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1. Introduction

The purpose of this brief report is to present alternatives open to

the Government of Canada to encourage competition and the complementary

beneficial results of an approved allocation of resources in the Canadian

Mortgage Insurance industry. Preparing this document, I have read and

analyzed several recent discussion papers prepared for the CMIC on the state

of competition in this industry in Canada.including the industry's historical
evolution and the various rationale for public sector intervention in the
industry. (These documents are listed in the accompanying bibliography.)

My understanding of the institutional facts on the organization, both present

and historical, of this industry flow from these documents.

The basic tenets on performance in this industry relevant to my task
that flow, almost uniformly, from these commission papers are as follows:

(i) there is a limited "market failure" defence, at least now, for the
public provision of mortgage insurance

(1) in fact, the burden of proof should now be strongly on those who
advocate public provision of the product,

(ii1) the historical record in Canada on the public provision of mortgage
insurance indicates a subsidization by the public sector of both
demanders of the product (those with mortgages in excess of 75% of
the appraised value of properties) and the principal lending institutions
of first mortgages.

(iv) this subsidized mortgage insurance has meant a reduced use by
consumers of substitute arrangements such as a second or third
mortgage; if, in addition to the removal of the public provision

of mortgage insurance, the 75% rule was abandoned, then lending



',*1nst1tut1ons ~may be ab]e to se]f ensure aga1nst part, 1f not a]]l,ei -
“°1~of the risk (re1nsur1ng any res1dua1) o ; .‘ h.
| "*A"f(V)t'.:jldemograph1c forecasts ca]] for a secu]ar reduct1on in: the demand ‘Liru o
L for mortgage insurance over. the next ]5 or 20 years -
C(vi) 'tthere is a comm1ttment on the part of CMHC to w1thdraw at ]east o
| . somewhat from this market in favor of pr1vate f1rms but to do soA::
" in a manner that promotes the orderly and stab]e growth of pr1vate ],a-
‘f1rms 1n the market cond1t1ona1 on the nature of f1na1 demand o
W1th these 1nst1tut1ona1 facts in m1nd the pr1nc1pa1 focus in . th1s
‘report concerns market exit by CMHC in the face of pr1vat1zat1on condlttonal_'d-
- on the forecast for reduced overall demand for the product._ Thefkey-feature:
~is the nature of the transition path between two equi]ibria»;-the first>~
equilibrium representing the historical precedence where CMIC has provided - - -

'A public assistance through subsidized mortgace insurance with a reduced

~role for private firms (three firms that have merged into one firm whose

- sustainability is questionable at the moment); the second egui1ibrtum 1nvo]ving

" 'no role or a 11m1ted ro]e for the public sector and a market served by a .
e11m1ted number (possibly .-one or two) of f1rms in the pr1vate sector In.
.. this sett1ng, my purpose is to offer economic 1ns1ght on the f]ex1b111ty and
'mob111ty of resources both into and out of this 1ndustry In the 1anguage C
" of modern industrial organ1zat1on, ‘the question 1s_whether th1s 1ndustry is -
"a conteStable market “In other words are there barr1ers to the mobl]tty |
"of resources both into_and out of this market? Ne now turn our attent1on

“to an evaluation of these features.



2 Contestability, 'Mobthy'and'Exit":'. R
. - Issues on contestab1]1ty in general have been surveyed 1n a competent
f:fash1on in the d1scu551on paper prepared for CMHC by D. G McFetr1dge An .
::;;alternat1ve source 1s a survey paper by M1chae1 Spence (1983) Contestab111ty
is simply a rep1acement for textbook compet1t1on in the face of econom1es
i{ of scale and scope. The heart of.. the theory is rap1d entry and ex1t, suff1c1ent1y
' ~rapid that existing f1rms cannot change prices. In re]at1ve terms, pr1ces
. are relatively fixed, capital is relatively mob11e. "The 1mportance of. th1s |
',' is that in a market that may susta1n re]at1ve1y few f1rms because of econom1es E
.of scale and/or scope, potent1a1 compet1t1on has the power to d1SC1p11ne X |
existing f1rms.to behave compet1t1ve1y. (Remember that any economies have
to bz measured relative to the market.) In-a qeneral sense, most of the: 1deas

‘ of contestabf]ity'appear familiar as the outgrowth of the convent1ona1 theory - -

N "oficompetition. It is their rigorous development in a consﬁstent analytica1~inj.

- structure with a central focus on entry and exit (as'opposed to a price'taker o
| .'assumpt1on) that differentiates the modern product of contestab111ty

The. re]evance of these ideas for the 1ndustry in quest1on, the mortgage :i-

"Ckulnsurance 1ndustry, is

(1)' ' the ease of entry and exit. w1th further pr1vat1zat1on of the 1ndustry
"f'(ii)‘ ; the ab111ty of the one ex1st1ng firm and other potent1a1 f1rms to
service the market eff1c1ent1y in a period of trans1t1on character1zed:
‘Aby the exit of pub11c1y provided mortgage 1nsurance (an 1ncent1ve to
enter the 1ndustry) and the decline in the demand for the product
;-j(an ‘incentive to exit the 1ndustry)~ WOu1d pr1vate f1rms as 1nd1V1dualjv.'
_} actors be capable of ba]anc1ng these 1ncent1ves to y1e1d an order]y

_'market trans1t1on to a new equ111br1um? "



(fii)‘ dur1ng this trans1t1on>and in the new equ111br1um w1th a greater -
. private part1c1pat1on, given the size of the market an ant1c1pated ;-
o Asma]]er market, the extent to wh1ch potent1a1 compet1t1on wou]d |
) d1sc1p11ne even a 11m1ted number of actua] market part1c1pants to ‘
'ihfpr1ce efficiently. o | | |
What are the re]evant emp1r1ca1 facts here and the genera] 1mped1mentsf¢
"to entry and ex1t7 “Most of the relevant emp1r1ca1 facts on the nature of
both the product and the industry are~contained'in the discussion'pabers
commfssioned'previously by CMHC., 1In particular, the papers by McFetr1dge
1»and PeSandoprovedto be useful for me. We gain little know]edge on the
equilibrium‘nature of this industry from its current state. 1t seems c]ear_.'
enough that the merger of three private f1rms into one ‘which, aiven its current '
underwr1t1ng losses, may not survive is the outgrowth of severa] s1mu1taneous
-L‘events To some extent, the quest1onab1e susta1nab111ty of the market | |
| can undoubtedly be attributed to the cyclical downturn in the Canad1an re51dent1a1
housing market, in part1cu1ar to the part1cu1ar]v adverse effects in the Alberca
‘emarket These prob]ems were on1y exacerbated by the presence of a pub11c1y f
'subs1d1zed product underwritten by the diversified portf011o of the Canad1an
government where pr1ce was sufficiently low not on]y to d1scourage entry but
to weaken further the financial p031t1on of the one rema1n1ng f1rm Wh11e
this 1s a market equ111br1um, it is not one which y1e1ds an 1ns1ght about

. the nature of the 1ndustry nor the 1ndustry S ab111ty to move quickly and

' _order]y to a new private equ111br1um rrom the v1eWpo1nt of observable

~-._-'1nformat1on on the market features of ‘this 1ndustry, the pred1ct1on that it

the current real price continued to preva11 the pub11c sector wou]d have a

"monopo]y in th1s market is a shallow one 1ndeed



In order to garner information about the underlying production and
marketing features of mortgage insurance, the CMHC would have to look at the
experimental data thrown up by a market with minimal regutatory intervention.
Insurance markets with zero regulatory intervention are non-existent. My
understanding is that the U.S. mortgage insurance market is subject to the
"usual" regulatory rules imposed upon U.S. insurance firms. These are
principally state-controlled regulatory rules. I know that for life insurance,
the most stringent rules are in force in New York State. Furthermore, firms
that sell life insurance in New York State must meet the regulatory constraint
for not only their New York State business but all of their insurance
activity in the U.S. market. Life insurance firms in the U.S. market, therefore,
may be divided into two groups - those that underwrite and sell life insurance
in New York State and those that underwrite and sell insurance elsewhere.
There is modest variation in “the regulatory regimes in place in other U.S.
states. The point is, however, that if the U.S. market is characterized by
de minimis regulation then the data on the performance of U.S. mortgage insurance
firms should contain the least contamination from regulatory and public sector
intervention. The one other market that suggests itself as a logical experimental
candidate is the Australian market. Here, it is my understanding that the
move to privatization of this market is rather recent so that we may have a
relatively limited number of observations under a regime of complete privatization.

Based on these observations, it would be possible to estimate production
and distribution features for these two markets using the empirical techniques
set out in Halpern and Mathewson (1975) and Kellner and Mathewson (1983). (Copies
of these articles are attached.) In both of these studies, considerable detailed
information was gleaned on the nature of the underlying production technology
as well as additional information on certain organizational features such as

profitability and the nature of long-run equilibrium,



It is important in this context to point out that based on these studies,
neither the property/casualty insurance business nor the 1ife insurance business
demonstrated strong economies of scale or scope. Such findings are reinforced
by the observation that there are many suppliers of these (possibly diverse)
products in both of these markets. As McFetridge correctly points out, these
results go‘a long way to suggesting a strong contestability feature to these
insurance markets. Contestability in its pure form, however, is achieved
only in the absence of any sunk entry costs. For example, long-run average
costs curves may be downward-sloping over a modest range relative to the size
of the market because of fixed initial costs. These costs need not be sunk.
Thus U-shaped average cost curves (of the textbook variety) may prevail and
the market may be still highly contestable. Even in the presence of output-
invariant costs, entry may be relatively easy. For example, the fixed input
may be rented rather than purchased if an entrant considers a short operational
1ife in any market. This will not be the case if the fixed entry costs are
sunk and irretrievable. For example, it is difficult to rent a brand name
or to rent a reliable agency network for evaluating risk and distributing the
insurance product. Such sunk costs move the market away from contestability.

Put differently, the presence of sunk costs not only makes entrv rore
difficult but alters the exit decision. Ex ante before the sunk cost investments
are made, the firm views the decision to enter the market as one of making
a competitive rate of return on these fixed and sunk investments. Ex post,
once the sunk investment has occurred, any firm will be driven from the market

only if the price of the product is sufficiently lTow to fail to cover the short-



- run variable'costs Thus the entry and ex1t dec151ons are qu1te d1fferent

o In the 1anguage of contestab111ty theory,i"h1t and run" compet1t1on 1s no -

1'ﬁ_1onger poss1b1e Th1s br1ngs up the second potent1a1 area for research
l"fyon the contestab111ty of mortgage insurance markets by the CMHC s it R
.poss1b1e to 1dent1fy and measure those e]ements of the f1xed set-up costs e.~~
faced by f1rms that wish to enter th1s market that are sunk and 1rretr1evab1e .
-_ as opposed to subsequent]y saleable? - These measurement issues cou]d prove -
to be 1mportant for an understand1ng of entry and ex1t dec1s1ons 1nto this .
1ndustry with continued pr1vat1zat1on | _ ~.‘
In terms of the question posed to me 1n my contract, no pub11c agency
'-could make a non- contestab1e market, where the non- contestab]e features f]ows
.from the sunk nature of the f1xed costs u1t1mate1vcontestab1e unless some agent
va(e g., the government) were willing to bear the sunk costs and then rent the ‘
_'_'purchased facility out to potential entrants. Wh11e for some fac111t1es in somevf
| industries such as rai]flines for transportat1on (say) this wou]d be poss1b1e, b

: for others such as brand names and. re11ab]e agency systems in insurance, th1s wou]d

',f'not be poss1b1e

- The other feature of ex1t mob111ty worthy of cons1derat1on is the extent
to which current regu]atory ru1es1n force on pr1vate f1rms in Canada retard
"ex1t._:0ne obvious feature of an insurance contract-retards the ab111ty of j”
'fnsurance firms to exit'from the market. Typica]1y, mortgage insurance contracts

Jf'eXtend over the life of the mortgage. Th1s could be f1ve years or even 1onger

A firm mak1ng 1osses at any po1nt of t1me cannot therefore s1mp1y abandon these :

11ab111t1es It may se]] these liabilities together w1th the accompany1ng -
o prem1um stream to another private 1nsurer - Of course 1f the 1nsured events have
K unfo]ded 1n a manner that renders the present va1ue of the prem1um stream uneconomi ¢ -

71.vre1at1veuto the assumed liabilities, then the pr1vate_f1rm would have to br1be -



the buyer to assume the Tiability. This would be difficult (impossible)

if the selling firm were already bankrupt. This means that there may still
be a continued role for the public sector in this regard. Alternatively,
the private sector could be encouraged to co-insure or reinsure risk. As
we pointed out above, this may be difficult when all firms face the same
systematic pattern of risk.

This now brings us to the issue of the regulatory restriction which
segregates assets and 1iabilities in insurance markets for mortgaée insurance
from other lines of insurance underwritten by the insurance firm. One
research avenue open to the CMHC is to investigate the desirability of such
a regulatory regime. Is it in the interest of the purchasers of other lines
of insurance from these firms? Is it inthe interest of the orderly development
of mortgage insurance markets?

The final candidate for research concerns the potential role for public
provision of some mortgage insurance with an enhanced role for private insurers.
For example, it has been argued that the current increase in the premium rates
by CMHC will result in an adverse selection process: Those individuals with
superior housing assets will find these higher premiums sufficiently unattractive
that they will seek out substitute arrangements. This would leave CMHC with ‘
higher premiums on a smaller set of contracts but a set of contracts that
represent extreme risk. For example, the difference between a dense urban
housing market and a rural market where various urban builders develop brand name
capital with respect to quality may mean that CMHC is left with a portfolio
of mortgage insurance contracts that are excessively rural and excessively
tilted towards the high abandonment end of the scale. As a policy question,

CMHC needs to ascertain whether this is a viable role for a public sector



' f'institution If S0, CMHC wou]d be Teft w1th an econom1ca11y unprof1tab1e
3‘.portfol1o mortgage insurance contracts but one that was thought to be vaTuabTe ffﬁa_%

Vfor poT1t1caT as opposed to econom1c reasons.

:: 3u"ConcTustons-'h':’ | | _ - |
| - My conJecture is that the mortgage 1nsurance sub 1ndustry in Canada 1snkf;?5=;
no, d1fferent from either the property/casua]ty sub 1ndustry or the T1fe :
‘1nsurance sub§1ndustry There are T1keTy T1m1ted econom1es of scaTe and |
Timited economies‘of scope.' Of course any statement about e1ther of these ff"
_ _Vhas to be’made relative to the size of the market. The forecasted change |

for the mortgage insurance market is one of a cont1nued secu]ar decT1ne |

This means that even modest economies may possibly Tloom Targe relative to a

- - .diminished demand for the product Such issues can be validly ascerta1ned :

‘i‘;only by est1mat1ng the under1y1ng product1on, d1str1but1on and market1ng

technoTog1es for this 1ndustry The Canad1an market offers Tittle hope for :;. _
. usefu] exper1mentaT ev1dence because of the contam1nat1on of the data through

k the public subs1d1zat1on of the pubT1cTy prov1ded product in this market

My suggest1on therefore, is that an emp1r1ca1 1nvest1gat1on of the U S

.and p0551b'ly Austrahan markets be conducted to determme the under'l_ymg

-'product1on parameters. The assumpt1on would be that the organ1zat1ona] structure

- Aof‘a private market would be identical to the U.S. market SO that these

"parameter estimates coqu be used to forecast the 1mpact upon the Canad1anf

o market from cont1nued pr1vat1zat1on Together w1th demand forecasts, th1s |

';_shoqu enabTe CNHC to determ1ne whether the market woqu be support a

- suff1c1ent1y Targe number of f1rms that! S workab]e pr1ce compet1t1on woqu be -

‘-";guaranteed



| tllot

B : The next issue that needs to be assessed 1s whether the fxxed set-up
:f;costs that all f1rms 1nvar1ab1y 1ncur when they enter the market are sunk
2 or retr1evab1e costs The greater is the degree of "sunkenness", the
; ._1ess 11ke1y the market is contestab]e._ The on]y way to render such a market |
-'contestable would be for some externa] agency to underwr1te those 1nvestment
- costs and be prepared to ho]d suff1c1ent capac1ty to rent 1t out to a1]
who w1sh to enter (and then to exit) at preva111ng pr1ces 1n the market | of _d.f
course, the ex1stence of such rentab1e capac1ty may be suff1c1ent to d1SC1p11ne
the actual. firms in the marketplace to set compet1t1ve pr1ces In th1s case, ‘
'the capacity wou1d never have to be rented, Rather, the expense cou]d be
viewed as a necessary expense to y1e1d a compet1t1ve resu]t 1n the market
| f O0f course, when the cap1ta1 is highly firm spec1f1c, the concept of
rentable capital makes no sense. . If 1t were determined that the entry costs
into this industry are therefore items such as brand names and agency network"n
bcosts, then no external agent cou]d rent such a cap1ta1 to potent1a1 entrants.
»In this. case, there is no way to change a non- contestab]e market 1nto a
- contestable market. - - ,. | . _
The f1na1 p01nt is that the CMHC needs to recognize that 1ts ro]e in the
”mortgage insurance market may be one of - a prov1der of a spec1a11zed service -
7:i to extremely h1gh risk borrowers The Just1f1cat1on for such an unprof1tab1eh

role wou1d have to be a po11t1ca1 rather than an econom1c one
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