-
ments that were made in the 1954 revision. These revision
proceedings were broad in scope and resulted in a number of
basic changes in banking law. As a way of introducing these
changes, we have supplied a little background to the Bank
Act itself, and the method used in selecting the actual amend-
ments.

There are 101 sections of this new revised Bank Act
and it outlines the complete sphere of regulations governing
the banking business and contains the basic str.ctural and

procedural features that have made the Canadian "nanking system

one of the strongest and soundest in tne world.
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While banking had its beginning in Canada over 133
years age with the granting of a charter to the Bank of New
Brunawick, it was not until the birth of the Dominion of
Canada in 1867 that it became subject to federal authority.
The then operating banks were allowed to continue in business
under a temporary federal act. In 1871 the Government of
Cansda passed its first single Bank Act which embodied the
powers and responsibilities of the banks,

Last year marked the eighth time that the Bank Act
has been subject to revision. It is worthy to note at this
time that it was on the initiative of the banks themaelves,
that the duration of their charter extend for ten years only,
making them unigque among all the banks cf the world. Mr.
Jamieson says, "In no other country is a similar practice
rollowed“t He states that in 1900 the Government offered to
make the bank charters perpetual, but the banking system,
after due deliberation, decided to retain the decennial
revision because they felt it would give them greater flex-
ibility and adaptability to meet the changing, ever-expanding
needs of a dynamic economy. The gradual evolution of the Bank
Act, brought about by valuable changes and amendments since
that time, has adequately proved the wisdom of that prophetic

decision.

Jamieson, A.B., Cha

el B, Ryerson Press,
Toronto, copyright 19
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The process of decennial review of the Bamt Act
involves a great amount of advanced labor on the part of
the Government and the banks alike. In fact, study usually
begins about two years before the year of amendments.
Special committees of experts evaluate all tre suggested
amendments and in collaboration with the Minister, the
Inspector General of Banks and representatives of the banks,
prepare a [irst-stage draft bill. This draft is made avall~
able to the banks for study and suggested regommendations.
After all the preliminary changes have been incorporated into
the draft, 1t is introduced as a blll in the House of Commons.
While the blll is subject to the same leglslative stages as
other enactments, its most drawn out and rigorous examination
oceurs in the House of Commons Banking and Commeree Conmittee.
The make-up of this Committee, which numbers 50, is determined
approxzimately in proportion to the numerical strength of
the variocus political parties represented in the House of
Commons. During the course of its many meetings, representa-
tives of the chartered banks are required to present themselves
before the Committee and to answer questions in regard to tie
Bank Act and general banking poliey. This year (1954), the
President of the Canadian Bankers Assoclation, Mr. T.H.
Atkinson, was the principle banking represengative called,
Other organizations and interested parties may also give evidence

and suggestions.
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The combination of these overall contributions by
the Committee, the Government, the public, and the banks is
instrumental in givinz the Bank Act and the Bank of Canada
Act a most complete and exhavstive review with the aim of
improving and strengthening it, and bringin~ it intc line
with the latest economic conditions.

After twenty-nine sittings by the Committee, the
revised Bank Act of 1954 was presented to the House for
ratification and became law on July 1, 1954.

The remalinder of this chapter will be devoted to
an enumeration of the majority of changes that were incorpora-

ted into the revised Bank Act and the Bank of Canada Act.

CASH _RESERVES

The major change in the Bank of Canada Act, and one
which was of direct significance to the chartered banks, was
an extension of the Bank of Canada's power to perform the
fundamental function of regulating the supply of cash avail-
able to the chartered banking system. Hitherto, the Bank of
Canada Act provided that each chartered bank must at all times
maintain a cash reserve, in the form of deposits with the
Bank of Canada and/or Bank of Canada notes, equivalent to
five per cent of the bank's deposit liabilities in Canadian
currency. This was embodied in section 59 of the old ﬁank
Act. The new procedure as incorporated in the Bank of Canada

Act, (section 18(0)) and the Bank Act, (section T1), provides
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(8§23}

that the chartered banks must caintain an averare ciniluus
cash ratio which may be varied by the Bank of Canada between
eight per cent and twelve per cent. The Duak of Canada rmay
not, however, increase the reserve requiremert in aay one
uonth by more tran one percentage point and n.st rive a
minimum of one monta's notice before 2akin . the cuance.

This power was created to add a new and morc
flexible moretary instrument to those available to the Bank
of Canada, such as the rediscount rate and open rarzet
operations, to allow it to perform its stat._tory duty "to
regulate credit and currency in the best interest of tue
geononic life of the nation"? Asiother of tie changes i
this section was tuc new method of determiningc the amount of
cash reserve requ.ired to be raintained by a bankt durin- any
month. The old method called for not less than five per cent
of thelr deposit liabilitics caloulated .pon tiie daily averace
of th.ese deposit liabilities. Under this newr revision, a
bank's deposits in the Bank of Canada coniirue Lo be based on
the dalily average, but its Bank of Canada notes and its
Canadian dollar deposits liabilities are now the averages of
the four consecutive Wedneadays, ending with tie last Wednesday
but one in the precediny nonth. The use of this ..ethod over
the daily averages slnplifies the work :nvolved in assembling

the figures from branches.

Preamble to Pank of Canadg Aot.
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Section 7, contains a deseription of the filelds
in which the banks aey and gy not operate. Part 1 of this
saction underwent some phyaseology revision whicl. was
expected Lo qualify and clarify the existin: regulations.
Formerly this section merely authorized the opening of
branches, as "branch” is now defined ¢to inelude an agency and
office, words specifically ineluded belore.

The former elauses (b) and (e¢) have been amalganeted.
The old (b) which allowed a bank to “engape in and carry on
business as a dealeor in gold and silver coin and bullian”s ig
out, because 1t embodled no specific and evident authorisy to
lend on the security of gold and silver. The latest ehange
clearly authorizes dealing in and lending against these
valuable metals,

Clause (d) authorizing a bank to lend without security
is new. Collateral was formerly required before, although
in actual practice, banks did make unsecured loans to custorers
whose abllity and integrity was sound,

Subseetion (2) of section 75 deals with the prohibited
business of banks and it is here that one of the wost signifi-
cant changes oceur. Since the first Bank Aet in 1J71, there
has besen & general prohibition apalnst mortgage lending.

s .
Baak Aot 1944, p.26.
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Tnie reason for this being the realistic assumption that the
essential lack of liquidity of conventional uortgages renders
them an unsuitable investment for Canada's chartered banks,
whieh must stand ever prepared to mieet their deposit liablli-
ties on demand. This feelling may have been procpted by the
disastrous cxperiences of U.S. banks in 1737 which resultaed
from their acceptance of real property as securlity.

The first deviation from this long established
position was in 1944 when the Farm Improvement Loans Act
allowed mortgage securlty to be taken in respect of farm
improvement loans for more than 12,000, repayable durin: a
period longer than five years. A similar enactment was added
to the Veterans' Business and Professional Loans Act in 1.0,
where nortgarse security was allowed to be used in situations
where the regulatlons reqguired it,

But in 1954 the major change occured when the
Government of Canada decided to include banks as authorized
lenders on residential mortcasges and amended the National
Housing Act accordingly.

According to the Bank Act of 184% whieh read:

"Except as authorized by this Act the bank shall not
either directly or indireectly (c) lend money or uave

advances upon the security, nortgage or hiypotheca-
tion of any lands, tenements or immovable property...

Althourh the Farm Act and the Veterans' Act were exenpt fro.

this clause, it was declded to amend this gection. Therefore
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the Bank Act was amended in the opening words of section 72(2)
to state that the National Housing Act 1954, the Farm Improve-
ment Loans Act and the Veterans' Business and Prolessicnal
Loans Act, were exempt from the prohibitions of the subsection.

A new prohibition in subsection (2) is the termina-
tion of the note-issuing privileges of banks. This privilege
had been progressively reduced since the Bank of Canada was
set up in 1934,

New section 72 makes provision for transfer to the
appropriate governmental authority in other countries of the
issuing bank's liability for its outstanding local issue
upon payment of the amount involved.

Paragraph (g) 1s also new and it was initiated to
protect the pension fund of the employees. It prohibits a
bank from investing the pension funds in bank stock without
Treasury Board approval.

Another marked diversion from tradition was the new
addition of subsection (3) of section 75. This recommendation
by the Banking Committee, and acceptance of it by the House
of Commons, empowers the bank to make 1loans to individuals
on the security of chattel mortgage or 1lts equivalent, on
household property and motor vehicles. This new departure
arose from the evident desire of the Committee to provide a
security medium which would enable banks to expand their

activities in the small personal loan field.
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SECTION >

The banks were happy to learn that the number of this
section would not be changed. This section enjoys the
distinection of being th.e only one, broadly speaking, whose
number and substance are widely known to many outside the
banking fraternity. This is probably due to the fact that
it provides for the pledging, by a borrower, of sec.rity
that remalns in his possession and under his control.

There was little change in this section other than
certain minor revisions which were used to broaden its scope.
Some examples are:

(1) Enrabling a farmer to borrow for the purchase of

seed potatoes on the security of the potatoes and

resultant crop.

(2) The definitionlof livestock was broadened to include
poultry.

(%) The term fisherman was redefined to clarify the
eligibility of corporations and partnerships.

(4) The term "products of the sea, lakes and rivers’
now encompasses, in addition to fish of all kinds,
"any s.bstances extracted or derived from any water".

(5) Subsection (4) of section 23, wnich deals with
registration procedure on Notice of Intention where
security upon property has been given tc the bank, has
been slightly altered in order to simplify the trans-

action for the Bank of Canada.
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These forementioned changes were the results of banking
authorities' desire to increase and improve the worthy

structure of this section.

ITAL A S

Por the first time since 1390 a change was made in
the capital requirements for a new bank. Under section 13,
the minimum subscribed capital was increased from 500,000
to $1,000,000 and the minimum paid up capital from 250,000
to $500,000. The Act was also amended to allow banks greater
flexibility in offering new stock to shareholders and making
it easier for them to obtain new capital. It gave them
addlitional scope to overcome legal obstacles that may exist
in other countries to an offer under conditions acceptable to
Canadian shareholders, the exact procedure available to them
is embodied in section 36(d).

Section 483 marked another deviation which allowed
banks to make its shares more easily transferable than the
present book stock, a step made possible by the removal of
the double liability of holders of bank stock that was in
operation when banks had note-issuing rights. The banks were
now given their choice of issuing their stock in the form of
negotiable certificates instead of the current method of book
stock. Although bank directors possess these new options,

they are subject to certain statutory limitations which are
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outlined under section 50, subsection (Z) and (&).

One of the most important innovations in this new
Act 1s the addition of this whole new section which provides
an 1improved and more flexible mode whereby the banks ray lend
money on the security of oil and natural gas in the ground,
and of rights of ownership thereto. The term hydrocarbons
w8ed in the Act is generally defined as "o0il bearing shale,
tar sands, crude oill, petrole.s and natural gas'.

The administration of tuis type of loan by the Bank
is outlined in additional subsections and paragraphs. The
form used, the rights and powers of the Bank, the provision
for registration under land registry and provisions for addi-
tional security, are all clearly and explicitly set down.

The addition of this section had been contemplated for quite
some tinre and 1s the result of long and extensive studies by
proficient veterans in the oill business and the monetary field.

Great expectations are anticipated from the enactment.

The revision of the Bank Act brougnht about a consider-
able number of changes in the internal administration of banks
and banking procedure and therefore warrants the attention of

those savants who wish to delve deeply intoc the refinegents of
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the changes. Treating these changes in numerical order, we
start with section 19(1). This section dealing with the
establishment of employee pension funds was formerly section
13(3), and it required that this fund be invested only in
trustee securities. This is now omitted and the only restric-
tion is that which forbids investment of these funds in bank
stock.

Section 21, subsection (2) now requires that a
majority of directors to be Her Majesty's subjects 'ordinarily
resident in Canada"? The old terminology "domiciled"S only
contained an intention to live here permanently. Subsection
(3) 1s new and it renders void the election of a director if
the new combination of directors alters the Canadian majority
required by subsection (2). This requirement is strengthened
by subsection (2) of section 23 and 25.

Another amendment suggested by the Banking and
Commerce Committee provides that a person is ineligible to be
elected or appointed a director of a bank after July 1, 1953,
if he has reached his seventy-fifth year. This clause is
now subsection (4) of section 21.

Section 30 has been revised to present an enlarged
outline of the general powers of directors to make by-laws and

administer the affairs of the Bank.

Py
Bank Act 1954, p.ll.
3
Bank Act 1944, p.T.
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, Under a revision in section 01, shareholders have a
wider choice in selecting their auditors. Formerly they had
to choose from a list published by the Minister in the Canada
Gazette, but the new procedure allows them to appoint anyone
having the necessary qualifications.

The section dealing with the destruction of old
records has also been modified. Section 74 replaces the old
section 92(5) and the regulation governing the retention of
old records has been changed from 20 years to 20 years.

The annual statement of a bank also underwent a
number of alterations to keep it in step with the latest
accounting procedures. Subsection (1) of section 53 requests
the directors to submit & statement that shall "present fairly
the financial position of the bank for t..e financial year ... ,
the older terminoclogy called for a "full and clear statement
of the affairs of the bank’. The accounting fraternity had
also requested a uniform acceptance and use of the term
“contingency reserves’' instead of certain cther equivalent but
non~standard terms. The actual form of the annual statement
also underwent a streamlining revision. Assets are shown first
insteadofliabilities. The number of asset classifications
Was3 rsduced from 29 to lvo, and the liabilities were pared down
from 14 to 11. Two of the new asset classifications are:

Item %, "cheques and other items in transit, net”, Item O
"mortgages and hypothecs insured under the National Housing

Act, 1954, less provision for estimated loss”.
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The monthly return of a bank's financial position
contained in section 103, also underwent a condensation. The
essets were reduced from 32 to 20 items while the liabilities
were reduced from 16 to 14,

A clause in the Bank of Canada Act, which formerly
cailed for a monthly statement of the cash reserve from each
bank, has now been incorporated into the Bank Act under
section 104, The authenticity of this report is to be verified
by the Inspector General of Banks as lald down in section 53(2).

The form required for the reporting of assets, cash
reserves and liabilities that are valued or payable in foreign
currency, was formerly dealt with in section 59, but has been
changed to section 104,

Section 109 and 110 require that all unclaimed deposits
inactive for nine years and every cheque, draft, or bill of
exchange, (ineluding an instrument drawn by one branch of the
bank upon another branch of the bank) that has been issued,
certified, or accepted by the bank at a branch of the bank in
Canada, and unpaid for nine years, must be reported to the
Minister. The former inactive period was five years.

The Bank of Canada Act elso was amended to include
the administration of sums under $10.00 which have been dormant
or unpaid for 30 years. The new regulations specify that if
these amounts are not claimed within 2C years after receipt

in the Bank of Canada that they will be placed in the
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Consolidated Revenue Fund.

Section 113 now requires that all branch managers
prepare written declarations stating that neither Iinterest
or discount rates charged during the year exceeded the
statutory limitation prescribed in section ¢l. Formerly
section 91 contained this demand.

Pormer section 78(2) has been changed to section 1lli,
This section now deals with only real property that the
management have declded 1s no longer needed by the Bank. These
decisions are influenced by the regulations contained in
section 81(2).

This completes the list of revisions of both Acts
and the general consensus of opinion has been that it is an
excellent piece of legislation. It was evident during all
the Committee meetings that everyone recognized the basic
premise that the Canadian banks exist to serve the public.

The Bank of Montreal called it "an excellent example of the
workings of an enlightened democratic process“?

While all of these changes are important in their own
right, a certain number of them have significantly influenced
and even altered the monet&ry structure of Canada. These
changes require additional treatment and explanation before we
can appreciate their trwe import and future impact upon our

economy, to this end chapters two and tiiree are dedicated.

® Bank of Montreal Business Review,"0ld Charters for New”,



CHAPTER II

INTRODUCTION OF NEW LEGAL RESERVES INCREASES
CENTRAL BANK CONTROL

It has always been one of the chief functions of a
central bank to regulate credit and currency in such a way as
to promote the interest of the general public. In order to
regulate the quantity of money, the Central Bank is given a
special group of powers among which are the rediscount rate,
open market operations, and moral suasion (informal agreements).
But now an additional method of control over the supply of
credit has been initiated with the introduction of the principle
of varlable cash reserves and the new method of determining
them. These new powers gliven to the Bank of Canada are regarded
by the orthodox financial experts as one of the most vital
means of influencing the economlc climate.

These new controls give the Bank of Canada direct
authority to regulate from time to time the level of bank credit
and the amount of cash availlable to the business community and
general publie.

Up until now Canada was almost the only country with
a central banking system where the central bank did not have
the authority over the cash ratio.

When the Bank of Canada was created in 1934, credit

control was not an immediate problem. It seemed then inappro-
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priate and futile to try to fix a range for the banks' cash
ratios. But the principle of central control was incorporated
in the Bank of Canada Act. It took the form of a clause
requiring the banks to keep 5 per cent of their deposit liabili-~
ties as deposits in the Bank of Canada. Neither then nor since
has any bank considered 5 per cent anything like adequate.

The original purpose of legal reserve requirements
against deposits was to provide banks with cash in some
proportion to their deposit liabilities. These reserves were
designed to assure depositors of convertibility of their
deposits into cash. This concept of the function of legal
reserve requirements has been progressively modified. Experience
indicated that a small ratio of reserves is not adequate
protection to ensure the conversion of’deposits into cash.
Moreover, with the advent of a central bank which made all sound
assets of a bank convertible into cash, there was less need
for the commercial banks to make provision for liquid funds to
meet depositors' demands for cash.

The view is now widely held that legal reserve require-
ments are not designhed to provide liquidity to the banks but
are designed to provide the Central Bank with an instrument
for controlling the stock of money by altering bank reserves
and thereby encouraging or restricting bank loans and invest-

ments.
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This new concept of reserves is why official
thought here supported the idea of the flexible cash require-
ment (monthly averages) and flexible control over ratios.

In the past, the Central Bank's influence on the
credit supply was exercised only indirectly through two
major instrumentsj open market operations and informal agree-
ments. The compactness of the Canadian banking system has
lent itself readily to informal agreements between the banks
and the monetary authorities for the implementation of dbank
lending and investment policies aimed at maintaining financial
stability. Examples of this sort include the agreement in
March 1946 which in effect prevented undue switching from
short-term to long=term government securities in bank port-
folioss the February 1948 agreement to limit bank financing
of business capital needs; and the agreement of February 1951
to checlkk the further expansion of total bank credit and to
curb bank lending for less easential purposes. It was not
until May 1952, when the worst inflationary pressures had
passed, that the Bank of Canada again suggested that the credit
reastraints could be suspended. The official terminology used
to end this period was "The Bank of Canada feels that normal
central bank action to influence the level of total bank credit
no longer needs to be supplemented by the special arrangements

1
with the banks".

 §
FPinancial Post, "How Ottawa Tightening Money and Credit
Control", Michael Barkway, Feb. 30, 1954, p.3.
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Open market operations by the Bank of Canada have
been the principal instrument of quantitative monetary control
since the founding of the Bank. 1In the late thirties they
were used to foster economic recovery, and during and iamed-
iately after world War II to implement a "stable rate" policys
after the outbreak of the Korean hostilities, open market
cperations were carried on in such a manner as to restrain
wonetary expansion.

The effectiveness of open market operations seems to
have been hindered by the fact that the customary 10 per cent
reserve ratio of the chartered banks was far above the -
per cent minimum legally required until last year. The absence
of a well developed money market alsc made effcctive open
market policy more difficult. Scope for open market opera-
tions should, however, be enhanced by the recent progress in
the money market and the enlarged authority to deal in longer
term securities.

In contrast to these methods of anonymous market
influences and "gentlemanly agreement"” with the banks, direct
control over cash ratios would have two advantages:

(1) 1t would be clear and definite, and it would apply
equally to all banks. There could be ne complaints,
as there are apt to be with informal acrecnents that
one bank is interpreting it less strictly; than aactner.

Moral suasion suffers from the disadvantarc of swoyia-
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the conscientious and not affecting those who are
uneooperative.

(2) It would be a public signal. A raising or lowering
of the cash ratio would be a sign to cocmerce in
general that credit should be curtailed or that
restraints could be eased. This would enlarge the

scope of influence of the central bank.

The overall reasoning behind the adoption of this
nevw policy is the fact that the authority to change reserve
requirements is a powerful instrument of monetary control,
because changes in reserve requirements affect the volume
of excess reserves as well as the deposit=creation multiplier
for the banking system.

As we mentioned previously, changes in the reserve
requirements apply equally to all banks and even though there
may be a large volume of excess reserves in the aggregate,
some banks may have little or none. An increase in reserve
regquirements, therefors, will impose hardships on the banks
with no excess reserves, this increase will cause these banks
to reduce lcans and investments or to borrow from the Central
Bank.

Because of their powerful and blunt effects, wost
gentral banks have utilized changes in reserve requirements

only at times when the total of excess reserves were so large
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that the number of deficiencies in reserves that resulted in
individual cases would be very small. Because of the
disturbing effects of changes in reserve requirements, they
have not been used to adapt the monetary system to day-to-day
changes in underlying monetary conditions. Rather, they have
been generally employed to adjust the banking system to

large changes in the supply of bank reserves. This has been
the policy of the Federal Reserve System in the U.S.A. and
other similar central banks, but the point of interest to us
i3 how does the Bank of Canada intend to use this new authority.
In April 1954, Graham F. Towers, governor of the Central Bank,
in his evidence before the Banking and Commerce Committee
indicated that the Bank of Canada intends to use its new
powers with a good deal of restraint. In practice, Mr. Towers
indicated the Bank would seek to keep the minimum at the
statutory bottom proposed in the new Act-- 8 per cent. This
would allow the banks the greatest amount of freedom in the
use of their funds. They could even let it fall for short
periods below the minimum because the banks only need to work
towards a satisfactory average at the end of the month, whereas
formerly this was a daily requirement, and also the fact that
they no longer need to supply figures of daily averacgses will
save them much inconvenience. This new change gives the

banke greater flexibility in conforming to the legal requirement.
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Mr. Towers further clarified the Bank's policy when he
s
said:

If the Central Bank had occasion to use the power
to increase the minimum cash reserve ratio to try
to help deal for the time being with a sudden
inflationary push, I would hope that as soon as
they possibly could they would return to the 8
per cent level, because I think that is a reason-
able level and that the power to go up to 12

per cent should be used in the main when there
are inflationary pressures.

I think that on that side the action of the Central
Bank would not only have its effect on the commer-
cial dbanks, but 1t would also be serving notice on
the public that moderation in borrowing was
desirable and would reinforce the attitude of the
banks towards their customers in explaining the
situation to them. I do not think it works so much
on the way down and I would prefer in that case

to see the Central Bank get to the 8 per cent level,
if it were not there already and then rely on the
powers that it has at present s0 as to produce a
situation of distinct ease in the money market.

This very sage and realistic policy for the reserve

ratios certainly augurs well their effective use as a monetary

instrument.

Another highlight that should be considered is
whether ﬁha Canadian banks are dropping their cash ratios
relative to the requirements of the new minimum reserve
legislation.

Banking and Commerce Meeting, March 25, 1954 on
Bill 281
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The tradition of maintaining a 10 per cent reserve
requirement is cne of long standing, but most observers
think that the chartered banks have been gquick to adopt this
new idea. In fact, there was much evidence to support this
soon after the Bank Act amendment, as chartered banks holdings
of treasury bills increased by $40 millions between July 7
and July 21, 1954. One bank, it is said, now has as much as
4 per cent of its deposits in Canada treasury bills. In
such a position there is no need for a 10 per cent holding of
cash against deposits.

Another explanation given for the reduced cash
ratios is the increase in day-to-day loans to the discount
market.

These were the signs that suggested that the banks
would soon fall into line with the new regulations and by
December 31, 1954, the average for the banks as a group was
8.7 per cent with several banks keeping close to the 8 per cent
minimum.

A very revealing insight into monetary policy occured
when the legal reserve was changed.

Had the Bank of Canada wished to stabilize the total
volume of bank credit at the existing level on July 1 when
the new cash reserve ratio was introduced, it would have taken
measures to reduce the cash reserves of the banks by anything

up to $200 millions, depending upon its estimate of how closely
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the banks would be guided by the new minimum. But in late
1954, the Bank of Canada had embarked on an easier monetary
policy and therefore when the reserve ratio was changed it
took care that 1ts actions should not detract from the easy
money situation. In the next few months the Central Bank
absorbed something less than half the extra cash made avail-
able by the adopticn of the new legal reserve ratios, thus
leaving the banks with cash reserves well in excess of the
legal requirements. Indeed these reserves were sufficient

to provide the cash backing for over $500 millions of security
purchases by the banks in the latter part of 1954 and still
leave their average cash ratio above 8~1/2 per cent. This
example shows the very important role of the reserve ratio,
the monetary consequences that could result from altering it,
and it gives us a fuller appreciation of the Bank of Canada's
new power.

By way of comparison, I would like to present a few
general facts on the established procedure used in the U.8.A.
and the U.K. governing their reserve ratios.

The U.S. system does not count notes in the till as
part of the cash reserve. The ratio is set as a ratio between
bank deposits at the Federal Reserve Banks and the total
deposits held by the banks. Also a distinction is made
between the bank's liability on demand deposits and on notice
deposits.
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The U.8. cash requirement (in terms of deposits
with the Federal Reserve) is only 6 per cent on notice
deposits. This is the maximum limit of the statutory range.
On demand deposits it is 22 per cent for banks classified as
"Central Reserve City” banks, 19 per cent for Reserve City
banks and 13 per cent for country banks. These prevailing
rates compare with statutory top limits of 26 per cent, 20
per cent and 14 per cent. The method used in determining the
amount of cash held in relation to deposits is figured on a
weekly average.

In the Unlited Kingdom, the cash ratio is established
conventionally, not legally, and is currently 8 per cent.

The Bank of England has power to suggest to the Joint stock
banks what it should be: if the banks do not accept the
suggestion--- whioh has never happened --- the Chancellor of
the Exchequer has the authority to fix it.



CHAPTER III

HELAXATION AWD EXTERSION OF CHARTERED
BANK LOAN RECULATIONS

The inherent strengbh of the lanadlan banking
system lies in 1te ability to keep pace with our dynamic
economy, It has remained flexible and adaptable in order
t0 meet the changing, ever expanding needs of a rasldly
growing country,

The recent changes in banking pollcy and structure
isg additional evidence that thece laudable cualitioz otill
exisct, Thus the banks, mindful of thelr responsibilities
towards the development of the natlion have been ~ulek to
avpreciate and practice the recent govermmoent amendments
which revised and relaxed the bank loan regulations,

The revision ol the Bank Act, the Dank of Cansda Act,
and the Nationmal Housing Act has resulted 1ln a number of
ehanges of major importance,

The banks have been given the authority to nake
chattel mortgages, Thils power will allow thenm to lncrense the
gecurity on small personal loanc and will greatly add to the
convenlence of the borrowver,

Once agaln the scope of sectlon 88 has been enlarged
in order to inerease 1tu contribubtion to the notural rosources
Industry, Thic sectlon hos been subject to nrogrecsive

enlightenment since the inception of Canadlan banking,
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Section 82 1s a new addition to the banking strueture
and is the result of the chartered banks' desires to increase
and simplify their participation in the development of a
new Canadian industry.

An amendment to both the Bank Act and the National
Housing Act paved the way for the entry of the chartered
banks into the mortgage lending field. This legislation
was entirely originated by the Qovernment who felt that
the existing sources of mortgage funds were insufficient to
finance a satisfactory volume of new housing building in the
future., The rapid 1ncrease in new families has been the
most important factor in the demand for new houses, far
more important than the accumulated backlog at the end of
the war. In fact, Canada's population 1s growing at the rate
of about 3 per cent per annum (vs. about 2 per cent in the U.S.)
and about seven of every ten Canadian buyers of new homes
are buying their first new house, compared with about one in
four in the U.s.l The Federal Government felt that this grow-
ing problem could be etsed with the banking system's aid and
therefore included them as approved lenders in the N.H.A. plan.

This brief outline has served to introduce these
significant alterations in the regulations determining the
lending policles of banks. Now we shall exemine these changes
in detail.

b §
Financial Pcst: New Bank Money, Feature Article, Dec.4,1954.
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CHATTEL MORTGAGE

Let us now delve deeper into the amendment that
enables banks to take a chattel mortgage or other security
on household goods, including motor vehicles, in the case
of loans to individuals. This 18 & new principle of Canadian
banking that was recommended by the Banking Committee itself.
All banks have been making small personal loans for many years—-
the aggregate for all banks was $298,200,000 on September 30,
1953.-- but the Committee felt that this new change would
allow this lending field to expand and also simplify matters
for borrowvers,

This new section declares that the prohibitions
mentioned in section 75 of the Bank Act do not apply to the
lending of money or the making of advances upon the security
(whether by way of mortgage, transfer or otherwise) of household
property and any persocnal or movable property, to any
individual other than a manufacturer or dealer. This amendment
was strongly supported by the Canadian Bank of Commerce but
it only went part way towards meeting its requests for broader
legal powers in the operation of its personal loan department.
The Bank of Commerce 1s the only bank which has a persacnal
loan department which 1t operates by charging a dlscount of
5 per cent on the face value of loans made repayable by

installments. Its average return on the amount outstanding on

2
Atkinson, T.H., "Canadian Banking Progress", The Canadian
Banker, Autumn 1954, Vol. 61, No.3, p.5l.
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personal loans under the discount method is 10.46 per cent.
Now the Bank of Commerce asked for relaxation of the Bank
Act's ceiling of 6 per cent on the interest or discount rate
on bank loans., The interest rate change sought by this bank
would have allowed it to scrap the discount device and charge
interest on the amount outstanding atl per cent per month.
The rate charged by loan companies is 2 per cent per month
on the reducing balance. While the bank basis is an annual
rate and the loan company is a monthly rate, the net effect
is that a loan of $100 repayable in equal monthly installments
over one year involves charges of about $3.15 from a chartered
bank and about $13.50 from a loan company. The Bank of
Commerce maintained that this rate of profit offered little
incentive for banks to enter this field but a rise in the
interest rate would entice the bankers in, and they could give
the publie the loans they required at half the cost. Both
the banks and the public would benefit at the expense of the
loan company. This was a strong argument for altering the
interest rates but the Banking Committee felt that the
temptation would be very great for bank managers to use the
higher rate even when loans were financially sound to the
detriment of good investment, and therefore refused this request.
A method of banking procedure also produced a controver-
sial discussion when Mr. T.H. Atkinson, General Manager of the
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Royal Bank and President of the Canadian Bankers Association,
questioned the legality of the discount procedure used by
some banks on their peracnal loans, Mr. Clayton F. Elderkin,
Inspsctor General of Banks, supported the stand taken by

the Bank of Commerce when he interpreted the Bank Act as a
firm authority to discount personal loans. Although much
discussion ensued, the peint was not definitely established.
My interpretation of section 91 does not coincide with

Mr. Elderkin as I fall to see the equality between a rate of
interest of & per cent and a discount of 6 per cent which in
reality produces a rate of interest of 10.45 per cent. It
appears that the legal framers had equality in mind when this
section was established and if my assumption is wrong, then 1
feel that the methiod used to establish this loophole was too
elaborate. If a variable rate of interest between O per cent
and 10 per cent was intended, then the law should clearly
state it. Parliamentary legislation should be above such
dishonest subtlety, or is this view nalve?

Mr. Atkinson also expressed the view that the other
banks were not interested in the personal loan field and
would not have asked for the chattel mortgage privilege, but
a8 it is a faot they would undoubtedly make use of it.

One of ths reasons advanced for the reluctance of most
chartered banks to enter this field is the confusion over the
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methed of computing interest, Bub the Bank of Commerce
says that irrespective of whether i1t lis discounted or not,
the profit on thelr loans of this type over 18 years of
operating a personal loan department has been .77 per cent
- less than 1 per cent,

Although profite are low and risk is high, most
banks enter the small loan fleld because this gervice is
expected by the banks' customers, Rather than lose good will
and incur strained public relations, the bankers must be
prepared to talk business on all levels, But the right to
aocept chattel morigages has lmproved the banks' pocition
as & lender, Barks con use this right to increase the amount
of security avallable from borderline appllcants for conven-
tional benk loans at the 6 per cent rate, It will also
inerease the number of demands from worthy borrowers who no
longer need an ondorser to secure their loan, they cen pledge
a plece of personal property as security and attain privacy
in their business affairs,

Now that lending condltions have inproved for banks
in this Tleld, they will probably scrutinize itc profit
posglibilities more closely., A few nertinent faets can throw

a great deal of light onto this subjlect, In 1953 the four
firms llcensed in this small loan field, Canadian Acceptance

Corporation, Community Pinance, Houschold Finance Cor~oration



BANK LOAN REGULATIONS 32

and Personal Finance Corporation, loaned $154.8 millions and
their net profit after taxes was $3,341,593?

This is a substantial amount of money and certainly
worth the efforts necessary to obtain a portion of it. There
is no question about the banks' ability to command this field
if they want to. Their much smaller rate of interest is the
greatest incentive they can offer the public. The
respectibility and integrity that surrounds our banks puts
them in a class vastly superior to most other personal loan
organizations. Another feature is the efficlient and time
tested administrational organization they have at their
disposal. These are but a few of the advantages that the banks
can offer the public 1f they want to. The big question 18 ===
to what extent will the banks go into the personal loan field?

The Montreal Financial Times saild on June 25, 1954,
shortly after the chattel privilege was established, that the
persconal loan business will continue to have little appeal for
most of the Canadian banks because of the banks' faillure to
have interest rates increased. On the other hand, the
Bank of Commerce has definitely stated that they intend to

increase their activities in this field and most other banks
are feeling out thelr new power also.

It 1s really too early to say what effect this right

has exerted on the personal loan policies of banks, but the

3
Financial Times, Montreal, "Chattel Mortgages"
June 25, 1954, p. 12. gages , Feature Article,
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1954 Annual Bank of Canada Report shows that personal
loans for all chartered banks are definitely on the increase.

But as yet we cannot say with any certalnty Jjust
how mueh of this increase is due to the new banking provision.
If 1t can increase the amount of sound loans for worthy
purposes, then 1t will have vindicated the Judgment of the
Banking Committee and can take its place as another supporting
pillar in the structure of Capadian banking.

An interesting sidelight to this provision occurs in
the Province of Quebec. Whatever the aspects of the function
of the chattel mortgages, it will not have any effect whatever
in Quebec. The private law of the Province forbids chattel
mortgages, and in the amendment to the Bank Act, pains were
taken to avoild passing overriding legislation lapinging on
Quebec law, even though in theory this would have been
permissible. In Quebsc, the only means whereby movablesa or
chattels can be made security for a loan is for the article
to be in possession of the lender possibly through a lease
back arrangement. The same monetary effect can be gained in
this fashion, but as a legal device it is inordinately clumsy
and not too frequently used by the small loan companies.

LOAN BEGULATIONS(ON sncunéTg OF OIL AND NATURAL GAS
ASECTION 52

Section 82 is one of the most progressive additions to

the new ‘Bank Act. It sets forth the conditions under which the
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ten chartered banks can lend money on the security of oil

and gas in the ground, or in storage on petrolsum, mineral
rights and production and storage equipment. The banks had
been impeded in financing the rapidly growing oil industry,
because production had not reached important dimensions at

the time of the 1944 reviaion, and no provision was made for
bank loans against the security of oil and gas. This new
clause brings the Bank Act into line with a situation which
has been created by the swift development of the industry in
Canada. In the ten years between the two revisions, the

banks have assisted in the development of the nation's oil
resources, but it had to be done by using involved methods

of taking security. what the banks have been taking is an
assignment of the net profits in production. It is a special
document, really an assignment of contract, which a specific
eompany holds for profits from the sale of oil. The loan

is based on the banks officers' analysis of the probable
earnings during the period of the loan. Suppose it is a loan
of $35,000 repayable out of half the net profits from the sale
of 0oil., That might differ each month and be $17,000 one month,
$8,000 the next, $13,600 another (about an average of $12,500)
and so on until the loan is extinguished. The experience has
been remarkably good so far, but this is due to the limited
participation by banks in this field. 04l loans are now only
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a fraction of the total of wheat loans in the west and no
important lending for natural ges production has occured as
yet. But as the industry expands and bank participation
increases, the value of section 82, which specifies the types
of loans which may be made and the security which may be
taken, will greatly simplify the procedure of granting loans.
The most important point of immediate consideration
is whether or not the banks intend to increase thelr activities
in this loan field now that the restrictions have been removed.
80 far as I have been able toc gather from the
writings of those experienced in this business, these changes
are not likely to cause immediately any marked increase in
bank loans which are gauged to the demand and assessed security
already, but the next ten years should bring about great increases.
Already some of the main banks have developed complete
organigations for geological and statistical study of every
new o1l field and of the operations of companies working in it.
They have their own geologists, and a banker on this sort of
work soon becomes one of the chief experts. All this
organization is to enable the banks, in this booming but
gpeculative business, to decide where loans would be Justified
because of hopeful operations and for the protection of the
money loaned. This fleld is one of the active lending sectors
of U.S. banks, but as they are allowed to deal in mortgages,
they have air-tight security. Although Canadian banks cannot
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deal in mortgages, section 82 gives them improved methods
of taking sesurlity which cannot but help stimulate thelr
participation in a lucrative fleld of lemding which saw over
$500 millilons invesited in the pest six years, Bub there 1s
every indicatien to believe that the best is yeb to come and
that this new industry mey become o vital part of the
buginess of all our banks,

It is now over eight years since the Ledue discovery
of February 13, 1947, the turning point in the history of oll
and pos in western Canada, Since that short span, oil has
begonte Canada's leading mineral, oubtranking nlckel, copper,
and gold; the value of crude oll production wae Just under
4200 millions in 1953 and an approximated $230 millions in
1984, Expenditures on the search for and development of oil
and notural gas have risen steadily; in 1953 they amounted to
$33c millions in western Canada and ap-voximately $350 millions
in 1954, The dlscovery of the Pembina oil field in 1954,
located seventy miles southwest of Edmonton is Canada's largest
find to date, This field,together with the Sturgeon lake
diseovery, 175 miles northwest of Edmonton, 1s important on
another count, for it Indleates the existence of big
flelds well bheyond the Edmonton ares where the previous
major finds had been concentrated, The very size of the
prospective hunting ground - olmost 800,000 square miles
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with the producing wells located up to 1,500 miles apart~--
the present rate of discovery, the money which is being spent,
the exploration activity which is belng carried on and the
improved techniques being involved, make it alwmost incon-
ceivable that further oil in very considerable quantities

will not be found., The industry has only scratched the
surface in exploration and blocks of hundreds of square miles
have yet to be tested by drill-bit, On the average to date

in western Canada, only one well has been drilled for approxi-
mately every 175 square miles, whereas in the U.8.A., one well
has been drilled for every 12 square miles of petroliferous
territory.

As for natural gas, it is hoped that construction
will soon begin on the 2,200 mile trans-Canada pipeline which
will allow prairie gas, much of it now awaiting use in capped
wells, to be marketed in easterm Canada, at a cost of
$300 millions.

Section 82 of the Bank Act makes it obvious that both
the law makers and the banks have realized the gigantic
potentialities of the forementioned facts. That is why most
experts feel that the next decade will see a revolutionary
change in the bank lending policles regarding oil and gas.

A striking example of the importance of oil to our
economy 1& the fact that Alberta, with less than 7 per cent of
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the population of Canada, accounted for 13 per eent of the
capital expenditurest This remarkable record is not entirely
due to oil, but the oil and gas discoveries have had a
profound effect on the economic climate, attracting invest-
ment and people with the promise of a rate of economic
progress hardly dreamed of a decade ago. It is safe to say
that the discovery of oil at Leduc is one of the landmarks in
Canada's economic history.

For a long period, western agriculture and eastern
industry have largely provided the bulwarks of the Canadian
sconomy. Now they are Jjoined by the Canadian petroleum industry
lending strong support to the further progress of the whole
nation. The achievement of this goal to & large measure
depends upon a sound but foresighted banking policy. The
law is established, it is up to the banks to make adequate use
of 1it.

LOAN REQUIREMENTS ON SPEgIFIC COMMODITIES
_(SECTION 88

As outlined earlier in this chapter, section 88
underwent revisiocns broadening 1ts scope. This section has
always been & distinctive feature of Canadian banking and
foreshadowed the first Bank Act by an act called an Act

4
Monthly Review Bank of Nova Scotia, "The Impact of Ledue",
8ept. 195“: Pe>.
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granting Additional Pacilities in Commerciallrransaetiona.
passed in 1859, the first step towards the pledge section of
the Bank Act.

The section permits loans to specified classes of
people on the security of merchandise in thelr possessions,
and a glance at the type of authorized borrowers and the
nature of their security is illuminating. Obviocusly, the aim
of the legislation is to facilitate the conversion of natural
resources and rav materials into finished goods. In & country
like Canada, which has evolved from colonial to national
status over a period of a century or so, it is apparent that
this great development would not have been achieved without
the assistance of bank lending through the provisions of
seotion 88,

The acope of this section has been continuously
expanding over the years and has, without fear of
contradiction, abundantly Justified its creation. It has
contributed greatly to the comfort and prosperity of individuals
as well as to the speedy and sound development of this country
and will no doubt continue to fulfill its vital role.

E.P. Neufeld writing in the Banker said, "without
doubt the major change of the year is the provision that
permits the chartered banits to finance residential construction
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5 v
on security of long term mortgages” . Because of this

change two dates have become historical landmarks in the
annals of chartered banking =-- October 1, 1953, and March 22,
1954, It was on October 1, 1953, that the banks were

informed by the Minister of Finance that a proposed amendment
to the National Housing Act would shortly make them authorlzed
lenders for mortgage loans.sa On March 22, 1954, the National
Housing Act 1954 was proclaimed, and the banks, officially
declared as approved lenders, made their debut into a foreign
field.

Business of this character was almost entirely new to
them, for even before the passing of the first general banking
statute in 1871l-~- The Dominion Bank Act~-- Canadian banks
had been prohibited from taking real and chattel mortgages.
Their loans were confined to legitimate banking business,
although under section 83 of the Bank Act, they were able to
make advances on the hypothecation of natural and manufactured
products in the process of production. As mentioned
earlier, a slight inroad into this orthodox concept of bank-
ing security was made in the decennial revision of 1944,
in which certain intermediate loans to farmers, secured by

mortgages, were sanctioned by Parliamentjand in 1945 this

Neufeld .P. "Changeg in Canadian nkil The Banker
Sept. 1954, vol. CYII, No. 3&3 Ea ng", :

58
See Appendix A for list of approved lenders.
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this right was given to loans to veterans. These provisions
were not too significant because the loans could not exceed
$3,000 or run for longer than ten years. Moreover, an
overall limit was established for all banks of $250 millions
(later increased) for loans to farmers and of $25 millions
for veterans' loans.

The new changes to the National Housing Act and
the Bank Act, however, have much greater importance. Naturally
such drastic deviaticns from established banking traditions
were prompted by sound reasoning by the Jovernment, but as
the banks did not seek this new authority, and in fact were
not forewarned of the Government's intention to incorporate
it in the banking laws, they were quick to bring before the
authorities in Ottawa the ramifications of this big structural
change in the financial system and the many difficulties in
the way of making it effective. In order for us to appreclate
the Government's reasons and the banka' apprehension, a little
background to the N.H.A. history would implement our
perspeative. In order to do this I shall draw on some of the
remarks made by Mr. D.B. Mansur, former president of the
Central Mortgage and Housing, when he appeared before the
Committee on Banking and Commeree.. In his capacity as a
witness during the N.H.A. amendments, Mr. Mansur gave a
detailed history of the housing movement, the highlights of
which I shall mention.

-]
Minutes and Proceedings and Evidence No. 1, Bill 102,
Feb. 2, 1954,
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Federal housing legislation on a continuing basis
was first introduced in Canada in 1935 with the passing of
the Dominion Housing Act. This legislation was based on
three central ideas:

(1) That 1t would be possible, through Government
assistance to get houses bullt that would not
otherwise have been built and thereby improve
the standard of living of the Canadian people.

(2) That the building of additional houses would

reduce unemployment that existed at that time.

(3) That with Government participation a set of
housing standards could be required as a condition
of the mortgage loan, thereby inproving the
quality of new housing in Canada.

It was in this legal enactment that the principle of joint
lending was first inaugurated. Through this arrangement
high=ratio loans were made with three~quarters of the mortgage
funds coming from the lending institutlons and one-quarter
from the Federal Government.

In 1937 the Home Improvement Loans Guarantee Act
was made law. This legislation provided for guarantees to
chartered banks and other approved lending agencies against
losses on loans made for the improvement or extension of

residential property. This guarantee was limited to loans
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in the aggregate of $50 millions.

In 1938 the Dominion Housing Act was repealed and
replaced by the National Housing Aot 1938. The new
legislation benefited from three years of experience and was
designed to enlarge the scope of Joint mortgage lending. It
had that effect.

In 1944 Parliament passed another National Housing
Act and in 1945 for its operation created the Central Mortgage
and Housing Corporation. This new amended act underwent
modernizing revision and continued the principle of joint
lending. In the post war years as need arose, Parliament
added further provisions to the N.H.A. Two of the major

gmendrnents wered

(1) The addition of section 35 which provided for
& Federal-Provincial partnership in the field of
land assembly and subsidized rental housing; this
arrangement provided for a 75 per sent- 25 per cent
financial participation between the Federal Govern-
ment and each of the provinces in respect to both
the capital cost and the operating losses of the

projects.

(2) The amendment that provided for C.M.H.C. taking
over the assets and liabilities of Wartime Housing
Limited .
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This has been & very brief sketch of the major
legislative acts whioch contributed to the creation of the
N.H.,A. prior to the 1954 revision.

As Mr. Mansur stated, the Act was both effective
and successful but for one major limitation. It was effective
because it dridged the gap between conventional mortgage
leans and high ratio mortgage loans and it was successful
because it relieved part of the accumulated housing shortage
of the poat war years by approving loans for about 175,000
home ownership and rental units. The limitation which
hindered the operation of the Act in 1952 and offered threat
of more serious repercussions in future years, was the
inability of the present group of lending institutions to
provide sufficient funds to meet the demand for Jjoint loans.
Consequently the major problem that confronted the new N.H.A.
was to find additional sources of lending power which could
supply the savings necessary to sustain a high level of housing
finance. Therefore, while the Government had a number of
reasons for introducing legislation allowing banks to make a
reatricted type of mortgage loan, the compelling reason was
that the current supply of mortgage funds from present lenders
was incapable of satisfying the effective demand for new
housing.

The question which immediately comes to mind is
what caused this shortage of savings? To answer this question
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we must appraise the sources of funds which have hitherto
supplied the finance for housing construction.
The chief sources have beena7

{1) The individual home owners personal money.

(2) The mortgage funds from the lending institutions
of which 84 per cent came from life insurance
companies and the remaining 16 per cent from loan,
trust, fire companlies and fraternal organizations.

{(3) The Government, through its 25 per cent contribu-
tions to National Housing Act loans as well as

direct loana,

While Mr. Mansur was addressing the Banking Committee
he produced a chart which outlined the actual amounts that
each one of the socurces contributed to each housing dollar?

It was surprising to note that fifty-nine cents of each
dollar was supplied by the owners of new homes themselves.
Private mortgage lenders such as lending institutions, credit
unions etc., made mortgage loans representing twenty-eight
cents. Qovernments provided the remaining thirteen cents,
either in the form of direct expenditures on housing or in

the form of mortgage loans.

7
Financial Post, News Article, Dec. 5, 1953, p. 49.

8 see Appendix B.
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A further hreakdown of these figures showed that
full owner financing, that is construction financed totally
by the owner without mortgage assistance,provided twenty-
eight cents of the housing dollar. Mr. Mansur outlined some
very logioal reasons why this source of lending could not bde
expected to expand in the immediate future, and therefore
answered part of the money shortage problem. Direct Govern-
ment construction for housing for its own use only accounted
for four cents of the housing dollar. The remaining sixty-
eight cents is involved in the housing facilitated by
mortgage loana of one kind or another. Of this figure the
lending institutions are responsible for forty-two cents
while the Government investment in the new housing dollar
was thirteen centa. The Government contribution, soon to be
relegated to a very minor role, is no longer important but
what {8 paramount is the role of the three major groups of
lending institutions, the life insurance, loan and trust
companieas. The guestion now to be solved is why have the
lending institutions who comprised the main bulwark of
mortgage financing failed to satisfy the increasing demand
for housing funds.

In the early post war years, the success of the
Joint=loan scheme was mainly based on the capacity of the
private mortgage lending institution to take up mortgage loans,
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and on measures taken to overcome the influence of increasing
tuilding costs upon required down paymenta. The life

insurance companies were able to invest large sums by
disposing of government bonds acquired during the war as vell
as by investing a large propertion of thelr new money in
mortgages. Due to the war there was almost no residential
building between 1939 and 1945 and the life insurance

companies had no alternative but to invest their surplus funds
in government securities. This factor caused the proportion
of mortgage loans to life insurance assets to decrease from

19 per cent in 1939 to 12 per cent in 1945, When the war
ended the backlog of supressed housing demands surged

forward. At this time there was no deficiency of funds because
the life companies began a gradual liquidation of government
securities and mortgage interest rates were relatively
attractive., During the next few years the construction of new
homes exceeded all previous records. During the post-Korean
inflation there was a conspicuocus decline in the amount of
housing funds advanced under the Jjoint-loan scheme, but by
1953 with construction costs stablized, the stage was set for
a renewal of heavy demand for housing. But now the life
companies, which contributed over 80 per cent of all institutional
mortgage lending, were approaching what they felt to be a limit
on the proportion of their assets earmarked to mortgage loans.
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In the space of 8 years that proportion had risen from 12
per cent to 30 per cent, while their government bonds had
decreased from 50 per cent to about 20 per cent of asaets?

These new percentages were considered to be about
the normal proportions between mortgages, assets and government
bonds and it became evident that the flow of new mortgage
money, caused by a change in life insurance company assets,
was likely to decline. In fact official estimates indicated
that $50 to $75 millions less might be available in 1954,

A8 & result of this situation, existing lenders were only
doing business in the larger centres.

Mr. Mansur also testified before the Banking
Committee that he felt that it would be unrealistic to count
on continued ligquidation of government bonds by the life
companies to provide additional housing funds, and he stressed
the fact that there was strong evidence of these companiles
falling below their 1953 oontributionsto He also mentioned
the contributions of the trust and loan companies who between
1947 and 1953 approved {793 millions of mortgage loans, or
26 per cent of all mortgage loan approvals by lending
institutions. Of this amount their mortgage loan approvals
for new residential construction totalled $217 millions,

representing 13 per cent of the lending institutions total.

® Bank of Nova Scotia, Monthly Review, Oct. 1954, p.4.
10
Minutes and Proceedings and Evidence No.l,Bill 102,Feb.2,1954,
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Mr, liansur also Interjected a note of caution in expecting
an increase of new mortgage funds from the loon companies
because by the end of 1952, they held 71 per cent of thelr
agssets in nmortgare form., In order to increase their mortgage
accounts, they muct sell debentures or increase deposlts
and while thelr ascets have been increasling 1t 1s not
comparable to the regular increaser, that characterice the
1ife companies and thereforc cannot be counted on sufiiclently
to 111 the growing gap in mortgare funds,

With the reductlion of mortgage funds the lenders
reduced thelr field of operntions and the onus of responsibility
to provide for the needs of those in the smaller and nore
lsolated areaes descended upon the Govermment, The only
recourse open to the Government was to have C,},H,C, increase
1ts direct loans,

bver since the enactnent of the Dominlon Housling Act
in 1935, the supplying of the jJoint-loan facilities for home
ownership has been a problsm in the smaller and more remote
commumities, To meet this neced the lending institutions decided
to adninister applications from the smallcer citles and outw
lying areas by each taklng a definlte pgeographical area under
its responsibility, Even though this improved the situation for
a time, it did not fully solve the problem and it continued to
grow more acute, Flnally In an effort to improve thisc situ~tion,

Parliament, in June of 1947, gave to C,I,H,C, the authority to
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make loans under sicilar terms and conditlons as other
lending institutions, where 1t was decided by the Corporation
that the facilities for making loans were lacking.

In the beginning, C.M.H.C. operated in communities
up to 5,000 population but this was inereassd to 72,000 when
the lending coumpanles withdrew their activities into the
larger communities in 1952. This increased role was foreced
upon C.M.H.C. in order that credit-worthy borrowers throughout
the country could benefit from the N.H.A.

But this entailed greater participation by the
Government than they originally planned. To provide for the
needs of the amaller communities, the Government was obliged
to make direct loans tc the amount of $50,000,000 each year.
This was in addition to the $50,000,000 a year currently being
provided by lits 25 per cent participation in N.H.A. loans.
Ottawa began to find this trend very unsatisfactory because
it did not wish to play the role of creditor to so many
individual cltlzens. Finding itself faced on one hend with this
undesirable trend and on the other with mounting pressure of
public opinion and a severe limitation in the supply of life
insurance and loan company money, the Government produced a
plan to bring new sources of funds into the housing field.

The basis of the proposal was the amendment of the N.H.A. to
include the chartered banks as one of the lending institutions.
At the same time the Government's 25 per cent contribution and
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pool guarantee plan was replaced by a form of residential
mortgage insurance.

The underlying intention of the Government's action
was to attract a portion of the chartered banks' savings
deposits, which represent a major channel for private savings
in Canada. In fact at the end of 1953, fully 5> per cent of
their deposits consisted of savings depositst1

Although Canadian banking policy had always prohibited
mortgage loans, the Government felt there was ample precedent
for savings deposits of the banks belng utiliged as a
source of mortgage funds. In the United States the mutual
savings banks, saving and loan institutions, and commercial
banks provide about 60 per cent of the new money in mortgage
financing. 1In addition, they originate many mortgages which,
after processing, are transferred to the life companiest! In
Australia, banks are the principal source of non-government
mortgage funds and have a greater investment in residential
mortgages than have the insurance conpanies.

Therefore the Government felt that merely because
savings and commercial operations were combined here, was not
sufficlent Jjustification to prohibit the chartered banks from
investing a portion of their savings deposits in mortgages
on residential property. The new safeguard of having C.M.H.C.

a1 .
The Banker, Scpt. 1954, Vol. CIII, No. 3«4, p. 124.

i
Financial Post, News Article, Dec. 5, 1953, p. 49.
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insure the loan was an additional feature designed by the
Government to enhance the desirability of this new investment
medium

One of the main reasons behind the Canadian banks
distrust of mortgage lending was the bank failures in the
U. 8. A. in the 1930's, but the changing times have brought
about several practical aspects which tend to offset any
arguments that mortgage lending would impair the strength and
securlity of the banking system. The difficulties experienced
by the U.S. banks were mainly the result of commerciasl and
industrial mortgages, rather than residential loans. Further-
more, the improved procedure of mortgage loans such as monthly
principal repayment plans on a regular amortized basis, combined
payment of taxes, and the insurance feature, tend to eliminate
the dangers in residential loans which existed during the
thirties. Deeper penetration into this situation unearthed
additional factors that caused the banks their original concern
when informed that they were to be made part of the Natinnal
Housing Programme.

As previously mentioned this was a surprise move by
the Government that took the banks unaware. It was an unsought
privilege that tossed them onto an unchartered and foreign
shore and lnvolved them in taking over the vast mortgage lending
activities of a government organization (C.M.H.C.) with operations
amounting to over $50,000,000 per year. But in actuality, this
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was not as serious as it first appeared. C.M.H.C. did not
withdraw altogether from the mortgage flield. While imposing
upon the banks the responsibility for financing new home
bullding, it undertook to insure them on their mortgage up
to 98 per centta

C«.M.H.C. also undertook the responsibility of using
its field staff to assist the banks in establishing the lending
value of a house and lot. While the other lending institutions
had thelr own staff of experts and inspectors to do this task,
the banke did not. The elimination of this Job greatly
eased the administration involved in granting a mortgage loan
and simplified the entry of chartered banks into the mortgage

field.
One of the greatest difficulties foreseen by the

banks was foreclosure proceedings on properties against which
they night make mortgage loans. It is a required condition
under the N.H.A. that the lenders, in the event of a payment
default, must foreclose and dispossess the original tenant
before they can submit their claim for insurance coverage to
the C.M.H.C. The banks had visions of being cast in a "Simon
Legree” role and impairing their good public relations.
Another disadvantage envisaged by the banks was in the event
of default by mortgagors, such legal proceedings would have

to be taken under various provincial laws, necessitating

13there is an important distinction between bank mortgage loans
in Canada andmghose in the United States. In Canad§a§nsured
loans can be made only on new homes and apartments. This
limitation does not apply in the U.S.
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lengthy action, particularly in Quebec and Saskatchewan.
Foreclosure could drag on for years and so involve the banks
in loss. These problems, particularly the first, evoked
strong and vociferous arguments by the bankers who wished to
transfer this responsibility to C.M.H.C. but the Government
was adamant. They =2xplained that the banks were being given
an almost full guarantee and that the rate of intereat yet to
be established would be a commercial rate, and therefore as
this was strictly a business proposition the banks would
have to assume thelr share of any related unpleasanties.

As mentioned earlier one of the important changes
in the National Housing Act was the establishment of & system
of mortgage insurance through C.M.H.C. The principles of
this plan are as follows:

The lending institutions will pay an insurance
premium to C.MsH.C.s the cost of which will be 2 per cent of
the loan, and it will be borne by the borrower. In the event
of default on a mortgage, title to the property is transferred
to C.M.H.C., and the lending institution recelves a cash
settlement of 98 per cent of the unpald principal, plus 98
per cent of the interest at the mortgage rate for six months
from default, and interest for a further twelve months at
a rate of 2 per cent lower than the mortgage rate. A stipulated
amount of $125 was allowed to defray the legal costs involved

in the foreclosure.
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This plan also evoked protests from the lending
institutions. But Ottawa countered these claims by saying
that the 2 per cent difference was to ensure that the lending
institutions would continue to follow sound riortgage practices.
The lending institutions felt this was another bitter pill
to swallow as they believed such an incentive was unnecessary,
especlally as they would be already penalized by the low
allowances the scheme permits to be included as charges and
costs In their claims.

Mr. Atkinson, while not in the nature of an obJection,
pointed out that the guarantee offered by C.M.H.C. was not
98 per cent as the N.H.A. bill stated. He referred to the
hypotnetical example which Mr. Mansur presented to the
Banking Committee on February 2, 1954, which showed a loss
to the lender of 3.43 per centt‘

Another point of major concern expressed by bankers
resulted from consideration of the effects of the scheme
on their liquidity. As the Government wished to transfer
their share of housing finance to the banks, it was necessary
for them to make the forms of the finance as acceptable as
possible. As 1t now exists, the new mortgage security is
good paper but with limits on its liquidity. 1t is good paper
because the C.M.H.C. insures 98 per cent of each loan and

because an amendment to the Bank of Canada Act made all loans

1e
See sppendix C.
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eligible security for advances from the Central Bank. But

as 1t is a new security, and one with complicated tax,
insurance and amortization features, and with no active
market exlsting for it, the banks felt its liquidity was
poor. Even 1its eligibility as security for Central Bank
loans does not add much to its liquidity because such loans
are purely temporaryj and even the habit of borrowing from
the Central Bank 1s scarcely formed. In order to overcome
this deficiency, the N.H.A. 1954 contained provisions to
facilitate the development of a secondary market in insured
loans. The act provides that the insurance policy on a
mortgage loan made under the new legislation may be assigned
to the purchaser should the loan be so0ld, the only require~
ment necessary 1s that the loan continue to be administered
by an authorized lender. It will also be possible for
individuals and other investors who are not authorized lenders
to deal in these insured mortgages as long as it continues to
he gerviced by an approved lender. C.M.H.C. has also been
given the authority to buy and sell insured mortgages as well
as to make loans to approved lenders upon the security of
insured mortgage loans. All these provisions were established
to increase the supply of mortgage funds by endowing the
insured mortgage lcan with a greater degree of liquidity and

transferability.
One point that bears mentioning here is that a

mortgage 1is only marketable when the house is completed, the
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loan fully advanced and the last payment made to the
builder. But despite this limitation, which is a minor one,
Vincent Egan writing in the Financial Post says "It seems
certain that a2 secondary market in N.H.A. guaranteed
mortgages will develop in 1955".ls

Mr. CGraham Towers was also called as a witness
before the Committee in amending the N.H.A. On the question
of Central Bank advances to chartered banks on mortgage
collateral, Mr. Towers expressed the view that making
mortgages eligiblé for Centrel Bank advances was done to
avoid placing a black mark on the insured mortgages. His
personal opinion was that the chartered banks, if they had
cause to borrow, would continue to use government bonds as
collateral because of their convenience., He also emphasized
the fact that the Bank of Canada 4did not possess the suthority
to purchase mortgages. While Mr., Towers reiterated his
remarks that the sale of mortgages was likely to be an
impractical way for the banks to obtain cash quickly, he hoped
that in time a sufficient interest in the mortgages would be
developed among pension funda and other similar schemes.

A considerable amount of information has been presented
outlining the background of the N.H.A., its operation and the

new revisions of 1954, But the most important question which

15
Financial Post: Feature Article, New Bank Money, Dec. 4%,
1954, p. 16,
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still remains unanswered is what can we expect from the
banks in the new venture?

E.P. Neufeld says that once the banks have overcone
their reluctance to deal in these new securities and have
gained the necessary practical experience te do so, the
extent of their participation will depend essentially on
three factors: "their present structure of assets; the
supply of bank cash as maintained by the Bank of Canadaj
and the extent of the development of a broad market for the
new security".la We have already discussed the measures
that are avallable for the development of a market for
these papers and the evidence to show that such a market
is being created, and therefore we shall only direct our
remarks to the first two factors.

The pattern of the banks assets have undergone a
remarkable change since the war. There has been 2 continued
rise in bank loans, while at the same time the bank port-
folios of investments have been reduced by the large net
redemptions of Government securities. The outcome is that
the liquidity position of the banks has returned approximately
to that of 1935, before, that is, the Bank of Canada's
cheap money drive had swollen the banks liquidity ratios,
especially evident during the war. The fact that bank
portfoiios are now more liquid than in preceeding years

b NG
The Banker: Ch es in Canadian Banking, Sept. 1954
Vol. CII, No. 34%, p. g » Sept. 135%,
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suggests that some switeh to the new mortgages 1s possible.
Mr. Neufeld says that "the exact extent of such a switeh
cannot be gaugedj but it does not seem unreasonable to
expect that mortgages may reach 6 per cent of deposit
liabilities and a holding amounting to 10 per cent of
deposits might well prove to be an attainasble upper limit.
Even the lower figure would at present involve a holding of
over $500 millions, sufficient to offset the past rate of
the C.M.H.C. Joint=~loan contributions for about nine yesars".
This is not to suggest that it ls only, or even mainly, by
actual switching that the banks will be able to enter the
mortgage field. The Bank of Canada is able to increase the
pvailability of long-term housing finance by simply expanding
bank cash, but this policy is only appropriate when general
productive capacity is increasing or when building activity
slackens. This extension of the influence of the Bank of
Canada is important in itself because its former method of
influencing long term investment was solely through market
interest rates.

We musat also bear in mind the fact that within the
limitations of their statutory restrictions and $o the extent
that the Government will permit them to do so, the
chartered banks have the ability to create new money. While
the extension of this money creating power of the Central

Bank and the chartered banks 1s not being contemplated , we
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muist not overlook the fact that it exists as an additional
source of mortgege funds.

Another very important contribution that the
chartered banks are making to the new housing program,
is it's vast branch system in rural localities. The
chartered banks have close to 4,000 branches whereas
lenders previously qgualified to service loans had only
several hundred; mainly situated in the larger urban areas.
Where other mortgage lenders could not afford to set up
and maintain a wortgage lending service, the bank branches
will now be able to serve even the smallest communities.
This service will be offered by the local bank managers, and
on a personal basis, a service that no other institution can
provide. This feature, besides releasing the Government from
the direct loan business, solves the difficulty of servicing
the small communities, & problem that has existed since the
inception of the National Housing Plan.

Another bone of contention during the debate on the
N.H.A. was the rate of interest which lenders would be allowed
to charge. 8Some opinions cautioned against a low rate of
interest because it might not prove 8 sufficient stimulus to
lenders; others felt 1t might go too high and suggested a
2 per cent maximum, As usual the Social Credit hurled their
invectives at the chartered banks and suggested using the
facilities of the Bank of Canada, presumably on an interest-freec
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basis. While much discussion took place, nothing could be
decided until the bill became law. With the proclamation
of the Act on March 22, the Governor-in-Council established
the maximum interest rate at 5-1/2 per cent..

This rate of interest did not rest well with the
Premier of Quebec who announced on April 23, 1954, that
his government would not provide the interest rate subsidy
on loans under the N.H.A. 1954, Under the Quebec Housing Act,
the Quebec Farm Credit Bureau is empowered to pay a subsidy
on mortgage interest charges on approved mortgage loans
borrowed by residents of the province. This subsidy is paid
on interest charges in excess of 3 per cent, on dwellings
not containing more than two units,

Mr. Duplessis was quoted in a Montreal newspaperl8
as saying that his decision to refuse provincial housing aid
to persons borrowing money from chartered banks for homes
should not be considered as a criticism of the banks: "Iv-
am not casting any reflection on our banks, not by any means",
the Premier added = "it is not our intention, however, to
co~operate in the enforcement of a law that is too onerous
for those who should derive some benefit from it, a law

incidently passed by a government which collects 77 per cent

of all taxes paid by the Canadian citigen".

27 No loans were made at less than this rate during 1954:
(1954 Annual Report of Bank of Canada).

18 Montreal Daily Star: News Article, Apr. 24, 1954, p.3.
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He further eriticized the increase of >~1/2 per cent
interest from 5 per cent and the additional borrowing cost
occassioned by the requirement of an insurance policy on a

new house.,
Wwhether it was the result of Mr. Duplessis' strong

condemnation of the interest rate, or the lending lnstitutions
views that it was too high, the maximum interest rate was
reduced to 5~1/4 per cent on all C.M.H.C.approved mortgages
on Pebruary 16, 1955.

In the earlier stages of the debate on the N.H.A.
there appeared to be & considerable amount of discussion both

for and againat the proposed legislation and an equal amount
of confusion among the leading debaters, but one of the most

poignant statements, and one which I felt corrected many
misconceptions and placed the debate on a true perspective was
an utterance by Oraham Towers, who sald and I quote:.

I am not sure whether Canadian banking history really
indicates in any detail why the provision againat
lending on mortgages was there in the first instance.
But I suspect that it had something to do with the
fear that the banks might get into mortgage lending
indiscriminately, on industrial propertiess such
bank loans, particularly in a young country, or
vacant land might de something which was very risky.
I suspeaet that is why that provision is in there.

The banks can of course lend on mortgages by means of
corporate bonds, which are mortgages in another name.
I think it is perhaps time to review the situation and
to approach it, not from the point of view that

Just because the prohibition has been there from the
start that 1t should dbe carried on, but rather a
query:s= Is that prohibition necessary now from the
point of view of safety of the banks or their liquidity.
On the safety factor, the government insurance enters
in. And on the liquidity factor I would not assume
that the proportion of savings deposits employed in

this way will ever be so high as to make liquidity a
serious consideration.
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Having gone that far, we could then come to the
question of desirabllity, from the borrowers point
of view and that of the country as a whole. Having
in mind shortages which are likely to exist in
mortgage funds if vast amounts of people's personal
savings are barred from that field, I would come to
the conclusion that to open the door was a desirable
thing to do.2®

Despite continuing debate on the topic, the correct
line of thinking was established and the ensuing criticism
was directed more against particular details than the involved
principle. This was evident when the second reading of the
bill passed by a majority of 180 to 2. —

With the passage of the N.H.A. on March 22, two
statements concerning ita future sphere of influence stood
head and shoulders above 8ll the rest. One by Mr. T.H.
Atkinson and the other by Mr. Graham Towers.

On February 19, Mr. Atkinson was quoted in an
Ottawa newspapsr as saylng:

There appears to be a view that banks have a very
large pool of savings deposits which can be nmade
availlable for mortgage lending. I think I should
point out the wmisconcepticn. It is true that the
savings deposits of the banks aggregate something
in the nature of $5 billion, but this money is
not idle. Basically 1t is on loan to commerce,
industry and individuals, on the one hand and to
governments and municipalities through the banks
on the other. Bill 102 will simply set ug another
avenue for the employment of these funds,.®©

"Mortgage Lending by Canadian Banks" -
rs Spring of 1955, p.6l.

i
W.E. McLaughlin =~
L BRAGLAN Hange

20
Ottawa Journal, Feature Article, Feb. 19, 1954, p.3.
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Mr. Atkinson said that the decision of how much
to lend was up to each banik and that he personally was not
in a position to offer any estimate of the extent to which the
banks might commit their funds in this new field, but he
believed all the banks would perform every effort to make
the plan a sucgess,

Mr. Towers as a witness before the Committee on this
same topic emphasized that the investment of the banks in
this new scheme would not have any effect on their loans
to commerce and industry, It would be normal to expect that
as the demand for mortgages increased, the assets of the bank
would undergo 8 simultaneous rise. He therefore intimated
that with a sufficient demand under satisfactory conditions,
the banks could easily loan $100,000,000 per year.

On one side we have Mr. Atkinson's cautious, not to
say pessimistic view on the banks role in mortgage lending
and on the other side we have the less cautious and decidedly
optimistic view of Canada's Central Banker.

More than a year has now passed since these remarks
were made and as hindsight 1s s0 much easier to formulate
that foresight, we can put these prophetic utterances of
two distinguished bankers to the test of time.

Mr. Vincent Eagen, writing in the December 4 issue of
the Financial Post sald that- "the entry of Canadian banks
into the mortgage field this year is working out more success-
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fully than anyone, particularly the bankers, dared to
hope".u The last six months of 1954 saw the banks
enthusiastically making government insured mortgage loans
and as a result the banks have an important and profitable
new source of income; homeowners have a new and convenlent
source of mortgage funds; Canada has substantlally more new
housing units than it would otherwise have had.

In the early part of 1954, interest rates were
beginning to fall and then leveled off. But the 5-1/2 per
cent interest rate on N.H.A. loans yielded the banks about
5.437 per cent and was a very attractive investment outlet
during the year.

Another stimulus to bank lending occured July 1, 1954,
when the cash reserves of the chartered banks were reduced
from the traditional 10 per cent to 8 per cent. This meant
the banks had about $200 millions more for investments.

All these factors contributed to the elimination
of the natural hesitancy of the bankers. And while their
degree of participation varied widely among the banks, the
banking system had mortgage commitments that exceeded
$160,000,000 by December 31, 1954?' It was therefore

obvious that Mr. T.H. Atkinson's pessimism was far out of

28
Canadian Banker, 8pring 1955, Mortgage Lending, p. 64,

21
Financial Post, Feature Article, Dec. 4, 1954=
New Bank Money, p. 16.
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line with the actual results while Mr. Towers' only error
was one of a conservative understatement.
A recent editorial in the Financial Post expresses

a more current opinion on bank lending in the mortgage field
and I believe 1t bears guoting:

The banks received the news of their participation

in a new system of mortgage loans in much the same

way that a banker would unwrap a loud tie on

Christmas morning. But as things worked out, the

entry of the banks into the mortgage lending field

has been a success. The banks now have nearly $100

millions outstanding in N.H.A. loans, with perhaps

two and a half times that amount committed for
future borrowing.23

In their year end reports officers of many Canadian
banks spoke on the changes that 1954 had brought in mortgage
lending. Excerpts from some of their statements bear
quoting as it throws a great deal of light on their views
and future positions in this fleld.

Vice President and General Manager, Bank of Nova Scotia.
8ince the new housing act came into effect, the
banks have in fact become an important source of residential
mortgage funds. With the demand for commercial loans
slackening, with bond ylelds declining and with ample cash,
the banks have been in a position to make funds avallable

for mortgages insured under the N.H.A.

23
Financial Post, Feature Article, Feb. 19, 1955~
Loans for Housing=- p. 56,
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General Manager, Bank of Toronto.

This 1s a new type of bank investment made possible
under the revised Bank Act. Its virtue has been the source
of much discussion but in accordance with our comments a
year ago we have felt that within proper limits it has a
place in banking. Accordingly we have undertaken commitments
for loans to the amount of $8,382,245 of which $2,404,365 had
been made available on October 31, 1954.

Generag Manager, Dominion Bank.

Since mortgage lending is a new field of endeavour
for the bank, we have followed a cautious policy, feeling that
it was desirable to go slow until our staff had acquired some
experience., Careful selection has been the rule, quality being
preferred to quantity.

General Manager, Bank of Montreal.
At the end of our fiscal year we had outstanding
$11 millions of these mortgage advances, but our total loans
and commitments under this heading, including amounts approved
but not yet dispersed, amounted to nearly $35 millions. All

these mortgages are insured under the N.H.A.

General Manager, Royal Bank,
At the end of the (fiscal) year we had advances
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outstanding in this category amounting to $22,572,390.
Actually, our total commitments were something over 302
millions. This represents approximately 40 per cent of the
total commitments of all banks.

I think that it is quite safe to assume from the
foregoing remarks that the baniks have every intention of
increasing their activities in this new field of investment.

An additional inducement to increase mortgage
lending has been the fact that defaults on loans have been
almost negligible, While it 18 too soon to say 1f this
experience will be permanent, there is every evidence
to believe that it will. The life companies who are the
largest and oldest of the mortgage lending institutions offer
their figures as an argument for mortgage lending safety.
H.R. Stephenson, President of Crown Life says - "that not
one of the Company's mortgages has been foreclosed in the past
12 years, nor has any loss been sustained"f‘ J.T. Bryden,
Vice~President of the North American Lifesays - "interest
has been well collected, the total arrears at the year end
amounting to $15,000 on a principal amount of more than 373
millions”..‘

These are Jjust two of the many statistics available
to prove the dependibility of mortgage loans and they cannot
fail to influence the chartered banks.

*‘rinancial Post- Peature Articl
- re Artic . -
Loans for Housing, p. 56, e, Feb. 19, 1955
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Home builders in the smaller communitles have also
found the entry of the banks to be a boom. Banks, rather
than incurring less of their good public relations, have seen
it grow.

Even though the banks have now become an integral
part of the N.H.A. scheme, thelir entry still appears to
have left a number of questions yet unsolveds

Will the banks want to sell their mortgages? Banks
have traditionally avoided long term investments, preferring
liquidity, but they may decide that the return of approximately
5.437 per cent and the scarcity of alternate investment
opportunities are suffloient reasons to maintaln the mortgages.

Will the insurance companies (who are the likely
buyers) want to buy? The life companies have made their
greatest contribution to mortgages ever in 1954, and they may
decids that thelr wortgage portfolios are at a mazximum.

Will the banks and insurance companies break up the
mortgages as they do municipal debentures? The banks might
as an example hold the first four years of the mortgage and
sell the life companies thé balance.

Will the banks sell the mortgages to private interests,
guch as U.8. investment groups which have signified their
intention to enter the Canadian housing field in the hope of
finding higher rates of interest than those available in U.S8.?
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If the banks sell the mortgages what price will they
receive for them? This poses an additional problem because
the price to be paid for them would also include the
administration fee. Since the banks must continue to service
the mortgage for the new purchaser they might set their
fee at 1/2 per cent to 1 per cent per annum.

These questions can only be answered in time. The
scheme must develop greater scope and the banks greater
activity before these problems can be put to the time tested
method of trial and error. It appears that all these fore-
seeable difficulties can be resolved as the banks increase
their knowledge and experience in this new and potentially iamport~
ant field of investment.

The 1954 annual report of the Bank of Canada says
that "the chartered banks' participation in residential
mortgage lending has enlarged their role in the financing of
investment in Canada and improved the general structure and
flexibility of the capital market". This i1s a significant
contribution well worthy of note and it 1is strongly fortified
by the Bank's announcement that-- “by the year end they
(chartered banks) had made insured mortgage loan commitments
on 17,000 housing units amounting to about $150 millions; net
disbursements on such loans were 374 millions and in the
second part of the year, about 40 per cent of all insured loans
were being made by banks.
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These figures offer articulate testimony to the
chartered banks contribution in easing the money shortage
for mortgages. They have more than vindicated the
Government's confidence in them and surpassed thelr own
expectations. After such an auspicious debut there is no
doubt that this bold venture has become an integral part

25
and accepted feature of the Canadian banking system.

25

On May 10, 1955, the Royal Bank of Canada announced
that the interest rate it was charging on N.H.A. mortgages
was being reduced immediately from 5-1/4 per cent to 5 per
cent., President James Muir stated- "we have voluntarily
degided to reduce the rate for two very good reasons=-
(1) a lower rate will encourage more people to take advantage
of the very attractive terms and (2) the maximum existing
rate 1s on"the high side and unrealistic under present
conditions . Later the same day the Bank of Nova Scotia
announced that 1t was also lowering its interest rate to 5
per cent.

Mr. Stewart Bates, President of C.M.H.C. says that t
reductions in the interest rate indicates 1ncreaging compgiizion
among banks for mortgage business.



CHAPTER IV
THE CREATION OF THE SHORT TERM MONEY MARKET

"If a central bank is to be able effectively
to perform its functions of regulating the amount of the
commercial banks' reserves, and in this way to exercise an
influence on the whole credit structure and level of
interest rates in the country, it badly needs a broad
market in government securities in which to conduct its
operations.”‘ This statement by Mr. G. Towers expressed
the bolicy behind the Bank of Canada's effort to create a
money market in Canada.
It is a recorded fact that the Royal Commission led
by Lord MacMillan noted among the many recommendations they
submitted for the creation of the Bank of Canada, that the
Central Bank would be handicapped by the lack of a money market.
When the Bank of Canada commenced operations in 1935,
there was a reasonably good market for long-term government
securities, but the short-term money market outside the
chartered banks was almost non-existent. Treasury bills
were first issued by tender in 1934 and for many months they
were 1ssued on an irregular basis. But in late 1935, the
practice began of regular fortnightly issues and of keeping the

k § a
Statement by G.F. Towers at hearing of Committee on
and Commerce on Bill 297, March 18, 1954, Banking
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total amount outstanding relatively constant, with only
periodic once-for-all increases. From July 1945 to
January 1953, for example, the total ocutstanding remained
at $450 millions. Therefore while Canada had a limilted
type of shorte-term security market, it possessed very

few of the instruments and institutional arrangements

that characterize the money markets in London and New York.

This prompted the Bank of Canada, which 1s the
focal point of all securities and money markets in this
country, to undertake measures which would strengthen the
short-term security market and build the foundation upon
which a money market could be developed.

Let us digress for Jjust a moment and review the
structural composition of a money market.

Unfortunately there is no standardized universally
accepted definition of the term money market. In its broadest
meaning the money market encompasses all the available
facilities for borrowing and lending money. In this sense
the money market includes the market for long=term as well as
short-term borrowing or lending. Many experts make a
distinction here and refer to the market for long=-term funds
as the capital market and restrict the term money market to
the market for short-term funds.

In the more restricted sense the money market

consists of two sectors:
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(1) The direct, or customer's loan market, distinguished
by the close and personal connection between the

borrowing customer and his bank.

(2) The impersonal or open money market, characterized by
objective relations between the borrower and lender
where the loan is usually negotiated through middlemen,

and the lender and borrower do not meet.

The term money market shall be used in this thesls in a
narrow sense, that of the open money market.

The open money market is informally organized. For
the most part, there is no formal meeting place at which the
middlemen come together as in the buying and selling of
securdities on the stock exchanges. The negotiations are
carried on in the officesof brokers, dealers and banks with
the use of the telephone, telegraph and mail.

To those with short~term funds, the money market
provides a temporary outlety to those seeking funds, it
provides a source of supply. Through it funds are made mobile.
Both debtors and creditors obtain access to a broader market
organized on a regional and in some markets, on a national or
international scale. The relatively high degree of competition
on both sides results in the rate of interest being deter-
mined by the forces of demand and supply.
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The money market is not a single simple market but
is a family of closely related markets, each having its own
characteristics. As a result of a long period of development,
the money market is centered around facilities for dealing
in four principal types of paper:
(1) Commercial paper, i.e. the promissory notes of

borrowers which are sold in the open market.

(2) Bankers ascceptances, i.e. time drafts drawn on and

accepted by banks.

(3) Stock exchange collateral loans, including both

call and time loans with security collateral.

(4) Government short-term loans, known as treasury
bills and notes.

The bankers acceptance and commercial paper markets provide
specialized commercial financing facilities to finance foreign
and domestic trade. The call and time money markets facili-
tate the flotation of new issues and trading in existing
securities. Each of these markets has as a counterpart direct
financing for their customers by commercial banks. The
government securities market, ranging from treasury bills to
long term bonds, but confined for the present purpose to issues
maturing in hot over three years, helps finance the deficits

of governments.
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The institutions necessary for the operation of a
money market are a central bank, commercial banks, brokers,
security dealers, acceptance and discount houses, etc.

Fortified with this brief review of the main
instruments and institutional facilities that comprise a money
market, let us now return to the situation that existed at
the end of 1952,

From 1935 when the Government first issued treasury
bills up to the present, the bill market had been generally
confined to three groups-- the Government, the Bank of
Canada, and the chartered banks. The Government's role in
this limited short-term securities market stemed from its
policy of placing an adequate proportion of the national
debt in short maturities. This was done in order to reduce
the heavy interest payments on the debt, which in 1954 amounted
to eleven per cent of the total budget outlay.

To the chartered banks the treasury bills meant a
bulwark of safe and profitable liquid assets which formed
their second line of defence agalnst any unforeseen demands
for cash.

As the fiscal agent for the Government, the Bank of
Canada 1s responsible for the purchase and sale of securities
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for the account of government trust funds, assistance in

the flotation of government securities and in their exchange
and redemption. It loglcally followed from these duties
that the Bank's interest in this field was to help maintain
orderly security markets and to exercise some control over
the supply of money and credit. Therefore, while the total
amount of their holdings of government securitles was
necessarily determined by considerations of monetary policey,
they endeavoured to help make a market for all government
issues by being substantial buyers and sellers.

These were the background factors that contributed
to the money market dilemma in 1952.

Treasury bills had been sold by tender since the mid
thirties but were now held almost exclusively by the chartered
banks, who used them as secondary cash reserves, The
treasury bill had become one of the most liquid of investe
ments due to the fact that the Bank of Canada, while offiecially
uncommitted to demand purchases, had never failed to buy
any bills offered to it and moreover not at a penalty rate but
at one closely related to the last average tender. But
despite this high liquidity a large non-banking treasury bill
market had not developed. There was no commercial paper, and
there was no interbank loans. Borrowing by the chartered
banks from the Bank of Canada was uncommon, and there was no

rediscounting. There was in short, no regular market into
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which temporarily idle funds of banks and business concerns
could flow, and upon which banks and business concerns could
draw to meet short-term needs.

The Bank of Canada had long recognized the deficiencies
associated with the current security market and the vold
in the financial structure caused by the absence of a money
market. The Bank therefore, decided that the time had come
to lay the groundwork for a future money markets the first
measure being the extenslion of the existing market in federal
government securities.

In order to encourage a wider market in treasury
bllls, the active participation of two new groups was
required -- the general public and the securities dealers.
The public group would consist largely of big corporations and
provincial and municipal governments. This sector of the
economy could be enticed into the market on the right
conditions because they had a constant need for employing
idle cash balances in safe and liquid assets. The addition
to the market of the securities dealers was necessary in
order to sell the treasury bills to the general public,
Their role would be to maintain a large portfolioc of treasury
bills and short term bonds which could be sold to the
corporations.

In order to add stimulus to the participation of these
two new groups, the Bank of Canada undertook three significant
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steps in 1953 to broaden the short-term market,

The first step was taken on January 30, 1953, when
the Bank, in co~operation with the Government, changed its
regular offers of treasury bills from a fortnightly to a
weekly basis.

The second step was taken simultaneously with the
first when the weekly offering was broadened to include
273-day bills in addition to the regular 9l-day bills then
in vogue. This change allowed buyers to choose from 39
different maturities, giving an investor an option of
obtaining bills maturing in any given seek within the next
nine months. The treasury bill issue was increased from
$450 millions to $650 millions., By the first of May 1953,
these new blills were fully in circulation and the weekly
issue consisted of $35 willions in 9l-day bills and $5 millions
in 273~-day bills. In Aprillo54, the Bank of Canada started
issuing $10 millions in 273-day bills and $30 millions in 9l~-day
bills each week. This was to increase the total amount of
treasury bills to $780 millions by the end of 1954.a It was
hoped that this measure would encourage corporate, municipal
or other bodies to make use of this form of investment.

The third step taken by the Bank of Canada was the

establishment of a purchase and resale agreement with a number
of Canadian investment dealers. These dealers agreed to

2
R.M. Macintosh~ The Money Market - Canadian Banker,
Autumn; 1954, P. 720



THE CREATION OF THE SHORT TERM MONEY MARKET 80

become " jobbers" in treasury bills and short term securities.
These agreements provided the dealers with credit facilitiles
at the Bank of Canada to finance large inventories of short-
term securities, and offered an alternative to borrowing
from the chartered banks. In a tight money market, the
Bank of Canada acted as & lender of last resort. The Bank
agreed to buy treasury bills and other short-term securitles
on agreement that the dealers would re-purchase them within
8 relatively brief period of time at a fixed price. Under
this arrangement the finance of Jobbers' inventories was in
effect guaranteed, and Jjobbers were consequently better able
to meet the demand for such paper. An additional benefit of
this scheme 18 its ability to relieve the money market from
oppressive pressure in the event of a temporary shortagrs of
cash: on the part of chartered banks. An extended market in
short~term securities is also a decided asset to the chartered
banks when they decide to adjust their cash positions by
altering the composition of their portfolios.

During the years prior to these major changes the
Bank of Canada had progressively widened the spread between
its buying and selling levels of treasury bills in order to
increase the incentive for the development of jobbing inter-
mediaries. It had created a difference in yield of .15 per
cent - .25 per cent between bills held to maturity and
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discounted bills. The Bank had hoped this would lead the
chartered banks to seek other bill dealers and thus broaden
the market, but as the Bank always stood ready to buy bills
when offered, th{a plan wasn't too successful.

The new program initiated by the Bank of Canada
had better results., Both the increased amount of treasury
bills and the greater scope of maturity dates found favour
with the market and increased the demand for and turnover
of such securities. From January, 1953, to June 1954, the Bank
of Canada had made a considerable amount of funds available
for the financing of dealers inventories of treasury bllls
and short-term government bonds through purchase and resale
agreements. The total provided in this way reached a maximum
of $73 millions in JUne.s This alliance had made it possible
for the dealers to obtaln financing for their holdings of
short-term securities at a cheap rate from the Bank of
Canada, instead of paying normal rates of 2-1/2 per cent or
3=1/2 per cent as charged by the chartered banks.,

With its initial projJect, that of extending the
facilities of the short-term government ssecurity market well
begun, the Bank of Canada in collaboration with the
chartered banks and the investment dealers evolved a plan

which was to be the cormerstone in the creation or Canada's

Bank of Canada Annual Review 1954, p. 11.
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first money market, On June 14, 1954, the base of the
short-term market was further broadened by an agreement
whereby the chartered banks would make loans at competitive
rates on a day-to-day basis to individual investment dealers
against the pledge of treasury bills and Government of Canada
bonds maturing within three years.

There had been much active dilascussion between the
banks, the Bank of Canada and the dealers before this new
arrangement had been worked out. The major problem centered
around the fact that the dealers, in order to maintain
substantial portfolios of short-term government securities,
required large bank loans on small margin, and at low interest
rates. The chartered banks countered this proposition by
advising the dealers that they could not profitably make loans
to them at the requested rates unless the loans were
recoverable on demand. The bankers worked on the old principle
governing all types of assets which stated that there has to
be a compensating increase in liquidity for every decrease
in yield. As the returns on these dealers loans were to be
the lowest yielding of all bank assets, they must necessarily
be the most liquid., It was therefore decided to designate
them as "day~-to-day loans" to emphasize their new characteristic.
This ability to recall a loan within a few hours was a distinct
departure from the ordinary call locans to brokers, which,
while theoretically subject to immediate recall had in practice
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not been done due to long standing customer relationships.

The new day-to-day loan is to be impersonal in that
it is a known and accepted condition that demand calling is
part of the arrangement. Under the new regulations, if a
day~to~day loan is called before noon, it has to be repaid
that dayj; also if a dealer wants to pay off a loan, he must
signify his intention to his bank before noon.

With the attainment of this much greater liquidity,
the banks were now in a position to offer these loans at the
reduced rate. As promised to the dealers, the rate of
interest on the day-to-day loans is set competitively.

The banks are obligated tc submit the rate established in all
proceedings involving $1,000,000 or more to the "exchange
broker" who acts as an impartial middleman. Through the
medium of this market place, competitive trading establishes
the day-to=-day loan rate. It is expected that this rate will
fluctuate with the highly sensitive interest rate on treasury
bills. While the precise rate on these call loans will be
determined by the law of supply and demand, it should normally
be about one~eighth or one~tenth of one per cent below the
treasury bill rate. The dally rates, therefore, should prove
to be flexible and responsive to competitive money conditions
in the economy generally. These conditions should normally
allow the dealers to carry their treasury bill inventories
without loss,
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In London and New York, where the banks have for
years made these genuine call loans, the interest rate is
generally Jjust below that prevailing on treasury bills.

The London rate at present is actually about the same as the
treasury bill rate: in New York it is fractionally lower.

This new offer of the chartered banks to lend the

34

dealers money at somewhere around 1 per cent or l-L/é per cent

instead of the 2 per cent== 3=1/2 per cent on former call
loans has led to the replacement of the purchase and resale
agreements as the main source of finance for dealers,

It has now become more advantageous for the Jobbers to deal
with the chartered banks than the Bank of Canada on a
day-to~day basis, but the Bank still remains as the lender
of last resort.

As outlined earlier, the past few years have
witnessed the Bank of Canada's effort to broaden the short-
term securlity market by increasing the difference between
its buying and selling prices to the chartered banks on the
latters sales of treasury bills., This was done as an
incentive to the chartered banks to sell the treasury bills
outside the banking system in order to increase their
circulation and prevent loss to themselves. This policy
served as an introduction to the day-to-day loans at rates

slightly leas than the tender rate on 9l-day treasury bills
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since the yield on these loans is competitive with the yleld
on rediscounted treasury bills.

From September 1953, to April 1954, an atmosphere
of eaay money prevalled and as & consequernce the yileld on
treasury bills fell to a level below the Bank of Canada's
rediscount rate. This was a wished for occurence because
the proper functioning of & day-to-day loan market depended
upon the money market rates being lower than the rate set by
the Bank of Canada. Had the interest rates not declined, it
would have been necessary to create an artificial spread
by reising the rediscount rate. A glance at the actual rates
used to inaugurate the day=-to-day loan market on June 14,
1954, showed that the theory of this type of a merket was
put into practice; the treasury bill yield was 1.60 per cent,
the initial day-to-day loan rate was 1.50 per cent and the
rediscount or Bank rate was 2 per cent.

Under the new conditions set out by the day-to-day
loan agreement, a chartered bank can receall its loan any day.
When this occurs, the Jobber can simply replace the first
loan with a second procured from another chartered bank at
approximately the same rate of interest. In the event that the
chartered banks create a tight money situation by aiwmultaneously
calling in their day~to-day loans, the deslers can still obtain
their financing from the Bank of Canada, but at the rediscount

rate, which we now know as a penalty rate. Therefore,while
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the purchase and resale agreement still exists as a
guarantee to the liquidity of the treasury bills, 1t will
only be used as a desperation measure by the dealers.

One of the additional advantages accruing to the
dealers in virtue of the new agreements, concerns margin.
The bank's margin on loans to investment dealers, secured
by short=term government bonds and treasury bills, usedto
vary between 2 per cent and 5 per cent depending upon
negotiation. This margin has now been greatly reduced
and is expected to range between one-tenth and one~half of

s
1 per cent on the new call loans.

IMPORTARCE OF THE SHORT-TERM MARKET TO THE

The broadening of the short-term market has brought
some very lmportant advantages to the banking system. Under
the regulations that existed prior to the creation of a
genuine call loan market, the cash position of each chartered
bank had to be adjusted by strictly bilateral transactions
with the Bank of Canada. If a bank found itself temporarily
short of cash, 1t would sell bills or bonds to the Bank of
Canadaj) 1f it had a surplus cash position, it would in due
course correct this situation by buying bills or bonds from
the Banik.

4 Financial Post- Short Term Money Market=- Vincent E
June 19, 1954, p.4. gaws
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This situation has been changed with the new develop=
ment in the short-term money market. Banks which have sowe
surplus cash on hand now make the new type of call loan to
the Jobbers of short~term securities. A bank wishing to
replenish its reduced cash reserves may call part or all
of its day-to-day loans and present the borrowers chegue
through the Clearing House for credit to its account
with the Bank of Canada.

This new short~term market has also added to the
flexibllity of the banking process by introducing the
advantages assoclated with inter-bank dealings. This
practice has long existed in the New York and London money
markets, where its ease and simplicity in adjusting daily
cash ratios was recognized. Por example suppose that one
day bank "A" finds itself short of cash, and bank "B" finds
itself long on cash. Bank "A" will go to the Bank of Canada
to replenish its position by selling bonds. Bank "B", under
ordinary circumstances, willl not be s¢ quick tc go to the
Bank of Canada and buy bonds. So bank "A's” need for more
immedliate cash actually leads, if only temporarily, to an
increase in the total cash volume of the banking system. In
times llke the present, when official policy is for easy
credit, this 1s not important, but it could be unpleasant in
more inflationary times when the Bank's policy would “e %o
restrict the cash supply. The best way to handle these
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inevitable variations in the cash ratio of individual banks,
would be for bank "A" and bank "B"” to adjust their
complimentary situation without recourse to the Bank of
Canada at all~~ in fact, through a money market.

The chartered banks would make use of any spare
cash available by lending it "on call". Other banks or
bond Jjobbers needing cash would take these cheap call loans,
and they would be shopped around from day to day. Each day
each bank would declide if it had surplus money to lend or
whether it had to call in some loans.

Therefore this new developrent has provided the
chartered banks with a convenient and efficient method of
adjusting their daily cash positions. This advantage increased
in significance when the Bank of Canada was given the power
to vary the cash ratio of chartered banks. The authority
was gilven to the Bank as & potent adjunct to monetary
control and it brought with 1t the need for greater flexibility
in adjustments of the chartered banks cash ratios. Thus it
becomes quite evident that the continued developrment and
expansion of the short-term money market will facilitate the
snooth operation of the banking system~~ in the event that
the Bank of Canada decides to alter the existing cash ratio.

Another revision tc the Bank Act which dovetailed
neatly, although perhaps only accidently, with the initiation

of day-to-day loans, was the provision which now allows 2
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chartered bank to determine its cash reserve position on

the basis of four consecutive average weekly figures in the
preceding month, instead of a minimum daily average. This
means that & chartered bank can more precisely anticipate

1ts monthly financial structure and arrange its holdings of
short-term securities with the intention of having its surplus
money fully invested.

In summary of the advantages of the money market
to the banking system one might mention three important
contributions. PFirst, it has given the chartered banks a
very liquid asset coming between cash and treasury bills in
liquidity. This will enable the banks to make more efficient
use of temporarlly idle funds for short periods of time
without undue lcss of liquidity, a factor which is vital to
the operation of the banking systen.

S8econdly, the presence of day-to-day loans will
reduce the number of times that banks must resort to treasury
bill sales to replenish their dwindling cash.

Third, the extension of the public market in treasury
bills has led to competitive bidding in the determination
of thelr prices and has reduced the spread between buying and
selling rates. This has increased the liquidity of treasury
bills by reducing the lossz incurred in discounting them.
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There was also two very important ramificatlons of the
day~to-day loan market which specifically concerned the
chartered banks. One of these was the problem of obtaining
cash through the clearing system, and the other dealt with

over-certification eharges to the securlity dealers.

One of the ways a chartered bank guarantees its
solvency is by guarding against adverse clearing balances. In
normal conditions over a period of time even adverse balances
tend to compensate each other and banks are able to maintain
their cash reserves, But there i1s always the possibility that a
bank could gain or lose a sizable amount of cash on any single
day due to unforeseen and sudden alterations in large accounts.
When a bank incoreases its cash reserve in the clearing process,
it naturally wants to invest this money as qulckly as possible.
This can be done only after the favourable clearing balance has
become available in the form of a chartered bank cash deposit
at the Bank of Canada. Therefore, speed 1s of the essence in
this transaction. Normally the procedure of settling accounts
between the banks is made in "clearing funds" which become
available on the day after a transaction takes place?

® This is true for money-market transactions which can be cleared
very quickly through the local clearing houses in Toronto or
Montreal, where such dealings take place. It is also true of
other transactions in the above cities and in the district
clearing house cities of Winnipeg, Regina, Calgary and Vancouver.

In other parts of the country there be a time lag of one to
seve days, depending on ¢ roxi of the dis
oclearing house, gofore aettlemegt is actually %ade Egéﬁglearing

funds® .-~ canadian Banker, Autumn,1954, R.M. Macintosh, p.58,
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These funds increase the amoun’ of a banks assets, but they
do not inecrease the official cash reserves until the clsaring
transaction is rscorded in the accounts of the chartered bank
2t the Bank of Canada. This may happen the same day the clearlng
funds are received or the day following.

Up until June, 1954, the only methods available
for obtaining Bank of Canada funds quickly were to sell treasury
bills to the Bank of Canada or to borrow from it. In actual
practice the banks have seldom avalled themselves of the option
of borrowing from the Central Bank for two reasons; it was
easier to sell treasury bills and because there was a long stande
ing tradltion against being in debt to the Bank. Therefore, in
order to dispel the odium of borrowing from the Central Bank and
also to encourage the use of the new call loan procedure, the
Bank of Canada initiated the method of paying for treasury bills
by means of "clearing vouchers” which are received the day after
the sale and which become Bank of Canada funds only on the
succeeding day. Thus the payments for security deals involving
the chartered banks and the Central Bank no longer result in an
almost instantaneous cash adjustment as they formerly did, &
distinct advantage of dealing directly with the Central Bank has
therefore been removed. In fact it is more advantageous from the
point of view of acquiring cash reserves, and probably cheaper
in terms of reducing the loass in revenue resulting from the sale of

assets, for a chartered bank to call in day-to-day loans instead
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of selling treasury bills for immedlate cash, Although
borrowing from the Central Bank is even quicker than scelling
treacury bills, it ic someiimes more expensive due to the
condition that Benk of Canada advances are exiended for a
nintmm perlod of one week, All thesc deliberate moves vere
designed to inerease the flow of chort-term noney and the

demand for short-term securities,

OVER= CERTIFICAZION

The second problem occasioned by the inmovation of
day-to=day loans wao the rate of "over-certification®, This
is a charge made by the chartered banks to jJobbers for daylight
over-drafts, A dealer in securities participates in the market
both as a buyer and a seller; as a buyer he often reculres
large amounts of money which he will not actually receive until
he resells the securities later in the day, The banks, who
realize that this shortage of cash 1s but momentarily, accomow-
date the dealer by certifying his cheaque on the condition that
the deflclency is made up by the end of the day with the income
of hils securlty sales, Without this overdraft service a desler
would be oblignted to permanently mealntain a very substantial
anount of money in order to finance his large business trans-
actions, The current charge for this service, which was 1/100
per cent per diem, was conclidered by the jobbers as prohibitive
to the furtherance of extensive dealings in treasury bills,
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The banks therefore decided to further assist the broadening
of the short-term market by reducing this charge to 1/250

per cent per dlem,

While we have gone to great lengths to stress the
many advantages of short-term security and money marketis
aceruing to the chartered banks, we have not overlooked the
benefits received by the Bank of Canada. But until we had
become familiar with the operation of the money market and the
individual roles of the chartered banks and the security
dealers, we were not in a pesition to appreciate then.

As mentioned in the beginning of this chapter, the
Bank of Canada had acted as the unofficial godfather to this
broadening movement for a number of reasons not the least
being the extension of its monetary policy. With the creation
of a money market, the effectiveness of monetary control was
increased through the medium of short~term interest rates.

Under the new procedure the majority of shorteterm
financing of securities is done through the day-to-day loan
policy of chartered banks. But through the purchase and resale
agreements, the Bank of Canada still remains as the lender of
last resort. If for some reason, jobbers were unable %o secure
adequate funds from the chartered banks during & tight zoney
situatlion, they would be forced to borrow from the Central Bank
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at the rediscount rate. As this rate 1s tow pormally above
the rate on treasury bills and day~-to-day loans, it has
become a penalty procedure.

Therefore since the possibility of being "forced into
the bank" is always present, the rediscount rate has taken on
increased significance both for the dealers and the chartered
banks.

The recent development of facilities for rapid and
inexpensive adjustment of the banks' reserve position has
tended to encourage the chartered banks to carry smaller cash
reserves above the minlmum requirements. As a result,
relatively moderate shifts in the over-all supply of reserve
funds may make borrowing from the Central Bank necessary)
in fact several of the chartered banks did borrow from the
Bank of Canada in 1954,

The bank rate also serves as an indicator of business
forecasting. An inerease in the rate would be a sign of
itpending tightness in the money market, and woiuld probably be
followed by an increase in interest rates on treasury bills,
day~to~day loans and eventually other short-term rates. A
lowering of the rediscount rate would signal the acquiescence
of the Central Bank towards an easier money policy, and a
general decrease in interest rates.

Therefore the broadening of the short=term money

market has made the rediscocunt rate & more potent instrument
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of monetary control by establishing a direct mechanical
relatlonship betlween 1t and the market 1in short-ternm
securities.a

As the chartered banks have never made regular use
of the chance to borrow from the Bank of Canada, the bank rate
had remained largely an academic figure, and its rare changes
have had symbolic and psychologic, rather than practical
effaats.? The creation of a money market completely altered
this purely representative position of the rediscount rate by
allowing 1t to porform its rightful function.

As the short-term mariket became wider and wore sctive,
the Bank of Canada took steps to further encourage its
development by getting the rediscount rate intc & nore practiesl
relationshlp with the money market, Therefors, on February 14,
1955, the Bank of Canada reduced its lendins vate from 2 per cent
to 1=-1/2 per cent, This change to a more flexible and
realistic bank rate was accompanied by a broad hint that the
rediscount rate will change much more frequently from now on.

The long~term effect will be 30 give the bank vate &
practical as well as symbolic importanee, and greatly
strengthen the influence which the Bank of Canads can wield
through uslng it.

g
Canadian Baniker- Autumn, 1954,p,71

7
The rate was 2-1/2 per cent from 1935 until Peb. 7, 1944,
1-1/2 per cent until Oct. 17, 195C, and 2 per cent until
Peb. 1%, 1955, when it went to 1-1/2 per cent.
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Once the bank rate has established a real relation-
ship to other interest rates, the money market and the
chartered banks may dbegin to use the Central Bank as a source
of short-term funds. This would mean that future alterations
will be far more important than they have been in the past.

While it ias obvious that the re-energizing of our
rediscount rate was influenced by the Bank of England, there
are some differences in the two procedures due to the greater
complexity of the London money market.

The Bank of England 1ls more often resorted to for
short-term funds by the commercial banks than is the Bank of
Canada. While the Canadian chartered banks, prior to the
creation of day-to-day loans, generally adjusted their dally
cash ratios by bllateral transactions of short-term securities
with the Bank of Canada, the bank and discount houses in the
United Kingdom more often borrow from the Bank of England for
short periods of time, or use the rediscounting facilities of
the Bank of England for commerclal paper which they have
discounted. As in Canada, the clearing banks lend money on
call to the brokers and the dealers, and the latter may
borrow as a last resort from the Bank of England at the
rediscount rate. The English bank rate is also a penalty rate
and 18 set high enough to dampen regular advances.

Thus the effectiveness of the bank rate as an instru-

ment in influencing the general volume of credit and the general
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gtructure of interest rates has in the U.K. been more satis-
factory than in Canada due to our country's lack of a sensitive
money market. Therefore, the recent development of such &
market here should give the Bank of Canada 2 similar measure

of control.

The situation in the United States is again different
due to the fact that the rediscount rate is usually lower
than the yield on commercial bills of exchange. Thus the U.S.
bank rate is not a penalty rate, and a commercial bank can
borrow from the central bank without loss when it requires cash.
Put the Federal Reserve authorities place a good deal of
emphasis on the reluctance of commercial banks t¢ show
indebtedness in their financial statement. It is asserted
that the sentiment against showing indebtedness leads banks to
repay their borrowing as quickly as possible. Thus, Burgess
states the tradition against continuous borrowing is well
established and it is the policy of the Reserve Banks to
maintain it?

In the United 8tates the individual banks clear their
daily balances through the Federal Reserve System, and the
adjustment of reserve positions is made by selling or buying
shorte-term securities, either through the Federal Reserve or
through the market, with the dealer financing his temporary
holding of such securities by a callable loan frou another

8
wW.R. Burgess: The Reserve Banks and e M farket,2nd .
New Yoric, 1946 2 Po ) ' - ’ Ed.,
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banks by rediscounting commercial paper; or by making call
loans or calling outstanding loans or by trading in federal funds.
This method of daily cash adjustment 1s very similar to the
naw Canadian procedure except that recourse to our Central
Bank's lending facilities results in a loss to the individual
bank. Whlle the rediscount rate in the U.S. has never been an
important tocl of monetary control due to the difficulty of
employing it at a penalty level under the Federal Reserve Act,
it has through its alterations exerted important psychological
influences in the money market.

Another factor to consider is that the structure of
the U.S. banking system differs from that in Canada and
England, in that it is a system of unit banking, rather than
of branch banking and as a result "Moral Suasion” does not
exert much influence. The Federal Reserve System has therefore
depended to 8 greater degree upon fluctuations in the member
banks' cash ratios-=-~a power which until the revision of the
Bank Act, the Bank of Canada did not possess-=--gnd upon open
market operations, which have in the post-war years been the
most effective method in controlling the total volume of money

and credit in the country.

The function of the Bank of Canada has been modifisd.

Instead of belng the maln source of f.nds to thc slori-ternm
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securities dealers, it has now moved one step to the rear to
serve as a backstop, and has become the lender of last resort.
No longer does the Central Bank participate directly in the
daily transactions of the short-term market through the
purchase and resale agreements with the jobbers, except in
circunstances of a temporarily tight money situation. By
setting the rate of interest on loans to the dealers higher
than the current yleld on treasury bills, it discourages their
direct borrowing from the Bank, although recocurse to the
purchase and resale agreements is still available to the dealers
in the event that the chartered banks are unable to supply

the required money.

The role of the Bank has also been altered in its
relationship with the chartered banks. As previously stated,
the Bank now does not need to function to as great a degree
85 before as an intermediary in the adjustment of the reserve
position of the chartered banks. The Bank of Canada may,
however, continue to exercise its control over the market by
purchasing or selling treasury bills or short-term bonds if it
finds there is a shortage or surplus of shorte-term funds in
the market at any time. It may also, by movement of the rate
of interest charged on loans to short-term security dealers,
encourage or discourage their borrowing from the Central

Bank in the situation when other sources are not availabile.
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The prineipal advantage of a well~developed short-term

market to the Bank is the degree of control which it can quickly

exert through it in the financial structure of the country

)
directly and through the chartered banks.

The chartered bank has three main functions in thre
9

short=-term market:

(1)

(2)

(3)

To make the most efflcient use of its short-term
funds by dealing in short-term securities and/or
lending such funds on a day-to-day basis through one
or more Jobbers at the most advantageous rate of
interest obtainable,

To ensure the smooth functioning of the short-tern
market by ascting as & lender of first resort to the
Jobbers,

To implement the monetary pollicies of the Bank of
Canada through the adjustment of its cash ratio from
time to time,(if so directed by the Bank) by dealing
in short term securities and/or day-to-day loans.

FUNCTION OF THE JOBBER IN THE SHORT-TERM MARKET

The funcetion of the Jjobber in the short-term market

is twofold:

2]

Burns Bros. and Denton = A Review of the Short-Tern

Securities and Money Market in Canada=-Aus. 1954%, p.5.

g
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(1) To act as an intermediary between the banks and/or
the banks and the public by providing a markeﬁ in
short-term securities, both bonds and treasury bills,
by maintaining at all times inventories of these
gecurities.

(2) To facilitate the most efficient usc of short-term
funds within and without the banking system by
borrowing money on 8 dey-to-day basis from banks or

other sources.

Jobbers' earnings are derived first, from the margln
between the rate of interest which they pay on the new day-to=-
day loans from the chartered banks and the interest which they
earn on the short-term securities purchased by means of such
loans, and secondly, from the difference between purchase and

selling prices on securities traded.

There 1s no reason for us to recapitulate on the
"raison d'etre" of the money market, tr.e rlaring need was all
too obvious. As Mr. T.H. Atkinson put it:

The expansion of the shorte-term money market will
£11l one of the very few remaining gaps in the
Canadian financial system. With 1ts establishnent,
Canada reaches another economic milestone beca.se it
should be borrein mind that an active money mariet
operates in all countries that have attained a--
substantial degree of economic maturity. 5ucli a
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market=- should have a direct bearing on the efficient
channeling of funds for development purposes and capital
investment. It should increase the mobility of short-
term capital, thereby helping to reduce the cost of doing
business, a highly desirable factor in a nation such as
Canada that is so dependent on world markets.:®

So far I think that the advantages of thils market to
the Central Bank, the commercial banks and the jobbers have
mere than Jjustified their participation. But a major objective
of the new market .is to attract the participation of corporations,
municipalities and individuals. The initial reaction to this
market by corporations was one of caution due to unfamiliarity,
but once the advantages were recognized, their entry was
substantial.

Let us examine the way that non-banking groups who have
substantial amounts of avallable assets can benefit from the
development of a wider short-term market.

Up until the present, only a small proportion of short-
term securities and treasury bills have been held outside the

banking system. With the enlargement of the securities market,
a larger variety of more readily marketable short-term securities
were made available through the investment dealerst1

10
T.H. Atkinson: The Canadian Banking Progress~Address delivered
at Annual Meeting of Canadian Bankers Assoc.,June 11, 1954,

11
In conjunction with the new procedure for bank financing of the
dealers, the Government expanded the proportion of the national
debt which is issued in very short maturities: the outstanding

total of three-month and nine-month treasury bills was raised
from $050 millions to $780 millions between June 1994 and Dec.

1954,and since January 1955, an extra %10 millions has been

added each week. Apart from the dealers inventories, approximately

$200 millions or 25 per cent of the total treasury bill issue,

1s now'held outside the banking system compared to perhaps

+H0 to ¢75 millions before the day-to-day system was adopted.
Bank of Nova Scotia Mcnthly Review- Feb. 1955, p.2.)
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These concerns now have two alternatives open to them for

profitable investment of idle funds:

(1) The corporations may invest available idle cash
balances for a definite period of time by purchasing
short-term Government of Canada bonds or treasury
bills, the maturity date of which corresponds to
their own need for the money. If the purchaser is
uncertain as to when his funds may be needed, a more
flexible arrangement may be worked out under a sale
and repurchase agreement., Under this arrangement
the buyer may place his funds for an indefinite
period at a pre~determined yield. Funds invested
in this manner are available to the purchaser at

any time between the date of purchase and maturity.

(2) The corporation may lend its funds on a day-to-day
loan or by repurchase agreement to the jobber, receiving
as collateral, short-term Government of Canada
treasury bills or bonds. Such a day-to-day loan (made
in units of 100,000) is extremely liquid and the funds
may be recalled by the lender on less than 24 hours
notice to the Jobbert'

12
Burns Bros. and Denton, Aug. 1955, p.b6.
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It is not surprising that the extremely liquid nature
of this market has succeeded in attracting the idle funds
of many non~banking organizations. Although this money
market is but one year old, its tremendous potentlalities
for invigorating the economy have been acknowledged and
appreciated by both the banking and the non~banking financial
organizations of our economy.

To round out this presentation of the nmoney market's
composlition, we should mention two additional features. The
new call-loan market is a telephone market, operating in Toronto
and Montreal; and there are only 13 investment houses which
have obtained Bank of Canada approval to particlipate in the
day~to-day call-loan market,:s Other investment dealers may be
added to the "approved"” list as operation of the money market
expandse, Any Jobber in Government of Canada securities who has
been granted rediscount facllities with the Bank of Canada,
may apply to the Central Bank for permission to take part in
the new market. If the dealer shows a serious interest in this
market, and if the Central Bank thinks that it is advisable
to enlarge the market, the dealers application would probably
be approved.

Canada's growing economic maturity wes the motive
which influenced the Bank of Canada to sponsor the creation

1s
See Appendix D
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of a shoprt-term money market, Bub a full fledged money
maritet, cuch as those opevating in New York or London, where
& much more extensive organizotlion exists, could not be
ereated overnight, Instead, the Bank of Cananda decided to
use the basic principles and ovganlzation of these two markets
a8 the profotype on which to bulld, IDuring this thesls, we
have abttempted in many places to point out the similerities
and dlaesinmilaritles of these two money marketc with the
Gamadian embryo, Closer inspectlon of the organization of
the London money market shows some of the deficiencies that
84411 exist in the Canadian markebt, for example money markeb
transactions in London invelve, to a substantial depgroe,
blils of exchange, bankers® accepiances and additional types
of commercial paper which can be used as collateral for call
loansz, Therefore, discount housss and bill brokeps play a
far more important role in day-to-day money market proceedings
than they do in Canade, where no extenscive market for
commercisl paper ls funchbloning at the present time and vhere
transactions are restricted to the banking system and the
thirteen approved investment dealers,

The United Kingdom Financisl Times, vhen commenting
on the new Canadlan money merket, further emphasized this

deflciency in an edltorisl vhen they wrote:
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It would be well to point out that such a market

in Canads would not, at least for a long time, be
anything like the money market in this country.
wWhether eventually, anything like a bill market

will also emerge is another matter. The bill of
exchange as we know it, is unknown in Canada.

There are domestic bills of course, but these are
held either by banks or trading firms and never

come into the market. Another difficulty is that
there is no one great financial centre like London
in Canada. There are in fact, two banking centrege-
Montreal and Toronto=-- with an element of professional
Jealousy between them.*%

This quotation verifies the importance of commercial
paper in the London market, but in New York as in Canada,
government securities form the bulk of the paper in the money
market. A quote from Steilner and Shapiro testifies to this
fact:

Prior to 1913 the call-locan and commercial paper
markets were the most important sectors of the

money market and during the 1920's the call=-locan
and scceptance markets predominated. Since 1929

the Unlted States Government securities market has
far overshadowed all others.is

A very great distinction that exists between the
money market in Canada and those in London and New York
is that the latter two are international financial centres.
Such a centre acts as & clearing house for a large volume
and variety of international financial transactions. It

actas as a bank for the entire world. In normal times the

14
FPinancial Times-London- Moneﬁ Market for Canada by
Lombard, March 27, 1954, p.l4,

*SSteiner and Shapiro- Money gnd Banking, 3rd Ed.-
Henry Holt and Co., Inc., New York, p. 218.
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services it renders greatly facilitate the flow of goods and
capital among nations. Some of its functions are unique,
others are closely comparable with those performed on a
national or regional scale by domestic financial centres.
There are a certain number of baslic prerequisites and
financial institutions necessary for the development of an
international money market, the outlining of which are beyond
the encompass of this paper:.'e In spite of the deflciencies
that still exist in the Canadian money market in comparison to
London and New York, its start has been auspicious because of
its sound basic principles and adequate organization.

One of the underlying fears associated with the
initiation of the short-term money market was whether or not
the market would be sufficiently strong to withstand the
calling in of funds by the banks without the dealers having
to sell bills to the Central Bank. When the market for shorte-
term securities opened on June l4, 1954, activity was very
brisk. The interest rate in the first week of operations was
set at l;l/h per cent, one~tenth of a per cent below the yield
on treasury bills. An adequate supply of funds induced 2
reduction of 1/8 of one per cent in the rate after it was freed
at the end of the first week. The rate then began to

16
For further information see - Hadden
Nadler, Heller, = Ronald Pres”sg,m*.%mz., . ?
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fluctuate between 1-~3/8 per cent and 1-1/4 per cent all
during the first month. The 1-1/4 per cent rate was made
possible by the large bank reserves. When the legal

reserves of chartered banks were reduced from the traditional
10 per cent to 8 per cent July 1, the banking system's
reserves were increased by about 3200 millions. This liquid
positionf the chartered banks was further strengthened when
e 3100 millions issue of Canada 2 percent bonds matured

July 1 and was not refunded.

By September it was evident that more and more non-
financial corporations and municipalities were showing an
interest in the market. One dealer told of receiving an
inquiry from a large U.3. corporation which had never
invested in Cunada on a short-term basis, but was now
welghing the advantages of placing some of its temporarily
idle funds in Canada's new short-term money market. The
present discount on the U.S. dollar in relation to Canadian
exchange 1is expected, however, to act as a deterrent to U.S.
participation for the time being.

During the month of August, Canadian banks increased
their holdings of treasury bills by $39 millions, bringing
the month-end total to Jjust over $400 milliongt This, said
the bankers, was proof of the growing tendency of the banking

17
Finggcial Post- Editorial~ Bank Loans Down ~ Nov, O, 195,
Pe .



THE CREATION OF THE SHORT TERM MONEY MARKET 109

system to take advantage of all profitable outlets for its
money .

In November the day=-to=-day loan market met and passed
its severest test, as the market suddenly grew to unprecedented
slze, l

The Bank of Canada, made loans to investment dealers
for the first time since the money market was launched in June.
Most of the chartered banks discovered early in November that
thelr outstanding loans had exceeded thelr self-imposed maximum
and they therefore took three steps to bring the loans back
into balance.

(1) Interest charged to investment dealers for day-to-day
loans which had been 7/8 per cent was raised to

1 per cent, later to 1-1/8 per cent.

(2) Some banks called in their outstanding day-to=-day
loans. One Toronto investment dealer "guessed”" that
20 per cent of total loans were recalled. At October O,
day-to=day loans amounted to an all time high of
$100.6 millions indicating that something in the order
of $20 millions may have been calledf8

(3) In some cases, banks stopped making day-to-day 1oans
altogether. Investment dealers needing funds then were

forced to borrow from the “"Bank of last resort” at the
rediscount, or penalty rate of 2 per cent.

18pinangial Post- Editorial-Day Loans Meet Pirst Test-
Nov. Py 1954, Pe 22.
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But this crisis was very brief because the day after
the banks called in their loans, they were back in funds
again. Day-to-day loans were being made normally, at interest
of 1 per cent and investment dealers began repaying their
loans to the Bank of Canada. S8ince these loans were only
held for 24 hours, the higher interest rate charged
(2 per cent vs. 1-1/8 per cent) was more of an inconvenience
than a financial burden to the dealers. Within a week the
interest rate had dropped back to 7/8 per cent.

As the volume of trading in treasury bills increased,
the spread between the bid and offered quotes ror short-term
bonds narrowed.

The next few months saw a trend of continuous
fluctuation in the amount of call loans, the interest rate on
them, and the yleld on short-term securitles.

By the end of January 1955, short and long-term rates
had eased. Ninety~day treasury bills, which the Bank of Canada
sold at a yield of 0.98 per cent at the end of January, were
down to 0.78 per cent. After their sale, they became even
stronger and sold "on the street" at 0.70 per cent ;ield before
i'alling back to a 0.75 per cent yield in early l@'ebr'uaryl.9

The interest rate on day-to-day loans stiffened the

second week in February. Investment dealers were inclined to

19
Figancial Post- Editorial~- Easy Money Poliecy, Feb. 19,1953,
Pe3e
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attribute the change to a sudden and probably temporary
shortage of funds for this purpose at the chartered banks.
Dealers had been paying the banks the all-time low interest
rate of 1/2 per cent as late as February 19, but by
February 22, the prevailing rate went to 3/4 per cent. On
February 23, the day-to=-day loans outstanding at chartered
banks totaled %87.1 millions.

During the first two weeks of March the interest rate
continued to fluctuate around 1 per cent and was 1-1/5 per cent
on March 12. This trend towards higher rates reflected the
difficulty that dealers were experiencing in procuring loans
from the chaertered banks, and towards the middle of March,
dealers were again obliged to seek funds from the Bank of
Canada at the recently reduced penalty rate of 1-1/2 per cent.
Day-to-day loans outstanding had been reduced from the
February 23 position of $57.1/millions to $72.9 millions at
March 2.

The investment dealers attributed this tightness in
the money market to three reasons: First there was an increased
demand for higher yielding call and short-term loans from the
bank. 8econd, as deposits had been on the increase, the banks
were obliged to hold more cash on hand to maintain their
¢ per cent reserve. Third, the Government had recently
increased it's weekly offerings of treasury bills from 540 millions
to 350 millions and thus took an additional 310 millions in
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cash from the banks each week. The 9l-day treasury bill issue
of March 10 declined to 1.07 from 1.13 per cent the week
before, but rose from 1.21 to 1.25 per cent for the 9 months
bills.

This has been 8 brief and general presentation of the
mechanical workings of our newly created money market up to
the end of March 1955. Although a year is too brief an
interlude to pass Jjudgement upon the money market experiment,
certain conclusions are admissable.

The foundation upon which the money market was built
and the mechanlism of its operation was severely tested twice,
and was not found wanting. The money market was well able
to weather the storm of recalled loans without damage to its
structure. The lenders have fulfilled their obligation to
determine interest rates competitively and to have this rate
fluctuate with the sensitive interest rate on treasury bills.
The impersonal atmosphere of the new market has prevailed and
day~to-day loans have varied between $50 and $100 millions.
The chartered banks now possess & liquid asset which represents
about one-half per cent to one per cent of their deposit
liabilities.

An increase in the flow of short-term funds seeking
investment is already very apparent; the chartered banks have
taken advantage of the facllities provided by the market, and

non-financial corporations and municipalities have found this
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market = declded advantaege in investing idle funds,

Ag yebt the market is mainly confined to short-term
goverument securities, tut this in itsel? is a mejor advanoe,
In time, & better market for nonegovermment instruments nay
develop and thus help to chanmmel funds in directions that will
further the growth of the eesnam?? A rrogressive market is
bound to inecrease the efficiency of monetary pollicy and
enhmnee the role of redlseount policy, A broader money market
would also tend, by creating more sensitive cormectlons with
the related morkets for longer-term govermmont securities, to
incresse the eflectiveness of open market policy. There 18
1ittle doubt thet the development of an active short-tern
securities and day-to-day market will in time become one of
the most slgnificant contributions to the economice structure of
Canada.,

The problem of surplus Tunds ocoasioned another monetarny
change when the Provincial Central Credlt Unions recelved
a Federal Charter to assist them in strengthening the

economic strmucture by making a greater and more efficient
use of 1dle capital, (See Aprendix E),



CONCLUSION

As a result of the extensive recent changes in our
monetary structure,in the nature of economic thinking and
in the economic problems confronting contemporary Canada,
this thesis has been written.

It has attempted to extend the frontiers of knowledge
which circumscridbed these important innovations.

The first chapter presented a broad perspective of
the most important revisions to the Bank Act and the Bank of
Canada Act.

In Chapter II the central theme was the powerful
instrument of monetary control that the Bank of Canada
recelved with the establishment of variable legal cash reserves.
As there have been no excessive inflationary tendencies in our
economy this authority has not been used as yet, but the
change is a future manifestation of the belief in Canadian
banking circles that the real check to monetary abuses lies
in the sagacity of the Central Bank, a belief already exemplified
in the fact that there is no legislative restriction on the
amount of the note issue or on the sige of the Central Bank's

1
deposit liabilities.

while section 23(1) of the Bank of Canada Act requires the
Bank to maintain a reserve of pold of 25 per cent of its
outstanding notes and deposit liabilities, the Governor=ine
Council may suspend this regulation for a period not exceeding
one year.
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It has also been quite evident that the cash reserves
of the chartered banks, now guided by an 8 per cent minimum,
have been more than adeguate to allow the banks to meet all
demands for loans and still to take a very active part in
the new day~to-day loan market.

The easing and extension of bank loan regulations
have had a very important and beneficlal effect upon the
whole economy. While the banks have not availed themselves
of the chattel mortgage privilege to any great extent so far,
sections 82 and 88 have aided immeasurably the people who
fall within their category. These sections play no small
part in the continued growth and strength of the natural
resources industry.

One of the most surprising and pleasing features
arising out of the broadened bank loan regulations has been
the wholehearted support given the N.H.A. (1954) by the
chartered banks. In fact, the actual results have been a
revelation to the Government and to the banking system itself.
Since the inception of the Act on March 22, 1954, to April 30,
1955, the chartered banks have made commitments for N.H.A.
mortgages of more than $210 millions. This figure represents
about 23,000 homes built, or being built on bank credit, a
highly commendable contribution towards alleviating the
Canadian housing shortage. The banks also point with personal
pride to the significant number of homes they have financed
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in the smaller and more isclated areas. This too is a
notable achievement stemming directly from one of the most
important of the structural changes.

The creation of a short-term money market has more
than Jjustified its existence during the past year. It has
proven to be an effective method for the efficient channeling
of money for development purposes and capital investment.
After one year of operation this market has been instrumental
in increasing the holdings of treasury bills by the general
public. On May 31, 1954, there were $74 millions in treasury
bills held outside the banking system, a large amount of
these were held by investment dealers and a relatively small
proportion by the general public. On April 27, 1955, holdings
of treasury bills outslde the banking system amounted to
$338 millions, & substantial increase of which approximately
$250 millions were held by the general public, the remainder
by investment dealers.

The introduction of the day-to-day loans also had a
significant influence upon the chartered banks. On May 31,
1954, the banks had $266 millions in treasury bills and no
day-to-day loans. On April 27, 1955, they held $306 millions
in treasury bills and $69 millions in day-to-dey loans, an
over-all increase of $169 millions which represented 1.7

per cent of the Canadian deposit liabilities.
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The interest rates on day-to-day loans offer a very
clear pattern of the keen and unrestricted competitive forces\
in the market to-day. Rates have ranged from a high of 1.5
per cent in June 1954, to a low of 0.5 per cent in January,
February and May 1955.

It has often been said in the past decade that Canada
is a little giant that is standing on the threshold of greatness,
and this is quite true. But much of the time these platitudes
of plenty have been based on superficial appraisals of the
econonmy. True greatness occurs by design and not by accident.
Therefore, these structural changes in our economy have been
part of a predetermined plan to direct the nation towards its
ecomonic destiny.

This thesis has attempted to adequately express these
significant revisions in their true light and to present a
reliable forecast of their future influence.

Therefore an important question now before us is, "what
future influence will the foregoing alterations in our monetary
framework have upon the Canadian economy?”.

As long as the Canadian banking system continues in
its established tradition of sound and stable banking proce=-
dures and is guided by a foresighted policy of evolutionary
adaption to changing financial needs, as was evident in the
last Bank Act revision, the banking system is well prepared

to continue to play a dynamic role in the future development
of Canada's great economic potential.
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As long as the Canadian monetary authorities continue
tc realize that monetary stability must be achieved with
a maximum of freedom, then the individual initiative of the
commercial enterprisers and the general public wlll prevall in
a strong and healthy environnent, highly conducive to rapid
and sustained economic growth. The new monetary control
powers of the Bank of Canada were influenced by thls intelligent

policy.
The creation of a broad and responsive market in shorte-

term securities and the existence of the machinery which directs
its operation has made possible the use of all available funds
into the most highly productive channels. The utilization of
our domestic savings will insure that the rate of capital
investment, so neceasary for Canada's expansive formation will be
adequate.

These recent monetary changes have been momentous
strides towards the attainment of a truly mature economic system.

Thus the long=term outlook is one of continued growth
and development. Canada's position of pre=eminence in the
field of natural resources, coupled with the ingenuity of her
people possess the key to continued prosperity if these
resources are adequately developed. The fruition of this goal
can be attained through the concentrated and co-operative
efforts of a progressive banking system, an enterprising and

industrious public, &and a zealous and responsible government.
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If the growing trend towards closger harmony between these
three powerful for¢es continue, then the realization of

Canada's great economic destiny is but a matter of time,
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LIST OF APPROVED LENDERS UNDER
NATIONAL HOUSING ACT, 1954
The definition of an approved lender as outlined in
section 2(2) of the National Housing Act 1954 is as follows:
"approved lender means a lender approved by the
Governor-in-Council for the purpose of making
loans under this act".
There are no specific requirements set out in the
National Housing Act for approved lenders, but each application
is appraised on its individual merits by the Governor-in~Council.

Ba-nk Of Montl‘eal.........o.....-o.o.-........-- Montl‘ea].’ Quebec
Bank Of NOV& SQOti&, he IR I BN IR I BN B BB L ORI BN X Y B Y ) TOI‘OﬂtO, Qntal"iO
Barclays Bank (Canada)...eccececascccecasssssas Montreal, Quebec
Canada Life Assurance Company,; The..«seces.000. TOronto, Ontario
Canada Permanent Trust Company,Th€..c.s.ss..... TOoronto, Ontario
Canada Trust Company, Theeesces-seessscssessese LOndon, Ontario
Canadian B&nk Of Commerce"rhe.o-oooooo‘ooono.on TOI‘OHtO, Ont&rio
Chartered Trust COmMPANY.scessecsaccsesecsssscess TOronto, Ontario
Confederation Life Assoclation .ccecccecesecveess TOronto, Ontario
Crown Life Insurance Company,;Th€.csscscececscess TOronto, Ontario
Crown Trust CoOmPaBNYecssesscessnccsssesnsssscssees TOronto, Ontario
Dominion Life Assurance Company,Th€.c..seesess. Waterloo, Ontario
Empire Life Insurance Company,Th€..sceseecee.0.+ Kingston, Ontario
Equitable Life Insurance Company of Canada,The. Waterloo, Ontario
Equitable Trust Company, The€esseesesessseesesse Winnipeg, Manitoba
Excelsior Life Insurance Company,;The€...csees..s TOronto, Ontario
Fidelity Life Assurance Companyooooooccoooooooo Regina,SaSkatchewan
Great-West Life Assurance Company, Th€.c..ee.... Winnipeg,Manitoba
Guaranty Trust Company of Canada e.escseereeecse Toronto, Ontario
Guardian mst Company.onouoonoo'oouc.'.ocaootu TOI‘O!’ltO, Ontario
Huron and Erie Mortgage Corporation,The..,...... London, Ontario
Imperial Bank of Canad8¢cesscocencsseasesaecsessss TOronto, Ontario
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ompan LHead Offi 0 (o}

Imperial Life Assurance Company,Th€............ Toronto, Ontario
InJosonden'. Order of FOresters,;ThEeecsessseessss TOronto, Ontario
Industrian Life Insurance COMPANY.«ssce.+s0.+0. FUebec, Quebec
Investors Syndicate of Canada, Ltdsee.c........ Winnipeg,Manitoba
La Laurentiasl Companie~ D'Assurance Sur La Vie. ontreal, Quebec
London Life Insurance Company,The.............. London, Ontario
Manufacturers Life Insurance Company,The€....... Toronte, Ontario
Mel'cantil@ Bmk Of Canada’ Thﬁ-......-.-.-...a- Montl‘ealg Quebec
Montreal City and District Savings Bank........ Montrgal, Quebec
Montreal TrusSt COMPANY..cccrveeseseeseassssssess Montreal, Quebec
Mutual Life Assurance Company of Canada,The.... Waterloo, Ontario
National Canadian BankK....ecesesescesscaassss.-s Montreal, Quebec
New York Life Insurance COmMpany..........s..0ss. TOronto, Ontario
North American Life Assurance Co. of Canada.... Toronto, Ontaric
Northern Life Assurance Company of Canada,fhe.. London, Ontario
Provincial Bank of Canada, Th@eese..... eeseees. Montreal, Quebec
Prudential Assurance Company Limited,The....... Montreal, Quebec
Prudential Insurance Company of America,The.... Toronto, Ontario
Prudential Trust Company Limited.....i......... Montreal, Quebec
Royal B&Fﬂ{ Of cannada, The..--....-...........o. Montreal, Q,Uebec
Royal PruUBSt.eceevavsanssanacosnssossesnsnsessnovse TOPOntO, Ontario
Sovereign Life Assurance Company of Canada,The. Winnipeg, Manitoba
Standard Life Assurance Company, Th€e........... Montreal, Quebec
Sun Life Assurance Company of Canad@........... Mongreal, Quebec
Toronto=Dominion BBNKeseecesnesssessssonscesesense TOPORtO, Ontario
Toronto General Trusts Corporation,Theé......... Toronto, Ontario
Victoria and Orey Trust COmMPANY.cecssseecessesas OWen Sound, Ontario
Waterloo Trust and Savings Company, The........ Kltchener, Ontario



CHART A
SOURCES OF THE NEW CANADIAN HOUSING DOLLAR

1953
OWNERS PRIVATE MORTGAGE LENDERS GOVERNMENT

Lirx Comranizs T&L OTHERS Digrect Dinzcr

JoINT MorTt- Gov'r

Four Owner FINANCING Owners Equity Conven- Conven-] Conven- Loans GAGEZ Hous'a

N. H. A. tional |N.H.A.| tional tional
Subj j
From Sales From Cash Owner to M‘t)rjt%::gm to ?Ilut};’:::ges
of and Sales Labour from Lending other than
Real Eatate of Securities and other Institutions from L. I.
11¢ 11¢ 6¢ 16¢ 15¢ 14¢ 41 | 1 | 2¢| T¢ 5¢ 4¢ 4¢
28¢
59¢ 28¢ 13¢ |

EXPENDITURES ON HOUSING FACILITATED
BY MORTGAGE LOANS

LENDING INSTITUTIONS OTHERS

42¢ 26¢

Sources or FuNDs ror EXTENDITURES
oN Houeing Faciurrared oy L. I. MorTGages

Lending Institutions Owners' Equity Gov't

Conven- N.H.A. Conven-

N.H.A. tional tional

14¢ | 7¢ | 10¢ | 6¢ | 5¢

21¢ 16¢ 5¢
- Economic Research Dept.,, CM.H.C.

«Dy XTpuRddy

d XTANIddY
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HYPOTHETICAL EXAMPLE OF LOAN PROCESSING

3 feof Nt B

o
8K

Principal Borrowers

h
Jan. 1 Amounts owing at $9,900.000 50,00
default taxes)

Jul. 1 Interest charges
assume 5 per cent)

Nov. 1 Foreclosure completed
Interest acrued

Nov. Solicitors Fees $220,00

Nov. Solicitors Disbursements $ 45.20

Nov.
Dec.

Total Debt at Completion of Foreclosure
Accrued Interest to settlement with CMHC

e e

Settlement Details

(a) Sece 9(1)(3) Principal.......-.....$9,900.00
(b) Sec. 9(1)(b) TaXES seesecseeceesess 750,00
(C) Sec. 9(1)(0) Interest cceecoscssses 266025

(d) Sec. 9(1)(d) Interest ssceccccocese 137.25

(e) sec. 9(1)(d) Acquisition Fee eese.. 125,0C

Interest Total

Wil $10,650.00
$266.25 $10,916.0C
$183.93 $11,100.18

$11,355.38

$11,365.38
40,71

$11,412,09

(0 mos. at 5 per
cent on (a) and (b))

(5 mos. at 3 per
cent on (a)(bgand(c)

-Taxed Disbursements 45,20

$11,233.73

Less 2 per cent of {a} -«$198,00
Less 2 per cent of (¢

%11,020.41

ces Re22 203,32

Loss to Lender oooooooonooooooo-oooc$391.68 or 3.43 per cent of
its account.
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AUTHORIZED INVESTMENT HOUSES

A.E. Ames and Company

Burns Bros. and Denton Limited
Dawson, Hannaford Limited
Dominion Securities Corporation
Equitable Securities of Canada Limited
Greenshields and Company

Harris and Partners Limited
MecLeod, Young, Weir and Company
Mills, Spence and Company
Nesbitt Thomson and Company
Royal Securities Corporation
E.M. Saunders Limited

wood, Gundy and Company



The necessity of having an organization capable of
channeling surplus funds into productive channels was the
reason seven provincial central credit unions1 petitioned
Parliament for a federal charter to incorporate the Canadian
Co~operative Credit Soclety Limited. The provincial centrals
felt that they were unable to accomplish their full purpose
without a dominion central.

Tne great growth of the credit union movement in
the last fifteen years was phenomenal. In 1935, there were
approximately 200 or 300 credit unions with the majority in
Quebec; by 1940 there were about 1,000; by 1944, 2000, and
at the present time there are approximately 3,500 of them
spread all across Canada?

This expansion brought with it changin- conditions
and new problems. Operations on a larger scale naturally
brought about different demands for loans between the credit
unions. 8ome unions accumulated surplus funds and being
unable to find loan outlets with thelr subscribers, were
forced to seek out lnvestment opportunities. The new mode of
operations brought about the need for a central co~ordinating
body which could direct sll surplus funds into the most
productive places. This gap between the various local credit

i
See Schedule A
2 gee Schedule B
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unions was closed when Quebec formed its first provincial
federation in 1932.

With a provincial federation, the individual credit
union with & surplus of funds may deposit them with tae central
credit department of the provincial league. If an individual
credit union does not have enough current assets to meet loan
demands, 1t can borrow from the league's central credit
department. Thus the provincial leagues function as credit
unions for credit unions.

As the other provinces recognized the value of this
federation they soon followed the example of Quebec and
established thelir own provinclal centrals.

As the credit union movement continued its prodiious
expansion the provincial federations began playing a more vital
and important role in the credit union structure. The
provincial centrals themselves began t0 expand, and a prime
example is that of the Saskatchewan Central which has assets
over seven million dollars. The movement expanded until in
1953 it had total assets of nearly 500 million dollars and
held 4.8 per cent more savings than the trust and loan
eompanies.a It was these factors of growth that proupted some
of the provincial centrals with the backing of the Co=operative
Union of Canada to feel that they could contributs & zreater
service to the financial life of the nation if allowed teo
operate on a dominjon basis. They belleved that operatin- on

° Financial Post: Feature Article, January 15, 1955, p.-.
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this enlarged scale would allow them to fully utilize the
surplus funds of all provincial centrals in the most beneficial
manner possible.

Therefore, in the late Autumn of 1952, scven of the
provincial centrals petitioned Parliament for incorporation
of a Dominion Central which in April 1953 was granted to
them.

After being incorporated as a Dominion Central, the
Canadian Co~operative Credit Socliety Limited was orcanized
in late 1954 and is only awaitin:; ceriification by the
Treasury Board to bepgin operations.



SCHEDULE A

Saskatchewan Co=-operative Credit Society Limited
Nove Scotia Credit Union League Limited

British Columbia Central Credit Union

Ontario Co-operative Credit Soclety

Prince Edward Island Credit Union League Limited
Alberta Central Credit Union Limited
Co~operative Credit Soclety of Manitoba Limited

SCHEDULE B

CREDIT UNION COUNT, COAST TO COAST

DECEMBER 31,1953
vin No. Memberghip Assets
Newfoundland 78 3,336 310,614
Prince Edward Island 53 9,025 1,137,211
Nova Scotia 221 49,831 T3255,455
New Brunswick 162 51,3823 7,422,022
Quebec 1,252 804,101 337,740,617
Ontario 910 23],3 9 03,157,673
Manitoba égo 45, 82 11,030,904
Saskatchewan 8 88,2 23,471,111
Alberta 210 34,857 7,300,024
British Columbila 283 87,808 23,040,331

(Information taken from Financial Post)
January 15, 1955, p.49



