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' BACKGROUND' PAPER. -
'RTGHTS AND REMEDIES

This paper is divided into two sections:

Part I) -~ discussion of prepayment rights;
Part II) - discussion of civil remedies
Part I -'Prepayment quhts

- Leqal and economlc bacquound

- Prepayment rlqhts in prov1nc1al law e>
»eileltatlons of prov1nc1al law |

- Prepaymenr rlqhts in federal law :

- leltatlons of federal law

- Finding a new approach'—-policy cohsiderétiOgs

- There ought to be a law! - specific preoposals

Part I. PREPAYMENT RIGHTS ..

Legal and Economic Background

. Many consumers aren't aware that their right to prepay a
loan is limited. A loan is always a matter of contract and in

‘the absence of special terms, loan payments can be made only as
‘'specified (e<g. monthly). It is rare that a consumer has- the
- chance to negotiate terms of a standard-form loan agreement.

Lenders want certainty in their loan portfolios; they want .

to be assured of a particular return on their investment and a

"lock-in" provides some of this assurance. Lenders also must be
able to "match" the source (deposit or note obligations) with the
application (loans) of their funds. An imbalance either way’ could'
jeopardize the flnan01al structure of the 1nst1tutlon. '
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‘ : Theoretlcally, the 1ncreaqed securlty WblCh prepayment
‘restrictions provide to lenders allows them to charge a lower
rate to consumers. Any changes in the position of lenders which -
increases their risks will result. in either a lessenlnq of their o
proflt or an increase in: the cost of credlt to consumers or both. e
o Balanced aqalngt thlS simple is the under~

standing-that credit can be dangerous if used unwisely. - Credit- ..
related problems can be potently destructive. To paraphrase an

"never borrow

advertisement by a well-known lending institution:
but when you must - pay it back as soon as you

"bu51ness fact"

‘money needlessly,’
can!" .

It is felt that consumers should not be barred from payina
their obllqatlonq and retlrlnq thelr loans whenever they are able

-to do so.

Legislators have two avenues which can be followed in this
area. They can "adjust" the general rights of consumers in pre-
payment situations in such a way that the lender cannot meet the
"loss" which results from the prepayment period. The expected
result of this approach will be a general increase in the cost of .

- credit to all consumers. Those who do not take advantage of the
prepayment right will, in effect, subsidize those few who are
fortunate enough to be able to scrape up enough money to pay. of £

thelr loans ln advance.
A second alternative is to find some method of allowing a
the "loss”

lender to recover (from the person who 1s prepaying)

which he experiences when the loan is prepaid. This means that a

penalty for prepayment would.apply in virtually every case. While

only those who seek to take advantage of the prepayment right =
a general impediment to early payment of

would bear the cost,
credit obligations would. be establlshed

) Canadian leq1slators have adopted a combination of the
"cross~subsidization" approach typified in the first example
and the "user pay" pproach of the second example. . o

II. PREPAYMENT RIGHTS IN PROVINCIAL LAW

Long aqo, the provinces recognized the %oc1al utility in-
The provincial

allowing consumers favourable prepayment terms.
consumer protection acts most often deal with prepayvment .in a limite

situation ~ where the "interest" portion of the loan has been
added to the principal sum at the outset of the loan.

This type of loan.  is referred to as a "precomputed loan" as
(which implies. calculation. and S

opposed to "interest beaxlng




accrual of 1nterest on an onq01ng basls throughout the term of the
loan). _

.Two Basic Rights

Provincial iegislation usually sets out1two important riqhts:

1) it allows Dre—payment at any tlme,‘Dreventlnq the operatlon of -

"lock-in" clauses;

2) it restricts the interest penalty whvch a lender can extract for

prepayment.

Doing away w1th "lock—-in" clauses is selfAexplanatory;
restricting prepayment penalties deserves a closer look

*

" Limiting interest'penaltiesl

If the loan has precomputed interest, any acceleration clause
will accelerate not only the ‘principal but also the full amount of
"interest". The consumer would be required to pay "1nterest" for
the full duration of the loan as per the agreement even though he
did not use the lender's money for that period. Prepayment early

‘in the life of the loan in such a case would obviously give the

lender a windfall of unearned 1nterest"

‘Provincial. law proceeds on the basis that ‘a2 lender should
only be entitled to "interest earned" up to the date of prepayment
"Unearned' interest". cannot be recovered from the consumer .

-

Determining "earned interest" - the Rule'of 78's

But how much is "earned" if the interest has been precom~
puted? All the provinces use a formula known as the "Sum of the qult""
method or "the Rule of 78s" to determine the "earned :

‘interest" to the date of prepayment. The technical aspects of the

formula need not be discussed at this point. What is important to
remember is that the Rule of 78s is a method of determlnlnq the. '
portion of the cost of borrowing to be paid by a consumer who
wants to prepay a "precomputed" loan.

The details of the formula ‘can vary somewhat. Different (
factors can be added or adjusted and the formula actually olffers
from prowvince to prov1nce. : : )
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Bias in the Rule of 78 - Advantaqe'to‘the Lender

The Rule of 78s results in a "weighting" of interest recovery.
Compared to the "1nterest bearlnq“ method, the use of the Rule of
78s allows a dlsproportlonate recovery of "interest" in-the early

stages of the loan. - The consumer is at a- disadvantage if there is

early prepayment. The later the prepayment, the more eguivalent. the
recovery between the two methods of calculatlon. But there is

always a bias.

. A high 1nterest rate. adds to the problem of interest. earnlnqs
under the Rule of 78s. Consumers. who wish to make early prepayment

"of high rate loans can end up paying several hundreds of dollars. \
‘more by way of "earned interest" under the Rule of‘785. (See appendlx)

'Additienal_Charqes Allowed

Provincial 1egielation contains a second feature in prepay-

.. ment situations - lenders may impose a flat fee to cover certain

of their "fixed costs". There is a recoqnltlon that .every loan
involves some "administrative costs", and costs of orlqlnatlon
Further, every prepayment disrupts the expectatlons and 1nveqtment

‘plans of the lender, reguires additional administrative costs, and.

generally 1ncreases the cost of prov1dlnq credit serv1ces to ‘ )
consumers. . :

The‘provincial legislative response to these factors has been
provisions allowing lenders to charge an additional fixed dollar
amount or flat percentage of the rebate of "unearned interest" as
determined by the Rule of 78s. This sum is not.really "unearned
interest". It is allowed in addition.to the "earned interest" as -
determined by application of the formula. ‘
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"however, the "precompute" is not allOwed.

III. LIMITATIONS OF PROVINCIAL LAW

"Provincial law was obviously not intended to cover every type of
lending transaction. In some provinces no general right to prepay 1is
given, in some, the regulation of "earned interest" 1is limited solely
to "precompute" 51tuatlons. ' B e

Provincial law generally does not apply to mortqaqe transactlons,
although the Province of Ontario does have a Mortgage Act which sets

out prepayment rights identical to those contained in the Federal

Interest Act. These rights are limited and are subject to the same
defects as thoqe in the Federal leglslatlon (to be discussed) .

The use of the Rule of 78s puts consumers at a disadvantage in
many prepayment situations. The formula is biased in favour. of the
lender. Individuals who prepay loans end up paying more than they
might have to under alternate methods of. calculatlnq the "earned
interest". . : :

YV. PREPAYMENT RIGHTS IN FEDERAL‘LAW-

Small Loans Act — Content

The Federal Small Loans. Act is limited in:its general application
to loans of money amounting to less than $1500.00. For such" loans,

,

Borrowers are q1ven an absolute rlght to prepay loans aL any time
W1thout notice, penalty, or bonus.

Once again, the issue of- earned interest" comes up. -However,

neither the Act nor its regulations SDEClLy a method of calculating the

amount. In practice, the Rule of 78s. 1s not followed. Such an
approach would be inconsistent with the "interest bearing" calculatlon

" method imposed for Section 6 of the Act., Identical Drocedures applj to

Small Loans Companies under Part II of the Act.

Small'Loans Act - leltatlons

~ The Small Loans Act utilizes a method of interest calculation
which 1is, perhaps, more fair to consumers who wish to prepay.
Unfortunately, the protection is limited to c¢onsumers who borrow less

than $1500.00 or who deal with licensed company. Statistics have shown

that the proportion of consumer loans made under the Small Loans Act
has declined steadily over the past 15 years and in 1975 (latest data
available) represented only 1% of the total value of consumer loans in
Canada. The protection is small comfort to most borrowers. - :
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Interest Act - Content

The Federal Interest Act contalns provisions spe01fy1nq prepayment
rights for loans secured by mortgages on real property. Unlike the
Small Loans Act, 1t contains no monetary limit for appllcatlon of the
legislation. l

Section 10. of the Act glves the borrowers the right to prepay

. mortgages any time after the expiration-of 5: years. Thus, “lock 1ns“'

of greater than five years are not allowed.

 No further interest (other than that owing at the time of
prepayment) is allowed, but a max1mum penalty of 3 months interest is
authorized.. : . _

vInterest Act = leltatlons '_ R , nf"

A major limitation is that the prepavment sectlon only applles to_
mortgages with terms greater than 5 years. : . o .

2]

o _
The response of lenders has been quite stralqht forward Most

mortgages are written with terms of exactly five years - no more., - The.

application of the section is then avoided completely. As a result,
the prepayment rights, limited as they are, are only avallable to a

‘handful of consumers.

FINDING A NEW APPROACH - POLICY CONSIDERATlONS

To review at this point, there are slqnlflcant "gaps" in the

prepayment rights . given to consumers through both federal and
prov1n01a1 legislation. :

1. ‘Mortgages - the Federal law is deficient. It only deals with
prepayment rights in mortgages greater than five years and few
mortgages are written on that basis. The little Prov1n01al law
that deals with this subject duplicates exactly the approach. and
therefore. the def1c1en01es of the federal leqlslatlon. :

2. Non-Mortgages - onoe_aqaln the Federal,law is deficient. The
Small Loans Act is limited in application, covering only 1% of
outstanding consumer credit in Canada. The Provincial law has.
wider application but is limited in another way. A general right
to prepay 1is not unlversal, requlation is sometimes tied to

preconputed loans and generally utlllzes a formula which is biased

"in favour of the lender.’

What is needed are proposals which are carefully deslqned to aJlow

an equitable and general prepayment right. Prepayment. should be :
facilitated but the lender should not be placed in a.position where 1t
is no longer economic ‘to make credit available to consumers.



Not all types of 1endlng Lransactlons are the same, some

dlstlnctlons snould be made:

1.

Short Term vs. Long Term loans

This distinction is important when considering the "funds

- matching™ problem discussed briefly above. Short term loans
“inherently reduce the matching problem and this should affect the
approach taken when determlnlnq prepayment rights. - A

High Rate vs. Low Rate Loans

This distinctlon only has meanlnq with regard to some sort of
"norm" It can be argued that decreasing levels of prepayment
restrlctlon should be applied as the interest rate climbs above-~

«a "norm" (reference rate). The High rate loans market also sees
. less fluctuatlon of rates; the risks. inherent in prepayment are

lower.

High Origination Cost ve; Low>Oriqination Cost

As a general rule it can be said that the greater the size and the

longer the term of the loan, the higher the cost of origination.

The amount of protection which a lender requires increases with
the amount and term of the loan and thls natutally Jdeads to
greater cost. ‘ : : .

Of particular importance in this situation is the_complexity of

-the security arrangements which might be reguired.  In these types

of loans, prepayment is likely to give rise to a greater "loss"
to the lender and the inequitities inherent in the "cross-. ‘
subsidization" approach are heightened.

It would be foolish to prescribe a standardized prepayment fidht

for all types of loans. The distinctions listed above must be kept in
mind and differentiation will be required. . :

There are some underlying premises:

'l.

As a general rule, consumners should be able to satis fy their
obligations through prepaymtnt in the most cost~efficient way
possible. : .

Consumers should be qranted a general rlqht to prepay. "Lock-ins"
should not be allowed : '

Lenders should only he entitled to the "interest“ earned up to -the
date the loan is paid out - based on  the accrual method.




4. Prepayment'Penaltieevshould be alloweé only:where the loss to the
~ lender as a result of a prepayment could be Siqnificant._

5..' Any prepayment penalty should be llmlted to a falr approx1matlon
.0of the present value of the loss to the lender.

THERE OUGHT TO BE A LAW! - SPECIFIC PRODOQALS

The approach adopted in BDPA takes into account the factors
discussed above. General facilitation of prepayment (which involves
some deqree of cross-subsidization): is focused on the usual '"consumer -
loan (1. e.’ unsecured by real propertv)'and on hlqh rate mortgages.:

Common to both categories are rates which are hlqher than those
which apply to other types of lendina transactions. Consumer loans are.
predominately short-term and the risks involved in "matchlnq funds" are
significantly reduced since the source of funds to ‘lenders are also
short-term. 1In addition, origination costs are relatively minor.

The terms and origination costs of hiah rate mortgages are
more likely to support arguments in favour of greater restrlctlon
on prepayment. However, the "high rate" aspect of this category o
outwelighs the other factors. Lenders can very easily substitute high'
rate mortgages (i.e., seconds, thirds, etc.) for normal consumer loans
and thus effectively circumvent the llberallzed prepayment rules .
applying to consumer loans.

A more restrictive approach is proposed for "low rate"
mortgages. In this category all the factors of long term, low

rate, and high origination costs combine to form a strong argument in -

favour of allOW1ng lenders recovery of the "loss" occasioned by
prepayment (the "user-pay" approach): ' '

Further, low rate mortqaqes have many close substitutes in:
the form of corporate bonds and other corporate debt obllgatlono. As
such, major deviations of mortgage conditions away from conditions
applying'to corporate borrowing will have a significant effect on the

‘availlability of mortgageé  financing for consumers. For theése reasons,

Prepayment penalties must be allowed in the case of low rate
mortqaqee.

Two factors are common to boLh sets. of lending tranSaCthDS,
however.

1) Consumers are q1ven the right to prepay. at any ‘time without.
notice. "Lock-ins" are not allowed. '
2) The "interest bearlng" or accrual method of calculation is

standardized for all lending transactions. Precomputed
¢redit charges are not allowed. o




CONSUMER LOANS AND HIGH RATE MORTGAGES -

The proposals. embodied in‘BDPA link "consumer loans" (more

_correctly called non- mortgaqe transactions} and- -high rate

mortgages. The "norm"™ for high rate mortgages is fixed at 4 peL—
centage points above a reference rate which is to be specified by
way of regulation. This point-spread remains constant but the

. reference rate can vary accordlnq to market condltlons.__

Prepayment can be made for both consumer loans and hlgh rate_"
mortgages at any lee w1thout notlce.“ o

The credit charge payable at the time of prepayment is llmlted to
the amount which has accrued up to that date. This approach is
completely consistent w1th the "interest bearing" method of calculatlonr
adopteéd in BDPA. ‘ :

The BDPA proposals also prevent the 1mpos1tlon of any -
penalty on prepayment. A "penalty" under BDPA is a chargec
distinct from a "credit charge" and therefore both avenues must
be closed off. ' o '

"The net result Will_be that consumers will be entitled to

_prepay these types of loans at any time without notice or penalty
‘and the consumer will only be obligated to pay the cost of

borrowing incurred to the date of prepayvment {("earned interest").
This sum will be calculated using the "interest bearing" or _
accrual method. The Rule of 78s will not be allowed: there will
be no hidden bias in favour of the lender.

- The utilization of the accrual:method for calculating
"earned interest" and the ban on penalties will mean that any
loans to lenders through prepayments must be borne generally.
This method is feasible because such. losses are likely to be
minimal. The proposals operate in best interests of consumers
generally because the costs of any cross-—-subsidization will be

‘less than the costs -of tryving to impose the *sophisticated penalty

scheme that would be reguired through the other approach

LOW RATE MORTGAGES

The details of prepayment rights with regard to low rate

‘mortgages are considerably more complex and have been dealt with

in detail in a separate backgrounad paper.

In summary,_consumers will have the rlght to prepay on any

- normal monthly payment date without notice. "Lock=ins" will not

be allowed. Consumers will only be responsible for the credit cnalqe-
("earned interest") earned to the date of prepayment. Once

again, this approach is consistent with the credit charge

calculation method specified in the legislation.
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In certain-éircumstances, a‘penalty can be charged, however. The
amount of the penalty is based on a formula which is designed to
reflect the "present value" of the loss to the lender that can

reasonably be expected to result from the prepayment. This penalty is a .

function of the time left to the end of the mortgage term, the amount
of the payment and the relationship between the contract rate and,
prevalllng market rates for 51m11ar loans.

The prov151ons are deSJgned to completely supercede the _
current Interest Act provisions and will provide consumers with
prepayment rights from the very onset of .the 1endinq transaction;f

The “user pay" approach adopted in thls case 1s required
because the cost to lenders of prepayment could be significant in
some cases. . These costs would ultimately effect individual
consumers throuqh high loan rates or a general reduction in
credit available for residential mortgages. Since neither result
would be desirable, a penalty scheme giving lenders a fair
approximation of their loss is in the best 1nterests of
consumers. » -




._ - ~ Part II - Civil Remediee
| s | | - Whylhave~oivil femedies?
- When are they approprlate°
.- The dec181on
- An 1mportant dlstinctlon - enforcement Vs recovery
- Ex13t1ng~prov1nc1al law |
 _" Exietiﬁg federal law
- Policy oonsiaeration

e - Specific proposals

Why have civil remed1es°

| |
PART II ~ CIVIL REMEDIES | . [

There isn't much.sense:in having a law unless it 1s going to
be followed. Purely declaratory legislation establishes norms of
conduct, rights and obligations without the means to ensure that .
they are actually implemented. - It is "toothless" 'in the sense .
that it cannot be enforced (except perhaps through the all but
forgotten inherent right of the Crown to malntaln an actlon to
prevent violation of legislation). : ‘ o

The most common method of ensuring continuing  adherence to
the law is the use of prosecutions. Yet experience has shown
that reliance on prosecution is not sufficient to curtail the
incidence of violations of consumer protection-legislation.

A less common, but eaually acceptable method of ensurlnq
~that the Lequlrements of requlatory leglslatlon are met 1is. the
~establishmént of "civil remedies" which give individuals the right to
' brlng prlvate actions for relief based ‘on non- compllance with the law.

The move now is toward gleater use of "civil" methods.
Combined with this has been a decision that individual consumers -
who are subjected to violations of the law should be qlven a
civil right of action..
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When are they appropriate?

‘Whether or not a- civil right of action .conseaquent on breach of
1eglslatlon is approprlate depends on several condltlonS' :

1) Could the potentlal v1olatlon result 1n dlrect halm to
1nd1v1duals°

2) Could the harm poss1bly be "serious"‘ln any spe01flc case?

3). Can the individual obtain "recoverY" 1nnany other way; on any
other basis in law? : S : .

4) WwWill a "publlc law“ enforcement tool such as prosecutlon be.
enough by itself to keép the 1nc1dence of violations (and.
consequent harm to individuals) to a "tolerable 1evel"°

ot

Should the publlc tolerate any amount of unsatisfied loss by d
individuals as a result of 1llega1 activity in - the regulated
area? Should every loss be potentially recoverable?

The de01s1on

Con

No qovernment legislating in the consumer credlt fleld has
accepted the arguments that legislation should be purely

.declaratory or should rely.solely on prosecutions or other

"public law" methods. Every jurisdiction in Canada has made sone .
aSSOLtnent of civil remedles avallable.

>

An Jmportant dlstlnctlon - Enforcement vs. Compensation

. The term, "oivil remedy" really Lefers to the legal process
whlch is utilized to obtaln adjudication of rights. These are
distinct from matters taken care of throuqh crlmlnal processes.

Rellance on a common legal orocess tends to hlde ‘the fact -
that some of the so-called "remedies" are quite different from
others. In many cases, the right under. 01v1l remedy ‘goes far
beyond mere compensatlon for actual loss suffered by an 1nd1v1dual

A good example would be violations of dlsCIOSure
requirements or unconscionable transactions relief provisions.
In 'such cases the remedy may be a reduction in the cost of
borrowing, a riaght to withdraw from the transaction or posslblv

~the extinguishment of the consumer's legal’ oollqatlons (with the

benefits he has qalned remaining’ unaffected)

the
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The consumer's riqhtdtolbring an action for this type~of‘relief,
need not involve proof that the loss was the result of the violation

. nor. that the activity affected the behaviour of the consumer -in the

transactlon. Mere non- compllance is. suff1CLent.

.Since these types'of remedies qo‘beyond mere compensation for
loss, they should properly be viewed as being enforcement-oriented.
The potential of their utilization by consumers supplements the
deterent effect of the prosecution power. Some would argue., in fact,

,that the greater threat and therefore the greater deterent lies in the

existence of the c1v1l remedles.-':

The rlqht to recover losses suffered by reason oOf the
actions of another is basic to the law of all provinces in
Canada. Whether or not a specific loss can be recovered is

"dependent on many factors, however. Who suffered the loss? What

was the relationship between the parties? What was the type and
extent of the loss? What was the act1v1ty in question? - Was a =
standard of conduct v1olated7 o : : - -

The last questlon is partlcularly cruc1al in this 1nstance.
Standards of conduct in the Consumer Credit field have ex1sted in both
federal and provincial law for years. Spec1f1c remedies linked to

‘violations of certain of these standaLds are also common in-. all
.jurlsdlctlons.

»

Tt is only a small step (and one entailing no departure in
principle) to allow recovery of damages for violation of any of

~ the requlatory norms establlshed ‘in the legislation.

>

In fact, prov1d1nq relief on thls ratlonale 1s more

"supportable since it is restricted to actual loss suffered by a

consumer who must be able to demonstrate that it arose from the

‘1llegal activities of a lender. The test is more strict, the

deqree of recovery more limited, the parameters more closely
attuned to the actual sltuatlon between the partles.

Existing prbvincial law

Every province prescribes sanctions for violation of its-
consumer credit legislation. . The penalties vary somewhat but

“they generally can be termed "light to moderate',

The criminal enforcement power is buttressed by

‘enforcement-oriented civil remedies. The most common of these is

the right to relief where the lending agreement used does not

‘meet the disclosure requirements set out in the legislation.

However, not all provmnces allow such relief.
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The exact nature of relief varies even when it is allowed.: B.C.
and Ontario, for example, state that such an agreement 1s "not '

~binding". (This concept has never been clarified and there. is general

disagreement as to the rights of the parties in such a situation.)
Quebec allows the consumer to either nullify the contract or elect to
continue with it on an "interest-free" ba51s.v R

In some cases the prov1nc1al leq1slat10n is 1nternally

“inconsistent. In B.C., for instance, the consumer's remedy can

theoretically be determined either by relying on the "executory
contracts" provisions of .their C.P.A..or. on the credit- o
disclosure sections. Apparently, they are both applicable in
the same instances yet the results are quite dlfferentr

Unconscionable transactions relief 1eqislat;on-ex1sts*ih all

provinces. The tests set out vary considerably from Jjurisdiction

to jurisdiction and on the whole, the track record of consumer ‘
successes has been dismal. ‘In the common law provinces what was an
attempt to codify the law of equity specifically for credit
transactions has backfired. The court cases indicate that arguments of
unconscionability outsideé the Acts are more powerful, more likely to ‘
bring relief for consumers. What little expsrience there has been
under the new trade practices legislation lndlcates only a marqlnal
lmprovement in this situation.

The analogous Civil Code provisions in Quebec are supple-
mented by a test contained in section 118 of the Consumer-
Protection Act. The Civil Code provisions apparently are more
effective than those in the CPA and have Dbeen used with good results.
In this respect, at least, Quebec's experience with the efficacy of
specific legislation vs the larger back-up of law is consistent with
that of the other provinces. ~

No province has enacted provisions allowing a general right
to damages for loss suffered as a result of violations of consumer
credit legislation. This could be due to a feeling that the specific
remedies already provided are-sufficient, -or:that the exposure to
business would be too great or that the standards of the test would be
too onerous for consumers. ‘ ‘

All in all the general pictule'of’conshmer redress throuah

‘Provincial law is a mess. Some provinces offer a loq1cal packaae

of relief;‘ln others the LatJonalc is hard to flnd
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Federal law

As confusing as the provincial approach seems to be, it is a
veritable paragon of reason and symmetry compared to the federdl
situation. The best probable explanation for this state of affairs is
the constitutional problem. The civil remedy "egashell" has been trod
every so nghtly - untll now. : : :

Small Loans Act

The Small Loans Act regulates the maximum cost of loans
under $1500. No disclosure provision are set out so - the

rémedies are. understandably more limited. Crlmlnal Drosecutlon

is, of course, provided. In addition, the Act allows a court to
exercise powers somewhat similar to those found in the provincial
Unconscionable Transaction Relief legislation in instances where the
raLeoCei]inq has been exceeded. The court is empowered to reduce the

" consumer's obligation to the proper rate and can tinker with any

security q1ven under the loan.

While this approach 1s true to the "compensatlon“ approach to
civil remedies it is only a skeleton of the relief. offered. by

‘some - prov1n01al legislation in similar 01rcumstances.

"Whlle the ‘Ssmall Loans Act doesn't prov1de a general right to
damages for losses suffered through violations, such a provision
isn't really necessary. The only provision that gives any '
concrete protection to consumers 1is covered by ‘a spec1f1c remedy.

Well,‘not quite. There is a catch. The Act also provides
for the incorporation of Small Loans Companies, and. while they
are subject to the same rate ceilings,. there is no civil remedy
available to consumers who deal with them. Presumably, the
threat of winding up (sl8) was enouqh to prevent even a random -

‘VloJatlon'

._Interest‘Act

. The federal Interest Act has a little more meat in it = but
not much. If somebody forgets to fill in the interest rate in a--
loan agreement section 3 in the Act states that it should be set at. 5%.
(In some provinces, the same failure would reduce the rate to 0%.)

For non-mortgage loans, failure to.disclose the interest rate on
an annual basis will result in a reduction of the rate to 5%. In the
case of mortgages, more or less the same error will reduce the rate to
Zero, Finally, an internal in consistency in any mortqaqe disclosure
will result in -the lower of the rates applylnq.

In, all 4 cases the error amounts to misdisclosure. The remedies
obv1ouoly aren't attuned to compeneatlon yvet there is no consistency of
approach from an enforcement p01nt of view.
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‘Sections 5 and 9 of the Act amount. to the closest thing to a
geéneral damages section seen yet. - They state that a person can

recover or set-off any amount he was not obligated to pay under the
relevant provxslons of the Act.

s

Polncv con31derat10ns
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Surely the ‘consumer is not served by such a confusan and
confllctlng array of civil remedies. There is no continuity of
appxoach, no clearly thought out basis for-deciding wvhere a civil

“remedy is appropriate or what form it should take. Inconsistencies,
between federal and provincial offerings are compounded by’ 1nternal
‘meanderings in some ]urlsdlctlons. :

smnas

%

§

It would be wise to start'with some basic premises again:

1) Consumer credit legislation should not be merely declaratory. ~An ;
efficient means of ensuring that it 'is adhered to must be ;
prescribed. ' : ’ ' S ?

2}  Criminal prosecutlon should be supplemented with enforcement~-
orlented civil remedies.

3) Consumers are entltled not only- to qeneral protection under
the law but also specific. recovery of losses suffered as a result
of 1illegal acthlty.

4y As a rule, consumers should be- allowed compensation for actual i
loss only. Variations from this should be limited to .
situations where the legal complications would make proof of
a case very difficult or where deterence of -such activity on a
general basis is of prime importance.

" Specific Proposals

Genefal right to:damaqes

The foundation of the BDDA propoeals is the generallzed damaqe
action found in s.35 of the Bill. :

In a direct departure from existing federal and provincial .
consumer credit law, the consumer is given the right to brinag an
action for damages -to compensate for loss suffered as a result of
conduct in violation of the legislation.- This is a provision of
major consequence.. (Unfortunately, it is probably unconstitutional and

will have to be limited to the provisions of the Act not based on the
criminal law head of the BNA.) ‘ , ‘ ‘
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A corollary provision allows recovery of monies pald which were
not liable to be paid under the provision of. the Act. This section,.
which is intended to re—enact the existing Interest Act remedy, is. not
merely a restatement of the general right to damaqes for loss. It is

‘arguable that monies paid under a mistake as to one's obligations in

law would not be recoverable. Many of the operative sections in the

act state that a consumer is not liable to pay this or that but do not -

specifically.contain words granting a rlqht of action to retrleve‘
monies paid. : o . . .

At this point, the basis of consumer,redress fouynded on ‘the
"compensation" approach has béen established. Any other civil'remedy
provisions are either specific variations of the "compensation" theme

or -contain a punitive potential which 1dent1f1es them as being

enforcement oriented.

Disclosure remedies

Disclosure provides a fertile ground for establishing

specific remedies. Any violation of these provisions amounts to

a mis-—-disclosure which might or might not mislead a consumer.
Although the basic concept of "compensation® prevalls, there are some
departures. : :

For instance, if there is a failure to make "full"“ »
disclosure or 1f a copy of the lending agreement 1s not delive1ed

{which more or less amounts to the same result) the credlt charqe

(cost of borrowing) is reduced to the prime rate.

This is not as punitive as reducing»the'rate_torzero (as is
done in some provincial legislation) but it .still deprives the
lender. of. any profit he might otherwise. have. obtained by his

-1llegal act. In some cases, the lender will take an actual loss
'since his cost of funds can be qreater than prime.

This remedy clewrly will glve a consumer more than the
loss suffered by reason of any mis- dlsclosure.

To "temper" the- punltlve aspect and brinq the remedy closer
to the "compensation" approach, a caveat is added. The reduction of
the credit charge rate will not be available if the court finds that

.‘Lhe mis-disclosure "was not of such a nature as to be likely to mislead
or decelve the borrower to his disadvantage.”
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Remedles for exhorbltant credit rates

BDPA's unwarranted rate: prov1510ns present an attempt to

provide the individual consumer with specific relief agalnst

credit rates that are out of line. It does have, however, importa
potentlal for qenerally ensurlnq that exhonbltant rates are not

charged.

The provisions use as a foundation the unconscionable trans-

' actions relief legislation of the Common Law provincés. The

assessment of the transaction, however, is not based on the wide

grounds found in the provincial law. The federal approach (for

constitutional reasons) focuses on the\"falrness" of the rate
charged. : _’ ‘

“ The court is only allowed to consider specific aspects which
could have some direct bearing on the determination of the rate.
To this extent, at least, the federal approach is more limited
than that of the provinces. This limitation is, however,
counteracted somewhat by other factors that reoresent an.
1morovement over Drov1nc1al law.

One of the major problems with the provincial legislation in

~this area has beeéen the language used to set' out the powers of the

Court and the test to be utilized. It has been so open that the
Courts have felt obliged to restrict its application and scope.

BDPA takes the approach first established in provincial
trade practices legislation. It specifies the criteria in
detail, giving the courts solid "handholds" to use in -assessing
the propriety of the rate charged. It is hoped that the dreater
specificity will move courts to a more enllghtened approach
regarding consumer relief in this area.

Finally, and most importantly, a major departure from the

usual approach in this area is the shift of the onus of proof
‘from the consumer.to the lender. There are several good reasons

for this change.

Courts are, on the whole, reluctant to interfere with a
bargain made between two parties., Thisg basic reluctance operates
to the disadvantage of a consumer arguing for this type of
relief, whether it be under federal or provincial legislation.
The parties don't start off in an ewgual position at all. The

legal deCk.is loaded against the consumer from the very start.

Shlftlnq the onus of proof tends to counteract this _
inherent blas in the law. It 1s, admittedly, only a Drocedural
move and isn't as good as ellmlnatanq the bias altogether.
Unfortunately, that cannot be accomplished through any sort of
legislation. ' ‘ - -
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A second and ecqually important reason for the new approach:
is the information problem facing a consumer in this type of -
situation... The lender 1is probably a professional in the area,
operating full-time. He has a much greater. ability to gather

information bearing on the criteria set out in the test In some

cases, he may have a virtual. monopolv on it.

The onus shlft rslleves ‘the consumer from the almost
impossible task of fighting  the natural advantage possessed by

-the lender. Contrary to some opinions, it is intended to
‘rebalance the. position of the parties in the situation. . It:

should put them on an equal footing and allow the courts to make
a fair decision unfettered by counter. productive restrlctlons
which are unfalr to one side or the other. -

The BDPA.approach to_01v11 remedies is conslstent with the
premises set out earlier. The mere existence of any such remedy
has a deterent effect. An effective basic right to gain-
compensation for loss is given and where the consumer 1is not
likely to be on an equal footing in any dispute, - provisions are
introduced to rebalance the situation. Remedies which may allow

‘more . than mere compensation are uUsed in key areas where qeneral

adherence to the leglsiatlon is crucial. to its centLal purpose.
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August 11, .1977.

BALANCE DUE ON %1000 LOAN;A\TRUE AND PER “RULE OF 78's"

: E.A.R. - 127 E.A.R. = 24%
‘ s T AN ‘; 5 . . - " .
: n MONTHS _AFTER kMONTHS e - - st
3 12 3 760.52 760.86 .34 769.79  771.02 1.23
- 6 514.16 514.48 .32 526.86  528.02 1.16
: . 9 260.72 260.86 .14 270.51 271.02 .50
? 36 3 1 929.03 930.43. . 1.40 939.06. 944.12 5.06
: 6 ' 856.02 858.36  2.34 . 874.75 883.25  8.50
; 12 703.65 706.71  3.06 735.28  746.53  11.25
; 24 371,74 373.38  1.64 4£07.03  413.20  6.17
i 60 12 842.59. 849.75  7.16 ' 875.75 901.84  26.0S
§ 24 666.29 ~674.63 - 8.34 721.69  752.76  31.07
: 36 468.84 474.63 5,79 © 530,64 552,76  22.11
; 48 - 247.69 249.75  2.06 293.75 - 301.84 8,09
; 84 12 9 900.88 912.25 11.37 931.58 © 972.40  40.82
; 24 789.87 '806.13 16.26 .  846.74  906.39  59.85
; 36 665.54 681.65 16.11 741.53  801.95 = ° 60.42
| 48 526.28 538.79 12.51 1611.08  659.09 45.01
60 37032 377.56  7.24 449.31  477.82  28.51
72 9.30

195.64 197.97 . 2.33 248.73  258.12




. | . By =#$12000 " P=$2324

84 | O (23.244167)
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EAR = 247 - f, i (1.24)1/12.1 2018087582 ~ 1.81% per month.

BALANCE DUE AFTER r MONTHS

| B UNDER - . ' UNDER DECLINING "PENALTY"
x (MONTHS) ~ . RULE OF 78's " BALANCE METHOD

N ~1000.00 . o 1000.00 - 0.00
< 1 S . 999.17 ' S 994,84 4.33
6 ‘ © 991,00 . - 967.63 - - 23.37

i 12 S S 972,40 © 931.58 - 40.82
i 18 * 944.20 - 891.44 152.76
S 24 I 906, 39 - . 846.74 o 59.65
- 36 * : - 801.95 ‘ ~ 741.53 B 60. 42
oo 48 : ‘ . 659.09 o - 611.08 ' 48.01
o 60 : : ©477.82 S 449031 28.51

72 , ‘ . 258.12 - 248.73 . 9.39
4 - . 0.00 £ 0,00 . 0.00

oo
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BACKGROUND PAPER/IMPLEMENTATION ADMINISTRATION | !
" ] T
PART I. - Implementation:

This section will explain where and to whom the act will apply.

PART Il. - Administration:

This section who will.do what,.

PART 1- Implementation:

Avoiding Duplication

The consumer credit field is an area of shared jurisdiction 1in
Canada. The provinces have the ability to legislate under the heading
of Property and Civil Rights. The Federal Government has the ability
to legislate under the headlngs of Banking, Interest and its cr1m1na1
law power. : : c ;

i When both levels of government attempt to legislate in an area of
- shared jurisdiction special care must be taken so that the legislation
"meshes". Duplication doesn't make any sense. Conflict would be
counter-productive. The BDPA has been designed so that it doesn't need
to be imposed on a province that has, through its own laws, prov1ded .an
equivalent level of protection for its consumers. ]

Ensuring that Banks are covered

The only exception to this arises from the uncertainty as to
whether federally chartered banks are subject to provincial consumer
credit legislation. The BDPA Implementation Plan calls for the federal
legislation to be applied to banks in each province so that they will
be clearly governed by valid federal legislation. This legislation
will be "in balance" with provincial legislation, and the result will
be that neither federal nor provincially administered financial
institutions will be at a competitive advantage in the market place.

Division of the Legislatiog

In order to accomplish this goal the Bill has been divided into
two parts. Part 1 includes provisions intended to re-enact and update
existing federal law based on the Interest Act, Small Loans Act and
Pawnbrokers Act. Part 2 includes those provisions which have caused
the greatest concern to the provinces and which, to a large extent,
overlap existing provincial -legislation.



Part 1 o % [
The intention is to proclaim Part 1 for the entiré country as
quickly as possible after the Bill is passed in Parliament. -  Part 1
contains sections dealing with tax rebate buyers and loansharks and
there is a clear need to make this portion of the leglalatlon effective
as quickly as possible. . 3

Part 2

Part 2 is quite another matter. Much of the effect of Part 2 is
determined by the content of the regulations which must be passed.
Federal/provincial consultations will focus on the details and
standards of protection in the consumer credit area; the results of

- these consultations will form the basis for the regulations under Part

2 of the BDPA.

The idea is that these same standards will be taken back by the
provinces and incorporatéd in provincial leglslatlon. _
i
Commonality of Standards '

1f. everything works out properly, the federal legislation will use
standards which will be parallelled in provincial legislation. There
will obv1ously be some variations but the greater the 51m11ar1ty, the
fewer the problems for everybody. .

In each province where there is the similarity of protection
afforded to consumers, the provisions of Part 2 of BDPA will not be
proclaimed except in respect of the federally chartered f1nanc1al
institutions. : ) - :

Provincial law will be the only law of general application in the
province and will be the primary source of protectlon in the consumer

credit field. r

Listing of Part 1 Provisions

Part 1 will contain the following provisions:

1. Criminal rate, crlmlnal collection practices and administration and
enforcement provisions.

2. laterest Act provisions - (re-enacted and revised).
- judgment debts :
~ penalty provisions .

- rate calculation methods
- mortgage pre-payment

3. Small Loans Act provisions - (re-enacted and rev1sed)
= non mortgage p1e payment
- penalty provisions

4, Deposit-provisions.




Listing of Part 2 Provisions !

Parg 11 will contain the fqllowing provisions:

1. Advertising provisions - lending transactions
2. Diséloshre provisions = lending transactions : j
3. Advertising provisions - deposits
4, Disclosure pro;isions - deposigs
5. Unwarranted rate

6. Civil remedies

7. Provision of statements ’ o %

i
. . !
8. Notice of Assignment

: » ‘ i
Consultations _ : , S

Aithbugh federal/provincial consultations will focus primarily pn.

“Part 2, some aspects of Part 1 Impact on Provincial Law and these must
be covered as well. ’

Timetable

e e oo

Part 1

| ' 5'

It is intended that Part 1 be.proclaimed as soon as possible after
passage of the legislation. Federal/provincial consultation on impact
of certain Part 1 provisions should have been completed by that: time.

t
Part '2 ' - -

Part 2 is more complicated. If agreement with the provinces has
not been reached through. the consultated process, then premature
proclamation of Part 2 could cause problems. Both consumers and
businesses would be faced with general uncertainty in the area. :

The federal/provincial consultations will focus not so much on the
content of BDPA Regulations but rather on the best possible set of
régulations which can be justified under federal or provincial law. '

These will be, presumably, by the federal government as the basis
" for the BDPA Regulations and by the provincial governments as the basis
for provincial legislation in the area.



! - . i
The eventual proclamation of Part 2 of BDPA w111Lbe greatly
affected by two factors: : j

1) the success of the federal/provincial consultations;

P

2) the legislative time tables of the provinces.

Even after an agreement has been reached in the technical
consultations, the provinces will need t1me to enact new legislation or
amend ex1st1ng 1eglslat10n. S

Eventually, of course, a cut—-off date will arise. 1If the
consultations are stalled for some reasons, and no progress has been
made for some time, then the federal government will have to take the

necessary steps to ensure that the legislation is eventually put in

place.

Y

Flexibility )

Flexibility is the key in this pfocess. It is quite possible that

a particular province may be willing and capable of meeting the new
national -standards in most provisions but not all. Part 2 of the BDPA
would not be proclaimed in the province in its entirety in such a
situation. When those provisions or an agreement have been reached the

Act has been designed so that the sections need of the BDPA need not ‘be
applied. : . }-

However, where an agreement has not been reached and the
differences are considered to be of major consequence, the federal

government will proclaim the partlcular BDPA prov151ons generally in
the provinces.

What is "substantially similar"?

1

One very good question is, '"what does 'substantially similar'
mean?" This is the test which has been proposed by the federal
government in determining on whether or not to fully implement Part 2.
Yet, the term is vague and doesn't convey a great deal of information.

It 1is purposefully-&ague. Whether or not the two levels of
government can be said to be in agreement on a particular point is
something which will have to be assessed during the course of the
. consultations. There are no pre set criteria in this exercise.

The Federal government is not looking for uniformity. .

Some provisions aren't as important as others and greater
flexibility is obviously proper in these instances. Some variations in
coverage. should be accepted.

In the end, a very important motivating factor will be the sense
of responsibility which each government bears for its own constituent,
Provinces which aren't willing to bring legislation up to the level

which has -been established jointly in other provinces will be
short-changing their own consumers.




It is important to restate one point. There peed not be

duplication nor overlap of federal and provincial legislation in the

‘consumer credit field if this implementation program is successful.
"Provinces will be able to attain their own legislative authority and
1mprove the level of protection which they offer to re31dents in the
province. : ;

i
t
1

Their position in this regard will be unchallenged by federal

legislation. Their ability to take these steps and to make such
significant gains will be aided by the application of similar standards
to federal institutions through the BDPA.

Administration

The administrative plans for BDPA recognize, two basic facts:

1) there are exiating operations in the federal government that are
better equipped then CCA to regulate the activities of banks and
other federally chartered institutions; and

2) the provinces are generally better able to see that consumer credit

- legislation is applied on a 1ocal ba31s for the protection:of
consumers§.
1f, as is hoped,vBDPA Part 2 will be proclaimed in. relatively few
_provinces (except in respect of banks) the presence of CCA will be
small. ' ;
There are some prov1nces, however, that might wish :to have BDPA
totally apply in ther Jurlsdlctlon The enforcement package which is
being offered with BDPA would give any consumer department powerful
tools to protect the interests of consumers in this area. The powers

are borrowed primarily from trade practices legislation and several’

provinces do not have the benefits of these at the present time, !

In this type of situation, the. Federal Minister will be empowered
to delegate authority to' his provincial counterparts. The details of
“the arrangements would be established in the federal/provincial agree-
ment. The provincial Minister and his department would have day to day
authority regarding the administration and enforcement of the Act
except, of course, in respect federally chartered institutions.

CCA would cperate primarily, in such circumstances, in an advisory
and coordinating role. It could monitor developments in the field,
assess the impact of the legislation and the success of enforcement,
assist with such technical backup services and information as may be
required, and provide the research foundation for specific areas which
will allow all jursidictions, whether they are operating under BDPA or
under their own legislation, to deal 1nte111gently w1th new
developments in the consumer credit area.
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Delegation to Other Federal Government Authorities |

The Act requires that the Minister delegate authority in- respect

of banks to the Inspector General of Banks, and in respect of loan
companies,. federal trust companies, and insurance companies to the
federal Superintendent of Insurance. P -

The provinces have expressed concern on several occasions
regarding the ability of the office of the Inspector General of Banks
to properly apply the legislation to the benefit of consumers who deal
with the federal banks. The argument proceeds from the presumption by
the provinces that the Inspector General is not equipped to deal with
consumer-related problems and. is too close to the interests of the
banking community. :

These concerns have been expressed on several occasions and are
known both to the Department of Consumer and Corporate Affairs and to
the Department of Finance. The Department of Finance fully supports
the provisions of BDPA which will allow the Minister to ensure that a
_person exercising delegated authority (whether federal or provincial)

per forms his obligations competently. The federal Minister reserves
the ability to revoke the delegation. Such a move would be obviously
embarrassing since it would clearly indicate a perception that the
delegatee has not acted in the best interests of consumers.

The Inspector General of Banks, Superintendent of Insurance and-

the Department of Finance proper is in full support of these provisionms
and CCA is confident that experience will demonstrate that the consumer
interest will be better protected by having the legislation
administered by people who have the greater expertise in -dealing with
particular types of institutions. ' o " ;

;
i
|
|
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Regulation Narrative

Rate Calculation Method For Credit Charges On Loans

N

In accordance with the principles followed in developing
the Borrowers and Depositors Protection legislation, it is necessary
to establish a single, uniform method of calculating credit charge
rates in all lending transactions (as well as rates of earnings on
deposits). This standardization will contribute to reducing the
-complexity of the credit field and should enhance the borrowers
understanding and ability to make accurate and straightforward
comparisons between the charges imposed by competing lenders.
Furthermore, the use of the same method for the calculation of earnings
on deposits will allow the consumers to more realistically assess the
spread between rates offered on deposits and rates charged on loans.

Currently, most lenders calculate on the basis of nominal
rates where the rate for a period shorter than a year is simply an’
arithmetic fraction of the annual rate (e.g. 12% annual is equal to
1% monthly). However, the variety of compounding frequencies used
by lenders result in an imperfect comparability of rates on the market.
Also there is a systematic bias towards reducing the rate differen-
tials between loans and deposits as rates on loans are always slightly
underestimated and rates on deposits are generally overestimated
by the use of such devices as the minimum balance basis. This situatiocn
is easily verifiable by computing the true actuarial value of most
loan and deposit rates currently quoted on the market.

Proposed regulation

The proposed regulation will provide that for all lending
transactions, credit charges be computed on an "interest bearing"
basis where a credit charge can only be levied for exactly the number
of days the borrower had the use of the funds lent. 1In addition, the
credit charge rate disclosed to the borrower and used in the calculaticn
will be the effective annual rate.

The effective annual rate is the annual rate that results fron
the compounding of the periodic factor used in calculating the credit
charge for sub-annual periods. For example, when credit charges
are calculated and charged monthly, lenders use a monthly interest
factor, say one percent. The corresponding effective annual rate
is the one generated by compounding twelve times this monthly factor.
The corresponding nominal annual rate would be in this case 51mply
. twelve times the monthly factor.



Calculation method

In order to facilitate calculations based on effective
annual rates, we will allow for the following simplifying assump-
tions. o _

- A vear could be defined as having 365 days with the extra day
in a leap year being disregarded as to its effect on the rate
calculated and disclosed (but not for the credit charge calcula-
tion).

-~ A month could be defined as being 1/12 of a year regardless of
its length so that lenders could operate with one standard
monthly factor for a given effective annual rate. Following
this same logic, a day within any month could be treated as
12/365 of the month so that a single standard daily factor
also exists for a given effective annual rate.

- the same logic will apply for other sub-annual frequencies
such as weekly, bi-weekly, bi-monthly, quarterly, semi-annual
etc.

- Finally, regardless of the compounding frequency selected (which
has to reflect the frequency of payment), any sub-period could
be treated as a simple fraction of the periodic factor corres-
ponding to this frequency while any longer period must reflect
a compounding of the periodic factor.

- The key requirement is that the periodic factor used in

- calculating the credit charges on the balance outstanding has to
compound on the basis of the fregquency of computation (paymentj.

The same principle will apply for calculation of earings on deposits.
If a lending transaction provides for monthly payments, the "interest-
bearing" method requires that the credit charge be calculated for

a monthly period while the effective annual rate concept implies that
the monthly interest factor be compounded month after month.

: The formulas used to calculate effective annual rates are

relatively simple. For example, if monthly payments are stipulated

and interest is computed monthly, the monthly rate (in decimals)

would be defined as: '
: 1/12

Rm = (1 + Ra) -1 .- o - -

Where Ra is the effective annual rate (deéiﬁél) which would be defined
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conversely as: Ra = (1'+ Rm} - 1, The daily rate within a month
would be defined as: Rd = Rm. 12/365. '

If the basis selected WP7 quarterly, the guarterly rate
would be defined as Rq = (1 +Ra) 742 or, conversely the effective.
annual rate correspondlng to a glven quarterly rate would be:

Ra = (1 + Rq)4 - 1. The daily rate in this case would be: Rd = Rq. 4/3¢

The same logic applies to other subdivisions of a year.
It can be expected however that the most frequently used basis
will be monthly and daily. The monthly basis lends itself to
transactions involving a set of fixed monthly payments or instalments
and is appropriate for periodic manual calculations. The daily basis
would lend itself to calculation of credit charges in variable credit
arrangements or demand loans and to computerized operations.

Factor tables .

. Tables yielding periodic rates corresponding to given
effective annual rates have been prepared on the basis of the
formulas just described and will be part of the regulations. For
illustration, sample tables are provided in Appendix no. l. These
tables give the monthly rates corresponding to effective annual rates
ranging from 1/8 of 1% to 51% in 1/8 of 1% increments. Appendix no. 2
contains a sample of tables which give the total credit charge and
" the monthly payments per $1,000 corresponding to a given effective
annual rate for selected amortization periods.

Calculation of credit charges

Whichever appropriate basis of compounding is” employed,
“the borrower must only be charged interest for the number of days
during which he had the use of the funds. The "interest-bearing"
concept provides for this and the rate computed after termination
of the lending transaction, based on the actual payment flow,
must be the rate disclosed at the outset within a tolerence of plus
or minus 1/8 of 1%.

With regard to variable credit arrangements, the "interest
bearing” principle will mean that the lender may levy a credit
charge from the date funds are advanced, defined as the date on
.which the lender makes payment to the vendor (e.g. in a three-party
credit plan), or the date of purchase when the lender is the vendor

(e.g. department stores credit plans) or that he may grant a grace-'
period.
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Whatever the practice, however, the lender will have to
clearly specify it and credit charges can only be levied for the
periqd during which the borrower had the use of the funds after
the specified due date. For example, if the lender specifies a
grace period of 14 days after the billing date and that credit
charges are imposed after the due date, then credit charges could
only run for the number of days elapsed between the due date and
the actual date of payment by the borrower. If the borrower pays
7 days after the due date, the lender can only charge the borrowers
for 7 days interest based on the daily rate corresponding to the
rate calculation system employed by the lender. In other words,
lenders will no longer be allowed to charge a flat monthly rate
on payments made after the due date, as is the predominant practice
at the present time. -
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Appendix No., 1

Monthly Credit Charge Rates

This table gives the equivalent moﬁthly factors for
- tive annual rates ranging from 1/8 of 1% to 51% by 1/8 of 1%
increments. ‘ _ .
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Appendix No. 2

Equal Monthly Payments and Total Credit Chargés per $1,000

This table gives the egual monthly payments and total credit
- charges per $1,000 for an effective annual rate ranging from 1/8 of
1% to 51% in 1/8 of 1% increments and for terms ranging from 1 to
60 months at monthly intervals and 6 to 50 years, at yearly intervals.
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The Criminal Rate. in the

Borrowers and-Depositors Protection Act [ER

[

~The provision of a criminal rate, the lending above which would constituteA.

an automatic criminal offence is central ‘to thejéttack on loansharking‘in o
the prOposed~Act.' The law enforcement people who were consulted durlng the'
preparation of the Bill made it very clear that in order to effectlvely deal'

with loansharks they required an ea311y proveable.offence w1th substantlal

- penalties. Thelr clear and unequ1v1cal recommendatlon was a maximum rate of

-

interest, They indicated that so 1ong as the rate speclfled fell below lOO

. percent per annum, it WOle meet their requlrements.»_At.the~Same time, our

research 1ndlcated that such a max1mum rate would necessarlly have to be
established hlgh enough -to prcclude the p0531b111ty of 1nterfer1ng w1th the
normal operatlons of the credit market if the stated obJectlves of the BDPA-
were to. be achieved. The retionale-behind this-concern is;presented in
Evans (4); The result of the deliberations oh this iesue was ‘the ctiﬁioal
rate_ceiling of 45 percent. In the'foilowing-discuésion; the specific

factors leading to this choice will be presentedL

The baslc premises underlying’ the BDPA are: 1) that -individuals . should have‘

the right to make decisions regardlna thelr need for, use of and abllLty to
manage consumer credit, and that they should téke primary responSLblllty for

those decisions, and 2) thét‘wherever;possiblé,'the market and competition

- should be allowed to allocate financial resources. Based on these premises,

and the research evidence which has been accumulated, the optimal course of.

action for legislation to take was determined to be towardsAstrengthening




market competition through improved education and infofmation, strengthening

i

of borrowers rights and remedies, reductién of unfair lenders remedies, and

removal of restrictions on entry of new firms into the market. Such a

course meant moving away from the direct regulation of interest rates..

With-these'factors in mind, the problem became the determination of how far

below 100 percent to place the criminal rate without seriously interfering
with the market process. This problem takes.on significant proportions when
one vealizes that the area in which the market is currently most impeded 1is

that for small ‘loans for short periods to lower income and -poorer risk

individuals.

In order to induce entry of firms into this sector of the market; it is -

necessary to allow rates. of interest which cover lenders fixed costs of

lending plus offer a reasonable rate of return on invested capital. 1In.

order to accomplish this, the rate of interest must be quite high in the

segment of the market of greatest concern; i.e.y that,for'smail sums for

short periods.

These conclusions are substantiated by evidence available- from the report of

the U.S. National Commission on Consumer Finance (3), derived from studies

conducted by Smith (6), Chapman and Shay (2), and Benston (1). These

studies conclude that in order to cover lenders costs and provide a

reasonable rate of return on equity (1l percent: this compares with a

similar return to all manufacturing corporations in the U.S. -in 1969 of

11.5 percent) the following rates would be required.ét'thevindicated loan
sizes, and assuming that these loans. were amortized in 12 equal payments

over one year.




|
1
!
|
i
|

—-Table‘l -

Finance Chargcs ‘and Corre_spondlncr Annual Percentawe RaLes Neeessalv ‘
To Recov;r Total Ebtlmates Costs* : :

loan ~ Finance % - 1oan o ‘Finance . %
amount . charge amount charge- ‘
$100 $56.06 91.36 $1300 ' $128.78 - 17.82 -
200 62.12 54,13 . . 1400 134.84 17.32
300 © 68.18 - 39.62 . 1500 '140.90 16.90
400 74,24 32.66 1600 - 146.96 16.54
500 : 80.30 . 28.43 1700 153.02 . - 16.21
600 - 86.36 25.58 1800 159.08 15.93 -
700" © 92,42 23.53 1900 * 165.14 - T 15:67 -
800 ©98.48 22.00 2000 171.20 15.45
. 900 104,54 20.80 . 12300 189.38 14.86
1000 ~110.60 19.82 - 2600 207.56 14,41
1100 - 116.66 - 19.04 30000 231.80 - 13.98

1200 122,72 1837 . . e

Sourte: (3), page l44.

Three qualifications should be noted with regard to these figures.
First, these are minimum rates necessary to cover lender costs of -servicing

the market. Second, an 11 percent return ‘is sufficient to méintain the

‘existing level of competition.  Allowable rates which would result in an

expansion of competition would be higher. Third, the data from which these :
flgur‘,s were generated is from 1964 in the case of the Chapman and: Shav
study (2), ~and 19.68—70 in the case of the Benston study (l)’.- With the

general cost incredses of reécent years the minimum required rates may be

“higher than those given above. The overall effect of these consideraticns

is to emphasize that the rates shown are indeed minimum required rates.

Some m‘ight criticize these data on the basis that ‘they relate to U.S. and

not Canadian firms. This would not appear to be a valid criticism since

there are no data known to the author which ‘indicates that :the cosi:_

structure of Canadian lenders is significantly lower than that of their U.S.

counterparts. In fact, there are many economists who would support a
contrary position; that at least for banks, Canadian cost structures may be

higher due to such factors as over branching and insufficient. competition.



While cost data on Canadian lending operations are sparce, some have been

provided in a submission of the Department of Provincial Secretary -

Saskatchewan (7). These data indicate that the return on equity for sales

finance companies and consumer loan companies in Canada in 1974 was

approximately 11%Z. It should be noted that this is the figure assumed by

the National Commission on Consumer Finance to be the required rate of

return on equity.

Also in this submission are data from a Canadian Consumer Loan Association

survey of 10 companies for the:years\1960473.: From these data cdst figures‘

for Canadian firms were derived which were then compared to those in the

National Commission on Consumer Finance report.

~ Table 2 -

Compar1son of U.S. and Canadlcn Consumer
~Loan Company Cost Structures (per $100 of outstandLng credlt)

U.S. ‘ : CANADA'

- \ 1964 - 1969 1970 7 1973
Lenders Income - $21.40  $I8.40 . $20.22- $20. 64
Operatlnw ‘Expenses: 12.73 7.80 8.49 9.16 .
Salaries ; 5.60 . 3.64 . 3.66 - 3.60
Occupancy¥® . o .98 1.92 - 1.95 1.98
Advertising - ~ .71 ‘ 42 - .31 © 34
Provisions for losses 2,27 . .99 1.78 1.66°
Other . 3.18 .83 .79 1,58
Non—Operating Expenses: 8.67 . 10,60 . 11.73 11.48
Interest S VA 5.38 7.12 6.20
Income taxes S 2,17 2.53 2.36 - 2.36
Cost of equity funds -~ 2.33 2.69 2.25 - 2.92

ot

% Includes for Canada: rents, furniture,fixtures, office operations,
: credit investigation, costs for collateral.



.AIAsAcan be seen, the costs of Canadian Consumer Loan Companies are somewhat

_Given these résults, the 45 percent criminal rate can be placed in clearer

x

below those for u.s. firms even when l973-déta‘for Caﬁéda_ére ¢ompéred to
1964 data for the U.S.  The key figufe to note is "cost‘bf eqﬁity.fuhag" (=
net profit per‘$100 of‘outstaﬁding loans). - These déta tend‘to'indicéte‘that
the mihimum rates éstimated in thé U;é. studles probably represent a

rgasonable approx1mat10n for Canadlan lenders at thls tlme.‘

perspective. If it is important that borrowers have access to small loans

(less than $200) for periods of a year or less, then quite high rates must

be allowed. Some U.S. states have enacted ceiling far beyond 45 percent to
accommodate such loans. Fbrvexample, Robert Shay, in a memqfandgm found 1in

(3; pg. 247) reports that thefé_are spécial provisions

"for loans ranging .from $150 or less in South
Carolina; loans of $100 or less in Mississippi, -
Oklahoma, and Texas; loans of $95 or less .in’
North Carolina; $90.or less in Mentana; $75

or less in Alabama; to $50-or less in Alaska;
all such statutes allow rate ceilings ranging
"by size of loan from 61 percent to 240 percent."

-

Of course the very high figures represent rates for very.smalliampunts,-

say 350; for periods of 6 months or less. For example, a loanaof $50 to be
repaid - in 6 montﬁly installments:of $j15A(fimz.ntc.e;_,che_u.;ge*.= $40)iqérries‘an
annual percentage rate of 238,pérceﬁt, yet it -is qﬁlikely that oh a "Qne

shot" basis* the revenue to the lender would even cover his costs.

ol

* If the lnnder could count on a long term relatlonshlp with the borrowar
where several loans would be made,.the reduced expenditures in
originating “and administering future loans could justify maklng the omne
described, : '



Given these data and those from Table 1, it can be seen that even a rate df__
45 percentvwillnpreclude a wide fange of émall,‘éhort—térm loané‘frpm,being
made. Clearly, the effect of reducingAthe_ceiling would have a drastic

effect on small, shért"term loans. From Table 1 we can see that a QOV

percent ceiling, for example, would‘virtually;eliminate small loans of less
than $300. Even assuming an 18 month. repayment period, loans under $185

would probably not be made given such a ceiling.

The preceding analysis indicates~the logic behind the establishment of the

criminal rate at the level of 45 percent. The rate has to be low enough so

as to allow effective action‘against loansharks (below»lOO'percent)3Hyet

high enough so as not to preclude, within reasbnable'limits, small,.
‘short-term loans. As can be readily seen, 45 percent only accomplishes this
latter objective in a partial fashion. . If an objective of the Act is to

provide a clear, easily proveable criminal offence which will act

effectively against loaﬁsharks, and at the same time allow the type of

flexibility in the market which 1is required to service low.income and poorer

risk.borrowérs; then the 45 percent rule must be defended.> If the criminal

rate is reduced, serious exclusionary effects will be experienced. As was

shown in Table 1, a rate of 40'percent will pfeciude[loans below $300;
assuming a 12 month repayment period. Such effects are serious to lower

income individuals since their only alternative sources of credit are

unsavory vendor-creditors .and loansharks, both of whose practices. dre most

difficult and costly to police. 1In additioﬁ; it is well known that these

"lenders" extract far more from their clients than 45 percent.
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The trade-off 1s therefore tleaf. As. the criminal rate is redchd, a

growiqg.class of_borroﬁerékis-ékcluded from Eﬁe lggipiméte érédit'ﬁarkgt,
borrowers who:are alrea&y ciearly.disadﬁantagéd in our sdcietyf :Fuftﬁer,.
the evidence is quite cieér that "illegal™ soutces’of cfedit Eill bé madé
avaflable and that low-incomé and ill;inférmedfporrowers will ﬁake‘usé:of_
these.sburces if no alternafives are a?ailablé{ .A rate $f~45 percent, while

still Baving ek;idsionafy effects, wiil allow legitimate léﬁdershtp 6perafé

in the small.loan market down to a loan size of approximately $125 to $150

'aséuming an 18 month repayment period.‘ At the same time, the rate will

allow effective action against loansharks. All the évidenéeksdggests that

this is ‘the optimal level for the criminal rate.

It should be noted that while 45 percentlmay‘appear higﬁ>£6-some, the

-current ceiling under the Small Loans Act -for loans of $3OO or less (2

percent per month or 26.8 percent per year) represented a rate nearly 6
times the prime rate during the period in which the latest amendments to
this act were being prepared. A similar analysis indicates that 43 percent

bears the same relationship to the current 82 percent .prime rate. .

"John L. Evans
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The Unwarranted Rate in the BDPA

The Borrowers and-Depositors Protection Act has been designed under the
assumption that the borrowers ultimate protectionhis’with the market, and
fhat intervention sh&uld occuf only where the market can be shown to be
operating ineffectively. In cases wvhere ineffective operation can be shown,
interycntion should first attempt to alter and/or create conditions which
will lead to improvements in these operations. Only where such improvement
oriented actions are unlikely to succeed should direct regulation take

*

place.

We have determined that such a situation frequently exists in the servicing
of lower income, peoorer risk, poorly educatea and/or ill-informed borrowers.
Experience indicates that these groups are often taken advantage of by
dispeputabie lenders and that protection is requireh. The crucial question

is, what form should this protection take?

In a previous paper (4) it was shown that the direct regulation of the cost
of credit through theiimposition of interest rate ceilings is unworkable and
imposes substantial costs on the very borrowers which such regulation
purports to assist. Likewise, the licensing of lenders adds neither a
significant nor an efféctive element to control to the regulatory process
and is a costly form of intervention (see 5). 1In fact, one of the main
reasons for the market's seeming inability to operate cffectively in certain
areas, and for theiproblems encountered by the borrowers mentioned above has
been the very existence of these forwms of regulation. To avoid perpetuating

these problems, other forms of protection have beaen proposed for the
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proposed Borrowes and Depositors Protection Act; liberalized prepayment

provisions on loans and the Unwarranted rate system.

‘The right to prepay a non-mortgage loan at any time without penalty was

included in the proposed Act to allow borrowers who find that they have been
charged a rate greater than that available to them elsewhere in the market
an easy and straight forward solution to their problem. They can simpl);'
oBtain the preferred loan and prepay the higher cost loan at no additional
cost. We believe that the existence of this provisibn will not only provide
a direct benefit to borrowers who wish to prepay their loans but will also
provide a significant deterrent to the charging of rates which ‘are not in
line with those available to AborrowersAelsewhere in the market. This is so
since if a borrower prepays early, the lender loses the interest he could
have received and also a portion of the fixed costs he incurred in
establishing the loan in the first place. It is understood that there are
costs associated with the provision of such a right which will most likely
mal;ifest themselves in the form pf slightly higher interest rates. However,
the overall market benefits plus the individual benefit of being able to
easily undo a bad loan situation are judged to te worth this additional

cost. In effect the increased cost is a form of insurance premium.-

Liberalized prepayment provisions provide a solution for borrowers to when
alternative loan options are available within the normal range of lending.
However, they do not provide assistance to borrowers whose loan options are

highly restricted. To provide protection here, the unvarranted rate

i edanld s gvm el n it s T s e i e e U L et i S s i o S ey s L, v st s st e s et e s et St g Jb R b

provision has been created. This provision allews the courts to review and
revise lending transactions which involve rates of credit charge greater

than those justified on the basis of the risk characteristics of the
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particular borrower and the specific costs associated with the lenders
operations. In any such review, the onus. is on the lender to show that the

rate in question is in fact warranted. . In addition, any rate found to be

above that deemed as the "“criminal rate" (45%) will be automatically
considered "unwarranted". This approach allows reputable lenders to make'
legitimate loans anywhere in the range below the crimiqal rate, and thus’
avoids the exclusionary effects of low interest rate ceilings. However, it
deters fringe lenders from freely taki’ng.advantage of lower income, poorer
risk, ill;infﬁrmed and/or poorly educated borrowers by providing a process

through which affected borrowers can obtain relief.

The bas;ic concept of judicial review and revision of transactions is not new
with this Act. .it has been employed in all the provincial Uncon’scionab.le
Transactions Relief Acts, the U.K. Consumer Credit Act (1974), the South
Australian, New Zealand énd German consume'r pro_tection 1egislation, t§
mention a few, and it has beén -proéosed in both the U.S. Model Consumer
Credit Act (see 9) and the U.S. Uniform Consumer Credit Code (sece 8). What
is relatively new, is that the Unwarranted Rate, following the .U.K. Consumer
Credit Act (1974), places lth»e onus o-f proof as to whether or not a‘
particular rate is warranted on the lender.. Effectively, a borrowcf vwho
feels he has been charged .an unwarranted rate,vgiven all circumsténces; may
apply to a court for a review of the credit charge rate and a determination.
In such a case it would fall upon the lender to show that the rate charged
was warran;‘éd. This is much more-powerfui prot'eétior-. than that found in the
provincial UTRA's where the borrower ﬁmst prove that a given transaction is
unconscionable, Further, many unconscionability lawé are otherwise less

effective than the unwarranted rate. Under some such statutes, a borrower
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could show that a rate was excessive but it may nevertheless be ruled not. to
be harsh and/or unconscionable. Under thg Unw_arranted Rate, the guidelines
to the court are clear, the only important factor is whether or not the rate
charged was unwarranted (excess-ive in view of market conditions at the time
the tranégction was entered into). The 'solie issue of importance here is the

rate charged and not whether the borrower was coerced, etc. by the lender.

There has been a significant amount of comment, leveled against the shifting
of the onus of proof from the borrower to the lender. It has been noted

that if the court cannot come to a determination that the rate charged by

*

the lender is warranted beyond a reasonable doubt, then the court must find

the rate to be unwarranted. Further, that the shifting of onus will give

rise to frivolous actions by borrowers. We cannot sympathize with these

criticisms. There is no evidence to suggest that the shifting of the onus

of proof will cause borrowers to throw caution to the wind on the chance of
obtaining a favourable judgment in the courts. There are very real
disincentives to this type of behaviour in the form of court costs (the

total of which could be levied agains't the losing party in a case), the

costs of the borrowers time, psychological stress, etc.

With regard to the cornmer.-zt- that lenders will be placed at a disadvantage by
having to prove beyond a reasohable doubt tha't a rate is warranted, we
agrece. This is one of the main pu1poseq for shifting the onus of proof r.o
place lenders In a position where they have to be much more careful in the
rate setting process. It is clear that in the sector of the market where
the unwarranted .rate provision is most likely to be used, borrowers are the

price takers and lenders are the price setters. This is due both to the
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fact that the sources of funds open to borrowers of poorer risk and lower

incomes are severely limited, as well as the fact that borrowers in this

‘sector are the least able to make complex judgments on financial matters.

As a result, such borrowers would have great difficulty in producing
evidence proving that they have been harshly dealt with. This is well
substantiated by the relative dearth of actions brought over the years under

the provincial Unconscionable Transactions Relief Acts.

Lenders, however, cannot be considered to be in the same position with

regard to knowledge and ability. We are convinced that those 1in the

T

business of lending know full well the bases upon which rates are

established, and are entirely capable of substantiating their rates when

they are fair and equitable. Given the superior bargaining position of
lenders as well as their command over the information upon which rate

judgments will be based, we feel that the shifting of the onus of proof is

’

not only equitable but also essential if the unwarranted rate system is to

provide effective protection to borrowers.

It should be noted that consumer advocates have also presented criticisms of
the Unwarranted Ratec system. Some believe it to be ineffective. For
example, The Consumers Association of Canada submits that,

"Even though the burden of proving the reasonableness
of rates would, as proposed, fall to lenders, the
success of the unwarranted rate system depends
ultimately upon the willingness of theose meost likely
to need protection to go to court. Experience with
the various provincial Unconscionable Transactions
Relief Acts over a fifty year period has made it clear
that these people will not contest high rates in
court."=

* Submission of The Consumers Association of Canada on the proposed
Borrowers and Depositors Protection Act to the Honourable Anthony C.
Abbott, Minister, dated 20th October, 1976, pp.2-3.



We believe that this is not a valid criticism for several reasons. First,
the judicial rulings under the‘pfovincial.Un;onséionable Tranéactions Relief
Acts have been less than effective in protecting consumers partly as a
result of fheir broad conception and the consequent difficulty of the courts -
to.come fo grips with the precise meaning of the term "harsh and
unconscionable". However, as Professor Ziégel (13) points out, the courﬁs
have been able to make much more positive statements concerning what
constitutes an excessive interest rate. He-states that in "the few réported
Canadian cases (the courts) seem to_féave very little margin bézween
prevalling rates for a loan of a similar character and what 1is regarded as
an‘excessive rate" (pgs. 66-67). Since thé Unwarranted Rate requires only
such a rate determination and avoids the:  issue of unconscionability, the
courts should.be better able to effectively apply the new law in the
pyotéction of borrowers.
Second, the proposed Act provides tﬁat Hinistér or his appointee be
empowered to initiate or continue civil actions on behalf of borrowers who
believe they have been charged an unwarranted rate. The Atforney Gcneral.of
Saskatchewan is currently so empowered under that province's Department of
Consumer Affairs Act. The Minister Qill also provide such borrowvers with
guidance as to the reasonableneés of their cases and thus reduce borrower
reluctance to litigate as well as the incidence of frivolous litigation.
Further, we exbect that legal aid operations will actively .take up the
borrowers cause. This has happeued in the United States. As Jordan and
Warren (7) point out:

"Information from legal aid, neighb&rhood legal service,

and rural assistance atlorneys indicates that when the

private remedies of consumers arce vigorously asserted

by attorneys wvho have the resources to carry through

on litigation, and the 1magination to raise test cases,
the impact on creditors can be great' (pgs. 427-28).
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._We also feel that much of the reluctance of borrowers to litigate has

resulted from the relative ineffectiveness of the statutory safeguards.

Such should not be the case with the Unwarranted Rate sjstem.

We are. convinced that the Unwarranted Rate system provides sound borrower
protection. As the Crowther Commission in U.K. stated when rejecﬁing fixed
ceilings in favour of their unwarranted rate system, "these propoééi appear
to us to have the meyit of giving reasonable protection to the borrower
whilst at the same time allowing a measure of flexibility" (pg. 277). Such

a comment was also made by Walter D. Malcolm with regard to the

L4

unconscionable transaction provision in the U.S. Uniform Consumer Credit

Code. He stated that

“the Code contains language with respect to
unconscionable agreements and conduct. We have done
so for the simple reascn thal we see no escape from
this result if we are to have a2ny provision flexible
enough to adjust to the adroit manauvers of fringe
operators. And we think unconscionability is the
appropriate concept to use" (pg. 948).

With regard to this same piece of model legislation, Jordan and Warren

(7) state, - A ‘ -

"In the initial stages of the drafting of the Code,

the desirability of giving the Administrator the power

to sue to enjoin unconscionable conduct was hotly debated.
Opposition to the proposal has subsided somewhat as more
people working with the Code project have accepted this
flexible power as the most effective way of dealing with
the reprehensible creditor without imposing rigid
limitations on the reputable ones as well." (pg. 426).
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The most recent evidence relating to the unwarranted rate was obtained from

Derek Hyde, the chief architect of the U.K. Consumer Credit Act (1974). He

" indicated that they were very happy with the system in the U.K. and that

lenders had come to accept the system and were prepared to adjust their
practiceé accordingly. No cases have yet reached the courts, however, the
administrators have worked out a set éf guidelines with the courts relating
to the application of the system. Important to ngte is that 1endérs there
have significantly tightened up their lending practices and are taking a

more carcful attitude towards lending.. There has been, in other words, a

‘substantial self-policing effect felt so far.

Given the available evidence, we feel that_the unwarranted rate, if propetly
administered, will be an effective and fléxible tool in-the protection
process. It will allow legitimate lenders to actively sevice the vast
majority of borrowers and will minimize the exclusionary effects generally
associated with attempts to regulate the cost of credit. It comes close to
the ideal regulatory tool - one which affects only those who operate beyond
the bounds of feason while allowing responsible operators to pursue their

activities unhampered.

John L. Evans
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Discussion Paper

Calculation of Earnings on Deposits

It is necessary to provide rules for the calculation of
deposit earnings in order to achieve one of the central objectives
of the legislation: the standardization of basic concepts in
lending and deposit transactions. This regulation will ultimately
ensure that earnings calculations are on the basis of a single,
uniform calculating method so that statements pertaining to a
given rate for a given type of account are accurate and mean pre-
c1sely the same thing for all 1nst1tut1ons.

of the savings field and enhance the depositor's ability to make
accurate and straightforward comparisons between alternative savings
instruments. Further, since the method is essentially similar to’
that proposed for calculating credit charges on lending transactions,
it will facilitate clear comparisons between the yield on savings
and the cost of debt so that unambiguous calculations can be made
regarding decisions as to the most appropriate manner to pay for

a purchase (e.g. reduce savings or incur debt).

\
|
|
l
Adoption of a standard procedure will redﬁce the complexity

The ultimate objective is to require that earnings be
calculated on all deposit accounts using the daily balance method.
This method will be described in more detail below. While the
ultimate objective is complete standardization, our intention at
the present time is to proceed with a preliminary set of rules which
aim at this objective but leaves flexibility for institutions to
effect the conversion gradually.

Proposed regulatlon

The set of rules proposed for the calculation of earnings
on deposits can be summarized as follows:

1. Deposit-taking institutions are free to offer or not to offer
. earnings on deposits and if they do so, there is no restriction
whatsoever as to the level of the rate of earnings offered.

2. If earnings are offered, the rate disclosed and used in
earnings calculations must reflect at least the effective
annual rate. This concept is similar to that used for cal-
culation of credit charges on loans. It is described in

. Appendix No. 2.




.3. For accounts stipulating that the depositor may have to give

a prior notice for the withdrawal of his funds, earnings will
have to be given, on the basis of the rate disclosed, for
exactly the number of days an amount has remained on deposit.
In other words, from the day of deposit to the day of with-
drawal. For accounts where funds can be withdrawn without
notice, no specific method of calculation is provided.

4. Deposit-taking institutions will have total flexibility as
to the time and frequency of earnings calculation, so long
as their method reflects the conditions set out in 2 and 3
above. However, they will have to credit the depositor's
account or otherwise pay to him his earnlngs in the follow1ng
fashion:

- PFor fixed term deposits, at the end of the term. If the
" _term exceeds one year, the rate disclosed will have to
reflect an annual compounding.

- For variable term deposits, such as savings'accounts,
.. crediting must be made at . least once a year.

= In all cases, a depositor must be credited with his
‘earnlngs whenever he closes his account.

5. The Mlnlster will retain the pOSSlblllty to grant temporary
exemptions to institutions operating on a manual accounting
system where they may face serious problems in adapting to a
calculation method based on the daily balance concept. This
is in addition to a phasing-in period which will be provided
in order for all institutions to make the conversion to the
new system.

The Dally Balance Method

As pointed out earlier, this approach requires that
earnings be paid on a deposit for exactly the number of days a
sum has remained on deposit, with no restrictions as to a minimum
number of days. This practices is predominant in the United States
and is used also by a number of Canadian deposit-taking institu-

_tions. - The method is also known as “day of deposit to day of

withdrawal", "day-in, day out," etc. Appendix no. 1 gives a -
preliminary overview of the extent to which this approach is used
at the present time.




In Canada, the predominant practice for calculation of
interest on savings accounts (with no chequing privilege) is the
minimum monthly balance where interest for a monthly period is
paid on the lowest amount appearing in the account during the

-month. In this fashion, any amount standing above this minimum

or any deposit .for a perlodcxfless than a full month does not
earn interest. For savings accounts with a' chequing privilege,
the common practice is to use the minimum semi-annual balance.
As chequing accounts by their nature experience wide variations,
institutions usually end up paying very low interest on these
deposits.

The daily balance approach is a departure from this
practices. In this case, if a borrower deposited a sum for, say
15 days, he would be entitled to earn interest for 15 days. It
also means that interest is not lost for the entire period when
an account shows a low balance for only a few days.

: This sytem, however, does not ‘imply that earnings have
to be actually calculated every day, although such would not be
prohibited. Procedures currently used in application of this
approach range from actual calculation and crediting every day

or whenever an entry is made to the account, as is offered by

many U.S. ‘institutions, to semi-annual calculation and crediting.
What appears to be one of the simplest procedures, particularly

for manual accounting systems, 1s to calculate interest on the

basis of the average daily balance during the period. In this

case, the calculations involved are very simple: a straight average
of the daily balances during the period is established and then

~multiplied by the periodic rate corresponding to the effective

annual rate disclosed. As crediting only has to be made once

a year under our proposal, no massive calculation operations are
necessary. Moreover, so long as an effective annual rate is
specified and employed, there is no significant gains to achieve
from the borrowers' point of view by more frequent calculation and
crediting. This approach then seems to offer very good potential
for keeping at a minimum the costs associated with the daily balance
concept.

Feasibility of.the Daily Balance Approach

“The Department is currently conducting an investigation
to that effect and has contacted already numerous institutions in
Canada and elsewhere which have adopted this method for calculating
earnings on deposits. Preliminary results indicate (see Appendix no.l)
that for computerized operations, there is no significant difference




in using a daily balance approach or a minimum balance one. There

already exists a variety of computer software using daily balances

as the basis for calculations. In order to leave as much flexibility

as possible, it is intended to leave it to the option of the institu-

tion to select the daily balance most appropriate to their accountlng

system (e.g. . mimimum daily balance, closing balance, openlng, .

average, etc.). . i :
It should also be noted that the only accounts which will

really be affected are those that are for other than a fixed-term,

since fixed term accounts now employ, in effect, the proposed f

daily balance system. As such, only true savings (non-chequable)

and chequable savings are affected. In the case of non-chequable

accounts, the number of transactions are relatively low (6 to 8

entries per year in the U.S.) indicating that no massive calcula-

tions will be: involved. Chequable savings accounts are by nature

more active and may involve .more calculations. However, given the

very small interest payments. made on these accounts as a result

of the miminum semi-annual balance, borrowers may be better served

if institutions were to eliminate the interest feature and replace

it by a number of free cheques per period. :

For manually operated institutions, a problem may exist.
It is interesting to note, however, that some small institutions
with manual accounting systems, for instance credit unions in B.C.,
have been able to offer "daily balance" accounts without any sig-
nificant problems. But in any case, it is our intention to alleviate;
as much as possible, potential problems for these institutions and
generally to seek ways which will facilitate conversion to the new
rules for all deposit-taking institutions, including those already
computerized. To this effect, the modified proposals as described
earlier go a. long way towards this end. The main accomodations can
be summarized as follows:

l. Frequency of crediting has been reduced from monthly to annually,
2, Daily balance eystem will apply to "notice" deposits only,

.3. A phasing-in period after proclamation of the leglslatlon will
be provided for all institutions,

4., Small and manually operated 1nst1tutlons could benefit from.
-temporary exerptlon. - ~ - -




: -In our judgment, the revised proposals meet most of the
concerns expressed by various groups of deposit-taking institutions
before the House Committee last year and in representations to the

- Department. The immediate effect of these modifications will be
to reduce substantially the cost figures put forward by the Canadian
Bankers Association. In that case, we expect that the revised

" proposals for the calculation of deposit interest should meet
general acceptance. :




APPENDIX NO. 1

Feasibility of Daily Balance Method

(Results from a preliminary investigation)




The objective of the study is to acquire information on
the characteristics of those accounts in which interest is calculated
on the daily balance and to provide information, if obtainable,
about the feasibility from a cost/benefit perspective for a deposit-
taking -institution to convert to that method. This is an interim
report and is based on limited information.
i
The U S. Experience o . 4 |
. _ !
The American Bankers- Assoc1atlon has furnished some interesting
data on the extent to which the daily balance methed is in use by
commercial banks. In an "Instalment Credit Survey" undertaken by
the ABA in 1976 which was based on a representative nationwide
sample of 3,735 banks, the results indicated that the dominant
method of paying interest on savings accounts was the daily balance
method. The most prominent time frame of compounding interest
was daily, closely trailed by quarterly. The most prominent time
frame of crediting interest was on a quarterly basis. While these
‘results are interesting, it must be pointed out that the majority
of the responding banks (two thirds) were in the highest size
classification (i.e. deposits of $500 million and over).

' The ABA has provided unit cost and other information for
regular savings accounts. In the case of banks in the highest
(over $500 million) aggregate deposit level classification, the
average size of an account is $1,897, the average no. of interest
postings is 4.4 per year, the average no. of deposits is 5.4 per
account per year, and the average no. of withdrawals is 3.7 per
account. Units costs of various transactions are as follows:
39¢ for a deposit, 76¢ for a withdrawal, $2.38 to open an account,
$1.33 to close an account, $10.17 to maintain an account, and $1.56
to post the interest to an account. While 74% of the total number
of accounts are less than $1,000 in size, they account for only
6% of the total volume of deposit dollars. These figures are
averages for all types of savings accounts.

a)  Bank of America

The Bank of America introduced daily interest calculation in 1961.
At that time, interest was compounded quarterly and calculated
manually using calendar tables and interest rate tables. The —.
interest was computed daily, but only in. the case of those accounts
having activity for the day. Interest was posted to the account
quarterly.




The Bank of America had 800 branches in 1961 and approximately
23 million savings accounts. There are now 1100 branches. All
branches were automated in 1961 for chequing accounts but not for
savings accounts. The bank was at that time reportedly in the
process of introducing new computer programs and accounting procedures.
In 1961, there was an average of six entries per year. There are
now elght per year.

All sav;ngs accounts at the Bank of America are now automated
Interest is now compounded daily and posted quarterly.

b) Wells‘%argo Bank

Wells Fargo Bank converted to the daily balance method
in 1976. All 325 branches are fully computerized and Interest
is now compounded daily and posted quarterly.

The Canadian Experience

In Canada, at least three trust companies offer daily
balance sav1ngs accounts.

a) ‘Guaranty Trust

All 48 branches of Guaranty Trust offer daily interest
accounts in which interest is compounded and credited semi-annually. .
The minimum balance permitted is $3,000. Five free cheques per
month are permitted on accounts having a minimum monthly balance
of $20,000. Interest is earned at the rate of 5i% per annum.
Guaranty Trust also offers savings accounts where interest is
earned at the rate of 6% per annum. Interest on these accounts
is calculated on the minimum monthly balance and posted to the
account semi-annually. There are no account restrictions.

As mentioned earlier, Guaranty Trust has 48 branches.
Although the eight branches .in Toronto and the three in Ottawa
are on computer, most of the others compute manually.

b) Metropolitan Trust

‘Metropolitan Trust, with 22 branches, also offers a daily
interest savings account. Interest is compounded and credited
semi-annually.’ The minimum balance permitted is $2,000. There
are no other account restrictions. It was the first company in
Canada to launch daily interest (1973). Twelve of its 22 branches .
are computerized All twelve went "on llne“ this year, six of
them in the last month. .
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‘ Interest on the daily interest savings account is paid at
the rate of 61% as compared with a lower rate of 6% paid on its
savings account in which interest is calculated on the minimum
monthly balance. Note that the nominal rate is higher on the daily
"interest savings account.

¢) Canada Trust

Canada Trust introduced a daily interest savings account
on October 1 of this year. Canada Trust took over Lincoln Trust
in 1976 and Ontario Trust in January 1977 and now has 131 branches
of which 97 offer daily balance interest calculation. These 97 are
all computerized. There are no account restrictions whatsoever.
Interest on the daily interest savings account is pald at 5i% per .
annum compounded monthly. (The effective annual rate is 5. 64%)
Interest on the regular interest savings account is paid at 5 3/4%
per annum calculated on the minimum monthly balance, compounded
semi-annually. Interest on the daily interest savings account is
posted monthly and on the regular interest savings account it is
posted semi-annually.

e d) Provincial Bank

: None of the chartered banks with the exception of the
Provincial Bank offers daily balance interest calculation. The
Provincial Bank and the Unity Bank merged effective June 16. The
Provincial Bank had approximately 400 branches and the Unity Bank
had 18. Only these same 18 branches continue to offer daily
balance interest calculation.

The "Unity Bank" branches of the Provincial offer two types
of savings accounts: a "Capital Account" paying interest on
the daily balance at 5 3/4% p.a. and a "Premium Savings Account"
paying interest on the minimum monthly balance at the same rate.
In both cases, interest is compounded and posted semi-annually.

Under the terms of the "Capital Account”, a $500 minimum
balance must be maintained during the period. Only one withdrawal
per month is permitted. The minimum permissible deposit is
$50.00. The account must be open for a minimum of 30 days for
-interest to be paid.

Most of the 18 branches offering the "Capital Account”
are on computer. The former "Unity Bank" branch in Ottawa
computes manually daily, but only for those accounts which had
been "active" during the preceding day.
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e) Bank of British Columbia

The Bank of British Columbia has responded to competition
from the B.C. credit unions by offering a "Bonanza Account” on
"which interest is calculated on the daily balance. That account
was introduced on April 1, 1977. It is a savings-chequing account.
Interest is compounded and posted monthly.

Under the terms of that account, a minimum balance of $500
must be maintained. There is a 25 cent charge per any debit item
. (this includes withdrawals and cheques.) Interest is paid at 53%.

BBC also offers a non-chequing savings account in which
interest is calculated on the minimum monthly balance. Interest
is paid on that account at 5 3/4%.

f) Ontario Credit Unions

. The Ontario Credit Union League reports that there are 1150
credit unions in Ontario of which 54 offer a "Plan 24" account

along the lines of the "Plan 24" account offered by the credit .

unions in B.C. Each of these credit unions is computerized. The

Ontario Credit Union League estimates the cost of Plan 24 at
approximately 8% more than a 30-day deposit account bearing the

same rate of interest. (This assumes the availability of computerizatiocn.

g) B.C. Credit Unions

There are 174 credit unions in B.C. Of these, 78 offer
"Plan 24" which is a savings deposit account on which the interest
is calculated on the basis of the closing balance at the end of
each day. . There are two others which have an account of their
own offering daily calculation but call it by another name.
Some of the remaining credit unions do not offer any deposit
accounts at all (about 50) and only shares are issued to members
and dividends are paid at the end of the period. Finally, 36
offer a "Plan 24" on which interest is computed manually.

h) Vancouver City Credit Union

- .Vancouver City Savings Credit Union is the largest credit
union in Canada and the first in Canada to offer daily basis interest

calculation. The plan was reportedly introduced in 1963. No

other "true savings" deposit accounts are offered there. Interest

is calculated on the basis of the daily closing balance and is
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compounded and credited (i.e., posted to the customer's pass
book) every 6 months. The interest rate is 6% nominal annual
i.e., 3% per period. There are no restrictions such as minimum
balance requirements, minimum deposit requirements, restrictions
on withdrawals, etc. There are no chequing privileges. ‘

Vancouver City Savings offers a chequing account in which
interest is calculated on the minimum balance during the month.
Interest on that account is compounded and credited monthly.

i) United Services Credit Union

United Services Credit Union (one of the manual operation
referred to earlier) calculates interest on the basis of the
balance at the end of each day. The interest rate is 63% nominal
annual, i.e., 31% per period. Interest is compounded and
credited to the account every 6 months. Interest is computed,
however, at the end of every month and recorded on a subsidiary
ledger card. The method of computing is, in effect, the average
dally closing balance method. :

Unlike Vancouver City Savings, Unlted Services offers two
types of savings accounts: "Plan 24" on which there are over 500
members and approximately $900,000 in deposits and a "demand non-
chequing savings" account on which there are about 100 members
and approximately $500,000 in deposits. The former pays interest
at 61% p.a. compounded semi-annually, calculated on the daily
closing balance, and the latter pays interest at 73% p.a.,
compounded semi-annually, calculated on the minimum monthly balance.
(This compares with the 8% paid on term deposits.)

Plan 24 was instituted about 6 years ago. Unlike Vancouver
Clty Savings, no "true chequing" accounts are offered.

There are no restrictions on the "Plan 24" account other
than the requirement that the account must remain open for at
least one month before any interest is paid

Interest on "Plan 24" and the demand non- chequlng sav1ngs
account are both computed at the end of every month. Interest
on both plans is credited to the customer's pass book at the end
of every six months.
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The 1% differential in interest rates between "Plan 24"
and the demand non-chequing savings account is attributed to the
higher operatiaonal costs associated with the former (i.e., the
additional time required for computation and the higher level of
account turnover reflecting the short-term application of funds
by a larger proportion of depositors) and to the lower overall
" level of return to the deposit-taking institution from a daily
vs. monthly basis of interest calculation. These factors are’
offset, however, at least in part, hy: an influx of new business,
i.e., customers from other deposit-taking institutions who have
been attracted by a daily balance basis of interest calculation.
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APPENDIX NO. 2

Effective Annual Rates and Calculation of Earnings on Deposits °

As explained in the main of the text, institutions will
have to calculate and credit earnings to accounts at least once
a year or at the time an account is closed for non-fixed term
deposits. They will also have to calculate and pay earnings, on
the basis of the disclosed rate, from the date of deposit to the
date of w1thdrawal

These requirements, however, do not prohibit institutions
from calculating and/or crediting more frequently than annually.
But in all cases, the amounts credited will have to reflect the
requirements and yield at least the effective annual rate disclosed
with a tolerance of 1/8 of 1%.

In order to facilitate calculatlons, certaln assumptlons
are allowed:

l. A year could be defined to haVe 365 days with the <additional
day in a leap year disregarded as to its effects on the
rate of earnings disclosed to depositors. If daily i9noound1ng

was selected, the daily rate would be Rd = (1 + Ra)
where Ra is the effective annual rate. Conversely, Ra would

be equal to: (1+ Rd)365 - 1, that is' the rate resulting from
the compounding of the.daily rate.
2. If monthly compounding was selected, a month could be deemed
- - to be always 1/12 of a year and a day 12/365 of a month.
This would make it possible to use a single monthly (or daily)
factor corresponding to a given effective annual rate. 1In
this case, the monthly rate would be '

Rm = (1 + rRal/12_ 3 where Ra is the effective annual rate
disclosed, and the daily rate would be Rd = Rm. 12/365.

3. The same reasoning would apply for other sub-annual periods

- (weekly, gquarterly, semi-annually, etc.) In all cases
the year could be deemed to be broken down into aven sub-periods.
to allow for the use of a single periodic factor.

4. Finally, earnings would be rounded to .the nearest cent, upper
or lower. .

For the purpose>tf illustration, sample tables showing
monthly rates corresponding to a range of effective annual rates
are attachedqd.
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On The Direct Regulation of Interest Rates

J. L. Evans

Direct regulation of interest through the ﬁnpositién of ceilings
on interest rates has been central to discussions of borrower
protection for centuries. 1t is, therefore, not surprising that it has
taken on significant proportions-iﬁ the recent debates on Bill C-16,
the Borrowers and Depositors Protectioan Bill. This paper is intendéd
to examine the issue of ceilings in detail, to evaluate their useful-
"ness an& effects in light of recent empirical evidence.

It is generally agreed that the ultimate pfotection for borrowers
is obtained when these individuals are well-informed and the market in
which funds are made available is efficient, and competitive. In such
a situation, borrowers are able to obtain funds at the lowest possible
cost under the best possible terms. While it is unlikely that this
ideal situation will ever be achieved, ié is possible to create an
enQironment representing a réasonable approximation, and to provide
certain borrower remedies to minimize the impact of market

imper fections which persist.

The necessary supply conditions for an effective market are that
investment returns be free tovadjust to changing demand conditibns,
that 1ender§ employ these returns in determining the allocation of
. funds between markets, and that lenders be free to enter or leave the
market., The conditions on the demand side of the market are that
borrowers be well-informed as to the costs and conditions of
alternative sources of funds, that they understand the terms and
conditions associated with loans as well as theif legal rights and

responsibilities, and that they have access to a wide range of lenders.
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The creation and maintenance of such conditions is the central

purpose of the Borr_owers~and‘Depositors Protection Act, and the

evaluation of the usefulness and effects of ceilings on interest rates.

must be conducted with this fact clearly in mind.

A. The Rationale for Interest Rate Ceilings

Thére have beenAmany arg.umen:t.s‘pt‘xf forward to justify the
imposition of ceilings on interest rates charged éonsumer bofrowers.
- . .

" assumptions: 1) consumer borrowers are unable or unwilling to
_adequately protect their interests in ciealings with lenders, and 2) the
consumer credit market, or at least that portion of the market open to
poorer risk borrowers, 1is imperfe.ct and not subject to the discipline
of competition and, therefore, borrowers are subjected to excessive
interest charges and other unconscionable lender behaviour. Specific
.examples of such arguments are cited in Kawaja (25), Avio (1) and in
the Report of the Royal Commission on Banking and Finance (37). In the
latter reference, the commissioners made specific. referénce to the
ceilings imposed under the Small Loans Act, stating that such ceilings
“are necessary to protect small and inexperienced borrowers against
exploitation. Their.recommendation was to extend the coverage of the
Small Loans.Act from $1,500 to $5,000 and to adjust the rate ceilings
on regulated loans to 2% per month on amounts up to $300 and 1% per
month on amounts between $300 and $5,000. The Croll-Basford Report

(11) subsequently supported this recommendation.

1t is very important to note here that little serious and careful

research was conducted into questions relating to the effectiveness of
ceilings in dealing with credit problems of consumers, and the long-run
effects of such ceiliﬁgs on credit availability and credit costs. The
following analysis will hopefully remedy this situation and bring

recent research findings to bear on these questions.

:.All of these rest upon' one, or the other, or bc;th of the following

'.‘. f:s




B. Objectives of Interest Rate Ceilings

-~

e

The policy objectives to be achieved with interest rate ceilings
are seldom clearly stated. However, the general objective often takes
the form qf a desire on the part of legislators-regulators to ensure
that all borrowers receive funds at fair and equitable rates of
interest and not be subjected to exploitation by lenders (see the
Report of the Royal Commission on Banking and Finance; 37). Not so
often stated is the underlying belief that if one has to pay more than
fdme given percenfage rate of interest for a loan, then one ‘is better
. off without credit. As Avoi (1) indicates this translates into an
unstated policy objective of attempting to deny credit to individuals

where it is felt to be outside their long-term welfare interests.

C. Analysis and Evidence

While 'the stated objective of providing fun:is to all borrowers at
fair and equitable rates of interest is laudable, it is hollow upon
analysis. This follows from an understanding of how lenders allocate
funds in the market. Funds are allocated on the bésis of return on
investment in conjunction with the risk associated with receiving that
return. If a ceiling is placed on the possible return, lenders will
correspondingly reduce the level of risk they are willing to accept,

withdraw funds from the higher risk segment of the market, and reinvest

these funds elsewhere. This fact is well-documented in empirical

research. In words taken from a Universify of California, Davis Law

" School study entitled Legal Problems in Consumer Credit (28), '"the most

immediately and widely recognized effect of usury laws is to determine °

which potential borrowers will have access to credit markets'". This
effect is fur;ther substantiated by the U.S. National Commission on
Consumer Finance (32). The Commissioners state "rate ceilings in many
states restrict the supply of credit and eliminate credit worthy

borrowers from consumer credit markets' (pg. 48). Further general
analysis of such exclusionary effects may be found in Carne and

Menhtilranrl (£)
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Specific empirical evidence of this effect is readily available.

With.fegard to U.S. mortgage markets, Ostas (33) found that restrictive

ceilings on mortgage rates in certain states led to a significant

reduction in the volume of mortgage funds in comparison to funds made
available in states where ceilings were not a factor. The same

conclusion was reached by Robbins (38) in a separate study of U.S.

mortgage markets. With regard to non-mortgage credit, Greer (18) found

that "risk acceptance is positively.and uniformly related to the height
of legal intefest rate ceilings governing consumer loans" (pg 1380).
IP other words, the lower the ceiling. thé lower the 1éve1 of risk
accepted by lenders and, thereforé, the lower the éggregate volume of
loans made. Goudzwaard (17) similarly states that "low ceilings
significantly reduce credit opportunities" (pg. 184). Both the Greer
and Goudzwaard studies involved extensive samples of credit

originations in U.S. markets. (For related supporting evidence see

Johnson (21) and Shay (42).%

Legislators and others often argue that ceilings on interest rates
are necessary to‘prevent lenders from reaping excessive profits at the
expense of unwary borrowers. Empirical evidence does not support this
position. The U.S. National Commission on Consumer Finance (9) states

that

%It is instructive to note that a similar result is obtained when rent

controls are imposed so as to restrict the return to. landowners.
Where possible, affected landowners remove rental units from the
market (for example, through condominium coanversions), reduce the
frequency and quality of repairs and maintenance, and discontinue

investment in new rental accommodation. The result is a decline in

the quality and quantity of rental accommodation. The current
situations both in British Columbia and Ontario are cases in point.
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"a study of the industry revealed that the profit mar-
gins of various companies lending under different
usury ceilings in different states did not vary
51gnlflcant1y...the higher ceilings did not lead to

.excessive profits".

Further, Chapman and Shaw(7) found that

"when laws permitted relatively high rates of charge,
the average risk assumed by lenders tended to be
higher, but that operating proflts were not
correspondlngly higher" (pg. 88).

Finally, Durkin (15) found that "Small Loan Companies'" in Texas,
which are allowed to charge over 1007% for loans of less than $100 (the
average loan size being $63), had average profits of only 11.5% on
equity. This compares with profits of 12.2Z on equity for all other

loan companies during the same period.

In view of these facts, it is clear that the stated pollcy
obJectlve of providing funds to all borrowers at fair and equitable
"rates 1s unattainable through the use of ceilings. Put simply, in our
current economic system, one cannot force lenders to make funds
available at unprofitable rates of return (see for example Shanés; 41).
The evidence further indicates that the absence of ceilings does not
lead to excessive profiteering by lenders but does lead to an expagded

level of service to borrowers.

1f the stated policy objective of interest rate ceilings is
attainablg, what then of the unstated policy objective 6f ensurir
Ahigh risk borrowers do not have access to credit? 1In many
neither is this objective achieved. Low income individuals
'ﬁos; often the ones denied acceés to legitimate lenders b

rate ceilings, turn to other marginal or illegal sources of
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satisfy their needs. ' Specifically, they are fd:ced to deal with
vendor~creditors who disguise extremely high gredit chargés in fhe
prices of the goods they sell on time payment schemes, or to 1oénsharké_'
(see Carne and Trebilcock; 6). These facts are_Wellhdocumehtéd in “
areés where interest rate ceilings have béen in effect. Aviox(l),
writing on the U.S, situation states tﬁat "ceilings inevitably impose
costs on the borrowers with the poorest credit risks" by forcing them
to deal with loansharks and unsavory vendor-creditors. Further, Jordan
and Warren (22) state that "experience with the loanshark has made it
¢lear that making certain loans illegal does not prevent thosé loans
from being made" (pg. 392). The National Commission on Consumer

Finance found that

“the Arkansas usury provision (a 107 maximum) generates a
society of illegal lenders who must resort to deceptive
devices to perform what most agree to be a valuable and
necessary social function, that of making credit avail-
able to high risk borrowers'. '

»

As Jordan and Warren (22) so-aptly put it, "in the same way that

Victorian morality breeds prostitution the usury laws breed the

loanshark" (pg. 390).

This same situation has been found to exist in Canada's major
centres, partially as a result of the exclusionary effects of the
ceilings imposed under the Small Loans Act. These conditions are
clearly evident from the Report of the Quebec Commission on Organized

Crime (37a).

It should be clear at this point that ceilings do not achieve
policy objectives which have been established for them. 1Indeed, act

contrary to the interests of those in greatest need. In addition,




there is significant evidence that ceilings present side effects which

work against even those borrowers who continue to have access to
legitimate lenders by reducing competition and the general effective=-

ness of the marketplace. As Kawaja (25) states

Yexcess profit lending and abusive collection practlces
stem from non-competitive conditions...the major source
of non-competitive conditions are the general usury laws,
which establish rate ceilings below the cost of extending
certain kinds of consumer credit...their mischievious
effects are widely recognized (pg. 159).

The University of California, Davis Law School study (28) sheds

*

additioﬁal light indicating that while banks and other deposit taking
institutions can exist comfortably within most ceiling structures,
other lenders, who are forced to borrow funds in the capital markets,
or from the banks, are not so fortunate. Ceilings squeeze these firms
when their costs of funds rise, and in some cases result in their being

eliminated from the market. A consequence is a reduced level of

»

competition in the consumer loan market. With reduced competition, the
remaining firms are subject to reduced constraints on their lending
practices. In fact, the U.S. National Commission on Consumer Finance

(9) states:

" ..legal rate ceilings in most states appear to stifle
competition in several ways. In the first place,
analysis indicates that excessive concentration of lenders
appears to be closely related to low interest rate ceilings.
Second, ceilings adversely affect the alternatives avail-
able to borrowers and restricts availability of credit.
Third, they offer lenders convenient focal points for setting
uniform rates and, without competition, these rates are sus-
tained above normal competitive rates...reasonably com-
petitive markets cannot be expected to exist where low rate

ceilings have driven many competitors from markets" (pg.
148). :



Johnson (21) in examining the situation in the State of Texas

where relatively high ceilings existed indicated that

“the movement towards concentration of lending business in
the hands of large firms will accelerate if rate ceilings
remain in effect and the cost of doing business continues
to rise". '

Warren (48) states that

"“it is probably due in large measure to the existence of
legislative ceilings on finance charges and limited
market entry that the consumer credit market has
exhibited major imperfections" (pg. 963).

- Finally, in a submission to the U.S. National Commission on
Consumer Finance in 1973, the then U.S. Controller of the Currency,

~J.T. Watson stated that

", ..ceilings and restrictions (on entry) are often mis-
placed attempts to provide "fair" rates on consumer loans
of various sizes in absence of intense competition but,
as the Commission nctes, such ceilings anmd restrictions
serve to inhibit competition...the Commission correctly
sees the role of new entry as crucial to stimulating and
preserving competition in consumer credit markets'".

s

As was indicated above, such entry is not likely to occur when

restrictive interest rate ceilings are in place.

In addition to directly affecting the degree of competition in the
market for consumer credit, interest rate ceilings, when institution-
ally sefective, lead to market segmentation. This is a situétion where
different classes of lenders concentraie their activities in different
sectors of the same general market. The result 1is furthér reduction in
effective competition. As J.T. Watson, U.S Controller of the Currency

in }973 stated,
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"The consumer finance industry is highly segmented, . -

both with regard to suppliers and users...(such) ' o
institutional segmentation stems from leglslatlve

constraints upon permissible ceilings on rates to

be charged by certain (classea of) 1nst1tut10ns.

This position is Supported by Warren (47) who fOund that'

Yowing i =sart to its usury legacy, the consumer
credit market is wiahly segmented...the combination

of market segmentatlon, Ya o ame2 owd £4T1 == rieid o

rate ceilings has, in turn led to6 monopolistic
conditions, administered prices, and, probably, an
undersupply of loan credit" (pg. 964).

It is interesting to note that one of the “benefits" of the
ceiling applied to Canadian Chartered bank lending rates in the early

1960's, as cited in the Report of the Royal Commission on Banking and

Finance (37), was that "it shelters other institutions from undesirable

" The fallacy in logic from a borrowers point of view is

competition.

clear when one considers that removal of this restriction on bank
[}

lending in 1967 led to an expansion of the banks share of the consumer

-

credit market from the 1967 level of 35%, to 60% in 1975. The obvious

beneficiaries of this development were the many consumers who have

subsequently been able to obtain loans at much lower rates than would

otherwise have been the case.

Proponents of interest rate ceiiings often cite the absence of
effective competition, and a sincere doubt that it could ever develop,
as grounds for imposing or retaining ceilings. However, as Kawaja (25)
indicates "there are no (inherent) demand or cost-entry conditions in

the credit industry" which justify such assertions. Similarly, Jordan

and Warren (22) state that
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‘“there are no inherent barriers to entry in the
credit market where barriers to competition are
not imposed by law... There is no reason why
competition in the credit market cannot be as
effective as in any other market" (pg. 392)

Empiricial evidence supporting these obsérvations is available.
The example given above describing the massive increase in Canadian.
chartered bank participation in the conshmer credit market when
released from unrealistic restrictions is a compelling case in point.
The University of California, Davis Law School Study (28) adds further

support. They found that

"the effect of higher ceilings drawing more capital in-
to the money market was observed in Arkansas where
increased capital funding of small loan companies was
apparent during a short experience with liberalized
ceilings."

Finally,, Chapman and Shaw (7) found that the advent of higher ceilings

»

‘'in several states has

"brought consumer finance companies into sharper
competition with commercial banks and others".

The Canadian experience strongly supports this observation.

Such evidence as has been presented indicates that the problem is
not the inability of competition to operate in the consumer credit
market but rather the inability of competition to operate effectively
when constrained by factors such as ceilings and legally instituted
market segmentation. There is strong support for the position that the
“problem" cited by proponents of ceilings as justification for their
use, has been in fact a problem which ceilings themselves have largely
created. Empirical research indicates that the imposition of ceilings
drives funds from the consumer credit market. It further indicates
that removal of ceilings leads to flows of funds into that market. All
things being equal, increased flows of funds into a market implies

increased competition.
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In addition to the evidence relating to supply conditions in the
market there is also evidence that improvements in demand conditions

are taking place. Dauten, Apelado and Warner (13) note that

"as price levels and disposable personal incomes
have increased, consumer borrowers have become
more sensitive to interest rates, and have pat-
ronized primary lenders (banks, credit unions
and caisses populaires) to an increasing extent"
(pg. 107). -

Also, Bandy, Day and Deutscher (2)‘found that

"early evaluations of (U.S.) Truth-in-Lending
have observed impressive gains in consumer
knowledge about interest rates.”

Such changes in borrower understanding have obviously contributed
in recent years to the shift in Canada to bank, credit union and

caisses populaire borrowing at the expense of more costly lenders.

Other market developments which are worth %oting in that they will
continue the trends mentioned above are cited by Warrem (22). He

-

indicates that two main sets of forces are at work:
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"1) strong trends towards more general risk
allocation and abatement, represented by

~national health care, moves towards ‘a
guaranteed annual income, no fault compensa-
tion plans, disaster insurance and portable
pensions which enhance the credit worthiness
of consumers by stabilizing the flow of
income; and :
2) improved information accessibility which
has, and will, result in ‘a better informed
borrower"

The Borrowers and Depositors Protection Act makes significant

contributions to the second of these.
]

The evidencé presented to this point is indisputable. Interest

rate ceilings do not result in a situation where borrowers obtain funds

" at rates below those that would_ﬁormally hold in the marketplace. In

fact, the rates charged borrowers who continue to have access to credit
after the imposition of ceiiings tends to rise due to the adverse
effects of ceilings on competition. Further, borrowers who are
excluded from the legitimate market are not necessarily denied access
to funds but rather may turn to illegal lenders or to marginmal dealings
with unsavory vendor-creditors. Effectively, the imposition of
ceilings creates conditions which encourage illegal lending and run
counter to the main thrust of serious legislation to protect borrowers;
‘that being the creation and maintenance of an efficient and competitive

consumer credit market.
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D. The Canadian Case

Currently in Canada interest rate ceilings apply in a limited
sector of the consumer credit market; i.e., fo loans under $1,500 made
by non-bank money lenders. In 1975 1ending~bf these firms ?epresented
on1y>12 of the total volume éf consumer credit. In other words, 997 of
all outstanding consumer loans were unregulated as to the credit charge
rates.* It is important to note however, that even though reéulated
loans represent a small proportion of total consumer credit, they are
»the ones which are most clearly made to borrowers with poor credit
risks. Therefore, if this market is adversely affected by ceilings,
the main.impéct is being absorbed by bbrrowers vhose access to credit
- is most severely limited and whose 6n1y aiternative sources of funds

are likely to be loansharks and.unsavory vendor-creditors. An

examination of the lending of these firms will allow determination of

whether or not the effects  described .above have occured in this
situation. Specifically, what have been the effects on loan volume,
risk acceptance by lenders and profitability of firms operating under

-

the Act.

*Statistics Canada, Consumer Credit (Catalogue 61-004; December 1975).
However, it is important to note that credit unions, caisses

populaires and other non-bank money lenders are indirectly affected by

the restriction that lenders charging above 1 percent per month on
loans under $1500 be licensed under the Small Loans Act. To avoid
this licensing requirement, these lenders 'voluntarily' restrict their
rates, and thus their risk acceptance. Consequently, a measure of the
effects of the ceilings under the Small Loans Act.based upon the
lending of licensed lenders significantly understates the scope of the
problem.
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The evidence on small loan activity has been considered over the

“period 1965 to 1974. This evidence indicates that small loan lending

"by firms licensed under the Small Loans Act has decreased absolutely

since 1968 (when rates in general bégan their major rise and when
interest rate ceilings began to constrain lienders), ‘;hile lending by
these firms in other non-regulated areas has increased substantially.
For example, in 1965 these firms made $.627 million in small loans -and
$238'mi11ion in "other business'". In 1974 these figures were ~$297

million and $1,163 million respectively. Dﬁring this period,

Jtherefore, these firms reduced regulated small loans from 72% of their

"portfolio to 20%. Related to this was the decline in the profitability

of small loans. In 1965 these firms earned gross profit on their
regulated lending of $16.6 million; this figure has declined steadily
from a high of $17.6 million in 1966 to 'the point where losses were

incurred from 1972 onward, reaching a figure of =$8.1 million in 1974.

-Further, the number of firms licensed under the Small Loans Act

declined from 83 to 41 during this period (see Appendix A). It is
equally important to note that during this same period, the incidence

of illegal lending (loansharking) increased substantially (see the

Report of the Quebec Commission on Organized Crime; 37a).

It is clear that the evidence presented above with regard to the
effects of. ceilings under the Small Loans Act strongly supports the
&iscussion presented earlier. All of the expected effect‘s are readily
apparent. With this evidence it would be very unwise to introduce a
system of ceilings under the Borrowers and Depositors Protection Act,
especially'when one considers that this Act will apply to all consumer
credit granted in Canada and not just to the limited segment of the

market as is now the case under the Small Loans. Act.
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E. The Case in Other Countries

While there are those in Canada favouring the imposition of
ceilings on interest rates, it is instructive to note that legislative
trends in other countries are in the opposité direction. There have
not been legislated interest rate ceilings on loans made in the United

Kingdom since 1854 and no such ceilings were adopted in the new.

Consumer Credit Act, 1974. There are no ceilings on consumer loans in
Australia, Austria, France, Germany, New Zealand, Sweden or Switzerland
,even though all of these countries have strong and progressive consumer
protection legislation (see Warren; 48). 1In the United States where
the use of ceilings is widespread, extensive research and study have

led the National Commission on Consumer Finance (9) to recommend

"that policies designed to promote competition
should be given the first priority, with (upward)
adjustment of rate ceilings used as a complement
to expand the availability of credit. - As the
~development of workably competitive markets
decreases the need for rate ceilings to combat
market power in concentrated markets, such
ceilings may be raised or removed" (pg. 147). -

The trend in the U.S. (the only western nation which makes
extensive use of ceilings) is to seriously question rate ceilings and
_to emphasize the need to develop competitive consumer credit markets.
Clearly, researchers in the U.S. have now decided that such ceilings
are not in the public interest. The evidence and resulting trends are

clear.
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In Canada, we have not had general rate ceilings and, therefore,
have the basis for an effective and compefitive market. Indeed, the
movelin Canada has been away from direct regulation of interest rates.
This is witnessed by the removal of constraints on Bank‘lending rates
in 1967 and the removal of constraints on NHA mortgage loan rates
shortly?thereafter. Both of these actions have been beneficial from

the borrowers point of view.

The problem area remains theAmarket for poorer risk borrowers
which has been stifled by the restrictive provisions in the Small Loans
Act. Clearly it would be a mistake to expand the scope of rate
ceilings in view of their obvious effects. Rather, éfforts should be
made to promote vigorous competition in the higher risk market where it
is now lacking. This is precisely the objective which hés been
established for the Borrowers and Depositors Protection Act. To
enhance borroﬁer understanding, and thereby to promote honesty, fair
dealing and effective competition by lenders, the Act provides for full
disclosure, regulation of credit advertising, standardization and
simplification of terms, including rate calculation methods, an
information and education program, and the removal of ceilings under
Small Loans Act. Closely related to the Act will be a program to
stimulate the entry of firms into the higher risk loan area. To
enhance'borrower protection in those areas where market imperfections
persist there are the unwarranted rate, restrictions on allowable
collection practices, liberalized prepayment provisions and clear
provisions for an effective administration of the Act; all of which:
will go far towards ensuring that lenders conduct their business in a
fair and prudent manner. Finally, there are strong criminal sanctions
to allow the effective action against those lenders who continue to act
in an irresponsible fashion. We are convinced that these provisions
are sound and will provide the best possible borrower protection. The
imposition of rate ceilings would be a major error which would operate
against effgctivenes; of the Act and against the best interests of the

public in the long run.
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1)

»

4)

5)

6)

Total # of loans

a) 1 -~ 500
b} 500 - 1000
¢) 1000 - 1500

Loans $ value

a) 1 - 500
b) 500 - 1000
c) 1000 - 1500

d) TOTAL
e) repdyment of outs. balance
f) net new funds loaned

(¢))]

Balances outstanding

a) Small Loans
b) Large Loans
¢) C. Sales contracts

Gross Profits on Small Loasg)

v " " Large Loans

(3

Numbei of Firms

Delinquency Rate

a) Delinquent balances

b) a8 a 7 total balances
c) Net write-offs as % of
_. total small Loans

Proportion of Small Loans
to total CONSUMER CREDIT

a) total consumer credit(a)

b) Proportion of Small loanss)

[
APPINDIL "A® .

Stntiitic'nl sumnnry of Annual Reports of the Superintandent of lasurance ) . *
for Small Loans Companies and Monay Landers (1965 - 1974)  ('000) , b
. . L ]
19635 _1966 1967 1968 1969 1970 1971 1972 1973 1974
1,556 1,493 1,470 1,456 1,351, 1,026 918 867 803, 648,
677 630 592 -7 51 . 500 351 317 308 286 214
678 604 609 593 602 535 443 406 - 381 . - 322
202 260 269 292 249 140 158 153 136 112
167,040 158,232 150,779 146,508 135,055 - 100,738 88,227 85,594 80,932 62,372

505,661 430,813 433,099 414,137 422,060 390,280 317,506 288,830 271,613 229,370
231,950 284,423 293,319 317,542 266,163 146,075 167,501 164,964 146,804 120,462

904,651 873,509 877,198 878,187 823,278 637,094 573,233 539,389 499,349 412,204

428,479 415,869 408,480 398,545 353,887 268,540 219,611 188,076 163,969 126,033

476,172 457,640 468,718 479,642 469,391 368,554 354,623 351,313 335;379 286,172

627,526 647,887 635,822 619,218 595,619 524,817 439,644 383,109 340,678 297,518
189,910 226,812 286,119 - 345,662 667,893 708,545 646,208 797,484 - 847,595 1,050,208

48,560 45,827 34,211 46,084 66,021 64,244 54,454 69,873 93,321 112,655
16,634 17,589 15,493 11,110 8,427 2,148 1233 =344 604 . -8,100
10,888 15,107 19,274 - 24,470 42,921 53,358 59,557 65,030 65,297 61,620
. . . . . \
89 83 76 74 49 49 45 45 43 43
144,166 156,665 148,448 143,348 145,734 142,143 121,166 96,992 79,937 68,499
237 24,22 23,312 2317 © 24.4% 27.12 27.62 25.37% "23.52 23.12
1.42 1.6% 1.72 1.8% 1.87 2.6 3.0% C2.9% 2.52 2,72
7,157 7,778 8,616M 9,856  11,134M 11,706 12,673 14,8904 17,6824 20,5664

8.8% 8.3% 7.42 " 6.3 5.3% 8.5% 3.52 - 2.67 1.92 1.4%

(1) Net of unearned charges, Dec.31st

(2) Before income taxes and before increase in reserves for bad debts

(}) Rumber of lead Offices

(4) STATCAN Cat, no. 64-001 ppufumuf'Cyﬁﬂjﬁ. Drc,1975, table 3

") HC_“)(u) L by Hne 7(a)

O - O
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MORTGAGE PREPAYMENT

Issues

There are two broad issues. Should consumers be
granted the right to repay loans and mortgages early;
that is, should borrowers have the right to get out of

. debt as soon as they are able, and should the

government intervene to place that right in every
consumer credit contract? Second, given that the
government will grant a right to prepay, in either
loans or mortgages, should the lender be able to exact
his genuine damages? Or a penalty?

Current Practices - Mortgage Loans

1. In some mortgages there is -no mention of
prepayment. Since these mortgages are a contract
to make regular monthly payments, if the borrower
wishes to prepay, the mortgagee (lender) can impose
conditions. It is as though the two parties are
negotiating a new agreement or as though they are

" negotiating an out-of-court settlement of the
damages that may have been suffered by the lender.

2. Certain mortgages permit an annual maximum
prepayment, for instance, 5% of the principal sum
each year without penalty. If the borrower wishes

to pay more than the 5%, then he faces the same
situation as the borrower in example 1.

3. Certain mortgages permit prepayment with one or
more conditions: a) the borrower cannot prepay in
the first year; b) if he prepays in the second year
he must pay a l2-month interest penalty; in the
third year, nine months; in the fourth year, six
months; and in the fifth year, three months. Other
mortgages stipulate a flat six-month or three-month
penalty for prepayment. Although a six-month or
three-month penalty in a mortgage might be
justifiable if the borrower repays in the first
vear of a five-year term, the same payment enforced
in the last three to six month period of a mortgage
could clearly be construed as a penalty and perhaps
even as unconscionable.
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4., Credit unions and caisses populaires have permitted
early repayment (probably as a philosophical matter
since their inception). Other institutions such as
the major banks and trust companies now offer a
prepayable mortgage at (% or 3% above the
conventional mortgage rate. On a $40,000 mortgage,
% per year yields $100 per year. If a mortgage
has a five-year term then a person paying 3% per
year more will pay $500 for the right to prepay.

If he prepays after four years, he will have paid
$400 for the right, after three years, $300, after
two years, $200, and after one year, $100. (Those
figures are approximate since after each year, he
will have less principal outstanding and 3% of the
net principal will be progressively less and less
than $100.) Two points should be noted: a) If the
borrower pays 3% rather than %% then the amounts
paid per year are simply doubled. b)
Paradoxically, the borrower who repays very early
pays only a small premium for having that right
whereas the borrower who repays after three or four
years pays a higher premium for the right to
prepay. '

Market Practice - Loans

Many institutions use the interest-bearing method to
calculate the amount of interest accrued to the payment

date and the amount of principal outstanding. 2Amona
these are a number of finance companies including
Household and Avco and all except two of the banks. As

a result of using this method, these lending
institutions permit the prepayment of the principal
outstanding plus the interest accrued- -to date without
penalty. -

Other lenders, including the two banks use the rule of
78's or the sum of the balances method of calculation
when a prepayment is made., According to this method of
calculation, the borrower must repay theitotal amount
of all instalments including principal and interest to
the end of the loan term. But the borrower receives a
rebate of a part of the interest. The rebate is
determined by adding together the digits in the term of
the lean: in a one-year term, this is 12 plus 11 plus
10 plus 9 plus 8 plus ..... plus 2 plus 1, which is 78.
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If the borrower'repays after six months of a twelve
month term, he receives a rebate of 21/78ths of the
total interest he has pald Even with the

interest-bearing method, in six months he would have
paid more than half tho’total interest payable in a
year.. llowever, the borrower would not have paid

57/78ths and therefore loses by the application of the
rule of 78's. The figure "21" in the fraction 21/78ths
comes from adding 6 plus 5 plus 4 plus 3 plus 2 plus 1.
In brief, the rebate is relatively small when this
method is used and, in the result, the borrower pays
more than the principal outstahding'and the interest
accrued to date of prepayment.

Other Miscellaneous and Extraneous Facts

1. We do not know how many borrowers repay early or
try to do so each year. Since people borrow money
to purchase products (goods and services) which
they cannot afford, it is fair to hypothesize that
few of them then suddenly have money to repay

- early. It is arguable then that a small proportion
‘0of borrowers have the wherewithal to make
substantial prepayments. Indeed, most make an
attempt to stretch out the term of the loan and get
a minimum acceptable monthly payment to ensure that
they can meet the payment given the constraints of
their personal cash flows.AA LREIC Cend o Bhey paamen
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2. There is a difference between: mortgages and“loans

' with respect to the matching of funds. Matching.
-simply means that the “lender offers a borrower
particular funds which he has obtained from a
depositor on a long-term basis at a fixed rate of
interest., Mr. Jones purchases a 10% guaranteed
investment certificate from People's Trust Company
for 5 years and People's Trust Company lends it to
Mr. Smith for 5 years at 14%

Some lenders have 1nd1cated, in the course of the

- research on the Borrowers and Depositors Protection

' Bill, that matching is not a problem - that there
is much less matchlng than other lenders ‘let on.

It became clear in the course of our discussions
with lenders that there is very little if any
matching of the funds used for smaller consumer .

oo /4




PR AL SHT—

" loans. There may, however, be more matching of the

funds used for mortgages. In particular, the
Victoria and Grey Trust Company claims that almost

all mortgage funds are matched, at least in their.
business.

‘Section 6 of the Small Loans Act permits the

prepayment of all loans under $1500 that are made
by any institution covered by that Act, i.e., any
non-bank.

Section 10 of the Interst Act was aimed at
mortgages which had a term longer than 5 years -
that is, it was aimed at mortgages that had a term
the same length as the amortization period, usually
20 years. It appears to permit prepayment of such
mortgages on any instalment date after the fifth
anniversary of the mortgage. In addition, it
appears to say that such prepayment can be made
without penalty if three month's notice is .given.
However, the courts have interpreted it to say that
in any case where a mortgage is repaid early after.
the fifth anniversary of the mortgage, the borrower
must pay a three-month penalty. The National
Housing Act has a prepayment system which is
described briefly in the attachment (Annex A).

There is a well-established principle of equity
which is applied by Canadian courts in many
situations. The courts will not enforce the
payment of a "penalty". A penalty is a sum
stipulated in a contract that must be paid by the
party acting in breach of the contract where the
sum is so high as to "terrorize" the party not to
act in breach. One major test of whether or not a
sum is a penalty is to consider its relation to the
actual loss that will be suffered from a breach.
Mr. A contracts to deliver 1000 typewriters to Mr.
B on December 4 and he must pay $50,000 for acting
in breach. He delivers 999 typewriters. The
$50,000 would likely be construed as a penalty, and
Mr. B would not be able to recover $50,000. -He
would recover his actual damages. However, if the
sum of money stipulated in the contract is a
genuine estimate of damages that will be suffered
in case of the breach of contract then the victim
can recover. In short, a penalty is a sum which is
not a genuine estimate of damages but rather a
threat to ensure good behaviour under the contract.
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Unfortunately, this doctrine has never been applied
‘to mortgages.

Mortgage Prepayment = Alternatives

In this discussion five alternatives are described.

There may, of course, be other options available which
are not mentioned in this paper.

Option 1 - Market Forces

The mortgage which is prepayable without penalty is
offered now. It has been offered for some time by
credit unions and caisses populaires, more recently by
a number of trust companies and finally by the five
major chartered banks. As noted above, thé chartered
banks and trust companies charge an extra % or 3%
above their conventional mortgage rate if the borrower
wants a prepayable mortgage. The institutions have not
used the prepayable mortgage as a marketing gimmick and
therefore it has not become widely known.

In outlying areas where there is little competition
many people are probably not aware of its existence and
it is possible that it is not even offered. 1In ‘these
areas, full information and the competition that full
information usually brings, are virtually non-existent.
In addition complaints are still received of abuses in
this area, especially with respect to smaller lenders.
Hence, while we may be able to bring larger lenders
into line on the prepayment issue, rules still would be
necessary to deal with gedgraphical market segmentation
(problems in outlying areas) and problems with .smaller
lenders lending to high-risk, low-income borrowers. ‘

As noted above, the cost to the consumer of a
prepayable mortgage on which the consumer pays i% per
annum above the conventional rate is approximately $500
. over a five-year term. A three-month penalty on a
$40,000 mortgage, by comparlson, would be approximately
$l200 Even if a consumer is paying 3% for the
prepayable mortgage, this would yield a cost of $1,000
over five years. Hence, the market is putting a price
on the prepayable mortgage: when rates are relatively
lower, 10% to 12%, the prepayment rights costs —_
approximately 19 or one to two months interest; when
rates are relatively higher, 12% to 14%, the prepayable
mortgage costs 3% or approx1mately two months

interest. .
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The differences are not that great. One must consider
that where there are penalties permitted and used, the
penalty is paid by the person prepaying and only that.
person. There is no cross-subsidization. Where a
consumer enters into a prepayable mortgage, however, he
is sharing the risk that he might prepay with all other
consumers who also purchase prepayable mortgages. That
is, the borrower is ensuring himself against the risk
that he might wish to repay early. Some borrowers do
repay early, others do not. The ones who do not ,
cross-subsidize the ones that pay early by continuing
to pay the 1% for the full term of the mortgage.

Presumably, however, the lenders, in setting the price

of a prepayable mortgage at 3%, have taken into account
the principle of adverse selection. (According to that
principle those who are most likely to repay early will

purchase the prepayable mortgage and those least likely

to prepay will purchase conventional mortgages and face
the consequences of paying a penalty upon early
repayment., From the lender's point of view, all those
purchasing prepayable mortgages will be the worst risks
and the others will select themselves out of the
so-called insurance fund.) Assuming the lenders have
taken account of this principle, then the price of %
or 3% can be considered a realistic assessment of the
cost to lenders of permitting mortgages to be prepaid.
For this reason, one could estimate that a penalty of
three month's interest is reasonable, if not on the
high side, and a penalty any greater than three months
would seem very high given the price set in the market.

Option 2 - The National Housing Act Model

This model is described on the first page of the
attachment (Annex A). Basically it provides for a
right to prepay 10% of the principal outstanding on the

-first and second anniversaries of the mortgage. On any

regular payment date after the third anniversary, all.

~or any amount of the principal outstanding can be

repaid. 1In all cases, prepayments are subject to a
penalty equal to three months of interest on the amount
prepaid or to the interest for the balance of the term,
whichever is smaller. '

veo /7
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Option 3: The BDPA Model

This is a more sophisticated model which removes any
financial incentive whatsoever for the borrower to
repay early. The BDPA model does not permit any
prepayment penalty where the interest rate current at
the time of repayment is }% or more higher than the
interest rate in the mortgage contract. In all other
cases a penalty is permitted. The penalty is made up
of two major components. The first.component is a
fixed administrative cost factor which declines on a
linear basis over the term of the mortgage. That is,
the administrative costs of the mortgage are assumed to
be 1% of the principal of the mortgage. If the
mortgage is five years (60 months) then that
administrative cost is divided in 60ths. If the
mortgage is prepaid after 43 months, then the remainder
of the administrative cost must be paid as part of the
penalty, in this case 17/60ths. The second component
of the penalty is made up of the so-called present
value of the difference between a) the flow of interest
payments that the lender will receive as a result of
reinvesting the prepaid money at the current lower

interest rate, and b) the flow of interest payments the -

lender would have received had the borrower continued
to pay until the end of the original mortgage term.
These factors and ‘the other assumptions involved in the
BDPA model are described with more care and in greater
detail in the attachment (Annex A).

Option 4: The Linear Redgction Mddél

In this model, the Legislature simply sets a maximum
penalty that can be charged for a given term. For
instance, a mortgage with a five-year term could be
subject to a maximum penalty of five months. Again,
the term would be divided into periods, for instance a
five-year term into 60 months., If a borrower prepaid
after 43 months, he would be subject to a maximum .
penalty of 17/60ths of the maximum penalty set for a
five-year term. To state it more simply, the penalty
would decline by 1/60th for each month that passes.

A number of other factors can be built into this model. '

" For instance, drawing on the BDPA model and on the_deal
that has been offered by the Canadian Imperial

s /8
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Bank of Commerce for some time, it could be required
that where the interest rate currently offered on the
same type of mortgage by the same lender is 3% or more
higher than the rate in the mortgage contract then
there would be no penalty permitted.

Option 5: The General Statement

According to this model, the Legislature would simply
make a broad statement about the types of penalties
that would be or would not be permitted., For 1nstance,
the Legislature could grant the right to prepay a
mortgage. It could then go on to restate the equ1table
principle that a lender could stipulate a genuine
estimate of his damages where a borrower exercises the
right to prepay, but that a lender could not collect
any payment in the nature of a penalty where the
borrower exercises the right to prepay. The weakness
of this approach is that, while the case law on
penalties is fairly well-developed, the courts still
might need some guidance on what would constitute a

. penalty in the mortgage prepayment situation, a
situation much more complex from an actuarial and
accounting point -of view than most other fact
situations faced by the courts in penalty cases.

Loan Prepayment - Alternatives

The discussion of the three alternatlves in this
section is much 51mpler. '

Option 1: No Penalty

This alternative was proposed in the Borrowers and
Depositors Protection Bill and, in the main, industry
did not object to it. Where there. is no matching of
funds and where the interest-bearing method of
calculation is used, prepayment without penalty appears
to cause no concern whatsoever. Since there is ‘
apparently no matching of funds among financial
institutions and since most are on the interest- bearlng

method, this does not seem to create a problem for
them,

There may, perhaps, be some problems for -
vendor-creditors whose calculation methods are not as
up to date. For the most part, however, their problem
is not early repayment but rather no payment at all.

eae /9
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Option 2: A Reasonable Administrative Fee

According to this model, penalties would not be _
permitted but the Legislature would permit a reasonable
administrative fee to be demanded upon an early
repayment. If it is believed to be necessary, a
maximum fee could be set by regulation.

Option 3: A Linear Decline Model

This model would be similar to that described in Option
4 under mortgage alternatives.

Decisions Required

I. Should there be a right to prepay?
That is, does the government want citizens to
have a right to get out of debt when they are
able to do so, in spite of a contractual
agreement to the contrary?

a. Mortgages?
b. Non-mortgage loans?

C. Should second mortgages be treated like
mortgages or like loans?

II. Given that a person can, in any event, act in
breach of a contract, or that the governments

grant a right to prepay, does the government want
to give lenders and “the courts guidance on the

amount that should be awarded or permitted to
lenders as damages for the breach of a contract?

a. On mortgages?
b. Non-mortgage loans?

c. Should second mortgages be treated like
mortgages or like loans?

I1I. Prepayment of Loans

Which Model Should be applied?

A. No penalty model?

LI 10
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B. Administrative fee model?

C. Linear decline model?

Prepayment of Mortgages

A. Market Forces? .

B. The National Housing Act Model?
C. The BDPA Model? ’
D. The Linear Reduction Model?

E. The General Statement Model?

Prepayment of Second Mortgagés

Which Model should be applied?
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' Consumer Research Branch

MORTGAGE PREPAYMENT PENALTIES -

Prepayment of mortgage loans has been and still is an area of fLequenr
abuse in that mortgage lenders often impose on borrowers penalties far 'in
excess of their real costs of accepting a prepayment. Many complarn_s have
been made to the Department of Consumer and Corporate Affairs in this
regard. Cases on record indicate that penalties as high as the equivalent
of 15 months of interest on the amount prepaid have been levied on
consumers as condition for accepting a prepavment. In some. cases, heavy
penalties were charged in situations where the contract rate was
_significantly lower than the prevailing market rate with the result that
the lender was able to re-invest the prepard mortgage at more profitable -
condlrrons after cashing a 51zable premium from the borrower.

Rights to prepay under current law

In the context of current federal law, mortgages made under the National
Housing Act benefit from limited prepayment privileges subject to a
penalty, The N.H.A. provides for a right to prepay ten percent of the
principal outstanding on the first and second anniversaries of the mortgage
and, on any regular payment date after the third anniversary, all or any
amount of the principal outstanding. In all cases, prepayments are subject
to a penalty ecual to three months of interest on the amount prepaid or to
the interest for the balance of the term, whichever is smaller. + should
be noted however that the N.H.A. remains silent on the conditions that
should apply for prepayments that do not meet the conditions specified
above. For example, a borrower who, for any reason, would want to prepay
his mortgage loan bﬁfore the third annrvexsay would be left with no other
recourse but ‘o negotiate the conditions under which the lender would ,
accept the prepayment, unless his contract stipulated spzcific conditions
to this effect. So far as we could ascertain, mosi morigage contracts 6o
not grant such general right to prepay or do so in a way that leaves
flexibility to the lender about the conditions under which a prepaymanc
could be made.

Conventional moritgage loazns not falling under the scope of the National
Housing Act are covered by Section 10(1) of the Interest Act which
stipulates in essence that if a mortgage contract is made for a term of
‘more than five years, then the borrower could at any time after the fifth
anniversary prepay all of the pmrncrral outstanding uuachr o ‘a three
months interest penalpy. This provision is also found in some’ prov incial

. mortgage laws, for instance, Section 17(1) of the Mortgages Act - of

tavio. ,
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The effect of this provision has been that mortgage lenders have gradually
come to adopt the five-year rollover mortgage where, regardless of the
length of time over which the loan is amortized, the contract is made for a
term of five years (or less) at the end of which the unpaid principal
becomes due entirely (baloon payment) and where, in most cases a new
contract is made between the parties to re-finance the principal
outstanding. In this fashion, mortgage lenders have succeeded in avoiding
the intent of the Interest Act provision by effect vely re~locking-in
borrowers from five years to five years. The same is ;rue of the N.H.A.
provision where de facto the borrower only has a right to prepay all or a
substantial part of his mortgage loan from the third to the fifth
ann¢versary at which point he is locked-in again for three years by
entering into a new contract.

Because of insufficient regulation, current practices vary widely and while
some lenders have acceptable prepayment penalty policies from an equity
point of view, other clearly abuse the borrowers that must or want to
prepay for one reason or another. For example, many credlb unions and
caisses populaires accept prepayment of mortgages at any time with no
penalty. Some of the chartered banks will accept full prepayment at any
time subject to a fixed three months penalty. Some Trust Companies will
accept full prepayment for  such reaaons as bona fide sales, death, sickness
or other unusual circumstances po*n ing to potential collection pmoblems in
the future. Penalties charqed in yhese cases range from three to six
months depending on the time left term but they could be higher if the
prepayment differential be tween con -ract and current rates for the
remaining term y*elds a higher dollar figue than the six months one. In
addition, wmamortized amdinistration costs may be charged.

At the end of the spectrum, complalnhs on file with Box 99 indicate that

some lenders charqed substantial penalties anywhére up to fifteen months of -
Y

interest in situations vhere the mortgage was assumed entirely by the new
owner or refinanced by the same lender at a higher rate.’



.

Mortgage provisions in the BDPA

In its original version, the Borrowers and Depositors Protection Bill
provided for prepayment rights and limits on penalties similar -to the ones

extended under the N.H.A. but with the additional feature that the renewal

or re-financing of a mortgage contract would not allow for a new lock-in
period. 1In effect the provision only allowed for a partial lock-in during
the first three years of the entire amortization period of. the mortqage
loan with an unlimited right to prepay after the third anniversary subject
to a three months interest penalty. For mortgages having a term of less
than three years or featuring a variable rate clause, the lock-in period
was only one year with a full prepayment right after one year, also subject
to a three months interest penalty.

In representations made to the Department and during the House Committee
hearings, some mortgage lenders have contended that such liberal prepayment
privileges increased significantly the risk of mismatching assets and
liabilities and that as a result, funds would likely be withdrawn from the
residential mortgage market. Mortgage lenders such as Trust Companies,
Life Insurance Companies and Mortgage Loans Companies have a relatively
long-term liability structure since they acouire their funds through the
sale of annuity plans, guaranteed investment certificates or debentures.

N

Lenders fear of unrestricted prepayment rights is not so much related to
the fact of prepayment as to their inability to predict when such
prepayment might occur. Most lenders are willing to allow prepayment in
the even: of the sale of a mortgage property at arms—lenath because '
property transactions can be predicted in the aggregate with relative
accuracy. As such, lenders can adjust their liability structure to account
for this factor.

But in situations vhere rates decline sharply on the market, a low
prepayment penalty can induce borrowers to re-finance their mortgsges at a
lower rate, leaving the financial institutions in a tight intermediary
position since rates guaranteed on certificates cannot be modified. While
institutions like banks, credit unions, and caisses populaires do not have
a significant problem in this regard as they acauire rost of their funds
through deposit instruments where the rates offered could bz varied on
short notice, the situaticn would be intolerable for the other mortgage
lenders vho raise their funds on a fixed term basis. Given the importance
of this category of lenders in the mortgage market, the risk of mismatching
assets and liabilities must be considered seriously and a.liberalized
prepayment system must incorporate this. factor.
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In order to do so, it i$ necessary to examine the reasons why borrowers may
decide to prepay. These include the sale of the mortgaged property, the
need to settle an estate upon the death of the mortgagor,.a decline in
interest rates to a level below the rate in the mQrigegor's contract, etc.
Of these, the latter is the crucial problem, and the one with vhich we must
deal if we are to allow more liberalized prepayment rights. What is the
mechanism we are dealing with? Suppose a mortgagor takes out a mortgade ac
12% and rates subseauently decline to 9%. Clearly, the borrower is wise to
refinance at the lower rate since the present value of the payment stream
at 9% is much less than that at 12%. A disincentive to such rate-induced

prepayment is the introduction of a prepayment penalty.

For example, - ae has to pay a three months interest penalty in order o
prepay, then for a given time to maturity of the mortgage, a larger drop in
rates is required to justify prepayment than would be the case if no
penalty were applied. This follows since some, if not all, of the benefits
to the borrower resulting from pmepaymenb are abSOLbed by the penalty.
However, a fixed penalty is only a partial answer since a rate drop can
till occur that justifies prepayment by all borrowers. On the one hand,
while the lender's uncertainty may be reduced by a fixed penalty, it is not
eliminated unless the size is inordinately large. On the other hand, vhile

" a very large fixed anal ty protects the lender from rate-induced

prepayments, it is inequitable to borrowers who must prepay -for other
reasons vhen current rates are near contract rates. That is, these
borrowers are forced to pay far too much for the right to prepay.

The answer to this problem lies in a penalty structure that reflects the
expacted loss to the lender (gain to the borrower) resulting from
prepayment. Several of the Trust Companies now employ just such a system.
With this approach, one can allow an unrestricted right to prepay but

iscourase rate-induced prepayment with appropriate prepayment penalties.
At no time does a borrower pay more by way of penalty than is economically
justified. On the one hand, if the current and contract rates are close at
the time of prepayment, the psnalty reauired is small or may indeed be zero
if current rates exceed contracc ‘aLea. Cn the other hand, if current
rates are far below contract rates at the time of prepayment, the penalties
must be larger. The size of _he maximum likely penalty may be constrained
by restricting the time over which such a penally is computed. If we
select a five-year period as is the current practice, then the penalty
becomes the loss o the lendeL from the point of prepayment to the end of
this five year period.



The question at this point is whether or not such a system of unrestricted
prepayments subject to appropriate penalties is acceptable to lenders. As
pointed out earlier, their main concerns relate to unpredictable
rate-induced prepayments and -to their ability to lock their investments up
for a fixed pericd. They are however p}.eoared to" allow prepayment- for
reasons such as sale, setilement of estates, etc. Under the proposed
system there would be no incentives to pmepay on grounds other than these
because rate-induced prepayments are discouraged by a penalty.

Moreover, if a prepayment is made in circumstances such as sale or deat

the proceeds to the lender from reinvestment of the prepaid principal plus
the penalty would yield essentially the same returns as the prepaid
mortgage would ohherw1se have. \

The revised moritgage proposals -

Based on the above analysis the revised mortgage proposals as set out in
the amendments to Bill C-16 are governed by the general principles that
borrowers should be granted an unlimited right to prepay all or part of
their mortgage loans at any time during the life of the mortgage but that
such prepayments should be subjected to penalties that realistically
reflect the lenders' costs of accepting these prepayments : ‘

More specifically, the revised proposals will stipulate that,

1) Any residential mortgage loan on a property having four or fewer
dwelling wnits and to which a borrower is a party can be prepaid in
full or in part, on any regular payment date, including the seven days
prior to the reqular payment date, subject to a penalty or not, as the

case may b2, and prov*ded the prepayment is for a sum that is at
least, :

a) five percent of the outstanding balance on the effective date,
or

b) - the outstanding balance at the time of the prepayment, whichever
is less, or even ‘

- ¢) any amount, if prepayment is made parsuant to & ‘mork age as
defined subseguently in 2 a) or at a time spzcified in 2 b) or
c).

If payments are scheduled to be made on & basis that is less frequoﬁ‘ly
than monthly, prepayvments will be allowad on the first day of. any month
during the life of the morhgage.

2) No penalties will be allowed for prepayments made in the foilowipg
situations:
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. . a) if the morigage stipulates a rate of credit charge that is more
' than four percentage points above the relevant reference rate at
the time the mortgage was contracted or last renewed.

b) if prepayment is made on a day (or. seven days’prior) where any
condition or term of the mortgage agreement could be varied.

c) if prepaymen:t is made on any fifth anniversafy of the effective
date of a mortgage.

3) When a prepayment is made in accordance with the conditions set out
in 1) above and in situations or at times other than those specified in
2) a) b) or c¢), the lender is allowed to charge a penalty as
compensation for the costs incurred in accepting the prepayment, which
penalty is stipulated in a table appended in the regulation to the
proposed legislation.

Prepavment penalties - principles.

The framework used for the determination of the maximum prepayment
penalties is based upon a consideration of the following factors:

a) the lender's fixed costs of origination of the mortgage,
b) the lender's costs of re-investing the funds prepaid,

c) the "spread" between the credit charge rate specified in the mortaage
agreement and the prevailing market rate at the time the prepaviwent
occurs, and ' '

d) the time remaining from the date prepayment occurs to the earlier of
either: ' '

i) the date on which the mortgage terminates, ,
ii) a date which is five vears after the effective date of the mortgage
transaction,
iii) the n=2xt date on vhich the credit charge rate or any other term or
condition of the mortgage transaction may be varied.



. Factors a) and b) above are in effect administration costs and lenders will
be allowed to charge a maximum of $15 per 51000 prepaid as compensation for
these costs. This amount will be reduced linearly over time from the date
of origination to the appropriate date as given in d). In addition, it

© will be reducad by the present value of the gain expeceed to be obtained by
the lender in the event that prepayment occurs a: a time when the market
rate at the date of prepayment exceeds the rate specified in the mortgage
agreement. This approach reflects the facts that costs of origination are -
usually recovered gradually as benefits from the mortgage loan flow to -the
lender and that the costs of re-investing a repaid loan would have to be
absorbed by the lender as the contract moves toward termination, should a
borrower decide not to re-finance the outstanding balance. Also, it
appears only fair to the borrower to offset his penalty by any potential
gain to the lender that might result from re-investing the prepaid loan at
“a more profi rate. ‘

Lenders will also be allowed to recover the present value of losses
associated with foregone interest arising from prepayments at times when
the prevailing market rate is lower than the contracti rate. This is factor
c) above. The differential between the two rates will be determined by the
use of the relevant reference rates,l both at the time the mortgage

- was originated (effective dat e) and at the time or prepayment. On the date
of prepayment, the prevailing “"market" rat will be either the current
rate being quoted by the lender for similar new loans or a rate

obtainad by &dding the or;q;nal "spread" betwesen the contract rate and the
reference rate on the effective date to the reference rate on the day of
prepaynent, whichever is less. The difference between the "market" rate
determined in the fashion just described -and the "contract" rate is the
first component used in the calculation of the interest foregone as a
result of prepayment. The second componant in this calculation is the time
remaining under the mortgage transaction to the earlier of the daees
specified in @) above. BPBoth components are ccmbined in a mathematical
formula described in Appendix 2 to equate the present value of the loss of
interest that the lender might reasonably be expzcted Lo incur as a result
of prepayment.

The interest penalty and the flat fee representing the compensation for the
adninistrative costs are then blended to give the total prepayment penally
allowed in dollars per thousand dollars prepaid,.as they appear in the
tables to be published.

(1) See appendix No.l for a definition of “reference" rate.




Penalty tables — format

As just said, there are two distinct charges which make up the prepayment
penalty, namely the interest differential between the current and contract:
rate and the administration charge. The total charge is the algebraic sum
of these two calculations with an upper limit eguivalent to nine months of
interest, calculated at the contract rate, and a lower limit of zero.

The tables cover situations where the time left under the mortgage
transaction ranges from zero ‘o sixty months. They also distinguish for
all possible number of years left in the amortization period up to forty
years. :

tes used in the calculations are effective annual compounding rates under
the assumption that payments are made on a monthly basis. The range of
possible contract and current rates go from seven to sixteen percent in one
quarter of one percent - increments.

For each current rate the tables cover a contract rate ranging from
one-quarter of one percent lower, at which the penalty is zero, to an upper
limit dependant on the number of months remaining to the end of the
mortgage contract. These upper limits are:

8% higher than current rate for 1 to 12 monthly payments left to
term of contract

—~ 7% higher for 13 to 24 payments to term

- 6% higher for 25 to 36 payments to term

~ 5% higher for 37 to 48 payments to. term

~ 4% higher for 49 to 60 payments to term

The overall contract rate limit is 173% and the differentials provided are
more than sufficient to cover 99.5% of probabilities that a wide race
differential occurs, on the basis of historical variations in mortgage

‘rates over five year and shorter periods.

For illustration, the mathematical assumptions used in calcilating the
valuss appearing in the penalty tables are explained in Zppendix 2A. A
sample table is given in Appendix 2B along with the detailed proccdure as
to how to find the appropriate penalty value for a given prepayment
situation. ' :



Advantages to borrowers

With regard to the protéction of ‘borrowers, the proposed system offers some

distinct advantages over that which was originally provided in Bill C-16.
First, the system is equitable to all borrowers and does not require that
borrowers vho prepay be subsidized by by those who do not. Such subsidization
arises out of the fixed penalty provision currently ﬁ:und"n the NFA and -
Interest Act. BAs was indicated earlier, the lender is not protected
against major declines in interest rates by a fixed three months interest
penalty. Consequently, to offset the uncertainty to which he remains
exposed, he will raise the general level of lending rates. These higher
rates will be paid by all borrowers, whether or not they prepay. Such
uncertainty does not exist under »he pLODOSGd system and, bheLeLoxe, no
general rate increase and no subsidization are likely to result

Second, the proposed system places no restriction on the time of prepayment
and strictly defines the allowable penalties. Thus there is a significant
improvement in prepayment rights and protection for borrowers in comparison
with the present situation. ' '

Third, while the penalty st tructure oroposed would provide for relatively
large penalties if interest rates happened to drop dramatically, realistic
estimates relating %o hi torical interest rate fluctuations indicate that
the typical prepayment renalties paid under the proposed system could
easily be equal o or less than those allo,od criginally in Bill C-16 or
under the N.H.A.!1 pPurther, judging from past experience, the penalties
under the proposed system would fall short of most, and far shorl of some
penalties which are cuLLenuly charged by lenders on prepayments made during
the unregulated period; i.e., the first three years of the contract.

L

Finally, the four posrcent upper limit above the reference rate as a
condition o permit the charging of a penalty will be beneficial to
borrowers in that most "junior" mortgages (second, third, etc.) and high
rate first mortgages will become prepayable penalty-free. Junior mortgajes
were originally designed to supplement first morigage financing when the
major lending institutions were restricted to loans of no more than
seve n;y"five percent of the value of a property. With the aivent of
insured hAqh LatLo rmr_qaqa loﬂnu, jUﬂ;OL noluacges hdve bm“ome wflﬂ;l‘ly a
W

reduced suasgantlally. FOL tn S reason, Lhey should be “Leahpi as couuu
loans and admissible to liberal prepayment rights without penalty. 1In &
light of current practices, this will remove a major area of abuses.

(1) See Appendix no. 3.
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Given the above, the proposed system appears to enhance significantly the

position of the borrower while at the same time meeting the concerns of the
mortgage lenders in order to ensure an efficient market..
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Appendix No, 1

Reference rates for the calculation of
mortgage prepayment penalties

The proposed mortgage prepayment penalty system reauires that reference

rates be provided for the purpose of establishing the appropriate

prevailing market rate at any point in time. The reference rates will:

apply in the determination of prepayment penal ies and will serve as the.
"index" for variable rate mortgages.

These rates have to reflect closely the costs of funds which:lenders use
for one, two, three, four and five year term mortgages. At the present

time, statistical series being published by either Statistics Canada,
C.M.H.C. or Lhe Bank of Canada cover only paL_lally these various terms.
To overcome this si vion, it is our intention ‘o coinpile rate

series weekly and to publish in the Canada Gazette on a bi-weekly basis a-
complete set of series based on rates offered on Trust Corpanies' :
Guaranteed Investment Certificates and Loan Companies Debentures for terms
ranging from one to five years. These rates accurately reflect the
rortgage lenders costs.of funds at any given point in time.

The appropriate “reference" rate for any given day in a week would then be
the rate corresponding to the same term that was published at the beginning
. of the week. o

To facilitate access to these rates, they will be released weekly by the
Department to all major newspapers that wishes to carry them, in addition
to their publication in the Canada Gazette and other government
publications as may be aporopriate. Such widespread distribution should
ensure that the reference rates were readily and conveniently available to
all lenders and borrowers. -

In situaticns vhere a borrower wishes to prepay his mortgage loan, the
lender will then aid to the current reference rate the original spread

tween the contract rate and the reference rate on the eﬁfec ive dace of
the ocontract and compare the resulting rate with his prevailing rate for a
sLmllar loan at the time of the prepayment. The lowsst of these last two
rates will then be the cuLLen rate for the purpose of finding the
appropmate value in the morigage prepayment penal Lty tables.
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Appendix No. 2

Mortgage prepayment penalty tables

A. Construction of the tables

Penalty values computed in the table are made out of the algebraic sums of
two components which will be described in turn:

1. the interest differential
2. the administrative charge

l.. The interest differential

Essentially, this component represents the present value at the current
interest rate of the differential between the interest payments generated
by the two rates {contractual and current) under the assumption that the
original monthly payment continues until the term of the mortgage contract
(maximum five years).

t must be emphasized that a penalty results from the interest differential
onlv when the current rate is lower than the contract rate, otherwise the
differential really represents a gain to the lender. ‘ - :

In the mathenatical approach developed to compute the tables, the following
assumptions were made:

- the values generated must represent the present value of the flow
of interest foregone when the lender re-invesits immediately the
prepaid amount alonq with the penalty for the time pericd rema ining
to the term of the conhrach. .

-~ the discount rate used in calculating the present value is the
current rate

= the maximum time left to temm is sixty months
- the mortgage loan is of the amortized type with equal blended
payments of capital and interest made nmonthly. The maximum
amortization period is forty years.
~ rates used in the calculation are effective aznnual compounding rates
ith interest compounded on a monthly basis as given by the
[ monunhly Y
formula:
r=(1+1)12 -3

where, r : effective annual rate (Gecimals) .
: monthly rate (decimals)
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. : - Finally, the values have to be expressed in dollars per thousand
: dollars prepaid. : - ; .

The calculation of the interest differential generated by the - *wo rates
(con»rac“ and current) follows the following steps:

1. The monthly payment required to offset $1000 over the remaining
amortization period (from 0 to 40 years in monthly 1nCLements) is
calculated, using the contract rate (effective annual) .-

2. This payment is then used in generating a sequence of decreasing
monthly interest components for both the current and contract ’
rates. The payment-by-paymen: difference iIn interest between the
two rates is obtained and the present value of this
interest difference is calculated using. the current rate as the
discount factor.

3. For each possible term remaining (0 to 60 months), the total
present value of the monthly interest differentials is tabulated
by suming up the monthly values.

An example will clarify the procedure followed. Supposing,

a 10% effective annual current rate

a 12% effective annual contract rate

24 years and 1 month remaining in the amortization period
49 months remaining to term (4 years and 1 month)

then a $1000 loan amortized over 25 years at 12% would require equal
monthly payments of $10.34. Using this payment, the calculations
sumnarized in the following teable are made.

1)y - (2) (3) (4) (3) (6)

Interest  Interest _ Cumulative
Months  Component Component Interest Present valus total of
to term at 12% at 10% .- Differential of i differential present values
1 $9.49 $7.57 S1.52 $1.50 S1.50
2 9.48 7.96 1.52 1.50 - 3.00
3 9.47 7.94 1.53 1.50 | 4.50
4 '9.46 7.92 © 1,54 _ 1.49 5.99
25 9.27 7.48 1.78 1.47 37.18

. 49 9.00 6.88 2.12 1.44 $72.10



For each month until the term of the contract (49 in this example) the
difference between the interest component in the payment generated by the
two rates, contract (column 2) and current (column 3) is calculated and
given in column 4. The present value of the interest differential is
computed for each month (column 5) and the. cumulative total of the present
values of monthly interest differentials is done {(column 6).

In this case, a two percent drop in rates after only eleven months elapsed
L4

in a five year mortgage contract would necessitate a penalty of $72 per
$1000 prepaid to cover the expected interest loss for the lender.

2. ‘The administrative charge

This component of the total penalty is based on a flat allowance of $15 per
$1000 prepaid = the start of the mortgage ocontract, linearly decreasing to
0 over a five .ar period. As in the case of the interest differential
component however, the precise charge is dependant of the time left to term
rather than the time elapsed from the start of the contract. Therefore,
the charge is more appropriately defined as being $0.25 per $1000 prepaid
-per month remaining to term. . For 13 months left term this component
would then be $3.25 per $1000 and for 49 months rena ining it would be

$12, 25,

Both components, interest differential and administrative charge, are
summed alaebraically to yield the penalty values as they appear in the
table. ~1hus, wnen the current rate exceeds the contract rate, the
administ ratlve charge is reduced by the present value of the gain to the
lender resulting from re—investment at the higher current rate. For this
reason, the total penalties reproduced in the table fall to 7ero .whenever
the current rate exceeds the contract rate by more than one quarter of one
percent. -

3. Mathematlcal expression of the penalty

Using the assumption stated earlier in this nobe, the "interest
differential” component of the penalty applicaeble in a given situation can
be expressed as follows: ‘

. £t
k,

-t t_-_-L .
{ (+ Vi ‘_(‘u\) _ if:}' Q_tf'» n.-l-‘ . ‘/\i—‘ N
P Z k[\ t] e )m | (1+1) -R _(Ha,i}‘/'ﬂ—_,k (1+,‘L§ ‘—\ (1
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where, P = penalty (as a decimal factor for $1.00 prepaid)
k = time left to term (in months, maximum 60)
i = contract rate (decimal, effective annual compounding on a
‘ monthly basis where a month eauals 1/12 year).
r = current rate (decimal, effective annual compounding mnmly)
n = time left in amortization period (in years, maximum 40).
.t = time unit in months, where the first month following the prepay-

ment is month no. 1 and subsequent months in the.remainder of
the term are numbered 2, 3.....k. :
R = monthly payment as a decimal fraction (for a mortgage of $1.00).

where R is defined as,

(wi.)%1 - |
b= (reiy™

R =

The formula can be furthoL explalned by identi fying each of ‘its main
components. |

(C) is the mortgage outstanding or amount prepaid (if they differ),
expressed as $1.00 in the formula at time t = 1 and as $1000. in the
" table.

- (B) is the monthly interest factor corresponding to the ef"ec ive com—
pounding annual contract rate. The combination (B).(C) gives the
interest component (of the payment) for month t.

- (D) is the hypothetical mortgage or amount, consisting of the mortgag
oatstanding (or amount pzepa;d if they differ) plus the unkrnown oenalyy
vhich would be reouired in order to yield the same =me blended monthly
payment over the same remaining anortization paricd under the current
rate (which is absuned to be lower than the contract rate).

- (E) ;s the rmonthly interest factor com:ecoonqu to the effective
ccsspounding annual current. rate. The combination (D) . (E) pelds tha
interest corponant Tof the payment), at month t, for -the. hyoo thetical
mortcage as described in-the preceeding paragraph.

- the difference between [(B) . (C)] and [(D) . (E)] is the loss of
interest for month t. :

- (P) is the discounting factor, at month t, applied to the interest
differential to cbia.n the present value of the loss; this factor is
based on the current rate.

- (&) is the summation of all the present valu'm of losses of interest for
the various months %, from 1 to k in the remamder of the term.,
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»

Flnally,tthe "administrative chaxqe" component in the total penalty is
given by:

P = c.k

where,

Py admlnLS trative penalty for a given time left to term,
that is k months
c: a constant basic penalty of $0. OOOZJ per $1.00 pLepa*d {or
$0.25 per $1000) per mon;h left to term
"k: nunber of months left o term

This "administrative" penalty is added algsbraically to the "interest"

penalty to yield the total penalty. This entails that when the "interest"
penalty is negative (i.e., a potential gain to the lender resulting from a
current rate hiaher than the contract rate) the "administrative" penal bty is
offset hll the total reaches zero. At the other end of the range, the
total penalty is limited to an amount ecquivalent to nine months of
interest, at the contract rate, on the amount prepaid.

4, The format of the penalty table

The table covers situations vhere the time left to term (i.e., in the
mortgage contract) could be any number of months, from 0 to 60 months.

It also distinguishes all possible pavment flows for any given rate covered

in the table, corresponding to any number of years left in the amortization

pariod, from 0 to 40 years.

The table covers a 7% to 16% range for current rates and 63 to 17
for contract rates, in both cases in 1% increments.

For each current rate, the table covers a range of contract rates coing
from 1% lower, at vhich the penalty falls to zero, 5 en upper 1i me vich
is dependant on the number of months rermaining to the end of the mortaage
COﬁtrac (i.e., dependant on the time elapsed since the contract was .:dc

7ith a five year horizon). For each current rate, the upper l*mth on the
Lange of contract rates covered are:

2

~ 8% higher than the current rate vhen there are from 1 to 12 months left
to term

- 7% higher for 13 to 24 months to term

— 6% higher for 25 to 36 ronths to term

- 5% higher for 37 to 48 months to term :

- 4% higher for 49 to 60 months to term : ’

These intervals are also limited by an overall contract rate lim*; of 17%
The ranges provided are more than sufficient to cover wer 99.5%
preobabilities of actual contract—-current rate differentials, hased on .a

statistical analysis of historical variations in mortgege rates for five-
year and shorter pericds.




where,

»

B. How to use the penalty tables

The tables are assembled in current rate order, each book covering a one
percent range (e.g., 8%, 8.25%, 8.50%, 8.75%) so that lenders will have o
use only one book at any point in time. Current rates increase by one
quarter of one percent. s ‘ '

For a given current rate, pages are assembled following contract rates in.

increasing order, by one quarter of one percent increments and for a range
of one quarter of one percent lower to 4, 5, 6, 7 or 8% higher, dependlng
on the nunber of months remaining to term.

For each individual current—contract combination, there are five pages, one
for each year remaining to term (maximum 60 months). In a given page,
column headings indicate the exact number of months remaining to term vwhile
the lines refer to the number of complete yeaLs left in the amortization
period (maximum 40 years). :

The steps to obtain a prepayment penalty value are the following:

1. The lender first has to assess the relevant current rate in the
manner described earlier in the paper, as well as the number of
years left in the amortization period and the number of
months left to term or the next penaltv-free date, as the case may
be (also explained in the main of the text).

2. With this information, he locates the appropriate current—contract
rates combination (a five page selt) and selecits the appropriate
page on the basis of the number of months left till the
next term (or penalty-free date). The appropriate column is the
one corresporyding to exactly the number of months remaining to
term. Finally, the relevant value is on the row corresponding to
the numbar of complete years left in the amortization period.

Using the sample tables appended and supposing a prepayment situation

a) the current rate is 8%

b) the contract rate is 9.25% _

c) 2 years and 8 months lef* to term, that is 32 months remaining to
term » '

d) 27 years and 8 months left in the amortization period

then the appropriate penaliy value would be located on the page indicating
25 to 36 months left to term, under the column 32 months (for 2 years and 8
months) and in the row corresponding to the number of complete ye avs in the
arortization period that is 27 in our example. The value $38.36 is the
maximum penalty that the lender could charge per $1000 prepaid in this

- example.
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Flnally, it should be noted that zero values appearing at - the bottom of
many pages refer to "not applicable" as they relate to impossible
situations where the time left to term would be longer than the remaining
time in the amortization period. : -

At the present ‘”ime, the Department is working on a revision of the general
format of presentation of the table in order to reduce its size and mproue
its readability. Some of the avenues for morovemen“ undeL cons*dera won
are the following:

(1) - Adopting a tolerance of $1.00 rather than $0.01 with any fraction
of a dollar rounded uwp or down to the closest dollar figure. Droppind
the cents figues from the table could cut its total size by
approxim=* ~1ly half while allowing computerized institutions some
flexib....y in adopting an algorithm of their own rather than using
a manual. Bowever, rounding up to the next dollar entails a loss of
accuracy and in approximately half the cases borrowers facing a
penalty will pay on average an extra $0.25 per $1000. prepaid; for a
$100,000 mortgage this would mean an extra $25.00.

(2) - Covering -the number of years left in the amortization period by
' annual increments from 1 to 10 years but only by five vear leaps from

10 to 40 years. When the number of years left in the amortization
period exceeds ten years, the year to year differential reduces
substantially and very little accuracy \.’Ddld be lost one way or the
other by adopting one penaliy figure for a five year period,
especidlly if the tolerance is moved from S0.0l 10 $1.00. This would
also contribute to a substantial reduction of the volume of the table
as well as allow some. flexm;ll_y for computer adaptation.

(3) -~ Finally, in situations where the range of rates covered ‘entails the
maximun panalty for a 1a1g° range of ters and amortization, it may
" be desirable to sumnarize somewhat the information rather- than
printing the Same figure over entire pages, as in the present
standard printing format.

Decisions on these considerations are not firm vet as ._hc_,r have to be
evaluated under many aspacis: accuracy, readability, flexibility of

computer programirng, etc. The final format however should b2 adopted
within the next few weeks. - ~
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. Appendix No. 3

Rate variations and expected prepayment penalties

-

Conventional Mortaace lendina rates
Jan. 1965 to Oct. 1976

6 R @) ) @ (5)

Approximate Maximum expected  Approximate
Average variation equivalent variation equivalent
Time Span in rate during penalty (99.5% interval penalty
(years) period (months) of confidence) {ronths)
1 0.5% 1.5 months 2.5% 8 months
2 1.0% 2.5 " 3.75% 8.75 "
3 1.25% 2,25 " 4,75% 8.5 "
4 1.5% 1.5 " 4.75% 4,5 "

This tables shows the average variation in rate that occured in the
conventional mortgage lending rate over various time spans (one to four
years) during the period January 1965 to October 1976. It also gives the
maximum expected variaticn in rate for the same time spans (one to four.
years) given a 99.5% interval of confidence. Average and maximum variations
are also expressed in terms of eauivalent months of penalty at the contract
rate.

The series used for the calculation is the mm*hly series publ,.shed in the
Bank of Canada Review for Conventional mortgage loans. '

Calculations vere made with the assumption that the general udt rend in rates
exparienced over the twelve year period under review could convert to a |
similar downtrend in the future. Also, percentage figures have been rounded
to the next 0.25% and months are rounded (o nearest 0.25 month.

The equivalent penalty figures are approximate since they correspond o a
mortgage with a 25 years amortization per;oﬁ, a 12% contract rate and where
the penalties are calculated so as to cover the present value of the
expacted loss that would result for the lender if prepayment occured at the
‘fllSui second, third and fourth anniversaries of the first five year term of
the mortgage loan, for rate drops &s per column 2 and 4.

As can be seen from this table, on the average the interest loss to the
lender would range from 1.5 to 2.5 months of interest calculated at the
contract rate if rates were to drop in a way similar as their increases of
the last twelve years. Adding those figures to the fixed penalty component




allowed for administrative costs would mean that
penalties ranging from-2.75 to 3.4 months on the
where rates have dropped on the market.

borrower would face
average in situations






